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3 Why venture capital markets are
well developed in some countries
but comparatively small in others:
evidence from Europe
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Abstract

This chapter extends the literature on the relationship between a country’s legal system and
its financial development. While previous studies have examined firms’ access to broader
debt and equity sources of external finance, our study focuses specifically on firms’ access to
venture capital (VC). Venture capital often provides a first stepping stone for young firms and
is thus a crucial part of a country’s financial development. We employ data on VC financing
deals from the Securities Data Company’s (SDC) VentureXpert database for the period from
1995 to 2004, which we combine with a series of country-specific factors for the same
period. We argue that the origin of a country’s legal system affects firms’ access to capital.
In addition, we hypothesize that an independent judiciary, an adaptable legal system, and
effective contract enforcement provide the necessary background for venture capitalists to
seek out and finance otherwise risky companies. As an added benefit, our study explores the
linkage between venture financing activity and various other country characteristics, helping
us address the question why VC markets are well developed in some countries while they are
comparatively small in others.

3.1 Introduction

Not every firm has equal access to external financing. Aside from firm-specific factors that
may determine how well and how much capital a firm can attract, country-specific factors
often play a major role as well. This chapter extends the extant literature that investigates
how a country’s financial system relates to its legal tradition and economic development
by focusing on the VC market in Europe. Using data for approximately 4000 firms in 38
countries around the world, Beck et al. (2005) observe that firms in countries with French
legal origin face significantly higher obstacles in accessing external finance than firms in
common law countries. In addition, they observe various other country-wide factors that
affect a company’s access to finance. A potential shortcoming of their dataset, however,
is that it is derived from survey data, specifically managers’ responses to the World
Business Environment Survey (WBES). One problem of working with survey data is that an
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individual’s responses may be subjective and potentially biased. With respect to the WBES
survey, this may be particularly problematic as the survey was conducted in 1999, at the
height of the ‘hot’ IPO market in the U.S. and many other countries around the world,
when investor optimism and firms’ access to finance were arguably better than usual. We
aim to overcome this problem by using ‘hard’ data on venture capitalist financing activity
during a ten-year period from January 1995 to December 2004, collected from the Security
Data Company’s VentureXpert database. The goal of our study is to relate the venture
capitalist activity in a given country to various factors describing its economic and legal
development and to answer the question whether potential obstacles that firms may face in
contracting for external financing are related to linkages running from legal origins to legal
traits.

3.2 Literature review

There is a substantial body of research that finds a robust relationship between the origin
of a country’s legal tradition and the operation of its financial system. La Porta et al.
(1998), for example, distinguish between commercial and company law that is based on
British, French, German, and Scandinavian legal origins and find that these legal origins
are important in explaining the creditor and shareholder rights in the respective countries.
Similarly, La Porta et al. (1997) and Levine (1998, 1999, 2003) show that cross-country
differences in the size of the banking sector and the level of stock market development
can be explained by differences in investor protection laws. As Beck et al. (2005) point
out, this means that researchers have identified an empirical chain running from legal
origin to investor protection laws to financial development.!

The legal origins theory states that many aspects of a country’s economic state of
development are the result of their legal system. The basic thrust of the theory is that
common law, as opposed to French civil law, and to a lesser degree to German and
Scandinavian civil law, is associated with more orientation towards institutions of the
market (instead of state interventionism), which is why, according to proponents of the
legal origins theory, common law countries tend to be economically more developed (see
also Beck et al., 2005).2 Beck et al. (2003a) summarize the comparative legal literature

! Beck et al. (2005, 2003a) provide an excellent review of related studies, pointing out that researchers have
also found legal institutions to influence the efficiency with which financial systems allocate capital (Beck and
Levine, 2002; Wurgler, 2000), the valuation of firms (Caprio et al., 2003; Claessens et al., 2002; La Porta
et al., 2002), the dividend payment policies of corporations (La Porta et al., 2000), the efficiency of equity
markets (Morck et al., 2000), and the financial fragility of firms (Johnson et al., 2000). Moreover, Beck
et al. (2003b) document a robust connection between legal origin and equity market development as well as
property rights protection. Finally, Levine et al. (2000) and Beck et al. (2000b) establish that the component
of financial development explained by legal origin explains economic growth.

Common law is also referred to as ‘case law’ (or ‘precedential law’) because judges in common law countries
tend to base their decisions on prior decisions made by other judges. Judges in civil law countries, on the
other hand, generally base their rulings on a strict interpretation of the written codes and laws. Because the
weight accorded to judicial precedent is much lower in civil law countries, their legal system tends to be static
and inflexible, whereas common law allows the judiciary to dynamically react to new developments.

[N}
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and note that legal theories emphasize two inter-related channels through which legal
origin influences finance.

First, the ‘political’ channel contends that (a) legal traditions differ in terms of the
priority they attach to private property rights versus the rights of the State and (b) the
protection of private contracting rights forms the basis of financial development (La Porta
et al., 1999). Beck et al. (2003a) note that the English common law evolved in the
tumultuous 16th and 17th centuries when Parliament and the English kings battled
for control of the country. During those days, the Crown attempted to reassert feudal
privileges and sell monopolies to raise revenues. Courts sided with Parliament (composed
mostly of wealthy merchants and landowners) and protected private property owners
against the Crown. These developments facilitated the ability of private property owners
to transact confidently, with positive repercussions on financial development (North and
Weingast, 1989). On the other hand, the French and German civil codes, which were
developed in the 19th century during the Napoleonic rule in France and Bismarck’s rule
in Germany, were constructed to solidify State power by placing the ‘prince above the
law’ (Hayek, 1960: 166-167). Because the State dominated the judiciary, legal traditions
evolved that focused more on the power of the State and less on the rights of individual
investors (Mahoney, 2001). As a result of its promotion of institutions that encourage
State power, civil law tradition is believed to have adverse implications on financial
development.

Second, the ‘adaptability’ channel focuses on the flexibility of a legal system in adapting
to changing environments. Hayek (1960) points out that legal traditions differ in their
ability to evolve with changing conditions. Merryman (1985) extends this line of thought
and argues that legal traditions that adapt efficiently to minimize the gap between the
contracting needs of the economy and the legal system’s capabilities will more effectively
foster financial development than more rigid systems. Posner (1973) argues that British
common law evolves efficiently as judges respond case-by-case to unforeseen and chang-
ing conditions. In addition, Beck et al. (2003a) suggest that since common law grants
substantial discretion to judges, inefficient laws are challenged in the courts and, through
repeated litigation, efficient rules replace inefficient ones. In reviewing the comparative
law literature, they note that legal systems that reject jurisprudence — the law created by
judges in the process of solving disputes — and rely instead on changes in statutory law
will tend to evolve more inefficiently with negative implications for finance. Beck et al.
(2005) note that the Napoleonic doctrine’s mistrust of judges and jurisprudence hinders
the flexibility of the legal system in countries that follow the French civil code. As a
result, financial development is adversely affected in these countries. Yet, not all civil law
countries are constrained by a rigid legal system. German and Scandinavian civil law is
considered to be much more dynamic as both systems rejected the Napoleonic doctrine
and maintained their historical roots in jurisprudence and judicial discretion (Beck et al.,
2003a).

It is important to understand that the political and adaptability channels are not
mutually exclusive and sometimes make conflicting predictions with respect to a country’s
financial development. For German civil law countries, for example, the political channel
predicts that financial development should be constrained because civil law tradition tends
to centralize and intensify state power, making investors more wary, thus restricting the
development of free financial systems that is typically observed in common law countries.
At the same time, the adaptability channel predicts that German civil law tradition fosters

Basal Fonts:Sabon Margins:Top:36pt Gutter:15mm Font Size:10/12 Text Width:135mm Depth:47 Lines



Elsevier UK ch03-H8259 5-8-2006 8:3la.m. Page:36 Trimsize:165X234MM

36 Venture Capital In Europe

financial development as it is more adaptable to changing environments than the French
civil law tradition.

This chapter focuses specifically on a firm’s access to venture capital and uses broad
cross-country regressions to assess whether legal tradition shapes finance primarily by
affecting the power of the State relative to the judiciary or primarily by influencing the
adaptability of the law to evolving conditions.

3.3 Data

The data used in this study come from several different sources. We start by identifying
all venture capital deals in which funds were provided to European companies between
January 1995 and December 2004 in the Securities Data Company’s (SDC) VentureXpert
database. The VentureXpert database provides detailed information for each venture
capital deal, including, for example, the date of each financing round, the amount a
company received, and detailed information on the venture capitalists that disbursed
the funds.

We combine our dataset with country-level data provided by Demirgiic-Kunt and
Maksimovic (1998) and Beck et al. (2005, 2003a). Because their datasets only cover the
largest European countries, we eliminate venture capital deals for countries not included
in their studies from our dataset. This leaves us with approximately 27 300 venture capital
financing rounds provided to more than 12 300 firms in 19 European countries. Table 3.1
provides summary statistics for our dataset.

Our dataset contains a diverse group of countries in terms of venture capitalist (VC)
activity. The UK, France and Germany clearly lead Europe with respect to the number
of firms that received venture capital funding with approximately 3950, 2500, and 1500
funded firms, respectively. Yet, countries in which fewer than 100 firms received venture
capital funding during our sample period (such as Cyprus, Greece, Iceland, and Luxem-
bourg) are also represented. Not surprisingly, the UK, France, and Germany also lead
our sample when ranked by the total US$ amount of funds disbursed.?:*

With few exceptions, the average size of each financing deal and the average size of the
VC syndicate involved in each deal tend to be larger in the larger European economies.’
Moreover, we observe that in larger economies a bigger proportion of domestic venture
capital firms stand behind a given deal. The remainder is usually financed by U.S. venture
capitalists and VC firms located in other (typically European) nations. Not surprisingly,
our statistics suggest a general trend for larger economies to have more developed venture
capital markets than smaller economies.

3 Note that the VentureXpert database provides information on financing deals in US$ terms. We carry over
reported investment amounts directly from their database. This allows us to avoid possible currency con-
version issues as well as reporting problems related to the introduction of the Euro during our sample
period.

4 Note that the totals in column 4 of Table 3.1 do not correspond to the figures provided in column 2 and 3
because firms frequently receive more than one financing round.

5 A notable exception is Luxembourg. Here, few firms received VC funding, but the amounts provided to these
firms were considerably higher than in most other countries.
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3.3.1 Variable descriptions
Dependent variables

In measuring firms’ access to external capital in a given country, we focus our attention on
venture capitalist activity. As noted in the introduction, the SDC VentureXpert database
provides comprehensive coverage of all venture capital deals during our sample period,
making it more objective and arguably more reliable than survey-based data.

In our subsequent analysis, we employ three alternative measures intended to capture
venture capitalist activity and the overall size of the venture capital market in a given
country. QOur first measure, VC_DEALS, represents a log ratio of the average number of
venture capital deals in a given country divided by the country’s average GDP during our
sample period. Specifically, we calculate In(N,)/ In(GDP,), where N, is the average yearly
number of VC deals in country i during our sample period and GDP; is the average GDP
of that country. We employ GDP information from yearly country statistics provided
by the International Monetary Fund (IMF). By using the number of deals relative to a
country’s GDP rather than the number of deals itself we adjust for the different size
of each country’s economy. Our second measure, VC_FIRMS, is calculated in a similar
fashion, but considers the number of firms that receive VC financing rather than the
number of VC deals. The measures differ because firms frequently receive more than one
financing round.

Finally, we define VC_AMT, calculated as the log ratio of the average amount of
venture capital funds disbursed in a given country per year, again divided by the country’s
average GDP during our sample period.®

Independent variables

We relate venture capitalist activity to several different measures of legal tradition, judi-
ciary independence, judicial adaptability, and enforcement. In addition, we investigate
how our measures relate to other proxies for financial and economic development that are
used in the extant literature. Most of our independent variables are based on data provided
by Beck et al. (2003a) who themselves collect data from various different sources (see
their study for detailed information about each variable). Table 3.2 provides information
on some of the key variables used in our subsequent analysis.

To address the question of whether legal origin affects the relative size of the venture
capital market in a given country, we distinguish between the four legal origins that are
prevalent in our sample, that is, British common law, as well as French, German, and
Scandinavian civil code.

To examine the relative importance of the political and adaptability channels, we
further introduce two sets of variables. The first variable set is intended to measure
the independence of the judiciary from the State, while the second set proxies for the
dynamism and flexibility of a country’s legal system. In line with the existing literature,
we expect independent judiciaries and adaptable legal systems to be positively related
with the development of the venture capital market in a given country.

¢ In unreported robustness tests, we also employed venture capital measures that are divided by a country’s
total stock market capitalization rather than its GDP. Our results are qualitatively and quantitatively robust
using either variable definition.
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Judiciary independence proxies

To measure the influence of the political channels on venture capitalist activity, we employ
two indicators of the power of the judiciary relative to the executive arm of government
based on Beck et al. (2003a) and La Porta et al. (2004). Our first variable, the Tenure of
Supreme Court Judges (SC_TEN) ranges from 0 to 2. A value of 0 indicates that tenure
is for less than six years. If tenure is between six years and lifetime, then the variable is
coded as 1. If Supreme Court judges have lifelong tenure, then the variable is coded as 2.
The longer the tenure of a Supreme Court judge, the more independent the judiciary
is from the State (see Beck et al., 2003a). Larger values of SC_TEN are hypothesized
to have a positive relationship with our dependent variables because — according to the
political channel — firms in countries with more independent judiciaries should face lower
obstacles in accessing and contracting for external finance.

Our second indicator, Supreme Court Power (SC_POW), takes the Tenure of Supreme
Court Judges variable and combines it with a dummy variable that indicates whether the
Supreme Court has power over administrative cases. The variable takes on a value of 1
if Supreme Court judges have lifelong tenure and have power over administrative cases.
This combination would suggest that the Supreme Court is more independent from the
State, and, under the political channel would predict a positive effect on firms’ access to
external finance.

Legal adaptability proxies

In line with Beck et al. (2003a), we use two variables to examine the influence of the adapt-
ability channel on companies’ access to venture capital financing. Case Law (CAS_LAW),
originally derived from La Porta et al. (2004), is a dummy variable that indicates whether
judicial decisions are a source of law, that is, whether they are based on previous court
decisions. According to the adaptability channel, countries in which judicial decisions are
a source of law will adapt more easily to changing economic and financial circumstances
and therefore have higher levels of financial development. As a result, we hypothesize
that countries with case law have more developed venture capital markets than countries
that have no case law.

The second variable, Legal Justification (LEG_JUST), originally derived from Djankov
et al. (2003), indicates whether judgments have to be based on statutory law rather than
on principles of equity. The variable takes on values of 0, 0.33, 0.67, and 1, with higher
values indicating that the legal system imposes greater requirements that judgments be
based on statutory law. As noted by Beck et al. (2003a), the adaptability channel predicts
that higher values of Legal Justification will be associated with lower levels of financial
development or — in our case — a less-developed venture capital market.

Related financial development measures

Clearly, there is no single measure that captures the level of financial development in
a given country. While our study specifically focuses on the venture capital market,
the extant literature has employed various other proxies for financial development. We
employ three of these measures to examine possible inter-relations between venture capital
market developments on the one hand and alternative measures of financial development
on the other.
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We use Private Credit (PRIV_CR), a measure of credit by deposit money banks and
other financial institutions to the private sector as share of GDP, to proxy for the size of
the private lending market in a given country. As noted by Beck et al. (2003a), Private
Credit excludes credit to the public sector and cross-claims of one financial intermediary
on another. It thus measures the amount of savings that is channeled through debt-issuing
financial intermediaries to private borrowers. While King and Levine (1993a, 1993b)
and Levine et al. (2000) show a strong connection between measures of banking-sector
development and economic growth (predicting a positive relationship between Private
Credit and our dependent variables), it is also possible that Private Credit may be a
substitute for venture capital financing, thus resulting in a negative relationship between
these variables.

We follow Beck et al. (2005) and define a country’s Stock Market Development (MCAP)
as the total value of equity shares traded on a country’s stock exchanges divided by the
country’s GDP. The variable captures the overall size of the equity market in a given
country relative to the size of its economy.

Our third variable, Property Rights (PROP_RIG), is an index of the degree to which the
government protects private property and enforces laws that protect private property. The
data are obtained from Beck et al. (2003a) who themselves derived them from La Porta
et al. (2000) and the Index of Economic Freedom. As noted by Beck et al., Property
Rights measures a key input into the efficient operation of financial contracts and the
development of formal financial institutions: the degree of protection of private property
rights. The Property Rights variable takes on values from 1 to 5, with 5 representing the
strongest property rights protection.

Other variables of interest

During our data collection, we came across numerous interesting country characteristics
that have been employed in the comparative legal and economic literature but rarely in
studies such as this. While we discarded many of them in an effort to concentrate only
on those that are hypothesized to be most closely related to financial development, two
variables sparked our particular interest in the context of this study. The first variable,
Enforcement (ENF), is an indicator of the effectiveness of the legal system in enforcing
contracts, as defined by Beck et al. (2000a). We include it in some of our regression
models as it adds an interesting new perspective to our study. While the quality of a
country’s legal system is one important factor that may explain the financial development
in a given country, we hypothesize that the actual enforcement of the laws is another
important aspect. In other words, we argue that a legal system is only beneficial if it is
properly enforced.

Our second variable of interest, Government Subsidies (GVT_SUBS), is based on a
study by Demirgiic-Kunt and Maksimovic (1998). The variable measures grants on the
current account by the public authorities to private and public enterprises as a percentage
of GDP. We hypothesize that government subsidies act as a substitute to venture capital
financing. That is, we argue that firms with easy access to government grants have less
demand for venture capital. Thus, countries that provide firms with generous subsidies
should have a less-developed venture capital market.
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3.4 Methodology and results

3.4.1 Correlation analysis

We start our empirical analysis by examining the correlation coefficients between all
independent and dependent variables. Our results are presented in Table 3.3.

Our dependent variables are all highly positively correlated, suggesting that they rep-
resent good alternatives in measuring venture capitalist activity in a given country. They
also display positive, albeit smaller, correlations with other commonly used proxies for
financial development, namely Private Credit (PRIV_CR), Stock Market Development
(MCAP), and Property Rights (PR_RIG).

While not significant, countries with German and Scandinavian legal origins have posi-
tive correlations with VC activity when measured by the number of VC deals (VC_DEALS)
or the number of VC-backed firms (VC_FIRMS) during our sample period, which is
what we expected. Also it is not surprising that French legal origin displays a negative
correlation with VC activity. Interestingly, while the British legal origin dummy is neg-
atively correlated with our VC_DEALS and VC_FIRMS variables (which is somewhat
unexpected), our third dependent variable, VC_AMT, shows a positive correlation. This
suggests that while there may be fewer venture capital deals in British common law
countries, the average size of each deal is considerably larger. Most other correlation coef-
ficients are as expected. As some of them are quite large (>0.7 in absolute terms), we will
employ models with various variable perturbations to avoid potential multicollinearity
issues in our subsequent regression analysis.

3.4.2 Regression analysis

We perform a series of ordinary least squares (OLS) regressions in which we explore
the relationship between the development of a country’s venture capital market and
various country characteristics that describe the origin of that country’s legal system, the
independence of the judiciary from the State, the adaptability of the legal system, the level
of financial development, and other factors of interest. Our results are given in Table 3.4.
For robustness and to avoid potential multicollinearity problems that may arise when
including sets of highly correlated regressors in our analysis (see discussion above), we
present results for several models containing different regressor combinations.

It is worth noting that the results in Panels A, B and C of Table 3.4 show a high
degree of consistency, suggesting that our three dependent variables are all influenced
by the same factors. The LEGOR_UK variable is consistently positive and in almost all
models significant at the 10% level, suggesting that countries whose legal system is based
on British common law tend to have more developed venture capital markets, relative
to the excluded Scandinavian legal origin dummy. The French and German legal origin
dummies, on the other hand, are insignificant in every model, suggesting that they have
little explanatory power with respect to a country’s venture capital market development.

In line with the political channel argument, the Tenure of Supreme Court Judges has
a significant positive effect in almost all model specifications. Thus, an independent
judiciary appears to be a significant contributor for having a strong venture capital market.
Interestingly, Supreme Court Power (which combines the Tenure of Supreme Court Judges
variable with a dummy variable that indicates that the Supreme Court has power over
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administrative cases) seems to have little influence. The variable is insignificant in all
model specifications and shows no clear direction.

We find support for the adaptability channel argument, but it is again reflected in only
one of our regressors. Specifically, while Case Law shows no explanatory power, our
second adaptability proxy, Legal Justification, is consistently negative and significant at
the 5% level in almost all model specifications. Our results are consistent with Beck et al.
(2003a) who observe that higher levels of Legal Justification are negatively related to
financial development.

When including other proxies for financial market development in our model, we
observe that the Private Credit and Property Rights variables are largely insignificant.
Not surprisingly, however, we find the Stock Market Development proxy (MCAP) to be
significantly positively related to venture capital market size.

Finally, effective contract enforcement, as captured by the ENF variable, appears to
be an important factor that contributes to a strong venture capital market. This is not
surprising. The venture capital industry has traditionally been risky and may have to rely
more than any other industry on a sufficient legal safety net if things go wrong. Our
last variable, Government Subsidies, is negatively related to venture capital market size,
although the coefficients are only marginally significant at the 10% level in two out of the
three models in which we include the variable. The negative relationship is in line with
our expectations, suggesting that government funding may act as a substitute to private
funding.

3.5 Conclusion

Whether and how legal traits affect a country’s financial development are questions that
have been on the minds of scholars, politicians, and practitioners alike for a long time.
We add to the extant literature by focusing our attention on the venture capital market
in Europe. While our sample size is naturally limited as a result, this narrow focus allows
for two things. First, it enables us to use ‘hard’ data on one sector of the financial markets
that is known to be a crucial source of capital for young start-up firms. Second, it allows
us to analyze financial market development in a homogeneous group of countries that
are less affected by cultural or religious differences than a worldwide country sample
would be.

Our results are highly robust to different variable definitions and model specifications
and provide empirical support for the notion that legal traits indeed matter when it comes
to financial market development. We observe that the British common law system is
positively associated with a flourishing venture capital market. Consistent with the line
of argument in the political and adaptability channels, we further observe that an inde-
pendent judiciary and a flexible, dynamic legal system are important contributors to a
thriving venture capital market. Not surprisingly, we also find that, relative to GDP, ven-
ture capital markets tend to be larger in countries with better developed stock markets and
in countries whose legal systems are effective in enforcing contracts. Finally, we identify a
possible substitution effect between government subsidies and venture capitalist funding
as venture capital markets tend to be less developed in countries whose governments act
themselves as fund providers.
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