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Executive Summary
Introduction

This evaluation is the second evaluation performed by Operations Evaluation (EV) for the
European Investment Fund (EIF)®. The objective of the evaluation is to provide an assessment
of the European Investment Bank (EIB) venture capital mandates to the European Investment
Fund (EIF)>. To date, the EIB has given the EIF three such mandates: the European
Technology Facility Mandate (ETF, 1997), a follow-up mandate known as ETF-2 (1999) and
the Risk Capital Mandate (RCM) signed in 2000 and which is committed through annual
tranches. EIB Mandates included more than € 3 billion at the end of 2006, which represents
about 80% of the EIF’s activity in venture capital. The rest is fund through its own resources
(9.5%) and through third party mandates. These include mandates from the European
Commission (7%) and the German Federal Ministry of Economics and Labour (2.8%).

The evaluation focuses on the Relevance of the Mandates, which includes: the consistency of
the Mandates with respect to the policy framework as well as the design of the mandates (their
internal coherence and their relevance to the venture capital market in which they operate). A
section on performance reflects the current status of Mandate implementation and concentrates
on those aspects that complement and illustrate the analysis on Relevance. Likewise, the Role
of the EIF as a fund of funds manager is reviewed where it complements and illustrates the
analysis on Relevance. Due to the youth of the portfolio, the evaluation does not include in-
depth evaluations of the individual operations.

Relevance and design of the Mandates

It is concluded that while ETF objectives are clearly aligned to the Amsterdam Resolution, the
objectives of the RCM mandates could be better aligned to EU policies as the specific objective
of the Mandate is announced as contributing to develop a venture capital market while the
Council Resolutions calls the EIB for “redirect funding towards support for business start-ups,
high-tech firms and micro-enterprises...”” (§ 2.1)

The Mandate provides too many different policy objectives and does not prioritize among
them. There are a series of objectives, targets and constraints. Some targets and constraints are
even redundant, mix different conceptual levels or do not take sufficiently into account the
characteristics of the market in which the Mandates operate. Even more important, it does not
explicitly tackle the key issue of the equilibrium between policy and financial objectives even if
this is a key element to define the investment strategy. (§ 2.2)

As a consequence, the Mandate leaves ample room for interpretation on the role to be played by
the EIF as a public institution contributing to EU policies and thus on the implementation of the
Mandate. In practice, today, it is the request for self-sustainability, and therefore for increased
financial returns, that is mainly reflected in the investment strategy, resulting in a portfolio
structure that is now closer to that of a private fund-of-funds than in the past.

! This report has been prepared in consultation with the EIF services and the EIB services. In line with EV

Terms of reference agreed with the EIF, the final report has been submitted to the EIF services which have added
their response to the recommendations before the report is sent to the EIF Board of Directors for discussion; at this
stage EIB services were not involved.

2 Hereinafter referred to as the Mandates.
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Performance: Mandate Implementation

It is concluded that there are two clearly distinct periods. Before 2003, policy targets were
mostly taken into account and the financial return of the Mandates’ portfolio was below all
benchmarks. In 2003, the EIF proposed, and the Bank accepted, a change on the investment
strategy aimed at achieving positive returns. It is still early to see the full effect of the
“rebalancing” of the portfolio but there are already clear indications of the improvement of the
financial return of the Mandates portfolio. This improvement has been achieved at the cost of
reducing the extent to which policy objectives are achieved and in particular the focus on early
stage, innovative SMEs, but has contributed to other Lisbon objectives. (§ 3)

Role of the EIF / EIF Contribution

Three aspects are analyzed: the role of the EIF in determining the investment strategy, its
catalytic effect on the market and the support to first-time funds. It should be recalled that the
analysis is restricted to the EIB Mandates and therefore does not take into consideration EIF’s
role or contribution under other mandates.

The EIF has played a decisive role in determining the investment strategy particularly since
2003 when it proposed the “rebalancing” of the portfolio. This aspect is also discussed under
the analysis of the design of the mandates and their implementation. (§ 4.1)

It is assumed that the EIF could have achieved a catalytic effect through four channels: (i) a
signalling effect on the expected returns, (ii) a signalling effect on the governance and the terms
and conditions of the funds, (iii) a volume effect, and (iv) a counter-cyclical behaviour. It is
concluded that EIF’s catalytic effect has mainly been channelled through the signal it conveys
to the market in terms of governance and terms and conditions. The signal in terms of expected
returns is not strong enough as the results of the Mandates’ portfolio are not superior to the
market. Finally, within the limits imposed by the Mandates, the EIF has also had a positive
contribution by increasing its share in investee funds in periods of tight market. (§ 4.2)

The EIF has supported first-time teams during the first part of the period but later on this
support decreased significantly, following the portfolio “rebalancing” as well as a generalized
market trend. The Mandates do not tackle the fact that the support to first-time funds can be
consider as a contribution to the development of an European venture capital market but that
this strategy presents a higher risk profile. (8§ 4.3)
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Table of recommendations

EV

Response from the EIF Services

R1 - CONSIDER REFORMULATING THE KEY
OBJECTIVE OF THE MANDATE

Currently the objective is stated as
contributing to develop VC markets while the
policy framework would call for an objective
of supporting funding of innovative SMEs
through the provision of venture capital.

EIF services take note of this
recommendation and will make proposals
accordingly to the EIB. EIF services also
suggest to consider in the reformulating of
the mandate’s key objectives the contribution
Ms? transactions have on the “sustain
economic growth” (cf. Lisbon’s intermediate
objectives), which were not considered by
the council decision.

R2 - CLARIFY THE ROLE TO BE PLAYED BY
FINANCIAL PERFORMANCE VS. POLICY OBJECTIVES

This is a key element defining the investment
strategy with clear consequences on the
extent in which policy objectives can be
implemented. The Bank and the EIF should
make an explicit choice to settle on this
trade-off. The result should ensure that the
Mandate responds to the request of the
Council while taking into consideration the
dynamics of the market. Objectives should as
possible be measurable and terms, such as
for example *“self-sustainability”, should be
clearly defined.

EIF services take note of this
recommendation and will make proposals
accordingly to the EIB. However EIF services
do not consider that there is a clear trade-off
but that the policy objectives have to be
defined with financial safeguards.

So far RCM mandate self-sustainability has
been set as a “shadow” financial objective.
But further clarifications should be introduced
to know whether sustainability should include
inflation, treasury return, or a premium
related to the private equity risk level, and
finally take into account the management
fees cost or not.

R3 - ENSURE MANDATE COHERENCE

The mandate can gain in coherence and
clarity by simplifying it. This should be done
after a thorough discussion between the EIB
and the EIF on the role of the EIF as a public
institution contributing to EU policies. Adding
changes to the Mandates without ensuring
overall coherence should be avoided.

EIF services take note of this
recommendation. However, it has to be
highlighted that due to the market evolutions
regular changes are required in order to
maintain the mandate efficiency and
effectiveness.

The board of EIB has already approved
modifications to the terms of the original
council decisions and we recommend that
this approach be followed again, when the
terms are agreed, to avoid the original
Council decision to become outdated in
relation to current economic, financial policy
objectives.

R4 - REDUCE SIGNIFICANTLY THE NUMBER OF
TARGETS AIMED AT AND CONDITIONS IMPOSED

If more than one target or condition is kept,
there should be an explicit prioritization.
Special care should be taken to avoid setting
“higher level” objectives as a target for the
Mandate (such as employment or regional
cohesion) A simplified and clearer Mandate
will help managers to monitor
implementation, operators to execute it and
external observers to understand the
rationale behind the investment strategy.

EIF services take note of this
recommendation and will make proposals
accordingly. A focus could be brought on the
communication angle to improve the
understanding of the mandates by
beneficiaries and external observers.
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R5 - RECONSIDER CO-INVESTMENT

Given the context of the Mandates and their
implementation so far, the question of the
need for co-investments should be
reassessed.

EIF services agree with this recommendation.
As already mentioned in the past, for the
reasons developed under 2.2.2.c) & 3.2.5.
but also as the co-investment obligation
precludes EIF from the standard market
practice of adjusting and managing its
portfolio (as a whole an important issue as it
absorbs 50% of EIF’s resources, increasing to
EUR 500m) through new fund investments.

R6 - CONSIDER THE DEVELOPMENT OF NEW
FINANCIAL PRODUCTS TO EFFECTIVELY SUPPORT
SMEs

The *“one size-fits-all” approach can
aggravate the trade-off between policy and
financial objectives while an approach
allowing for a menu of different instruments
that can be used in different market contexts
may allow aligning them. Having different

product (e.g. more later stage in less
sophisticated VC markets) for different
markets may better support SMEs

development. This should be set taking into
consideration the existence of other
mandates and instruments managed by the
EIF.

EIF services take note of this
recommendation and will make proposals
accordingly to the EIB. Since the launch of
RCM, EIF has taken under management
instruments/mandates which can be better
adapted to specific markets/objectives. For
example:

- with JEREMIE, a specific regional financial
instrument, the regional focus of RCM may be
relevant

- with EC mandates, which have been
changed in the past 5 years, the emerging
teams focus of RCM may also be less
relevant.

R7 - CONSIDER CHANGING REPORTING SCHEMES

a) The portfolio review has shown the
interest of presenting portfolio results by
periods rather than (only) over the whole
period. This approach should be included in
the periodic implementation reports.

b) No report on employment should be
requested as it is not a direct effect to be
aimed at by the Mandate. One-off studies on
overall effects on employment would be more
appropriate.

EIF services agree with this recommendation.

EIF General comments

The EIF Board takes note of the EIF services general comments that, based on the remarks
and recommendations outlined in this report, EIF services will prepare a report to detail a
series of proposals. These proposals will be a basis for discussion of EIF Board after discussion
with the EIB services, which after agreement would then be translated into practical measures
and put in place in an agreed timeframe and keep the EIF board informed along the way.

Page vi




ations Evaluation - Operations Evaluation - Operations Evaluation - Operations Evaluation - Operations Evaluation - Operations Evaluation - Operations Evaluation - Operations Evaluation -

1. Introduction
1.1. Purpose

This evaluation is the second evaluation performed by Operations Evaluation (EV) for the
European Investment Fund (EIF). It follows the “Evaluation of EIF funding of Venture Capital
Funds — EIB/ETF Mandate”, completed in December 2006. In accordance with EV’s Terms of
Reference, the general objective of the evaluation is to provide an assessment of the European
Investment Bank (EIB) mandates to the EIF®. The evaluation focuses on the Relevance of these
Mandates, which includes: the consistency of the Mandates with respect to the policy
framework as well as the design of the mandates: their internal coherence and their relevance to
the venture capital market in which they operate. A section on performance reflects the current
status of Mandate implementation and concentrates on those aspects that complement and
illustrate the analysis on Relevance. Likewise, the Role of the EIF as a fund of funds manager
is reviewed where it complements and illustrates the analysis on Relevance. The evaluation is
primarily intended to assist the EIF and its governing bodies in the formulation of future
policies and strategies.

1.2. Scope

EIF’s venture capital (VC) operations are  Taple 1 - EIF use of sources (million EUR)
funded through its own resources (9.5% of

Resources Signatures Disbursements

total net approvals as per December 2006) —o 3176 1892
and through third party mandates. These Legacy portiolio 826 755
include mandates from the EIB (80.7%), the ETF + ETF2 aa 199
European Commission (EC) (7%) and the RCM (Al 2106 038
German Federal Ministry of Economics and ¢ 352 206
Labour (BMWA) (2'8%)' Commission 265 123
) ) . BMWA 106 33
While the first evaluation focused on the — 3899 2254

implementation of the ETF mandate, the
present evaluation covers all VC mandates
given to the EIF by the EIB excluding the Legacy Portfolio. The evaluation of the ETF mandate
included the in-depth evaluation of a number of operations. Due to the youth of the portfolio
under ETF-2 and RCM, the present evaluation does not include such in-depth evaluation and
concentrates on the relevance of the mandates and the status of their implementation.

1.3. The mandates

To date, the EIB has given the EIF three venture capital _ _
mandates: the European Technology Facility Mandate ;;ethr\;c'\éle"’t‘gd?I:‘z 'SE”‘:’Om:)'gSﬂ
(ETF, 1997), a follow-up mandate known as ETF-2 Slaseeeive  emiEl GEmeTes 6
(1999) and the Risk Capital Mandate (RCM) signed in variable amounts known as RCM1,
2000. These Mandates include Investment Guidelines RCM2 ... RCM6.

which provide for the rules of implementation of the
agreement. In the case of the RCM, the Investment Guidelines have been adjusted four times,
notably in November 2003, June 2004, April 2005 and March 2006*. There is no pre-defined
trigger to modify the Investment Guidelines; changes have been driven mainly to adjust the
agreement at the request of the parties. As shown below, these Investment Guidelines introduce

3 Hereinafter referred to as the Mandates.

Through this report the different versions of the Investment Guidelines will be referred to as RCM/1G-2000,
RCM/1G-2003, RCM/1G-2004, RCM/1G-2005 and RCM/1G-2006.

4
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significant changes to the extent that
for the purpose of the evaluation
they can be considered as if they
were different mandates.
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Fig 1 - Major relationships in VC activity

31 parties
(EC, ...)

EIF EIB
own funds mandates
v

Private
investor 1

All mandates are designed to allow
the EIF to invest in venture capital ‘

investor 2

Private
investor n

Private

‘ EIF ’ ‘

funds that will in turn invest in
SMES®. EIF investments in venture
capital funds are made pari passu
with private investors, which should
represent at least 50% of the funds —
following the Mandates’ rules as
well as Community regulation on
state aid. Figure 1 illustrates some
major relationships of the relevant
parties involved in the EIF’s venture
capital activity.

Note: PC stands for Portfolio Company

While the aim of private investors is to achieve the highest possible financial return, EIF
investments aim to achieve policy objectives that are defined in the Mandates. The
Mandates also define numerous rules of functioning such as the type of SMEs or the stage
targeted, the geographical focus, the definition of the SME, the authorized size and nature of
the operations, etc. The relevance and coherence of the objectives and rules of functioning of

the Mandates are assessed in Section 2.

1.4. The European venture capital industry®

Since the late 90’s, the European venture capital
markets have gone through three distinct periods:
Between 1998 and 2000 the venture capital market
had a boom period. In 2000, € 22 billion were raised,
more than a three-fold increased with respect to the
€ 6.7 billion raised in 1998. In the meanwhile,
buyout funds managed to raise € 24 billion, a two-
fold increase with respect to 1998.

The period between 2001 and 2003 has been called
the “nuclear winter of venture capital”. In 2003, at
the bottom of the cycle, only €5.7 billion were
raised. As consequence, capital available to finance
early stage and expansion companies was
significantly reduced from € 20 billion in 2000 to € 8
billion in 2003. The crisis had a more limited effect
on buyout funds: In 2003, these funds raised € 21
billion and invested € 18 billion, up from € 14 billion
in 2000.

Three distinct periods for the
European venture capital industry

1998-2000

The booming of VC with a three-fold
increase of funds raised and funds
invested. A five-fold increase of funds
raised for early stage.

2001-2003

The collapse of VC with funds raised at
one quarter of the level of 2000. One
fifth for early stage.

2004-2006
The fragile recovery of VC and the
boom of buyout.

This report will often refer to those 3
periods for a better understanding of
the results and of the evaluation.

Since 2004, the venture capital industry is slowly recovering. In 2006, € 17.5 billion were
raised for venture capital funds; still lower than the amount raised in 2000 but already three

RCM refers to “risk capital structures”. Since 2003, it was allowed to invest also in funds-of-funds.
A more detailed account of the European VC industry is presented in Annex 3.
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times more than the funds raised in 2003. At the same time, fundraising for the buyout segment
has grown exponentially. The amount raised per year has more than quadrupled to € 85 billion
in 2006.

The early stage segment of VC led the boom period but during the crisis, it suffered more than
the expansion segment and has been slower to recover. Buyout, compared to venture capital,
was slower during the boom, suffered less during the crisis and has soared in the last two years.

It should also be noted that current growth in the early stage segment is concentrated in a small
number of management companies (around 30-50 out of some 300-350) and in one country (the
UK attracted two thirds of the funds raised for early stage in 2006). These, combined with the
significant gap in terms of returns observed between the European and the US industries
(pooled IRR for the early stage industry in the US in 2006 is 19.5% while for the European
industry it is -0.1%, see also Annex 3), have lead experts to conclude that the recovery of the
venture capital industry in Europe is still fragile.
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2. Policies and strategies - Relevance

This section assesses the extent to which the Mandates
are relevant to the European policies to which they are
requested to contribute. It focuses on the Mandates’
objectives and on their internal design, taking
appropriate account of the dynamics of the venture
capital (VC) markets in which the Mandates operate.

ations Evaluation - Operations Evaluation - Operations Evaluation - Operations Evaluation - Operations Evaluation - Operations Evaluation - Operations Evaluation - Operations Evaluation -

“Relevance is the extent to which the
objectives of a project are consistent with
EU policies, as defined by the Treaty,
Directives, Council Decisions, Mandates,
etc., the decisions of the EIB Governors,
as well as the beneficiaries’ requirements,
country needs, global priorities and
partners’ policies.”

EV Procedures Manual

It is concluded that while ETF objectives are clearly aligned to the Amsterdam Resolution,
the objectives of the RCM mandates could be better aligned to EU policies as the specific
objective of the Mandate is announced as contributing to develop a venture capital market
while the Council Resolutions calls the EIB for “redirect funding towards support for
business start-ups, high-tech firms and micro-enterprises...” (§ 2.1)

Further, the Mandate provides too many different policy objectives and does not prioritize
among them. Even more important, it does not tackle the issue of the equilibrium between
policy and financial objectives. (8§ 2.2)

As a consequence, the Mandates leaves ample room for interpretation on the role to be played
by the EIF as a public institution contributing to EU policies and thus on the implementation
of the Mandate. In practice, today, it is the request for self-sustainability, and therefore for
increased financial returns, that is mainly reflected in the investment strategy, resulting in a
portfolio structure that now is closer to that of a private fund-of-funds than in the past.

2.1. Relevance to EU/EIB policies

2.1.1. Policy references Lisbon Resolution

The strategic goal was defined as:
“to become the most competitive
and dynamic knowledge-based
economy in the world, capable of
sustainable economic growth and
better jobs and greater social
cohesion”

Since the late 1990s, public authorities in Europe have
set the objective of contributing to develop the venture
capital industry. Different initiatives have been taken at
European, national and regional levels. Outside Europe,
also many countries have set programmes to promote
their VC industries’. For the ETF Mandates, the main | an overall strategy was designed
policy references at EU level are the EU Council around three dimensions:
resolutions of Amsterdam (Resolution on Growth and = Prepare the transition towards
Employment, 1997), Vienna (1998) and Cologne a knowledge-based economy;
(1999). For the RCM, the Lisbon Council Resolution = Sustaining a healthy economic
(2000), which defines the Lishon agenda, is also a key outlook and growth prospect;

policy reference. At EIB level the main references are and N
the Amsterdam Special Action Programme (1997) for | © S't’é%?;ﬂi’gg LIS 2

all Mandates together with the Innovation 2000
Initiative (2000) and the Initiative 2010 (2003) in the
case of the RCM mandate.

7 Examples of public initiatives in the EU are: the Risk Capital Action Plan set in 1998 by the European

Commission (EC) and member states, the Working group set between the US Department of Commerce and the EC,
the Entrepreneurship and Innovation Programme (part of the Competitiveness and Innovation Framework
Programme of the EC. Outside the EU one can mention the Small Business Investment Corporation (SBIC) in the
USA or the Yozma programme in Israel.
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The Amsterdam Resolution on Growth and Employment requested the EIB to examine the
establishment of a facility for the financing of high-technology projects of small and medium-
sized enterprises (SME) in co-operation with the EIF. Following the Amsterdam Resolution,
the Bank elaborated the Amsterdam Special Action Programme (ASAP, June 1997) which
included interventions in SME financing as well as in other sectors. The ASAP created a
special window to employ part of the annual surplus of the Bank to provide support for
different types of instruments, including venture capital. Based on this decision, the EIB and
the EIF agreed on the first ETF mandate in 1997, followed by the ETF-2 in 1999.

In the same spirit as the Amsterdam Resolution, in March 2000, the European Council adopted
the Lisbon agenda as the new European development programme with the specific objective of
making the EU “the most competitive and dynamic
knowledge-based economy in the world”. Figure 2 in

next page shows the intervention logic of the Lisbon
strategy based on the Presidency Conclusions of the
European Council. This schematic representation
highlights the requested contribution of the EIB in
relation to venture capital markets while aspects of the
programme that do not directly relate to the EIB
mandate with respect to venture capital are presented in

Intervention logic is a systematic and
reasoned description of the casual links
between activities and the different
levels of objectives. It is a powerful
management tool which can be used
since the inception of a project or
programme. In evaluation, it can also
be elaborated ex-post to test the causal
links between a project or programme
and the objectives to which it
contributes.

dotted boxes. The scheme also includes the objectives of
the EIB-EIF Risk Capital Mandate (see § 2.1.3).

As a follow-up of the Lisbon European Council, the Bank elaborated the Innovation 2000
Initiative (i2i, June 2000) and later on the Innovation 2010 Initiative (i2i, March 2003) which
translate the contribution of the Bank to the Lisbon Agenda. As the ASAP, the i2i covers
different sectors including support to SME and spells out the Bank’s contribution in terms of
VC operations. The RCM mandate was signed on the basis of the policy objectives of the
Amsterdam and Lisbon Resolutions while the ASAP continues to provide the authorization to
use the Bank’s excess reserves for VC operations. An important difference between the ETF
and the RCM is that the RCM comprised the transfer of the EIB portfolio of venture capital
operations to the EIF. This portfolio is referred to as the Legacy portfolio.

2.1.2. The mandates’ stated objectives

The ETF mandate states explicitly the higher level
objectives (policy objectives) to which it will contribute.
In the first paragraph of its Investment Guidelines, it
states that by facilitating investment in specialized VC
fund, the ETF aims at supporting the creation and
development of high growth and technology oriented
SMEs which in turns contributes to improve their
competitiveness and ultimately contributes to increase
their capacity to create jobs.

For ETF-2 and RCM, the key
objective is to support the
development of VC markets in
Europe.

For ETF-1 is to facilitate invest-
ments in specialised funds.

The ETF-2 keeps the same higher level objectives and adds one layer by stating a specific
objective to the mandate: “To achieve these aims, a key objective of ETF-2 consists in
supporting the development of venture capital markets in all Member States and particularly
in the relatively less developed markets™. It adds an additional layer as it states two objectives
that should feed into the previous one: (i) to achieve as broad as possible a geographical spread
of investments and (ii) to contribute to the development of VC know-how. ETF-2 is therefore
more explicit in terms of its “key objective” and the ways in which it should be reached.
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Figure 2 - Intervention Logic
RCM Mandate
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di 9 for ful businesses specially wards support for ! iMember States \ provide equity
ecrﬁnI om:;n;m?r( §u6) \ SMEs (8§14-15) ) business start-ups : H e or other forms
ploy / \ high-tech firms and " | | Nature of of RC to SMEs
To make the EU micro—enterprises,‘;_ investment \ j
"the most Achieve a fully as well as other 3 K \
competitive and operational internal risk-capital initiati- "-‘ (
dynamic market (§16-19) ves proposed by | ¢ Wo© - Size of investments
knowledge-based \ the EIB” (815) /‘ 20 o
economy in the Sustai i Coordinate OV (vt \eS S
ustain economic . 5 (© NC -
world, capable of [« rowth (§ 5) macroeconomic Role of MS-VC* [¢) ?/\) .
sustainable 9 policies (§22-23) 0 L Co-investment
economic growth ; i . L rules
with more and A_ch|eve effplent e_md | Ensure f_uII
better jobs and imegrated financial g & IMREMEARRGGL - & N e
greater social markets, incl. RC the Risk c?pltal o
cohesion® (§ 5) markets (§20-21) Action Plan” (§21) Our analysis of

“To strengthen
regional cohesion
in the EU” (86)

=

Modernise the
European social
model (8§ 5)

Provide education
and training adapted
to the knowledge
society (825-27)

Develop an active
employment policy

(828-30)

Modernise social
protection (§31)

Promote social
inclusion (§32-34)

internal design

Source: Based on the final text of the Presidency Conclusions of the Lisbon
European Council, 23 and 24 march 2000 and the text of the Risk Capital Mandate

Note that dotted boxes show dimensions of the Lisbon strategy that do not directly
relate to the role of the EIB with respect to venture capital

* While the other columns are comprehensive, this only focuses in the role of EIB
and MS in venture capital

Page 6



ations Evaluation - Operations Evaluation - Operations Evaluation - Operations Evaluation - Operations Evaluation - Operations Evaluation - Operations Evaluation - Operations Evaluation -

The RCM, on the other hand, does not make explicit reference to the higher level objectives to
which it will contribute although it mentions in the preamble the Amsterdam, Cologne and
Lisbon Council Resolutions as its policy framework. The RCM states only a specific objective,
similar to the one of ETF-2: “the key objective of RCM is to contribute to develop risk capital
markets in all EU”. As in the case of the by ETF-2 mandate, it also states that the key objective
is to be reached by:

(i)  having as broad as possible a geographical spread of RC investments;
(i) by contributing to the development of risk capital know how; and
(iii) by improving the availability of new financial products for SMEs.

Figure 2 shows this chain of objectives and links it to the objectives of the Lisbon Council
Resolution.

2.1.3. Conclusion on Relevance to EU/EIB policies

For the ETF-1, the mandate’s specific objective is clearly linked with the objectives of the
Amsterdam Resolution and the different levels of objectives are well established: The EIF
invests in specialized VC funds => VC funds invest in high growth and technology oriented
SMEs => these SMEs improve their competitiveness and ultimately their capacity to create
jobs.

This is not the case for ETF-2 and RCM mandates for which the objective is defined as
contributing to develop a venture or risk capital market. Even more than for ETF-1, one
could have expected an objective closer to the Lisbon strategy such as “redirect funding
towards support for business start-ups, high-tech firms and micro-enterprises...”” (paragraph 15
of the Lisbon Resolution) or even more generally in terms of support to SMEs. Moreover, the
Mandates do not explain through which mechanisms the development of VC markets will
contribute to the “knowledge-based economy”. It is true that it is widely accepted that a
sustainable and efficient VC market can contribute to increase the competitiveness of the
economy and therefore that it can indirectly contribute to increase growth rates and
employment levels. It is further accepted that public authorities may play an important role to
promote the development of VC markets. Yet, the exact form of public intervention is still
subject to debate - as in many other areas of public support to private sector development. This
results in an uncertain interpretation of the role to be played by the EIF as a public
institution contributing to EU policies and leaves a too large scope of interpretation to
define the implementation of the Mandate.

A particular illustration of this confusion is the objective of increased employment.
Employment is often interpreted as a direct objective of the Mandates and thus employment
statistics and a special report in employment are requested to the EIF. Figure 2 (first column)
shows that employment can only be an indirect effect to be reached by making Europe “the
most competitive and dynamic economy in the world” and not a result to be reached by the
RCM. The Amsterdam Resolution, before Lisbon, was clear in this regards; it recognized the
role of the EIB Group ““in creating employment through investment opportunities in Europe”
(our underlined). In terms of employment, only the ETF mandates were clear by stating that
“Through these investments, the aim is to help improve the competitiveness and the capacity to
innovate of eligible SMEs across the European Union and thereby their ability to create jobs™
(our underlined).

The following simplified scheme helps to understand which effects can be under EIB/EIF’s
direct or indirect control or influence:
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Under EIB/EIF control Under direct influence Under indirect influence
HOW? WHAT? WHY?
RESOURCES RESULTS
Impact: Impact:
_— Result: "
Input: investn Target VC Effec Venessof | | employment
EIB’s > »  structures PCs > > A
VvC ; EU + reinforced
reserves receive develop .
structures economy regional
funds . "
increases cohesion
\ 4 \ 4 \ 4 \ 4 A4 A 4
EIB EIF VC fund SMEs Society at Society at
managers large large
WHOM?

2.2. Design of the Mandates

The architecture of the Mandates determines the way they can be implemented and therefore
the possibilities offered to the EIF to reach the objectives set by the Mandates. This section
analyzes the relevance of the design of the Mandates with respect to their objectives as per the
official texts. An illustration of the way the Mandates have evolved is presented in Annex 1.

Three aspects are analyzed: targets, constraints and the hidden issue of the role of the
expected financial performance of the Mandates. We have classified as “targets” those rules
of the Mandates that state the type of operation that is a priority for the mandate and as
“constraints” those than can be better defined as conditions that must be respected. Three types
of targets (type of SMEs, stage focus and geographical focus) and three types of constraints
(definition of the SME, nature and size of the investments and co-investment rules) have been
identified.

2.2.1. Analysis of the mandates’ targets

a) Types of SMEs targeted through investee funds

The mandates have become increasingly complex in _
terms of the types of SMEs targeted through investee Over time more and more targets
funds: ETF had only one type of target, RCM had Ba"e SEEN E6GE D i LTS,
. .. . . nder RCM, innovative, techno-
initially four types of targets and now it hgs S|x_types_of logy oriented SMEs are no longer
targets (see Box below). There is no orientation with the focal point, which was the case

regards to the priority among these simultaneous targets. under ETF.
RCM has many different targets;
some are redundant, contradictory

Sector focus on innovative, technology oriented or confusing.

SMEs has diluted over time. This focus was the
priority of ETF-1 but is only one among many other
targets in the following Mandates (see also the analysis of the portfolio in § 3.2). This
evolution is at odds with the policy framework. While the Lisbon Agenda and i2i do not
exclude supporting SMEs in other sectors, the main focus is expected to be in innovative
SMEs.
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Further, many of these targets are redundant, mix different conceptual levels or do not take
sufficiently into account the characteristics of the market in which the Mandates operate.
This multitude of targets has contributed to make the Mandates unclear, subject to personal
interpretation and, above all, sub-optimal with respect to the main aim of the Mandate as these
different targets results in such a broad type of investments that almost any deal can be said to
respect at least one of the targets.

Targets/Objectives of the Risk Capital Mandate

“The Investments should provide added value to SMEs and be made in favour of one or more of the
following objectives (“the Objectives”): “

1) “Technology and industrial innovation through early stage, development and expansion capital” is a
properly defined target for the mandate, yet

2) “Higher economic growth and job creation”, is a higher level objective, that is to be achieved only
indirectly through the programme, as shown in § 2.1 and Figure 2.

3) “The transfer of new technologies to, and their adoption by, more traditional SMEs; the objective
being to contribute to the diffusion of innovation throughout the Eligible Geography’s economy at
large” is redundant with No 1.

4) “Investments with a regional development focus, the goal being to reinforce the balanced
development among the Eligible Geography’s regions” is indeed an objective of the European Union
and has been stated in the Lisbon Agenda as one of the two overarching objectives (see Intervention
Logic in Figure 2). Yet, this objective is probably best dealt with by other instruments and not by a
venture capital mandate. There is no request by the European Council to the EIB Group to contribute
in this area through venture capital investments and, indeed, it would be difficult to find such deals.
The same applies to the objective of supporting “projects designed to fight social exclusion” which
was included in the first version of the Investment Guidelines (December 2000) but was
subsequently removed.

5) “Contributing to the establishment of efficient Risk Capital markets in the Eligible Geography”. Such
task is the responsibility of the regulatory authorities at national or European level. The EIF can and
does indeed contribute to this effort by participating to the discussions with VC actors and the
regulatory authorities (active participation to conferences, working groups, etc). However, as
important as this might be, in the present setting of the Mandate this is a secondary objective and
thus not to be stated at the same level that the, for instance, focus on innovative SMEs.

6) “EIF investments may support SMEs in their later stages of development that otherwise meet one or
more of the Objectives”. This “objective” is an opening that neutralises one of the main aims of the
Mandates, namely investing in early stage SMEs, in particular if it does not limit these further
investments to the expansion stage. Indeed, this clause has allowed the investment in buyouts as
part of the rebalancing of the portfolio (see § 4.1)

Source: Investment Guidelines of the Risk Capital Mandate (March 2006)

b) Stage targeted

Investments under ETF-1 and ETF-2 were aimed Unlike the ETF, which focused on
uppermost at early stage SMEs. RCM does not mention | €&y stage SMEs, RCM's Invest-
a specific target stage; it only mentions the use of “early ment Guidelines allows since 2003
’ ! to invest in later stages.
development and expansion capital as appropriate”.
However, as indicated above, investments in later stages
are allowed by the Board (since RCM/IG-2003) if they also met some other objective. Further,
from 2004, buy-outs and investments in mid-caps of up to 3,000 employees were allowed®. As
a consequence, and as confirmed in the analysis of the portfolio (8 3.2), investments show a

clear trend towards later stages, and departures from the original request of the Council

8 Under ETF-1, ETF-2 and RCM/IG-2000, priority was given to SMEs of up to 250 employees.
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Resolutions and thus the original aim of the Mandate (see paragraph 13 of the Lisbon
resolution, quoted above). This trend is part of the so-called “portfolio rebalancing” (§ 4.1).

c) Geographical coverage

When analyzing the first article of the Investment _ _
Guidelines, it can be concluded that ETF-2 and RCM | The Mandate is not unequivocal
. . . with respect to the aimed geo-
are more constraining in terms of geographical graphical coverage. There is no
coverage as they present their key objective as the orientation on how to combine it
support of the development of RC markets in all eligible with other type of targets.
countries and request an effort to achieve as broad as
possible a geographical spread of RC investments, which was not the case of ETF-1. Moreover,
ETF-2 has a special focus on the so-called less developed markets of Spain, Portugal, Greece

and Ireland.

However, when analyzing the “Geographical Coverage” section of the Investment Guidelines,
it can be concluded that the mandates have become less stringent from ETF to RCM: (i) the
definition of “EU funds” has loosen, (ii) both ETF agreements included quantitative targets that
disappeared under the RCM, (iii) both ETF agreements included the mention that investments
“will seek to ensure the widest possible coverage” which also disappeared in the RCM.

ETF-1
¢ ‘“Investments will only be made in venture capital funds operating in the EU”
o At least 85% of onward investments made by the individual funds should be in the EU

ETF-2

¢ ‘Investments will only be made in venture capital funds operating mainly in the EU”

o At least 85% of aggregate ETF-2 investments should be in the EU

¢ No individual fund can invest more than 35% of its committed capital outside the Union

o At least 20% of the total ETF funds had to be invested in Spain, Portugal, Greece and Ireland

RCM

¢ “Investments will be made in RC structures whose focus is in operations in the EU”
¢ No quantitative geographical targets

e Accession countries are included in the geographical coverage

In summary, the Mandates encourage a wide geographical coverage but without providing
guantitative targets or orientation, in particular, on two important conceptual issues: First, on
how to manage the trade-off between higher risk and wider geographical coverage (see
Annex 2) and second, on why it is appropriate to have a single type of instrument for
markets that are at very different stages of development, especially if other policy targets
(stage, sector) are defined. This lack of orientation makes the investment strategy difficult and
subject to interpretation and to pressures to invest in certain areas.

2.2.2. Analysis of the mandates’ constraints

a) Definition of the SME
Initially, the definition used by the EIB was transposed to the Mandates. SMEs were defined as

firms having up to 500 employees and up to € 75 million of net assets. In addition, from
RCM/1G-2000 it was also stipulated that a maximum of one third of the shareholders could be
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non-SME (25% since RCM/1G-2003). From 2006 and to comply with an EC recommendation®,
the definition of SME was changed as firms with: (i) maximum 250 employees, (ii) maximum
turnover of € 50 million or maximum balance sheet of € 43 million and (iii) maximum 25% of
non-SME shareholders.

The change in the def_ml_tlon _has, in terms of Until 2005, SMEs were defined as
employment, met the priority given under ETF-1, firms having up to 500 employees.
ETF-2 and RCM/IG-2000 to smaller SMEs of up to With this definition and until 2003,
250 employees. Yet, from RCM/1G-2004 it has been priority was given to smaller firms
possible to invest in mid-caps of up to 3,000 | ©Ofupto250employees.
employees. Although there may indeed be a ;unc;izc_)g;r;;t 'S(’)fpoﬁ')'b'i;o 'Q‘g%sg
financing gap for mid-caps, this change in the employees. ’
mandate — additional to the authorization to invest in
firms in later stages of development and in buyouts — is a further deviation from the original
request of the Council Resolutions (see paragraphs 13, 14, 15 of the Lisbon Resolution) and

thus the original aim of the Mandates, namely investing in early stage SMEs.

b) Nature and size of the investments

According to all Mandates alike, the EIF is to invest in funds or similar vehicles established to
provide risk capital to SMEs. These investments are restricted to closed end vehicles of
maximum duration of 15-20 years, with no direct investments and limited investments in semi-
captive funds. Different criteria have been used to restrict the size of the investments (see
Annex 1). Finally, it is stipulated that investments ought to be made pari passu with the other
LPs.

These characteristics have not changed in any significant way and have not induced any
particular implementation problem or contradiction with other characteristics of the Mandates,
aside for the above-mentioned problem of SME vs. mid-caps. Yet, an important issue is
whether only investments under pari passu conditions should be allowed. In fact, it is not
possible to assess whether this is the only or the most appropriated instrument as long as the
role played by the EIF as a public institution is not clarified (see § 2.1.3).

c) Co-investment rules

Co-investment rules have become more stringent over time: Under the ETF mandates, co-
investment of EIF own resources was encouraged but not mandatory. RCM/1G-2000 and 2003
required a co-investment (of any amount) in at least 80% of the operations. From RCM/IG-
2005, co-investment was mandatory in all operations with a minimum of 5% of the RCM
investment or at least € 1 million. Section 4 on the Role of the EIF analyses how co-investment
rules have been applied.

A commitment of the general partner is indeed customary in private equity (PE) and venture
capital (VC) in order to maximize the alignment of interests with limited partners. Yet, in the
case of the Mandates, the relevance of the co-investment rule is questionable. While in PE
and VC the amount “co-invested” should represent a significant share of the general partners’
wealth in order to be effective (often called “hurt money”), in the case of Mandates, the
amounts co-invested are the EIF’s shareholders money, where the EIB is the majority
shareholder.

9 Official Journal of the European Union, L124/36, 20 May 2003.
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2.2.3. Financial returns: a hidden issue

One of the most surprising aspects of the first version of the RCM is that there was no mention
of the expected role to be played by the financial performance of the RCM portfolio. Yet, this is
a key element to define the investment strategy. In particular, there was no orientation on the
priority to be given to the different policy objectives with respect to financial performance even
if it is commonly accepted that investing in a start-up managed by a first time team located in a
less develogoed market will most probably have a different return than a follow-on buyout based
in London.

Disappointing financial returns until 2003 pushed the EIF to propose an investment strategy
designed to achieve better returns. This strategy is referred to as the “rebalancing” of the
portfolio because it implied to move away from early stage funds towards “later stage”
funds including buyouts.

The Bank accepted this “rebalancing” strategy and this was acted through few modifications of
the Mandate. A Portfolio Management Guidelines was appended in which investments were
made dependent of the operation’s Risk Grade (8§ 4.1). It also stated that ““the mechanics (...)
shall ensure that risk capital investments can continue over the medium to long term on a self-
sustainable basis.” The Investment Guidelines, on the other hand, allowed investments in later
stage funds as well as investing in mid-cap companies of up to 3,000 employees (§ 2.2.2).

Different elements justify the need for positive financial returns for a public investment
institution from the basic need to attract private investor as limited partners to the equally
important need to avoid spoiling the market by supporting sub-standard teams. The question is
to what extent financial performance should prevail over policy objectives. As shown in
the next section, the “rebalancing” strategy has achieved its objective of improving
financial performance but at the cost of sacrificing the extent to which policy objectives
are achieved.

Whether there is a trade-off between financial and policy objectives depends partly on the
objectives of the Mandate. If the objective of the Mandate is to support early stage innovative
SMEs (which is the request of the European Council), yes, there will most probably be a trade-
off and the Bank and the EIF have to decide how to tackle it (greater selectivity and smaller
mandate, for instance). If the objective is to contribute to develop VC markets (as it is stated in
the RCM), the answer is not clear. Some experts would even argue that the main way in which
a public investment institution such as the EIF can contribute to develop a VC market is by
acting as the most performing private investor, that is, by seeking the highest possible return
and thus increasing the attractiveness of the market. Of course, this argument would hold only
as far as there is a financing gap. Again, it is up to the Bank and the EIF to clarify this point.

2.2.4. Conclusion on the Design of the Mandates

There is no apparent rationale for the evolution of the Mandates; they have most probably
evolved following changes in the market and the evolution of the portfolio performance. By
introducing ad-hoc changes without reviewing the whole rationale of the Mandate, the
text has now become too complex. Two main sources of weakness have been identified: First,
the Mandates have too many simultaneous targets without providing guidance as to the
priorities among them. Moreover, some of the targets are redundant or mix different conceptual
levels. Second, the equilibrium between policy and financial objectives, which is a classical

10 Annex 2 shows some evidence of the correlation between policy objectives and financial return.
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problem of many public programmes supporting the development of the private sector, is not
dealt with.

These two elements make implementation difficult and dependent of individuals. The lack of
prioritization among objectives results in an implementation strategy that is sub-optimal for
many or all of the stated targets. It also results in ambiguous signals to the market. Indeed,
private investors, with which the EIF invests on pari passu conditions, cannot know which of
the targets is the EIF pursuing.

Finally, the Mandates do not define ways to measure expected results. Without indicators and
target values set ex-ante, it is more difficult for the operators to decide on the best
implementation strategy while managers (and evaluators) lack an agreed frame to asses whether
expected results have been achieved.
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3. Performance — Status of Mandate Implementation

This section reviews EIF’s portfolio of investments in venture capital (VC) and private equity
(PE) fund vehicles funded through the ETF and RCM mandates and mandate “tranches” (see
Box on § 1.3). It is composed of three sub-sections: an overview of the portfolio, an analysis of
implementation in terms of the conditions imposed in the Mandates and an analysis of the
interim financial performance.

As shown on Table 2, the rate of disbursement varies across the different Mandates and
tranches. The analysis will therefore not benchmark the most recent Mandates tranches.
Further, it only considers the ETF and RCM Mandates and do not includes the Legacy
Portfolio. Finally, unless otherwise stated in the text, all data presented are sourced EIF for the
EIB mandates, EIF, EVCA-Thomson Financial-PricewaterhouseCoopers for activity figures on
Europe, and EVCA-Thomson Financial for performance figures on Europe. EIF data reflects
the status of the EIF’s VC/PE portfolio at 31 December 2006, converting non-EUR currencies
into EUR at the exchange rate prevailing at that date.

Table 2 - Operations under EIB Mandates
From inception to 31 December 2006
All figures in EUR (exchange rates prevailing at 31 December 2006)

Facility Approvals  Signatures Disburse-ments % Disbursed

A B C D=C/B
ETF 124.70 117.14 111.76 95%
ETF2 132.50 125.30 84.54 67%
RCM 737.77 605.31 426.58 70%
RCM2 375.29 343.49 238.34 69%
RCM3 73.15 63.16 35.98 57%
RCM4 247.01 235.00 119.73 51%
RCM5 344.15 307.33 79.57 26%
RCM6 615.45 539.78 37.29 7%
RCM7 45.00 0.00 0.00 0%
Total 2695.02 2336.51 1133.79 49%
EIB Legacy 928.17 820.05 751.96 92%
Incl Legacy 3623.19 3156.56 1885.75 60%

It is concluded that there are two clearly distinct periods. Before 2003, policy targets were
mostly taken into account and the financial return of the Mandates’ portfolio was below the
benchmarks. In 2003, the EIF proposed, and the Bank accepted, a change on the investment
strategy aimed at achieving better returns. It is still early to see the full effect of the
“rebalancing” of the portfolio but there are already clear indications of the improvement of
the financial return of the Mandates portfolio. This improvement has been achieved at the
cost of reducing the extent to which policy objectives are achieved and in particular the focus
on early stage, innovative SMEs.
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3.1. Portfolio overview

More than €23 billion have been Fig 3 - Amounts signed
committed by the EIF since 1997 under the (EUR million)

different EIB mandates. The amounts ‘% |
signed have greatly varied over time. RCM 600 -
and RCM2 were characterized by a high
level of signatures (€ 605 million and € 343
million), while RCM3 in 2003 had a
particularly low level (€63 million). 300 |

Signatures have concentrated in the years ,,, |
2001 and 2006. The availability of
EmEEN

500 -

400 +

resources and the market appetite for VC 1% |
investments  provide the two main -
explanatory factors for this variability. 1997 1999 2001 2003 2005

ETF m ETF2 RCM m RCM2 m RCM3 m RCM4 m RCM5 m RCM6

These investments correspond to 156

positions™* and 153 unique VC/PE vehicles as three VC funds have received funding through
two different EIB mandates. As in the case of the amounts invested, there is a high degree of
variability over time. In 2001, 46 signatures were made and only 5 in 2003.

In terms of underlying portfolio companies (PCs), as of 31 December 2006, over 2,000
investments in PCs have been made under the Mandates, which translate into 1,719 unique
PCs. Indeed, it is possible for a PC to have received monies from multiple funds; this process is
common in the industry and is referred to as “syndication”. 175 PCs have received funding
through a syndication process by two or more VC/PE funds. Some of these funds were financed
through different EIB mandates.

It is through ETF, RCM and RCM2 that the 0 Ao e iomy 9 Fee
vast majority of PCs have received support 2,500 - 2195

so far, although it is too early to draw any
conclusions from RCM4, 5 and 6. The 20001
reduction of activity under RCM3 is mainly 1512
explained by the market crisis; in 2003 the 1,500 1

cycle reached its lowest level.

1,000 - 755 802
576 500
When comparing by mandate the amounts 500 | 243 297
signed at fund level and the amounts [ . .
invested in underlying PCs, it can be 0 - | | | | | | |
observed that the average amount invested ETF ETF2 RCM RCM2 RCM3 RCMA RCM5 RCM6

in the underlying PCs has increased over

time. The average for ETF and ETF-2 was € 3.4 million while the average for all the RCM
tranches is € 5.2 million and for RCM6 is € 8.5 million. This reflects an evolution of the VC
industry after the crisis of early 2000’s, combined with the fact that buyout funds have been
progressively included in the portfolio.

u “Position” here refers to a direct EIF investment in a VC/PE fund by sources of funds, e.g. if an individual

VC/PE fund was offered € 10m in commitments, sourced through RCM-3 and ETF-2, this will count as two
positions. Because the EIF often funds an investment from multiple sources the total number of positions will be
higher than the total number of investments.
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3.2. Implementation as per the Mandate

As presented in the previous section, the Mandates define three types of targets (stage, sector
and geographical coverage) and three types of constraints (SME definition, nature of
investments and co-investment rules). This section reviews the status of implementation by
these elements. It is observed that stage and sector focus has diminished over time, mainly
due to the *“rebalancing” strategy aimed at improving financial performance.
Geographical coverage has not significantly evolved and is concentrated in few countries
— except if investments are measured relative to the size of the local VC markets. Constrains
regarding SME definition and co-investment rules are roughly respected by the
Mandates, although the only information available for SME definition is employment data for
about half the firms. It should be recalled that the analysis is only based on the EIB Mandates
portfolio and thus does not include operations funded through other mandates. Any further
work on EIB Mandates’ objectives and/or targets should take into account potential synergies
and conflicts with the objectives of other mandates. Reciprocally, the acceptance by the EIF of
new mandates should include an analysis of potential synergies and conflicts with the EIB
mandates.

3.2.1. By stage

The Mandates target, although to different degrees, the earlier stages of the market. Over the
whole period, 48% of the funds under the Mandates are in either the seed or start-up category.
However, a decreasing trend appears as 69% of funds were seed or start-up during the
period 1997-2000 and only 33% during the period 2004-2006. It can also be observed that
the category buy-out has grown considerably from 0% to 42% of funds in the last period.
This trend reflects the “rebalancing” strategy implemented since 2003.

Table 3 - Investments per stage and group of signature year

Number of investments Percentage
Stage 1997 2001 2004 L 1997 2001 2004 L
2000 2003 2006 2000 2003 2006

Seed 1 3 1 5 3.4% 3.9% 2.1% 3.3%
Start-Up 19 34 15 68 65.5% 44.7% 31.3% 44.4%
Expansion 4 23 3 30 13.8% 30.3% 6.3% 19.6%
Balanced 4 8 6 18 13.8% 10.5% 12.5% 11.8%
Buyout 0 5 20 25 0.0% 6.6% 41.7% 16.3%
Fund of funds 1 3 3 7 3.4% 3.9% 6.3% 4.6%
Total 29 76 48 153 100% 100% 100% 100%

Note that the stage classification used internally at the EIF at the time of this evaluation includes five
categories: (1) Seed, (2) start-up, (3) expansion, (4) buy-out and (5) generalist. For purposes of the
evaluation, and to allow for a meaningful benchmark against industry standards and performance,
the portfolio has been re-classified.

This information is confirmed by the number of portfolio companies funded through the
different mandates and tranches. Early stage companies represent 61% of all companies
financed under ETF and the two first tranches of the RCM, but only 41% of companies
financed under RCM3 and later. At the same time, buyouts increased from 4% to 28%.
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Table 4 - Portfolio companies per stage

Number of firms Percentage
Stage ETFLto  RCM3to Al ETFlto  RCM3to Al
RCM2 RCM6 RCM2 RCM6
Seed 125 14 120 7.9% 4.7% 7.0%
Start-Up 846 109 861 53.2% 36.3% 50.1%
Expansion 420 84 458 26.4% 28.0% 26.6%
Replacement K 12 4 16 0.8% 1.3% 0.9%
Buyout 64 83 137 4.0% 27.7% 8.0%
Not Available 122 6 127 7.7% 2.0% 7.4%
Total 1,589 300 1,719 100% 100% 100%

3.2.2. By sector

Overall, as of 31 December 2006, firms active in sectors with a strong technology component
(biotechnology, communications, computer related, medical/health related and other
electronics) represented almost 80% of the financed companies. One third of the 1,719 financed
companies were active in computer related activities, around 14% in communications and 12%
in biotechnology.

However, when comparing investments made under the first mandates (ETF1, ETF2, RCM1
and RCM2) and the latest ones (RCM3 to RCMS6), it is observed that the proportion of
technology related sectors decreases from 83% to 60%. Only part of this change is
explained by the crisis of the technology sector of 2001 (computer related sectors halves). The
increase of consumer related (from 5% to 13%) and industrial products and services (from 3%
to 11%) remains unexplained in the context of the Mandate. Again, this change in the sector
structure reflects the “rebalancing” strategy.

Table 5 - Portfolio companies per sector

Number of firms Percentage
— ETF1to RCM3to Al ETFlto RCM3to Al
RCM2 RCM6 RCM2 RCM6

Computer Related * 576 45 574 36.2% 15.0% 33.4%
Communications * 223 43 243 14.0% 14.3% 14.1%
Biotechnology * 213 26 202 13.4% 8.7% 11.8%
Medical/health Related * 151 47 179 9.5% 15.7% 10.4%
Other Electronic Related * 150 17 145 9.4% 5.7% 8.4%
Consumer Related 82 39 116 5.2% 13.0% 6.7%
Indust Products and Services 49 33 76 3.1% 11.0% 4.4%
Other Services 33 22 53 2.1% 7.3% 3.1%
Other (less than 2% each) 112 28 131 7.0% 9.3% 7.6%
Total 1,589 300 1,719 100% 100% 100%
* Technology sectors SIBSilkS 178 1,343 82.6% 59.3% 78.1%

3.2.3. By geographical coverage

A first indicator of the geographical coverage of operations is given by the number of funds
across countries according to the location of their management teams. As of 31 December
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2006, management teams operating out of 18 countries have benefited from the EIB mandates.
As a comparison, the EIF’s total portfolio of VC/PE funds includes 20 country locations.
Luxembourg and Portugal have not been covered through the EIB mandates in terms of team
location, which means that of the four cohesion countries (listed as targets for ETF-2), only
three have received funds for teams operating there. Moreover, it is observed that over 50% of
the funds are managed by teams that operate out of three countries: United Kingdom, France
and Germany.

This wide geographical spread is confirmed by the location of the underlying companies
financed.”” As of 31 December 2006, the 1,719 final beneficiaries of the different EIB
mandates were located in 33 different countries, 89% of which in the EU. The same three
countries appear on top of the list concentrating about half of he total number of financed
companies: France (23%), UK (16%) and Germany (9%). For both indicators, the
distribution is stable through the period.

Table 6 - Fund level: Table 7 - Portfolio company level:
Location of management team Place of incorporation

Country fuﬁc?sf % WS Country Ifgsf %
United Kingdom 32 21% 1.2 France 396 23%
France 31 20% 2.0 United Kingdom 273 16%
Germany 19 12% 2.1 Germany 152 9%
Spain * 12 8% 1.3 Italy 141 8%
Italy 11 7% 15 Sweden 96 6%
Netherlands 10 7% 1.7 Finland 82 5%
Finland 7 5% 5.6 Spain 71 4%
Sweden 6 4% 1.3 Ireland 65 4%
Austria 5 3% 5.8 Netherlands 60 3%
Denmark 4 3% 2.8 Belgium 49 3%
Ireland * 4 3% 5.6 Austria 32 2%
Belgium 3 2% 0.8 Denmark 32 2%
Greece * 1 1% 5.0 Others (less than 1%) 86 5%
Subtotal EU-15 145 95% Subtotal EU 1,535 89%
Poland 3 2% 0.0 USA 121 %
Estonia 2 1% 30.7 Switzerland 32 2%
Czech Republic 1 1% 4.7 Norway 12 1%
Hungary 1 1% 3.3 Israel 11 1%
Subtotals New MS 7 5% Others (less than 1%)* 8 0%
USA 1 1% Subtotal Non-EU 184 11%
Total 153 100% Total 1,719 100%
* Cohesion countries * Canada, Singapore, Cayman Islands

This uneven distribution across countries is partially explained by the relative size of national
economies and the relative maturities of the local VC/PE industries. Indeed, another indicator
of the geographical coverage is the share of EIF’s commitments to the size of the respective
national industries as measured as the ratio between EIF’s commitments in one country and
the total amount invested in VC by the local management teams. This indicator is shown in
Table 6 under the heading “WS” (for weighted share). This share tends to be significantly
higher in countries having less developed venture capital industries compared to countries with

12 The term “location” here indicates the firm’s legal place of incorporation. In the majority of cases, it

coincides with the place of the entity’s main operations and is hence a meaningful indicator for the geographic
distribution of the underlying PCs’ business activities.
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more mature industries. As an example, although teams located in the United Kingdom have
received one quarter of the total amount committed by the EIF, this amount represents only
1.2% of all investment made by local management teams in seed, start-up and expansion
companies between 1997 and 2006. On the other extreme, Estonia represents only 0.4% of the
amount of capital invested through the Mandates but the funds in this specific country represent
more than 30% of the amount invested in seed, start-up and expansion companies in the Baltic
countries over the period 2003-2006.

To summarize, according to the three indicators used, the portfolio under EIB mandates has
a broad geographical spread of investments (even if it does not cover all EU countries)
while at the same time it is highly concentrated in three countries. This result is stable
through the period. Yet, it is important to note that depending on the indicator used, the extent
of the geographical concentration varies greatly. As the mandates do not provide performance
indicators for geographical coverage, there is no predefined way to measure the extent to which
the EIF has achieved this target.

3.2.4. SME definition

The current SME definition is based on three criteria: number of employees, turnover or
balance sheet, and shareholding structure (see § 2.2.2). However, the EIF only collects data on
the number of employees per firm and obtains it for only about half the firms. The first
evaluation carried out by EV shown that it was difficult to obtain meaningful information from
management teams on employment. We can thus assume that data on the shareholding structure
with the level of details requested by the definition of SMEs is, in practical terms, almost
impossible to obtain.

ETF and the first version of the RCM gave priority to smaller SMEs of less than 250
employees’®. Based on the available information, this was respected with 702 out of 736 (95%)
firms supported. Surprisingly, there appear 15 non-SME firms. This priority for smaller SMEs
appears to continue to the present. Note, however, that it is not possible to know whether the
availability of data biases the results, i.e. whether smaller firms are more likely to provide data
than bigger firms.

Table 8 — Portfolio companies per number of employees

No of employees ETF1 ETF2 RCM RCM2 RCM3 RCM4 RCM5 RCM6 Total %
Less than 250 (smaller SMEs) 256 89 357 189 8 10 10 1 795  46.2
Between 251 and 500 (SMESs) 4 1 14 6 2 26 15
Between 501 and 3000 (mid-caps) 3 11 3 4 21 1.2
More than 3000 (large firms) 1 1 0.1
Total available 263 90 383 198 8 16 10 1 843  49.0
Not Available 256 55 171 173 44 103 84 34 876 51.0
Total 519 145 554 371 52 119 94 35 1,719 100.0

3.2.5. Co-investment

Table 9 shows the number of funds per signature year. Overall, at the end of 2006, the EIF had
co-invested in 82% of all funds (125 out of 153). Figure 5 shows the EIF’s share in terms of
amounts invested. It can be observed that since 2001 it has remained quite stable varying within

13 The definition, however, set the threshold to 500 employees until 2005 and to 250 employees since then.
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the band of 7%-16%"*. This coverage respects grosso modo the restrictions imposed by the
mandates as described in § 2.2.2.

The results of the analysis of the commitment capital IRR of the EIF’s portfolio including and
excluding the funds also in the EIB Mandates portfolio are difficult to interpret but it seems that
EIF has not conducted a “cherry-picking” strategy. This is confirmed by a correlation analysis
between the size of EIF’s co-investments and the IRR of the funds at the end of 2006, which is
very low and does not vary significantly across different periods.

Table 9 - Number of funds per signature year

Fig 5 - Share of EIF co-investment

60% - _
. With EIF over total commitments
Signature Total co- %
Year -
investment
1997 2 2 100.0
0, i
1998 15 14 93.3 40%
1999 2 2 100.0
2000 10 3 300
2001 25 37 82.2
20% -
2002 26 23 885
2003 5 3 60.0
2004 11 11 100.0
2005 13 10 76.9 o
2006 24 20 83.3 1997 1999 2001 2003 2005
Total 153 125 817

This result raises again the question of the appropriateness of using a mechanism conceived for
situations that are significantly different from the one that characterizes the Mandates (see §
2.2.2 on the co-investment ruler under Relevance). In the particular case of the Mandates, co-
investment cannot be considered as “hurt money” and the analysis of commitment capital IRR
suggests that the co-investment rule is not needed. Further, the Mandates’ co-investment rules
are not necessarily aligned with the EIF’s own investment rules.

3.3. Interim financial performance
3.3.1. Choosing an appropriated benchmark

The pooled Internal Rate of Return (IRR) of the EIB mandates portfolio can be compared to
three different benchmarks: Early stage investments (-2.6%), venture capital (1%) and private
equity investments (9.6%) and the assessment will differ depending on the benchmark used™.
The choice of the benchmark is therefore critical for the results of the analysis. Yet, it is not
easy to find an appropriated benchmark for the Mandates portfolio. The ideal financial
benchmark would duplicate the overall strategy of EIF as funds of funds manager over the
same period of investment. Unfortunately, data in the public domain are very limited on private
funds of funds returns and almost non-existing on public fund of funds schemes. Therefore, the
use of proxies is needed.

A first proxy is a synthetic benchmark as the one produced by EIF. The EIF recreates
through a Monte Carlo simulation a distribution of returns of funds of funds that would have

1 The years 1997 to 2000 are only provided for information purposes, as the operational conditions within EIF

at that time do not allow for a meaningful comparison with the period starting in 2001.
15 Source: EIF and Thomson Financial/EVCA. Data downloaded on 15.05.2007.

Page 20



ations Evaluation - Operations Evaluation - Operations Evaluation - Operations Evaluation - Operations Evaluation - Operations Evaluation - Operations Evaluation - Operations Evaluation -

the same investment profile as EIF in terms of commitments across vintage year and stage
focus of investee funds. For example, if a portfolio consists of € 100 invested in 5 early stage
funds vintage year T and € 50 invested in 3 expansion funds vintage year T+1, portfolios are
created by investing randomly € 100 in 5 early stage funds among the full population of early
funds vintage year T and similarly € 50 are invested randomly in 3 expansion funds among the
population of expansion funds vintage year T+1. According to this methodology and the latest
data available, EIF Mandates portfolio ranks among the top quartile synthetic funds of funds.
One important limitation of such exercise is that the selection skills of EIF are benchmarked
within each broad defined category (in our example vintage year and stage focus of the funds)
but the ability to structure the portfolio across these categories is not benchmarked. As a matter
of example, the impact of investing in 5 expansion funds vintage year T and 3 early stage funds
vintage T+1 is not measured.

The second proxy is the use of benchmarks available on the underlying investee funds
themselves like the ones produced by EVCA and Thomson Financial. The benchmark should
comprise funds with similar vintage years and stage focus. Due to the current structure of the
EIB Mandates portfolio, which contains venture capital funds and buyout funds, the benchmark
should also consist of these funds and therefore the returns released on the private equity
industry at large should be used. However, as the Mandates imposed a concentration on earlier
stages (at least until 2003), this benchmark has obvious limitations. For this reason, any
analysis of portfolio performance should cross-check results by also benchmarking each
segment of the portfolio, i.e. returns of the early stage funds compared to the benchmark for
early stage, venture capital funds compared to the benchmark for venture capital, etc.

The analysis shows that, until 2000, the EIB mandates portfolio has under-performed with
respect to the three benchmarks used (early stage, venture capital and private equity) and for
the period 2001-2003, it has underperformed only with respect to the PE benchmark. Funds
with recent vintage years (2004-2006) are too young to be benchmarked.

3.3.2. Portfolio structure by quartiles

Beyond achieving a specific financial return, a fund of funds manager should also be able to
demonstrate superior selection skills. A good indicator of the quality of selection skills is the
break down of the portfolio by quartiles. A top quartile fund is an investment vehicle whose
IRR is ranked among the 25% of the best performers of a specific population of funds. The
population of funds is generally defined as funds having the same vintage year, the same stage
of investment focus and the same geographical focus of the benchmarked sample. Ultimately
the population’s characteristics are determined by the mandate given to the fund of funds
manager.

When a fund manager has superior management skills, his/her portfolio will show a proportion
of top quartile funds superior to 25% and a cumulated proportion of top and second quartile
funds also higher than 50%. The analysis of the EIB mandates portfolio over the whole period
reveals a relatively high proportion of top quartile funds of the total number of investee funds,
but also a very low share of second quartile funds. Therefore, because the cumulative
proportion of first and second quartile funds is lower than 50% and the share of fourth quartile
funds is high, it is not possible to draw a definite conclusion regarding the superior selection
skills of EIF in relation to the EIB mandates portfolio.

Disaggregating the information by periods shows important changes. The vintage year group
1998-2000 has a smaller proportion of first and second quartiles funds while the vintage year
group 2001-2003 has a higher one. This result is driven by the year 2003 in which we find a
large proportion of first and second quartiles funds, but only on 10 funds. This evolution

Page 21



ations Evaluation - Operations Evaluation - Operations Evaluation - Operations Evaluation - Operations Evaluation - Operations Evaluation - Operations Evaluation - Operations Evaluation -

illustrates once again the effect of the portfolio “rebalancing”. Note that it is too early to
benchmark the group 2004-2006.

3.3.3. Conclusion

When regarding only financial performance, i.e. disregarding policy objectives, a fund of fund
manager should combine the ability to beat the benchmark and have superior selection skills.
The following matrix combines both dimensions. The area on the top right hand side represents
the best positioning of a portfolio with a return beating the benchmark and a structure
presenting a high proportion of top and second quartile funds.

The positioning of Mandates’ portfolio in Fig 7 — Positioning of EIB Mandates
the matrix shows the two weaknesses in

terms of financial performance: the  Benchmark

portfolio’s return does not beat the A A

benchmark and the structure of the |
portfolio is not optimal with too big a !
share of third and fourth quartile funds. |
This disappointing result hides the :
evolution resulting from the portfolio !
“rebalancing”: disaggregating the analysis )
per periods show that both financial
returns and selections skills have
improved over time. However, as
mentioned in 3.3.1, the benchmarking
exercise is limited by the fact that the
raison-d’étre of the Mandates is (or
should be) to contribute to a pOIiCy Source: Archant based on EIF and
objective while the rationale of the private Thompson Financial data

agent is to reach the highest possible

financial return.

Beat

mandaltes

- ! ?

Underperform

Portfglio structure

Non-favourable Favourable
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4, Role of the EIF / EIF contribution

Three aspects have been analyzed: the role of the EIF in determining the investment strategy,
its catalytic effect on the market and the support to first-time funds. The analysis is restricted
to the EIB Mandates and does not take into consideration EIF’s role or contribution under
other mandates.

The EIF has played a decisive role in determining the investment strategy particularly
since 2003 when it proposed the “rebalancing” of the portfolio. This aspect is also discussed
under the analysis of the design of the mandates (§ 2.2.3) and their implementation (8 3).

It is concluded that EIF’s catalytic effect has mainly been channelled through the signal it
conveys to the market in terms of governance and terms and conditions. The signal in terms
of expected returns is not strong enough as the results of the Mandates’ portfolio are not
superior to the market. Finally, within the limits imposed by the Mandates, the EIF has also
had a positive contribution by increasing its share in investee funds in periods of tight market.

The EIF has supported first-time teams during the first part of the period but later on this
support decreased significantly, following the portfolio “rebalancing” as well as a generalized
market trend. The Mandates do not tackle the fact that the support to first-time funds can be
considered as a contribution to the development of an European venture capital market but
that this strategy presents a higher risk profile.

4.1. Investment strategy

The EIF has been critical in determining the Fig 8 - Portfolio structure by stage focus of the funds
investment  strategy of the Mandates, (% of total amount committed by vintage year)

particularly since 2003 when, pushed by 1900 -
disappointing financial results, proposed the
“rebalancing” of the portfolio. The strong
returns observed for buyout funds with
respect to VC sustained this proposal. Figure
8 shows the evolution of the structure of the ~ 60% 1
portfolio by group of vintage year and by
stage focus as measured by the amounts  40% |
committed. It can be clearly observed that the
relative weight of buyout funds has
significantly increased in the last three years.

80% +

20% +

The rebalancing was acted through 0% ‘ : :
1997-00  2001-03  2004-06 Total

modifications in the Risk Capital Mandate (8§ % _
2.2.3): In 2003, a Portfolio Management Boovont 0 B Fnd offunds | o anced

Guidelines were added to the Mandate

limiting ‘riskier’ investments: maximum of

45% of grade-C and 10% of grade-D investments. In 2004, this limit was further increased:
maximum of 10% in grade-C and no grade-D investments:

Investments by historical Performance Grades
In 2003, the EIF started carrying out a systematic performance grading (P-grading) as part of

the due diligence process: ex-ante, the EIF’s risk management unit grades investments
according to a four-letter scale: A (lower risk), B, C or D (higher risk). Based on certain key
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parameters of the proposed investment (e.g. Fig 9 - Portfolio structure according to risk
track record of the proposed management grading at the time of signature
team, etc.), the grade indicates the underlying
VC/PE fund’s expected future financial
performance relative to its peer group at the
time of signature.*®

100% -

80% +

As shown on the graph, on average, close to ~ 60% -
75% of the investments funded through the

EIB mandates were graded A and B at the  40% -
time of signature, which means that they were
expected to fall into the first or second  20% -
quartiles. The period 2001-2003 show the
lowest proportion of grades A and B (58%). 0% ‘ : :
The year 2001 shows the highest number of C 1997 1998-00  2001-03  2004-06
or D-graded funds (19) and 2002 the highest oA oB mc @D
proportion of C or D-graded funds (46%).

Since 2004, there is a clear predominance of funds graded A and B (98%) with very few C-
graded funds and no D-graded funds. This evolution reflects the “rebalancing” of the portfolio
and follows the Portfolio Management Guidelines.

4.2. Catalytic effect

It is considered desirable that the EIF implementation of the mandates produces a catalytic
effect by indirectly encouraging private investors to commit capital in the European venture
capital industry. The Mandates do not provides any hypothesis as to the mechanisms at work (8
2.1.3) but it can be assumed that the catalytic effect could have been achieved through four
channels: (i) a signalling effect on the expected returns, (ii) a signalling effect on the
governance and the terms and conditions of the funds, (iii) a volume effect, or (iv) a counter-
cyclical behaviour. During times of low investors’ interest for an asset class, the most important
signalling effect is the one on the strength of expected returns which is the primary driver for
private investors. The signalling effect on governance is weaker in all phases of the cycle and
will probably work only for investors that have already decided to invest.

i. The signalling effect on the expected returns works when there is one recognized
seasoned investor with acknowledged superior returns who can motivate other investors to
commit to a fund. In that respect, it is the recognized superior selection skills of the
seasoned investor that certifies the expected returns of that particular fund. The EIF
achieved financial returns are not strong enough to result in a positive signalling effect
based on the expected performance.

ii. The signalling effect on the governance and the terms and conditions of the funds
works when the ability of an investor to perform thorough due diligence on governance and
terms and conditions is recognized by its peers. The signal refers to the capacity of the fund
manager to meet the market standards in terms of the overall structure of the fund but it does
not in itself certify expected returns. Based on the results of the first evaluation carried out
by EV, the EIF has a positive contribution in this regard. General partners confirmed the
high quality of the procedures carried out by the EIF in comparison with other limited
partners.

16 Note that as the performance grading started in 2003, P-grades were not readily available for funds signed

before that date. At EV’s request, the EIF calculated historical P-Grades for those funds but a simplified approach
with a limited number of indicators was used.
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iii. The volume effect relies on the Fig 10 - EIF share in investee
Y . . . funds and funds raised in Europe
willingness of private investors to commit
to a fund once this fund has secured a

ignifi i - 257 T+ 30%
significant size or has already done a first 5

closing and is therefore operational. =z | 2504
While here there is no quantitative 207 &
w

evidence on whether limited partners
were encouraged to invest after a 15|
substantial investment by the EIF, there is
some indirect evidence. Figure 10 shows . |
that the EIF has used the average share of 1 10%
its commitments in investee VC funds to

counteract the market. In 2000, year of >
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the peak in fundraising, the average share o— EF share in VC funds
of EIF’s commitments (all resources 0 — 0%
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venture capital funds was 10%,
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25% reached during the most difficult Fig 11 - EIF signature activity and
year of 2003. funds raised in Europe
20 | T 600

iv.  Finally, the terms and conditions of the 1 500

mandates, namely investing on pari passu ;o |

basis and Community regulation on state —=— Europe L 400

aid, limit the potential means to have a ——FBF

counter-cyclical behaviour. Indeed, by 10+ + 300

investing on pari passu basis, the EIF

cannot modify the expected risk/return 5|5 5| 200

profile of_ thg asset class _of pr!vate = £l 100

investor; i.e. it cannot provide private o x

limited partners with a downside o +Y ; ; ; —lo

protection or an upside leverage. 2001 2002 2003 2004 2005 2006

Regulation on state aids limiting to 50%

all public money in one single vehicle,

mean that the EIF’s commitment strategy is highly correlated with the swings in private
limited partners’ appetite. Figure 11 confirms this hypothesis. Only in 2006, the
commitment activity of EIF seemed not to have followed the same pattern as the market.
However, this change may be due to the fact that the surge in funds raised for venture
capital in 2006 are concentrated in the UK, a country which already represents a high share
of the EIB mandates portfolio®’.

In summary, EIF’s catalytic effect has mainly been channelled through the signal it conveys to
the market in terms of governance and terms and conditions. The signal in terms of expected
returns is not strong enough to produce a catalytic effect as the financial return achieved by the
Mandates portfolio is not superior to that of the market. Given that these returns are partially
explained by the policy nature of the Mandates, it is important to counteract the potentially
negative signalling effect that these results may have, to clearly post these policy objectives.
Finally, within the limits imposed by the Mandates, the EIF has also had a positive catalytic
effect by increasing its share in investee funds in periods of tight market.

1 The analysis does not take into account the years 1998-2000 because during this period, EIF’s organization

in terms of venture capital programmes was not stabilized and the Risk Capital Mandate was only signed in
December 2000.
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4.3. Support to first-time teams

Although the Mandates do not mention it
explicitly, the support to first time funds can
be consider as a contribution to the
development of a European venture capital
market. Between 1997 and 2006, the EIF has
invested in 54 first time funds (out of 121).
These 54 funds received around € 600 million
from the EIF (coming from the EIB Mandates
but also from other resources managed by the
EIF, including its own resources). This amount
represents approximately one third of the total
amount committed by EIF in venture capital
between 1997 and 2006.
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Fig 12 - % of first-time funds
funded through the mandates
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Yet, there is a clear trend towards a larger proportion of EIF signatures with follow-on funds, as
shown by Figure 12. This is also a consequence of the portfolio rebalancing (the net pooled
IRR of first time VC funds at the end of 2006 was lower than the IRR of the total VC funds in
the Mandates portfolio)*® although it also reflects an European trend. The market in general, is
not receptive to first time funds due to the specific risk profile of such funds.

Indeed’ the distribution of VC funds across Table 12 - Cumulated probabilities for different

different categories of IRR for the sample used
in the Thomson FinanciallEVCA benchmark

IRRs

. . . Benchmark EIF
shows the riskier aspect of first time funds. IRR . _
There is a probability of 53% of having negative prst - Follow ) First Follow
IRRs for follow-on funds, against 56% for first — 0 5 5 5 o
time funds. The difference is even stronger for
) L [-39,-20] 7 5 10 6
returns less than -15%: 14% for first time funds [19.15] 7 5 = B
and 8% for follow-on funds. First time funds do = 4’_10] ) 7 - 0
not present a significantly higher upside [_9’_5] = ) =5 o
potential than follow-on funds. [4 _(')_01] % = = s
. L [0,5] 70 74 73 78
The analysis of the distribution of returns for [6.10] 80 ” 78 oS
first time funds and follow-on funds within the [11.15] 36 90 aa 28
EIB Mandates confirms the riskier profile of [16.20] o1 92 36 28
first time funds. The probability of presenting a [21,40] % 98 %6 %6
negative IRR is 59% for the follow-on funds a1 100 100 100 100

and 67% for first time funds while the
probability of presenting an IRR of -15% or less
is 12% for the follow-on funds and than 20% for first time funds.

Although not explicitly requested by the mandate, the EIF has supported first-time teams in
particular during the first part of the period. Later on, this support has decreased significantly,
following the portfolio “rebalancing” as well as a generalized market trend. As with other
underlying trade-offs, the Mandates do not tackle the fact that the support to first-time funds
can be consider as a contribution to the development of an European venture capital market but
that this strategy presents a higher risk profile.

18 The population of first time venture capital funds in terms of committed capital by stage of investment is not

significantly different than all venture capital funds in the EIB Mandates portfolio.
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Annex 1
Evolution of the Mandates

1. Policy references

ETF-1

= Presidency Conclusions on Employment, Competitiveness and Growth - Amsterdam
EU level European Council 16-17 June 1997
= Council resolution on growth and employment (OJ, No C 236/3, 2.8.97)

EIB level = Amsterdam Special Action Programme (ASAP, July 1997)
ETF-2

= Same as ETF-1 plus:
EU level = Presidency Conclusions - Vienna European Council 11-12 Dec 1998 - See 840 841 842
= Presidency Conclusions - Cologne European Council 3-4 June 1999 - C10See 8§14

EIB level = Same as ETF-1
RCM/IG-2000

= Same as ETF-2 plus:
= Presidency Conclusions - Lisbon European Council 23-24 March 2000

= Same as ETF-2 plus:
= Innovation 2000 Initiative (i2i, June 2000

EU level

EIB level

2. Activities

ETF-1 & ETF-2

Take shares in funds or other vehicles established specifically to provide equity or other forms of RC to
SMEs

RCM/IG-2000

Take participations and enter into finance transactions in relation to funds or other vehicles - including but not
limited to fund-of-fund structures established specifically to provide equity or other forms of RC to SMEs

RCM/IG-2003 (no change in later versions of the investment Guidelines)

Take investments into eligible funds in relation to funds or other vehicles - including in exceptional cases,
fund-of-fund structures established specifically to provide equity or other forms of RC to SMEs, including but
not limited to: quasi-capital, mezzanine finance, leveraged lending, participating loans.

In the exceptional cases of FoF structures, the EIF will justify to its Board (...) that such investment will meet
important policy objectives that are not attainable through other vehicles.

3. Types of SMEs targeted through investee funds

ETF-1 & ETF-2

“Investments will be made in VC funds targeting SMEs developing or using advanced technologies in
industry or services.”

RCM/1G-2000

“... EIF may invest in risk capital structures aiming at SMEs (...) having their place of business in a

member state of the European Union pursuing one of the following:

1) The creation and development of high growth, and innovation and the ability to create jobs, notably
through early stage, development and expansion capital, where appropriate.

2) ‘E-migration’ investments (i.e. those SMEs seeking to make available the benefits of the new
technologies to ‘old economy’ or ‘brick and mortar’ SMEs or the SMEs beneficiaries of those new
technologies). The aim being to contribute to the diffusion of innovation (...)

3) Investments with a regional development focus are additionally to be targeted (...)"

4) Projects to fight social exclusion such as micro-credit (on a pilot basis)

RCM/IG-2003 (no change in later versions of the investment Guidelines)

“... The investments should provide value added to SMEs and be in favour of one or more of the following
objectives:
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1) Technology and industrial innovation through early stage, development and expansion capital

2) Higher economic growth and job creation

3) The transfer of new technologies to, and their adoption by, more traditional SMEs; the objective being
to contribute to the diffusion of innovation (...)

4) Investments with a regional development focus (...)

5) Contributing to the establishment of efficient RC markets (...)

6) EIF investments may support SMEs in their later stages of development that otherwise meet one or
more of the Objectives"

4. Stage targeted

ETF-1

As allowed by the market, priority to early stage and technology oriented.
Part of the investment could also aim at supporting more mature innovative companies.

ETF-2

As allowed by the market, priority to early stage and technology oriented however, this objective can be
relaxed to obtain wider geographical coverage in particular in the less developed markets.

Where market permits, this objective can also be widened to include seed capital / start up phase
(comprising both new SMEs and / or recently created management teams).

RCM/1G-2000 & 2003
Nill

RCM/IG-2004 (no change in later versions of the investment Guidelines)

The EIF can invest in funds that may engage in buy-outs on a selective basis and as part of a balanced split
between buyouts and other investment types. These investments should follow the Buy-out Guidelines.

5.  Geographical coverage

ETF-1

» “Investments will only be made in venture capital funds operating in the EU”
= At least 85% of onward investments made by the individual funds should be in the EU

ETF-2

» “Investments will only be made in venture capital funds operating mainly in the EU”

= At least 85% of aggregate ETF-2 investments should be in the EU

* No individual fund can invest more than 35% of its committed capital outside the Union

= At least 20% of the total ETF funds had to be invested in Spain, Portugal, Greece and Ireland

RCM/IG-2000 (no change in later versions of the investment Guidelines)

» “Investments will be made in RC structures whose focus is in operations in the EU”
» No quantitative geographical targets
= Accession countries are included in the geographical coverage

6. Size of the investments according to the Mandates

" " Size of the Size of the n "
Share in any given . . . Size of the fund in
investment to the investment in any . .
fund - . which to invest
size of the Mandate given fund
Max 10% . .
- 0,
ETF-1 Max 25% (of ETF-1) (nill) Min € 15m
Max 7% . .
ETF-2 Max 25% (of ETE-1 + ETF-2) (nill) (nill)
RCM/IG- Max 50% . .
2000 (incl. EIF investment) (nill) Max € 75m (nill)
RCM/IG- Max 33% . . .
2003 (exceptionally 50%) (nill) (nill) (nill)
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7. SME definition

ETF-1 & ETF-2

Definition of SME:

= L <500

= Netassets<=EUR 75 m
Priority to SMEs where:

= L<=250

= Non-SME shareholders < 1/3

RCM/IG-2000

Definition of SME:

= L <500

= Netassets<=EUR 75 m

= Non-SMEs shareholders <= 1/3
Priority to SMEs where:

= L <=250

RCM/IG-2003

Definition of SME:
= L<500
= Netassets<=EUR 75 m
= Non-SMEs shareholders <= 25%

RCM/1G-2004

Definition of SME:

= L<500

= Netassets<=EUR 75 m

= Non-SMEs shareholders <= 25%
Exceptionally also mid-cap (L<= 3,000) if they contribute to geographical diversification or achieve objectives
otherwise not obtainable

RCM/1G-2005

Definition of SME:

= | <500

= Net assets <= EUR 75 m

= non-SMEs shareholders <= 25%

RCM/IG-2006

Definition of SME:

= | <250

= Turnover <= 50m or balance sheet <= 43m

* Non-SMEs shareholders <= 25%

Exceptionally, also mid-cap (L<= 3,000) if they achieve objectives otherwise not obtainable

8. Co-investment rules

ETF-1

- EIF will co-invest whenever this provides value added to the investment
- EIB and EIF may seek to encourage financing partners to co-invest so as to max leverage

ETF-2

- EIF co-investment is possible

- EIB and EIF may seek to encourage financing partners to co-invest so as to max leverage

- Co-investment with ETF-1 limited to cases where ETF-1 funds are not sufficient or a ETF-1 supported
fund call for a capital increase and ETF-1funds are exhausted

RCM/IG-2000 to 2004

- EIF will co-invest from own-resources
- If not 80% of operations (per year), EIB may require changing the guidelines

RCM/IG-2005 (no change in later versions of the investment Guidelines)

- EIF will co-invest at least an amount equivalent to 5% of the RCM investment, or if lower, a minimum of
EUR 1 million
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9. Portfolio Management Guidelines

ETF-&, ETF-2 & RCM/IG-2000
None |
RCM/IG-2003
Risk Grade Limit Max %
A EUR 60m 100%
B EUR 40m 80%
C EUR 30m 45%
D EUR 10m 10%
RCM/IG-2004 (no change in later versions of the investment Guidelines)
Risk Grade Limit Max %
A EUR 60m 100%
B EUR 40m 60%
C EUR 30m 10%
D EUR 10m 0%
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Annex 2
lllustrations of the trade off between policy and financial objectives

1. Investments by stage i )
Fig A2.1 - Portfolio structure

. . . B across stage focus
Given the policy nature of the Mandates its 80%

portfolio structure does not reflect that of the
private sector. The EIB Mandates portfolio 60% - mEF
presents a relatively high exposure to venture mE
capital (62% of the amount committed, 40% -
compared to 31% for the entire European
private equity industry — Figure A2.1) and a 20% |
relative high exposure to funds focusing on

early stage SMEs (37% versus 12% for the 0% | l .
entire private equity industry).

[15]
c

Early stage
Expansion
Balanced
Buyout
FoF

Analysis of the data shows that the focus on
venture capital and particularly on early stage
funds has had a negative impact in the IRR of
the EIB Mandates portfolio. Financial returns have been poor for early stage funds and this is
observed for both the EIB mandates portfolio and the industry at large as demonstrated by the
benchmark published by EVCA and Thomson Financial. Expansion and balanced funds have
produced positive returns but the main sources of financial out-performance for the EIB
Mandates portfolio were buyout funds. The early stage funds in the EIB Mandates portfolio
have, on the other hand, underperformed the benchmark for early stage.

2. Investments by location Table A2.1 — Countries by the degree of
development of their VC industry
In order to assess the influence of the geogfaphigal Group | Country _Sfljarein
coverage as a development target on the financial Industry
returns of the portfolio, we group countries by the United Kingdom 34.3
level of development of their venture capital industry A |Germany 143
and look at the returns of each group. France 132
The Netherlands 6.6
As a proxy for the degree of development of a g [taly 6.5
country’s venture capital industry, we use its relative Spain 6.3
weight in the total amount invested by the European Sweden 4.6
venture capital industry over the period 1995-2006 in Belgium 27
seed, start-up and expansion companies. Table A3.1 c D_e”mafk 20
bellow groups EU countries according to this Finland 1.5
variable™. Group A contains the countries with the Portugal 0.9
most developed venture capital industries while Ireland 08
Group D the countries with the less developed Austria 08
industries. Countries not mentioned have shares of p [FPoland 0.6
less than 0.1 or, due to the small size of the industry, Greece 0.4
data is not collected:; they are considered in Group D. Hungary 03
Czech Republic 0.2
The net pooled IRR as of 31/12/2006 for venture Romania 0.1

1 Based on data from EVCA / Thompson Financials / PricewaterhouseCoopers.
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capital funds whose management teams are located in country of the Group D is lower than the
return of all expansion and balanced funds in the portfolio (respectively 4.6% and 1.6%).
Further, Table A3.2 shows, for the EIB mandate portfolio, the probability of having an annual
IRR equal or lower than -15% at the end of 2006 according to the location of the management
team. It is observed that this probability is higher the less developed the market is. The
distribution of returns (not shown) also indicates that that funds belonging to the groups C and
D have a lower upside potential. These results are consistent with data from Thomson
Financial/EVCA for Europe. The probability of having a annual IRR equal or lower than -15%
at the end of 2006 for Europe as a whole is 7.6% and for funds whose management teams are
located in country of the Group D at the end of 20086, it is 10.3%.

Table A2.2 - Probability of having an IRR lower
than -15% according to country group

Group A B C D
Probability | 8.16% 16.67% 20.0% | 30.7%
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Annex 3
An account of the European Venture Capital industry

1. Fundraising and investment activity

Since the first ETF mandate was given by the EIB to the EIF, the European private equity
industry has gone through three phases that can be characterized as follows:

a) 1998-2000: The venture capital boom

During this period, venture capital attracted the attention of investors translating in a rapid
growth of the funds raised. In 2000, more than € 22 billion were raised by venture capitalists,
more than a three-fold increased with respect to 1998. This growth was mainly driven by early
stage funds that raised almost € 10 billion in 2000, compared to less than € 2 billion two years
earlier. The flow of capital translated in a relative abundance of finance for SMEs in their start
up and expansion stage. In 2000, € 20 billion were invested in almost 9,200 such companies
while in 1998, less than € 6 billion were invested in 4,700 companies. In the meanwhile, buyout
funds managed to raise € 24 billion, a two-fold increase with respect to 1998.

b)  2001-2003: The “nuclear winter” *°

Following the burst of the internet bubble, the annual amount earmarked for venture capital in
Europe decreased significantly. In 2003, when the bottom of the cycle was reached, only € 5.7
billion were raised. This level was even lower than the amount achieved in 1998 (€ 6.7 billion).
As consequence, capital available to finance early stage and expansion companies was
significantly reduced. In 2003, € 8 billion were invested in 6,300 companies.

This lack of interest was observed for both segments of venture capital but early stage
companies suffered more than expansion companies in finding finance. This can be explained
by the fact that: (i) some venture capitalists reduced the size of their funds by not drawing down
the money committed, (ii) some management teams terminated their operations, (iii) some
limited partners defaulted on their undrawn commitments, (iv) some funds were shifted towards
expansion stage firms due either to a perceived lower risk or the obligation to support their
existing portfolio companies for a longer period than expected.

The VC crisis had a more limited effect on buyout funds. In 2003, these funds managed to raise
€ 21 billion (down from € 24 billion in 2000) and invested € 18 billion (up from € 14 billion in
2000) in 1,100 companies.

c) 2004-2006: The fragile recovery of venture capital and booming of buyout

Buyout houses had managed to invest in companies that produced high financial returns. This,
combined with a favourable macro-economic environment (high growth, liquidity and low real
interest rates), resulted in an exponential growth of the fundraising activity for buyout between
2004 and 2006. The amount raised per year more than quadrupled to € 85 billion in 2006.

This surge in the interest of the investors for the buyout asset class was not observed for
venture capital. In 2006, € 17.5 billion were raised for venture capital funds, lower than the
amount raised in 2000 (€ 22 billion) but three times the funds raised in 2003 (€ 6 billion). Once
again, the evolution was different for expansion and early stage: while funds earmarked for

2 Expression popularized by Southern California venture capitalist Bill Stensrud.
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expansion are almost back to the level of 2000, early stage funds are still about half their 2000
level.

Table A3.1 - Evolution of the European private equity industry
1998 1999 2000 2001 2002 2003 2004 2005 2006

Funds raised 1.69 5.56 9.85 6.73 2.77 2.15 1.97 4.40 5.94
Early stage Funds invested 1.64 3.24 6.66 4.18 2.92 2.12 2.38 2.43 5.86
Nb of firms 1978 3196 4676 3306 3273 2706 2515 2485 2255
Funds raised 5.05 6.54 12.30 8.30 5.76 3.57 6.79 6.47 1152
Expansion Funds invested 4.33 7.43 12.99 8.01 6.87 6.24 7.89 10.24 11.39
Nb of firms 2658 3629 4506 3708 3878 3649 3318 3186 3335
Funds raised 6.73 12.09 22.14 15.03 8.53 5.72 8.76 10.87 17.47
Venture Capital Funds invested 5.97 10.67 19.65 12.19 9.79 8.37 10.27 12.67 17.25
Nb of firms 4636 6825 9182 7014 7151 6355 5833 5671 5590
Funds raised 12.07 11.84 2435 2333 1825 2099 17.79 57.72 8435
Buyout Funds invested 741 1320 1440 1094 16.90 1844 2570 32.10 50.34
Nb of firms 1144 1201 866 754 854 1089 1221 1441 1653

Funds raised and funds invested in EUR billion
Source: EVCA, Thompson Financials, PricewaterhouseCoopers

The recovery of fundraising translated into a higher investment activity, in particular for the
expansion stage. Expansion investments reached in 2006 a level that is only 14% lower than the
one of 2000. The early stage segment, on the other hand, remained at the same low level of
investment until 2005 (around € 2.5 billion invested per year). A significant increase however,
is observed in 2006 (to € 5.9 billion) which brings the invested level close to that of 2000 (€ 6.6
billion).

It can be observed in Table A4.1 above that in both segments of venture capital but more in
particular for early stage, the average amount invested per company has increased. This is
partly explained by the unwillingness of European venture capitalists to invest in seed
companies and by the argument that one of the weaknesses of the 1990s was the fact that too
small amounts were spread over too many firms.

The current growth in early stage is concentrated in a small number of management companies
(around 30-50 out of some 300-350) and in one country: the UK industry attracted two thirds of
the funds raised for early stage in 2006 and this share is even higher in terms of investments.
These, combined with the significant gap in terms of returns still observed between the
European and the US industries, lead experts to conclude that the recovery of the venture
capital industry in Europe can still be qualified as fragile.

2. Comparison between European and US industries

As the United States has the most developed venture capital industry in the world, it is used as a
benchmark by both investors and policy makers. For the latter, having a functioning local
industry capable of creating the same success stories as the US industry constitutes an
important factor in achieving a competitive economy. For the former, the historical returns of
the US industry are an objective for their investment decisions.
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At the end of the 1990s, European policy
makers had as implicit objective a venture Fig A3.1 - Funds raised — € billion
capital industry that would have the same
size as the US counterpart®. In 1998, while
both the European and the US economies
were more or less similar in terms of size of
their GDP, the European venture capital m Europe 1998  m US 1998
industry was clearly lagging behind the US 20 { OEurope2006 O US 2006
industry. Eight years after, and despite the
growth identified in 2006, the European
industry is still behind its US counterpart. 10 |
This gap is more important for the early
stage segment than for expansion.

30 -

ml

It is argued that the difficulties encountered
in early stage in Europe originate in its
disappointing financial returns. For Source: EVCA, Thomson Financials, PricewaterhouseCoopers
instance, Gompers and Lerner (1998) have

shown that venture capital fundraising is

positively impacted, among others, by its

historical ~ performance.  Under  this

hypothesis, decreasing funds raised between

2000 and 2004 for early stage are largely Fig A3.2 - Compared returns for early stage:
explained by the significant fall in annual Pooled and median IRR (%)
returns achieved by this asset class. The
annual pooled net IRR since inception was

more than 12% in 2000, -1.8% in 2004 and
still -0.1% in 2006. Moreover, as shown 20 | //.\-\H——.\.__.
also by Figure A3.2, the difference between — B Euwopepooled

the European and US industries in terms of A - - - - - - Europe median
pooled IRR are very significant. Further, 10{ -~ N —m—USpooled

because the European industry is relatively '
young compared to the US one, European
venture capitalists cannot rely on the returns 01
achieved before 1997-98 to compensate for
the negative returns resulting from the
frenzy of internet investments as happens in 19 B
the US industry. 1998 2000

Early Stage Expansion Venture capital

30 4

2002 2004 2006

. Note: returns are net pooled IRR since inception as at the end of
The challenge for the early stage in Europe each calendar year

would therefore be to pl’OdUCG Iong term Source: EVCA, Thomson Financials, PricewaterhouseCoopers
returns that adequately compensate private

investors for the risk taken and that are comparable with other competitive asset classes and
notably the US venture capital. In this view, and according to historical figures, the annual net
pooled IRR since inception that the European industry would need to achieve on early stage in
order to be competitive is comprised between 15% and 20%.

a See for example the “Communication of the European Commission: Risk Capital: A Key to Job Creation in

the European Union”, SEC 1998/552 Final, Brussels 31.03.1998 Downloadable at http://ec.europa.eu/internal
market/securities/docs/risk_capital/sec98 552_en.pdf (accessed 27 May 2006).
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EUROPEAN INVESTMENT BANK
OPERATIONS EVALUATION (EV)

In 1995, Operations Evaluation (EV) was established with the aim of undertaking ex-post
evaluations both inside and outside the Union.

Within EV, evaluation is carried out according to established international practice, and takes
account of the generally accepted criteria of relevance, efficacy, efficiency and sustainability. EV
makes recommendations based on its findings from ex-post evaluation. The lessons learned
should improve operational performance, accountability and transparency.

Each evaluation involves an in-depth evaluation of selected investments, the findings of which are
then summarized in a synthesis report.

The following thematic ex-post evaluations are published on the EIB Website:

1.

2.

10.

11.

12.

13.

14.

15.

16.

Performance of a Sample of Nine Sewage Treatment Plants in European Union Member
Countries (1996 - available in English, French and German)

Evaluation of 10 Operations in the Telecommunications Sector in EU Member States (1998
- available in English, French and German)

Contribution of Large Rail and Road Infrastructure to Regional Development (1998 -
available in English, French and German)

Evaluation of Industrial Projects Financed by the European Investment Bank under the
Objective of Regional Development (1998 - available in English, French and German)

An Evaluation Study of 17 Water Projects located around the Mediterranean (1999 -
available in English, French, German, Italian and Spanish).

The impact of EIB Borrowing Operations on the Integration of New Capital Markets. (1999 —
available in English, French and German).

EIB Contribution to Regional Development A synthesis report on the regional development
impact of EIB funding on 17 projects in Portugal and Italy (2001 — available in English
(original version), French, German, Italian and Portuguese (translations from the original
version)).

Evaluation of the risk capital operations carried out by the EIB in four ACP countries 1989-
1999 (2001 - available in English (original version), French and German (translations from
the original version)).

EIB financing of energy projects in the European Union and Central and Eastern Europe
(2001- available in English (original version), French and German (translations from the
original version))

Review of the Current Portfolio Approach for SME Global Loans (2002 — available in English
(original version), French and German (translations from the original version)).

EIB Financing of Solid Waste Management Projects (2002 — available in English (original
version), French and German (translations from the original version)).

Evaluation of the impact of EIB financing on Regional Development in Greece (2003 —
available in English (original version) and French (translation from the original version)).
Evaluation of Transport Projects in Central and Eastern Europe (2003 — available in English
(original version).

EIB Financing of Urban Development Projects in the EU (2003 — available in English
(original version), French and German (translations from the original version)).

Evaluation of the Projects Financed by the EIB under the Asia and Latin America Mandates
(2004 — available in English (original version), French, German and Spanish).

Evaluation of EIB Financing of Airlines (2004 — available in English (original version) French
and German)
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17.

18.

19.

20.

21.

22.

23.

24,

25.

26.

27.
28.

29.

30.

31.

32.
33.

34.

35.

36.

37.

38.

EUROPEAN INVESTMENT BANK
OPERATIONS EVALUATION (EV)

Evaluation of EIB Financing of Air Infrastructure (2005 - available in English (original
version) German and French)

EIB financing with own resources through global loans under Mediterranean mandates
(2005 - available in English (original version) German and French.)

Evaluation of EIB Financing of Railway Projects in the European Union (2005 - available in
English (original version) German and French.)

Evaluation of PPP projects financed by the EIB (2005 - available in English (original version)
German and French).

Evaluation of SME Global Loans in the Enlarged Union (2005 - available in English (original
version) and German and French.)

EIB financing with own resources through individual loans under Mediterranean mandates
(2005 - available in English (original version) and German and French.)

Evaluation of EIB financing through individual loans under the Lomé IV Convention (2006 -
available in English (original version) German and French.)

Evaluation of EIB financing through global loans under the Lomé IV Convention (2006 -
available in English (original version) German and French.)

Evaluation of EIB Investments in Education and Training (2006 - available in English
(original version) German and French.)

Evaluation of Cross-border TEN projects (2006 - available in English (original version)
German and French).

FEMIP Trust Fund (2006 - available in English.)

Evaluation of Borrowing and Lending in Rand (2007 - available in English (original version)
German and French).

Evaluation of EIB Financing of Health Projects (2007 - available in English (original version)
German and French).

Economic and Social Cohesion - EIB financing of operations in Objective 1 and Objective 2
areas in Germany, Ireland and Spain (2007 - available in English. (original version) German
and French)

Evaluation of EIB i2i Research, Development and Innovation (RDI) projects (2007 -
available in English)

FEMIP Trust Fund - Evaluation of Activities at 30.09.2007 (2007 - available in English.)
Evaluation of Renewable Energy Projects in Europe (2008 - available in English (original
version) German and French).

Evaluation of EIF funding of Venture Capital Funds — EIB/ETF Mandate (2008 - available in
English.)

Evaluation of activities under the European Financing Partners (EFP) Agreement (2009 —
available in English)

Evaluation of Lending in New Member States prior to Accession (2009 — available in
English)

Evaluation of EIB financing of water and sanitation projects outside the European Union
(2009 — available in English)

EIF Venture Capital Operations: ETF and RCM Mandates (2007 — available in English)

These reports are available from the EIB website: http://www.eib.org/publications/eval/.

E-mail: EValuation@eib.org
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