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ABSTRACT

The purpose of this study was to develop the venture capital (VC) investment
framework for micro, small and medium enterprises (MSMEs) in Kenya. The
study extended previous works done on the venture capital investment process
(VCIP) from other countries to the Kenyan context. The researcher collected data
in 2010 through in-depth interviews and secondary sources from seven venture
capital funds (VCFs). Data were presented and analyzed using cross case

matrices, figures and content analysis.

The study examined the three phases of the investment process: pre-investment,
investment and post-investment phases. The study explained how VCFs made
their investment decisions from when they generated a deal with an MSME until

the time they exited from the deal.

The key results showed the differences found in the VCIP in Kenya. The results
indicated that MSMEs in Kenya received more benefits at the pre-investment
phase. One noted benefit was that VCFs assisted entrepreneurs to prepare
business plans. VCFs also educated entrepreneurs on the VCIP thus committed

more resources in the pre-investment phase.

The results also showed that micro enterprises did not receive VC because of the
risks involved. This was a key result because the expectation was that VC was
essentially for micro enterprises. However, market and industry data on micro
enterprises were often either inadequate or unavailable thus making it difficult
for VCFs to make decisions on investment opportunities and increasing
investment risks. The results also suggested that lack of VC associations, local
VCFs and inadequate support from the Kenyan government increased the

challenges faced by VCFs that attempted to invest in MSMEs in Kenya.



Areas for further research include a study on the entrepreneurs’ perspective, to
suggest ways to improve the VCIP. Further study is also required on why local
investors have not established VCFs in Kenya. A comparative study on the
success of those MSMEs financed by debt capital versus those MSMEs financed
by VC could also be conducted.
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CHAPTER 1: Introduction

Micro, small and medium sized enterprises (MSMEs) form one of the most
important players for economic growth (Storey, 1994). Accessing financing for
entrepreneurs of micro enterprises is not an easy task and because of their short
life history and unsteady cash flows these firms have problems accessing capital
especially debt capital (Isaksson, 2006). A study by the United Nations Industrial
Development Organization (UNIDO) (2001) noted that debt capital was the
wrong type of capital for MSMEs. The highly leveraged entrepreneur ended up
paying interest rates that deprived the enterprise of funds exceeding their cash-
flow capabilities and preventing them from achieving sustainability (Fox, 1996).
As debt financing increased firms financial risk, equity financing was seen as the
most suitable way to finance MSMEs (Isaksson, 2006). Other than lack of equity
financing, these firms also suffered from competence issues (Barth, 1999).

Venture capital therefore acts as the bridge for MSMEs equity and competence
&ap-

Venture capital (VC) is a significant innovation of the twentieth century (Koh
and Koh, 2002). It is a subset of private equity focused on MSMEs with perceived
long-term growth potential (Holger, 2005). VC is based on the principle that a
partnership can be forged between the entrepreneur and the venture capitalists.
Pandey (2005) noted that venture capital funds could prove to be a powerful

mechanism to institutionalize innovative entrepreneurship.

Venture capitalists are of two types: institutional venture capital funds and angel
venture capitalists. Institutional venture capital funds (VCFs) are ran by full-time
professionals who seek out and fund promising ventures while angel venture
capitalists are wealthy individuals who make venture capital investments

(Megginson, Smart, and Lucey, 2008).



Venture financing has four stages: Seed financing, start-up financing, expansion
financing and buy-out financing (Appendix D illustrates these four stages). Most
institutional VCFs invest in all stages, although some focus on a particular

venture stage (Clercq, Fried, Lehtonen and Sapienza, 2006).

In the 1990s, VC was a key investment feature, where venture backed dotcoms
and technology companies reaped spectacular returns for private investors in the
United States (US). This was the success of the Silicon Valley model in the US.
The Silicon Valley model of VC transformed the innovation process in the United
States, leading to successful firms for example Microsoft, Apple, Sun
Microsystems, Intel, Amazon, Genentech and eBay (Koh and Koh, 2002). The
success of the Silicon Valley model has made the US a technology leader, which
has led to job and wealth creation. The National Venture Capital Association
(NVCA) underlies the importance of VC availability by showing how VC has
been a successful tool in supporting high-risk innovative and growth-oriented

firms across sectors and regions in the United States (NVCA, 2004).

VC activity is advanced in developed countries and it is taking root in a number
of developing countries. Governments in countries for example Singapore, China
and India have replicated the Silicon Valley model of VC leading to their current
vibrant economies. India and China are superpowers in the making with the
fastest growing economies and a strong VC sector (Barnerjee, 2008). Holger
(2005) indicates that an economy that does not have a strong VC sector is one

that displays symptoms of deeper economic problems.
1.1 Background on Kenya’s VC Industry

The VC industry in Kenya can be traced back to the 1960s and 1970s where the
government of Kenya established investment companies in particular the

Industrial and Commercial Development Corporation (ICDC) (Ngigi, 1997).
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However, many such schemes collapsed in the 1990s due to poor management
and lack of resources (Kashangaki and Simba, 2008). In the 1990s, the
government with donors such as the United States Agency for International
Development (USAID) and the European Union (EU) set up VCFs which also
closed down due to similar reasons. Acacia Fund was the first private VCF
established in the mid - nineties. It was a US regional scheme with a fund of US $
20 million. It invested in almost 20 deals yielding positive results over a period of
10 years (Zavatta, 2008). During this time, the legal framework was unclear and
restricted the development of the VC industry. It was not until 2007 that the
Capital Markets Authority (CMA) published the regulations for VCFs. Acacia
Fund was the only locally registered VCF in Kenya (Capital markets Authority
(CMA) 2008). Acacia Fund was however acquired in 2008 by Swefund a Swedish
VC company (Swedfund, 2008). The current VCFs with operations in Kenya are
incorporated in foreign countries but have a legal structure that enables them to
carry out their business locally. It is therefore not surprising that the term VC in

Kenya is foreign to many entrepreneurs of MSMEs.
1.2 Problem Statement

The 2009 Kenya Economic report showed MSMEs as important players for the
growth and development of the Kenyan economy. The report indicated that
MSMESs constituted 74.4% of all businesses in Kenya but only contributed 18.4%
of country’s GDP (Kenya Institute for Public Policy Research and Analysis
(KIPPRA) 2009). The Minister for Trade and Industry stated that the reason why
the MSME sector was not developing was that it was facing several problems.
These included: lack of access to finance; inadequate skills and technology; poor
quality of products, inadequate business skills; limited access to information; and
limited linkages with large enterprises, which affected the productivity and

competitiveness of the MSMEs thus hindering their growth (Ministerial Speech,
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2009). InvesteQ Capital Ltd. (2008) in their study also found that access to and

cost of financing were major constraints hindering growth of MSMEs.

The then Ministry of Trade and Industry’s (MOTI) MSME Competitiveness
Project recognized the fact that VCFs would solve these problems (MOTI, 2005).
VCFs not only finance MSMEs but also provide professional management skills

and strategic support for these enterprises that would curb the problems faced

by MSMEs (Koh and Koh, 2002).

This represents a significant research opportunity to develop a framework for

MSMESs when seeking VC from VCFs in Kenya.

In the international scene, there is growing literature focused on understanding
how VCFs form their decisions regarding their investments (Tyebjee and Bruno,
1984; Roberts, 1991; Chotigeat, Pandey and Kim, 1997; Shepherd, Ettenson and
Crouch, 2000; Suksriwong, 2003; Clercq et.al, 2006; Hellquist and Kraljevic, 2006;
Yiallourou, 2006). Several questions hence emerge for the VC industry in Kenya.
Should MSMEs in Kenya seek VC? If so, what benefits will the MSMEs derive
from VC? How do VCFs make investment decisions? What criteria do VCFs use
when investing in a particular venture? How do VCFs operate after investing in
an MSME? How do the entrepreneurs of MSMEs ensure a positive relationship

with VCFs leading to successful ventures?
1.3 Purpose of Study

The purpose of this study was to determine the VC investment framework for
entrepreneurs of MSMEs when seeking VC, from the perspective of the VCFs.
The study extended previous works done on the VCIP from other countries to
the Kenyan context. The study investigated the VCIP through three phases: pre-

investment (before making an investment), investment (actual investment) and



the post investment phase (after making the investment). The criteria used by the
VCFs in the three phases were identified. Advice was also sought from VCFs on
how MSMEs should manage the relationship with the VCFs, maximizing the
value of their relationship. Differences found from the VCIP in Kenya compared

to previous research were illustrated.
1.4 Objectives
The study was guided with the following research objectives:

1) To investigate the pre-investment phase of the venture capital investment

process used by venture capital funds in Kenya.

2) To investigate the investment and post-investment phases of the venture

capital investment process used by venture capital funds in Kenya.

3) To create a framework for entrepreneurs of MSMEs on how they can engage

in a fruitful relationship with VCFs to ensure successful enterprises.
1.5 Research Questions

The objectives were translated to the following research questions:
1) In the pre-investment phase:
a. How do venture capital funds make investment decisions?
2) In the investment and post-investment phase:
a. How do venture capital funds operate having invested in an MSME?
b. How should entrepreneurs conduct themselves to ensure a positive
relationship with venture capitalists leading to successful ventures?
3) What would be a viable framework of engagement between entrepreneurs of
MSMEs and VCFs to ensure fruitful relationships leading to successful

enterprises?



1.6 Significance of the Study

The study is important for a number of reasons. First, it creates awareness of the
VCFs expectations for entrepreneurs of MSMEs. This increases the

entrepreneurs’ chances in finalizing the investment deals.

Second, it identifies the importance of VC in entrepreneurship development,

leading to innovation, technological and economic development.

Third, the study suggests implications for policy and practise which could make
VC a more viable and preferred alternative to traditional debt financing and offer

public funding options for MSMEs in future.

Fourth, it enables business incubators strengthen their role as facilitators
ensuring that incubated firms meet venture capitalists expectations. In this way,
the economic resources and efforts allocated to operate and manage business
incubators could better contribute to the sustainability of the incubated firms

(Callegati, Grandi and Napier, 2005).

Fifth, for centres of innovation in Kenyan Universities, the study provides a link
between the university students’ innovative ideas and the venture capital
industry. It also shows the importance of introducing venture capital as a unit in
finance courses within the universities or development of a venture capital

programie.

Sixth, for prospective venture capitalists, the study forms a basis for the
development of their own, firm-specific VCIP and for existing venture capitalists;

it provides a framework to formalize their VCIP.

Last, for academic researchers it contributes to the knowledge in this subject area

and highlights areas for further research.



1.7 Delimitations of the Study

The scope of this study has been limited to the institutional venture capital funds
in Kenya. The researcher found no structures that could assist in collecting data

from angel venture capitalists in Kenya.



CHAPTER 2: Literature Review

21 Overview

Chapter Two discusses the literature on venture capital guided by the research
questions stated in chapter one. The chapter starts with a brief overview of the
micro, small and medium enterprises (MSMEs). Second, it defines venture
capital and venture capitalists. Third, the pre-investment and post investment
phases of the venture capital process are discussed. Fourth, an overview of the
venture capital industry in Kenya is given. Finally the theoretical frameworks
guiding the study, the conceptual framework and the gap in literature are

highlighted.
2.2 Characteristics of Micro, Small and Medium Enterprises (MSMEs)

The MSME sector is the backbone of any economy and is an important source of
economic growth, dynamism and flexibility in developed, emerging and
developing economies (Organization for Economic Co-operation and
Development (OECD), 2006). The World Bank defines MSMEs as shown in Table
2.1 below and the current study adopted this definition:

Table 2.1 MSMEs Definition

Category Employees Turn-over (US $)
Micro Upto10 Up to 100,000
Small Up to 50 3M

Medium Up to 300 15M

Source: InvesteQ) Capital Ltd. (2008) accessed from the World Bank Group




The formation of the MSMEs is one of the most important factors for economic
growth (Storey, 1994). Accessing financing for micro enterprises is not an easy
task and due to their short life history and unsteady cash flows these firms have
problems accessing capital especially debt capital (Isaksson, 2006). A study by
the UNIDO (2001) noted that debt capital was the wrong type of capital for
MSMEs. The highly leveraged entrepreneur ends up paying interest rates that
deprive the enterprise of funds exceeding their cash-flow capabilities and
prevent them from achieving sustainability (Fox, 1996). As debt financing
increases a firm’s financial risk, equity financing is seen as a most suitable way of
financing the MSMEs (Isaksson, 2006). Other than lack of equity financing these
firms also suffer from competence issues (Barth, 1999). Venture capital therefore

acts as the bridge for MSMEs equity and competence gap (Isaksson, 2006).

2.3 Venture Capital

VC is a significant innovation of the twentieth century (Koh and Koh, 2002). It is
a subset of private equity focused on start-up firms and small and medium sized
businesses with perceived long-term growth potential (Holger, 2005; Peters,
2009). VC is based on the principle that a partnership can be forged between the
entrepreneur and the VCF. Pandey (2005) noted that VCFs could prove to be a
powerful mechanism to institutionalize innovative entrepreneurship. Bygrave
and Timmons (1992) emphasized that VC has played a vital role in the
entrepreneurial process and has sustained economic growth of economies.
Mason and Harrison (1999) also noted that VC is recognized globally as playing
a key role in innovation, wealth creation and job generation and a key element in

government efforts, generating economic growth.

In the 1990s, VC was a key investment feature, where venture backed dotcoms
and technology companies reaped spectacular returns for private investors in the

US. This was the success of the Silicon Valley model in the US. The Silicon Valley
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model of VC transformed the innovation process in the United States, leading to
successful firms for example Microsoft, Apple, Sun Microsystems, Intel, Amazon,
Genentech and eBay (Koh and Koh, 2002). The success of the Silicon Valley
model has made the US a technology leader, which has led to job and wealth
creation. The NVCA underlies the importance of VC availability by showing
how VC has been a successful tool in supporting high-risk innovative and
growth-oriented firms across sectors and regions in the United States (NVCA,
2004). In 2005, nearly €15 billion was invested by VCFs located in Europe (EVCA,
2006). According to NVCA, this figure was roughly 86 percent of the size of the
U.S. market (PricewaterhouseCoopers/National Venture Capital Association,
2006).

This shows that VC activity is advanced in developed countries and it is taking
root in a number of developing countries. Governments in countries for example
Singapore, China and India have replicated the Silicon Valley model of VC
leading to their current vibrant economies. India and China are superpowers in
the making with the fastest growing economies and a strong VC sector
(Barnerjee, 2008). Holger (2005) indicates that an economy that does not have a

strong VC sector is one that displays symptoms of deeper economic problems.

Venture capitalists are of two types: institutional venture capital funds (VCFs)
and angel venture capitalists. Institutional venture capital funds are full-time
professionals that seek out and fund promising ventures while angel venture
capitalists are wealthy individuals who make venture capital investments

(Megginson et.al., 2008).

Venture capital financing has four stages: Seed financing, start-up financing,
expansion financing and buy-out financing. Table 2.2 below illustrates the four

stages as described by Clercq et.al. (2006).

Table 2.2 Stages of Venture Capital Financing
10



Stages of financing Description

Seed financing Micro enterprises with one or two entrepreneurs,
undeveloped technology and business concept. Business

plan not validated

Start-up financing Small enterprises with management team in place, product
ready for marketing. A pilot and other information about

the product available

Expansion financing Medium enterprises where marketing has been started.

Venture is ready to start growing and expanding.

Buy-out Established company

Source: Clercq et.al. (2006), pp 93
Most institutional VCFs invest in all stages, although some focus on a particular

venture stage (Clercq et.al., 2006; Peters, 2009).

24 Benefits Derived From Investing In Venture Capital

VCFs are interested in the success of the firm they finance and therefore are
closely involved in the firm’s subsequent development and growth (Yiallourou,
2006). The VCFs add value to the MSMEs by not only providing finance but also
implementing better decisions through monitoring the MSMEs, providing non-
financial assistance that leads to business survival (Sahlman, 1990; Sapienza and
Gupta, 1992). The non- financial support by venture capital funds reduce the
costs of information asymmetry and enhance the MSMEs reputation (Black,
1998). Pratch (2005) also stated how VCFs gave useful advice on strategic,
marketing and organizational issues, helped in developing strong internal
financial management procedures. The VCFs also play an active role developing
capital strategies, arranging financing from other investors (Lerner, 1994) and
assisting the enterprise when moving towards an initial public offering (IPO) or

acquisitions (Gladstone and Gladstone, 2003).
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Entrepreneurs of MSMEs benefit from the reputation and networks of contacts
from the VCFs. The contacts assist them locate business experts, additional
financing opportunities, key service providers, acquisition candidates among
others (Pratch, 2005). VCFs serve as a mentor, friend and confidant when MSMEs
are faced with challenges and uncertainties. VCFs also play the crucial role of
ensuring that the achieved objectives are met and evaluate or replace the

management when necessary for the success of the enterprise (Pratch, 2005).

Kortum and Lerner (2000) concluded that VC-backed companies innovate and
produce more valuable patents than the non-VC-backed companies produce
because they adapt to new technologies faster. VC-backed firms bring their
product to market faster while they pursue more aggressive strategies than non-

VC-backed firms (Hellman and Puri, 2000).

Clercq et.al. (2006) illustrated as summarized in Table 2.3 below the benefits VC-

backed firms derive according to the stages of financing.

Table 2.3 Benefits Derived from the Stages of Venture Capital Financing

Stages of financing | Benefits

Seed financing e Structure, discipline, sounding board and attraction of
additional (external) funding
* Insights on how to establish the venture legal form

* Technological insights

Start-up financing ¢ Marketing experience, recruiting help, contacts, help with
follow-on financing

* Technological insights, test marketing and piloting
possibilities

* Reputation benefits

Expansion * Marketing experience, recruiting help, contacts, help with

financing follow-on financing, help to plan and execute the exit
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Technological insights, test marketing and piloting
possibilities

Reputation benefits

Buy-out

Legal and other expertise on how to execute a buyout deal

Source: Clercq et.al (2006), pp 93

2.5 The Venture Capital Investment Process
When seeking VC, the MSMESs have to take into account the VCIP. Wells (1974)

developed the first extensive VCIP that was then modified and elaborated on by

Tyebjee and Bruno (1984). Most research done on the VCIP from all over the

world has built on the Tyebjee and Bruno model (Sweeting, 1991; Bygrave and
Timmons, 1992; Fried and Hisrich, 1994; Manigart et.al., 1997; Bliss, 1999; Chu
and Hisrich, 2001; Pandey, 2005; Clercq et.al., 2006 and Klonowski, 2007). Tyebjee

and Bruno (1984), proposed a model with five stages: deal origination, screening,

evaluation, deal structuring and post investment activities as illustrated in Figure

2.1.

Figure 2.1 Venture Capital Investment Process Model

Deal Generation

v

Screening

v

Evaluation

v

Structuring

v

Post Investment Activities

Source: Tyebjee, T.T and Bruno, A.V. (1984), pp 1053

They distinguished the VCIP into two phases: pre-investment (deal origination,

screening, evaluation, deal structuring) and post-investment phases (monitoring,
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value-addition and exit). In the pre-investment phase, the MSMEs needed to
understand what the VCFs and in the post-investment phase, the MSMEs were
able to maintain a positive relationship with VCFs leading to successful

enterprises (Clercq et.al., 2006).

2.5.1 Pre-Investment Phase
In the pre -investment phase the entrepreneur needed to perform several
activities for him to obtain VC funding (Fried et. al., 1998). The entrepreneur first
secured good referrals from his lawyer, friends and industry contacts in getting
VC (Shane & Cable, 2002). Gladstone & Gladstone (2003) found that a well
prepared business plan and the intial meeting with the VCFs were important

criteria in the pre-investment phase.

The stages VCFs undertook in the pre-investment phase were deal origination
screening, evaluation and deal structuring (Tyebjee and Bruno, 1984; Fried and

Hisrich, 1994; Klonowski, 2007).
Deal Origination

In deal origination, potential deals were brought to the attention of the VCFs
from four sources: unsolicited cold calls from entrepreneurs, referrals (venture
capital community, prior investees and personal acquaintances), bank referrals

and investment brokers (Tyebjee and Bruno, 1984; Klonowski, 2007.
Deal Screening

The criteria for screening the business plans of entrepreneurs of MSMEs were;
the size of investment, the industry sector, the stage of financing and the
geographical proximity (Tyebjee and Bruno, 1984; Fried and Hisrich, 1994;
Shepherd, 1999 and Zacharakis & Meyer, 2000). Fried and Hisrich (1994), Koh
and Koh (2002) and Peters (2009) found that VCFs focus was mainly the seed
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capital stage. Fried and Hisrich (1994) found two stages in the deal screening
stage: VCF specific screening and generic screening. Bliss (1999) found that the

criteria in the VCF specific screening were rarely used by VCFs.

Zacharakis and Meyer (2000) found that VCFs would not invest in an enterprise
without a business plan. Robert (1991) also emphasized that business plans were
important for VCFs to make investment decisions. According to Elango et.al
(1995) the significance of business plans varied according to the stage of
financing. Clercq et.al. (2006) and Hellquist and Kraljevic (2006) concluded that
an important criterion was meeting the entrepreneurs and management team of
the enterprises to built rapport with them. VCFs wanted entrepreneurs and
management teams that were honest, trustworthy, motivated, and passionate

about the venture (Shane, 2003).
Deal Evaluation

This stage was also known as the due diligence phase. Tyebjee and Bruno (1984)
noted the criteria were market attractiveness (size and growth potential, market
used and ability of venture to access the market), product differentiation
(uniqueness of product, technical skills, profit margins/ value added, patents),
managerial capabilities (management, marketing, financial skills, entrepreneur
background) and competition. Koh and Koh (2002) and Pandey (2005) found that
the criterion was quality of the entrepreneur for this stage. Fried and Hisrich
(1994) and Clercq et.al. (2006) also found management capabilities as a significant
criterion. VCFs also gathered information from external sources to determine if

the business plan presented by the entrepreneurs was realistic and achievable.

Klonowski (2007) found several criteria for deal evaluation: quality and breadth

of the enterprise management team, a preliminary assessment of the company’s
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financial projections and the ability to successfully liquidate the investment

within three to five years.
Deal Structuring

Tyebjee and Bruno (1984) reviewed researches done by Golden (1981); Cooper
and Carleton (1979); Glassmeyer (1981); Leland and Pyle (1977); Ross (1977).
They identified three ways of structuring the deal: first by establishing the price
of the deal (equity share the entrepreneur would give up in exchange for the
venture capital). Second protective covenants were established which limit
capital expenditures and management salaries. Third, through a mechanism
known as the earn-out arrangement, where the entrepreneur's equity share was
determined by meeting agreed upon performance objectives, the VCFs was able
to assess the entrepreneur's expectations for the venture (Leland and Pyle, 1977;

Ross, 1977).

Pandey (2005) confirmed that the VCFs preferred a deal structured in such a way
that their interests were protected, earned reasonable return, minimized taxes,
had enough liquidity to operate the venture company and remained in
commanding position of the venture. Sahlman (1990), Gompers (1997), Black and
Gilson (1998) and Kirilenko (2001) focused on the degree of control exercised by
VCFs and confirmed that VCFs enjoyed a disproportionately large degree of
control. Kaplan and Stromberg (2003) and Sahlman (1990) concluded that in the
deal structuring phase the criteria used were the composition of the board of
directors, types of spending that require VCFs approval, the mechanisms given
to the VCFs to force a future exit or the terms of the top management’s
employment contracts. However, the exit route was not an important criterion

when making the investment decisions (Jeng and Wells, 1998; Peters, 2009).
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25.2 Post - Investment Phase
Monitoring and Value Addition

Clercq et.al. (2006) noted that this was the most crucial phase for the
entrepreneur. The VCFs engaged in two types of activities: monitoring and
providing value addition to the MSMEs. Sapienza and Gupta (1994) noted that
the monitoring activities conducted by the VCFs reduced the agency risks
associated with VC-entrepreneur relationship. The VCFs added value to the
enterprises through their various roles: strategists, financiers, providing contacts,
mentoring and ensuring objectives are met (Sapienza, 1992; Clercq et.al., 2006).

Maximizing the entrepreneur and VCFs relationship required that the
entrepreneur respected and recognize the expertise, experience and the formal
legal power of the VCFs (Shane and Cable, 1997). Regular effective
communication and mutual trust were also crucial (Gladstone and Gladstone,
2003). Objectivity between the two parties was also important to avoid

compromises when making decisions (Gladstone and Gladstone, 2003).
Exit

A successful exit was achieved when the relationship between the VCFs and
entrepreneur in the pre-investment and post-investment phases was successful.
Preventing a premature exit and exiting in harmony were crucial points for an
entrepreneur (Clercq et.al., 2006). Exits occurred through IPOs, acquisitions,
liquidation, buyback of VCFs stock by MSME (Cumming and MacIntosh, 2003;
Pandey, 2005; Klonowski, 2007).

2.6 Challenges facing the Venture Capital Industry
The VC industry has faced various challenges in the past 10 years. The key

drivers to these challenges have been the commercialization of the internet (1999-
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2000), credit crunch and the inability of VCFs to attract viable entrepreneurs
(Ghalbouni and Rouzies, 2010).

According to Lerner (2002), the bubble period of 1999-2000 in the United States
was due to the imperfect nature of the VC industry. The commercialization of
the internet led to VCFs, devoting funding to firms that were uneconomical and
attracted too many inexperienced VCFs. Funding was concentrated on the
internet and telecommunication investments thus neglecting promising sectors.
However, despite the 1999 - 2000 bubble period, the VCFs were still the most

efficient financial intermediaries (Lerner, 2002; Amit, Brander and Zott, 1998).

Block and Sandner (2009) found that the credit crunch led to VCFs reducing their
amount of funding by 20% for each enterprise. This resulted to VCFs lengthening
time to liquidity thus slowing down the exit. However, according to the Money
tree report by PWC and NVCA (2008), despite the exit crisis VCFs continued to
invest and raise funds. Haque (2008) suggested that VCFs needed new exit
options since the IPOs were tough and acquisitions were trapping innovative

start-ups in corporate bureaucracy.

According to Ghalbouni and Rouzies (2010), VCFs were losing their ability to
attract the entrepreneurs that would generate better returns. The VCFs were no
longer marketing their relevance to entrepreneurs. Instead of marketing their
operational expertise, their well-developed networks of experts, and the
personalized attention they offered, many VCFs had resorted to peddling wildly
attractive financing options. VCFs therefore needed to refocus their strategies
and return to their roots of being patient, hands-on consultancies that nurtured

start-ups until they were sustainable (Ghalbouni and Rouzies, 2010).

Within the VCIP, entrepreneurs and VCFs also encountered challenges. The
challenges varied according to the different stages of the VCIP.
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In the deal origination stage, VCFs faced the challenge that some entrepreneurs
confused venture capital with other types of financing for example loans
(Klonowski, 2007). The VCFs had to find ways of educating the entrepreneurs on
VC. Second, the entrepreneurs were not prepared to receive VC because they
lacked any formal documentation describing their businesses. The entrepreneurs
seeking VC had good ideas but lacked business plans or financial forecasts key to

any VCIP.

In the deal evaluation stage both the entrepreneurs and VCFs had the challenge
of limited resources. Both parties thus negotiated the major terms of the deal
before the VCFs started extensive due diligence (Clercq et.al., 2006). The deal

evaluation stage was time consuming for both parties.

The deal structuring stage faced key problems related to evolving accounting
rules, taxation regimes and poor legal infrastructure (Allchorne, 2004; Sormani,
2003; EVCA Yearbook, 2002). Klonowski (2006) found that local VCFs continued
to rely on offshore legal structures in deal structuring to manage the
imperfections of the local legal infrastructure. Bliss (1999) and Klonowski (2007)
found that VCFs in the Central and Eastern Europe (CEE) region considered some
government-related challenges. For example, some VCFs in the region had
purposely decided not to participate in privatization deals due to undue

influence by the government in the process.

In the post investment phase, the VCFs faced agency relationship risks. Sahlman
(1990) noted that the VCFs investments were illiquid and unlike public market
investors, they could not sell their investments at a moment’s notice. According
to Sapienza and Gupta (1994), there was much uncertainty involved when a
venture received VC, such that the VCFs had to spend more time, monitoring

activities at the present and in the future.
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Ahlstrom and Bruton (2006) found that legal institutions in emerging economies
were generally flimsy. The relative absence of formal institutions such as laws
and accounting standards resulted in a VCF having difficulty knowing whether
proposed ventures were what they seem to be and were not merely vehicles for

funnelling money to an overseas account (The Economist, 2004).

According to Klonowski (2007), these challenges often forced VCFs to structure
transactions “more creatively”. This then led to excessive “deal fatigue” for both
entrepreneurs and VCFs which resulted in many uncompleted transactions and

wasted resources.

2.7 Proposed Solutions to the Challenges
Pandey (2005), concluded that the following points were important for the
success of the venture capital investment process:

* An entreprenuerial tradition meaning encouragement from the society

and government for innovations, creativity and entreprise.

* Less regulated business environments which would create attractive

customer opportunities and high-tech quality products.

* Divestment mechanisms. For example; Over-the counter stock exchanges

catering for the MSMEs.
 Fiscal incentives, which would render equity investment more attractive.

e Broad based education with a more general, business and entrepreneurial
oriented education system where scientists and engineers have knowledge
of accounting, finance, and economics and accountants understand

engineering and physical sciences.
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* An effective management education and training programme for
developing professionally competent and committed venture capital
managers; they should be trained to evaluate and manage high tech, high

risk ventures.

* Promotional efforts through venture fairs, venture clubs, venture

networks, business incubation etc. for the growth of venture capital.

* Institute-industry linkages - linkage between universities/technology
institutions, R&D organisations, industry and financial institutions

including venture firms.

* Reasearch and development (R&D) activities - encouraging and funding
of R&D by private and public sector companies and the government

ensuring technological competitiveness.

Ahlstrom and Bruton (2006) found that venture capitalists substituted the
problem of not having formal institutions by using networks with entrepreneurs
and government officials. Meyer (2001) also noted that in emerging economies
where the environment had few enforceable accounting standards or legal
recourse, networks and alliances assisted venture capitalists in negotiating
contracts in the venture process. Batjargal and Liu (2004); Ahlstrom and Bruton
(2006) suggested that networks played an important part in China’s venture
capital industry, gathering information and also substituting key formal

institutions such as the rule of law.

Koh and Koh (2002) noted that the government played an important role in
supporting the venture capitalists in emerging economies. They noted that in
Singapore the venture capital industry was thriving because of the Government

offering tax incentives and backing the funding of venture firms. One of
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objectives of Singapore’s Government was to foster entrepreneurship and
develop a risk-taking business culture. The South Korean Government also had
encouraged high-tech start-ups by giving tax breaks and subsidies for venture
capital investments. As a result, the venture capital investments in South Korea
jumped from US$Im in 1995 to US$65m in 2000. Privately financed R&D
accounted for 80% of all R&D investment in 1999, compared with only 20% in the
1970s.

In Japan, the Government had also amended regulations promoting the venture
capital industry. For instance, the corporate pension funds were allowed to
invest in venture investment since 1997. Also, under the Angel Tax Incentive
introduced in 1997, a person investing in start-up ventures enjoyed a special tax
deduction, for up to three years, on any loss due to the investment. In Hong
Kong, the authorities had established a US$100 million fund to invest in private
equity and venture capital funds, while the Malaysian Government had
launched the MSC Venture Corporation, a US$30 million venture fund with a
mandate to invest in high-tech startups (Koh and Koh, 2002).
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2.8 Summary of Findings on Key Previous Studies
Eight research studies discussed in the literature above were selected and their research findings presented on Table 2.4A
- Table 2.4F below. The other studies not included mentioned several aspects, which were similar to those discussed by

the eight studies. The eight studies discussed extensively the criteria used by VCFs when making investment decisions.

Table 2.4A Summary on Findings on Previous Studies

Population/
Study Location | Methodology Pre-Investment criteria Post-Investment criteria
sample
1) Tyebjee and | United Study 1: | Study 1: 46 | Deal origination: Referrals and | VCFs provide management
Bruno (1984) | States Telephone unsolicited calls from entrepreneur; | guidance and business contacts,
structured Screening: Size of investment, industry, | sits on the board of the company
survey. stage of financing and location; | and plays a significant role in the

Study 2: Mail | Study 2: 156 | Evaluation: = Market attractiveness, | exit phase (acquisition, merger or
Questionnaire | (41 product differentiation, managerial | IPO)

responses) | capabilities, competition; Structuring:
Price of deal, protective covenants,

Earn-out management
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Table 2.4B Summary on Findings on Previous Studies

Population/
Study Location | Methodology Pre-Investment criteria Post-Investment criteria
sample
2) Roberts United In-depth 2 Screening: Product, location, high | Criteria not defined
(1991) States Interviews growth potential, equity interest,
realistic, qualitative business plans, size
of investment; Evaluation: technical
leadership, technical markets, non-price
sensitive markets, effective work
relationship.
Study Location | Methodology | Population/ Pre-Investment criteria Post-Investment criteria
sample
3) Fried  and | United In-depth 18 Deal origination: Referrals; Screening: | Criteria not defined
Hisrich States Interviews Size of investment, industry, stage of
(1994) financing and location; Evaluation:

Meeting  with  entrepreneur and

management, tour company facilities,
information from external sources,

financial ~ projections;  Structuring:
Details of structure finalized and legal

documents negotiated.
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Table 2.4C Summary on Findings on Previous Studies

Population/
Study Location | Methodology Pre-Investment criteria Post-Investment criteria
sample
4) Fried  and | United In-depth 18 Deal origination: Referrals; Screening: | Criteria not defined

Hisrich States Interviews Size of investment, industry, stage of
(1994) financing and location; Evaluation:
Meeting ~ with  entrepreneur to
understand the business and
management capabilities, tour company
facilities, information from external
sources, financial projections;
Structuring: Details of structure
finalized and legal documents

negotiated.

Study Location | Methodology | Population/ Pre-Investment criteria Post-Investment criteria
sample
5) Chotigeat Taiwan, | Mail Taiwan 20, | Evaluation: Characteristic of | Criteria not defined

et.al (1997) Sri Questionnaire | Sri-Lanka 7, | entrepreneur, product, market, financial
Lanka Thailand 15 | considerations, = management team
and technical, financial, marketing skills and

Thailand team work.
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Table 2.4D Summary on Findings on Previous Studies

Population/
Study Location | Methodology Pre-Investment criteria Post-Investment criteria
sample
6) Suksriwong | United Secondary Product  (competitive  advantage, | Criteria not defined
(2003) States, data economically  justifiable); = Market
Canada, (distribution system, sound business
Asia and plan, strong financial management);
Europe Financial consideration (exit route);
entrepreneur personality, experience,
financial commitment.
Population/
Study Location | Methodology Pre-Investment criteria Post-Investment criteria
sample
7) Hellquist Sweden | In-depth 7 Sound business plans; Market share, | Criteria not defined
and Kraljevic Interviews entry and global presence; product;

(2006)

management capabilities;  financial

considerations; location and industry.
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Table 2.4E Summary on Findings on Previous Studies

Population/
Study Location | Methodology ; Pre-Investment criteria Post-Investment criteria
sample
8) Clercq et.al. | United Secondary Deal origination: Referrals and | VCFs monitors the performance
(2006) States data unsolicited calls from entrepreneur; | of the company, maintains

Screening: Size of investment, industry,
stage of financing and first meeting
with entrepreneur and management
realistic =~ and

team; Evaluation:

achievable business plan, extensive
reference checking on the management
team, valuation ; Structuring: Price of

deal, control of VC, mechanism for exit.

effective communication through

board meetings and regular
financial reports. VCFs serve as a
mentor, providing advice and
networking contacts and helps
achieve the agreed objectives.
VCFs guide the exit process
either though IPOs, acquisitions,
buy-back of stock by enterprise,

liquidation.
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Table 2.4F Summary on Findings on Previous Studies

Population/
Study Location | Methodology Pre-Investment criteria Post-Investment criteria
sample
9) Klonowski Central | In-depth 14 Deal origination: Referrals and | VCFs help the company focus on
(2007) and Interviews unsolicited calls from entrepreneur; | the operational and financial
Eastern Screening: Management, product, | milestones. VCFs expect
Europe market, competition, size of investment, | monthly, quarterly and annual

assessment on the business plan and
financial projections ; Evaluation:
Quality of management team, size and
projected growth of target markets,
competitive advantage, potential for
capital appreciation relative to overall
risk; financial projections, ability to
liquidate the investment within three to
five years; Structuring: structures of the

deal and legal negotiations

reports. VCFs guides the exit
process (e.g. IPO)

As can be seen from the summary studies, most had not studied the post-investment phase and therefore did not provide data on

how this part of the investment process progressed. The current study addressed this research gap.
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2.9 MSMEs and Venture Capital in Kenya

2.9.1 Venture Capital Industry in Kenya

The VC industry in Kenya can be traced back to the 1960s and 1970s where the
Government of Kenya established investment companies in particular the
Industrial and Commercial Development Corporation (ICDC) whose objective
was to invest in indigenous enterprise growth (Ngigi, 1997). These efforts by the
government however had mixed results. Most of the schemes collapsed in the
1990s due to poor management and lack of resources. In the 1990s the
government with donors such as the United States Agency for International
Development (USAID) and the European Union (EU) set up VC funds among
them the Kenya Equity Management (KEM) and Rehabilitation Advisory
Services Ltd which also closed down leaving no clear path for the VC industry in

Kenya (Kashangaki and Simba, 2008).

In the mid-nineties a US regional scheme, Acacia Fund, was established as a VC
fund of US $ 20 million. The fund invested in over 20 deals yielding positive
results over a period of 10 years (Zavatta, 2008). It was acquired in 2008 by
Swedfund, a Swedish state’s VC company (Swedfund, 2008). Acacia Fund was
the only locally registered VCF in Kenya (Capital Markets Authority (CMA),
2008). The current VCFs (listed on appendix C) are incorporated in foreign
countries but have a legal structure that enables them to carry out their business
in Kenya. In addition to private VCFs, the Industrial and Commercial
Development Corporation (ICDC) also provides equity financing; a State owned
institution with has a significant share of operations in the SME segment

(Zavatta, 2008).
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In the past, the legal framework for the VC industry had been unclear, restricting
the development of this industry. It was not until 2007 that the CMA published
the regulations for VCFs (CMA 2007).

2.9.2 Micro, Small and Medium enterprises (MSMEs) in Kenya

In Kenya, most financial providers adopted their own working definitions of
MSMEs based on their financing requirements or the World Bank definition
(InvesteQ Capital Ltd., 2008). MSMEs are incorporated in both the formal and
informal sector but majority of the micro and small enterprises (MSEs) are in the
informal sector (Kenya Institute for Public Policy Research and Analysis
(KIPPRA), 2009). Ronge et.al (2002) identified the characteristics of MSEs. Among
others: ease of entry; small scale of activity; family businesses; labour intensive
technologies; minimal access to organized markets, informal credit, lack of

education and training or services and amenities.

The 2009 Kenya Economic report showed MSMEs as important players for the
growth and development of the Kenyan economy. The report indicated that
MSMEs constituted 74.4% of all businesses in Kenya but these only contribute
18.4% of country’s GDP (KIPPRA, 2009). The Minister for Industrialization stated
that the reason why the MSMEs sector was not developing was that they were
facing several problems. These included; lack of access to finance; inadequate
skills and technology; poor quality of products, inadequate business skills;
limited access to information; and limited linkages with large enterprises, which
affected the productivity and competitiveness of the MSMEs thus hindering their
growth (Ministry of Trade and Industry, 2008). InvesteQ Capital Ltd. (2008) in
their study also found that access and cost of finance were major constraints

hindering growth of MSMEs.
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The government of Kenya through the Ministry of Industrialization was
undertaking a MSMEs Competitiveness Project to improve the performance of
the sector. The project, initiated in 2005 under the Ministry of Trade and Industry
and running until 2012 has three mutually reinforcing components, namely
access to finance, strengthening enterprise skills and market linkages, and what
was improving the business environment which has now changed to
Institutional Capacity Building. The project has recognized the fact VCFs would
solve majority of the problems experienced by the MSMEs (MSME Competitive
Project Document 2008, 2010).
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210 Theoretical Framework
A theoretical framework did not explicitly guide most previous exploratory
research studies on the VCIP. However, the researchers validated their findings

within their local contexts replicating the criteria established by previous studies

(Fried and Hisrich, 1998; Suksriwong, 2003).

Reviewed literature showed that VCFs would only invest in a firm with
competitive advantage leading it to perform well having a high chance of
survival and success (Tyebjee and Bruno, 1984; Bygrave and Timmons, 1992;
Knight, 1994; Bliss, 1999; Chu and Hisrich, 2001; Suksriwong, 2003; Pandey, 2005;
Clercq et.al., 2006 and Klonowski, 2007).

Two theoretical frameworks regarding competitive advantage were identified as
guiding the current research. The theoretical frameworks were Industrial
Organization View (IOV) and Resource-Based View of the firm (RBV). According
to Coulter (1998), IOV focuses on the structural forces within an industry, the
competitive environment of firms and how these influence competitive
advantage. @ RBV theory focuses on the individual firm attributes and
characteristics of its resources to build competitive advantage (Raduan et.al.,
2009). Fahy (2000) noted that RBV enables researchers to understand the nature
and determinants of competitive advantage, which assists the VCFs in making
their investment decisions. Suksriwong (2003) research was built on the IOV
theory considering the investment criteria outside the entrepreneurial firm and
RBV theory considering the internal characteristics of entrepreneurs and their
firms to build competitive advantage. Knight (1994) using the two theoretical

frameworks presented the criteria shown in Table 2.5 below:
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Table 2.5 Venture Capital Investment Criteria Based on two Theoretical Frameworks

Industrial Organization View (IOV)

* Characteristics of the product or service
Export potential, competitive advantage, economically justifiable
» Characteristics of market
Known distribution system, sound business plan, strong financial management
* Financial consideration
Exit Route
»  Other criteria

General business conditions, trend venture, capital activity

Resource-Based View

* The Entrepreneur’s personality

Honesty and integrity, self-confidence, doer, team player
* The Entrepreneur’s experience

Functional areas ability, technical understanding
* Financial consideration

Entrepreneur’s commitment, strong financial management

Source: Knight (1994) pp. 26-37
The two theoretical frameworks guided the study, recognizing the need for VCFs

to evaluate the entrepreneurial firms with the required competitive advantage.
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211 Conceptual framework
The reviewed literature and two theoretical frameworks, IOV and RBV, guided the formulation of the conceptual
framework. Figure 2.2 below shows the conceptual framework:

Figure 2.2 Conceptual Framework
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Conceptual Framework Explained

The conceptual framework was formulated from the literature reviewed. It sheds
light to the problem statement as indicated in figure 2.2 above. The VCIP begins
by the entrepreneur of the MSME applying for VC as indicated by figure 2.2
above. As seen from figure 2.2, the VC associations and the government play an
important role in the VCIP which leads to a vibrant VC industry and successful
MSMEs. As shown on figure 2.2, micro-enterprises were the main focus of

investment for VCFs.
2.12 Gap in Literature Review

The reviewed literature has investigated the benefits of VC for MSMEs and
discussed how and why VCFs make their investment decisions in the VCIP. It
has also discussed how to maximize the VCFs and MSMEs relationship in the

post-investment phase. All this was discussed from the international scene.

The reviewed literature has led the researcher to identify several gaps in
knowledge. First, entrepreneurs from previous research were well educated and
well informed on VC unlike the Kenyan entrepreneur. Entrepreneurs in Kenya
have also been relying on debt financing, which require significant collateral and
charge high interests, burdening the MSMEs and hindering their growth. This
raises several questions as to whether these differences, among others, influence

the criteria used by VCFs in their investment process.

Second, the VC industries in developing countries have been vibrant for a long-
time unlike in Kenya where most VCFs collapsed. It would be interesting to
identify how the existing VCFs in Kenya select their investment deals to ensure

their success in the industry.

Third, the industry and market sector information in Kenya was not reliable and

accessible (InvesteQ Capital Ltd., 2008). Reviewed literature showed that market
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and industry information was crucial for the VCIP. How does the lack of reliable

and accessible information influence the investment process for VCFs in Kenya?

The gaps that emerged from literature led the researcher to investigate the VCIP

used by VCFs in Kenya. The research questions were formulated based on these

gaps.
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CHAPTER 3: Research Methodology

3.1 Overview

The purpose of this study was to; develop a venture capital investment
framework for entrepreneurs of MSMEs when seeking VC, from the perspective
of the VCFs. The study extended previous works done on the VCIP from other

countries to the Kenyan context.

Chapter 3 has been structured as follows: research design, population of the
study, data collection, data analysis and research quality. The focus of this
chapter was to show how data were gathered answering the research questions

identified in chapter 1.
3.2 Research Design

The study utilized a qualitative exploratory research design as information on
the VC industry in Kenya is not well documented. According to Jupp (2006),
qualitative research investigates aspects not measurable using quantitative
techniques. It uses a range of methods focused on meanings and interpretations
of social phenomena and processes in particular contexts they occur. Miles and
Huberman (1994) confirmed that qualitative research allows the researcher to ask
the questions “how” and “why” key for this study. Previous researchers such as
Klonowski (2007), Hellquist and Kraljevic (2006), Pandey (2005), Bliss (1999),
Fried and Hisrich (1994) and Robert (1991) examined the VCIP using qualitative
methodology. The study sought to find out why MSMEs should access VC and
how the VCFs make investment decisions which led to a VC framework for

MSMEs in Kenya.
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3.2 Population and Sampling

There exists no single database for VCFs in Kenya thus three sources were used
to identify the VCFs in Kenya. Eight VCFs were therefore identified through the
African Venture Firm Association, a report done by InvesteQ Capital Ltd (2008)
and referrals from the VCFs. The researcher found that one of the VCFs was not

operational.

Given the small population, no sampling was required and data were collected

from all VCFs.
3.3 Data collection

The firms in the study were contacted through letters and personal visits to the

firms.

3.3.1 Interviews and Secondary Data
Data were collected through semi-structured interviews to obtain in-depth data
necessary for the study. In addition to interviews, data were collected from
secondary sources. Documents were received from the respondents and from

their websites.

As the respondents were experts who would provide valuable information and
not just a source of data, interviews were seen as most appropriate for the study
(Sarantakos, 2005). Previous researchers such as: Klonowski (2007), Hellquist and
Kraljevic (2006), Fried and Hisrich (1994) and Robert (1991) found interviews
appropriate for data collection. Interviews also allowed freedom to respondents
to express their views without external limitations, which was necessary for this
study (Sarantakos, 2005). One investment analyst from each of the VCFs was
interviewed face to face and data recorded. Each interview lasted between one

and a half hours to two hours. Two investment analysts allowed for the
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interviews to be recorded using a video camera. The interview guide in

Appendix B helped to collect consistent data from the interviewees.

3.3.2 Response rate
Data were collected from all the operational seven VCFs. As noted by Sarantakos
(2005), the number of interviews in qualitative research is flexible and depends
on whether the data collected is consistent. The researcher found the data
collected from the seven VCFs was consistent and the investment analysts

mentioned the other funds as peers.
3.4 Data Analysis

Data obtained from the interviews (hand written and video recording) were
transcribed. Data collected through interviews and secondary sources were
coded to maintain confidentiality and facilitate the process of data analysis and

discussion of findings. The responses were coded as VCF 1 to VCF 7.

The next step was to structure the substantial amount of information whose
purpose was to get an overview of commonalities and disparities between the
VCFs (Hellquist and Kraljevic, 2006). Cross-case matrices were used to represent
the data, which resulted in appropriate categories from the information obtained
from respondents. Matrices are a form of summary table containing verbal
information, summarized text and extracts from notes (Sarantakos, 2005).
Figures, which are also useful in qualitative research, were also used to represent

the data (Miles and Huberman, 1994).

The matrices facilitated cross case comparisons between the VCFs and the
categories developed in the interview guide. Cross-case analysis deepened the
understanding and explanation of the findings (Miles and Huberman, 1994).
Data were analyzed through content analysis focused on meanings and

interpretations from the data (Sarantakos, 2005). Data were also interpreted by
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making comparisons and contrasts between the VCFs. Content analysis focused
only on the data relevant to the study and developed themes, categories and

patterns.
3.5 Quality of Research

The four aspects of research quality, validity, reliability, objectivity and

subjectivity were considered during the research process.

3.5.1 Validity
In qualitative research, validity is important although it appears through
different names such as credibility and trustworthiness (Lancy, 1993). Validity in
qualitative research raises the question ‘Do the researchers see what they think
they see?” (Sarantakos, 2005). To guarantee validity, the use of triangulation of
the methods used in data collection is proposed (Silverman, 2000). Researchers

can also validate their findings if they are supported by other studies

(Sarantakos, 2005).

Validity for this study was guaranteed through triangulation of data collection
methods (interviews and secondary data). Comparisons with the previous

studies in literature review were also conducted to validate the findings.

3.5.2 Reliability
Reliability is the capacity of the data collection method to produce consistent
results (Sarantakos, 2005). In this study, reliability was improved in three ways.
One: using a semi-structured interview guide which allowed some consistency,
two: only investment analysts were interviewed and three: interviews were
administered by only one researcher. This was to ensure consistency in the

results produced.
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3.5.3 Objectivity
Objectivity requires that the findings are free from bias (Silverman, 2000). This
means that all the personal values and views of the researcher are kept out of the
research process. Objectivity in this study has been achieved by choosing

relevant methods for data collection and professionally analyzing the data.

3.5.4 Subjectivity
According to Leedy and Ormrod (2001) subjectivity is a research principle
referring to the extent the researchers’” personal impressions, feelings,
assumptions, beliefs and values and opinions influences their judgment. The
researcher in this study may have been subjective when conducting the
interviews. Since data on the venture capital industry is not well documented,
the researcher may have been biased as to what to expect. However, the
researcher was very aware of this aspect and sought to ensure such biases were

minimized.
3.6 Limitations of the Study

First, the use face to face interviews was very time consuming. The respondents
shared a lot of information that sometimes was not required and the researcher
had to guide the process. Follow up interviews were also made difficult owing to
unavailability of respondents. Second, the use of matrices to represent data may
have lead to some details being omitted; however, a comprehensive data analysis
was done to ensure all-important aspects were included. Third, not all secondary
sources had complete information and some may have been biased, unreliable
and out-of-date. The researcher tried to ensure that data from secondary sources
was relevant to the study contributing additional data and patterns. The use of

interviews helped to confirm or clarify data from the secondary sources.
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Despite these limitations, the study provided valid, reliable, and objective
information, to answer the research questions and create a framework for

MSMEs to access venture capital.
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CHAPTER 4: Presentation of Research Findings

This chapter presents the results of the study. The results have been presented
using matrices and figures as explained in the data collection section. The results
from the interviews and secondary data (fund documents and website

information) have been presented.
41 Introduction

The study identified eight VCFs operating in Kenya but one of the VCF was not
fully operational. Data was therefore gathered from seven VCFs, which have
been represented as VCF 1 to VCF 7. The categories used in the interview guide
(Section A to Section D) have been used to outline the results. The findings are

presented as per the research questions.
4.2 Preliminary Information on Venture Capital Funds in Kenya

The researcher identified seven VCFs operating in Kenya which are managed by
foreign investors. All the seven VCFs were found to be foreign owned whose
focus was on MSMEs in Kenya and the East African region. The parent
companies based in foreign countries had funds in other regions. Two

investment analysts emphasized:

“The funds activities in Kenya adhere to global standards drawing from our

collective international experiences and knowledge” (VCF 3).

“Our parent company is specialized in lending to the SME market and has
expanded its expertise into other countries. However, we as a subsidiary, focus on
the Kenyan SMEs drawing from the experience and expertise offered by the
parent company” (VCF 2).
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All Seven VCFs were established in recent years (2006 - 2009). Four VCFs had
only one company in their portfolio of investments. The fund sizes varied with
the lowest at US$ 5 million and the highest at US$100 million. Four of the VCFs

not only offered venture capital but also quasi-equity financing as indicated by

VCF 3:
“Due to the risks involved when dealing with the MSMEs in Kenya, such as their
lack of financial knowledge and their past involvement in debt, we also offer them

a mixture of equity and debt depending on their risk levels.”

Presented below is a summary of the preliminary information from the VCFs.
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Table 4.1 VCFs Company Information

Company VCF1 VCEF 2 VCF 3 VCF 4 VCF5 VCF 6 VCE7
information
Type of Business Foreign fund - | Foreign Fund - | Foreign Fund - | Foreign Fund - | Foreign fund - | Foreign fund - | Foreign fund -

focus on Kenya

focus on Kenya

focus on East

Africa

focus on East

Africa

focus on Kenya

focus on East

Africa

focus on East

Africa

Year company of 2007 2006 2009 2008 2007 2006 2009
establishment
Number of Approximately | Approximately | One One parent One More than20 | One
companies in the 30 40 portfolio with 8
portfolio subsidiary
acquisitions
Fund Size $ 40 million $14.1 million $ 20 million $ 100 million $ 18 million $ 5 million $ 50 million
(target)

Fund term 5-7 years 5 years 10 years Not indicated | 5 - 10 years 3 - 5 years 3 - 5 years
Other than venture Quasi-Equity, Quasi-Equity, Quasi-Equity | None Quasi-Equity Debt finance None
capital they offer: Debt Debt linked to

performance

based

incentives
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4.3 Venture Capital Investment Process
The researcher found that the VCIP of the VCFs was adapted from their parent
companies located in the foreign countries but was adjusted for the Kenyan
environment.
The researcher found that the VCIP was more challenging in the Kenyan
environment due to various challenges not faced in developed countries. Some of
the challenges faced by VCFs included entrepreneurs not educated about VC,
entrepreneurs having no financial knowledge, capacity constraints for VCFs and
no reliable market and industry data available on MSMEs. All the VCFs agreed
on these challenges. This therefore made the VCIP more time consuming and
tedious leading the VCF to invest in a limited selection of deals. As the
investment analyst of VCF 3 stated:
“It has taken us almost 12 months for us to make the decision to invest in the
current deal. It is difficult to access reliable market and industry data for us to

make decisions.”

Figure 4.1 below shows a summarized VCIP model used by Kenyan VCFs.
Appendix E illustrates the VCIP for the seven VCFs.

Figure 4.1 Venture Capital Investment Process

m’re-lnvestment phase\ /Investment Phase \ /Post-lnvestment \

Phase
Deal origination Monitoring
¢ > > Value addition
Initial screening l
Exit
Specific screening Value addition k j

Due d*igence k j
K Deal structuring /

Source: Research Data (2010)
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44 Criteria in the Pre - Investment phase

The findings about the criteria used by VCFs when deciding whether to invest in

an MSME have been presented below.

44.1 Deal origination

The researcher classified the sources used in the deal origination stage into six

categories: referrals (from VC community, banks, insurance companies, investors

among others), VCF research, advertisement (press), business plan database (BID

network), unsolicited contacts by entrepreneurs of the MSMEs and sponsorship

of enterprise awards.

Table 4.2 below shows a summary of the sources used by VCFs in the deal

origination stage.

Table 4.2 Deal Origination

Source of deal VCF1 | VCF2 | VCF3 | VCF4 | VCF5 | VCF6 | VCF7
Referrals from banks, venture | v e v Ve v v v
capital community, investors,

insurance companies

Own research 4 v v v v/ v/ v/
Advertisement (press) v

Business plan database v v v v/ v/

Unsolicited contacts by v v v v v v v/
MSMEs

Sponsorship of enterprise v

awards

Referrals, own research and unsolicited contacts by MSMEs were the key sources

used by all VCFs. Advertisement and sponsorship of enterprise awards were the
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sources least used by VCFs, only one VCF used it. As mentioned in the responses

below:

“We receive more than 600 business proposals through referrals from banks,
consultants and also through our own research and marketing activities. Seventy
percent of the proposals come from the banks, consultants, and 30% from our own
research and marketing activities. We hope in the near future to reverse this
rating and our research should generate more than 70% of the deals. However, we
are still learning the Kenyan market and most deals will have to come from

referrals” (VCF 3).

“Most of the investment analysts in the fund have worked in the banking
industry. This is explains why most of our deals are generated through referrals
from the banks. We are four years old in the industry, which means we have to
rely on referrals. The bank refers entrepreneurs who are seeking funds and could
meet the banks criteria. However, we also generate deals through advertisements
in the print media, referrals from existing clients, venture capital community,
market seminars, unsolicited contacts from entrepreneurs, sponsoring business

awards and private networking” (VCF 2).

“The challenge we encounter mostly is that entrepreneurs have no idea about VC
and they confuse it with debt. We have to educate them and this takes a lot of our
time. 1t’s the reason why, we would have 100 deals and invest in only one at the

end of the investment process” (VCF 4).

In the deal origination stage VCFs assisted entrepreneurs of MSMEs in
developing and or improving the enterprise operating systems; preparing
financial accounts and offered direct or indirect support in developing business
plans. All VCFs also noted that collateral was not a requirement in the deal

origination stage. They did these before the screening stage in the VCIP.
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All VCFs agreed that they assisted the entrepreneur in either developing or
improving the MSMESs operating systems before giving VC. The VCF would then
assist the entrepreneur computerize his operations or guide him on how to

improve the systems in the enterprise. As shown by the responses below:

“The entrepreneur would have no records on his business operations and most
systems were manual. We would assist him to put in place computerized systems

and offer advice on preparing records for his business” (VCF 1).

“We would advise an entrepreneur on how to keep proper records by either

employing an accountant or training his staff” (VCF 2).

Three VCFs assisted the entrepreneur prepare financial accounts. As shown by

their responses below:

“Most entrepreneurs do not have accountants and hence do not have financial
records. We recommend that the entrepreneur employ an accountant before we
can go further with evaluating the business. Once the records are in place then we

move to the next stage of evaluating the business” (VCF 3).

“The investment process is quite tedious and takes a lot of time. This is because of
the high risks involved and we also have to assist the entrepreneur generate

proper financial records” (VCF 4).

“Most entrepreneurs we deal with have no financial background but they know
every transaction taking place in their business. We therefore advice them to

employ an accountant or train the current staff on how to keep records” (VCF 2).

The other four VCFs expected the entrepreneur to have financial records when

seeking VC as indicated by VCF 1:
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“It is crucial that before the entrepreneur approaches the VCF to have proper
records. The financial knowledge of the entrepreneur is an important criterion in

the investment process.”

Three VCFs supported the entrepreneur in developing a business plan. The

investment analyst of VCF 3 emphasized:

“We do not prepare the business plan ourselves but we refer the entrepreneur to a
consultant who know our investment requirements. This is beneficial to the
entrepreneur because he is able to tailor his business plan focused on the essential

details required by us.”

The other four VCF expected the entrepreneur to have already formulated a

business plan when seeking VC as indicated in the responses below:

“A well formulated business plan is an important criterion. The entrepreneur

should have a good business plan before approaching the VCF” (VCF 1).

“The business plan gives us the first impression about the entrepreneur. The
business plan is the first item that determines whether we will have an initial

meeting with the entrepreneur” (VCEF 2).

All VCFs in the study agreed that collateral was not a requirement when
selecting-an MSME. The VCFs thus when giving VC expected higher returns

because of the high risks involved in their investments. VCF 6 indicated:

“A challenge facing SMEs is lack of collateral or adequate collateral. We do not require
any collateral. This is a benefit for entrepreneurs of SMEs.”
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4.4.2 Deal Screening

The researcher found that the criteria used in the screening stage were further

divided into two stages, which were categorized as VCF specific and generic

screening. The VCF specific screening stage criteria were based on items

specified by the VCFs on their fund brochures and websites such as the industry

sector, stage of financing and investment period. The generic screening criteria

were focused on the business plan, entrepreneur and management team.

Table 4.3A and Table 4.3B below show a summary of the criteria used by VCFs in

the deal screening stage.

Table 4.3A Deal Screening

Criteria VCF1 VCF 2 VCF 3 VCF 4 VCF5 VCF 6 VCEF7

1st Stage

Stage of financing v/ (Start- v/ (Start-up, | v/ (Start-up, | v (Seed, | v/ (Start- v/ (Seed, | v/ (All
up, expansion) | expansion) | Start-up, | up, Start-up) | stages)
expansion) expansio | expansion

n) )

Industry sector v/ (Health, | v/ (Al v (Agricult | v (ICT) (Not v (Al v (Al
water, except: ure, ICT, specified) | sectors) | sectors)
housing, NGOs, media,
energy) agriculture, | energy,

health, manufactur
primary ing,

and finance)
secondary

education

Investment period v (5-7 v/ (5years) | v/ (10years) | Not v/ (5-10 v/ (35 v (35
years) specified | years) years) years)
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Table 4.3B Deal Screening

Criteria VCF1 VCF 2 VCF 3 VCF 4 VCF 5 VCF 6 VCF7
2nd Stage

Business plan v/ v v v v/ v/

Meeting v/ v v v v/ v/ v
entrepreneur and

Management team

Market v 4 v v/ v/ v v/
Product v v v v v v v/
/service

Financials v v/ v v/ v/ v v/
Physical visit to v v/

premises

VCF specific screening was based on four factors: stage of financing, sector in the
industry, investment period and the financing amount required by the
enterprise. The study found that only one VCF invested in all stages of financing,
three focused on micro enterprises while the other four VCFs invested in SMEs.

As indicated below:

“We make investments in start-ups, early stage businesses, established businesses

with high growth potential and buyouts from going concerns” (VCF 7).

“We do not invest in the seed stage due to the high risks involved. The micro
enterprises have barely any structures and the entrepreneurs are not committed to
their business ideas. Most ideas are not feasible. We prefer to invest in an

entrepreneur who has already tested his products in the market” (VCEF 3).

“We invest in the start-up and expansion stages. We do not have capacity and
resources to invest in the buy-out stage” (VCF 2).
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Two VCF funds invested in all sectors of the industry while the other five VCFs
invested in different sectors in different industries. As emphasized by the VCFs

below:

“We invest in all other sectors except agriculture, on-lending (SACCOs, MFIs),
Secondary and lower levels of education, hospitals. This is due to the high risks
involved, for example in the agricultural sector; one has to rely on weather

patterns, which are unpredictable” (VCF 2).

“The initial screening is based on two criteria: ICT sector and East Africa region.
We only screen the SMEs business plan if it meets the two criteria. The ICT

industry returns are higher and more realizable” (VCEF 4).

“We invest in specific sectors: Agro and food processing, ICT, media, energy,

manufacturing, logistics, finance” (VCEF 3).

“We do not have specific sector focus, but invest widely across a range of sectors”

(VCF 6).

The study found that six VCFs invested in an enterprise based on the investment
period. The period varied from a minimum of three years to a maximum of ten

years. Six VCFs invested in within a period of three to five years.

The second stage, generic screening involved assessing the enterprise based on
the following criteria. One, the entrepreneur needed to present the VCF with a
well-formulated business plan. All the VCFs in the study expected from the
enterprise a well-formulated business plan. Two, the VCF assessed the business
plan based on the market (growth, share), product/service (marketable,
competitive), and its financial projections. As emphasized by the investment

analyst of VCF 1:

“A well formulated business plan gives us a better understanding of the deal.”
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Three, the VCFs meet with the entrepreneur and management team, building
rapport and finding out whether they understood the business. The meeting with
the entrepreneurs and management team was crucial for all the VCFs. As the

investment analyst of VCF 2 noted:

“The meeting could either break or make the deal. The first impression created by

the entrepreneur and management team is crucial.”

Fourth, VCFs conducted a physical visit to the premises. Only two VCF visited
the enterprises at the deal screening stage. The other VCFs conducted the
physical visits during the evaluation stage. As emphasized by two investment

analyst below:

“We call this the initial diligence. Once we have accepted the business proposal
based on the financing amount, investment period, industry sector, we then use a
checklist to screen the business plan. The checklist is based on three criteria (social
impact, scalability and financial sustainability). We accept the deals that meet the
criteria. Social impact refers to a product that generates competitive social
outputs. Scalability refers to the ability of the ventures business model reaching
one million end users within a five year period and if not then a checklist with
other related questions for example does it have a strong management team that
has the requisite skills to execute the business plan and a clear and compelling
vision? Financial sustainability refers to financial projections showing a potential
for financial sustainability within a five to seven year period including the ability
to cover operating expenses with operating revenues. We also have an initial

meeting with the entrepreneur and management team” (VCF 1).

“The physical visit to the business premises after screening the business plan is
important before the due diligence stage. We are able to proceed to the next stage,
which is time consuming, once we have ascertained the business physically exists.

There have been many frauds” (VCF 4).
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4.4.3 Deal Evaluation and Structuring

The researcher found out that once the enterprise passed through the screening

phase, the VCF would assess in more detail the criteria used in the screening

stage.

Table 4.4 below shows a summary of the criteria used by VCFs in the deal

evaluation and structuring stage.

Table 4.4 Deal Evaluation and Deal Structuring

Criteria VCF1 | VCF2 | VCF3 | VCF4 | VCF5 | VCF6 | VCF7
Achievable business plan v v v v v v v
Background check on v v v v v/ v/ v
entrepreneur and

management team

Market v/ v v/ v/ v/ v/ v/
Product/service v v v v v v v
Financial analysis v/ v v v v/ v/ v/
Risk analysis v/ v/ v/ v/ v/ v/ v/
Physical visit to premises v v v v v/ v/ v
Price of deal v/ v v/ v/ v/ v/ v
Legal documents signed v v v/ v/ v/ v v
Exit route stated v/ v v v v/ v v/
Financing amount required v v/ v/ v v/ v/ v

All seven of the VCFs in the study conducted due diligence and structured the

deal simultaneously. The investment analysts commented as shown below:
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“When we get new information during the structuring stage, we conduct due
diligence again on the enterprise based on the new information. This is time
consuming because the new information may break or make the deal. Most times,

it leads us to change the structure of the deal” (VCEF 3).

“We already have an idea of how we would structure the deal once we begin due

diligence. So due diligence and structuring go hand in hand” (VCF 4).

“We assess the criteria used in the screening phase in more detail. Additional
factors such as physical background checks on the entrepreneur and management
team are included. The background checks focus everything on the entrepreneur
and management team. The information is obtained from wvarious external

parties” (VCF 1).

“It is crucial that the enterprise is the only business the entrepreneur and

management team are engaged in” (VCEF 3).

Financial and risk analysis were conducted with the information provided by the
entrepreneur and management team. The VCFs used financial projections for

analysis.

The deal structuring was based on pricing the deal (stating how the VCF will
receive the returns), stating the exit route, amount of funding and signing legal
documents. The VCF ensured they retained the commanding position of the

enterprise.

The VCFs interviewed stated that before the legal documents were signed and
funds disbursed, the investment analyst prepared an investment report/ memo
to the investment committee for approval. The investment committee made up of

foreign investors in the VCF approved or disapproved the investment based on
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the recommendations made by the investment analysts. Two investment analysts

emphasized:

“The funds to be disbursed are held where the parent company is situated. Once

the investment committee approved the deal, the funds would then be disbursed to

the local fund in Kenya” (VCF 3).

“The actual funds are not located in Kenya. We access them from the parent

company” (VCF 1).

4,5 Activities in the Investment and Post-Investment Phase

The activities conducted by VCFs in the investment and post-investment phases

have been summarized below. The monitoring activities were done at the

investment phase. Value-addition cuts across the investment and post

investment phases while ways of exit are in post investment phase.

45.1 Monitoring and Value Addition Stages

The researcher found out from all seven VCFs, that once the VCF invests in an

enterprise, it monitors and offers additional value to the enterprise during the

term of investment.

Table 4.5A and Table 4.5B show a summary of the activities used by VCFs in the

monitoring and value-addition stages.

Table 4.5A Monitoring and Value-Addition

Activities VCF1 | VCF2 | VCF3 | VCF4 | VCF5 | VCF6 | VCEF7
Strategy

Board representation v/ v v v v v
Advice on strategic, technology | v/ 4 4 v v v/ v/

and marketing issues
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Table 4.5B Monitoring and Value-Addition

Activities VCF1 | VCF2 | VCF3 | VCF4 | VCF5 | VCF6 | VCF7
Financing

Develop financial management | v/ v v v v v/ v/
systems

Arranging financing from other | v v v/ v v v v/
investors

Play significant role during the | v v/ v/ v v v/ v/
exit

Networking

Offer contacts of experts v 4 v 4 v/ v/ v/
Interpersonal

Mentorship 4 v v 4 v/ v v
Reputation

Persuade other stakeholders to | v v v v/ v/ v/ v/
interact with the business

Capacity building

Training staff v v v v/ v/ v/ v
Monitoring

Focus on attaining agreed v v/ v/ v/ v v/ v/
objectives

Evaluation of management v/ v v v v/ v/ v/
performance

Financial reporting

Monthly reporting v/ v/ v/ v/ v v v
Quarterly reporting v/ v/ v/ v/ v/ v/ v/
Semi-annual reporting v v v/ v v/ v v/
Annual reporting v v v/ v v/ v v/
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The activities in the investment and post-investment phases were placed into
eight categories, each with a sub - category. The categories were strategy,
financing, networking, interpersonal working relationship, reputation, capacity

building, monitoring and reporting.

VCFs role was therefore more than providing financing to the business as

indicated by three VCFs below:

“We offer technical assistance to the SME. This is beneficial for the SME as we
are able to offer more than just capital” (VCF 2).

“Our teams of local professionals offer much more than finance. We partner with
SMEs, sharing expertise, understanding and supporting, giving them the
opportunity to succeed” (VCF 6).

“We offer support at all levels (shareholder, board and management) and provide

crucial and strategic information, knowledge and strategy” (VCFE 7).

Strategic role
Strategic role, referred to the board representation by the VCF and the advice
given on strategic, marketing and technology issues. Six VCFs had a
representative on the board of the enterprise, while all the seven VCF gave
advice on the strategic, marketing and technology issues. The investment analyst
of VCF 2 emphasized:
“Due to capacity constraints, we do not have a representative on the board of the
SMEs. However, for each enterprise we invest, we assign a project officer who

monitors it until when we exit the deal.”

Financing role
Financing role, focused on:

* Developing financial systems, done by all the seven VCFs;
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* Arranging financing from other investors, done by four VCFs; and
* Playing a significant role in the exit stage, which all VCFs engaged in
Two investment analysts indicated:
“We only engage in an equity deal once we foresee the exit strategy. We therefore
assist the SMEE during the exit stage” (VCF 3).
“We have experts who assist the entrepreneur put in place financial management

systems. This is beneficial for us and for them” (VCF 2).

Networking role
Networking role, the third category, focused on VCF funds offering contacts of
experts to the enterprise. The experts included external managers, key service
providers, acquisition candidates, key customers among others. All VCFs offered
this benefit as emphasized by VCF 7:

“The MSMEs will benefit from the funds team of professionals who have deep

local and global knowledge, extensive networks and investment experience.”

Interpersonal role
Interpersonal role, the fourth category, focused on the mentorship provided to
the entrepreneurs. All the VCF offered this benefit. As mentioned by the
investment analysts below:

“The entrepreneur needs moral support in periods of crisis, which happens many

times” (VCF 1).
“MSMEs are mentored by industry experts” (VCE 7).

Reputational role
Reputational role, the fifth category, focused on the VCF reputation among
various stakeholders in the industry, which persuaded the stakeholders to

engage with the enterprise. This benefit was offered by all VCFs.
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Capacity building
Capacity building, the sixth category was explicitly stated by the investment
analyst of VCF 2. The other VCFs indirectly recognized this benefit. The
investment analyst stated:

“One of the technical assistance services is training the enterprises staff” (VCF

2).

Monitoring
Monitoring, the seventh category, focused on the VCF ensuring that the
management team focused on attaining the enterprise objectives and evaluated
their performance. This was done by all the VCFs as emphasized by the
investment analyst below:
“We are hands-on on every deal we invest in. Business runs on information hence
we monitor regularly the enterprises we have invested in. We collect information

from them regularly, through financial reports, calls and meetings” (VCF 1).

Reporting
Reporting the eighth category, focused on VCFs assessing the performance of the
enterprise by reviewing the financial reports provided by the management team
of the MSME. All the seven VCFs expected monthly, quarterly, semi-annual and
annual reports. As indicated by VCF 1:
“We are hands-on on every deal we invest in. Business runs on information hence
we monitor reqularly the enterprises we have invested in. We collect information

from them regularly, through financial reports, calls and meetings.”

4.5.2 Exit Stage
The researcher found that after the term of investment, it was expected that the
VCFs would assist the enterprise in the exit phase. Two investment analysts

indicated:

61



“The criterion used to exit is normally agreed upon during the deal structuring

stage” (VCF 7).

“We determine the exit criteria after due diligence” (VCF 1).

No VCF had carried out an exit in Kenya yet. The researcher found that five VCF

funds preferred selling back shares to the shareholders as the most probable exit

route. As VCF 1 stated:

“IPO is a possible future exit but our current financial environment in not ready

for this. Hence, selling back shares to the shareholders would be the most probable

option”

Table 4.6 below shows a summary of the criteria expected to be used by VCFs in

the exit stage.
Table 4.6 Exit Stage
Forms of Exit VCF1 VCF 2 VCF 3 VCF 4 VCF5 VCF6 | VCF7
VCF assist the MSME v
to take the company (possible
public through an future
(IPO) exit)
VCF assist the MSME 4 v
to be acquired (possible (possible
future future Forms gt exit
VCF Sells back shares v v v
exits) exits) not explained
to shareholders (possible | (possible (possible
future future future exit)
exit) exit)

VCF assist the MSME
merger with another

enterprise
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4.6 Advice from VCF to MSME
The advice to MSMEs from VCFs was structured into five categories: Trust,
achievable business plans, clear and prompt communication (usually through
financial reports) and commitment from the entrepreneur and management. The
investment analysts also stated that the entrepreneur and management team
needed to meet these criteria for them to have a positive and future relationship
with the VCFs. The investment analyst of VCF 4 stated:

“An entrepreneur needs to be educated on what the VCF expects from them.”
A trusting relationship between the entrepreneur and the VCF was important.
The complexity of investment period required both parties to work efficiently
together. The VCFs noted that mutual trust enabled the VCF to also re-invest in
the MSME in future.

The VCFs eliminated most proposals from MSMEs because of unachievable
business plans. Entrepreneurs were therefore advised to prepare an achievable

business plan because it was a communication mechanism for the VCF.

The researcher noted that VCFs expected prompt communication from the
entrepreneurs. Preparation of timely and regular financial reports was crucial to

ensure financial goals were met.
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CHAPTER 5: Discussion on Findings

The discussion section answers the research questions to address the problem
statement. It also compares and contrasts the findings with previous research

studies and theories.
This section has been guided by the research questions.

51 How do VCF make investment decisions? What criteria do VCFs use
before investing in an MSME in Kenya?

The study found that the VCFs investment process was adapted from their
parent companies located in the foreign countries and adjusted for the Kenyan
environment. The similarities between the VCIP stages from Kenyan VCFs with
previous research were attributed to VCFs in Kenya having foreign origins
(Tyebjee and Bruno, 1984; Roberts, 1991; Sherpherd et.al., 2000; Suksriwong,
2003; Clercq et.al., 2006; Hellquist and Kraljevic, 2006; Yiallourou, 2006).

VCFs in Kenya engaged in not only venture capital financing but also offered a
mixture of both equity and debt known as quasi-equity financing. Previous
research shows the VCFs engaged in VC (Tyebjee and Bruno, 1984; Roberts, 1991;
Sherpherd et.al.,, 2000; Suksriwong, 2003; Clercq et.al., 2006; Hellquist and
Kraljevic, 2006; Yiallourou, 2006). This explains why the VCFs in Kenya also had

to tailor their investment strategies and offer a mixture of debt and equity.

VCFs before making the investment decisions (the pre-investment phase),
focused on several stages: deal origination, VCF specific and generic screening,

due-diligence and structuring of the deal.

5.1.1 Deal Origination
The VCFs used referrals, their own market research and unsolicited contacts by

entrepreneurs as the main sources in generating investment deals. This is
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consistent with previous studies by Tyebjee and Bruno (1984) and Klonowski
(2007). In addition, VCFs in Kenya also generated deals through advertisements

and market seminars, although these were not commonly used.

All VCFs when generating deals did not require collateral. This was a benefit for
MSMEs because debt capital (the alternate source of finance) required collateral
as a key requirement and most MSMEs did not have the form of collateral

required for debt capital.

All VCFs at the deal origination stage also assisted MSMEs in developing or
improving the enterprises operating systems, prepare financial accounts and
develop business plans. Hellquist and Kraljevic (2006) and Roberts (1991) found
out that VCFs expected the entrepreneur to have already formulated their own
business plans before approaching the VCFs. The difference could be attributed
to the fact that entrepreneurs in Kenya are not well educated in the developing

business plans. VCFs therefore had to assist them.

5.1.2 Deal Screening
The screening stage was based on two stages: VCF specific and generic screening
stages. The current study found the criteria used in the VCF specific screening
were; stage of financing, investment period and industry sector, consistent with
Fried and Hisrich (1994). According to Bliss (1999) the VCF specific screening

criteria were rarely used by VCFs.

The VCFs in the current study invested in the start-up and expansion stages
focusing therefore on SMEs and not the micro enterprises. Previous research
shows that VCFs focus was mainly the seed capital stage (Fried and Hisrich,
1994, Koh and Koh, 2002 and Peters, 2009). The reason given for not investing in
the seed stage in the current study was the high risks involved and inadequate

information from the market and industry. The buy-out stage was only done by
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one VCF because the other funds did not have capacity and experience to focus
on this stage. Previous research shows that VCFs focused on the buy-out and had
the capacity and experience in funding this stage (Koh and Koh, 2002 and Peters,
2009).

The VCFs placed emphasis on the investment period and the maximum period
stated was 10 years and the minimum three years. The VCFs that invested across
all sectors in the economy had the shortest investment period of 3 - 5 years. This
was because of their smaller fund sizes and capacity constraints. However, one
of the VCFs had a bigger fund size. This could be because the fund specialized in
offering only VC to all MSMEs. Previous research shows that the investment

period did not have a significant impact in the investment process (Peters, 2009).

The study found that the industry sector was an important criterion. The VCFs
avoided industry sectors such as agriculture, education because of the risks
involved. Only two VCFs invested in specific sectors. Previous research shows
that VCFs preferred to invest in specific sectors and the technology sector was a
key investment focus due to the high returns (Gompers and Lerner, 2004 and

Fichera, 2001).

In the specific screening stage, VCFs focused on whether the entrepreneur had a
good business plan and whether it contained factors such as market,
product/service and the financial projections. This was supported by the
industrial organization view (IOV) theory that identified characteristics of the
market, product/service, financials and a sound business plan, as important
criteria. Klonowski (2007) in his research noted product differentiation as
criterion in this stage but the VCFs in the current study did not lay special
emphasis on this. The study also showed that VCFs would invest in an enterprise
that did not have a prepared plan, although they stressed the importance of

establishing one with the VCFs assistance or referring them to consultants. This
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was not supported by the IOV theory and previous research that expected
entrepreneurs to have developed business plans before approaching the VCF
(Zacharakis and Meyer, 2000). Robert (1991) also emphasized that business plans
were important for VCFs to make investment decisions. Elango et.al (1995) stated
that the significance of the business plan varied according to the stages of
financing. However, for VCFs in Kenya the stage of financing did not influence

the importance of business plans.

The meeting with the entrepreneur and management team was also important
for the VCFs in the current study. Hellquist and Kraljevic (2006) and Clercq et.al.
(2006) found that confidence and rapport between the investment analyst of the
VCF and entrepreneur could make or break the deal. This was supported by the
resource-based view (RBV) theory, which emphasized the entrepreneur’s
personality as a key criterion for the VCF investment decisions. Peters (2009) also
found that due diligence on the entrepreneurs qualities was a significant criteria

in the investment process.

5.1.3 Deal Evaluation and Structuring
The study showed that once the deal passed the screening phase, then a more
detailed analysis of the business plan, entrepreneur and management team was
conducted through the stage known as evaluation/ due-diligence. The criteria
were similar to the screening phase but done in more depth. This supported both
the IOV and RBV theories (Knight, 1994). The IOV theory, emphasized on a
sound business plan and strong financial management and the RBV theory
emphasized on the entrepreneurs personality. However, the RBV theory also
emphasized on the entrepreneurs experience (functional areas ability, technical
understanding) which was not supported by the current study. The study found
that entrepreneurs lacked the functional and technical expertise and VCFs had to

assist them.
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Previous research supported that the quality of the entrepreneur was an
important criterion at this stage (Koh and Koh, 2002 and Pandey, 2005).
However, the current study found that the managerial capabilities were not as

significant as presented by Fried and Hisrich (1994) and Clercq et.al. (2006).

In addition, the VCFs also visited the physical premises of the enterprise to
assess whether the location was suitable, the working conditions of the
employees, verifying the facts of the business plans, for example; financial
reports. This supported the IOV theory, which identified that, the general
business conditions and financial considerations were important criteria for the
VCF when investing in a deal. In the current study, the physical visit was crucial
because entrepreneurs had previously defrauded VCFs. Previous research did

not find this as a crucial criterion (Peters, 2009).

The VCFs in the current study found it difficult to collect the information because
no reliable market and industry data was available. This supported the findings
by InvesteQ Capital Ltd. (2008). In previous research, the VCF collected complete
information in the deal evaluation stage (Tyebjee and Bruno, 1984; Clercq et.al.,

2006; Klonowski, 2007).

The researcher found that deal evaluation/ due diligence and deal structuring
were done simultaneously and any new information resulted to the enterprise
being evaluated again based on the new information. The evaluation stage
helped the VCF formulate the structure of the deal between the entrepreneur and
the VCE. In previous studies this two stages were separately done (Kaplan and
Stromberg, 2003). Pandey (2005) emphasized that the VCF needed to remain in
commanding position of the MSME. This was also supported by the current
study.
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The VCFs in the current study presented an investment report/ memo to the

investment committee who were located in foreign countries for approvals.

The current study identified the exit route as an important criterion. However
none of the VCF had carried out an exit yet. This supports the IOV theory which
considered the exit route as an important criterion when structuring a deal.
Previous research found that the exit route was not a significant factor in the

investment process (Jeng and Wells, 1998; Peters, 2009).

5.2 How do VCF operate having invested in an enterprise?

The researcher distinguished the investment phase from the post-investment
phase because VCFs were involved with the enterprise throughout the
investment period until exit. Previous research categorized the investment
process into only two phases: pre-investment and post-investment (Tyebjee and
Bruno, 1984; Clercq et.al., 2006; Klonowski, 2007). The current study considered
monitoring and value addition in the investment phase. This gave a more clear
distinction on what happened during the actual investment period. This is

illustrated in Figure 4.1 in the previous chapter.

5.2.1 Investment Phase
In the investment phase, the VCFs carried out monitoring and value-addition
activities. The VCFs monitored the MSMEs by evaluating the performance of the
management, maintaining the focus of the enterprise in attaining the set
objectives and expecting regular communication through various financial
reports. This enabled the VCFs to assess the financial performance of the
enterprise. Gladstone and Gladstone (2003) also found that effective
communication was crucial. This supported the RBV theory, which considered
the entrepreneurs commitment as an important criterion. The VCFs thus offered
technical assistance to the enterprise according to its needs. Clercq et.al. (2006)

supported this as the most crucial phase for the entrepreneur.
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The value-addition activities done by VCFs in the current study were also
experienced in previous research (Sapienza, 1992; Clercq et.al., 2006). Previous
research showed that representation in the board of the company was significant
in the monitoring process (Klonowski, 2007). However, this study indicated that
one VCF was faced with capacity constraints and thus did not have a
representative on the board. Previous research was also concerned about the
agency risks associated with the VC-entrepreneur relationship (Sapienza and

Gupta, 1994).

5.2.2 Post- investment Phase
In the post-investment phase the VCFs carried out some value-addition activities
as they prepared to exit the MSME. The value-addition activities cut across the
investment and post-investment. The researcher classified some of the value
addition activities (financing from other investors, networking) in the post

investment phase.

None of the VCFs in Kenya had exited an investment in an enterprise. As such
they only identified speculative ways of exit. This was because the VCFs in the
current study were established in Kenya in recent years between 2006 and 2009.
Four VCFs had only one company in their portfolio of investments. This
explained why none of the VCFs had reached the exit stage. Previous research
showed that VCFs in previous research had carried out the exit stage after at

least five years (Tyebjee and Bruno, 1984; Klonowski, 2007).

The exit criterion mostly speculated by the VCFs in Kenya was selling back of the
shares to the shareholders once the investment term was over. Cumming and
MacIntosh (2003), Pandey (2005), Clercq et.al. (2006) and Klonowski (2007)
supported the IPO exit criterion. The current study saw the IPO as a possible
future criterion, but Kenya’s current financial environment was not able to

support it.
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5.3 What recommendation could be offered by VCFs to MSMEs in Kenya?

The VCFs gave specific recommendations to entrepreneurs of MSMEs accessing
venture capital. They stated that trust, an achievable business plan, prompt
communication and commitment from entrepreneurs and management team

were key aspects.

Since the investment period was complex for both the VCF and entrepreneur,
they needed a trusting relationship to work efficiently together. Mutual trust

would also enable the VCF to re-invest in the MSME in future.

The business plans from MSMEs were often rejected because they were
unachievable. Entrepreneurs therefore needed to prepare achievable business

plans because it was a communication mechanism for the VCF.

The researcher concluded that for prompt communication between

entrepreneurs and VCFs, timely and regular reports were crucial.

Overall, the entrepreneurs needed to understand the VCFs investment process.
Previous research supported these recommendations (Shane and Cable, 1997;

Gladstone and Gladstone, 2003).
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CHAPTER 6: Conclusion and Recommendations

This section summarizes the basic answers that emerged from the research data.

6.1 Conclusion

The purpose of this study was to; develop the venture capital investment framework for
entrepreneurs of MSMEs when seeking VC, from the perspective of the VCFs. The
study extended previous works done on the VCIP from other countries to the Kenyan

context.

The key results showed that VCFs in Kenya experienced varied investment decisions
from those in the previous studies. The key findings are illustrated on table 6.1 and

figure 6.1 and explained below.

Table 6.1 Summary table of the VC Framework responding to the problem statement

Venture Capital framework responding to the problems

Problems f Es in K
roblems faced by MSMEs in Kenya facing MSMEs

Venture capital funds (VCFs) in Kenya finance MSMEs
requiring no collateral among other benefits. The current
1. | Lack of access to finance study has created awareness of VCFs expectations for
entrepreneurs which makes VC accessible to MSMEs in
Kenya.

Inadequate business skills and | VCFs in Kenya provide professional management and
technology technical skills

- VCFs in Kenya are hands-on managers and provide
3. Poor quality of products ] )
strategic and technical support.

Limited access to information and
5. | limited  linkages  with  large | VCFs in Kenya provide contacts of experts to the MSMEs.
enterprises
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Figure 6.1 Venture Capital Investment Framework for MSMEs in Kenya

Lack of access to finance,
inadequate skills and
technology, poor quality of
products, inadequate business
skills, limited access to
information  and limited
linkages with large enterprises
which affect their productivity
and  competitiveness  thus
hindering their growth.

Questions

What criteria do VCFs use to
evaluate MSMEs? How do
VCFs make investment
decisions?

How can the relationship
between VCFs and
entrepreneurs of MSMEs be
maximized?
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6.1.1 The Venture Capital Investment Framework for MSMEs in

Kenya
The figure above shows the venture capital investment framework as developed
from the current study. The framework responded to the problem statement and
the research questions indicated.

1. Application of venture capital by MSMEs
The current study has developed the framework for entrepreneurs of MSMEs
when applying for VC. This led to the venture capital investment framework
which has been developed into three phases: pre-investment, investment and
post-investment phase.
2. Pre-investment phase

The key findings contrasting with previous studies are explained as follows:
Benefits
VCFs in Kenya assisted entrepreneurs prepare their business plans in the pre-
investment phase. Most entrepreneurs in Kenya lacked functional and technical
expertise thus VCFs helped them prepare their business plans. VCFs educated
entrepreneurs on the VCIP thus committing more resources in the pre-
investment phase. For VCFs in Kenya, the importance of business plans was not
influenced by stage of financing.
Stage of financing
VC is high risk capital and key for micro enterprises (seed capital). However,
VCFs in Kenya focused mainly on the start-up and expansion stages. This was
because of the high risks involved and inadequate industrial and market data.
The VCFs also lacked the capacity and experience to focus on the buy-out stage

and the Kenyan financial environment was not prepared for buy-outs.
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Quasi-Equity
VCF offered not only VC but also a mixture of debt and equity (Quasi - Equity).
This was because most entrepreneurs did not understand VC and confused it
with debt capital. The risks involved also led VCFs give a portion of debt finance
for collateral purposes.
VCF specific screening stage
VCFs invested in diverse sectors but avoided sectors such as agriculture due to
the high risks involved. The investment period was a significant criterion for the
VCFs to ensure they realized their returns within a specific time frame.
Entrepreneur and management
It was crucial that the entrepreneurs and management team where committed to
only one business.

3. Investment Phase
The current study found it appropriate to distinguish the investment phase from
the post-investment phase. This gave a more clear explanation of what happens
in the actual investment period which was mainly focussed on monitoring the
performance of the MSMEs, and offering value addition by giving managerial
and technical expertise.

4. Post investment Phase
None of the VCFs in the study had experienced the post-investment stage in
Kenya. The VCFs were foreign funds established in recent years (2006 - 2009).
No VCF had carried out an exit yet. Selling back of shares to the shareholders
once the investment term was over was the exit route mostly speculated by VCFs
in Kenya. The financial environment was not ready for IPOs, acquisitions and
mergers. VCFs may need to find other exit options suitable for the Kenyan

market.
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6.1.2 Revisiting the Venture Capital Investment Framework for
MSMEs in Kenya
The current study shows key variations from previous studies. The key
differences include:
Government support
VCFs in Kenya did not receive adequate support from the government. As
commented by Peters (2009), government investments on MSMEs attract funding
from VCFs. The government need to support the VCF industry which will lead
to the establishment of local VCFs that understand the Kenyan market.
VC associations
No VC association was in existence in Kenya. A VC association was crucial for
the VC industry in Kenya, fostering a greater understanding of VC, promoting
innovation and entrepreneurial activity. It would also facilitate interaction
among the VCFs.
Local venture capital funds
The VC industry had only foreign VCFs. Local VCFs would be crucial because
they would better understand the Kenyan entrepreneur and hence MSMEs

would effectively benefit from VC.
6.2 Implications for Policy and Practice
1. For the entrepreneurs of MSMEs

The current study has shown how venture capital solves the problems facing
MSMEs in Kenya. Venture capital funds not only provide finance to
entrepreneurs of MSMEs but also provide professional management skills and
strategic support. The current study has also created awareness of the venture
capitalists expectations for the entrepreneurs. The pre-investment phase is
beneficial for any entrepreneur who makes contact with the VCF. Even if a deal

was not successful to proceed to the investment phase, the entrepreneur would
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benefit from the interaction with the VCF. The benefits would include: having
operational systems in place, prepared financial accounts and achievable

business plans.
2. For the government

The current study has shown the importance of venture capital for MSMEs in
Kenya. The policy makers therefore need to facilitate the creation of local VCFs
that support the MSMEs. The policies should be favourable to allow for creativity
and innovation. Policies such as: offering tax incentives and subsidies and

backing VCFs funding. This also facilitates for more foreign direct investments.

As found from the current study, VCFs were not offering seed capital because of
the high risks involved. VC is risky capital thus micro enterprises should be the
key target for VCFs. The government should invest in the micro enterprises thus

enable them attract funding from VCFs.
3. For prospective venture capital funds and existing venture capital funds

The current study helps them understand the challenges in the Kenyan market.
In the pre-investment phase VCFs utilized vast resources because of inadequate
market and industry data. VCFs thus needed to employ more resources in
research thus adequately utilizing resources used in the venture capital
investment process. As recommended by Ghalbouni and Rouzies (2010), VCFs
should not lose focus of their key role. They should not prioritize the marketing
of their financial options rather they should market their operational expertise,
their well-developed networks of experts, and the personalized attention offered
to MSMEs. MSMEs need to know that VCFs offer more than just capital and that

they are hands-on consultants that nurture MSMEs until they are sustainable.
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VCFs should also form a Kenyan VC association which would facilitate
interaction among the VCFs. The VC association will promote innovation and
entrepreneurial activity in the Kenyan context. The VC association will also
strengthen the role of the VC industry as one of the key facet to economic

development. The VC association will also promote the understanding of VC and

the VCIP for investors and MSMEs.
4. For academic researchers and industry consultants

Academic researchers and industry consultants could contribute industrial and

market data for VCFs in Kenya.

In the field of finance, academicians could find ways of mitigating risks
encountered by VCFs. Industry consultants could help identify and develop risk

management tools to assist VCFs.

Academic researchers and industry consultants could also suggest and create

exit options required by MSMEs and VCFs during the exit stage.

Universities in Kenya could incorporate venture capital units in the finance

curriculum or develop a venture capital programme.
6.3 Areas for Further Research

The current study has focused on how venture capital funds make their
investment decisions and why venture capital is an important source of
financing for entrepreneurs of MSMEs in Kenya. Further research could focus on

the entrepreneurs’ perspective suggesting ways to improve the VCIP in Kenya.

The study identified seven VCFs, which were all foreign owned and
incorporated in foreign countries. One other area of study could investigate why
local investors had not established VCFs in Kenya. Another could explore further
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the effect of the regulations for VCFs published by the Capital Markets Authority
(CMA) in 2007 on the current VCFs.

The current study identified the benefits derived by MSMEs when accessing VC.
A comparative study on the success of those MSMEs financed by debt capital

versus those financed by VC could also be conducted.
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APPENDICES

Appendix A: Sample Invitation Letter of Study (Venture Capitalist)

[Date]

[Addressee]

[Company Name & Address]

Dear [Sir/Madam or Addressee’s Name],

RE: ACADEMIC RESEARCH THESIS

I am a Masters of Commerce Second Year student at Strathmore University, undertaking
academic research for my thesis. The subject of my research is the venture capital
industry and my research focuses on venture capital as a source of financing for MSMEs.
The purpose for the research is to develop a framework that would enable MSMEs
access venture capital. MSMEs will also gain knowledge of the significance of venture

firms and how they can benefit from them.

Your firm has been identified to participate in the study owing to your involvement in
venture capital. I would like to request for an interview with a senior venture capitalist
from your firm. The information gathered from your firm will be treated with utmost
confidentiality and your firm will remain anonymous. No specific reference will be
made to the firm or the individual(s) interviewed, in the research report. I will provide a
generic overview of the research findings with your firm upon completion of my

research.

Let me thank you in advance for your collaboration. My contact details are Juliana

Kamau, Tel: 0734 863500, Email: jkamau@strathmore.edu. You may also contact my

university supervisor Dr. Ruth Kiraka at rkiraka@strathmore.edu for any clarification or

queries.
Yours Sincerely,

Juliana Kamau
Masters of Commerce Student

Strathmore University
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Appendix B: Semi-Structured Interview Guide

Structured Interview Guide Used With Investment Analysts in the Venture Capital
Funds

Key: (VC) = Venture capitalist
Entrepreneurs of MSME = Start-ups, micro, small, medium enterprises
Section A: General Information

1. Company Name (VC):

2. Position in the company (for the Interviewee) (VC):

3. Type of business (VC) [Foreign subsidiary, Local company, Subsidiary of
financial institution, Subsidiary of non-financial institution, Government
subsidiary, other (what
type)?]

4. Year the company was founded (VC):

5. How many companies are currently in your portfolio (number of

companies) (VC)?
6. Which of the four stages of venture financing do you engage in (VC)? |
Seed financing, Start-up financing, expansion financing, Buy-out

financing]

Section B: Criteria in the Pre-investment Phase

1. Deal origination: What criteria do you use before investing in an MSME?
Which are most critical? Which are more critical and why?
E.g. Referrals from venture capital community

2. Deal screening: When you have identified an MSME, what criteria do you
use when screening? Which are more critical and why?
E.g. Size of investment
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3. Deal evaluation/ due diligence: What criteria do you use when
evaluating? Which are more critical and why?
E.g. Market attractiveness: size and growth potential, market used and
ability of venture to access the market

4. Deal structuring: What criteria do you use when evaluating? Which are
more critical and why?

E.g. Composition of the board of directors
Section C: Activities in the Investment and Post-investment Phases
1. What criteria do you use when investing in an MSME? Why?
E.g. Monitoring the performance of investment
2. What are the exit options from the venture?
E.g. Acquisitions
Section D: Additional advice to MSMEs when accessing venture capital

What advice would you give MSMEs to maximize the MSMEs - venture

capitalist relationship?
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Appendix C: Venture Capital Funds in Kenya

Name

Location

East Africa Capital Partners

2nd Floor, Loita House,
Loita Street

Nairobi, Kenya

TBL Mirror fund BV

Nairobi Business Park
Block A, Ground Floor
Ngong Road ,Nairobi
+254 (0)20 2019374 - T

Business Partners
International Kenya SA(BPI-
K)

Africa Re Centre, 1st Floor
Hospital Road, Upper Hill
Nairobi, Kenya

Acumen fund

1st Floor, Cape Office Park, opposite Yaya Centre
Ring Road, Kilimani
Phone: + 254-20-386-1559/60/ 61

Fanisi

Fanisi Capital Limited

7th Floor Purshottam Place
Westlands Road

Tel: +254-20-360-1831

InReturn Capital (K) Ltd

Statehouse road,

Opposite gate B of Statehouse
Next to Philippines Embassy
Tel +254 (0) 20 250 4775/6

GroFin Ground Floor, CIC Plaza
Mara Road
Upper Hill
Nairobi, Kenya
InvesteQ Capital fund The venture fund not operational
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Appendix D: Venture Capital Investing by Venture Stage

Seed Financing

Start-up Financing

Expansion Financing

Buy-out Financing

Characteristic of the

Venture

* 1-2 entrepreneurs
* Undeveloped technology

and business concept

* Management team in place
* Product ready for

marketing

* Marketing has been
started

* Venture is ready to

» Established company

* Business plan not |+ A  pilot and  other start growing and
validated information about the expanding
product available
Main purpose of the | «  Enabling research | +  Establishing the marketing | + Launching full scale | *+ Management buyout
funding development and sales activities marketing activities * Leverage buyout
*  Developing business e Delisting
concept
Typical venture | « Angel venture capitalist | * Angel venture capitalist | » Institutional venture | + Institutional venture

capital investor

(AVQC)
e Institutional venture

capital funds (IVCF)

(AVCQ)
+ Institutional venture capital

funds (IVCF)

capital funds (IVCF)

capital funds (IVCF)

Main expertise or
benefit beyond
money provided by
the venture

capitalist

e  Structure, discipline,
sounding board and
attraction of additional

(external) funding

* Marketing experience,
recruiting help, contacts,
help with follow-on

financing

*  Marketing experience,
recruiting help,
contacts, help with

follow-on  financing,

e Legal and other
expertise on how to

execute a buyout deal
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Insights  on how to
establish the venture
legal form

Technological insights

Technological insights, test
marketing and piloting
possibilities

Reputation benefits

help to plan and
execute the exit
Technological insights,
test marketing and
piloting possibilities

Reputation benefits

Major trouble spots
of venture capital

funding

Time  consuming to
locate and negotiate and
close the deal
Involvement (e.g.
reporting requirements
and governance takes a
lot of time)

Valuation of a new
venture may be very
low: a problem to the

entrepreneur.

Time consuming to locate
and negotiate and close the
deal

Involvement (e.g. reporting
requirements and
governance takes a lot of
time)

The venture capitalists
might want to direct the
strategy of the venture,

which may be a problem

for the entrepreneur.

Time consuming to
locate and negotiate

and close the deal

Involvement (e.g.
reporting
requirements and

governance takes a lot
of time)

The venture capitalists
might want to direct
the strategy of the
venture, which may be
a problem for the

entrepreneur.

Time consuming to
locate and negotiate

and close the deal

Involvement (e.g.
reporting
requirements and

governance takes a
lot of time)

The venture
capitalists might
want to direct the
strategy ~ of  the
venture, which may
be a problem for the

entrepreneur.
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Appendix E1: Venture Capital Investment Processes for VCFs in Kenya

Venture Fund 1

A 4

Deal origination

Venture Fund 2

A 4

Initial diligence

A 4

Formal diligence

A
A 4

Deal structuring

A 4

Deal origination

Venture Fund 3

y

Deal origination

Due diligence

Stage one
Stage two

A 4

Lead phase

A 4

A

h 4

A 4

Monitoring

A 4

Value Addition

Deal structuring

\ 4

Monitoring

\ 4

Value Addition

A

\ 4

Exit
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Venture Fund 4

Venture Fund 5

A 4

Deal generation

Deal origination
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