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ABSTRACT. Venture capital is a form of active investment through equity-based
instruments. Venture capital financing is praised for its role in promoting growth while
maintaining financial stability. From an Idamic point of view, such arrangements appear
very close to the moddl of musharakah which Idamic banks are seeking, but many in reality
failed to adopt. Venture capital isalso well suited to |damic countries because of its positive
impact on growth and devel opment.

1. Introduction

Venture capital is a form of equity financing in which the investor actively
participates in the venture being financed. The objective is to add value to the recipient
company during the financing period, so that the venture capitalist can sdl his share
later on with positive returns. Although the concept as such is not new, a formal
market for venture capital in the U.S. started only after World War I1. Venture capital
institutions currently manage over $30 billion in the U.S. and another $30 hillion in
Western Europe (Bygrave and Timmons, 1992, p. 23). On average, about 60% of high-
technology companies going public in the U.S. are financed through venture capital
(Al-Suwailem, 1995). The concept of venture capital is increasingly attracting
researchers, and academic studies of venture capital now appear regularly in
professional journals.

A venture capital firm manages funds provided by investors and directs it to the
most promising ventures, mainly in the form of equity. The venture capitalist, who is
responsible for managing investors’ funds, provides financial and strategic assistance
to the recipient company and actively participates in its management. The support
continues until the venture materializes, at which stage an outside investor might be
interested in owning the company, or it might be able to go public. Returns then are
distributed back to the investors.
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From an Islamic point of view, venture capital is based on equity financing
(sharikaténan), and thus falls within the framework of Islamic finance. It therefore
combines economic viability and Islamic preferability, which makes it a promising
option for Islamic financial institutions. Although the details of practices of existing
venture capital institutions may not be totally consistent with Islamic rules, these
details can be easily modified without compromising the positive aspects of its
principles.

The objective of this paper is to give Islamic economists and financiers an
overview of the structure of venture capital financing, with emphasis on the economic
role it could potentially play. The relevance of venture capital to developing countries
has been emphasized by many researchers, and the World Bank has taken alead in this
regard, as will be explained later.

Section |1 starts with a description of the venture capital contract, then provides
analysis of its economic significance. Sections Ill and IV review the performance of
venture capital ingtitutions and venture-backed companies, respectivdly. The
conclusion is given in section VI®.

2. The Structure of Venture Capital
2.1 Definition
General partners are responsible for managing the funds and directing them to the
most promising ventures. They are typically experienced in particular industries (e.g.,
pharmaceuticals, semiconductors, etc.). Usualy, they contribute a small percentage
(1%) of committed capital. Their compensation is based on the total committed capital
aswell as on realized gains on the fund.

Once a venture capital fund has been established, the venture capitalist must
identify investment opportunities, arrange deals with entrepreneurs, monitor the
investments, and ultimately achieve some return on his capital. The venture capitalist
usualy invests in recipient companies in the form of convertible preferred stock; that
is, preferred stock that can be converted into common stock. The financing process is
done in stages, and the amount of capital given at each stage is sufficient only to reach
the next stage. Venture capitalists take an active role in the recipient companies
through membership on boards of directors. To avoid losses, venture capitalists form a
portfolio by investing in several companies at one time.

The venture capitalist continues his financial, managerial and marketing support
until the venture materializes. At this stage, an outside investor ( e.g., alarge company)
might be interested in owning the recipient company, or the recipient company might
prepare to go public. Returns from sdlling the company are then distributed to the
limited partners, and the venture capitalist starts raising a hew venture capital fund.
For further details, consult Sagari (1992) and Sahiman (1990).

(1) This paper is based on Chapter 3 of my Washington dissertation. | thank my committee chairman, Professor
Steve and Bruce Petersen for valuable guidance. | also thank Professor Anas Zarga for useful discussions and
comments. | am solely responsible for any errors.
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2.2 Analysis of Venture Capital Arrangements

In an environment of uncertainty and informational asymmetry, the venture
capitalist faces the problem of identifying the most promising venture, where adverse
selection is common at this stage. Even after a contract between the venture capitalist
and the entrepreneur is signed, possible conflicts of interest between the two parties
present serious difficulties for the venture to develop and mature; such problems are
usually referred to as moral hazard problems. The following discussion will anayze
how the venture capital industry developed its practices and arrangements to minimize
these problems.

2.2.1 Sharing

Venture capital is structured around a basic theme - sharing. Investors are limited
partners, the venture capitalist is a general partner, and the venture capital fund
finances entrepreneurs through equity. All parties, therefore, have in essence the same
objective. This structure dramatically reduces possible conflicts of interest and
associated moral hazard (Milgrom and Roberts, 1992). In Sahlmans words:

Because venture capitalists are compensated based on the performance of the
fund they manage, they have every incentive to increase value. Thisis precisely
why their interests and those of the companies they back are aligned. Each side
of the transaction benefitsif and only if value is created (1994b, p. 36).

Sharing extends even to the employees of venture-backed companies. 2Successful
investors found that venture capital works best when all the companys employees are
granted stock in the company, thereby giving them a stake in its success? (Kunze,
1990, p. 2).

Another form of sharing is syndicating investments by more than one venture
capitalist. In addition to pooling more resources and capital, syndication helps spread
the risk among the venture capitalists. It also brings together more expertise and
support (Lerner, 1994b). Bygrave and Timmons (1992) note that syndication also helps
to share information and thus reduce uncertainty. The authors examine a data set of
firms receiving venture capital during 1967-1982, and found that there was more co-
investing in high-tech than in low-tech companies. This is also true for early-stage
compared to late-stage companies.

Debt contracts, in contrast, suffer from inherent conflicts of interests between the
borrower and the lender. Since the entrepreneur has to pay fixed payments regardless
of the performance of the project, he will be better off choosing risky actions, exposing
the lender to the risk of default, as Stiglitz and Weiss (1981) show. This leads to
serious mora hazard problems and agency costs.

2.2.2 Monitoring and Assistance

Sharing has important consequences. One is that it creates incentives for the
capital provider to monitor and assist his partner (Davis, 1992, p. 265). Given the
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venture capitalist’s stake in the venture, the better the quality of assistance he provides
to the entrepreneur, the better the likelihood that the venture will succeed, and
therefore, the higher the expected value of his stake. It is often remarked that the
financia contribution that the venture capitalists make may be less valuable than the
business expertise and contacts they contribute to small ventures (Sagari, 1992). One
venture capitalist writes, “A venture capitalist is not merely a money manager for
investors funds but also a full partner with the entrepreneur, sharing a mutual goal of
creating a valuable company” (Kunze, 1990, p. 3).

Based on a survey obtained from a sample of venture capitalists, Gorman and
Sahlman (1989) found that venture capitalists spend about half their time monitoring
and assisting their portfolio investments. They also found that venture capitalists
provide three critical services in addition to providing money: (1) building the investor
group, (2) reviewing and helping to formulate business strategy, and (3) filling in the
management team.

Sapienza (1992) anayzes 51 questionnaire responses from a sample of
entrepreneurs/CEOs of venture-backed companies, matched by those of lead venture
capitalists in these companies. The study found that the average value-added by
venture capitalists, as percelved by both venture capitalists and entrepreneurs, is
significantly positively related to the level of innovation pursued by these companies,
but negatively related to their size. This shows that the assistance venture capitalists
provide is particularly useful for small, highly innovative ventures. Sapienza concludes
that 2the provision of money alone appears to play a hecessary but far-from-sufficient
condition to promote economic growth and resilience; evidence is mounting that
venture capitalists do add value? (p. 22).

Such a degree of involvement by venture capitalists would be inconceivable from
traditional financiers. Combining harmony of interests with monitoring and assistance,
we see how venture capital structure helps to overcome the high risk and informational
asymmetries associated with typical ventures.

2.2.3 Selection Criteria

Sharing also affects the selection criteria of ventures. The type of information and
criteria that venture capitalists look after when selecting a company reflects their
preferences as active investors and shareholders. As equity holders, venture capitalists
would profit most from fast-growing companies, as this would translate into higher
value of their equity. The bias of venture capitalists towards small and innovative
companies, therefore, is not accidental. For example, venture capital funds directed an
average of 60% of total annual disbursements to high-tech ventures during the period
1985-1993 (Venture Capital Journal). This preference can be compared to that of
commercial bankers (Sagari, 1992, and Rosman and O®Neill, 1993). Since bankers
invest mainly through lending, they usually target mature, well-established companies
whose financial histories reflect their viability as good borrowers. This sharp difference
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in preferences between venture capitalists and commercial bankers has a significant
impact on market growth and devel opment (see section 11.3 below).

2.2.4 Staging Capital Commitment

Another essentia feature of venture capital is staging the commitment of capital to
portfolio ventures (Sahlman, 1988, 1990, 1994b). This feature is closdy related to
equity financing. In a sharing contract with asymmetric information (i.e. without
monitoring), the entrepreneur always has an incentive to under-report profits (see
Bolton and Scharfstein, 1990, for aformal model). This entails the investor receiving a
smaller share of the profits, thus increasing his own. By staging capital, such incentive
is inhibited, since the entrepreneur has to return to the venture capitalist to obtain
capital for the next stage of the project. This mechanism, furthermore, encourages the
entrepreneur to optimize his efforts to convince the venture capitalist to continue his
support.

Staging the commitment of capital also helps reduce the uncertainty typically
surrounding small ventures. As time passes, the venture capitalist is able to gather
more information about the team, the market and the product, thus reducing major
risks and uncertainties considerably (Sahlman, 1988). Moreover, by staging the
commitment of capital the venture capitalist gains the option to abandon and to revalue
the project as new information arrives (ibid., p. 29). As Sahlman shows, this option in
fact raises the value of the investment. This is the corner stone of the recent theory of
investment under uncertainty, in which the irreversibility of investment creates value
for the option of waiting for better information (Dixit and Pindyack, 1994). Gompers
(1995) provides an empirical evidence on the importance of staging venture capital in
gathering information on financed projects, where he found that high-tech companies,
with less tangible assets and higher risks, are subject to more frequent monitoring by
venture capitalists.

2.2.5 Adver se Selection

Severd writers, e.g. Sahiman (1990), Amit et al. (1990a, 1990b) and Petersen
(1992), expressed concerns about adverse selection in the venture capital market. The
reason behind these concerns is the relatively high costs of obtaining venture capital.
Such costs would grestly affect the type of entrepreneurs seeking venture capital. For
the venture capital market to operate with minimum efficiency, benefits of venture
capital must outweigh its costs. These are discussed in turn below.

Costsof Venture

Capital Prior to striking a deal, the venture capitalist must value the entrepreneurs
project. Based on this valuation the venture capitalist would buy shares in the venture
and hence provides capital to the entrepreneur. In the presence of asymmetric
information, the venture capitalist cannot perfectly distinguish high-quality
entrepreneurs and/or ventures from low-quality ones. This is especialy true for early-
stage ventures. Such ventures usually have no product revenues, a partial or emerging
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management team, a less than fully demonstrated technology and undemonstrated
market potential (Coopers and Lybrand, 1993). Uncertainty in such cases is
tremendous and thus informational asymmetry could affect the venture capitalists
valuation of the venture the most. Thisis usually translated in high discount rates, up
to 70% for startup companies (Sahlman, 1990). High-quality entrepreneurs would view
such valuation to be less than what they deserve and hence have an incentive to drop
off the market, seeking capital from other sources.

Another potential source of adverse sedlection is dilution of ownership. By
involving a venture capitalist, the entrepreneur looses some, frequently substantial,
control rights over the venture. For some, the motivation for being an entrepreneur is
actually “to control their destiny” (Kunze, 1990, p. 44). Dilution of ownership
therefore can be viewed as a non-pecuniary cost that the entrepreneur has to pay to
obtain venture capital. Further, entrepreneurs who have strong confidence in their
quality/project might generally prefer to have full control over the venture, sincein this
case they will enjoy all returns if the project is successful. However, if the entrepreneur
expects the project to fail, he will be better off involving a venture capitalist. These
costs might cause the mix of applicants seeking venture capital to deteriorate. Venture
capitalists, in anticipation of such results, would expect every applicant to be of low
quality; at the extreme, the venture capital market might break down.

Benefits of Venture Capital

The venture capital market exists, however, and there must be reasons for that.
Factors that help reduce adverse selection can be classified into two categories. One
category includes factors that create incentives for high-quality entrepreneurs to
remain in the market in spite of the costs involved. The other includes those that create
incentives for venture capitalists to back entrepreneurs of unknown quality or believed
to be of the low-quality type.

On the entrepreneurs side, we find many high-quality entrepreneurs that do not
have sufficient resources to run their ventures on their own. Traditional sources of
capital, e.g. banks, are usually reluctant to provide capital to such ventures because of
the high risks involved. Hence such entrepreneurs have no choice but to look for
venture capital, either through formal venture capital funds or informal angels, as a
source for external capital. Further, if the entrepreneur isrisk-averse, he would involve
the venture capitalist because of the risk-sharing property of equity financing. Amit et
al. (1990a, 1990b) show that sufficiently high incentives for risk sharing would induce
some high-quality entrepreneurs to accept the average bid by the venture capitalist.

Many high-quality entrepreneurs, athough innovative and productive, lack the
required experience in management, marketing, and financial planning. In this case
the entrepreneur might be willing to accept venture capital in compensation for the
experience and contacts of the venture capitalist. Warne (1988) shows that, if
assistance cannot be acquired separately through a competitive market and in presence
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of asymmetric information, entrepreneurs would be willing to pay more for venture
capital than for aloan without assistance (p. 81).

A related factor is the reputation that the entrepreneur would get by obtaining
venture capital. Such reputation helps the entrepreneur to obtain further capital in the
future at a lower cost than otherwise. For example, venture-backed initial public
offerings (IPOs) are generally better valued than non-venture-backed 1POs, as will be
explained later. Banks might be willing to lend a venture-backed entrepreneur more
than a non-venture-backed one. Hence an entrepreneur might forego the initial high
costsin return for relatively low-cost capital from other sources of capital.

Finally, staging capital commitments might induce high-quality entrepreneurs to
apply for venture capital but deter those of low quality. The point is similar to
Flannerys (1986) explanation of a firms choice to issue short-term debt. Flannery
argues that, when issuing debt is costly, high-quality firms can sometimes effectively
signal their true quality to the market by issuing short-term debt, while low-quality
firms will issue only long-term debt. It is also similar to Hermalins (1986) argument
that more-able workers will sign short-term contracts to signal their ability. A similar
argument can be presented for the venture capital market. Bolton and Scharfstein
(1990) make this analogy stating: “Entrepreneurs who have confidence in the venture
accept contracts of this form [i.e. with capital provided in stages] because they know
that when they return for more funding it will be at favorable terms” (p. 98).

On the venture capitalists side, we noted earlier that venture capitalists add value
to their portfolio ventures. This added value might compensate for the entrepreneurs
low ability. Further, the venture capitalist usually has enough control over the venture
to replace the management or, if necessary, assumes the responsibilities of the CEO
himsalf (Kunze, 1990).

Staging capital also alows the venture capitalist to back an entrepreneur even
though the quality of the latter is not fully known prior to the engagement of the
former. Barry (1994) notes that the venture capitalists “make a reatively small
commitment initially and only commit additional funds after the entrepreneurs have
been able to demonstrate in deed rather than words the promises made to attract funds”™
(p. 11). Hence, the venture capitalist, if necessary, can use the option to abandon to
deny funding an entrepreneur found to be of poor quality.

Conclusion

These factors, combined, show how venture capital arrangements address agency
problems and thus attenuate, though not diminate, their implications for investment
decisions. They also point to the costs and benefits of obtaining venture capital.
Venture capital is not without costs, and one can see when venture capital would have
net benefits and when it would have net costs. For example, for a risk-neutral
entrepreneur with high net worth and a low-risk project, costs of venture capital might
be prohibitive. On the other extreme, a risk-averse entrepreneur with limited resources
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and a relatively high-risk project might find venture capital as the only source of
capital. Between these extremes it is difficult to draw aline, and it is very likely that
cases for which venture capital is a net benefit will not be constant over time.

2.3 Growth and Development

Venture capital arrangements are information-intensive. The venture capitalist
must be an expert in both management and finance, and in the specific industry to
which the venture belongs. In addition, he must be involved in the detailed operations
of the recipient company. Theoretically, such arrangements can be most rewarded in
environments where uncertainty and asymmetry of information most prevail. It is
precisely such environments that traditional methods of financing, e.g. bank loans or
public capital markets, fail to accommodate well.

The structure of venture capital is well suited to addressing problems of
informational asymmetry and agency costs that are most pronounced in high-risk
environments with high potential of growth, such as high-tech industries and small
businesses, as well as emerging markets and devel opmental projects.

According to Schumpeter (1942), adriving force for growth isinnovation. Venture
capitalists are able to explore territories and break barriers that traditional financiers,
because of the lack of information and high risks, are unable to explore. And hereis
where magjor technological advances most likely lie. According to Florida and Kenney
(1988, p. 128):

Due to the intensive flows of information at their disposal, venture capitalists are
well positioned to spot the opportunities that arise as critical barriers are
breached. It is at these junctures that they perform a gatekeeping function,
intervening to help create new companies and actualize important breakthroughs,
while capturing the economic rents that come from being first across such
boundaries.

Florida and Kenney continue:

Although only a small subset of all venture investments ultimately pays off, the
most important choices or technological bets made by venture capitalistsin fields
such as semiconductors, personal computers and biotechnology have disrupted
existing sociotechnical trgjectories and opened up whole new frontiers for
technological progress, setting the stage for clusters of imitative activity and
swarms of improvement innovations.

The authors argue that venture-capital-financed innovation represents a new model
of innovation that goes beyond both classical entrepreneurship and corporate-based
innovation.

Scherer (1984, ch. 11) finds that it is small companies, rather than large ones, that
are more able to create innovations. Normally, such firms “have little or not enough
cash flow to support debt obligations; high quality information on their activities and
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prospects may be impossible or very costly to obtain externally, and their level of
capitalization is very low” (Sagari, 1992, p. 1). These factors create serious mora
hazard and adverse selection problems that cannot adequately be dealt with through
debt contracts. Sagari, a researcher at the International Finance Corporation (IFC),
criticizes World Bank operations which attempt to provide financial support for
development mostly through long-term loans. This mode of financing development
“has provided in practice a fertile ground for the flourishing of moral hazard problems
which jointly with inadequate follow-up have led to a poor performance from both a
developmental and a financial perspective” (ibid.). Sagari then suggests the model of
venture capital to those who in practice attempt to solve some of the financial problems
of the developing world (ibid., p. 2). Bond and Carter (1994) point out that commercial
banks are not suited to financing infrastructure projects in developing countries. Banks
cannot lend large volumes of long-term debt simply because they are constrained by
the time profile of their deposits. Other institutions with long-term deposits, e.g.
pension funds and life assurance companies, provide a better match of maturity but are
highly risk-averse. Bond and Carter, also with the IFC, note that “IFCs experience
indicates that it is the combination of risk finance and performance-linked contracts
that determines the success of private infrastructure projects” (p. 25).

Other writers have aso suggested the venture capital model for development,
including Klein (1991), Gibson and Blake (1992) and Lenzi (1992). It is worth noting,
however, that establishing venture capital institutions in less developed countriesis not
atrivial task. A successful venture capital market requires well defined property rights,
an effective legal system, positive social attitudes towards sharing, as well as
entrepreneurial activities, and an efficient mechanism for venture capitalists to cash
out their investments, such as a functioning market for public securities and/or mergers
and acquisitions. Usually one or more of these elements is not established in most
LDCs. Further research is needed in this direction, and how LDC governments can
help circumvent these obstacles and promote the venture capital market.

2.4 Financial Stability

Since equity is considered as an alternative to debt financing, one cannot ignore its
link to financial stability. The reason is that the “financia instability” hypothesis,
advanced by Hyman Minsky (1975, 1982), is built on the widespread use of debt in
current capitalist economies. The financial fragility hypothesis, however, is not
confined to advanced capitalist economies. The world debt crisisis a practical example
of how financial instability affects developing countries as well (Felix, 1994). Although
Minsky provides a compelling theory of aggregate economic performance, he
apparently provides no remedy for financial instability. Capitalism is inherently
unstable. Minskians advocate discretionary economic policy as a way of mitigating the
influence of financial shocks, but realize that the “lender of last resort” policy only
deepens the long-term trend towards fragility (Dymski and Pollin, 1992). Thisis what
some researchers call “the Minsky paradox” (Pollin and Dymski, 1994).
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To resolve this paradox, and to reverse the thrust towards fragility, one should seek
market-oriented remedies. Such policies should be directed towards ways that
“stimulate use of equity finance more generally, so as to render the economy more
robust” (Davis, 1992, p. 265). Equity enjoys “superiority to debt in terms of risk-
sharing,” and therefore, “a greater proportion of equity in a balance sheet reduces risks
of financial fragility, bank runs, and systemic risk” (ibid.). Klein (1991) evaluates the
world debt crisis and how high indebtedness exposed borrowing countries to severe
economic hardship. “Had they elected an equity route of financing instead of a debt
route, they would not have incurred such an inflexible burden” (p. 374).

Venture capital thus is a compelling option to financing investment and
development which inhibits the “thrust towards fragility” emphasized by Minsky.
Financial instability, therefore, need not be inherent in market economies.

3. Performance of Venture Capital Funds
3.1 History

According to Bygrave and Timmons (1992), the first formal venture capital firm,
American Research & Development (ARD), was established in 1946. The concept of
venture capital, however, did not attract wide attention until 1960, after Digital
Equipment Corporation (DEC), which was backed by ARD, became a success story.
Recessionary pressures and significant tax increases by late 1969 “spelled catastrophe
for the venture capital industry, and its death was reported in leading business
publications” (ibid., p. 22). The 1974-1975 recession even worsened the situation. In
1978 Congress approved the 1978 Revenue Act, which reduced the personal capital
gains tax from 49.5% to 28%. Many believe that this reduction played a major role in
stimulating equity investments in venture capital funds (Warne, 1988). Another
important factor was the revision in 1979 of the Employee Retirement Income Security
Act (ERISA) to alow pension funds to make high-risk investments, including venture
capital arrangements. These two factors significantly affected the venture capita
market: during 1979-1985 total committed capital for venture funds was $12.2 hillion,
while during 1970-1977 it has been only $.47 billion (Warne, 1988). Other acts
approved during 1980-1981 also helped improve the legal structure and risk exposure
of venture capitalists (Bygrave and Timmon, 1992). The institutional environment was
then ready to incubate venture capital firms.of the venture capital industry.

The period 1978-1987 is considered as the golden age for the venture capital
industry. Several success enterprises, like Apple Computers, Lotus, Intel, Federa
Express, Microsoft, Sun Microsystems, Compag, and Genetech, made the venture
capital industry an attractive option for investing. Each of these companies received
venture capital early in its development, and later went public, and the payoff for each
was substantially high. For example, some venture capital funds invested around $3.5
millions in Apple during 1978-1979. When Apple went public in late 1980, the
approximate value of the venture capitaists investment was $271 millions (Sahiman,
1990). The strong performance of the industry, however, was not consistent in later
years. The late eighties witnessed a decline in rate of return and number of venture-
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backed initial public offerings. However, recent data indicate that the industry is
regaining its performance. Sahiman (1994a) considers these patterns to be merely
cyclical. Further details are found in Camp and Sexton (1992), Bygrave and Timmons
(1992) and Beltz (1994).

3.2 Size of the Venture Capital Market

Many writers consider the size of the institutional venture capital market to be
modest. For example, few hundreds of new firms receive venture capital (Table 1),
while the number of new business incorporations in the U.S. runs in the hundreds of
thousands. Further, average total capital under management of venture capital fundsin
1990-1993, for example, was $33.3 hillion, while in the same period outstanding
commercial and industrial loans by U.S. banks were $462.4 hillion. These numbers
show that the venture capital market is rather small. If venture capital suffers less
agency costs than other forms of financing, one would expect it to enjoy a larger share
in the economy.

Careful examination of the data, however, reveals that venture capital occupies a
significant share of the capital market. As the data in Sahlman (1990) show, on
average, 30% of non-farm, non-financial companies going public in the U.S. during
1980-1988 were backed by venture capita firms; theratio is similar for the years 1991-
1993 (see Al-Suwailem, 1995, ch. five). Among high-tech companies going public in
1991-1993, about 60% were backed by venture capital. Further, total capital raised
through 1PO during 1980-1988 was $36.1 bhillion, while total venture capita
disbursements during the same period was $22.7 hillion (Venture Capital Journal).

Table 1: Flow Measures of Venture Capital (Dollar amounts are in millions)

Raised Disbursement, $ No. of Funded Firms
Y ear Capital, $ New Follow on New Follow on
1993 2,545 1,095 1,976 276 693
1992 2,548 671 1,871 317 770
1991 1,271 277 1,082 173 647
1990 1,847 686 1,615 259 759

Source: Venture Capital Journal, variousissues.

Comparing venture capital with public sources of capital might not be particularly
informative. Venture capital is a form of information-intensive, long-term financing,
and thus should be compared only with similar forms of financing. The most
comparable form is long-term commercial and industrial bank loans. Bank loans
require screening and monitoring of borrowers and, hence, have approximately
comparable costs of collecting information as venture capital financing. However,
venture capital financing requires, in addition, specialized experience in certain
industries, as well as active involvement in the management of the recipient company.
This makes venture capital financing more costly than lending and might therefore
have smaller size. According to the Federal Reserves Bulletin (June, 1994, p. 488),
loans with more than five years of maturity represent 11-12% of loans made by
commercial banks in any year during 1990-1993. Based on this ratio, the average of



14 Sami Al-Suwailem

long-term loans during 1990-1993 is $53.9 hillion (Table 2). On the other hand,
average venture capital under management in the same period is $32.4 billion. This
means that formal venture capital is about 60% of total long-term commercial and
industrial loans held by all U.S. commercial banks.

Table 2: Venture Capital Pool vs. Commercia & Industrial Loans. (Billions of Dollars)

Long-term C&| Total C& | Loans
Year Venture Capital Loans %"
1993 34.8 50.9 434.7 68.4
1992 311 51.3 438.7 60.3
1991 32.9 53.8 463.4 61.2
1990 35.9 59.5 512.7 60.6

* Qutstanding commercial and industrial loans by U.S. domestic banking institutions,
all size, with maturity of more than five years.

** Venture capital vs. Long-term C&1 loans.

Source: Venture Capital Journal and Federal Reserve Bulletin; various issues.

Informal Venture Capital Market

Note that the numbers mentioned above are only for formal or professiona venture
capital firms; it does not include informal venture capital or “business angels,” wealthy
investors experienced in certain industries who are willing to invest actively in start-
ups and small enterprises. The informal risk capital market is probably less structured
and efficient, but it plays an important role in providing seed capital for entrepreneurs.
Wetzel (1983) argues that angels may represent the largest source of venture capital in
the U.S.,, and that “they finance perhaps five times as many ventures as the public
equity markets and professional venture capitalists combined” (p. 32).

Wetzel (1992) estimates that angels invest around $30 hillion annually, which is at
least ten times the amount invested by institutional venture funds (ibid, p. 52).
According to Wetzel, angels do not include friends or relatives. Risk capital provided
by family or relatives is documented (Poza, 1989), but accurate estimates of its size are
not available, although there are strong indicators that family business is not a small
segment in the economy.

Global Venture Capital

Although formal venture capital originated in the U.S,, it is by no means an
American phenomena. According to Bygrave and Timmon (1992), global venture
capital market in 1990 exceeded $80 hillions, more than half of it is outside the U.S.

Until 1980, formal venture capital was virtually limited to the U.S. market. During
1986-1990, venture capital in Europe grew from $9 to $29 hillions; that is, more than
three folds. Similarly, in the same period, the venture capital market in Japan grew
from $3 to $10 hillions; in Canada from $1.3 to $3 hillions; in Korea from $450
millions to $1 billion. In 1990, the size of venture capital in Australia was around $800
millions, and in Hong Kong around $1 hillion.
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Venture capital is not limited to industrial countries. The World Bank, through
International Finance Corporations, helped establishing venture capital funds in
Kenya, Brazil and Philippine, with total assets of $350 millions as of 1988 (ibid).
During 1993-1994, the IFC helped aso establishing funds in Latin America, Eastern
Europe and Asia to finance private energy projects. Total assets of these funds reaches
$700 millions (Bonds and Carter, 1994). Furthermore, the IFC is planning to establish
an international energy fund, with capital of $2.5 hillions (ibid).

Together, these figures reveal that the venture capital market is not as small as it
might appear. In fact, given its small age compared with commercia banks, the size of
the market is rather significant.

4. Performance of Venture-Backed Companies

In general, there is enough evidence to believe that venture-backed companies
perform superiorly compared to similar non-venture-backed ones. This is consistent
with the premise that venture capital addresses agency problems better than traditional
finance.

Mull (1990) examines a set of 340 venture-backed companies matched pair-wise
by a set of 340 non-venture-backed companies. These companies went public during
the period 1983-1987. The author finds that (1) Venture-backed firms have a higher
variance of earnings per share than non-venture-backed firms. This indicates that the
former are in generd riskier than the latter. (2) Venture-backed firms use lower levels
of debt than non-venture-backed firms. As Mull explains, this is so since venture-
backed projects tend to be riskier than their counterparts, and venture capitalists tend
to use convertible preferred stock as a replacement for debt. (3) Venture-backed firms
have higher R&D spending levels than non-venture-backed firms. (4) Venture-backed
firms achieve higher growth rates in revenues and total assets than their counterparts.
Similar results were found by McNaughton (1990) for Canadian firms.

Al-Suwailem (1995) compares 236 small, high-tech companies backed by venture
capital with 138 companies of the same size and in the same industries not backed by
venture capital, both prior to their public offering. Several hypotheses are devel oped to
test the accessibility of each group to the capital market as well as the sensitivity of
their investment spending to internal funds. The results show that venture-backed
firms (1) raise more external finance, (2) pay lower interest rates, and (3) face lower
shadow costs of capital than non-venture-backed companies. Further, investment
spending of venture-backed companies is found to be less sensitive to cash flow and
balance sheet conditions. These results support the argument that venture capital
arrangements effectively reduce informational asymmetry and agency costs problems.

Other studies (Barry et al., 1990; Lim and Saunders, 1990, and Megginson and
Weiss, 1991) found that venture-backed public offerings use higher-quality
underwriters than non-venture-backed issues. This reflects the confidence of such
underwriters in the profitability and performance of venture-backed companies.
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5. Conclusion

This paper summarizes the main theoretical and empirical aspects of venture
capital. Venture capital, as an active equity form of financing, enjoys merits well suited
to minimize agency costs and to promote growth and devel opment. In addition, venture
capital contracts attempt to avoid failures usualy associated with publicly traded
equity. Venture-backed companies tend to consistently outperform non-venture-backed
companies. In principle, the venture capital contract is much similar to the inan type of
musharakah, which makes it a potential avenue for Islamic financia institutions to
invest their funds. But these observations by no means imply that venture capital
arrangements are devoid of failures or illegal practices; yet it presents a compelling
alternative for financing investment, especially in Islamic countries.
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