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1) Introduction

A number of technocrats are seeking to set up shop on their own and capitalize on opportunities. In the highly dynamic economic climate that surrounds us today, few ‘traditional’ business models may survive. Countries across the globe are realizing that it is not the conglomerates and the gigantic corporations that fuel economic growth any more. The essence of any economy, today is the small and medium enterprises. For example, in the US, 50% of the exports, are created by companies with less than 20 employees and only 7% are created by companies with 500 or more employees. 

The concept of venture capital is not new. Venture capitalists often relate the story of Christopher Columbus. In the fifteenth century, he sought to travel westwards instead of eastwards from Europe and so planned to reach India. His far-fetched idea did not find favor with the King of Portugal, who refused to finance him. Finally, Queen Isabella of Spain, decided to fund him and the voyages of Christopher Columbus are now empanelled in history. 

In the modern times Angel investors, public venture capital, and other funding sources have had a significant impact on the U.S. economy during the 1980s. Venture capital fund organizations are specifically designed to provide risk capital to entrepreneurs.

Venture Capital- is the capital which funds the early, seed or initial stages of potentially high risk business ideas. The investment is usually in the form of shares (stock) or an instrument, which can be converted into shares at a future date. Venture capitalists (VC’s) expect high annual returns (generally varying between 25% and 75%) on their investment. Investment is generally in the range of Rs.10 mn. to Rs.500 mn. in a single proposal.

What Is Venture Capital?

Venture capital is money provided by professionals who invest alongside                    management in young, rapidly growing companies that have the potential to                    develop into significant economic contributors. Venture capital is an important                    source of equity for start-up companies. 

Professionally managed venture capital firms generally are private partnerships or closely-held corporations funded by private and public pension funds, endowment funds, foundations, corporations, wealthy individuals, foreign investors, and the venture capitalists themselves. 

Venture capitalists generally:

· Finance new and rapidly growing companies 

· Purchase equity securities 

· Assist in the development of new products or services 

· Add value to the company through active participation 

· Take higher risks with the expectation of higher rewards 

· Have a long-term orientation 

When considering an investment, venture capitalists carefully screen the technical and business merits of the proposed company. Venture capitalists only invest in a small percentage of the businesses they review and have a long-term perspective. They also actively work with the company's management, especially with contacts and strategy formulation. 

Venture capitalists mitigate the risk of investing by developing a portfolio of  young companies in a single venture fund. Many times they co-invest with other professional venture capital firms. In addition, many venture partnerships manage multiple funds simultaneously. For decades, venture capitalists have nurtured the growth of America's high technology and entrepreneurial communities resulting in significant job creation, economic growth and international competitiveness. Companies such as Digital Equipment                    Corporation, Apple, Federal Express, Compaq, Sun Microsystems, Intel,                    Microsoft and Genentech are famous examples of companies that received                    venture capital early in their development. (Source: National Venture Capital                    Association 1999 Yearbook). 

In India, these funds are governed by the Securities and Exchange Board of                    India (SEBI) guidelines. According to this, venture capital fund means a fund                    established in the form of a company or trust, which raises monies through  loans, donations, issue of securities or units as the case may be, and makes or proposes to make investments in accordance with these regulations.                   

A outline of the VC investment process is shown in figure 1. It describes the overall flow of venture capital funds and how these funds are recycled via means of exit. 

History of Venture Capital In India
Traditionally, the role of venture capital was an extension of the developmental financial institutions like IDBI, ICICI, SIDBI and State Finance Corporations (SFCs). The first origins of modern Venture Capital in India can be traced to the setting up of a Technology Development Fund (TDF) in the year 1987-88. TDF was meant to provide financial assistance– to innovative and high-risk technological programs through the Industrial Development Bank of India. This measure was followed up in November 1988, by the issue of guidelines by the (then) Controller of Capital Issues (CCI). These stipulated the framework for the establishment and operation of funds/companies that could avail of the fiscal benefits extended to them.

However, it was realized that the concept of venture capital funding needed to be institutionalized and regulated. This funding requires different skills in assessing the proposal and monitoring the progress of the fledging enterprise. In 1996, the Securities and Exchange Board of India (SEBI) came out with guidelines for venture capital funds has to adhere to, in order to carry out activities in India.  There are a number of funds, which are currently operational in India and involved in funding start-up ventures. 

The Indian Venture Capital Association (IVCA), is the nodal center for all venture activity in the country. The association was set up in 1992 and over the last few years, has built up an impressive database. According to the IVCA, the pool of funds available for investment to its 20 members in 1997 was Rs25.6bn. Out of this, Rs10 bn had been invested in 691 projects. 

VC's Finance High Growth Industries

The VCs invest in industries with a high growth rate - currently, more than 25% of funding is devoted to the Internet ‘space’.

The VC’s invest in industries with a high growth rate. Growing within high-growth industry segments is feasible rather than doing so in low or negative growth ones. 

Venture money is not very long-term money. They invest in a company's balance sheet and infrastructure till it reaches a sufficient size. Then it can be sold to a corporation or to the public-equity markets can step in and provide liquidity to the VC’s investment. In short, a venture capitalist buys a stake in an entrepreneurial idea, nurtures it for a short period and then exits with the help of an investment banker.

Venture capitalists, however, tend to view themselves as experts in maximizing innovation i.e., the application side of R&D. They do not invest in projects that require extensive basic research. Venture money is important in the next stage of the innovation lifecycle i.e., the period in a company's life when it begins to commercialize its innovation. To put it bluntly, VC’s do not fund basic research. 

Returns of Venture capitals :-

In return for financing one to two years of company's start-up, venture capitalists generally expect a ten times return of capital over five years. This is very high-cost capital: a loan with around a 60% annual compounded interest rate.

The Objective of the venture capitalist is to protect their own investors by securing  protection from the company and being in a favorable position for additional investment if the company proves to be a winner. 

VC firms also protect themselves from risk by co-investing with other VC’s generally there is one 'lead' investor and several "followers". Venture firms prefer to have two or three groups involved in most stages of financing. This helps in risk diversification - since they invest in more deals per unit of invested capital. This also decreases the administration workload of the participating VC’s partners by getting others involved in assessing the risks and in managing the deal. The presence of several VC firms adds credibility. VC’s Look For Attractive Returns
Exit Options.

If venture capitalists are able to exit the company and industry at the appropriate time they reap high returns at relatively low risk. Venture capitalists operate in a niche where traditional sources of financing are unviable. By investing in areas with high growth rates, VCs primarily consign their risks to the ability of the company's management to execute its immediate plans. Institutional and public investment available to the company provides liquidity for the VC to exit. VC investments in high-growth segments will have easier exit options because all investment bankers are on the look out for new high-growth issues to bring to the capital markets.

Future of  VC’s in India 

Venture Capital fills the void between sources of funds for innovation (from large corporations, government institutions and the entrepreneur's friends and family) and traditional, lower-cost sources of capital mainly debt available to ongoing concerns. Filling this void requires the venture capital industry to be provided high returns on capital to attract private equity funds, offer attractive returns for its own people and sufficient upside potential to entrepreneurs to attract high-quality ideas.

Venture Capital exists because of the structure and rules of capital markets. An entrepreneur with a new concept or a new technology often has no other source of finance to look for since bankers finance only a new business to the extent that there are hard assets against which to secure the debt. Therefore in today's technology-led economy, start-ups generally have few hard-assets. Investment banks and the public in general are both constrained by regulations and operating practices meant to protect the retail investor.

Role as a Partner

To conclude, a venture financier is one who funds a start up company, in most cases promoted by a first generation technocrat promoter with equity. A venture capitalist is not lender, but an equity partner. He cannot survive on minimalism. He is driven by maximization: wealth maximization. Venture capitalists are sources of expertise for the companies they finance. Exit is preferably through listing on stock exchanges. This method has been extremely successful in USA, and venture funds have been credited with the success of technology companies in Silicon Valley. The entire technology industry thrives on it.

Venture capital can be provided by high networth individuals (referred to as angel investors) or mid-sized organizations, or large financial institutions with sophisticated investing operations. Angels generally bring cash plus intellectual capital, some angels are technocrats who have their mentoring skills to offer. Venture capital funding requires diluting some level of ownership of the business.

2 )  Venture Capital Operations in India

The venture capital industry has grown in a narrow and restricted environment where the growth and development has ben limited due to the conservative government policy. Although its presence on the platform of industrial finance has created new hopes for industrial development and growth. 

Also why the venture capital industry has not grown can be argued with reference to the following reasons 

· Most of the venture capitalist funds are managed by the Financial institutions and banks where the venture capital fund is distinct from the management company. It is the latter that screens, makes and manages individual investments. Except for IDBI and SIDBI who have their own equity funds earmarked for venture capital financing and as such are an exception.

· Venture capital financing is only on the strenghths of the business plan of the venture and the chances of the success depends on various qualified considerations like the fund managers skill and experience in understanding the business plan, the skills of the entrepreneurs promoting the venture etc. Thus unlike a traditional pattern of lending followed by banks and financial institutions where the stress for financing is on the cash flows or collaterals, the venture capitalists dont have any collateral or existing assets.  

· The long term nature of venture capital investments carries a high and differentiated risk in each stage of enterprise. Investments focuss on high returns in the forms of long term capital gains, therefore only serious business proposals with fair amount of probability of success are selected by fund managers, also the procedures for making a investment decisions followed by the fund managers are still a gaurded secret, but generally private placements are made on high growth and high return basis.     

Stage – wise Investments

VC’s invest funds in either the early stage or later stage development of the enterprise, in certain cases they may provide finance in both the stages. Depending on the uniform practice followed by VCs in India the investment stages has been defined by IVCA as under :

· Seed Stage – Financing is provided to new companies for use in product development and initial marketing. Companies may be in the process of being set up, or may have been in the nusiness for a short time.

· Start-up – Financing is provided to new companies for manufacturing and commercialising the product developed. Finance is given for creation of new infrastructure and meeting the working capital requirements.

· Other Early stage – Financing is provided to companies that have completed commercial-scale implementation and require further funds to meet initial cash loss and further working capital. They may not be generating profits.

· Later Stage – Capital is provided for the growth and expansion of the established company. Funds may be used to finance increase in production capacity, for market or product development etc. Capital provided for managing turnaround situations is also included in this category.

Venture Capital scenario in India

      In the earlier years, individual investors and development financial institutions played the role of venture capitalists in India and entrepreneurs largely depended upon private placements, public offerings and the finance lend by financial institutions. In early seventies, the need to foster venture capital as a source of funding new entrepreneurs and technology was highlighted by the Committee on Development of Small and Medium Enterprises. In spite of some public sector funds being set up, the venture capital activity did not gather momentum. In 1988, the Government of India, based on a study undertaken by the World Bank, announced guidelines for setting up venture capital funds (VCFs). These guidelines were restricted to setting up of VCFs by banks or financial institutions only. Internationally, however, entrepreneurs who are willing to take higher risk, in anticipation of higher returns, usually set up venture capital funds. This is in contrast to banks and financial institutions, which are more averse to risk. 

      In September 1995, Government of India issued guidelines for overseas venture capital investment in India whereas the Central Board of Direct Taxes (CBDT) issued guidelines for tax exemption purposes. (The Reserve Bank of India governs the investment and flow of foreign currency in and out of India.) As a part of its mandate to regulate and to develop the Indian capital markets, Securities and Exchange Board of India (SEBI) framed the SEBI (Venture Capital Funds) Regulations, 1996. Pursuant to the regulatory framework, some domestic VCFs were registered with SEBI. Some overseas investments also came through the Mauritius route. However, the venture capital industry, understood globally as independently managed, dedicated pools of capital that focus on equity or equity linked investments in privately held, high growth companies is still relatively in a nascent stage in India. Figures from the Indian Venture Capital Association (IVCA) reveal that, till 2000, around Rs. 2,200 crore (US$ 500 million) had been committed by the domestic VCFs and offshore funds which are members of IVCA. Figures available from private sources indicate that overall funds committed are around US$ 1.3 billion. 

Also due to economic liberalisation and increasing global outlook in India, an increased awareness and interest of domestic as well as foreign investors in venture capital was observed. While only 8 domestic VCFs were registered with SEBI during 1996-98, more than 30 additional funds have already been registered in 2000-01. 

Institutional interest is growing and foreign venture investments are also on the increase. Given the proper environment and policy support, there is a tremendous potential for venture capital activity in India. The Finance Minister, in the Budget 2000 speech announced, "For boosting high tech sectors and supporting first generation entrepreneurs, there is an acute need for higher investments in venture capital activities." He also said that the guidelines for the registration of venture capital activity with the Central Board of Direct Taxes would be harmonised with those for registration with the Securities and Exchange Board of India. SEBI decided to set up a committee on venture capital to identify the impediments and suggest suitable measures to facilitate the growth of venture capital activity in India. Keeping in view the need for global perspective, it was decided to associate Indian entrepreneur from Silicon Valley in the committee. The setting up of this committee was primarily motivated by the need to play a facilitating role in tune with the mandate of SEBI, to regulate as well as develop the market. The committee headed by K. B. Chandrasekhar, Chairman, Exodus Communications Inc., submitted its report on 8 January 2000. In his Budget Proposals 2000-01, the Finance Minister announced new regime for venture capital funds. And proclaimed SEBI as the single point nodal agency for registration and regulation of both domestic and overseas venture capital funds. The new regime stipulated that no approval of venture capital funds by tax authorities would be required and that the principle of "pass through" would be applied in tax treatment of venture capital funds. Recently, the Government of India has also announced the"exit policy" for venture capitalists. 

 India has the second largest English speaking scientific and technical manpower in the world. Given this quality and magnitude of human capital India's potential to create enterprises is unlimited. Given the vast potential, which is, not only confined to IT and software but also in other sectors like biotechnology, telecommunications, media and entertainment, medical and health etc., venture capital industry is playing and shall continue to play a catalyst's role in industrial development. 

In the early 1980s, the idea that venture capital might be established in India would have seemed utopian. India's highly bureaucratized economy, avowed pursuit of socialism, still quite conservative social and business worlds, and a risk-averse financial system provided little institutional space for the development of venture capital. With the high level of government involvement, it is not surprising that the first formal venture capital organizations began in the public sector. From its inception the Indian venture capital was linked with exogenous actors, public and private. In India, one of the most autarchic economies in the world, both the development of venture capital and the information technology industry have been intimately linked with the international economy. The earliest discussion of venture capital in India came in 1973, when the government appointed a commission to examine strategies for fostering small and medium-sized enterprises the Indian financial systems' operation made it difficult to raise "risk capital" for new ventures and proposed various measures to liberalize and deregulate the financial market. 

The First Stage, 1986–1995

Indian policy toward venture capital has to be seen in the larger picture of the government's interest in encouraging economic growth. The 1980s were marked by an increasing disillusionment with the trajectory of the economic system and a belief that liberalization was needed. 

Prior to 1988, the Indian government had no policy toward venture capital; in fact, there was no formal venture capital. In 1988, the Indian government issued its first guidelines to legalize venture capital operations. These regulations really were aimed at allowing state controlled banks to establish venture capital subsidiaries, though it was also possible for other investors to create a venture capital firm. However, there was only minimal interest in the private sector in establishing a venture capital firm.

The government's awakening to the potential of venture capital occurred in conjunction with the

World Bank's interest in encouraging economic liberalization in India. So, in November 1988, the Indian government announced an institutional structure for venture capital. Making the case for supporting the new venture capital guidelines with investments into Indian venture capital funds, the World Bank calculated that demand over the next 2–3 years would be around $67–133 million per annum, and it proposed providing $45 million to four public sector financial institutions for the purpose of permitting them to establish venture capital operations under the November 1988 guidelines issued by the Government of India. The funds were restricted to investing in small amounts per firm (less than 100 million rupees); the recipient firms had to be involved in technology that was “new, relatively untried, very closely held or being taken from pilot to commercial stage, or which incorporated some significant improvement over the existing ones in India.” The government also specified that the recipient firm’s founders should be “relatively new, professionally or technically qualified, and with inadequate resources or backing to finance the project.” There were also other bureaucratic fetters. There was even a list of approved investment areas. Two government-sponsored development banks, ICICI and IDBI, were required to clear every portfolio firm’s application to a venture capital firm to ensure that it fulfilled the right purposes. Also, the Controller of Capital Issues of the Ministry of Finance had to approve every line of business in which a venture capital firm wished to invest. In other words, the venture capitalists were to be kept on a very short leash.

Despite these constraints, the World Bank supported the venture capital project, noting that the

Guidelines reflect a cautious approach designed to maximize the likelihood of venture capital financing for technology-innovation ventures during the initial period of experimentation and thereby demonstrate the viability of venture capital in India. 

The Second Stage, 1995–1999

The success of Indian entrepreneurs in Silicon Valley that began in the 1980s became far more visible in the 1990s. This attracted attention and encouraged the notion in the U.S. that India might have more possible entrepreneurs. Very often, NRIs were important investors in these funds. In quantitative terms, it is possible to see a dramatic change in the role of foreign investors. Notice also the comparative decrease in the role of the multilateral development agencies and the Indian government’s financial institutions. The overseas private sector investors became a dominant force in the Indian venture capital industry.

Indian Scenario - A Statistical Snapshot
Contributors Of Funds
	Contributors
	Rs mn
	Per cent

	Foreign Institutional Investors
	13,426.47
	52.46%

	All India Financial Institutions
	6,252.90
	24.43%

	Multilateral Development Agencies
	2,133.64
	8.34%

	Other Banks
	1,541.00
	6.02%

	Foreign Investors
	570
	2.23%

	Private Sector
	412.53
	1.61%

	Public Sector
	324.44
	1.27%

	Nationalized Banks
	278.67
	1.09%

	Non Resident Indians
	235.5
	0.92%

	State Financial Institutions
	215
	0.84%

	Other Public
	115.52
	0.45%

	Insurance Companies
	85
	0.33%

	Mutual Funds
	4.5
	0.02%

	Total
	25,595.17
	100.00%


Methods Of Financing
	Instruments
	Rs million
	Per cent

	Equity Shares
	6,318.12
	63.18

	Redeemable Preference Shares
	2,154.46
	21.54

	Non Convertible Debt
	873.01
	8.73

	Convertible Instruments
	580.02
	5.8

	Other Instruments
	75.85
	0.75

	Total
	10,000.46
	100


Financing By Investment Stage
	Investment Stages
	Rs million
	Number

	Start-up
	3,813.00
	297

	Later stage
	3,338.99
	154

	Other early stage
	1,825.77
	124

	Seed stage
	963.2
	107

	Turnaround financing
	59.5
	9

	Total
	10,000.46
	691


Financing By Industry
	Industry
	Rs million
	Number

	Industrial products, machinery
	2,599.32
	208

	Computer Software
	1,832
	87

	Consumer Related
	1,412.74
	58

	Medical
	623.8
	44

	Food, food processing
	500.06
	50

	Other electronics
	436.54
	41

	Tel & Data Communications
	385.09
	16

	Biotechnology
	376.46
	30

	Energy related
	249.56
	19

	Computer Hardware
	203.36
	25

	Miscellaneous
	1,380.85
	113

	Total
	10,000.46
	691


Financing By States
	Investment
	Rs million
	Number

	Maharashtra
	2,566
	161

	Tamil Nadu
	1531
	119

	Andhra Pradesh
	1372
	89

	Gujarat
	1102
	49

	Karnataka
	1046
	93

	West Bengal
	312
	22

	Haryana
	300
	22

	Delhi
	294
	21

	Uttar Pradesh
	283
	29

	Madhya Pradesh
	231
	2

	Kerala
	135
	15

	Goa
	105
	16

	Rajasthan
	87
	11

	Punjab
	84
	6

	Orissa
	35
	5

	Dadra & Nagar Haveli
	32
	1

	Himachal Pradesh
	28
	3

	Pondicherry
	22
	2

	Bihar
	16
	3

	Overseas
	413
	12

	Total
	9994
	691


Source IVCA
3) Pre-funding verifications carried out by VCs.
· Risks – Market Risk, Finance Risk, Technology Risk, Management Risk.

· Business Plan verification – Do’s & Don’t’s.

WHAT RISKS DOES THE VENTURE CAPITALIST LOOK AT? 
The focus of venture capital is a commercial one. They should not be confused with those who have a mission to provide basic research. Consequently, venture capitalists want to know, whether an innovation or invention fits in the marketplace or an innovation offers sustained advantage or whether it will be enough to warrant building a business based on an invention/innovation. These judgements are made on the basis of the risk profile of the project.
Usually, venture capitalists use the four risk-related criteria namely market risk, financial risk, technology risk and management risk to evaluate both the strengths of an innovation and the ability of the entrepreneur to commercialize that. Although inventors sometimes overlook these risks, they should all be addressed before a venture capitalist is approached. If these risks are well understood by entrepreneurs, financial backing will be much easier to obtain. 
The Market Risk  

This criterion helps venture capitalists determine whether the technology or product addresses a significant "want" in the marketplace, what the competition is, whether the market is large enough to yield high returns on the investment. When a venture capitalist first looks at a project, the initial question is, what is the problem solved by this technology or product? 
Technology-driven business development, in which technology is in search of an application, presents difficult problems. Introducing new technology and simultaneously creating a new market is near impossible. The high failure rate of projects is well known to venture capitalists although there are exceptional successes and these exceptions provide exceptional returns on investment. An entrepreneur with a technology that clearly lacks a demonstrated market is in a difficult position for obtaining financing. In the absence of a demonstrable market, all entrepreneurs are strongly advised to thoroughly demonstrate a problem that the technology can address. 
Venture capitalists are aware that the entrepreneur's analysis and identification of the market is generally inadequate. Entrepreneurs are not marketing executives, nevertheless they must understand the market potential of, and the competitive threats to the successful commercialization of their inventions. Market segmentation, competitive analysis, and market sizing are important pieces of analysis that must accompany every entrepreneur’s overture to an investor. Without these analyses, no framework exists within which to determine the value of an invention. 
The Financial Risk 
This criterion helps the venture capitalists to determine the amount of capital needed to achieve a sustainable market position and the potential sources of capital required by the project in addition to initial venture capital investments. Most venture capitalists not only want to know what market share can be potentially attained by the product, but what cash flow can be expected and when. The timing and method of returning invested capital called as ‘exit’ (e.g., through an initial public offering or acquisition) is important consideration for the venture capitalist. Hence, the entrepreneur should thoroughly research the market, the likely costs to enter the market, and the alternative scenario for 

providing investors with returns on their investments. 
The Technology Risk  
This criterion enables investors to evaluate the proprietary aspects of technology, including patent position and ownership, further development work to get to the first product, assess manufacturability, and assess the potential of the technology's application. 

Establishing a proprietary position early in a technology's history is important because proprietary technology is what the entrepreneur is selling, and technology determines the value of business. The entrepreneur must be able to defend work that that was independently created.
Ultimately, the entrepreneur's goal is to ensure that all the necessary steps are taken to segregate the development of new technology from all resources that could potentially claim ownership. Other aspects of technology risk, such as the technical feasibility and obsolescence, are typically well understood these should also be presented clearly in a proposal for funding.
The Management Risk 
This criterion enables investors to determine the strengths and weaknesses of the entrepreneur or founding team, whether more managerial support is required; whether effective working relationships can be established, and whether the commercial objectives and expectations of the entrepreneur and the venture capitalist match. The problems that venture capitalists experience rarely result from a technology failure or poor market exploitation but human resources issues, particularly higher level management problems, are the primary cause of failure. A problematic investment scenario is of an inventor-turned entrepreneur who distrusts business partners and has limited business experience. 

Basic Elements of Enterprising Capital

Ascertaining the level of Enterprising Capital required by the entrepreneur/company for building a succesful Business. The development of these elements within the business can be possibly aided with the presence of a venture capitalist. One of the basic requirements of a VC is to understand the level of help required by the entrepreneur to strenghthen these elements of a succesful Business.

The figure 2 shows the necessary elements of Enterprising Capital

Pre-funding Verification of Business Plan by VC

The Entreprenur/Company has to prepare a Comprehensive Business Plan and submit the same to the VC at the time of approaching a VC. The Venture Capitalist must verify the Business Plan of the entreprenueur completely and thoroughly before he intends to make any headway in the prospective investment. The  venture capitalist must keep in mind that his success lies not in generating new ideas but in recognising and picking new and successful ideas. The job of a venture capitalist is not to invent but to assist prospective succesful entreprenuers with their fledgling concept/venture. That should be undertaken by assessing the Business Plans of the entreprenuer/company at the pre-funding stage.

Effective Business Plan 

Business plans are the preferred mode of communication between entrepreneurs and potential investors. Experienced owners and managers of closely held businesses know that business plans can also be an indispensable management tool. Many have found that just completing the steps required to develop a business plan forces them to introduce discipline and a logical thought process into all of their planning activities. They have found that a properly prepared business plan can greatly improve their company's ability to consistently establish and meet goals and objectives in a way that best serves all the stakeholders.
A business plan can take many forms, from a glossy, professionally produced document to a handwritten manuscript that serves as the basic document for the goals, objectives, and strategies of a company. 
Evaluating Business Plans by the VC’s.

In any form, a business plan is simply a written representation of where a company is headed, how it will get there, and what it will look like once it arrives. A business plan is a valuable management tool that can be utilized in a wide variety of situations.
The VC’s must verify the following points of the entreprenuer : 
· The goals and objectives of the company. 

· Evaluate the company’s performance and the controll. 

Evaluate the company's Business plans from the point of view of middle managers, outside directors, lenders, and potential investors. 

Pre-funding verifying by  the VC’s - Do's & Don'ts for VC’s. 

The process of venture funding takes time and it involves several meetings. During most of these meetings, entrepreneur and the venture capitalist will be discussing the business plan. The VC should study the entrepreneurs Business Plan in a focussed manner. He should  mention any major points that were not covered in the business plan to the entrepreneur  and bring to his notice any plan which seems highly unrealistic and most importantly authenticate that the entrepreneur is absolutely sure of his plans and very clear in his mind. The VC should not be unnecessarily impressed by just the entreprenuer and his smooth talks, the VC should grill the entrepreneur with gruelling questions and see if the entrepreneur is having answers for all his questions.

The VC has to always remember that he is venturing to be a partner in the business and not just a visitor at board meetings. Being transparent, sharing information and seeking advice for both the VC and the entrepreneur in a mutual manner always help. 

One has to manage a post-funding relationship with the  venture capitalist and the entrepreneur being completely transparent. It is crucial that the entreprenuer is able to understand what an angel investor and a large VC fund expect by way of interaction. Many investors look for interactive deliberations such as brainstorming or serious strategy sessions.

Do’s
· Find out the background of the comapny 
· Find out what the company has to offer in terms of intellectual capital or intangibles. 

· Verify the Business Plan made by the company. 

· Build a strong team to assist the company, which could provide them not only with seed capital but also proper guidance and insights to the operations and management.

· Ensure that the company’s Business Plans are flexible - an evolving map and not a static document 

· Do a thorough preparation and make a convincing evaluation of the Investment and its valuation. 
· Negotiate a win-win deal 
· Be clear about the weaknesses 

· Understand the management issues 
DON’TS

· Do not avoid clearing problematic issues like exit options etc. and answering questions. 

· Do not give unclear answers.  

· Do not pressurize for immediate decisions.  

· Do not be led by euphoria but by belief. 

4 ) Valuation ?

Value is the price an investor commits for a transaction to take place, at a point of time. Value is in the eye of the beholder. Since VCs typically invest into knowledge based companies not constrained by physical capacity limitations, hence more often than not conventional discounted cash flow, replacement value, book  value methods etc are not appropriate valuation models. Usually specific valuation models unique to each business are used, like: eyeballs for dotcoms, footfalls for retailing business, and modified DCFMethod. 

Models such as First Chicago Method taking probabilities of the three scenarios of 'success', 'just survival' and 'failure', pre-money vis-à-vis post-money conditional valuations, peer group pricing are actively used.

Valuation methods for taking Investment decisions

A VC always finds it worthwhile to value current outside investments made in an enterprise so as to take a decision about his share in the equity capital of the company 

The VC’s use different valuation methods most of these are widely used in the USA. In  India however none of these methods appear to be much in use. 

Simple Method.

Let us assume that the minimum required capital which a VC should put in a company which needs only one round of financing and where the venture capitalist is  putting up all the money is Rs.2 Million. Before money valuation the Investment was Rs.1 Million. The percentage of ownership of venture capitalist is calculated as under. 

Minimum required VCC’s %

=            

capital required

present – before money valuation + required capital

=     (2/1+2)  x  100% = 66.7%

Conventional Venture Capitalist Valuation Method.

To obtain minimum ownership percentage of a VCC in the capital structure of an assisted company, the conventional venture capitalist valuation method is represented by the following equation 

Minimum required VCC’s %

=                                     required capital

                ------------------------------------------------------           X  100

                         present value of the company

where present value (PV) is obtained using the following equation:

 PV =  R ( 1 + g)n (A)(P) /  (1 + d)n

Where 

K = Required Capital 

R = Current revenue level

 g = Expected annual rate of growth

n = Expected number of years between initial investment and exit date.

.a= Expected after-tax profit margin at the time of exit date.

 P= Expected price=earnings ratio as on exit date.

 ‘d = Discount rate for VC at the time of Investment.

First Chicago Method

This method uses three different scenarios – success, sideways survival and failure- which are given weightages on the basis of the probability of their occurence.

	Scenario/Situation
	Present value of company using discount factor ( Rs.million)
	Probability of each scenario
	Weighted average ( expected present value ) (Rs.million)

	Success
	9.96
	0.4
	3.98

	Sideways Survival
	0.25
	0.4
	0.10

	Failure
	0.25
	0.2
	0.05


   









4.13

Expected present value = percent ownership required for Rs.2.5 million investment

                                      = (2.5/4.13) x 100 = 60.5%.

Revenue Multiplier Method     

Revenue multiplier is a factor which if multiplied with the revenue of a company gives an estimate of its value. The multiplier is applied either to the revenue of the current 12 months or the next 12 months. It is used when the company is ready for the large commercial supplies (expansion) stage. For calculations the formula discussed in the conventional method is used to determine the present value of the company.

Of all the above methods the conventional venture capitalist method is the most frequently used by venture capitalists.

In the USA special importance is attached to the due deligence review, the basic logic behind this method is to analyse proprietary technologies and market potential and other aspects with the help of senior consultants.

5) Exit Strategy.

A venture capitalist invests in the investee company with an intention of partly owning it through his equity investment, but the VC’s would also like to  convert the ownership into cash at the earliest opportunity by way of an ideal exit route, the exit strategy is always with a view to get a bonus realisation on its Investments. This scheduling of time and route for the exit is calld the exit strategy.

A venture capitalist would always like to liquidate his investments in the investee company in the best possible way which would get him the maximum rewards for his investment. 

There are two basic reasons which leads VC’s to liquidate their Investment 

1. A VC has to look at the exit strategy sooner or later because their investment has to be withdrawn and reinvested in other ventures.       

2. In case of a difficult and disappointing situation the VC always wishes to save his investment and come out of it with minimal loss using the preagreed exit option.

There may be planned and predetermined exit strategies for each and every investment, there may also be unplanned and sudden exit strategy for unforeseen situations which may adversly affect the stock market, the prices, the IPO’s ( Initial Public Offer).

The VC has to bear in mind the different aspects of the exit strategy

Aspects of the exit strategy.

· Planning exit from day 1.

· Selection of alternative exit routes(IPO, Trade Sale etc.)

· Reflect timing of the exit.

· Getting support of the management.

· Management of the buy-back option.

· Effective Marketing of the Investments.

· Planning and preparation of the Trade and Financial Sale.

Exit Alternatives

The following are the exit alternatives available for a VC, each of the options are dependent on the factors like the timing of the exit, stages of development of the enterprise, locations etc. 

1. Initial Public Offer.

2. Buy-Back option by the promoters or the company.

3. Sale of the enterprise to another company.

4. Sale to a new investor.

5. Self-liquidating process.

6. Liquidation of the enterprise.

Initial Public Offer

The most ideal exit route for a VC is through the stock market following the listing of the investee company’s equity stock.

This is the best route as the VC can expect a higher price for the equity if the stock market is fully developed, the VC can sell the equity holdings in the investee company at a higher price than in a private placement.

Buy-Back by Promoters or Company.

The promoters generally enter into a buy-back agreement with the venture capiltalists agreeing to buy a definite amount or percentage of shares held by the VC’s. The price may either be predetermined with a put option or may be negotiated at the time of exercising the option by the VC’s.  

If the enterprise is not interested to accept the Sale then the VC can also attract big Industrial houses which may purchase the entire holdings.

Sale of Enterprise to another Company.

In this situation the VC’s may alongwith the entrepreneurs sell off their holdings in the enterprise to another company or individual who is interested in purchasing the venture. The VC gets his Investement in the investee enterprise back, it can sell the holdings in one of the following forms

· Sale of Equity for Cash.

· Sale of Equity for Equity in another company.

· Sale may involve assets of the investee company for cash or notes.
·  Sale of assets against the Equity of another Company or 
·  In any combination of the above arrangements.     
Sale to New Investor.

VC’s also at times sell their investment to other Investors who may have just begin to invest in the enterprise or to other investors who are cash rich and intersted in buying ownership of the enterprise.

This mode of exit involving the induction of another venture capitalist is in form of 3rd or 4th round of financing.

Self Liquidating process. 

This method is used widely in cases where the investment is in a development project, buying, renovation and commissioning of a building, ship or any other asset. Once the planned program is completed the asset is sold off and the proceeds are distributed to the shareholders of the enterprise through the liquidation of the Investee company.

Liquidation of the Investee Company. 

When the enterprise is performing poorly the VC may liquidate the company and sell off assets like Land, buikdings, Machineries and equipments. This method is the most undesirable way of exit for any VC.

6 ) Legal & Regulatory Issues in India

The legal framework within which venture capital companies operate comprises the erstwhile government guidelines 1988, repealed in 1995 to give way to SEBI regulations which have since been enforced.

At present the regulatory framework comprises the following : Central government guidelines ( revoked since 1995), SEBI regulations, Self regulatory body of venture capital companies and funds better known as Indian Venture Capital Association(IVCA).

However to regulate business transactions of VCs the provisions of Indian Contract Act 1872, Companies Act 1956, SEBI Act 1992, Securities Contract Act 1956 etc are applicable just like any other Investment company.

SEBI Regulations

The SEBI is empowered to register and regulate the working of venture capital funds. This powers where given very recently in 1995 under the Securities Law Amendment Act. Since then SEBI has formulated regulations known as Securities and Exchange Board of India ( Venture Capital Funds ) Regulations, 1996.

A venture capital fund means a fund established in the form of a trust or a company including a body corporate and registered under these regulations which- 

i.has a dedicated pool of capital, 

ii.raised in a manner specified in the regulations, and

iii.invests in venture capital undertaking in accordance with the regulations. 

Venture capital undertaking means a domestic company :– 

i.whose shares are not listed on a recognized stock exchange in India; 

ii.which is engaged in the business for providing services, production or manufacture of article or things or does not include such activities or sectors which are specified in the negative list by the Board with the approval of the  central Government by notification in the Official Gazette in this behalf. 

Negative List

1.Real Estate

2.Non-banking financial services

3.Gold Financing

4.Activities not permitted under industrial policy of Government of India.

5.Any other activity which may be specified by the Board in consultation

with Government of India from time to time."

Equity linked instruments includes instruments convertible into equity shares or share warrants, preference shares, debentures compulsorily convertible into equity.

Investible Funds means corpus of the fund net of expenditure for administration and management of the fund.

Unit means beneficial interest of the investors in the scheme or fund floated by trust or any other securities issued by a company including a body corporate.

Application for grant of certificate

Any company or trust or body corporate proposing to carry on any activity as a venture capital fund must apply to SEBI for grant of a certificate of carrying out venture capital activity in India. An application for grant of certificate must be made in Form A and must be  accompanied by a non-refundable application fee of Rs 25,000/- payable by bank draft in favor of the Securities and Exchange Board of India at Mumbai. Registration fee for grant of

certificate is Rs 500,000.

Eligibility criteria
For the purpose of grant of certificate by SEBI, the following conditions must be satisfied :-

A.If the application is made by a company

1.The main object of the company as per its Memorandum of  Association must be the carrying on of the activity of venture capital fund. 

2.It is prohibited by its Memorandum and Articles of Association from making an invitation to the public subscribe to its securities.

3.None of its directors or its principal officer or employee is involved in any litigation concerned with the securities market which may have an adverse bearing on the business of the applicant. The directors or the principal officer or employee must not have been at anytime convicted for an offense involving moral turpitude or any economic offense and is

a fit and proper person to act as director or principal officer or employee of the company.

B. If the application is made by a trust

1.The instrument of trust (Trust Deed) is in the form of a deed and has been duly registered under the provisions of the Indian Registration Act, 1908.

2.The main object of the trust is to carry on the activity of a venture capital fund

3.None of its trustees or directors of the trustee company, if any, is involved in any litigation connected with the securities market which may have an adverse bearing in the business of the venture capital fund.

4.The directors of its trustee company or the trustees have not at anytime being convicted of an offense involving moral turpitude or any economic offense

In both cases, the applicant must not have already applied for certificate from SEBI or its certificate must not have been suspended by SEBI or cancelled by SEBI and the applicant must be a fit and proper person.

Furnishing of information and clarification at the time of application 
SEBI may require the applicant to furnish such further information as it considers necessary for processing the application. An application, which is not complete in all respects, shall be rejected by SEBI. However, before rejecting any application, the applicant will be given an opportunity to make representation before SEBI and to remove any defect in the application within 30 days of the date of receipt of communication from SEBI regarding the defect. SEBI may extend the period of 30 days for upto another 90 days on being satisfied that it is necessary and is equitable to do so.

Procedure for grant of certificate

If SEBI is satisfied that the applicant is eligible for grant of certificate, it shall send intimation to the applicant of its eligibility. On receipt of intimation, the applicant must pay to SEBI, registration fee of Rs 500,000 and on the receipt of such fees, SEBI shall grant a certificate of registration in Form B.

Conditions of certificate

The certificate granted shall be subject to the following conditions

1.The venture capital fund shall abide by the provisions of the SEBI Act and these regulations.

2.The venture capital fund shall not carry on any other activity other than that of a venture capital fund.

3.The venture capital fund shall inform SEBI in writing of any information or details previously submitted to SEBI which have changed after grant of the certificate.

4.If the information or details submitted are found to be false or are misleading in any particular manner, suitable penal action can be taken.

Procedure where certificate is not granted

After considering any application, if SEBI is of the opinion that the certificate cannot be granted under law, it may reject the application after giving the applicant a reasonable opportunity of making its representation. The decision of SEBI to reject the application shall be communicated to the applicant within 30 days.

Investment conditions and restrictions

A venture capital fund may raise money from any source, whether Indian, foreign or non resident Indian by way of issue of units. No venture capital fund shall accept any investment from any investor less than Rs500,000. However this condition is not applicable to :-

a.employees or the principal officer or directors of the venture capital fund, or directors of the trustee company or trustees where the venture capital fund has been established as a trust

b.the employees of the fund manager or asset management company

For the purpose of these regulations, fund raised means actual money raised from investors for subscribing to the securities of the venture capital fund and includes money that is raised from the author of the trust ( in case the venture capital fund has been established as a trust ) but does not include the paid up capital of the trustee company, if any.

Each scheme launched or fund set up by a venture capital fund shall have firm commitment from the investors for contribution of an amount of at least Rupees five crores before the start of operations by the venture capital fund.

All investment made or to be made by a venture capital fund shall be subject to the following conditions, namely:-

a.venture capital fund shall disclose the investment strategy at the time of application for registration;

b.venture capital fund shall not invest more than 25% corpus of the fund in one venture capital undertaking;

c.shall not invest in the associated companies; and 

d.venture capital fund shall make investment in the venture capital undertaking as enumerated below: -

i.at least 75% of the investible funds shall be invested in unlisted equity shares or equity linked instruments. However, if the venture capital fund seeks to avail of benefits under the relevant provisions of the Income Tax Act applicable to a venture capital fund, it shall be required to disinvest from such investments within a period of one year from the date on which the shares of the venture capital undertaking are listed in a recognized Stock Exchange.

ii.Not more than 25% of the investible funds may be invested by way of:

a.subscription to initial public offer of a venture capital undertaking whose shares are proposed to be listed subject to lock-in period of one year;

b.debt or debt instrument of a venture capital undertaking in which the venture capital fund has already made an investment by way of equity.

General obligations and responsibilities

No venture capital fund shall issue any documents or advertisement inviting offers from the public for the subscription of the purchase of any of its securities or units.

Private placement

A venture capital fund may raise money only through private placement of its securities or units. The venture capital fund before issuing any securities or units must file with SEBI a placement memorandum.

Placement Memorandum or Subscription Agreement

The venture capital fund must :–

a.issue a placement memorandum which shall contain details of the terms and conditions subject to which monies are proposed to be raised from investors; or

b.enter into contribution or subscription agreement with the investors which shall specify the terms and conditions subject to which monies are proposed to be raised.

The Venture Capital Fund must file with the Board for information, the copy of the placement memorandum or the copy of the contribution or subscription agreement entered with the investors along with a report of money actually collected from the investor.

The placement memorandum and /or subscription agreement must give the following details:

A.In case the venture capital fund is a trust

1.Details of the trustee or the trustee company and the directors or chief executives of the venture capital fund.

2.the proposed corpus of the fund and the minimum amount to be raised for the fund to be operational.

3.the minimum amount to be raised for each scheme and the provision for refund of monies to investor in the event of non receipt of minimum amount

4.details of entitlements on the securities including units of venture capital fund for which subscription is being sought

5.Tax implications that are likely to apply to the investors.

6.Manner of subscription to the units or securities of the Venture Capital Fund

7.Period of maturity of the Fund.

8.Manner in which the fund is to be wound up.

9.Manner in which the benefits accruing to the investors in the units of the trust are to be distributed.

10.Details of the fund manager or asset management company if any, and the fees to be paid to such manager

11.The details about performance of the fund, if any, managed by the Fund Manager

12.investment strategy of the fund.

13.any other information specified by the Board.

Maintenance of books and records
Every venture capital fund must maintain for a period of 8 years books of accounts, records and documents which must give a true and fair picture of state of affairs of the venture capital fund.

Power to call for information
SEBI may at anytime call for any information from the  venture capital fund in respect to any matter relating to its activity as a venture capital fund. Such information must be submitted within the time specified by days to SEBI.

Submission of reports to SEBI

SEBI may at anytime call upon the venture capital fund to file such report as it deems fit with regards to the activity carried out by venture capital fund.

Winding –up

A scheme of venture capital fund setup as a trust shall be wound up:-

1.When the period of the scheme as mentioned in the placement memorandum is over ; or

2.If, in the opinion of the trustees or the trustee company, it is in the interest of the investors that be wound-up ; or

3.If 75 % of the investors in the scheme pass a resolution at a meeting of unit holders of the scheme that the scheme be wound up ; or

4.If SEBI so directs, in the interest of investors.

The venture capital fund setup as a company shall be wound up according to provision of the Companies Act, 1956.

A venture capital fund set up as a body corporate shall be wound up in accordance with the provisions of the statute under which it is constituted.

The trustees or trustee company of the venture capital fund set up as a trust or the Board of Directors in the case of the venture capital fund is set up as a company (including body corporate) shall intimate the Board and investors of the circumstances leading to the winding up of the Fund or Scheme.

Inspection and Investigation

SEBI may appoint one or more person, suo-moto or upon receipt of information or complaint, as inspecting or investigating officer for inspection or investigation of the books of accounts, records and documents relating to the venture capital fund for any of the following reason :-

1.To ensure that the books of accounts records and documents are being maintained by the venture capital fund in the manner specified in these regulations.

2.To inspect or investigate into complaints received from investors, clients or any other person on any matter having a bearing on the activity of the venture capital fund.

3.To ascertain that the provision of the SEBI Act and these regulations are being complied with by the venture capital fund.

4.To inspect or investigate suo moto into the affairs of the venture capital fund in the interest of the securities market and the interest of investors.

Notice before inspection or investigation 

Before ordering an inspection or investigation, SEBI shall give not less than 10 days notice to the venture capital fund. However, where SEBI is satisfied that in the interest of the investors, no such notice need be given, it may by order in writing not give such notice.

Obligation of venture capital fund on inspection or investigation

It shall be the duty of every officer of the Venture Capital Fund in respect of whom an inspection or investigation has been ordered and any other associate person who is in possession of relevant information pertaining to conduct and affairs of such Venture Capital Fund including fund manager or asset management company, if any, to produce to the Investigating or Inspecting Officer such books, accounts and other documents in his custody or control and furnish him with such statements and information as the said Officer may require for the purposes of the investigation or inspection.

It shall be the duty of every officer of the Venture Capital Fund and any other associate person who is in possession of relevant information pertaining to conduct and affairs of the Venture Capital Fund to give to the Inspecting or Investigating Officer all such assistance and shall extend all such co-operation as may be required in connection with the inspection or investigations and shall furnish such information sought by the inspecting or investigating officer in connection with the inspection or investigation.

The Investigating or Inspecting Officer shall, for the purposes of inspection or investigation, have power to examine on oath and record the statement of any employees, directors or person responsible for or connected with the activities of venture capital fund or any other associate person having relevant information pertaining to such Venture Capital Fund.

The Inspecting or Investigating Officer shall, for the purposes of inspection or investigation, have power to obtain authenticated copies of documents, books, accounts of Venture Capital Fund, from any person having control or custody of such documents, books or accounts.

The inspecting or investigating officer in the course of inspection or investigation shall be entitled to examine or record the statement of any director, trustee, officer or employee of the venture capital fund.

It shall be the duty of the director, trustee, officer or employee to reasonably assist the inspecting or investigating officer in connection with the inspection or investigation.

Submission of the report to SEBI

The inspecting or investigating officer shall as soon as possible on completion of the inspection submit his inspection or investigation report to SEBI. He may also submit an interim report if so required.

SEBI shall after consideration of inspection or investigation report or the interim report communicate the finding of the inspecting officer to the venture capital fund and give it an opportunity to make a representation. On receipt of the reply, if any, from the venture capital fund, SEBI may call upon the venture capital fund to take such measures as the board may befit in the interest of the securities market or for due compliance with the provisions of

the SEBI Act.

The Board may after consideration of the investigation or inspection report and after giving reasonable opportunity of hearing to the venture capital fund or its trustees, directors issue such direction as it deems fit in the interest of securities market or the investors including directors in the nature of:-

a.requiring a venture capital fund not to launch new schemes or raise money from investors for a particular period;

b.prohibiting the person concerned from disposing of any of the properties of the fund or scheme acquired in violation of these regulations;

c.requiring the person connected to dispose of the assets of the fund or scheme in a manner as may be specified in the directions;

d.requiring the person concerned to refund any money or the assets to the concerned investors along with the requisite interest or otherwise, collected under the scheme;

e.prohibiting the person concerned from operating in the capital market or from accessing the capital market for a specified period.

Procedure for action in case of default

Suspension of certificate

SEBI may suspend, without prejudice to issue of directions or measure as afbove, the certificate granted to a venture capital fund if the venture capital fund contravenes any of the provisions of the SEBI Act or of the regulations made thereunder or fails to furnish any information relating to its activity as a venture capital fund as required by SEBI or furnishes to SEBI false or misleading information or does not submit periodical returns or reports as required by SEBI or does not co-operate with any enquiry inspection or investigation conducted by SEBI or fails to redress the complaints of investors or fails to give a satisfactory reply to SEBI in this behalf.

Cancellation of certificate

SEBI may cancel the certificate granted to a venture capital fund where the venture capital fund is guilty of fraud or as been convicted of an offence involving moral turpitude or where the venture capital fund has been guilty of repeated default under these regulations.

No order of suspension or cancellation shall be made by except after holding an enquiry in accordance with the following procedure:- 

For the purpose of holding an enquiry, SEBI may appoint one or more enquiry officers. The enquiry officer shall issue to venture capital fund at its registered office or principal place of business a notice stating the grounds on which the action is proposed to be taken and show cause why such action need not be taken within a period of 14 days from the date of receipt of notice.

The venture capital fund may within 14 days from the date of receipt of such notice, furnish to the enquiry officer its reply and make its representation before him. A venture capital fund may appear through any person duly authorized by it. The enquiry officer shall after taking into account all relevant facts and circumstances, submit a report to SEBI and recommend penal

action, if any, to be taken against the venture capital fund as also the grounds on which such action is justified.

On receipt of the report from the enquiry officer, SEBI shall consider the same and may issue to the venture capital fund a show cause notice as to why such penal action as proposed by the enquiry officer or such appropriate action should not be taken against it. The venture capital fund, within 14 days from the date of receipt of such show cause notice, sends a reply to SEBI.

After considering the reply, if any, of the venture capital fund, SEBI shall pass such an order as it deems fit.

On and from the date of suspension of certificate, the venture capital fund shall cease to carryon any activity as a venture capital fund during the period of suspension and shall be subject to such directions of SEBI with regards to any records, documents, securities as may be in its custody or control relating into its activity as a venture capital fund as SEBI specifies. On and from the date of cancellation of a certificate, the venture capital fund, with immediate effect, shall cease to carry on any activity of the venture capital fund and shall be subject to such direction of SEBI with regard to transfer of records, documents and securities that may be in its custody or control relating to the activities of the venture capital fund as SEBI may specify.

The order of suspension or cancellation of certificate may be published by SEBI in at least two newspapers.

Appeal to the Central Government

Any person aggrieved by an order of the Board under these regulations may prefer an appeal to the Securities Appellate Tribunal.

Proforma of Form A & Form B, 56A, 56B, 56C is given below.

Form A

First Schedule - Form

Form A

Securities and Exchange Board of India (Venture Capital Funds) Regulations, 1996 (see regulation 3) Application for grant of certificate of registration as venture capital fund Securities and Exchange Board of India Mittal Court, 'B' Wing, 1st Floor Nariman Point, Mumbai 400 021 India

Instructions:

This form is meant for use by the company or trust (hereinafter referred to as the applicant) for application for grant of certificate of registration as venture capital fund.

The applicant should complete this form, and submit it, along with all supporting documents to the Board at its head office at Mumbai.

This application form should be filled in accordance with these regulations.

The application shall be considered by the Board provided it is complete in all respects.

All answers must be legible.

Information which needs to be supplied in more detail may be given on separate sheets which should be attached to the application form.

The application must be signed and all signatures must be original.

The application must be accompanied by an application fee as specified the Second Schedule to these regulations.

1.Name, address of the registered office, address for correspondence, telephone number(s), fax number(s), telex number(s) of the applicant and the name of the contact person.

2.Please indicate to which of the following categories the applicant belongs.

 - a company established under the Companies Act, 1956 (1 of 1956)

 - a trust set up under the Indian Trusts Act, 1882 (2 of 1882)

3.Date and place of incorporation or establishment and date of commencement of business (enclose certificate of incorporation, memorandum and articles of association or trust deed in terms of which incorporated or established).

4. 

a). Details of members of the Board of Trustees or directors of the trustee company, as the            case may be, in case the applicant has been set up as a trust.

b.) Details of members of the Board of Directors of the venture capital fund in case the applicant has been set up as a company.

5.Please state whether the applicant, his partner, director or principal officer is involved in any litigation connected with the securities market which has an adverse bearing on the business of the applicant; or has at any time been convicted for any moral turpitude or at any time has been found guilty of any economic offence. In case the applicant is a trust, the above information should be provided for the members of the Board of Trustees or of the above mentioned persons connected with the Trustee Company. If yes, the details thereof.

6.Please also state whether there has been any instance of violation or non-adherence to the securities laws, code of ethics/conduct, code of business rules, for which the applicant, or its parent or holding company or affiliate may have been subject to economic, or criminal, liability, or suspended from carrying out its operations, or the registration revoked temporarily. 

7.Details of asset management company, if any. (enclose copy of agreement with the asset management company).

8.Declaration statement (to be given as below).

We hereby agree and declare that the information supplied in the application, including the attachment sheets, is complete and true.

AND we further agree that, we shall notify the Securities and Exchange Board of India immediately any change in the information provided in the application.

We further agree that we shall comply with, and be bound by the Securities and Exchange Board of India Act, 1992, and the Securities and Exchange Board of India (Venture capital Fund) Regulations, 1996, and Government of India guidelines / instructions as may be announced by the Securities and Exchange Board of India from time to time.

We further agree that as a condition of registration, we shall abide by such operational instructions/directives as may be issued by the Securities and Exchange Board of India from time to time.

For and on behalf of................................... (Name of the applicant)

Authorized signatory .................. ................ (Name) (Signature)

Date:

Place:

Form B

Form B

see regulation 7(3)

Securities and Exchange Board of India (Venture Capital Funds) Regulations, 1996

Certificate of Registration as Venture Capital Fund

I.In exercise of the powers conferred by sub-section (1) of section 12 of the Securities and Exchange Board of India Act, 1992, (15 of 1992) read with the regulations made thereunder, the Board hereby grants a certificate of registration to --------------------------------------------------------------------------------------- as a venture capital fund subject to the conditions specified in the Act and

in the regulations made thereunder.

II.The Registration Number of the venture capital fund is IN/VC/ /

Date:

Place: MUMBAI

By order

Sd/-

For and on behalf of

Securities and Exchange Board of India

Form 56A

Application for approval of venture capital fund or a venture capital company:-

1. Name and address of a venture capital fund or venture capital company.

2. Date and place of incorporation or formation enclose the copy of the trust deed or the copy of incorporation of the Companies Act, 1956.

3. Objects of the venture capital fund or venture capital company

4. Main objects

5. Ancillary objects.

6. Capital structure or share holding pattern.

7. Present nature of business activity and number of years in that business.

8. Accounting policy along with description of significance accounting policies.

9. Systems and procedures (Furnish description of systems and procedures and essential internal control procedures in order to carry on the business.)

10. Names of the associates / organizations / group companies / subsidiaries.

11. Details of management

12. Names of the managers, directors with their experience, qualifications and profession.

13. Names of the key personnel.

14. Organizational structure.

15. Board of Director of associate organizations, companies and their subsidiaries.

16. Names and addresses of the bankers.

17. Names and addresses of the auditors.

18. Court cases and litigation involved in the last three years.

19. Names of the venture capital undertaking in which investment have being made or proposed to be made.

Signature and Designation of the Applicant

Verification

I __________ do your hereby declare that what is stated above is true to the best of my knowledge and belief. Verify today that the _________ day of ______ 19________.

Place

Date Signature and Designation of the applicant.

Note: The application form in duplicate should be sent to the Director of Income Tax (Exemption) having jurisdiction over the venture capital fund or venture capital company along with the following documents:-

A copy of the trust deed under which venture capital fund or the copy the certificate of incorporation issued under the Companies Act, 1956.

Copy of the certificate of registration issued by SEBI.

Copies of balance sheet and profit and loss account for the previous three years.

Form no 56B duly filled in and signed by the applicant.

Form no 56C duly filled in and signed by the applicant.

Action points:

Notes below the form should be carefully read and followed.

The conditions for approval of the fund are given in rule 2D5.

Every application under rule 2 may be made in any previous year in which income by way of dividend or long term capital gain of a venture capital fund or a venture capital company from investments made by way of equity shares in venture capital undertaking shall not be included in computing the total income of such venture capital fund or venture capital company.

Form 56B

Condensed financial income statement. 

Details Year1 Year2 Year3

1.Sources of income.

a.Dividend

b.Trading

c.Other Income.

1.Total income a+b+c.

2.Expenses.

a.Directors remuneration

b.Trustees fees

c.Custodian fees

d.Registered fees

e.Other expenses.

1.Total expenses a+b+c+d+e.

2.Gross profit

3.Depreciation

4.Net profit before tax 

5.Tax (income tax).

6.Profit after tax 

7.Income distributed or dividend declared.

8.Retained earning 

Place _____

Date ______

Signature and designation of the applicant.

Action Points: This form must accompany Form 56A.

Form 56C

Statement of assets and liabilities

Details Year1 Year2 Year3

Assets

1. Fixed Assets

a.Gross block

b.Depreciation

c.Net value a-b.

2. Current Assets.

a.Investments

b.Cash and bank balances

c.Others please specify.

d.Total a+b+c.

1.Current liabilities and provisions.

2.Networth 1+2-3.

Liabilities

1.Money is raised or issued and paid-up capital.

2.Free Reserves excluding revaluation reverse.

3.Total 1+2.

Place _____

Date ______

Signature and designation of the applicant.

Note: Please give full particulars of investments shall also state that whether they satisfy the

conditions in sub rule5 of rule 2D. If not indicate reasons with details.

Action points: This form must accompany with the form 56A.

7 ) Conclusion
The venture capital industry is now in its infancy stage and it still requires developments in its rules and regulations, SEBI’s regulations do not offer a level playing field for VCs. Also what is very important is that more and more encouragement should be given to the established busniesses and financial firms to establish venture capital companies this will in turn boost the promotion of small and medium industry in the country.

Earlier it was only public and joint sectors which established venture capital companies at the initiative of the government, but the new economic policy has allowed the private sector also to establish venture capital companies. 

SEBI  has suggested the induction of professional management in VCs to help the operational efficiency of these firms. The VCs are also expected to provide maximum information about their Investments Portfolios, divestment plans, exit routes, seccesful ventures and failures etc.

There are also changes which are required in the laws that bind the transactions of these VCs, like the Companies Act 1956, like to allow the investee company to buy-back their own shares from the VCs.

Critical Factors for Success of Venture Capital Industry in India

In 1999, SEBI (Securities and Exchange Board of India) had set up a committee under the Chairmanship of Mr. K. B. Chandrasekhar to look into  the issues of venture capital in India. The Report of the K. B. Chandrasekhar Committee on venture capital identified the following as       critical factors for the success of VC industry in India:         

The regulatory, tax and legal environment should play an enabling role. This emphasizes the facilitating and promotional role of regulation. Internationally, venture funds have evolved in an atmosphere of structural flexibility, fiscal neutrality and operational adaptability. And we need to provide regulatory simplicity and structural flexibility on the same lines. There is also the need for a level playing field between domestic and offshore venture capital investors. This has already been done for the mutual fund industry in India.          

Investment, management and an exit option should provide flexibility to suit the business requirements and should also be driven by global trends. Venture capital investments have typically come from high net worth individuals who have risk taking capacity. Since high risk is         involved in venture finacing, venture investors globally seek investment and exit on very flexible terms, which provides them with certain levels of protection. Such exit should be possible through IPOs and mergers / acquisitions on a global basis and not just within India.          

There is also the need for identifying and increasing the domestic pool of funds for venture capital investment. In US, apart from high net worth individuals and angel investors, pension funds, insurance funds, mutual funds etc. provide a very big source of money. The share of         corporate funding is also increasing and it was as high as 25.9 percent in the year 1998 as compared to 2 percent in 1995. Corporations are also setting up their own venture capital funds. Similar avenues need to be identified in India also.      

With increasing global integration and mobility of capital it is important that Indian venture capital firms as well as venture financed enterprises be able to have opportunities for investment abroad. This would not only enhance their ability to generate better returns but also add to their experience and expertise to function successfully in a global environment. We need our enterprises to become global and create their own success stories. Therefore, automatic, transparent and flexible norms need to be created for such investments by domestic firms and enterprises.         

Venture capital should become an institutionalised industry financed and managed by successful entrepreneurs, professional and sophisticated investors. Globally, venture capitalists are not merely finance providers but are also closely involved with the investee enterprises         and provide expertise by way of management and marketing support. This industry has developed its own ethos and culture. Venture capital has only one common aspect that cuts across geography i.e. it is risk capital invested by experts in the field. It is important that venture         capital in India be allowed to develop via professional and institutional management.

Infrastructure development also needs to be prioritised using government support and private management. This involves creation of technology as well as knowledge incubators for supporting innovation and ideas. R&D also needs to be promoted by government as well as other organisations. The above report was well received by the Government and few issues have already been resolved.       

Initiatives

There have been a number of initiatives by the Government as well as the industry to pave way for a business and regulatory environment that is conducive to new venture development and to innovation at the user end. Some of the initiatives in the past have included those by the Ministry of Finance, the Securities, Exchange Board of India (SEBI), Ministry of Information Technology (formerly Department of Electronics), State Governments, Financial Institutions, the Indian Venture Capital Association and Nasscom. These initiatives resulted in the availability of more than US$ 500 million of venture funds for Indian ventures during 1999-2000. With the growing realisation of the immense potential offered by Indian technology companies, funding opportunities are rapidly increasing. 

The Government of India has already taken laudable steps to facilitate the creation of an environment that is conducive for venture capital funds and start-ups in India. These include:

· Introduction of sweat equity, 

· Allowing venture capital funds to offset losses incurred in one company 

· Against profits from another 

· And establishment of government facilitated venture capital funds. 

However, the present regulatory framework is still not enough to provide for an environment that lays stress on encouraging the flow of venture funds, easy exit options (for either party),         mentoring, non-qualified availability of funds, and flow of public funds for enterprise building in India. 

 India needs to encourage the growth of risk capital by acting on three fronts:

· The Government of India and Indian financial institutions should catalyse the process. This will stimulate competition but also protect entrepreneurs from inevitable risks.          

· India should amend its regulatory framework so that the VC funds can earn a reasonable return on their risk capital.          

Focusing on the areas of concern that merit an early redress, Nasscom has prepared a 15-point action plan to provide a stronger thrust to entrepreneurship and the start-up culture in India. These points have already been taken up with the various Ministries / bodies within the Government of India and the industry. 

      The action plan includes the following:

· Encourage participation of Provident Funds / Pension Funds etc. 

· The Government must expedite legislation for LLC / LLP 

· Venture capital fund to have first charge on company's proceeds, upon liquidation 

· Learn from the Israel and US experience 

· Small business investment programs 

· Encourage banks 

· IPO norms for IT companies 

· VCFs can partake various forms of funds 

· Exit options 

· Early implementation of OTCEI plans 

· Incubation Engine 

· Intricate linkages with the NRI community 

· Introduction of Entrepreneurial course components 

· Standing Committee of Government-Industry 

· Venture Investment Fairs 
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