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Summary  

The Australian Commonwealth Government began the Innovation Investment Fund 
(IIF) in 1997 in order to help channel equity investments to younger and smaller ‘new 
knowledge-based’ firms. This programme was designed to promote and support the 
development of young enterprises in the Australian economy and further to help in 
the parallel development and establishment of a formal Venture Capital (VC) 
industry. The underlying rationale for intervention was that capital constrained firms, 
particularly those at the start-up and early stages of their lifecycle, were constrained 
from maximising their innovative potential because of a lack of risk finance for 
growth. Accordingly, job creation and productivity growth were lower than should be 
expected from such firms. This situation was a direct cost to the Australian economy. 
An early evaluation of the IIF programme in 2005 found that this basic rationale for 
intervention was supported.  

This current 2010 assessment has found that the rationale for the three rounds of 
financing for the IIF programme remains valid. There are identifiable benefits to both 
the commercial development of targeted firms and to the early stage (or ‘classic’) 
venture capital market in general from having this form of public/private (‘hybrid’) 
support in place. The evidence shows that the IIF programme has been critical in 
channelling additional equity capital to pre-start (seed and pre-seed) and start-up 
firms. The IIF programme has accurately addressed market gaps in the provision of 
smaller amounts of equity capital to genuinely early stage and high risk young 
businesses primarily in new technology sectors. This is a very challenging segment 
of the capital market for investors. As a consequence, it remains largely unattractive 
to private sector, institutional providers of venture capital. Government is perforce 
obliged to be the investor of last resort in order to protect and enhance the 
economy’s innovative infrastructure. This limited supply of early stage ‘classic’ 
venture capital to high potential but also highly uncertain and speculative new 
enterprises remains an international not just an Australian problem.  

This report should be read in conjunction with the three authors’ contribution to the 
IIF Evaluation Report. In this latter document, some of the empirical findings reported 
here are developed further and these Australian results are put into an international 
context. 

Background 

The IIF programme provides a mechanism by which equity investments can be 
channelled to young and smaller firms. The programme is delivered through a 
national network of hybrid VC funds managed by private sector fund managers. The 
IIF fund managers’ remit is to identify attractive investment opportunities in young 
and smaller firms operating in new knowledge areas often in collaboration with 
universities and research laboratories. By the end of 2010, thirteen IIF funds will have 
supported over 100 investee firms primarily in areas of advanced technologies.  

Aims and objectives 

This research analysis aims to provide an assessment of the processes through 
which risk capital investments are made in start-up and other early-stage firms. It will 
look specifically at the types of firms which receive support, the scale of the support 
they receive; and the subsequent outcomes from supported firms. In addition, this 



assessment considers the potential benefits likely to accrue to the businesses 
themselves as a result of receiving IIF supported, equity finance. 

The report also considers how the performance of IIF supported firms’ compares with 
that of unsupported firms which received equity finance through other venture capital 
firms as well as firms which have received support from the IIF affiliated funds (i.e. 
other commercial VC funds run by general partners who are also responsible for 
running an IIF fund.).  

Methodology 

A total of 102 businesses assisted by the IIF programme between 1997 and 2009 
were included in this assessment, alongside 95 businesses which received equity 
investments through an IIF affiliated fund and a further 106 businesses which 
received private sector equity investments not in any way associated with the IIF 
programme. The core data analysed in this assessment relates to scale of 
investment, stage of investment, firm demographics (age, sector) and business 
outcomes including IPO, acquisition, and failure. Our presentation of the data is first 
descriptive before providing more rigorous multivariate analysis on which our main 
findings are based. These latter econometric methods are employed in order to 
identify, isolate, and quantify ‘true’ differences in outcomes.  

Profile of businesses  

Table 1 summarises the descriptive statistics for the three categories of compared 
investors by key variables including major investee firm demographics and evaluation 
criteria. (All variables are defined in Appendix A.) The ‘typical’ IIF investment deal, 
i.e. the median value, was A$2.9m. IIF investee firms receive significantly smaller 
financings when compared to A$11.5m for IIF affiliate investments and A$4.0m for 
private equity investments. IIF firms are also much more likely to be genuinely early 
stage companies as seen from data provided by the DIISR and shown in Table 2, IIF 
is addressing nascent firms with two-thirds of all IIF investments at seed or start up 
stages. As such, IIF firms sometimes receive external finance later than IIF Affiliate 
or Private VC investments. This is likely to be because very young firms need to 
reach a certain level of maturity before the need for external equity finance can be 
properly assessed. Encouragingly, IIF investee firms receive more rounds of finance 
and are also more concentrated in the biotechnology, industrial energy and internet 
sectors.  

 

 

 

 

 

 



Table 1 

Summary Statistics for Australian Risk Capital Investment by Type of VC Provider 

 IIF investment IIF affiliate investment Private VC investment 

Variables 

Number of 
Observation

s Mean Median Min Max 

Number of 
Observation

s Mean Median Min Max 

Number of 
Observation

s Mean Median Min Max 

Total Investment 102 $2.75m $2.89m $0.2m  $5.99m 91 $21.47m $11.54m $0.06m
$143.35

m 103 $18.24m $4.03m $0.03m
$320.05

m 
Years To 
Investment 80 3.91 2 0 60 73 5.41 1 0 56 73 3.59 2 0 21 

Age 80 11.29 9 2 70 73 11.10 8 0 62 73 9.33 8 1 25 

Staging 102 4.84 4 1 15 95 4.31 3 1 13 106 3.27 2 1 17 

Corporate 102 0 0 0 0 95 0.08 0 0 1 106 0.11 0 0 1 

Overseas 102 0 0 0 0 95 0.31 0 0 1 106 0.25 0 0 1 

Bank 102 0 0 0 0 95 0.05 0 0 1 106 0.07 0 0 1 

Biotechnology 102 0.35 0 0 1 95 0.17 0 0 1 106 0.10 0 0 1 

ITT 102 0.21 0 0 1 95 0.22 0 0 1 106 0.39 0 0 1 

Industrial/Energy 102 0.09 0 0 1 95 0.12 0 0 1 106 0.05 0 0 1 

Internet 102 0.22 0 0 1 95 0.09 0 0 1 106 0.17 0 0 1 

Medical 102 0.05 0 0 1 95 0.19 0 0 1 106 0.14 0 0 1 

IPO 102 0.17 0 0 1 95 0.06 0 0 1 106 0.07 0 0 1 

Acquisition 102 0.02 0 0 1 95 0.13 0 0 1 106 0.16 0 0 1 

Active 102 0.43 0 0 1 95 0.71 1 0 1 106 0.68 1 0 1 

Liquidation 102 0.25 0 0 1  95 0.04 0 0 1  106 0.09 0 0 1 

 

 

 

 



Table 2 

Stage of Investment for IIF Supported Businesses 

Stage of Investment Number of Firms 

Seed and Pre-seed 22 

Start-up 43 

Early-expansion 38 

Total 103 

               Source: DIISR data 

Key findings 

Table 3 presents the main findings of the econometric analyses. This analysis has 
greater authority than descriptive data as the interaction between variables are 
assessed in coming to conclusions as to the true outcomes of the programme. 

The Supply of Multiple Funding Rounds 

• The regression results are reported in Specifications (1) and (2) in Table 3. 

• The IIF programme was significantly more likely to provide initial and follow-on 
funding to capital constrained businesses than the two compared, private sector 
equity providers. On average, IIF funds provide 1.6x more funding rounds than 
private sector investors. This public provision helps create a credible funding 
‘escalator’ and allows supported businesses access to investment capital to 
smooth their transition from start-up to early-stage development. In this sense, 
government is filling a market gap and there is likely to be little displacement of 
private sector investment activity in key early stage sectors, e.g. biotechnology. 
The IIF intervention is accurately targeted and creates value. 

• However, biotechnology businesses were also less likely to receive follow-on 
investment funding in the sense that they receive on average 0.7x less funding 
rounds than other firms. This might be important as product development phases 
in this sector can last several years and require staged investments to bring a 
commercially viable product to market. However, it may also reflect the inability 
of biotechnology businesses to generate sufficient commercially viable products. 

• In periods of severe economic recession (i.e. crisis variable), follow-on funding 
typically declines across the VC industry. The latest financial crisis has reduced 
the number of funding rounds for all firms by 0.7. This reflects wider shortages of 
investment capital, higher market risk and lower investment returns. In such 
circumstances VC investors manage their portfolio firms and fund to 
reduce/conserve capital expenditure. 

• Corporate venture capital funds are also more likely to make follow-on 
investments, as are non-Australian funds. They provide 1.3x and 1.8x more 
funding rounds, respectively. However, in both cases they are likely to be 
targeting later stage and less risky stages of finance. 

 



Table 3 

Summary Regression Results 

 

Number of Staged 
Investment 

 

Ln (Year to 
Investment) 

 
Total Investment 

 
Probability of IPO 

 

Probability of 
Acquisition 

Probability of 
Liquidation 

Probability 
of IIF 

Investmen
t

 

Probability 
of IIF 

Affiliate 
Investmen

t

  
Poisson 

 
OLS 

 
OLS 

 
Probit 

 
Probit Probit Multinomial logistic

 
Specifications (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) (13) (14) (15) 

IIF 1.64***  0.44**  -9.27**  0.09** 0.08*  -0.07**  0.10**    

IIF Round1  1.58***  0.31  -12.43**   0.16***  -0.07*  0.12**   

IIF Round2  1.87***  0.56**  -5.2   0.05  -0.05  0.03   

IIF Round3  1.10  0.54  -12.84          

IIF Affiliate 1.29*** 1.30*** -0.04 -0.04 -1.00 -1.03  -0.02  -0.02 -0.02 -0.05 -0.06   

Corporate 1.33*** 1.34*** -0.21 -0.21 3.24 3.12    -0.04 -0.04 0.11 0.12   

Overseas 1.83*** 1.83*** -0.44** -0.44** 32.89*** 32.76***    0.11** 0.11** -0.05 -0.06   

Bank 0.84 0.84 0.36 0.35 22.33*** 21.78***    0.12 0.12 -0.02 -0.02   

Biotech -0.70*** -0.71*** -0.77*** -0.76*** -2.31 -2.12 0.07 0.07 0.08 -0.07** -0.08** -0.06 -0.06 49.37*** 1.13 

ITT 0.89 0.88 -0.65*** -0.65*** -7.05 -6.83 -0.06 -0.06 -0.06 -0.02 -0.02 -0.03 -0.03 7.43* -0.39** 
Industrial / 
Energy 1.14 1.17 -0.72** -0.72** 13.4** 14.2**    -0.04 -0.04 0.00 0 32.53*** 1.87 

Internet 0.91 0.91 -0.61** -0.60** -9.59* -9.29* -0.03 -0.03 -0.04 -0.05 -0.05 0.03 0.03 17.31*** -0.38* 

Medical 0.81 0.83 -0.68** -0.68** -5.85 -5.33 0.15* 0.15* 0.15* -0.08** -0.08** -0.07 -0.07 5.90 1.01 

Crisis -0.69*** -0.75*** 0.20 0.17 9.26* 10.9** -0.09** -0.09** -0.08* -0.07** -0.07** -0.09* -0.08* -0.38** 0.65 
Years To 
Investment -0.92*** -0.92***              

Investment Year         -2.16*** -2.42***                 
 

*, **, ***  90%, 95% and 99% significant levels, respectively. 
 



• The earlier in a business’ life that the first equity investment is made, the more 
likely it is that follow-on investment rounds will be made. It is shown that a firm 
receiving its first equity investment one year later than other firms will in general 
receive 0.9x less funding rounds. It is difficult to confirm a plausible explanation 
for this finding. This might suggest that the earliest investors are making better 
decisions regarding portfolio firm selection. Conversely, over time, investment 
managers gaining greater experience become less optimistic about the success 
of portfolio forms.  

• IIF affiliate funds are also likely to provide 1.3x more funding rounds than private 
investors. This result indicates that the IIF programme has provided 
management experiences to fund managers so that they are also more likely to 
invest in capital constrained businesses. These IIF managers also appear more 
likely to provide follow-on finance in other funds under their management. 

• IIF Round 1 and 2 are providing more funding rounds to their portfolio firms than 
private investors. On average, IIF Round 1 and Round 2 funds provide 1.6x and 
1.9x more funding rounds. The small number of investment (7 financings) and 
the immaturity of investee firms in Round 3 does not yet allow any comment to 
be made on these firms. However, IIF investment in Rounds 1 and 2 funds 
suggests that these managers are more prepared to make multiple financing 
commitments to young firms than non-IIF fund managers. 

The timing of initial investments 

• The regression results are demonstrated in Specifications (3) and (4) in Table 3. 

• IIF investments are typically made 18 months later1 in the life-cycle of a business 
than private sector equity investments or IIF affiliate investments, with ITT and 
Industrial/Energy investments by IIF funds being the most frequent exceptions to 
this overall pattern. This is likely to reflect the fact that IIF affiliates are largely 
investing in later stage businesses many of which will have been created (as a 
‘newco’ vehicle) specifically for the investment activity. Private investments also 
include some very early, seed investments from corporate and foreign investors. 
In both cases, the non-IIF funds may well be able to direct finance into their 
target firms more early than IIF investors which have to wait for the start-up to be 
of a sufficient size and development in order to be able to introduce external 
finance effectively. 

• At the sector level, and ranked in order of investment timing with the earliest first, 
biotechnology businesses typically receive the earliest stage of investment, 
followed by businesses in the industrial energy sector, the medical sector, ITT, 
and internet. Table 4 illustrates this effect in months from firm establishment to 
its first equity investment for the five major sectors after taking into consideration 
of the effects of the IIF investments.  

 

 

 

                                                 
1 In Specification (3) this figure is given as an exponential value of 0.44. 



Table 4 

Stage Focus of Australian VC Investments by Industrial Sectors 

  Months from Firm Founding to First Investment 

  

(1) 
 

All Firms 
 

(2) 
 

IIF Firms 
 

(3) 
IIF Affiliate 

Firms 
 

(4) 
Non-IIF 
Firms 

 

Biotechnology 5.6 3.6 1.7 1.4 

Industrial/Energy 5.8 4.3 8.0 3.0 

Medical 6.1 4.8 2.2 4.6 

ITT 6.3 0.7 2.6 4.0 

Internet 6.5 7.5 4.8 2.0 

Number of Observations 193 75 55 63 
*N.b. The figures in column (1) cannot be directly compared to those in columns (2) to (4) as  

they are generated by different statistical means. 
 

• Australian investment funds also tended to make their first investments at an 
earlier stage in a new enterprise’s life-cycle than non-Australian funds. Here the 
difference was 18 months between Australian and non-Australian funds. This 
may reflect differences in willingness to take risks and/or relative proximity to 
businesses generating a greater potential deal flow from very young businesses 
for Australian funds. It will also reflect the fact that foreign funds are more likely 
to wish to invest larger amounts of finance in more established businesses. This 
is because of their information disadvantage against domestic investors which is 
most evident at the earliest stages of a new enterprises life when insiders are 
most likely to be fully informed. It also reflects the higher transaction costs for an 
overseas investor in making small investments in young businesses. 

Total amount of equity invested 

• The regression results are reported in Specifications (5) and (6) in Table 3. 

• Total IIF investments in individual businesses were typically (defined by the 
median total investment) in the region of A$2.9m, which is much smaller than the 
typical IIF affiliate investment at A$11.5m, and private sector investments of 
A$4.0m. The respective averages (which are more influenced by the skew of 
extreme results) were A$2.8m, A$21.5m, and A$18.2m. 

• The striking feature of IIF total investments is that they are more evenly 
distributed than IIF affiliate or private sector investments with a core of 
investments in the A$1.8m – A$3.6m range complemented by a greater 
coverage of very small investments (circa A$600,000) and larger investments 
(circa A$6m). This contrasts with IIF affiliate investments that are typically four 
times the scale, and which have a bias to very large investments. Private sector 
investors also have a bias to larger investments. 

• Taken together, the evidence suggests that (a) IIF is filling an important market 
gap in the provision of smaller scale investment demand, and (b) that the public 
sector does not compete directly with private providers as there is a clear 
separation in terms of which end of the investment market each category of 
investor is servicing. 



• There is a general trend for average total equity investment to decline over time. 
Whether this reflects a diminishing pool of investment capital, a demand for 
smaller scale investments, or a reduction in the quality of investment proposals 
in unclear. It may also be influenced by a wider international trend for a decline 
in early stage investing as both limited and general partners have found the 
risk/reward ratios to be too heavily biased against successful outcomes. 

• The largest investments, on average, are made in the industrial energy sector 
and the smallest in internet businesses. These patterns broadly reflect the 
differing capital intensities of the individual sectors. On average, industrial 
energy investments are A$13.4m larger than the all sector average. Conversely, 
internet investments are A$9.6m smaller than the all sector average. 

• Non-Australian funds, on average, made their investments at the top end of the 
whole market, with an average total investment scale of A$32.9m greater than 
Australian funds. This might reflect the lack of willingness to take risks in 
younger and smaller companies on the part of non-Australian funds as well as 
the higher costs of investment appraisal associated with distance and a lack of 
local knowledge. Given these transaction costs for foreign investors, it is unlikely 
that smaller investments could be attractive at other than their realisation at the 
most extreme capital multiples. This means that early stage investments will 
largely remain the responsibility of Australian private and, particularly, public 
funds. 

• Similar findings were apparent for investment bank funds which, on average, 
made total investments in the region of A$22.3m higher than other funds. Again 
this suggests a preference for fewer and lower risk but larger scale investments. 

• An interesting feature of investment activity is that, in times of severe economic 
crisis, investment scale increases substantially. The estimates suggest that total 
investment scale increase by A$9.3m during these periods. Again, this suggests 
that professional investors faced with economic uncertainty change their 
investment behaviour towards larger scale, less risky investment activity. Here, 
private equity is much more likely to be attractive than ‘classic’ venture capital 
investment for all but the most committed, technology specialist - and thus risk 
accepting - investors. 

• IIF Round 1 funds are found to perform the best in filling the market gap: their 
investments are on average A$12.4m smaller than private sector investments 
(Specification 6). However, in contrast, there is no statistically significant value 
difference between IIF Round 2 and 3 and private VCs. 

What happens to businesses which receive equity investments? 

• The regression results are presented in Specifications (7) to (13) in Table 3. 

• The first point of note is that 44 percent of IIF supported businesses have 
changed their trading status and IIF supported businesses are 16 per cent less 
likely to remain trading today in their original form when compared to IIF affiliate 
and private equity supported businesses. For IIF affiliate and Non-IIF 
investments, the probabilities of change are 23 per cent and 32 per cent, 
respectively. These changes are a result of both beneficial (IPO) and adverse 
(liquidation) outcomes. An acquisition by a third party firm can be a success for 
investors in a highly attractive company. It can also be the least worse exit for 
investors in a weakened or non performing company whose assets now appear 
attractive. As befits investment at the earliest and most speculative stages of a 



firm’s life cycle, IIF supported businesses are both positively and negatively 
more volatile than their peers. 

Table 5 

Current Trading Status (2009) for Australian VC Invested Firms  
(as a Percentage of All Portfolio Firms in Each Category) 

 

(1) 
 

IIF firms 
 

 

(2) 
IIF affiliated firms 

 
 

(3) 
 

Non-IIF firms 
 

 
 Mean (% of firms) Mean (% of firms) Mean (% of firms) 

Acquisition 2.0% 12.6% 16.0% 

IPO 16.7% 6.3% 6.6% 

Liquidation 24.5% 4.2% 9.4% 

Non-Exited Firms still trading 56.8% 76.9% 68.0% 

 

• At the sector level, businesses in communications and consumer related 
industries are between 18 and 20 per cent less likely to remain trading in their 
original form than businesses in biotechnology, ITT, industrial energy, internet 
and medical sectors. This pattern may reflect sector specific trading conditions 
and the more proprietary nature of IP intensive businesses. Businesses where 
knowledge assets are particularly important are more protected against external 
changes than more generic businesses. 

• As each year elapses since the original equity investment, the probability that a 
business will not be trading in its original form increases by 6 per cent. 
Significant changes will happen. Rather it remains essentially a matter of time 
when it actually occurs for such businesses. 

• One of the main reasons why IIF supported businesses are less likely to be 
trading in their original form today is because they are 9 per cent more likely to 
have gone to market via an IPO than IIF affiliate or private equity backed 
businesses. This suggests that IIF plays a valuable role in supporting high 
potential, young businesses through their early development phases up to the 
point where they are able to raise capital from public markets. 

• Medical sector businesses were 15 per cent more likely to have gone to market 
via an IPO than businesses in all other sectors. 

• In periods of severe economic downturn, the probability of an IPO event 
occurring declines by 9 per cent, reflecting supply-side reductions in the 
availability of investment capital to finance new market entry and demand-side 
effects from businesses unwilling to hazard the vagaries of a market floatation 
when share prices are falling. 

• Yet, IIF supported businesses were also 7 per cent less likely to be acquired by 
another business than IIF affiliate or private equity backed businesses. 



• Biotech businesses were 7 per cent less likely to be acquired and medical sector 
businesses 8 per cent less likely to be acquired than businesses in all other 
sectors. 

• Businesses supported by non-Australian funds were 11 per cent more likely to 
be acquired by another business. This may reflect the imperative of finding an 
exit for overseas investors after a broadly proscribed tenure of investment. 

• In periods of severe economic downturn, acquisitions reduced by 7 per cent, 
reflecting a curtailing of investment activity in the corporate sector. 

• IIF supported businesses were also 10 per cent more likely to terminate via a 
liquidation. However, it is important to note that this may not invariably mean that 
the IP on which the business was based is either finished or valueless. 

• An interesting finding was that in periods of severe economic downturn the 
probability of liquidation fell by 9 per cent. On first reading this is counterintuitive. 
However,  it is common to see business failure rising in the immediate aftermath 
of a recession rather than during the recession itself. This is attributed to 
creditors delaying foreclosure until asset prices have recovered thereby reducing 
their debt exposure. 

• IIF Round 1 investments are 16% more likely to achieve an IPO exit and 7% less 
likely to be acquired than other investments. This result is reasonable given that 
IIF Round 1 funds are more mature thus their investee companies are more 
likely to achieve an IPO. Further, the first Round of IIF finance was launched in a 
period (1997-2000) of considerable bullishness for technology stocks many of 
which floated. Investee firms from Round 1 that were sufficiently developed 
could have taken advantage of that IPO window prior to second quarter 2000. 
However, it is also true the IIF Round 1 funds are more likely (12%) to be 
liquidated. 

What really distinguishes IIF investments from other equity investments? 

• IIF investments are very unlikely to be made in the communications and 
consumer related sectors. (Work by the authors on the rapidly internationalising 
of new technology based firms confirms that young enterprises based on 
consumer related products are less likely to internationalise and grow rapidly 
than firms serving industrial customers.) While IIF investments are broadly 
spread across other sectors, they tend to particularly favour the biotechnology, 
industrial energy and internet sectors. 

• IIF affiliate investments are less likely to be made in the ITT and internet sectors. 

• IIF initial and follow on investments also reduced by 38 and 75 per cent, 
respectively during periods of severe economic downturn. This indicates that the 
managers of hybrid VC firms are as sensitive as their industry peers to the 
constraints of difficult investment environments.  

Costs, benefits and investment returns 

In a full economic and treasury cost-benefit analysis we would allow for ‘deadweight’ 
(i.e. businesses which could have accessed private equity without government 
assistance), displacement (of existing business activity), scale of additionality (i.e. 
that share of overall performance improvement directly attributable to the government 
intervention), alongside exchequer flows attributable to the taxation of new 
employees (jobs created), increased business taxation, reductions in welfare 



payments and local economic multipliers. In this analysis, we are limited in terms of 
data availability. Accordingly, we focus our attention on estimating both the costs 
associated with IIF supported business entering liquidation and the potential benefits 
of businesses reaching IPO. We also estimate the scale of returns required by 
currently active businesses in order to achieve a cost neutral investment portfolio in 
its most basic terms. That is what investment returns are required from surviving IIF 
financed businesses to ensure that losses on failed investments are covered by 
profits on successful investments. 

• The maximum potential losses to date incurred from IIF supported businesses 
entering liquidation are estimated to be no more than A$70.08m. This is derived 
from the 25 businesses that have been liquidated and an average total equity 
investment of A$2.83m. Note that any recovery of capital would reduce this total 
loss amount. 

• To date 17 IIF supported businesses have successfully been through an IPO. 
These businesses received total equity investments of A$57,865,858, an 
average of A$3,403,874 per business. 

• To compensate for the losses incurred through liquidation purely from the IPO 
activity to date, each business going through an IPO would have to have a total 
share capital valued at A$7,565,638. This would equate to a return of the IIF 
investment of +122% on the original sum invested. 

• But this calculation ignores the fact that 43 IIF supported businesses are still 
actively trading, 2 have been acquired, and 15 have sold some or all of their 
equity capital. If we spread these liquidation losses over the 77 IIF supported 
businesses that did not enter liquidation, then we can estimate that the maximum 
return required per business to achieve a cost neutral investment portfolio would 
be the total IIF investment plus A$910,064. This gives a total of A$3,635,066 per 
business which represents a return to the IIF investment of 133.4 per cent of the 
original investment value.  

This raw estimate is calculated at the maximum potential losses incurred and (as 
previously indicated) ignores spill-over benefits associated with job creation, taxation 
and reduced welfare payments. It also ignores any costs associated with IIF 
administration. On balance, full economic evaluations suggest that the required 
return on IIF investments would be considerably lower if these total benefits were 
taken into account. 

Two Illustrations of performance 

We have plotted the distribution of terminal IRRs (i.e. internal rates of return) for the 
individual firms in each of the three stages of the IIF programme. These are 
extremely similar in shape to those recorded by Lerner in his analysis of fund 
performance in venture capital (for both the US and Europe). In short the majority of 
investments make little noise but the accumulated impact of a few successful and 
unsuccessful firms characterise the performance of the whole portfolio. 

 



 

Figure:  Distribution of IRRs of Portfolio Firms in IIF Funds from 1997 to 30th June 2009 
(with the outlier investee firm “Looksmart”) 

 

 

Figure:  Distribution of IRRs of Portfolio Firms in IIF Funds from 1997 to 30th June 2009 
(outlier removed) 

We also looked at how the nine firms that had exited via an IPO (initial public 
offering) and on which we had sufficient information had fared subsequently on the 
listed markets by looking at year end share price increases. (NB. 17 firms from the 
IIF programme have actually exited via an IPO.). However, with Round 3 of the IIF 
programme only recently operational and no disinvestments yet made, the results 
given below can only be at best illustrative. 



 

What we see is that, the equal-weighted index seems to track the MSCI market index 
pretty well. This indicates that there is no evident difference in stock price 
performance for IIF firms from other small firms on the market. IIF funded firms are 
no better – but also no worse – than other stocks on this market. 

Conclusion   

This assessment has confirmed the rationale for the IIF programme. In other words, 
IIF investments are meeting a real need and providing clear benefits for many young 
businesses. There is a considerable body of evidence suggesting that there is a 
market gap left by the migration of private sector investors out of classic venture 
capital activity. Capital constrained young businesses in the biotechnology and 
industrial energy sectors are particularly vulnerable. Thus, in the absence of the IIF 
programme the needs of these innovative and potentially high impact businesses 
would remain unfilled. Without the IIF programme, it is likely that fewer businesses 
would have started up, and of those that did, their activities would have been more 
limited in both scale and scope. The demand for smaller amounts of equity capital at 
the pre-start and start-up stage is proven. A positive feature of the IIF programme is 
that early initial support allows more scope for follow-on investments. Private sector 
equity providers, corporate venture capital funds, investment banks and foreign 
investors, in contrast, seem to favour larger scale, one-off, investments in older, more 
established and less risky businesses. Yet, it is exactly similarly risky new 
businesses that are most likely to contribute to major innovative change over time. 
Thus, it is fair to argue that the IIF programme has contributed to Australia’s supply of 
young high potential businesses since its inception. Some of these businesses will be 
evidenced in the deal flow of private later stage investors. This is a structure of public 
and private reciprocity implicit in the concept of the ‘investment escalator’. 

The striking feature of this assessment is that the market outcomes of IIF supported 
businesses are more in line with peoples’ perceptions of how risk capital providers 
operate. That is to say, IIF supported businesses are more likely to report a positive 
outcome (reach IPO) or fail (enter liquidation). Given the focus of IIF investment 
activity is in highly dynamic sectors such as biotechnology, and heavily biased to pre-
start and start-up businesses, this is not a surprising finding. Indeed it reflects the 



form of dynamic capitalism we typically, and in this case erroneously, associated with 
free risk capital markets. 

We also note that, even in the worst case scenario, the required average rate of 
return on successful investments in order for the IIF programme to be cost neutral in 
its narrowest sense is extremely moderate at an approximately 3 per cent capital 
gain over the investment period. Further, given the commercial metrics used in our 
evaluation, it is likely that we have ignored some of the most important societal 
benefits including job creation, innovation and increased productivity of such portfolio 
firms. It is worth re-iterating that a government investor has both commercial and 
non-commercial expectations from its actions. All too frequently, the non-commercial 
outcomes are less represented in formal evaluation. (This is in part because of the 
lack of information and the challenges for pricing such ‘externalities’.) 

In terms of how the overall market for risk capital operates, it is apparent that 
government, and private sector, provision is complementary with government 
operating at the earlier stage and providing smaller amounts of equity capital. 
Conversely, the private sector operates at a later stage and provides much larger 
amounts of equity investment. This clear differentiation is important as it reduces the 
scope for government investment to crowd out private sector investment activity. 
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Appendix A 

Variable Definitions 

Variable Name Variable Definition 

Portfolio companies 

Investment Year The first year the firm receives any form of VC investment 

Age The firm's life horizon (number of years from firm establishment to 
divestment or Q1 2009 if not divested) 

Years To Investment Number of years since firm establishment to the year the firm 
received its first equity investment. 

Fund type indicator variables 

IIF A dummy variable equal to one for an IIF fund investment and zero 
otherwise. 

IIF Affiliate A dummy variable equal to one for an affiliated IIF fund investment 
and zero otherwise. An affiliated IIF fund is one which is part of a 
VC organization that has a companion fund that is an IIF fund, but 
the particular fund investing is not the companion IIF fund, but 
rather the companion fund. 

IIF Round1 A dummy variable equal to one for an IIF fund investment for IIFs 
awarded in 1997 and zero otherwise. 

IIF Round 2 A dummy variable equal to one for an IIF fund investment for IIFs 
awarded in 2001 and zero otherwise. 

IIF Round 3 A dummy variable equal to one for an IIF fund investment for IIFs 
awarded in 2007 and zero otherwise. 

Corporate A dummy variable equal to one for a corporate fund investment and 
zero otherwise. 

Bank A dummy variable equal to one for an investment bank investment 
and zero otherwise. 

Overseas A dummy variable equal to one for an investment funded by non-
Australian firms and zero otherwise. 

Evaluation Criteria 

Biotechnology A dummy variable equal to one for an investee in the biotechnology 
industry and zero otherwise. 

ITT A dummy variable equal to one for an investee in the information, 
technology and telecommunications industry and zero otherwise. 

Industrial/Energy A dummy variable equal to one for an investee in the industrial 
and/or energy industries and zero otherwise. 

Internet A dummy variable equal to one for an investee in the internet 
related industry and zero otherwise. 

Medical A dummy variable equal to one for an investee in the medical 
industry and zero otherwise. 

Staging The number of staged investment rounds in which VCs financed 
the company 

IPO A dummy variable equal to one for an IPO exit and zero otherwise. 

Acquisition A dummy variable equal to one for an acquisition exit and zero 
otherwise. 

Liquidation A dummy variable equal to one for a write-off exit and zero 
otherwise. 

Investee characteristics 

Total investment Total AUS$ (millions) equity investment per company 

Crisis A dummy variable equal to one for a first round investment in or 
after 2007 and zero otherwise. 

 

 



Appendix B 

Operating Structure of Exampled Hybrid VC Funds 

Programme 
Name 

Year 
Established 

Size of the 
Fund 

Deal Size Public / 
Private 
Share 

Profit 
Distribution 
for 
Investors 
(Limited 
Partners) 

Management 
Fees 

Carried 
Interest 

Innovation 
Investment 
Fund 

1997 AUD528 
Mil, spread 
evenly 
between 9 
IIF funds 

Round 1 & 2 
- AUD4 Mil or 
10% of the 
fund’s 
committed 
capital, 
whichever is 
the smaller 
Round 3 - no 
more than 
AUD10 Mil or 
20% of the 
funds total 
committed 
capital 
Average size 
AUD2.75 Mil 

Round 1 & 
2: up to 
2:1; 
Round 3: 
up to 1:1 

Public 
participates 
as loans. 
10:90 profit 
share 
between 
Government 
and private 
LPs 

Round 1: 3% 
Round 2 & 3: 
2.5% to 2.8% 

20% or 
market 
standard 

Pre-Seed Fund 
(PSF) 

2001/2002 AUD104.1 
Mil for 4 
funds with 
size ranging 
from AUD21 
Mil to 
AUD30 Mil. 
No upper 
limit for fund 
size. 

Up to AUD1 
Mil (but 
extensions 
over this are 
permitted 
with approval 
- 17 of 21 
approvals 
given, 
maximum 
extension 
approved to 
date was 
AUD500,000. 

Up to 3:1 Capped 
return for 
public 
investors 

3% to 3.5% Market 
standard 

New Zealand 
Venture 
Investment 
Fund 

2002 NZD323 Mil 
committed 
capital 
(NZD220 
Mil 
invested).  
Investments 
in any 
single fund 
must not 
exceed 
NZD25 Mil. 
6 VIF funds 
with sizes 
ranging 
from NZD10 
Mil to 
NZD24 Mil. 

Investment 
per company 
is limited to 
NZD2 Mil 
and must not 
exceed the 
percentage 
limit for 
public 
investments. 

On 
average 
1:2, the 
maximum 
match is 
1:1 and 
minimum 
1:5. 

Pari passu Based on the 
size of a fund 
with clawing 
back 
provisions.  
Between 2-
3% 

– 

Regional 
Venture 
Capital Funds 

2001 GBP250 
Mil, 9 
regional 
funds size 
range from 
GBP15 Mil 
to GBP50 

Up to 
GBP500,000 
– the limit 
was 
increased to 
GBP660,000 
in 2006 

Up to 1:1 Mainly pari 
passu, cap 
on public 
return 

– – 



Mil 
Enterprise 
Capital Fund 

2006/2007 Funds total 
size 
GBP250 Mil 
No upper 
limit for a 
single fund, 
but the 
Government 
will commit 
no more 
than GBP25 
Mil. 
10 ECFs 
average 
size GBP25 
Mil. 

Up to GBP2 
Mil. 

Up to 2:1 Public 
participates 
as loans 
with 4.5% 
interest. 
Timing of 
cash flows 

As specified 
in applicant’s 
bid, market 
standard 

As 
specified 
in 
applicant’s 
bid, 
market 
standard 

KfW Venture 
Capital 
Programme 

Before 1995 – Up to EUR5 
Mil 

Up to 1:1 Downside 
protection 
(loan 
guarantee) 

– – 

High-tech 
Gründerfonds 

2005 EUR272 Mil 
budget, total 
investment 
EUR65 Mil. 

Up to EUR1 
Mil 

Public 
investment 
currently 
at 88% 

Distribution 
to public 
and private 
LPs pro rata 

– – 

Technostarters 2005 Overall 
budget in 
EUR 24 Mil 
each year. 
Total 
investment 
budget EUR 
150 Mil from 
2005 to 
2008. Size 
of the 22 
funds 
ranges from 
EUR 1.2 Mil 
to 8 Mil. 

Minimum 
deal size is 
EUR 
100.000. 
Maximum 
deal size is 
EUR 2.5 Mil.  

Up to 1:1 Public 
participation 
as a loan; 
timing of 
cash flows; 
capped 
returns for 
public 
investors. 
Also 
downside 
loss 
protection 
provided 

– – 
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