Contents

List of Tables
List of Figures

Preface

Currency Exchange Rates

Glossary

Chapter 1  Introduction

Chapter 2  An Introduction to the Small Business Sector

2.1
2.2
2.2.1
2.2.2
2.2.3
2.3
2.4
2.5

Introduction

The benefits of SMEs

SMEs: employment opportunities
SME:s: flexibility and innovation

SMEs: internationalization
Characteristics of SMEs

Profiles of successful/unsuccessful SMEs
Summary

Chapter 3  Barriers to Growth in SMEs

3.1
3.2
3.3
3.4
3.5

Introduction

Barriers to growth: finance-related
Non-financial barriers to growth
SMEs: a case for government support?
Summary

Chapter 4  An Introduction to Venture Capital

4.1
4.2
4.3
4.4
4.5
4.5.1
4.5.2
4.5.3

Introduction

Definition of venture capital

History of venture capital

Evolution of contemporary venture capital
The spectrum of venture capital

The venture capital institutions

Formal venture capital

Corporate venture capital

vii

xi
xii
xiii
xiv

XV

20
20
20
27
30
33

35
35
36
37
38
38
39
40
41



viii Contents

Chapter 5

Chapter 6

4.5.4 Social venture capital

4.5.5 Business angels

4.6 Venture capital in established markets

4.7 The dissemination of venture capital

4.8 The macroeconomic impact of venture
capital

4.9 Summary

Venture Capital: Theoretical Foundations for

Research

5.1 Introduction

5.2 Theoretical foundations of research
into venture capital

5.2.1 Theory of the firm

5.2.2 The principal-agent relationship

5.2.3 Adverse selection

5.2.4 Theory of contracts

5.2.5 Corporate governance

5.2.6 Moral hazard

5.3 The venture capital investment process

5.3.1 Fund raising

5.3.2 Deal generation

5.3.3 [Initial screening

5.3.4 Due diligence

5.3.5 Valuation

5.3.6 Approval and structuring

5.3.7 Monitoring

5.3.8 Exit

5.4 Summary

An Introduction to India: The Economy,
Financial System, SMEs and Venture Capital
6.1 Introduction

6.2 The Indian economy

6.3 Financial system

6.4 SMEs in India

6.5 Venture capital in India

6.5.1 History

6.5.2 Current position

6.5.3 Prospects

6.6 Summary

42
43
44
45

47
51

52
52

54
54
54
55
56
58
59
59
60
61
62
62
65
66
68
70
71

72
72
72
77
83
87
87
92
94
97



Chapter 7

Chapter 8

Chapter 9

Contents ix

Venture Capital in India: The Analytical

Framework 98
7.1 Introduction 98
7.2 Scope of the research 100
7.3 Research objectives 101
7.3.1 The characteristics of venture capital

funds 102
7.4 Risk management strategies 102
7.4.1 Valuation 102
7.4.1.1 Valuation information 103
7.4.1.2 Valuation techniques 105
7.4.2 Structuring 107
7.4.2.1 Contractual covenants 108
7.4.2.2 Staging of investments 111
7.4.2.3 Choice of financial instruments 112
7.4.3 Monitoring 116
7.4.3.1 Monitoring mechanisms 116
7.4.3.2 Replacement of CEOs in investee

companies 119
7.4.3.3 Reasons for replacement of CEOs 120
7.5 Summary 120
Venture Capital in India: Research
Methodology and Findings 122
8.1 Introduction 122
8.2 Descriptive profile of survey

participants 124
8.3 Investigating the propositions 131
8.4 Conclusions 144
8.4.1 Valuation 144
8.4.2 Structuring 145
8.4.3 Monitoring 146
8.5 Summary 146
Business Ethics and Venture Capital in Islam 148
9.1 Introduction 148
9.2 The adverse consequences of growth 149
9.3 An alternative view 150
9.4 Ethical principles in Islam 150
9.5 Business ethics in Islam 153
9.5.1 Ethical investments 153

9.5.2 Compliance with contracts 153



x Contents

Chapter 10

Notes
References

Index

9.5.3

9.5.4
9.5.5

9.5.6
9.5.7
9.5.8
9.5.9
9.5.10
9.5.11
9.6
9.7
9.8

9.8.1
9.8.2
9.9

Deceptive advertising and
misrepresentation

Accurate measurement and weights
Hoarding and destruction of surplus
produce

Fair recruitment practices

Human resource practices
Corporate governance
Environmental protection

Wealth distribution

Prohibition of interest

The differentiator

Venture capital and Islamic finance
Towards acceptable Islamic VC
procedures

Valuation

Structuring

Summary

Conclusions

10.1
10.2
10.3
10.4
10.5

10.5.1
10.5.2
10.5.3
10.5.4
10.5.5

Introduction

Review of key themes

Key findings of the research programme
Islamic finance

Implications for policy makers, SMEs/
entrepreneurs, finance practitioners
and academics

Policy makers

SMEs/entrepreneurs

Venture capitalists

Islamic finance

Academic researchers

154
154

154
155
155
155
156
156
157
158
159

163
164
165
168

170
170
170
179
181

181
181
188
189
190
191

193
196
218



1

Introduction

The book covers two broad areas, the small and medium-sized enter-
prises (SMEs) sector and the operation of the venture capital (VC)
industry, and a third strand examines the potential role of Islamic
VC. These topics are considered in the context of India, a nation of
many contrasts and enormous economic potential. The book is
underpinned by a major study of the VC sector in India. The survey
was conducted in the early part of the new Millennium, and the data
were supplemented by ongoing dialogue with the VC community in
that country. The authors also draw upon a comprehensive literature
review, as well as secondary data and information from specialist
research institutions and the financial media. The material should be
of interest to finance practitioners, policy makers, entrepreneurs and
academics.

The structure of the book is now set out briefly. Chapters 2 and 3
describe the contribution and operations of SMEs. The SME sector pro-
vides many economic and social benefits, and its contribution is ever
more important in an era of rapid technological change. However, it is
a misconception to see smaller firms as scaled down versions of their
larger counterparts. The sector is characterized by heterogeneity. SMEs
face constraints that stem from their size in relation to other market
participants. Within the population of small firms, it is acknowledged
that only a minority will be ‘star performers’. Firms in this category
have usually managed to secure external capital hence the characteris-
tics of the financial markets available to small firms are examined. This
encompasses the banking sector, as well as a more general assessment
of ‘equity gaps’ affecting SMEs across the world.

The growth and development of many smaller enterprises is con-
strained by a lack or resources hence it is no surprise that governments

1
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choose to assist SMEs. However, the diversity of growth patterns for
SMEs, and the variety of barriers faced by such firms, present problems
in providing customized assistance for smaller enterprises within a
coherent framework of support.

Chapter 4 introduces the concept of VC and traces its history. In
modern times, VC was associated first with equity investments in the
high-technology sphere. Nowadays, the VC industry covers a host of
institutions, and venture capitalists differ in their approach to deal
size and sector focus. The formal VC sector (the most high profile
within the industry) has switched focus from start-up deals to larger,
later-stage investments. A vibrant VC industry supports firms that
contribute significantly to wealth creation; venture capitalists provide
‘capital and consultancy’. There has been a massive expansion of VC
activity from its US base, and the book outlines how governments
across the globe have taken steps to encourage the growth of an
indigenous VC industry.

Chapter 5 describes the VC investment process as a series of distinct
stages then explores the theoretical foundations of VC financing. The
key theme is agency theory, with most VC models examining the rela-
tionship between VC firm and entrepreneur(s) from the principal-agent
perspective. The principal focus for past research studies has been the
appraisal criteria adopted by venture capitalists. We concentrate on the
valuation, structuring and monitoring of VC deals. These methods of
risk mitigation are under-researched areas, and this book fills a gap in
existing knowledge, especially for emerging economies.

Chapter 6 presents an overview of Indian economy to set the
research programme in context. This fascinating nation has a popu-
lation of around one billion people, and a land mass of around
3.3m kilometres (over 13 times the size of the UK). The largest cities
are Mumbai (formerly Bombay), with 12.6m inhabitants, Kolkata
(Calcutta), 11m, New Delhi, 8.4m, and Chennai (Madras), 5.4m. The
urban population has expanded steadily since 1960 but over half of
the population still lives in villages with fewer than 5,000 people
in them, and they depend upon agriculture for a living. The con-
trasts between rich and poor, urban and rural, modern and tradi-
tional, agriculture and IT, and so on have to be borne in mind when
considering the economic and financial systems of the nation.

The banking system in India has been subject to a modest pro-
gramme of reform but Government ownership and control of the
largest banking organizations have exacerbated longstanding market
imperfections. The nation’s capital markets have achieved global stan-
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dards in trading infrastructure yet offer few opportunities for SMEs to
raise capital. The Indian Government has long valued the contribution
of SMEs, and Indians have never lacked the spirit of entrepreneurship.
The presence of funding gaps has led the authorities to offer preferen-
tial financing for SMEs, and firms are directed to appropriate funding
bodies through a large network of business support agencies. However,
this official support system is not noted for its effectiveness and there
is also a striking anomaly at the heart of the Government’s assistance
for small firms.

The VC industry has operated since the mid-1980s. Its development
and current activity is described. The authors suggest that the VC
sector in India will, over time, play an even more prominent role in
the financial spectrum, especially if the nation secures its status as a
global economic powerhouse. Nevertheless, the authors also highlight
areas to be addressed before the VC market can fulfil its maximum
potential.

Chapter 7 applies the issues identified in the VC literature to the
Indian context to formulate a series of research questions in three
under-researched areas. The authors investigate a number of proposi-
tions, eight in all, covering the valuation, structuring and monitoring
of deals. The conclusions are based on the most comprehensive study
ever carried out on the VC industry in India. The main research
instrument is a questionnaire-based empirical survey.

In Chapter 8, the research findings are presented. The effort and
resources required to gather this data should not be underestimated.
Barry (1994) states that: ‘Empirical research in venture capital is not
easy. There are few tapes to spin. Because of that difficulty, compara-
tively little has been done, and the opportunity to develop results that
are novel and important is great’. These comments are especially appo-
site in a developing nation like India. The high response rate enabled
the authors to conduct basic statistical analysis on the data gathered
and then to divide the sample on the basis of demographic factors; this
approach allowed the authors to utilize more advanced statistical tech-
niques (including cluster analysis and logistical regression) to present a
more detailed picture of the operations of different elements of the VC
sector.

In Chapter 9, Durrani discusses how business relationships built
on a framework of trust and fairness could reduce agency problems
and hence the need for corporate governance. This analysis is set
in the context of the principles of the Islamic faith. Durrani demon-
strates the striking similarities between contemporary venture
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capital and Islamic Finance, a funding alternative that is growing
rapidly throughout the Muslim world. He argues that it is possible to
adapt existing Islamic financing structures to VC, and that practi-
tioners in this new field should be able to apply almost all of the
conventional valuation, structuring and monitoring techniques.

The conclusions and implications of the research programme are pre-
sented in Chapter 10. Taken as a whole, the findings of our research
programme, our analysis of the literature and the experience of other
countries have a number of implications for policy makers, SMEs/
entrepreneurs, VC practitioners, those involved with Islamic finance
and academics. The findings are expected to trigger further interest in
academic research on the Indian VC industry. We also put forward a
series of recommendations for consideration by the authorities in
India; these proposals should have relevance for other developing
countries.
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