FINANCING OF NEW VENTURES

(VENTURE CAPITAL—STAGES OF FINANCING -
SEED CAPITAL) B
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VENTURE CAPITAL .
Venture CapitaI has emerged as a new ﬁx?anm_al method
financing during the 20th century. Venture capltql is the capita]
provided by firms of professionals who invest alongsude managemen;
in young, rapidly growing or changing companies that have t,
potential for high growth.. ‘
Venture capital is a form of equity financing especially designed |
for funding high risk and high reward projects. There is a commoy |
perception that venture 'capital is a means of financing hig;
technology projects. However, venture capital is investment of long
term finance made in : T ;
1. Ventures promoted by technically or professionally qualified ;
but unproven entrepreneurs, or - ‘ o
2. Ventures seeking to harness commercially unproven :
technology, or . : | ;
3. High risk ventures. : . : ,
The term ‘venture capital’ represents financial investment in a
highly risky project with the objective of earning a high rate of retum. |
While the concept of venture capital is very old the recent
liberalisation policy of the government appears to have given a fillipt
the venture capital movement in India. In the real sense, venture
capital financing is one of the most recent entrants in the Indian -
capital market. e R |
There is a significant scope for venture capital companies in 0%
- country because of increasing emergence of technocrat entrepreneu®
who lack capital to be risked. These venture capital companies pl'C'Vlde
the necessary risk capital to the entrepreneurs so as to meet 8¢
promoters’ contribution as required by the financial institutions-
addition to providing capital, these VCFs (venture capital firms) take
~an active interest in guiding the assisted firms. | .
A young, high tech company that is in the early stage of ﬁnancmf
and is not yet ready to make a public offer of securities may s?;]
venture capltal. Such a high risk capital is provided by venture ¢aP™’
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as a part
Thus, a venture capitalist

unproven ideas, Products, tec (VC) may Provide the seed capital for

venture capitalists may aISQ?“mlogy oriented or start up firms. The

finance through the conventio il ﬁrm that is unable to raise

“Venture capital combine
investor and entrepreneur ip

one.”
The main features:

follows : of venture capital’ can -be summarised as

(i) Equity Participation Venture capital ﬁnancmgls, invariably,
an actual or potential equit ‘
selling the shares once the firm becomes profitable. ..
(iii) Long Term Investment Venture capital financing is a long
term investment. It generally takes a long period to encash

the investment in securities made by the venture capitalists.

(iv) Participation in Management In addition to pi'oviding_capital,

venture capital funds take an- active - interest in the

management of the assisted firms. o S
“Thus, the approach of venture capital firms is different from

that of a traditional lender or banker. It is also different from °

that of a ordinary stock market investor wlfo_mel.'ely t.rades m
the shares of a company without participating in their
management. It has been rightly  said, “venture capital

combines the qualities of banker, stock market investor and °

- »
entrepreneur in one.

(v) Achieve Social Objectives It is different from the development

g : 1 central and state level government
cap 1.tal p ro:ﬁg: dt}l:Z i)?(r)%rta objective is the motive behind the
bOdIeS. m But venture capital projects generate employment,
ﬁnﬁ;?agﬁ(jeg regional growth indirectly due to setting up of
successful ne.w bllllsmzs A venture capital is not subje_ct to

(vi) Investment 18 d (Ilnand as with an overdraft or following a
- repayment on €€ chedule.. The investment is realised_ only
~ loan rehPanEf;:n; is sold or achieves a stock market listing.

when the co = :

8 the qualities of a banker, stock market

- ac ty . participation wherein . the .
objective of venture capitalist is to .make capital gain by °
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. ORIGIN OF VENTURE CzﬂkPI'I‘fﬂhI:ch e
: ure capital is a post-war phenomenon in the usinesg vy, 2 -
maih\i;ntlevelop%d .as a Is)ideline activity of - the . }?"h n 'USA.;_;%:*:
concept, thus, originated in USA in 1950s when the capital {n'agnet'sf
like Rockfeller Group financed the new technology’ companies, 7y,
concept became popular during 19§OS apd 1970’s when " ae\kéza?l";
private enterprises started financing highly risky and 'f;highlyf
rewarding projects. To denote the risk and adventure and gop)
element of investment, the generic term “Venture Capital” Wag'
developed. o
The American Research and Development was formfad as the firy
venture organisation which financed over 100 companies and myg,
profit over 35 times its investment. Since then venture capita] p,,
grown’ vastly in USA, UK, Europe and Japan and has beep an
important contribution in the economic development of these countrig,
of late, a new class of professional investors called'v_enture capitalists
has emerged whose specialty is to combine risk capital wit
entrepreneurs management and to use advanced technology to launch
new products and companies in the market place. Undoubtedly, it i5
the venture capitalist’s extraordinary skill and ability to assess and
manage enormous risks and extort from them tremendous returns
that has attracted more entrants.‘Innovative," hi-tech ideas are
necessarily risky. v . oL L o
" Venture capital provides long-term start-up costs to high risk and
return projects. Typically, these projects have high mortality rates and
therefore are unattractive to risk averse bankers and private sectar
companies. R T P :

- Venture capitalist finances innovation and .ideas, which have
potential for high growth but are unproven. This makes it a high risk,
high return investment. In addition to finance, venture capitalists also
provide value-added services and business and managerial support for
realizing the venture’s net potential. "~ . .. = .

| . TYPES OF VENTURE CAPITALISTS

. Generally, there are three types of organized or institutionsl

venture capital funds ;. - i ¢ oo e S '

(i) Venture capital funds set up by angel investors, that is, big?

' network individual investors. - . C

(ii) Venture -capital "subsidiaries of corporations - these 8¢

established by major corporations; commercial bank holdif®é
companies and other financial institutions. ,

(iii) Private capital firms/funds-The primary institutional oW

| ‘of venture capital is a venture capital firm venture capita® p

take high risks by investing in an early stage company V..

little or no history and they expect a higher return for the?

high-risk equity investments in the venture. 1
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MODES OF FINANCE BY VENTURE CAPITALISTS -

Venture capitalists provide fundg for long-term in any of the
following modes : .

point of view, equity is an unsecured

a less preferaple option than g secured debt
instrument. A conditiona] loan usually involveg either no interest at
all or a coupon Payment 1

) ate. In addition, g royalty at
o'the lender on the saleg turnover. As the
units picks up in sales levels, the intex

royalty amounts are d St

. erest rate are increased and
decreased. :
s. Coiwertible loans :

ter Stage Financing
(i) Development Capital,
(ii) Expansion Finance,
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(iii) Replacement Capital. ]

(iv) Turn Arounds. -

(v) Buy Outs. y s
includes the following LA

(A) Early Stage Financing This stage
R & D Prajec

I. Seed Capital and _ . X re
often interested in providing seed finance t.€., malfmg Provision o
very small amounts for finance needed to turn into a busineg !

| required to be undertake, |

Research and development activities are :
before a product is to be Jaunched. External finance 13 often requirej

by the entrepreneur during the development of the product. Tk -
financial risk increases progressively ag the research ph.ase moves intg

the development phase, where 8 sample of the product is tested befors
it is finally commercialised “venture cap1tal1stdﬁms/fmds are alwayy
ready to undertake risks and make investments in such R&D projects

promising higher returns in future. . !
II. Start Ups : The most risky aspect of venture capital is the

launch of a new business. after ‘the Research and development
activities are over. At this stage, the entrepreneur and his products or
services are as yet untried. The finance required usually falls short of
his own resources. Start-ups may include new industries/businesses

the area in which they have

set up by the experienced persons in
knowledge. Others may: result from the research bodies or large
corporations, where a venture capitalist 'joins with an industrially

experienced or corporate partner.. Still other start-ups occur when s
new company with inadequate. financial resources to commercialise
new technology is promoted by an existing company. '
IIL. Second Round Financing : It refers to the stage when product
has already been launched in the market but has not earned enough
profits to attract new investors. Additional funds are needed at this
stage to meet the.growing needs of business. Venture Capi
Institutions (VCIs) provide larger funds at this stage than at other
early stage financing in the form of debt. The time scale of investment
is usually three to seven years.: . -

(B) Later Stage Financing . . ‘ : ¥

Those established businesses ﬁvhich require additional ﬁmﬁ““:lal
support but ;cannot ‘raise, capital, through public -issue ﬂPPI""’a‘:h
venture capital - funds .for . financing expansion, buyouts 3”_‘]
turnarounds or for development capital. 8

(i) .Development 'Capital - ; It refers to the financing of ¥
enterprise which has overcome the highly risky stage ap hav?
recorded profits but cannot go public, thus needs financial SUPP‘?ﬂ“
Funds are needed for the purchase of new equipment/plant, expansf’: _
of n;arketmg and distributing facilities, launching of product it iy |
regions and so on. The time scale of investment is usually one ¥
years and falls in medium risk category. ""

¢ : Venture capitalists are -l:ﬁ'%'

I
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/.:—) Expansion Finance : Venture capitalists perc.eive low risk in

. es requiring finance for expansion purposes fﬂther by growth
yenis bigger factory, large warehouse, new factories, new prodt_xcts
i?l:}g:vn ?narkets or through purchase of exiting businesses. The time
L0

grame of investment is usually from one to th.ree years. It represents
ihe last round of financing before a planned exit.

(iii) Buy Outs : It refers to the transfer of management control by

creating a separate business by separating it from their existing
owners. It may be of two types :

(a) Management Buyouts (MBOs) : In Management Buyouts

(MBOs) venture capital institutions provide funds to enable
the current operating management/investors to acquire an

existing product line/business. They represent an important
part of the activity of VCIs. | |

(b) Management Buy Ins (MBIs) : Management Buy-ins are funds
provided to enable an outside group of manager(s) to buy an
existing company. It involves three parties: a management

‘team, a target company and an investor (i.e. Venture capital
institution). MBIs are more risky than MBOs and hence are
less popular because it is difficult for new management to

assess the actual poter'itial_ of the target, company. Usually,
MBIs are able to target . the ‘weaker or under-performing
companies. 5 S - ' ' -

(iv) Replacement Capital ;- X

(v) CIs another aspect of financing is to provide funds for the
purchase of existing shares-of owners. This may be due to a variety of
reasons including. personal need of finance, conflict in the family, or
need for association of a well known name.’ The time scale of
investment is one to three years and involve low risk.

(Vi) Turnarounds :. Such ‘ form. of venture capital financing
involves medium to high risk and a time scale of three to five years. It
mvolves buying the control of a sick company which requires very
specialised skills.. It may require. rescheduling of all the company’s
borrowings, change in management ‘or even a change in ownership. A
very active “hands on” approach is required in the initial crisis period
where the venture capitalists. may . appoint its own chairman or
nominate its directors on the board. _ A

In nutshell, venture capital firms finance both early and later
ge investments to maintain’' a balance’ betw
profitability, Venture

; | ‘ een risk and
e capitalists evaluate technology and sty
Potential markets be 64
implement the proje

sides considering the capability of the promoter to
ct. while undertaking early stage investments. In
ter stage investments, new markets and track record of the
: usl;lgss/ex;tfepreneur is closely examined.
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: NT DECISION
FACTORS CONSIDERIN gmgﬁONs - ;
LEND sually take into account the fOHOWin |

The venture capitalists usgar y g |
factors while making investmen S.'V nture capital firms ascertaip ¢, ]

1. Strong Management Team : e g |

~ DLFOng in terms of adequacy of leve] o -
strength of the management .tear.n tes a balance b of
skills,., commitment and motivation that crea o etweey |
members in area such as marketing, finance an ‘iP 18, researg), |
and development, general management, persona .mailagiment ang
legal and tax issues. Track record of promoters is also aken jny,
account. ‘ . ..

2. A Viable Idea : Before taking investment decision, ventyp,
capital firms consider the. viability. of project or the ldeE}. Because 4
viable idea establishes the market for the product or service. Why t,
customers will purchase the product, who the ultlmate'users are, why
the competition is with and the projected growth of the industry?

3. Business Plan : The business plan should concisely describe the
nature of the business, the qualifications of the members of the
management team, how. well; ‘the business hag performed, apg
business Projections and forecasts. The promoters experience in the
proposed or related businesses ig an important consideration. The

business plan should also meet the investment objective of the venture
capitalist. Lk ; '
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4. Project Cost and Returns : A VOI would like to undertake

- rke: The marketing policies adopted,
marketing strategies in relation to the competitorg, I:narket research
; : : ' tur ome

of the considerations that affect the decisi:nmarket BrOSEeets fres

6. Existing Technology . Existing ta

P : b g technology wused and any
technical collaboratjon agreements entereq into by%{le romoters also
to a large extent affect the investment decision P

e BRIDGE CAPIAL 1y Ac
rdge capital is the advance given

: . D . given . ¢ finance
disburserent of o e, 1710 138 héweny '3, Ve he faan
. ol term oan by ﬁnancigl inStifutions; It is an assistanc®

: : 4~ =P DOTrower . in
dlslgl_xrgement of a san_ctl_oneq term logy, 6.I‘t;f3r.ll',o‘ftil:¢0mmg the d(;lglyo £

Public issue. It is provideq by Commerciqg) bankge Ing the procee

- ”'.‘:‘ h’il . i : S. "
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S - SEED CAPITAL .
Seed capital is the initial fund op

hudding entrepreneur tq st:'n't a new

?:fers to the business which is at the be

‘noney which is required by a

business venture. ‘Seed’ here
ginning stage. : g
. SOURCES OF SEED CAPITAL
:Friends and Family .

The easiest way of raising fund for a startu
friends since they are familiar with the budd
his’her idea. However, one must be careful whil
losing money may spoil relations with the lende

<A

P is through family or
ing entrepreneur and
e opting this source, as

r.

Bootstrapping , _ _
Savings is a vital source of raising initial funds for a startup.

Even the investors hesitate to

put in their money in a new business
which lacks self-raised capital. = - 3 - 2%,

gs from external sources, a budding
ans or lines of credit from commercial

These are small business 1oan_'s- offered by an iﬁdividtial or a
of individuals at a slightly lowe r i ]

group

ght Wer Interest rate for startups
Angel Investors . . _

An angel investor is the one who can invest between 10K to 100K
Il a new businesg venture only if the budding: entrepreneur can
convince the angel of the business idea and its profitability.
Incubators . o . =

The budding entrepreneur may avail the initial capital from
Incubators who not, only provide funds but also give the required
ralning and helps develop a network for the buys;j
are another simj

usiness. Accelerators

» the only difference being that the
acceleratorsg Support the company to - take a . significant
transformational step. - e | |
Bartering .

Another good option for small business organizations is the
exchange of Some commodity, i.e., any goods or services for other
Products or services, . o | >
Crowq funding '

The last o

ne is the acquisition of initial funds from a4 massive
oup of indivi

duals who get attracted to the budding entrepreneur’s
- Pusiness ideg through crowd funding websites or social media.
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