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Iin Central and eastern europe, venture 
capital financing has always lagged behind 
the advancement of developed countries so in 
comparison, this particular type of financing 
is still in its infancy in this region. in the in-
terest of the development, convergence of this 
sector, government incentives gained an ever 
increasing role in europe and the presence of 
the state strengthened on the market (Karsai, 
2013). While in the period prior to the crisis, 
government-backed funds gave 14 percent of 
the capital injected into the industry, 40 per 
cent of the funds newly set up in 2013 had 
relations with government bodies, particularly 
in the Central and eastern european region 
(eVCA, 2014).

The question is whether developing venture 

capital markets that are still in their growing 
phase can contribute efficiently to the fund-
ing of innovative, young businesses with high 
growth potential if the role of government 
strengthens. This article examines the means 
of active and passive government participation 
as well as the impact of hybrid funds that com-
bine market and government funds and that 
have dominated the Hungarian venture capital 
market since their appearance in 2010. in our 
opinion, while hybrid funds can be consid-
ered a step forward in the role of government, 
compared to fully market-backed funds, they 
are less efficient in bridging funding gaps and 
in supporting young, innovative enterprises. 
Consequently, it is the catalysing role of hy-
brid funds that should be emphasised, they are 
not able to address the problems of the venture 
capital market in the long run.
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AcTivE GOvErnmEnT pArTicipATiOn  
in THE vEnTUrE cApiTAl mArkET

When the government assumes a role, it 
presumes the existence of funding gaps 
and aims at bridging these gaps through 
government assistance. A funding gap is the 
difference between the demand and supply 
of financial funds (Nagy, 2004; Szerb, 2006) 
and it occurs when a given circle of companies 
is unable to raise sufficient funds and the 
pertaining enterprises are unable to finance 
their operations and growth. Such a gap may 
develop at young, innovative, technology-
driven enterprises which, due to informational 
imperfections and high business risks, lose 
their financing sources. The reason for the 
funding gap is the equity gap derived from 
the imbalances of capital demand and supply, 
on the one hand, and the information or 
knowledge gap stemming from information 
asymmetry, on the other (Harding, 2002; 
Nagy, 2004).

The government is actively participating 
in the venture capital industry when it in-
creases venture capital supply i.e. it invests 
budget resources in capital-deficient, innova-
tive, technology-intensive small enterprises 
through state-owned investment firms or 
funds (Karsai, 2007; Karsai 2014). The active 
role of the state as a financier is based on the 
presumption that young, innovative enterpris-
es do not get sufficient funds due to market 
imperfections, i.e. it assumes a problem with 
capital supply. imperfectly informed players 
and the lack of appropriate institutional in-
vestors may lead to market imperfections and 
may also render active government participa-
tion necessary. 

The most important argument for active 
government participation is that it sustains 
small enterprises that drive innovation, gen-
erate economic growth and create new jobs 
(OeCd, 2006) because the private sector 

does not provide enough capital for their sur-
vival. The role of the state is to identify in-
vestments with high social benefits and con-
tribute to their survival with its assistance 
(Lerner, 1996). due to the external nature of 
new knowledge or information derived from 
innovative activity, the usefulness of market 
participants may increase (Arrow, 1962). 

in relevant literature, an ever increas-
ing number of researchers have brought up 
counter arguments against active government 
participation and by now it has become cer-
tain even in practice that this cannot lead to 
a general success in venture capital funding. 
According to researchers, the objective of max-
imising exchange gains is violated in the case 
of direct government investments (Gompers, 
1995). Additional cons against direct gov-
ernment participation state that government 
players are not able to control management 
appropriately i.e. the state is present in the 
ownership structure as a silent investor. due 
to the lack of control, it is unclear whether 
the use of funds serves the specified goals and 
since selection by the market does not work 
here, several similar funding can be provided 
simultaneously (devenow – Welch, 1996).

informational imperfections affect the fi-
nancing opportunities of young, innovative 
enterprises as well as venture capital invest-
ments in a complex fashion. However, the 
question arises that if market participants are 
unable to resolve information issues, why the 
government would be able to do so. Ludányi 
(2001) and Karsai (2007) point out that the 
appearance of the government as an active in-
vestor may distort the market. The reason for 
this is that government bodies can bridge in-
formation problems less efficiently than mar-
ket investors and they have less experience in 
the identification of enterprises suitable for 
investment, as a result of which their venture 
capital investments will lead to a less efficient 
capital allocation. The problem of adverse 
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selection may increase further if, as a result 
of weak investments, the group of companies 
intended to be supported will receive a more 
negative evaluation than before the govern-
ment intervention.

The management of the information issues 
following the investment is realised through 
the active participation of venture capitalists 
and the application of other means of risk 
management. in addition to the capital made 
available, market investors support portfolio 
companies in the utilisation of their growth po-
tential with their expertise, closer cooperation 
with the portfolio enterprises and by making 
their network available (Becsky-Nagy, 2008). 
in contrast, government-backed venture capi-
tal funds are able to improve the situation of 
portfolio companies primarily by providing 
funds but participation in their operation 
and the support of business decisions are less 
successful (Schilder, 2006), thus they are not 
efficient enough in the management of busi-
ness risks and the resolution of information 
issues, either. international experience sup-
ports the weak performance of government-
backed funds. Based on the examination of 
Luukkonen et al. (2013), government-backed 
funds lagged behind fully market-backed 
funds in the changing of the composition of 
management, the appointment of managers, 
the preparation of exits and the promotion of 
growth. Murtinu and Grilli (2014) point out 
in their paper that no significant growth is ob-
served at enterprises financed by government-
backed funds, neither in terms of sales, nor in 
the number of employees.

pAssivE GOvErnmEnT pArTicipATiOn 
in THE vEnTUrE cApiTAl mArkET

The situation of young, innovative enterprises 
cannot be improved solely through active 
government participation. So far experience 

shows that intervening on the side of supply 
is only the treatment of symptoms because 
in itself, it will not solve the fundamental 
problem on the demand side which states that 
the number of innovative enterprises eligible 
for receiving venture capital is too few. As 
opposed to active government participation, 
passive means that aim at developing the 
ecosystem of enterprises are gaining more and 
more ground. it is an increasingly widespread 
view in literature that the problem of the 
european venture capital sector is not just the 
lack of funds, the deficiencies of the demand 
side are also posing limits and barriers 
(Veugelers, 2011; Murray et al., 2012). 
However, in the absence of enterprises with a 
significant growth potential, the raison d’etre 
of government funds is also questioned and it 
threatens with the less efficient use of funds 
(Murray et al., 2012).

Passive government participation provides 
a stable economic and political environment 
which contributes to the improvement of the 
entrepreneurial and investment mood. By 
establishing a favourable economic environ-
ment, the government can help multiply the 
number of companies which use new tech-
nologies and which can be eligible for venture 
capital financing (Mason ‒ Harrison, 2003). 
The task of the state is to decrease regional 
(country) risk which could have a great impact 
on the encouragement of investments. Based 
on the opinion of Gompers and Lerner (1999), 
the most important factors are the genera-
tion of high GdP and a high level of govern-
mental R&d expenditures. institutional and 
statutory conditions should also be created 
along with the launching of innovation and 
enterprise-incentivising programmes. Karsai’s 
(2002) study points out that the government 
should assume a significant role in the support 
of business angels and incubation centres in 
order to bridge the funding gap. The govern-
ment also has an additional important role in 
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facilitating the development of the primary 
and secondary capital market (Ludányi, 2001; 
Lerner, 1996). Lawton (2002) emphasises the 
importance of information provision, so that 
the lack of trust in the venture capital industry 
is mitigated.

tax allowances available for investors sup-
port the development of innovative, technolo-
gy-driven enterprises and the function of classic 
venture capital in a passive manner, along with 
the state guarantees aiming at mitigating risks 
in the case of loans provided for small enter-
prises and capital investments (Oakey, 2003).

The venture capitalisation of small enterpris-
es is affected passively when the government 

provides non-reimbursable subsidies for the 
financing of research and development and 
innovative activities but from the perspective 
of enterprise development, it qualifies as active 
participation. The government assumes a simi-
lar role when it offers tax allowances or sub-
sidised loans for enterprises under conditions 
more favourable than those of the market in 
order to encourage innovative activities.

Table 1 summarises the factors and eco-
nomic policy instruments listed in literature 
which influence the operation and efficiency 
of the venture capital market. it is obvious 
that the government has a wide range of in-
struments for both innovative enterprises and 

Table 1

Passive and active government ParticiPation in the venture caPital industry

Passive government participation in the venture capital industry active government 

participation in the venture 

capital industry
Passive government participation in 

the funding of technology-driven small 

enterprises

active government participation 

in the funding of technology-

driven small enterprises

1. stable economic environment

2. stable political environment

3. mitigation of country risks

4. High GDp

5. High public r&D expenditure

6. Environment favourable for innovation

7. Environment incentivising entrepreneurial 

activities

8. institutional and statutory conditions

9. support by business angels

10. support by incubators

11. Facilitating the development of the capital 

market

12. Tax allowance for investors

13. Government loan and capital guarantees

14. Training, education

15. improvement of entrepreneurial culture

16. promotion of information flow

1. non-reimbursable government 

grants for innovation and research 

and development

2. Tax allowances for innovation 

and research and development 

activities

3. subsidised loans for the 

implementation of innovative 

and research and development 

activities

1. investment of budget 

resources in venture capital 

funds

2. management of venture capital 

funds created from budget 

resources

Source: Authors’ own editing
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the venture capital market, and as for active 
participation, its indirect role in the given ar-
eas is also decisive. The reason for this is that 
venture capital financing is an element of a 
system, or as it is more often referred to these 
days, the startup ecosystem, and it is interde-
pendent with the factors shown in table 1.

cHAnGE OF ApprOAcH in GOvErnmEnT 
pArTicipATiOn – HybriD FUnDs

The government can only fulfil its venture 
capital market developing function efficiently if 
it directs the market towards efficiency and long-
term stability by distributing risks, letting mar-
ket selection take its course and investing under 
market conditions while ensuring the sector’s 
self-financing in the meantime. Nevertheless, 
the presence of the government on the venture 
capital market as an active participant is only 
justified temporarily. Consequently, its exit 
strategy also has to be elaborated (Fazekas, 
2014). The question is whether market players 
are willing to participate in venture capital 
funding in the long run and whether new 
investors and venture capital firms emerge. This 
can be realised if the government helps turn the 
attention of venture capital investors to the 
transactions that are key for the development 
of the industry and also assists the enterprises 
to prepare for receiving the investments. The 
role as a catalyst in the development of the 
venture capital sector and the improvement of 
the investments’ ecosystem are the litmus tests 
of the programme’s success. On the supply side, 
the learning process of market participants 
forms part of this development along with the 
enhancement of the companies’ marketability 
and their preparation for receiving the 
investments which will lead us to the area of 
passive government participation. The change 
of approach represented by hybrid funds 
managed by market players, which combine the 

instruments of active and passive government 
participation and, consequently, market and 
government resources, provides capital in the 
area of active government participation while 
it passively, through the use of incentives, 
guarantees the involvement of market players 
and thus the appearance of market evaluation. 
With the involvement of market players and 
the harmonisation of the interests of public and 
private equity investors, the competencies and 
the market approach necessary for investment 
management can also be utilised. The investors 
of the private sector have sufficient experience in 
supporting the growth of portfolio companies. 
Thus, the formerly mentioned weakness of 
active participation that arises in venture 
capital funding in the area of the selection and 
management of enterprises can be eliminated. 
in addition to regulating investment policies, 
the assumption of losses also helps the targeted 
group of companies, which would not be 
able to increase their capital under market 
conditions, in receiving venture capital, and it 
can also result in the decline of the quality of 
companies selected for funding.

GOvErnmEnT pArTicipATiOn  
in THE vEnTUrE cApiTAl sEcTOr  
AnD THrOUGH THE ExpEriEncEs  
OF THE DOmEsTic JErEmiE prOGrAmmE

in europe, after the 2008 crisis, the role of 
private funds decreased significantly in venture 
capital financing, leading to an increase of the 
weight of government-backed funds, but the 
participation of private equity funds seemed to 
increase once again in 2012. The funding gap 
affecting the financing of small and medium-
sized enterprises, which have a great growth 
potential in the region, proved to be a serious 
problem compared to the european average. 
The crisis made the problem even worse, but 
at the same time eu funds tried to make up 
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for the lack of classic venture capital (Karsai, 
2015). For this reason, nearly half of the capital 
collected for this purpose was composed of 
government funds. This was also the trend in 
Hungary, owing to the Jeremie programme. 

The funds of the domestic venture capital 
programme which utilised eu Jeremie funds 
started their operations in 2010. Hybrid funds, 
which combine eu, government and private 
funds were established within the framework 
of the programme but their management is the 
responsibility of market investors. The inves-
tors of hybrid venture capital funds supported 
from domestic Jeremie funds enjoy both the 
benefits of the fact that the government as-
sumes some of their losses and a higher share 
of profits. The funds that can be won through 
tenders as part of the programme make up 70 
per cent of managed funds, thus high leverage 
can be achieved for private market investors 
which points towards higher risk assumption.

in addition, the funds have to undertake to 
invest 80 per cent of their capital which, in 
light of fund management and operating costs, 
represents the full available capital. This com-
mitment by the funds can also have a distort-
ing effect and may result in the financing of 
less growth-oriented enterprises. At the same 
time, the obligation to invest the accumu-
lated capital can have an incentivising effect 
on the diminution of the information asym-
metry predominating in the market, since the 
population of potential portfolio companies 
has to be explored for the realisation of the 
investments. in addition, the promotional ac-
tivity related to the programme improves the 
informed status of the demand side in respect 
of the form of financing.

Since the start of the programme in 2010, 
a significant number of enterprises have been 
invested in (nearly 150)1. We need to empha-
sise that the Jeremie funds have not reached 
even half of their term, and a significant por-
tion of the funds created within the Jeremie 

programme have still not appeared on the 
market actively, nevertheless, certain indi-
vidual characteristics of the operation of the 
hybrid funds have become visible.

The advantage of the Jeremie programme 
is that the sharply increased amount of capi-
tal flowing into the sector enables small and 
medium-sized companies with a great growth 
potential, which in the past were not eligible 
for venture capital investment and bank lend-
ing due to the lack of securities, to receive a 
sufficient amount of capital. The nearly 150 
enterprises that were examined for the most 
part have a technical or it profile, while there 
were also investments in the area of medicine 
and healthcare as well as biotechnology. The 
involvement of market participants clearly 
helped technology-driven, innovative enter-
prises, which are the targets of classic venture 
capital financing, to receive funds. 

As mentioned before, the regulation of 
funds’ operation and the various incentives 
may have a distorting effect during the evalua-
tion, thus exit is considered as the real market 
measure not only in the case of individual en-
terprises but of the sector as a whole as well. 
The number, value and methods of exit show 
the level of development of the venture capi-
tal market (Becskyné, 2006). According to the 
earlier results of Brander and Hellman (2010), 
the chance for a successful exit from the enter-
prises decreases if government-backed funds 
acquire large ownership share and control, 
while as minority shareholders, they can in-
crease the possibility of a successful exit. in 
contrast, investors clearly aimed at acquiring a 
majority share in the enterprises participating 
in the domestic Jeremie programme, thus the 
owners can exercise control over the company. 
Additionally, in the case of the hybrid funds, 
the active participation of investors is indi-
cated by the use of preferential shares which is 
widespread in international practice.2

Although in the past we saw examples of 
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exits through the stock exchange by enterprises 
that received local venture capital investment, 
due to the relatively underdeveloped state of 
the domestic primary and secondary capital 
markets, this method of exit is less available 
for Hungarian investments. The chance of the 
further financing of the growth phase by in-
volving financial investors or selling to them 
diminished in light of the fall of the potential 
investment capital available for Central and 
eastern europe, which continued to shrink in 
2013 despite the fundraising in the european 
union (Karsai 2014; Karsai 2015). in the case 
of domestic venture capital investments, sell-
ing to strategic investors is the primary oppor-
tunity for exit.

until the date of this article, only a few 

successful exits from the investments of 
Jeremie funds have been recorded.3 The lack 
of successful early exits is in line with the 
international experience that if government-
backed funds have a large share, investors will 
find it more difficult to sell their shares in the 
enterprise, while it may also imply the low 
quality of realised investments. Although it is 
a fact that the Jeremie venture capital funds 
are still at the beginning of their operation, 
and as such no definitive conclusions can be 
drawn based on the results so far, nevertheless, 
an increase in the number of successful exits 
could greatly contribute to the involvement of 
investors in additional sectors.

Chart 1 contains the changes in actual in-
vestments at the first-round Jeremie funds 

Chart 1

the amount* disbursed by Jeremie i funds, in huf billion and as a Percentage  
of the caPital of the managed funds, 2010–2013

* The disbursed amounts contain the growth in the subscribed capital and capital reserve of the portfolio companies as in the balance sheet. 

consequently, the data disclosed by us for the disbursed amount may exceed the actual amount of the disbursement.

Source: Authors’ own editing based on the data of the financial statements of the portfolio companies

Disbursed amount cumulative disbursed amount/available capital
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between 2010 and 2013. Clearly, funds in-
vested the highest amounts in 2012 and 2013. 
The investment phase of the funds that started 
their operation in 2010 was the end of 2013 
in the original invitation for tender, while by 
the end of 2013, less than 60 per cent of the 
capital was actually disbursed as opposed to 
the 80 per cent that was undertaken. On the 
one hand, the slow investment of funds can 
indicate the lack of companies ready for in-
vestments. On the other, the regulation of in-
vestment policy may also contribute to slow 
capital investment. Although the investment 
period was extended until the end of 2015, 
the investment of total assets is not likely. in 
2014, there were only a few investments into 
new companies, and the size of the portfolio 
of the various funds is between 10–15 com-
panies which is the upper limit of manageable 
portfolio size.

The slow pace of capital placement also in-
dicates that there are either not enough inno-
vative companies for investors or they are not 
available to investors or are not ready to receive 
venture capital investments. information is-
sues significantly diminish the chances of do-
mestic enterprises of gaining access to venture 
capital (Becsky –Nagy, 2014).

it is not only the imperfections of the mar-
ket that have led to the diminishing of funds 
available for innovative, young enterprises but 
the underdevelopment of the given circle of 
companies and their deficiencies have also 
contributed to the fact that investors failed to 
show up in greater numbers on the domestic 
venture capital market. in this sense, there is 
no funding gap since such gaps assume the 
existence of marketable enterprises eligible 
for financing. Having surveyed the situation 
in Hungary, based on the estimates of Szerb 
(2009), only a fraction of the local enterprises, 
approximately 400–600, may have been suita-
ble for venture capital investment in 2009. in 
the case of the local venture capital market and 

the startup ecosystem, the lack of support by 
business angels and incubators is a deficiency 
directly related to this problem along with the 
low level of information flow between market 
participants (Becsky–Nagy, 2013). in respect 
of venture capital, these factors are significant 
because they play a priority role in making the 
enterprises capable of receiving investments 
and in reinforcing market orientation.

cOnclUsiOns

The paper examined the efficiency of the 
use of eu and government funds on the 
venture capital market along with its impact 
on the development of young, innovative 
enterprises. in the Central-eastern european 
region, including Hungary, the temporary 
participation of the government is needed 
to improve the less developed classic venture 
capital sector so that it may create an opportunity 
for the venture capital industry, which is 
operating under merely market conditions, 
to grow up. in this respect, government 
participation in the form of hybrid funds, 
such as the Jeremie programme, is a forward-
thinking step as the low utilisation of funds 
can be prevented through the involvement 
of market participants. The participation of 
the government through hybrid funds helps 
eliminate the distorting effects typical of the 
investments of exclusively government-owned 
funds and provides capital to enterprises that 
would have received investments even under 
efficient market conditions. However, due 
to the government’s risk assumption and the 
pressure to spend the capital to be invested, 
even those enterprises can receive capital that 
would have been rejected by market investors 
during the strict selection process.

For the players of the investment firms 
that were established during the Jeremie pro-
gramme, the experience gained in respect of 
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their due diligence reviews and investments 
enable the creation of the professional back-
ground necessary for subsequent operations 
under market conditions. 

Simultaneously, a change is also expected 
on the demand side also in respect of the 
resolution of the information gap, but the 
startup environment is not developed enough 
yet for a sufficient number of enterprises with 
great growth potential to become suitable for 

receiving venture capital. Currently, the state 
tries to help enterprises in the seed phase with 
active and passive participation. in the long 
run, diminishing active participation by the 
government, the increased weight of fully mar-
ket-backed funds and the spreading of passive 
governmental instruments may help the sector 
the most, ensuring economic growth and the 
improvement of employment.

1 during data collection, we primarily relied on the 
data reporting of fund managers, however, not all 
fund managers made their investments public. 
Consequently, the list of the reviewed enterprises 
does not cover the total population of the portfolio 
companies of the Jeremie programme. However, 
our database is supplemented with the information 
of the business press and news sites on portfolio 
companies, thus the examined enterprises that were 
collected until 31 January 2015 cover more than 90 
per cent of the Jeremie investments.

2 Based on the reports, in the case of the realised 
investments, it was possible to stipulate similar rights 

at companies operating as private companies limited 
by shares. Of the investments implemented by 31 
december 2013, 32 affected enterprises operating 
as private companies limited by shares, and 28 of 
these used preferential shares which ensured voting 
preference rights and rights for the appointment of 
executive officers for the investors, while in addition, 
liquidation and dividend preference shares were also 
issued widely.

3 By 31 January 2015, based on the data collection of 
the authors, only in four cases were businesses sold 
to strategic investors; two to locally listed companies 
and two to foreign investors.
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