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Venture capital investment is on the rise in China, and
many of the operative concepts are the same as they
are in the United States.

ALTHOUGH AT ITS early stage, venture capital (“VC”)
in China, as an increasingly important means of financ-
ing, is developing rapidly. Many international VC firms
are active in the vast Chinese market and played an im-
portant role in financing Chinese startup companies and
bringing them public in overseas stock markets. Success
stories include the 2004 NASDAQ) listing of Shanda Net-
working (a leading online game operator) raising §151.8
million and Suntech Power’s 2006 NYSE IPO, raising
$400 million for the solar power equipment manufactur-
er. In these transactions, international VC firms all made
handsome profits.

According to a recent research report released by Ze-
ro2IPO Group based on its survey on the Chinese private
equity market, 58 newly raised funds targeting Asia, in-
cluding the Chinese mainland, collectively raised $3.25
billion (U.S.) during 2007. Of this amount, over one-half
($1.8 billion) originated from U.S. funds. The total funds
raised in 2007 that were allocated to investments in China
increased by 83 percent over 2006. One hundred and sev-
enty Chinese enterprises received $2.49 billion from 105
private equity (“PE”) funds in 440 reported deals. These
statistics and data show that China is the most active PE
market in Asia. Zero2IPO Research Center estimates that
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PE investment on Chinese market accounts for 1.5
percent of the 2007 global total. During 2007, the
most active investments were made in the broad-
band information technology sector (46 percent)
and a very high (by U.S. standards) 17 percent in
what were categorized as traditional businesses.

According to another survey by Zero2IPO
Group, VC investment was strong in mainland
China during the first quarter of 2008. Eighteen
foreign and domestic firms established 23 new
funds during this period, representing $2.26 bil-
lion of committed capital, an increase of 57 per-
cent from the last quarter of 2007 and 537 percent
the first quarter of 2007! During the first quarter
of 2008, investors put $941 million into 116 deals
with broadband information technology, again ac-
counting for the bulk of deal activity and invest-
ment. This upward trend continued into the sec-
ond quarter of 2008, as VC investments reached
$1.20 billion, a 73.5 percent increase from the sec-
ond quarter of 2007. Similarly, the second quarter’s
159 investment deals represented a 31.4 percent in-
crease from the second quarter of 2007. However,
no mega ($100 million or above) deals took place in
August of 2008. As compared to July, August saw
both the number of investment deals (down 27.3
percent) and the amount invested (down 72.4 per-
cent) decline.

It is fair to say that international VC firms, es-
pecially those from the United States, are playing
a leading role in the evolution and development of
the VC industry in China. International VC firms,
before making investment in a project in China,
usually require the Chinese company to undergo a
restructuring, in which one or a series of offshore
holding companies are set up for holding the inter-
ests in the ultimate operating company in China. In
such transactions, international and local advisors
are required to work together to help the investors
and the founders to close the transactions, both on-
shore and offshore. In such transactions, U.S. law
firms have been playing an important role and in
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fact have exported a lot of U.S. VC concepts, mod-
els, and practices to the Chinese market.

In this article, we will first discuss five major
structural components in virtually every VC trans-
action, whether it is in North America, Europe, or
Asia. We will then briefly investigate the underly-
ing concerns of VC investors. We hope that this
deconstruction of the significant structural and
motivational underpinnings of this major source of
finance will help facilitate cross-border investments,
provide fertile ground for critical self-examination
and improvement, and offer insights to those seek-
ing VC financing to appeal to the needs of their
future partners.

We have made our discussions and observa-
tions in the context of the U.S. VC transactions.
But with the international VC practice becoming
increasingly universal, we believe such discussions
and observations will be of equal reference value to

the VC community in China.

FIVE MAJOR STRUCTURAL COMPO-
NENTS OF VENTURE CAPITAL FINANC-
ING « The basic structure of most VC transactions
1s quite complex and interwoven, with each feature
being dependent on the other. For purposes of this
article, we have identified five key components (in
no particular order) of the structure of a venture
capital deal and briefly discuss their relevance and

interrelationship.

1. Liquidation Preferences

In the United States, virtually all VC transac-
tions are structured with liquidation preferences
in favor of the investor. In other words, the inves-
tor will receive its investment back first, before any
return to prior investors. For example, assume the
target portfolio company is valued at $10 million
before the investment and the venture capitalist
invests $10 million for 50 percent of the equity.
Then, unfortunately, the company is sold for only
$10 million. The proceeds would all be distribut-



ed to the venture capitalist, and the other owners
would get nothing. That is a vast generalization
and oversimplification, however, and many refine-
ments abound.

First, if there have been other rounds of VC
financing, you will occasionally see the other VC
investors in the prior rounds share in the distribu-
tions. Using the prior example, if there had been
$10 million raised in the A round and then $10 mil-
lion raised in the subsequent B round, and the hap-
less company were liquidated for $10 million, the B
round investor would like to receive the entire $10
million. The A round investor, however, may have
been able to negotiate pari passu treatment, and
therefore, the $10 million would be distributed $5
million each to the A and B round investors.

A second significant consideration is whether
the investment will participate or be directly con-
vertible to common equity. The difference could
be material and is often overlooked by less experi-
enced founders. For example, assume the investor
invests $10 million in the A round for 50 percent of
the company on a fully diluted basis. This company
is then ultimately liquidated for $40 million (much
preferable to the prior examples). If the A round
investment was a “participating preferred,” then
it would receive the first $10 million of proceeds.
The remaining $30 million would be distributed on
a 50-50 basis so that the investor would receive an
additional §$15 million and thereby receive a total
of $25 million of the $40 million proceeds, which
in this example equates to 60 percent of the total.
Another way to look at the participating feature is
to treat it like debt. You would always pay a lender
back on liquidation before paying back equity own-
ers. In contrast, if the A round equity were treated
as “convertible preferred,” then the investor would
have the option to either receive its investment back
(which it would only do if the sale price was less
than $20 million) or convert to 50 percent of the
common equity of the company. In this scenario,

the investor would receive 50 percent of the $40
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million liquidation price, which is $5 million less
than the amount received in the case of a partici-
pating preferred investment.

A'third area of debate in structuring preferences
in VC transactions is whether the preference will be
multiple. Although this is purely an economic valu-
ation concept and a function of the leverage of the
parties, the issue is hotly contested. For example,
you will sometimes see the VC investor insist on a
three-times liquidation preference. In the example
of a participating preferred with a $10 million in-
vestment for 50 percent of the fully diluted common
and a liquidation of $40 million, the investor would
then receive the first $30 million (i.e., three times its
investment) and then 50 percent of the remaining
$10 million. A compromise is sometimes reached to
limit the venture capitalist to the greater of its mul-
tiple return or what it would receive if there was no
participating feature and just a straight convertible
preferred. In the prior example, the investor would
have to choose between $30 million or 50 percent
of $40 million—and the choice is easy.

Other areas frequently debated are whether the
unpaid coupon on the preferred will also be cred-
ited to the investor upon conversion to common or
simply waived. Many founders and strong manage-
ment teams will also try to insist that their common
security will be reclassified as preferred so that their
interests and the interests of the investor are per-
fectly aligned.

2. Dilution Protection

In the United States, a difficult issue in a VC
financing transaction is how to protect the interests
of the VC investor if additional rounds of financing
are required. Venture capital investors typically de-
mand protection against “dilutive” financings. Be-
cause any sale of additional ownership interests to
a new investor group reduces the existing investors’
claims to the company’s assets and income stream,
the broadest concept of dilution would render ev-
ery financing dilutive. There are two types of anti-
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dilution protection: preemptive rights to subscribe
to purchase shares in new offerings and anti-dilu-
tion protection in down rounds.

Preemptive rights afford the VC investor the
right to subscribe to its pro rata share of the next
round to maintain its pro rata ownership interest in
the company. Although this is straightforward, two
issues typically arise. First, should the VC investor
have this right in perpetuity (or at least until the
IPO)? Many argue affirmatively because the com-
pany is not harmed in allowing the VC investor to
maintain its position. Oftentimes, however, compa-
nies desire to dilute the input of the VC investor
and therefore ask that if it ever chooses not to par-
ticipate in exercising its preemptive right, then those
rights are forfeited not just for that round but for
all future rounds. A second consideration concerns
the exceptions in which preemptive rights are not
applicable. These typically include the conversion
of the preferred into common, a certain set-aside
for an option pool for management, and sometimes
“strategic alliances” and similar items. The VC in-
vestor needs to be careful in clearly delineating this
often undefined phrase or at least have the alliances
be approved by the board.

The other type of anti-dilution protection is
to adjust the VC investor’s conversion ratio if the
price per share of the stock issued in any subse-
quent round of financing is less than the price per
share that the VC investor paid for its stock (even if
it 1s a different class of security).

Full-Ratchet Method

The full-ratchet method is the harshest and
most punitive VC investor protection against a
down round. The full-ratchet method reduces the
VC investor’s conversion price of its preferred stock
from the purchase price paid by the VC investor to
the purchase price paid by the new purchaser (or, if
the VC investor has already converted its preferred,
or has purchased common, the VC investor will be

1ssued additional shares of common at that lower
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price). For example, if the VC investor purchased 1
million shares of convertible preferred stock at $1
per share, and new capital is raised at 50 cents per
share, then the VC investor’s conversion price will
be reduced to 50 cents, and the VC investor thus will
be entitled to convert its preferred stock into 2 mil-
lion shares instead of 1 million shares. This method
has extremely harsh consequences to the founders
and existing shareholders because their shares are
diluted not only by the down round but also by the
change in the VC investor’s conversion price. This
dilution of the founders’ interest is heightened, es-
pecially if the amount raised in the down round
was an insignificant amount of money. Founders
should strenuously resist the full-ratchet method (or
any variation of it). It implies that the founders are
guaranteeing that the VC investor’s stock will never
go down in price and that the founders are to blame
for any such decline. This logic may be appropri-
ate in the rare case in which the VC investor does
not participate at all in decision-making or on the
board of directors of the company. In most cases,
however, the VC investor 1s active and also has the
ability to veto the transactions causing significant
price declines. Compromises include adopting the
full-ratchet method for the first 12 months and us-
ing a fairer method thereafter, employing the full-
ratchet method only if the amount raised exceeds a
specified level (to avoid the absurd result of lower-
ing the VC investor’s price when only $1000 was
raised in the down round), or using the full-ratchet
method only if new financing is needed resulting
from a breach of representations and warranties or

covenants of the company.

Weighted-Average Method

A fairer approach to protect the VG investor
against dilution is the weighted-average method.
This method also reduces the VC investor’s con-
version price to a lower number, but that lower
number depends on the number and price of new

shares issued in the subsequent offering. For ex-



ample, assume that a company had 200,000 issued
and outstanding shares (including the VC investor’s
100,000 shares of convertible preferred) before the
new offering, and the VC investor’s initial conver-
sion price was $2 per share. If the company issued
100,000 additional shares to a new investor at $0.10
per share, thus raising $10,000 in new funds, the
VC 1investor’s conversion price would be reduced
from $2 per share to §1.34 per share determined as

follows:

New conversion price = (X + Y)/(X + Z)) x Old

conversion price

In this formula, “X” equals the number of issued
and outstanding shares before the new financing
(i.e., 200,000); “Y” equals the number of shares
that the new financing would have purchased using
the original higher conversion price (i.e., $10,000
would have purchased 500 shares at the original
per share price of $2 per share); and “Z” equals the
number of shares actually issued as a result of the
new financing (i.e., 100,000).This formula should
apply only if subsequent rounds of financing are
at lower prices, thus locking in their low price per
share. Complications arise with warrants and op-
tions, as well as with subsequent rounds of financ-
ing with prices between the original and new price,
or with options taken into account in computing
“X” but then not exercised. Careful drafting should
also exclude from “X” shares issued for employee
options, upon conversion, and due to a merger or a
strategic alliance.

Some founders detest the apparent unfairness
of the VC investor receiving the downside adjust-
ment of its conversion price with no risk or obliga-
tion to participate in the subsequent round. The
founder with significant bargaining power may re-
quire the VC investor, therefore, to exercise its pre-
emptive rights in order to avail itself of the dilution
protection. Some “pay or play” provisions actually

require the VC investor to convert its preferred
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shares to common at the higher original price if it

refuses to participate in a new round of financing;

3. Governance

Management of the day-to-day operations of
the company, as well as decisions on fundamental
1ssues, present a frequent source of tension between
VC investors and founders. Control issues vary dra-
matically based on the size and stage of each in-
vestment.

More and more VC investors are demanding
control of the boards even at early stages. They be-
lieve that their investment 1s just too risky to abro-
gate ultimate control. Founders and earlier investors
will obviously resist this and try to remain in con-
trol as long as possible. Depending on the size and
stage of investment, as well as the relative leverage
of the parties, you will occasionally see the board
of directors composed of five persons, with one se-
lected by the VC investor, two by management, and
one mutually agreed upon by management and the
VC ivestor, with the fifth director being specified
as an industry expert or an otherwise experienced
person.

Although a VC investor may own a minority
of the fully diluted shares of the company (i.e., af-
ter conversion of all convertible debt and preferred
and options), it will nonetheless typically demand
a far disproportionate influence in three respects:
voting power, board committees, and information/

observer rights.

Voting Power

The VC investor’s block of stock will usually
possess the power to appoint at least one member
to the board. In addition, the VC investor director
or block of stock usually has the right to wield neg-
ative control in many major matters. For example,
notwithstanding the fact that the VC investor may
have a minority of the seats on the board, major
corporate actions such as the issuance of additional

securities, sale or merger, or even hiring or firing
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of key personnel, may require the VC investor di-
rector’s assent. The scope of these rights is heavily
negotiated. The parties will also negotiate the dura-
tion of the VC investor director’s right. It may ter-
minate after the next round of significant financ-
ing, the passage of time, or the reduction of the
VC investor’s ownership below a certain threshold.
Venture capital investors would be better advised
to exercise this voting power right by virtue of their
shareholdings, not by virtue of their board repre-
sentation. Although the law of most states will im-
pose fiduciary duties on the VC investor acting in
its capacity as a director and thereby creating con-
siderable conflicts of interest, most state laws im-
pose no such duties on VC investors asserting their

rights as shareholders.

Board Committees

The VC investor may require the company’s
board of directors to establish specific subcommit-
tees for particular tasks and thereby enable the VC
investor’s director to participate in greater degree
in a more focused environment. These committees
frequently address audit, compensation, and some-
times technology matters. Venture capital investors
will insist that their representatives sit on each of

the main committees.

Information Or Observer Rights

Even if a representative of the VC investor no
longer serves on the board of directors of the com-
pany, the VC investor will often seek to gain access
to information to which other shareholders may not
be entitled. The VC investor may seek to observe
or attend board meetings and be furnished the
package of information provided to board mem-
bers. The VC investor may also obtain the right to
receive periodic financial reports and reports of the

company’s activities.
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4. Exit Strategies
Most VC investors have a five- to seven-year

time frame in which they expect their investments
to remain outstanding before they are monetized.
This period may be less if the investment is later-
stage growth and pre-IPO and more if it is really
early stage. Venture capital investors spend almost
as much time contemplating how they will get their
money out of the investment as how they will make
the investment.

A blueprint to ultimately dispose of the invest-
ment, therefore, is a major priority of investors and
is a prominent topic during the negotiations. This
blueprint for the investor’s ultimate exit takes sev-
eral forms. The most obvious exit strategy for the
investor is to use its persuasion powers on the board
to package the company for sale or initial public of-
fering at the appropriate time. The investor’s basic
contractual rights take many forms, ranging from a
cafeteria approach of one or more of the following:
* A right to sell to a third party for any price at

any time;

* Anright to sell subject to a right of first refusal in
the other investors and then the company and
other owners;

* An ultimate prohibition on sale;

* The right of the investor in certain circumstanc-
es to cause the company to be sold and perhaps
with certain rights of first refusal held by the
other investors and registration rights to permit
the investor to cause the company to register
the company’s stock in the public markets;

* A requirement that an investor continue to in-
vest 1n subsequent rounds or else have its equity
converted to common equity or, at a minimum,
lose the aforementioned rights (“pay-to-play”
provisions).

Assuming all other approaches do not result
in monetization of the investor’s interest, the most
common exit approach seeks to require the busi-
ness to purchase its shares (a “put”). The put may
be triggered upon the lapsing of time or the oc-



currence of deadlock, an event of default such as
under a bank loan, the company’s representations
and warranties in the purchase documentation, the
departure of one or more key management person-
nel, or failure to meet certain financial benchmarks.
The put price could be either the liquidation value
of the preferred equity of the investor or some sort
of formula or appraised value for the common eq-
uity. Although a formula value is sometimes used
(for example, eight times trailing net earnings or a
multiple of earnings before interest, taxes, depreci-
ation and amortization [“EBITDA?]), this method
can be dangerous because fair and appropriate for-
mulas vary over time and the current risk profile of
the business. The put is also of questionable value
in a real, practical sense. If the business is doing
well, the investor has other means available to it to
liquefy its position. If the business is doing poorly,
the business may not have a means of financing
the put, and therefore, the effect of the put is to
convert the seller’s equity to the right of an unse-
cured creditor. Some businesses extract a right to
purchase (a “call”) from the investors as the logical
mirror of a put. The pricing and terms of the call
may be the same, except the call right is usually
delayed for a year or two after the time that the
investor 1s first able to exercise the put. The value
of the put, moreover, may be discounted by a small
percentage, say five percent, as the price the inves-
tor 1s willing to pay to gain cash. Conversely, the
call may carry a five percent premium (or perhaps
a premium that declines over time) to compensate
the investor for having its interest redeemed in-
voluntarily. Investors resist calls because they put
a ceiling on price appreciation. The company re-
sponds that the call is a last resort after the investor
has had the right to put the stock. The call treats
the investor fairly, moreover, because the price of
the preferred is fixed and the value of the common
will be fair market value. In the case of convertible
preferred held by the investor, the right to call the

investor’s shares, furthermore, gives the company
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the ability to require the investor to “put up or shut
up” by causing the investor to decide to either con-
vert its preferred to common or suffer a call. Inves-
tors will demand the purchase price for the put or
call to be paid. This may not be practical, however,
because the company may not have this level of
liquid resources. As a result, companies frequently
seek the ability to defer payment of a substantial
portion (usually 75-80 percent) of its put and call
obligations for two to three years with a modest
interest rate. They may also seek to further defer
payment to the extent that any obligation does not
exceed a certain percentage (say 25-33 percent) of
its free cash flow. These obviously tend to be heav-
ily negotiated items.

Founders may also ask for puts (and expect
calls) in some circumstances. Death, disability, and
termination of the founder’s employment with the
company without cause are frequent triggering
events. In the event that the founder is terminated
without cause, the founder may also seek a right to
revalue its put/call price if the company were sold
for a higher price within a one- to two-year period.
This revaluation right keeps the company honest
and prevents it from terminating the founder before
a contemplated sale. Finally, payment terms for the
puts and calls are essential. If the company cannot
afford or does not desire to use cash, it frequently
has the alternative to defer payment. The payment
period for repayment is usually two to three years
shorter with a call (because the company initiated
the call) than with a put. The interest rate may also
be higher with a call than a put. Granting security
to the redeemed shareholder, except for a security
interest in the shares being repurchased, is rare.
Limiting payments under a put to some percentage
of the company’s net cash flow should also be con-
sidered to ensure that the business can still operate
and will not be unnecessarily burdened by the put
or call. Finally, acceleration in a sale or change of

control should be expected.
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5. New Opportunities

Most VC investors try to ensure that the found-
ers or management team devote full-time attention
to the venture at hand and no other business. This
level of full-time devotion to the portfolio company
1s critical to give the investment the opportunity to
pay off and prevent the founders and management
team from bailing out and pursuing more lucrative
opportunities at the first sign of trouble. A failed in-
vestment will not hurt the management team in the
same way that it will hurt the investors. The expe-
rience of running even a failed company may ac-
tually help build the founders’ credibility and track
records as they seek to form new ventures.

Founders, on the other hand, desire more flex-
ibility to pursue other ventures. Founders reason
that as long as they are devoting sufficient time to
the company, they should be free to pursue other
opportunities in related or unrelated fields. The
founders often believe that their obligations on be-
half of the original venture are satisfied if they have
instilled that entrepreneurial vision and assembled
all of the necessary financial, operational, and re-
search pieces to make that business work. Their
creative energies, they argue, should not be stifled
while they wait for others to execute their vision.

Venture capital investors react in several ways
to management’s desire to have more flexibility
and freedom to pursue other opportunities. These
reactions also span a wide continuum. At one ex-
treme, the investors require the management team
to spend all of its business time and energy on the
company, at least for the duration of the employ-
ment agreement and vesting periods. This position
is the most common.

A founder team (in a stronger bargaining po-
sition) may still desire greater flexibility to pursue
other opportunities. In this case, the investors may
agree to let the founders pursue these other oppor-
tunities on several conditions.

First, the new opportunities cannot be competi-
tive with the existing company. A second condition
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1s that the founders spend at least the amount of
time necessary and proper to ensure that the busi-
ness model is being implemented. Although these
concepts are not capable of being objectively quan-
tified by specific time or financial performance
thresholds, these terms convey the sense that the
company at issue should initially command the
founders’ substantial focus and priorities.

Investors will also seek the right, not the obliga-
tion, to participate in the new opportunities. If the
investors do choose to participate, the battleground
1s whether they will invest all required capital or
just a portion of the required investment. If the in-
vestors desire to invest just a portion of the new in-
vestment, a minimum portion is typically expected
just to show the seriousness of the initial investor. A
further complication arises regarding whether the
new opportunity should be melded, legally or oper-
ationally, with the initial company. This, in reality,
requires all investors, new and initial, to agree on
a valuation of the existing company to give proper
credit for any appreciation in the initial investor’s
investment, and to agree on a governance structure
that shares the investor authority between the ini-
tial and new investors. A final nuance involves the
allocation of the right to participate in the future
between the initial and new investors. Is it on a ba-
sis proportionate to the initial investments or on the
value of the initial investment at the time of the
new investment, or is there a first priority given to
the investor in the industry or geographic area that

1s closest 1n kind to that investor’s investment?

KEY CONCERNS OF A VENTURE CAPI-
TAL INVESTOR - In the United States, the VC
investor will rarely make an investment unless all
of the following components exist in one form or
another. Regardless of whether the company pos-
sesses the cure for death and taxes, the absence of
one or more of these factors will dissuade an inves-

tor from pursuing the opportunity.



1. Valuation

Axiomatically, the valuation must be fair. In
earlier-stage companies, however, valuation is more
art than science. A company with little revenue, a
high-risk profile, lack of depth, or unproven con-
cept, product, or market will be difficult if not im-
possible to value using classic textbook valuation
methodologies. Therefore, an investor will often go
by instinct in determining how much it is willing to
invest and how much of an ownership interest it de-

sires, and then base the valuation on those factors.

2. Management Team

No matter what the target portfolio company
may have to sell, without a talented management
team, the product will likely either languish or not
realize its full potential. Therefore, VC investors
will always exhaustively try to assess the level of tal-
ent and experience of the company’s management
team. How experienced are they? How committed
to the business? What are their standards of busi-
ness ethics? How receptive are they to professional
VC investor involvement? Do they need constant
oversight or just some occasional guidance? No
investment in the world is worth dealing with un-

manageable or unmotivated partners.

3. Business Model

Professional investors know how to detect hype
and see through sales pitches to the fundamental
business rationale for the investment. They will try
to verify the feasibility of the company’s business
model. How scalable (i.e., able to grow and repeat
sales without significant new overhead) is it? How
novel is it? How susceptible is it to recession or price

competition?

4. Technology Or Product

The VC investor will analyze whether it is in-
vesting in an entirely new product, a product with
significant competition, one that makes incremental

progress on the function or the process, or merely a
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“me too” product. Assuming the product or meth-
od of producing the product is distinct and novel,
then the VC investor will analyze how protectable
the technology or product may be; for example, is
it susceptible to infringement or can it be designed

around?

5. Competition

So 1s there an innovative product? A talented
management team? A solid business model? If] so
that’s great, but it isn’t a guarantee of success. The
risks inherent in the investment intensify when the
competition 1s equally clever, focused, determined,
or simply has a lot more money to spend. The an-
nals of business tell the story of many companies
that were first to market new goods, but which were
eclipsed by wealthier or more aggressive rivals.
Careful examination of a variety of factors such
as barriers to entry, existing or potential competi-
tion, rate of obsolescence of the product or service,
and factors driving uniqueness (cost, service, patent

protection, and so on) is essential.

6. Size Of Potential Market

Even if the other key needs of the VC investor
are met, the investment may not be worth the trou-
ble and expense if the potential return is insuffi-
cient. (This becomes more important in proportion
to the size of the investment.) The VC investor will
always try to estimate the size of the target compa-
ny’s potential market, gauge the growth potential
of that market over time, and assess whether the
market is likely to be a mere niche component of a
larger market or presents a significant opportunity

in itself.

7. Generating A Deal Flow

In generating a deal flow, the VC investor cre-
ates a pipeline of “deals” or investment opportuni-
ties that he or she would consider investing in. It is
also common for VC investors to develop working
relationships with research and development insti-
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tutions, academia, and so on, that could potentially
lead to business opportunities. Understandably,
the composition of the network would depend on
the investment focus of the VC investor. Thus VC
funds focusing on early-stage technology-based
deals would develop a network of research and de-
velopment centers working in those areas. The net-
work 13 crucial to the success of the VC investor. It
is almost imperative for the VC investor to receive a
large number of investment proposals from which
he or she can select a few good investment candi-
dates.

8. Due Diligence

Due diligence is the industry jargon for all the
activities that are associated with evaluating an in-
vestment proposal. It includes carrying out refer-
ence checks on the proposal-related aspects such as
management team, products, technology, and mar-
ket. The important feature to note is that VG due
diligence focuses on the qualitative aspects of an
investment opportunity.

A VC investor tries to maximize the upside po-
tential of any project. He or she tries to structure
the investment so that he or she can get the benefit
of the upside potential; that is, he or she would like
to exit at a time when he or she can get maximum
return on the investment in the project. Hence,
the due diligence appraisal has to keep this fact in
mind.

Sometimes, companies may have experienced
operational problems during their early stages of
growth or due to bad management. These could
result in losses or cash flow drains on the company.
Sometimes financing from VC may end up being
used to finance these losses. The way to avoid this is
through due diligence and scrutiny of the business
plan.

9. Investment Valuation
The investment valuation process is an exercise

aimed at “an acceptable price” for the deal. Typical-
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ly, in countries where free pricing regimes exist, the

valuation process goes through the following steps:

* Evaluating future revenue and profitability;

» TForecasting likely future value of the firm based
on experienced market capitalization or ex-
pected acquisition proceeds depending upon
the anticipated exit from the investment; and

* Targeting an ownership position in the investee
firm so as to achieve desired appreciation on
the proposed investment.

The valuation of the firm is driven by a num-
ber of factors. The more significant among these
are:

*  Opverall economic conditions. A buoyant econ-
omy produces an optimistic long-term outlook
for new products and services and therefore re-
sults in more liberal pre-money valuations;

* Demand and supply of capital. When there is a
surplus of VC or VC chasing a relatively limit-
ed number of VC deals, valuations go up. This
can result in unhealthy levels of low returns for
VC investors;

* Specific deal factors such as the founder’s or
management team’s track record, innovation,
unique selling propositions (“USPs”), the size
of the potential market, and so on;

* The degree of popularity of the industry or
technology in question;

* Valuation offered on comparable deals around

the time of investing in the deal.

Quite obviously, valuation is one of the most
critical activities in the investment process. It would
not be improper to say that the success of a venture
will be determined by the investors’ ability to value
the investment correctly.

Sometimes, the valuation process is broadly
based on rules of thumb such as multiples of rev-
enue. Although such methods would appear to
be too close to outright guesswork, they are often
based on fairly well-established industry averages



of operating profitability and assets/capital turn-

over ratios.

10. Structuring A Deal

Structuring refers to putting together the finan-
cial aspects of the deal and negotiating with the
entrepreneurs to accept a VC investor’s proposal
and finally closing the deal. To do a good job in
structuring, one needs to be knowledgeable in areas
of accounting, cash flow, finance, legal, and taxa-
tion. The structure should take into consideration
the various commercial issues such as what the en-
trepreneur wants and what the VC investor would
require to protect the investment. Documentation
refers to the legal aspects of the paperwork in put-
ting the deal together. In structuring a deal, it is im-
portant to listen to what the entrepreneur wants, but
the VC investor has to come up with his or her own
answers. Even for the proposed investment amount,
the VC investor decides whether or not the amount
requested is appropriate and consistent with the risk
level of the investment. The risks should be ana-
lyzed, taking into consideration the stage to which
the company has progressed and other factors relat-
ing to the project, such as exit problems.
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CONCLUSION - Since VC finances growth, VG
investment should ideally be used for financing ex-
pansion projects (for example, a new plant, capital
equipment, additional working capital). On the
other hand, entrepreneurs may want to sell away
part of their interests in order to lock in a profit
for their work in building up the company. In such
a case, the structuring may include some vendor
shares, with the bulk of financing going into buying
new shares to finance growth.

A company almost always has existing directors’
and shareholders’ loans outstanding before an in-
vitation is extended to the VC investors to invest.
Because the money from VC is put into the com-
pany to finance growth, it is preferable to structure
the deal in such a way as to require that these loans
be repaid back to the shareholders or directors only
upon IPOs or exits and at some mutually agreed
period. (One or two years after investment is a typi-
cal repayment period in such situations). Taking this
approach will help to increase the financial commit-
ment not only of the entrepreneur in the project; it
will help to increase the financial commitment of

the shareholders as well.
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