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Abstract Venture Capital (VC) has emerged as the dominant source of finance for entrepreneurial and early stage businesses, and the Indian VC industry in particular has clocked the fastest growth rate globally. Academic literature reveals that VC funded companies show superior
performance to non VC funded companies. However, given that venture capitalists (VCs) select
and fund only the best companies, how much credit can they take for the performance of the
companies they fund? Do the inherent characteristics of the firm result in superior performance
or do VCs contribute to the performance of the portfolio company after they have entered the
firm? A panel that comprised VCs, an entrepreneur and an academic debated these and other
research questions on the inter-relationships between VC funding and portfolio firm performance. Most empirical literature indicates that the value addition effect dominates the selection effect in accounting for the superior performance of VC funded companies. The panel
discussion indicates that the context as well as the experience of the General Partners in the
VC firms can influence the way VCs contribute to the efficiency of their portfolio companies.
ª 2010 Indian Institute of Management Bangalore. All rights reserved.

Academic perspective
Venture Capital (VC) has emerged as an important and
dominant source of financing today for entrepreneurial and
early stage businesses. Many of the successful businesses
that we know today such as Cisco, eBay, Apple, and Google
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received VC funding at one point or the other. Some of the
companies in India that received VC funding include Polaris,
Biocon, Sasken, Shoppers’ Stop, and Landmark. VC backed
firms contribute to the economy through the creation of
jobs, an exceptional growth rate, their heavy investments,
and their international expansion (Romain & Potterie, 2004).
The proportion of companies that receive VC funding,
however, is very small. Kaplan and Lerner (2010) indicate
that only 1/6th of 1% of new businesses manage to obtain
VC funding. Despite the small proportion of companies that
receive VC funding, there has been a growth in the availability of VC over the years in the different economies. In
the US, which is by far the leader in VC investments by a big
margin, the availability of VC funding has been stable with
respect to the stock markets. From 2005 to 2008, annual
commitments to VC ran in the range of $25e$33 billion. The
historical average (since 1980) of VC commitments in the
US, measured as a fraction of the total market value of
equity, was 0.138%. Since 2002, however, the commitments
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have been slightly above the historical average at 0.146%.
Similarly, the historical average of the VC investments as
a fraction of total stock market value was 0.164%, and the
average since 2002 is 0.155% (Kaplan & Lerner, 2010). If we
factor the growth in the economy and the stock market
over the years, we can infer that the availability of VC
funding has steadily increased over the years.
By contrast, the growth of VC in India has been more
recent. The amount invested increased from $1.4 billion in
2004 to $22 billion in 2007, before reducing to $8.1 billion in
2008 (Thillai Rajan & Deshmukh, 2009). The VC investments
in India grew at a CAGR of 47% during 2004e08, which is one
of the highest growth rates in the world. By contrast, the
investments in the US grew only at the rate of 6% during the
same period. VC investments in India as a percentage of
GDP grew from a mere 0.4% of GDP in 2004 to more than
1.5% of GDP in 2008, whereas VC investment in the US as
a percentage of GDP is relatively constant and hovers
around 0.7%e0.8% of GDP.
This part of the paper provides an academic perspective
on how venture capitalists (VCs) contribute to the portfolio
companies that they have invested in. The rest of the
academic perspective is structured as follows: Section 2
provides an overview of VC investment. VC has several
features that distinguish it from other sources of financing.
The differences between VC and bank financing, a prominent source of financing for businesses, are also highlighted.
Section 3 discusses the performance of VC funded and non
VC funded companies. Examining whether VC funded
companies show superior performance as compared to non
VC funded companies, this section summarises the findings
from some well known comparative studies on VC funded
and non VC funded companies. Section 4 discusses the
reasons behind the superior performance of VC companies.
Two main ideas are explored in the academic perspective
viz., whether the better performance can be attributed to
better screening and selection of investment opportunities
or because of managerial inputs and value addition provided
by VCs after investment. Section 5 provides a summary and
identifies some areas where more research is needed.

Overview of venture capital investment
The VC investment cycle consists of four phases, namely,
fund raising, selection and investment, monitoring, and
exit. In the fund raising phase, VC firms (commonly known
as general partners or GPs) raise capital from various
investors (commonly known as limited partners or LPs) such
as financial institutions, corporations, university endowments, family offices, and wealthy individuals. Generally,
the VC funds have a close ended structure and have a fund
life of around 10e12 years. During the fund raising process,
the VC firms clearly state the investment objectives and
other features of the fund structure such as the fund life,
fund management fees, etc. The funds can have a sector
focus (say technology, biotechnology, etc.) or stage focus
(say growth stage, late stage, etc.) or both. Established VC
firms usually have more than one fund under their
management at any time.
During the selection and investment phase, the VC firms
evaluate various investment opportunities to deploy the

187
funds raised. Since the companies that VC firms invest
in are private companies, they rely on their proprietary
networks to source deals. They use various screening
and selection criteria to identify suitable investment
opportunities. Once a VC firm has identified an investment,
the VC firm and the investee company go through several
rounds of complicated deal making to negotiate the valuation as well as the structure of the investment. The
investment process is complete after the VC firm ‘writes
the cheque’ in favour of the investee company. In most
cases, VCs invest in the company through multiple funding
rounds, since staging of capital infusions allows VCs to
gather information, monitor the progress of firms, and gives
the option of abandoning those projects that are not doing
well (Gompers, 1995).
The monitoring phase is the time interval between date of
investment and exit of the VC investor. During this phase, the
VC works closely with the investee firm. VCs generally get
board seats and depending on the need, add value to the
investment by providing various managerial inputs. Apart
from providing capital, VCs use their specific industrial
knowledge, expertise, and contacts to assist their portfolio
firms in various areas such as strategic and operational
planning, personnel and supplier selection, marketing,
financing, and even assume managerial roles where necessary (MacMillan, Kulow, & Khoylian, 1989).
During the exit phase, the VC firms realise returns on
their investments in the portfolio company, and return the
capital to the investors in the fund. Since VC funds are
generally structured as close ended funds, the VCs have to
liquidate their investments after a certain period and
cannot hold on to them forever. The common routes of exit
are the initial public offering (IPO) or an acquisition.
While VC is not a major source of capital for small
businesses, the two are often linked closely in the public
mind (Winton & Yerramilli, 2008). Using data from the
National Survey of Small Business Finances, Berger and
Udell (1998) find that commercial bank loans provide 19%
of all financing for small businesses, whereas VC investments provide only 2%. Davis (2003) indicates that 90% of
startups are not supported by VC and more than 95% of
small firm financing comes from sources other than VC,
particularly commercial banks. The prominence for VC
investments, despite being quantitatively lower than bank
financing could be due to the growth in VC funding.
According to Ueda (2002), indicators of bank lending to
small firms were constant or even fell after 1977, whereas
VC investment was 100 times larger in 2001 than it was in
1977. Table 1 compares the features of VC and bank
financing on various parameters. While there are some
similarities, there are several differences. Mainly, VC
investment differs from that made by the banks, or for that
matter from any other source, in the extent of involvement
in the portfolio company after the investment.

Performance of VC and non VC funded
companies
With more and more companies getting VC funding,
researchers started to look at the impact of VC on the
performance of the investee companies. While before-after

