
Financing Young Innovative Firms 
in Europe 

 

 

         Marco Da Rin     M. Fabiana Penas 

   Tilburg University/CentER         Tilburg University/CentER 

 

 
EIBURS Meeting, February 3rd 2012 



Research objectives 

• The project aims at gathering systematic evidence on how 
finance affects the growth of entrepreneurial, innovative firms 
into large businesses 

 

• We have been collecting several new databases, complementing 
commercially available data with hand-collected data, and 
analysing them with rigorous econometric techniques 

 

• Six initial lines of research, to which we added two additional 
ones. Some lines have been more conclusive and successful. 

 

 



1) Business Angels investment 
 

• The goal is to uncover data to better understand how 
Business Angels contract with and support early-stage 
ventures, and whether they help or hinder the 
involvement of VC investors 

 

• We have started collecting some data from British angel 
networks, but we have received less cooperation than 
promised. At present we have data on 64 angels and 96 
companies. We have had some problems involving 
additional angel groups but we are working hard on 
this. We hope to have a go now with BVCA, which has 
radically changed its management, and we have a 
sponsor on their board now. 



1) Business Angels investment 
 

• First result: Angels are middle aged, well educated, and 
often active investors. They are more often 
entrepreneurs and businessmen than technology 
people. They often invest outside sector they have 
experience in, not just for portfolio diversification. 



1) Business Angels investment 
 

• Second result: Syndication is practiced by half of the 
angels in our sample. In most cases this is done on a 
deal-by-deal basis, but some angels also use 
investment clubs. For more sophisticated networks, 
syndication leads to involvement of venture investors.  

• Sharing risk and providing companies with adequate 
financing are the main motivations for syndication, 
while a relevant minority of angels prefers not to 
syndicate to preserve anonymity, mostly in less 
sophisticated networks.  

• Syndication within clubs is associated with a more 
active attitude to investment. Syndication also affects 
deal outcomes. It appears syndicated deals are riskier 
and possibly less successful, but we need more data to 
reach a firm conclusion. 

 



1) Business Angels investment 
 

• Third result: angels often co-invest with venture firms, 
among other co-investors. The presence of these 
professional investors has tangible effects, as it is 
associated with more protection from dilution, probably 
reflecting angels’ fears, more rights to control the 
company, probably reflecting venture firms’ desire for 
control, and also a less active involvement of angels. 

 

• We also find notable differences between different 
networks, that appear to be linked to their 
sophistication: a result we want to verify by looking at 
more networks.  



2) The European VC industry 

• The goal is to understand the evolution of the venture 
capital industry in Europe and its effects on the 
development of innovative companies. This is still under 
way but we have completed a first part of the project, 
related to venture deals done between 1999 and 2003, 
following their long-term success. 
 

• We have collected substantial data on deals and their 
performance, as well as on individual VC partnerships. 
We document a stark change in the type of companies 
financed across cohorts, but much less so in venture 
firm characteristics. We then follow the accounting 
performance and the outcome of each investment over 
a 5-year period. 



2) The European VC industry 

• We find evidence that that venture firms changed their 
investment criteria as a reaction to changes in the 
financial (and economic) cycle that modify the 
risk/return characteristics of different types of 
companies. Consistently, we find that the observed 
shifts in investment bring about an increase in the 
likelihood of IPOs and a decrease in the likelihood of 
defaults. We find economically significant effects. 



3) VC and the financing of new industries 

• The goal is to use data on the security software 
industry to document how VC contributes to the 
creation of entire industries, not just companies 
 

• We have collected substantial data on entrants in the 
security software industry since its inception in the 
1980s. We have collected data on the funding sources, 
survival, and technology of 76 start-ups. We have 
produced a report 
 

• We find that VC tend to encourage commercialization 
more than innovation, and that this translates in higher 
survival rates. Merely receiving VC backing does not 
increase survival, unless the VC becomes involved with 
the company 



4) Buyout finance for fast-growing 
companies 

 

• We are going to use data on UK mid-market buyouts to 
study whether and how PE contributes to the growth of 
successful ventures into large companies 
 

• The PhD student (Yaping Mao) financed under this 
grant has collected information on several hundred 
mid-market buyouts in the UK from 2003 to 2008, and 
is currently analyzing them.  

 

• She is finding new evidence on a inverse U-shaped 
effect of competition on the likelihood of mid-market 
deals. She is working on the economic consequences. 



5) The effect of non-financial economic 
policies on the financing of growing 

companies 
 

• The goal is to develop a panel-data approach to study 
how non-financial policies affect the growth of 
entrepreneurial companies 
 

• We have collected substantial data on the creation of 
new companies in EU-15 since 1997. We have studied 
the effect of taxation on entry and entrants’ 
characteristics, obtaining to high-level publications. We 
are now expanding the project to the effect of a 
broader set of economic policies.  



6) VC and innovation strategies 

 

 
• The goal is to look at the Dutch Community Innovation 

Survey data, matched with data on VC data, to study how 
venture capital is associated with different firm innovation 
strategies.  
 

• We are advancing the analysis. We find that:  
– VC is attracted to companies that (i) have already 

patented, especially when they are young; (ii) focus on 
the joint adoption of complementary innovation 
strategies (‘Make & Buy’) , as opposed to ‘Make only’ or 
‘Buy only’. 
 

– Firms that adopt a ‘Make & Buy’ strategy perform better 
in terms of application of intellectual property rights, 
and in terms of sales of products new to the firm (or to 
the market)  

 



 
 
 

Two additional projects 
 

7) How do limited partners pick PE funds? 

 

 

• The goal is to understand how institutional investors 
select buyout and venture funds. In particular, which 
criteria are used, how due diligence is carried over, and 
when investors are willing to put money in a ‘first-time’ 
fund. 
 

• We have collected substantial information via a web-
based survey, over 300 respondents. 

 

• We find that the size of the private equity allocation is 
very important for making the investor more 
sophisticated in due diligence and better able to obtain 
favorable contractual conditions.  



8) The effect of debtor protection on start-
ups financing and survival 

• The goal is to analyse the effect of changes in debtor 
protection on start-ups total leverage, bank financing, 
growth rates and survival probability 
 

• We use the Kauffman firm longitudinal survey of 4,900 start 
US start-ups over 2004-2008. 
 

• Our results show that debtor protection: 

– reduces credit availability  

– reduces survival rates 

– Reduces start-up growth 
 

• Presented at WFA (Western Finance Association) and EFIC 
(Entrepreneurial Finance and Innovation conference) annual 
meetings 

 

 

 



Entrepreneurial Finance Conference 
Two day conference at Tilburg University with 9 research 
presentations, and related discussions, by:  
 

– Thorsten Beck (Tilburg) 

– Catherine Casamatta (Toulouse )  

– Joan Farre-Mensa (Harvard)  

– April Franco (Toronto) 

– Uli Hege (HEC Paris)  

– Håkan Holm (Lund)  

– Ivan Png (Singapore) 

– Mirjam van Praag (Amsterdam)  

– Manju Puri (Duke University) 

– André Silva (Lisboa) 

– David Hsu (Wharton School)  

– Ana Venâncio (Lisboa) 

 
 
 



Entrepreneurial Finance Conference 
The conference featured a policy panel with:  

 
• Rory Earley (Capital for Entreprise UK)  
• Georges Noel (European Venture Capital Association) 
• Helmut Kraemer-Eis (European Investment Fund) 

 
Two papers from our research line were also presented:  

• Marco Da Rin (Tilburg) and Ludovic Phalippou (Oxford 
University) “The Size Advantage in Private Equity” 

• Geraldo Cerqueiro (Católica  de Lisboa) and María Fabiana 
Penas (Tilburg) “How does personal bankruptcy law affect 
start-ups?” 
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Project 2:  
Firm entry dynamics and the taxation of 
corporate profits: Evidence from Europe 



Motivation 

• The creation of new firms is a fundamental force for 
economic growth: innovation, productivity, 
competition, employment 

• Economic policy puts entry of new companies high 
on the agenda  

• Our contribution specifically addresses the role of 
corporate taxation on entry (by incorporation) rates, 
a factor largely ignored by recent academic studies 
but of great academic and policy interest 



Literature 

• We build on two recent strands of empirical 
literature: 

– Linear cross-sectional (or panel) models estimated 
with country/country-industry level data that 
assess the impact of structural policies on entry 
rates and on the characteristics of entrants and 
incumbents (Alesina et al. 2003; Aghion et al., 2006; 
Desai, Gompers and Lerner, 2006; Klapper, Laeven and 
Rajan, 2006) 

– Work on the correct measurement of corporate tax 
burden. This literature mainly focuses on tax 
competition and locational choices (King and 
Fullerton, 1984; Devereux and Griffith, 1998)  



Literature 

• Djankov et al. (AEJ-Micro, 2009) 

– They also look at the effect of corporate taxation on 

investment and entrepreneurship 

• Cross-sectional data for a large number of countries 

• Effective corporate tax rates comparable across countries 

• Data on “entrepreneurship” (including entry rates) 

– They found that a 10 point decrease in the effective 

corporate tax rate increases the average entry rate by 

1.3 percentage point (average is 5) 

 



Our Contribution: 

• We study the effect of corporate taxation policy on entry (by 
incorporation) rates at country- industry level 

• Our analysis is based on a novel panel dataset covering 17 European 
countries, 39 industries, over 1997-2004 

• Our methodology accounts for endogeneity issues 

• Our results provide evidence that: 

– Corporate income tax reductions can stimulate entry rates 

– The relationship is non-linear 

– A reduction from median tax rate (30.1%) to the 1st quartile (27.6%) 
implies a 0.9 pct. point increase in entry rate (median 5.6%)  

– The reduction in the corporate tax rates is more effective in countries with 
good institutional infrastructures as proxied by accounting standards. 

 



Data sources:  

• We obtain our data from: 

1. Data on entry from the Amadeus database by 

Bureau van Dijk (BvD) 

2. Data on taxation from Ernst&Young  

3. Data on the business environment from the 

Heritage Foundation and the Institute for 

Management Development (IMD) 



Entry rates 

 

• By using the Amadeus database we compute entry rates for 

– 39 two-digit industries: manufacturing and industry-related 

services 

– 17 European Countries: EU15 + Norway and Switzerland 

– 8 years: from 1997 to 2004 

• What we are really measuring is “Entry by Incorporation” 

 

  
Incumbents

Entrants

ict

ictictENTRY



Entry rates 



Taxation Data 

• Worldwide Corporate Tax Guide and The Global 
Executive (Ernst&Young). Data for each year and 
each country. 

• We follow Devereux and Griffith (1998), who 
propose the effective average tax rate (TAX-
EATR), defined as the fall in the rate of return of 
an investment project caused by corporate 
taxation 

TAX – EATR = (R* – R)/R* 

• Where R* is pre-tax economic value of the project 
(NPV), R is the after-tax economic value 



Taxation data 

• Alternative measures: 

1) Statutory tax rate (too strict dependence with tax base) 

2) Average tax rates: ratio between tax payments to taxable 

income (backward-looking) 

3) Tax Analyser Model: tax burden based on the 

comparison with a ‘standard’ firm (lack of generality for 

the heavy relation with the characteristic of the standard 

firm)  

 



• We make several assumptions: 

– The pre-tax rate of profitability of the project, Yi*, is 

constructed by using the industry/year profitability in the US. 

– We set the economic depreciation rate equal to 12.5%, and 

the nominal interest rate equal to the eurobond 1-year rate. 

– We experiment with  

• Alternative financial structures; 

• Alternative measures of the statutory corporate tax rate by 

including/excluding local taxes and supplementary charges. 

• Inclusion/exclusion of personal tax rates on dividends, capital 

gains and interest income. 



Taxation data 



Economic policy data 

• The second set of independent variables comes 

from  

– The Index of Economic Freedom, published by the 

Heritage Foundation and the Wall Street Journal  

– The World Competitiveness Yearbook published by the 

Institute for Management Development (IMD) 

• Variables that account for a country’s overall policy 

towards business creation 

• Alternative measures of corporate taxation burden 



Pro-Business policy 



Estimation strategy 

• The estimation strategy is based on the following panel data 

model: 

 

 

• where 

– yict is the entry rate at time t, in industry i and country c 

– Taxict is the effective corporate tax rate at time t, in industry i 

and country c 

– xct includes a set of regressors that vary across countries and 

over time (business policy data) 

– t is a time effect modelled introducing year dummies 

– ic is an unobserved industry–country specific effect 

–  ict is the idiosyncratic error term 

 

icticcticttict Taxy   βxγg ')'(



Estimation strategy 

• We deal with two sources of endogeneity: 

– Taxict and xct are potentially correlated with unobserved 

time invariant industry–country level omitted variables  

use within group transformation to remove ic  

– The transformed regressors are potentially correlated with 

the transformed idiosyncratic error term (strict exogeneity 

is required)  use instrumental variables 



 

• We deal with the potential lack of strict exogeneity for 

the corporate taxation borrowing external instruments 

from the recent political economy literature (Daveri and 

Tabellini, 2000) 

– Political orientation of the ruling coalition, political 

fragmentation, number of veto players, a measure of 

government stability and the date of election. 

• In the basic specification, the identification 

assumption is that politics does not affect entry rates 

directly, but only through corporate taxation  



Base case estimation results 



Main results 

• As expected, the pro-business policy index is found 

to be positively signed 

• TAX-EATR and TAX-EATR-SQ are significant and 

respectively negatively and positively signed 

• The marginal effect of corporate taxation on entry 

rates is a negative function of the initial entry rate 

• In our preferred specification (column 2) a reduction 

from the median to the first quartile (from 30.1% to 

27.6%) implies a 0.9 percentage point increase in 

entry rates 



Extension: different policy 

instruments 





Alternative tax measure 


