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T his article exam ines the decision  criteria environment as perceived  by investment 
officers from  venture capital firms operating in the most developed  venture capital markets 
throughout the Central and East European (CEE) region, with an em phasis on Hungary, 
Poland, the C zech Republic and S lovak ia  (response rate o f  56% ). W hile the twenty-six  
investigated criteria have proved to be useful in outlining the venture capitalists’ decision  
making environm ent, the study confirm s that venture capitalists address three types o f  
decision risk in their investigation: entry risk, operating risk, and exit risk. The paper provides 
further ev id en ce  to demonstrate that the CEE countries should not be treated as one  
“h om ogeneous block” by venture capitalists. Venture capitalists operating in the CEE region 
exhibited sign ificant differences with rcspcct to the relative im portance they assigned to the 
various d ec is io n  criteria.

K e y w o r d s :  venture, capital, d ecis io n -m a k in g , Eastern, E urope

IN T R O D U C T IO N

The process used by venture capitalists to make investm ent decisions 
encom passes the heart and soul o f  venture capital investing  (Tyebjee and 
Bruno, 1984; Fried and H isrich, 1994; Hall and H ofer, 1994). Venture 
capitalist practitioners often regard the venture cap ita l process as a 
com bination of art and science. The science relates to the application of 
specific and  concrete decision criteria to a detailed  and technical 
investigation o f the market o r industry competition, technical issues, the 
firm ’s financial performance, and its valuation (T yebjee and Bruno, 1984; 
Hall and H ofer, 1993; Fried and Hisrich, 1994). By re ly ing  on internal and 
external resources, venture cap ita lists are able to reach defin ite  yet technical 
conclusions. There are, how ever, aspects of the assessm ent o f the firm or its 
business plan that are more d ifficu lt to ascertain. The art o f  venturing relates 
to the “so ft” , unquantifiable, less tangible, non-concrete, and subtle
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evaluation  embodied in the assessm ent of people, deal terms, negotiating 
tactics, and the “investment story” (Sandberg et al, 1988; Riquelme and 
R ickards, 1992; Smart, 1999). T his may be regarded as venture capitalist’s 
in tu ition  and be appropriately called experience-driven judgm ent. Stewart 
(1999), and Shepherd and D ouglas (1999) argue that traditional approaches 
based on a concrete assessm ent o f tangible criteria m ay be less reliable and 
relevant to venture capital decision making.

W hile there are numerous studies that detail the decision criteria employed 
by venture capitalists in W estern European countries (for review of academic 
literature see Muzyka et al, 1996; Boocock and W oods, 1997), the decision 
criteria used by venture capitalists in their investments in C EE firms are not well 
understood. The studies by Karsai et al (1997), Karsai et al (1998), and Bliss 
(1999) provided a useful background on venture capitalists’ decision process. 
Karsai et al (1997) focused on the general evolution o f the venture capital 
m arket in Hungary and pointed to some screening criteria used by local 
investors. Karsai et al (1998) focused on the screening and valuation approaches 
used by venture capitalists in Hungary, Poland, and Slovakia. They noted some 
differences in the way venture capitalists process deals in the three countries and 
in com parison to the UK. Bliss (1999) focused on the investment process and 
decision criteria used by venture capitalists in Poland. H e also outlined some 
unique criteria used by local venture capitalists such as risk of governmental 
influence, an untested legal system , and quality of management.

T h e  objective of the study is to focus on the key elem ents of the venture 
capital decision-m aking process across various C E E  countries. Specifically, 
the paper examines the decision  criteria environm ent as perceived by venture 
cap ita lists making investm ent decisions in C E E  countries, including 
H ungary, Poland, the Czech Republic, and Slovakia, which have the m ost 
developed  venture capital industries. Six groups of decision criteria (m arket 
and product, entrepreneur and management, strategy and com petition, 
valuation  and returns, deal, and other) are exam ined w ithin the context o f 
ven ture  capital investment in different countries.

1. DECISION MAKING CRITERIA

Extensive research has been conducted to exam ine the importance of the 
various decision making criteria used by venture capitalists in W estern 
countries. The field research can be separated into three broad areas: 1) studies 
assessing venture performance and returns (Dorsey, 1979; MacMillan et al,



1988); 2) research focusing on the venture capital process and the decision 
making environm ent (Riquelme and Rickard, 1992; Hall and Hofer, 1993); and 
3) literature focusing on the evaluation of venture capitalists’ investment decision 
criteria (Tyebjee and Bruno, 1984; M acM illan et al 1985; M uzyka et al, 1996).

R esearch investigating the venture  capitalists’ decision environm ent has 
evolved over time, yet has produced a modestly sim ilar set of decision 
criteria. T h ree  distinct phases o f research can be identified. The earlier 
studies conducted  between the 1970s and 1980s focused on identifying the 
criteria used  by venture capitalists in evaluating potential businesses and 
ascertaining their relative im portance through the usage of descriptive 
statistics. T h e  second wave of research  in the field focused on the use of 
linear statistical methods to condense the decision criteria  into identifiable 
groups. T yeb jee  and Bruno (1984) used factor analysis to identify five 
groups o r criteria  that reflect five types of risk in venture capital investment: 
m anagem ent risk, investment risk, competitive risk, operational risk, and 
cash out risk. M acM illan et al (1985) employed a sim ilar approach and came 
up with sim ila r decision criteria as a result of using factor analysis, a process 
focusing on the importance o f  m anagement, m arket, product, external 
environm ent, and cash out. In 1996, M uzyka et al, in an attem pt to advance 
prior research  in the field (w hich previously concentrated on the usage of a 
“ laundry list” o f decision criteria), employed conjoint analysis to describe 
the decision  making process by m easuring the relative im portance of criteria 
within a trade-off environm ent. T he study identified sim ilar category 
groupings (product-m arket, strategic-com petitive, fund), but also introduced 
new ones (financial, management team , management com petence, and deal). 
A sim ilar technique was em ployed by Riquelme and R ickards (1992). While 
considerable insight had been shed on the decision m aking  process by the 
middle o f  the 1980s, academics w ere dissatisfied with research initiatives in 
the field. Sandberg et al (1998) notably  stated that prior research had “failed 
to capture and convey the richness, subtlety and discernm ent embodied in the 
venture capitalist’s decision process and criteria”. Such a statement undoubtedly 
underscored the researchers’ inability to fully quantify the complexities of the 
venture capital decision process. Research in the last years o f the 1980s focused 
on verbal protocol, a technique based on active interaction between researchers 
and respondents (Sandberg et al, 1998), in an attempt to further expand the 
understanding of the decision criteria environment.

The study  focuses on six groups of decision criteria  that could be 
considered im portant and follow s the research m ethodology used by Muzyka 
et al (1996). Firstly, product and m arket criteria are often considered as the



m ost im portant variable for successful venture-backed companies and 
investm ents (Tyebjee and B runo, 1984; Fried and H isrich , 1994). Defining 
m arket size, growth, custom er interests, and other variables such as these 
helps to  forecast opportunities and enables en trepreneurs and venture 
cap ita lists to understand the driv ing forces of the m arket. Secondly, the 
presence of management is second only to the m arket as the most important 
variable for venture capitalists to consider. In order to succeed in business, 
m anagem ent needs experience, education values, track record, capability in 
p rocess management, and, perhaps most importantly, a  clear vision. This is 
often supplied by the entrepreneur, who starts the com pany and pursues 
business action that is opportunity  driven. A strong m anagem ent team is also 
necessary  for a successful com pany, since venture capitalists tend to finance 
entrepreneurial teams rather than solo entrepreneurs (Baumol, 1968; 
M acM illan et al, 1985; M uzyka et al, 1986; Roure and M aidique, 1986; 
Sm art, 1999). Thirdly, business strategy deals with the way in which a firm  
com petes in a given industry. T he strategy must specify  what resources are 
needed and how they will be obtained, since lim ited  resources may be 
availab le . W ithout a strong business strategy to deal w ith important business 
issues, a business venture cannot grow and therefore will not survive 
(M itchell, 1991). Fourthly, s trong  returns from a venture  capital investment 
are critical to financiers. R eturns are influenced by business valuations 
venture  capitalists assign to the entrepreneurial business at the point o f 
c losing  the deal (Tyebjee and Bruno, 1984; Fried and H isrich, 1994). Fifthly, 
venture capitalists are concerned with deal criteria. A docum ent called the 
T erm  Sheet summarizes the term s of the proposed investm ent and lays out 
the principles that govern the relationship between a venture capital fund and 
a com pany. The document includes information on the shareholders’ level o f 
pro tection , budget, strategic decision approval procedures, investor rights, 
and ex it mechanisms (K irilenko, 2001; S trom berg and Kaplan, 2003). 
Lastly , there are other criteria  such as financial m easures, strength of local 
econom y, and venture capital funds’ specific crite ria  that are considered 
(T yebjee and Bruno, 1984; M uzyka et al, 1996).

2. RESEARCH METHODOLOGY

T he primary purpose o f the study was to define the decision criteria 
environm ent as perceived by venture capitalists opera ting  in the CEE region 
and to identify differences in the way venture capitalists approach these local



markets. T hree  hypotheses gu ided  the design o f the methodological 
approach and  statistical analysis.

The first hypothesis related to the decision environm ent and specific 
criteria u sed  by venture cap italists in their investm ent decisions. It was 
hypothesized that venture capitalists would make their decisions on the basis 
of the c rite ria  identified in previous research studies and com m only applied 
in w estern m arkets. This reflected the fact that many ven tu re  capital firms 
are e ither run or supervised by w estern  investment professionals and that 
these professionals would tend to  apply business evaluation  techniques 
applied in o ther countries. E vidence from studies in w estern  countries 
confirm s that venture capitalists use sim ilar criteria in d ifferen t markets. The 
first research  hypothesis is stated in the null form as follow s:

H I n v e s t m e n t  criteria applied by venture capitalists in Western Europe appropriately
describe the decision environment in the CEE region.

The second research hypothesis dealt with the application  o f these criteria 
to actual investm ent projects. Previous studies and academ ic research (see 
Tyebjee and Bruno, 1984; M acM illan  et al, 1985; M uzyka et al, 1996) 
confirm  that venture capitalists focus on groupings o f  risks in their 
investigation of potential investm ent prospects and the final investment 
decision. It has been found that instead of focusing .on a general “ laundry 
list” o f crite ria , venture capitalists focus on m oderating risks in key areas. 
The second research hypothesis is therefore stated in the null form as follows:

H2: There are groupings o f decision criteria that can be discerned from  available data.

The th ird  research hypothesis was concerned with the way venture 
capitalists apply these criteria to specific countries in the region. It was 
further hypothesized that venture capitalists would consisten tly  apply the 
same crite ria  in their analysis o f key decision areas and  across various 
countries in the CEE region. W hile limited research ex ist (Bliss, 1998; 
Karsai et al, 1998) to support the fact that venture cap ita lists recognize local 
realities in their decision m aking, the hypothesis was based  on the fact that 
all the m arkets under study developed  at the same tim e and have relatively 
hom ogenous macroeconomic indicators. Consequently, the  dynam ics of the 
venture capital environment w ould  likely be the sam e. T he  third research 
hypothesis is stated in the null form  as follows:

H t: Venture capitalists focus on the same decision criteria when making their investment decisions.



The sampling frame in this study included the 1 12 investment officers 
em ployed in venture capital firms targeting H ungary, Poland, the Czech 
R epublic, and Slovakia. The target population was derived from a variety of 
d ifferen t sources, including a membership list o f local venture capital 
associations and the Book o f  Lists, published by N ew  World Publishing, 
w hich is regarded as the m ost comprehensive business directory in the C EE 
region. The list was also cross-referenced with o ther sources to assure 
com pletion. Venture capital firm s focusing on d ifferen t stages of com pany 
developm ent were also included in the study (seed financing accounted for 
0.5 percent of all the respondents; start-up financing -  14.7 percent; 
expansion financing -  64.6 percent; replacement capital financing -  I 1.0 
percent; buyout financing -  8.6 percent; undeclared -  0.6 percent), ensuring 
not only the integrity o f the data, but also the reliability  of the results.

A mail questionnaire (included in Appendix A) was sent to the 
investm ent officers in a personally addressed envelope, along with a 
covering  letter. The first section of the questionnaire pertained to six groups 
o f  decision criteria that could  be considered im portant when investing in 
C E E  countries. These included: product and m arket criteria (market size, 
m aturity  and growth, degree of market developm ent, types of product, 
seasonality), entrepreneur and management crite ria  (leadership potential, 
track record, quality o f m anagem ent, com petencies, experience), strategy 
and com petitive criteria (strategic positioning, com petition, ease of m arket 
entry , strength of suppliers and distributors), valuation and returns criteria  
(business valuation, potential returns, competition fo r the deal), deal criteria 
(stage of investment, investor protections), and o ther criteria (financial 
m easures, strength of local econom y, venture capital funds’ specific criteria). 
In this section, a seven-point Likert scale was used by each firm to rate the 
im portance of the tw enty listed decision criteria; "1" denoted "very 
unim portant" and "7" denoted "very im portant". The design of the 
questionnaire was based on the literature review. T he questionnaire was pre­
tested  and subsequently refined on a sample o f th ree venture capital firm s 
(not included in the study). The second section o f  the questionnaire dealt 
specifically  with venture capital firms’ dem ographic data. In this section, 
closed-ended questions w ere used to characterize the respondents and their 
firm s. The demographic profile  included questions regarding the preferred 
stages of investment, the num ber of years o f involvem ent in the venture 
capital industry, the num ber of completed investm ents, the num ber o f  
em ployees, the IRR expectations, and the professional background o f 
respondents (i.e. education, years of experience).



A ccord ing  to different industry sources (local venture capital 
associations, local newspapers, B ook o f Lists), there are betw een 95 and 104 
venture capital funds operating in C entral and Eastern E urope (Hungary: 36- 
38; Poland: 33-35; the Czech Republic: 17-19; S lovakia: 9-12). The 
objective o f  the study was to so lic it responses from the en tire  population of 
venture capital funds operating in the region. Two questionnaires were sent 
to each venture capital fund to  random ly selected investm ent officers in 
these funds. It was conjectured that while the responses in the demographic 
section received from the sam e fund were expected to be the same, the 
responses related to the im portance of specific problem s were likely to be 
different, reflecting diverse background of investment officers working in the 
same fund. In total, 200 questionnaires were sent out to 100 venture capital 
funds, yield ing an initial response o f  47.5 percent (95 respondents). Follow-up 
phone calls were made and resulted in 17 additional responses, increasing the 
response rate to 56.0 percent. This response rate is considered acceptable.

T he statistical analysis was done in stages and was perform ed with SPSS. 
The ob jective of the first stage o f  analysis was to develop  a concise set of 
variables to  be used for further analysis. After establish ing a strong set o f 
decision criteria, multiple analyses of variance, and factor analysis were 
perform ed. The factor analysis was used to investigate the underlying 
structures o f  the twenty-six investm ent decision criteria, so that one might 
gain a general understanding o f the decision environm ent and the differences 
in the perceptions of the decision criteria for different types of respondents. 
The reliability of the construct was assessed using Cronbach alphas. The 
multivariate analysis was successfully used in studies perform ed by MacMillan 
et al (1985), Riquelme and Rickards (1992) and Muzyka et al (1996).

3. RESEARCH RESULTS AND DISCUSSION

3.1. Decision Criteria and their Structure

M any factors influence the final investment decisions made by venture 
capital firm s. Principal factor extraction with varim ax rotation was 
perform ed. Using a factor loading o f 0.50 as the cu t-o ff fo r inclusion within 
a factor, the decision criteria separated  three factors, confirm ing Hypothesis
2. T he first factor was labeled “entry  risk” and explained 28.5 percent of the 
variance. T he second factor w as concerned with “operating risk” and 
explained 14.8 percent of the variance. The third fac to r was termed “exit 
risk” and explained 19.2 percent o f the variance. T he twenty-six decision



criteria  used in the questionnaire provided a com prehensive set of decision 
c riteria  to be used by local venture capitalists. The percentage of variance 
explained  by the three factors was equal to 62.5 percent, a favorable 
com parison  to Tyebjee and B runo (1984) -  60.4 percent -  and M acM illan et 
al (1985) -  60.5 percent. T he  results confirmed that the list of standard 
decision  criteria successfully used for the analysis o f  investm ent decisions in 
w estern countries is useful in assessing investm ent projects in the C EE 
region. Therefore, Hypothesis 1 was confirmed.

Table 1

Factor and reliability analysis for investment decision criteria and three factor groups.

Decision Criteria
Factor 

Loadings 
Entry Risk

Factor 
Loadings 

Operating Risk

F actor  
Loadings 
Exit Risk

Market size and growth dynamics 
Degree o f market consolidation 
Product or service seasonality 
Value-added products or services

0.853

0.579
0.548

0.518

Entrepreneur’s leadership potential 0.829
Complementary management team 0.735
Industry experience 0.502
Track record of success 0.651
Ease o f  market entry 0.634
Defcndable market position 0.543
Market share 0.843
Nature and degree of competition 0.583
Strength of suppliers and distributors 0.780
Availability o f business plan 0.548
Expected rate of return 0.549
Ability to cash out 0.770
Competition for the deal 0.521
Valuation 0.543
Degree o f investor protections 0.745
Ability to influence operations 0.875
Stage o f investment 0.512 0.872
Ability to force exit and exit potential 0 .769
Investment scalability 0.543
Strength of financial performance
Strength of local economy
Business agrees with fund’s constraints and objectives 0.507

0.873
0.542

Cronbach’s a 0 .8052 0.7945 0.7645
Percentage of variance explained 
Eigenvalue

28.5%
13.27

14.8%
7.43

19.2%
8.56

Total percentage of variance explained 62.5%

Source: own calculations based on research data from the questionnaire



There are  many factors influencing the final investm ent decisions made 
by venture capitalists. Entry risk tended to be related to the assessment of 
two areas: the commercial attractiveness of the investm ent (the “commercial 
proposition” ) and project “do-ab ility” . The key areas related  to assessing a 
project’s attractiveness are the entrepreneur and m anagem ent (as well as 
their track record), market size and growth (as well as m arket share), and, 
last but no t least, the availability o f a comprehensive business plan. The 
second assessm ent area within th is factor relates to an assessm ent by the 
fund perta in ing  to the probability o f  the project being com pleted. In other 
words, the second area relates to the  fund’s ability to successfully  complete 
the deal on terms satisfactory to  venture capitalists. This component 
generally relates to deal issues involving financial contracting, namely 
structuring, pricing (business valuation), and expected returns. Venture 
capitalists m ust be assured, with significant rights and protections, that they 
have negotia ted  the best deal. T he  assessment of a venture capital fund’s 
ability to successfully execute the deal is important s ince the risk of not 
com pleting the project is norm ally regarded as above average in the venture 
capital industry . This is often due to  potentially unsuccessful negotiations or 
the tender approach com m only used in privatization, p rocesses in the CEE 
region.

O nce th e  investm ent is co m p le ted , venture cap ita lis ts  sh ift their focus 
to o p era tio n a l issues. V enture cap ita lis ts  will com m only  ask them selves, 
“Is the co m p an y  (and thus the investm en t) perform ing in accordance with 
the b u s in e ss  plan upon w hich th e  decision to invest w as taken?” The 
opera ting  risk  relates to the a ssessm en t of the firm ’s po ten tia l for future 
business fa ilu re  or underperfo rm ance. In assessing th ese  operating  risks, 
key fo cu s w as given to the m acro  considerations likely  to influence the 
financial perform ance of the bu sin ess , namely the c o u n try ’s econom ics 
pe rfo rm an ce , m arket and co m p e titiv e  considerations, and m anagem ent 
expertise  in the industry. All th ese  factors are likely  to influence the 
strength  o f  the com pany’s financ ia l perform ance and ex it opportunities. 
V en tu re  cap ita lis ts  are able to  te s t the reliability and  strength  of their 
investo r p ro tec tions, especially  w hen  the business is underperform ing. 
M any o f  the rights agreed upon  between b u sin ess  ow ners and 
en trep ren eu rs  provide venture cap ita lists with ad d itio n a l pow ers and 
rem edies in the event that a v en tu re  capital backed b u sin ess  experiences 
opera tiona l problem s. U nder such  circum stances, v en tu re  cap ita lists may 
decide to change the business leader or the en tire  m anagem ent team 
through the  change of control righ ts .



T he third area of concern and risk for venture cap ita lists relates to the 
realization  of their investm ent w ithin a reasonable tim efram e -  the exit risk. 
W hile venture capitalists view investm ent from a long term  perspective, they 
are not operating investors, and must secure ways o f  selling their shares 
w ithin a targeted investment holding period. Many tim es, venture capitalists’ 
partners have a different perspective on holding. F or exam ple, they may be 
attracted  by a future dividend stream , the ability to w ait for a “preferred” 
buyer o r the ability to retain control of the business, and the status and self- 
fu lfillm en t that goes with it. T h is difference in opinion on the value o f an 
“unsold  share” means that the exit issue is often one in w hich the interests o f 
ven ture  capitalists and business owners diverge m ost. It is, therefore, 
im portan t for both parties to discuss each o th er’s requirements and 
expectations early in the process and come to a m utually satisfactory 
solution. In certain circum stances, venture capitalists are entitled to a “drag 
along  righ t” , where they force an exit through the sale o f all shares in the 
business to a strategic investor.

3.2. Decision Criteria across the CEE Region

O v era ll, the venture cap ita lis ts  that w ere surveyed exhib ited  
s ig n ifican t differences as to  th e ir  opinions on the re la tiv e  im portance o f 
d ec is io n  criteria. At the 10% level of sign ificance , venture cap ita lists 
o p e ra tin g  in various coun tries differed on 16 out o f  26 decision c rite ria  
(see  T ab le  2). Furtherm ore, there  was significant d isagreem ent about the 
re la tiv e  im portance of the top  10 decision crite ria . T ab le  2 presents the 
m ean  scores across various decision criteria , a lo n g  with standard  
d ev ia tio n , ranking. The d ec is io n  criteria not only  p rov ide  an insight into 
the spec trum  and im portance o f  the various decision  processes utilized by 
v en tu re  capitalists, but a lso  ou tline  the varying ty p es  o f challenges they 
are like ly  to encounter in these  countries. T he th ree  most im portant 
d ec is io n  criteria for each c lu ste r are noted below . O ne of the m ost 
n o ticeab le  features pertains to  how venture c a p ita lis ts  operating in the 
C zech  Republic and S lovak ia  have the highest ov era ll im portance ratings 
fo r th e ir  problem s (com pared  to Hungary and P o lan d ) in twenty o f the 
tw en ty -s ix  decision ca tego ries.



T able 2. M ean scores in key d ecision  criteria used by venture capitalists in the CEE region

D ecision C riteria Hungary Poland The C zech R epublic Slovakia
R ank M ean SD R ank M ean SD Rank M ean SD Rank M ean SD

Market size and growth dynamics** 1 6.07 0.45 4 5.71 0.65 3 6.16 0.52 5 6.17 0.67
Degree o f market consolidation** 4 5.96 0.87 13 5.41 0.72 12 5.90 0.67 11 5.93 0.61
Product or service seasonality*** 13 5.49 0.64 25 4.18 1.17 19 5.68 0.71 17 5.74 0 .70
Value-added products or services 18 5.07 0.81 5 5.63 0.93 22 5.57 0.80 20 5.65 0.53
Entrepreneur’s leadership potential*** 5 5.93 0.45 1 5.89 0.37 I 6.21 0.46 3 6.27 0.43
Complementary management team** 14 5.37 0.67 10 5.49 0.22 2 6.18 0.28 1 6.33 0.48
Industry experience 15 5.32 0.75 3 5.74 0.34 16 5.77 0.67 12 5.90 0.83
Track record o f  success 6 5.86 0.56 2 5.75 0.56 26 5.28 0.78 2 6.28 0.31
Ease o f  market entry** 2 6.02 0.35 15 5.26 0.60 15 5.82 0.67 13 5.86 0 .59
Defendable market position* 23 4.57 1.09 21 4.74 0.72 21 5.60 0.53 21 5.64 0.61
Market share** 3 5.99 0.42 6 5.60 0.46 8 5.98 0.45 4 6.22 0.55
Nature and degree o f  competition 17 5.17 0.98 16 5.21 0.71 14 5.86 0.81 24 5.47 0 .90
Strength o f suppliers and distributors* 19 4.98 0.73 22 4.56 0.88 18 5.69 0.78 14 5.85 0 .54
Availability o f  business plan 26 4.28 1.23 26 4.12 0.75 9 5.97 0.54 10 5.99 0.79
Expected rate o f  return** 9 5.70 0.63 14 5.37 0.58 4 6.12 0.47 7 6.09 0.63
Ability to cash out*** 25 4.31 0.54 17 5.07 0.74 10 5.97 0.67 15 5.84 0.89
Competition for the deal 8 5.71 0.61 18 5.04 0.65 13 5.89 0.89 18 5.73 0 .54
Valuation** 10 5.63 0.74 8 5.55 0.41 11 5.94 0.73 16 5.79 0 .70
D egree o f  investor protections*** 11 5.58 0.49 9 5.52 0.67 5 6.07 0.63 6 6.13 0.52
Ability to influence operations*** 24 4.37 0.63 19 4 .94 0.87 6 6.04 0.32 8 6.01 0.59
Stage'of investment 21 4.75 0.79 20 4.80 0.54 20 5.65 0.56 23 5.53 0 .84
A bility to force exit and exit potential* 22 4.69 0.95 7 5.58 0.65 7 6.01 0.67 19 5.71 0.71
Investment scalability 12 5.51 0.67 11 5.47 0.54 17 5.71 0.71 9 6.00 0 .74
Strength o f  financial performance 7 5.78 0.54 12 5.43 0.56 23 5.43 0.56 22 5.58 0.73
Strength o f  local econom y 16 5.26 0.63 23 4.47 0.63 24 5.42 0.60 25 5.41 0.89
Fund-company fit* 20 4.81 0.76 24 4.36 0.87 25 5.32 0.56 26 5.40 0.26

S ign ifican ce levels: * P < 0 .1, * * P < 0 .05 , ***P<0.01

Source: ow n calcu lations based on research data from the questionnaire
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F o u r market and com petitive decision criteria w ere among the top five 
decision  criteria in Hungary, w ith market size and grow th dynamics, and 
ease o f market entry being ranked number one and  two, respectively. 
V enture  capitalists are looking for markets that have been increasing at 
sign ifican t growth rates in the past and from w hich  strong growth is 
expected  to continue in the foreseeable future. The perform ance of their 
portfo lio  companies in the m arket sectors and the challenge of identifying 
businesses that are strong perform ers are two reasons w hy venture capitalists 
a ttribu te  importance to m arket considerations. T his is confirmed by the 
relatively  high ranking o f the com pany’s past financial performance. This 
find ing  is consistent with earlie r studies outlining a dim inishing quality o f 
p ro jects available to venture capitalists. The issue related  to management and 
en trepreneurs is considered as a secondary issue in com parison to m arket 
considerations. Local venture capitalists confirm that w hile having talented 
and experienced managem ent personnel is critical to any business, finding 
strong  and experienced sen ior management -  especially  in the areas o f 
finance and accounting -  w ith western business education  (i.e. an M BA  
degree) is less problematic than in other markets, such as Poland. The high 
ranking  o f the deal criteria  is a natural progression from market 
considerations. Once a good deal has been identified and  venture capitalists 
have been granted exclusivity to negotiate it w ith entrepreneurs, they 
becom e concerned with w hether the deal works in term s of potential returns 
and business valuation.

V enture  capitalists in Poland are primarily concerned about the quality o f 
en trepreneurs and managers. Polish venture cap ita lists believe that a 
successfu l venture is based on a strong m anagem ent team and a driven 
en trepreneur with a successful track record. V enture capitalists are looking 
for individuals or m anagem ents teams that have been in operation for a 
num ber o f years and have proven themselves com peten t managers. M ore 
im portantly , they look for “operators” and not ju s t visionaries. V enture 
cap ita lis ts  also search for businesses in which strong  senior executives 
com plem ent the leading entrepreneur and execute the crafted strategy. In 
short, local venture capitalists are looking for “seria l” entrepreneurs and 
m anagers, and tend to bet on solid management team s. The second m ajor 
decision-m aking theme relates to market considerations. As is the case in 
H ungary, venture capitalists in Poland rank the im portance of market size 
and grow th dynamics highly. T his is done to ensure the growth of the top 
line and improve profitability. Venture capitalists also wish to avoid 
“com m odity-type” products or services with few  or no value added



components. They prefer to financially back businesses that can be 
differentiated from other market offers and where consum ers perceive a 
valued-added component. Ranked at number seven are the provisions related 
to exit enforceability. Venture capitalists commonly try to negotiate strong 
exit provisions (such as “drag-along” rights) and will rarely proceed to deal 
closure without such protection.

Venture capitalists in the Czech Republic and Slovakia are generally 
concerned with all issues related to management, market, and deal 
considerations. This is reflected by the high average scores of the decision 
criteria examined. It is necessary to stress the im portance of investor 
protections. Venture capitalists in these markets are relatively new and less 
familiar with market conditions, and tend to “over-protect” themselves against 
any adverse conditions in the legal documentation. Investor protections are also 
extended to situations where venture capitalists are concerned with having the 
ability to influence the company’s operations in the case of any material 
underperformance from the agreed action plan.

CONCLUSIONS

The twenty-six decision criteria have proved to be very useful in 
outlining the decision making environment for venture capital firms 
operating in the CEE region. The study confirms that instead of checking 
off individual risk factors, venture capital firms try to address three 
fundamental types of risk in their decision process: entry risk, operating 
risk, and exit risk. The percentage of variance explained by the three 
factors was equal to 62.5 percent. The entry risk relates to the assessment 
by venture capitalists of the com m ercial attractiveness o f an investment 
and their ability to complete the deal. The operational risk relates to 
venture cap italists’ focus on any potential operational challenges they may 
encounter during their holding period, as well as ways in which they are 
able to protect themselves against underperformance, a likely harbinger of 
low returns. The exit risk relates to the venture capital firm ’s ability to 
successfully exit the investment.

The countries in the CEE region cannot be treated as one homogeneous 
“block”. Venture capitalists operating in the CEE region exhibited 
significant differences as to the relative importance of decision criteria. In 
short, they apply different decision criteria to analyze investment 
opportunities in the various countries of the CEE region. In spite of



concurrently developing markets, similar efforts to use public capital to 
rejuvenate entrepreneurship, and relatively homogenous macroeconomics, 
each country has its unique features. Venture capitalists must learn to 
understand these features if they are to improve their chances of successful 
investment in these countries. A better understanding of country-specific 
decision criteria can help to properly mitigate risks.

The study has numerous implications for academics and practitioners. For 
academics, the study highlights the differences and similarities in the way 
venture capitalists in the CEE region make their investment decisions. The 
study also identifies the main types of risk venture capitalists attempt to 
hedge against. While the study raises more questions than it answers, it 
highlights many areas of potential research in the CEE region. Areas 
pertaining to the returns achieved by venture capital firms operating in the 
region may be of some importance, and can be explored in at least three 
different manners. Firstly, while over $1,226 billion was invested in the 
m arket between 1998 and 2002, limited evidence exists to suggest how 
successful venture capital firms in the region really are in terms of returns. 
The key research question relates to whether or not local venture capital 
firms are sufficiently compensated for the risks they are taking in the region. 
Due to potential problems with return disclosure on the part of venture 
capital firms, a case-study investigation of the most successful firms in the 
region would have to be performed. Secondly, various venture capital firms 
operating in the region developed and executed different entry modes into 
the market. It would be interesting to research which of these methods was 
most successful. This m atter would be of high importance to any 
practitioners about to enter the market. Thirdly, this study outlines that 
unique market characteristics may be responsible for different developments 
in the CEE markets, their potential, and, consequently, their returns. 
Understanding the various components of the environment is likely to 
im prove venture capitalists’ success rate.

For practitioners, there are numerous implications. Firstly, the investment 
approach and decision criteria successfully used by venture capitalists when 
m aking investments in W estern Europe are generally helpful in detailing the 
decision environment in the CEE region. However, rather than using a 
system  that “checks-off’ each of the potential risks, it may be worthwhile to 
consider investment challenges in terms of three main themes: entry risk, 
operating risk, and exit risk. Such a classification may prove to be a useful 
framework for analyzing investment opportunities, and is likely to be quite 
intuitive for local venture capitalists. Secondly, each of the countries in the



CEE region represents a unique market with its own characteristics, 
challenges, and opportunities. Understanding these unique market 
characteristics is the only way that venture capitalists operating in the region 
can im prove their chances o f successful investm entsand exits. It would be 
a m istake to treat the CEE region as a hom ogenous investment 
environm ent.
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APPENDIX A 

Research Questionnaire

Section 1

Below is a list of problems commonly encountered by venture capital 
(VC) funds in different countries of Central and Eastern Europe.

Please circle the number on the scale which best indicates the importance of 
the problem under each classification. The number 1  will reflect a very 
unimportant problem, whereas the number 7 will reflect a very important 
problem.



1. Market size and growth dynamics in industry in which investee 
firm operates in

2 3 4 5 6 7

2. Degree o f market consolidation in industry investee firm 
operates in

2 3 4 5 6 7

3. Investee firm ’s product or service seasonality 2 3 4 5 6 7
4. V alue-added products or services provided by investee . 
firm

2 3 4 5 6 7

5. Existence of entrepreneur's leadership potential in investee firm 2 3 4 5 6 7

6. Existence of complementary management team in investee firm 2 3 4 5 6 7

7. Industry experience of entrepreneur and management in 
investee firm

2 3 4 5 6 7

8. Track record of success for entrepreneur and management in 
investee firm

2 3 4 5 6 7

9. Ease of market entry into industry investee firm operates in 2 3 4 5 6 7

10. Investee firm’s ability to defend its market position 2 3 4 5 6 7
11. Investee firm’s market share 2 3 4 5 6 7
12. Nature and degree of competition in industry investee firm 
operates in

2 3 4 5 6 7

13. Strength of suppliers and distributors co-operating with 
investee firm

2 3 4 5 6 7

14. Availability of business plan in investee firm 2 3 4 5 6 7
15. VC fund’s average expected rate of return (IRR) from its 
transactions

2 3 4 5 6 7

16. VC fund’s ability to cash out from deals (i.e. redemption or 
dividends)

2 3 4 5 6 7

17. Competition for deal from other VC funds 2 3 4 5 6 7
18. Valuation of investee firm 2 3 4 5 6 7
19. Degree of investor protections negotiated with shareholders 
of investee firm

2 3 4 5 6 7

20. VC fund’s ability to influence operations of investee firm 2 3 4 5 6 7
21. Stage o f investment in investee firm 2 3 4 5 6 7
22. VC fund’s ability to force exit and exit potential from 
investee firm

2 3 4 5 6 7

23. Investment scalability (i.e. investing in tranches) 2 3 4 5 6 7
24. Strength of financial performance of investee firm 2 3 4 5 6 7
25. Strength of local economy 2 3 4 5 6 7
26. The fit between VC fund and investee firm 2 3 4 5 6 7

Section 2

I. W hich category  below best describes your fund’s preferred stage o f investment in 
[count ly ]?
[ ] Seed



[ ] Start-up
[ ] Expansion
[ 1 Replacement
[ ] Buy-out
[ ] Other

2. For how  many years has your fund been involved in venture capital investing in [country]! 
[ 1 1 - 2  years
[ ] 3 - 4  years
[ ] 5 - 6  years
[ ] 7 - 8  years
[ J > 8  years

3. How many transaction has your fund completed in total in [country]!
[ j 1 - 5  transactions
[ 1 6 - 1 0  transactions
[ 1 11 -  15 transactions
[ 1 16 -  20 transactions
[ 1 > 2 0  transactions

4. How many full (not partial) exits has your fund achieved in [country]!
[ ] 1 - 5  exits
[ ] 6 -  10 exits
[ ] 1 1 - 1 5  exits
[ ] 1 6 - 2 0  exits
[ ] > 2 0  exits

5. W hat are your fund’s IRR expectations in [country]!
[ 1 < 2 1 %
[ ] 2 1 - 2 5 %
[ ] 26 -  30%
[ ] >  30%

6. How many full time professional sta ff does your fund em ploy in [country]!

7. W hich category best describes the average level of education and years o f experience o f 
your fund’s professional staff in [country]!

1 - 3
4 - 6  
7 - 1 0  
> 11

Education
[ ] Undergraduate degree 
[ J Graduate degree 
[ 1 Ph.D.
I 1 Professional designation 
[ ] Other

Years o f  Experience
[ J 1 -  2 years
[ 1 3 - 4  years
I 1 5 - 6  years
[ ] 7 -  8 years
[ ] > 9 years


