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THE SCOPE OF VENTURE CAPITAL IN INDIA

INTRODUCTION TO VENTURE CAPITAL
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Venture Capital is money provided by professionals who invest and manage young rapidly

growing companies that have the potential to develop into significant economic contributors.

According to SEBI regulations, venture capital fund means a fund established in the form of a

company or trust, which raises money through loans, donations, issue of securities or units and

makes or proposes, to make investments in accordance with these regulations. The funds so

collected are available for investment in potentially highly profitable enterprises at a high risk

of loss.

VENTURE CAPITAL IN INDIA 

Venture capital  was introduced in India in

mid  eighties  by  All  India  Financial

Institutions  with  the  inauguration  of  Risk

Capital  Foundation  (RCF)  sponsored  by

IFCI  with  a  view  to  encourage  the  technologists  and  the  professional  to  promote  new

industries. Consequently the government of India promoted the venture capital during 1986-87

by creating a venture capital  fund in the context  of structural  development and growth of

small-scale business enterprises.  Since then several  venture capital  firms/funds (VCFs) are

incorporated by Financial Institutions (FIs), Public Sector Banks (PSBs), and Private Banks

and Private Financial companies.

 The Indian Venture Capital Industry (IVCI) is just about a decade old industry as compared to

that in Europe and US. In this short span it has nurtured close to one thousand ventures, mostly

in SME segment  and has  supported building technocrat/professionals  all  through.  The VC

industry,  through its  investment  in  high growth companies  as  well  as companies  adopting

newer  technologies  backed  by  first  generation  entrepreneurs,  has  made  a  substantial

contribution to economy. In India, however, the potential of venture capital investments is yet

to be fully realized.

Not all venture capitalists invest in "start-ups." While venture firms will invest in companies

that  are in  their  initial  start-up modes,  venture capitalists  will  also invest  in  companies  at

various stages of the business life cycle. A venture capitalist may invest before there is a real

product or company organized (so called "seed investing"), or may provide capital to start up a

company in its first or second stages of development known as "early stage investing." Also,

the venture capitalist may provide needed financing to help a company grow beyond a critical

mass to become more successful ("expansion stage financing"). 
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The  venture  capitalist  may invest  in  a  company throughout  the  company’s  life  cycle  and

therefore  some  funds  focus  on  later  stage  investing  by  providing  financing  to  help  the

company  grow  to  a  critical  mass  to  attract  public  financing  through  a  stock  offering.

Alternatively, the venture capitalist may help the company attract a merger or acquisition with

another company by providing liquidity and exit for the company’s founders. At the other end

of  the  spectrum,  some  venture  funds  specialize  in  the  acquisition,  turnaround  or

recapitalization  of  public  and  private  companies  that  represent  favorable  investment

opportunities. 

There are venture funds that will be broadly diversified and

will  invest  in  companies  in  various  industry  sectors  as

diverse  as  semiconductors,  software,  retailing  and

restaurants  and others  that may be specialists  in  only one

technology. While high technology investment makes up most of the venture investing in the

U.S.,  and the  venture  industry gets  a  lot  of  attention  for  its  high technology investments,

venture capitalists also invest in companies such as construction, industrial products, business

services, etc. There are several firms that have specialized in retail company investment and

others that have a focus in investing only in "socially responsible"  start-up endeavors.

The Indian Government’s objective to encourage the commercialization of new technologies,

the  backward integration  of  existing  technologies,  and the  domestic  production  of  foreign

technologies  called  for  thinking  in  terms  of  financing  a  company’s  growth,  rather  than  a

particular  project.  In  many technology-intensive  sectors,  capital  is  required  to  pay for  the

development of the product, to study the market and establish distribution networks. These

front ended working capital requirements cannot be readily accommodated by the development

banks or the commercial banks, but are critical to the growth of the companies involved. Thus

the importance of venture capital as a means of financing technology related risk has been

recognized in India only recently.

Venture capitalists are now looking beyond information technology, and training their money

and efforts on a variety of other sectors. The venture capital industry in India is beginning to

spread its wings. Venture capitalists are embracing market opportunity in a wide variety of

sectors  beyond  IT.  Propelled  by  the  growing  maturity  of  the  domestic  market,  India’s

movement up the value chain of perception, and by entrepreneurship itself finding a new face,

it’s a time of renaissance of venture capitals.
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The first is a return to early-stage investment. Due to the fears raised by the global dotcom

bust,  late-stage  players  and  investment  in  more  established  companies  became  the  norm.

Today, there is enough confidence in the market to help ‘getting their feet wet’ companies off

the ground. The result is the opening up of a fresh burst of innovation and entrepreneurship.

Further, venture capitals have expanded from largely a ‘product’ focus to investing in service

businesses. India, as a whole, has moved from the

‘labor arbitrage’  to the ‘value add’ model  in the

outsourcing  space.  India  now provides  solutions

for  the  global  marketplace,  and  venture  capitals

are following in the same footsteps. Sectors such

as  analytics,  equity  research  and  legal  are

becoming  hotbeds  for  investment.  Finally  and

arguably  most  importantly,  the  venture  capital

space  is  expanding  to  sectors  beyond  technology  .With  fundamental  economic  growth

spanning across sectors in India, segments that escaped the scrutiny of venture capitals during

the technology boom have begun attracting attention. Both global venture capital firms and

private equity funds are casting their nets wider, investing in areas such as media, healthcare,

education, retail and food services. The modern venture capital ecosystem is a mix of IT and

non-technology, catering to domestic, global and solutions demand. It is both inward looking

and outward facing, incorporating a variety of players.

As Kellogg professor and Padma Shri awardee Bala V Balachandran commented: “Now things

have changed-many Indians educated and working in America are returning to India because

India  has  changed.  India  is  the  new land  of  opportunities”.  This  new trend  throws  open

prospects on both sides of the fence-entrepreneurs and venture capitals with increasing scope

for innovation, return on investment and novel strategies to counter challenges.

OBJECTIVES AND VISION FOR VENTURE CAPITAL IN INDIA:

Venture capitalists finance innovation and ideas which have potential for high growth but with

inherent uncertainties. This makes it a high-risk, high return investment. Apart from finance,

venture capitalists  provide networking,  management and marketing  support as well.  In the

broadest sense, therefore, venture capital connotes financial as well as human capital. 
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In the global venture capital industry, investors and investee firms work together closely in an

enabling environment that allows entrepreneurs to focus on value creating ideas and allows

venture capitalists to drive the industry through ownership of the levers of control, in return for

the provision of capital, skills, information and complementary resources. This very blend of

risk financing and hand holding of entrepreneurs by venture capitalists creates an environment

particularly suitable for knowledge and technology based enterprises. 

Scientific, technology and knowledge based ideas properly supported by venture capital can be

propelled into a powerful engine of economic growth and wealth creation in a sustainable

manner.  In  various  developed  and  developing  economies  venture  capital  has  played  a

significant developmental role. India has the second largest English speaking scientific and

technical manpower in the world.

The Indian software sector crossed the Rs 100 billion mark turnover during 1998. The sector

grew 58% on a year to year basis and exports accounted for Rs 65.3 billion while the domestic

market accounted for Rs 35.1 billion. Exports grew by 67% in rupee terms and 55% in US

dollar terms. The strength of software professionals grew by 14% in 1997 and has crossed

1,60,000. The global software sector is expected to grow at 12% to 15% per annum for the

next 5 to 7 years. Recently, there has also been greater visibility of Indian companies in the

US. Given such vast potential  not only in IT and software but also in the field of service

industries, biotechnology, telecommunications, media and entertainment, medical and health

services and other technology based manufacturing and product development, venture capital

industry can play a catalytic role to put India on the world map as a success story.

ASSESSING VENTURE CAPITAL

Venture capital funds are broadly of two kinds - generalists or specialists. It is critical for the

company to access the right type of fund, i.e. who can add value. This backing is invaluable as

focused/specialized funds open doors, assist in future rounds and help in strategy. Hence, it is

important  to  choose  the  right  venture  capitalist. The  standard  parameters  used  by venture

capitalists are very similar to any investment decision. The only difference is being exit. If one

buys  a  listed  security,  one can exit  at  a  price but  with an unlisted security,  exit  becomes

difficult. The key factors which they look for in are

The Management 
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Most businesses are people driven, with success or failure depending on the performance of

the team. It is important to distinguish the entrepreneur from the professional management

team. The value of the idea, the vision, putting the team together, getting the funding in place

is amongst others, some key aspects of the role of the entrepreneur. Venture capitalists will

insist on a professional team coming in, including a CEO to execute the idea. One-man armies

are  passed.  Integrity  and commitment  are  attributes  sought  for.  The venture  capitalist  can

provide the strategic vision, but the team executes it. As a famous Silicon Valley saying goes

"Success is execution, strategy is a dream".  The idea and its potential for commercialization

are critical. Venture funds look for a scalable model, at a country or a regional level. Otherwise

the entire game would be reduced to a manpower or machine multiplication exercise.

Valuation 

 Most deals fail because of valuation expectation mismatch. In India, while calculating returns,

venture capital funds will take into account issues like rupee depreciation, political instability,

which adds to the risk premia, thus suppressing valuations. Linked to valuation is the stake,

which the fund takes. In India, entrepreneurs are still uncomfortable with the venture capital

"taking control" in a seed stage project.

PROCEDURE FOLLOWED BY VENTURE CAPITALIST’S

 Receipt of proposal.

A proposal is received by the venture capitalists in the form of a business plan. A detailed and

well-organized business plan helps the entrepreneur in gaining the attention of the VCs and in

obtaining funds. A well-prepared business proposal serves two functions.

                1. It informs the venture capitalists about the entrepreneurs’ ideas.

                2.It shows that the entrepreneur has detailed knowledge about the proposed

business and is aware of the all potential problems.

 Appraisal of plan.

VC appraises the business plan giving due regard to the creditworthiness of the promoters, the

nature  of  the  product  or  service  to  be developed,  the  markets  to  be  served and financing

required. VCs also conduct cost-benefit analysis by comparing future expected cash inflows

with present investment. 

 Investment 
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If venture capital fund is satisfied with the future profitability of the company, it will take step

to invest his own money in the equity shares of the

new company known as the assisted company. 

 Provide value added services

Venture capitalists not only invest money but also

provide managerial and marketing assistance and

operational  advice.  They  also  make  efforts  to

accomplish  the  set  targets  which  consequently

results in appreciation of their capital.

 Exit

After some years, when the assisted company has reached a certain stage of profitability the

VC sells  his  shares  in  the  stock market  at  high  premium,  thus  earning profits  as  well  as

releasing locked up funds for redeployment in some other venture and this cycle continues.

NATIONAL LEVEL VENTURE CAPITAL ORGANISATIONS

IDBI Venture Fund 

Industrial  Development  Bank  of  India  (IDBI)  was  established  on  July  1,  1964  under  the

Industrial  Development  Bank  of  India  Act,  1964,  enacted  by  Parliament.  IDBI  has  been

providing venture capital as direct assistance to new 121 and existing industrial units under the

Venture  Capital  Fund Scheme since March 1987.  The Venture  Capital  Fund Scheme is  a

divisional activity of the IDBI and is operated by its technology development department. The

Venture Capital Fund Scheme has a sharp focus on indigenous technology development. IDBI

draws funds from the collections made under the Research and Development Cess Act, 1986,

prescribing levy and the collection of 5 % on all payments made for import of technology. This

money is used by IDBI for providing financial assistance to industrial  concerns attempting

commercial application of indigenous technology or adapting imported technology to wider

domestic applications.

ICICI Venture Funds Management Company Limited (ICICI Venture)

ICICI was a pioneer in introducing venture capital in India. ICICI Venture Funds Management

Company limited is India’s largest venture capital firm. The focus of ICICI Venture Funds

Management  Company  Limited  is  on  the  development  and  financing  of  indigenous



Jyoti Nivas College PG Centre                                                                                      E-Journal (March-2017)

technology. It prefers innovative and high technology projects. Besides financing prototypes,

ICICI venture fund also provides finance for setting up and commercialization of pilot plant

and  seed  capital  for  research  and  development  in  a  few  selected  cases.  The  financing

instruments used are equity participation, conditional and normal loans. Conditional loans are

interest-free loans with a payment of royalty linked to the commercial success of the venture.

In case of a failure, the entrepreneurs are required to payback only a part of the loan. The

normal loans have the same terms and interest  rate as stipulated by ICICI for loans to its

clients.

Small  Industries  Development  Bank  of

India (SIDBI) Venture Capital Scheme

SIDBI has  constituted  a venture  capital  fund

with  an  initial  corpus  of  Rs.10  crores  and

started operations in 1993. The fund was setup

as  an  assistance  avenue  for  entrepreneurs

having  innovative  ventures,  which  generally

do not qualify for conventional route of term financing. Ventures, involving new and untried

processes and technologies, which have scope for commercial application with characteristics

of high risk and high reward, are provided assistance from this fund. These include projects

relating to development of computer software. The fund invests only in enterprises set up as

private or public limited companies. 

National Venture Fund for Software and IT Industry (NFSIT)

NFSIT has been setup by SIDBI, in  association  with Ministry of Information  Technology

(MIT), Government of India. It is a close-ended 10 year fund with an initial corpus of Rs.100

crores. NFSIT received the certification as a venture capital fund from the SEBI in September

1999. The main objective of the fund is to meet the total fund requirements of the software and

IT companies, particularly small enterprises, to enable them to achieve rapid growth rates and

maintain  their  competitive  edge  in  domestic  and  international  markets.  The  fund  aims  at

developing international networking to help the assisted ventures to seek further investment

from international venture capitalists in subsequent rounds of financing. The fund may also

consider funding innovative incubation projects and development of products in the IT sector.

The fund focuses on unlisted small ventures set up as private and public limited companies in
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InfoTech and software industry like e-commerce, networking, product development, internet

portals, data communication, value added communication services etc. 

IFCI Venture Capital Fund Limited (IFCI)

Industrial Finance Corporation of India Venture Capital Fund Limited was originally set up by

IFCI in 1975 as a Cooperative Society in the name and style of Risk Capital Foundation (RCF)

to provide institutional support to first generation professionals and technocrats for setting up

their own ventures in the medium scale sector, under the Risk Capital Scheme. In the year

1988, RCF was converted into a company,  namely,  Risk Capital  and Technology Finance

Corporation Ltd (RCTC). 

Presently,  IVCF is aggressively investing in emerging knowledge- based industries such as

information  technology,  pharmaceuticals,  bio  –  technology,  healthcare,  media,

telecommunications and the like. IVCF aims at funding projects with innovative content and

cutting- edge technologies. Investment is considered in the form of equity and equity- linked

instruments such as optionally and fully convertible debentures and preference shares. IVCF

adopts  a  flexible  financing  approach  while  structuring  a  deal  to  suit  specific  financing

requirements of individual projects.

Can Bank Venture Capital Fund Limited (CVCF)

Canara Bank was the first nationalized bank in India to start a venture capital fund. Canara

Bank set up Canara bank Venture Capital Fund (CVCF) on 129 October 21, 1989. The fund

was established as a trust fund and Canara bank Financial Services Limited (CANFINA), a

Wholly-  owned subsidiary of Canara Bank, managed the fund as a trustee.  CVCF is now

managed  by  Canara  bank  Venture  Capital  Fund  Limited  (CVCFL),  a  wholly  –  owned

subsidiary  of  Canara  Bank,  incorporated  on  February  22,  1995  as  an  Asset  Management

Company.

The fund is  looking for  technically  qualified  /  experienced  promoters  with  a  track  record

demonstrating good performance in terms of technical, managerial and marketing capabilities.

Preference is given to ventures incorporating significant improvement over the technologies

operating in the country, leading to energy conservations, reduced material consumption, cost

reduction and the like.  The project should have significant  potential  to grow, enabling the

company to go public with in 3 to 5 years, so the fund could have a smooth exit.

IL and FS Venture Corporation Limited (IVCL)
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IL  and  FS  Venture  Capital  Limited,  a  fund  management  company  is  subsidiary  of

Infrastructure Leasing and Financial Services Limited (IL & FS) set up in association with

Bank of India and Multilateral  Development Agencies.  It  is  the only public  listed venture

finance management company in India. IVCL, earlier known as Credit Capital Venture Fund

(India) Limited, came into the fold 131 of IL and FS in October 1996. The IL and FS, Bank of

India, CDC, ADB, IFC and other public as well as corporate bodies are investors in IVCL.

PROBLEMS OF VENTURE CAPITAL IN INDIAN CONTEXT

Why venture funding is so successful in USA and faced a number of problems in India. The

biggest  problem was  a  mindset  change from "collateral  funding"  to  high  risk  high  return

funding. Most of the pioneers in the industry were people with credit background and exposure

to  manufacturing  industries.  Exposure  to  fast  growing  intellectual  property  business  and

services sector was almost zero. Moreover VCF is in its nascent stages in India.

The  emerging  scenario  of  global  competitiveness  has  put  an  immense  pressure  on  the

industrial sector to improve the quality level with minimization of cost of products by making

use of latest technological skills. The implication is to obtain adequate financing along with the

necessary hi-tech equipments to produce an innovative product which can succeed and grow in

the present market condition. Unfortunately, our country lacks on both fronts. The necessary

capital can be obtained from the venture capital firms who expect an above average rate of

return on the investment. The financing firms expect a sound, experienced, mature and capable

management team of the company being financed.  Since the innovative project involves a

higher risk, there is an expectation of higher returns from the project. The payback period is

also generally high (5 - 7 years). 

The other issues that led to such a situation include: License Raj and The IPO Boom Till early

90s,  under  the  license  raj  regime,  only  commodity  centric  businesses  thrived  in  a  deficit

situation. To fund a cement plant, venture capital is not needed. What was needed was ability

to get a license and then get the project funded by the banks and DFIs. In most cases, the

promoters were well-established industrial houses, with no apparent need for funds. 

For any venture idea to succeed there should be a product that has a growing market with a 

scalable business model. The IT industry (which is most suited for venture funding because of 

its "ideas" nature) in India till recently had a service centric business model. Products 

developed for Indian markets lack scale. Mindsets Venture capital as an activity was virtually 
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non-existent in India. Most venture capital companies want to provide capital on a secured 

debt basis, to established businesses with profitable operating histories. Most of the venture 

capital units were offshoots of financial institutions and banks and the lending mindset 

continued. True venture capital is capital that is used to help launch products and ideas of 

tomorrow.

FACTORS AFFECTING INVESTMENT DECISIONS IN VENTURE CAPITAL

The  venture  capitalists  usually  take  into  account  the  following  factors  while  making

investments: 

 Strong Management Team

Venture capital firms ascertain the strength of the management team in terms of adequacy of

level of skills, commitment and motivation that creates a balance between members in area

such as marketing, finance and operations, research and development, general management,

personal management and legal and tax issues. Track record of promoters is also taken into

account. 

 A Viable Idea

Before taking investment decision, venture capital firms consider the viability of project or the

idea.  Because  a  viable  idea  establishes  the  market  for  the  product  or  service.  Why  the

customers will purchase the product, who the ultimate users are, who the competition is with

and the projected growth of the industry? 

 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  has  performed,  and  business

projections and forecasts. The promoters experience in the proposed or related businesses is an

important consideration. The business plan should also meet the investment objective of the

venture capitalist.

 Project Cost and Returns:

VCI would like to undertake investment in a venture only if future cash inflows are likely to be

more than the present cash outflows. While calculating the Internal Rate of Return (IRR) the

risk associated with the business proposal, the length of time his money will be tied up are
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taken  into  consideration.  Project  cost,  scheme

of financing,  sources  of finance,  cash inflows

for next five years are closely studied. 

 Future Market Prospects:

 The  marketing  policies  adopted,  marketing

strategies in relation to the competitors, market

research  undertaken,  market  size,  share  and  future  market  prospects  are  some  of  the

considerations that affect the decision.

 Existing Technology:

 Existing  technology used and any technical  collaboration  agreements  entered  into  by the

promoters also to a large extent affect the investment decision.

 Miscellaneous Factors: 

Others  factors  which  indirectly  affect  the  investment  decisions  include  availability  of  raw

material  and labor,  pollution  control  measures  undertaken,  government  policies,  rules  and

regulations applicable to the business/industry, location of the industry etc.

CONCLUSION

In this era of globalization, where change plays a dominant role in influencing the fate of the

industry, the success of any country or organization depends on its strength in creativity and

innovation.  Venture  capitalists  can  create  the  right  340  enabling  environment  for  such

innovation and nurture it with care so that it powers change and dramatic growth in industry.

The world is becoming increasingly competitive. Companies are required to be super efficient

with  respect  to  cost,  productivity,  and  labour  efficiency,  technical  back  up,  flexibility  to

consumer  demand,  adaptability  and  foresightedness. 

There is an impending demand for highly cost effective, quality products and hence the need

for right access to valuable human expertise to guide and monitor along with the necessary

funds  for  financing  the  new  projects.

The Government of India in an attempt to bring the nation at par and above the developed

nations has been promoting venture capital  financing to new, innovative concepts & ideas,

liberalizing taxation norms providing tax incentives to venture firms, giving a Philip to the

creation of local pools of capital and holding training sessions for the emerging VC investors.
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