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FINANCE

TRENDS IN VENTURE CAPITAL
FINANCING IN DEVELOPING
COUNTRIES

enture capital finance is

intermediated external invest

ment in small and medium-
sized companies that offer the pros-
pect of above average earnings
growth coupled with above average
levels of investment risk. The invest-
ment process consists of raising a
fund, then screening, selecting, struc-
turing and monitoring investments.
Finally, investments must be sold and
the capital repaid to investors.

The experience with venture capital
finance in developing countries is
more limited than in industrial coun-
tries. Nevertheless, there are probably
more than 250 venture capital funds
operating in Eastern Europe and Asia
and as many as 400 operating in de-
veloping countries worldwide. The
relatively short history of most ven-
ture capital investments in develop-
ing countries and the inherent lack
of documentation of private financ-
ing arrangements means that there is
little publishing analysis at even a
basic descriptive level on the scope
of venture capital operations in de-
veloping countries. This paper is an
attempt to fill this gap by reporting
on an empirical analysis of the fi-
nancial instruments and governance
structures that are employed in man-
aging venture capital in developing
countries.

The primary emphasis of the
analytical work is the contracted
relationship between venture capital-
ists and the entrepreneurs in which
they invest. The main questions that
the research reported in this paper

addresses are the following,

i) What are the recent trends in ven-
ture capital financing activity in de-
veloping countries in terms of source
of investment funds by country and
type of investing institutions, the rate
of investment of these funds, the dis-
tribution of investments across in-
dustries, and the distribution of in-
vestments by maturity of the recipi-
ent companies.

if) What patterns are evident in the or-
ganizational form and incentive fea-
tures of the venture capital funds and
how do these vary by industry and
country;

iif) What is the extent of managerial dis-
cretion and what investment policies
are followed;

iv)How are investment portfolios se-
lected and what role do patent or
affiliate companies have in this pro-
cess; and

v) What patterns are evident in
investee company capital structure,
governance arrangements, expected
returns and renegotiations experi-
ence and how do these depend on
exogenous factors such as the
characteristics of the investee com-
pany assets, and the organization,
and incentive features of the venture

capital fund?

The paper is organized as follows.
Section II discusses trends in ven-
ture capital in developing countries. Sec-
tion III presents and analyses the sur-
vey data collected on attributes of ven-
ture funds. Section IV presents and
analyses the survey data collected on
investee companies. Section V' con-
cludes.

The Trends

The discussion in this section is
based on data collected from regional
industry associations and trade pub-
lications. The pool of professionally
managed funds available for invest-
ment in growing small and medium-
sized business ventures in developing
countries multiplied dramatically over
the 1990s. The total stock of ven-
ture capital funds in the two devel-
oping regions for which data are
available — Asia and Central and East
Europe (CEE) - totaled over § 7 bil-
lion at the end of 1995, up from a
little over $ 300 million at the start
of the decade (Charts I and 2).

The outstanding stock of venture
capital in developing Asia stood at
USS$ 6 billion at the end of 1995, a
nineteen-fold increase in real terms
over the level in 1990. It is apparent
that venture investment is highly con-
centrated in larger developing coun-
tries in the region. China alone ac-
counted for almost two-thirds of the
total pool of venture capital funds
in developing Asian countries. A
sizable stock of venture capital was
also outstanding in 1995 in Malay-
sia, India, Vietnam, Indonesia and
Thailand (Table I). When these
amounts are placed in context by
scaling them against the size of the
recipient country economy, however,
and excluding Hong Kong (China),
Singapore and Taiwan (China) as spe-
cial cases, the order of the ranking
changes somewhat. In declining or-
der, the outstanding stock of ven-
ture capital as a percent of 1995 real
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Chart 1. Venture Capital Stock
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GDP ranges from 1.1 per cent in
Malaysia and Vietnam to 1.0 per cent
in China and Sri Lanka, 0.3 per cent
in Indonesia and the Philippines, 0.2
per cent in Thailand, and 0.1 per cent
India.!

Professionally managed venture in-
vestment funds have also proliferated
in the fledging capital markets in
Eastern Europe. The pool of funds
in Central and Eastern Europe raised
for investment in new ventures was
estimated to stand at almost $ 3 bil-
lion at the end of 1995 and by all
accounts has continued to grow rap-
idly since then.? Much of this total
was committed in the years 1994
and 1995 when the prospects for
economic stability in the region

Chart 2. Venture Capital Flows
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improved.

In 1995, three countries — Poland,
Hungary and the Czech Republic — ac-
counted for over two-thirds of the to-
tal stock of venture capital funds in the
region. Poland itself represented 40 per
cent of the regional total. Romania and
the Ukraine each accounted for another
10 per cent followed by Russia with 4
per cent of the total, After these coun-
tries come the smaller Slovenia and Es-
tonia, along with Bulgaria, a larger
economy but one that has been slower
to adopt liberal economic reforms.

Measuring the size of the venture capi-
tal sector as a percentage of GDP, the
top five venture capital countries in the
region are: Hungary at 0.5 per cent of
GDP, Poland, 0.4 percent, Romania,

Slovenia and the Czech Republic, all
with a venture capital pool equal to
0.3 per cent of current GDP. In con-
trast, the venture capital sector is rela-
tively small in the larger economies
of Russia and the Ukraine, at under
0.I per cent of GDP in each case.

Investment Flows

Venture capital markets are more ad-
vanced in the Asian region than they
are in the CEE region and the flows
to the former accounted for the
greater share of total flows to the two
regions combined. In 1992, a sharp
increase in new venture capital flows
to Asia occurred — in part a reflec-
tion of the buoyant investment cli-
mate that then prevailed in the re-
gion. In subsequent years capital con-
tinued to flow into venture funds in
Asia despite the less favourable valu-
ations in the public equity markets
from 1993 onwards. In the CEE
region economic stabilization and the
development of stock markets has
recently contributed to a business
environment that can support ven-
ture capital investment operations in
these countries as well.

New venture capital funds raised in
the whole Asia, including the Asian
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Table 2 - New' Venturé Funds Raised in Asia -
L 1000 1991 1992 1993 1094 1935
. (Constant 1990 US Doliars, Milions) -
China 10 154 5428 6121 7919 8816
nda 486 - 21 283. 103 664 483 |
Indonesia 154 411 00 244 814 256
Malaysia 40 34 582 184 141 1977
Phiippines 00+ 00 81 253 27 %3
Srilanka 18, 00 43 46 144 175
Thaland 3. 151 208 55 100 252
Vietnam T .88 N8 988 019 455
DevAsiaTolal -~ 1140 . 1426 6741 7981 11088 12777
HongKong(Chinaj  8520. 5088 6611 7116 27310 .1,698.1
Japanc - 7962 6696 7059 4729 4498 15410 -
RepofKorea 4002 * 1861 1252 758 1947 7653
Singapore ‘3759 456 - 348 U233 M13 - 9086
‘Tawan(Chine) . 989 408 - 29 508 334 1363
AbAsaTolal . 2446115802 122240 23465 49651 63258 -
Source: The 1996 Guid to Venture Capital in Asia : -

the volume of new funds declined in
1995 after a bumper year in 1994 in
some countries, The $0.9 billion of
new ventur¢ funds raised in China
alone in 1995 marked the fourth year
in a steeply rising investment trend
in that country as investors contin-
ued to take advantage of business op-
portunities related to the large do-
mestic market and significant tax in-
centives favouring equity investment.
Fund raising in the Malaysia venture
capital sector sprang to life in 1995
when almost $ 200 million in new
funds were raised — an annual figure
that exceeds the total new funds
raised in Malaysia over the previous
six years.

The Philippines and Thailand also both
posted sharply higher capital raising in
1995, in the latter case in part because
of the tighter credit conditions bind-
ing on an over-extended corporate sec-
tor.

Fund raising declined in India, In-
donesia and Vietnam in 1998, coun-
tries which, like Hong Kong (China)
also experienced bumper years in
1994, Despite the downturn in these
countries in 1995, the upward trend
in the size of the industry in the de-

veloping Asian region has kept pace
with comparable rapid growth in other
sectors of the emerging capital markets
over the 1990s,

Country Source of Venture Capital
Flows

For the Asian region as a whole, about
64 per cent of the total stock of ven-
ture capital was sourced locally. Among
the developing countries in the region,
the industry in India, Sri Lanka, and
Malaysia is predominantly financed
indigenously while China, Indonesia,
the Philippines, Thailand and Vietnam
rely to a much greater extent on for-
eign sourced funds. In the case of
China, Indonesia and Vietnam, a large

part of this capital comes from out-
side Asia.

Singapore and Hong Kong (China)
occupy unique positions in the region.
Both perform a coordinating function
raising more than two thirds of their
venture funds internationally and in-
vesting up to half this total in other
countries in the region. Hong Kong
(China) is the more internationally in-
tegrated center in venture capital. I
has the greatest share of non-Asian

soutces of venture capital and runs a
net investment position with Singa-
pore, a development which may re-
flect to some extent capital flight out
of the former colony in recent years.
In lesser measure, Taiwan (China) is
also a source of outward venture
capital investment in other countries
in the region.

Institutional Source of Venture
Capital Flows

In Asia corporations are the main in-
vesting institutions in the venture
capital sector while in CEE, govern-
ment and multilateral financial insti-
tutions are the main investors, con-
sistent with the generally larger par-
ticipation by government in eco-
nomic activity in the latter countries.

In contrast to the United States
(US), where venture capital is mainly
provided by institutional investors,
the main source of funds in Asia is
private companies. These comprise
both investment companies and sub-
sidiaries or affiliates of industrial
companies, which together contrib-
ute almost 40 percent of the total
stock of venture capital. After these,
banks contribute about 20 percent
of venture funds, somewhat higher
than the bank share of the private
equity market in the US, while pen-
sion and insurance companies to-
gether account for another 20 per-
cent of the total, lower than the com-
parable share of these institutions in
the US. Banks are the leading inves-
tors in venture capital in Sri Lanka
and Thailand, where they provide, re-
spectively, 70 percent and 39 percent
of total funds, and they ate also im-
portant investors in India, Philippines
and Singapore but not in Hong Kong
(China).

Vietnam stands out as the one coun-
try where both pension funds and
insurance companies are important
investors, together accounting for
almost 60 percent of the Vietnam-
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ese venture market.  In Indonesia,
pension funds are also large investors.
With the notable exception of Ma-
laysia, Korea and Indonesia, where
the state is a significant source of ven-
ture capital, government provision of
venture capital is negligible through-
out developing Asia, accounting for
only § percent of the $38 billion in
total venture funds outstanding in the

region.*

As noted, a large share of venture
capital funds in CEE comes from
government or multilateral financial
institutions. In 1995, the share of
these official investors was highest in
the Czech Republic and somewhat
lower in Poland (Chart 3). Along-
side official investors, corporate in-
vestors were also relatively important
in the Czech Republic. Bank back-
ing of venture investment was most
significant in Hungary where banks
contributed 35 per cent of total capi-
tal, while the Polish venture capital
sector is notable in the region as the
only one with a significant share of
capital contributed by pension funds

and insurance companies.

Investment Rate

Of the $ 38 billion in total venture
funds outstanding in Asia at the end
of 1995, $ 17.8 billion had been in-
vested by the end of 1995.° While

the low investment rate undoubtedly

Chart 3. Institutional Source of Venture Capital in Developing Countries (1995)
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reflects the young vintage of many of
the venture funds in the region, the in-
vestment rate has managed to keep pace
with the level of new capital raising and
actually rose slightly in 1994. Korean
funds are the most mature by this met-
ric, with two-thirds of the total pool
of venture capital invested, ahead of
Japan where the industry is only 45 per
cent invested; Hong Kong (China), 35
per cent; and Singapore, only 30 per
cent invested. By the end of 1995, I6,
122 Asian companies had received ven-
ture capital financing. The average in-
vestment size was $ 1.1 million.®

While the stock of venture capital in
CEE doubled in 1995, a modest rise in
the investment rate from an average of
38 per cent in 1994 to 41 per cent in
1995 also occurred, indicating that sup-
ply and demand for venture capital were
in rough balance in the region.” With
the exception of the Czech Republic
where the investment rate fell from 34

per cent in 1994 to 23 per cent in 1995, .

the rise in the investment rate was uni-
form throughout the region. However,
at the end of 1995 the actual level of
the investment rate differed markedly
across countries, ranging from highs of
84 per cent in Hungary and S1 per cent
in Estonia to lows of II per cent in
Ukraine and 2 per cent in Russia.

Distribution of Investments by
Financing Stage

By financing stage, expansion invest-
ments dominate the venture sector
in both Asia and CEE, but these type
of investments are relatively more
prevalent in Asia where they account
for 42 per cent of the total compared
to only 28 per cent in CEE.® Lower
risk-lower return bridging or (“mez-
zanine”) finance is more prevalent in
Asia, indicative of the more ready ac-
cess to stock markets to exist invest-
ment in that region. Interestingly, the
share of early stage investments is
about 30 per cent of the total in both
regions, but in Europe there is more
seed investment than in Asia. But
there is also more later stage buy-out
finance in the CEE region — an ob-
servation that is consistent with the
ongoing industrial restructuring in
the CEE economies.

While investments are predominantly
made in the expansion and mezza-
nine phases of company growth, the
trend in Asia appears to be mirror-
ing recent developments in the US
back towards a greater share of eatly
stage seed and start-up financing. The
share of seed investment rose mar-
ginally to a little over S per cent, in
1995 but the share of start-up in-
vestments in the total almost doubled
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in 1995 to 18 percent, led by new
business creation in China, and ac-
companied by a continued strong
level of start-up investment in India.
Venture funds in Malaysia, however,
tended to diversify away from start-
ups in 1998, but this category still
stood at a high 36 per cent of the
Malaysian total.

By financing stage, CEE venture in-
vestment is weighted toward expan-
sion financing, but has significant
components of seed, buyout and
turnaround investment (Chart 4).
The Polish sector is oriented more
toward eatlier stages and has less in-
vestment in turnaround situations
than elsewhere in the CEE while the
Hungarian venture capital sector is
oriented more toward later stage in-
vestments with a 15 per cent share
of the total represented by mezza-
nine financing and 33 per cent in
turnaround.

Industry. Distribution of
Investments

In contrast to the marked differences
in the distribution of the aggregate
venture portfolio by financing stage,
the industry distribution of invest-
ments is surprisingly similar in Asia
and CEE. The four leading industry
groups are the same in both regions:
consumer goods, industrial products,
communications and construction.
These four industries combined ac-
count forabout half of all venture in-
vestment in both regions and, more-
over, represent roughly the same pro-
portions, with the exception that the
concentration in consumer and in-
dustrial products is greater in Asia
than in CEE. The only notable dif-
ferences in the industry distributions
between Asia and CEE are: i) a greater
weight on computers and electron-
ics in CEE, ii) more financial sector
investments in Asia, and iii) a greater
share of other service sector invest-
ments in CEE, an industry category
that specifically includes pollution
control and environmental services in
the CEE region statistics.

Chart4. Venture Capital in Developing Countries by Financing Stage {1995)

Polsnd

HRungary .
Caoch Republic
Vistnam

60 G0 0 80 90 10

Percent

Sources:  The 1996 Guide to Venture Capital in Asia, Central and Eastem Europe Directory of
Privata Equity Capital Companies, 1996

In Asia, the industry distribution of
investment continues tobe concentrated
on the industrial products and con-
sumer gbods sector with each represent-
ing around IS per cent of the total fol-
lowed by construction and electronics,
each representing another 10 per cent
of total investment. However, the sec-
tor shares that grew most rapidly in
19935 were infrastructure, communica-
tions, transport and energy, each ris-
ing to around S per cent of the total.

As noted, the distribution of venture
capital activity across industries in the
CEE region is broadly similar to that
in Asia. However, there are striking dif-
ferences across countries. Hungarian
venture investment is concentrated to a
greater extent in consumer goods and
higher technology industries such as
computers, electronics, medical, and
biotechnology and consists of negli-
gible investment in service industries
apart from construction.

In the Czech Republic there is simi-
lar concentration in high technology
industries such as computers, medical,
and biotechnology, but not electron-
ics. Moreover, there is a concentration
in industrial products relative to the
CEE average. In contrast to other coun-
tries in the CEE region, Czech venture
capital is invested in communications

and energy services, with each com-
prising 9 per cent of the total invest-
ments but is relatively underweight
in consumer goods. In Poland, the
industry distribution conforms
closely to the norm — well diversified
overall but with higher concentra-
tions in consumer goods, medium
téchnology industrial products, and
constructive services and lower con-
centrations in financial, energy, com-
munications, transport and other
services.

Venture Capital Fund Structure
and Governance

This section discusses summary sta-
tistics on venture capital fund struc-
ture and governance.” Based on sur-
vey data, the median reporting fund
has a committed capital of $58.4
million and a 10-year life.”® All capi-
tal has been called from investors and
60 per cent has been invested in about
23 investments. For each investment
commitment, the median fund
screens 10 investment prospects, 2 or
3 of which go to a detailed appraisal.
The venture fund manager receives
compensation in the form of man-
agement fees at the rate of 2.5 per
cent per annum and a 20 per cent
carried interest in the capital gain on
the fund's portfolio above some pre-

ferred return paid to investors.

18

Economic Review August/October 1999




FINANCE

Chart 5. Venture Capital in Developing Countries by Sector
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The fund and the management com-
pany are likely to be separate legal
entities to aid transparency and
sharpen management incentives, but
the fund is unlikely to be listed on a
stock exchange. The fund may invest
in more than one country, but this is
the exception rather than the
rule. The fund may target investments
in just a few industrial sectors. Funds
tend to have either an industry focus
or a regional focus but not both..
Where funds are structured as indus-
try funds, they often focus on com-
puter-related technologies. These
funds also tend to have a larger num-
ber of smaller investments in the
portfolio. Moreover, industry fo-
cussed funds tend to make invest-
ments of longer duration using more
financing stages. Funds with a re-
gional focus. however, are larger on
average and tend to take a passive role
in the governance of portfolio in-
vestments. Finally, regional funds
are relatively un-invested compared to
the norm, suggesting they are per-
haps of a younger vintage.

Fund Size

Mezzanine and turnaround funds are
larger than funds which target earlier
stage investment. Funds that have a
regional investment focus (noted
! above) and funds that are limited

partnerships tend to be larger on aver-
age than funds that are not organized
along these lines, while funds managed
by insurance companies are reportedly
larger than independently managed
funds. Furthermore, larger funds also
tend to have stronger deal flow, meas-
ured by a higher ratio of deals of
screened to portfolio investments. One
the other hand, funds that have parent
company involvement in management
tend to be smaller on average, as are
older funds, measured by proportion
of capital called.

Fund Organization and
Managerial Discretion

The fund manager is typically an inde-
pendent venture capital management
firm that is usually structured as a cor-
poration, and less frequently as a lim-
ited partnership.!! The venture capi-
tal management firm itself sometimes
has a divisional and multinational struc-
ture and is sometimes an affiliate, sub-
sidiary or a division of an investment
bank or a commercial banking firm.
While the fund manager usually exer-
cises considerable operational freedom,
this operating latitude is not unlimited,
and there is a reasonable probability
that the fund manager has to share
contro lover decisions on investment
screening, investment policy and li-
quidity management with a parent or

affiliate organization. The parent or
affiliate sometimes enters into cost
sharing arrangements with the ven-
ture capital manager. When a parent
or affiliate is involved in one area of
a fund’s activities, it is likely to par-
ticipate in other functions as well.

Investment Policy

Fund management is usually subject
to an investment policy that is de-
signed to limit investment risks. The
median fund can invest no more than
10 percent of its capital in one com-
pany and no more than 25 percent
of its capital in one industry sector.
Moreover, where a policy exists, the
minimum holding that the fund can
take in an investee company is typi-
cally 10 percent and the maximum
holding is usually 49 percent.

There is evidence that larger regional
funds and mezzanine funds have
tighter policies when it comes to lim-
iting concentrations in individual
companies, a finding consistent with
the maintenance of a passive inves-
tor role in portfolio companies.
Funds managed by insurance com-
panies, pension funds or state sector
institutions also tend to have looser
policy limits on both company and
industry concentrations. Moreover
investment policy appears also to be
responsive to market constraints.
Where low screening rates indicate
that deal flow may constrain a fund’s
activity, looser investment policies
prevail in that both permitted sector
and company concentrations as a
share of the total fund are higher and
the maximum permitted share
holding in an investee company’s
common stock is higher.

Screening of Investments

As noted above, for each investment
held in the portfolio of the median
fund, over 10 investment prospects
are screened and 2 to 3 of these are
appraised in detail. The survey data
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indicate that only S percent of deals
appraised are referrals from parent
or affiliated companies. Almost half
the prospects appraised are approved
for investment and S out of 6 ap-
provals are ultimately invested. The
aggregate statistics on screening, ap-
praisal and investment rates mask
variation in these rates across coun-
tries. Screening rates ate significantly
above average for funds that invest in
Malaysia and Russia. Appraisal rates
are higher than average in Russia and
Vietnam. The ratio of approvals to
investments—a measure of the
droppage rate—was higher in the
Czech Republic, Indonesia and Rus-
sia while the droppage rate was lower

for funds in Sri Lanka and Thailand.

Screening rates are also correlated
with other aspects of fund design.
Screening rates tend to be higher for
funds organized on a joint venture
basis. High management fees are as-
sociated with droppage rates that are
statistically significantly lower. Where
parent companies are involved in the
screening process, screening rates are
significantly higher. Where a parent
company shares a fund’s operating
costs, appraisal rates are higher, but
so are droppage rates while initial
screening rates are not significantly

affected.

Investee Company Structure
and Governance

This section discusses the character-
istics of investee companies and their
relation to fund structure.'? The ap-
proach taken is to treat the param-
eters of the fund structure as pre-
determined so as to inspect how these
factors affect contracting with the
sub-investments. This contracting
problem is solved at the level of ven-
ture portfolio management by appro-
priate choice of investee capital struc-
ture and governance measures em-

ployed by the fund manager.

The median fund investment in the
sample was $0.77 million disbursed
in a single tranche in exchange for an

I1 percent share in common voting
stock of the venture. Investments were
held on average for 4.7 years. Venture
capital managers work 3 hours per week
on the typical investment and hold I
of § seats on the investee company
board. The median ratio of tangible-
to-total assets on the balance sheet of
the venture was 89 percent and the
median market-to-book value multiple
for the investment was 1.2, The investee
company manager typically has 10 years
of job experience and a graduate edu-
cation. It is likely that investment value
will be realized at the end of the hold-
ing period through an initial public
offering on the, stock market.

The venture capital manager most likely
receives quarterly or monthly reports
from the Investee Company. In I out
of 4 investments there is a need to re-
negotiate the terms of the finance to
deal with adverse developments or
unforseen contingencies. In around half
of these cases renegotiation takes the
form of raising the venture capitalist’s
equity share in the venture. In a quar-
ter of these distress events, the venture
capitalists waive claims to dividends or
interests and family, in a quarter of the
cases, the investee company manager is
replaced. The medium realized return
on investment is around 26 percent per
annum while the median expected on
investment is 37 per cent per annum,

Capital Structure

Outside capital structure refers to the
share of each type of financial claim in
the firm’s total long-term capital. The
average level of the debt-to total long
term capital ratio in the sample of com-
panies surveyed is 28 per cent and the
medium common stock to total long-
term capital ratio is 65 per cent. Thus,
overall, the business surveyed are con-
servatively geared. In contrast to the US
industry, where convertible preferred
stock in the developing country sample
accounted for only § per cent of long-
term capital on average while convert-
ible stock averaged less than 2 per cent
of the capital structure.

The inside capital structure is the
proportion of debt and equity held
by the fund and investee company
management, respectively. In the
sample, the median level of equity
held by investee company manage-
ment was 28 per cent and the me-
dian level of outside equity was 11
per cent. Although venture capital
funds in developing countries are usu-
ally investors in private or “inside eq-
uity” they are not exclusively so since
the data indicate that venture funds
hold 6 per cent of investee company
debt, on average, along with their eq-
uity holdings. Inside capital structure
is important because the relationship
between inside and outside capital
structure determines the incentive

properties of debt and equity.

Although the average level of debt-
to-total long-term capital (gearing)
ratio is 28 per cent, there is variation
in the sample across countries, indus-
tries, investment stage and when other
factors are taken into account. The
average gearing ratio was significantly
below 28 per cent in China (13 per
cent) and in Taiwan (China). Gear-
ing was higher on average in the Phil-
ippines (44 per cent) India (45 per
cent) and Korea (53 per cent).

The evidence also shows that the
gearing of investee companies was
significantly different from the aver-
age in some industries. Gearing was
higher than average in the industrial
products industry (38 percent) but
lower than average.in the computer
hardware industry. The ratio of tan-
gible-to-total assets in the industrial
products industry was also signifi-
cantly higher than average, thus it
appears that assets in the indus-
trial products industry are better able
to secure loan finance and this sup-
ports higher gearing of investments
in this industry. This suggests that
differences between industries in le-
verage are related to differences in
the collateral value of assets across
industries.
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In further analysis, the total sample
was grouped by industry and regres-
sions of leverage ratios on ratios of
tangible-to-total assets were run for
each industry sub-sample in an at-
tempt to identify the relationship
between leverage and collateral value
of assets within industries (not re-
ported). In 11 of the 17 industry
regressions, the tangible asset ratio
variable had a positive coefficient, sig-
nificantly so in 2 of these cases, while
for the six industries where the esti-
mated relationship was negative, the
coefficient was small in magnitude
and not significant statistically.

Not surprisingly, gearing was signifi-
cantly higher for investments in funds
in buyout and turn-around situation,
since the later stage of development
of the subject companies implies a
longer track record that would sup-
port more debt finance. Investments
in buyout situations also had higher
collateral values that might explain
the higher leverage of these invest-
ments but regressions of leverage
on both these variables (not re-
ported) suggest that the buyout stage
effect is independent of collateral
value,

Surprisingly, and in contrast to com-
parable results for the US industry
(Gompers, 1995), gearing was higher
for investments in funds that focus
on seed and start up investments,
when, all else equal, these types of
companies would appear to have less
ability to support debt and would be
expected to have lower gearing levels.
We conjecture first that the explana-
tions lies in the concentration of start
up and seed investments in India. In
that country markets for debt instru-
ments such as conditional loans and
debentures are well developed and
there are tax and regulatory disad-
vantages to holding private equity.”

However, further analysis does not
support this conjecture.

In further analysis, the total sample
was grouped by cotintry and the seed

and start-up stage indicator variables
were both regressed on the leverage vari-
able for each country sub-sample (not
reported) in an attempt to isolate the
relationship between eatly stage invest-
ments and high leverage discussed
above. For the seed stage variable, sig-
nificant coefficients were obtained only
in the sub-sample regressions for Thai
and Korean investments. For the start-
up stage variable, the coefficient on le-
verage was marginally significant only
for the Korean sub-sample regression.
This suggests that the results are
peculiar to sample data from these
industries.

Next, the total sample was grouped by
industry and the regression above were
run for each industry sub-sample (not
reported) in an attempt to further iden-
tify the relationship between early stage
investments and high leverage. For the
seed stage variable, significant coeffi-
cients were obtained only in the sub-
sample regressions for the “construc-
tion” and the “other manufacturing”
categories, while for the start-up stage
variable, significant coefficients were ob-
tained only in the sub-sample regres-
sions for the “industrial products” and
the “energy” industry categories. This
suggests that the results are peculiar to
sample data from these industries.

Investee company leverage levels showed
some dependence on pre-determined
characteristics of venture capital fund
structure. Leverage levels were higher for
funds that were either subsidiaries or
divisions of financial institutions or
funds managed by affiliates of finan-
cial institutions. Leverage levels averaged
a low I0 per cent of total long-term
capital for investments made by funds
that have a dual legal structure, inde-
pendent management, or where incen-
tives of investors and the fund manag-
ers are aligned by giving the manager a
share of the carry suggesting that these
funds tend to conform closely to the
model of the US private equity inter-
mediary in respect of investee capital
structure as well as fund design. Investee

company leverage level was also sig-
nificantly positively correlated with
the intensity of screening measured
by the ratio of deals-screened-to-

deals-invested.
Investment Staging

The practlce of staging investment
commitments in more than one
tranche over time occurred in
only 27 per cent of all invest-
ments, a finding that may reflect the
heterogeneity of venture capital fi-
nance in developing countries com-
pared to industrial countries where
staging of investments is more preva-
lent. The number of stages or financ-
ing rounds reported for investments
ranged from I to 8 and averaged 1.4
rounds. There is evidence that the
number of stages was significantly
higher for investments by funds that
target start-up companies and seed
investments, though in the latter case,
the result was not significant
satistically. By country, staging of in-
vestments was most prevalent in In-
dia where investments were focussed
on the seed and start-up phases. By
industry, staging investment commit-
ments was most prevalent in the com-
munications industry where the av-
erage number of financing rounds
was 2,consistent with the greater
uncertainity attaching to relatively
higher technology investments in
communications.

Stagmg of investments was uncom-
mon in investments by funds with a
dual legal structure, independent
management, or where incentives of
investors and the fund manager are
aligned by giving the manager a share
of the carry."* Staging was used more
by funds that reported parent in-
volvement and by funds that had

longer lives.

Monitoring of Investments

Survey data were collected on a range
of measures of monitoring activities.
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These were: i) hours worked by the
fund manager per week per investee
company, ii) board representation,
and 1ii) measures of information flow
in the frequency of financial reports.
The manager must monitor perform-
ance in many areas and multiple
monitoring and contro] instruments
may be used with this objective in
mind. Assuming that fund financial
performance is readily verifiable, lead-
ing investee performance variables
that the manager must watch are: 1)
tendencies to shirk on effort, ii) as-
set substitution, and iii) consump-

tion of perks.
The data suggested that hours

worked on monitoring were signifi-
cantly lower in Korea and higher in
Poland. Korean managers worked
only 2 hours per week per investment
on average while Polish venture fund
managers were reported to work 24
hours per week per investment’
Monitoring hours worked were
higher on funds with an industry fo-
cus and lower on funds with: a re-
gional investment mandate, a dual
structure, or independent manage-
ment. Interestingly, since bank affili-
ated funds tend to rely less upon per-
formance incentives to motivate
managerial effort, monitoring hours
worked were not significantly lower

for bank affiliated funds compared
to funds with other affiliations.

Venture fund representation on the
board averaged 20 percent overall. '
By investment stage, board represen-
tation was lower for mezzanine and
buyout stage investments, but also for
seed investments. The negative sign
on board representation in probit re-
gressions for the seed stage indicator
is unexpected since younger busi-
nesses would be expected to require
more external oversight. A possible
explanation for this result is that
board representation and frequent re-
porting are substitute monitoring
techniques and reporting levels for
seed investments are high, reducing
the need for board representation.
However board representation and
reporting frequency are positively

correlated in the sample data so there
is no support for this hypothesis. More-
over, the result persists in regressions
that control for investment policy,
screening rates and leverage — three vari-
ables correlated with the seed stage in-
dicator variable — a finding that argues
against the relationship between seed
stage and board representation being
merely a spurious correlation.

In further analysis, the total sample was
grouped by industry and the seed stage
indicator variable was regressed on
the board representation indicator vari-
able and leverage for each industry sub-
sample in an attempt to isolate the re-
lationship between seed stage invest-
ments and low board representation
discussed above."”  Significant coeffi-
cients were obtained only in the sub-
sample regressions for the
“agribusiness” and “construction” cat-
egories, suggesting that the results are
peculiar to sample data from these in-
dustries, Next, this analysis was repeated
for country sub-samples. The results
here show that when controlling for
leverage, a significant association be-
tween seed stage investments and low
board representation is found for the
data from several countries: China,

Indonesia, India and Thailand.

Financial or operating reports are pro-
vided on a quarterly basts by 43 per-
cent of all investee companies, on a
monthly basis by 32 percent, semi-an-
nually by 18 percent, and only annu-
ally by 6 percent of sampled invest-
ments. The frequency of reports shows
evidence of some statistical dependency
across regions and industries and on
fund characteristics. Reporting fre-
quency is higher in Sri Lanka, but lower
in Korea and Taiwan (China). Report-
ing is also of a higher frequency in Po-
land. Reporting is of a lower frequency
on investments in computer software,
computer hardware, and electronics.”®
Reporting frequency is higher for the
intensity of screening and is higher for
investments by funds that have some
parent management involvement. Fi-
nally, reporting by investees is lower fre-
quency where fund management has in
investment bank affiliation.

Expected Returns

Excluding 3 influential observations,
the median realized return on invest-
ment in the sample was 26 per-
cent per annum while the median
expected return on investment is 37
percent per annum. Confirmed data
on realized returns were only re-
ported for 29 individual investments
while the reporting sample for ex-
pected returns was 274 observations.
Thus discussion will be limited to an

analysis of the expected returns data.
19

The mean level of expected returns
in the sample was 39 percent. Re-
ported expected returns in Hungary
and Poland were, respectively, S0 and
53 percent but only the latter was
statistically different from overall
sample return. Expected returns on
investments in the computer hard-
ware industry were estimated to be
higher than average at 56 percent.
Sample expected returns varied by in-
vestment stage. Expected returns on
investments in funds targeting start-
up and expansion companies were
lower than average at 31 percent and
28 percent respectively.

Expected returns on funds that gave
the manager a share of the carry were
some 14 percent higher than average
at 53 percent while returns on in-
vestments that investors intended to
exit from by merger were some 14
percent lower than average at 25 per-
cent.?® Moreover, expected returns
on large funds were higher than av-
erage, when measured by either the
dollar size of the fund or the num-
ber of investments. However, ex-
pected returns were lower the larger
the size of the venture funds invest-
ment in the investee company.?!
Funds with an industry focus also
offered higher expected returns. Ex-
pected returns were decreasing in the
years job experience possessed by the
investee manager, and finally, expected
returns were lower where it had
been necessary to renegotiate the fi-
nance contract.
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Renegotiation Experience

Renegotiation of the financing con-
tract occurred in 25 percent of in-
vestments reported in the-survey.
Probability of renegotiation was es-
timated to be increasing in: I) size of
venture fund share in the investment;
if) number of investment stages, and
iit) duration of the investment. After
controlling for these factors in probit
regressions (not reported), probabil-
ity of renegotiation was also increas-
ing in iv) the intensity of fund man-
ager performance incentives; v) funds
where the parent screens deals or
shared operating costs; vi) the invest-
ment value was expected to be real-
ized via merger or rather than IPO.
Furthermore, renegotiation of invest-
ments was associated with more time
spent monitoting the investment by
the venture capitalist.

On the other hand, after controlling
for size, number of investment stages
and duration, probability of renego-
tiation was estimated to be lower for
investments by large funds and to the
extent that collateral value of invest-
ment assets was high.# Finally, prob-
ability of renegotiation was higher
for investments in Philippines but
lower for investments in India.

Conclusion

It is apparent that venture capital fi-
nance has a longer history in the
Asian region than in CEE but in both
regions, volumes of new venture fi-
nancing have followed a steeply ris-
ing trend in recent years. As $ 6 bil-
lion, the stock of venture capital
outstanding in developing countries
in Asia is more than double that in
the CEE region. Moreover, the dis-
tribution of investments is weighted
toward start-up and turnaround
finance in the CEE while expansion
and mezzanine financing dominate
in the developing countries in Asia.
Despite these differences, the indus-
try distribution of venture capital is
similar in both regions.

Overall, the empirical survey identified
patterns in the organization of venture
funds. Funds may have an industry fo-
cus or may invest throughout a geo-
graphic region. Industry funds tend to
make Jarge number of small investments
and investments of longer duration
while regional funds are larger on aver-
age, take a passive role in portfolio
management, and tend to be of a
younger vintage.

Funds differ according to size. Large
funds have stronger deal flow, while
small funds have more parent company
involvemnent in management. Funds also
differ according to investment policies.
Larger regional funds and mezzanine
funds have tighter exposure policies
consistent with the maintenance of a
passive investor role in portfolio com-
panies. Funds managed by insurance
companies, pension funds or state
sector institutions have looser policy
limits on both company and indus-
try concentrations.

Furthermore, investment screening rates
are correlated with fund characterisitics.
High management fees are associated
with droppage rates that are statistically
signifcantly lower.Where parent com-
panies are involved in the screening pro-
cess, screening rates are higher, but
where a parent shares a fund’s operat-
ing costs, appraisal rates are higher but
so are droppage rates.

The analysis revealed that investee com-
pany capital structure and governance
arrangements used in venture capital
in developing countries depend on
characteristics of investee company as-
sets in ways that they typically do in
standard corporate finance practice
elsewhere. There do not appear to be
any inherent differences in venture capi-
tal in developing countries that would
make corporate finance norms gener-

ally inapplicable.

Use of leverage depends on external
factors such as the country and indus-
try in which a venture is located and
on design characteristics of the venture

fund that provides the financing.
Gearing was higher on average for
ventures in the Philippines, India,and
Korea,and lower on average in China
and Taiwan (China). Gearing was also
higher in the industrial products in-
dustry where it is likely that assets
have higher collateral value but lower
for compantes in the riskier computer
hardware industry. After controlling
for collateral value of assets, geating
was higher for investments in buyout
and turn-around situations, perhaps
because companies in these situations
have a longer track record that sup-
port more debt finance. Leverage was
also higher for seed and start-up in-
vestments, a result that is difficult to
explain but that we attributed to the
sample data on Thai and Korean
investments.Leverage levels were
higher in funds that were either sub-
sidiaries, divisions or affiliates of fi-
nancial institutions but lower for in-
vestments by funds that conform
closely to the model of the US pri-
vate equity limited partnership in re-
spect of control arrangements.

The practice of staging investment
commitments tn more than one
tranche over time was less prevalent
in developing countries than is the
case in the venture capital sector in
industrial countries. However, despite
this difference, the number of stages
was higher for investments in start-
up companies — something that is
also true for the venture capital in-
dustry in industrial countries. By
industry, staging commitments was
most prevalent in the communica-
tions industry, consistent with rela-
tively greater uncertainity attaching
to investments in this industry. Stag-
ing was used more by funds with ac-
tive parents and by funds that had
longer lives. The latter suggests that,
despite its other incentive design ad-
vantages, a possible drawback of
structuring a fund with a finite life is
that it may inhibit the use of staging
to control agency risks in the port-
folio of investee companies.
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The paper reported on three mea-
sures of monitoring activities: I)
hours worked by the fund manager
per week per investee company, ii)
board representation, and iii) mea-
sures of information flow in the fre-
quency of financial reports. The key
. findings here were that: monitoring
hours worked was higher on funds
with an industry focus and lower on
funds with: a regional investment
mandate, a dual structure, or inde-
pendent management. Taken to-
gether, these results indicate that ac-
tive monitoring by fund managers
occur in industry funds where fund
managers can be expected to have
superior market knowledge and there
is more potential for monitoring to

add value.

Furthermore, the survey showed that
board representation was lower for
mezzanine and buyout stage invest-
ments as is the case in industrial
countries, but it was also lower for
investments in the seed stage. The lat-
ter result is difficult to explain. Fur-
ther analysis attributed the result to
investment data from the agribusiness
and construction industry and from
investments in China, Indonesia, In-
dia and Thailand. We conjecture that
reluctance on the part of entrepre-
neurs to share control over early stage
investments in these industries and
countries as a possible explanation

for this finding.

Reporting frequency is higher the
higher the intensity of screening and
is higher for investments by funds
that have some parent management
involvement. Reporting frequency
was found to be lower where fund
management have an investment bank
affiliation, a result that may arise from
the greater use of performance in-

centives by bank affiliated funds.

The paper also considered how ex-
pected returns on individual venture
investments are related to exogenous
factors such as the country and in-
dustry of the investment and the
design features of the venture capital
fund. Reported expected returns
in Poland were higher than average.

Expected returns on investments in the
computer hardware industry were
higher than average while expected re-
turns in start-up and expansion com-
panies were lower than average. Ex-
pected returns on funds that gave the
manager a share of the carry were
higher than average and expected re-
turns on investments that targeted an
exit by merger were lower than average,
substantiating conventional wisdom
about two necessary conditions for suc-
cessful venture fund investments. Ex-
pected returns on large funds were
higher than average perhaps because of

berter diversification possible with [arger
funds.

Furthermore, analysis of investment
renegotiation data revealed that rene-
gotiation was more likely where: the
investment value was expected to be
realized via merger rather than IPO;
fund managers had high petformance
incentives, and a parent company was
involved in management. On the other
hand, renegotiation was less likely for
investments by large funds and to the
extent that collateral value of invest-
ment assets was high. Finally, renego-
tiation of investments was associated
with more time spent monitoring the
investment by the venture capitalist.

Courtesy: International Finance Cor-

poration (IFC).
(Discussion Paper 36)

Footnotes

1 While these shares appear small, it is important to take
account of both lbmbpmnhlg'dnm@ invest-
ments they represent and the J‘? invest-
ments bave for mobilizing nml external debt financ-
ing.

2 Estimates are compiled from funds neporting to the Evro-
pean Venture Capital Association, and include the $ 906
mm Romanian Moldova II and Transylvania 111
privatization related funds.
These may be both national and foreign investors
The significant state irvolvement in the venture capital in-
dustry in India is not evident in the figures since the corpo-
ration total may inchude government corporations. How-
ever, government activity is more evident in the orientation
of venture investment toward the bigh technology and stant-
up sectors that bave beem 4 target of government policy.

Inchuding the Asian Tigers and Japan

The Guide to Verswre Capital in Asia, 1996, p.6

Caleulations excude the large $906 Romanian Moldova

IT end Transyhuania ITT privatication funds raisedin 1995,

These are reported by the European Venture Capital Asso-

ciation, but their aim is to finance privatization of state-

owned industry rather than investment in small and me-
dium scale enterprises.

-« W

~N

8" The definitions for the different financing stages in ven-
wre capital are as follows: I) seed — finance for the
initial R & D to develop a new prototype; ii)
start-up-finance for product drvelopment jmm proto-
type to initial production; iif) atpmmn — working
capital finance 1o increase production and sales; iv)
nmmm—ﬁmw'opnpmammppyﬁrkmg
v) buy-out/ by-in — finance to match management teams
with companies; vi) turn-around — finance to restruc-
ture an unprofitable but

9 P it el o O
ife. org/DEPTS/OPS/ECON/
ECONHOMHTM)

10 While the median fund size was § 58,4 million, the
mean fund sige was § 128 million with & standard
deviation of § 176 million. Thus the distribution of
fund size is somewbat right shewed and shows consider-
able evoss-sectional variation. Both effects are due to the
inclusion of a small number of large sized funds in the

k.

11 mmnlsumrlcdmmmrmtbe US venture capi-
ta) sector where the limited parinership is the Lading

organizational form.

12 Dulalnbkunmdabbﬁmlfﬁwbnu(bl //
ifc. ug/DEPTS/OPS/ECON/
ECONHOM.HIM)

13 See Ramesh & 1995), p. 128. An additional
consideration u(l;:ﬂﬂwgk ga)mfg was bigher for start
up mmpnnm at approximately 1:1 for debt:equity com-
pared 1o 1:2 for the overall average, nelther of
these ratios should be aomuiml 10 be “bigh” in general

terms where debt: ratios below
mmﬁm 10 be “ow” R

14 L is diffioult to rationalize this resubt, Ve conjecture
that it may be a peculiarity of the data sample analyzed
bere arising from the sub-sample of observations on
Taiwan (China) investments which share these
characterisitics and which are all structured as single
tranche investments.

15 There ane several explanations for the lght monitoring
of Korean investments. The roason may be: 1) the rela-
tive maturity of the venture capital sector in this coun-
try, &) the large government role in the sestor, or iif)
portfolio mmmm This latter consideration alw ex-

plains the relatively greater incidence of debit finance in
Korean venture upnd.
16 Boardre was lowr for investments in Thai-~

Land (12 percent), Pbllzppma (10p¢mm) and Indo-
niesia (8 peroent) and was bigher in China g& per-
ant) and Poland (40 pereent). By mdu.my,

evidence is that board representation was lower

industrial products and communications mJumy, bm
was bigher for construction companies. Board represen-
tation was also lower on imvestments that expect to exit
via IPO (12 percent) and bigher on thase that expert to
exit via merger (28 pereent,

17 These regressions control for ;:piul structure (leverage) -

1o account for the negative correlation betwern leverage
and board representation implied when lrverge reduces
the share of outside equality and associated control rights.
Results not reported.

18 Thisisa n.:frhmuyh indistinguishable bere from
low reporting in Taiwan, China since most of the in-
vestments in thess industries in the sample oconr in that
couniry.

19 Note that s denis were 1ed 1o repors
both nqmdna?l ':Z'"al remrns 0':!’:: lnmmmml-
by-investment basis. Thus the expected return data was
reported in the survey returns visther than calewlated

bem.

them.,
20 ﬁol'h:cmﬁndipgsmmbmlhmmbﬁmon
fund structure made in Barger et.al 1996
21 Tken together these results suggest that in the sample,
expected returns would be also be bigh on large funds
that made a larger number of small investments but this
is not tested.

22 The latter coefficient was significant at the 20% level
only.
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