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1.0 Project Introduction 
 
The flow of risk capital in India has increased substantially since 2000, an outcome that was 
significantly influenced by targeted reforms since 1999. A key problem, however, remains: 
0ver 90% of the money is invested in late-stage initiatives by mature firms. Even the 
remainder mostly finances new firms replicating proven business ideas.   As a result, very 
few innovative startups are funded.  This will have a negative ripple effect on the quality of 
late stage opportunities in later years. 
 
Table 1: Seed and Early Stage Investment – Selected Countries, 2004 
 
 China India Israel UK US 
% of total risk capital invested in seed 
and early-stage firms 

12.5 6.9 32 39 29 

Definitions: See Appendices  
Sources: See main report for all sources 
 
The objective of this study is to identify causes and recommend improvements. Between 
October 2005 and March 2006, 175 capital providers, venture-funded firms, regulators and 
policymakers were interviewed.  They identified the following causes:  
 

• Mismatch between the resources and skills of risk capital providers and 
entrepreneurs’ needs. The reasons are: 

o Domestic risk capital providers, though skilled at risk assessment and 
portfolio diversification, lack technical skills and market awareness.  The 
capital providers’ lack of capabilities, in turn, are because of lack of prior 
operational experience.   

o Early-stage entrepreneurs, though skilled at cost-control and technology, lack 
market awareness, product development skills, global standards of 
professional and ethical behavior and team building skills. 

Globally, early-stage capital providers are most successful when their prior 
experience includes running a startup. Although overseas investors are more 
likely to possess technical skills and market awareness than domestic investors, 
they face difficulties applying the traditionally spatially-fixed venture capital 
model to global investing. 

 
• Transition into and from early stage investments is difficult.  The causes are: 

o Inadequate pipeline of angel/university/state funded seed-stage firms. 
o Seed and early-stage entrepreneurs’ professional networks consist primarily 

of a few strong personal connections and brokers. A wider network of 
professional associates, incubators and prior-stage financiers, is largely 
absent.  

Silicon Valley’s success has been attributed to a vibrant network of ‘weak ties’, 
i.e., opportunities for would-be entrepreneurs to interact with financiers, 
potential co-founders and fellow employees in settings such as meetings of 
professional associations. On the other hand, strong ties, such as close business 
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associates and friends, have been found to be less useful for entrepreneurship 
than weak ties because of their overlapping domains of information. 
o Underdeveloped equity markets for listing early-stage firms. 
o Shortage of complementary capital, such as debt capital. 

 
• The business environment discourages sophisticated standards of: 

o Corporate governance. 
In consequence, capital providers invest in firms with known standards of 
corporate governance, i.e., established firms. 
o University research and university-industry collaborations. 
o Intellectual property creation and protection. 
o Domestic consumption in some important markets, such as for IT. 
Globally, rapidly-growing and sophisticated domestic markets are responsible 
for spurring high rates of innovation – through providing learning and creating 
opportunities to test innovations that are globally marketable. 
 

• Bureaucratic, regulatory, legal and tax hurdles.  These include: 
o Costly creation of tax-efficient structures for overseas investors. 
This particularly affects smaller VC firms and angel investors as these can least 
afford such fixed costs. 
o Cumbersome legal systems. 
o Unclear rules on taxation of ventures, investors and funds. 
o Sectoral and security restrictions on investment under SEBI rules. 
o Inadequate investor rights associated with venture investments.  
Investor rights include the right to create instruments of corporate control in 
return for investing. Examples are the right to participate in buyouts 
differentially from participating in an IPO, and to hold long-dated convertible 
securities with anti-dilution clauses.   

 
However, respondents argued that the potential for risk capital to be an engine of early-stage 
growth and innovation is high, due to: 

• Large stock of human capital: 
o The rising number of graduates in various fields. 
o The success of the software and services industry, which has created a cadre 

of engineers and other domain experts with marketing and product 
development skills. 

o Well-developed managerial skills among managers of large firms. 
o A cadre of returnees from western countries with advanced technical and 

business development skills. 
• Opportunities in newly competitive exporters, eg., textiles, the auto components 

industry and healthcare. 
• The growth of domestic markets in fast-growing sectors such as 

telecommunications, finance and retail. 
• Presence of risk capital providers in centers outside the main commercial center, 

Mumbai, and, in consequence, closer to the locations of small and medium 
enterprises. 
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• Globally connected and flourishing private equity industry with independent 
management structure, experience of dealing with large, global institutional funds 
and reliance on institutional capital – several of these attributes are portable to early-
stage investing. 

• Expanding pool of multinational firms providing access to the latest technologies in 
a range of sectors. 

 
 
2.0 Policy  and Regulatory Analysis and Proposals 
 
The complexity of the challenges makes a single policy or regulatory response inadequate.  
Instead, India needs a mix of appropriate policies and regulations.  At the same time, the 
wrong choices could have adverse affects, for example, by crowding out private funding or 
reducing entrepreneurial incentive. 
 
2.1 Public Funding for SMEs (Small and Medium Enterprises). 
 
If public funding can effectively tackle the mismatch of resources and skills between 
entrepreneurs and risk capital, it will promote the funding of innovative startups,  university-
industry collaborations and intellectual property creation.  It could be of the following types: 
 
Type 1: Public funds provided directly to entrepreneurs for research, product development 
and university collaborations. 
Type 2: Public funds, in partnership with private funds (PPP), invested in independent small 
ventures. 
Type 2A: PPP funds for global VC collaborations 
Type 2B: PPP funds for domestic funds to leverage institutional finance 
Type 3 (Default type): No PPP.  Instead, public policy should support the development of 
institutional finance through regulation. 
 
An appropriate starting point is to support seed and early-stage entrepreneurs through public 
R&D funds (Type 1).  Private funds should be supported with public money (Type 2) only if 
private financiers possess domain skills.   Since identifying private funds with domain skills 
is difficult, Type 2 programs will usually fail if public money is allocated without 
qualifications.   Such qualifiers could be:  (1) The domestic fund allies with a reputable 
global fund (Type 2A).  The successful Israeli Yozma program was based on this premise. 
(2) The domestic fund receives institutional finance (Type 2B).  The growing maturity of 
institutional finance in India suggests that this might be a viable approach.  (3) The 
determination of which domestic VC funds to support should be a non-bureaucratic process, 
perhaps involving scientists, technologists, academics and private sector representatives.   
 
Further, in order to preserve entrepreneurial incentive, PPP funds should be invested in 
independently owned ventures rather than be invested in the fund’s subsidiaries, if any, 
within which portfolio companies reside (as in Taiwan).     
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In the long-term, private funds should be funded with institutional finance, such as pension 
funds.  This should be supported through regulation that permits prudential investment in 
risk capital funds (Type 3).     
 
Figure 1: PPP and Users’ Responses  
Note: Boxes show capital providers’ and users’ responses. 
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2.2 Enhancing Investors’ Rights. 
 
Globally, investors’ standard practices are to own minority stakes (thus keeping 
entrepreneurial ownership and incentive high) and to exercise operational influence through 
membership of the board, of whom the majority are independent board members.  In the 
absence of board membership, investors’ usually seek information rights, such as the right 
to attend board meetings and to exchange information with officers and board members.   
Second, investors obtain contingent rights that are triggered by certain outcomes, such as 
anti-dilution rights in the event of new rounds of financing. These rights are usually part of 
the terms of financing. 
 
In India, however, the low standards of corporate governance pose problems. Respondents 
reported that holding board seats and minority shareholdings, even when the majority of the 
board consists of independent directors, were inadequate for influencing startups.    
 
Second, since corporate law restricts the tenure of a convertible security to 18 months, the 
rights attached to the terms of financing are not exercisable for longer-dated events. This 
may be improved by enabling long-dated convertible securities with the flexibility to allow 
disproportionate rights relative to economic interest. Note that the J.J. Irani committee under 
the Ministry of Company Affairs has recommended the enabling of perpetual preference 
shares. 
  
2.3 Regulatory Recommendations. 
 
Despite the existence of a generally pro-investor policy framework, respondents identified 
problems in policies as well as in regulation.  First, by requiring certain kinds of institutions 
to be established, such as a trust and asset management company, and specifying 
capitalization floors, policy favors institutional investment versus individual investment.   
While this approach is suitable for passive (portfolio) investment, it is not suitable for 
investment in innovative startups.   Such firms require small, staged investments that might 
accumulate to less than a million dollars in the first two years along with active, operational 
involvement by the investor.  This is typically the domain of angels and small venture 
capital funds, which are deterred by the above requirements.  Further, once invested, the 
funds, under current rules, are not fungible globally, whereas it is in the nature of innovation 
that skills be located globally.  For example, if the startup needs to hire a technical 
consultant to solve a specific problem and if that consultant is only available overseas, the 
funds cannot easily be transferred overseas for such work. 
 
Second, while the policy infrastructure is designed to mimic a globally acceptable set of 
standards, it is not yet simple enough.  For example, while tax pass-through has been 
accepted as a policy goal for VC funds that manage money on behalf of passive investors, 
its implementation through SEBI regulations includes portfolio restrictions that deter 
investors.   
 

7



 

The recommendations are as follows: 
 
A. Enable the creation of limited liability corporations (LLCs) through an 
amendment on redeemability under the Companies Act; extend the applicability of the 
proposed limited liability partnership (LLP) structure to risk capital funds. 
 
Discussion:  
 
Risk capital providers, both domestic and overseas, that register with the regulator, SEBI, 
obtain benefits such as tax pass-through and exemption from the usual lock-in provisions 
upon listing (with some exceptions, as discussed in the main report).  Further, overseas 
investors registered with SEBI do not need additional approvals for certain corporate events 
such as divestment.  However, many of these benefits are not needed by domestic funds that 
invest in early-stage firms, since transition to late stages is usually through additional 
funding by other, late-stage funds and the investment is held for a period that will typically 
exceed the lock-in period.  A simpler, cheaper alternative is the limited liability corporation 
(LLC) and limited liability partnership (LLP). 
 
The US venture capital industry led the way in using the limited liability partnership as a 
fund vehicle and it has, over the past two decades, been adopted widely, including in Israel, 
Japan, Singapore and UK.  The LLP structure gives tax transparency – the investors are 
treated as investing directly in each portfolio company – and affords investors the protection 
of limited liability against the malpractice of other partners.  However, the LLP partner may 
still be jointly and severally liable for the contractual debts of the businesss.   The LLP 
allows partners to have different rights, such as the right to vote or the right to residual 
value.  The members of an LLP are free to agree amongst themselves the relationship 
between them, rather as partners do in traditional partnership. The LLP itself is a separate 
legal entity and is therefore able to enter into contracts and hold property and the LLP is 
able to continue in existence independent of changes in membership.  
 
Note that the Naresh Chandra committee under the Department of Company Affairs has 
recommended introducing LLPs for professional service firms.  This could be extended to 
funds as well. 
 
Over the past 15 years, the US risk capital industry has moved from LLP structures to the 
limited liability corporation or company (LLC).   This is similar to LLPs in ease of 
formation and dissolution, differential rights and tax-treatment; however, the LLC offers a 
wider shield of liability by limiting liability to the extent of the owner’s investment in the 
business plus his own individual negligence and malpractice.   Enabling LLCs will require 
an amendment to the Companies Act to permit redeemability. 
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B.  Accreditation of Overseas Investors. 
 
The high costs of establishing an overseas venture capital fund is a serious deterrent, as we 
have seen, to the establishment of even small (below $50m) funds.  It is a bigger deterrent 
still to overseas angels who are usually non-resident Indians with the skills that domestic 
entrepreneurs need.   Accreditation (by SEBI) should offer individuals the same rights as 
registered VC firms.  Further, such individuals should be offered tax pass through.   
 
C. Modifications to SEBI VC rules. 
 
Table 2: Primary Recommendations for Changes to SEBI VC Rules. 
 

 Primary Recommendations 
SEBI • Remove 25% limit on corpus investment in a single firm for DVCFs 

• Remove requirement of ceiling of 33.33% investment in listed securities/debt/sick 
companies  

• Permit upto 33.33% investment in secondary markets. 
• Remove minimum capitalization requirements on domestic subsidiaries of FVCIs 

 
Under SEBI’s VC rules, there are restrictions on the securities that may be invested, such as 
that no more than 33.33% of the fund may be invested in listed securities.  No more than 
25% of a firm’s corpus may be invested in a single firm.  These limits reflects past concerns 
that registered funds might use SEBI registration to realize tax pass-through while using 
their funds to invest in affiliated or listed companies.  
 
As long as investment are made in independent, unaffiliated ventures, which is, in any case, 
a requirement of the current rules, these concerns will not arise.  Hence, we recommend the 
removal of the current restriction on firms and sectors.   
 
The removal of restrictions on listed firms’ securities is important in the Indian 
environment.   In India, by virtue of its past history of favoring listing in order to obtain debt 
capital, a large number of small corporations are listed.  Many of these are ideal candidates 
for private equity and even venture capital, although typically, these will not be early-stage 
firms.   However, as there may remain a concern that capital providers might behave as 
hedge funds and pick up large secondary market shares in order to influence management, 
we recommend a limit of 33.33% of the corpus on securities purchased in secondary 
markets. 
 
The removal of the prohibition on overseas investment by DVCFs is important because it 
gives domestic fund managers opportunities to learn from more advanced environments as 
well as leverage Indian skills in both more and less advanced environments.   Note that this 
recommendation has also been made by the 2004 Lahiri Committee formed by the Ministry 
of Finance and is awaiting implementation. 
 
The removal of the minimum capitalization requirement ($500,000) for Indian subsidiaries 
of foreign funds is needed to encourage small funds to supply risk capital.   As discussed 
earlier, such funds are a very important channel for the flow of domain knowledge.   
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D. Recommendations for Clarification and Harmonization. 
 
The rules of RBI for foreign investment, of the Central Board of Direct Taxes and of the 
Ministry of Company Affairs need to be harmonized with the SEBI VC regulations.   
Several regulations need to be clarified.   These are presented in the following table. 
 
Table 3: Clarificatory and Harmonizing Recommendations 
 
Implementing 

agency 
Recommendations  

SEBI • Current SEBI guidelines restrict investment in preferential offering through pure equity 
investment; SEBI should consider including optionally convertible instruments as these 
are hybrid & hence classified as non-debt 

• Amend SEBI VCF Regulations to clarify that placing of surplus funds by VCFs 
temporarily in bank deposits and other non-VCU investments is permissible to avail of 
tax benefits 

• Standstill agreements to be permitted during due-diligence of VCUs 
• Clarify the foreign component of Corpus permitted in DVCFs 
• Permit investment in projects 
• Reduce the time for registration of VCFs from the current 6-8 weeks; define minimum 

guidelines required for registration, and for funds which meet these guidelines, permit 
retrospective registration 

• SEBI (Substantial Acquisition and Takeover Code) Regulation, 1997: 
o Private equity & Venture investors not to be deemed as ‘Promoters’ & hence not 

to be qualified as persons acting in concert (PAC), 
o Modify definition of control to appropriately reflect PE investment features 
o Exempt PE investors from open offer requirements of 20% additional offer for 

sale 
o Permit use of bank guarantee instead of using cash in escrow account for open 

offers 
 

RBI • To avoid delays, RBI should come out with a general permission, as in the case of FIIs so 
that once an FVCI is approved and registered with SEBI, it will be eligible under FEMA 
regulations to make investments in India in accordance with Schedule VI; similarly 
schedule VI of FEMA needs to be made consistent with SEBI VCF Regulations w.r.t. 
investments in listed entities and purchase of secondary shares. 

• Allow banks to value VCF investments on a cost-basis for the first three years (or upto 
‘investment period’ of VCF) - current regulations require marked-to-market 

• Clarify eligibility and limits of VCFs and PE firms to take stakes in banks 
• Clarify ability of FVCIs to invest in real estate and applicability of FDI limits  
• Exclude an SPV formed by a VCF from definition of NBFC as defined under Section 

451(f) of the RBI Act and permit a bank to fund acquisition of shares, debentures etc by 
the SPV to enable leveraged buyouts 

• Clarify applicability of ECB guidelines for debt investments by FVCIs  
• Overarching guidelines to state that Venture capital RBI guidelines for Venture capital 

investments to be harmonized with and governed by SEBI guidelines  
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CBDT/MoF • Include investments in VCFs in the same class as in equity MFs for the purposes of 
calculation of capital gains in the hands of investors; similarly sections 194 A (3) or 196 
to be modified to effect that withholding tax will not be applicable in respect of any 
income of a VCF registered with SEBI 

• Tax credit (like in R&D) for investment in VCFs by domestic institutions and HNIs 
• Allow investment into VCFs by pension funds upto defined prudent levels as part of asset 

diversification policy 
• Extend tax pass though to SEBI-registered FVCIs irrespective of legal structure adopted 

in country of origin or offshore jurisdiction 
• Clarify definition of VCF activity, income recognition of VCFs and tax transparency as 

per Sec 10 (23FB) and Sec 115 (U) of the IT Act to make it consistent with the treatment 
under regulation 12(d) (ii) of the SEBI VCF Regulations.; 10(23) FB of the ITA does not 
permit VCFs to make investments in listed companies while SEBI Regulations permit 
this. 

• Section 10 (23G) to be amended to the exempt applicability of Minimum Alternative Tax 
(MAT) to Venture Capital Companies 

 
Ministry of 
Company 
Affairs 

• Allow redemption of capital through trade sale proceeds for VCFs 
• Streamline regulations for winding up of companies where outsider liabilities are almost 

non-existent (eg. VCFs) 
• Notification under Sec 86 of Companies Act to be made more flexible to allow 

disproportionate rights relative to economic interest (eg. voting rights, anti-dilution rights 
etc) 

 
Indian Venture 
Capital 
Association 

• Set valuation guidelines 
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3.0 Conclusion  
 
In summary, we have argued above for careful, integrated and sequenced design.   The key 
recommendations concern: 
 
1. Public funding for SMEs (small and medium enterprises). 
 
An appropriate starting point is to support seed and early-stage entrepreneurs through public 
R&D funds. Public funds may qualify for public support if one or more of the following is 
fulfilled:  (1) The domestic fund allies with a reputable global fund.  (2) The domestic fund 
receives institutional finance.  (3) The determination of which domestic VC funds to support 
is a non-bureaucratic process, perhaps involving scientists, technologists, academics and 
private sector representatives.  (4) The funds are invested in independently owned ventures 
 
In the long-term, private funds should be funded with institutional finance, such as pension 
funds.  This should be supported through regulation that permits prudential investment by 
financial institutions in risk capital funds.     
 
2. Enhancement of investors’ rights. 
 
This may be improved by enabling long-dated convertible securities with the flexibility to 
allow disproportionate rights relative to economic interest. 
 
3. Simplifying the operations of risk capital providers. 
 

A. Enable the creation of limited liability corporations (LLCs) through an 
amendment on redeemability under the Companies Act; extend the 
applicability of the proposed limited liability partnership (LLP) 
structure to risk capital funds. 

B.  Accreditation by SEBI of high net-worth overseas investors. 
C.  Modifications of SEBI rules as per Table 2 above. 
D. Clarification and harmonization of regulations. 
 

 
The next step is to consider a sequence for implementation. 
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Appendix. 
 
Definitions. 
 

1. Risk capital: Capital whose returns are not guaranteed by contract.  Risk capital is 
hard to measure though easy to define.  Risk capital is defined as capital in which 
repayment of the principal and expected return on capital are at least partly 
uncertain. Measurement issues arise because contractual certainty does not mean that 
capital is risk-free: for example, banks’ working capital loans to small firms often 
carry a high element of risk even though they are contractually safe.  Long-term 
loans are even riskier. Hence, many bank loans may be considered risk capital. For 
our purposes, risk capital is defined as that which is contractually uncertain. This 
includes equity, whether external, private, listed or internal, as well as capital whose 
return is partially linked to uncertain outcomes, such as optionally convertible debt.  
For SMEs, the primary measure of risk capital is private equity, both internal and 
external – although there will be cases that we will consider where public equity is 
also relevant risk capital for SMEs.  For the difference between venture capital and 
private equity, see below.  

2. Stages of risk capital provision:  
   Seed/startup: Formalization of concept upto proof of concept.  
  Early Stage: Proof of concept upto preparation of a marketable product/service.  
  Development: Preparation of marketable product/service to recurring revenue 

generation.  
  Growth/maturity: Post-revenue to maturity. 

3. The difference between private equity and venture capital. Private equity is risk 
capital invested in listed or unlisted firms that are in the growth/maturity phase and 
need capital to realize various efficiencies, through consolidation or tax-efficiency 
(such as via leveraged buy-outs), or to implement a new marketing plan, such as 
going global.  Venture capital is risk capital invested in listed or unlisted firms that 
may be in seed, startup, early, development, growth or maturity stages and need 
capital to develop their products, services and other aspects of operations.  The two 
types of risk capital overlap in mature firms where risk capital may be needed for 
both operational development and marketing. The above includes both risk capital 
and private equity. 

4. Small and medium enterprises: Global definitions vary, the Indian definition of 
small firms (small scale industries) is firms with fixed asset size upto Rs.10 million.   
World Bank definitions are based on employment: 

1. Microenterprises: less than five employees 
2. Small enterprises: 5-20 employees 
3. Medium: 20-50 employees 
4. Large: 50-250 employees 
5. Very large: Greater than 250 employees 
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Accessing Early-Stage Risk Capital in India 
 
1.0 Scope of the study  
 
To study the risk capital industry in India, with a focus on early-stage investing, in order to 
make policy, regulatory and institutional recommendations that will enhance the flow of risk 
capital. 
 
 
2.0 Introduction 
 
The flow of risk capital in India has increased substantially since 2000, an outcome that was 
significantly influenced by targeted reforms since 1999.  A key problem, however, remains: 
over 90% of the money is invested in late-stage initiatives by mature firms. Even the 
remainder mostly finances new firms replicating proven business ideas.  As a result, very 
few innovative startups are funded. 
 
Our study reviewed the private risk capital industry in India, covering angel investments, 
venture capital, private equity and other funding sources1 available for early-stage firms.  
175 capital providers, venture-funded firms, regulators and policymakers were interviewed 
and 42 respondents completed questionnaires (see Appendices for a glossary and the 
questionnaire).  
 
 
3.0 SME Risk Capital Policy Issues 
 
As in most other countries, small and medium enterprises (SMEs) comprise an important 
economic sector in India.  In India, SMEs account for 45% of employment, 40% of GDP 
and 50% of exports.2    
 
Investment in SMEs generates high returns and balanced economic development.  A recent 
study of ten portfolio SMEs by the global investment firm, Small Enterprise Assistance 
Funds (SEAF), concluded that every dollar invested generated, on average, an additional ten 
dollars in the local economy, created jobs at all skill levels, introduced firms to new 
business methods, products and services, and integrated SMEs into a wider (sometimes 
global) supply-chain.3 
 
On the other hand, inadequate supply and high costs of SMEs funding, the so-called ‘SME 
finance gap’, often leads to a shortage of firms between the smallest micro-enterprises and 
larger firms. The problem of the ‘missing middle’ is often worsened by government policies 

                                                 
1 Our study identifies concerns with other sources of capital, notably complementary debt capital in various 
forms (eg., lease finance), but their analysis is outside the scope of this report. 
2 http://dnbsame.com/news/SmeraLaunch.htm 
3 SEAF, 2004, The Development Impact of Small and Medium Enterprises: Lessons Learned from SEAF 
Investments, Report, Small Enterprise Assistance Funds. 
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that favor larger firms for financial access, for example, through collateral requirements 
imposed on the banking sector.    
 
Table 1: Evidence of the SME Finance Gap 
 
Firms Small and informal/ 

microenterprises  
Medium  Large  Very large  

% with bank loans 20 40 52 55 
Source: Survey of 53 developing countries in M. Hallward-Dreimeier and D. Stewart, 
2005.4 
 
As the above table shows, the problem is not unique to India.  It is more typical of 
developing rather than developed countries due to the greater risk-aversion of household 
depositors in poorer countries. Yet even developed countries report this problem. A paper 
by the British government’s Small Business Service notes that, “While most businesses 
seeking to finance investment, innovation and growth are well-served by a variety of private 
sector sources of finance, …, lenders continue to face uncertainty in assessing credit risk 
when lending to SMEs and often rely on collateral provided by the borrower to reduce their 
risk exposure… this can create difficulties for entrepreneurs who do not have suitable assets 
to offer as security”5  
  
In consequence, smaller firms in most countries tend to rely more on informal sources of 
finance. 
 
Table 2: Principal Sources of External Finance 
  
Size Informal Banks External 

equity 
Long-term 
credit 

No external 
finance 

Micro 14.4 9.5 3.2 8.9 64.0 
Small 9.4 17.6 3.0 15.4 54.6 
Medium 4.6 25.2 2.8 16.6 50.8 
Large  3.6 29.5 4.1 17.0 45.9 
Very large 2.7 31.5 2.9 14.7 48.1 
Source: Cull, et. al., 2005.6 
 
Given their economic and political importance and the finance gap, SMEs attract 
considerable policy focus.  A range of SME policies are observed in practice, ranging from 

                                                 
4 M. Hallward-Dreimeier and D. Stewart, 2005, How do Investment Climate Conditions vary across Countries, 
Regions and Types of Firms?, World Development Report 2005: A Better Investment Climate for Everyone, 
World Bank. 
5 HM Treasury, 2003, Bridging the Finance Gap: Next Steps in Improving Growth Capital for Small 
Businesses, Report, UK Treasury Department. 
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asset subsidies and research grants to providing capital support and supporting legal and 
regulatory reforms.  
 
Although subsidies are the most common policy instrument, restructuring the environment 
is also important.  As Cull et.al. (2005) argue, the access to both debt and equity finance by 
SMEs appears to be dependent on the availability of appropriate legal organizational forms.  
For example, it was only after Britain adopted statutes in 1907 enabling businesses to 
organize as private limited liability companies that SMEs were able to access equity finance.  
 
Locating banks close to SMEs also appears to be important.  For example, in the US, banks 
in large financial centers such as New York have never been important sources of credit for 
SMEs.  This is because credit to SMEs is, typically, intermediated by a range of formal and 
informal intermediaries, such as lawyers, notaries, credit agencies and, most importantly, 
local banks and credit cooperatives. For US banks, over 90% of the lending of small banks 
(assets below $100m) is to SMEs, while this ratio falls to 24% for banks with over $10 
billion in assets. Overall, in the US, formal loans to SMEs largely come from commercial 
banks and credit unions (65%) while government affiliated institutions provide 6.9%, the 
rest coming from thrifts and other credit organizations.7 
 
Third, while the validity of many policies to help SMEs access finance is debated, careful 
targeting and sequencing can help.8  For example, policies that create clusters of startups 
have promoted innovation and growth in areas with high levels of education more 
successfully than in educationally backward areas.  Accordingly, a better sequence of 
regional development, in such a case, is to support educational development prior to 
promoting clusters.  In India, earlier policies focusing on reservation of industrial 
applications for SMEs and state-provided equity support failed and are being phased out. 
Current policy focuses on providing debt finance through state-sponsored financial 
institutions.   
 
However, debt policies cannot succeed without prior access to risk capital.  Generally 
speaking, this means private sources of capital since SMEs cannot immediately access 
public equity.   In the absence of such risk capital, SMEs tend to have a different character. 
Though likely to exist in large numbers in any case, they will be smaller with low growth 
rates and low rates of innovation.  Such appears to be the case for India.9 
 
As with debt finance, the shortage of risk capital is a problem that is not unique either to 
India or developing countries.  The above-mentioned British government report  notes that 
while “The UK private equity industry is the largest and most developed in Europe…  the 
growth of the UK market has been accompanied by an increasing concentration on larger 
investments in well-established businesses… However, structural features of the market 
result in an ongoing shortage of venture capital funds to support smaller-scale investments, 

                                                 
7 JSBRI, 2005, White Paper on SMEs in Japan, p.53, Report, Japan Small Business Research Institute, (US 
data is for 2002). 
8 Dossani R and M Kenney, 2002, Creating an Environment for Venture Capital in India, World Development, 
v.30, No.2, 227-253, 2002. 
9 Bhide A, 2004, What Holds Back Bangalore’s Businesses, Working Paper, Columbia Business School 
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creating a barrier to business formation and growth.”  The report also notes that many SMEs 
are not well prepared to receive risk capital, noting that “many lack the skills needed to 
develop a business proposal to a stage where it is ready to attract external investors. There is 
also evidence that, for some entrepreneurs, the fear of losing control and management 
freedom is a significant deterrent to seeking equity finance.” 
 
Similarly, a study by the Australian Venture Capital Association on ‘Early Stage Enterprises 
(ESEs)’10 states that many  “ESEs find it difficult to access sufficient capital to grow...due to 
difficulty in attracting formal venture capital or little incentive for investors such as angels 
to commit high risk capital ... creating a funding gap”. In addition to control issues and 
inexperienced management identified in the UK Treasury paper, the study identifies the 
following obstacles: 
  
•  Transaction costs – the costs to an investor of appraising the risks and returns from an 

investment tend to be fixed and high relative to the size of the investment.  
•  Transaction size – venture capital investors typically require a minimum transaction size, which 

is often higher than the average ESE fund raising.  
•  High risk - higher for early stage (and particularly pre-revenue) companies – because the 

management team or the ESE’s product and market may be unproven.  
•  Lack of exit options – there is no secondary market for trading in smaller firms’ shares.  
•  Due to the current post 'tech-wreck' environment, many venture capitalists have retreated 

from early stage investments in favor of later stage investments and turnaround opportunities. 
 
It should be noted that not just entrepreneurs but early-stage capital providers need to be of 
the right kind.  Venture capitalists, for example, are most successful when their prior 
experience includes running a startup. 
 
The importance of successful risk capital access is illustrated by a US National Venture 
Capital Association study showing that the long-term performance of venture-funded initial 
public offerings (IPOs) is better than non-venture funded IPOs (Venture Impact, 2004). VC-
funded firms in the USA employ 10 m workers and lead in technological development in 
diverse fields such as IT, healthcare and logistics.   
 
Some developing countries have a flourishing early-stage risk capital industry, notably 
China and Israel.  Both countries have successfully leveraged the capital and skills of 
overseas risk capital providers.  Other countries, including developed countries in Europe, 
have been less successful at using overseas capital. It should be noted that although overseas 
investors are more likely to possess technical skills and market awareness than domestic 
investors, they face difficulties applying the traditionally spatially-fixed venture capital 
model to global investing. 
 

                                                 
10 Utz C, 2005, Early Stage Enterprises, Position Paper, Australian Venture Capital Association, 

http://www.avcal.com.au/ftp/press/ESEsMay2005final.pdf  
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Table 3: Seed and Early Stage Investment  – Selected Countries, 2004 
 
 China India Israel UK US 
% of total risk capital invested in seed 
and early-stage firms 

12.5 6.9 32 39 29 

 
Sources: China: Zero2ipo-CVCAnnual Report 2005; India: TSJ Media; Israel, UK, US: 
Global Private Equity: Venture Capital Insights Report 2004-2005, Ernst and Young. The 
percentages are not strictly comparable owing to different definitions and should be used as 
qualitative indicators. 
 
Interestingly, China began its development of a risk capital industry more recently than 
India.  But, over the past few years, China has overtaken India in the share of early-stage 
fundings.   
 
Figure 1: Private Equity Investments: India and China11 
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Sources: China: Zero2ipo-CVCAnnual Report 2005; India: TSJ Media 

                                                 
11 The decline in investment activity in China in 2005 was due to a regulatory initiative by China’s State 
Administration of Foreign Exchange (SAFE), known as Circulars 11 and 29, that banned offshore corporate 
structures allowing foreign-venture capitalists (the largest source of venture-capital investment in China) to 
exit through an IPO on a foreign exchange.  However, SAFE recently issued new regulations (Circular 75) that 
laid out a new process for establishing offshore structures, restoring the exit path. As a result, Chinese venture-
capital investment is expected to rebound in 2006. ( http://www.altassets.net/ 
knowledgebank/surveys/2005/nz7733.php ) 
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Figure 2: India & China - Average Deal Size Figure 3: India & China – No. of Deals & Investments  
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endowed with complementary skills – typically, managerial and marketing skills that were 
needed to complement the technical skills of entrepreneurs. 
 
The above example shows that it is possible for the market to design a solution without 
policy intervention.  In other cases, we have seen that policy can be useful.  A recent study 
shows that the world’s best markets for private equity investment broadly display Anglo 
Saxon economic characteristics such as stable regulatory environments, liberal policies 
towards private enterprise, well-funded financial systems and an appetite for 
entrepreneurship.12  A joint US-European study concluded that adopting policies favoring 
growth that is driven by venture capital could have considerable benefits.13  Several 
transnational groups help establish good practices in public policy, such as the OECD 
Working Party on SMEs and Entrepreneurship, the United Nations Economic Commission 
for Europe’s (UNECE) Working Party on Industry and Enterprise Development, the United 
States – EU working group on venture capital and the United States – Australia working 
group on venture capital. 
 
A study by the European central bank14 on how public policy can contribute to increase the 
share of early stage and high-tech venture capital investments argued that ‘Our results cast 
more than a passing doubt on the attempt to increase the share of early stage and high-tech 
venture investments by channeling more funds into venture capital markets, consistent with 
a ’money chasing deals’ situation.  Rather, we find that policies aimed at increasing the 
expected return of projects are more successful in altering the composition of venture capital 
markets towards projects with less collateral, namely early stage projects and projects in 
high-tech industries. The availability of stock markets targeted at entrepreneurial 
companies–which provide a lucrative exit channel–and a decrease in capital gains taxation 
both raise the share of early stage and high-tech investments. Interestingly, we find that a 
reduction in some barriers to entrepreneurship leads to a large increase in the high-tech ratio. 
By contrast, the stock of public R&D holds no effect on the innovation ratios’. 
 
Many problems that bedevil early stage investment in developing countries do not apply to 
India.  The telecommunications and education infrastructure are advanced relative to India’s 
stage of development.  Relative to most other countries, skills are not in short supply.  
 

                                                 
12 Apax-Economist Intelligence Unit, 2006, Unlocking Global Value – Future Trends in Private Equity 
Investment Worldwide, Report. 
http://www.ventureeconomics.com/evcj/protected/penews/1145454181287.html  
13 United States Department of Commerce International Trade Administration and European Commission 
Directorate-General for Enterprise and Industry, 2005, Working group on Venture Capital – Final Report. 
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Central Bank, Working Paper Series No. 430 
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Table 4: Skills Constraints by Region. 
 
 South 

Asia, 
incl. 
India 

East 
Asia/Pacific, 
incl. China 

Latin 
America 

Sub-
Saharan 
Africa 

Eastern 
Europe/Central 
Asia 

All 
Regions 

% of firms 
reporting 
skills 
constraints 

15 22 30 30 10 20 

Source: Hallward-Dreimeier and Stewart, op.cit., 2005, Figure 8.  
 
Other positive features include: 
 

• Large stock of human capital: 
o The rising number of graduates in various fields. 
o The success of the software and services industry, which has created a cadre of 

engineers and other domain experts with marketing and product development skills. 
o Well-developed managerial skills among managers of large firms. 
o A cadre of returnees from western countries with advanced technical and business 

development skills. 
• Opportunities in newly competitive exporters, eg., textiles, the auto components industry 

and healthcare. 
• The growth of domestic markets in fast-growing sectors such as telecommunications, 

finance and retail. 
• Presence of risk capital providers in centers outside the main commercial center, Mumbai, 

and, in consequence, closer to the locations of small and medium enterprises. 
• Globally connected and flourishing private equity industry with independent management 

structure, experience of dealing with large, global institutional funds and reliance on 
institutional capital – several of these attributes are portable to early-stage investing. 

• Expanding pool of multinational firms providing access to the latest technologies in a range 
of sectors. 

 
However, several challenges remain, which we turn to in later sections.  In summary, we 
have argued that a risk capital industry that funds startups through transition to a stage 
where financial markets can take over is important for growth and innovation in all sectors.  
International experience suggests that the causes range from structural features, such as high 
transaction costs, poor exit options, the educational system and the lack of proximity 
between providers and users of finance; to the lack of complementary skills between 
entrepreneurs and capital providers; and a shortage of complementary capital.  In the 
absence of risk capital, SMEs may exist in large numbers but will have low growth rates and 
low rates of innovation.  Policy initiatives to resolve these problems can range from 
subsidies and public funding to initiatives to reshape the business environment. Table A3 in 
the Appendices presents a list of problems that SMEs typically face and the appropriate 
policy response. The right policy initiatives appear to have helped developing countries and 
it appears vital to target and sequence policies correctly.    
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4.0 Trends in Indian Risk Capital 
 
The risk capital industry in India began in the early 1990s when a number of World Bank-
supported venture capital firms were founded.   Following reforms in 2000, several foreign-
financed funds were established.15    
 
Table 5 : Phases of Growth of Indian Risk Capital 
 
 Phase I Phase II Phase III Phase IV 
 Pre-1995 1995-97 1998-2001 2002-2005 
Total Funds:  ($ m)  30 125 2847 5239 
Number of Funds 8 20 50 75 
Primary Stages and 
Sectors 

Seed, Early-stage 
and Development 
– Diversified 

Development – 
Diversified  

Early-stage and 
Development– 
Telecom & IT 

Growth/Maturity – 
Diversified 

Primary Sources of 
Funds 

World Bank, 
Government 

Government Overseas 
Institutional 

Overseas Institutional

Seed/early-stage ($ 
m)  

5 15 657 250 

Number of 
Transactions 

10 20 273 58 

Development ($ m)     25 110 2168.1 3107 
Number of 
Transactions 

20 45 273 288 

 Growth/maturity ($ 
m)             

  21.9 1882 

Number of 
Transactions 

  2 100 

Total Number of 
Transactions 

30 65 548 446 

Average Investment 
($ m) 

1 2 5.20 11.75 

Sources: TSJ Media, IVCA publications and estimates (various years). 
 
The table above shows the decline in early stage funding after the Internet bubble burst in 
2001.  The few startups that succeeded were ‘me-too’ firms that replicated proven business 
models, thus creating the strategy for funding that predominates to this day.  The strategy 
favors two types of entrepreneurs:  
 
(i) Those who were earlier executives in successful firms and need capital to replicate the 
products or services and business models of their previous employers.  
(ii) Those who run closely-held, profitable firms which need capital to expand or prepare for 
a public listing. 
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15 Venture capital commenced in India with the formation of TDICI in the 80’s. Regional funds like GVFL & 
APIDC were setup in the early 90s, with Government funding. The mid 90’s saw the advent of Foreign 
Venture Capital funds primarily focused on developmental capital without any sectoral focus, driven by 
opportunities. Post the success realized by these funds, there was an emergence of a number of India-centric 
foreign VC firms. Currently there are a number of large funds whose focus is buyouts and PIPEs.  



 

 
The profile of risk capital providers, presented in the following charts, shows a bias toward 
larger funds interested in later-stage investments. 
 
Figure 6: Risk Capital Firms by Stage of Investment. 
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Figure 7: Capital Under Management 
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Nevertheless, the industry’s potential to support early-stage investment is indicated by:   
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(i) The rising supply of private risk capital with time implies a growing managerial capacity. 
Further, the management is mostly independent rather than strategic or government-
dominated (unlike, say, China and Singapore) and the sources of funds are largely 
institutional, with a long-term focus.   
 
(ii) The corporate structure – Trusts, LLPs and LLCs – is consonant with developed-country 
corporate structure and is superior to the corporate form that predominates in East Asia, 
particularly in Korea and Taiwan.  
 
Figure 8: Risk Capital Funds Corporate Structure 
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Figure 9: Fund Manager Types 
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Figure 10: Sources of Capital 
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(iii) 71% of the funds are headquartered outside India and 28% of the CEOs of the funds are 
located in Silicon Valley, implying exposure to global standards.   
 
Further, overseas respondents indicated a high interest in building a long-term presence in 
India.  Studies by the US NVCA support this finding. 16 
 
(iv) The operational location (regardless of whether the fund is headquartered in India or 
overseas) is mostly either Bangalore, Mumbai or Delhi, i.e., at India’s leading technology 
centers.  The industry is thus not rigidly linked to the main  financial center, Mumbai – too 
tight a linkage, as discussed earlier, can hinder SME growth. This has been a problem 
elsewhere, particularly in Western Europe, Japan, Korea and Taiwan.      
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16 Deloitte and Touche-NVCA, 2005, Global Venture Capital Survey, April. According to the survey of 545 
venture capitalists, 20 % of US-based respondents plan to increase their global investment activity over the 
next five years, up from 11 % currently investing abroad.  The countries of greatest investment interest over 
the next five years are China (20 %), India (18 %), Canada/Mexico (13 %), Continental Europe (13 %), Israel 
(12 %) and the UK (11 %).   42 % of respondents plan to invest abroad only with other investors that have a 
local presence; 39 % plan to develop strategic alliances with experienced foreign-based venture capital firms; 
and 30 % plan to open satellite offices in select regions globally.   



 

Figure 11: Fund Global HQ Location  Figure 12: India Office Location  
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5.0 Challenges with Domestic Markets: Size, Global Competitiveness and Small 
Manufacturing Base. 
 
Academic literature argues that startups do best when domestic markets are globally exposed and 
grow rapidly (Hobday, 1995).17 Domestic markets then become the primary source of learning for 
startups. For example, it is argued that a logistics firm like Federal Express could not have been 
conceived outside the deregulated mail markets of the US – for, how would a startup based in, 
say, Mumbai have become aware of the market opportunity?18  
 
India has had slow growing domestic markets till recently. Claude Leglise, VP, Intel Capital 
responsible for managing Intel’s equity investments worldwide states that19….“Intel Capital 
started investing in India with the same concept as China - that we would support domestic 
growth. I think it’s not over-positioning by saying that we were sorely disappointed. The 
domestic consumption and the ability to grow businesses to support domestic consumption 
just did not materialize. The businesses that have done well have been essentially off-
shoring Western problems. So that was our late-1990s, early-2000 investment thesis. We 
retargeted it in 2001 and started looking for either export-oriented companies or product 
companies that had a measurable differential advantage. We’ve been lucky with a few and 
have seen a few that are quite interesting… But even if they start in India, they are 
immediately export-oriented. That’s their way to survive and grow. So it’s a different style 
compared to China.” 
 
Survey respondents corroborate the concern that domestic markets are not perceived to be 
attractive enough, either on their own or due to linkages with overseas markets. 
 
Figure 14: India Market Opportunity 
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Source: Survey data 

                                                 
17 Hobday, M, 1995, Innovation in East Asia: The challenge to Japan. Edward Elgar: Cheltenham. 
18 At the same time, it is important to understand that mature or protected domestic markets usually offer little 
scope for growth.  For example, electric utilities, water utilities and the supermarket have not been recent 
hotbeds of innovation in developed countries because of universal access and low growth rates. 
19 Leglise, C, 2004, quoted in Ernst &Young Global Venture Capital Report, p 69, Ernst and Young. 

29



 

By contrast, the following shows that China’s market size is a primary attraction for investors. 
 
Figure 15: India vs China Investment Attractiveness 

 
Source: A T Kearney, FDI Confidence Index 2004 
 
The reasons why Indian domestic markets constrain new business opportunities are several:  
 
(i) Services are an increasingly important sector of the economy but many services are low-
growth, such as micro-retail outlets, postal, accountancy and railway services.20 
 
Figure 16: India GDP Composition  Figure 17: India and China – GDP Composition 
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20 Banga R, 2005, Critical Issues in India’s Service-Led G
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(ii) India’s weak manufacturing base deters investors in the manufacturing sector and is also 
a deterrent for services built around manufacturing. In this regard, Chinese policy on 
semiconductors is worth noting. The Chinese semiconductor foundry SMIC, for example, is 
arguably more important for the services in design and integration that have come up around 
SMIC than the foundry itself. Similarly, Silicon Valley maintains a strong manufacturing 
base in semiconductors and equipment manufacturing even as it has moved increasingly to 
services.  
 
(iii) Policies favoring exports through tax and other incentives have crowded out production 
for domestic markets. 
 
The perception among risk capital providers corroborates the above, i.e., that services offer 
higher returns than products and that export markets offer better opportunities for 
investment than domestic markets. Combined with the finding that late-stage firms offer 
higher returns than early-stage firms, these present significant disadvantages for investing in 
startups.   
 
Figure 18: Relative Returns  
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There are, however, indications of a changing environment:  
 
(i) The competitiveness of exported services – in software and BPO – is beginning to feed 
into the domestic services sector. Even as the share of services in total external trade rose 
from 19.3% in 1995 to 24.9% in 1998 (Banga, 2005, p 9), FDI inflow into India has 
increasingly moved towards services, accounting for 28.3% in the period 1995-99 from 
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10.5% in 1990-94 (World Investment Report, 2004) – mostly into telecom services, 
financial services, retailing and real estate for the domestic market.21  
 
Figure 19: Investors’ Industry Preference. 
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Source: Survey data 
Note: Preferences determined by weighted average. 
 
(ii)  Relative to its state of development, India has an advanced financial markets 
environment with the capacity to provide capital for second-stage growth. 
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21 It is surprising, however, that the share of employment in services has not kept pace with its contribution to 
GDP, accounting for 28.5 of employment in 1999-2000. (Banga, op.cit., p 17).  Part of the reason is that some 
modern service sectors such as IT services have very high productivity relative to the rest of the economy. 



 

Figure 20: India and China – Services & Market Capitalization as a % of GDP 
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6.0 Lack of Strong Domestic and Global Networks of Entrepreneurs, Financiers, Large 
Firms and Research Institutes  
 
The academic literature on social networks identifies ‘social capital’ as a key requirement 
for startups to innovate and grow.   Such social networks offer information and risk-
mitigation that is often crucial for startups. In Silicon Valley, for example, it is argued that 
social capital supports a tolerance for experimentation (and possible failure), provides a 
network of angel and other risk-tolerant investors, a network of research ideas through 
linkages with Stanford University and University of California, Berkeley, and opportunities 
to find the complementary members of a founding team. 
 
Silicon Valley’s success has been attributed to a vibrant network of ‘weak ties’, i.e., 
opportunities for would-be entrepreneurs to interact with financiers, potential co-founders 
and fellow employees in settings such as meetings of professional associations. On the other 
hand, strong ties, such as close business associates and friends, have been found to be less 
useful for entrepreneurship than weak ties because of their overlapping domains of 
information. 
 
India does not have social networks as useful as Silicon Valley’s or even China’s. While the 
India-US (particularly Silicon Valley) corridor is growing, it does not yet match the China-
US corridor, thanks in large part to the mediation provided by Taiwanese engineers and 
capital, which is of longer standing and is even an important source of capital for Silicon 
Valley startups. China’s location has made it a focal point for investment by firms in Japan 
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and Korea, apart from Taiwan and Singapore.  China’s dense social networks and 
manufacturing relationships with engineers, entrepreneurs and risk capital providers in 
Taiwan, Korea and Japan induces early-stage investment for onward supply to intermediate 
and final goods producers in East Asia.   India, by contrast, does not have multi-country 
supply-chain relationships with the rest of Asia. As a result, spin-offs from large firms and 
university research, for example, are rare. 
 
Figure 21 : Entrepreneurs’ Sources of Risk Capital  
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Source: Survey data 
 
Where networks are relatively strong, it appears that risk capital providers are more willing 
to invest.  Thus, Bangalore is the most desirable destination for investment, arising from its 
entrepreneurial culture and location of the center of the ITES industry.
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Figure 22: Preferred Investment Destination in India 
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Source: Survey data 
Note: Preferences determined by weighted average. 
 
 
7.0  Challenges with the Operating Environment 
 
Figure 23: The Operating Environment 
 

1 2 3 4

Policy/Regulation

Univ-industry collaboration

Legal systems

Corporate governance

IP/Data protection

Professional services

5

Indian operating environment

1=Worst,  5=Best
 

 
Source: Survey data 
 

35



 

From the above, it appears that despite several policy initiatives to provide an appropriate 
regulatory and policy environment, this is still the major concern.  In interviews, domestic 
risk capital providers noted that they were discriminated against relative to overseas risk 
capital providers, which could freely invest in overseas startups while they were still not 
permitted to do so (the regulations on this are being liberalized).   
 
Taxation emerged as of particular concern.  There remain ambiguities on interpretation of 
the tax code (discussed later). Foreign risk capital providers noted that the regulatory costs 
of creating tax-efficient structures through favorable tax jurisdictions such as Mauritius 
were high due to the complexities involved.  
 
Respondents indicated that smaller, more startup-focused risk capital providers were 
particularly deterred from entering India by these costs.  The high costs also deterred 
overseas high net worth investors from investing.    
 
The implications of these costs for innovation via SME investment are severe for countries 
like India since small VC firms and angels are often the primary source of learning for seed 
and early-stage firms.   The high costs of tax-efficiency, by becoming a barrier to 
investment, thus also become a barrier to learning.    
 
The simplest solution is to offer complete tax exemption to all foreign investors regardless 
of whether they avail of the Mauritius route or not.  However, we recognize that this may 
raise concerns about the quality of funds.  Hence, a partial solution is that SEBI could still 
register small funds and high net worth individuals, thus establishing standards for 
disclosure and operation, but that the income of these funds would be tax exempt in India so 
long as they invest in SMEs and the amounts invested aggregate to less than a threshhold of, 
say, $20 m. 
 
Figure 24: The Tax Environment 
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Source: Survey data 
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Concerns about university-industry collaborations reflected concerns with both the lack of 
networks of entrepreneurs with university research as well as the lack of university research 
of adequate quality.   
 
Corporate governance is also a concern. One of its impacts is to shift investment away from 
startups where the risk of poor governance is relatively high (in mature companies, the 
effect on profits of poor governance is partly offset by a proven business model).   
 
Figure 25: Opportunities in India 
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Source: Survey data 
 
As the above chart shows, exit options are of concern.  This, too, may drive risk capital 
providers to prefer investments in large companies.   
 
The lack of complementary capital has been discussed above and is partly due to the 
absence of credit agencies for SMEs.22  
 

                                                 
22 SMERA, a credit rating agency for the SME segment was recently launched in India. 
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Figure 26: India’s Cost Competitiveness 
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Source: Survey data 
 
While operating costs are still perceived to be competitive, interviewees expressed concern 
about the diminishing differential with global operating costs.  
   
Figure 27: Investee Company Attributes 
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Source: Survey data 
 
The chart above shows that the ability to grow the company, management skills, talent and 
ideas are not significant advantages. This suggests that entrepreneurs’ skills could be 
enhanced through training.  
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A similar concern arises on entrepreneurs’ operational skills. As the chart below shows, 
apart from services sectors and India’s operating cost advantage, risk capital providers do 
not perceive any competitive advantages.  
 
Figure 28: Venture Company Management  
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Source: Survey data 
 
However, a source of competitive advantage appears to be the quality of output, as the 
following chart shows. 
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Figure 29: The Quality of Output 
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Source: Survey data 
 
It appears that risk capital funds invest in Indian firms primarily because the quality 
delivered is competitive with respect to Asian competitors rather than global competitors or 
for other attributes of firms.  In particular, innovation is not a driver of investment.     
 
Finally, there are concerns about the low domain expertise of risk capital providers (which 
may arise from the background of many in financial services rather than in operations).  
This raises the significant concern that raising risk capital becomes much less attractive to 
entrepreneurs if it is not accompanied by complementary skill sets such as market 
knowledge and domain skills. 
 
Figure 30: Domestic Fund Managers’ Attributes 
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In summary, respondents identified the following causes for the shortage of early-stage risk 
capital:  
 

• Mismatch between the resources and skills of risk capital providers and 
entrepreneurs’ needs. The reasons are: 

o Domestic risk capital providers, though skilled at risk assessment and 
portfolio diversification, lack technical skills and market awareness.  The 
capital providers’ lack of capabilities, in turn, are because of lack of prior 
operational experience.   

o Early-stage entrepreneurs, though skilled at cost-control and technology, lack 
market awareness, product development skills, global standards of 
professional and ethical behavior and team building skills. 

 
• Transition into and from early stage investments is difficult.  The causes are: 

o Inadequate pipeline of angel/university/state funded seed-stage firms. 
o Seed and early-stage entrepreneurs’ professional networks consist primarily 

of a few strong personal connections and brokers. A wider network of 
professional associates, incubators and prior-stage financiers, is largely 
absent.  

o Underdeveloped equity markets for listing early-stage firms. 
o Shortage of complementary capital, such as debt capital. 

 
• The business environment discourages sophisticated standards of: 

o Corporate governance. 
o University research and university-industry collaborations. 
o Intellectual property creation and protection. 
o Domestic consumption in some important markets, such as for IT. 
 

• Bureaucratic, regulatory, legal and tax hurdles.  These include: 
o Costly creation of tax-efficient structures for overseas investors. 
o Cumbersome legal systems. 
o Unclear rules on taxation of ventures, investors and funds. 
o Sectoral and security restrictions on investment under SEBI rules. 
o Inadequate investor rights associated with venture investments.  
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8.0 Policy Analysis 
 
The complexity of the challenges makes a single policy or regulatory response inadequate.  
Instead, India needs a mix of appropriate policies and regulations.  At the same time, the 
wrong choices could have adverse affects, for example, by crowding out private funding or 
reducing entrepreneurial incentive. 
 
8.1 Public Funding for SMEs. 
 
Public funding for SMEs can have many goals: addressing the resource mismatch, the 
shortage of university-industry collaborations and the shortage of intellectual property.   
 
However, solutions need to be carefully chosen.  For example, consider a program based on 
the principles of the US SBIC participating security (PS) program.  This is a public-private 
partnership in which the state provides up to two-thirds of the finance to a private venture 
capitalist at a low interest rate, with provisions to defer interest and capital repayments until 
the fund earns profits. 
 
The intent of the program was to overcome a shortage of risk capital arising from the high 
risk-aversion of banks. The SBIC program allowed the government to absorb much of the 
risk. Such a program works best if it attracts venture capitalists who possess the skills to 
guide a new entrepreneur. If, however, the program attracts risk capital providers who lack 
such skills, then the provision of cheap money will result in a lowering of the threshold of 
return for investments, i.e., money will go to projects with high risk and low return.  
 
The US SBIC program has encountered both these situations. When the program was first 
introduced in the 1960s, there was, as noted above, a shortage of risk capital due to the 
underdeveloped condition of institutional finance. In consequence, the risk capital firms that 
came forward to begin SBICs were usually highly skilled and the SBIC program was 
considered very successful. 
 
However, after pension funds and other institutions were allowed to invest in venture capital 
from 1979 onwards, skilled risk capital providers preferred to obtain institutional money 
rather than SBIC money because they could raise larger amounts with less bureaucracy. 
Those who turned to the SBIC program were the less-skilled risk capital providers.  This 
resulted in large losses for the program.   
 
In recent times, poor investments due to the low quality of due diligence resulted in a loss of 
over $2 billion to the SBIC program between 2001 and 2004 and the PS program was finally 
discontinued in 2004. 23 
 
One way around the shortage of domestic domain expertise is support funds that are 
managed jointly with globally successful funds. Israel’s BIRD and Yozma programs did this 
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2004 and replaced with a program that provided up to two-thirds of the finance with deferred capital payments 
only. 



 

successfully.  Another way is to provide public funds to private risk capital managers who 
have successfully raised institutional finance. 
 
An alternative is to directly finance the entrepreneur.  The government of India has 
introduced the Fund for Technology Development and Application under the Technology 
Development Board in 1996. This is based on similar programs in the US (Small Business 
Innovation Research, SBIR) and other countries. Such funds can perhaps also be given to 
commercialize university research. The US has a successful program to do this (Small 
Business Technology Transfer Program, STTR). 
 
To summarize, public funds could be provided in several ways, typified below: 
 
Type 1: Public funds provided directly to entrepreneurs for research, product development 
and university collaborations. 
Type 2: Public funds, in partnership with private funds (PPP), invested in independent small 
ventures. 
Type 2A: PPP funds for global VC collaborations 
Type 2B: PPP funds for domestic funds to leverage institutional finance 
Type 3 (Default type): No PPP.  Instead, public policy should support the development of 
institutional finance through regulation. 
 
An appropriate starting point is to support seed and early-stage entrepreneurs through public 
R&D funds (Type 1).  Private funds should be supported with public money (Type 2) only if 
private financiers possess domain skills.   Since identifying private funds with domain skills 
is difficult, Type 2 programs will usually fail if public money is allocated without 
qualifications.   Such qualifiers could be:  (1) The domestic fund allies with a reputable 
global fund (Type 2A).  (2) The domestic fund receives institutional finance (Type 2B).  
The growing maturity of institutional finance in India suggests that this might be a viable 
approach.  (3) The determination of which domestic VC funds to support should be a non-
bureaucratic process, perhaps involving scientists, technologists, academics and private 
sector representatives.   
 
Further, in order to preserve entrepreneurial incentive, PPP funds should be invested in 
independently owned ventures rather than be invested in the fund’s subsidiaries, if any, 
within which portfolio companies reside (as in Taiwan).     
 
In the long-term, private funds should be funded with institutional finance, such as pension 
funds.  This should be supported through regulation that permits prudential investment in 
risk capital funds (Type 3).     
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Figure 31: PPP and Users’ Responses. 
Note: Boxes show capital providers’ and users’ responses. 
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8.2 Enhancing Investors’ Rights. 
 
Globally, investors’ standard practices are to own minority stakes (thus keeping 
entrepreneurial ownership and incentive high) and to exercise operational influence through 
membership of the board, of whom the majority are independent board members.  In the 
absence of board membership, investors’ usually seek information rights, such as the right 
to attend board meetings and to exchange information with officers and board members. 
Second, investors obtain contingent rights that are triggered by certain outcomes, such as 
anti-dilution rights in the event of new rounds of financing. These rights are usually part of 
the terms of financing. 
 
In India, however, the low standards of corporate governance pose problems. Respondents 
reported that holding board seats and minority shareholdings, even when the majority of the 
board consists of independent directors, were inadequate for influencing startups. 
 
Second, since corporate law restricts the tenure of a convertible security to 18 months, the 
rights attached to the terms of financing are not exercisable for longer-dated events. This 
may be improved by enabling long-dated convertible securities with the flexibility to allow 
disproportionate rights relative to economic interest. Note that the J.J. Irani committee under 
the Ministry of Company Affairs has recommended the enabling of perpetual preference 
shares. 
  
8.3 Regulatory Recommendations. 
 
The present venture capital rules in India represent a serious effort to bring the operating 
environment for venture capital close to global best practice.  When they were initially 
drafted, the intent was to approximate key features of the US model, notably tax pass-
through.  Some restrictions, such as on the percentage of listed investments, were needed in 
order to prevent such funds behaving like hedge funds. Other restrictions, such as the share 
of a single investment in the total fund, were intended to protect passive investors. 
 
With time, the venture capital industry has matured.   However, the policy and regulatory 
structure have not kept pace.   Despite a generally pro-investor policy framework, 
respondents identified problems in policies as well as in regulation.  First, by requiring 
certain kinds of institutions to be established, such as a trust and asset management 
company, and specifying capitalization floors, policy tacitly favors institutional investment 
versus individual investment.   While this approach is suitable for passive (portfolio) 
investment, it is not suitable for investment in innovative startups.   Such firms require 
small, staged investments that might accumulate to less than a million dollars in the first two 
years along with active, operational involvement by the investor.  This is typically the 
domain of angels and small venture capital funds, which are deterred by the regulatory 
requirements.  Further, once invested, the funds are not fungible globally, whereas it is in 
the nature of innovation that skills be located globally.  For example, if the startup needs to 
hire a technical consultant to solve a specific problem and if that consultant is only available 
overseas, the funds cannot easily be transferred overseas for such work. 
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Second, while the policy infrastructure is designed to mimic a globally acceptable set of 
standards, it is not yet simple enough.  For example, while tax pass-through has been 
accepted as a policy goal for institutions that manage money on behalf of passive investors, 
its implementation through SEBI regulations includes portfolio restrictions that deter 
investors.   
 
Current policy on risk capital provision is embodied in regulations promulgated by the 
Securities and Exchange Board of India (SEBI),which regulates venture capital by both 
domestic venture capital funds (DVCF) and foreign venture capital investors (FVCIs).  
SEBI-registration offers benefits subject to certain restrictions. 
 
1. Key features of SEBI-registered DVCFs and FVCIs (together, VCFs): 
 

i. Income is passed through to investors without tax in the case of Trusts registered 
under the Indian Trusts Act and Venture Capital Companies24 

ii. FVCIs can freely remit funds to India for investments in Indian venture capital 
undertakings (VCUs)25 and SEBI registered DVCFs. 

iii. FVCIs are exempt from both the entry and exit pricing regulations that otherwise 
apply to foreign investors, such as market-related pricing on divestment.  

iv. The sale of shares by DVCFs to company insiders post-listing is exempt from the 
SEBI takeover code. 

v. VCFs automatically obtain Qualified Institutional Buyer (QIB) status, which is 
useful for participating in IPOs through book building. 

vi. Exemption from one-year lock-in for divestment post-IPO for shares purchased 
prior to the IPO, lock-in applicable for shares subscribed to in IPO. 

vii. VCFs do not get treated as promoters for purposes of IPO. 
 

2.  Restrictions on the investment portfolio 
 

Sectoral caps for industries as prescribed in the FDI regulations are applicable to 
FVCIs. 
  
The other restrictions common to all VCFs include: 

(i) At least 66.67% of investible funds must be invested in unlisted equity shares 
or equity linked instruments of VCUs 

(ii) Upto 33.33% of investible funds may be invested by way of: 
(a) Subscription to IPO of a VCU whose shares are proposed to be listed  
(b) Debt of a VCU in which the VCF has already made an investment by 

way of equity  
(c) Preferential allotment of equity shares of a listed company subject to 

lock-in of one year 

                                                 
24 Section 10(23FB) of the Income Tax Act. By implication the tax pass through does not apply to FVCIs that 
are not registered as companies in their country of domicile. Hence, the need to register in Mauritius (or any of 
the three other jurisdictions that enjoy Double Taxation Treaty benefits with India) 
25 VCUs are domestic unlisted companies engaged in services or manufacturing in industries which are not 
specified in the negative list 
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(d) SPVs (Special Purpose Vehicles) created for facilitating investments in 
accordance with SEBI guidelines 

 
3. Minimum capitalization 
 
While there are no minimum corpus  requirement for FVCIs, DVCFs require a minimum 
capital commitment from its investors of INR 50M with a minimum of INR 500,000 from 
individuals investors contributing to the DVCF.   The domestic branches of FVCIs, if 
established, need to be capitalized with a minimum of $500,000. 
 
4. Corporate structure of VCF and Venture Capital Fund Management (VCFM) 
 
A DVCF can be organized either as a trust or as a company.   There is no restriction on how 
the FVCI may be organized.  A DVCF with overseas and domestic investors is more 
complex to organize.  First, a trust or a company is organized in India. The domestic 
investors contribute directly to the trust.  Overseas investors pool their investments in an 
offshore vehicle and this offshore vehicle invests in the domestic trust.  The offshore vehicle 
may have its own offshore manager or advisor. This structure enables the domestic manager 
to draw its share of carry directly from the trust. 
 
An alternative structure is for parallel DVCFs and FVCIs to be organized, with the domestic 
fund manager of the DVCF acting as the investment advisor to the FVCI. 
 
Table 6: Comparison of Corporate Structures 
 
 Characteristics Remarks 
Incorporated 
(Corporate) 

1.  Cash distributions via dividends and share 
repurchases may be made only out of 
profits or retained earnings. Share 
repurchases otherwise constrained on 
frequency. 

2. Statutory transfers to general reserve. 
3. Closedown of fund is a legal process that 

takes 1-3 years. 

 

Trust 1. In specie distributions possible. 
2. Closedown per charter. 

 

LLP 1. Benefits of trust as above 
2. Tax pass-through by virtue of charter.  

Not currently permitted, recommended 
by Naresh Chandra committee, under 
consideration. 

LLCs Offers the same benefits as LLPs; with some 
additional liability protection 

This is the predominant structure in the 
US, along with LLPs 

 
Notes:   The VCF Regulations state that upon winding up of a scheme, the assets of the scheme shall be liquidated and the 
proceeds be distributed amongst the investors.  
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5. Tax 
 
Table 7: Tax Guidelines 
 
 Characteristics Remarks 
Registered VCF Tax pass-through to 

investors 
1. VCUs are defined under Section 10(23FB) as domestic unlisted 

firms only as defined under SEBI regulations, whereas SEBI 
regulations allow VCFs up to 33.3% investment in listed 
securities.  This needs to be clarified. 

2. If FVCI opts for DTAA (Double-tax Avoidance Agreement) 
registration, its Indian income is not tax-free. This needs to be 
rectified.1 

Section 115(U): 
3. Tax-exempt income is not defined as equal to income accrued 

and adjusted for c/f losses.  This needs to be clarified. 
4. Tax-exempt income is not defined to include capital 

gains/losses. This needs to be clarified so that fund expenses 
may be set off before determining amount passed through. 

5. TDS credit currently may not be passed to investors.  This needs 
to be rectified. 

6. Dividends are normally tax-free in the hands of recipients. 
However, dividends passed-through an FVCI to non-resident 
investors may be deemed as business income. This needs to be 
clarified. 26 

Tax on investors 
in VCF 

Must pay tax unless 
registered in tax-
treaty jurisdictions, 
such as Mauritius 

Mauritius, Cyprus and Singapore offer tax benefits.  In 
consequence, investors pay tax in their tax jurisdictions only.  
 

Notes: 
1. Income of SEBI Registered FVCI with a permanent establishment is exempt from paying income tax 
 
6. Alternative routes for foreign risk capital providers. 
 
It is not necessary for foreign investors to register with SEBI.   Many prefer not to do so in 
order to avoid the restrictions discussed above and to retain the corporate structure of the 
parent firm overseas (typically a limited liability corporation or limited liability 
partnership, neither of which are permitted in India).   

 
Tax pass-through is then achieved by registering the fund in a tax-favored jurisdiction, 
typically Mauritius.  In order to enable the fund to manage investment and divestment over 
different funds and investee companies (for example, if a portfolio company is listed 
overseas), most funds create an intermediary holding company in Mauritius.  

 
However in order to enjoy capital gains tax exemption under the tax treaty, the Mauritius 
entity cannot have a permanent establishment (PE) in India. Consequently, usually the 
investor sets up an advisory company in India to source deals and advise on structuring 
transactions and monitoring the portfolio. 

 
                                                 
26 Udwadia, Udeshi & Desai, 2002, Tax-free Foreign Venture Capital Investment, 
http://www.altassets.com/casefor/countries/2002/nz2873.php 
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The costs of such a set-up are significant.  These include a minimum capitalization of the 
Indian Advisory entity of US$ 500,000 and the administrative and legal costs of the 
Mauritius presence. In one instance we were informed that the legal cost for structuring a 
single transaction in India was about US$ 1,000,000.  

 
 

                                                

7. Differences between domestic and foreign funds 
 

a. The primary difference is that DVCFs may not hold foreign securities, even shares 
that it acquires when a domestic portfolio company is acquired by an overseas 
company and compensation is through an allocation of shares. It is also possible that 
the domestic company may issue an ADR and GDR before getting itself listed on a 
domestic stock exchange (although recent RBI guidelines prohibit this). Under these 
circumstances, the DVCF cannot take advantage of this listing and exit from its 
investment.  To rectify this, the Lahiri Committee on VC Industry had recommended 
that DVCFs be permitted to invest in foreign securities. SEBI has formulated the 
regulations for this, which await RBI approval. 

 
b. DVCFs cannot invest more than 25% of their corpus of the fund in one VCU, 

whereas this restriction has been removed from FVCIs. 
 

c. DVCFs cannot list their units on any recognized stock exchange for 3 years from the 
date of the issuance of units. 

 
d. DVCFs cannot invest in associate companies.27 

 
e. The FVCI has to appoint a domestic custodian and open a special non-resident 

Indian rupee or foreign currency account with a designated bank. SEBI is the nodal 
agency for all necessary approvals including RBI’s permission for opening the bank 
account. 
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Table 8: Summary of VCF guidelines 
 

 Regulation Remarks FIPB route 
Eligibility  Must show institutional character in charter, 

eg., source of funds, credibility of investors. 
Should be extended to individuals. Same 

Portfolio 
restrictions:↓  

   

Permission to 
invest 

Not needed once registered so long as 
investments conforms to SEBI guidelines 

 Case by case 
approval needed 

Sectoral FVCI subject to sectoral limits per FDI rules 
 
Gold, finance, joint ventures prohibited1 

 Same 
 
Same 

Single firm Max: 25% of DVCF; FVCI: no restriction  No restriction 
Publicly listed 
securities1 

1. Max: 33.33% of corpus in equity/linked2 or 
debt of VCU in which VCF has existing 
equity investment; however, FVCI/DVCF 
may invest only in equity.  

2. One year lock-in for preferential issues3. 
3. Pricing at market-related prices4 
4. Margin payable for trades done on stock 

exchanges 

 
 

No restriction 
 
 
 
 
Same 
Same 

Unlisted 
securities 

At least 66.67% of corpus must be invested in 
new issues of unlisted equity/linked securities. 

  

Location of 
venture 

India5 Changes, pending implementation, 
allow DVCFs to invest overseas  

Not applicable 

Investing in 
convertible 
instruments (CI 
s) of listed firms 

1. 18 months tenure of CI 
2. If unlisted after 18 months, SCRA does not 

apply6 
3. VCFs not exempt from paying margin on 

trades executed through Stock Exchanges 
4. CIs have no voting rights 
5. Differential pricing for issue to VCF and 

employees not permitted 
6. CIs are ineligible for dividend 
7. Ratchet mechanisms not permitted (as new 
issue consideration to be minimum at par) 

 
 
 
 
 
 
Changing this is important for 
encouraging employee ownership 
and initiative 
 

Same in all respects 
 
 

Voting Rights No linkage to shareholding type or %  Same 
Board seats No linkage to shareholding type or %  Same 
Ratchet 
Mechanisms 

Restricted to bonus shares, which must be 
funded out of earnings. 

The rules should allow liquidity 
preference issues based on both 
positive and negative contingent 
events 

Same 

Tax  Pass-through to passive investors.  Overseas 
investors will need to be registered in a tax-
favored jurisdiction like Mauritius to avoid 
tax.  

High transactions costs.  For small 
foreign VC firms and overseas 
individuals, registration with SEBI 
should enable tax-exemption for 
both the fund and for passive 
investors, as applicable. 

Depends on tax 
jurisdiction where 
investor is 
registered, eg., 
Mauritius 
registration allows 
pass-through. 

Listing of VCF 3 year lock-in for DVCF  Not applicable 
Takeover and 
investor 
protection rules 
for listed firms 

1. VCF acquiring equity in a private placement 
is deemed an insider and subject to 
disclosure and acquisition rules applicable 
to QIBs7,8 

VCF may not invest in case ‘insider 
holding’ (including VCF holding) 
entitles insider group to exercise 
over 55% of voting rights. 

Same 
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2. VCF may not control listed VCU unless it 

owns at least 20% of the equity11,12 
 
 

This has been interpreted by SEBI 
to include any contingent voting 
rights rather than the stronger 
requirement of control.9,10 

Same 

Divulging 
material  
nonpublic 
information 

1. Not permitted generally 
 
2. Not permitted even for primary 

subscriptions 

Access to such information should 
be allowed subject to a standstill 
agreement. 

Same 
 
Same 

Corporate 
structure 

DVCFs must be corporate or trust; no 
restrictions on FVCIs 

LPs, LLPs & LLCs are more 
common for FVCIs 

Same 

Notes: 
1. The requirement of investing only in VCUs means that investment in specific projects is not possible under 

current regulations. Since project-specific investment may sometimes be desired by VC  funds, such as 
investing in a particular media project, we recommend that the definition of VCU needs to be broadened to 
allow direct participation in projects. 

2. Optionally convertible instruments are now considered equity linked 
3. The shareholder resolution for preferential allotment is valid only for 15 days; it is difficult to get all 

approvals within such a short period. The period should be raised to 180 days. 
4. A preferential allotment is subject to SEBI’s disclosure rules (the DIP Guidelines) which require that the 

price be equal to the higher of (i) the average of the weekly high and low of the closing prices of the related 
shares quoted on the stock exchange during the six months preceding the relevant date; or (ii) the average of 
the weekly high and low of the closing prices of the related shares quoted on a stock exchange during the 
two weeks preceding the relevant date. The term "relevant date" has been defined in the DIP Guidelines as 
the date which is thirty days prior to the date on which the meeting of the shareholders to approve the 
preferential allotment is held. The purpose of the guideline is to prevent listed companies from issuing 
shares to promoters at a discounted price. This concern should not apply to unaffiliated private equity 
investors. Further, owing to the time period being just two weeks for the second part, price ramping could 
happen.  A simple solution is to set the average six month price (part 1 of the calculation above) as a floor 
price. 

5. The 2004 Lahiri Committee on the VC Industry, under the Ministry of Finance, had recommended that 
VCFs be permitted to invest in foreign securities.  This was to take cognizance of the fact that sometimes 
investment made by VCFs in a domestic company is acquired by a foreign company and the consideration is 
by way of issue of shares in the foreign company. It is also possible that the domestic company may issue an 
ADR and GDR before getting itself listed on the Domestic Stock Exchange. Under these circumstances, the 
Domestic VCFs cannot take advantage of this listing and exit from its investment if not permitted to hold 
foreign securities, even though the Fund will repatriate all the realized proceeds to India. SEBI has issued its 
guidelines which awaits RBI approval.  

6. According to the Securities Contracts Regulation Act, 1956, (SCRA), contracts which relate to or deal with 
securities, if not executed on an exchange or on a spot delivery basis are illegal and void.  This affects the 
enforceability of put, call and other options, tag along, right of first refusal and other rights that investors 
desire in a contract when they make an investment.  

7. The SEBI Takeover Code and Disclosure and Investor Protection Guidelines require an acquirer who along 
with persons acting in concert (PAC), acquires 15% or more of the share capital or voting rights of a listed 
company to make an open offer to the remaining shareholders of that listed company for an additional 20% 
of the share capital.  This threshold should be raised for unaffiliated VCFs. For example, in Germany, the 
Netherlands and the United Kingdom, the comparable threshold is 30% and in France 33.3%. Furthermore, 
under the SEBI Takeover Code, an acquirer who, along with persons acting in concert, holds 15% or more, 
but less than 55%, of the share capital cannot acquire, in any financial year, additional shares or voting 
rights that would entitle him to exercise more than 5% of the voting rights unless that acquirer makes an 
open offer for an additional 20% of the share capital.  This rule should be amended to allow unaffiliated 
parties to buy more than 15% of a primary issue of shares. The rule should also clarify that the right to 
appoint a board member or acquire special voting rights does not by itself qualify the VCF for PAC status.  

8. Currently, open offers require creation of an escrow account funded with cash.  A bank guarantee should 
suffice. 

9. It is typical for private capital investors to negotiate certain approval rights in order to protect their 
investment. These approval rights do not place "control" in the hands of the private investor, but merely 
provide for the affirmative voting consent of the investor in the event of certain extraordinary events or 
transactions involving the target company. Hence, this differs from the definition of control under the SEBI 
Takeover Code, where the term "control" has been defined as "the right to appoint the majority of the 
directors or to control the management or policy decisions exercisable by a person or persons acting 
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individually or in concert, directly or indirectly, including by virtue of their shareholding or management 
rights or shareholders agreements or voting agreements or in any other manner” (though this is exempt for 
SEBI registered VCFs). 

10. Recent amendments to the SEBI Takeover Code provide that no acquirer shall acquire shares or voting 
rights through market purchases and preferential allotment or any other applicable law, which (taken 
together with shares or voting rights, if any held by him or by persons acting in concert with him) entitle 
such acquirer to exercise more than 55% of the voting rights in the company. In listed companies where the 
promoter holdings are already very high, it would be impossible for private equity investors to invest if 
SEBI takes a view that such private equity investors are persons acting in concert with the promoters as the 
aforesaid threshold may be exceeded.  Recent interpretations by SEBI of the Takeover Code suggest that if 
an investor has a shareholders’ agreement with special rights, that investor may be deemed to be a PAC with 
the promoter (though this is exempt for SEBI registered VCFs).   

11. Special rights, including veto voting rights, are permitted for listed companies through a shareholders’ 
agreement, which can lead to litigation by potentially aggrieved shareholders.  A simpler solution is for the 
Department of Company Affairs to allow VCFs to exercise veto powers as agreed with the board.  

12. Only cash to be deposited in an escrow account created for the open offer. It will be more effective to use a 
Bank Guarantee 

 
 
In summary, the policy environment for risk capital provision is embodied in the SEBI 
Venture Capital Rules.   They represent a serious effort to bring the operating environment 
close to global best practices, but several weaknesses remain.  Creating the right 
environment to access risk capital is, therefore, likely to require changes in regulations.   
 
The recommendations are as follows: 
 
8.3.A Enable the creation of limited liability corporations (LLCs) through an 
amendment on redeemability under the Companies Act; extend the applicability of the 
proposed limited liability partnership (LLP) structure to risk capital funds. 
 
Discussion:  
 
Risk capital providers, both domestic and overseas, that register with the regulator, SEBI, 
obtain benefits such as tax pass-through and exemption from the usual lock-in provisions 
upon listing (with some exceptions, as discussed in the main report).  Further, overseas 
investors registered with SEBI do not need additional approvals for certain corporate events 
such as divestment.  However, many of these benefits are not needed by domestic funds that 
invest in early-stage firms, since transition to late stages is usually through additional 
funding by other, late-stage funds and the investment is held for a period that will typically 
exceed the lock-in period.  A simpler, cheaper alternative is the limited liability corporation 
(LLC) and limited liability partnership (LLP). 
 
The US venture capital industry led the way in using the limited liability partnership as a 
fund vehicle and it has, over the past two decades, been adopted widely, including in Israel, 
Japan, Singapore and UK.  The LLP structure gives tax transparency – the investors are 
treated as investing directly in each portfolio company – and affords investors the protection 
of limited liability against the malpractice of other partners.  However, the LLP partner may 
still be jointly and severally liable for the contractual debts of the businesss.   The LLP 
allows partners to have different rights, such as the right to vote or the right to residual 
value.  The members of an LLP are free to agree amongst themselves the relationship 
between them, rather as partners do in traditional partnership. The LLP itself is a separate 
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legal entity and is therefore able to enter into contracts and hold property and the LLP is 
able to continue in existence independent of changes in membership.  
 
Note that the Naresh Chandra committee under the Department of Company Affairs has 
recommended introducing LLPs for professional service firms.  This could be extended to 
funds as well. 
 
Over the past 15 years, the US risk capital industry has moved from LLP structures to the 
limited liability corporation or company (LLC).   This is similar to LLPs in ease of 
formation and dissolution, differential rights and tax-treatment;  however, the LLC offers a 
wider shield of liability by limiting liability to the extent of the owner’s investment in the 
business plus his own individual negligence and malpractice.   Enabling LLCs will require 
an amendment to the Companies Act to permit redeemability. 
 
 
8.3.B  Accreditation of Overseas Investors. 
 
High net-worth investors, often called ‘angel investors’, can play an important role in early-
stage firms by providing professional guidance along with risk capital.  In the US, angel 
investments by accredited investors often matches that of investments made by venture 
capitalists.  Angel investments for 2003 were approximately $18.1 billion in 42,000 deals, 
as against a total investment of $18.2 billion in VC funds (Kauffman Foundation, 2004).  
 
The high costs of establishing an overseas venture capital fund in India is a serious 
deterrent, as we have seen, to the establishment of even small (below $50m) funds.  It is a 
bigger deterrent still to overseas angels who are usually non-resident Indians with the skills 
that domestic entrepreneurs need.   Accreditation by SEBI should offer individuals the same 
rights as registered VC firms.  Further, such individuals should be offered tax pass through.   
 
 
8.3.C Modifications to SEBI VC rules. 
 
Table 9: Primary Recommendations for Changes to SEBI VC Rules. 
 

 Primary Recommendations 
SEBI • Remove 25% limit on corpus investment in a single firm for DVCFs 

• Remove requirement of ceiling of 33.33% investment in listed securities/debt/sick 
companies  

• Permit upto 33.33% investment in secondary markets. 
• Remove minimum capitalization requirements on domestic subsidiaries of FVCIs 

 
Under SEBI’s VC rules, there are restrictions on the securities that may be invested, such as 
that no more than 33.33% of the fund may be invested in listed securities.  No more than 
25% of a firm’s corpus may be invested in a single firm.  
 
These limits reflects past concerns that registered funds might use SEBI registration to 
realize tax pass-through while using their funds to invest in affiliated  or listed companies.  
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As long as investment are made in independent, unaffiliated ventures, which is, in any case, 
a requirement of the current rules, these concerns will not arise.  Hence, we recommend the 
removal of the current restriction on firms and sectors.   
 
The removal of restrictions on listed firms’ securities is important in the Indian 
environment.   In India, by virtue of its past history of favoring listing in order to obtain debt 
capital, a large number of small corporations are listed.  Many of these are ideal candidates 
for private equity and even venture capital, although typically, these will not be early-stage 
firms.   However, as there may remain a concern that capital providers might behave as 
hedge funds and pick up large secondary market shares in order to influence management, 
we recommend a limit of 33.33% of the corpus on securities purchased in secondary 
markets. 
 
The removal of the prohibition on overseas investment by DVCFs is important because it 
gives domestic fund managers opportunities to learn from more advanced environments as 
well as leverage Indian skills in both more and less advanced environments. Note that this 
recommendation has also been made by the 2004 Lahiri Committee under the Ministry of 
Finance and is awaiting implementation. 
 
The removal of the minimum capitalization requirement ($500,000) for Indian subsidiaries 
of foreign funds is needed to encourage small funds to supply risk capital. As discussed 
earlier, such funds are a very important channel for the flow of domain knowledge.   
  
8.3.D Recommendations for Clarification and Harmonization. 
 
The rules of RBI for foreign investment, of the Central Board of Direct Taxes and of the 
Ministry of Company Affairs need to be harmonized with the SEBI VC regulations and 
some of SEBI’s rules need to be clarified.  These recommendations are presented in the 
following table: 
 
Table 10: Clarificatory and Harmonizing Recommendations 
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Implementing 
agency 

Recommendations  

SEBI • Current SEBI guidelines restrict investment in preferential offering through pure equity 
investment; SEBI should consider including optionally convertible instruments as these 
are hybrid & hence classified as non-debt 

• Amend SEBI VCF Regulations to clarify that placing of surplus funds by VCFs 
temporarily in bank deposits and other non-VCU investments is permissible to avail of 
tax benefits 

• Standstill agreements to be permitted during due-diligence of VCUs 
• Clarify the foreign component of Corpus permitted in DVCFs 
• Permit investment in projects 
• Reduce the time for registration of VCFs from the current 6-8 weeks; define minimum 

guidelines required for registration, and for funds which meet these guidelines, permit 
retrospective registration 

• SEBI (Substantial Acquisition and Takeover Code) Regulation, 1997: 
o Private equity & Venture investors not to be deemed as ‘Promoters’ & hence not 



 

to be qualified as persons acting in concert (PAC), 
o Modify definition of control to appropriately reflect PE investment features 
o Exempt PE investors from open offer requirements of 20% additional offer for 

sale 
o Permit use of bank guarantee instead of using cash in escrow account for open 

offers 
 

RBI • To avoid delays, RBI should come out with a general permission, as in the case of FIIs so 
that once an FVCI is approved and registered with SEBI, it will be eligible under FEMA 
regulations to make investments in India in accordance with Schedule VI; similarly 
Schedule VI of FEMA needs to be made consistent with SEBI VCF Regulations w.r.t. 
investments in listed entities and purchase of secondary shares. 

• Allow banks to value VCF investments on a cost-basis for the first three years (or upto 
‘investment period’ of VCF) - current regulations require marked-to-market 

• Clarify eligibility and limits of VCFs and PE firms to take stakes in banks 
• Clarify ability of FVCIs to invest in real estate and applicability of FDI limits  
• Exclude an SPV formed by a VCF from definition of NBFC as defined under Section 

451(f) of the RBI Act and permit a bank to fund acquisition of shares, debentures etc by 
the SPV to enable leveraged buyouts 

• Clarify applicability of ECB guidelines for debt investments by FVCIs  
• Overarching guidelines to state that Venture capital RBI guidelines for Venture capital 

investments to be harmonized with and governed by SEBI guidelines  
 

CBDT/MoF • Include investments in VCFs in the same class as in equity MFs for the purposes of 
calculation of capital gains in the hands of investors; similarly sections 194 A (3) or 196 
to be modified to effect that withholding tax will not be applicable in respect of any 
income of a VCF registered with SEBI 

• Tax credit (like in R&D) for investment in VCFs by domestic institutions and HNIs 
• Allow investment into VCFs by pension funds upto defined prudent levels as part of asset 

diversification policy 
• Extend tax pass though to SEBI-registered FVCIs irrespective of legal structure adopted 

in country of origin or offshore jurisdiction 
• Clarify definition of VCF activity, income recognition of VCFs and tax transparency as 

per Sec 10 (23FB) and Sec 115 (U) of the IT Act to make it consistent with the treatment 
under regulation 12(d) (ii) of the SEBI VCF Regulations.; 10(23) FB of the ITA does not 
permit VCFs to make investments in listed companies while SEBI Regulations permit 
this. 

• Section 10 (23G) to be amended to the exempt applicability of Minimum Alternative Tax 
(MAT) to Venture Capital Companies 

 
Ministry of 
Company 
Affairs 

• Allow redemption of capital through trade sale proceeds for VCFs 
• Streamline regulations for winding up of companies where outsider liabilities are almost 

non-existent (eg. VCFs) 
• Notification under Sec 86 of Companies Act to be made more flexible to allow 

disproportionate rights relative to economic interest (eg. voting rights, anti-dilution rights 
etc) 

 
Indian Venture 
Capital 
Association 

• Set valuation guidelines 
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9.0 Conclusion  
 
In summary, we have argued above for careful, integrated and sequenced design.   The key 
recommendations concern: 
 
1. Public funding for SMEs (small and medium enterprises). 
 
An appropriate starting point is to support seed and early-stage entrepreneurs through public 
R&D funds. Public funds may qualify for public support if one or more of the following is 
fulfilled:  (1) The domestic fund allies with a reputable global fund.  (2) The domestic fund 
receives institutional finance.  (3) The determination of which domestic VC funds to support 
is a non-bureaucratic process, perhaps involving scientists, technologists, academics and 
private sector representatives.  (4) The funds are invested in independently owned ventures 
 
In the long-term, private funds should be funded with institutional finance, such as pension 
funds.  This should be supported through regulation that permits prudential investment in 
risk capital funds.     
 
2. Enhancement of investors’ rights. 
 
This may be improved by enabling long-dated convertible securities with the flexibility to 
allow disproportionate rights relative to economic interest. 
 
3. Simplifying the operations of risk capital providers. 
 

A. Enable the creation of limited liability corporations (LLCs) through an 
amendment on redeemability under the Companies Act; extend the 
applicability of the proposed limited liability partnership (LLP) structure 
to risk capital funds. 

B.  Accreditation by SEBI of high net-worth overseas investors. 
C. Modifications of SEBI rules on investment limits, listed securities, 

capitalization requirements and others as discussed above (Table 9). 
D. Clarification and harmonization of regulations. 
 

The next step is to consider a sequence for implementation.   
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Appendices. 
 
Definitions. 
 

1. Risk capital: Capital whose returns are not guaranteed by contract.  Risk capital is 
hard to measure though easy to define.  Risk capital is defined as capital in which 
repayment of the principal and expected return on capital are at least partly 
uncertain.   Measurement issues arise because contractual certainty does not mean 
that capital is risk-free: for example, banks’ working capital loans to small firms 
often carry a high element of risk even though they are contractually safe.  Long-
term loans are even riskier.   Hence, many bank loans may be considered risk capital.   
For our purposes, risk capital is defined as that which is contractually uncertain.  
This includes equity, whether external, private, listed or internal, as well as capital 
whose return is partially linked to uncertain outcomes, such as optionally convertible 
debt.  For SMEs, the primary measure of risk capital is private equity, both internal 
and external – although there will be cases that we will consider where public equity 
is also relevant risk capital for SMEs.  For the difference between venture capital 
and private equity, see below.  

2. Stages of risk capital provision:  
   Seed/startup: Formalization of concept upto proof of concept.  
  Early Stage: Proof of concept upto preparation of a marketable product/service.  
  Development: Preparation of marketable product/service to recurring revenue 

generation.  
  Growth/maturity: Post-revenue to maturity. 

3. The difference between private equity and venture capital. Private equity is risk 
capital invested in listed or unlisted firms that are in the growth/maturity phase and 
need capital to realize various efficiencies, through consolidation or tax-efficiency 
(such as via leveraged buy-outs), or to implement a new marketing plan, such as 
going global.  Venture capital is risk capital invested in listed or unlisted firms that 
may be in seed, startup, early, development, growth or maturity stages and need 
capital to develop their products, services and other aspects of operations.  The two 
types of risk capital overlap in mature firms where risk capital may be needed for 
both operational development and marketing. The above includes both risk capital 
and private equity. 

4. Small and medium enterprises: Global definitions vary, the Indian definition of 
small firms (small scale industries) is firms with fixed asset size upto Rs.10 million.   
World Bank definitions are based on employment: 

1. Microenterprises: less than five employees 
2. Small enterprises: 5-20 employees 
3. Medium: 20-50 employees 
4. Large: 50-250 employees 
5. Very large: Greater than 250 employees 
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Table A1: List of International Initiatives Reviewed.   
  

Country Funding support Incentive schemes/regulations Other 
initiatives 

US Small Business Investment Company 
(SBIC) program, Small Business 
Innovation Research (SBIR), STTR, 
Rural Business Investment Company 
(RBIC), New Markets Ventures 
Capital (NVMC) 

Business Development 
Companies (BDCs) 
 

 

UK Regional Venture Capital Funds 
(RVCFs), Early Growth Funding 
Program, Enterprise Capital Fund 
(ECF) 

Enterprise Investment Scheme 
(EIS), Venture Capital Trusts 
(VCT) 

 

China National Development and Reform 
Commission (NDRC) rules to 
encourage local governments to 
provide direct investments, loans and 
debt guarantees 

National Development and 
Reform Commission (NDRC) 
initiative to offer better tax 
treatment and exit route for 
domestic VCs 

 

Israel Yozma, R&D fund, Tnufa, Nofar, 
Heznek, Magnet and Mini Magnet, 
Bi-national funds, Multinational 
agreements, 

 Technology 
incubators 

Singapore Startup Enterprise Development 
Scheme (SEEDS), Growth Financing 
Program, Venture Investment Support 
for Startups (VISS) Fund, Enterprise 
Fund 

Technopreneur Investment 
Incentive, Enterprise 
Investment Incentive Scheme 

Different debt 
products by 
financial 
institutions 
targeted at 
SMEs; Elevator 
pitches, 
networking 
events 

Australia 
 

Innovation Investment Funds I & II Venture Capital Limited 
Partnerships (VCLPs), Pooled 
Development Funds (PDFs) 

 

Canada Ontario Community Small Business 
Investment Fund (CSBIF), Seed 
funds of the Business Development 
Bank of Canada (DBC), Subordinated 
financing of DBC, Regional venture 
capital funds 

Labour Sponsored Venture 
Capital Corporations 
(LSVCCs), Employee Venture 
Capital Corporations (EVCCs), 
Quebec Stock Savings Plan 
(QSSP) 

Second tier 
stock markets, 
Management 
programs of 
DBC 

Taiwan Initial capital to VCs Tax credit on investments  
Korea SBA and MIT provide co-investment 

in venture capital funds as limited 
partner, credit guarantee, R&D bank 

Tax incentives  
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Table A2: Risk Capital Investment by Stage, 2003-2005 
 

India Risk Capital Investments by Stage, 2003-05  
  2005 2004 2003 

Stage of Company 
Development 

Volume Value  Av 
deal 
Size

Volume Value  Av 
deal 
Size 

Volume Value  Av 
deal 
Size

 Deals 
No.  

% 
Share 

Amt $ 
M  

% 
Share

$ M Deals 
No. 

% 
Share

Amt $ 
M  

% 
Share

$ M Deals 
No.  

% 
Share

Amt $ 
M  

% 
Share

$ M

Early Stage (India-based) 22 15.1 79 3.6 3.6 19 28.4 125.9 11.6 6.6 18 47.4 134.7 27.0 7.5
                
Early Stage (Cross-border) 6 4.1 71 3.2 11.8          
                
Sub-total Early Stage 28 19.2 150 6.9 5.36          
                
Growth Stage 24 16.4 332 15.2 13.8 13 19.4 244.9 22.5 18.8 10 26.3 55.8 11.2 5.6
                
Late Stage 40 27.4 638 29.1 16.0 15 22.4 238.4 21.9 15.9 4 10.5 41.9 8.4 10.5
                
PIPE 49 33.6 763 34.9 15.6 20 29.9 477.3 43.9 23.9 4 10.5 184.5 37.0 46.1
                
Buyout 5 3.4 306 14.0 61.2     2 5.3 82.2 16.5 41.1
                
Total 146  2189  15.0 67  1086.5  16.2 38  499.1  13.1

 
Source: TSJ Media 
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Table A3: Attributes of the Operating Environment and Response Strategies 
Source: Dossani R and M Kenney, 2002, Finance for Technology-Based Small and Medium 
Enterprises, Report, UNCTAD. 
 
Asset and operating subsidies 
  

 Liability Subsidies 
  
  

Asset 
Development 
Subsidies 

Public 
Infrastructure 
Support 

Environmental 
Attributes 
(rows) and 
Financing 
Strategies 
(columns) 

Operating 
Costs 

Specific 
Product 
Development 
Costs 

Capital 
Costs 

End 
Product 
Costs 

Tax 
Credits 

Loan 
Principal 
Guarantee

Interest 
Subsidy

Co-
financing 
support for 
private risk 
capital 

Dividend 
Subsidy 

Risk Pass 
Through 
Mechanism

Currency Risk 
Guarantee 

Direct 
Government 
Investment 
in SMEs 

Inflation 
Protection
on loans 

R&D 
Finance

Labor 
Retraining

Infrastr
ucture 
Loans 

Capital 
Market 
Regulation

Risk-averse 
financial 
institutions 
control capital 

          Yes Yes Yes       Yes           

Shortage of 
personal equity 
with promoters 

              Yes   Yes   Yes           

Lack of track 
record 

          Yes Yes                     

Lack of 
collateralizable 
fixed assets 

    Yes     Yes           Yes           

Specific non-
substitutable 
human capital 

      Yes                           

Aversion to 
sharing control 

          Yes Yes Yes                   

Shortage of 
monitoring 
skills 

              Yes                   

High interest 
rates 

Yes           Yes                     

High currency 
risk 

    Yes   Yes           Yes             

High Inflation                         Yes         
Shortage of 
investible risk 
capital 

        Yes     Yes Yes     Yes           

Uncompetitive 
capital costs 

    Yes     Yes Yes Yes   Yes       Yes       

Uncompetitive 
input costs 

Yes Yes                               

Inadequate 
number of high-
growth projects 

  Yes           Yes           Yes Yes Yes   

Inadequate 
development of 
growth cluster 

                  Yes       Yes Yes Yes   

Undeveloped 
product markets 

    Yes Yes                   Yes       

Lack of 
protection for 
minority 
shareholders 

                                Yes 

Inadequate 
infrastructure 

                              Yes   
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