Emerging Challenges for Venture Capital

The promise of
venture capital in
India looked like a
clear winner in the
mid-nineties. A
broad global cons-
ensus had emerged
thatthe private sector
hadtobethe primary
catalyst for growth
and development,
rather than the state,
and many emerging
economies were
demonstratingenco-
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Chairman uraging progress.
Indian Venture Capital Although venture
Association capital was not

expected to be a panacea, there were high expectations
by bothinternational investorsand developing country
entrepreneurs that the factors of supply and demand
were in perfect harmony for this new asset class to
succeed.

But to everyone’s disappointment the promise of
venture capital in India hasfailed to meet expectations.
After an initial proliferation of new funds in the mid
nineties, growth hasslowedtoatrickle,andthereisa
discouraging pessimismamong mostpractitionersthat
this trend will soon be reversed.

The most sweeping lesson learned from this
disappointing experience is that the venture capital
model thatworked sosuccessfully firstinthe U.S.and
thenin Europe does nottravel well to India. Virtually
everyone involved in the early years assumed that a
little tinkering around the edges would suffice to
replicate the success achieved by venture capital
investors in a few industrialized nations. The
development finance institutions (DFIs), as strong
promotersof private sector development, encouraged
investors to support identical fund structures and
investment approaches even though the regulatory
and legal frameworks did not provide adequate
investor protection. Fund managers adopted similar
processes for identifying, analysing and valuing the
targetcompaniesand structuring the deals despite the
dramatic differencesinaccounting standards, corporate
governance practices, and exit possibilities. And
investors willingly jumped aboard the bandwagon.
Faced with disappointing early results, however, all
stakeholdersare being forced torethink theirapproach.

Some of the most legendary high growth companies
inthe U.S.wereinitially financed with venture capital,
suchasFederal Express, Oracle, Apple Computerand
Intel. Asthese success stories multiplied and became

widely known, large institutional investors such as
pensionfundsandinsurancecompaniesweredrawn
to the asset class, fuelling the industry’s explosive
growthinthe 1980sand 1990s. Venture capital under
management in the U.S. skyrocketed from about $4
billionin1980tocloseto$300billioninthelate nineties,
spawning the rapid growth of many newandinnovative
firms, especially in the US technology sector. If the
model worked sowell inthe U.S.and some European
countries, according to the reasoning of many investors,
why notIndia?

By theearly nineties Indiaseemed like fertileground
forthistested and successful paradigm. Withsomany
factors pointing inthe rightdirection,emerging market
fundsproliferated inthe mid-ninetiesin USand Europe.

This venture capital expansion was strongly
supported by both bilateral development institutions,
suchasthe Overseas Private Investment Corporation
(OPIC),the U.S. Agency for International Development
(AID), and the multilateral DFIs that focus on private
sector development, suchasthe International Finance
Corporation (IFC) and the European Bank for
Reconstructionand Development (EBRD). By theend
of 1998 these institutions had committed more than
$15 billion to some 220 venture capital funds, a
seemingly strong endorsementofthis new investment
vehicledesignedtofurther private sector development.

The DFI role was critical in these early years when
private investors were hesitant to commit capital to
countrieswithunfamiliar local conditionsand highly
uncertainrisk-returntradeoffs.

Unlike some industries, measuring venture capital
performance leaves little room for ambiguity: cash
returned to investors relative to the amountinvested,
and the timing of these disbursements. This simple
metric can be captured inasingle number, the internal
rateofreturn, whichhastheadded advantage of being
easytocomparewith otherinvestmentsinaportfolio,
and other fundsinthe same asset class. Onthisbasis,
by the late nineties, the emerging market venture
capital fundswere seriously under performing.

IFC officials, managers of the largest portfolio of
emerging market venture capital funds, have
acknowledged that cumulative returns on its
investments in venture capital funds are in single
digits, or lower.

Astheseresultsbecame known, investors responded
byturningaway from Indiaventurecapital. The “Latin
American Venture capital Analyst” reported that
venture capital fundsraised in2001 were atthe lowest
level since 1995, when the industry first began to take
off. Asoneinstitutionalinvestor explained, “Basically,
we don’twantto increase our exposure in the region,
and only when money starts coming back will we re-




invest.” Once the rumours about poor performance
anddeclining investorinterestgather momentum, the
well-known herd mentality takes over. “Afterthree or
fouryearsoflousy returnsin Asia, Latin Americaand
Russia,” onefund manager lamented, “it’sgoing tobe
verydifficulttofind new money. Investorsdonothave
any high profile role models of consistently successful
fundstodemonstrate thatthistype of investingworks
well. The publicity isbad,and gettingworse.” Aslong
asthissentiment prevails, venture capital investing in
Indiawill stagnate.

Arguably, theseearlyjudgmentsare prematureand
misleading. Many of thesefirstgeneration fundshave
been in business for only three or four years, far too
shortatime frame to begin measuringresults. Evenin
the U.S., most funds have a ten year life and do not
begingenerating positivereturnsuntilaboutfiveyears
intothecycle. Untilmid-2000, these fundsalso borethe
unenviableburdenofcomparisontotheirindustrialized
country counterpartsatatimewhenreturnsinthe U.S.
and Europewereathistorically unprecedented levels.
The National Venture Capital Association reported
thattheaverage returnforall venturefundsintheU.S.
was a staggering 146% in 1999, and the five year
average was 46%. With the technology bubble
puncturedandstock marketindexesdescending from
theirunprecedented heights, atleast the comparators
for India funds will be more realistic.

Defenders also point out that they have been
victimized by thedollar’ssharp appreciationagainst
most currencies in Asia and Latin America since the
mid nineties. Even when portfoliocompanies perform
atanexceptionally highlevelinlocal currency terms,
if the currency has depreciated significantly against
thedollar, real returnsto foreign investors evaporate.
This is precisely what has occurred in some of the
countries that have received the highest volume of
venture capital investments, such as Southeast Asia,
Brazil,and Argentina.

These defensive explanations, however, cannot
obscure the inescapable conclusion thatthe industry
has performed poorly in absolute and relative terms,
as measured by exit results . Although too early for
finaljudgments, thereisnoquestionthat performance
willonly improve if the major stakeholders take stock
and significantly change their approach. The model
that worked so well in developed countries needs
more than fine-tuning when exported to India.

The venture capital industry evolved gradually in
the United States over a thirty or forty year period in
response to aset of conditions that were increasingly
conducive to this type of financing, such as strong
demand from cooperative entrepreneurs,asympathetic
public policy environment, a reliable legal system,
political and economic stability, and well developed
financial markets. These success factors, however, are
demonstrably absentin India.

Giventhe paucity of financing alternatives for most
firms, fund managers expected deal flow to be the least

of their concerns. What escaped their attention,
however, was the quality of the business practices of
many companies. Thefirstgapingdifferencethataltered
theentireventure capital equation were the standards
of corporate governance-the accuracy, timelinessand
transparency of financial and operating information
providedtoinvestors,andthewillingness of managers
tosubjectthemselvestosome degree of accountability
by outsiders. Even in the best of circumstances,
relationships betweeninvestorsand the managers of
their portfolio companies are complex and often
contentious, but the absence of sound corporate
governance practices has sharply accentuated the
tension.

Opaquebookkeepinganddisclosure habitsalso may
impede access to other potentially damaging
information that might alter investor perceptions of
company value, such as environmental liabilities or
unresolved legal disputes. As one investor noted,
“One big problem in[India] is skeletons in the closet.
Many of these great companies have hidden
subsidiaries, offshore sales and other tax avoidance
schemes.”

Weak corporate governance is compounded when
legal systems do not offerareliable outlet for resolving
disputes. Carefully constructed and enforceable legal
contracts serve as the bedrock for conducting all
financialtransactions, regardlessofthecountry. Indeed,
whetherbanksorequity providers, financiersnormally
have little direct control over the firms in which they
invest and depend heavily on the legal system to
protecttheir rights.

These fundamental shortcomings magnify thereality
ofaventurecapitalenvironmentthatisstarkly different
and more difficult than what practitioners were
accustomed toclosertohome. The basicassumptions
underlyingtheU.S.venturecapitalapproacharelargely
missing in India, with a predictably adverse effect on
performance. Results will only improve, therefore, if
the stakeholders change their approach. The fund
managers mustaligntheir businessmodelmoreclosely
with Indiarealities.

The post-investment role of the venture capital
investor in India is even more important than in
developed countries, given the extraordinary
challengesofcreatingaviable exitopportunity. Fund
managers must re-think the professional skillset
required forthesetasks, recognizingthattheanalytical
and negotiating skills required to make aninvestment
are not same as those required to enhance corporate
value duringthe post-investment phase.

Regardless of the country or culture, successful
entrepreneurs share numerous traits, particularly
during the critical start-up phase of launching anew
business. They tend to have an uncompromising, single-
minded persistence, afierce determinationtoovercome
adversity, and unbridled optimism, regardless of the
odds. Venture capital investing in India is akin to a
start-up company, and successful practitioners must




be endowed with a similar arsenal of personal
characteristics not unlike the U.S. venture capital
pioneersinthe sixties. They too were hard pressed to
convince skeptical investors to commitcapital in high-
risk companies with no track records; they also
complained about ill-prepared and secretive
entrepreneurs; and, long before the NASDAQ emerged
asanlPOoutletforsmallcompanies,theyhaddifficulty
planning profitable exit opportunities. Then as now,
during the inevitable period of trial and error in the
formation of a new industry, failures out-numbered
successesand naysayersappeared morecrediblethan
theinnovatorsandrisk takers. Butthe successful U.S.
venturecapitalistsrapidlyascendedthelearningcurve,
demonstratinganuncommon capacity tomakecreative
adjustments along the way in response to their early,
oftendifficultexperience. This pioneering generation
of emerging market venture capital managers must
followasimilartrajectory,and notpermitearly failures
anddisappointmentstoobscureanumberoffavorable
factors that bode well for the future.
Aslongasthereisaninternational consensusonthe
private sector’s preeminent role in the development
process, alternative financing techniques such as
venture capital must remain on center stage.

Globalization, with its emphasis on open markets,
lower barriers to trade and investment, and cross
bordercompetition, will reinforce thistrend by fostering
intensecompetitionamongcountriesaswellasfirms.
There can be no greater incentive for local political
leaderstoadopt reformsthat strengthen the enabling
environment than awareness that they are in a fierce
global contest for scarce financial resources. Some
governments already are responding by passing
legislation to better protect the rights of minority
shareholdersand by liberalizing oneroustaxregulations
that discouraged foreign investors. This new
environment also favors so called new economy
companies, with managers who are less resistant to
third party investors and more accepting of
international standardsof corporate governance.
Thus, despitetheearly setbacksand disappointments,
there are encouraging signs that a venture capital
rebound in Indiais notonly desirable, but plausible.
For thisto occur, however, the key stakeholders must
make creative adjustments that reflect their
understandingthattherealitiessurroundingthistype
of investing requires a different approach. Then the
promise of venture capital will begin to be realized.




