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Abstract

Venture capital (literally “high—risk capital”) isdesignated for the
financing of small companies that by themselvek Rdficient resources, but
whose activities indicate potentially high profits the future. It can play
a special role in the development of the technaklbi advanced industries as
well as in the growth of entrepreneurship underdtas a readiness to establish
new companies (“start—ups”).

Two factors: First, the relatively small numberr@w companies as well
as the number of companies subject to liquidatiaerothe year (“firm
turnover”) in Japan, and second, the insignificgmestige associated with the
profession of entrepreneur do not foster growthhi@ dynamics of this form of
financing ventures. The cited indicator for Japan among the lowest in
comparison with other highly developed counfrieshile the profession of
entrepreneur is not the foremost dream of collegelgates. They would much
rather prefer realizing their professional careexrs members of the government
bureaucracy or employees of a major corporatiodowever, this mindset is
slowly changing, if for no other reason then, intesmpf popular conviction,
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because most small companies are not establishedgdoeriods of prosperity,
but near the end of the downward phase of the enanoycle. That is exactly
the phase Japan has been dealing with for severafsynow. Young, creative
people, recruited from the unemployed, are seek@ifyemployment, using all
possible opportunities embedded in the “again startup” machinery of the
economy;

1. Introduction

Perhaps, in addition to the relatively low publgirdon of the profession
of entrepreneur and the low “inter—generationalplaaeement of companies
(“firm turnover”), there are two other phenomendgedaining the relatively
small—as compared with the United States and Eurd@ec! of involvement in
VC investment in Japan. These two factors are émelly disdainful attitude
of the inhabitants of the Land of the Cherry Blosswith respect to risk and
actual, functioning legal regulations that impelde ¢émergence and operation of
VC companies. Figure No. 1 depicts the level okstinent outlay on high—risk
ventures over the years 2005-2009 for the UnitateSt Europe, and Japan.

Figure 1. Venture capital investment in the UnitedStates, Europe, and Japan over the years
2005-2009 (billion yen)
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Source: “2010 Survey Results on Trends in Venturpit@alnvestment,” Venture Enterprise
Center, Japan, p. 3, http://www.vec.or.jp/downlo28/1

3 Yonekura S. and Lynskey M. (2003), “Nothing Veriir Nothing Gained,” paper presented
at the Global Forum — Entrepreneurship in Asia: 4t$.—Japan Dialogue, April 16, 2003,
available from the Maureen and Mike Mansfield Faatrah, p. 11.
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Analysis of data contained in Figure No. 1 indisate falling trend in
outlay in the case of Japan. An exception is ther @906, when growth was
noted. This is probably tied with the expansive atary policy of that period
and a short-term acceleration of the economy. Tthat®n returned to normal
following this “one—time incident” and the econonagain plunged into
recession. This was duly followed by a fall in véstments.

2. Characteristics of Venture Capital (VC) in Japan

Figure No. 2 shows the shaping of high—risk cagtgdenditure in Japan
in greater detail, including for the years 2002-26the first initial public
offerings (IPOs) for Japanese high technology stahanges. Both indicators
are seen to gradually grow over the 2002—-2006 gdaltowing the breaking of
the “Internet bubble” over the years 2000-2001.rtle@g with 2007, it is
possible to note a successive drop in both. Theamics of changes in VC
investment is reflected in the fluctuations of thesSDAQ securities exchange
index, where small and medium enterprises as well@ companies are nofed
This is confirmed by the observation that the @téPO growth is, to a great
extent, dependent on the state of the economg.r#latively high during lively
and blossoming phases and low during crisis anesgton stages of the
economy.

4 Six security exchanges are currently functioningapan—Tokyo, Osaka, Nagoya, Fukuoka,
Sapporo, and JASDAQ. April 1, 2010 saw the merded ASDAQ (including the segment of
NEO-New Entrepreneurs’ Opportunity high technolagynpanies) with HERCULES, which is
a part of the Osaka exchange for new, innovativ@ien JASDAQ, inclusive of the NIKKEI
stock exchange index, remain the most renowned V(&ehaThe others are MOTHERS, AlM,
etc.
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Figure 2. Venture capital investment in Japan ovethe years 2002—-2010 (billion yen)
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Source: “2010 Survey Results on Trends in Venturpit@alnvestment,” Venture Enterprise
Center, Japan, p. 2, http://www.vec.or.jp/downloaé/1

Figure No. 3 presents the number of initial publfiierings financed using
high—risk capital in Japan over the 1999-2009 pesiobdivided into concrete
stock markets.

Figure 3. Number of initial public offerings (IPOs) of companies supported by venture
capital in Japan over the years 1999-2009
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Financial Research Paper “lakyara,” Nomura Reseastitute, vol. 78, p. 3.
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T. Kirihate® (2006) states that a lion’s share of VC investmestt to the
processing industry, followed by food and beveragelesale and retail trading
(Table No. 1). In the United States over the saar®gd the breakdown of outlay
achieved using the same method was ultimatelyrdifteand preferred software
and information processing, tele—information tedbgms, and medical
products (Table No. 2). The enclosed data agaifiraothe premise regarding
the leading role, including in chronological sequesnof the United States in
initiating technological progress and investmentwidver, changes should be
noted on the Japanese side. For example, VC ineessnin biotechnology
increased from 3.7% (the whole of outlay in 19987 7% in 2008. In their turn,
VC investment expenditures on health care grew flob% to 9.4% over the
same period

5 Kirihata, T., “The Formation Process and Charasties of the Japanese Venture Capital
Industry,” Working Paper, No. 113, Kyoto Universigebruary 2010, p. 6.

% Research was conducted by the Ministry of PostsTatecommunications in 2002 and was
subsequently repeated in 2008.



Table 1. VC investments in Japan (amounts and perogage shares) in billion yen in 1998

Food and .
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. wholesale/ . Construction and Software | processing/| Telecommunications -
industry ; services . - / fishing /
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outlay (in absolute 240.9 105.8 99.1 41 38.6 3.23 9.0 2.2 1.9
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Levels of investment| ; , 185 17.4 7.2 6.8 5.7 16 0.4 0.3
outlay(percentages)
Source: Ministry of Posts and Telecommunicatior®(®, p. 110, in T. Kirihata, “The Formation Prages,” op. cit., p. 6.
Table 2. VC investments in the United States (in ion dollars) in 1998
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Source: Ministry of Posts and Telecommunicatior®(@. p. 110. in T. Kirihata. “The Formation Prages.” op. cit.. p. 6.




Venture Capital in Japan... 37

In their turn, Mayer et al. (2005) prove in theangparative study on VC
investment in Japan, Germany, Israel, and Gre#iBribased omikkei Kinyu
(Financial Nikkei) data for sixty—two high—risk cpamies, that resources are
primarily applied to the needs of the tele—inforimatand software industry,
with biotechnology, the life sciences, and envirental protection second. The
authors contend that a relatively small share oflagu supporting the
development of electronics and semiconductors a8 a& products and
technologies from the processing industry (inclgdimemicals) stems from the
fact that most serious research and developmerk imodapan in this field is
conducted in the laboratories of major companigb®fkeiretsu®.

3. The Entity Criterion for VC Investment in Japan and Its Importance
to Efficiency

There are various sources of “venture capital” &tweent financing
throughout the world. In the United States, the ithamt role is played by the
stock exchange and corporate investors as well ralviduals—"angel
investors.” Corporate investors are mainly reccuittom among former
executive or financial managers. Retirement fubd$h( state and private) are of
significant importance in supplying high—risk fiamg, as are insurance
companies. In Great Britain, the most frequentlyt m@urces are retirement
funds, but also insurance companies as well asvithdil and government
partner® In economies where the financial system is bamedanks (e.g.
Germany and Japan), there can be an overwhelmamppderance of banks as
the basic entity providing resources. This is thsecin Germany. In Japan, it is
the non—banking financial institutions that aregoéatest importance (securities
companies, credit card companies, leasing comparied mortgage credit
institutions), followed by banks and insurance canips. However, a large
share of these is at least in part owned by banks.

A specific feature of activities in the high teclogy industries is the long
period of return and the related uncertainty aféofinal results (what is known
as the “novelty risk”). This means that, in geneiatlividual and corporate
investors are more inclined to allocate outlay liese fields as opposed to
institutional investors (banks, retirement fundsd ainsurance companies).

7 C. Mayer et al., “Sources of Funds and Investmectiviies of Venture Capital Funds:
Evidence from Germany, Israel, Japan, the Unitetgom,” Journal of Corporate FinangeNo.
11, 2005, p. 593.

8 Ibid., p. 587.
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However, if that is the case, “crafty” banks, irdihg Japanese ones, try to tie
the financing of small innovative companies witleithown main objective,
which is the quick multiplying of money (more onstiopic below).

The relatively small interest of banks in commdrciadit for small hi—
tech companies is linked with their weaker (as camg with major
corporations) position in terms of assets. Thigdlates into creditworthiness.
Moreover, although new ventures may be charactbi®e high development
potential, the discussed entities usually do netlhraal estate of other forms of
security for loans at their disposal.

Although it is true that Japanese banks—when souestgd by
government financial institutions (Japan Developihienk)—agreed to accept
intellectual property (brands and patent) as caiédt(Yonekura and Lynskey,
op. cit, p. 3), the precise assessment of its vahe low asset liquidity are
a significant barrier. After all, banks prefer seguthat, if necessary, can be
sold almost at a moment’'s notice. On the other hamdngible assets (e.g.
patents) are subject to quick “depreciation,” eillgcin cases of an absence of
developed trading markets and the Japanese sys$tprotection for inventors,
which is not overly rigorous. Moreover, high teclogy companies generally
demonstrate long periods of research and develdapb&fare any new product
or new implementation makes its appearance.

In such a context, there is nothing strange in fd& that Japanese
financial sector entities invest by way of spegiateated VC companies that
are affiliated to them. There is also nothing gfeaim the concentration of outlay
in later stages of project implementafiguist before the public debut of the new
companies. This way, financial resources are frdpera short period of time
and support is given to companies whose succets the bag.” In the mean
time, from the point of view of promotion of authtienprogress, funds are
necessary that will reward the risk, costs, andrames in the early stages of
innovation (obviously after the presentation ofandincing business plan) at
least in part.

If one subdivides the entire period of operationt® ifour phases—(1)
Seed money, (2) The establishing of new VC compafstart—ups), (3) A one
to five year period, and (4) A five to ten yearipdr—the United States is in the
forefront with respect to involvement in the fiesdd second phases, while the

% Hellmann, T., Lindsey, L., and Puri, M., “Buildirgelationships Early: Banks in Venture
Capital” (April 2008),Review of Financial Studie¥ol. 21, Issue 2, pp. 520-521, 2008. These
observations apply to relations between banks a@dc@¥mpanies in the United States. They
confirm the overall conclusion that in starting peeation banks look to future profits—e.qg.
projections as to the possibility of granting ctedhis principle is also in force in Japan (Kiriha
“The Formation Process ...,” op. cit., pp. 8-9).
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majority view in Japan is a “late appreciation”emtation. It is not without
import that former bank officials hold seats on pamy boards. They, as
claimed by Kuemmerf® (1999), know how to assess the value of credit
security, but lack sufficient general economic klenlge making possible the
drafting of a good business plan or technical knmew-that is prerequisite to
the identification of promising advanced technolpggjects.

Table No. 3 presents the ten largest VC investorddpan in 2007.
Analysis of the data found in the table indicates they are indeed giants in the
Japanese financial sector. Thus, in their 2009 rpr8BI Holdings (1999) is
derived from Softbank Investment, JAFCO — Japaroéiased Finance Co. Ltd.
(1973) is affiliated with the Nomura brokerage hmuand Mizuho Capital
(2002) is tied to the Mizuho financial group, or nacpecifically, the Mizuho
Bank. The remaining companies have a similar pedig€Chuo Mitsui Capital
was a company established as a subordinate of éngeoh Mitsui Bank and
Sumitomo Bank (2002), while NIF SMBC Ventures issdly connected to the
Daiwa brokerage house.

Table 3. Japan’s larges venture capital investors,®7

Venture Capital Investments (billion yen)

SBI Holdings 1170
Chuo Mitsiu Capital 769
JAFCO 603
NIF SMBC Venture 370
Nikko Antfactory 239
JAIC 227
Mizuho Capital 90
Tokyo Marine Capital 81
ORIX Capital 80
Mitsubishi UFJ Capital 79

Source: M. Corver, op. cit., p. 4.

The only entity in the table that is not an “exiens of the financial
sector is JAIC — Japan Asia Investment Co. Ltd8{}9It was founded with the
mission of supporting innovative advanced technplomjects.

1 Kuemmerle W. (2001), “Comparing Catalysts of ChanBeolution and Institutional
Differences in the Venture Capital Industries in td&, Japan and Germany,” Chapter 7,
Comparative Studies of Technological Evolution, Rede and Technological Innovation,
Management and Policyedited by. R. Burgelman and H. Chesbrough, AmsterdiadnOxford,
Elsevier Science, vol. 7, p. 36.
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According to the VC Fund Benchmark Report, thereeweighty—five
high—risk capital companies in Japan in fiscal y2a®7. They managed 451
funds (Corver 2008, p. 12). The average fund volwas approximately USD
40 million (after conversion). Fund resources wereaverage, supplied by ten
partners—investors.

The fact that it is primarily entities of the findal sector that are engaged
in VC processes also finds its reflection in therelateristics of the methods
used in withdrawing capital from the modern techggl investment market
(compare Figure No. 4). The most frequently appfth is the initial public
offering (IPO). It is with the trading debut thdtet first profits make their
appearance. These are consumed by the supplieiend$é. There are other
methods that are less popular: debt write—off, cmgpliquidation, stock
repurchase by the investor, and the sale of thelded entity. It should be
added that the last form is used particularly ofterthe United States, the
country of origin of VC, because it is at that maméhe investors in stock
receive cumulative profits. In analyzing the datathe figure in detail it is
possible to notice the falling number of IPOs (bistherms of relative volumes
and absolute values). This may point to a growiolg of other methods for
withdrawing capital. It may also be the result @Epten years of recession in
Japan.

The priority assigned to the IPO generally stem@mmnfrthe fact that
financing by way of high—risk capital conducteddtities that have ownership
ties with the banking sector and securities instifis remains in agreement with
the goals of that segment of the economy—i.e. miakig quick cash turnover.
Thus, the mission behind these actions is not iationr and diffusion, care for
the development of the co—created company, ordleed patents and products
for industry, but primarily the multiplying of prit$.
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Figure 4. Methods of withdrawing VC over the year #03-2008
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http://www.vec.or.jp/download/114

4. Legal Solutions in the Area of Financing High—Rik Capital

The first private VC company in Japan was estabtisim 1972. Kyoto
Enterprise Development, a “daughter” company of tdydssociation of
Corporate Executives, was created on the basisnwdrisan models (Kirihata
2010, p. 3). Its operations concentrated on sudporthe development of high
technology small and medium enterprises in the &yotgion. It made
investments valued at approximately JPY 300 million forty—two local
corporations, financial institutions, and otheritiad listed on the Kyoto stock
exchange over the eight years of its existence.t Mazbably, one of the major
reasons for its liquidation was organizational ascevhen compared with
similar ventures in the United States (as a rulelenap of only a few private
entrepreneurs in collaboration with financial ingtons). The first investment
fund was established by Nihon Godo Finance in {8&2hata 2010, p. 5).

Significant progress has been made in legislati@mveming the
functioning of enterprises. Representatives of camgs investing high-risk
capital had no rights to sit on the boards of siliasy companies prior to 1995,
limited liability companies were not allowed up 1898, and there was also
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a ban on investment in retirement funds. Thereweagse of stock options as an
instrument motivating management staff, too. Withe tintroduction of
amendments to the Commercial Code in 1997, peromissas granted for the
use of stock options in the case of the manageofergw advanced technology
companies. The following year saw the introductioin laws allowing the
creation of limited liability companies in this fiiein order to attract funds from
institutional investors.

Successive solutions were passed in 2001. Up tdithea a company was
not allowed supplementary financing from the cdpiarket from the start of
the fiscal year of the planned public debut to rti@ment of actual registration
(Yonekura and Lynskey 2003, p. 6). Moreover, aliferred stock as well as
guaranteed and converted bonds had to have beesfamaed into stock
(common stock) prior to the end of the fiscal ye@aceding going public. These
requirements were executed even in situations wthere was no certainty as to
whether or not the IPO would actually take place.

The year 2002 saw further modifications to the Camuial Code.
Regulations restricting the operations of small ®img companies were
changed. The minimum price rule for issued sto€ky(30,000) was eliminated.
A similar rule relating to the minimum stock prié@lowing a split was also
stricken. These regulations greatly restricted tluidity of companies
undertaking high—risk investments. Other rules daafing mechanisms for
capital market financing were also removed. Prilecipl. is one such example.
It insisted that in each and every case of a neweiof stock, the volume of
common stock could not be greater than four tintes volume of preferred
stock. Moreover, the actual ratio had to receivprayal by two—thirds of the
stockholders. Also eliminated were “draconian”(Ykme and Lynskey 2003,
p. 8) restrictions tying the rights to stock opsawith preferred stock as well as
guaranteed and converted bonds.

5. Unsolved Problems

Apart from the lowest indicator of GDP share in Yf@estments of all
OECD countries (OECD Economic Surveys: Japan 20Mith a level of
approximately 0.01%, among the most important wivesl matters is the
already mentioned preference for incurring expemeg in the mature phase of
the investment process. This is a characteristdityof the activities of entities

" OECD Economic Surveys: Japan 2011 OECD Publishing, 2011,
http://dx.doi.org/10.1787/eco_surveys-jpn-2-114&rd3 (statistical data for Japan for 2006).
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of the financial sector that minimize the periodridg which resources are
frozen.

Other authors (Mayer et al., 2005, p. 593) point itsufficient
internationalization of VC investments in Japant Outhe fifty—five examined
funds, 44% only allocated their resources domdstjci3% in a single region
of the country, 38% less than one—half of outlagpatl, and only 5% more than
one-half. Apart from the domestic orientation of ¥&ivities, the small number
of ventures with the participation of foreign pantsiis a cause for concern. Such
participation is certainly not fostered by the 208% on the profits of mixed-
capital limited liability hi—tech companies colledt from foreign investors,
introduced in 2007

The last phenomenon that must be noted is linkel wihat is known as
the “grandstanding” effect. It was observed by Germp(1966, pp. 17-53) and
described in the case of Japan by three econom@Gtisd, Uchida, and
Matsumoto (2007). Pursuant to the “grandstanding/polthesis, newly
established high-risk capital companies that ashge® no standing on the
market are enticed into going public too quicklyonder to build a standing. The
case of Japan confirms this hypothesis. This i®@ally true with respect to
independent companies that have no capital tiee Wié institutions of the
Japanese financial sector.

An analysis conducted over the years 1986-2006cabtes that
independent Japanese companies are listed ondble exchange earlier and
with lower share capital than other VC entitiesliated to the financial giants
This tendency may be explained by the fact thatpimrast to their competitors,
they do not have resources from a “mother” companyfrom the internal
financial market of the given “keiretsu” industrgoup. Lacking close ties with
financial institutions, they must depend on extesgairces of additional capital.
Moreover, it has been observed that independemtshé most part, make their
debut on less rigorous markets—i.e. mainly MOTHERErket of the High—
growth and Emerging Stocks), the floor for advantaxhnology on the Tokyo
stock exchange, and HERCULES that, up to 2010esglesimilar entities within
a part of the securities exchange in Osaka. Tl gigf the most important hi—
tech investment market—the JASDAQ securities exgbarare too difficult to
meet in this case.

The fate of the AIM (Alternate Investment Marke)interesting against
this backdrop. This is a new high technology markett was established as

12 Compare M. Corver, op. cit., p. 19.

13 Getsu S., Uchida K., and Matsumoto M., “The DarkleSof Independent Venture
Capitalists: Evidence from Japan,” pp. 12—-13, H#prh.com/abstract=1928586
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a “joint—venture” of the Tokyo and London stock kanges in 2008. It was
founded after the Japanese corruption scandalseofiineteen—nineties and the
bank crisis of 2007. The new market was intendedbéo different from
MOTHERS with its significantly stricter registraticcriteria. Required on this
market are transparency, accounting in agreemetht imtiernational standards,
listings in the English language, and observandhefequirement for company
results to be public and for strict control ovemsider trading” (illegal benefits
derived from access to information about a companiyr to its public listing,
for example). According to data from the close @12, only one company—i.e.
Mebiopharm Co. Ltd.—entered this market!

Significant underpricing of IPOs may be observedttir case of VC
companies that are not linked to the financial @&ttTo a great extent, this is
the result ofex anteuncertainty with respect to the value of the conypdt is a
situation in which the price of company stock & thoment of its going public
is lower than the market value because issuerafeai® of excessive risk. There
is also a second aspect—long—term economic resilkese also note
significantly lower profits than in the case of qmemies acting in the name of
financial giants (Wang, Wang and Lu 2003, pp. 22084). Thus, both
phenomena—the underpricing of stock prices in Bf@ process and long—term
results—seem to positively confirm the hypothesistiee “immaturity” of
independent VC companies in Japan.

6. Conclusions

1. The role of VC investment in Japan measured ashhee of outlay in GDP
is not large and Japan itself is in last positiamt among OECD countries
in this respect.

2. Most investments in the advanced technology intasstrapart from the
financing system, are also dependent on otherrmastch as availability of
investment projects, alternative sources for fifr@gncinnovation, tax
incentives, legal regulations, the degree to wligtovative activities are
conducted by major companies, and overall macraiaoa conditions.

4 Theories interpreting the phenomenon of IPO umitényg may be subdivided into those
derived from the asymmetry of information (espdgiadimportant in the hi—tech sphere),
institutional, control, and behavioral. For exampl€irkulak et al. (2005, pp. 451-470)
demonstrates that Japanese IPOs during the infiométchnology (IT) boom of 1999 were
significantly more underpriced than over other gear
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3. The low rate at which new companies are establishethpan as well as
their relatively small size seem to be a reflectidproblems with credit by
small enterprises. It is for this reason that theetbpment of VC financing
is considered to be favorable for both already teygssmall innovative
entities and new technological start—ups.

4. Investment allowances should be proposed more lyraaarder to utilize
the potential embedded in high-risk capital comgsnand the creation of
databases relating to achieved results with redpealready operating VC
firms. The adding of intellectual property to thesemal of security
instruments also seems to be a good solution.
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Streszczenie

VENTURE CAPITAL W JAPONII JAKO INSTRUMENT FINANSOWE GO
WSPARCIA INNOWACYJNO SCI GOSPODARKI JAPO NSKIEJ

.venture capital” (dostownie kapitat wysokiego rka) przeznaczony jest do
finansowania matych firm, ktére same nie posiadaystarczajcych zasobéw, lecz ich
dziatalngi¢ wskazuje na potencjalnie fRizyski w przyszioi. Szczegohrole maie on
pelnic w rozwoju brat zaawansowanych technologicznie, azéakwe wzrécie
przeds¢biorczaici, rozumianej jako gotowsd do zaktadania nowych firm (,star-ups”).

Dwa czynniki: pierwszy — stosunkowo mata liczba yobwfirm, a take firm
likwidowanych w skali roku (,firm turnover”) w Japai oraz drugi — niewielki prestj
jakim cieszy s zawod przedsbiorcy, nie sprzyjaj dynamizacji omawianej formy
finansowania przedsivzie¢. Cytowany wskaik, dla Japonii nalgy do najniszych
w poréwnaniu z innymi krajami wysoko rozwiyimi (Grabowiecki 2000), Zgprofesja
przedsgbiorcy nie jest szczytem maifizkidzi po studiach. Znacznie bardziej chcieliby
oni swoy kariere zawodow realizowa' jako cztonkowie walowej biurokracji lub
pracownicy ddej korporacji (Corver 2008, s. 2). Tawiadomaé ulega jednak
stopniowej zmianie, chociby dlategoze wbrew popularnym przekonaniomgk&za¢
niewielkich przedsgbiorstw, powstaje nie w okresie prosperity, leczd pkoniec
spadkowej fazy cyklu koniunkturalnego. Zgtdzz mamy do czynienia w Japonii od
paru lat. Mitodzi, kreatywni ludzie, rekrutigy sk z bezrobotnych, poszukuj
samozatrudnienia, wykorzysgujvszelakie szanse, tkwe w ,ruszajcej na powrét”
maszynerii gospodark (Yonekura, Lynskey 2003,)s. 11



