
VENTURECAPITAL–THEORETICALCONCEPT

Introduction

VentureCapitalhasemergedasanew financialmethodoffinancingduringthe20th
century.Venturecapitalisthecapitalprovidedbyfirmsofprofessionalswhoinvest
alongsidemanagementinyoung,rapidlygrowingorchangingcompaniesthathavethe
potentialforhighgrowth.Venturecapitalisaform ofequityfinancing especially
designedforfundinghighriskandhighrewardprojects.Thereisacommonperception
thatventurecapitalisameansoffinancinghightechnologyprojects.However,venture
capitalisinvestmentoflongterm financemadein:

1.Ventures promoted by technically or professionally qualified but unproven
entrepreneurs,or

2.Venturesseekingtoharnesscommerciallyunproventechnology,or

3.Highriskventures.

Theterm ‘venturecapital’representsfinancialinvestmentinahighlyriskyprojectwith
theobjectiveofearningahighrateofreturn.Whiletheconceptofventurecapitalisvery
oldtherecentliberalisationpolicyofthegovernmentappearstohavegivenafilliptothe
venturecapitalmovementinIndia.Intherealsense,venturecapitalfinancingisoneof
themostrecententrantsintheIndiancapitalmarket.Thereisasignificantscopefor
venture capitalcompanies in ourcountry because ofincreasing emergence of
technocratentrepreneurs who lack capitalto be risked.These venture capital
companiesprovidethenecessaryriskcapitaltotheentrepreneurssoastomeetthe
promoters’contributionasrequiredbythefinancialinstitutions.Inadditiontoproviding
capital,theseVCFs(venturecapitalfirms)takeanactiveinterestinguidingtheassisted
firms.Ayoung,hightechcompanythatisintheearlystageoffinancingandisnotyet
readytomakeapublicofferofsecuritiesmayseekventurecapital.Suchahighrisk
capitalisprovidedbyventurecapitalfundsintheform oflong-term equityfinancewith
thehopeofearningahighrateofreturnprimarilyintheform ofcapitalgain.Infact,the
venturecapitalistactsasapartnerwiththeentrepreneur.Thus,aventurecapitalist(VC)
mayprovidetheseedcapitalforunprovenideas,products,technologyorientedorstart
upfirms.Theventurecapitalistsmayalsoinvestinafirm thatisunabletoraisefinance
throughtheconventionalmeans.

FeaturesofVentureCapital

“Venture capitalcombines the qualities ofa banker,stock marketinvestorand
entrepreneurinone.”Themainfeaturesofventurecapitalcanbesummarisedas
follows:

i. HighDegreesofRiskVenturecapitalrepresentsfinancialinvestmentinahighly
riskyprojectwiththeobjectiveofearningahighrateofreturn.

ii. EquityParticipationVenturecapitalfinancing.is,invariably,anactualorpotential



equityparticipationwhereintheobjectiveofventurecapitalististomakecapital
gainbysellingthesharesoncethefirm becomesprofitable..

iii. LongTerm InvestmentVenturecapitalfinancingisalongterm investment.It
generallytakesalongperiodtoencashtheinvestmentinsecuritiesmadebythe
venturecapitalists.

iv. ParticipationinManagementInadditiontoprovidingcapital,venturecapital
fundstakeanactiveinterestinthemanagementoftheassistedfirms.Thus,the
approachofventurecapitalfirmsisdifferentfrom thatofatraditionallenderor
banker.Itisalsodifferentfrom thatofaordinarystockmarketinvestorwho
merely trades in the shares ofa company withoutparticipating in their
management.Ithasbeenrightlysaid,“venturecapitalcombinesthequalitiesof
banker,stockmarketinvestorandentrepreneurinone”.

v. AchieveSocialObjectivesItisdifferentfrom thedevelopmentcapitalprovided
byseveralcentralandstatelevelgovernmentbodiesinthattheprofitobjective
is the motive behind the financing.Butventure capitalprojects generate
employment,and balanced regionalgrowth indirectlydue to setting up of
successfulnewbusiness.

vi. InvestmentisliquidAventurecapitalisnotsubjecttorepaymentondemandas
withanoverdraftorfollowingaloanrepaymentschedule.Theinvestmentis
realisedonlywhenthecompanyissoldorachievesastockmarketlisting.Itis
lostwhenthecompanygoesintoliquidation.

Origin

Venturecapitalisapost-warphenomenoninthebusinessworldmainlydevelopedasa
sidelineactivityoftherichinUSA.Theconcept,thus,originatedinUSAin1950swhen
thecapitalmagnetslikeRockfellerGroupfinancedthenewtechnologycompanies.The
conceptbecamepopularduring1960’sand1970’swhenseveralprivateenterprises
startedfinancinghighlyriskyandhighlyrewardingprojects.Todenotetheriskand
adventureandsomeelementofinvestment,thegenericterm “VentureCapital”was
developed.TheAmericanResearchandDevelopmentwasformedasthefirstventure
organisationwhichfinancedover100companiesandmadeprofitover35timesits
investment.Sincethenventurecapitalhasgrown’vastlyinUSA,UK,EuropeandJapan
and has been an importantcontribution in the economic developmentofthese
countries.Oflate,anewclassofprofessionalinvestorscalledventurecapitalistshas
emergedwhosespecialtyistocombineriskcapitalwithentrepreneursmanagement
andtouseadvancedtechnologytolaunchnewproductsandcompaniesinthemarket
place.Undoubtedly,itistheventurecapitalist’sextraordinaryskillandabilitytoassess
and manageenormousrisksand extortfrom them tremendousreturnsthathas
attractedmoreentrants.Innovative,hi-techideasarenecessarilyrisky.Venturecapital
provideslong-term start-upcoststohighriskandreturnprojects.Typically,these
projectshavehighmortalityratesandthereforeareunattractivetoriskaversebankers



andprivatesectorcompanies.Venturecapitalistfinancesinnovationandideas,which
havepotentialforhighgrowthbutareunproven.Thismakesitahighrisk,highreturn
investment.Inadditiontofinance,venturecapitalistsalsoprovidevalue-addedservices
andbusinessandmanagerialsupportforrealizingtheventure’snetpotential.

TypesofVentureCapitalists

Generally,therearethreetypesoforganizedorinstitutionalventurecapitalfunds

i. Venturecapitalfundssetupbyangelinvestors,thatis,highnetworkindividual
investors

ii. Venturecapitalsubsidiariesofcorporations-theseareestablishedbymajor
corporations; commercial bank holding companies and other financial
institutions

iii. Privatecapitalfirms/funds-Theprimaryinstitutionalsourceofventurecapitalis
aventurecapitalfirm venturecapitaliststakehighrisksbyinvestinginanearly
stagecompanywithlittleornohistoryandtheyexpectahigherreturnfortheir
high-riskequityinvestmentsintheventure.

ModesofFinancebyVentureCapitalists

Venturecapitalistsprovidefundsforlong-term inanyofthefollowingmodes

1.Equity-Mostoftheventurecapitalfundsprovidefinancialsupporttoentrepreneurs
intheform ofequitybyfinancing49% ofthetotalequity.Thisistoensurethatthe
ownershipandoverallcontrolremainswiththeentrepreneur.Sincethereisagreat
uncertaintyaboutthegenerationofcashinflowsintheinitialyears,equityfinancingis
thesafestmodeoffinancing.Adebtinstrumentontheotherhandrequiresperiodical
servicingofdebt.

2.Conditionalloan-From aventurecapitalist~pointofview,equityisanunsecured
instrumentandhencealesspreferableoptionthanasecureddebtinstrument.A
conditionalloanusuallyinvolveseithernointerestatalloracouponpaymentat
nominalrate.Inaddition,aroyaltyatagreedratesispayabletothelenderonthesales
turnover.Astheunitspicksupinsaleslevels,theinterestrateareincreasedandroyalty
amountsaredecreased.

3.Convertibleloans-Theconvertibleloanissubordinatetoallotherloans,whichmay
beconvertedintoequityifinterestpaymentsarenotmadewithinagreedtimelimit.

AreasofInvestment

Differentventuregroupspreferdifferenttypesofinvestments.Somespecializeinseed
capitaland earlyexpansion while others focus on exitfinancing.Biotechnology,
medicalservices,communications,electroniccomponentsandsoftwarecompanies
seem tobeattractingthemostattentionfrom venturefirmsandreceivingthemost
financing.Venturecapitalfirmsfinancebothearlyandlaterstageinvestmentsto



maintainabalancebetweenriskandprofitability.InIndia,softwaresectorhasbeen
attracting a lotofventure finance.Besides media,health and pharmaceuticals,
agribusinessandretailingaretheotherareasthatarefavoredbyalotofventure
companies.

StagesofInvestmentFinancing

“Venturecapitalfirmsfinancebothearlyandlaterstageinvestmentstomaintaina
balancebetweenriskandprofitability.”Venturecapitalfirmsusuallyrecognisethe
followingtwomainstageswhentheinvestmentcouldbemadeinaventurenamely:

A.EarlyStageFinancing

i.SeedCapital&ResearchandDevelopmentProjects.

ii.StartUps

iii.SecondRoundFinance

B.LaterStageFinancing

i.DevelopmentCapital

ii.ExpansionFinance

iv.ReplacementCapital

v.TurnArounds

vi.BuyOuts

A.EarlyStageFinancing:Thisstageincludesthefollowing:

I.SeedCapitalandR&DProjects:Venturecapitalistsaremoreofteninterestedin
providingseedfinancei.e.makingprovisionofverysmallamountsforfinanceneeded
to turn into a business.Research and developmentactivitiesare required to be
undertakenbeforeaproductistobelaunched.Externalfinanceisoftenrequiredbythe
entrepreneurduring thedevelopmentoftheproduct.Thefinancialriskincreases
progressivelyastheresearchphasemovesintothedevelopmentphase,wherea
sampleoftheproductistestedbeforeitisfinallycommercialised“venturecapitalists/
firms/fundsarealwaysreadytoundertakerisksandmakeinvestmentsinsuchR&D
projectspromisinghigherreturnsinfuture.

II.StartUps:Themostriskyaspectofventurecapitalisthelaunchofanewbusiness
aftertheResearchanddevelopmentactivitiesareover.Atthisstage,theentrepreneur
andhisproductsorservicesareasyetuntried.Thefinancerequiredusuallyfallsshort
ofhisownresources.Start-upsmayincludenewindustries/businessessetupbythe
experiencedpersonsintheareainwhichtheyhaveknowledge.Othersmayresultfrom



theresearchbodiesorlargecorporations,whereaventurecapitalistjoinswithan
industriallyexperiencedorcorporatepartner.Stillotherstart-upsoccurwhenanew
companywithinadequatefinancialresourcestocommercialisenew technologyis
promotedbyanexistingcompany.

III.SecondRoundFinancing:Itreferstothestagewhenproducthasalreadybeen
launchedinthemarketbuthasnotearnedenoughprofitstoattractnew investors.
Additionalfundsareneededatthisstagetomeetthegrowingneedsofbusiness.
VentureCapitalInstitutions(VCIs)providelargerfundsatthisstagethanatotherearly
stagefinancingintheform ofdebt.Thetimescaleofinvestmentisusuallythreeto
sevenyears.

B.LaterStage Financing:Those established businesses which require additional
financialsupportbutcannotraisecapitalthroughpublicissueapproachventurecapital
fundsforfinancingexpansion,buyoutsandturnaroundsorfordevelopmentcapital.

I.DevelopmentCapital:Itreferstothefinancingofanenterprisewhichhasovercome
thehighlyriskystageandhaverecordedprofitsbutcannotgopublic,thusneeds
financialsupport.Funds are needed forthe purchase ofnew equipment/plant,
expansion ofmarketing and distributing facilities,launching ofproductinto new
regionsandsoon.Thetimescaleofinvestmentisusuallyonetothreeyearsandfalls
inmedium riskcategory.

II.ExpansionFinance:Venturecapitalistsperceivelowriskinventuresrequiringfinance
forexpansionpurposeseitherbygrowthimplyingbiggerfactory,largewarehouse,new
factories,newproductsornewmarketsorthroughpurchaseofexitingbusinesses.The
timeframeofinvestmentisusuallyfrom onetothreeyears.Itrepresentsthelastround
offinancingbeforeaplannedexit.

III.BuyOuts:Itreferstothetransferofmanagementcontrolbycreatingaseparate
businessbyseparatingitfrom theirexistingowners.Itmaybeoftwotypes.

i. ManagementBuyouts(MBOs):InManagementBuyouts(MBOs)venturecapital
institutions provide funds to enable the currentoperating management/
investors to acquire an existing productline/business.They representan
importantpartoftheactivityofVCIs.

ii. ManagementBuyins(MBIs):ManagementBuy-insarefundsprovidedtoenable
anoutsidegroupofmanager(s)tobuyanexistingcompany.Itinvolvesthree
parties:amanagementteam,atargetcompanyandaninvestor(i.e.Venture
capitalinstitution).MBIsaremoreriskythanMBOsandhencearelesspopular
becauseitisdifficultfornewmanagementtoassesstheactualpotentialofthe
targetcompany.Usually,MBIsareabletotargettheweakerorunder-performing
companies.

iii. ReplacementCapital-VCIsanotheraspectoffinancingistoprovidefundsfor
thepurchaseofexistingsharesofowners.Thismaybeduetoavarietyof



reasonsincludingpersonalneedoffinance,conflictinthefamily,orneedfor
associationofawellknownname.Thetimescaleofinvestmentisonetothree
yearsandinvolvelowrisk.

iv. Turnarounds-Suchform ofventurecapitalfinancinginvolvesmedium tohigh
riskandatimescaleofthreetofiveyears.Itinvolvesbuyingthecontrolofasick
companywhichrequiresveryspecialisedskills.Itmayrequirereschedulingofall
the company’s borrowings,change in managementoreven a change in
ownership.A veryactive“handson”approachisrequiredintheinitialcrisis
periodwheretheventurecapitalistsmayappointitsownchairmanornominate
itsdirectorsontheboard.Innutshell,venturecapitalfirmsfinancebothearly
andlaterstageinvestmentstomaintainabalancebetweenriskandprofitability.
Venturecapitalistsevaluatetechnologyandstudypotentialmarketsbesides
considering the capabilityofthe promoterto implementthe projectwhile
undertakingearlystageinvestments.Inlaterstageinvestments,new markets
andtrackrecordofthebusiness/entrepreneuriscloselyexamined.

FactorsAffectingInvestmentDecisions

Theventurecapitalistsusuallytakeintoaccountthefollowingfactorswhilemaking
investments:1.StrongManagementTeam.Venturecapitalfirmsascertainthestrength
ofthemanagementteam intermsofadequacyoflevelofskills,.,commitmentand
motivationthatcreatesabalancebetweenmembersinareasuchasmarketing,finance
and operations, research and development, general management, personal
managementandlegalandtaxissues.Trackrecordofpromotersisalsotakeninto
account.

2.AViableIdea.Beforetakinginvestmentdecision,venturecapitalfirmsconsiderthe
viabilityofprojectortheidea.Becauseaviableideaestablishesthemarketforthe
productorservice.Whythecustomerswillpurchasetheproduct,whotheultimate
usersare,whothecompetitioniswithandtheprojectedgrowthoftheindustry?

3.BusinessPlan.Thebusinessplanshould conciselydescribethenatureofthe
business,thequalificationsofthemembersofthemanagementteam,how well;the
businesshasperformed,and businessprojectionsand forecasts.The promoters
experienceintheproposedorrelatedbusinessesisanimportantconsideration.The
businessplanshouldalsomeettheinvestmentobjectiveoftheventurecapitalist.

4.ProjectCostandReturns:AVCIwouldliketoundertakeinvestmentinaventureonly
iffuturecashinflowsarelikelytobemorethanthepresentcashoutflows.While
calculatingtheInternalRateofReturn(IRR)theriskassociatedwiththebusiness
proposal,thelengthoftimehismoneywillbetieduparetakenintoconsideration.
Projectcost,schemeoffinancing,sourcesoffinance,cashinflowsfornextfiveyears
arecloselystudied.

5.FutureMarketProspects.Themarketingpoliciesadopted,marketingstrategiesin



relationtothecompetitors,marketresearchundertaken,marketsize,shareandfuture
marketprospectsaresomeoftheconsiderationsthataffectthedecision.

6.Existing Technology.Existing technologyused and anytechnicalcollaboration
agreementsenteredintobythepromotersalsotoalargeextentaffecttheinvestment
decision.

7.Miscellaneous Factors.Others factors which indirectly affectthe investment
decisionsincludeavailabilityofraw materialandlabor,pollutioncontrolmeasures
undertaken, government policies, rules and regulations applicable to the
business/industry,locationoftheindustryetc.

SelectionofVentureCapitalists

Venturecapitalindustryhasshowntremendousgrowthduringthelasttenyears.Thus,
itbecomesnecessaryfortheentrepreneurstobecarefulwhileselectingtheventure
capitalists.Followingfactorsmustbetakenintoconsideration:

1.ApproachadoptedbyVCs-SelectionofVCstoalargeextentdependsuponthe
approachadoptedbyVCs.

a.HandsonapproachofVCsaimsatprovidingvalueaddedservicesinanadvisoryrole
oractiveinvolvementinmarketing,recruitmentandfundingtechnicalcollaborators.
VCsshow keeninterestinthemanagementaffairsandactivelyinteractwiththe
entrepreneursonvariousissues.b.Handsoffapproachreferstopassiveparticipation
bytheventurecapitalistsinmanagementaffairs.VCsjustreceive.periodicfinancial
statements.VCsenjoytherighttoappointadirectorbutthisrightisseldom exercised
bythem.InbetweentheabovetwoapproachesliesanapproachwhereVC’sapproach
ispassiveexceptinmajordecisionslikechangeintopmanagement,largeexpansion
ormajoracquisition.

(2)Flexibilityindeals-Theentrepreneurswouldliketostrikeadealwithsuchventure
capitalistswhoareflexibleandgenerousintheirapproach.Theyprovidethem a
packagewhichbestmeettheneedsoftheentrepreneurs.VC’shavingrigidattitude
maynotbepreferred.

(3)Exitpolicy-Theentrepreneursshouldaskclearlytheventurecapitalistsastotheir
exitpolicieswhetheritisbuybackorquotationortradesale.Toavoidconflicts,
clarificationsshouldbesoughtinthebeginning,thepolicyshouldnotbeagainstthe
interestsofthebusiness.DependingupontheexitpolicyoftheVCs,selectionwouldbe
madebytheentrepreneurs.

(4)Fundviabilityandliquidity-TheentrepreneursmustmakesurethattheVCshas
adequateliquidresourcesandcanprovidelaterstagefinancingiftheneedarises,also,
theVChascommittedbackersandisnotjustinterestedinmakingquickfinancial
gains.

(5)TrackrecordoftheVC&itsteam -Thescrutinyofthepastperformance,timesince



operational,listofsuccessfulprojectsfinancedearlieretc.shouldbemadebythe
entrepreneur.Theteam ofVCs,theirexperience,commitment,guidanceduringbad
timesarethe.otherconsiderationaffectingtheselectionofVCs.ProcedureFollowed
byVCsa.Receiptofproposal.Aproposalisreceivedbytheventurecapitalistsinthe
form ofa business plan.A detailed and well-organised business plan helps the
entrepreneuringainingtheattentionoftheVCsandinobtainingfunds.Awell-prepared
businessproposalservestwofunctions.

1.Itinformstheventurecapitalistsabouttheentiepreneursideas.

2.Itshowsthattheentrepreneurhasdetailedknowledgeabouttheproposedbusiness
andisawareofallpotentialproblems.

b.Appraisalofplan.VC appraises the business plan giving due regard to the
creditworthinessofthepromoters,thenatureoftheproductorservicetobedeveloped,
the markets to be served and financing required.VCs also conductcost-benefit
analysisbycomparingfutureexpectedcashinflowswithpresentinvestment.

c.Investment.Ifventurecapitalfundissatisfiedwiththefutureprofitabilityofthe
company,itwilltakesteptoinvesthisownmoneyintheequitysharesofthenew
companyknownastheassistedcompany.

d.Providevalueaddedservices.Venturecapitalistsnotonlyinvestmoneybutalso
providemanagerialandmarketingassistanceandoperationaladvice.Theyalsomake
effortstoaccomplishthesettargetswhichconsequentlyresultsinappreciationof
theircapital.

e.Exit.Aftersomeyears,whentheassistedcompanyhasreachedacertainstageof
profitabilitytheVCsellshissharesinthestockmarketathighpremium,thusearning
profitsaswellasreleasinglockedupfundsforredeploymentinsomeotherventure
andthiscyclecontinues.


