Venture Capital: Growth Capital
Venture capital is basically a growth capital made available to entrepreneurial companies. Such capital is provided in exchange for ownership in the form of private securities. There has been significant growth in venture capital investment from USD 349 million in 36 deals in 2006, to USD 928 million in 80 deals in 2007. The largest share of venture capital continues to be invested in the late stage Indian companies with proven track record, sound promoter base and with an already developed product, especially in the consumer service oriented sector. However, latest trend is witnessed a shift from  larger deals in the late stage companies to smaller deals in early stage start-ups in the technology sector. 

With such a increase in deals, it is necessary to examine  how venture capital works in the United States , a s most of the investment has its roots from US. 

Following Gompers and Lerner (2006), it is useful to view the venture capital process as consisting of three cycles as follows :
(i) The Fund Raising Cycle in which the venture capitalists (VCs), or general partners raise a fund by borrowing from investors or limited partners (LPs), 

(ii) The Investment Cycle in which the VCs invest the fund in a portfolio of entrepreneurial firms (in return for equity stakes) and 'create value' in the firms over the limited life of the fund, and 

(iii) The Exit Cycle in which the investment is 'cashed out' providing returns to the investors and VCs.

From the brief description of venture capital cycles,  it is obvious that the VCs  facilities  :-

· Intermediate the flow of funds from the original investors to the portfolio of entrepreneurial firms.

New businesses, especially high tech start-ups need venture capital because of following reasons:-
· Difficulty in raising loans from Bank. : As such companies have high risk and low  or less tangible assets  to offer as  security or collateral to banks and  Banks face difficulty in monitoring the firms in the face of significant information asymmetry ,such firms are preclude from growth capital from banks.
· Lack of access to equity and Debt market. : Information asymmetry, and the associated agency problems, combined with their small size/capitalisation preclude financing from the public debt and equity markets.
The problems of information asymmetry and potential agency problems between the primary lenders and the borrowing start-ups are mitigated by the VCs who monitor and oversee the firms by their direct involvement in them, which includes even serving on their boards of directors. 

However, such intermediation also introduces potential agency problems between 
· The investors/limited partners and the VCs/general partners,- The general partners have fear that VCs might not act in the best interest of limited partners. The investors mitigate such agency problems through a binding partnership agreement which specifies an incentive aligning compensation scheme for the VCs and restrictions on VC activities similar in concept to restrictive covenants in bonds.
·  VC-entrepreneur relationship,Tthe entrepreneur may not always act to maximise returns to the VC. The VCs control such agency problems through contractual arrangements with the entrepreneurs. 

The three cycles as referred above are as follows:-

· The Fund Raising Cycle:   
· The first cycle is fund raising cycle, wherein investors provide capital to the VC/private equity fund managed by the venture capitalists.
·  The management of the fund by the VCs is governed by the Partnership Agreement between the LPs and the GPs. 
· The limited partners typically provide about 99 per cent of the capital in the VC fund and are (primarily) pension funds, corporations, endowments, individuals, insurance companies and banks, and foreign investors. The General Partners or VCs typically provide about 1 per cent of the fund's capital and manage the fund i.e., invest in a portfolio of firms and provide expertise, oversight and monitoring. The senior partners' backgrounds are typically in entrepreneurship, senior management in industry of the fund's focus, and investment banking.
· The life of the fund is usually 10 years with possible extension of 2 to 4 years, with the approval of the LPs. However, LPs are allowed to terminate a poorly performing fund or replace the GPs with a majority vote of the LPs. 

· Partnership Agreement :- The partnership agreement is a legal document based on protracted negotiations between the LPs and GPs that specifies the following to reduce the agency problems in the relationship and to align their interests
· the covenants restricting the activities of the GPs and 
· the GP compensation.

·  Restrictive Covenants: Each covenant is designed to reduce a specific perceived agency problem The covenants are divided into three classes relating to 

· Overall management of the fund : The size of the investment in any one firm is restricted to a per cent of the committed capital. Since the VCs have residual claim (after the LPs have received their original investment back), their share of the profits can therefore be viewed as a call option whose value increases with the risk of the underlying asset. VCs, therefore, have an incentive to adopt a high risk strategy. Limiting the investment size in any one firm reduces the VC’s incentive to increase risk at the expense of diversification. 

· Activities of the General Partner: Restrictions are placed on VCs' personal investment in a portfolio firm to a per cent of the total invested in the firm. This ensures that the VC does not devote excessive time to such a firm at the expense of other firms, or fails to terminate the firm if it encounters difficulties. 

· Types of Investments: Restrictions are placed on investing outside the area of the VCs' expertise and the fund's focus. VCs may have an incentive to invest in areas outside their expertise in the hope of gaining new expertise to expand their fundraising options. 

· VC Compensation: The agency problems between the VCs and the investors are also reduced by an incentive-aligning compensation scheme that ties the VC rewards to the performance of the fund. VCs are typically compensated by a combination of (i) carried interest or profit sharing and (ii) management fees. With minor variations, depending on the size of the fund and reputation of the VCs, the profit sharing arrangement is typically 80-20 to the LPs and GPs, respectively, and the management fee is typically 2.5 per cent of the committed capital. The carried interest or profit sharing arrangement provides the VC incentive to work hard, even if his or her efforts cannot be observed. The management fees are paid quarterly for VC salaries and operating expenses. The management fees can be a very significant part of the VCs compensation

· The Investment Cycle: In the investment cycle, the VC identifies firms to invest in and negotiates the terms of the deal with the entrepreneur, based on the valuation of the firm. 
· The Exit Cycle: The exit cycle in which the investment is cashed out to provide returns to investors, and VCs, is arguably the critical cycle that feeds back on both the investment cycle and the fund raising cycle. The need for a successful exit impacts the investment choices in the investment cycle, and a successful exit provides high returns to LPs and assists in the future fund raising cycle. The common modes of exit are (i) going public through an initial public offer (IPO), (ii) sale to another company, and (iii) liquidation, in the worst case scenario where the investment fails. The preferred mode of exit which provides the highest returns to the investment is the IPO mode which involves the intermediation of investment bankers. To the extent possible an IPO is timed to when the market is most receptive to the IPO, and returns to the limited partners are typically in the form of registered shares in the IPO. 

