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PREFACE

The Indian financial system has undergone revolutionary changes in
the recent past. The increasing complexity of financing business has drawn
many managers into a web of financial services jargon. Since the early
seventies, there has been an explosive growth of financial innovations in
India. New methods of financing such as Merchant Banking, Leasing,
Venture Capital, Factoring, Mutual funds, etc., have emerged as alternative
sources of finance. New financial instruments such as Commercial Paper,
Zero Interest Bonds, Deep Discount Bonds, Secured Premium Notes, etc.,
have also gained prominence in the financial market.

The financial services industry assumes strategic perspective in the
increasingly turbulent and uncertain business environment in the era of
liberalisation.

Considerable deregulation of financial markets has taken place in India
favouring unbridled growth of financial services companies. Reforms
undertaken have increased competitiveness within the financial sector by
means of freeing interest rates, allowing new financial institutions and
instruments and lifting controls on the entry of new domestic and foreign
banks. As a consequence, the scope and activities of banks and non-
banking finance companies have expanded rapidly due to liberalisation
drive, more particularly since 1991. The non-banking finance companies
have been competing and complementing the services of commercial banks.
It has been observed that the growth of non-banking finance companies is
more pronounced than banking companies.

Though the financial services industry faced teething troubles the
increasing and diverse needs of growing corporate industry encouraged
and sustained the steady growth of financial services market. The
development of financial services market has also led to globalisation of
financial services. 1nc Uhanges that have come about because of
deregulation and opening up o! Indian economy to the world coupled with
Information Technology resulted in severe competition in the financial
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B o . V. S$ridhara Murthy 207 associated with the ascendancy of the primary and secondary
! sectors in their GDP. This clearlv suggests thatif Indiahas to liftits
growth rate of GDP beyond 6%6 and join the As an Tigers” Club,
¢ which hashad a continuous growth of GDPintherange of 10-15%,
v ithasto develop strategies which place a fornudable emphasis onthe
: expansion of its financial services indu<try.
; - This paper pomnt outto ome specific features of the financial

services industry, lists a few essential infrastructural conditions to be
made avalable by the Indian economy conducive forits rapid growti:

T e e e Sl TR T BASTASA



11

VENTURE CAPITAL FUNDS - FINANCIAL
SECTOR IN INDIA

M.Sehvam

o The coneept f*ventire capital”1s an old one abroad, butin India
i1 18 rclapvc]y young. Ventwe capital industry received ofiicial
recogniiononiy in 1988, There1s no specific definition of the term
venture capital. However, itis nothing but risk capital as the word
‘\"enun'c also means ' ‘to expose tohazard”’. The venture capitalist
15 sharing the nisk of the business as well as the rewerd He is nol.u
m e financier, he is an active promoter of such ventur. He takes
part as a big brother from the very inception of the 1dea, and
withdraws only when the project is fully on its legs. T"lmeréf()l'c.
v-snt_ur.e capital fundsisact . e managementinvol 'emer;t and ﬁnanciné
participation t. il the project reaches maturity stage. )

A Y% emure ¢ talisaboutnskmoney. The promoters of business/
industnes, {ina it very difficulttoraise capitalto start industiries. To
help them, various financial institutions were established in India
over th_e years. These institutions provide financ:al assistance as per
the policies of the state and ¢ 1tral Government from time to time.
I—.Iowe\'c’_:r, these financialinstitutions have beenunwilling to provide
risk capital, particularly during injtial stage due to van'oTJs reasons.
Therefore, the capital needs of promoters were not fulfilled.
'OnA the other hand, new entrepreneurs were unable 10 raise
equity in the capital market even tc the extent of promoter’s share;
theref.>re, new entrepreneurs were the sufferers. )
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In ordertosotv. these problems, some Indian financial institutions
c=me out with many novel schemes like seed capital schemes, nisk
capital foundationete. Inthis background, venture capital Industries
were started in India

Inthe foreign coun ies, especially inthe USA), venture capital
movement originated sumewhere during the fifues The expenence
andperfo manceofventure capits mits gave sufficientconfidence
to the Indian capitalists regarding 1is potentiahities. ltis true thatin
olden days, Indian banking scctor whether development or
commercial) and financial institutions were extending financial
assistance based on many factors like safety, secunty. Lhiguidity,
profitability ete.. Underventure capital systems, financal assistance
was extended on the basis of mere pmcniiulﬂy of the project.

The need for creating the right environment for the venture
capitalindustry was also feltby Indian policy-makers. The “*venture
capital guidelines™ were formulated by the Governmentof India 1

1988 Institutions approved under the guidelnes were Venture
Capital Compuanies (VCCs) andthey were eligible fortax concessions/
benefits. The guidehnes supule thatventure capital firms should
mainly supportenterprises whici fulfilthe following parameters

i Size : Total investment should not exceed Rs. 10 crores

i. Technology : New. iclatively technology being taken from

the lottothe commercial stages or whichincorpor:* zssome
sigrnficantimprovementover the existing ones in India; and
fi. Promoters entrepreneurs relauvelynew, pro: zssionally or
technicallv qualified promoters with madequate resources or
backing 1 finance the project. '
Investmentin enterprises en; :gedintrading, broking, mvestm il
or financial services, age icy ot Jiaison work shallnotbe permiticd.
Further, investment in assisted units for their expansion Of
strengthening, or investment for the revival or sick units, wouid be
permitted aspartof venture capital activity, and the above parameters
will notapply.
Ventu re Capital Companies (VCCs)
A~ cited earlier, venture capital scheme was fo
1988. Security Exchance Board of India (SEBI)1spres umedtot
/- contre ] this segment of financial services,

nulated

the authority toregulat

«
T
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ithas the power over all Indian public sector financial institutions.
Commercial banks are eligible to start venture capital funds. Joint
veniure between non-institutional promoters are permitted, provided
the equity holding of such promoters does not exceed 20 percent
Theventure capital com. ames should atleast have 60 percent of its
funds in venturc proposuis. Balance may be invested any new
1ssue of equity. debentures, bonds or other securities.
Functionsof Venture Capital Companies
Let us see briefly how VCCs function in practice. Once a
projeet m the bud approach a VCC for financial support. VCC
reviesvs the prospects of the promisimg project carcfully o assess the
factors which may contribute to the successtul career of the project
VCC hastoassessthe management of the company. then look atits
marketpotential and finally atthe productor seit ice beng offered
After acareful review of the management structure of 1he business
and having considered carefully the factors, the VCC decides 1o
recommendanongomginvolvementin the project. VC C. most ofien.
engages ateam ol analysts to submit areport afier scrutinizing of the
project Oncearepo chasbeen given favourably, VCC. now, hasto
arrange for the necessary finance The funds involven nt may
range between 20 percent and 40 percent
The future role of VCC is 10 monitor the performance of the
business agamst the original business plar, nd1o assist contmuously
in updating and developing the business zrowth strategy. Finally
oncethe project comesto an offing, VCC hquidatesits holdings and
encashes the capital gains.
Characteristics
Theimportant characteristics of venture « :pital finance in India
are grven below :

1. Venture capitalists, through participation in management,
have an active and effective association with the assisted
units.

2. They are ready for potential equity participation in assisted
comparnes.

3. Therr effective association and participation with a unit
provides significant return out of their investment.
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4. They also seek investmentopportunities in potentially large
markets in which major companies are unable to compete

successiully.

- Purpose of Venture Finance N
1 1 1 211 Q e hee - a E
Indian venture capital institutons have been providing financia

assistance for the following major purposes:
1. encouraging commercialapphicatonofinds genously developed
technology.
2 ad-ﬁ~m:11;;in1}m11cd1cchnn]ngytowidcrdmncsncapphcminnx
elc
assisuna for modific. nonof aprocess/products whichhave

‘)

been imported so as tomake 1t suitable for Indian operating
conditons and
4 assisting oncostof studies, survey <, seed marketing, market
promouo:. prog! .. mimes. etc.
Typesofventurecapitalinvestment » »
" Thereare alar: - number of . ututions ready to provide venture
capital. They specialise 1n different sorts of investments; among
those the iraportant are summarised below.
a. Seed Capital : Under this, few in.\‘limli(ms finance the
production of sample products and 1itinvolves high nisk

i..Startupcapital : Inthisrishisreduced relauvely. Atthisstage
there will be a product and basic busi: zss structure mexisience.

c. Early stage investment : More institutions are attracted as
applicants have established theirtrading record; therefore, there1s
abase for investnent

d.} ater stage investment : It also attracts a?arge number of
i estors. There is more scope for profit; hence, riskis reduced to
a great extent at this stage.

4 -e capitalin: .utions )

\ em.:]skf;?}:\' Indiais concemed, practice ofvenlure capital hnvanc’c
isnew. The prominentinstit utions/companies wWhi ;h are p.ro? 1dm'»:’
m are in public-sector,

venture capital are given! zJow; most of the : ’
ming into the mark:t

but in recent years private sectors are also ¢
rapidhy
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1. Technology Development and Informati»n Company of India
(TDICI) - promoted by ICICI, Bangalore.

: Risk Capital and Technology Finance Corporation (RETC)
promoted by IFCI, New Delhi.

. Venture Capital Division of IDBI, Bombay.

4. Smalllndustries Development Bank of India (SIDBT) Venture
Capital Fund Scheme.

3. Gujarat Venture Finance Limited (GVFL), Ahmedabad

)

2

6 Andhra Pradesh Industrial Development Corporation
(APIDC) Hyderabad.

SBI1Capital Market Limited.

o5

CanBank Venture Capital Fu. J, Bangalore

@ India Investment Fund Division (Grindlays Bank), New
Delhu.

10. Iid}'gstructurc leasing & Financial Service IL&FS) Venture

Capital Corporation, Bombay.

Credit Capital Venture Fund Limited (CCVF), New Delhu.

- Twentieth Century Venture I unds

[P
¥ e

bt
')

‘< e 5 2
- M/s Indus Venture Capital Fur . Bombay.

,».
j 8

- Lloyds Finance-Venture Capital Division
- Credn Ca_p?ta] Venture Capital Funds (India) Lid., Promoted
by International Fi11ance Corj . ration (IFC), Washington.

—
h

NesdtoRevise Guil lines of Venture Capital Finance

- Indian Government had issued guidelines i+ 1988 for the first
tme; they arenow found inpractice to be extrer, clyrestricive and
madmuate. Therefore, 1tis essential toissue revised guidelines with
co:m.dcr_able flexibility in operation for the smootl: and effective
functioning of venture capital industries in changing conditions; the
aspectstobe considered while revising them are summarised bel'ow.

>
Redefine the term new technology

5 . e .
Increase of tax concession: limitintroduction of new tax
concessions.

Red‘u ctionoftax rate on capital gains through venture capital
business. '

¢
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*  Poyvision for documentary evidence/certificate from apex
vinture capital industry to claim tax and other benefits.

*  Ewablishment of separate apex venture capital institution
wrh sufficient powers to moniior the functioming of various
vinture capital industry in the country effectively. -

*  I-gentinvestment assistance limitof 10 crores to units must

:nhanced.

*  (-mpulsion toissue audited annual report by public venture

e

cimtalmstitutions
The Futus of Venture Capital Finance
As ¢ ussed carlier. the promoters of new compames. have
recentt soed difficulties in raising capital from stock markets for
projects. This makes the role of venture capital morce
-an bafore. As on today. around 13-15 venture capital
are in the arena providing venture capital to promoters
Consie= rig the requirements and potentialitic - for venture capital
:nd activities arc quite inadeguate. In USAandU. K there

their 11
relevan

compat::-

number.
4120venture capital firms respectively. Henee, VC Csin

are 600 ¢«
resource for which venture

India t row interms of size as

investi:=1 musi be made more attactive: this cun be done by
makin: CC more profitable. Further, the Government should
provid: e necessary legal and finanaal framework for the

develor: ent of suitable organisational and financial structure.

In - ier to realise the full potential of venture capitalin India. 1t
is neces ry to widen its scope beyond new technology based. The
. and experience of International companies must be taken

approac
into ace: mnt. Accordingly suitable changes mustbe made here All
investr —tinunlisted compan: sincluding service sectorshouldbe

regard: ..:s appropnate ventureiny stment. Specific fiscal ncentives
should: - given fornew technology based firms ratherthan restrict
ventur: .apital activity 10 @ narrow segme:.i.

Els=vhere, especially mthe USA, recently inthe U.K. and other
countn= aswell, the limited partnership formhas provedvery useful
In Proy . ing tax transparency to venture capital firms. The other
alteriz . 1s to make the venture funds at par with funds in tax
matter “he Government has to consider suitable fiscalincentives

for ven re funds.
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o iltlli?:gla;]:}ele(;: ;’s \;)ery -little scope for altemat?vc methods for
Ay ut i the Westem countries laws permit
o exibilityin deal structurning. Therefore. the Government
po xcxs‘s regarding the venture capital industry are very important
;Il’he:e firc all some of the areas where a positive cont -;)ution from
inl i]:(ifglor:se;gcjs‘eis;mial for the future growth of venture capital
o \:;Ic t é])cr'fornlance ofthe venture capitalists the
e anc,i qnio. cto ‘ca‘r?cll?dc thattheIndian VCCs have indeed
g SHong potenual i the years ahead

(\;gk({t’m of Risk Capital Technology Finance Corporation Limitec
R(-‘_I}("cr:::'elsi;}zx12'8911lexnex. p,resen:fzy, arcbemgofferedbvID BRI,
o rénis;el.,,ddl)]tsl Aand Technolqu Finance Corporation
ijsmmé ]'-n:]an ;9;;; er the Companies Act. 1956, came nto
Capm;oumi e ccns:’?uem upon reconstriction of Risk
i amm(kCF).R: Fhasbeensponsored: IFClin 1975
RC]:S;;ZI;,aS a socx-e.t}:' under "he sociepicx Registranon Act 1960
B een pm\fdmg only nisk capital a<sistance but after its
de;,;‘]]];;illﬁl]‘..&:}i{kt T(;, an_ewsc'heme of te- 'mology finance and
ey Vi2S in ro‘ uced. RCTChasbeen appointed to take up
agemer: of the scheme known as * Venture Capital Scheme

A (VECAS-)

ThiSchaneAbroadl)’ covers the following spheres
Providing of s ubstantially innovative technolor ies products
p@cesses, markets and services including thi; se;u'ng up o%
protand demonss; ationscaleplants, manufacture of: ro;om ’
and theirevaiuation. ' o

- . .
Technological upgradation throughin-house R&Dr¢ oenised
resegrch laboratories, universities and centres ¢ hicher
learming. o

mpmercmhsahon of ¢omestic technologies including steps
entailing customer acceptance.
* Sets . .
: etng up lq-house Ré&Dactivit including augmentation of’
acilities of in-house R & D centres.

*  New les
wer technfvlogles for energy conservation and control of
environmental . ollution. |

7
-

; €
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* Meeting thé,expenditure of national and international
consultants and institutions for substantial product, process
and chmo]og_}l improvement and innovation; and

* Sponsored commercial R&D programmes.

RCTC extends financial assistance tosmall and medium, private
and public imited, joint sector companies etc,, The nature of
assisiance 1s decided on case 10 case basis and could be a
combination ofequitly and debts, subjecttoahimitof Rs. 2 crores
each project.

Operation of RCTC from 1988-89 to 1994-95

Table-1 showsthe financial assistance sanctioned and disbursed
byRCTCfrom1989-90101993-94. Assistance sanctionedtovarions
schemes by RCTC has not been steadily mcreasing every vear
Sinularlyn the case of amount disbursed to various schemes also.
thepe has beenno constant growth. The fluctuationin the growth rate
clearly shows the hesitation and financial atitude of capitahstin
venture capital investment, they should be encouraged for hugher
mvestment in venture busimess.

Table-1:Assi tanceSanct.oned and Disbursed by RCTC
. (Rs. mcrores)

Growthrate Disbursement Groywith rare

Yecn- Sanctions

1988-89 5% 54.1 4.6 314
1989-90 6.1 7.0 5.1 10.9
199)-91 109 78.7 3 43.1
199192 9.7 -11.0 8.4 15.1
1992-93 11.1 14.4 10.1 20.2
1993-94 74" 333 9.1 -9.9

Suurqen 2 Com;;u{ed.fram FRepart on Development Banking in Irdia, IDB I 1953-1994%
Scheme-wise assistance sanctionedby RCTC from 1989-901to
1 993..-94 istevealedinT. ble-I1. RCTC provides financial assistance
to three major heads like nisk capital schemes, technology” finance
scheme and venture apital unit scheme-II1. In the total assistance
in all the years, there has been steady growth reg: fing venture
capital scheme-IIl except in 1993-94 During which there vvas a

decrease by 1.4 crores.



