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public sector engagement with 
young companies because, unlike 
the total amount of public sector 
capital committed to venture 
backed companies, it does not 
depend on the current vitality of 
venture capital in a given country. 
Regardless of the overall health 
of venture capital in a country, 

the degree to which government 
engages with these companies 
should be reflective of their general 
engagement with all early stage 
companies.

As shown in Figure 26, the public 
sector in the United Kingdom and 
Ireland engage to the greatest 

extent with young companies 
whereas support in Germany and 
France is far more limited. Is this 
the reason why venture capital in 
the United Kingdom and Ireland is 
more vibrant than in France and 
Germany?

To examine whether this may be 
the case, the number of venture 
backed companies per head in a 
given country was compared with 
the degree to which the public 
sector in these countries engages 
with young companies. The sample 
of companies for this analysis was 
the entire portfolio of European 
venture backed companies, 
excluding those which have only 
received backing from public sector 
venture funds (i.e. those which 
have not received funding from 
private sector venture capital firms 
or corporate venture capitalists).

As shown in Figure 27, there 
is a clear positive correlation 
between public sector engagement 
and the vitality of the venture 
backed portfolio. Of course, 
many other factors, including 
the legal environment, tax 
regime and cultural attitudes to 
entrepreneurship affect venture 

Figure 26 - Comparison of public sector engagement across selected European countries
Source: Library House

Note: This data is unlikely to capture recent changes in the levels of public sector engagement across Europe because only engagement with 
currently venture backed companies is measured.
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Figure 27 - The effect of public sector engagement on the vibrancy of a 
country’s venture capital market (measured by number of venture backed 
companies per million population)
Source: Library House

Note: The dataset used for this analysis includes only venture backed companies which have 
received institutional backing from a private sector venture capital firm or corporate VC. 
Hence public sector engagement figures differ from those in Figure 26 where the whole 
population of venture backed companies is included.
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capital and innovation. This could 
be why the correlation between 
public sector engagement and 
the density of venture capital 
backed companies is not perfect. 
Nevertheless, when countries are 
grouped by the extent of public 
sector engagement, and the 
average number of companies per 
head for each group calculated, 
the fact that there is a strong 
relationship becomes even more 
evident (Figure 28).

It should be noted that this 
analysis is unlikely to take account 
of public policy measures which 
have been taken in the recent past. 
This is because it examines only 
companies which have already 
received private sector venture 
backing, something that is likely to 
lag several years behind early stage 
funding from a public sector fund 
or grant awarding body. It should 
also be noted that our definition of 
a deal involving the public sector 
does not include those deals 
involving a private sector venture 
capital firm with public sector 
involvement at the limited partner 
level. Instead, a public deal under 
our definition includes only those 
deals where at least one of the 
investors or grant awarding bodies 
is itself a public sector organisation 
or exists primarily to distribute 
public sector money.

This analysis indicates that the 
UK government provides the 
most extensive support to young 

companies in Europe. This is likely 
to be one reason why the UK 
leads Europe in venture capital 
investment. As discussed in an 
earlier case study, it is also likely 
to be a reason for the growth of 
innovation based companies in 
Scotland.

However, the key question is why 
public sector support is successful 
in increasing the number of 
venture capital backed companies? 
Historically, the role of the public 
sector has been seen as plugging 
an ‘equity gap’, the consequence of 
market failure.

An equity gap is defined as a 
range of deal sizes unavailable 
to companies because they are 
too small to be considered by 
venture capitalists but out of the 
reach of private investors. If there 
is an ‘equity gap’ then there are 
likely to be companies which are 
investable opportunities but cannot 
raise funding solely because of 
this market failure. Public sector 
investors may be able to mitigate 
this failure by investing in the range 
of the ‘equity gap’. However, this 
view has been contradicted in our 
previous report ‘Beyond the Chasm’ 
(2006), in which we demonstrated 
that there is no equity gap.
Instead private sector investors 
are prepared to invest in deals of 
all sizes from £50k to over £50m. 
This finding has been reinforced 
by subsequent analyses of both 
the IT and cleantech sectors at a 
European level (‘Cleantech Goes 
Mainstream’ and ‘IT, Venture 
Capital and Innovation’ 2007).

It stands to reason that if 
closing an ‘equity gap’ is not 
the mechanism by which public 
sector engagement helps young 
companies then there must be 
another reason for its effectiveness. 
As we suggest in our report ‘IT, 
Venture Capital and Innovation’, 
one likely reason is that public 
sector money enables companies 
to develop their technologies 
and ideas to a point where they 
become investable propositions 
(for example by demonstrating 
proof of concept). As demonstrated 
in the section ‘Venture Backed 
Companies’, venture capitalists 

are unlikely to commit capital 
to companies prior to proof of 
concept, as they are unwilling to 
take on technology and market 
risk, in addition to all the other 
risks inherent in early stage 
investment.

In short, public sector support may 
increase the demand for venture 
capital by increasing the size of the 
pool of investable companies. This 
is in contrast to the often stated 
rationale for public sector action 
which is that it increases the supply 
of venture capital.

It is interesting that Israel, which 
has a very effective ‘proof of 
concept’ programme (known as the 
Israeli Incubator Programme, run 
by the Office of the Chief Scientist), 
has been able to stimulate far 
higher levels of venture activity 
with a much lower overall amount 
of public sector engagement. 
Perhaps this increased efficiency 
of public sector support in Israel 
is due to the explicit focus of this 
on proof of concept grants rather 
than early stage equity finance. 
To express this another way, has 
the Israeli public sector been more 
effective because it has sought 
to develop a pool of investable 
companies (increase demand for 
venture capital) rather than directly 
add to the supply of capital?

A certain answer to this question 
is impossible. However, it is likely 
to be the case that public sector, 
early stage equity funding, such 
as that provided in the UK, is less 
efficient at supporting proof of 
concept projects than programmes 
explicitly designed for this purpose. 
For example, equity finance 
is associated with significant 
additional layers of cost and 
complexity compared to grants.

As well as Israel, the US has 
developed schemes which provide 
early stage funding to companies, 
not in the form of equity finance, 
but as grants or R&D contracts. 
The Small Business Innovation 
Research (SBIR) programme 
forces US government agencies to 
spend at least 2.5% of their R&D 
budgets with small companies. 
The contracts for this programme 

Figure 28 - The effect of public 
sector engagement on the vibrancy 
of a country’s venture capital market. 
Data from Figure 27 regraphed with 
countries grouped by public sector 
engagement. 
Source: Library House
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must be advertised on a particular 
website, are awarded on merit and 
in a timely fashion. Over $2bn per 
annum is spent on the programme 
and the related STTR (Small 
Business Technology Transfer) 
scheme.

As well as providing funding, the 
SBIR scheme also provides a crucial 
link between public procurement 
processes and small companies. 
The 2.5% of federal research 
accounted for by SBIR is not 
intended as an overall target for 
the federal government. Indeed the 
total spent with small companies is 
now around 13%. Instead, it is a 
first step on the ladder for young 
innovation based companies. As 
a consequence, SBIR awardees 
achieve revenues 100% higher 
than their competitors, on average, 
and are more likely to raise venture 
funding (Gompers & Lerner, The 
Venture Capital Cycle, Second 
Edition, 2004).

How then could the UK government 
improve its support for innovation 
and venture capital? An obvious 
conclusion from the above is that 
it should better support proof of 
concept projects through grants 
and improve the link between 
public procurement and small 
companies.

A previous Library House report, 
‘Creating Success From University 
Spin-Outs’, published on behalf 
of the BVCA, recommended the 
implementation of an SBIR-style 
programme in the UK.

There are some signs that this is 
beginning to happen. In 2001 the 
UK government established the 
SBRI (Small Business Research 
Initiative). However, in contrast to 
the US scheme, the UK government 
appears to see spending 2.5% 
of the government R&D budget 
with small companies as a final 
target rather than a specific 
commitment for this scheme. As 
a result, few contracts have been 
awarded through a specific SBRI 
mechanism.

It is the contention of this report 
that effectively implementing 
an SBIR-like programme in the 

UK, possibly through further 
development of SBRI, would 
contribute greatly to the vibrancy 
of innovation and venture capital.

Previously in this report, the 
effects of historically poor returns 
from venture capital in the UK 
and Europe were mentioned. 
Essentially, the failure of venture 
capital to deliver the returns 
possible, either through later 
stage private equity or US venture 
capital, has meant that few 
institutional investors have a policy 
of investing, as limited partners, 
in UK or European venture capital 
funds. In an influential report on 
the US SBIR scheme, David Connell 
of the University of Cambridge, 
suggests that the failure of the UK 
public sector to adequately support 
proof of concept stage projects 
has led to venture capitalists being 
drawn into investing in non-venture 
ready companies. 

The consequently poor returns 
from these investments has then 
impeded venture firms raising 
further funds. Improving the pool 
of investable propositions, i.e. 
increasing effective demand for 
venture capital, is an important 
means of closing down this 
negative cycle.

Venturesome Consumption

It would be wrong to focus 
exclusively on what the public 
sector can do to stimulate venture 
capital. The private sector, apart 
from simply the investment 
community, also has a key role to 
play.

From the above discussion of the 
SBIR scheme it is clear that the 
vitality of innovation and vibrancy 
of venture capital is stimulated 
when the public sector procures 
from small companies. It therefore 
stands to reason that private 
sector procurement is equivalently 
important in the encouragement of 
innovation.

Amar Bhide, Professor of Business 
at Columbia University, has 
argued that a key reason for 
the gap between the economic 
performance of the United States 

and Europe (including the United 
Kingdom) is the greater willingness 
of US corporate buyers to purchase 
innovative products and services, 
particularly in the IT sector.

This greater willingness means that 
there is a more readily addressable 
market for the products of US 
compared to UK or European 
venture backed companies.

In seeking to explain the disparity 
in venture capital investment 
between the US and Europe, 
commentators often claim that 
investors on this side of the Atlantic 
are too ‘risk averse’. Leaving aside 
the truth or otherwise of this view, 
it may be that the risk aversion 
of corporate buyers in the UK 
and Europe is a crucial, but often 
overlooked, disadvantage faced by 
entrepreneurs.
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This report has identified several 
important trends in the UK venture 
capital market. Most importantly, 
2006 was a bumper year for the 
UK. £1.4bn was invested during 
the year, an increase of 27% from 
2005. 

In terms of sector shifts, 2006 saw 
a significant increase in institutional 
investments into the services and 
retail sector (an increase of 91% 
over 2005). The attractiveness of 
this sector to investors is likely 
being driven by the impressive 
returns being achieved, which 
we estimate to be approximately 
+66% in company IRR terms, and 
the ability of these companies to 
deliver impressive year on year 
revenue growth.

The IT sector, which achieved a 
company IRR of +27% during 
2006, has also experienced 
substantial growth in investment 
from 2005 to 2006 (an increase 
of 42%). One trend which is 
likely to be driving the continuing 
attractiveness of IT to investors is 
the emergence of the mediatech 
phenomenon. The convergence 
of communications, media and 
information technology is opening 
up new market opportunities for 
IT companies, which investors are 
clearly willing to support.

Compared to the rest of Europe, 
the UK’s venture capital market 
is healthy. It is the most vibrant 
in Europe and is growing faster 
(at least from 2005 to 2006) than 
Europe overall. Nevertheless, on 
a per capita basis, it lags both the 
US and Israel by a considerable 
margin. In addition, as innovation 
based companies multiply in India 
and China, it faces an increasing 
challenge from Asia. 

Securing the UK’s success in 
a world economy based on 
knowledge and innovation means 
meeting these challenges. This 
report suggests that public sector 
support for innovation has been 
effective in the past and that it 
should be reconfigured to achieve 
even better results going forward. 
From an analysis of Israeli success, 
this report urges action to improve 
the support given to incubator and 
proof of concept projects so as 
to stimulate effective demand for 
venture capital in the UK.

Competing in a knowledge based 
economy also means helping 
entrepreneurs get their products to 
market. Both the public and private 
sectors in the UK need to adjust 
their procurement habits to ‘pull’ 
innovation out of the innovation 
ecosystem.

Overall though, the picture is a 
positive one. Venture capital in the 
UK has grown substantially from 
2005 to 2006 and the country has 
maintained its dominance of the 
European venture market.  

Conclusions
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Disclaimer

All information used in the publication of this report has been compiled from sources that are believed to be reliable. 
Reasonable steps have been taken to ensure that no errors or misdescriptions arise, but this cannot be guaranteed 
and the report does not purport to contain all information that recipients may require. Opinions contained in this 
report represent those of The Library House Limited at the time of publication. Neither The Library House Limited, 
nor any of its directors, employees, agents or advisers makes any express or implied report or warranty, and no re-
sponsibility or liability is accepted by any of them, with respect to any errors or omissions in this report or any other 
information supplied at any time to or on behalf of the recipient, or with respect to the fairness, adequacy, accuracy 
or completeness of the information in this report, including without limitation the reasonableness of the projections, 
forecasts, estimates or any associated assumptions contained in it, or any information otherwise supplied at any time 
to the recipient.

The value of investments can fall as well as rise and can be subject to large and sudden swings. In addition, it may 
be difficult or impossible to buy, sell, or obtain accurate information about the value of, companies or investments 
mentioned in this report. Past performance is not necessarily a guide to future performance. 

This report does not form part of any contract and is provided for information purposes only. It is not, and is not part 
of, an invitation or inducement to buy, sell, subscribe for, or underwrite any investments and shall not be construed 
as such. Any recipient of this report who intends to acquire shares or securities in any company which is the subject 
of this report shall make such acquisition solely on the basis of its own assessment and investigations. The Library 
House Limited shall not be liable to any recipient of this report for any decision made or action taken in reliance on 
information in this report. Except as disclosed in the report, The Library House Limited does not hold any positions 
in companies mentioned in this report but may perform services or solicit business from companies mentioned. The 
Library House Limited’s directors, officers, employees, agents and members may have a position in any such compa-
nies or in related investments. The Library House Limited does not provide regulated investment services, and is not 
authorised to do so. Nothing in this report shall be taken to constitute advice or recommendations on transactions in 
investments, or any other regulated investment service.
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