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ABSTRACT 

This thesis investigates the potential of Mushdrakah financing in the Malaysian venture 
capital industry. The thesis address these areas; 1) To investigate how Mushdrakah 
arrangements could be an appropriate form of financial structure for Shari*ah compliant 
venture capital funding among venture capital companies in Malaysia. 2) To investigate 
the appropriate exit avenue for a Mushdrakah arrangement in the venture capital in 
Malaysia; 3) To identify the financial advantages (risk, return, corporate governance, exit 
strategy, ownership and liability) and management value-added (trust and knowledge in 
managing business) that can be provided by Mushdrakah financing in the venture capital 
setting and 4) To identify the investment criteria that is needed for a Mushdrakah fund. 

Semi-structured interviews with 18 venture capital companies in Malaysia were 
undertaken through email, face-to-face meetings and telephone interviews. The responses 
were examined using content analysis and are coded accordingly into themes. These 
themes are factors that are required to apply the Mushdrakah in the venture capital 
companies in Malaysia. 

The factors reveal interesting elements with regards to the applicability of the 
Mushdrakah in the venture capital companies in Malaysia which are; 1) Musharakah is 
appropriate to be applied in the early stage or in the venture capital stage as the case in 
Malaysia; 2) Ordinary shares, convertible preference shares and redeemable preference 
shares are appropriate for a Mushdrakah fund in terms of Shariah compliancy and on 
obtaining competitive return; 3) Diminishing Musharakah is more appropriate to be 
applied in the early stages and viable to be applied as an exit mechanism for companies at 
the start-up stage; 4) IPO is a viable exit mechanism for the Mushdrakah fund due to the 
return and Shariah compliance. The Mushdrakah fund is suitable to be applied at the 
early stages, where the invested companies can exit through share buyback and IPO; 5) 
The nature of the liability shouldered by the investors can be structured in accordance to 
Islamic law whereby, in determining liability in Islamic Law it is not the business 
structure, but the actual sharikah contracts between the parties. 

This thesis adds to the literature concerning Musharakah as a financing tool for small 
businesses and also to the area of Islamic finance. Such study can only create a space of 
looking into the Mushdrakah structure as a huge opportunity for more quality companies 
to be set up and using new source of funding in industry sectors such as biotechnology. 
pharmaceuticals, ICT companies, agriculture, fisheries and etc. Stakeholders in the area 
of Islamic banking and finance and the venture capital industry may further research into 
the Musharakah financing as a major potential financing tool in the future. These are 
included in the recommendation chapter of the thesis. 

iii 



TABLE OF CONTENTS 

ACKNOWLEDGEMENTS 
.................................................................................................................... i 

AUTHOR DECLARATION ................................................................................................................. ii 

ABSTRACT ........................................................................................................................................... iii 

TABLE OF CONTENTS 
...................................................................................................................... iv 

LIST OF TABLES ................................................................................................................................ ix 

LIST OF FIGURES AND CHARTS .................................................................................................. xii 

LIST OF APPENDICES ...................................................................................................................... xii 

GLOSSARY OF TERMS ................................................................................................................... xiii 

CHAPTER ONE: INTRODUCTION ................................................................................................... I 

1.1 THE IMPORTANCE OF THE STUDY 
..................................................................................................... 

1.2 RESEARCH Alm 
........................................................................................................................ 

1.3 RESEARCH OBJECTIVES 
........................................................................................................... 

1.4 RESEARCH QUESTIONS 
..................................................................................................................... 

3 

1.5 RESEARCH DESIGN 
........................................................................................................................... 

4 

CHAPTER TWO: VENTURE CAPITAL: A LITERATURE SURVEY ........................................ 7 

2.1 INTRODUCTION 

1.2 DEFINITION OF VENTURE CAPITAL 
.................................................................................................. 

8 

2.33 INVESTMENT FUNDS 
...................................................................................................................... 

17 

2.4 VENTURE CAPITAL FINANCIAL INSTRUMENTS 
............................................................................... 17 

2.5 TYPES OF VENTURE CAPITAL 
......................................................................................................... 

.)1 

2.6 THE VENTURE CAPITAL PROCESS 
.................................................................................................. 2 33 

16.1 Venture fund reviews proposal ............................................................................................. 24 

2.6.2 Meetings with Venture Capital Company ............................................................................ 25 

. 6. Venture Company Conducts Due Diligence .......................................................... .............. 25 ID 
2.6.4 Commitment letter ................................................................................................................ 26 

2.6.4.1 Terms of investment .......................................................................................................... ....... 26 

2.6.4.2 Collateral and securiti .......... ................................................................................................... 
28 

2.6.4.3 Conditions oj-the Investment ..................................................................................................... 
29 

2.6 4.4 Representations ..................................................................... .............................................. .... 30 

2.6.4.5 Conditions Of Commitment ....................................................................................................... 31 

iv 



2.6.5 Legal closing ........................................................................................................................ .I 
2.6.6 Working with the Venture Capital Company 

....................................................................... 
35 

2.6.7 Exit Mechanisms 
.................................................................................................................. 38 

2.67.1 Initial Public Offering (1PQ) ........................................................................................... ......... 
38 

2.6.7.2 Management Buyout (VfBQ) ............................................................................ ........................ 
39 

2.6.7.3 Mergers and Acquisitions ......................................................................................................... 41 

2.6 7.4 Management Buy-In (MBI) .................................................................................. ..................... 41 

2.67.5 F-xit by Puts and Calls 
.......................................................................................... ........... . ...... 

42 

2.6 7.6 Liquidation of the Company 
................................................................................. ..................... 

42 

2.7 THE MALAYSIAN VENTURE CAPITAL INDUSTRY 
......................................................... .................. 43 

2.8 STATISTICS AND DEVELOPMENT OF THE VENTURE CAPITAL INDUSTRY 
...................... .................. 47 

2.9 SMALL AND MEDIUM SIZED ENTERPRISES (SMES) ...................................................... .................. 53 

2.10 SECTORS INVESTED BY VENTURE CAPITAL COMPANIES IN MALAYSIA 
........................ .................. 

56 

2.11 SOURCES OF VENTURE CAPITAL IN MALAYSIA 
............................................................ .................. 59 

2.12 VENTURE CAPITAL CONTRIBUTION TO THE ECONOMY AND EMPLOYMENT 
................. .................. 60 

2.13 CONCLUSION ................................................................................................................ .................. 65 

CHAPTER THREE: SCOPE OF MUSHARAKAH FINANCING: A LITERATURE REVIEW 67 

3.1 INTRODUCTION 
.............................................................................................................................. 

67 

3.2 DEFINITION OF MUSHARAKAH 
....................................................................................................... 

67 

3.3 TYPES OF MUSFIARAKAH 
............................................................................................................... 

68 

3.3.1 Classic Musharakah .............................................................................................................. 72 

3.2 Diminishing Musharakah ..................................................................................................... 73 

Temporary Musharakah ........................................................................................................ 75 

3.4 CONCEPT AND FEATURES OF MUSHARAKAH 
.................................................................................. 

77 

3.4.1 Management 
......................................................................................................................... 

77 

3.4.2 Ownership 
............................................................................................................................ 

79 

3.4.3) Losses ................................................................................................................................... 
80 

3.4.4 Fon-ns of Capital in Mush5xakah 
.......................................................................................... 

81 

4.5 Termination of Musharakah 
................................................................................................. 

83 

4.6 Limited Liability 
................................................................................................................... 

85 

3.5 THE APPLICATION OF MUSHARAKAH TO CONTEMPORAR), FINANCE 
............................................. 

85 

3.6 COMPARISONS BETWEEN MUSHARAKAH, MUDRARABAH AND VENTURE CAPITAL 
....................... 

87 

.................................................................................................. 
92 3 Financial Advantages ......... 

. 36.2 Issues in Musharakah .................................................................................................... ..... 
9. ) 

3.7 MUSHARAKAI I IN MALAYSIA ......................................................................................................... 
96 

3 EQuITY FINANCING ........................................................................................................................ 
98 3.8 

8.1 The Role of Equit, % Financing 
.............................................................................................. 

99 

V 



3.8.2 Comparisons between Equity and Debt 
.............................................................................. 

104 

3.9 ISLAMIC VENTURE CAPITAL 
........................................................................................................ 

106 

3.9.1 Allah (S. W. T) as the Sole Owner and Creator of all .................................................... ; ..... 107 

3.9.2 Abolition of Interest ........................................................................................................... 108 

3.9.2.1 Riba al-Buyu'I ........................................................................................................................ 
109 

3.9.2.2 Riba al-Qardhi ......................... I ....................................................................................... I ...... 
109 

3.9.3 Profit-sharing under the Economic Co-operation between Labour and Capital 
................. 

110 

3.9.4 The Institution of Charity 
................................................................................................... 

III 

3.9.5 Instilling Moral Values through Islamic Education 
............................................................ 

112 

3.10 SURVEY OF EMPIRICAL STUDY 
.................................................................................................... 

11) 

3.11 CONCLUSION 
................................................................................................................................ 118 

CHAPTER FOUR: RESEARCH METHODOLOGY .................................................................... 120 

4.1 INTRODUCTION 
............................................................................................................................ 120 

4.2 THE RATIONALE FOR USING QUALITATIVE METHODS 
................................................................. 123 

4.3 THE ADVANTAGES AND DISADVANTAGES OF THE METHODS APPLIED 
........................................ 126 

4.4 THE PREPARATION OF INTERVIEW QUESTIONS 
............................................................................ 138 

4.4.1 Overview of Venture Capital Industry ............................................................................... 139 

4.4.2 Risk and Return .................................................................................................................. 139 

4.4.3 Corporate Governance, Liability and Ownership ............................................................... 140 

4.4.4 Trust ................................................................................................................................... 141 

4.5 THE PREPARATION FOR CONDUCTING INTERVIEWS ..................................................................... 144 

4.5.1 Establishing Rapport .......................................................................................................... 
146 

4.5.2 Recording Data ................................................................................................................... 148 

4.6 THE SAMPLE SELECTION OF THE RESEARCH ................................................................................ 150 

4.7 THE PILO'I'TEST ON THE SAMPLE SELECTED 
................................................................................ 153 

4.8 THE METHOD OF ANALYSIS FOR THE SAMPLE SELECTED 
............................................................ 155 

4.9 THE VALIDITY AND RELIABILITY OF METHOD USED 
................................................................... 160 

4.10 LIMITATIONS AND DIFFICULTIES .................................................................................................. 164 

4.11 CONCLUSION ................................................................................................................................ 
165 

CHAPTER FIVE: POTENTIAL AND LIMITATIONS OF SHARIIAH COMPLIANT 
INSTRUMENTS IN VENTURE CAPITAL .................................................................................... 

167 

5.1 INTRODUCTION 
............................................................................................................................ 

167 

5.2 VENTURE CAPITAL STRUCTURE 
................................................................................................... 

168 

5.3 CRITERIA ýOR VENTURE CAPITAL INVESTMENT 
.......................................................................... 

175 

5.4 FACILITATING FACTORS FOR SHARI'AH COMPLIANT VENTURE CAPITAL INVESTMENTS 
............. 

18-3) 

5. 
-5 

LIMITATIONS OF SIiARI'AI-l COMPLIANT INSTRUMENTS 
............................................................... 

19. ) 

5.6 CONCLUSION 
................................................................................................................................ 

197 

vi 



CHAPTER SIX: PROFIT SHARING, VALUATION AND RISK MITIGATION IN 
VENTURE CAPITAL 

....................................................................................................................... 
198 

6.1 INTRODUCTION 
............................................................................................................................ 

198 

6.2 PROFIT DISTRIBUTION IN VENTURE CAPITAL 
............................................................................... 

198 

6.3 VALUATION METHODS FOR VENTURE CAPITAL INVESTMENTS 
.................................................... 

205 

6.4 FACILITATING INVESTMENTS IN VENTURE CAPITAL 
.................................................................... 

211 

6.5 RISK MITIGATION IN VENTURE CAPITAL 
..................................................................................... 

214 

6.6 CONCLUSION 
................................................................................................................................ 

22 33 

CHAPTER SEVEN: STRUCTURE AND EXIT STRATEGIES IN VENTURE CAPITAL ..... 224 

7.1 INTRODUCTION 
............................................................................................................................ 

224 

7.2 RIGHTS AND RESPONSIBILITIES OF VENTURE CAPITAL COMPANY AND ENTREPRENEUR 
............. 

224 

7.3 FINANCIAL INSTRUMENTS FOR A MUSHARAKAH FUND 
................................................................ 

233 

7.4 POTENTIAL ExIT STRATEGIES FOR A MUSHARAKAH FUND 
.......................................................... 

242 

7.4.1 Initial Public Offering (IPO) 
.............................................................................................. 

250 

7.4.2 Management Buy-out (MBO) 
............................................................................................ 

251 

7.4.3 Management Buy-In (MBI) 
................................................................................................ 

251 

7.4.4 Trade Sale 
........................................................................................................................... 252 

7.5 CONCLUSION 
................................................................................................................................ 253 

CHAPTER EIGHT: TRUST AND MONITORING METHODS IN VENTURE CAPITAL ...... 256 

8.1 INTRODUCTION 
............................................................................................................................ 

256 

8.2 DEFINITIONS OF TRUST 
................................................................................................................ 

256 

8.3 MONITORING INVESTMENTS IN VENTURE CAPITAL 
..................................................................... 

264 

8.4 CONCLUSION 
................................................................................................................................ 

268 

CHAPTER NINE: CONCLUSION AND RECOMMENDATIONS ............................................. 271 

9.1 INTRODUCTION 
............................................................................................................................ 

271 

9.2 SUMMARY OF FINDINGS FROM THE ANALYSIS 
............................................................................. 

271 

9.3 IMPLICATIONS OF RESEARCH FINDINGS IN RELATION TO THE LITERATURE 
................................. 

278 

9.4 CONTRIBUTION OF THIS RESEARCH 
.............................................................................................. 

2 83) 

9.5 LIMITATIONS OF THE RESEARCH 
.................................................................................................. 

28 33 

9.6 FURTHER RESEARCH 
.................................................................................................................... 

285 

9.7 RECOMMENDATIONS 
.................................................................................................................... 

286 

BIBLIOGRAPHY ................................................................................................................. .......... 288 

APPENDIX ......................................................................................................................................... 296 

APPENDIX 1: INTERVIEW QUESTIONS 
.................................................................................................... 

296 

APPENDIx 2: INITIAL CODED ANSWERS OF THE SURVEY 
...................................................................... 

299 

vii 



APPENDIX 3: LIST OF REGISTERED VENTURE CAPITAL CORPORATIONS AND VENTURE CAPITAL 

MANAGEMENT CORPORATIONS ............................................................................................................ .3 22 

viii 



List of Tables 

Table 2.1: Contents in Affirmative Covenants 
Table 2.2: Contents in Negative Covenants 33 
Table 2.3: Contents in Representations and Warranties 34 
Table 2.4: Sources of Financing in the Malaysian Economy 46 
Table 2.5: Sna shots of the VC Industry (2001-2002) 48 
Table 2.6: Snapshots of the VC industry (2003-2004) 48 
Table 2.7: Investment by Stages (2004 and 2005) 50 
Table 2.8: Outstanding Venture Capital Investment by Sectors (2001-2003) 56 
Table 2.9: Outstanding Venture Capital Investment by Sectors (2004-2005) 57 
Table 2.10: Employment Growth at Venture Capital Backed Companies vs. 

Total Employment Growth by Industry Sector 2000-2003 (U. S. A) 
64 

Table 2.11: Company and Employment (U. S. A) 65 

Table 3.1: Differences between Mushdrakah, Venture Capital, Mudhdrabah and 
Private Equity (Management Buy-Out and Buy-In Stage) 92 

Table 3.2: Pros and Cons of Debt and Equity Financing 105 

Table 4.1: Advantages and Disadvantages of face-to-face Interview 128 
Table 4.2: Advantages and Disadvantages of Telephone Interview 131 
Table 4.3: Advantages and Disadvantages of Joint Interviews 134 
Table 4.4: Summary on Pros and Cons of Different types of Interview Methods 136 
Table 4.5: List of Venture Capital Companies Interviewed 152 
Table 4.6: Advantages and Disadvantages of using Content Analysis 157 
Table 4.7: Example of Content Analysis 159 
Table 4.8: Example on Focused Coding 160 

Table 5.1: Results for Question I (Overview of Venture Capital Industry) 168 
Table 5.2: Focused Coding Number I for Question I (Overview of Venture 

Capital Industry) 169 
Table 5.3: Focused Coding Number 2 for Question I (Overview of Venture 

Capital Industry) 169 
Table 5.4: Focused Coding Number. 33 for Question I (Overview of Venture 

Capital Industry) 170 
Table 5.5: Results for Question 2 (Overview of Venture Capital Industry) 175 
Table 5.6: Results for Question 3 (Overview of Venture Capital Industry) 184 
Table 5-7: Focused Coding Number I for Question 3 (Overview of Venture 

Capital Industry) 185 
Table 5.8: Focused Coding Number 2 for Question 3 (Overview of Venture 

Capital Industry) 185 
Table 5.9: Focused Coding Number 33 for Question 3 (Overview of Venture 

Capital Industry) 186 
Table 5.10: 1 Focused Coding Number 4 for Question. 33 (Overview of Venture 186 

ix 



Capital Industry) 
Table 5.11: Results for Question 4 (Overview of Venture Capital Industry) 193 
Table 5.12: Focused Coding Number I for Question 4 (Overview of Venture 

Capital Industry) 
- 

194 
Table 5.13: Focused Coding Number 2 for Question 4 (Overview of Venture 

Capital Industry) 194 
Table 5.14: Focused Coding Number 3 for Question 4 (Overview of Venture 

Capital Industry) 194 

Table 6.1: Results for Question I (Risk and Return) 198 
Table 6.2: Focused Coding Number I for Question I (Risk and Return) 199 
Table 6.3: Focused Coding Number 2 for Question I (Risk and Return) 199 
Table 6.4: Results for Question 2 (Risk and Return) 203 
Table 6.5: Focused Coding Number I for Question 2 (Risk and Return) 203 
Table 6.6: Focused Coding Number 2 for Question 2 (Risk and Return) 203 
Table 6.7: Focused Coding Number 3 for Question 2 (Risk and Return) 203 
Table 6.8: Focused Coding Number 4 for Question 2 (Risk and Return) 204 
Table 6.9: Focused Coding Number 5 for Question 2 (Risk and Return) 204 
Table 6.10: Results for Question 3 (Risk and Return) 206 
Table 6.11: Respondents' answers on using cash flow analysis 206 
Table 6.12: Respondents' answers on using P/E ratio 207 
Table 6.13: Respondents' answers on having no preferred method of valuation 208 
Table 6.14: Respondents' answers on using net to asset ratio 209 
Table 6.15: Results for Question 4 (Risk and Return) 212 
Table 6.16: Results for Question 5 (Risk and Return) 215 
Table 6.17: Focused Coding I for Question 5 (Risk and Return) 215 
Table 6.18: Focused Coding 2 for Question 5 (Risk and Return) 216 
Table 6.19: Focused Coding 3 for Question 5 (Risk and Return) 216 
Table 6.20: Results for Question 6 (Risk and Return) 218 
Tab Ie6.2 1: Results for Question 7 (Risk and Return) 221 
Table 6.22: Focused Coding I for Question 7 (Risk and Return) 221 
Table 6.23: Focused Coding 2 for Question 7 (Risk and Return) 222 
Table 6.24: Focused Coding 3 for Question 7 (Risk and Return) 222 

Table 7.1: Results for Question I (Corporate Governance, Liability and 
Ownership) 225 

Table 7.2: Focused Coding I for Question I (Corporate Governance, Liability 
and Ownership) 225 

Table 7.3: Focused Coding 2 for Question I (Corporate Governance, Liability 
and Ownership) 226 

Table 7.4: Focused Coding 
-3) 

for Question I (Corporate Governance, Liability 
and Ownership) 229 

Table 7.5: 1 Rights and responsibilities of Mushdrakah partners 230 
Table 7.6: Results for Question 2 (Corporate Governance. Liability and 

Ownership) 230 

x 



Table 7.7: Focused Coding I for Question 2 (Corporate Governance, Liability 
and Ownership) 23) 1 

Table 7.8: Focused Coding 2 for Question 2 (Corporate Governance, Liability 
and Ownership) 2 3' 1 

Table 7.9: Focused Coding 3 for Question 2 (Corporate Governance, Liability 
and Ownership) 2JI 

Table 7.10: Results for Question 3 (Corporate Governance, Liability and 
Ownership) 234 

Table 7.11: Reasons for using ordinary shares only 236 
Table 7.12: Reasons for using reference shares 238 
Table 7.13: Results for Question 4 (Corporate Governance, Liability and 

Ownership) 243 
Table 7.14: Focused Coding I for Question 4 (Corporate Governance, Liability 

and Ownership) 243 
Table 7.15: Focused Coding 2 for Question 4 (Corporate Governance, Liability 

and Ownership) 243 
Table 7.16: Focused Coding 3 for Question 4 (Corporate Governance, Liability 

and Ownership) 243 
Table 7.17: Focused Coding 4 for Question 4 (Corporate Governance, Liability 

and Ownership) 244 
Table 7.18: Focused Coding 5 for Question 4 (Corporate Governance, Liability 

and Ownership) 244 
Table 7.19: Focused Coding 6 for Question 4 (Corporate Governance, Liability 

and Ownership) 244 
Table 7.20: Results for Question 5 (Corporate Governance, Liability and 

Ownership) 248 
Table 7.2 1: Reasons for choosing IPO as a preferred exit strategy 248 
Table 7.22: Results for Question 6 (Corporate Governance, Liability and 

Ownership) 249 
Table 7.23: Total Number of Listed Companies (as at 1-3) April 2007) 250 

Table 8.1: Results for Question I (Trust) 256 
Table 8.2: Focused Coding I for Question I (Trust) 257 
Table 8.3: Focused Coding 2 for Question I (Trust) 257 
Table 8.4: Focused CodiN 3 for Question I (Trust) 257 
Table 8.5: Focused Coding 4 for Question I (Trust) _ 258 
Table 8.6: Results for Question 2 (Trust) 261 
Table 8.7: Focused Coding I for Question 2 (Trust) 261 
Table 8.8: Focused Coding 2 for Question 2 (Trust) 261 
Table 8.9: Focused Coding 3 for Question 2 (Trust) 262 
Table 8.10: Focused Coding 4 for Question 2 (Trust) 262 
Table 8.11: Focused Coding 5 for Question 2 (Trust) 262 
Table 8.12: Results for Question 3 (Trust) 265 
Table 8.13: List of Findings 268 

xi 



List of Figures 

Figure 1.1 Research process 6 
Figure 2.1 Different Stages of the Venture Capital Industry in Malaysia II 
Figure 2.2 Sources of Venture Capital 59 
Figure 3.1 Permanent Mushdrakah Structure 7-3 
Figure 3.2 Diminishing Mushdrakah Structure 74 
Figure 3.3 Temporary Musharakah Structure 76 
Figure 5.1 Structure of Venture Capital in Malaysia 172 
Figure 6.1 Profit-sharing in a Venture Capital 200 
Figure 7.1 Diminishing Mushdrakah Exit Mechanism 254 

List of Charts 

Chart 5.1 Results for Question 2 (Overview of Venture Capital Industry) 175 
Chart 6.1 Results for Question 3 (Risk and Return) 206 
Chart 6.2 Results for Question 6 (Risk and return) 218 
Chart 7.1 Results for Question 3 (Corporate Governance, Liability and 

Ownership) 233 4 
Chart 7.2 Results for Question 5 (Corporate Governance, Liability and 

Ownership) 248 
Chart 7.3 Results for Question 6 (Corporate Governance, Liability and 

Ownership) 249 

List of Appendices 

Appendix 1: Interview Questions 297 
Appendix 2: Coded Answers from Survey 299 
Appendix 3 List of Registered Venture Capital Corporations developed 

Venture Capital Managrement Corporations 3 2-2 

xil 



GLOSSARY OF TERMS 

'Adl Justice 

Ahadith Plural of hadith, (see hadith below). 

A khlaqiyyah The practice of virtue, morality and manners in Islam 

Bai Bithaman Ajil Deferred payment sale whereby the Bank will finance 
customers who wish to purchase an asset but to defer the 
payment for the asset for a specific period or to pay by 
installment. 

Dhavvat-ul-amthal Commodities which can be replaced by similar 
commodities in quality and quantity 

Dhawat-ul-qeemah Commodities which can't be replaced by similar 
commodities in quality and quantity 

Diminishing Mushdrakah An "equity sharing" Islamic financing technique used for 
financing projects. It uses different types of profit and loss 
sharing partnerships. Shares are purchased periodically 
from the financier until the borrower fully owns the asset. 

Fiqh Islamic Jurisprudence 

Gharar Risk, uncertainty and hazard 

Hadith (plural, ahadith). Record of the sayings, deeds or tacit approvals of the 
Prophet Muhammad (peace be upon him). 

Halal Permitted by Islam 

Haram Prohibited by Islam 

HanaJi One of the four schools of thought in Islam 

Hanbali One of the four schools of thought in Islam 

Insannýiyah Benevolence. Refers to a cluster of moral values such as 
spending on others, cafing for neighbours and relatives. 
sacrifice for others, including all acts of altruistic 
character 

aran A medium-term mode of financing, which involves 

xiii 



purchasing and subsequently transferring of the right of 
use of the equipment and machinery to the beneficiary for 
a specific period of time 

Istisna A contract for manufacturing (or construction) whereby 
the manufacturer (seller) agrees to provide the buyer with 
goods identified by description after they have been 
manufactured/constructed in conformity with that 
description within a pre-deten-nined time-frame and price 

Kafil Guarantor 

Maliki One of the four schools of thought in Islam 

Mudharabah A mode of business where two or more persons 
participate: one with capital and the other (or others) with 
labour and enterprise. The financier shares the profit with 
the entrepreneur according to mutually agreed ten-ns. In 
the case of loss, it is bome by the financier alone 

Mushdrakah A mode of business in which more than one person join 
with capital and labour on the basis of profit-and-loss 
sharing 

Riba Refers to a pre-determined increase on the amount of loan 
which increases over time. It is equivalent to interest 

Riba al-fadl An increase arising out of an unequal barter exchange of 
the same commodity with deferred delivery from one 
party 

Riba al-Buyu'I Riba that occurs on the exchange of goods and involves 
payments 

Riba al-Fadhli The selling of ribawi items whereby excess is taken in 
exchange of specific homogeneous items through hand-to- C: ) 

hand purchase 

Riba al-Yad The selling or exchange of different ribawi items in cash 
but either one of the goods are delivered later 

Riba al-Nasi'ah The selling of different ribawi items on deferred terms, 
and when the goods arrived and the seller couldn't pay it. 
then the tenure is added together with the addition in 
payment 

xiv 



Riba al-Qardhi A contract on debt or loan for a specified tenure and 
additional payment on the pfincipal 

Sadaqah Voluntary act of giving alms 

Salam It is a sale where the seller undertakes to supply some 
specific goods to the buyer at a future date in exchange of 
an advanced price fully paid at spot. 

Sh, 5fi 'T One of the four schools of thought in Islam 

Sunnah Refers to the normative behaviour of the Prophet 
Muhammad (peace be upon him) as evidenced by his 
utterances, and his tacit approvals 

Sukuk An asset-backed bond which is designed or structured in 
accordance with Shari'ah and may be traded in the market. 

Shura Consultation 

Shirkah-ul-'aqd Partnership in business affected by mutual contract 

Shirkah al-'uqud Partnership in contracts. (Plural of Shirkah-ul-'aqd) 

shirkah al-amlak Partnership in property 

Shirkah al-inan Two or more persons pool their capital and work together 
and share the profits 

Shirkah al-milk Joint ownership between two or more partners in a 
particular property 

Shirkah al-mufawadah Partners combine in every type of shirkah, namely, al- 
inan, al-wuJuh and al-abdan 

Shirkah al-wujuh Partnership in credit. One or more of the partners procure 
goods on credit and sell them and share/distribute the 
profit. 

shirkal-ul-a'mal Partners jointly undertake to render some services for their 
customers, and the fee charged from them is distributed 
among the partners on an agreed ratio. Also called shirkat- Cý 
ut-taqabbul or shitkat-us-sana'i' or shirkat-ul-abdan 

Shirkai-ul-amwal Partners invest some capital into a commercial enterprise 
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Ta'awun Cooperation. Refers to the God's command to cooperate in 
all acts of "goodness and piety" 

Taqwa Piety; it is an essential trait of the character of a Muslim. It 
encompasses a number of values such as honesty, 
thankfulness to God, remembering God, justice, 
benevolence, spending in the way of God, etc 

Urf Referring to the custom, or'knowledcre'. of a given Cý 
society, leading to change in the fiqh 

Ummah Refers to the Muslim community irrespective of colour, 
race, language or nationality. 

Wakil Agent (to act on behalf) 

Waqj' Charitable endowment. Appropriations or tying up of a 
property in perpetuity so that no proprietary rights can be 
exercised over the corpus but only over the usufruct. 

Zakah The amount Payable by a Muslim on his net wealth as a 
part of his religious obligation, mainly for the benefit of 
the poor and the needy. It is levied at the rate of 2.5 per 
cent on all financial assets and stock-in-trade of business. 
at the rate of 10% on agricultural produce of rain-irrigated 
cultivation and at 5% on the produce of artificially 
irrigated cultivation. It is payable at different rates on 
livestock reared for sale. The exemption limits are quite 
low, so that it has a very wide coverage. 

Note: This glossary has been complied from a variety of sources including the Islamic Development Bank, 
the Securities Commission of Malaysia, selected Islamic bank websites and conference volumes. 
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CHAPTER ONE: INTRODUCTION 

1.1 The Importance of the Studv 

The venture capital industry in an emerging market economy such as Malaysia 

helps promote entrepreneurship and economic development. This ,,, ision is also in line 

with the Malaysian government's future economic plans. which have been laid out in 

the Financial Market Master Plan, which was launched in March. 200 1. In this plan 

venture capital is looked upon as an important industry that can also contribute to the 

development of the Small Medium Enterprise (SME). In addition, the establishment 

of the Islamic venture capital was laid out in this plan in order to develop the available 

pool of financial instruments available in Malaysia. Based on Recommendation 7.5 of 

the Financial Market Master Plan (launched in March, 2001), it is stated that 

Malaysian venture capitalists should form smart partnerships with venture capitalist in 

the Organisation of Islamic Countries to establish Islamic funds because it will 

enhance the pool of available funds in Malaysia. 

This gives room for analysincy the potential of Mushdrakah financing in the tz> 

venture capital industry. The anal,,,, sis on the potential of Mushdrakah tinancing can 

help to o,, crcome the problem of under utilization of equity financing in the Islamic 

banking and finance industry. It is evident that N4ushdrakah only account a small 

percentage in the Islamic banks. The International Association of Islamic banks stated 

that MUshdrak-ah and %-Iudhdrabah account for less than 20.0 percent of financing 
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undertaken by Islamic banks worldwide. ' The same scenario can be seen in the 

venture capital industry in Malaysia. In Malaysia, only two banks have structured 

Shari'ah compliant funding in the venture capital industry. They are Bank Islam 

Malaysia Berhad (BIMB) and the Commerce International Merchant Bank (CIMB). 

33According to all the four schools in the Islamic Jurisprudence, Mushdrakah is the 

preferred mode of financing due to its non-collateral structure, Profit sharing and 

purely perforinance structure of financing. 

If this is the case,, why aren't there many venture capital companies in 

Malaysia utilizing Musharakah financing? Therefore, this research aims to address 

this question or problem statement by analysing the potential of Musharakah 

financing among the venture capital companies in Malaysia. Analysing the potential 

of Mushdrakah financing in this research is broken down into several parts as seen 

below. The research aim is narrowed down into several objectives. The objectives are 

then used to structure research questions. This research focuses on Mushdrakah used 

for equity financing in the venture capital and not as a mode of financing for debt. 

Therefore, the research concentrates mainly at the early stages. 

1.2 Research Aim 

* To investigate the potential of Mushdrakah financing in the Malaysian venture 

capital industry. 

1.3 Research Obiectives 

To investigate how Mushdrakah arrangements could be an appropriate form of 

financial structure for Shari'ah compliant venture capital funding among 

Nasr, Mohamed. (2005). The Demand for Musharakah in Urban Egypt. lqbal, Munawar & Wilson, 
It) Rodney A. (comp. & ed. ) Islamic Perspectives on Wealth Creation. (pp. 218-230). UK: Edinburgh 

University Press. 
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venture capital companies in Malaysia. 

e To investigate the appropriate exit avenue for a Mushdrakah arrangement in 

the venture capital in Malaysia. 

e To identify the financial advantages (risk, return, corporate governance, exit 

strategy, ownership and liability) and management value-added (trust and 

knowledge in managing business) that can be provided by Mushdrakah 

financing in the venture capital setting. 

e To identify the investment criteria that is needed for a Mushdrakah fund. 

1.4 Research Ouestions 

9 What are the factors needed to apply Mushdrakah financing in the venture 

capital in Malaysia? 

e Which stage of the business cycle is the Mushdrakah best applied? 

e What is the appropriate exit mechanism for Mushdrakah funds? 

* What do venture capitalist look for before investing in a new company? 

Mushdrakah is the preferred mode of financing among all the four schools in 

the Islamic Jurisprudence due to its non-collateral structure, profit sharing and purely 

performance structure of financing. However, Islamic banks mainly utilized fixed 

2 income short-term instruments such as Murabahah mark-up financing. A study by 

Jalaludin (2002) conducted in the Sydney metropolitan area in late 1998 showed that 

385 small businesses in that area revealed that 59.5 per cent of respondents expressed 

Ahmed, Habib (2005). Operational Structure for Islamic Equity Finance: Lessons from Venture 
Capital. Retrieved July 11,2006, from Research Paper No. 69, Islamic Research and Training Institute, 
Islamic Development Bank. Website: www. irtipms. orz'OpenSave. asp? pub=212. pdf 
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a readiness to borrow funds on a profit and loss sharing basis. 3 This shows that there is 

demand for profit-sharing mode of financing and this includes Mushdrakah as well. 

Mushdrakah is such a unique structure and the concept of sharing through a form of 

partnership seems to make it flexible to be applied in financing through investment of 

any kind be it land, labour or capital. 

This research can only create a space of increasing equity financing in the 

Islamic finance industry as a huge opportunity for more quality companies to be set 

up and using new source of funding in areas such as biotechnology industry, 

pharmaceuticals, ICT companies, agriculture and fisheries. In addition, the 

Musharakah financing may not be highly utilized in the Islamic banking industry, but 

we should not limit the use of Mushdrakah in the banking and private debt industry 

only. A research on the Mushdrakah applicability in other areas in finance should be 

explored. Furthennore, we can study the criteria and assess the existing venture 

capital and accumulate facts that are useful in developing Mushdrakah financing in 

the venture capital industry. 

The venture capital business in Malaysia is growing at a promising rate and 

with reference to other countries that have shown the success of the venture capital 

industry to its economy, it only means that Malaysia should also take the step to fully 

develop the venture capital industry. One way is to engineer new funds with Islamic 

tI eatures that will tap markets from the Middle East and also from other countries that 

sees its benefit to the society and the economy as a whole. 

1.5 Research Desian 

The research design acts as a flow chart of the stages of research work 

I Abid. 226pp. 
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throughout this study. It also gives a background about each chapter in this research. 

The first step of any research starts with the literature review. The literature reý, iew in 

this research is broken down into two chapters which are: 

9 Scope of Venture Capital: A Literature Survey (Chapter Two) 

* Scope of Mushdrakah Financing: A Literature Review (Chapter Three) 

Chapter two focuses on the type of financing applied by the venture capitalist, 

venture capital process and documents involved in the due diligence process. An 

overview of the Malaysian venture capital industry is highlighted in this chapter. In 

addition, chapter two gives some ideas on how the Malaysian venture capitalist selects 

their business ventures and gives us an insight on why certain criteria are more 

important than the rest. 

Chapter three highlights matters regarding Musharakah financing, equity 

financing and profit sharing. A comparison between venture capital, partnership and 

private equity financing in the conventional setting commences in this chapter to find 

areas that may be important for Mushdrakah financing in the venture capital. In 

addition, the application of Mushdrakah in contemporary financing is also analysed. 

Chapter four explains about the research methodology applied in this research. 

This chapter focuses on the data collection process, interview question preparation, 

method of data analysis and sampling. The validity and reliability of the method used 

is also highlighted in this chapter. Chapter five. six, seven and eight are analysis 

chapters. These chapters analyse and report results obtained from the survey. The 

survey was a set of twenty semi-structured interview questions given to venture 

capital companies in Malaysia. The data obtained from the survey are text data and 

they are analysed using the content analysis method. 



Chapter nine is the final chapter of this research. Figure 1.1 shows the research 

process starting with the literature review. The literature review, identifying problem 

statements and formulating research aims, questions and objectives are covered in 

chapters one, two and three. Chapter four covers all aspects on choosing the 

appropriate research methods and the data collection process for this research. 

Chapter five, six, seven and eight concentrates on the data analysis and findings from 

the results obtained through the survey. Finally, chapter nine concludes with a 

summary of the findings and includes the recommendations for further research in the 

respec ive area. 

Figure 1.1: Research Process 

Literature review 

Identify problem statement(s) 

Formulate research aims, questions and objectives 

Choose appropriate methodology 

Data collection process 

Analyse data 

Write and compile thesis 
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CHAPTER TWO: 'VENTURE CAPITAL: A LITERATURE SURNEY 

2.1 Introduction 

In this chapter, the literature review %N ill focus on the venture capital industrY 

as a whole. A section of the venture capital industry in N/Ialaysia is also included. The 

definition, background, types of venture capital and ty ý,, pes of financial instruments 

used, the venture capital process. exit strategies and the venture capital impact on 

economic growth and employment are discussed in this chapter. As stated by Paul 

Gompers and Josh Lerner that understanding the features of the private equity tLinds 
I 

whether management fees, profit-sharing rules or contractual terms have long lasting 

effects on the behaviour of venture capitalists. ' Therefore, this literature review 

becomes a source of reference during the course of the analysis and in structuring the 

interview questions. This is because we need to understand the venture capital 

industry and the venture capitalists themselves and to see their views on using 

Mushdrakah. The definition discusses the stages the pros and cons of the venture 

capital funding. It gives a brief idea on what venture capital is about. 

The types of funds used are described since there are many stages in the 

% enture capital and specific funds are used to finance companies in a particular stage. 

I Fý pes of venture capital explain the business entity structure that exists in the modem 

cconomic setting today. The type of financial instruments used explains the usage of 

finailciýil instruments such as common stock. preferred stock and its different types. 

loan stock and loan \ýarrants. The venture capital process is quite an extensive section 

as it co\ ers the stages of the venture capital business. In other ýN,, ords hm, \ the business 

Gonipers. Paul, and Lemer, Josh (2005). The 1'enture Capital 0-cle. Cambridge : The NI IT Press 
pp. 233 
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deals are made, the agreements involved and its contents. Exit avenues are another 

important topic to cover in this literature review. The types of exit avenues are stated 

and compared. Lastly, the impact of the venture capital towards the economy and 

employment is discussed and several examples were stated. Examples were mainlý- 

taken from the venture capital industry in the United States, United Kingdom, China 

and Malaysia. 

2.2 Derinition of Venture Capital 

The venture capital industry goes way back to the fifteen century with the 

activities of the merchant ventures. ' They were active traders in the Middle East 

where commercial enterprises were established and sometimes backed with armed 

6 
authority. Venture capital is money made available for investment in innovative 

enterprises or research, especially in high technology, in which both the risk of loss 

and the potential for profit may be considerable. It is also called risk capital. ' 

"Venture capital is a specific type of finance provided by certain finns who invest 

alongside with management in young but rapidly growing companies that are not 

listed on the stock market. These new and young companies have the potential to 

become major players in the economy. Venture capital investments generally involve: 

a Along timeframe; 

a An element of risk; 

9 partnership with management; and 

Reid, Gavin C. (1998) Venture Capital Investment: An Agencv Analysis of Practice. United Kingdom: 
Routlege. pp. 16. 
6 Ibid. l6pp. 
7 Venture Capital. (n. d. ). Retrieved July 25,2005, from http: //www. answers. com 
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e Returns that are normally in the form of capital gains rather than dividends. ̀  

Gavin C. Reid' gave his definition that the venture capital investor (VCI) With the 

following characteristics: 

9 The equity stake is a minority one in a high performing, mature small firm that 

is not currently listed on any formal stock market. 

* The investment agreed has a strictly finite life, with an expected duration of a 

few years. 

9 The exit route anticipated for the venture capital investor comprises either 

stock market listing or some other form of change in ownership that would 

enable the principal to realize their equity stake (for example, a trade sale or a 

some variant of a buyout). 

Looking at the definition above, we can see that the venture capitalist provides 

money to start-up firms (or in later stages) and small businesses for long-term growth 

potential. A venture capital has various sizes of investments as it depends on the stage 

the company is in. Venture capital is a segment of category under private equity. It is 

called private equity because it invests in private companies as opposed to public 

listed companies. However, the terms may differ in some countries. As stated in the 

British Venture Capital Association website, -Some commentators use the term 

"private equity" to refer only to the buy-out and buy-in investment sector. Others, in 

Europe but not the USA, use the ten-n -venture capital" to cover all stages, i. e. 

synonymous with -private equity". In the USA "venture capital- refers only to 

8 Venture Capital. (n. d. ). Retrieved November 11,2006, from 
http: //www. ibbm. or(,,,. my/pdf/DPO 1 %20Venture%2OCapital. pdf 
9 Reid, Gavin C. (1998) Venture Capital Investment: An AgencyAnaýysis of Practice. United Kingdom: 
Routlege. pp. 3) 7. 
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investments in early stage and expanding companies. " To avoid confusion. the term 

"venture capital" is used throughout this study to describe the seed and expansion 

stage of the investment and "private equity" to describe the maturity, consolidation 

and workout stage (refer figure 2.1). 

In the private equity there are other categories such as the mezzanine capital 

and the buyout capital. Mezzanine capital or subordinated debt is another fonn of 

venture capital financing or leverage buyout funding. It is normally received at the 

later stages of the venture capital and can be in a buyout stage if the bank is giving out 

a loan that is not as much as the leverage buy-out (LBO) fund it is seeking. So the 

mezzanine fund will make a subordinated loan to the invested company that is below 

the bank's equity but superior to the equity from the leverage buy-out (LBO) funds. If 

an entrepreneur wishes to borrow from the mezzanine lender they may be charged 

higher as compared to the bank. Buyout capital or leverage buy-out (LBO) purchases 

the company together with the existing management using borrowed money. Figure 

2.1 shows the investment stages in the Malaysian venture capital industry. 

10 An Introduction to Private Equity. (n. d. ). Retrieved January 12,2007, from 
http: //www. bvca. co. uk/publications/, -, uide,, 'intro. htm] 
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Figure 2.1: Different Stage. ý of the Venture Capital Indu,, tr\ in Malaysia 
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In this study we only focus on the venture capital category. In the venture 

capital there are the start-ups, first, second, third round and bridge funds. The 

expansion stage consists of maturity, consolidation and workout stage. The venture 

capital companies have investment stages in which their business investments fall 

into. These investment stages are discussed in this study as listed below: 

Earl stage - Focuses on seed / Start-up stage and first round financing. The y L_ 

start-up stage is most risky as potential entrepreneurs only come foi-ward to the 

venture capital companies with a business proposal. Howevcr. in deVclOPing 

countries like Malaysia whcrc the small medium enterprise (SME) are vital for 

K\\cc Bcc, Chok. ('004. April 5). Collaboration with the Venture Capital lndumý'. Prc,, cnted at the 

, V,, soclation OfMci-chant Bank,, Tca Talk. 



economic growth and industrial innovation, start-up companies are important 

to put forward fresh ideas and innovation. Start-up is seen mainly in the 

technology and communication, manufacturing and biotechnology sectors 

recently. In this initial stage, the venture is still at the idea stage or may be in 

A- - the process of being organised. Hence, it requires finance for research and 

development, which is funded by the entrepreneur's own resources. 

9 Late/Expansion stage - Focuses on second stage, third stage and bridge 

funds. This is the stage where the proposal materializes. This stage requires 

skills for market penetration and determining that the idea in the proposal can 

be of demand in the market. The company is usually in the process of being 

set up or may have been in business for a short time. However, it has 

completed the product development stage. Although it requires less capital 

funding, the company needs greater assistance to initiate commercial 

manufacturing and sales of its products than a later stage company. 

* Maturity/Expansion stage - Focuses on LBO/MBO and Mezzanine funds. 

At this stage the company has already created the product or service and 

would require them the ability to market the product successfully. The 

company may need additional funds from the venture capitalists. At this stage 

the company may be near to break-even. The company is now established and 

requires capital for further growth and expansion. The company may or may 

not have made a profit at this stage. This is a period of rapid growth and the 

company will usually require several rounds of capital injection as it achieves 

the milestones set in the business plan. Some companies consider giving away 

their shares at this stage to raise some cash. At this stage some companies 

12 



consider going public. 

Consolidation stage - Focuses on leveraged buy-out funds and buYs and 

builds strategies. In an independently owned small business, a leveraged bu-,,, -- 

out occurs when a non-owner management team buys the company from the 

original owners. Any of these situations is called a leveraged buy-out or LBO 

because most of the money is invested into the company as debt. " 12 

* Workout stage - Focuses on tumaround funds, special situations and 

distressed debt. The venture capital may come to the rescue when the poor 

performance of a company results to losses and poor growth. In this case some 

venture capitalists may change the management before taking the last resort to 

write it off. In some cases, the business appears to still have potential and 

other circumstances may have slowed down the growth such as the 

inefficiency of the management team and lack of skills in marketing a product. 

The venture capital has more risk as compared to the buyout. "Investments by 

a venture capital fund can take the form of either equity participation or a combination 

of equity participation and debt obligation often with convertible debt instruments that 

become equity if a certain level of risk is exceeded. In most cases, the venture 

capitalist becomes part owner or a member of the Board of Directors of the new 

venture. Most investments are structured as preferred shares whereby the common 

stock often reserved by covenant for a future buyout, as VC investment criteria 

usually include a planned exit event (an IPO or acquisition), normally within three to 

seven years. In case a venture fails, then the entire funding by the venture capitalist 

12 Gladstone, David, & Gladstone, Laura (2002). Venture Capital Handbook: An Entrepreneurs Guide 

to Raising Venture Capital. New Jersey, Prentice Hall. pp. 17. 
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has to be written off. " " This is to give an idea of how the venture capital operates. 

A venture capital provides value added management to the invested company, 

and the entrepreneur whereas the finance companies such as banks do not take part 

with the entrepreneurs' company operations. Venture capitalists review business 

operations and advise the entrepreneur. In his case the venture capitalist becomes a 

partner to the entrepreneur and helps the entrepreneur to achieve their goals and thus 

achieve the venture capitalists as well. The venture capitalist does not just provide the 

money but they provide assistance also. The advantages of venture capital funding as 

compared to other method of financing are: 14 

e Long-term financial support - Venture capitalists offer a long-terrn equity 

finance that provides a solid capital base for the future growth of businesses. 

They are also capable of providing additional rounds of funding should it be 

required to finance growth. 

oA reliable business partner - Venture capitalist makes the perfect business 

partner, the one who shares both the risks and rewards of the business. Venture 

capitalists are rewarded by business success and the capital gain. 

* Sound operational and financial advice - Venture capitalists have 

experienced similar situations by other companies. Thus, they are verý' well 

informed to provide strategic, operational and financial advice to a company 

based on their past experiences. 

e Strong network of contacts - They have an extensive and strong network of 

Venture Capital. (n. d. ). Retrieved July 25,2005, from: http: "www. answers com 
14 The Venture Capital Advantage. (n. d. ). Retrieved July 25,2005, from http: //www. commerce- 
ventures. com. my/bizresource_vcadvantage. asp 
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contacts in various areas that may add value to the company such as providing 

contacts in international markets, introduction to strategic partners and 

positioning a new company in the marketplace. 

* Future capital raising - Companies will also benefit from co-investments, 

with other venture capital firms associated with the venture capitalist if they 

require additional rounds of financing. 

e Facilitation of Exit - Venture capitalists can help companies prepare for their 

initial public offering (IPO) and facilitating in trade sales. 

* To spur further growth in the industry - The Malaysian government has 

granted a tax exemption for venture capital management companies on income 

received from profit-sharing agreements, which would inspire venture 

capitalists to perform better and play a bigger role in creating and nurturing 

globally competitive companies. Some of the most common venture capital 

invested industries are manufacturing, information technology, 

communications, healthcare, biotechnology, manufacturing and services. 

Nevertheless, venture capital is not suitable for all businesses, simply because venture 

capitalists usually look fon" 

e Superior businesses - Venture capitalists seek companies with superior 

products or services targeted at fast growing or untapped markets with a strong 

strategic position. For leveraged management buyouts, they seek companies 

with high borrowing capacity, stability of earnings and an ability to generate 

'5 The Venture Capital Advantage. (n. d. ). Retrieved July 25,2005, from http:! /www. commerce- 
ventures. com. my/b i zreso urce_vcadvantage. asp 
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surplus cash to quickly repay debt. 

9 Quality and depth of management - Venture capitalists must be confident 

that the company has the quality and depth in the management team to achieve 

its aspirations. Venture capitalists seldom seek managerial control, as they 

prefer to add values to the investment such as fund raising. rrierLers and 

acquisitions, international marketing and networks, 

9 Corporate governance and structure - Most of the time, the introduction of 

a venture capitalist is preparatory to a public listing. The venture capitalist 

must be assured that the investee company has the willingness to adopt 

modem corporate governance standards such as non-executive directors, 

including a representative of the venture capitalist. Venture capitalists will stay 

away from complex corporate structures without clear ownership and where 

personal and business assets are conveniently merged. 

* Appropriate investment structure - Other than an attractive business 

opportunity, venture capitalists will also seek to structure a satisfactory deal to 

produce the anticipated financial returns to investors. 

* An exit plan - Venture capitalists look for the clear exit routes for their 

investment such as public listing or a third party acquisition of the investee or 

invested company. 

In summarý. the advantage of a venture capital to summarize all the point above is 

that it is a value added process and beneficial for the entrepreneur ývhere they get 

sonic ouidance from the venture capitalists since both ha-vc stakcs these 

investments. It is a partnership of ideas and sharing of responsibilities. risk and return. 
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2.3 Investment Funds 

Venture capital has several investment funds. These funds are not standardized 

in all venture capital companies in Malaysia. Venture capital funds are allocated for 

companies in the early stages of the business cycle such as the seed'start-up, 

development and growth. The private equity funds are allocated for takeovers such as 

the case of Management Buyout (MBO) and Management Buy-In (MBF). In other 

words, the private equity funds are catered to that at the later stages of the business 

cycle. 

2.4 Venture Capital Financial Instruments 

The type of financing is not standard among the entire venture capitalist and it 

differs on the basis of many factors depending on how the deal is structured. The 

types of financing at present are common stock or ordinary shares. preferred stock or 

preferred shares, convertible debenture and loan warrants. Common stock represents 

ownership and control within a company. Common stockholders have voting rights. 

The more stocks you have, your ownership stake in the company becomes greater. 

Common stockholders get dividend based on the company's earnings but not on a 

fixed trend. Common stockholders are at the bottom of the priority ladder in the event 

of' liquidation upon bankruptcy because common shareholders have rights to a 

compaiiý's assets only after bondholders, preferred shareholders. and other debt 

holdcrs havc hcen paid in full. This makes ordinary shares very risky but due to 

rnýii-ket sentiments it can out perform, the other securities in terrns of'capital gain. 

Preferred stocks do represent ownership in a company as %\ell but it does not 

have \-otiii, -, rights as compared to common stockholders. Preferred stocks" investors 

arc usually getting a fixed diý,, -idend forever in a forni of perpetuity. This is different 
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than common stock, which has variable dividends that are never guaranteed. In the 

event of liquidation preferred shareholders are paid first before the common 

shareholder but only after the company have paid the bondholders. In a venture 

capital, venture capitalist purchases preferred stock from the invested companies and 

they get dividend. It means that the venture capitalist gets return first before the 

common stockholders. 

Preferred stock may also be callable, meaning that the company has the option 

to purchase the shares from shareholders and in this case the invested company may 

want to purchase them from the venture capital. Preferred stocks are callable in two 

forrns, which are put option and call option. Put option gives the venture capitalist the 

right to require the invested company to purchase the shares that the venture capitalist 

owns in the invested company. The call option gives the company the right to own the 

venture capitalist shares within the invested company but not on the order of the 

venture capitalist like the put option. These preferred stocks can also be of so many 

types such as redeemable preference shares. cumulative redeemable preference shares, 

convertible preference shares and others. Below is the breakdown on the types of 

preterred stock. These instruments are widely used in Malaysia. They are: 

* Convertible Preferred Stock - Preferred stock that includes an option for the 

holder to convert the preferred shares into a fixed number of common shares. 

Usually anytime after a predetermined date. 

o Cumulative Redeemable Convertible Preference Shares - Shares can be 

bought back b,,, - the invested company from the ventUre capital bv exercising 

thcIr call-options (invested company) and put-options (venture capitalist) at 

the redemption date. 
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oo Redeemable Preference Shares - "Preference shares. which the issuing 

company reserves the right to redeem. The shares may. or mav not have a 

specific redemption date or dates. "" 

* Cumulative Preference Shares - "When a company fails to pay a dividend. 

holders of cumulative preference shares are entitled to recei,,, -e this missed 

payment when a dividend is next declared. This rule is cumulative and they 

are also entitled to the current dividend provided sufficient cash is available. 

These payments receive priority over the claims of ordinary shareholders. " " 

e Participating Preferred Shares - -A type of preferred stock that under 

certain conditions gives holders the right to receive earnings payouts o\,, cr and 

above the specified dividend rate. "" 

41 Loan stock - "Unsecured stock delivered to an entity that has furnished a loan 

tI or a company. Loan stock earns interest at a fixed rate, "" 

Another type of instrument used in the venture capital industr-v is the 

convertible debenture. This is a type of debenture that can be converted into some 

other security such as common stocks. The debenture is a loan to the invested 

companý by the venture capitalist. It gives the venture capitalist the option to 

exchange the bond for a predetermined number of shares in the issuing compan%. 

When tliey are first issued, they are just like regular corporate bonds, but with a 

slli, yhtl\ lower interest rate. The conversion ratio deterrnines how rnaný shares can be 

16 Redeemable Pretercnce Shares. (n. d. ). Retrieved No,,, ember 10,2005, from 
http: /'dictionzii-ý. itlocus. cot-n r, rcdeemable_preference 

- 
shares. html 

17 Curriulatke Preference Shares. (n. d. ). Retrie\cd Noýember 10,20W-,, frorn 
http: glossar,,. Itlocus. com curriulati\ c 

_preference - 
shares. html 

Is Part ic ipat ing Preferred Shares. (n. d. ). Retrie\ ed No\ ember 10,2005. from- http: ̀ ,, 'financial- 
di ct ionar\. the freed ict ionar\ . com' 
14 Loan Stock. 01A). Retrie\ ed July 5.21005. from -m\ estorwords. corn 
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converted from each bond. The convertible debenture works like a stock option 

whereby its price is tied up with the underlying asset. As the stock price moves up and 

down or becomes extremely volatile, so does the bond. The convertible debenture is 

mostly used in the later stage of the venture capital and the business cycle. 

The loan with warrants is where the venture capitalist , xill give loans to the 

invested companies and in return the loans will have stock option, which are warrants 

for them to buy stock in your company. Later on, when the loan is paid off, the 

venture capitalist will still have an option to buy the stocks in the invested conipan,.,,. 

This is similar to that of a junk bond. Just like the convertible bond. loan ý, ýIth 

warrants are mostly used in the later stage of the venture capital and the business 

cycle. Regardless of the types of financial instruments used, the choice depends on 

several factors. These numbers of factors affect the availability of the vanous types of 

tinancing, and their suitability and CoSt: 20 

9 Accomplishments and performance to date. It is stated that this is a big 

advantage for the existing small business and that the investors will be 

impressed by loyal customers. suppliers, channel partners and a business 

model that yields profits and free cash flow. 

o InN, cstor's perceived risk 

e Industry and technology 

e Venture upside potential 

o VentLire anticipated grow1h rate 

20 Spinelli, Stephen, Timmons, Jeffrey A., & Zacharis. Andrew. (21004). How to Ra 
' 
isc Capital: 

Tc-chniques andSti-atcgics 1(')i- Financing and I'aluing Your Small Bus, 'ness- Neýý ) ork: McGraw-1-1111 
Professional pp. 90. 
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e Venture age and stage of development 

Investor's required rate of return or internal rate of return 

* Amount of capital required and prior valuations of the venture 

Founders' goals regarding growth, control, liquidity and harvesting 

1P Relative bargaining position 

* Investor's required terms and covenants 

The author mentioned that existing businesses need both equity and debt to 

have a sound financial foundation of growth without excessive dilution of the 

entrepreneur's equity. "' Short term debts are used for working capital and are repaid 

by proceeds of its sale. Long term debts are used for working capital and to purchase Cý 

property or equipment that serve as collateral for the loan. 22 These factors will be very 

useful in assessing what type of financial instruments will be appropriate for the 

Mushdrakah. On top of that, we can also see at what stage the Mushdrakah will 

appropriately be applied. 

2.5 Types of Venture Capital 

This section provides some examples of the types of firms in the venture 

capital industry. There is the private limited partnership, corporate venture capital and 

angel investors. Private limited partnership gets their source of funding from 

insurance companies, companies, pension funds and others. The general partners (GP) 

manage the company and the investors are the limited partners. Limited partners do 

not take part actively in the management; they invest their money in a specific tinie 

21 lbid. 91 pp. 
22 1 bid. 91 pp. 
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period and wait to reap the returns when the time comes. They have no control on the 

funds. In this case, the active partner is the general partner who manages the funds 

and investments. The limited partner is the passive partner. Below are the list of pros 

and cons of the limited partnership: 

Advantages 

* LPs provide a legal structure to the establishment of the business. From a 

capital investment standpoint, limited partners' liabilit-Y is dependent upon the 

amount of capital invested. There are no limitations as to the amount of 

dividends that the general partners may receive from the business. General 

partners of a LP may be in the form of another person or company. 

* As a separate legal entity, LP's may own property, sue, and be sued in LP's 

name. 

Disadvantages 

e In a LP there must be at least one general partner and it is the general 

partner(s) that incur unlimited liability. 

o As in aný partnership, a LP must draft a partnership agreement, which governs 

ho\N the business is operated. In a LP the partnership agreement must state a 

date of termination. 

9 Since a IT is a legal entity. the formation of a LP requires more legal 

documentation than in a general partnership. 

Next \\c look at the advantages and disadvantages of a corporation as listed below: - 

Advantages 

s Limited liabilit, \ for the people who run the corporation. Shareholdci-s of the 

corporation are not liable for the debts and obligations of the corporation 



unless they provide a personal guarantee. 

9 Corporation has an unlimited life. The corporation will continue to exist even 

if the shareholders die, exit the business, and if there is change in ownership. 

* Easy to raise capital through the issuance of shares. 

9 Tax advantages. 

9 Losses from the corporation can't be deducted from the owner's personal 

income. 

Disadvantages 

o Subject to two tax returns, one for the business and one for your personal 

income. 

* Complicated registration procedures and high set up fees 

9 Arduous process in maintaining transparency and corporate governance due to 

size. 

Corporate venture capital acts more like a company but still similar to a 

partnership. Some large banks have this type of venture capital firm. The corporate 

venture capitalýs management would report to the CEO. They are subsidiaries to the 

corporation. They provide capital for start-ups and other potential businesses. Angel 

investors are wealthy individuals that provide funds to start-up companies. They 

would take part actively in the management of the business and add value to the 

investee or invested companies with their experience. An angel investor also puts 

funds in another venture capital to invest in potential businesses. 

2.6 The Venture Capital Process 

The venture capital process is about choosing the best investment and giving 



capital to the right entrepreneur is a long process. It involves many steps, which a 

prospective entrepreneur has to adopt when he approaches the venture capitalists. 

With reference to Paul Gompers and Josh Lerner mentioned that to limit opportunistic 

behaviour and ensure allocation efficiency a contractual relationship between the two 

parties is critical. 23 This shows the importance that through such process it can give a 

clearer picture as to what the business is all about and how the relationship can be 

built between the entrepreneur and the venture capitalist. Other than that, documents 

in the agreement between the two parties will bind both parties in their role in this 

partnership. The venture capital processes" are given below in chronological order: 

1) Venture fund reviews proposal 

2) Meetings with venture capitalist 

3) Venture company conducts due diligence 

4) Commitment letter 

5) Legal closing 

6) Working with venture company 

7) Exit for venture company 

2.6.1 Venture fund reviews proposal 

In the first stage of the venture capital process, venture capital companies 

review the business proposals that they receive. Business plans pour in to the venture 

capitalist but only a few are selected. Most venture capitalists ask for a business plan 

to make an assessment of the possible risk and expected return on the venture. Such is 

23 Gompers, Paul, and Lerner, Josh (2005). The Venture Capital O, cle. Cambridge : The MIT Press. 

pp. 66. 
4GIadstone, David, & Gladstone, Laura (2002). Venture Capital Handbook: An Entrepreneur's Guide 

to Raising Venture Capital. New Jersey, Prentice Hall. pp.. ) 56. 
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the risk averseness of the venture capitalist. 

2.6.2 Meetings with Venture Capital Company 

In the second stage a meeting with the venture capital company will take 

place. where the venture capital company and entrepreneur get to meet each other and 

establish a business relationship. It is also at this level the venture capitalist , \fll make 

points to see if the entrepreneur is trustworthy, of course it is a long process but first rn 

impression counts a lot. Once a proposal has been reviewed, it is subjected to a 

detailed evaluation or due diligence process. 

2.6.3 Venture Company Conducts Due Diligence 

Most ventures are new and the entrepreneurs may lack experience. Therefore, 

a complicated, proper evaluation is neither possible nor desirable. The venture 

capitalist therefore relies on a subjective evaluation. The venture capitalist evaluates 

the quality of the entrepreneur before appraising the characteristics of the product, 

market or technology. Therefore, before making a commitment some due diligence 

process has to be completed. This is the third stage in the venture capital process. 

"Dtic diligence simply means that the investor must conduct background checks on 

the managemcnt team, complete an industry study, and verify the representations in 

25 
your business proposaF. The venture capitalist is reviewing the entrepreneur. their 

company. and the industr,,,, in a thorough study. The venture capitalist is lookim-, for 

potential in the entrepreneur, management team, product, and the industrý and not 

Ii igence process, I orgettino the potential of the company to make money. In this due dili 

N ci-iture capitalist Nvould make visits to your company to see how the business is 

25 Ibid. 211 pp. 
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doing; this would be for existing business and not start-ups. Other than that. 

individuals or the entrepreneur's track records such as credit checks are in,,,, estiuated 

to ensure that he/she comes from a good business background. After through 

investigation and evaluation the venture capitalist would close up the deal N\Ith legal 

documents. 

2.6.4 Commitment letter 

The fourth stage is on issuing the commitment letter. In some instances the 

venture capitalist issues out a commitment letter which acts as an intermediate step 

between oral understanding and legal documents 
. 
2'This step involves writing down in 

a commitment letter the bargain struck by each side, so that both can agree to it in a 

semi-binding manner. " If neither can agree on the terms in the letter no legal 

documents can be drawn . 
2' Below are the contents of a standard commitment letter, 

they vary depending on whether it is financed through preferred stock or mezzanine t: ý 

loan. Most of the sample agreements and its contents that are used in this research are 

mainly obtained from the National Venture Capital Association and from the Venture 

Capital Handbook: An Entrepreneurs's Guide to Raising Venture Capital by David 

Gladstone and Laura Gladstone. 

2.6.4.1 Terms of investment 

The venture outline to the entrepreneur what they plan to do. Information 

on buy hack and redemption will be laid out in this part of the commitment letter. In 

this section the venture capitalist will mention the amount of preferred stock ftit thcN 

It, 01. idstone, David, & Gladstone, Laura. (2002) 1'enture Capital Handbook. -An Entrepreneur's Guide 
To Ruisiii, ý,, 1', 'wurc Capital. New JerscN. Prentice Hall. pp. 177- 
27 Ibid. 177pp. 
2: Ibid. I "'pp. 
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will purchase and at a specified rate. If it is a loan then the interest and the tenure of 

the principal and interest payment will be laid down. Disbursements of the funds are 

also stated in this section. The venture capitalist also states how much it will receive 

at the closing separate stock options to purchase stock in the company. The cost and 

the exercise price are all listed down. Another item mentioned in this section is the 

unlocking provision or the right of first refusal of the venture capitalist to exit from 

the invested company when there is an offer to buy the company. In this case, if the 

invested company does not agree on the offer, they have to buy back the venture 

capitalist's funds equity portion on the same amount as those in the offer. In this 

section there is also the put option whereby anytime after five years the venture 

capitalist may require the invested company to purchase their stock options and the 

conditions are specified. For example, the venture capitalist will want the invested 

company to purchase the resulting stock from the options at the higher of the 

following : 29 

9 $5 million cash 

9 120 percent of book value times 20 percent 

9 Five times net pre-tax earning for the year just ended times 20 percent 

ownership 

* Two times sales for the year just ended times 20 percent ownership 

9 Ten times cash flow times 20 percent ownership 

9 Appraised value times 20 percent ownership 

29 Gladstone, David, & Gladstone, Laura. (2002) Venture Capital Handbook: An Entrepreneur's Guide 
To Raising I -enture Capital. New Jersey, Prentice Hall. pp. 1833 - 
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Other than the put option there is also the call option in this section whereby it states 

the amount of stock options that the invested company can purchase from the % enture 

capitalist after the investment has been fully paid off. The amount of stock is the same 

as stated in the put option. Finally, exit options are also mentioned in this section and 

it gives the right to the venture capitalist to ask the invested compan-.,, - to register for 

listing. In relations to this, the venture capitalists also have -piggyback" rides where 

they can sell their shares as well when the invested company has registered for listing Z:, I 

2.6.4.2 Collateral and security 

This section of the letter is subject to mezzanine loan. In this section ý'OU see 

that the venture capitalist has a right on the land and building owned by the in-vested 

company. The venture capitalist is also interested in all the invested company's 

tangible and intangible assets. In this section you will also see that venture capitalist 

secure their loan to protect themselves in the case the company goes bankrupt. In this 

case, the venture capitalist is a secured creditor rather than being a general creditor. 

There is also a clause in this section that states the amount of stock the invested 

company owns and pledges as collateral for the loan. In the case of a preferred stock, 

the venture capitalist may ask the invested company to put its common stock in a 

% oting trust ý\ ith an independent trustee. In this case, the venture capitalist can get 

control of the company when the business does not turn out as expected. This section 

of' the commitment letter also requires the entrepreneur and his/her spouse to 

guarantee their investment and this is done so that the entrepreneur does not lea,, c the 

business. flowever. if the entrepreneur passes away the insurance policy ot' the 

deceased \\III pay back the venture capitalist's money. It is a requirement b\ the 

Neilture capitalist that the entrepreneur has a life insurancc policy. Business insuratice 

?S 



is also required by the venture capitalist. If the business is destroyed (for example bY 

an earthquake) the venture capitalists will get back their money. 

2.6.4.3 Conditions of the Investment 

This section of the letter states the conditions set by the venture capitalist 

which is important for their investment such as preparing monthly financial 

statements and reports of important events in the invested company. Calculations of 

certain ratios are also required by the venture capitalist with regards to inventory. 

accounts receivable and other collateral. A certified audit from an identified certified 

public accountant is also required by the venture capitalist and it is mandatory. 

Financial projections by the invested company are another condition important to the 

venture capitalist. This is to see how much money the invested company is spending 

and how much they are making. Another condition obligatory by the venture capitalist 

is on obtaining information from government bodies such as the tax institutions and 

the securities commission. The entrepreneur must provide the venture capitalist with 

this information as it is needed by them to monitor the company. The invested 

company must confirm that their company is not in any position of default to the 

banks or mezzanine lenders. When ownership is concerned the venture capitalist does 

not allow the invested company to give control or to sell the company to anybody 

else. The venture capitalist does not want to deal with another new management. In 

relations to ownership, the venture capitalist does not allow transfer of shares without 

their approval. Other conditions stated in this section of this letter are the number of 

board meetings to be held with the venture capitalists, location of the business and 

amount of money to pay the employees, expenses, brokerage fees, legal fees and 

attorney fees in the business. The amount of money has to get the approval of the 
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venture capitalist and it has limits. 

2.6.4.4 Representations 

The following representations are enticement for the venture capitalist to make 

this commitment letter. The commitment letter may be deemed -,,, -oid if any of the 

representations are not met. The representations listed in the commitment letter are: 

* Certification that your company is in good standing 

9 State the type of business the invested company is in 

* Certification that no lawsuit is taken against the invested company 

9 Certification that the entrepreneur has paid all taxes outstanding 

e Net worth of the invested company 

* Additional equity intended to be invested into the business by the entrepreneur 

* Amount of future investments by other investors 

* Information to the venture capitalist on how the money is spent 

41 Balance sheet figures after money is given 

e Providing venture capitalist with a copy of leases 

9 Representing to the venture capitalist that there are no brokerage fees and 

indemnify them against it I 

& Representing that none of the management are involved in crime 

9 Representing that a bank may give a loan and the entrepreneur must a 

copy of the bank commitment letter to thern 

0 



2.6.4.5 Conditions of Commitment 

This section of the letter contains conditions whereby without them the 

commitment letter will be void. These conditions are: 

41 Commitment fee 

e Closing date 

* Legal documents given must be acceptable to the venture capitalist 

Credit check and due diligence review on the company and the industry before 
I 

closing 

9 Visitation of the venture capital to the invested company 

9 Funds that are sought had already been raised and depending on the amount 

discussed between the entrepreneur and the venture capitalist. For example, if 

the invested company is not willing to put in the X amount of money in equity, I 

if the venture capitalist is unwilling to put in the Y amount of money, and if 

the bank is unwilling to put in their Z amount of money, then any of the 

concurrences can void the commitment letter. " 

2.6.5 Leeal closin 

The fifth stage of the venture capital process is on the closing. A closing 

occurs after the needed legal documents are put into operation bet-ween the in-vestor 

and the invested company after the capital is transferred in exchange t'or company 

omiership or debt obliption. There are two types of closino ý, vhich are closing for 

loan %Nlth options to purchase stock and closing to purchase preferred stock. In this 

. 10 Oladstone, Da\ id, & Gladstone, LaUra. (-)oo, ) 1',, 11tilre capital Hcoidbook: An EtIt"preneur Is Guide 
To Raisow 1ewitre Capital. NcNN JerseN. Prentice Hall. pp. 20 1. 



study we will focus on the closing to purchase preferred stock. The sections that are 

covered in the stock purchase agreement" as listed below: 

9 Purchase and sale - Lawyers will describe the sale of stock and the price 

being paid. 

* Affirmative covenants - This covers all the actions the invested company 

would take as long as the option to own stock is outstanding. The invested 

company will do the following (refer table 2.1) 

Table 2.1: Contents in Affirmative Covenants 

Provide the investor with detailed financial and operating information on a monthly basis 

Provide the investor with any documents filed with the Securities and Exchange Commission 

or other government agencies 
Provide an annual budget by a specific date each year 
Advise the investors any adverse changes in the company's status 
Maintain certain current ratios, working capital amounts, or net worth amounts 
Maintain life insurance on certain executives of the company 
Maintain property and liability insurance in sufficient amounts 
Elect a representative of the venture capital fund to the board of directors, or, if the venture 

capital is not on the board, notify the representative of the venture capital company when 
board meetings will occur so that the venture capital representative may attend the meeting as 

an observer. 
Provide access for the venture capitalist to the premises and to the books and records of the 

company 
Keep all equipment and property in good repair and in working order 
Comply with all applicable laws and regulations 
Maintain its corporate existence and other business existences 

Pay al I taxes and other levies of taxes against the company 
Maintain its corporate existence and other business existences 
Give the venture capital firm the right of first refusal on new financings in the future 

LN. otify the venture capitalist if you are in default on any loans or leases 

31 Ibid. 256pp. 
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e Negative covenants - Typical negative covenants include the following as 

listed in table 2.2 below. 

Table 2.2: Contents in Negative Covenants 

The company will not invest in other companies or unrelated activities 
The company will pay no cash or stock dividends 

The company will not expend funds for capital improvements in excess of certain amounts 
The company will not pay nor loan to any employee money in excess of a certain amount per 

year. 
The company will pay no brokerage fees and the like in excess of a certain amount 
The company will not transact any business with members of the board of directors or 

management or its officers or affiliated individuals 

The company will not dissolve, merge, or dispose of its assets 
The company will not change its place of business 

The company will sell no additional common stock, convertible debt, or preferred stock. 

* Equity rights - Covered in this section are the many equity rights of the 

venture capitalist, including the right to register the shares they own in any 

public offerings, and the right to require you to register the venture capitalist 

owned shares free of charge. These equity rights are the primary exit for the 

venture capitalist. 

* Representations and Warranties - Representing and warranting to the 

venture capitalist that certain things are true. Given below are the example of 

contents in the representations and warranties. 
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Table 2.3: Contents in Representations and Warranties 

Your co! pýýratioýn is in good_ Standing 

You are in compliance with all laws 

There is certain capitalization of your com 

There are no subsidiaries 

The financial statements are correct 

There have been no materials adverse changes since the last financial statements 

There is no litigation going on, or if there is, a description of it is attached as an exhibit 

The company is in compliance with all government regulations 

There are no defaults on current borrowings 

The company is current on all taxes 

The company has rights to any patents that it owns 

e Fees and Expenses - This section explains who will pay all the legal fees-, 

usually it is the seller of the stock. 

* Definitions - Short definition section. 

* Restrictions - Restrictions that are placed on the operation of the company. 

The invested company may have to operate under certain guidelines as long as 

the venture capitalist owns shares. 

9 Voting trust - Discuss the voting trust in detail. A ,,, oting trust mwy be 

involved in a sale of stock. The trust is set up at a bank trust department v,,, ith a 

bank trust officer as trustee. Your shares and the shares of other managers are 

ing trust, but onl\ put in the trust. The venture capital firm controls the voti 

under certain conditions can the venture capital firm vote the shares in trust. 

9 Employment agreement - The venture capital firm will ý\ant to enstire that 

key employees continue to , vork. for the companý. at least for a specific period 

of time. The venture capitalist will ask the key ernployces to sign one-way 
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employment contracts ensuring that the key people "-III be with the company 

as long as the venture capitalist is an investor. As part of the agreement. the 

employee may be asked not to reveal confidential company information if he 

or she is permitted to leave the company. The employment agreement can be 

turned around to the advantage of the entrepreneur. It can ensure that the 

entrepreneur's job is secure during a period in which the venture capitalist 

firm may have an opportunity to take over the company. 

e Consulting contract - Many venture capital firms play an active role in the 

management of the company in which they invest. They may help the 

company establish marketing or financial controls or to address any number of I 

problems that may arise in a new or small, growing compan, N. They vvill want 

compensation for the time and attention their consultants take to help the new 

business get off the ground. Compensation is usually arranged through a Z: ý 

contract with the venture capitalist for management consulting services. The 

agreement states the description of services, terms and amount of payment that 

will be made by the venture capitalist. 

e Conditions to Closing - As in the first closing above. there will be a section 

on indemnification, waivers, and notices. There will be a list of items that 

must be completed before closing can occur. 

2.6.6 Workiii(, i, with the Venture Capital Companv 

After closino the deal, the final stage of the venture capital process is on 

ý\orkin(. ) to(-, ether with the venture capital companies and this is similar to a business 

partner, whereby all ma . or policy decisions should be discusscd with them. It is also 
Ij 

ýit this stage trust is built and harnessed. The venture capital companies have the 



knowledge and experience and can guide the entrepreneur although the entrepreneur 

is responsible for the day-to-day operations. At this stage the venture capital company 

requires monthly reports from the entrepreneur as to monitor on the entrepreneur's 

progress. It is also important that the entrepreneur would carry out board meetinizs 

with the venture capitalist to keep them updated with the business progress. 

Sometimes a venture capitalist appoints a member into the company's board of 

director to monitor the business. 

In this matter both the entrepreneur and the venture capital company have 

their own appointed lawyer to close the deal. These legal documents cover what is 

expected from the entrepreneur and the responsibilities of the venture capital company 

together with describing the sale of stock and the price being paid. Looking at the 

legal documents it shows that every aspect of the investment is covered. This is only 

to ensure the long lasting relationship and having reference on the do's and don'ts in 

this business relationship since both have their stakes in this investment. 

Some examples of the documents are as below which is taken from the 

National Venture Capital Association. A "template" set of model legal documents for 

venture capital investments put together by a group of leading venture capital 
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attorneys. The model venture capital financing documents consist 

e Term Sheet - This is a shorter version of the commitment letter. 

9 Stock Purchase Agreement - This forth the basic tenns of the purchase and 

sale of the preferred stock to the investors (such as the purchase price, closing I 

date, conditions to closing) and identifies the other financing documents. The 

") National Venture Capital Association. (n. d. ). Retrieved January 21,2006 from 
IMP: 'www. nvca. org/model dOCLIments/model docs. html 
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main items of negotiation in the Stock Purchase Agreement are therefore the 

price and number of shares being sold. and the representations and , varranties 

that the company, and sometimes the founders as well. must make to the 

investors. 

* Certificate of Incorporation - This is a key document produced in corinection 

with a venture capital portfolio investment. Among other things. the 

Corporation's Certificate of Incorporation establishes the rights, preferences, 

privileges and restrictions of each class and series of the Corporation's stock. 

* Investor Rights Agreement - This agreement can cover many different 

subjects. The most frequent are information rights, registration rights, 

contractual **rights of first offer or pre-emptive" rights i. e., the right to 

purchase securities in subsequent equity financings conducted by the 

Company), and various post-closing covenants. 

Voting Agreement - This document states the voting rights of the investor. It tn t-- 

also states the common stockholders' right to vote their stock in relations of 

the company. Preferred stock usually has the right to vote when the preferred 

dividend are in default for a specified amount of time. The rights to vote may 

be allot by the stockholder to another person. 

9 Right of First Refusal and Co-Sale Agreement - The stockholders are 

granted the invested company's right of first refusal to purchase the shares of 
I Z: ý 

the invested company's Preferred Stock or Common Stock o, ý\ned b-, - them or 

issued to thern in the future. 

Management Rights Letter - This is a form of agreement giving an in\ c,, ýtor Z7 

purchasing preferred stock the right to attend board meetings and tov-etlier %\lth 
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other connected rights. 

9 Indemnification Agreement - This agreement can be used for both officers 

and directors of the corporation. In some cases, a director , vill serve as a 

nominee of one or a group of investors (e. g., an individual venture capitalist 

serving as a nominee of a venture capital fand). Some investors request that 

they also be covered by the indemnification agreement. Since the 

indemnification rights provided by this agreement cover liability arising by 

virtue of "corporate status". This agreement would only ývork to indemniýN- 

investors in a case where the investor is acting as an agent of the corporation. 

These agreements are based on the practice in the United States. This is to givc 

an idea on the content of the agreements between the venture capitalist and the 

invested company. This later on can be compared to that of the features and guidelines 

listed out in a Mushdrakah structure. The agreements listed above may not be the 

same in Malaysia due to differences in the business law in each country. However, the 

contents basically cover the same areas in the agreements mentioned above. 

2.6.7 Exit Mechanisms 

venture capitalist does not want to keep the invested company in its 

portfolio forever and depending on the investment focus and strategy of the ý'cnwre 

firm, it \vill seek to exit the investment in the portfolio company. The skill of the 

venture firm in successfully exiting its investment will cletermine the SLICCeSS Of tile 

cxit for the %-ciiture capitalist and the entrepreneur. Belo,,, N- are several exit stratcgies 

applied in the venture capital industry. 

2.6-7.1 Initial Public Offerinty, UPO) 

This is the first sale of stock by a company to the pUblic. A company can rai-se 



money by issuing either debt (bonds) or equity. If the company has never issued 

equity to the public, it is known as an IPO. " It is quite time consuming for a compan'. %- 

to prepare the company for an IPO. The invested company must have a board of 

directors, audited financial accounts, lawyers, consultants and etc. The most important 

is the underwriters who are investment banks or merchant banks responsible for 

setting up the price for the share of the invested company and set up a prospectus for 

the potential investors. The process will also be reviewed by the securities 

commission to see if the regulations are adhered to. The companies and venture 

capitalists go for listing because they can sell their shares at a higher price as 

compared to a private placement. IPO would allow the entrepreneur and the venture 

capitalist to sell the shares at a higher price in the public market. In this strategy a 

company needs to be transparent, as they have to provide information to their 

shareholders such as audited annual reports. 

2.6.7.2 Management Buyout (MBO) 

Managers and/or executives of a company purchase controlling interest in a 

company from existing shareholders. " This method requires a willing seller. Typical 

reasons for the purchase of a business by its existing management are :35 

0 Certain parts of an organization are no longer seen as a core competence / 

no core activity by its parent company 

0A company is in financial distress and 'needs the cash' 

Initial Public Offering (n. d). Retrieved July 26,2005 from 
llttD: //WWW. inve. -, tonedia. com/university/ipo/ipo. asp 
34 Management Buyout (n. d. ) Retrieved July 26,2005 from 

.1a. 
com/university/ipo/ipo. asp 

, Management Bu)-, -Out (n. d. ) Retrieved September 14,2006 from 
h ttp: " ý'Nvww. value basedm ana gem ent. net/m ethods management buv-out. htmi 
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0 Parts of acquisitions that are not wanted 

0 In case of a family business: succession issues through retirement of the 

owner 

0 The management team stands to gain independence and autonomy, a 

chance to influence the strategy and future direction of the company and 

the prospect of a capital gain. 

Attractiveness of the Management buy-out approach to a seller: " 

0 Speed - An MBO can be much quicker than a trade sale. 

Strategic considerations - For example the selling party may not wish 

competitors to acquire control. 

0 Confidentiality - The selling party may not wish to let competitors have 

access to sensitive information that would be disclosed during a trade sale 

process. 

Familiarity - With an MBO the selling party can continue to deal with a 

management team with whom it has an established relationship. 

0 Pricing 

Some ways to exit through (MBO) is by exiting through puts and calls. The 

put option gives the venture capitalist the right to buy the company's share and the 

call option is the right for the company to buy the venture capitalist shares at a 

predetermined formula. These formula and valuation are based on the price/earnings 

ratio (P/E), net to asset value (NTA) and cash flow analysis. 

'6Management Buy-Out (n. d. ) Retrieved September 14,2006 from 
littp: //www. valuebasedmanagement. iiet/methods management buy-out. htmi 
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2.6.7.3 Mergers and Acquisitions 

A merger is a combination of two companies to form a new company while an 

acquisition is the purchasing of one company by another with no new company being 

formed. " Negotiating with the company to merge or acquire depends on how slow or 

fast the deal can be structured. In some cases due to bureaucracy the process can be 

very slow. Apart from that, the valuation of the company if it used different formulas 

and technique may result in a bad deal for the company and the venture capitalist. 

However, if the acquiring company has a good track record and well established the 

synergistic benefits would be to the advantage of the invested company and venture 

capitalist whose stake still exists in the invested company. 

2.6.7.4 Mannement Buy-In (MBI) 

Management buy-in happens when group of investors outside of a company 

purchase a controlling block of shares and keep the existing management. " It can also 

work in a way where new management is brought in by the investors. The investors 

involved in the MBI believe that the company and its current management are of great 

value. A few representatives from the group of investors will usually be appointed to 

the company's board of directors . 
3' The investor in this case may add value in terms of 

marketing the product or services and industry outlook. In some cases. the new 

investor may be another venture capitalist and it can prepare the company towards 

listing. Venture capitalists look upon sector experience and skills as being important 

for an MBI potential candidate to make sure that they understand the business, are 

37 IPO Basics: What is An IPO? (n. d. ). Retrieved October 14,2005, from 
httD: //Www. investoped i q. comJun ivers ity/ipo/ipo. asp 38 lbid 
39 lbid 
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reliable, credible and to build a new solid relationship NA"th the ne%v management 

team. 

2.6.7.5 Exit by Puts and Calls 

A put is a right given to the venture capitalist to require the entrepreneur to 

buy the venture capitalist's share in the company at a predetermined formula. A call is 

a right given to the entrepreneur to purchase the venture capitalist's ownership at a 

predeten-nined formula. To name a few are price/earnings ratio, book value and 

multiple cash flow. 

2.6.7.6 Liquidation of the Company 

If a business performs poorly, the venture will take a move to liquidate the 

company and sell off its assets. The land, building, machinery, equipment, and other 

assets are worth more in liquidation than they are going as a business. " Regardless of tý 

the exit strategy used the venture capitalist and the entrepreneur wants a higher return 

of the initial investment. Therefore, any exit strategy that brings them higher return t-- tn 

and the hi0hest return would be the best exit strategy. Apart from that, each business 

is different, an exit plan should take into account the industry, business cýclc. 

manao, ement, and more. The introduction of the number of exit strategies applied by 

the vcMure capitalist in this section is meant to give an insight on what type of exit 

stratcov is suitable for a Mushdrakah fund operated by a venture capital and this is 

further anal\ sed in the analysis chapters. 

'0 Gladstone, Da\ id, & Gladstone, Laura (200-1). I'mittre Cupital Handbook An Entrepreneur s Guide 

to Raisim, 1enture Ceipital. (New. lersc\, Prentice Hall). 256pp. 
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2.7 The Malaysian Venture Capital Industry 

The Malaysian venture capital is still at its infancy and gets the support from 

the Malaysian government. Being an emerging economy the venture capital industry 

can be a platfonn for innovating new technology, products and services. Malaý, 'sia in 

the new millennium has moved towards the manufacturing sector and services have 

gained importance as well. Looking at the United States and the success stories of big 

conglomerates such as Microsoft Inc. which started from a venture capital financing 14, 

it is obvious that such financing has tremendous potential in Malaysia to contribute to 

the economic growth, employment, technology and knowledge based enterprises. In Z-- 

Malaysia, the venture capital companies normally focus on the early stages. 

The venture capital industry started in Malaysia with the establishment of the 

Malaysian Ventures Berhad in 1984. The number of venture capital companies rose to 

six in 1990 and thirteen by 1992. The numbers then soared after the establishment of 

the Multimedia Super Corridor where incubators were set up. to nurture small 

companies in the technology industry. Apart from that, tax incentives for the ý, 'enture 

capital industry had contributed to the steady growth of the industry. The end of 1998 

the registered numbers of venture capital companies with Bank Negara Malaysia 

almost doubled to twenty-three. Venture capital financing is gaining increasing L_ 

simply because the cost of recognition as an alternative source of funds in Malaysia, 

borrowing is high and the economy is very unpredictable. 

Growth in the earlier period , vas mainly financed bý loans from the banking 

svstcni and the issue of debt instruments b\ the Malaysian -, ovemment. In 1970 fbi- 

example. financing via bank loans and by the public sector (%\hich %vas mainly 

throLigh NIGS) together accounted for 91 percent of total financin(-,. . \--s a result oftlic 
L- - 

shift in public policý in the 1980s to consolidate its activities and to promote the 



private sector as the main engine of economic growth, new financing patterns 

emerged. The share of financing by the public sector declined from 433.1 percent in 

1970 to 20.9 percent in 1980 and 11 -1 percent in 1990. Much of the financing of 

private sector activities during the 1980s and 1990s continued to be intermediated 

through the banking system. 

In recent years, as a result of the Malaysian's government efforts to develop 

the private capital markets, the equity and private debt securities (PDS) markets have 

expanded significantly to complement and to diversify the risks away from the 

banking system. The share of financing from the equity market has increased from 1.2 

percent in 1980 to 22.8 percent in 1990, while the share of PDS has risen from 5.6 

percent in 1990 to 24.8 percent in 1998 and 43.9 Percent in 1999. While the share of 

venture capital, though relatively small, it has however, been rising from 0.1 percent 

in 1992 to 0.5 percent in 1998. The Malaysian government is a strong supporter of the 

venture capital industry and it is highlighted in the Financial Sector Master Plan. The 

venture capital industry has given tremendous growth and investment opportunities to 

the Malaysian economy. "At the end of 2005, the number of committed funds has 

risen to RM2.6 billion from RM2.1 billion in 2003. The number of investee 

companies has also grown by 30 percent since 2003. Statistics also show that the 

private sector is fast taking over the role of Government as the prime source for these 

funds. It has become more apparent, that Malaysia is now experiencing a strong 

acceptance of venture capital, as an alternative vehicle into the mainstream capital 

market products of debt, equity and derivative instruments. "" 

41 Anwar, Zarinah. (1006, August 2 1). Venture Capital Investors Forum. Retrieved January 10,2007. 
from http:! /www. sc. coiii. my,, ý-ený, Y, "htini/resources/speech/sp 20060821 -htmI 
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This clearly shows the importance of venture capital financing in Malaysia. 

This also gives opportunities or foreign capital to flow into Malaysiaý's economy. 

Apart from that, the growth of the venture capital will help in the improvement in 

employment levels as well, since more small businesses are created and more 

manpower is needed. Some of the recommendations for the venture capital industry in 

Malaysia are summarized and listed below. " 

* To chart the strategic direction for Malaysian venture capital industry and act 

as single reference point for all government initiatives and incentives 

* Coordinate and ensure other elements develop in tandem with the venture 

capital industry 

e To increase availability of venture capital financing as well as stimulate more 

new ventures especially ICT industry 

e To ensure effective utilization of funds, consideration given for management 

of funds to be outsourced to private sectors/corporations with necessary 

expertise 

9 Tax incentives are in the form of tax deductions equivalent to amount of 

investments made in approved venture capital companies at start-up, seed 

capital and early stage financing. 

* To encourage more companies to list on MESDAQ and build interest and 

market liquidity and make exit mechanism for venture capital companies more 

attractive to increase venture capital investment 

42 Financial Sector Master Plan (n. d. ). Retrieved March 5.2005, from 
http: //www. bniii. gov. my/index. php? ch=20&pg=32&ac=24 
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* Malaysian venture capital companies should form smart partnership with 

venture capital companies in organisation of Islamic countries - help enhance 

pool of available venture capital funds in Malaysia 

The Malaysian Exchange of Securities Dealing and Automated Quotation 

(MESDAQ) was launched in 1997 to give a platfonn for companies in the ICT 

industry to raise equity capital and to promote the venture capital industry by 

providing an exit mechanism for their investments. On top of the recommendations 

listed in the Financial Market Master Plan, the Malaysian Venture Capital Association 

(MVCA) was also established in 1995 with the objective of promoting and developing 

the Malaysian venture capital industry. One of the MVCA's recent initiatives is the 

founding of the Venture Capital Consultative Council (VCCC) which is in 

collaboration with the National Economic Action Council of the Prime Minister's 

Department. Table 2.4 shows an overview of the venture capital growth in Malaysia. 

Table 2.4: Sources of Financing in the Malaysian Econolpy. 

Sources of Financing for the Economy (% share) 

Banking 

System 

Public 
Sector PDS Equity 

Industrial 
Finance 

Institutions 

Venture 
Capital External 

1970 47.9 43.1 0.0 9.0 0.0 0.0 0.0 

1980 66.6 20.9 0.2 0.0 0.0 11.0 

1990 56.7 11.1 5.6 0.5 O-o T 3.3 

1998 23.0 37.2 24.8 4.7---] 4.1 0.5 5.7 

1999 18.5 15.4 43.9 9.3 2.4 0.1 1 

Source: Akhtar Aziz, Zeti. (2000ý 

However, the number of venture capital companies has risen since then. In 2005 the 

" Aziz, Zeti Akhtar. (2000, March). Accelerating Economic Growth through Venture Capital. Speech 
delivered at the Venture Capital Europe-Asia 2000 Conference. Putra World Trade Center, Kuala 
Lumpur 
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Malaysian Venture Capital Development Council was established. The Malaysian 

Venture Development Council's tasks are: ' 

9 To provide vision and direction and assist in the development of the venture 

capital industry 

9 To advise the government on overall development of the venture capital 

industry 

41 To facilitate greater co-ordination of strategies and initiatives relating to the 

venture capital industry 

* To act as a conduit between policy-makers and practitioners in relation to the 

development of the venture capital industry 

All that is stated in this section clearly shows the Malaysian (-Yovemment 

encouragement towards the venture capital industry in Malaysia. Though the numbers 

are increasing and the funds are expanding, the industry is still at its infancy. Therc is 

potential for further development and for new innovation in terms of products, 

services and financial engineering to take place. 

2.8 Statistics and Development of the Venture Capital Industry 

The venture capital industry in Malaysia expanded further through out the Z-- 

ycars and hopefully becoming one of the main source of financinu, in the future. 

Below are statistics on the venture capital industry in Malaysia that can give us aii 

o\, ci-\ ic\\ on its development and progress. Table 2.5 and 2.6 shows the ke% statistics 

of the venture capital industry in Malaysia by analyzing the amOLint of investment 

rom 44 Securities Commission Malaysia. Annual Report (2005) RetrieNed September 5.2006-A' 
IMP. 

- 
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taken by the venture capitalist from the year 2001 up to 2004. 

Table 2.5: Snapshots of the Venture Capital Industry (2001-2002) 

L 3"ý A- at end 2001 As at end 2002 

Venture capital funds (RM million) 2497.7 -1536 

Total Investment (RM million) 968.5 1112.4 

No. of venture capital companies/ funds 41 46 

No. of venture capital fund management companies 19 20 

No. of investee companies 235 297 

Total Investment (RM million) 118.7 191.4 

No. of investee companies 47 80 

Table 2.6: Snapshots of the Venture Capital Industry (2003-2004) 

As at end 2003 As at end 2004 

Venture capital funds (RM million) 2118.1 2266.0 

Total Investment (RM million) 878.7 1058.0 

No. of venture capital companies/ funds 43 38 

No. of venture capital fund management companies 31 34 

No. of investee companies 298 332 

Total Investment (RM million) 227.2 289.3 

No. of investee companies 115 139 

Source for both Table 2.5 and 2.6: Bank Negara Malaysia Annual Report 2004 

Based on the Bank Negara, Annual Report the number of venture capital 

companies in Malaysia has risen from forty-one to forty-six at the end of 2002. The 

Malaysian government has stakes in nineteen, reflecting the important role of the 
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Malaysian government in promoting growth of the venture capitai 'ndustn, -. " ,, 
\mon, -, 

the balance of eleven venture capital companies without Government shareholding. 

nine are subsidiaries of financial institutions. In terms of participation from non- 

residents, nine or thirty percent of the thirty venture capital companies ha-v c some 

form of foreign shareholding. From the nine, only one venture capital compan. y has a 

majority foreign stake. 
46 

There were slight increases and decreases in the number of venture capital and 

venture capital management companies in the year 2003 and 2004. However, the total 

investment went further up compared to the previous years. which shows the 

importance of the venture capital financing in Malaysia. Total available funds for 

venture capital investments grew by 7 percent to RM2.3 billion. 47 Total investments 

increased slightly by 62.1 million in the end of 2004 amounting to RM289.3 million. 

which is not an aggressive jolt. Thus shows that the venture capital industry in 

Malaysia is still moving at a slow pace and contributing to the GDP at a little 

percentage. In terms of the stages of financing, Table 2.7 shows that 36.6 percent of 

the investments during 2004 were in the expansion/growth stage. 

45 Bank Negara Mala\ sia Annual Report. (2002). Retrieved September 5.2006. from 

11 ' 
4o lbid 

gara 
Malaysia Annual Report. (2004). Retrieved September 5,2006, from Bank Nei 

h.. p: w\\v. bnm '_: m 
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Table 2.7: Investment by Stages (2004 and 2005) 

Investment by Stages (2004) Investment bY Stages (2005) 

Business stage RM mil % Share RNI'000 % Share 

Seed capital 16.1 5.6 11,643.1 2.7 

Start-up Capital 19.3 6.7 25,116.0 5.8 

Early stage 48.9 16.9 107,276.3 24.9 

Expansion/Growth 105.8 36.6 61,569.0 14.3 

Bridge, Mezzanine, Pre-IPO 67.2 23.2 162,204.8 37.6 

Management Buy Out 19.2 6.6 29,664.0 6.9 

Management Buy In ... ... 14,700.0 3.4 

Cashing out (Secondary Purchase) 0.6 0.2 1,642.0 0.4 

Other types of investment 12.1 4.2 17,748 4.1 

Total 289.4 100.0 431,563.2 100.0 

Source: Bank Negara Malaysia Annual Report 2004 and 2005 

Meanwhile, investments in the seed capital and start-up stage accounted for 

only 5.6 and 6.7 percent respectively. The numbers have increased slowly compared 

to the previous years. Although this stage of financing is considered very risky, the 

increase in the percentage shows those venture capitalists are slowly becoming less 

risk averse. In the year 2005 the number reduced and there is an increase in the later 

stages (Expansion/Growth, Bridge, Mezzanine and Pre-IPO). However, focus is still 

given to the early stage investment. Several government grants have also been set up 

for small-and medium scale enterprises that require financing particularly at the early 

50 



stage. The available governrnent grants include the following: 48 

* The N/ISC Research and Development Grant Scheme; 

* The Industry Research and Development Grant Scheme- 

* The Demonstrator Application Grant Scheme; 

e The Technology Acquisition Fund; 

* The Commercialisation of R&D Fund. 

I lowever, the numbers are still small compared to countries like Singapore and China. Z-- 

Bridge, mezzanine. Pre-IPO comes in second place with 23.2 percent in 2004 and 

37.6 percent in 2005, which shows that investors are comfortable financing at this 

stage because risks are not that high and the companies are geared to exit at this stage. 

In terms of outstanding investments by stages, the expansion/growth, 

bridge/mezzanine/pre-IPO and start-up capital stages received the bulk of venture 

capital investments since 2002. " This shows both emphases on ventUre capital 

financing and also on the private equity financing. 

Despite the strong growth in terms of funds mobilized there are several 

limitations to ffirther expand and develop the venture capital industry in Malaysia. " 

The limitations are: 

* Limited sources of funds for venture capital companies due to their inherent 

high risk and the long-term nature of their investment. 

48 
'ý\ZiZ. Zeti. Akhtar. (2000, March). 

. -Iccelerating Economic Growth thi-ough 1enture Capital. Speech 
delivered at the Venture Capital Furope-Asia 2000 Conference. Putra World Trade Center, Kuala 
I. L1111pur. 
41) Bank Negara Malaysia Annual Report. (2004). Retrieved September 5,2006-from 

ý0' I fon"fal-I - Economics ancl the Vlalmsian Financial Sv *e\ed September 5.2006, f-orn stein. (n. d. ). Retri 
httL)L--\\-N\ wAbbm oro rn\ fijes/cert G BQ DBFS. aspx 
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e Comprehensive information on the venture capital industry - in particular 

information on investment opportunities, the nature and performance of 

venture capital as well as the areas of venture capital funding, is generally 

lacking. This had caused a general lack of awareness and misconception ol'the 

role of venture capital financing. 

* Shortage of skilled workers and difficulty in assessing and appraising 

technology-based projects has also led to reluctance on the part of the ventLire 

capital companies to fund and finance technology -related projects. 

* Inability of venture capital companies to spread the high risks associated with 

investment in technology companies past the conceptual stage in the product 

development life cycle. The long time frame involved in receiving returns 

from investment in venture capital funds has also discouraged investors from 

investing in venture capital. 

If we look at the first two points, we can see that there is potential for Mushdrakah 

tI unds. The profit-loss sharing element in the Musharakah can make it an attractive 

fI und to the entrepreneurs and also to the shareholders. There is no zero-sum game in 

this matter. The areas that can be a good platform for Mushdrakah funds, such as 

aoricultUre, manufacturing technology and biotechnology can also be widened and 
t, C" II 

urther developed, through the management sharing that exists In the Mushdrakah 
t: ý 

t1ii-ids. Thouoh some companies in Malaysia and some Middle Fastem companies 

ha\ c used this method, the numbers are still small. This study further investigates to 

find the potential to further increase the usage of the Mushdrakah funds m the venture 

capital lndustrý. 



2.9 Small and Medium Sized Enterprises (S. NlEs) 

SME or the Small Medium Enterprise plays a significant role in Malaysia's economic 

growth. The SME can be a breakthrough for innovation and the market of new 

concepts for any product and service. Some advanced economies have succeeded 

because SMEs form a fundamental part of the economy, comprising over 98 percent 

of total establishments and contributing to over 65 percent of employment as wc1l as 

over 50 percent of the gross domestic product. " Although the numbers might be lower 

in Malaysia, SMEs have the potential to contribute substantial Iv to the economv and 

can provide a strong foundation for the growth of new industries as well as 

strengthening existing ones. " The government has put a lot of effort in developing the 

SME. In June 2004,, the National SME Development Council was established to 

coordinate inter-Ministry and Agency efforts on the SME development. Ministry and 

Agency's task also includes providing a policy strategic framework for the indLIStrV'S 

tI uture. The strategies for the SME Development as posed by the National SME 

Development Council are: 

e Strengthening the infrastructure for SME development: 

* BUIlding the capacity of domestic SMEs: and 

* Enhancing access to financing by SMEs. L- 

Other than that, the Malaysian government has provided a comprehensl%, e set of 

programmes through the various Ministries and Agencies. which are broadly 
Z7 - 

SA fE's. (n. d. ). RetrieN ed Januarý 14. '007, from 

inclex. plip'? ch=-, &, pýý---'&Iaiia 
52 lbid 
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categorized into "Financial Assistance" and "Business Support Services". " The 

financial assistance is broken down into several categories listed below. ' 

By Types of Financial Assistance 

e Soft loans 

o Grants 

9 Equity Financing 

o Venture Capital 

o Guarantee Scheme 

9 Tax Incentives 

The financial assistance and the business services offered by the government 

facilitate the financing by the venture capitalist as well. The venture capital is 

categorized as private sector funding. The venture capitalists are willing to take a 

stake in a business where they will provide capital, usually in exchange for a minority 

stake in the invested company. Businesses with potential for listing on the stock 

exchange are favoured targets for venture capitalists. The money is often provided for 

long-term expansion projects. This gives room for new funds or financial structure to 

fund companies at the start-up stage or at the later stage. If the financial structure to 

fund new companies provides good return, and adds value to the company in terms of 

management, transparency and corporate governance, it may be of demand in the 

market. Given that the SME industry in Malaysia is slowly moving upward, there is 

53 Government Programmes. (n. d. ). Retrieved January 14,2007, from 
httD: //www. smeinfo. coiii. mv/index. php? ch=2&pg=3&lan, a 
54 lbid 
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no doubt that the market is present to be utilised. Though some companies may have 

used Mushdrakah funds before, the number is relatively small. One may ýýonder on 

the reason for not utilizing such Islamic financial instrument. 

-Initially the National Small and Medium Enterprise Development Council 

have approved a comprehensive microfinance institutional framework to promote the 

development of a sustainable microfinance industry in Malaysia. The development of 

a sustainable and commercially-driven microfinance industry is important to ensure 

that micro enterprises have adequate and continuous access to financing. The 

comprehensive microfinance institutional framework is important as currently. 80 

percent of SMEs are micro enterprises. The Council approved the transformation ot' 

Bank Simpanan Nasional into a specialised microfinance institution. Bank Simpanan 

Nasional will be introducing a loan package for micro enterprises. with a maximLiiii 

loan amount of RM50,000 for up to five years. 

The loan will be provided to micro enterprises with viable business acti% ities, 

at commercial rates with repayment incentives given to good borrowers. Credit 

cooperatives, are another important provider of microfinance identified and initiatives 

ývill be adopted to strengthen the cooperative movement, including through the 

cstablishment of Suruhanjaya Koperasi Malaysia. Other institutions that -ýmll be 

of, fering, microfinance are Bank Kerjasama Rakyat Malaysia Berhad and Bank 
I 

Pertanian Malaysia. In particular, Bank Pertanian Malaysia will provide microt-mance 

tor agriCUItUre and agro-based businesses. `5 t--, ) 

The microfinance industry plays a major role in terms of financing lor the 

', ', \IL,. s. I loý\c%cr. banks do not provide management advice to these new usinesscs. 

55 Kcv DeciSions of the FilihAalional SAIE Development Council A feeting. (n. d. ). Retrjcýed Januarv 
10,20o'. from litt : NN\\\\. bni go\. my, a c-= 1, ), S, PL --- ---- 11- ý index. php? chý- S&, pg- 14& 



Although most businesses must give a comprehensive proposal as part of the loan 

application, management value added provided by the venture capital financing can 

be a useful tool for the entrepreneur of the new company. Their ownership may be at 

stake, but that is negotiable in the venture capital industry. This gives room for 

improvement on structuring new funds and improves current existinLT funds that , vIII 

give returns for both financier and to the entrepreneur. The usage of the Nlushdrakah 

in the venture capital industry is not as widespread as compared to the conventional 

method of financing. Given if the Mushdrakah funds are structured effectively, it may 

be a demanding tool of financing for both parties. 

2.10 Sectors Invested by Venture Capital Companies in Malaysia 

The importance of the manufacturing sector is clearly shown %ý lien the 

Industrial Master Plan (IMP) was formulated to further develop the manufacturing 

sector in Malaysia between 2001 and 2003. Table 2.8 and 2.9 shows the breakdown of 

the sectors invested in by the Malaysian government. 

Table 2.8: Outstanding, Venture Capital Investment by Sectors (2001-2003) 

Share of investments by sector 2001 2002 2003 

Manufacturing 4' ). 7 40.9 33 4.7 

ICT 17.0 19.4 37.1 

Life sciences, medical, healthcare, bio-tech etc 4.8 7.7 16.8 

Others 33 4.4 .0 
11.4 

Source: Bank Negara Malaysia Annual Report 2004 



ing Venture QVital Investment by Sectors (2004-2005) 

As at end 2004 As at end 2005 

Sector 
RM 
mil 

% 
Share RM'000 % 

Share 

Information and communications technology 446.2 42.2 661,189.2 45.9 

Manufacturing 269.2 25.4 292,906.2 20.3 

Life sciences 194.7 18.4 270,574.1 18.8 

Education 38.4 3.6 59,325.0 4.1 

Electricity, power generation, gas and water 17.4 1.6 4,740.0 0.3 

Wholesale, retail trade, restaurant and hotels 10.3 1.0 12.024.0 0.8 

Financing, insurance, real estate and business services 6.8 0.6 15,963.2 1.1 

Construction 0.1 0.0 100 0.0 

Transport, storage and communications 0.0 0.0 15,970.0 1.1 

Others 74.9 7.1 108,748.4 7.5 

Total 1058.1 100.0 1,441,540.2 100.0 

Source: Bank Negara Malaysia Annual Report 2004 and 2005 

It is clear that manufacturing and information technology are the sectors highly 

invested in by the goverment and also by the private venture capitalist. Since the 

inception of the Multimedia Super Corridor, the ICT industry has boomed at quite a 

good pace in Malaysia. By the year 2003 the investments in ICT surpassed the 

manufacturing sector by approximately three percent. The ICT industry remains the 

lead in receiving venture capital funding. In the year 2005 percentage of funding in 

the ICT sector rose to 45.9 percent. The role of venture capitalist in t is sector can 

further boost the growth and this is highlighted in some of the Malaysian goverment 

policies in providing the supporting infrastructure and facilitating the development of 
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technology and knowledge-based enterprises. Some of the initiatives include the 

following: " 

9 Multimedia Super Corridor initiative, including Cybeýaya and smart schools. 

* Setting up of Technology Park Malaysia and incubation centres; 

41 Acceleration of the university building programme, including technolog\ 

* Universities such as the Multimedia University; 

9 Establishment of research institutes such as MIMOS and Sirim; 

9 Effective legal framework to protect intellectual property rights, including 

e the implementation of Cyberlaws; 

* Establishment of MESDAQ to provide a viable exit mechanism; 

* Establishment of the Human Resource Development Fund; 

* Development of a National Master Plan for E-Commerce: 

19 Development of a National Information Technology agenda; and last but 

definitely not least, 

e Development of the K-Economy Master Plan. 

'I'lic life scicues. medicine, healthcare and bio-tech are slowly gaining importance 

and ývith the new project of making Malaysia the world leading halal food hub. the 

bio-tcch area plays a very significant role. 

56 A/m, Zeti Akhtar. (2000. March). Accelerating Economic Growth through Venture Calfital 
Speech. Dclivered at Vcniw-e Capitul Europe-Asia 2000. Putra \k orld Trade Center. Kuala Lumpur. 
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2.11 Sources of Venture Capital in NlalaNsia 

Assessing the type of venture capital that exists in a particular country helps to 

give a picture of the whole venture capital industry in the country. Figure 3.2 it shows C, 

us the source of the venture capital fund in Malaysia. As seen in the graph, most of the r-- 

source comes from the government and given to venture capital companies and 

venture capital management companies in Malaysia. This is due to the small venture 

capital industry in Malaysia. A strong support by the government will help to boost 

the industry in the future. The second highest source of fundina comes from L- 

corporations and thirdly the banks. Lastly, there are also angel investors in Malaysia 

but the numbers are small. 

Figure 2.2: Sources of Venture Capital 

100%- 
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United Europe Asia Malaysia 
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Source: Kwee Bee, Chok. (2004). 57 

0 Others 

0 Private individuals 
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0 Pension funds 

0 Insurance 

0 Banks 

0 Government 

Venture capital companies in Malaysia are mostly corporate venture capital 

and not a partnership structure such as private limited partnerships in the United 

57 Kwee Bee. Chok. (2004, April 5). Collaboration wl'th the Venture Calfital h Oust rv- Presented at the 
Association Of Merchant Banks Tea Talk. 
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States. Referring to figure 2.2, in the United States the two main sources of funding 

for the venture capital comes from the pension funds and insurance. In Europe the 

scenario is totally different whereby the banks and the pension funds are the main 

source of funding for the venture capital companies. In Asia on the other hand, 

corporations, banks and insurance are the major sources of funds for the venture 

capital industry. 

2.12 Venture Capital Contribution to the Economy and Employment 

The venture capital industry has done wonders in most developed countries 

particularly the United States and the United Kingdom. In this section vve will see the 

impact of venture capital not only from the points of view of a developed country but 

also from the perspective of countries classed as emerging markets such as Malaysia. 

The areas that this industry has managed to nurtured and develop include information 

technology, biotechnology, manufacturing and education. 

Other than that the spirit of entrepreneurship has managed to spur employment 

and also increase research and development for new concepts and products. The 

cmLire capital business has spurred the research and development in most of the 

scctors present in a particular country. In the U. S. A itself research and development 

ý\OUld be in the excess of billions of US dollars. Global Insight found that ventured 

firins, adjusted for size, spend over twice as much on research and development as 

iloii-N, ciitured firms . 
5' According to Global Insight, even 'ývhen small venturcd firms 

t: ) 

,, i, o\\ to be among the biggest in their industry, they remain leaders in research and 

do-clopment. 

ý'enture Impact 
-1004: Venture Capital Benefits to the U. S Econom,,,,. Retrieved Februar-v 20,200( 

from http- \\\\N\. nýca. oi-5,, 'pdt'Veiitui-e Impact 2004. pd 
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Another interesting point highlighted by Global Insight was that. man,,, - of the 

ventured companies founded during venture capital's infancy 20 to 30 years ago ha-ve 

quickly grown from small private companies to among the largest in the countrx. In 

addition to that, it also stated that of the top firms in the U. S. A research and 

development spending, many were either ventured themselves, such as Microsoft. 

Cisco, and Intel, or were major acquirers of ventured firms, like Johnson & Johnson 

and Pitzer. 

"Malaysia aspires to be a biotechnology hub and this is clearly evident in the 

set up of Bio Valley Malaysia, which aims to attract investments worth at least 

USD 10.5 billion within a decade. Bio Valley will consolidate efforts that are currentl% 

carried out separately by universities, Government and the private sector. The 

Government plans to pump in RM 2 billion to form three research institutes in Bio 

Valley under the country's 2001-2005 development plans. Bio Valley will incorporate 

three new research institutes in the fields of aaricultural biotechnoloov, molecular 

biotechnology, pharmaceutical and nutraceutical biotechnology. The Bio Valley 

project is designed to increase the development of biotechnology intellectual property 

and to promote the establishment of new companies in this field. " 

The infonnation above clearly shows us that Malaysia itself is serious in the 

area oCresearch and deN, -elopment. In the venture capital business itself. biotechnology 

has made its way into the venture capitalists' portfolio. This comes under the life- 

science area where it comprises RM194.7 million of the overall venture capital 

ii1vestment. The information and communication technoloON sector was the highest 
It% 

\\itli an arnount RM446.21 million invested by the venture capitalists. These figures 

RetrIeved Feb a. - Ifalin-sian Biolechtioloýoý lqformation Centre. (n. d. ). m r,, , 4,2006 from 
llttp:, \\ \\\\. bic. ora. m\ ? act ion= loc aI scenario& do=biotechnolo, -, \ 
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give us an indication that research and development plays a vital role as new products 

and concepts are nurtured in this sector. ' 

"The growth of the venture capital industry in Malaysia has been on a positive 

track. As at end 2005, the number of committed funds has risen to RM2.6 billion from 

RM2.1 billion in 2003. The number of investee companies has also grown by 30 

percent since 2003. Statistics also show that the private sector is fast taking over the 

role of government as the prime source for these funds. It has become more apparent, 

that we are now experiencing a strong acceptance of venture capital, as an alternative 

vehicle into the mainstream capital market products of debt, equity and derivative 

1161 instruments. 

According to the Survey of the Economic and Social Impact of Venture 

Capital in Europe compiled by the European Venture Capital Association, the 

companies surveyed in Europe used venture capital funding to achieve significant 

increases in their budgets for research & development, marketing and training. The 

survey also highlighted that, for all companies, the initial venture capital investment 

has been followed by a sharp increase in spending for research and development. Half 

the seed/start-up companies multiplied their efforts in this area by more than four 

times, while half the expansion stage companies almost doubled the amount invested. 

Based on the survey again most of the investment on seed/start-up and expansion are 

high on computer related technology/products, communications and biotechnology. 

In the case of China and quoting from Daily China, China had risen to third in 

the world in the amount of money it spent on research and development, according to 

(A) Bank Negara Malaysia Annual Report. (2005). Retrieved September 5,2006, -from 
h!! p. //ww%v. bnm. c, Ov. my C: k 

"' Anwar, Zarinah. (2006, August 2 1). Venture Capital Investors Forum. Retrieved January 10,2007, 
from http: //www. sc. coin. my/ena/'htmlý/resources/speech/sp 20060821 -html 
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a recent report by the Organization for Economic Cooperation and Development 

(OECD). China's expenditure in research and development reached 60 billion US 

dollars in 2001, only after the United States and Japan whose investment is 

respectively 282 billion dollars and 104 billion dollars, according to the Beijing-based 

Economic Daily. " 

All the infonnation gathered shows that the venture capital plays a vital role in 

research and development towards innovating new products and concepts in many 

sectors especially those in the technology, communications and biotechnology sectors. 

This is yesterday's news for the US and Europe (U. K holding the largest venture 

capital industry) but for developing countries such as Malaysia the economy depends 

on new ideas and innovation to increase the growth of its economy and increase 

foreign investments. It is obvious that all developed nations are spending large sums 

for research and development to sustain their market share and economy in the world. 

Its impact is very obvious in developed countries such as U. S and U. K which means 

with right economic planning and infrastructure it can be of success in a an emerging 

market, such as Malaysia 

The venture capital industry in Malaysia may be small but the number of 

invested companies has risen tremendously for the past three years. The total number 

of money invested overall has reached billions (ringgit). This is a healthy sign for the 

nation's economy because innovation of new products in the market would keep the 

economy stable, particularly if they are in demand in the market and making profit. 

Furthermore, new companies established through venture capital funding helps to 

create jobs in the industries that the venture capitalist invest In. The Global Insight 

62 China rises to third in research, development spending. (2003) Retrieved February 24,2006, from 
'1003- 11 

/0) http: //www. chinadaily. com. cn/er-u'doc, l 33 /content-2 77 867. htm 
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mentioned that in the United States, the venture capital contribution to jobs has 

employed more than 10 million American workers and generated S1 
.8 tril I ion in sales 

in 2003. " Based on the statistics obtained from Global Insight, invested companies in 

biotechnology po. sted an employment gain of 23 percent and healthcare products gre%ý 

by 16 percent between 2000 and 2003. Table 2.10 sho\N-ed the breakdo-vN-n of 

employment growth for respective sectors. 

Table 2.10: Employment Growth at Venture Capital Backed Companies vs. Total 
Employment Growth by Industry Sector 2000-2003 (U. S. A) 

Industry 
VC Employment 

Growth 
Total Employment 

Growth (%) 

Biotechnology 23 5 

Business/Financial 4 -1 
Communications 5 -18 
Computer Hardware and Services -1 -14 
Computer Software 17 -8 

1 lealtheare Products 16 

Healthcare Services 10 9 

IndUstrial/Energy 
Z-- 1 -9 

Retailing and media 
- 

12 -1 
Semiconductors -10 -26 

Total 7 -1 
Source: Venture Impact 2004 64 

6', Venture Impact 2004: Venture Capital Benefits to the US FconomN - 
Retrieved Fcbruarý 20,2006 

from hqp. wwNý. nyca. or, -, p-dfVcntui-e Impact L004. pdf 
m lbid 
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jablelll-CompMandEmplo gýntfUU-S. A 

Company Employment 

Seagate 10,000 

Google 1,600 

EBay 6ý200 

The Home Depot 299,000 

Source: Venture Impact 2004 65 

Apart from that, as stated in the Global Insight, ventured firms grow faster 

than their national industry counterparts, but sectors with a higher concentration of 

venture capital financing experienced higher employment growth differentials. The 

best example is the computer software, where venture backed firms employ 88 

percent of all computer software workers and ventured backed firrns grew by 17 

percent, while the industry as a whole declined by nearly 8 percent. Table 2.11 

showed the employment at selected venture backed firms in the year 2003. In the case 

of Malaysia where the venture capital industry is small, it does not stop the job 

creation process at. It does not surpass the overall employment rate but in future if the 

numbers of investment by venture capitalist increase it can build up to a good 

percentage. 

2.13 Conclusion 

Venture capital is another form of financing that has many advantages to botli 

the investor and the investee. Commonly focusing at the early stages of the business 

cycle makes it risky but promises high returns. Risk at the earl), stage is due to the 

65 lbid 
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failure of a business. For example, at the seed stage potential businesses has to offer 

their business plan with business strategies and financial forecast only. However. this 

does not make the venture capital the least preferable method of financing chosen by 

the entrepreneur. The partnership bonded with the venture capitalist is of value-added 

to the company as compared to obtaining financing from a bank. From the stage 

where the deal is structured and until the company is ready to exit both parties would 

be co-oPerating with each other because both stakes are in the investment and it is 

bonded with many agreements that gives them very little room to be dishonest to each 

other. 

The above discussion gives us an idea on the features of venture capital, in 

particular those features which are Shari'ah compliant and deemed useful in 

comparing with one of the Islamic profit-sharing instrument such as the Mushdrakah. 

Furthermore, there are some similarities between the two. These similarities will give 

us an insight to analyze and explore the factors needed to structure a Mushdrakah 

model of financing for a venture capital. Apart from that, the venture capital's 

industry contribution towards research & development and employment is also 

highlighted in this chapter to note the potential of the venture capital industry in 

maintaining an economy through the process of innovation and job creation. This 

intertwines with the spirit of Mushdrakah and the concept of business from an Islamic 

perspective whereby, through entrepreneurship it creates employments for others and 

the combination of skills and capital that builds potential business investments into 

respective companies and sectors in the Malaysian economy. 
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CHAPTER THREE: SCOPE OF MUSHARAKAH FINANCINGA 

LITERATURE REVIEW 

3.1 Introduction 

This chapter covers the types and features of Mushdrakah as a mode of 

financing. In addition, the application of Mushdrakah in contemporary financing is I Z-- 

also discussed. Comparisons between Musharakah, Mudharabah and venture capital 

are covered in this chapter. A literature on the application of Musharakah in Malaysia 

from the economic and banking perspective is discussed to see the potential of 

Mushdrakah in the venture capital companies in Malaysia. Equity financing is also 

highlighted in this chapter on its role in the economy and as a mode of financing 

3.2 Definition of Musharakah 

Mushdrakah or shirkah is a form of partnership where two or more persons 

combine their capital or labour together to share the profits, management of the 

business, enjoying similar rights and liabilities. Musharakah took place dumig the 

times of the prophet whereby the Ansar and the Muhajirin joined as partners and 

traded in the fon-n of Musharakah, Muzara and Musaqat. According to Dr. Saad Al- 

Ilarran, the different classification in Arabic refers to diverse actikities such as 

%luzara in agriculturc. MLIsaqat in gardening and Mushdrakah in trade . 
6' He also 

mentioned that the four forms mentioned were developed so that thcý, became 

independent institutions and the jurists formed detailed rules about thei-n. ' I he term 

Musharakah is commonly used in Islamic bankling and finance as opposed to shirkah. 

Shirkuh is more frequentlý used in Islamic jurisprudencc and all these modes of 

66 Al-flarran, ", itad (1995). Leadim-, Issues in Islamic Bankinu, and Finance. %Ialaýsja: Pelanduk 
PLiblications. pp. 2'). 677 Ibid. ', 1 -1 pp 
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sharing or partnership are termed as shirkah in Islamic Fiqh. " In this chapter several 

studies on shirkah and Mushdrakah from different authors are set out to get a better 

understanding on their terms, categories, features and operations. 

3.3 Types of MushArakah 

Muhammad Taqi Usmani stated that authors who have written on Islamic 

banking and finance introduced the tenn Mushdrakah, and it is normally restricted to a I 

particular type of shirkah, which is the shirkatul-amwal. " Shirkah can be divided into 

two categories, which are: 

e Shirkat-ul-milk 

o Shirkah ul-'aqd 

Shirkah al-milk is a joint ownership between two or more partners in a particular 

property. However, as stated by Muhamad Taqi Usmani, this kind of shirkah ma,. 

come into existence in two different ways. He mentioned that if two or more persons 

purchase equipment, it will be owned jointly by all of them and the relationship 

between them with regard to that property is called shirkat-ul-milk. -In this case, this 

relationship came into existence at their own option because they had elected to 

purchase the equipment jointly. However. there are cases where this kind of shirkah 

operates v,, tthout any action taken by the parties. In the case of a death of a partner. all 

the latter's heirs inherit his or her property which comes into their joint ownership as 

ail automatic consequence upon the death of the partner as mentioned above. "" 

The second type of shirkah is the shirkah-ul-'aq(l. It means partnership in a 

68 Usmani, Muharninad Taqji (2002)., An Introduction to Islanuc Finance. The Netherlands: Kluýýer 

Laýý International. pp. s. 
69 Ibid. 5pp. 
'0 Ibid. 5pp. 
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business through a mutual contract. Shirkah-ul-'aqd is narrowed down into three 

kinds: 

e Shirkat-ul-amwal is where all the partners invest some capital into a 

commercial enterprise or a business venture. 

9 Shirkat-ul-amal is where all the partners jointly undertake to render some 

services for their customers, and the fee charged from them is distributed 

among them to an agreed ratio. However, if the income earned goes to a joint 

pool and it can be distributed between them irrespective of the size of the work 

of each partner. This partnership is also called shirkat-ut-taqabbul or shitkat- 

us-sana'i'or shirkat-ul-abdan. 

* Shirkat-ul-wujooh. For this type of shirkah the partners have no investment at 

all. They would purchase the commodities at a deferred price and sell them on 

the spot. The profit earned is distributed between them at an agreed ratio. 

The partnership transaction based on Ibn-Taimiyah is divided into two categories that 

are partnership in property (shirkah al-amlak) and partnership in contracts (shirkah al- 

'uqud). 71 The partnership on contracts would be highlighted in this paper since it 

involves the Mushdrakah contract and its application in the Malaysian venture capital 

companies. The five forms of partnership in contracts mentioned by Ibn-Taimiyah 

are: 

* Partnership in capital and labour (shirkah al-inan): two or more persons pool 

their capital and work together and share in the profits. 

71 Islahi, Abdul Azim, (1998). Economic Concepts of Ibn Taimývah. Leicester: The Islamic Foundation. 

pp. 156. 
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* Partnership in labour (shirkah al-abdan): artisans or labourers jointl.,, - 

undertake a task and agree to distribute their earnings amongst themselves. 

* Partnership in credit (shirkah al-wujuh): one or more of the members procure 

goods on credit and sell them, and they distribute the profits. 

9 Comprehensive partnership (shirkah al-mufawadah): the partners combine in 

every type of shirkah, namely, al-inan, al-wujuh and al-abdan. 

Mudarabah partnership (shirkah al-mudarabah): one party and labour b, "r the 

other party provides capital. 

Muhammad Nejatullah Siddiqi has used the term shirkah (partnership) in the 

sense of what the Hanafi jurist's term shirkat-'inan. 72 He also stated that the Hanball 

and the Shdfi'T jurists also use the same term in this sense, while jurists of the Mdlik! 

school use the term shirkat-mufawada. " 

Dr. Saad Al-Harran" however, stated that Mushdrakah or shirkah is of two types, 

which are: 

* Shirkah al-milk (non-contractual partnership) 

9 Shirkah al-uqood (contractual partnership) 

Shirkah al-milk (non-contractual) means co-ownership that comes into existence when 

two or more persons get joint-ownership of some asset without having entered into a 

fon-nal partnership agreement. Shirkah al-milk itself is of two characteristics, which 

are: 

72 Siddiqi, Muhammad Nejatullah. (1985). Partnership and Profit-Sharing in Islamic Law. Leicester: 
The Islamic Foundation. pp. 15. 
73 [bid. l5pp 
74 A]-Harran, Saad, Zakaria, Mustafa, Khalid, Haniza. (1994). Islamic Afarketitig StraleD,: Eradicating 

Rural Poveqv in AIala)? sia. Malaysia: Pelanduk Publications. pp. 3 )0. 
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e Ikhtiyariyyah (voluntary) 

* Jabriyyah (involuntary) 

Shirkah al-uqood (contractual partnership) as stated by Saad Al-Harran can. 

however, is considered a proper partnership because the parties concerned have 

willingly entered into a contractual agreement for joint investment and the sharing of 

profits and risks. The agreement needs not necessarily to be formal and written. it 

could be informal and oral. The profit can be shared in any equitably agreed 

proportion and losses must, however, be shared in proportion to the capital 

contribution. 

Shirkah al-upod has been divided in the fiqh books into four kinds: al- 

mufawadah (full authority and obligation); al-inan (restricted authority and 

obligation); al-abdan (labour, skill and management); and al-wujuh (goodwill, credit- 

worthiness and contracts). In the case of mufawadah the partners are adults, equal in 

their capital contribution, their ability to undertake responsibility and their share of 

profits and losses. They have full authority to act on behalf of the others and are 

jointly and responsible for the liabilities of their partnership business, provided that 

such liabilities have been incurred in the ordinary course of business. Thus each 

partner can act as an agent (wakiý for the partnership business and stand as guarantor 

(kaM for the other partners. 

Inan on the other hand implies that all partners need not be adults or have an 

equal share in the capital. They are not equally responsible for the management of the 

business. Accordingly their share in profits may be unequal. but this must be clearly 

specified in the partnership contract. Their share of losses %vould be in accordance to 

their capital contributions. The partners act as agents but not as sureties for their 

colleagues. 
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Shirkah al-abdan is where the partners contribute their skills and efforts to the 

management of the business without contributing to the capital. In shirkah al-iviijiih 

the partners use their goodwill, their cre dit- worthiness and their contacts for 

promoting their business without contributing to the capi these forms for Both 

partnership, where the partners do not contribute any capital, would remain confined 

essentially to small-scale businesses only. 

3.3.1 Classic MushArakah 

This type of Mushdrakah is when two or more parties' join capital in the form 

of cash or assets and the shares are distributed (equity participation) based on the 

capital contribution. Mushdrakah is a partnership based on profit and loss sharing. In 

the Musharakah financing arrangement, two or more parties will contribute their 

capital as well as expertise in the joint venture or the partnership. Profit and loss will 

be shared normally based on the capital contribution. The structure of this type of 

Musharakah is shown in Figure 3.1. This type of Mushdrakah is nomiallY applied in 

the banks and the term -classic- is to denote that this Mushdrakah becomes the basis 

of other sub Mushdrakah products engineered in the 1990's such as Diminishing 
Cý 

Musharakah. The investors or the bank gives the initial investment to the sole 

proprietor and both form a Mushdrakah partnership and the profit sharing rate %ý ill be 

determined. 



Figure 3.1: Permanent Mushdrakah Structure 

Sole proprietor 
i Ownershi 

Investors or 
Initial Investment 

bank 

Regular profit share payments 

Financial reportin-g 

Source: Wilson, Rodney. (2005 

Existing 
business 

Finance II Payouts 

New 
Mushdrakah 
partnership 

Mushdrakah 
accounts 

If we look at the Figure 3.1 above, the partnership is between the sole proprietor and 

tile bank. The sole proprietor takes a loan from the bank and engages into a 

Mushdrakah partnership. The loan given by the bank is the initial in% estment into the 

existin( T business set up by the sole proprietor. The profit ratio is then determined bý 

the bank and the sole proprietor. The payments to the bank by the sole proprietor are 

based on this profit ratio. A Mushdrakah account is then set up by the bank to manage 

the loan c, "ven to the sole proprietor. The sole proprietor has to pro-vide financiýil 
L- 111 

i-cport ot' the business to the bank as part of the monitoring process required by the 

bank. 

3.3.2 Diminishing NlushArakah 

Fhis type of' Nlushdrakah operates through the buy out of shares bv the 

W ilson, RodneN (2005, Spring). lslwnic cquitv investinoit widfund management. I-slam, c 1--. conomics 

inxicc \Iodulc: Durham Uni\crsity. 
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investors on the joint venture until the company is fully owned by the invested 

company. However, the buy out must result in a premium to the investors. The profit 

ratio will reduce as the shares of the parties or companies reduce through the share 

buyouts. The same concept is also applied in home financing. For example, buyer A 

takes up a loan from Bank B. During the tenure of the loan the buyer gives out a rent 

to the tenant of the house and later on uses the rent to pay his loan. While this goes on, 

slowly the loan diminishes. The structure of this type of Mushdrakah is shown in 

Figure 3.2 

Figure 3.2: Diminishing Musharakah Structure 

Instalments payments to buy back Rental payments plus 

Source: Wilson, Rodney. (2005). 76 

Looking at diagram two above, the Diminishing Musharakah is structured as a 

special purpose vehicle (SPV). The one shown above is used in a sukuk structure for 

real estate finances and securitization of Islamic mortgages. Certificate of partnership 

is issued out for the partnership fon-ned between the issuer and the Islamic investor. 

76Wilson, Rodney (2005, Spring). Innovation in the structuring of Islamic Sukuk securities. Islamic 
Economics and Finance Module: Durham University. 
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The profits are then shared on an agreed ratio between the issuer and the Islamic 

investor. The client buys the share of the financier at a price, at the time where the 

sale took place. At maturity of their contract (partnership), the client becomes the sole 

owner of the asset. The Diminishing Mushdrakah is also structured by some banks for 

home financing. For example, the Arnanah Home Finance by the HSBC Amanah 

Finance is based on the Diminishing Musharakah mode of financing established. The 

first Islamic PDS issued in Malaysia was in 1990 by Shell MDS Sdn. Bhd. A 

syndicate of financiers arranged the Bai Bithaman Ajil or BBA transaction of RM75 

million for a tenure of five years and another RM50 million for the tenure of eight 

years. This was followed by another issue structured along the concept of Mushdrakah 

Mutanaqisah by Sarawak Shell Bhd in 1991 . 
77 

3.3.3 Temporary-Mush5rakah 

Temporary Mushdrakah is working capital finance. The Bank invests on a 

short-term scale, and receives its invested capital plus profit at the end of an agreed 

period. A temporary Mushdrakah can be renewed depending on the agreement of the 

partners. 

The structure of the temporary Mushdrakah structure (refer figure 3.3) is 

different to that of the permanent one in terms of the tenure of investment. In this case 

the existing business is an established business only that it needs funds to improve its 

performance. Furthermore, the working capital finance is needed to finance accounts 

payable and wages. It is not use to finance a long-term investment as seen in the 

permanent Mushdrakah structure. 

77 Mahmood, Nik Ramiah. (200 1, September 2 1). Seminar on Islainic Private Debi Securities-Erploring 
New Opportunities in the Capital Market. Retrieved September24,2004, from Securities Comnlission 
Malaysia. Website: hl! p: //www. sc. com. iny/eng/litmi/resources/speech/sp 20010926. html 
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Mushdrakah Structure 

Sole proprietor 
Existing 

business assets 

Initial investment 
Investors or 

bank Regular profit share payments 

Partnership in 
working capital 

Financial reportinj 
of working capital 
partnerships 

Source: Wilson, Rodney (2005). 78 

MusMuakah 
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The three types of Musharakah listed give us an idea how Mushdrakah 

operates in the finance industry. In addition, it is also vital to know what type of 

partnership that is defective from an Islamic perspective. The Hanafi school of 

thought stated that if two or more partners form a partnership to utilize public 

properties such as hunting, fishing and grazing it is considered a defective partnership. 

This is due to the view that partnership requires mutual agency, which is not allowed 

in the utilization of public property. Each worker is considered to be working for 

himself If the partners collaborated in a collective usage of public property, the 

profits are equally divided among them. However, the other Islamic school of 

Jurisprudence accept partnerships to utilize public properties as being valid. This is 

due to their permission of agency (tawkio in utilizing the public property. 

78 Wilson, Rodney (2005, June 2). Musharakah and Mudharabah. Presented at FTC Training for the 
Association of Merchant Banks in Malaysia. 
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Another type of partnership that is defective according to the Hanaffs is when 

two or more partners agree that each will lease his property, and share the payments. 

This is based on their view that agency (wakalah) to lease another's property and 

collect a portion of the rent is not permissible, but if the partners combine their 

properties for a specific task and jointly lease them then the partnership is considered 

to be valid. If the owner of a property asks another to lease it on his behalf and share 

the lease of payments it is also considered a defective partnership. 

If a person asks to be partners of a property that has not been received yet, the 

partnership would be tantamount to selling half the property to the potential partner. 

Such a sale is not valid prior to receipt and the contract is defective, but if the buyer 

received the property prior to the initiation of the partnership, then it is valid. If the 

partner did not know the price before engaging into the partnership, he has the choice 

to pay half the price and get his share, or void the contract. 

3.4 Concept and Features of Mush5rakah 

In this section the features of the Musharakah will be discussed based on 

management, ownership and profit, losses, risk, contract tenure and termination, 

financial advantages and lastly limited liability. The concept of Mushdrakah is based 

on sharing. Sharing in these matters apply in managing the partnership or joint 

venture, profit, losses and risk. Mushdrakah highlights Shari*ah approved activities on 

business activities that are halal and can be supported in an Islamic economy. In 

addition, it can be carried out with a non-Muslim as well. 

3.4.1 Management 

Musharakah is a mode of financing that is to achieve a win-win situation for 

both capital providers and entrepreneurs who hold a stake in the company. Sarni Al- 
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Suwailern mentioned that from an Islamic point of view venture capital is based on 

equity financing (sharikat al-inan), and thus falls within the framework of Islamic 

finance. Secondly, he highlighted that it combines economic viability and Islamic 

preferably, which makes it a promising option for Islamic financial institutions'), 

Mushdrakah involves shared management among the business partners. Shared 

management will be explained in terms of partners' rights and responsibilities in the 

business and towards each other. 

Firstly, every partner is an agent to the other. Any work done by one partner is 

deemed to be authorized by other partners but if the partner does purchases for 

himself/herself it will be on his/her expense and not used for the business. The actual 

possession of a property from the Mushdrakah business is considered as possession of 

other partners in as much as if a partner purchases half portion of a specific good for 

himself/herself and half portion for the Mushdrakah. " Secondly, every partner has the 

right to actively participate in the Mushdrakah business. There are occasions whereby,, 

the partners may agree upon a condition that the management shall be carried out by 

some partners and the rest become sleeping partners. The sleeping partners in this 

case are only entitled to the profit only to the extent of his/her investment, and the 

ratio of profit given to him/her should not exceed the ratio of the investment. Thirdby, 

every partner enjoys equal rights in the Mushdrakah, however, the partner is not to 

burden the partners with debts. 

79 Al-Suwailem, Sami. "A Potential Model of Musharakah". Retrieved December 21,2004, from 
Academic Publication Center, Graduate Studies and Academic Research Vice-deanship, King 
Abdulaziz University in Jeddah. Website: htip: //www. kaau. edu. sa/CENTERS SPC page-09 -Ihtm so Al-Harran, Saad (1995). Leading Issues in Islamic Banking and Finance. Al-Harran, Saad (Ed). 
Alusharakah Financing: Concept and. 4pplication (pp. 2-24), Malaysia: Pelanduk Publications Sdn. 
l3hd. 
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3.4.2 Ownership 

Ownership is a crucial element in the venture capital investment. Bo%-aird 

stated that venture capital is equity based, more participatorv, and longer term for 

maturity and the participation required of the venture capital investor extends beyond 

mere provision of capital. " Bovaird explains that typically a venture capitalist will 

seek between 20% and 49.9% of the common shares of the company and the size of 

the stake must be large enough to influence his fellow shareholders. He also stated 

that the shared exchanged in return for the financial injection allows the venture 

capitalist to share in the company's profits, to exercise voting rights in matters 

relating to the company's management and strategy, and to exercise all of the other 

rights and privileges that a co-owner or partner might enjoy. 

The features of the venture capital in terms of ownership show similar features 

in the case of the Mushdrakah financing. Both parties in this case enjoy similar rights, 

liabilities, share ownership and the financier or the venture capitalist have control over 

the business. The proportion of profit to be distributed must be agreed upon at the 

time of affecting the contract and it will be distributed in proportions settled by the 

partners in advance and in proportion or percentage. The profit must be based on 

actual profit earned and not fixed, depending on the success and profitability of the 

business. 

"The Shdfi'l and Malik! jurists are also in view that the profit will be 

distributed in proportion to the amounts of capital invested which means a fixed sum 

of money because profit cannot be completed for any party. According to Hanari 

jurists profit shares must be given as a proportion of the profit and not in a fixed sum 

" Bovaird, Chris (1990). Introduction to Venture Capital Finance. London: Pitman Publishing. pp. 7. 
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of money. Profit obtained from the Mushdrakah or shirkah does not have to be shared 

in accordance to capital contributions. The Hanaff and the Hanbalijurists support this. 

As for the Shdfi'T and Mdlik-1 schools, the distribution of profit must reflect the 

proportion of invested capital. "" 

3.4.3 Losses 

Losses however, in a Mushdrakah will be distributed in proportion to the 

capital invested and borne by the owners' of the capital. All schools of Islamic 

jurisprudence universally agree upon this. " Therefore, if a partner has invested 70% 

of the capital, he must suffer 70% of the losses. This is because losses result in the 

erosion of equity and capital. If the loss is incurred in one period it should be adjusted 

with the profit obtained in the following periods until all the losses are written off and 

the capital is restored to its original level. " Any distribution of profit that occurs 

during that period of writing off the losses will be considered as an advance to the 

partners. In the case of a partner without capital the jurists stated that they are not 

liable for the losses because they do not have capital and losses imply the erosion of 

capital. 

Therefore, the losses will be answered by the partner with capital. However, 

they still bear the risk on the investment. This feature of the Musharakah would only 

enforce the partner, the investor in the case of a venture capital or the venture capital 

nianagement company, with the highest capital to work in accordance A-Ith Its capital 

and monitor the investments at all times. Apart from that, information on the 

'2 Siddiqi, Muhammad Nejatullah. (1985). Partnership and profit-Sharing in Islamic Law. Leicester: 
The Islamic Foundation. pp. 21 
13 Ibid. 19pp. 
94 Al-Harran, Saad (1995). Leading Issues in Islamic Banking and Finance. (Malaysia, Pelanduk 
Publications), pp. 8. 
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investment or any work carried out would be disseminated accordingly because the 

profit in a Musharakah contract does not have to be shared in accordance to capital 

contributions but this differs among all the four schools in Islamic Jurisprudence. 

3.4.4 Forms of Capital in MushArakah 

As stated by Mufti Taqi Usmani most of the Muslim Jurists are of the opinion 

that the capital invested by each partner must be in a liquid form, such as cash and not 

commodities. " The four schools in Islamic Jurisprudence have different perspecti-,,, es 

about this issue. Imam Malik stated that liquidity of capital is not a condition for the 

validity of Mushdrakah. They can use commodities and the partner contributes to the 

Mushdrakah partnerships. His share will determined on the basis of the evaluation of 

the market price at the time the contract takes place. 

Imam Abu Hanifah and Imam Ahmad have a view that such contribution is 

not accepted in Mushdrakah. This is due to reasons such as: 

9 The commodities contributed by each partner are always distinguishable from 

one another. For example, if one partner contributes a land and the other 

partner contributes another land, each one of is owned exclusively by each 

partner. If the land of a particular partner is sold, the proceeds should go to the 

owner and the other partner can not share the profit as he/she has no right to 

claim a share in its price. Looking at the situation above, a partnership can't 

take place because the capital is distinguishable from one another and it can 

not be pooled together as compared to monetary capital. 

In the case of redistribution of share capital. if it is in the forrn of commodities 

" Usmani, Muhammad Taqi (2005). An Introduction to Islamic Finance. Pakistan: Maktaba Nia*ariful 
Quran, pp. 38. 
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the redistribution can not take place because the commodities may have been 

sold at that time. If the capital is repaid on the basis of its value and it has 

increased, there is a possibility that a partner gets all the profit of the business 

due to the appreciation on the value of the commodity that he/she had invested 

in and the other partner may get nothing. -If the value of the commodity 

decreases, there is a possibility that a partner can secure some part of the 

original price of the commodity of the other partner in addition to his own 

instrument. "" 

Imam Al-Shafi'i stated that commodities are of two types: 

e Dhawat-ul-amthal 

o Dhawat-ul-qeemah 

Dhawat -ul-amthal is a category of commodities which can be replaced by similar 

commodities in quality and quantity, such as, wheat, rice and barley. On the other 

hand Dhawat-ul-qeemah are commodities which can not be replaced by similar 

commodities, such as sheep, lamb and cattle. Each head of sheep can be replaced with 

another sheep as it has its own characteristics which you can not find in any other 

sheep head. If a person kills the sheep, he/she is required to pay the price of the sheep 

to the owner and is not replaced it with a similar sheep. 

As mentioned by Muhammad Taqi Usmani, Imam Al-Shafi'i says that the 

commodities of dhawat-ul-amthal may be contributed to the Musharakah as part of 

the share of capital. On the other hand, commodities of dhawat-ul-qeemah can not 

86 Usmani, Muhammad Taqi (2005). An Introduction to Islamic Finance. Pak-istan: Maktaba Ma'anful 
Quran, pp39, 
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form part of the share capital. " The second point as stated by Imam Ahmad and Imain 

Hanifah is already addressed by Imarn AI-Shafiýi, in the sense that the partners can 

give similar commodities that he had invested to each partner for redistnbution of 

capital. The first point, however, Imam Abu Hanifah says that commodities under the 

category of dhawat-ul-amthal can form parts of share capital because they can be 

mixed together and become indistinguishable. If the commodity is from the category 

of dhawat-ul-qeemah then it can not form parts of the share capital. 

Looking at the different views as stated above the types of capital can be 

both cash and commodity. In the case of the commodity, it has to be evaluated as per 

the market price at the time the Mushdrakah contract takes place. The market value 

will determine the share capital of the partner. In terms of the nature of capital in the 

modem business most venture capital uses monetary form capital and not 

commodities because evaluation may be costly and cumbersome. Furthermore, capital 

in cash form can be pooled together. 

3.4.5 Termination of Mushirakah 

Musharakah can be terminated at any time and the particular partner has a 

right to do so. Normally contract tenure is on a long-term basis ranging from 3 to 5 

years; however it depends on the companies involved. The distribution of assets of 

these partners upon the termination is different depending on the form of assets the 

company has. If the assets are in cash fomi, it will be distributed on a pro rata basis 

between the partners. " However, if it is not in cash forrn, the partners will decide on 

the liquidation or on the distribution of the assets (not in cash form) between them. In 

87 Ibid. 40pp. 
88 Usmani, Muhammad Taqi (2002). An introduction to Islamic Finance. The Netherlands : Kluwer 
Law Intemational. pp. 
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cases where the assets can not be liquidated and distributed evenly. it %ill be sold off 

and the profits are distributed among the partners. If one of the partner dies, his share 

in the company will either be taken by his heirs or remain in the company depending 

on the heir's decision. The deceased partner's contract will automatically be 

terrninated, but the contract can remain in the company and again depending on the 

heir's decision. If any one of the partners becomes insane, the partnership terminates 

automatically. 

There are situations where one partner terminates the contract and the business 

still remains. If this happens, it can be settled through mutual agreement. The shares 

owned by the leaving partner will be valued (determined through mutual consent) and 

distributed among the other partners who want to purchase them. If the partners do not 

come to an agreed price, the leaving partner can compel the other partners on the 

liquidation or the distribution of the assets themselves. " 

However, there is another issue pertaining to this as stated by Mufti Taqi 

Usmani, "The question arises whether the partners can agree, while entering into the 

contract of the Mushdrakah, on a condition that the liquidation or separation of the 

business shall not be effected unless all the partners, or the majority of them wants to 

do so, and that a single partner who wants to come out of the partnership shall have to 

sell his share to the other partners and shall not force them on liquidation or 

separation. Most of the traditional books of Islamic Fiqh seem to be silent on this 

question. It appears that there is no bar from the Shari'ah point of v, ew if the partners 

agree to such a condition right at the beginning of the Mushdrakah. This is expressIv 

,9 Usmani, Muhammad Taqi (2000). Alusharakah. Retrieved November 21,2004, from Failak-a 
Internationai Inc. Website: www. failakaxom/Library, ý Art, cles Usnianio, 620-`62OMusharak 
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perinitted by some HanbalTjunsts. "')(j 

3.4.6 Limited Liability 

Limited liability is another feature of the Mushdrakah. Limited liability in this 

case is due to the limited losses and profit borne by the shareholders or the partners. 

They are not held liable for more than the amount that they had invested. This is the 

same with that of the limited liability feature of the corporation. In the case of 

Malaysia most of the venture capital is in the form of a corporation. The requirement 

of the limited liability makes it necessary to regard Mushdrakah as an entity separatc 

tI rom the individuality of the shareholders. " This common urfhas given a stable 

Musharakah as a financing tool for the shareholders and the parties involved. This is a 

good point on the Mushdrakah or profit-sharing instruments. In the case of the VC11tUre 

capital sometimes we see the combination of the Mushdrakah and Mudhdrakah 

whereby all the involved parties contribute the capital but not on the management 

sicic. Most of the shareholders do not take part in the management in the venture 

capital as in the case in Malaysia. This feature of the Mushdrakah protects the 

shareholders and their investment, therefore is a good tool in equity financing and Cý II 

investments. 

3-5 The Application of MushArakah to Contemporary Finance 

Although banks do not aggressively use Mushdrakah as a mode of financing, 

fliere are other areas in Islamic Finance that this mode of financing can be used. Some 
c- 

eviriiples arc mcmioned in this section. For example. Mushdrakah can be applied for 

sbort-term project finaricing. partnership financing. joint venture, altcrnative method 

90 lbid 
Al-thrraii. Sýmd (1995). L'adin, Issues in Islum, 'c, Banking and Finance. (Nl, t ]a) sI Lt. Pelanduk 

1ý Publications), pp. S. 
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of financing, in the venture capital and Islamic insurance. In Indonesia, Bank 

Muamalat opened a pilot project where the Bandung Branch was assigned for the 

implementation of Muddrabah and Mushdrakah in the West Java province. '- ' Based on 

this research short term-project are preferred by these small and medium 

entrepreneurs as they do not want to take greater risks by involving themselves in 

long-term projects which may also cause liquidity problems. Other than that. the short 

tenn projects working capitals are provided by the bank on a profit sharing basis and 

banks evaluate the project before hand to set the profit-sharing ratio taking into 

consideration the risks involved. " The research also covers the bank's longer-term 

profit-sharing which is by purchase of contract, with deferred payment on a monthly 

basis. 

The section on the application of Mushdrakah and Muddrabah is highlighted in 

this study to see the potential of Mushdrakah in joint ventures and can give some 

points towards this study of investigating Mushdrakah as a mode of financing in the 

venture capital companies in Malaysia. Ali A. Yasseri mentioned two forms of 

Mushdrakah contracts used by the banks in Iran, which are civil partnership and 

equity partnership, with civil partnership financing dominating other modes of 

financing. " This article also showed statistics on the composition of financing modes 

used for credit facilities by the banking system and Mushdrakah (civil) and the equity 

partnership showed quite high percentages as opposed to other modes of financing 

facilities. This article also stated that the Iranian Civil Code defines ci,,, il partnership 

42 Karim, Adiwarman. A, (2002). Incentive-compatible constraints for Islamic banking: some lessons 
from Bank Muamalat. Iqbal, Munawar & Llewellyn, David T. (comp. & ed. ) Islamic Banking and 
Finance. (pp. ] 02). UK: Edward Elgar Publishing. 
93 Ibid. 102pp 
94 Yasseri, Ali. A, (2002). Islamic Banking contracts as enforced In Iran. IqbaL Munawar & Llewellyn, 
David T. (comp. & ed. ) Islamic Banking and Finance. (pp. 162) UK: Edward Eigar Publishing 
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as a -mixture of ownership rights of several owners concentrated on a single item, 

with the share of each partner remaining indistinguishable or indistinct!. ý'5 

Saad Al-Harran et. al. designed an integrated Mushdrakah marketing model for 

socio-economic reformation and reconstruction to help eradicate poverty among 

fishermen in Terengganu, Malaysia. " "In the Mushdrakah model, fishermen are 

viewed as potential assets and as active development agent; unlike in the traditional 

system where they are assumed as passive, unreliable, lack of motivation and are 

negative-minded"" In the United Kingdom the HSBC Amanah Finance has offered a 

housing mortgage based on the Diminishing Mushdrakah concept. Another bank that 

followed the footstep of the HSBC Amanah Finance is the Lloyds TSB. " 

The Mushdrakah concept is also applied in the sukuk structure and previously 

Kuwait Finance House K. S. C. (KFH), Liquidity Management Centre B. S. C. (LMC) 

and Al Muthanna Investment Company (MIC), the Mandated Lead Arrangers, have 

officially launched the US$ 125,000,000 Lagoon City Musharaka Sukuk offering in 

support of the Lagoon City residential and commercial real estate development as part 

of the broader Kheiran Pearl City project. " 

3.6 Comparisons between Mush5rakah, Mudh5rabah and Venture Capital 

Further analysis is carried out between the four mode of financing as 

mentioned above to get an understanding on the operations and application of the 

Mushdrakah. The comparisons are based on these aspects: 

95 Ibid. 162pp 
% Al-Harran, Saad, Zakaria, Mustafa, Khalid, Haniza (1994). 1s1amicVfarketing, 5trateKv: Erad, 'L'ating 
Rural PovertV in iWalaysia.. Malaysia: Pelanduk Publications. pp-9j. 
97 Ibid. 96pp 
9' Smillie, Susan (2005). Llyods TSB E-cpands 1slamic Finance scheme. Retrieved August 8,2006, from 
Guardian Unlimited Money Website: 
kt-tpL//mon 1 nce/'story/'O,. j458776,, O lqy. &LuLardian. co. uLL'islammiýefina _Oh 

ym I g-_ 
Lagoon Ci(1, US$ 125,000,000 Alusharaka Sukuk Road Show commences in Kuwait. (n. d. ). Retrie,, ý ed 

August 18,2006, from hqp: //www. Inicbahrain. com/ne ws Lagoon -asp 
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o Nature financing 

9 Type of financing 

o Tenure 

e Collateral 

9 Asset ownership 

* Rate of return 

9 Legal 

Mushdrakah is a joint venture or a partnership of two or more parties and it is based 

on the concept of sharing. Sharing in the Mushdrakah financing involves four 

variables: 

e Profit 

e Loss 

o Risk 

o Management 

The profit ratio is pre-deten-nined and based on actual profit obtained through the 

ventures. The percentage of the profit ratio and losses for the partners would be 

divided according to the invested values of the partners. However, the profit ratio may 

differ depending on the amount of work carried out by the partners as "-ell. One 

partner may have invested more but does less work and vice versa. Losses on the 

other hand would be solely based on the invested value. All in all it has to be on a 

consensus basis and the outcome gives a win-win verdict for partners involVed. Since 

all the partners have stakes in the investment it means they bear the risk of losing their 
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investment in the company, so the risk is spread out. 

The Mudhdrabah consists of a fund provider and the entrepreneur. whereby 

the entrepreneur will be the one in charge of executing the business. The fund 

provider does not share the management of the business with the entrepreneur. The 

loss is bome by the fund provider or the investor, but the risk is not spread in this case 

between the two. Indeed, the investor bears the risk that they may lose their 

investment and the entrepreneur may lose their business and source of profit or 

income but the entrepreneur does not have shareholding in the business. 

Venture capital is the process by which investors fund the early and late stage, 

of more risk oriented business ventures. A venture capital funding arrangement will 

typically entail some level of ownership and control of the business and offsetting the 

high risk the investor takes. Due to the high risk the investor aims for a high return on 

the investment. However, a comparison of the later stages (private equity) such as 

expansion, mezzanine, consolidation and workout is also discussed in this section. 

Table 3.1 shows the differences of the modes of financing listed. 

If we look at the operations of the venture capital, we can see that it is a 

mixture of the concept of Mushdrakah and Mudhdrabah. The concept of the 

Mudharabah looks similar to that of the venture capital in the sense that the 

shareholders become the provider of the funds and the entrepreneur runs the business, 

but the venture capitalist still intervenes with the management of the business 

especially when the company is in a grave position. It also depends on the agreement. 

as entrepreneur at times do need the venture capitalist to guide them with the business 

expertise they have. Furthennore, there is no shareholding involved in a Nludhdrabah 

as compared to Mushdrakah. 

All three are investment based if we are talking about their nature of financing. 
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If it is investment based it means there is no riba involved and it is based sole1v on 

investment outcome. The performance on the investment needs to be monitored and 

valued. From an Islamic perspective this is very much encouraged as one need to take 

risks when it comes to getting involved in an investment and not getting something 

out of nothing. The type of financing as shown above in the table focuses on showing 

its structure in terms of profit, loss and risk sharing. As for the Mushdrakah it is clear- 

cut that all three are present but in the Mudhdrabah and the venture capital it may be 

slightly different. Venture capital focuses on capital gains on their investment and 

Mushdrakah on the profit made by their company. This will be further discussed in the 

analysis chapters to see how the Mushdrakah is applicable in the venture capital 

setting and how to structure a Mushdrakah financing in the private equity area of 

financing. 

In the case of Mudhdrabah losses are bome by the fund provider and the profit 

is shared between the parties involved. This means that in terms of loss and risk 

sharing it is not spread out as seen in Musharakah. However, this does not mean that 

the Mudhdrabah is not an efficient financing mechanism. All the Islamic modes of 

financing are devised to be utilized for specific purposes. Tenure of financing for both 

Mushdrakah and venture capital is on a long-term basis. For the Mudhdrabah and 

financing at the later stages, it depends on the business and its industry. All three 
C) 

mode of financing does not require any collateral except for the later stage financing 

or at the mezzanine stage where borrowings are involved, then collateral may be 

condition for such financing. This is an important factor for all three mechanism of 

financing as compared to the banks. 

In terms of asset ownership the Mushdrakah applies ordinary shares and the 

venture capital utilizes both ordinary and preference shares. There is no shareholding 

90 



involved in a Mudhdrabah and the later stage preference shares and debt are utilized. 

The rate of return for the Mushdrakah. and Mudhdrabah is allocated through its profit 

sharing ratio whereas for the venture capital and at the later stage, it is allocated 

through the dividend of their shareholding. The dividends are further discussed in the 

analysis chapters in terms of its Shariah compliancy. 

When Islamic jurisprudence is concerned in Malaysia, "separate Islamic 

legislation and banking regulations operate side-by-side with those for the 

conventional banking system. The legal basis for the establishment of Islamic banks 

was the Islamic Banking Act (IBA), which came into effect on the April 7th, 1983. 

The IBA provides BNM with powers to supervise and regulate Islamic banks, similar 

to the case of other licensed banks. ""' Any cases involving Islamic banking and 

finance products will be covered under the Shari'ah law or the Civil law. Table . 
3.1 

below summarizes the features of each mode of financing as discussed in the 

paragraphs above. 

100 BNAf Islamic Banking. (n. d). Retrived August 13,2006 from 
http: //www, bnm. ýov. myi'index. php? ch= I 74&pZ-7467&ac=367 
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es between Mushdrakah, Venture Capital, Mudhdrabah and 
agement Buy-Out and Buy-In Stage) 

Equity Financing- Equity Financing- Equity Financing- EquitNý Financ . ine- 
Nature of financing Investment Based Investment Based Investment Based Investment Based 

(Mush5rakah) (Venture Capital) (Mudhdrabah) (late stages) 
Joint Venture - 

Joint Venture - Joint Venture - 
Joint -Vent-ure 

- 
Type of Financing Profit, loss and 

Profit Shanng as 
applied in a 

Profit Sharing but Profit Sharing as 
li i risk sharing Partnership not risk sharing app ed na 

Partnership 

Long-Term: 3 to 5 Long-Term: 3 to 7 Depending on the Depending on the 
Tenure years years, depending business business 

Collateral No No No No 

Equity Ownership Preference shares, Preference shares, 
through ordinary convertibles No shareholding convertibles 

Asset Ownership 
shares preference share involved preference share, 

etc. debt etc. 

Profit ratio 
Dividend through Profit ratio 

Dividend through 
Rate of Return preference shares preference shares 

Le al 
Syariah and 

il 101 l Ci Civil Law Syariah and Civil 
l Civil Law 

g aw v aw 

3.6.1 Financial Advantages 

The financial advantages benefited by the companies or parties involved in the 

joint venture would be highlighted on the prohibition of interest, risk sharing, clarity 

of contracts, effective use of capital, prohibition of speculative behaviour and Shari'ah 

approved activities. The fixed, predetermined rate of return embedded on the maturity 

or amount of principal is prohibited. The wealth accumulation and distribution should 

be fair and just and representative of hard work and capital efficient capital utilization. 

The risk sharing feature gives the venture capital companies and the company the 

advantage to share some of the risk on the venture and in return both parties get some 

share of the profits. The clarity of the contract ensures that transparency and 

101 The Civil law in Malaysia has a section that covers issues on Islamic Banking products. 
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contractual obligations are met, as they are sacred duties (the clarity of the contract ils 

further explained and analysed in the analysis chapters). The involvement in fraud 

would lead to some type of legal punishment. 

The effective use of capital is when money or assets treated as capital. is used 

with other productive resources. Islam only recognizes the time value of money when 

it is behaving as capital as it is utilized efficiently and to it*s fullest. Hoarding is 

discouraged and transactions featuring uncertainties are barred so transparency 

becomes a crucial issue. By not involving oneself in hoarding and getting invol-ved 

with transactions that are uncertain, speculation may be eliminated. The financial 

advantages pointed out through the elements stated above would only give the parties 

involved a win-win situation, as both are responsible on the venture since they have a 

stake in it. 

3.6.2 Issues in MushArakah 

Issues in Mushdrakah arise at the point where it is applied. In the banking 

sector moral hazard and information asymmetry becomes a concern since the fund 

provider in this case does not conduct monitoring on the investments or the invested 

company as done by the venture capital. The nature of a banks operation is mainlý- to 

act as a fund provider and not to operate like a venture capital. Since the banks may 

have shares in these invested companies they may have to appoint a special unit to 

monitor them. This may incur extra cost to the banks. Other than that the Mushdrakah 

is exposed to increased risk and less liquid since it is asset backed, the bank vv-ould 

require higher liquidity and reserves. This would definitely affect the reserve ratio of' 

the bank-, which is not a bad thing only that the calculation is done differently. This 

extra nsk may be transferred to the depositors as well. since the profit from the 
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investment is shared with the depositors. 

Another issue is on the valuation of asset for the Mushdrakah. It is a long-term 

financing and its valuation has to be periodically and may be subject to inaccuracv. In 

the case of Islamic private debt securities and the sukuk applying Mushdrakah or an.,, - 

other concept such as Mudhdrabah, liarah and Istisna, it raises issues in the area of 

accounting and valuation. This is due to differences in relation to the conventional 

accounting standards. According to the jurists of MaIWI School they have classified 

trading assets into three categories: "' 

9 Assets that are meant for buying and selling 

* Assets that are held for sale in the expectation of making profits through price 

appreciation in the future 

* Assets acquired for trade and not personal use 

However, in the conventional classification of investment securities, it is classified 

into two types, which is either dealing (short-term) or investment (long-tem-i). 103 If 

we look at the classification that is outlined by the Malik! jurists it is more elaborate 

on its application while the conventional classification only focuses on the investment 

on a business perspective only. The difference in terms of classification raises other 

issues in the area of valuation. 

102 Abdul Rahman, Abdul Rahim ('7002). Accounting Regulatory issues on Investments in Islamic 

Bonds. International Journal oj7slamic Financial Services Vol. 4. No. 4. Retrieved August 19.2006, 

from h tM. /'isliinic-finaiice. netlioumal*htmI 103 lbid 
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Another important section that becomes an issue is in the legal area. Based on 

a case in Abu Dhabi" whereby the plaintiff, owner of a piece of land in Abu Dhabi 

applied to the Dubai Islamic Bank for a loan to be charged against his land. The Dubai 

Islamic Bank proposed partnership in exchange for money. Then both parties signed a 

Musharakah Mutanaqisah contract on May I st, 1995. A dispute arose when the 

customer applied to the court to declare the transaction null and void as the sale of 

land is prohibited under the local law of Abu Dhabi, the bank claimed that the 

Mushdrakah Mutanaqisah is not a sale contract.. The bank had earlier paid 2.3 million 

dirham to the chargee bank of the customer. 

The May 1", 1995 contract was a loan contract amounting to 4,888,000 

million dirharn at 12% interest payable within 4 years and both parties appealed. The 

claimant asked the court to review the 12 percent to 9 percent interest payable within 

eight years. The Dubai Islamic Bank appealed to review the previous judgement and 

to declare it not a loan but as a Mushdrakah Mutanaqisah. The judgement is said to 

conflict with section 3,1985 pertaining to the Islamic Financial Institutions. The 

Court of Appeal held that, although the contract was called Mushdrakah Mutanaqisah 

it was in substance, a sale from the customer to the bank, thus there is a conflict with 

the local law of Abu Dhabi. It was declared null and void. 

If we look at this case, it is evident that there is no merge of information 

between the Islamic law and the conventional. This becomes even more troublesome 

should there be fraudulent cases and there is no law to fall back on. The legal aspects 

for the Islamic financial products and cases pertaining to it need continuous process 

104 Daud Bak-ar, Mohd. (2006, July 17) Workshop on Islamic Banking and Finance: Legal 
Framework Governing Islamic Financial Services in Global Market. Presented at the Judicial and 
Legal Training Institute (ILKAP). 
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and proper documentation for ftirther reference. If we look at the issues discussed 

above and compare it with the equity section in the Mushdrakah, we can see that it fits 

the picture more appropriately in contrast to the venture capital which operates similar 

to that of the profit-loss sharing contract. You can see that a venture capital has both 

features of the Mushdrakah and Mudhdrabah in terms of profit-sharing and 

management sharing. 

However, if we are trying to structure a Mushdrakah fund in the venture 

capital there are other factors that needs to be examined because the aim of a venture 

capital are capital gains whereas in a Mushdrakah it concentrates on the company's 

profit itself Other than that, in term of losses it is treated differently in the venture 

capital setting as compared in the Musharakah. This will be further discussed in the 

analysis chapters. The issues conceming Musharakah give us an idea of the factors or 

areas that need to be covered in the analysis later on. 

3.7 MushArakah in Malaysia 

The potential for Mushdrakah in Malaysia in the area of venture capital is in 

its infancy. Although CIMB (Commerce International Merchant Bankers Bhd) had 

structured the CIMB Muamalat Fund I which is a Shari'ah compliant fund, there is 

still room for other venture capital in Malaysia to take the same step. There has 

recently been a $50 million venture capital ftind launched by the Islamic Development 

Bank (IDB) that is targeting high tech ventures in Muslim countries. The Census 
CO 

results show that there are 518,996 small medium enterprise (SME) that represents 

99.2 percent of total business establishments in Malaysia. -while large enterprises t: p 
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consists of 41'36 business establishments in Malavsia. 'O' 411.849 mi icro enterprises 

make up 74.9 percent of the total SME's and 78.7 percent of the overall business in 

Malaysia. ̀ Based on the Census"' the majority of SMEs are concentrated mainly in: 

Agriculture 

9 Manufacturing 

9 Services 

The SME can become an excellent platform to engineer financing through 

Islamic venture capital or Mushdrakah funds for halal businesses. The above 

examples show us that the potential for Mushdrakah funds in a venture capital or as a 

financial institution is huge especially with the emergence of the halal food industry 

and for other industries as well. Malaysia can establish partnerships with other 

Muslim countries. As mentioned by K. Salman Younis the managing director of 

Kuwait Finance House (Malaysia) Berhad, "Mushdrakah is definitely one of the most 

effective ways which can be used to help drive the halal industry in Malaysia and 

other countries. However, the success of this form of financing also depends on the 

Islamic banking community having the expertise in the halal business". "' 

"Musharakah is one of the four approved Shariah principles together with istina, 

ijarah and mudharabah - that provide certain tax (Malaysian) benefits to the issuer, " 

said Mohamad Safri Shahul Hamid of CIMB Islamic. "' 

In the banking sector Mushdrakah is also used as a financing tool in most 

"5 Status and Performance ofSmall Medium Enterprise. (n. d. ). Retrieved February 15,2007, from 
http: //www. bnm., aov. my/files/publicatiorb, 'sme/en/2006/chap 2-Pdf 
" lbid 
107 [bid 
'08 The Musharakah Attraction. (n. d. ). Retrieved November 8.2006, from 
ttD: /, 'www. lialalioumal. conVartnian/publish plip/article IL05-"h 

109 lbid 
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Islamic banks that offers Islamic banking products. Flowe-ver, Niushdrakah does not 

appeal much to the banks due to mismatch of maturities of the assets and liabilities in 

the bank's balance sheet and as a result liquidity risk emerges. In addition, a moral 

hazard and information asymmetry issue also makes Mushdrakah financing less 

attractive to be offered by the Islamic banks. Furthermore, banks just provide the 

funds and do not take part in the management, but in a Mushdrakah the parties 

involved must take part in the management of the business or the investment. 

3.8 Equity Financin 

Equity financing in the Islamic economy focuses on the profit and loss sharing 

basis. In addition, it also shares management of the business as well. It has ownership 

and some control in the business through shareholding. This way it encourages 

partnership and joint venture to pull capital rather than borrowing. This also creates 

partnership between the fund suppliers and the fund demanders. However, ownership 

can become an issue because the pioneer of the business may have to give away huge 

portions of their share to the investors and have lesser control in the company. This is 

one important point in equity financing that is needed to be pointed out, because it can 

be a disadvantage for the Mushdrakah especially in the venture capital setting. The 

disadvantage in this matter would be on the entrepreneurs' side where they have to 

give up ownership and control of their company to the shareholders. On the other 

hand interest is not present in this case because the equity finance investors do not 

have rights to interest which are to be paid at a certain date. They are to be paid in 

dividends and this depends on the value, growth and profitability of the business. 

Equity finance investors also get their returns from thie capital gains of the shares sold 

upon exit. Two sources of equity financing would be that of the venture capital and 

the business angels. Both are used for high growth business especially venture capital 
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whereby the shares will be placed in an exchange upon exit. The role of equity 

financing is vital in the economy as it becomes an alternative for debt financing. 

3.8.1 The Role of Equity Financin 

Equity and efficiency are some of the pillars in the Islamic economy. To 

obtain equity and efficiency we need instruments, Shari'ah guidelines, human 

resources, and stable political infrastructure. Current instruments that are widel'Y used 

in the Islamic banking and finance are Murabaha, Mudhdrabah, Mushdrakah. 

Muqarada, Ijarah, Salam, Istisna, Sukuk and Bay Bithamin Ajil (BBA). From the 

instruments listed two of are equity based which is the Mudhdrabah and Mushdrakah. 

Both are equity and investment based but the difference is that in the Mudhdrabah 

management is not shared between the fund provider and the entrepreneur. In the 

Islamic economy the role of equity financing is important due to: 

Stabilizing economy through equity participation 

* Foreign Equity Capital 

e Promoting Small and Medium Enterprise (SME) 

e Lessen poverty rates and instil brotherhood among Muslims 

The first point that concerns stabilizing the economy through equity participation such 

as using profit-loss sharing contracts such as the Mush&akah can ensure fairness 

between the entrepreneur, investors and the partners involved. The profit-loss sharing 

and the profit rates determined by the partners are done based on the amount of capital 

given and how much profit they get depends on the perforinance and gro,, N-th ofthe 

business. The distribution of profit and return of capital between the partners. 

entrepreneurs and the investor would be determined by more equItable econornic 
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reasons rather than on speculative market forces. Given the fairness of the profit-loss 

sharing feature it makes equity participation a comfortable avenue for inN, estments and 

joint venture between partners, investors and entrepreneurs. Equity participation in 

this case would mean co-operation between businesses within the country itself. other 

Islamic countries and countries with large Muslim minorities. For instance, an Arabic 

entrepreneur may seek Malaysian venture capitalist to start up a business. 

The Mushdrakah may have high risk but it specifies more on resource 

mobilization, social justice and fair distribution of profit and resources. Although high 

risk but the profit is earned in a moderate manner and not based on speculation that 

would only increase the risk and losses of an investment. The degree of losses from 

risk taking through a profit-loss sharing contract and speculation are totally different. 

In a profit-loss sharing contract losses are spread out and the idea of shared 

management would give a cushion to the parties involved in the investment. In other 

words, what you invest and what you work for is what you obtain. The element of risk 

must be present. Based on the finance theory in the conventional economy, a higher 

risk would always lead to a higher return. However, the future remains uncertain, as 

always, therefore, a higher risk would also mean high losses. This should not be a 

disadvantage simply because interest overburdens individuals and companies during 

the recessionary period because interest payment is an obligation, Frequency of the 

income is far off better although in small amounts, rather than hoping and speculating 

to receive a bigger sum at one shot. A level of moderateness is very much encouraged 

in Islam as it opposes extremism of any kind. 

The next point is on foreign equity capital. Equity finance gives a good 

platfonn for foreign equity capital especially in the developing countries. The 

exchange of technology, management skills, and financial skills are vital in the 
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developing countries and with this avenue of financing it can help to build their 

economies through increases in employment and establish small and strong 

businesses. This is the same technique done by the Mexican government through the 

44maquiladora" prograrn. "Maquiladora is a Mexican Corporation which operates 

under a maquila program approved for it by the Mexican Secretariat of Commerce 

and Industrial Development (SECOFI). A maquila program entitles the company. 

first, to foreign investment participation in the capital and in management of up to 

100% without need of any special authorization. 

Second, it entitles the company to special customs treatment, allowing duty 

free temporary import of machinery, equipment, parts and materials, and 

administrative equipment such as computers, and communications devices, subject 

only to posting a bond guaranteeing that such goods will not remain in Mexico 

permanently. All of a maquiladora's products are exported, either directly, or 

indirectly, through sale to another maquiladora or exporters. The type of production 

may be the simple assembly of temporarily imported parts. The manufacture from 

start to finish of a product uses materials from various countries, including Mexico or 

any conceivable combination of the various phases involved in manufacturing, or 

even non-industrial operations, such as data-processing, packaging, and sorting 

coupons. "'lo 

The maquiladora gives us an idea to structure an avenue for foreign equity 

capital in the Mexican economy. This can be done through Mushdrakah and equity 

finance. Apart from discussing foreign equity capital, through equity finance ever-N., 

country has different unique resources that are needed by some other countries. 

10 -006 1 Baz, Aureliano Gonzalez. What is aVlaquiladora? (n. d. ). Retrieved November 7, 
from: http: //www. udeI. edu/leipzig, /texts2/`vox I 28. htM 
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Through foreign equity capital such resources can be equally manufactured and 

shared for the good of mankind. Other than that the tax system can be slo%%-I-, - w 

structured in an Islamic way which will be fair for both parties that are involved. 

Furthermore, both parties involved share the risk. Through the establishment of the 

partnerships through joint venture or through venture capital financing it will create 

an environment of financial policies following the guidelines of the Shari-ah 

principles and this will further motivate other poorer Muslim countries to participate. 

The Islamic emphasis on the fulfillment of all contractual obligations would provide 

the confidence that the foreign investors need. This if executed will leave little room 

for fraudulent cases. This also helps to boost investment and in the creation of new 

products and services. These new products and services would later on be exported 

and thus the particular country work on becoming a country that "supplies" rather 

than just purchasing foreign goods. 

The third point is on promoting SME's (Small and Medium Enterprise). 

SME's are very important in this case because it can be a major contribution to 

employment and income. They create new jobs, products and services. Poor Muslim 

countries have a big supply of labor but lack educational infrastructure for vocational 

and professional training. Therefore, the SME can be an avenue for people to get 

employed or be self-employed. In Italy for example, artisans who are often working in 

a family business are a main factor behind the success of Italian jewelry, gold, silver. 

leather working, embroidery, glasswork, furniture, pottery, shoemaking, and cloth 

manufacturing. "' 

Every country has it own unique resources and with the existence of the 

111 Friedman, Alan. (1987, September 15) Italian Small Business: The Backbone of the Economy 

Explored. Financial Times. 
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SME's these resources can be explored and utilized to the fullest for domestic use and 

also for export. Apart from that, current existing sectors available in the countr,,. can 

be further nurtured slowly through research and development. SMEIs are more labour 

intensive and in most countries they get help from the goven-tment. EquitN- financing 

through Musharakah joint ventures or through venture capitalists can help to assist 

these small businesses to enter the market. They are there not only as an investor or a 

fund provider but also to guide the business. New ideas and concepts can be put 

forward and when produced and marketed successfully would help to increase the 

economy of a certain country. It may not have an impact such as the larger industries, 

however with many small businesses it spurs competition and creativity and this helps 

to increase growth and performance in the company. 

Last point is on how equity financing can alleviate poverty in a country. The 

shared management feature in a Mushdrakah is a good tool in strengthening 

brotherhood among the Muslims and through entrepreneurship. Given the rate of 

success of the business, it can also be on an international scale. Apart from that, the 

zakat paid by these small businesses can help to eradicate poverty within the area that 

the company is operating. If there are many smaller companies in the country then 

there will be more zakat paid. Another way how the SME can overcome poverty is 

through the employment opportunities that is offers. Due to more people working it 

creates other demands and supplies that help shape the economy of a particular area. 

In response to more money flowing and more transaction at hand plus with fair 

distribution of wealth through zakat the problem of poverty can be overcome. A good 

instrument such as the Mushdrak-ah can boost the SME among other Islamic countries. 
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3.8.2 Comparisons between Equity and Debt 

The financial instruments as a mode of financing and its contracts operate with 

risk and uncertainty when used as a financing medium in any business transaction. 

Equity is widely and most commonly used which can be deduced from the literature 

review on venture capital. Debt on the other hand is normally used in the mezzanine 

and consolidation stage in the Malaysian venture capital industry. The debt contracts 

as opposed to equity may increase the return on equity of a certain company. due to 

tax exemption of the interest. However, problems persist should the interest is not be 

paid and the company may be filed for bankruptcy. Apart from that, regardless of the 

invested companies' performance, it is still an obligation to pay the debt. 

The difference between equity and debt lies in terms of risk allocation, 

ownership rights, management and incentives. Equity financing is money raised by 

the business and provided by the venture capitalist in exchange for a share of 

ownership within a company. In equity financing, the business owners sell shares in 

their company for an agreed amount of cash. However, debt financing are borrowed 

funds by the entrepreneur that is needed to be paid up front at a specific period of 

time, including the interest. Debt financing is normally used in the later stage of the 

company and can be issued on a long-term or short-term basis. 

Equity financing which uses instruments such as ordinary shares puts the 

investor in a risky position when the business fails. However they get voting rights 

and manage the company. As for preference shares, shareholders do not get voting 

rights but receive fixed dividends. Some preference shares may be issued in the form 

of convertible preference shares, whereby it can be converted into ordinary shares. 

This type of preference shares is permissible in Islam and approved bN, Shari'ah. 

Preference shares help to protect the investors' share in the investment or the Invested 
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, Company should it take a downturn. Upon exiting from the invested company. they 

get capital gains from their shares. Debt holders on the other hand. would benefit from 

the situation even though they do not manage the business. If a companN, uses debt. 

the return on equity for the company increases as compared to using just equity due to 

the tax shelter provided by interest and due to the high risk bome by the shareholders 

for using debt financing, placing them last in the list when company assets are 

liquidated due to bankruptcy. 

When applying debt financing and interest are not paid, it is considered a 

liability to the company and again assets may be liquidated to pay off the interest. 

From the financier's side, debt would look more lucrative as compared to equity 

financing because financiers do not hold high risk and still get fixed return through 

interest without taking part in the business. From the entrepreneur's side debt would 

be a burden because it is a financial obligation and a liability to the company. Equity 

would be more promising to the entrepreneur since ownership are shared together 

with the financier, especially in the case of a venture capital. In this case. both venture 

capitalist and the entrepreneur work together to increase the value of the capital 

provided by the venture capitalist. Table 3.2 summarizes the pros and cons of equity 

and debt. 

Table 3.2: Pros and Cons of Debt and Equity Financing 

Debt Equiq 

Interest repayment Receive dividends 

Need collateral 

Debt providers are not risk takers - They just 

want to make sure that the interest are paid 

Do not need collateral 

Equity holders are risk takers as they have stakes in an 

investment that is tied to the investment performaric 
_ 

Do not have voting rights 
_ 

Have voting rigc,,, hts 

Interest is tax deductible Dividends are not tax deductible 

Loans need to be paid long-term investment Equity can be kept for 

Lýelye! ýage company's profit Shareholders share 
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3.9 Islamic Venture Capital 

The structure of an Islamic venture capital is one that is still in discussion. Last 

year in Bahrain, the Venture Capital Bank (VCBank) was approved and licensed to 

operate by the Bahrain Monetary Agency on May 5,2005 and carrying the name of 

Venture Capital Bank (VCBank) it will be the first venture capital bank that is 

compliant with Shariah principles. "' "As part of its management setup, VCBank has 

put in place a thorough process whereby it engages its Shariah Advisory Board before 

it commits itself to an investment opportunity through a rigorous compliance system 

that identifies the nature of the business of each target company and the manner 

through which financing will be structured around each deal, thus ensuring Shari-ah 

certification for each investment prior to any commitment. " I" 

"VCBank will invest in fundamentally strong undervalued, finance-seeking 

small to medium enterprises (SME's) with market and revenue growth potential, in 

addition to a vast array of real estate investment opportunities given the increased 

demand and appetite for real estate investment products especially in the GCC. ""-' 

From the above mentioned we can see the potential of the structure of the Islamic 

venture capital. The only difference in this case is that the above follows the 

operations of a bank whereas in this study we focus more on the mechanics of the 

venture capital itself as a financier in the small and medium industries. Furthermore, 

iii this study we focus on how the conventional venture capital can stucture a fund that 

is Sha'riah compliant such as Mushdrakah. In comparison between an Islamic bank 

112 First Ever J, "enture Capital Bank Launched in Bahrain. (n. d. ). Retrieved September 14,2006, from 
hYp. 

-/,, 
"www. ameinfo. com/62142. htmI 

M Ibid 
114 First Ever Venture Capital Bank Launched in Bahrain. (n. d. ). Retrieved September 14,2006, from 
hqp.!, wwýy. an,, info. co 2142. html . anleL-g--gý6 - 
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and a conventional bank, the difference between the Islamic venture capital and its 

conventional one is that it does not engage in riba and minimal in gharar where the 

contracts and pricing are concerned. 

In addition to that the Islamic venture capital operates within the guidelines of 

Shari'ah, which is the essence in the Islamic economy itself Although the venture 

capital operations may have several similarities compared to that of the Mushdrakah 

or the Mudhdrabah this is not the case in all aspects. This can be seen through the 

principles of the Islamic economy which are: 

e Allah (S. W. T) as the sole owner and creator of all 

9 Abolition of interest 

e Profit-sharing under economic cooperation between labour and capital 

@ The institution of charity 

9 Instilling moral values through Islamic education. 

ese economic principles would become a benchmark in evaluating the level of' 

Islamic values instillation and application into the economy. 

3.9.1 Allah (S. W. T) as the Sole Owner and Creator of all 

All that is created in the universe belongs to Allah (S. W. T) Humans as the 

vicegerent on earth would only adhere to Allah's rules and laws managing resources 

with the guidelines given in the AI-Qu'ran and the prophetic tradition (I ladith) of the 

Prophet Muhammad (S. A. W) If one achieves success and claims that it is purely 

obtained from his hard work, this would contradict the Islamic belief because Allah 

(S. W. T) is the sole judge of this world and gives sustenance to his creations. It is with 

the will of Allah (S. W. T) that makes a person succeed or fail. The Islamic economy is 
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an economy based on the criterion of Rabbani, whereby an Individual drive towards 

actions is in the narne of Allah S. W. T. This is a moral filter to ensure the moral 

performance of the Islamic economic system including the Islamic venture capital and 

the Mushdrakah funds. Business transactions are not just to obtain profit only, but it is 

also an act of ibadah to help the society as a whole. 

3.9.2 Abolition of Interest 

The abolition and forbiddance of riba or interest has been stated in the Al- 

Qu'ran on several occasions. For example, 

Those who swallow usury cannot rise up save as he ariseth whom the devil hath 

prostrated by (his) touch. That is because they say: Trade is just like usury: whereas 
Allah permitteth trading andforbiddeth usury. He unto whom an admonition ftom his 
Lord cometh, and (he) reftaineth (in obedience thereto), he shall keep (the profits ofi 
that which is past, and his affair (henceforth) is with Allah. As for him who returneth 
(to usury) - Such are rightful owners of thefire. They will abide therein. 

(Al Qur'an. Al-Baqarah 2: 275) 

The definition of interest, the literal meaning of interest or Al-Riba as it is used in the 

Arabic language means to excess or increase. In the Islamic terminology interest 

means effortless profit which comes free from compensation or that extra earning, 

obtained that is free of exchange. Riba has been described as a loan with the condition 

that the borrower will pay more than the amount borrowed. In other words riba or 

interest is the cost of borrowed money. The present economy is associated with 

interest, it becomes an indicator to analyze a country's economy and used as an 

instrument in their monetary policy, currency and also their financial exchan, -, e 

performance. 
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3.9.2.1 Riba al-Buyul 

Riba (Usury) is of two major kinds which are riba al-Buyul and riba al- 

Qardhi. Riba al-Buyul is the type of riba that occurs on the exchange of goods and 

involves payments. This riba is divided into three categories: 

* Riba al-Fadhli - Selling of ribawi items whereby the excess is taken in 

exchange of specific homogenous items and through hand-to-hand purchase. 

For example, the sale of wheat and wheat in different amounts or taking a 

superior one of the same kind of goods by giving more of the same kind of 

goods of inferior quality, e. g., dates of superior quality for dates of inferior 

quality in great amounts. The addition in this transaction is considered as riba 

and it is haram. This is stated in a hadith by the Prophet Muhammad (S. A. W) : 

Abu Said al-Khudri (Allah be pleased with him) reported, Allah's 
Messenger (may peace be upon him) as saying: Gold is to be paidfor by 

gold, silver by silver, wheat by wheat, barley by barle 
'y, 

dates b_y dates, 

salt by salt, like by like, payment being made hand to hand He who made 
an addition to it, or asked for an addition, in fact dealt in usury. The 

receiver and the giver are equally guilty. 
(Sahih Muslim) Book 0 10, Number 38 54 

a Riba al-Yad - The selling or exchange of different ribawi items in cash but 

either one of the goods is delivered later. 

* Riba al-Nasi'ah - The selling of different ribawi items on deferred terms, and 

when the goods arrived at the seller could not pay it, then the tenure is added 

together with the addition in payment. 

3.9.2.2 Riba al-Oardhi 

This type of riba is a contract on debt or loan for a specified tenure and 

additional payment on the debt or the loan. This is similar to that of the interest 

practised in conventional banks. It is vital to know the categories of riba to avoid it in 
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any transaction in the Islamic financial system. Riba or usury widens the gap between 

the rich and the poor. The velocity of money increases with interest embedded to the 

principal of the borrowers. Inflation then comes into the picture when the velocity 

gets out of control and prices start to increase due to increase of money supply. Goods 

become more costly and the poor may not afford it. In most cases we see that the rise 

in prices is faster compared to that of return on wages. 

Interest charged by banks and other credit companies has created a loophole in 

the economic system and with the power of compound interest with higher frequency, 

the effective rates are higher compared to the nominal rates. Savings then becomes 

attractive due to the increase in wealth through returns in interest. Money is held and 

not spent for the prosperity of the ummah. In the Islamic economy spending as 

mentioned here is by doing it in the name of Allah (S. W. T). The effects of riba are 

humongous on the economy. The compounding effect of the interest puts heavy 

financial burden on the borrower. We should then equip ourselves with knowledge so 

that we know which transaction is permissible in Islam and whether riba is attached to 

it or not. 

3.9.3 Profit-sharing under the Economic Co-operation between Labour and 

Capital 

The next point on the Islamic economy touches on profit-sharing under 

economic cooperation between labours and capital. This can be achieved through 

Islamic venture capital with the assistance of the Mushdrakah funds. Furthen-nore, it 

Cý coincides with the outlook of the Islamic economy, which is to make spending as the 

basis of resource mobilization in terms ot charity, zakat and in"estments. The 

existence of the Islamic banks has opened the gate for investors to invest based on the 
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Islamic way. There is no return from the interest embedded to the deposit. Risk is 

shared between agents and sectors in terms of the magnitude of the businesses. One of 

the criterions of the Islamic economy is also based on the concept of Akhlaqii-vah and 

Insanniyyah. Profit sharing under economic cooperation between labour and capital 

justifies the concept of Insanniyyah whereby profit is obtained not at the expense of 

others. In the Islamic economy profit and risk are both shared between the buyer and 

the seller. Several Islamic bank products were introduced on this concept such as the 

Mudharabah, Musharakah, Bai' Bithaman Ajil and etc. 

The Islamic financial product do not have high risk as it specifies more on 

resource mobilization and for social justice. Profit is earned in a moderate manner and 

not based on speculation that would only increase the risk and losses of an investment. 

Based on the finance theory in the conventional economy, a higher risk would always 

lead to a higher return. However, the future remains uncertain, therefore, a higher risk 

would also mean high losses. Interest overburdens individuals and companies during 

the recessionary period because interest payment is an obligation. Frequency of the 

income is far off better although in small amount, rather than hoping and speculating 

to receive a bigger sum at one go. 

3.9.4 The Institution of Charit-v 

The fourth point is on the establishment of charity in the Islamic economy 

which focuses on the less unfortunate group of people in society. The poor ý, vho are 

employed in the economy are contributors to the growth factor as well and should not 

be forgotten. Being poor and surviving in an economy that is far from applying, the 

concept of Insaniyyah would imply a hard living. The poor can never maintain their 

standard of living or match up to the cost of living within the country. This is when 



zalcal comes into the picture. The zakat paid by the small business can further help the 

poor. If the number of small business emerging through the Islamic private equitv or 

venture capital industry increases, the amount of zakat will also increase. It is 

compulsory for those who can afford to pay to make the payment of --,, akai to the 

categories identified in the Quran. Apart from the zakat, another type of charit), would 

be in the form of waqaf, whereby land that is of no use would be donated to the 

Baitulmal. Houses, mosques and schools are built on these donated lands for the poor 

and thus would generate social benefit to the economy. The AI-Azhar University, in 

Egypt under the Fatimid dynasty was built on the concept of waqaf. 

3.9.5 Instilling Moral Values through Islamic Education 

Islamic moral values among the Muslims are vital in ensuring the fiscal 

transparency in the financial integration in managing the components within the 

Islamic economy and also within the Islamic venture capital and private equity 

industry. Islamic studies and the study of the AI-Qu'ran and Hadith play an important 

role. Islamic studies taught in colleges and universities are important in order to create 

Muslim workers and entrepreneurs whereby, they are equipped not only with Islamic 

revealed knowledge but also on other subjects such as total quality management, cost 

accounting and other Islamic finance and management related topics. 

Looking at the foundations of the Islamic economy , ve can see what is 

expected of that in an Islamic venture capital. From the structure of the Islamic 

venture capital itself we can establish funds that are Shari'ah pennissible based on 

modes such as Mushdrakah, Mudhdrabah, Diminishing Mushdrakah and others .,. -hich 

can be applied in the equity and debt financing in the venture capital industry. be it 

Islamic or conventional. 
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3.10 Survey of Empirical Study 

Based on the literature review, several researches were extracted as a guide for 

this research. These researches give an idea on what methodology to appl. y and the 

sample needed for it. Apart from that, it also helps in identifying the problem 

statement and formulating research questions for this research. These researches are 

compared with one another to see areas that can be further improved through this 

research. The first six researches and articles as stated below are the most important 

and rated very useful in this research. The remaining five articles which are mainly by 

Saad Al-Harran are still important and useful for this research. However. the research 

focused mainly on the application of Mushdrakah in the microfinance industry and not 

in the venture capital industry. 

Sami Al-Suwailem. mentioned that from an Islamic point of view venture 

capital is based on equity financing (sharikat inan), and thus falls within the 

framework of Islamic finance. Secondly, he highlighted that it combines economic 

viability and Islamic guidelines which makes it a promising option for Islamic 

financial institutions-"' 

Masudul Alam Choudhury critically examined the Mushdrakah and 

Mudharabah as modes of mobilizing venture capital in Islam. Masudul Alam 

Choudhury stated both these instruments would be capable of bringino about 

extensively co-operative and co-ordinated participation among agents, firms and 

sectors. 
116 

113 Al-Suwailem, Sami. ". 4 Potential Model of Wusharakah". Retrieved December 21,2004, ftom 
Academic Publication Center, Graduate Studies and Academic Research Vice-dealiship. Kin" 

Abdulaziz University in Jeddah. Website: http:, "'wwNv. kaau. edu. sa/CENTERS,, 'SPC, 'page-09 l. htm 
""Choudary, Masudu I Al am (200 1 ), Islamic Venture Capital -A Critical e xam I nation, Journal of' 
Economic Studies, Volume 28 Number 1. pp. 14-33 3. 
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The two articles stated above gave a good idea on how to start this research. 

However, these articles do not cover extensively on how the profit-loss sharing 

instruments are applied in the venture capital industry. A comparison of the venture 

capital and the profit-sharing loss instruments mainly Mushdrakah and Mudhdrabah 

were carried out to analyse in terms of Shari'ah compliancy. These two articles give 

an idea on the advantages and disadvantages of applying the Mushdrakah in the 

venture capital industry. 

Tariq Al-Rifai and Aamir Khan in their article on "The Role of Venture 

Capital in Contemporary Islamic Finance" stated the type of funding available in the 

venture capital industry and analysed how it can fit into a Shari*ah compliant 

structure. Shari'ah views on equities and fundamental Shariah principles are also 

discussed. Structuring issues are also mentioned pertaining to the instruments used in 

the venture capital to see their level of Shari'ah compliancy. "' 

Saqib Rashid in his paper "Islamic Finance and Venture Capital: A Practical 

Approach" attempts to increase the awareness of the prevailing US-based venture 

capital model as an acceptable Islamic investment vehicle by providing a critical 

analysis of this mode of financing in the context of Islamic economic principles. An 

analysis of the venture capital from the Shari'ah perspective is written and has 

become an excellent source of reference for this study. As stated by Saqib Rashid, the 

article he had written makes a case that establishing a venture capital industry is 

or the essential not only for further evolution of the Islamic finance industry, but also f 

117 A]-Rifai, Tariq, & Khan, Aamir (2000). The Role of Venture Capital in Contemporaly Islamic 

Finance. Retrieved December 21,2004, from Failaka International Inc. Website: 
htit !cý. df D. /, /www. fai lak-a. com.! L ibiM/Artic lesNC%20in%-? 0 Islam icO%2OLFinan_ 
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long-term health of the ailing economies of the Muslim world. 
118 

The researches by Saqib Rashid, Tariq AI-Rifai and Amir Khan provide a 

critical analysis of the venture capital in the context of Islamic economic principles. 

The instruments used in the venture capital were analysed to see their level of 

Shari'ah compliancy. This helps this research in analyzing the instruments appropriate 

for Mushdrakah financing in the venture capital. 

Habib Ahmed examines the operational structure of the financial institution 

and its implication towards managing risks pertaining to financing. "' He analyzed the 

organizational structures for debt and equity financing through analyzing credit, liquid 

and operational risks. His research showed that the organizational structure of the 

venture capital firm is an appropriate model for minimizing the risks involved in 

equity financing. 

Tariqullah Khan analysed the capability of redeemable financial instrument as 

a means to provide a comprehensive financing mechanism. 
12' He argues that 

redeemable financial instruments are also expected to promote self-financing and 

ensure growth. He mentioned that sale-based finance can be made subordinate to the 

profit and loss sharing (PLS) instrument and can enhance cash flow of Islarnizing 

en erpnse. 

Habib Ahmed and Tariqullah Khan researched more extensively on the 

financial advantages of profit-loss sharing contracts in the Islamic banking and 

118 Rashid, Saqib. (2005). Islamic Perspectives on Wealth Creation. lqbal, Munawar & Wilson, 
Rodney. (Eds. ), Islamic Finance and Venture Capital (pp. 228-248), Edinburgh: Edinburgh Universit\ 
Press. 
119 Ahmed, Habib (2005). Operational Structurefor Islamic Equity Finance: Lessonsftom t'enture 
Capital. Retrieved July 11,2006, from Research Paper No-69, Islamic Research and Training Institute. 
Islamic Development Bank. Website: www. i rt i pms. org/Open Save. asp? pub=-' 12. pdf 
120 Khan, Tariquilah (1995). Redeemable Islamic Financial Instruments and Capital Participation in 
Enterprises. Retrieved June 20,2005, from Research Paper No. 29. Islamic Research and Training 
Institute, Islamic Development Bank. Website: www. irtipms. or(-, ' 
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finance industry. Habib Ahmed used the venture capital operations as an appropriate 

model for minimizing the risks involved in equity financing in banks. This will give a 

guideline on how to manage risk in Mushdrakah financing in the venture capital. In 

Tariqullah Khan's research which stated that profit and loss sharing (PLS) instrument 

can enhance the cash flow of Islarnizing enterprise only shows the financial advantage 

of the Mushdrakah financing. 

Mustafa Gamal -Eldin Abdalla discusses problems arising in the microfinance 

enterprise and investigates the suitability of Mushdrakah financing for small 

enterprises. "' He stated that the Mushdrakah financing protects against the depletion 

of resources due to inflation. Other issues related to Mushdrakah financing such as 

monitoring, trust, tax, and transaction cost were discussed. 

Saad Al-Harran suggested Mushdrakah as a financial tool to help the poor and 

utilize this fund effectively by looking at the present Malaysian economic system. He 

also mentioned that the system of profit sharing would be able not only to bring about 

greater efficiency in the allocation of resources but also reduce the concentration of 

wealth and power. He added that the proposed bank for the poor in Malaysia would 

then become a strong force for socio-economic change and development. 122 

Saad Al-Harran examines the framework for Mushdrakah and analyses the 

conditions of present day Mushdrakah, which are partnership regulated by the 

government, limited company and co-operative societies. The analysis on equity 

financing is also highlighted whereby it can meet the needs between consumers and 

121 Abdalla, Mustafa Garnal-Eldin (1999). Partnership (Musharakah): A New Option for Financing 
Small Enterprise? Arab Law Quarterly, Vol. 14 No. -" ), 257-267. 
122 Al-Harran, Saad, Zakaria, Mustafa, Khalid, Haniza. (1994). Islamic Marketing Strateý-: 
Erra-dicating Rural Pover4, in Afalaysia. Malaysia: Pelanduk publications. pp-93 3 
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government as stated by Al-Harran. "' Saad Al-Harran also suggested establishing 

Rural Investment Companies in the rural areas to serve the needs of poor fishermen in 

Malaysia, through the introduction of a new concept of Islamic finance such as the 

Mush5rakah financing. In this case the poor fishennen will be partners with the banks, 

sharing the profit and losses. Secondly, he mentioned that partnership financing can 

help make the poor fishermen financially independent, decent human beings and 

entrepreneurs through time. He commented that a partnership team work has to be 

created in the banks to identify bankable projects and make them ready for financing 

and the Islamic bank must achieve high returns to distribute to its shareholders and at 

the same time maximize social benefit. 

Saad Al-Harran cited that one of the objectives of Islamic banks is to supply 

funds based on profit-sharing principles-"' He mentioned the importance of the PLS 

funds and it can penneate sound feasibility studies projects and that it will put great 

responsibility on the Islamic Banks to ensure that the business succeeds. He stated on 

the structure of the Islamic Investment Companies as a suggestion in assisting the 

banks with the investments taken. 

The first six empirical studies stated above covered the analysis of the venture 

capital from an Islamic perspective and how it can be structured in an Islamic way 

especially as a Musharakah contract. Instruments used in the venture capital were also 

analysed in terms of Shari"ah compliancy. However. these articles and researches do 

not analyse the appropriate exit strategy or at which business stage the Mushdrakah 

best applied, which is important in this research. In addition. it does not analyse the 

123 Al-Harran, Saad (1995). Leading Issues in Islamic Banking and Finance. A]-Harran. Saad (Ed). 
Musharakah Financing: Concept and Application (pp. 2-24). Malaysia: Pelanduk Publications Sdn. 
Bhd. 
12' Ibid. 26pp. 
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profit distribution and risk mitigation of Mushdrakah financing in the venture capital 

industry. The critical analysis is on the basis of Shari *ah compliancy only. The 

applicability of the Mushdrakah financing in the venture capital industry is not 

analysed extensively, which gives an opportunity for this research to do so in terms of 

financial advantages (risk, retum, corporate governance, exit strategy, ownership, 

liability, legal) and management value-added (trust and knowledge in managing 

business). 

Most of Al-Harran's articles focused on the application of the Mushdrakah in 

microfinance and he also mentioned about equity financing. This gives room to 

explore how Mushdrakah funds can be established in the venture capital. The 

principles and features of Mushdrakah applied in the microfinance area can be of good 

reference to study on the application of Mush5rakah financing in the venture capital 

business in Malaysia. 

All the articles and research papers give us the idea to look into more depth 

and to investigate factors that are needed to apply Mushdrakah in the venture capital 

business in Malaysia, and to analyse the various aspects of Mushdrakah and the 

venture capital in terms of risk and return, corporate governance, liability, exit 

strategy, trust and transparency. In addition, these researches also analyses the 

differences and similarities between the two types of financing. Selection criteria for 

an investment are also covered in this research. 

3.11 Conclusion 

The list of subtopics covered in this chapter gives an overvic%% of the 

MushArakah in terms of its concepts and principles and to full. %v understand hov. - it can 

be applied in the venture capital setting. Apart from that, one needs to know from past 

experience where the Mushdrakah was applied in contemporary finance in vanous 
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Muslim countries. This will give an idea on the pros and cons of its applicability in 

the venture capital. The application of Mushdrakah (mainly in banks) in Malaysia is 

also highlighted as to give an idea on the applicability of the potential Musharakah 

financing in the venture capital and examining if Malaysia has the infrastructure for it. 

The discussion on equity financing was also covered in this chapter. This is to 

highlight the importance of equity financing, which is the basis of Mushdrakah 

financing and to compare it with debt financing. This chapter is of importance for 

setting up the interview questions and to study the Mushdrakah from a religious and 

economic standpoint. The collections of empirical studies give excellent guidelines in 

building the research in terms of choosing the appropriate research methodology, 

structuring interview questions and to find a platform to explore the potential of 

Mushdrakah for venture capital funding in Malaysia. 
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CHAPTER FOUR: RESEARCH METHODOLOGY 

4.1 Introduction 

This chapter focuses on the methodology applied for this research. T'he 

research method chosen for this research is the qualitative method. The qualitative 

research method is another type of research that is different from that of its 

quantitative counterpart in tenns of the area of study, the type of data obtained and its 

analysis. In sociology, the work of the 'Chicago school' in the 1920's and the 1930's 

established the importance of qualitative inquiry for the study of human group life. "' 

It is also stated that in future qualitative research would be employed in other social 

and behavioural science disciplines including education, history, political science, 

business, medicine, nursing, social works and communication. "' However, this all 

depends on the area of the research topic and also on the amount of the sample there is 

to analyze. A comparison between qualitative research and quantitative research is 

demonstrated below. The qualitative research differs from quantitative research in the 

following ways: 
127 

0 The data is usually gathered using less structured research instruments 

e The findings are more in-depth since they make greater use of open-ended 

questions 

0 The results provide much more detail on behaviour, attitudes and 

motivation 

125 Denzin, Norman, K. & Lincoln, Yvonna, S. (2003) 'The Discipline and Practice of Qualitative 
Research' in Norman K. Denzin & Yvonna S. Lincoln (eds), The Landscape of Qualitative Research: 

theories and issues. (pp. 1). London: Sage Publications Ltd. 
126 Ibid. Ipp. 
127 Qualitative Research. Techniques (n. d. ). Retrieved July 7,2006, ftom 

. htm 
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9 The research is more intensive and more flexible, allowing the researcher 

to probe since she has greater latitude to do so 

9 The results are based on smaller sample sizes and are often not 

representative of the population 

The research can usually not be replicated or repeated, given it low 

reliability 

Quoting from David Silverman from his comparisons between quantitative 

and qualitative research, he mentioned that in choosing a method it depends on what 

we are trying to find out. "' Furthermore, for both types of research they have various 

models. The analysis of the results is much more subjective. Therefore, depending on 

what one is studying and to choose models that are appropriate for the study, David 

Silverman listed several questions where qualitative research is concern for a specific 

research: 

* What exactly am I trying to find out? Different questions require different 

methods to answer them. 

9 What kind of focus on my topic do I want to achieve? Do I want to study 

this phenomenon or situation in detail? Or am I mainly interested in 

making standardized and systematic comparisons and in accounting for 

variance? 

* How have other researches dealt with this topic? To what extent do I %A, ish 

to align my project with this literature? 

128 Silverman, David. (2004) Doing Qualitative Research: A Practical Handbook Issites. London: Sage 
Publications Ltd. pp. 6 
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* What practical considerations should sway my choice? For instance. how 

long might my study take and do I have the resources to study it this \A,, aN, ". 1 

Can I get access to the single case I want to study in depth"' Are 

quantitative samples and data readily available? 

9 Will we learn more about this topic using quantitative or qualitative 

methods? What will be the knowledge payoff of each method? 

9 What seems to work best for me? Am I committed to a particular research 

model which implies a particular methodology? Do I have a gut feeling 

about what a good piece of research looks like? 

Based on these questions I have decided to choose the qualitative research method for 

this study. This is supported by the fact that there is a high level of interaction and 

direct communication with respondents. The qualitative research method used is the 

content analysis and the data collection strategy used to collect data for analysis is 

through a survey. Under the survey strategy I used the semi-structured interview 

questions to obtain the data. Face-to-face meetings email and telephone interview 

were carried out. Qualitative research produced large amount of text data and later 

was transcribed. There are many transcripts that are later analysed and categorized for 

the analysis. Although qualitative research can be used as part of formal or conclusiN,, e 

research, it is most commonly encountered when conducting exploratory research, 

, A, hich is what is done in this research. Qualitative research techniques are part of 

primary research. "' 

129 Qualitafive Research. Techniques (n. d. ). Retrieved July 7.2006. from 
11 htm 
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4.2 The Rationale for Using Qualitative Methods 

Qualitative research seems to promise that we will avoid or downplay 

statistical techniques and the mechanics of the kinds of quantitative methods used in 

survey or epidemiology. "' To choose such methods definitely depends on what the 

researcher intend to study. As stated by Silverman, that in choosing a method 

everything depends upon what we are trying to find out and that no method of 

research, quantitative or qualitative, is intrinsically better than any other. 131 In this 

study qualitative method are chosen based on these reasons: 

9, Inline with the research aims, questions and objectives 

e Infancy of the area of study 

* Small sample size 

0 Scarce information on the area of study 

e To obtain more information about the area of study and also to study the 

attitudes and behaviour of the interviewees where applicable 

The method used for this qualitative research would be the semi-structured interview 

technique, Interview as a research method can be a very powerful tool as stated by 

three authors listed below: 132 

*The purpose of interviewing is to find out what is in and on a person's 

mind..., to access the perspective of the person being interviewed.... to find 

out from them things that we cannot directly observe' (Patton. 1990: 278) 

130 Silverman, David. (2004) Doing Qualitative Research: .4 Practical Handbook. Issues London: Sage 

Publications Ltd. pp. 6 
"' Ibid. 6pp. 
1 32 Arksey, Hillary & Knight, Peter (1999). Interviewingfor Social Scientists. London : Sage 

Pubi icat ions. pp.. 32 
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Qualitative interviewing is a way of uncovering and exploring the 

meanings that underpin people's lives, routines, behaviours, feelings etc. 

(Rubin and Rubin, 1995) 

* These interviews focus on the informants' understanding rather than 

checking the accuracy of the interviews' account, which is the case with 

survey interviews and questionnaires; 'it allows both parties to explore the 

meaning of the questions and the answers involved, which is not so 

central, and not so often present, in other research procedures' (Brenner et 

al., 1985: 3) 

The points stated above supports the method used in this study. Through interviews 

and connecting it with qualitative research we are obtaining primary data as opposed 

to analysing secondary data that we use in quantitative analysis. Firstly, interviewing 

is chosen in this study as it is not only based on the research questions, aim and 

objectives, but it is also with this method that we are able to obtain and find factors 

important for the implementation of Mushdrakah in the venture capital company. In 

addition to that,, interviewing is also a systematic collection of data, through asking 

133 
questions and carefully listening to, and recording or noting the answers . Interviews 

provide: "' 

Access to a range of experiences, situations and knowledge that would 

otherwise be hidden. Interviewees may describe private or sensitive 

behaviours, events that happened in the past or key locations inaccessible 

RAR Technical Guide. (n. d. ). Retrieved August 9,2005, from 
htto: /, "%v, ww. who. in Cdocstore/h iv. /Core/Chapter 9,4. htmlt', intr )duct io". 
1 14 lbid 
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to outsiders. 

e Information on the meanings and definitions that people give to events and 

behaviour. This is particularly useful for understanding what individuals 

think 'risk' behaviours are. 

Secondly, based on the two points stated above, interviews are vital in this 

study as we want to know the perceptions of the venture capitalist towards using or 

applying Mushdrakah in the venture capital. Although this is not the main research 

aim, but it is still important to know since they are the ones who will be offering the 

product to the entrepreneur. 

Thirdly, in this study the purpose of using the semi-structured interview that is 

part of the technique under interviewing is an appropriate tool because the nature of 

the research is exploratory. "Interviews allows for understanding and meaning to be 

explored in depth. Qualitative interviews examine the concept of thought, feeling and 

action and can be a way of exploring relationships between different aspects of 

situation. Interviewing is a powerful way of helping people to make explicit things 

that have hitherto been implicit - to articulate their tacit perceptions, feelings and 

understanding""' If we look at the paragraph above it is similar to that undertaken in 

this study, whereby from the interview questions answers that are obtained from the 

interviewees are categorized and put into themes. The next step is to find a rtý 

relationship between the themes and at the same time one can also articulate their 

perceptions and feelings on a certain subject. 

Lastly, the industry or the sample size used in this study is of small size within 

135 Arksey, Hillary& Knight, Peter (1999). Interviewingfor Social Scientists. London : Sage 
Publications. pp. 9. 
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the range of ten to thirty, therefore, to apply the self-administered questionnaires or 

quantitative statistics methods would be not suitable as those two would require large 

samples for testing. In this study, interviews are necessary because there is not much 

infonnation about the industry and we cannot generalize the venture capital industry 

being the same throughout the whole world. In addition, the richness of response 

between the interviewer and the interviewee can be a rich source of data, simply 

because some interviewees give more information than the one asked for. In the 

section below we have stated reasons for applying the semi-structure interview in 

depth. 

4.3 The Advantages and Disadvantages of the Methods Applied 

An interview is a data collection technique involving verbal communication 

between the interviewer and the interviewee. It is used in both exploratory and 

descriptive study. There are three approaches to interviewing which are structured, 

semi-structured and unstructured. Structured interviews enable the interviewer to ask 

the same questions to the respondents in a same way. It is very much like a 

questionnaire, which is heavy with closed ended questions and these questions are 

pre-coded to make it easier for data entry later on. However, in most structured 

interviews and questionnaire the final question is usually in open-ended forinat. for 

example, ("What are your comments... "' whereby, it helps to gather as much 

information as possible. 

Semi-structured interview involves a series of open-ended questions in 

categories that the researcher wants to study. Open-ended questions must be detailed 

and straight to the point to minimize as much confusion as possible. Valid and reliable 

answers will be obtained. which is important for your analysis in the next stagge. It Is 

important that questions are pre-tested to avoid irrelevant questions that would give 

126 



answers that are not contributing to the overall study. The advantage of using this 

approach is that the interviewer and the interviewee can discuss the points in more 

detail. The data obtained is extensive. The disadvantage is that the inten, iewees may 

sometime give longwinded answers and it would take time in transcribing the data 

later on. This approach is useful for exploratory study such as this study and it is not 

possible to draw up a list of pre-coded data because little is known about the research 

area and information is scarce. 

Unstructured interviews have very little or no structure. A limited number of 

topics are discussed but are covered in great detail. Questions vary from one interview 

to another, which means that this method of interviewing is flexible. The researcher 

must have good communications skills to be able to interact with the interviewee and 

discuss the issues in depth. This approach may be useful at the early stages of the 

interview or the research process whereby; the researcher has very limited knowledge 

on the topic involved. Irrelevant questions can be eliminated easily. The drawback of 

this approach is that it lacks consistency and coding becomes a difficulty. 

Among the three approaches the semi-structured interview is preferred to 

obtain data from the venture capitalists. The answers obtained vary from respondents 

and questions are all standard eliminating biasness at any cause. Various answers 

which is later on analysed would only enrich the databank obtained for this study, 

using the comparative analysis method, which we will discuss later. The common 

format for each interview makes it easier to code, analyse and compare data. The 

interviewer can ensure that interviews do not over-run, and have control over the 

interview session. The questions set are descriptive and interviewees have to explain 

in order answer. 

Face-to-face interviews, email interviews and telephone interviews Nvere used 
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in this research. Face-to-face interviews were applied in the pilot test phase and the 

interviewees gave positive responses on the development on the questions asked. If 

the interviewees do not understand the questions, then this is the time to do some 

rewording and adding more important questions, which is relevant to your research 
.4 

questions and objectives. Questions, which are irrelevant, will be eliminated. For the 

full survey, face-to-face interviews and email inter-views were frequently used because 

of the difficulty to schedule for an interview with the potential respondents. Face-to- 

face or personal interviews are very labour intensive but are flexible in the sense that 

the interviewer can correct any misunderstanding of the questions on the spot to 

provide clarity. New ideas can also be discussed with the interviewee and can be a 

bonus to the thesis. In general and in summary, the advantages and disadvantages of 

the face-to-face interview are given below. "' 

Table 4.1: Advantages and Disadvantages of face-to-face Interview 

Can allow for in-depth knowledge sharing 

Advantages 

Helps to develop the bigger picture 

Helps with analysis of results 

Good for networking (e. g. you may be referred to other people to 

interview). 

Can be time consuming 

Disadvantages ý May be difficult to arrange an interview time 

Can be difficult to compare and analyse information 

The advantages listed above have helped in the analysis in answering the 

136 Finley, Alan (n. d. ). Introduction to Basic Research Methods Handout. Retrieved December 25. 
2006, from IntraOnline Website: 
www. itrainonline. oi-g, "iti-ainonlinet, 'mmtkilmmtk- basic research methods., hand )ut. doc 
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research questions. Other than that, during the pilot test irrelevant questions were 

elirninated and familiar terms were applied so that to increase the understanding of the 

interviewer on the interview questions and also on the scope of what is researched. 

The face-to-face interviews is time consuming and hard to schedule an 

appointment. However, if the interview process is administered with proper timing to 

avoid restlessness with the interviewee, it may be time consuming. The main 

disadvantage as for face-to-face interviews are concerned is on scheduling an 

appointment, usually due to the interviewees' busy schedule. In this study the 

interviewees are mainly people in high position such as the Chief Executive Officer, 

Director, Managing Director and General Manager of the company. Therefore, to 

have an appointment with them may be very hard. In some cases, the interviewer is 

left with no response from them. Looking at this disadvantage there is one method 

that had helped in increasing the response rate of the data collection that is the email 

interview. 

"Sample listings that include e-mail addresses obviously open that avenue for 

data collection. While e-mail is not yet a reasonable option for general population 

surveys, there are many populations (employees, students, members of professional 

organizations) for which e-mail addresses are nearly universal and are easily 

available. In those cases, using the Internet as the main or at least, data collection 

mode may be a good idea. " '31 This leads us to the next method of data collection, 

which is the email interview. 

Using the e-mail interview approach as a method for data collection 

potentially offers researchers many advantages such as '*readN' data" "-herebv vou can 

137 Fowler Jr., Floyd J. (2002). Survey Research Methods. California: Sage Publications. Inc. pp. 60. 
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save time from transcribing the data, low costs and it is convenient to the respondents. 

Althou& email interview is informal by nature 
138 

, it is not a structured intenie%v and 

there are no face-to-face meetings, or no facial expressions and body language that 

can be seen and observed by the interviewer, respondents can take their time to 

answer the questions as compared to a face-to-face interview where respondents tend 

to feel tired after the first twenty minutes. The data obtained are just as good 

compared to that obtained from the face-to-face interview. The ones obtained from the 

email interview were more direct and straight to the point. This will make it easier to 

transcribe the data and also to code them later on. Although one can obtain more 

information and new ideas from a face-to-face interview, it does not mean it is not 

possible in an email interview as well. This all depends on the interviewee. Eniall 

interviews are also particularly useful when the respondents to be interviewed are 

widely geographically distributed. Furthermore, the participant can remain 

anonymous and they can speak freely without constraint, limitations or feeling 

uncomfortable of being video taped. In this case the Internet through the email is 

used not just to obtain data but also as a tool for communicating and as a place for 

communicating. 

Telephone interviews can be an efficient way of collecting data. Telephone 

interview is preferred by busy professional respondents, and is appropriate for 

interview questions that provide straightforward answers. However, there are cases 

whereby companies move or relocate and the number ceased operation. Telephone 

interviews are helpful when the respondents to be interviewed are widely 

138 Wakkee, Ingrid, Encylis, Paula D. & During, Wim. (2007) Tsing emails as a source of qualitatiVe 
data. ' in Neergaard, Helle &U lhoi, John Parm (eds), Handbook of Qualitative Research Meihodv in 0 

0 

Entrepreneurship. (pp. 3-3-3). Edward Elgar Publishing. 
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geographically distributed. One of the main disadvantages of a telephone intervie-w is 

that it is difficult to include illustrations and not appropriate for surveys. 1xhich 

involves likert scales. The length of a telephone interview is also limited. although 

this depends on the subject area. One needs to make prior appointments for a 

telephone interview and send the interview material and the cover letter for the 

respondent to look at in advance of the interview. The cover letter should include the 

background of the research and length of interview. 

Comparing the telephone interview with that to the email interview. the 

answers obtained from this type of interview are straightforward. Although, the 

interviewer has to write down the answers or record them by using software in the 

computer, it is still a good way to obtain data. Recording in this case is better than 

writing it down. To write down the answers one must be able to filter the irrelevant 

points stated by the interviewee, and only write down keywords. This is very much 

similar to that of a face-to-face interview without using any recording device and the t: p 

interviewee must write down the answers. In addition to that, the interviewer must go 

through the answers with the interviewee again for clarification. Then, the interviewee 

must revise the answers straight away after the interview. This is important because if 

the interviewee revises the answer after a couple of days from the interview, he or she 

may forget what the keywords are associated with in relation to the questions asked. 

Telephone interviewing has several advantages and disadvantages: 

Table 4.2: Advantages and Disadvantages of Telephone Interview 

It is well suited to random and structured sampling, far more so than 

Advantages 

clipboarding (which is known as 'intercept interviewing'. %%here people are 

stopped in malls, going to football games, leaving churches, and so on. The 

major problem is that the people at those places are oil [y representati\ e of 

people who go to such places at such times) 
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I-elephone interviewing is ahead of its main rival, the questionnaire. 
because it is quicker 

i eieptione interviewing usually has a higher response rate than do 

questionnaires, especially where people have had a letter saying that theY 

will be called and outlining the purpose of the coming call. 
The interviewer can help respondents who have difficulties with any 

iI question, and this may not be possible with questionnaires. 
Literacy, which is necessary for questionnaire response, is not a limiting , 
factor in telephone interview. 

---- I The conventions of phone use work for the interviewer, since people feel a :, 

pressure to answer the phone (but not to respond to an intercept 

interviewer), it is non-nal for the initiator to terminate the call, and there is 

an expectation that the person answering the phone will then participate 

actively in the conversation (Frey, 1989) 
1 

It has the advantage over questionnaires that the interviewer can encourage 

reluctant phone subscribers to participate. The author mentioned that the 

interviewer can explain the importance of the research and how helpful the 

interviewees' opinions are, plus to call back at a better time. The 

interviewer can also explain to the interviewee about the research and that it 

doesn't take that long to be interviewed. 

Interviewer reliability should be high, since a supervisor can monitor calls 

and spot cases where the interview diverges from the script. 

Disadvantages 

The researcher can quickly see how the work is progressing by reviewing 

the completed response forms as they are passed on by the interviewers. 
_ 

Respondents will not be prepared to spend a long time answering questions. 

There is a consensus (Frey, 1989) that the questions need to be fixed- 

response ones, since open-ended questions are harder to manage over the 

phone than face-to-face and answers tend to be less complex and shorter. 

The interviewer has little guarantee that the respondent's mind is really on 

the questions and not distracted by TV, children, pets, or the dinner that is 

burning. Phone surveys take more interviewer time than do questionnaires, 

involve phoning outside of normal work hours, and require repeated 

attempts to contact the right person at some numbers. 

They demand a lot of concentration and energy to keep to the script and to 

sound right. 
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inierview iraining is necessary ana interviewer supervision is common 

Each call is more expensive than the cost of sending out each questionnaire. 

The data produced will be of the quality that comes from all survey methods 

Source: Arksey, Hillary & Knight, Peter (1999)139 

In this research there were not many telephone interviews. One of the 

respondents just called and straightaway asked if the interview could be done on the 

spot. Such things can happen if prospective respondent is busy. This only shows that 

researchers should be ready at all times, when telephone interviews are concerned. 

Other than that, it shows that point number three under advantages persists, and that 

the response rate is better compared to that of scheduling a meeting for a face-to-face 

interview. 

Another method of data collection is through focus groups. "Focus groups are 

used especially in marketing and media research. ""' ""Focus groups are used as a 

method on their own or in combination with other methods - surveys, observations, 

single interviews and so on. ""' Group interviews are useful when limited resources 

prevent a researcher to conduct a face-to face interview with the respondent. 

However, one must be able to identify a number of individuals who share a common 

background. For example a group interview of CEO's from the banking sector. The 

disadvantage of this method is that it will be difficult for the researcher to get a 

suitable time for all the respondents to be able to meet up at a specific time. 

Assistance is needed to record and take notes on the group interview. However, I do 

139 Arksey, HiI lary & Kn ight, Peter ( 1999). Interviewingfor Social Scientists. London : Sage 
Publications. pp. 79. 
140 Flick, Uwe. (2002). An Introduction to Qualitative Research. London: SAGE Publications Ltd. pp. 
120. 
14 1 Ibid. pp. 120. 
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not use this method in this study, as it is not appropriate, since we want a one-to-one 

interaction to obtain the information needed. 

In this study most of the time the interview would just interview only one 

interviewee, but there are situations whereby there are more than one interviewee. 

This is not arranged like that of the joint interviews. "'Joint interviewing involves one 

researcher speaking with two people simultaneously to gain both perspectives on the 

same phenomenon. ""' This type of interview would be better off if it had been 

planned before hand rather than having it on the spot and give the interviews to the 

interviewee in advance. It is also important to call the interviewee(s) before going to 

the interview although the appointment had been scheduled. Furthermore, it is 

important to give a detailed background on what you are working on in your thesis, so 

that the interviewee has a clear idea what to be discussed together with his or her 

partner. Listed are some advantages and disadvantages of joint interviews: 

Table 4.3: Advantages and Disadvantages of Joint Interviews 

Advantages May establish rapport and an atmosphere of confidence more easily I 
-- - Can obtain two versions of events rather than one, which may, or may not, 

produce a coherent joint account. The distinct form of information and 

knowledge are likely to corroborate and supplement each other but at the 

same time may contain points of divergence. Inconsistencies between 

perspectives are likely to be missed if one partner is left out of the study and 

his or her views are inferred from the other's data. 

The story that emerges may be more complete as interviewees fill in each 

other's gaps and memory lapses. 

The information obtained may be more trustworthy as bias in one account 

may counterbalance that in the other 

142 Arksey, Hillary& Knight, Peter(] 999). Interviewingfor Social Scientists. London : Sage 
Publications. pp. 75. 
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Researchers may gain insights into the interactions and nature (power) 
relationship between couples through observation of verbal and non-verbal 

Disadvantages 

modes of communication; for example, it may be possible to witness how 

couples support, negotiate and influence each other, as well as manage 
disagreements and areas of tension. 

One informant may dominate, to the extent of silencing the partner--. - t-h-e- ' 

literature (McKee and O'Brien, 1983; Jordan et. al., 1992) suggests that men 

are likely to be more vocal and overbearing. 
143, 

The risk of stirring up antagonisms and conflicts of interest 

If the research topic is especially sensitive, or there is any likelihoo-do--f---, 

provoking fiction, individuals may not be willing to disclose detailed, 

honest information in front of their partner and instead provide a more 

acceptable, 'public' response (Cornwell, 1984). '" 

Partners may collude to withhold information from the interviewer 

Interviewees may not concentrate as well when two people are present. 

Source: Arksey, Hillary & Knight, Peter (1999)145 

This method of interviewing was not part of the methodology in this study, it 

was by chance that the initial interviewee (the CEO, Director, General Manager or 

Manager of the company) had scheduled another interviewee to assist them. This does 

not affect the interview process and also the data analysis at all. In fact, in this study it 

has helped to give more ideas as '"two heads are better than one" and this is seen under 

point two of the advantages of joint interviews. 

In conclusion, though the data collection method used is not standardized. the 

results obtained were good enough to analyse and has increased the response rate. The 

143 McKee, L. and O'Brien, M. (198-33) 'Interviewing men: taking gender seriously', in E. Gamamlko%%. 
D. Morgan, J. Purvis and D. Taylorson (eds), The Public and the Private. London: Heinemann. pp. 147- 
61. 
144 Cornwell, J. (1984). Hard Earned Lives: Accounts of Health ; %nd Illness from East London. London: 

Tavistock Publications. 
145 Arksey, Hillary & Knight, Peter (1999). Interviewingfor Social Scientists. London : Sage 
Publications, pp. 76. 
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same interview questions formats (semi -structured interview) were applied throughout 

the survey. Indeed, all the methods have its pros and cons, but all the methods used 

are suitable to that of obtaining the data for this study. In other words the interviewees 

had managed to answer and provide the information needed. All of them provide text 

data and were later analysed and coded. Below in Table 4.4 is a summary of the pros 

and cons of all methods used pertaining to this study: 

Table 4.4: SummaKy on Pros and Cons of Different jypes of Interview Methods 

Response rate Quality of data Feedback on Technical errors research/thesis 

Scale Slow/Fair/Fast Bad/Fair/Good Less/Fair/Many Less/Fair/Many 

Face-to-face Fair Good Many Fair interview 

Email Fast Good Many Less interview 

Telephone Fast Good Fair Fair 
interview 

As stated in the paragraphs above, the response rate for the email interview 

and the telephone is faster compared to that of the face-to-face interview. Although 

there were more interviews carried out through face-to-face, the response rate with of 

an email would take about four days for the interviewer to repl,,,, back with the 

answers. In the case of the face-to-face interview one has to make an appointment a 

week before, and this depends on the availability of the interviewee. 

In terms of the quality of the data, all of the data collection methods used 

provided data that are useful for analysis, and content analysis is carried out on them. 

Useful in this case means that information is obtained and that the quality of the audio 

is good. For example. look at the conversation below: 

Interviewer: "What is the biggest risk in the venture capital business? - 
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Interviewee: " Venture capital meaning early stage ... poor management " 

Although several interviewees would give different types of risk, this is the ans%ver 

that we want for the analysis. It answers the question. Some of the interviewees may 

not give the exact tenn. However, we can do that in the coding process. Feedback and 

ideas on the research are obtained through face-to-face meetings and email interviews. 

In this research the interviewees, were generous in giving a helping hand in giving all 

the information needed and also to reword some of the interview questions from the 

practitioners') point of view. It needs to be reworded based on terms that they are 

familiar with. In the telephone interview, since we only had one, it is unfair to put a 

judgment here. However, discussion did take place and several questions and answers 

were exchanged with relations to the subject area. 

In terms of technical errors both the face-to-face interview and the telephone 

interview pose more errors as compared to the email interview. In the face-to-face 

interview where transcribing data is concemed, there are cases whereby. the 

pronunciation of the interviewee is not that clear. This can be due to many reasons, in 

this study there are cases where the digital recorder was placed below an air- 

conditioned vessel and it produces a slight hollow sound when the audio is played in 

the computer. There is also a case whereby the interview was carried out at a caf6, and 

the noise interrupted the interview process and made some words unclear. 

For the telephone interview, although it is not taped, the same thing persists. 

The noise from the television or other source of obstruction can interrupt the intervie', -v 

process. However, for the telephone interview we can ask the intervieýxer to repeat 

again but this is not in the case of the face-to-face intervIew. As for the email 

interview, the data are considered "ready data". It only needs to be coded and no 

transcribing is necessary. In cases where the interviewee is not well versed in the area 
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researched then we may not be able to get answers from them. This can also happen in 

a face-to-face interview and even after explaining, we cannot demand an answer 

straightaway, or expect the interviewee to at least say something. There have been 

cases also whereby', the potential interviewee replied back and mentioned that he is 

not the right person to be interviewed, because he is not well versed in the area 

studied (Mushdrakah). All in all the methods used were useful and the differences in 

data collection methods are made flexible so that it does not constrain the interv i ewee. 

4.4 The Preparation of Interview Questions 

The preparation of interview questions is not an easy task. Interview questions 

must cater to research questions, aims and objectives. One must also make sure that it 

is the right method to use for the topic chosen in order to get the data wanted. Semi- 

structured interviews are applied in this study. It involves a series of open-ended 

questions based on the topic areas, which are: 

e Overview of Venture Capital Industry 

o Risk and return 

* Corporate Governance, Liability and Ownership 

0 Trust 

The topic areas and the interview questions were structured in accordance to 

the literature review process with guidance from articles in the journals. Ansývers 

from the interview will be analysed through content analysis. This is really a 

systematic way of identifying all the main categories and developing them into 

themes. The next section gives the lists of interview questions according to the topic 

areas as stated above. 
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4.4.1 Overview of Venture Capital Industrv 

Interviewees are asked general questions or "warm up" questions about Shari 

, ah compliant financial instruments. This is to avoid interviewees getting a shock on 

the type of Shari 'ah compliant financing that they are not familiar with. Questions are 

based on comparisons between partnership and venture capital in order to get 

information on the venture capital industry in Malaysia and to see how much the 

interviewees know about Mushdrakah and Shari 'ah compliant financial instruments. 

The interview questions in this section are: 

9 Is venture capital funding in Malaysia based on partnerships of any kind? 

0 What are the criteria that you look for before investing into a company? 

0 What are the factors deemed important if a venture capital wants to 

structure funds to be Shari'ah compliant, for an example like the CIMB 

Muarnalat Fund. 

0 What are the limitations of using such funds? 

4.4.2 Risk and Return 

Interviewees are asked questions pertaining to profit sharing, profit 

distribution and risks in venture capital. From these questions, we can analyse on 

applying the profit-sharing concept of Musharakah and it would also give ideas on 

how to manage risks in Mushdrakah financing in a venture capital setting. The 

interview questions in this category are: 

0 How are capital gains distributed between the shareholders of the venture 

capital and the invested company? 

0 Is it distributed based on the invested value? Please elaborate. 
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9 Between, the Net to asset value (NTA), P/E ratio and the cash flow 

analysis, which is your preferred method of valuation? Please explain. 

9 What happens when investments perforrn poorly or the business ceases 

trading? 

o What is the biggest risk in the venture capital business? 

e How do you ensure that you maintain a degree of control over the business 

to protect your investment? 

9 Is risk management the prime responsibility of the venture capitalist or the 

entrepreneur? 

4.4.3 Corporate Governance, Liabili! j and Ownership 

Interviewees are asked questions with regards to their ownership interest and 

liability incurred in the venture capital. Interviewees are also asked questions on the 

rights and responsibilities in a venture capital and compare it with the Mushdrakah. 

Other than that, one can also study the preferred way on how liability is managed and 

compare it with the Mushdrakah. The questions in this section also covers, the 

instruments used for investment and the exit mechanisms that are common among the 

venture capital companies in Malaysia. The interview questions in this category are: 

0 What are the rights and responsibilities of the company and the venture 

capitalist in this partnership? 

0 Is the venture capitalist liable for any action undertaken by the 

entrepreneur? 

Is it possible to use just ordinary shares? Please explain. 

Would it be a good strategy to exit if the investee slowly buys out it shares 

bit by bit until the investee wholly owns the business? 
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9 What is you preferred exit strategy? Please explain. 

9 What other exit avenue do you use? 

4.4.4 Trust 

The venture capitalist perception on trust is highlighted here. This is to find 

out the importance of trust in a venture capital and a partnership, which is vital in a 

Mushdrakah contract/financing. The questions on developing trust are highlighted as 

well. The question on the monitoring process is also covered. The interview questions 

in this category are: 

* How would you define trust? 

9 How can you strengthen trust between the VCC and the entrepreneur? 

* How do you monitor the companies? 

While preparing the interview questions there are several guidelines that need 

to be adhered to. This is to ensure that the interview questions are understandable and 

clear to the interviewee. An unclear interview may result in poor data quality and 

reduces its reliability and validity in answering the research question. Below are some 

guidelines that apply to all structured, semi-structured and unstructured interviews: "' 

9 Vocabulary - The question must be clearly understandable and 

appropriate for the particular group being interviewed. If words or phrases 

are too complicated or theoretical this can lead to confusion. 

0 Prejudicial language - Avoid language that can be interpreted as 

116 Arksey, HiI lary & Kn ight, Peter ( 1999). Interviewingfor Social Scientists. London : Sage 
Publications. pp, 93. 
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containing assumption that may reinforce particular beliefs and prejudices. 

9 Ambiguity - Certain words can be interpreted in different ways, and it is 

important to make sure that interviewees understand the correct meaning 

from the point of view of the study. 

* Imprecision - Terms or phrases such as 'average'. -a great deal' or 

(regularly' are vague, and likely to hold different meanings for each of us. 

0 Leading questions - It is not desirable to use questions that suggest or 

'lead' interviewees towards a particular answer. 

9 Double-barrelled questions - Questions that ask two in one, like 'Do 

your hobbies include swimming and cycling? ', should be avoided for two 

reasons. First it would be unclear whether an answer of yes or no applied 

to the first part, or to both parts; secondly, the answer might be both ves 

and no, making it difficult for the interviewee to answer. 

* Assumptive questions - Try to refrain from using questions assumptions. 

For instance, the question 'Do you go to work in your carý contains two 

assumptions: one, that the interviewee works, and two, that he or she 

drives a car. As it stands, the question overlooks the fact that not everyone 

engages in these two activities. 

0 Hypothetical questions - It is best to avoid using hypothetical questions 

as they are unlikely to generate any useful data. For instance, there is no 

guarantee that people's response describing what they would do if theN 

were confronted with a particular event or situation are an accurate guide 

to their behaviour in reality. 

0 Personal or sensitive questions - Pose these kinds of questions at the end 

of the interview when you have built up relationship and trust. Some 
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researchers use vignettes whereby it is a short story generated by the 

researcher and focusing on hypothetical characters in particular situations. 

9 Knowledge - Do not assume any specialist, or even general knowledge on 

the part of the interviewee. Whilst they may be willing to answer questions 

you need to make sure that members of the group you are targeting also 

have the ability to answer them. 

9 Memory recall - Bear in mind that asking people to recall events froni the 

past may not produce totally correct answers, not because people are 

telling untruths but simply because they have forgotten. 

Looking at the points above, points number one, three, six and ten are very 

important to follow. In terms of vocabulary, in this study there are several Arabic 

terms used. Therefore, one must highlight this in the letter and give a brief 

introduction about the study. For instance, it is good to highlight the concept of 

Mushdrakah in the cover letter and also about the research because this can give the 

interviewer an idea of what you are working on and also how they can approach your 

interview questions. This also relates to point three which is on ambiguity of the 

questions. For example in this research, the word 'profit' may not result the same 

meaning from a venture capitalists' perspective because profit for them is on the 

4 capital gains'. Therefore, it is important to address the term capital gain in your 

interview questions and not 'profit'. 

In point six, it is not good to put two questions into one. These are called 

double-barrelled questions. This may result in difficulty for the interviewee to ans%%er. 

However, if there is one in your interview question, do put aside some time for the 

interviewee to slowly answer them and guide them through it. if possible remind theni 
r-- 

14 ") 



at which point they are at, and the interviewer should also take notes. Lastly, in this 

research, the interviewee can not assume that the practitioners (the interviewee) 

already know Islamic banking and finance. indeed, they get their experiences first 

hand, but that does not necessarily mean that they know the area that we are studying 

about. This is highlighted in point number ten. It is very importarit to follow this 

because structuring questions that interviewees can not answer would only result in 

poor data. 

4.5 The Preparation for Conducting Interviews 

Devising an interview schedule and the content of the interview involves 

several elements: 

0 What questions to ask (structuring the questions) 

0 Phrasing the questions 

0 Depth of topics to be included (depending on what you are studying) 

0 Question order 

o Timing 

The interview schedule will obviously depend on the purpose and focus on the 

research. The questions must be understood, familiar and answerable. Interviews are 

time eonsuming for the interviewee as well as the interviewer. Therefore, the 

interview should be kept to the minimum time possible. it is important to provide the 

interview questions in advance to the interviewer as it would give thern and idea on 

what you are studying and how they can answer your interview questions. 

It is important to phrase the question with clarity as to avoid rephrasing. Therc 

are times when the interviewer may not understand a certain question. This is ý%,, hcii 

the interviewer needs to rephrase the question if the intervie"-ees do not understand 
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A- - dic question but bear in mind that the interviewer must rephrase at least the same way 

should another interviewee does not understand a particular question. Also avoid 

rephrasing because if there are too many questions that need rephrasing it shows that 

your interview questions contains questions or terms that are ambiguous. 

The depths of topic to be concluded in this matter would mean, categorizing 

the interview questions into sections to organize it. This will give a flow to answering 

the interview questions and also would be easier for the inter-viewer to understand the 

questions rather than jumbling them all together and may cause confusion to the 

interviewer. Not only that, it will be useftil for the researcher in terms of analysis of 

the data. In terms of question order, the interviewer should not Jump into complicated 

questions at the starting point of the interview as it may discourage the interviewee 

from participating. The introduction section of the interview questions in this research 

should be something that interviewees will be able to answer without difficulty and 

providing them with an idea of the study. This will help them to relax and encourage 

them to open up. 

On the timing of the interview, the interviewer should make sure that the key 

issues have been addressed and resist the temptation to get diverted for each question. 

The recommended times for an interview should be from 20 minutes to 40 minutes 

which means that for each question, the interviewer must allocate a specific amount of 

time, though this highly depends on the arnount of questions one has and also on the 

level of difficulty for each question. Sometimes, there are signs of restlessness after 

the first twenty minutes where the interviewee will rub their eyes and yawn. In this 

case, the interviewer should speed up the interview process but still focus on covenng- 

the area studied. The interviewer should always concentrate on "bat the intervie%A, ees 

are saying and clarifying what they mean. However, vben such cases do not occur. 
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avoid intervening during an interview as it disrupts the whole interview process. The 

more time spent on active listening and the less time the I ing. 'nter-%, iewer spends talk' 

the less directive the interview will be. 

4.5.1 Establishing Rapport 

Before starting the interview the interviewer should spend some time to 

explain again the reason for the interview including the aim of the research project 

and what will happen to the interview data. The interview session should be in a 

relaxed informal manner so that the interview appears more like a discussion or 

conversation. The interviewer must be aware of the effect of body language in 

indicating restlessness, encouraging the interviewee to talk and maintaining a friendly 

atmosphere. By establishing rapport with the interviewer we can establish trust with 

them. This means that they are not afraid to pass out information to you and would 

expect that certain information should not be published and only used for the thesis. 

To establish the trust and rapport to build a good relationship with the 

interviewee, the interviewer must ensure several elements at every stage of the 

interview. The stages of the interview are the opening, middle and closing stages. At 

the opening stage, the interviewer must take into consideration on how to 

communicate appropriately with the interviewee. In this study the interviewee are 

among professionals with high professional status such as the Chief Executive Officer 

(CEO), Director, General Manager and Manager. The interviewer can not be too 

casual with them in terms of conversation and appearance. There are some protocols 

to adhere to. The interview is considered formal in this case. However, this depends 

on the cultural nomis of a certain country. 

Next in the opening stage, the interviewer must explain on the contents of the 
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letter with regards to research, anonymity of the interviewers, and timing of the 

interview and on whether a recording device is allowed to be used. The intemewer 

must show clarity on the aims and objectives of this research. This is the most 

important part in building trust and rapport. We need to make it clear that we are here 

for good intentions. In terms of their anonymity, the interviewer needs to ask the 

interviewee if their names can be publish in the thesis or in any other publications. 

Lastly, when the timing is concerned, it is important to inform the interviewer on the 

length of the interview and how long it will take. After going through all this at least 

the interviewer will know the dos and don'ts of a particular interview session and 

would thus create a friendly and polite atmosphere during the course of the interview. 

In the middle stage of the interview, it is advisable that the interviewer does 

not interrupt or intervene and let the interviewee do the talking. At this stage, taking 

notes is important regardless if the interview is recorded or not. This will make the 

interviewer and the interviewee more alert. Hillary Arksey and Peter Knight had given 

an excellent guideline in this matter. They mentioned that during the interview the 

interviewer should: 

0 Listen, make eye contact, and say encouraging things that help to make the 

interview develop in ways that encourage the informant to disclose more 

0 Be sensitive to signs of emotional reaction 

* Avoid conveying a sense of urgency or impatience 

As mentioned above one should not intervene while the interviewer is talking. Having 

the skill of listening and being attentive is the best way to communicate in an 

interview. To sit in a professional manner is important as body language shows signs 

of laziness and discomfort. This can psychology affect the inten-iew process as it 

147 



gives a negative impression of the interviewer to the interviewee. 

Other than that, when body language is concerned, the interviewer must also 

be sensitive to emotional reaction and body language signs of the interviewee that 

may show restlessness, tire, sleepy or discomfort. It is of courtesy to ask on your part 

for a short break of five minutes or so if the interviewer would allow. Lastly, in the 

middle stage of the interview, the interviewer must plan his or her interview 

professionally. If they have more than one interview in one day. schedule them as 

such so that one does not have to rush. This is to avoid a sense of urgency and also 

from closing the interview abruptly. Other than that, avoid showing impatience, 

especially when the interviewee gives long-winded answers and talks slowly. 

On closing the interview, again say encouraging and thankful words on how 

the information is fruitful to you and your research. Given if the interview is 

successful, the interviewer may intend to be more generous and give more 

information such as handouts or pamphlets that may be useful for you. There are some 

cases whereby they may ask for the results or the findings of the research. It is a good 

way to network, and the interviewer may leave his or her contact details with the 

interviewer. 

4.5.2 Recording Data 

Interviewers have a choice of whether to take notes of responses during the 

interview or to tape record the interview. Both ways are just fine. It is advisable to ask 

permission from the interviewee should if he/she would allow the usage of a recording 

device. The interviewer can concentrate on listening and responding to the 

interviewee and is not distracted by writing down what has been said. Tape recording 

ensures that the whole interview is captured and provides complete data for analysis 

148 



and can easily be reviewed again. The ideal tape recorder or an mp3 player with a 

recording feature should be small, handy and produces good quality audio. The size of 

the recording device matters as it makes the interviewees feet less self-conscious. 

However, these days tape recorder are no longer useful and would be 

considered rather obsolete simply because the rnp3 player can record up to 18 hours 

non-stop and it can be easily stored and transferred to storage devices. It is important 

to avoid areas such as the restaurant or areas near the roadside because the noise will 

affect the sound of the conversation that is taking place. This will be a problem during 

the transcribing process. The intervieweesý office is the best place for an interview to 

take place because there are minimal obstructions. 

Though it is easier to record using digital recording devices, some 

interviewees do not like the interview to be recorded. Therefore, the interviewer needs 

to take notes in this case. The interviewer should have a specific keyword for the 

answers to the interview questions. It may be hard for the interviewer to write all the 

answers down. The interview has to be revised immediately after the interview if not 

the interviewer may forget important notes related to the keywords. To learn the short 

hand as practiced by secretaries may be handy, but it is better if the interviewer 

already knows this in advance. 

There are other methods of recording that can be used in a qualitative research 

but specifically for this research we used audio recording. Videotaping is not 

necessary because it may dissuade frankness on the interviewees' part. Furthermore. 

being high status professionals there are certain protocols that need to adhere to. The 

interviewers can not simply video tape and most definitely permission is needed. 
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Videotaping is not commonly used to record interviews apart from focus groups. "- It 

is questionable whether interviewees are comfortable with video recording or not. 

Both methods of recording (audio tape and note taking) have its advantages and 

disadvantages. The interviewer must ensure which method gives the best qualit) for 

the data and is in accordance with the research aims, questions and objecti'ves. Other 

than that, the interviewer must be efficient and trying his or her best to obtain the data 

required for both methods. In this study most of the face-to-face interviews are audio 

taped and ordy one required for note taking. Audio recording can record the whole 

interview session, while note taking focuses on key words. Audio recording requires 

transcribing while note taking provide 'ready' data. 

The location and recording device is important when audio recording is 

concern as compared to note taking. If we compare these two elements we can see 

that note taking is the cheapest method by far. The size of the recording device also 

matters. Video recording is also another way to record data but not in this research 

due to protocols and the interviewees may not be comfortable being video taped. 

Furthermore, video recording is more appropriate for focus groups. Getting the data 

from the audio is sufficient enough in this study. Therefore, video recording is not 

necessary. 

4.6 The Sample Selection of the Research, 

In this research the sampling technique is not the same as compared to that of 

a quantitative research. In a quantitative research one would select a small subset of a 

population to represent a whole population. But this is not the case of a qualitative 

147 Arksey, Hillary& Knight, Peter(] 999). Interview*kgfor Social Scientists. London: Sage 
Publications. pp. 106. 
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research whereby a small group can provide data extensively onl-,,, that it is in a form 

of text. However, this depends on the objectives of the research and the research aims. 

Below in table 4.5 are the list of companies that were interviewed. The anon-vm1tv of 

the interviewee is taken into consideration, and names are not mentioned. 

The number of venture capital companies interviewed was 18.10 of the 

venture capital companies were interviewed through face-to-face meetings. 7 through 

email interviews and I by telephone interview. The individuals interviewed were 

Chief Executive Officers, Managing Directors, Investment Directors, Directors, 

Investment Vice President, and General Managers of the venture capital companies. 

These are the individuals that manage the funds and the investments. There are 33 

venture capital management corporations (VCMC's) and 43 venture capital 

corporations (VCC's) in the list of registered venture capital companies in the 

Securities Commission Malaysia as of the year 2005. The VCMC's are the ones 

responsible to manage the funds and the VCCs are just special purpose vehicles. It is 

only a trust fund. This is the updated list at the time when the data collection process 

was commenced. The total VCC's and VCMC's are 76 altogether (as of 2005), but 

one was excluded from the VCC list and another one from the VCMC list. The one 

excluded is the BIMB Venture Capital Berhad and BIMB Musyarakah Satu Sdn. Bhd 

because they are not relevant to the analysis as they have the Musharakah funds. The 

EPF Private Equity is also included in the list of VCC's and VCMC's analysed and as 

a replacement for venture capital companies that did not respond to the survey. In 

Table 4.5 are the lists of all the companies interviewed. The interviewees are kept 

anonymous. 
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Tahle 4.5: List of Venture Cqpital Companies Interviewed 

Interview Venture Capital Company 
Fund Size of 
Venture Capital 
Coqipý! ny (RM) 

I Kumpulan Modal Perdana Sdn. Bhd. RM100 mil - 199 
mil 

2 Mayban Ventures Sdn Bhd RM200 mil - 199 
mil 

3 Commerce Asset Ventures Sdn. Bhd RM200 mil - 299 
mil 

4 CIMB Private Equity Sdn. Bhd. RM345 mil 

5 Malaysian Technology Development 
Corporation 

> RM 300 mil 

6 Intelligent Capital Sdn Bhd. < RM49 mil 
7 DTA Ventures Management Sdn. Bhd. < RM49 mil 
8 Bumiputera and Technology Venture Capital RM39 Mij148 

9 Ingenious Haus Sdn Bhd N/A 

10 Employment's Provident Fund Private Equity RM I bil 

II Walden International Malaysia RM50 mil - 99 mil 
12 Renong Ventures Sdn. Bhd N/A 

13 Mezzanine Capital (Malaysia) Sdn. Bhd- < RM49 mil 

14 Malaysian Venture Capital Management Bhd- > RM 300 mil 

15 Global and General Equities Sdn. Bhd N/A 

16 Netval Management Sdn Bhd < RM49 mil 

17 Amanah Ventures Sdn. Bhd RM50 mil - 99 mil 

18 Firstfloor Capital Sdn. Bhd. < RM49 mil 

Note: The fund size were taken from various sources., which are: 
I) Kwee Bee, Chok. (2004, April 5). Collaboration with the Venture Capital Industq. Presented 

at the Association Of Merchant Banks Tea Talk. 
2) Burniputera and Technology Venture Capital website 
3) Bernama: Banking and Finance Special Page 
4) Securities Commission of Malaysia 

The type of sampling applied in this study is the purposive sampling, which Is 

a sub-category of the non-probability sampling. Non-probability sampling is normally 

148 Bumiputera and Technology Venture Capital (n. d. ) Retrieved August 8,2007, from 
hM, //www. btvc. coni. mv/ 

15-) 



applied for qualitative research. "One justification for non-probability sampling 

techniques stems from the idea that the research process is one of *discoverý-, rather 

than the testing of hypotheses. ""' In continuation with the statement above on non- 

probability sampling and comparing it with probability sampling Descombe also 

mentioned, "'A different set of criteria come into play, in terms of how and why 

people or events get included in the study. The crucial and defining characteristic of 

non-probability sampling, whatever form it takes, is that the choice of people or 

events to be included in the sample is definitely not a random selection. ""' 

Looking at both the author's points on non-probability sampling and its 

purpose in qualitative research, we see it appropriate for this study due to the fact that 

the amount of samples is not that large. Furthen-nore, in this study the venture capital 

companies interviewed are likely to produce the most valuable data. In this matter 

size is not an issue, what matters is that the research method and sampling technique 

used should be able to answer the research question and achieve the research 

objectives. 

4.7 The Pilot Test on the Sample Selected 

The pilot test is conducted using the first draft of the interview questions. The 

pilot test was carried out on five venture capitalists to check on the relevance of the 

interview question, appropriate timing of the interview and enhancing transcribing 

skills. In terrns of the interview questions, after the pilot study had been conducted, 

we found that some questions need rewording based on the standard term used in the 

venture capital industry. For example, -How are profit distributed in your company? " 

149 a jects. Denscombe, Martyn. (1998). The Good Research Guidefor small-scale social rese rch pru 
Buckingham: Open University Press. pp. 25. 
B0 Ibid. 15pp. 
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is not understood by the interviewee because profit in the venture capital industry is 

the capital gain obtained from the investments of the companies in the portfolio. Other 

than that, practitioners may not understand the theoretical terms obtained from the 

textbooks. In addition to that, some questions were added and some not relevant 

questions were eliminated. The questions that are not relevant would be those that are 

not related to the industry at all. For example, for the question -How are losses treated 

in your company. is not relevant because in a venture capital losses are in terms of 

lower capital gains and not in terms of losses as seen in the balance sheet. 

Based on the Mushdrakah financing losses are shared due to the amount 

invested by each partner involved in the partnership or investment but it is not the 

case in a venture capital. Therefore, asking the venture capitalists this question would 

only make them confused and the infonnation. would not be obtained on a consistent 

basis. Several questions were also added to assist in answering the research questions 

and achieving research objectives and aim. These questions were selected based on 

the answers obtained from the pilot study so that it would be consistent with the 

forthcoming interviews since new questions were added. In the appendix section . ve 

have attached the revised interview questions for the full survey. Furthermore, after 

the analysis is done from the pilot test the results gave ideas on asking further 

questions that can expand the research. 

In terms of timing, each interview session takes up to one hour to complete 

and this is ample time for the interviewee. If it goes beyond an hour the interviewee 

would tend to be restless and would lose focus on the interview. One should not spend 

so much time on one particular question as the interviewee may be tired to ans"er the 

rest and therefore, would give shorter answers as compared to the rest of the inten-I..., 

questions. It is best to arrange interviews in the morning betore lunch time as the 
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interviewee is not tired as compared to after office hours. However. scheduling an 

appropriate time for an interview depends on the availability of the interviewee and 

when it would be an appropriate time for them. 

When transcribing is concerned, the pilot test will help to improve the 

transcribing skill for the researcher. In this study the transcribing process is not so 

complicated as compared to a psychology experiment where video and audio 

recording is concemed. In this study the transcribing process is limited to the semi- 

structured interview questions that has been arranged and given to the interviewee in 

advance. In this case, if the interviewee had read the questions before hand and had 

the answers ready before the interview, the answers given would be structured and 

would flow smoothly. 

On the other hand, if the interviewee were to read the questions on the spot 

and not have an idea on what the interview is all about, the answers would tend to be 

long winded and not to the point. Should this happen the interviewer must act and 

respond accordingly to bring the interviewee back to the topic discussed. The long- 

winded answers can be troublesome in the transcribing process as the intervie"ve 

may repeat the same answers many times. Expressions are also transcribed even 

though it doesn't contribute much to the analysis. Furthermore, the analysis carried 

out on the conversation in this study is not based on observations of expressions and 

behaviour. 

4.8 The Method of Analysis for the Sample Selected 

The analysis in a qualitative research is far more different as compared to 

quantitative. In a qualitative research data is in the form of text, therefore it requires 

an analysis that can extract the text into smaller themes and the category to be 
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analysed. The qualitative research focuses on subjective data that is not easily coded 

into numbers. "The emphasis is on words and feelings rather than numbers. 

Qualitative research tends to work with fewer subjects or respondents (cases) but 

analyses each case to a deeper level. It is particularly useful when management needs 

to answer questions relating to motivation and emotions such as consumer needs and 

perceptions, subjective opinions, brand images, brand personality and testing of 

advertisements. It follows that qualitative analysis is a set of techniques specifically W 

developed to analyse qualitative data like content analysis, text analysis, and 

conceptual analysis. In general the qualitative data analysis in this researcli goes 

through the following stages as listed below. 

9 Familiarization of the data through review, reading and listening. 

9 Transcribing recorded material 

9 Organizing data for easy retrieval and identification 

* Coding 

9 Re-coding 

9 Developing categories 

o Identifying themes 

9 Exploration of relationship between categones 

9 Refinement of themes and categories 

Report writing, including excerpts from original data if appropriate (e. g. 

Quotes from interview) 

One way to analyse this huge texts is through content anaIN-sis. The key to 
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content analysis is to analyse responses from interviews (regardless of the t-,. -pe) and 

the researcher should be looking at how and why the respondents differ in their 

answers or views. "Content analysis has the potential to disclose many 'hidden' 

aspects of what is being communicated through the written text. ""' In reference to the 

statements above, this method works well with semi-structured interviews and in- 

depth interviews. There are several advantages and disadvantages of using content 

analysis in a research. The advantages and disadvantages include the following: 

Table 4.6: Advantages and Disadvantages of using Content Analysis 

LOOKS directly at communication via texts or transcripts, and hence gets at 
the central aspect of social interaction 

Can allow for both quantitative and qualitative operations 
Can provide valuable historical/cultural insights over time through analysis 

of texts 

Advantages 

Allows a closeness to text which can alternate between specific categories I 

and relationships and also statistically analyses the coded form of the text 

Can be used to interpret text for purposes such as the development of expert 

systems (since knowledge and rules can both be coded in ten-ns of explicit 

statements about the relationships among concepts) 

It is an unobtrusive means of analysing interactions 

Provides insight into complex models of human thought and language use 

When done well, is considered as a relatively "exact" research method 
(based on hard facts, as opposed to Discourse Analysis). 

Disadvantages I Can be extremely time consuming 

Is subject to increased error, particularly when relational analysis is used to 

attain a higher level of interpretation 

Is often devoid of theoretical base, or attempts too liberalk to draNv 

meaningful inferences about the relationships and impacts implied in ýt 

study 

151 Denscombe, Martyn. (1998). The Good Research Guidefor small-scale social reseurch projects. 
Buckingham: Open University Press. pp. 168. 
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Is inherently reductive, particularly when dealing with complex texts 

Tends too often to simply consist of word counts 

Often disregards the context that produced the text, as well as the state of 
things after the text is produced 

Can be difficult to automate or computerize 

Source: Palmquist, Mike 152 

It is important to note that content analysis can be time consuming because 

long answers by the respondents have to be read again and reviewed many times. 

There are many ways a respondent can express their points and views on an issue. 

Therefore, the researcher does not want to miss the point and code it in a different 

category. Another disadvantage that may affect the analysis would be on 

interpretation error. However, any answer given by the respondents and is proven to 

be valuable, needs to be used in the analysis. 

The process of content analysis is as given below: 

o Organize data 

* Coding - starts with initial coding and then to focused coding 

e Identify themes and category 

The data are organized based on the date, venue and time of interview. Each 

interview is numbered such as 'Interview F and *Interview 2' to retain anonymity of 

the interviewees. Coding is one of the important elements in the analysis, because it 

requires consistency. We do not want to use different categories or factors for the 

same issue. The definition of coding is labelling a piece of text or a statement. to 

152 Palmquist, Mike. Content Analysis. (n. d. ). Retrieved February 10,2006, from 
h : /! wNvw. 2slis. utexas. edu/-palmguis. 'courses/content. htmI V 

-P -w N- - -a-, 
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make sense of it by summarizing it. The analysis starts with initial coding,. At this 

stage. the answers by the respondent are broken down into a cureneral category. Later 

one. these general categories are narrowed down into smaller categories that are done 

through focused coding, and then it will be narrowed down again into a main therne. 

Below is an example of content analysis camed out in this research. 

I able 4.7: Example of Content Analysis 

Category Overview of Venture Capital Industry 

Question I 
Are the venture capital companies in Malaysia based on partnershil) of 
any kind? 

Focused Coding 

Most venture capital companies are companies with limited liability 

Partnership and collaboration exists through shareholding of 
2 

interested parties in the investments 

3 Possible form of limited partnership 

Venture capital companies are partnership based on 
Theme shareholding and some venture capitals in Malaysia are based on 

limited partnership. 
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on Focused Coding 

Focus coding I: Most venture capital companies are Companies with limited liability 

Interview Initial Coded Answers 

interview 5 Venture capital is set up as a company 

interview 6 Venture capitalist set up as "Sdn. Bhd. (Sendirian Berhad) or "Bhd. 
(Berhad) 

Interview II Venture capital do not follow the limited partnership or general 
partnership structure 

Interview 13 Company with limited liability 

Interview 18 Limited liability company 

In some circumstances, the initial coding is good enough to qualify as a focused 

coding. Table 4.7 shows an example on how the coding is done. There are two 

sections ý Focused Coding' and 'Theme' which states that we had narrowed down the 

initial coding to focus coding or categories. The inýitial coding as shown in table 4.8 is 

simplified from the long interview responses obtained. The example given is on the 

interview question number one in the "Overview of Venture Capital" section of the 

semi-structured interview questions. 

4.9 The Validity and Reliabili! j of Method Used 

The validity and reliability becomes an issue when the interviewee may not 

understand the question asked and this can happen several times. Therefore, the 

interviewer must ensure that he/she is consistent throughout the interview and in the 

data collection process. However, this does not affect the data and make it less 

reliable unless the interviewer is not consistent at all. In other words, validity covers 

the credibility, objectivity and quality of the data obtained and its contribution 

towards the study in the analysis. The reliability covers the accuracy of the method 
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used and also the quality of data obtained and its assistance in answering the research 

questions plus achieving the research aims and objectives. In the case of the 

interviewing process for this thesis, interview questions are tested first to see its 

validity in the sense that it answers the research questions and the research aims. 

Validity can be enhanced by: "' 

Interviewing techniques that build rapport, trust and openness and which give 

infonnants scope to express the way they see things. 

Schedules that contain questions drawn from the literature and from pilot work 

with respondents. 

9A set of questions that fully covers the issues raised by the research question - 

key aspects are not ignored. 

9 Not asking questions that are irrelevant to the research topic -a waste of 

scarce interview time. 

* Prompts that encourage informants to illustrate, expand and clarify their initial 

responses, talking in detail and about specifics 

*A sample that is fit for the purpose of the research. If the work is preliminary. 

opportunity samples and snowballing are acceptable. If the aim is to make 

claims about a group, or to give a rounded account of an event, sampling 

needs to ensure that all points of view are appreciated. Big samples. preferably 

selected at random, are needed if you want to claim that your findings are very 

likely to hold good for the population. 

153 Arksey, Hillary& Knight, Peter (1999). Intenlewingfor Social Scientists. London: Sage 
Publications. pp. 52 
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9 Thinking about the possible effects of interview times and settings. Ideally. 

respondents should be interviewed more than once, with the setting changing. 

* Interviews that is long enough. Interviewers often find themselves pressed for 

time. 

Looking at the points listed above, the first four slowly improves the intervie,. ý 

questions especially during the pilot test and also the interview rapport between the 

interviewer and the interviewee. For example, if the interviewee feels restless after 

thirty minutes, the interviewer should try to slowly speed up the process, because 

sometimes the interviewee may tend to give long-winded answers and can take a lot 

of time to answer a question. Through the pilot test the consistency will build up in 

ten-ns of timing and clarity of the questions asked. John Heritage pointed out that there 

are two kinds of conversation analysis going on today: 'The first examines the social 

institution of interaction as an entity in its own right; the second studies the 

management of social institutions (such as corporation, classroom, medicine, etc) in 

interaction. "" Anssi Perakyla defined the first type of conversation as an ordinary 

conversation: informal talking among friends, family members, or the like. The latter 

one focuses on verbal interaction between professionals and clients or amongst 

professionals. "' In this research we focus on the second type of conversation. 

However, we do not apply conversation analysis in this research. The claim of 

superior reliability in face-to-face interviews, email interviews and telephone 

interviews needs to be justified and the key aspects of reliability involved select on of I 

154 Drew, P. and Heritage, J. (1992) *Introduction: Analyzing Talk at Work'. in P. Drew and J. Heritage 

(eds), Talk at Work: Interaction in Institutional Settings. (pp. 3-65). Cambridge: Cambridge University 
Press. 
M Pertikylg, Anssi. (2005) 'Reliability and Validity in research based on naturally occurring social 
interaction' in David Silvennan (eds), Qualitative Research: Theoq. Method and Practise. (pp- 284). 

London: Sage Publications Ltd. 
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what is recorded, the technical quality of recordings and the adequacy of data 

obtained and transcripts. "" Anssi Perakyla in this matter focuses more on transcribing. 

The amount of conversation recorded in an interview contains large amount of data. 

There are cases whereby the interviewee gives more information compared to what 

that had been asked. This can give the researcher an advantage as it can expand the 

content of the research and help to focus on relevant issues. 

The technical quality of the recordings would involve the clarity of the volume 

and pronunciation of the interviewee. This also depends on the device used and 

location for the recording process. As stated above the best location for an intmiew 

and for good quality recording would be the office room as compared to a cafd or a 

restaurant. Even so, digital recorders or tape recorders should be put further away 

from the air-conditioning as the sound makes the recording less clear. The 

inconveniences of the recording process can be minimized through careful planning 

and also through the pilot test. The adequacy of data comes into question when we 

compare between having the interview face-to-face and through the email and 

telephone. In the case of the face-to-face interview we need to transcribe the data and 

for the other two transcribing is not needed at all. 

Transcribing needs careful attention as one does not want to miss any 

important information or data. All three methods of interview has its pros and cons, 

but the most important element in this case is to ensure if these methods are able to 

give you reliable data and that they are valid methods for the purpose of this research. 

The email and telephone interview provides answers that are straight to the point and 

in some cases the interviewee also provides additional data. The answers from the 

'5" Ibid. 288pp. 

163 



email and telephone interview are more structured as compared to that of the face-to 

face interview. Indeed one can obtain more information from a face-to-face interview. 

but not all the data is relevant to the research. However, all three methods in this 

research have provided the researcher with the data needed. In other words, all the 

data obtained is adequate for the research. 

One last issue remains, which involves transcribing the data obtained from the 

face-to-face interview. Transcribing is a very delicate process and needs good quality 

audio. It also needs experience. However, 'simplified' transcripts can make the 

reception of the analysis easier, especially if the audience is not specialized in 

conversation analysis. "' This is the case in this research whereby the conversation that 

takes place is not that complicated as compared to other social science researches 

where audio and video recording takes place and unstructured interview questions are 

used. Therefore, the transcripts are simplified and more straightforward. In this 

research the reliability of the method used which is semi-structured interviews and the 

reliability of the data obtained are all based on the selection of what is recorded, the 

technical quality of recordings and the adequacy of data obtained and transcripts. 

4.10 Limitations and Difficulties 

The limitations of this research lie mainly in the resources. Currently, there are 

very few books about the venture capital industry in Malaysia. This is required to give 

an overview of the venture capital industry in Malaysia and would put forward more 

ideas on how to im rove it by comparing with other venture capital industries. The p Cý 
information obtained from the Bank Negara, Malaysia (Central Bank) is adequate for 

157 
Ibid. 289pp. 
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the research, however it only highlight performance of the industry and provide 

statistical information. The venture capital process is not highlighted in an annual 

report. Obtaining information on due diligence, valuation, monitoring and structuring 

the investment in the venture capital companies in Malaysia is important to promote 

the venture capital funding to the public. 

The difficulties faced in conducting this research would be on scheduling the 

interviews with the CEO, general managers and managers of the venture capital 

companies. It takes some time to get an appointment with them due to their bus,, - 

schedule. Other than that, the information provided by the Securities Commission 

does not state the key managers (those managing the funds) in the venture capital 

companies. The Securities Commission provided a list of directors in the venture 

capital corporation list, but they may not be involved with managing the fund. This 

appears to be even more cumbersome if the venture capital company does not have a 

website. 

4.11 Conclusion 

This chapter explained the research methodology used in this research. When 

research methodology is concerned, we are looking at the method of collecting data 

and on how to analyse it. This is important because in qualitative research there are 

many methods and choosing one that is in line with your research in terins of data 

collection and analysis is vital. This covers the validity and reliabilit, N! of the method 

used and also on the data obtained. On the data collection, we had carried out a survev 

using the semi-structured interview questions and using face-to-face inter,, -iox. email 

interview and telephone interview as methods of data collection. The analysis for the 

qualitative data, the content analysis was applied. 
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The methods chosen for data collection and analysis are based mainly on the 

research questions and the sample available for the research. To double check if the 

method is appropriate is through the analysis of the data. If it generates findings and 

manages to answer the research questions then the method is valid and reliable for 

your research. The survey carried out using the semi-structured interview usin-, -,,, face- 

to-face interview, email interview and telephone interview. Face-to-face interview 

were recorded and transcribed. The email interview provided 'readyý data and in the 

telephone interview we had to take notes. 

Looking at all the aspects covered in this research methodology one must also 

remember to carry out a pilot test before the full fledge survey is carried out. The pilot 

test will filter out all interview questions that are irrelevant and also to reword the 

interview questions so that it will be understandable by the interviewee. All the 

methods chosen for data collection and analysis have its pros and cons and the 

researcher must know what is appropriate for his or her research. Regardless on 

whether the data is qualitative or quantitative in nature this depends on the research 

aims and objectives. 
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CHAPTER FIVE: POTENTIAL AND LIMITATIONS OF SHARPAH 

COMPLIANT INSTRUMENTS IN VENTURE CAPITAL 

5.1 Introduction 

The interview questions consisted of twenty questions and are segmented into the 

following sections - 1) Overview of Venture Capital, 2) Risk and return. 3) Corporate 

Governance, Liability and Ownership and 4) Trust. The table consisting of the 

respondents' answers, which had already been carried out, and the content anal,:, sis 

from the interview questions are attached in the appendix. The themes obtained from 

the respondents are further elaborated, discussed and reported in chapter five. chapter 

six, chapter seven and chapter eight. All these four chapters form part of the analysis 

chapters. 

The focused coding or category and the themes are analysed and discussed in 

relations to the research question. Chapter five covers the overview of venture capital 

segment of the interview question which mainly covers the venture capital structure, 

potential and limitations of Shari'ah compliant instruments including Mushdrakah in 

Malaysia. Chapter six covers the profit distribution. profit sharing and risk mitigation 

in the venture capital and compared to the Mushdrakah. Chapter seven covers about 

corporate governance, liability, instruments applied in the -venture capital and exit 

mechanisms. Chapter eight discusses about the issues on trust between the 

entrepreneur and the venture capital companies. In this chapter Mushdrak-ah funds Is 

similar to that of the funds existing in the venture capital only that it is an Islamic 

financial instrument and Shariah comPliant. 

Based on this analysis we can see what is expected of a specific fund to be 

efficient in terms of Shari"ah compliance. return. govemance, transparency. exit 
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strategy, financial structure and risk mitigation for both the venture capitalist and the 

entrepreneur. Then, we can compare with that of the features of the Mush"ah and 

see how the Mush5rakah can fit into the venture capital company. The themes are 

regarded as the factors needed to structure the Mushdrakah fund based on the answers 

obtained from the interviews. The themes are derived from the focused coding and are 

further elaborated and discussed in all the analysis chapters The focused coding are 

derived from the initial coding. Initial coded answers are compiled in the appendix. 

Full answers from the interviewee are also used in the analysis. 

5.2 Venture Cal2ital Structure 

The section of chapter five analyzes the business structure that is formed 

within a venture capital company in Malaysia and to compare it with the Musharakah 

thus, answering research question number one which is: 

What are the factors needed to apply MushArakah financing in the 

venture capital in Malaysia? 

The interview question and the focused coding/categories are as shown in the 

table 5.1 below. The theme is derived from the focused coding in table 5.2,5.3 and 

5.4. The focused coding from table 5.2,5.3 and 5.4 was established from the initial 

coding obtained from the interviewees. The results are shown below: 

Table 5.1: Results for Question I (Overview of Venture Capital Indust! y-) 

Question I Are the venture capital companies in Malaysia based on 
partnership of any kind? 

Focused Coding 

Most venture capital companies are companies with limited liabilit. % 

Partnership and collaboration exists through sliareholding of 
interested parties in the investments. 

3 Possible form of limited partnership 
Venture capital companies are with limited liability and partnership 

Theme based on shareholding. Some venture capitals in Malaysia are 
structured on limited partnership. 

_ 
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Table 5.2 Focused Coding Number I for Question I (Overview of Venture Capital Indusia) 

Most venture capital companies are companies with limited liability 

Interview 5 
Venture capital do not follow the limited partnership or general 
partnership structure 

Interview 6 Company with limited liability 

Interview II Venture capital is set up as a company 

Interview 13 Venture capitalist set up as "Sdn. Bhd. (Sendirian Berhad) or "Bhd. 
(Berhad) 

Interview 18 Limited liability company 

Table 5.3 Focused Coding Number 2 for Question I (Overview of Venture Capital Industty) 

Partnership and collaboration exists through shareholding of interested parties in the 
investments. 

The partnership element is almost everywhere in the venture capital. 
There is a lot of partnership involved, but what would that partnership be, 

Interview I it will be in relation to shareholder agreement, management agreement, 
and also participation (those who participate in the fund as an investor) 
agreement. 

Interview 2 Partnership dimension is standard in Malaysia. 

Interview 3 and 4 Partnership exists through shareholding 

Interview 7 Partnership contributions to the development of the venture capital. 

Interview 8 Partnership through shareholding 

Partnership between investors of the fund and the venture capital Interview 9 
company 

Interview 10 Risk and rewards based on shareholding. 

capitalist collaborates with their investors and the investee Venture Interview 12 . companies. 
Partnership synonyrnous with venture capital as there are a lot of Interview 14 
collaboration 

Interview 15 Partnership through shareholding 

Interview 16 Shareholding relationship determined by interested parties 
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Table 5.4 Focused Coding Number 3 for Question I (Overview of Venture Capital Industry) 

Possible form of limited partnership 

Interview 17 1 Limited partnership 

In relations to the theme in Table 5.1, the essence of partnership exists in the 

venture capital through shareholding and most venture capitalist in Malaysia is a 

company with limited liability and not structured as a limited partnership. As stated 

by the respondent in interview 5 "It is basically a company because we don't have the 

limited partnership (LP) and general partnership (GP) structure. " The same points are 

stated by respondents from interview 6,11 and 13. However, the partnership exists 

through shareholding. As stated by respondent in interview 3, ".. You know how 

venture capital and private equity works. You go into the shareholding of the 

company so you are in a partnership with new shareholders or current shareholders in 

a company, so it is partnership" Respondent from interview 14 mentioned the same 

point "An a venture capital without some fon-n of partnership there will not be a 

venture capital. Very often when you study the US market generally you see four or 

five venture capitalist's behind an investment. They raise a lot of funding, they get 

two or three investors, two or three different venture capitalist to put money for that 

particular round of funding so in that context partnership is synonymous with venture 

capital, a lot of collaboration" 

Looking at the responses from interview 3 and 14, this is parallel to that of the 

Shirkah-ul-Amwal where all partners invest some capital into a commercial venture. 

Respondent from interview I stated another important point, --The partnership element 

is almost everywhere in the venture capital industry. There is a lot of partnership 

involved, but what would that partnership be, will be in relations to the shareholder*s 
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agreement, management agreement, and also participation (those who participate in 

the fund as an investor) agreement. " 

Even though most venture capitalists in Malaysia are companies with limited 

liability, The Employment Providence Fund Malaysia's private equity section is 

structured on a limited partnership structure. However, all the venture capitalist listed 

and registered in the Securities Commission are all companies with limited liability 

and with the abbreviations such as "Sdn. Bhd (Sendirian Berhad)" and ", Bhd. 

(Berhad)" at the end of the company name. "Sdn. Bhd (Sendirian Berhad)" means 

private limited companies and "Bhd. (Berhad)" means semi-government companies. 

The guidelines for registration of the venture capital corporations and venture capital 

management corporations under item two provided by the Securities Commission 

Malaysia is listed below: 

1.1) Venture Capital Corporations (VCC) and Venture Capital Management 

Corporations (VCMC) are given "exempt dealer" status pursuant to the 

Securities Industry (Exempt Dealer) Order (No. 2) 2002, subject to registration 

and compliance requirements. 

1.2) Venture Capital Corporations (VCC) and Venture Capital Management 

Corporations (VCMC) refer to corporations that deal, or manage investment. 

in securities of venture companies. In order to qualify for the -exempt dealer" 

status, the corporations shall register with the Securities Commission (SC) as a 

VCC or VCMC, as the case may be, and comply with the provisions of these 

Guidelines. 

In point 1.2 of the Securities Commission Malaysia's guideline as show 
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above, it is stated that venture capital corporations and venture capital management 

corporations in Malaysia are corporations that deal and manage investments in 

securities of venture companies. Corporation has limited liability and shareholders 

only bear losses up to the amount of what they have invested only. The diagram 

below shows the relationship of the venture capital corporations (VCQ and venture 

capital management corporations (VCMC), investors and the invested company. 

Fiv, ure 5.1: Structure of Venture Capital in Malqysia. 

Investors vcmc 

Provide funds '***ý-V-C-c -, K Manage funds 

Portfolio of investee companies 

VCC stands for Venture Capital Corporations and VCMC for Venture Capital 

Management Corporations. As seen above VCC and VCMC are corporations that 

deal, or manage investment, in securities of venture companies. The VCMC is the one 

that manages the fund and the VCC is the fund company (to hold the investment 

fund). Being an entrepreneur the individuals and their team run the company and 

share in the profit and the losses. The portfolio comprises of number of businesses 

taken in as investments by the VCMC- 

After analysing the interview results obtained and in relations to the theme 

above (Table 5.1). this raises an interesting question on the applicability of 
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MusWakah in the venture capital companies in Malaysia because , \/Iushdrakah has 

unlimited liability. Unlimited liability in this case is that upon liquidation, all the 

exceeding liabilities will be divided pro rata, among the partners. If the partners agree 

that no partner incurred debts during the period of the business, then the exceeding 

liabilities would be borne by the rest of the partners who has incurred debt during the 

period of the business. However, if we look at the partnership structure of the 

Mushdrakah the partners' losses are determined by the amount of their invested value. 

This leads us to one factor that is important in applying the Mushdrakah in a 

venture capital company which is on the type of agreement that exists between the 

venture capital companies and the invested companies. As stated by respondent from 

interview 1, ".. The partnership element is almost everywhere in the venture capital. 

There is a lot of partnership involved, but what would that partnership be, it will be in 

relation to shareholder agreement, management agreement, and also participation 

(those who participate in the fund as an investor) agreement.. " 

Respondent from interview 16 stated another point, ".. The scope and the depth 

of the shareholding relationship are to be determined by the interested parties.. " 

Looking at these two answers from interview I and 16, this leads us to the flexibility 

of the Islamic Law in structuring a contract and to be applied in Mushdrakah fund in a 

venture capital. In an article by Engku Rabiah Adawiah, the author stated that 

liabilities remains the same under Islamic Law up to the amount of their capital 

contribution and that there are no separate contracts on the basis of pure business 

structures be it partnership or companies. 

The author also stated that paramount in determining liability in Islamic Law 

is not the business structure, but the actual sharikah contracts between the parties. The 

author added that if the parties want limited liabilit. Nr, they can choose sharikah al'inan 
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or Mudhdrabah and if they want unlimited liability. they can choose sharikah al 

mufawadah. "' This shows that in a Mushdrakah the partners have the options to 

choose and negotiate on opting to limited liabilit,,,, or unli I liabilit-y. Furthermore. 

in a shirkah and Musharakah no partner is liable for the other partners' financial 

liability unless that responsibility is given pennission by the other partners on behalf 

of the partnership. Though any partner can become an agent for all other partners for 

all kinds of business transactions in the partnership (not outside). no partner is 

financially liable for the transactions that are made personally by other partners. " 

From the results obtained, we can see two structures available here, , xhich is 

the limited liability company and the limited partnership. Therefore. regardless of the 

business structure as stated in the paragraph above that in determining liability in 

Islamic Law is not the business structure, but the actual sharikah contracts between 

the parties. This way, it will give a win-win situation for both parties. In relations to 

research question number one, the factor that is important in this case is the contract 

structured for the investment deal in the case of applying Mushdrakah in the venture 

capital companies in Malaysia. This is an advantage of applying Mushdrakah in the 

venture capital company whereby the flexibility of the Islamic La", gives partners the 

options to choose and negotiate on opting to limited liability or unlimited liability. 

However, the business structure there is in the venture capital companies in Malaysia 

would not hinder the applicability of the Mushdrakah because for both structure 

(corporation and limited partnership) the shareholders are protected but for the limited 

159 Adawiah, Engku Rabiah, (2002. June). Development of PartnershipStructure anti Limitecl Liabilit. i 
Regime: An Islamic Lms, perspective. Presented at the International Conference on La%% and 
Commerce, Kuala Lumpur. 

- aw 159 Siddiqi, Muhammad Nejatullah (1985). Partnei-ship and Prqfa-sharinýg in Islamic L 

Leicester: The Islamic Foundation. pp. 49. 
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partnership the general partners are exposed to more risk. 

5.3 Criteria for Venture Capital Investment 

This section looks into the criteria which the venture capital companies seek 

for before making any decision to invest in a company. For a Mushdrakah to operate 

well, it is vital that these criteria are used as a benchmark. These criteria help in 

overcoming adverse selection issues. This interview question assists in answerinl1gy 

research question number four which is: 

What do venture capitalist look for before investing in a new company? 

The interview question and the results obtained are criven below in Table 5.5. L- 

Table 5.5: Results for Question 2 (Overview of Venture Capital Industry) 

Question 2: What are the criteria that you look for before investing into a 
company'? 

Chart 5.1: Results for Question 2 []management 
Efinancial 

16 - E]products and seNces , 
14 [: ]business model 14 -- Emarket potential 

12 - E]value proposition 
1010 Egrowth 10 - [: ]industry 

8- Me)dt 

66 Ecompetition 
5 

4 E]funding requirement 
4- 3 Elegal 

12 

2221111 Nhigh barriers of entry 
U 

2- 16i, ýi Mexecutable plan 
0- Eris k factors 

List of criteria Mcletails of the deal 
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As seen from the graph most respondents stated that management is an 

important criterion before selecting an investment. 14 respondents out of 18 

interviews stated that management is one of the criteria they look for before investing. 

10 respondents mentioned that financial is an important criterion and 10 mentioned 

that products and services is vital in selecting an investment. 6 respondents stated that 

business model is important in selecting an investment and 5 mentioned market 

potential. Therefore, in answering research question number four we can see the 

criteria that is vital to the venture capital companies in Malaysia in selecting their 

investments. This also shows that to apply Mushdrakah financing in the venture 

capital companies in Malaysia, these criteria (refer table 5.5) should be a guideline to 

select an investment. The criteria obtained are listed below according to its level of 

importance based on the majority (refer Table 5.5): 

1) Management 

2) Financial 

3) Products and services 

4) Business model 

5) Market potential 

6) Growth 

7) Industry 

8) Others (exit, competition, funding requirement and the rest in table 5-5) 

Since management is the most important criterion obtained from the results of the 

interviews, the discussion goes further to evaluate the elements within the 

management scope that are of importance to the venture captal companies in 

Malaysia. In Malaysia's, most of the venture capital conipanies are investing in the 

early stage, expansion stage and at the bridge. mezzanine and pre-IPO stage. The 
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early stage comprises of 24.9 percent of the overall investments as of the year 2005. 

based on the Bank Negara Malaysia annual report in 2005.14.3 percent are 

concentrated at the expansion and growth stage and 37.6 percent of the overall 

investments in 2005 (by stages) are in the bridge, mezzanine and pre-IPO stage. Most 

of the venture capital investments are in the information and communications 

technology, life sciences and manufacturing. 

As stated by respondent from interview 2, "There are four areas that we look 

at. One, it is the people, the very most important criteria. Look at the people whether 

they have the experience, the qualification, the drive, and the skill set the mindset, to 

drive a company to another level.. " Respondent from interview 8 mentioned, "The list 

is non-exhaustive. Generally, the fundamentals of the company which may comprise 

of the following, people; their track record, educational background and working 

experience, etc... " Respondent from interview 14 stated, -.. Obviously like any other 

investment we look at the people whether they have the right skills, whether they have 

the maturity, chemistry because those are very important.. " 

Respondent from interview 17 mentioned a series of questions pertaining to 

the management criteria. They are: 

e Is the management committed to enhance the value of the company? 

9 Does the management team have the right mix of experiences and skills 

(technical, financial, and managerial)? 

* What is the track record of the management team? 

9 Does the entrepreneur involved have past achievement that demonstrated 

his/her capability to accomplish? 

It is evident from this survey that experience, skills. track record and the right 
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attitude and motivation are the elements that these venture capital companles (in 

Malaysia) are looking for. Apart from that, it gives us an insight of the additional 

criteria that may be needed by a venture capitalist using a Mushdrakah fund. Venture 

capital companies back only good management teams and in fact, the most important 

reason a venture capitalist will invest in a business is belief in its management team. 

11 It is important that the management is experienced, qualified and has the skills and 

the drive to bring the company to another level. 

The financial infonnation and valuation criterion appears to be the second 

highest after management. Financial evaluation of invested companies takes into 

consideration the previous performance of the companies in assessing its financial 

robustness and solvency. Respondent from interview 17 listed several vital questions 

pertaining to the financial criterion, they are: 

9 What is the company's financial track record? 

e Are the company's financial projections reasonable? What are the assumptions 

behind the projections? 

* What do financial analysis (i. e ratio analysis and sensitivity analysis) of the 

company indicate? 

This may apply to companies seeking funds at the later stages as stated by the 

respondent from interview 6, "... if you do like later stage companies like private 

equity, Pre-IPO, mezzanine that kind of thing, it is a much more financial operate, 

much, much financial transactions. The company is much more established. the 

company is already doing business, it is no longer guess work, and it is more of a 

160 Gladstone, David, & Gladstone, Laura (2002). Venture Capital Handbook: An Entrepreneur's Guide 

to Raising Venture Capital. New Jersey: Prentice Hall. pp. 40. 
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financial transaction. What price I can buy in at, what price can I sell it at. how can 

add a little value to the company to make it happen. The answer to that question is 

what your mandate is. If your mandate is at the early stage, mezzanine or later stage, 

then it will differ. " In Malaysia, the Bank Negara annual report of 2005 shows that 

most investments are at the early stage and at the bridge, mezzanine and pre-IPO 

stage. 24.9 percent are concentrated at the early stage and 37.6 percent of the overall 

investments by stages are concentrated in the bridge, mezzanine and pre-IPO stage. 

14.3 percent goes to the expansion and growth stage. Therefore it is evident that 

financial becomes one of the main criterions in selecting a business/investment among 

venture capital companies in Malaysia because most of the investment are at the later 

stage. 

Financial criteria are also an important factor in ten-n of the venture capital 

companies' valuation on the invested companies and to see if they are able to obtain 

return from the investment. Apart from that, it is important in determining the value of 

the invested company and the venture capital companies' portfolios. This is stated by 

the respondent from interview 7 who stated that they need 5-10 years financial 

information to gage the potential rates of return. In addition to that respondent from 

interview 14 also mentioned a similar point, '" ... And then of course you look at the 

financial evaluation for dollar of investment. Mavcap generally does equity 

investment. For X dollar we take 1% of equity, we use different instruments such as 

ordinary shares, redeemable cumulative convertible preference shares (RCCPS) and 

sometimes we forward some debt instrument as a bridge loan of some sort. Valuation 

is an important factor so we put in a million dollars are we going to get 10% of the 

company or are we going to get 50% of the company. Let's say with a million dollars 

you get 10% so we're looking at post money valuation of 10 million-so, are you 

179 



getting fair value for 10 million? Obviously you want to get a decent IRR for your 

investment.. " Respondent from interview 3 mentioned, "We look at few, first of all 

we look at the historical balance sheet of the company maybe 4 years before what 

happened to the company and then we look at the projection forward where it will be 

to 5 years.. " 

The third important criterion is on product and services. It focuses on the 

competitive edge of what is offered by the entrepreneurs as compared to what exists 

in the market. As stated by the respondents in interview 14, -.. But if you go to a 

company that articulate their proposition and most of their product offering and that is 

easier to determine if they have a unique proposition or not. The proposition could be 

a strong market proposition, strong technical proposition, or it could be an 

opportunistic proposition where there is a fundamental shift in the market and they are 

creating a new market because of fundamental shift. " The respondent from interview 

17 listed a few questions pertaining to the product and service criterion. They are: 

* Is the product/service unique? What are its breakthrough qualities (i. e the 

technology used)? 

e Has the company completed or is undertaking any research and development 

projects? 

* Does the company own any intellectual properties? 

9 Does the company have a sustainable competitive advantage? 

e Is there any threat of substitution of its product/service? 

The questions listed above. show that uniqueness, research and developmciit. 

and marketability if the product and services are vital. In Malaysia, several 
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government grants have also been set up for small-and medium scale enterprises that 

require financing particularly at the early stage. The available government grants 

include the following: 161 

9 The MSC Research and Development Grant Scheme, 

9 The Industry Research and Development Grant Scheme; 

9 The Demonstrator Application Grant Scheme; 

9 The Technology Acquisition Fund; 

e The Commercialisation of R&D Fund. 

These government grants are to encourage more entrepreneurs to innovate and engage 

into research and development to create a product or service that has competitive edge 

and can create a market. 

The fourth important criterion would be the business plan presented to the 

venture capitalist. A business plan could be several hundred pages long and have 

sections on the financial plan, marketing plan, production plan, and the personnel 

needed to carry out the plans. "' The respondent from interview 17 had listed several 

questions pertaining to the business model criteria. They are: 

What are the revenue generating mechanisms (i. e. product sales, service ees. 

subscription fees, etc. )? 

o What are the revenue drivers? 

e Is the business model sustainable? Is there a clear path to profitability? 

161 Aziz, Zeti Akhtar. (2000, March 28)., 4ccelerating Economic Growth through Venture Capital 
Sýeech presented at. Venture Capital Europe-Asia 2000. Putra World Trade Center, Kuala Lumpur. 
16. Gladstone, David, & Gladstone, Laura (2002). Venture Capital Handbook:. 4n Entrepreneur 's Guide 

to Raising Venture Capital.. New Jersey: Prentice Hall. pp. 62. 
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The business plan gives an idea to the venture capital companies on how the invested 

company is going to tackle the market, how they are going to materialize in the 

business plan and if the invested company can meet their target. 

Market potential, growth and industry is also one of the highest rated criteria 

and as seen above, venture capital companies in Malaysia are looking for growth and 

opportunities, therefore, they are looking for products that can create a market and not 

just another product that is a substitution to the existing ones in the market. This is 

stated clearly by the respondent from interview 7, "Product potential, the sector in 

which the business is in. (i. e ICT, Communications and Networking, Biotechnology, 

Semiconductor etc. )". The respondent from interview II mentioned about the market 

size and potential as part of their investment selection criteria. Respondent from 

interview 5, mentioned that their main criteria is the return on investment and that 

their target is at least 30 percent per annum. 

In Malaysia, information technology and manufacturing are the sectors highly 

invested in by the government and also by the private venture capitalist. Since the 

establishment of the Multimedia Super Corridor, the ICT industry has boomed at quite 

a good pace in Malaysia. Furthermore, some venture capital companies like the 

Malaysian Technology Development Corporation who investments are in life sciences 

and biotechnology, and are mandated by the government, invest at the early stage. 

Therefore, growth is an important criterion when selecting an investment. There are 

many venture capital companies in Malaysia that is mandated by the Goverrinient and 

focuses on early stage, for example. Malaysian Venture Capital Management Bhd- 

(MAVCAP) is the company mandated by the Finance Ministry and the Nlalaý, sian 

Development Corporation (MDC) for information, conimunIcation and technology 

OCT) ventures as well as Malaysian Technology Development Corporation (M'I'DC) 
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t or non ICT. Sources of venture capital in NIalaysia as at the end ot'2005 are mostly 

by the goverriment. 

Therefore, it is evident that market potential. growth and industrv are one of 

the main criterions for selecting an investment. The information technology industry 

is a fast paced market, product and services becomes obsolete in a short period of 

time. Therefore, the product and services must be able to stand the test of time. The 

rest of the criteria which are, value proposition. exit. competition. fundin, 
-, 

requirement, legal, high barriers of entry, executable plan. risk factors. dctails of the 

deal are the rest of the criteria of the venture capital companies from this sur% c%. By 

knowing these criteria, it gives an idea what is needed of an im, estment and the sarne 

criteria should be the same for Shari'ah compliant funds, and in particular 

Mushdrakah financing. Selection criteria are vital for investment success and solid 

business relationship between the venture capital companies and the invested 

companies. 

5.4 Facilitating Factors for Shari'ah Compliant Venture Capital Invcstments 

I'his segment analyzes the factors pertaining to the applicability of 1 4-- 

, %, Iushdrakah financing in the venture capital companies in Malaysia. This qLiestion 

ýissists in answcrimý research question number one which is: 

What are the factors needed to apply MushArakah financing in the 

venture capital in Malaysia? 

In this analysis, research question number one is needed to scc thc potelltial ot 

Muslidrakall and its expectation among the ,, ciiture capital companies in '\, IdaN"ia. 

Given belo\\ is the intervic\\ qucstion and theme dcrivcd. 
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Table 5.6- Results for Question 3 (Overview of Venture Capital IndustrN 

ý What are the factors deemed important if a venture capital -Aants 
Question 3 to structure funds to be Shari'ah compliant, for an example like 

the CIMB Muamalat Fund. 

Focused Coding 

Shari'ah compliance mafters 

" Shari-ah compliance business. portfolio, operations and acti'. Ities 

" No riba and interest 

" Type of instrument 

Spirit and objective of the investment must be clear 

" Shari'ah advisor 

" Profit sharing 

a -: I"A ýntfývo 

2 

Profitability and potential return 

" Return 

" Pay good dividend 

" Long-term 

" Growing & consistent 

Risk management 

Risk mitigation 

4 

Demand by clients 

Willingness to adhere to structure r-) 
Deniand 

Shari'ah compliance matters, profitability and potential return, 
Theme risk management and demand by clients are vital to structure 

funds to be Shari'ah compliant 
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Table 5.7 Focused Coding Number 1 for Question 3 (Overview of Venture Capital Industry) 

Shari'ah compliance matters 
Shari'ah compliant business 

Interview 7 Exclusion of interest 

Type of investment 

Business must be halal 

Interview 8 No interest element 

Spirit and objective of the investment must be clear 

Interview 12 Look at the returns and nature of business 

Interview 13 No interest 

Interview 14 What type of business investing in 

Interview 15 Satisfaction of the Shari'ah law 

Shari'ah advisor appointed 
Shariah compliance operations and activities 
No riba Interview 17 
Investment portfolio accordance with Shari'ah 

Profit sharing 
Legal 

Instruments used 
Return must be in capital gain and not interest 

Interview 18 Interest attached to the preference shares at the early stage, depends on 

the stage 
Profit sharing_ element 

Table 5.8 Focused Coding Number 2 for Question 3 (Overview of Venture Capital Industrv 

Profitability and potential return 
Interview 12 Look at the returns and nature of business 

Good return 

Pay good dividend 
Interview 13 1 Long-term 

Growing and consistent 

Interview 17 1 Financial 
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Table 5.9 Focused Coding Number 3 for Question 3 (Overview of Ventyre Cnnital. Indus! ry) 

Risk management 
Interview 8 Risk mitigation 

Table 5.10 Focused Coding Number 4 for Question 3 (Overview of Venture Capital Industry) 

Demand by clients 

_Interview 
6 Demand 

L_Interview 
10 Willingness of the party to adhere to the structure 

Four categories were extracted from the entire list given by the respondents. 

They are Shari'ah compliance matters, profitability and potential return, risk 

management and demand and knowledge on Shariý-ah compliant instruments. In 

relations to the research question, the four categories are factors needed to be taken 

into consideration to apply Mush5xakah financing or funds in the venture capital 

companies in Malaysia. The Shari'ah compliance matters highlight the compliancy of 

the investment in the venture capital companies and the processes involved in 

structuring the investment deal. Based on the results obtained, the respondents (refer 

table 5.7) mentioned on appointing Shari"ah advisors, concentrating on Shari'ah 

compliance business, operations, activities, instruments and that return must be in 

capital gain and not interest. The investment and financial instruments used must be 

free from riba and the venture must be based on profit-sharing. 

For a Mushdrakah financing the screening process definitely needs a Shari'ah 

scholar that may sit in the board of directors or appointed as one of the managers. This 

is mentioned by the respondent from Interview 17, --.. One of the factors deemed 

important to structure a Shari*ah compliant venture capital fund is to appoint a 

Shari'ah advisor approved by the Securities Commission Malaysia to advise the 

, venture capital company and to ensure the operations and activities of the venture 
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capital company comply with Shari-ah principles, which include prohibition of riba, 

Mudhdrabah (profit-sharing), Mushdrakah Ooint venture), etc. The Shari'ah Advison, 

Council of the Securities Commisison Malaysia also plays an important role in 

advising the Commission on structuring the guidelines for the Islamic capital market. 

which include the setting up of Shari'ah compliant venture capital fands. - Therefore, 

we can see that the Shari'ah advisors/scholars play a vital role in: 

* Analysing the type of investment to ensure it is halal 

* Analysing the contracts and agreements (avoid gharar) 

e Analysing the pricing of the investment and how it is structured 

o Analysing that it is interest free 

9 Shari'ah compliance review for pre-IPO securities 

* Analysing that the instruments used are Shari'ah compliant 

In terms of contract and agreement, it can not be hundred percent free from 

gharar. This is stated in the Resolutions of the Securities Commission Malaysia 

Shari'ah Advisory Council, whereby gharar and ghtibn are two negative elements that 

can unfavourably affect a contract. However, if it occurs in a small amount, Islamic 

JUrisprudence considers it to be normal and does not affect the contract's goodwill. In 

Malaysia, to further promote the Islamic Capital Market, Shariýah compliance review 

for pre-IPO has been implemented. Previously, the compliance reviews were subject 

to listed companies on the Bursa Malaysia. The contract written should be as precise 

as possible, transparent and understood by the invested compan. N'. In relation to 

contract and agreement, a lawyer that is well verse in Sharvah laý, v should be of 

assistance to ensure that the agreement are done based on Islamic la%N-. ThIs was stated 
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by the respondent from interview 17, whereby financial and legal matters are 
important factors if venture capital companies want to structure Shari-ah compliant 

funds. 

The second point under Shari'ah compliant matters, would be on ensuring that 

the investment made and the instrument used by the venture capital companies are 

Shari'ah compliant. Five respondents mentioned the point on Shari*ah compliant 

investment area and two mentioned on using Shari'ah compliant instruments (refer 

Table 5.7). The respondent from Interview 17 mentioned a very important point, 

"... companies invested are not to be involved in the following core activities: 

* Financial services based on riba (interest) 

o Gambling 

* Manufacture or sale of non-halal products or related products 

9 Conventional insurance 

e Entertainment activities that are non-permissible according to Shari'ah 

* Manufacture or sale of tobacco-based products or related products 

* Other activities deemed non-pen-nissible according to Shari*ah principles 

The investment areas listed above are those that are not Shari'ah compliant. 

Other than identifying non- Shari'ah compliant investment areas, the instruments used 

must be also be Shari'ah compliant. This was mentioned by the respondent frorn 

Interview 18, "... investment in the form of using instrument that are Shari*ah 

compliant. In this case ordinary shares are Shari*ah compliant and not loan stock or 

Cumulative Preference Shares (CPS). Then the return from the investment will be 

Shari'ah compliant also whereby you get the capital gains not interest based. It 
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depends on the stage of the maturity of the investments that You went in. If it is early 

stage normally, you invest in the form of preference shares that preference shares ý, %-Ijl 

be attached to it interest to the CPS that that won't be Shariah complaint. So it 

depends, mature companies you go in as ordinary shareholders then you get your 

returns through capital gains. " 

The answer given by the respondent from interview 18 shows that the 

instrument used must be free from riba in terms of financing and the return from the 

investment. Three respondents from interview, 13,17 and 18 from the survey 

mentioned this point. Based on the answer given from the respondent from intervie-w 

18, two points can be highlighted here. As mentioned above, cumulative preference 

shares are not Shari'ah compliant and that the type of instrument used depend on the 

stage of investments. Therefore, venture capital companies can not be limited to using 

ordinary shares only if Mushdrakah financing in the venture capital companies in 

Malaysia. This will be further discussed in chapter seven of the thesis. 

In terms of profit and return on the investment, respondent from interview 13 

mentioned it as an important factor if a venture capital company wants to structure 

funds to be Shari*ah compliant. It shows that Mushdrakah is applied in the venture 

capital companies have to be competitive with the conventional product and market. It 

should be as attractive as compared to the other funds available in the market. This 

raises question for us on the potential rate of return and dividend payment that is 

obtained through a Musharakah fund. Other than return, the respondent from 

interview 13 also mentioned that the Shari'ah compliant fund must paý good 

dividend, growing and consistent return. 

The next factor would be on risk mitigation and this was mentioned bý the 

respondent from interview 8, .. --the spirit and objective of the investment must be 
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clear i. e. to take the investee company to the next level and both investor and investee 

fully aware of the risks involved and both must find ways on how to mitigate them. - 

Based on the response given above, the parties involved in Shari-ah compliant fund or 

a Musharakah fund must know the risks involve in using them. Demand by clients 

also plays a major role for an Islamic financial fund to work. In fact, the respondent 

from interview 6 mentioned this as one of the factors needed to structure Shari'ah 

compliant funds. Another interesting point by the respondent is related to willingness 

to adhere to the structure (Islamic financial instruments). This was mentioned by the 

respondent from interview 10. This means that there must be understanding between 

the venture capital companies and the invested company and both should have 

knowledge on the instrument. In addition, there should be mutual interest in the 

investment and co-operate with each other. 

In relations to the four factors stated above on establishing Shari'ah compliant 

funds (Mushdrakah in this case) the Malaysian government must have the 

infrastructure for building up the Islamic banking and finance industry in Malaysia as 

this will assist in structuring Mushdrakah funds in the venture capital companies. 

Given below are some of the key statistics which shows that Malaysia is the largest 

Islamic banking and finance market. 
163 

* Islamic banking assets: RMI 13.5 billion (US$30.9 billion). 

* Takaful assets: RM6.2 billion (US$1.7 billion). 

o Largest Islamic private debt securities OPDS) market: 45.5 percent (RNN1125 

163 Mala)-sia: Leading Islamic Finance. (n. d. ). Retrieved May 18.2006 from 

httD: il/www. Dwc. com/extweb/indissue. nsf/docid., 'I d68 I d874Q-4fda7ca2572OaOO ý158bfd 
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billion or US$34 billion) of domestic corporate bonds. 

Active Islamic money market channelling about RM30 billion - RM40 billion 

monthly. 

* Critical mass of diversified players - Islamic banks, investment banks. takaful 

companies, development financial institutions, savings institution, fund 

management companies, stock brokers and unit trusts. 

There is one interesting point from the information above where. Malaysia holds the 

largest market for Islamic private debt securities. However, in the case of equity 

financing, the number is still small. Other than having the largest market, Malaysia 

further develops the Islamic banking and finance industry. These developments'64are 

listed below: 

e Pioneering many global Islamic banking and finance initiatives 

e Robust regulatory framework - Malaysia has a comprehensive regulator)l and 

supervisory framework that caters to the unique characteristics of Islamic 

tinance. Stronger standards have been set for corporate governance, 

transparency, disclosure, accountability, market discipline. risk management 

and customer protection. 

* Shariah Framework - Operate in an environment that offers conducive and 

effective legal and Shariah framework. The Islamic Banking Act 1983 and 

Takaful Act 1984 were enacted to govem the conduct of Islamic banking 

institutions and takaful operators respectivel'y 

161 rom 11alqi, sia: Leading Islamic Finance. (n. d. ). Retrieved May 18,2006 f 
74P24fdq7cq2572OqO-O I i8bfd 
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9 Liberal Foreign Exchange Regime 

9 Resources - This includes the establishment of the Institute of Islamic Banking 

and Finance Malaysia (IBFIM), International Centre for Leadership in Finance 

(ICLIF) and the International Centre for Education in Islamic Finance 

(INCEIF) 

9A wide range of tax exemptions across the Islamic finance spectrum. Other 

than that, there will also be a tax review on special purpose vehicles for 

Islamic financing. 

Looking at the information listed above, we can see that Malaysia has the 

infrastructure to structure Mushdrakah funds in the venture capital companies. The 

last point which states on tax review for special purpose vehicles for Islamic financing 

would be a good platform to start such funds. 

All four factors which are Shariah compliance matters, profitability and 

potential return, risk management and demand on Islamic funds/financing play a 

crucial part in structuring Islamic funds in the venture capital companies in Malaysia. 

From here we can see that if a venture capital company wants to apply Mushdrakah 

financing, these are some factors that are needed to be taken into consideration. 

Appointing Shari*ah advisor in the venture capital companies in Malaysia is one of 

the factors, and in the case of Malaysia, the Shari'ah Advisory Council of the 

Securities Commission in Malaysia is responsible in ensuring the Shari'ah 

compliancy of the investment. instruments used and contracts/agreement. Other than 

that, on a legal side, a lawyer that is well verse in Shan"ah law should be of assistance 

to ensure that the agreement are done based on Islamic law. 
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5.5 Limitations of Shari'ah Compliant Instruments 

This section of chapter five gives an idea on the limitations on Shan-ah 

compliant funds in the venture capital setting. The analysis of Question 4 from the 

Overview of Venture Capital Industry section of the interview assists in answenng 

research question number one, which is: 

What are the factors needed to apply MushArakah financing in the 

venture capital in Malaysia? 

The interview question and the results obtained are in Table 5.11 up to Table 5.14. 

Table 5.11: Results for Question 4 (Overview of Venture Capital Industa 

Question 41 What are the limitations of using such funds? 

Focused Coding 

Limitation on Shari'ah instrument 

e Slow and cumbersome 
* Reinvestments of capital gains may be limited to Shari'ah approved 
investment products 

Ability to recover 
Limitations when the fund is small 
Specific expiry date 

Interest income from conventional fixed deposits or other interest 

earing financial instruments 

Limited to the instruments used 

9 Most of the funds in the market are not Shari*ah compliant 

Knowledge of Investment 
No limitation 

2 
Lack of comprehension in the spirit of Mush5rakah 

Parties agreeing to use the concept 
Lack of knowledge 

e Still new in Malaysia 

Expectations and confidence 
3 Investors openness to invest in such funds 

Expectations 

Theme Limitation on Shari-ah instrument. knowledge of investment, expectation I 

and confidence are limitations to apply nt funds in 
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venture capital companies in Malaysia. 

Table 5.12: Focused Coding Number I for Question 4. (Overview of Venture Capital Industrv) 

Limitation on Shari'ah instrument 

Slow and cumbersome as they are making up the rules as thev go alonl,,, 
Interview 6 

Later stage more flexibility 

Reinvestments of capital gains may be limited to Shari* ah approved Interview 7 investment products that may not yield the ýýest return 
Interview 12 

. 
Ability to recover 

Limitations when the fund is small Interview 13 
Specific expiry date 

Interest income from conventional fixed deposits or other interest bearing 
Interview 17 financial instruments 

Limited to the instruments used 
Interview 18 Most of the funds in the market are not shari'ah compliant 

Table 5.13: Focused Coding Number 21 for Question 4 (Overview of Venture Capital Industry) 

Knowledee of Investment 

Interview 81 Lack of comprehension in the spirit of Mushdrakah 

Interview 10 1 Parties agreeing to use the concept 

Lack of knowledge 
Interview 18 

Still new in Malaysia 

Table 5.14: FOCLIsed Coding Number 3 for-Question 4. (Overview of Venture Capital Industr-N 

Expectations and confidence 
Interview 9 Are they (investors) open to invest in Such funds 

In answering the research question number one above. these area of limitation 

such as limitation on using Shari*ah compliant instrument. knowledge on the 

instrument, expectation and confidence of the venture capital companies on the 

on appl\ ing the Islanlic instruments, are important to take into consi 
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Musharakah in the venture capital companies in Malaysia. The limitation on Shari-ah 

instrument gives us an insight on the issues pertaining to the limitations of applying 

Islamic financial instruments in the venture capital setting. It gives an insight of the 

disadvantages of the Mushdrakah financing in the venture capital setting. The 

knowledge on the product would mean how well versed the investors and 

entrepreneurs are about Shari-ah compliant instruments. The focused coding on 

expectations and confidence as seen in Table 5.14 shows if investors are open to 

invest in Shari'ah compliant funds. 

Looking at the limitation on Shari'ah compliant instrument, the areas of 

limitation touches on the process of structuring the Shari'ah compliant instrument, 

reinvestment of capital gains, retum, expiry date and the size of fund of Shari'ah 

compliant instrument. Respondent from interview 6 stated that the process that 

involves using Islamic financing instruments (venture capital setting) is slow and 

cumbersome as they are making up the rules as they go along. This shows that the 

process involves in ensuring Shari*ah compliancy on structuring a Shari'ah compliant 

fund is not efficient, especially at the early stage. Respondent from interview 6 also 

mentioned that for private equity funds at a much later stage, there is a lot of 

flexibility as compared to the early stage. At the later stage, the companies are already 

established, therefore, the process of Shari"ah compliancy is focused on the processes 

involved to go for listing. In Malaysia, the Shariah compliance review process have 

been extended to include securities at pre-IPO stage and is under the responsibility of 

the Securities Commission Malaysia. 

Another point under this category would be on the limitations of Shari*ah 

aproved investments when it comes to reinvesting the capital gains due to the small 

market. This was mentioned by respondents from interview 7.17 and 18. The Islamic 
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capital market in Malaysia is relatively small as compared to the conventional market. 

There is not much choice for the venture capital companies in this case to reinvest 

their capital gains using Islarnic securities. In terins of return, the ability to recover the 

investment is of concern and this was mentioned by the respondent from intemew 12. 

In other words, if a Mushdrakah fmancing is applied in a venture capital company it 

should be able to meet the target return of the investor. However. this depends on 

many things, how skilful the entrepreneur is in handling the business, the overall 

industry performance, the stage of the venture capital and the performance of 

MESDAQ. 

The respondents from interview 13 mentioned the expiry date of using Islamic 
I 

financial instruments in this case. Compared to venture capital as in equity 

investments it exists in perpetuity and a Mushdrakah venture has a limited duration. 

This also means that for a limited duration the amount of fund is small and that the 

return from investment may be low. It is not valid to say that the Mushdrakah is not 

profitable if applied. For example, some companies in Malaysia such as Bank Islam 

Malaysia Berhad and Perbaclanan Usahawan Malaysia Berhad (PUNB) have already 

implemented and established a Mushdrakah structure as a form of financing in a 

venture capital setting. 

The knowledge on Shari-ah compliant instrument would mean how well the 

investors know the product and how open they are in applying the product. In 

reference to Table 5.13, the respondent from interview 18 mentioned that the 

application of Shari'ah compliant fund in the venture capital is still ne", in 10alaysia. 

Therefore, to apply Shari'ah comp! iant fund in the venture capital companies in 

Malaysia, the investors, managers and the people involved in the investment must 

have knowledge on Shari"ah compliant instruments. The expectatIons and confidence 
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also links to knowledge in Islamic banking and finance. The investors would be 

confident if they know the product well. This was highlighted by the respondent from 

interview 9, whereby it stated whether the investors are open to invest in such funds. 

Investors and entrepreneurs would not invest in funds that they have very little 

knowledge of 

5.6 Conclusion 

The response obtained from this interview question gives an idea on the 

factors needed for Mushdrakah financing in the venture capital companies in Malaysia 

If a venture capital company in Malaysia wants to structure Mushdrakah financing 

they must take into consideration these area of limitation such as limitation on using 

Shari'ah compliant instrument, knowledge on the instrument, expectation and 

confidence of the venture capital companies on the Islamic instruments. This also 

shows that Malaysia must have the infrastructure for Mushdrakah fund to take place. 

The process of structuring the Shari'ah compliant instrument must be efficient and 

fast, bigger market and more Shari"ah comPliant instrument for reinvestment of 

capital gains. Knowledge on Shari'ah compliant instrument among the investor. 

entrepreneur and the manager is also another important point to ensure confidence of 

the parties involved. 
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CHAPTER SIX: PROFIT SHARING, VALUATION AND RISK 

MITIGATION IN VENTURE CAPITAL 

6.1 Introduction 

The interview questions from the section on risk and return provide us an idea 

on the profit distribution, valuation and risk mitigation of the venture capital industry 

in Malaysia. The responses obtained in these key areas will be a good benchmark on 

analysing the applicability of Mushdrakah funds in the venture capital companies in 

Malaysia. This chapter analyses all the interview questions under the section of risk 

and retum. 

6.2 Profit Distribution in Venture Capital 

The interview question I and 2 (Risk and Return) under the section of risk and 

return (refer table 6.1) is to analyze and discuss the profit distribution method within 

venture capital companies in Malaysia and to study the applicability of Mushdrakah 

financing in the venture capital setting. This associate in answering research question 

number one which is: 

What are the factors needed to apply MushArakah financing in the 

venture capital in Malaysia? 

Table 6.1: Results for Question I (Risk and Retum) 

Question 11 How are profit distributed in your company? 

Focused Coding 

Shareholders of an invested company: dividends or sale of shares 

2 
Shareholders of venture capital: through redemption of preference shares, 
dividends and liquidation of funds 

Theme Capital gains are distributed through dividend, sale of shares, and I 

redemr)tion of preference shares. 

I 
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Table 6.2. Focused Codin Number I for Question I-LRisk and Return k&- - ---- ---qLm) 
Shareholders of an invested company obtain profit through dividends and sale of shares 

Interview 10 Distribute income and profit 

interview II 
_Interim 

dividends 

Interview 17 Venture capitalist and invested company via dividend payout 

Table 6.3: Focused Coding Number 2 for Question I (Risk and Retum) 

Shareholders of venture capital: through redemption of preference shares, dividends 
and liquidation of funds 

Interview I Redemption and uses redeemable preference shares and ordinary shares 
Interview 2_ Specified profit ratio 

Interview 3 Depends on the percentage of shareholding and won't go less than 20 
percent 

Interview 4 Capital gains distributed between shareholders 
Interview 5 Capital gains distributed between shareholders 

Subscription agreement outline relationship between the fund company 
Interview 6 and the investment and how gains are going to be distributed 

Double dip 

Not distributable unless reinvest capital gains 
Interview 7 Upon exit shareholders cash out, proceeds are divided proportionately 

according to shareholding 

Interview 8 No standard formula 

Interview 9 Profit sharing with the investor not invested company 
Interview 10 Capital gains distributed between shareholders 

Interview II Upon exit shareholders cash out, proceeds are divided proportionatek 
according to shareholding 
Pay the principle out to the business and dividend 

Interview 12 
Interest accrued throughout the tenure_of the loan order 

Upon exit shareholders cash out, proceeds are divided proportionately 
Interview 13 

according to shareholding 

Interview 15 
--- 

No standard formula. 

Interview 16 Shareholders of venture capital: through redemption of preference shares, 
dividends and liquidation of funds 
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The categories obtained from interview question I (Risk and Return) sho,. vs 

how profit is distributed in the venture capital companies in Malavsia and how the 

profit ratio is determined. The focused coding are a sub-category from all the answers 

obtained from the interview for question I (Risk and Return). Looking at the theme in 

Table 6.1 and the respondents' answers in Table 6.2 and 6.3 it shows that profit- 

sharing is applied by the distribution of capital gains to the shareholders through 

dividend, sale of shares, and redemption of preference shares. Capital gains belong to 

the shareholders and the profit-sharing is among the investor, venture capital company 

and not the invested company. From here we can see the differences on how the 

profit-sharing principle is applied and on the instrument used. Financial instrument 

plays an important role in this case. Figure 6.1 below is an illustration of how capital 

gains are distributed in a venture capital company in Malaysia. This figure is similar 

to that to figure 5.1 the difference is on the illustration on the profit-sharing as seen 

below. 

Figure 6.1: Profit-sharing in a Venture Cppital 

Investors 

20% 

Mesdaq 

Sharýs trided 

Portfolio of investee companies 
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The VCMC is the venture capital management corporation and manages the 

funds. The portfolio as seen above is the list of invested companies. The shares are 

traded at the MESDAQ"' market and the percentage shown above would be the 

percentage of profit sharing between the investors and the VCMC- This is a common 

structure in Malaysia. As stated by the respondent from Interview 18, -.. Normally. 
I 

common structure that they use in Malaysia, you have investor who is also a 

shareholder of a fund company and that fund company would be the venture capital 

company. So the VCMC will be the manager of this fund company and they would 

have a profit-sharing with the VCC (fund company). Normally, it would be 80: 20 

ratio, 80 percent to the investor and 20 percent to the VCMC. " The ratio as seen in 

Figure 6.1 above is the nonnal rate that is shared between the VCMC and the 

investors as stated by the respondent in interview 18. Therefore, there is an element of 

profit-sharing in the venture capital and this will give a good platfonn to apply 

Mushdrakah funds. 

In the case of Mushdrakah, we need to use Shariah compliant instrument. In 

addition, Shari'ah compliant instruments does not penalize the entrepreneurs of the 

invested company by obliging them to return the initial investment if their business is 

not of success. The conditions that come with applying financial instruments need 

further examination as some are not Shariah permissible such as cumulative 

preference shares and the "double dip" advantage that the venture capital can obtain 

tI rom the investment. This may be of disadvantage to the invested company. 

Therefore, in answering research question one, instruments used in the venture capital 

companies plays a crucial part in applying Musharakah funds in the venture capital 

165The MESDAQ market is part of the Bursa Malaysia. It is intended to support the growth of high 

technology companies with potential. 

201 



companies in Malaysia. Financial instruments must be Shari-ah compliant and ensure 

fair and transparent profit-sharing principle. 

Looking at the structure of profit-sharing between the VCMC and the investor 

in the figure 6.1 above, we can see that there is no profit-sharing with the invested 

companies in terms of capital gains. Comparing with Mushdrakah financing profit- 

sharing is between the financier and the entrepreneur. The VCMC in this case is the 

manager of investment funds and not the entrepreneur of the business. However, this 

leads to another type of venture capital which is the business angel. As stated by the 

respondent from interview 18, ".. Angels they don't need the fund company. you have 

the invested company, angel here means the investor, the individual they invest 

directly but we help manage fund on their behalf, monitoring and sometimes you don't 

get any fees for managing the companies but in the end say if the investment makes 

money say in this case you put in 5 mil you get back 10 million so the 5 million then 

you share also between the individual. "' 

This is an interesting point that arises. from. the analysis is on the similarities 

of the Mushdrakah with that of the angel investor. The angel investor is an Individual 

who invests in a business venture and provide important capital for start-up or 

expansion. In this type of investing money is directly given to the invested company 

and the angel investor may share the responsibility of managing the company together 

with the entrepreneur. The angel investor(s) would be the management company in 

this case and sits on the board of directors in the invested company and may demand 

higher returns due to the risk they bear. In summary, the instrument used Is one of 

factors that are important for the applicability of the Mushdrakah fund in the ., -enture 

capital setting in Malaysia. 

Question 2 (Risk and Return) examine the basis of the amount to be 
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distributed. In this analysis we want to see if the capital gains are distributed based on 

the invested value of each shareholder. The results obtained are given in table 6.4 

below. 

Question 2 (Risk and Retum) 

Question 2 Is it distributed based on the invested value? 

Focused Coding 

I Proceed of divestment 

2 Profit upon exit 

3 Principal loan and shareholding 

4 Negotiation on the investment deal 

5 Depend on the instrument used 

Theme 
Basis for profit distribution depends on proceeds of divestment, 
profit upon exit, principal loan and shareholding, negotiation on the 
investment deal and depend on the instrument used. 

Table 6.5: Focused Coding Number I for Question 2 (Risk and Retum) 

Proceed of divestment 

Interview 71 Based on i)roceeds of divestment 

Table 6.6: Focused Coding Number 2 for Question 2 (Risk and Retum) 

Profit upon exit 
Interview 9 Based on profit of the venture upon exit 

Table 6.7: Focused Coding Number 3 for Question 2 (Risk and Retum) 

Prin: ipal loan and shareholding 
__ Interview II Profit distribution is based on invested value 

Interview 51 Based on the shareholding 

Interview 10 1 Distributed based on shareholding 

Interview 12 1 Based principal loan 
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Interview 14 Distributed between shareholder and the VCMC 

Interview 16 Shareholding proportion 

Interview 17 Yes, distributed based on the invested value plus the return on investment 
of the company 

Interview 18 
L--- 

Distributed between shareholder and the VCMC 

Table 6.8: Focused Coding Number 4 for Question 2 (Risk and Retum) 

Negotiation on the investment deal 

Depends on the pre-money and the post money valuation Interview 2 
Depends on negotiation with the invested company 
Subscription agreement outline the relationship between, the parties Interview 6 
involved and the investment 

Interview 11 Discretion of the fund manager 
Interview 12 Based principal loan 

No fixed one 
Interview 13 

How you cut the deal 

Interview 15 Depends on the structured agreed 

Table 6.9: Focused Coding Number 5 for Question 2 (Risk and Retum) 

Depend gn the instrument used 
Interview 3 Internal rate of return is not Islamic 

Interview 13 Preference shares 

v 15 Invested value translated to investment instrument 

Based on the responses obtained, the basis for profit distribution is: 

o Proceed of divestment 

* Profit upon exit 

* Principal loan and shareholding 

0 Negotiation on the investment deal 

* Depend on the instrument used 
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In answering research question number one, we need to take these five categories 

obtained above that shows the basis of detennining the profit ratio for the distribution 

of capital gains or profit among the parties involved in the investment deal. Therefore. 

to apply the Mushdrakah fand and referring to the five categories listed above, the 

instruments used, exit strategy, investment deal and agreements must be Shari-ah 

compliant. The profit distribution of the venture capital is similar to Mushdrakah and 

it is based on invested value. Looking at question I and 2 (Risk and Return) the 

venture capital in Malaysia gives a good platform to apply Mushdrakah funds due to 

the concept of profit-sharing that is practised among the shareholders and the venture 

capital management corporation (VCMC). 

6.3 Valuation Methods for Venture Capital Investments 

This section of chapter six discusses about the valuation methods that are used 

by the venture capital companies in Malaysia. In addition, it is also to analyse which 

valuation method that is appropriate for a Mushdrakah fund. The tables provided 

(table 6.11 to 6.14) shows respondents' reasons for using the preferred valuation 

niethod of their choice. This helps in answering research question number one which 

is: 

What are the factors needed to apply Mushirakah financing in the 

venture capital in Malaysia? 
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Table 6.10: Results for Question 3 (Risk and Retum) 

Question 3: Between the Net to Asset Value (NTA), PIE ratio. Cash Flow 
Analysis, which is your preferred method of valuation" Please explain. 

Chart 6.1: Results for Question 3 
(Risk and Return) 

6 
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5M P/E Ratio 
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Table 6.10 above shows the statistic breakdown of the responses obtained. 

Most respondents (venture capital companies) prefer to use cash flow analysis and 

niost respondents also mentioned that there is no specific method for valuing 

mvestments. Second hicyhest is the P/E ratio and two respondents preferred to use net 

given by to asset ratio (NTA) to value their investments. The list of detailed answers cy 

the respondents and include together reasons for using a particular method is given in L- L- Z7 

(fie tables listed below (table 6.11 to 6.14). 

Table 6.11: Respondents' answers on using cash flow analysis 

Interview 10 
Cash flow considers actual value of the company 

Appropriate for project based in\ estment 
Interview 12 Cash flow applied for complicated cases 
Intervie", 13 Cash flow (reality check and calculate value back in cash) 

Interview 17 DCF for more than 10 years Fln 
I (Lr 

ývji 
ew 
ý18 

Cash flow 
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The highest method of valuation is the cash flow method. Five out of thirteen 

respondents preferred this method. Based on all the responses as seen in table 6.11, 

cash flow analysis is more appropriately applied in the later stages whereby. the 

company is more established (have steady cash flows) and that applying the cash it 

can consider the actual value of the company (interview 10) and calculate value back 

in cash (interview 13). The respondent from interview 18 mentioned "Cash flow 

analysis because it represent the true value of the company. You want to see how 

much the value, how much the company is going to make next 5 years. Nonnall,., - 

what managers do to value is using the cash flow and P/E. '" 

Table 6.12: Respondents' answers on using P/E ratio 

Early stage not applicable Interview 6 
P/E matters in the private investment in public companies (PIPES) 

Multiple earnings method, company should be completing product Interview 7 
development in 2 to 3 years time 

Realistically use P/E Ratio 
Interview 14 

Early stage, benchmark with listed companies 

Interview 17 Normally P/E and NTA 

As seen in Table 6.12 above two respondents (Interview 6 and 14) mentioned that P/E 

ratio or any other method of valuation is not applicable in the early stage. As 

mentioned by the respondent in interview 6, that P/E is mainly used in "pipes" NA-hich 

is private investment in public companies. The respondent from interview 6 also 

mentioned that a lot of companies in Malaysia are involved in this type of investment. 

This involves companies in the later stages. Respondent from interview 14 mentioned 

that it is realistic to use P/E ratio as compared to the other týN-o methods of valuation. 

The respondent also mentioned, --... Cash flow unless you are talking about a matured 

business. It doesn't give you a real return because at the seed earlý- stagc cash flo,. %- is 
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hypothetical. So you cannot rely on the cash flow. We ha,,, -e it for Planning obvioush- 

we try to rationalize the cash flow. In terms of valuation we don't use cash flow. You 

have to use P/E and that also forward P/E. It can't be based on actual. - 

From this response we can see that cash flow analysis and the NTA is more 

appropriate to be applied at the later stages whereby, the business and the product has 

already developed. Therefore, to apply such method makes more sense and in the seed 

stage it is more applicable to apply the P/E ratio. This is the same point stated by the 

respondent from interview 7, whereby the respondent mentioned that the invested 

company should be completing product development in 2 to 3 years time; therefore it 

is more appropnate to apply the P/E ratio at the seed-stage. 

Table 6.13: Respondents' answers on having no preferred method of valuation 

Interview 6 Mandate 
Interview 8 No standard formula and depends on negotiation 

No preference Interview 9 
Combination of valuation 
No preferred method Interview II 
One or more can be used and compared 

Interview 15 Difference in valuation methods used for different industries 

No specific methods it depends on the industry and current market 
Interview 17 conditions, quality and reliability of the data given and the stage of 

-I-- -I- nt of the company 
Table 6.13 shows lists of individual without any preferred valuation method 

for their investments. Based on the responses from interviews 6.8,15 and 17 ýN-e can 

see the reasons for using such valuation method. For example, respondent from 

interview 8 mentioned that the method of valuation depends on the negotiation. 

Respondent from interview 15 stated that it different industries may use different 

methods. Some respondents may use more than one method of valuation and use 

nian)- for comparison basis (interview 9 and 11). Firstly, it depends on the mandate of 
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the investment. Secondly, it depends on the negotiation between the investor, VCNIC 

and the invested company. Thirdly, the industry and the market of a specific 

investment play a crucial part, because different industry may subject to different 

valuation method. Lastly, the stage of the development of the companv is also of 

importance because as seen from the responses from table 6.11 and 6.12 some 

respondents mentioned that at the early stage the invested company do not have assets 

just yet and the business is not established, therefore applying such valuation method 

may not be appropriate. 

Table 6.14: Respondents' answers on using net to asset ratio 

Interview 12 NTA (basis principle) 
Interview 17 Normally P/E and NTA applicable to listed companies 

The net to asset value as mentioned by the respondent from interview 17, 

involves deriving the value of a business by reference to the value of its net asset. It is 

likely to be appropriate for a business whose value derives mainly from the 

underlying value of its assets rather than its earnings, such as property holding 

companies and investment businesses. The respondent from interview 17 stated, 

".. NTA is only applicable to mature companies, listed companies. You can apply it to 

manufacturing companies also and capital intensive company. Eartý, stage companies 

you don't have any asset, then NTA is not giving you a good value of the company. 

Normally what managers do to value is using the cash flow and P/E. NTA if it is a 

niature company that it is applicable also. " 

Respondent from interview 14 mentioned, -NTA valuation is not the best 

method for young companies. NTA may be one of the methods ý-ou use for a matured 

company. For young companies they have very little assets. The company starts with 

a high NTA and within months it reduces. Young companies theýý don't have revenue 

so nionth and month they are burning money and they have low revenue so their NTA 
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decline. " It is evident from these two responses that the NTA is more appropriate for 

later stage companies where they have already acquire some assets, then only the net 

worth of these companies can be calculated. 

if a venture capital company has a Musharakah fund, it has to abide bv the 

Islamic accounting standards. Furthermore, from an Islamic perspective, there should 

not be price manipulation and price control in a transaction that results in parvv bein. -, -:, ý 

victimised. Pricing as a result from valuation is subject to a lot of uncertainty and 

ambiguities such as in the case of the cash flow analysis where it depends on future 

cash flows. 

In the venture capital industry where risk plays a major role in determining 

profit it is vital that there should be a valuation method that can reflect the true value 

of the invested company. The importance of this discussion is to ensure that the 

valuation is to avoid ghubn and gharar. Not only that, the concept of 'iwad whereby 

the price that the consumer or in this case the parties involved in the investment had 

paid should justify the return they are about to get from the purchase. The profit 

margin must be in line with 'iwad According to Ibn al-'Arabi "Every increase, which 

is without 'iwad or an equal counter value is riba"'66 The zakat can also act as a 

benchmark. "In Islamic accounting, wealth and profits are both bases on %A, hich zakat 

0 (Islamic tax) is assessed on individuals and organizations. It becomes especiall,,,, 

important because interest is forbidden in Islam and thus a predetermined fixed return 

on capital is prohibited. " 
167 The income and profit obtained by the venture capitalist 

166 Azhar, Saiful. (2005). Critical Issues on Islamic Banking and Financial Markets: Islamic Economics. 
I Banking & Finance, Investments, Tak-aful and Financial Planning. (pp. 30-33). Kuala Lumpur. 

Dinamas. 
16' Islamic Accounting Web. (n. d. ). Retrieve March 20,2006, from 
htIP: ', 'Nvww. iiu. edu. nivi'iaw/phdcoiitents. htni 
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and the entrepreneur are subject to zakat and financial statements must abide wIth 

Islamic principles. 

In relations to the research question number one, finding the best method of 

valuation and abiding by the Islamic accounting standards is vital to avoid 

manipulation and price control in structuring the investment deal. Therefore, the 

importance of this discussion and the research question is to ensure that the valuation 

is to avoid ghubn and gharar. The profit margin must be in line with 'Avad Based on 

choosing a specific method of valuation for a Mushdrakah fund depends on mandate 

of the investment, negotiation between the investor, VCMC and the invested 

company, industry and the market and the stage of the development of the company. 

6.4 Facilitating Investments in Venture Capital 

Facilitating investments in a venture capital is vital for the shareholders, 

managers and the entrepreneur. The value-adding process is important to nurture the 

company, however, in cases where the investments perform poorly. from this 

interview questions we can see that the venture capital companies will try their best to 

retain the investments and not just write-off. This is linked to answering research 

questions number one which is: 

What are the factors needed to apply MushArakah financing in the 

venture capital in Malaysia? 

This is important as value adding is another important factor to apply Mushdrak-ah in 

the venture capital companies in Malaysia. At the seed and start-up stage business are 

bound to make losses and some do not even survive. Table 6.15 below provide the 

results for question 4 (Risk and Return). For the initial coded answers please refer to 

the appendix. 
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Table 6.15: Results for Question 4 (Risk and Retum) 

Question 4 What happens when investments perform poorly or the business 
ceases trading? 

Focused Coding 

I Sell-off and write-off 

2 Management takeover 

3 Modify business plan 

4 Right to call back the put option 

5 Takeover, mergers and acquisition 

6 Pump in additional capital 

7 Sacking 

8 Help management 

9 Restructure the way the business is managed 

10 Depends on the agreement between the parties. If there is position 
for legal recourse, then legal action will be initiated 

II Sell shares back to the promoters or to a third party 

Analyse poor performance 

13 Salvage value 

14 Criminal case option is to seek legal redress 

Theme Writing off an investment is the last resort 

For initial coded answers please refer to Appendix 2. 

This is an answer from the respondent from interview 5, --Start-up there are losses but 

nowadays even though the company is not making profit there is still value in a 

Company there are some revenue. People still want to invest because there is still 

potential. We are not really that concern on ho,. N- losses are treated in the company. As 
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a venture capital we look at prospect. So maybe in the initial year. maybe down the 

road but then later you make profit. 19 

The respondent from interview 2 stated that, "'We categorise our investments 

as good, average, and bad investment. So bad investment normally we can turnaround 

if not we sell it off to a strategic partner or you just cut loss and just write-off because 

certain company if they are not going anywhere doesn't mean that that is the end of 

the company. " Based on the answer the venture capital company would not just 

simply write-off or sell off the business. Partly, the venture capital is responsible in 

ensuring that the business succeeds. None of the choices are easy and the venture 

capital may have to put additional money for the business. 

The venture capitalists writing-off the investment are the last resort as stated 

by the respondents. Most of the respondents mentioned that they would help and 

assist with the management of the invested company if they are facing a difficult 

phase. Some of the options that can be taken by the venture capital companies are 

shown in table 6.15. The venture capitalist would also look for ways to minimise loss, 

restructure the business and change the management of the invested company. In this 

case, we can see that although the venture capital companies and the invested 

company do not share losses the venture capital companies still assists the 

entrepreneur through the tough times as they hold the risk of losing their investments 

as well. The structure of the venture capital itself is not a partnership. 

However, the value-adding process through, helping management of the 

invested company, restructure the way the business is managed and analysing poor 

performance is also of importance for a Mushdrakah fund to operate efficienti-y. In 

relations to research question number one, value-adding process is an important factor 

to apply a Mushdrakah fund in the venture capital companies in Malaysia and that 
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writing off the investment is the last resort that the venture capital companies take 

action of 

6.5 Risk Mitigation in Venture Capital 

This segment is focused on identifying the risk in venture capital companies in 

Malaysia and how they are controlled and managed by the venture capital companies 

and the entrepreneur. This segment also highlights the risks exposed to the venture 

capitalist and the entrepreneur. The responses would give an idea on the risks that a 

Mushdrakah fund may be exposed to and most importantly how it can be addressed 

and controlled. This is linked to research question number one. The risk sharing will 

be analyzed in a more in depth manner and for both Musharakah and the venture 

capital companies. The research question is shown below: 

What are the factors needed to apply Mushdrakah financing in the 

venture capital in Malaysia? 

In relations to the research question number one. one factor that is crucial in 

applying Mushdrakah financing in the venture capital in Malaysia is the risk 

management process. We start by distinguishing the risks present in the venture 

capital in interview question 5 and followed by question 6 which focuses on how it is 

controlled and managed. Question 7 continues with the venture capital companies and 

the entrepreneurs' responsibility in the risk management process. The advantages and 

the disadvantages in this case focus on the area of risk and retum. The highlight is 

mainly on the risk management process. Table 6.16 shows the results for question 5 

(Risk and Return). The focused coding(s) are categorized based on the respondents' 

answers. 
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r Question 5 (Risk and Retum) 

Question 5 What is the biggest risk in the venture capital business? 

Focused Coding 

Management 

2 Market 

3 Return 

Theme Risks concerning the management, market and return are the 
risk in the venture capital companies. 

Table 6.17: Focused Coding I for Question 5 (Risk and Retum) 

Management 

Interview 6 Poor management 
Interview 8 How you anage your company 
Interview 9 Entrepreneurs losing focus and distracted by other products and services 

Interview 10 Trusting the entrepreneur 

Interview 13 People 

Interview 14 People 

Interview 15 
Integrity of the promoter 
Jumping on the bandwagon when investing 

Interview 16 

Experience 

Competency and credibility of promoters 
Key team members 

Interview 17 

I 

Competency of the management team which inanage the venture capital 
fund 

Investing into a company with poor management 
I Interview 1.8 1 Governance 
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-1 
-oding 2 for Question 5 (Risk and Retum) 

Market 

Interview 7 Product/Service deployment did not receive the expected market 
response resulting in lower revenue 

interview 8 Competitor 

interview 9 Changes in technology, government policies and market trend 
Business viability interview 12 
Not really viable why pursue 

Interview 17 Depends also on the sector 

Table 6.19: Focused Coding 3 for Question 5 (Risk and Retum 

Return 

Interview 7 Not achieving the expected return/capital gains 
Nearly 6 out of 10 investments under performs and need I or 2 home run Interview 10 
deals to repay back the fund with 

Interview 15 Industry itself very risky failure rate at least 80% , 

The venture capital business is considered as a financing method that 

highlights transparency at the early stage of the business cycle. Board directors are 

appointed and invested companies are monitored. The thoughts that the venture 

capital and the Mushdrakah are exposed to such high risk especially at the start-up 

level makes it very much encouraged in Islamic finance. This encourages guided risk 

taking with knowledge in managing a business. From table 6.16 above. the biggest 

risk in the venture capital companies are conceming the management, market and 

return. Identifying the risk would only lead us to analyse further the r1sk mitigation of 

the venture capital and that of the Mushdrakah. This leads us to answer research 

question number one whereby managing the risk involved in the management. market 

and return is an important factor in applying Mushdrak-ah in the venture capital 

companies in Malaysia. 
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When management is concerned the venture capital companies are looking for 

entrepreneurs that are trustworthy, experienced, competent and credible (refer table 

6.17). This is in line with that of question 2 (Over-view of Venture Capital Industry) 

whereby, management is said by most of the respondents are one of their important 

criteria before undertaking an investment. In terms of market which is the business 

climate for the marketability of the product or services focuses on the competitors, 

business viability, changes in technology, government policies and market trend. This 

shows that business risk is one of the biggest risks in that of the venture capital 

industry especially when technology is concerned. Based on the Bank Negara 

Malaysia annual report 2005, the sector that comprises the highest investment in the 

venture capital industry is the information and communication technology sector. The 

information and communication technology is a fast pace technology and when the 

market dynamics changes the product and service may be irrelevant and out of place. 

In terms of return, venture capital companies are concerned of not obtaining the return 

on investment as the industry itself is very risky and the failure rate is at least 80 

percent in Malaysia (refer table 6.19, interview 15). 

Previously, the risks in the venture capital are identified through question 5 

(Risk and Return). In question 6 (Risk and Return) it shows how risks in a venture 

capital are managed and this is a good benchmark to that how risk mitigation should 

be applied in a Mushdrakah fund in a venture capital setting. Table 6.20 proN-ides the 

results for question 6 (Risk and Return). This interview question gi,,, es an idea on 

managing risk in a Mushdrakah fund. 
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Table 6.20: Results for Question 6 (Risk and Retum, 

Question 6: How do you ensure that you maintain a degree of control over 
the business to protect your investment) 

Chart 6.2: Results for Question 6 
(Risk and return) o Board representative 

12 - 
0 Financial 

10 
10 ci Get to know the 

entrepreneur 
C 0 8 0 Co-signing of cheques 
CL 

6 [3 Meeting 
0 4 
M 4 0 Diversify risks and E 
M 222 identify risks z 2 

[3 Legal Instruments 
0 

The results from table 6.20 shows that 10 respondents out of the total interviews 

stated that appointing a board representative can ensure a degree of control over the 

business and protect the investment. Next, monitoring the financials in the invested L- 

conipany is the second highest mode of control over the investment. The third highest 
L, L- 

is on cyetting to know the entrepreneur and lastly, co-signing of cheques between the 
L- 

VelItUre capital companies and the invested company, regular meetings, le(--, al L- L- :7 

mstruments, diversify and identify risks are other ways of maintaining control in the 

bLISiness and investment. 

Board representative are appointed Iin the Invested company and to mon' Itor 

their progress. This is mentioned by the respondent from interview 3, "whenever \ýc 
L- 

II 

invest we always deniand a board seat at least we can be there, we won't probably be 

is one ing on. That hands on, but we would like to know and monitor with what go 
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of the best ways, other than that we always get the quarterly reports, management 

reports from our invested companies. So monitoring would be the answer. - Other than 

monitoring the invested companies, the board representation is also to guide and 

nurture the invested company as mentioned by the respondent f rom interview 

.; also we have the nurturing division, where we put our people as the board 

members in the company. So that we can monitor these companies and nurture these 

companies and we try to hook up with our, we have our technology incubation.... " In 

relations to interview 3 and 7, we can also see that under reports, which consist of 

quarterly reports, management reports, review of monthly financial performance are 

crucial to the venture capital companies in this case. This is to give an update in tenns 

of financial and operations to the venture capital. 

In reference to the selection criteria and the biggest risk in the venture capital, 

the word management appears to be mentioned the most. From this interview question 

management is another key area needed to be mitigated to ensure control and to 

protect the investment. As stated by the respondent from interview 6, An the 

shareholders agreement we have a list of issues, which need our control. The best way 

actually is just spend time with them. The earlier the stage company the more time out 

should invest in them. In Mc. Kinsey's survey the best company spend a lot of time 

, A, ith their investsee. So you always know what's happening. "' In getting to knoNk, the 

entrepreneur the venture capital company spends more time with them. 

In interview 14, the respondent mentioned, ** ... 
These are all and obviously we 

use our soft skills, this is probably the most important skill. The most in control is the 

I soft skills. When you invest the person it, S important you build a relat, onshIp with the 

investee or the promoters of the investee so that you can shape certain outcomes as 

you see necessary and if you build a decent relationship with them theýý will take head 
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about what you have to say and you could influence them. - . '" From this inter"view it 

also shows that the relationship between the entrepreneur and the venture capital 

companies is crucial and that soft skills play a major role. 

The rest of the variables such as co-signing, cheques, meetings. diversifying 

risk and legal instrument are some other methods used by some venture capital 

companies in Malaysia. Co-signing of cheques is to ensure financial control and 

financial update. Meetings are done formally and informally to monitor the progress 

of the investee and to build strong relationship with them. Diversifying nsks as I 

mentioned in interview 1, whereby the respondent mentioned, "Diversiýy the risk. In 

relation to the type of company you invest in and the quantum of investment. For 

example, in Malaysia we will limit say a particular investment we will only invest I 

million it has to be approved by the investment committee, but above 2 million it has 

to be approved by the board committee. Having said that, putting in I or 2 million 

when you have 30 million fund meaning you are looking around for 15 to 30 

companies, so you're spreading out your risk" 

This is an important Point because the venture capital industry in Malaysia is 

relatively small. Therefore, venture capital companies must be selective and must 

mitigate risk as efficient as possible to further expand the industry to a larger scale. 

a From this term and condition which is put in contract by this venture capital company, 

it basically shows what is requested by most venture capital companies in Malaysia in 

ensuring control and protect their investments. Therefore, in answering research 

question number one, risk mitigation through board representative. updated financial 

reports, getting to know the entrepreneur, regular meetings. diversiýv and identlý, * 

in risks and legal instrw-nents are factors that are needed to implement Mushdrakah i 

the venture capital company in Malaysia. 
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Lable 6.2 1. Results for Question 7 fRisk and Return) 

Question 7 Is risk management the prime responsibility of the venture capitalist 
or the entrepreneur9 

Focused Coding 

enture capitalist holds the biggest responsibilit. y (risk management of 
company and investment). 

2 Daily operation is the entrepreneurs I responsibility and risk assessment 
of the investee company. 

3 Both venture capital and invested company are responsible for risk 
management 

Venture capitalist holds the biggest responsibility for risk 
Theme management of company and investment. Daily operation is the 

entrepreneurs' responsibility and risk assessment of the investee 
company. 

Table 6.22: Focused Coding I for Question 7 (Risk and Retum) 

Venture capitalist holds the biggest responsibility for risk management of company and 
investment. 

Interview I Venture capitalist holds the biggest responsibility 

Interview 3 Venture capitalist holds the biggest responsibility 

Interview 4 
Venture capital ensure that the investment performs, minimize its own 
investment risks 
Long-term basis or a strategic basis is the Board of Directors Interview 5 
responsibility 
The venture capitalist will want to ensure that the executions of plans are Interview 7 in line 

Interview 9 Venture capitalist holds the biggest responsibility 

Interview 12 
Venture capital ensure that the investment performs, minimize its own 
investment risks 
Normally the risk management of the business is undertaken b", the key 

I Interview 13 
managers 

Interview 14 
Venture capital ensure that the investment performs, minimize its own 
investment risks 
Venture capital ensure that the investment performs, minimize its own 
investment risks 
Normally the risk management of the business is undertaken by the key 

Interview 16 
managers 
Risk management of the company is done through Board of Directors 
(Promoters and VC are represented) 

Interview 17 
Venture capital ensure that the investment perforinsý minimize its own 
investment risks 

Interview 18 VC is responsible to do the internal control assessment on the invested 

acc2ounting policv 
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Lable 6.23. Focused Coding 2 for Question 7 LRisk and Return) 

Daily operation is the entrepreneurs' responsibility and risk assessment of the investee 

Interview 21 Dailv onerations is the entrenrenenr-, rp., znnnc; k; ]; tx, 

Interview 5 Daily operations is the entrepreneurs responsibilitV 

interview 6 Entrepreneur holds biggest responsibility for company and investment 

Interview II Entrepreneur must be aware of the venture capitalist as the minority 
stakeholder 

Interview 12 Daily operations is the entrepreneurs responsibility 

interview 14 Entrepreneur is responsible for the operations and strategic role of the 
company 

Interview 15 Day to day running at the hands of the entrepreneur 
_ 
Interview 17 Entrepreneur responsible for the risks assessment of the investee 

company 
Interview 18 I 

---I 
Check and balance is on the entrepreneurs_ side and investor 

- 

Table 6.24: Focused Coding 3 for Question 7 (RiSk and Retum) 

Both venture capi al and invested company are responsible for risk management 

Interview 2 Both venture capitalist and entrepreneur holds the risk together 

Interview 4 Shared risk 

Interview 5 Shared risk 

Interview 7 Both have critical role to play in managing the operational risks of the 
company 

Interview II Joint responsibility, but entrepreneur must be aware of the venture 
capitalist as the minority stakeholder 

Interview 15 General accepted risk tolerance would be set together by both parties 

LInterview 17 Both 

This question is to examine the risk management environment in the -ý, -enture 

capital company and the role of the venture capital company and the entrepreneur in 

managing them. Based on the responses obtained, seven venture capital companies 

(refer table 6.24), stated that the venture capital companies in Malaysia and the 

entrepreneur collaborate on risk management. On the other hand, twelve venture 



capital companies from the survey (refer table 6.22) mentioned that the venture capital 

companies hold the biggest responsibility when risk management is concern. This 

result shows that a venture capital company plays a major role in the risk management 

of the investments and also the investee companies. The entrepreneur in this case 

(refer table 6.23) manages the risk pertaining to the daily operations of the business 

and responsible for the risk assessment, operations and strategic role of the company. 

Comparing to Musharakah risk are shared between the parties involved in the 

apitalist and the entrepreneur. Below are several exit strategies applied in the venture 

capital industry. 

Initial Public Offering (IPO) 

This is the first sale of stock by a company to the public. A company can rais risk 

abo on c1between 
the venture capital company and the entrepreneur. eton usion 

The importance of this analysis and the research question is that the risks of 

the venture capital industry are identified and to discuss the role of the entrepreneur 

and venture capital companies in risk mitigation. From here we can see that, to apply 

Musharakah in the venture capital companies in Malaysia the risk mitigation process 

is vital and this is stated in the theme (refer table 6.21) whereby, venture capitalist 

holds the biggest responsibility (risk management of company and investment). Daily 

operation is the entrepreneurs' responsibility and for risk assessment of the 

investee/invested company. 
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CHAPTER SEVEN: STRUCTURE AND EXIT STRATEGIES IN N'F, NTURE 

CAPITAL 

7.1 Introduction 

in this chapter the analysis consists of rights and responsibilities of the venture 

capital companies and the investee companies that persists in aý enture capital and clin 

be a good reference to the Mushdrakah. It also covers the exit strategies in a venture 

capital company and to analyse the appropriate exit strate-i-Y. v for a Mushdrakah fund. 

This chapter further investigates on the appropriate financial instruments t, or the 

Musliarakah fund. All the questions in the section of corporate govcmance, liability 

and ownership in the interview question are analysed in this chapter. 

7.2 Rij4hts and Responsibilities of Venture Capital Companv and 

Entrepreneur 

This section of chapter seven examines on the rights and responsibilities of the 

VC11tLire capital companies and the entrepreneur in the investment. It focuses oii moral 

hazard issues and how the venture capitalists manage thern. Both questions assist in 

aiis\wt-mo, research question number one which is: 

What are the factors needed to apply Mush5rakah financing in the 

venture capital in Malaysia? 

I Hie mterview question and the categories obtained are given in 'rable 7.1. 
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Table 7.1: Results for Question I (Corporate Governance, Liability and Ownershjp) 

Question 1 What are the rights and responsibilities of the company and the 
venture capitalist in this partnershi 

Focused Coding 

I Rights of the venture capital companies 

2 Responsibilities of the venture capital companies 

3 Rights and responsibilities of invested company 

Theme 
Venture capital company holds the biggest responsibilit-y (risk 
management of company and investment. Daily operation is the 
entrepreneurs' responsibility and risk assessment of the investee 
company. 

Table 7.2: Focused Coding I for Question I (Corporate Govemance, Liabilijy and 
Ownership) 

Rights of the venture capital companies 
Interview II Venture capital has rights as shareholders. 

Interview 12 Right to recover interest. 

Interview 15 Venture capitalist provides funds and entitled to profit. 

Voting rights - Voting rights of the VCC (Venture capital company) on 
certain iterns (i. e. remuneration or allowance of any kind for directors, 
significant change in business or the assignment of business to or from 
third parties, declaration of any cash dividends or distributions). 

Right of first offer and first refusal - Holders of preference shares haýe 
the right of first offer to purchase and right of first refusal not to purchase 
any equity securities offered by the investee company. 

Rights and responsibilities in decision making process - VCC should 
participate actively as shareholder in ensuring that it is informed of, takes 

Interview 17 an interest in, an advising and assisting the decision making process of 
the invested company. 

Rights and responsibilities of the board - The VCC should ensure that the 
board of the invested company is structured and appointments are made 
in the best interest of the investment and the invested company. 

e Rights and responsibilities on information and conim un icat ions - Th 
' I should ensure that the conipanys management of the investee compan,, 

inforination is accurately compiled, clear and unambiguous, kept secure 
and confidential, and provided in a tiniely and appropriate manner. 
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Table 7.3: Focused Coding 2 for Question I (CoMorate Govemance, LiabilitN- and 
Qýwnershjp) 

Responsibilities of the venture capital companies 
Live up to the expectations of the entrepreneur. 

interview I Transparency of agreement. 
Some companies manage on their own and some come back for opinion. 

Interview 2 Transparency of agreement. 
interview 5 Venture capitalist's responsibility is to disburse money on time. 

interview 6 Early stage the venture capital should provide money. market opening 
and assistance. 
Mutual understanding of the deliverables and compliance of the 

agreements entered into. 
Interview 7 

Venture capitalist look into periodic compliance like monthly reporting, 

yearly accounts. 
Being shareholder, often try to value add their presence by opening Interview 8 
doors for business opportunities and sharing expertise. 

Interview 9 Focus on business plan and flexible to market & economic changes. 

Interview 10 To maximize shareholder wealth. 
Responsibility to meet the target. 

Interview II VC's responsibility is to ensure that investee move in the direction 
mutually agreed upon and assist them. 

Running the business as agreed upon. Interview 12 
Profit. 

Responsibilities to other shareholders - The VCC should ensure that the 
board of the investee company is structured and appointments are made 

Interview 17 in the best interest of the investment and the investee company. 

Responsibilities for risk assessment. 

The rights given by the respondents are self exploratory and that these rights 

exist to protect each party of their investments. These rights are important in venture 

capital agreement and a Musharakah fund. Furthermore, it enhances transparency in 

the agreements and is made clear to the parties involved. The agreements cover the 

rights and responsibilities of both parties. All of the responsibilities of the venture 

capital company and the invested company, stated by the respondents mentioned in 
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the interview such as, transparency, corporate governance, achieving target retums 

and risk management nurtures small business to practise this at the early stages of the 

business and continued at the later stage. Apart from that, the responsibilities listed 

indicate what is promised by each party and that they have to execute it. 

As stated by the respondent from interview 2, -Normally put option or 

whatever so it's quite transparent in a way because from day one the entrepreneur 

knows what is expected out of him. If as planned then we have the right and if it 

doesn't materialize as planned the entrepreneur knows what are the consequences and 

the responsibility is only spelled out based on the budget, they have to submit the 

budget, periodical budget, management account, so everything is spelled out. " This 

response shows that the agreement binds all the rights and responsibilities of both 

parties. The rights and responsibilities that the venture capital companies have is part 

of their value adding process towards the invested companies. For example, venture 

capital companies responsibility is to ensure that the investee company move in the 

direction mutually agreed upon and assist them (refer table 7. ), focused coding 2, 

interview 11). 

The venture capital companies that are registered with the Securities 

Commission Malaysia must provide period reporting to the Securities Commission ot 

Malaysia such as, annual activity report"' for venture capital corporations (VCCs) and 

venture capital management corporations VCMCs: 

* Submitted to the SC within 30 days from each year-end 

* Information on the funds, actual investments in local and international venture 

168 Securities Commission Malaysia. (n. d. ). Retrieved April 10,2007, from 
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companies (by business stage and by industry sectors) and information on the 

VCC'sNCMC's portfolio of venture companies 

* Encouraged to provide input on the company's performance during the , ear, 

problems and constraints encountered, futures plans for development and 

views on the local and international venture capital industries 

e Audited financial statements to be submitted within 3 months from the close 

of each financial year end 

This is to ensure good performance, governance and transparency of the venture 

capital companies. The information on the invested company is required as well. This 

goes inline with the rights and responsibilities on information and communications 

whereby, the venture capital company must ensure the management of the 

investee/invested company provide the company's information that is accurately 

compiled, clear and unambiguous, kept secure and confidential, and provided in a 

timely and appropriate manner (refer table 7.2, interview 17). In relations to the 

responsibilities of the invested companies, table 7.4 below provides the list of rights 

and responsibilities of the invested companies as stated by the respondents. 
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Table 7,4: Focused Coding 3 for Question I (Co!: porate Governance. Liability and 
Q3ynershiM 

Rights and Responsibilities Invested Company 

Interview 7 Daily operations would be the responsibility of the invested company 

Interview 8 Daily operations would be the responsibility of the invested company 

interview II 
Investee has the right to manage their companies without interference 
from the venture capital 

Interview 14 The invested company should deliver on what they had committed for. 

Interview 15 Investee is responsible for making the company profitable. 

Interview 17 

Responsibilities for risks assessment - The management of the investee 

company should be responsible for the risks assessment of the company. 
which includes determining risks appetite, identifying specific risks. and 
assessing the effectiveness of control over specific risks. 

Table 7.4 shows that invested companies focus towards their company operations and 

responsible for making the business profitable, materializing what is in the business 

plan and managing risk in the business (refer table 7.4). In addition, the invested 

companies have the right to manage their own companies business without the 

interference of the venture capital companies. 

From this analysis it is evident that to implement Musharakah in a venture 

capital company the agreement must be transparent on the rights and responsibilities 

of the venture capital companies and the invested company as shown in table 7.1 up to 

table 7.4. Knowing the rights and responsibilities of involved parties would only 

ensure fair distribution of profit, loss, management and risk. The rights and 

responsibilities of the partners in a Mushdrakah are given below. 
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jable 7.5. - Rights and responsibilities of Musharakah artners LP 

Rights 

1) Right to borrow or lend 

2) Right to make transactions on credit 
3) Right to give capital to a third party on a 
Mudharabah basis 

4) Right to give capital to a third party on a 
Shirkah basis 

5) Right to bring in new partners to the 
partnership 
6) Right to enter into another new partnership 
in a private capacity 

Responsibilities 

1) Prohibition of interest 
2) To ensure halal investment/business 
3) Circulation of wealth through Zakat 
payment 
4) Transparency of all contract and 
agreement and business transaction 
5) Efficient and following as stated in the 
agreement 
6) To assist each other during tough times 
and 
7) Not to burden other partners with debt 

Looking at table 7.5, the rights and responsibilities of the Mushdrakah would 

be the responsibility of the Securities Commission Shariah Advisory Council, 

lawyers (well verse with Shari'ah law and Islamic contracts), venture capital company 

and invested company. The Mushdrakah is flexible in listing out the rights and 

responsibilities of the parties involved and not consider too much the structure of the 

business entity. 

Table 7.6: Results for Question 2 (Co[porate Govemance, Liabilily and OwnershiO 

Question 2 Is the venture capital liable for any action undertaken by the I 
entrepreneur? 

Focused Coding 

In this case it depends if the venture capitalist and the entrepreneur 
cohort or not. 

The venture capital is not liable for any action undertaken b\ the 
entrepreneur 

3 
The venture capital is liable for any action undertaken by the 
entrepreneur 

Theme Overall the venture capitalist mentioned that they are not liable in 
this case. 
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Table 7.7. 
--Focused 

Coding I for Question 2 (CO[porate Governance, Liabilit-,, and Q)Ynersh EiM 

In this case it depends if the venture capitalist and t ort or not. 
Interview I Cohort 

interview 13 
Depends on the shareholding agreement 

Depends on the percentage invested 

interview 16 
I 

It depends on the legal framework agreed upon and are specific for each investment 

Table 7.8: Focused Coding 2 for Question 2-(Corporate Govemance. Liability and 
Ownership) 

The venture capita is not liable for any action undertaken by the entrepreneur 
Interview 2 Venture capitalists are not liable. 

Interview 4 Shareholder not liable but exposed to the problem. 

Interview 5 
Not applicable in Malaysia. It's on company basis. 

Venture capitalists protect themselves through RCPS (redeemable 
convertible preference shares). 

Interview 6 No, we're the one who get defraud. 

Interview 7 and 9 No. 

Interview 14 Fiduciary, manipulation venture capital is not liable. 

Interview 17 There is a clause on indemnity in the agreements to indemnify the 
venture cap tal compa y 

Table 7.9: Focused Coding 3 for Question 2 (Corporate Govemance, Liability- and 
Ownership) 

The venture capit I is liable for any action undertaken by the entrepreneur 
Liable 

Interview 3 
Insurance policies 

Interview 8 Depending on the circumstances, the venture capitalist may be viable 

Interview 10 Yes. 
Interview 12 Yes. 

Interview 15 The venture capitalist would face the same liabilities as any company 
director and shareholder 
To a certain extend Yes, when invested companies don't paý, the 

Interview 18 employees provident fund. Liable due to board seat. Liability that a 
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In relations to interview question 2 (Corporate Governance, Liabilitv and 

Ownership), most of the venture capital companies mentioned that they are not liable 

for any actions taken by the entrepreneur. Respondent from interview 17 mentioned 

that there is a clause on indemnity in the agreements to indemnify the venture capital 

company against all claims, fines, losses, damages, costs, expenses and liabilities 

incurred in respect of any non-compliance by the investee company with regards to 

any law, guidelines or directives. If there is no inderntion,, then the venture capital 

company would be liable. 

In this case, there are areas where the venture capital companies are liable and 

this is stated by the interviewees. For example, respondent from interview 8 

mentioned that the venture capital company is liable if the company fails to pay its 

Employment Provident Funds Malaysia contribution and all directors including the 

one representing the venture capital will be personally responsible. The intervie,,, vee 

also mentioned that as far as possible the venture capital company will negotiate for 

indemnity from the invested company or not to be a director of a company. Lastly, the 

interviewee stated that in lieu it is important to forrn a Directors Working Group 

Committee comprising the venture capitalist and directors of the company where any 

decision to be made needs to have the approval from the group committee. 

In addition, respondent from interview I also highlighted that depending if the 

venture capital company and the entrepreneur cohort or not when it comes to being 

liable on the actions taken by each party. This also depends on the shareholding 

agreement and investment amount. Furthen-nore, corporate governance plays a vital 

role and everything has to be transparent and on a consensual basis before an 

entrepreneur wishes to carry out any transactions with another partv or a financier. 

Looking at the responses above it shows that the venture capital company is protected 
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from being taken advantage from unscrupulous entrepreneurs. 

This all depends on the situation and how the deal and the agreement are 

structured. Respondent from interview 16 highlighted that legal framework ma. -y be 

different for each investment. T'his takes us back to the flexibility of the Islamic Law 

as stated above in structuring a contract and to be applied in Mushdrakah fund in a 

venture capital. To apply the Mushdrakah fund in the venture capital company in 

Malaysia, contracts need to be transparent and there is also a need for more Shari'ah 

lawyers to handle Islamic contracts as there may be many agreements involved which 

includes the rights and responsibilities of the venture capital company and the 

entrepreneur. As seen in table 7.8 under interview 17, the results show that in the 

venture capital the agreements are crucial to ensure a fair investment deal if the 

Mushdrakah fund is applied. 

7.3 Financial Instruments for a Mush5rakah Fund 

This section highlights on examining the appropriate financial instruments for 

the Musharakah fund through analysing Interview question 3 (Corporate Governance, 

Liability and Ownership). It assists in answering research question number one and 

number two which are: 

1) What are the factors needed to apply Musharakah financing in the 

venture capital in Malaysia? 

2) Which stage of the business cycle is Mush5rakah best applied? 

Interview question 3 (Corporate Governance, Liability and Ownership) and the results 

are given in table 7.10. 
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Table 7.10: Results for Question 3 (Co[porate Go%ernanc. e, Liability and Ownershipj 

Question 3: Would you agree to just use ordinary shares? 

Theme: Venture capital companies can just use ordinary shares. Hoýkeýer, 
preference shares have to be used for venture capital exit avenue and to 
minimize risk exposure. 

Chart 7.1: Results for Question 3 (Corporate 
Governance, Liability and Ownership) 

9o No (Cannot just use 

U) 88 ordinary shares) 

7 6 
6 0n Yes (can only use 12. 

05 ordinary shares) 2! 4 

04 
3 

Ei Depending on the E2 
situation, business 

Z 
requirement and size 

0 of shareholding 

In relations to research question number one and to apply the MUsharakah 

financing in a venture capital company in Malaysia, ordinary shares can be the only L- IIII 

instrurnent used to structure an investment deal as seen from the results obtained frorn 

tlie survey. However, preference shares have to be used for venture capital exit Lind to 

ininimize risk exposure. Ordinary shares are Shari'ah compliant. Most intcrvieýkccs 

responded that venture capital companies can just use ordinary shares for their 

Investment. Four interviewees out of eighteen mentioned that it is not possible to use t-I 

. just ordinary shares and two other stated that it depends on the situation, business 

requirenicrit and the size of shareholding Finding the right instrument for an 
L- I r-- -- 

I L- investment deal is another important factor that ensures that both part es (yet their fair 

vital to look for an instrument return trom the investment at the end of the day. It k 
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that gives fair profit-sharing for shareholders, venture capItal company and the 

invested company. As stated by the respondent f rom interview 4, .. We look at how 

we structure the management and when we look at that, instruments become very 

iniportant. Because instruments are governed by Shari'ah issues and governed by ho,. -. - 

we actually return capital to our investors. How do we exit, and how do we structure 

the most tax efficient structure. So all this we look into before we decide which 

instrument we use. I can use all instruments that are available but it depends on which 

is the most efficient structure. " 

In the case of a Musharakah, we need to use instruments that are Shari*ah 

compliant. Other than using ordinary shares, venture capitalists use a variety of 

preference shares. Through the instruments used we can also see at which stage 

Mushdrakah is best applied and assist in answering research question number three. 

Table 7.11 lists the reasons given by the respondents on using ordinary shares. 
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Table 7,11. Reasons for using ordinary shares only. 

Interview 2 For ordinary shares if we are comfortable with the valuation and we know the company is going somewhere then we use ordinary shares 
Interview 6 Not in venture capital in an LBO fine. 

Interview 8 It is possible. The decision largely depend on factors such as how soon 
the company can be listed, any dividend 

Interview 13 Yes, It is how you cut the deal. 
We take a bit of OS the bulk of our investment is in shareholders 
advance. We find the RCPS very cumbersome too. 
Shareholders advance is a little bit easier to manage because it can be 
convertible anyway. 

Interview 14 Not different from RCPS except one does not need to go through some 
sort of a capital reduction, and so much legal maneuvers. 
The OS is to get a foothold into the company and to have our 
shareholders rights and structure a lot on shareholders advance based on 
future performance then we convert and work out on some sort of 
formula. 
The investment instrument is determined based on the risk profile and the Interview 16 
exit options of the investment. 

Interview 17 Ordinary shares are entitled to all income and capital after the rights of 
all other classes of capital. 

Interview 18 Mature companies go in as shareholders. 

Using the appropriate instruments depends highly on the investment stage. As 

mentioned by respondent from interview 6, that ordinary shares may be more 

appropriate in the leverage buy-out (LBO) rather than in venture capital. LBO is at the 

private equity stage, which is at the later stage (in the case of Malaysia). Another 

respondent from interview 16 mentioned that the investment instrument is determined 

based on the risk profile and the exit options of the investment. Convertible preferred 

equity is more likely to be used with seed and early stage investments, and with firms 

in the internet and communications sectors. 

Common equity is used more often for expansion stage investnients. This goes 

in line with the answer by respondent from interview 10, whereby preference shares 
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provide a risk management element. Preference shares protect investors by giving 

them the right to claim assets first upon liquidation as compared to ordinary 

shareholders. In the case of a Mushdrakah, the convertible preferred equity is 

permissible and at the early stage the investors do not have a high percentage 

ownership using the convertible preference share. The best exit strategy in this case. 

would be the IPO or the Diminishing Mushdrakah. In both this exit avenue the 

preference shares would be converted to ordinary shares at a higher price where 

capital gains will be obtained by the investors. Even for mature companies as stated 

by respondent from interview 18, that one can go in as ordinary shareholders and get 

returns through capital gains. Definitely at the later stage it will be less cumbersome 

to apply the Mushdrakah and for the venture capital, therefore, having just the 

ordinary shares for ownership is not so risky. 

Furthermore, venture capitalist can take a bit of the ordinary shares in the 

shareholders advance. It is easier to manage and can make them convertible, it is not 

much different from redeemable convertible preference shares except that one does 

not need to go through capital reduction and so much legal manoeuvres, this was 

stated by the respondent from interview 14. 

Table 7.12 lists reasons given by the respondents on using preference shares. 
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hares. 

They can convert or not having a preference shares as an extra. interview I 
Upon liquidation get to claim before the ordinary shareholder. 

Start up stage we use preference shares. 
interview 2 Using preference shares the exit avenue will be better, there %kill be 

redemption there will be conversion. 

Preference shares can be exercised later on through redeemable or 
cumulative preference shares. 

Interview 3 
It depends on the business, it depends on the requirement, it depends on how big the shareholding of the company is. 

Invest in RCPS, the reason being in case of liquidation it comes before Interview 5 , ordinary shares and for conversion before listing. 

The norm would be for the investee to issue a Cumulative Convertible 
Redeemable Preference Shares (CCRPS) to the investor. 

Maybe a condition precedent set by the investor for the venture compan"'. 
Interview 7 to obtain the necessary funding. 

Additional returns that the investor will get are based on the premium 
part of the CCRPS and also the dividend payment. 
Other instruments are created to address risks pose by some investments. 

Interview 9 Preference share is preferred to minimize risk exposure. 

Interview 10 Hybrid is preferred. It provides a risk management through preference 
shares. 
VC prefers to use convertible redeemable preference shares which can 

Interview II be converted into ordinary shares upon listing and the shares can be 
redeemed by the investee company. 

. 
Interview 12 

I 
Prefer preference shares or loan more secured creditor. 

Convertible preferred equity is more likely to be used with seed and early 

stage investments, and with firms in the intemet and communications sectors (in the 

Malaysia venture capital industry). Preference shares provide a risk management 

element and more appropriate in the early stages. Ordinarv- shares on the other hand. 

are more appropriate in the later stages. Ordinary shareholders can (let returns through 

capital gains in mature companies at the later stage and venture capitalists can take a 

bit of the ordinary shares in shareholders advance. Ordinary shares are easier to 
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nianage and can make them convertible and do not need to go through capital 

reduction and many legal manoeuvres. In relation to research question number two. 

we can see that Mushdrakah can be applied in any stage, but would be less 

cumbersome if applied at a later stage where ordinary shares are used as an 

investment instrument. The issue in this matter is on the financial instruments used. 

Preference shares are likely to be used in early stages and ordinary shares in the later 

stages. 

In a venture capital preference shares can be exercised later through 

redeemable cumulative preference shares and redeemable preference shares. 

Preference shares have to be used for venture capital exit avenues where redemption 

and conversion takes place. Preference shares give their holders a right to a fixed 

dividend but do not have voting rights. Preference shares may be issued with the fight 

of conversion into ordinary shares, where they are called convertibles. Listed below 

are some examples of the forms of preference shares in Malaysia's capital market: 

e Convertible Preferred Shares - Preferred stock that includes an option for 

the holder to convert the preferred shares into a fixed number of common 

shares, usually anytime after a predeten-nined date. 

* Cumulative Redeemable Convertible Preference Shares - Shares can be 

bought back by the invested company from the venture capital by exercising 

their call-options (invested company) and put-options (venture capitalist) at 

the redemption date. 

es -Iing, * Redeemable Preference Shar "Preference shares. which the 

company reserves the right to redeem. The shares may. or may not have a 
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specific redemption date or dates. ""' 

41 Cumulative Preference Shares - "When a company fails to pay a dividend. 

holders of cumulative preference shares are entitled to recei,,, -e this missed 

payment when a dividend is next declared. This rule is cumulative and the)v 

are also entitled to the current dividend provided sufficient cash is available. 

These payments receive priority over the claims of ordinary shareholders. '"` 

e Participating Preferred Shares - "A type of preferred stock that under 

certain conditions gives holders the right to receive earnings payouts over and 

above the specified dividend rate. ""' 

im Loan stock - "Unsecured stock delivered to an entity that has furnished a loan 

for a company. Loan stock earns interest at a fixed rate. " 
172 

As of 14 th jUly 1999, the Syariah Advisory Council (SAC) of the Securities 

Commission in Malaysia resolved that the basic preference shares (non-cumulative) 

are permissible based on tanazul. 
173 Tanazul means to drop claims to right. 1 

7' 

The 

Companies Act 1965 has defined preference share as a share that does not give a right 

to the shareholders to vote at its general meeting or any right to participate in any 

distribution of the company that has stated the amount, whether through dividends or 

redemption, dissolution or otherwise. "' -The SAC has carried out studies on non- 

169 Redeemable Preference Shares. (n. d. ). Retrieved November 10,2005, from 
hU:, //dictionary. itlocus. com/r/redeemable preference shares. htm]. 
170 Cumulative Preference Shares. (n. d. ). Retrieved November 10,2005, from 
ht ), ' //olossarv. itiocus. conVcumulative preference shares. html 
17 1 Participating Preferred Shares (n. d). Retrieved-November 10,2005, from hitp: financlalý 
dictioaM. thefreedictionaa. com/ 

7 
Loan Stock (n. d. ). Retrieved November 10,2005, from. investoný ords. com 

31kesolutions of the Securities Commission Syariah Advisory Council, (2002). Kuala Lumpur: 
Securities Commission. pp. 7 1. 
174 

Ibid. 71 pp. 173 Companies Act 1965, section 4. 
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cumulative preference shares. It refers to preference shares whose period of holding 

by the investor is permanent and similar to ordinary shares except that dividends are 

fixed and not accumulative. It has similar features of an ordinary share that has no 

maturity date and dividend payment is not cumulative. A non-cumulative preference 

share is included in the equity with fixed dividends. "' 176 

"The SAC ruled that non-cumulative preference shares are permissible based 

on tanazul where the right to profit of the ordinary shareholder is given willingly to a 

preference shareholder. Tanazul is agreed upon at an annual general meeting of a 

company, which decides to issue preference shares in an effort to raise new capital. 

As it is agreed at the meeting to issue preference shares, this means that ordinary 

shareholders have a reed to give priority to preference shareholders in dividino the 9 L" 

profits, in accordance with tanazul. In the context of preference share tanazul means 

surrendering the rights to a share of profit based on partnership, by giving priority to 

preference share holders. """ 

Based on the Shariah Advisory Council's (SAC) explanation, we can see that 

convertible preference shares and redeemable preference shares operate similarly to 

that of the non-cumulative preference shares, whereby it is permissible based on 

tanazul. In this case, the venture capital buys the convertible preference shares from 

the invested company surrendering the rights to a share of profit based on partnership, 

by giving priority to preference share holders- Participating and cumulative preference 

shares of any kind are not mentioned as Shariah permissible. As stated by the SAC 

non-cumulative is permissible but did not mention cumulative. However, it is 

1 76 Resolutions of the Securities Commission Syariah Advisorý' Council, (2002). Kuala Lumpur: 

Securities Commission. pp. 72. 
177 Ibid. 72pp. 
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convertible. In a venture capital setting participating preferred shares someho, %,,,, allows 

the investor to receive profit twice from the face value of their investments and hold 

their equity ownership in a company. If this is the matter, then the investors do not 

actually accept risk or practicing correctly the risk-sharing concept as in the 

Musharakah contract. This may not be fair for the entrepreneur. 

To summarize, we can see that convertible preference shares and redeemable 

preference shares operate similarly to that of the non-cumulative preference shares, 

whereby it is permissible based on tanazul. Apart from that, using the appropriate 

instruments depend highly on the investment stage and that ordinary shares may be 

more appropriate in the leverage buy-out (LBO) private equity stage rather than in 

venture capital stage. Therefore, in answering the research question, the Mushdrakah 

financing mode can be applied at any stage, and that it only depends on the 

instruments that is appropriate for each investment stage on whether it is Shari'ah 

compliant or not and that it gives fair business environment for the parties involved. 

However, there are several instruments that are Shari*ah compliant which are 

convertible preference shares and redeemable preference shares which can be opt to 

structure an investment in a Mushdrakah fund. 

7.4 Potential Exit Strategies for a Mush5rakah Fund 

This section analyses questions 4,5 and 6 (Corporate Governance, Liabilit,, 

and Ownership) to study the appropriate exit mechanism for a Mushdrakah fund. It 

assists in answering the research questions below which are: 

1) What are the factors needed to apply Mush5rakah financing in the 

venture capital in Malaysia? 

2) Which stage of the business cycle is Mushirakah best applied? 

3) What is the appropriate exit mechanism for Mush5rakah fund? 
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Table 7.13: Results for Question 4 (Corporate Govemance. Liability and Owiner,. hinl 

Question 4 Would it be a good strategy to exit if the investee slowly bu. vs out it 
shares bit by bit until the investee wholly owns the business? 

Focused Coding 

Can be applied if able to obtain target return 

2 Can be applied if invested company has large amount of cash 

3 
Can be applied if it can provide a win-win situation for the parties 
involved 

Depending on the objective and value extracted by the venture capital 4 
company 

Can be applied in a venture capital as long as able to obtain target 
Theme return, invested company has large amount of cash, can provide a 

win-win situation and depending on the objective and value 
extracted by the venture capital company. 

Table 7.14: Focused Coding I for Question 4 (Corporate Governance, Liability and 
Ownership). 

Able to obtain ta et return 
Interview 2 As long as it meets target return 
Interview 4 As long as you get return 

Interview 18 That's where the put option is. Investee can buy back their own shares 
provided they give the required return to the investors. 

Table 7.15: Focused Coding 2 for Question 4 (Corporate Govemance, Liabili! y an 
Ownership). 

Invested comDanv has lame amount of cash 
Interview 13 Call option. Large amount of cash (listed shares) j 

It is a good strategy as long as the investee compaii. N, has extra cash 
Interview 17 which cannot get a good return. Buying back the shares to add valtic to 

the invested company. 

Table 7.16: Focused Coding 
-3 

for Question 4 (Corporate Governance. Liability and 
Ownershin). 

can provide a win-win situation for the parties involved 

Interview 81 It is good if it is a Nvin-win situation 

243 



T tv an Qnnership I 

Depending on the objective and value extracted by the venture capital company 
LlntSnýiew l! j DPSPnds on the Ro! ýective aLnd value extracted by the venture capitalist. 

Table 7.18: Focused Coding 5 for Question 4 (Co!: porate Govemance. Liability and 
Ownership). 

Other reasons for stating that buying out shares periodically is a good strategy. 

Interview I 
Good for developmental venture capital and applicable in certain t-Ype of 
venture capital. 

Interview 2 Depends on a case to case basis. 

Interview 3 Third payment scheme, whatever the company owes can be paid in 
instalments but must have prior agreement to that. 

Interview 7 Yes, the price of the shares are usually pre-determined, it won't be a 
disadvantage to the investor 

Interview 9 Depends on a case to case basis. 

Interview 10 Usually the two parties will enter into an agreement of buyback options. 
Cost plus a certain percentage of gain. 

Table 7.19: Focused Coding 6 for Question 4 (Corporate Governance, Liability and 
Ownershio. 

Reasons for stating that buying out shares periodically is not a good strategy. 
Interview 2 Profit limited as compared to an IPO. 

Interview 3 Preferred IPO market, it doesn't cause anybody any money. 
Interview 5 Start up level is appropriate but late stage not appropriate. 

Happens when business is not successful. 
Interview 6 If the business is successful venture capital won't let the entrepreneur to 

buy out cheaply. Buying out with the highest pric in the market is t-Ine. 

Interview II Not exactl . The existing cash should be reinvested for profit. AppIN ing y 
buyback will devalue the company 

Interview 14 If there is potential that a company is doing so well buyback is not 
practical 

Interview 16 No. preference shares could be redeemed but don't offer ; ood return to 

venture capital. 

Question 4 (Corporate Governance, Liability and Ownership) in this section analyses 

the potential of Diminishing Mushdrakah as a potential exit strategy. In this question t!. 
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we are analyzing an appropriate exit mechanism for a Mushdrakah fund. In addition, 

exit strategies are also linked with the stages of investment and this is discussed also 

in this analysis pertaining to the Mushdrakah applicability in the venture capital 

setting in Malaysia. Buying out shares periodically is the same with that of the 

Diminishing Mushdrakah. If we look at table 7.13, buying out shares can be applied in 

the venture capital based on these reasons: 

9 Able to obtain target return. (Interview 2,4 and 18) 

* Invested company has large amount of cash. (Interview 13 and 17) 

9 It can provide a win-win situation for the parties involved. (Interview 8) 

9 Depending on the objective and value extracted by the venture capitalist. 

(Interview 15) 

Referring to table 7.18 above, other reasons for stating that buying out shares 

periodically is a good strategy to exit because it is appropriate for certain types of 

venture capital and the one mentioned by the respondent in Interview I would be for 

of a developmental type of venture capital. Respondent from interview 3 and 10 

mentioned that buyback are a good strategy but the parties involved must get into an 

agreement before that. Respondent from interview 7 stated that buyback is a good 

strategy as the price of shares is pre-determined and would not be a disadvantage to 

the investor. In answering research question number one, it is important to have a 

practical exit mechanism that gives attractive return and a win-win in-vestment deal 

for the Musharakah fund. 

In relations to research question two and three. this shows that to apply 

Diminishing Mushdrakah as an exit strategy for a Mush"'ah fund can be done as 

long as the venture capital company can obtain the target return and that the invested 
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company has large amount of cash. Other than that, it can provide a v. ýin-win situation 

for the parties involved and depending on the venture capital company's objective and 

value extracted by them. Other important areas to look into would be on the 

agreement, and as mentioned by respondents from interview 3 and 10 (refer table 

7.18, focused coding 5), the investors, managers and the entrepreneur must get into an 

agreement before that. There are several other points highlighted by the respondents C7 

that should be taken into consideration. There are several respondents that stated that 

buying out shares periodically to exit is not a good strategy. 

Respondent from interview 6 (refer table 7.19, focused coding 6) mentioned 

that successful companies do not buyback their shares. This is only the case m, -hen the 

invested company is not doing so well, and they buyout their shares to add value to 

the company. Other than that, the respondent also mentioned that venture capital 

companies would not let the entrepreneur to buy out cheaply. Respondent from 

interview II, stated that buying back the shares may devalue the company. This same 

point was raised by respondent from interview 14. However, if the entrepreneur wants 

to buyout at the highest market price the venture capital company would be fine with 

it (refer table 7.19, focused coding 6, interview 6). Based on these responses it sho\, k, s 

the downside of share buyback by the invested company, whereby profit is limited 

and this is stated by the respondent from interview 2, that IPO is preferred as an exit 

mechanism as compared to buying back shares because the profit is limited (refer 

table 7.19, focused coding 6). 

The analysis goes further to see the application Diminishing Mushdrakah at 

the respective stages. This is to see at which stage it is best to apply this method of 

exit strategy. The respondent from interview 5 mentioned that, ".. At the start-up IeVel 

maybe this is appropriate because the entrepreneur xvould have not much money to 
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buy it out right. So they need time to buy it bit by bit. As they show their matunty and 

their skill in running the business, they can buy back from the venture capital at a 

higher level but, for late stage companies, where the venture capital themselves are 

quite sure of the value and can basically be realized in short-tenn and medium-tenn, 

inaybe the venture capital themselves wouldn't want to do this because they NA'ant to 

get a cut of the profit ...... Based on the response in interview 5. due to the high level of 

risk at the start-up stage it is more appropriate to apply share buyback at this stage. 

The share buyback is used in this analysis as a benchmark to anal-,,, se the 

applicability of the Diminishing Mushdrakah as an exit strategy. In answering 

research question number one, it is important to have a practical exit mechanism that 

gives attractive return and a win-win investment deal for the Mushdrakah fund. In 

relations to research questions number two and three, it is appropriate and viable for 

the Diminishing Mushdrakah to be applied as an exit mechanism for companies at the 

start-up stage because in the later stages invested companies have higher value and 

venture capital companies prefer to exit using other exit mechanism that would 

provide them higher return. This gives an idea on analysing other exit strategies for 

the Musharakah fund at the later stage. This leads to question 5 (Corporate 

Govemance, Liability Ownership). Table 7.20 below shows the results obtained from 

the survey. 
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Table 7.20: Results for Question 5 (Corporate G0 ve m, -j n r- LiabililN and Ownership). 

Question 5: What is your preferred exit strategy? 

Chart 7.2: Results for Question 5 (Corporate 
Governance, Liability and Ownership) 

10 9 
9 
8 E3 Trade sales C (1) a IPO -0 7 

C (3 Buyback 0 0.6 U) 25 
04 
L- 3 
(D 3 m E 
m2 z 1 
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IPO is mostly the preferred exit strategy based on this survey. Three 

respondent preferred trade sale. One respondent mentioned share buyback from the 

promoter as the preferred exit strategy, which is similar to that of Diminishing L- 

Mushdrakah. 

In relations to Question 5 (Corporate Governance, Liability and Ownership) 

most of respondents answered IPO due to the reasons stated (refer table 7.2 1 ). 

Table 7.2 1: Rea. sons for choosing IPO as a preferred exit strategy. 

Interview 7 
It enables the venture capital company to own shares which are tradable 

and that there is dividend received. 
Interview 9 IPO for maximum return. 
Iriterview 10 IPO. Provides a proper channel of exiting. 
Interview II One that gives higher returns so it can either be IPO, trade ,, ale or M&A. 

Interview 13 IPO. Strong dividend policy. 

Interview 14 you command a IPO or second best revert into public vehicle because 
higher P/E in the market. 
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Interview 15 Short term investment the choice would be put option and long term 
investment the choice would be an IPO. 

Interview 16 IPO. Tap into the market for future capital ri,, ing and hw-e market 
liquidity. Beneficial for both shareholders and the company 
1PO. Public market pays more for a company than almost any other 

Interview 17 source. 
Higher retum. 

Intervie 18 if you go in at an early stage then your exit strategy would be the IPO 

Based on the above this shows that to choose an exit strategy for a Musharakah fLind 

the reasons above must be taken into consideration. The IPO is preferred based on 

higher return, dividend received, market liquidity and proper channel of exiting and 

beneficial for both shareholders and the company. The exit strategy also depends on 

the tenure of the investment. In a short-term investment the choice would be a put 

option and in a long-term investment the choice would be an IPO (refer table 7.21) 

Table 7.22 shows the results for Question 6 (Corporate Governance, Liability and 

Ownership). 

Table 7.22: Results for Question 6 (Corporate Governance, Liability Lind 
Ownership). 

Question 6: What other exit avenue do you use? 

M Trade sales 
Chart 7.3: Results for Question 6 (Corporate 

Governance, Liability and Ownership) m Put option & call 
option 

7 0 IPO 
6 

C 6 1: 1 MBO 

C 0 
5 

4 0 Buyback 
0. 0 4 
d) 

- 
3 

3 [3 MBI 
0 22 

2 0 M&A 
E 
= z 

1 
Listing on toreign 

0 exchange 
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This chart shows other preferred exit methods applied by the venture capital 

companies in the survey. The number of respondents is given in the chart. Trade sales 

is the highest followed by mergers and acquisition. Buyback and management buy-in 

comes in third and fourth place. Below are examples of exit avenues in the Malaysian 

venture capital industry and in relations to the results provided in table 7.22. 

7.4.1 Initial Public Offering (IPO) 

The establishment of the MESDAQ in (Malaysian Exchange of Securities 

Dealing & Automated Quotation) provides a viable exit mechanism for the investee 

companies in Malaysia. The objective of the MESDAQ is to provide a platform for 

high-growth companies to raise capital and promote technology industries and assist 

in developing a science and technology base for Malaysia through indigenous 

research development. "' Table 7.23 shows the statistics of IPO listings through the 

MESDAQ market in Malaysia. Based on the statistics given in table 7.23 we can see 

the number of listings and this shows the important role of the MESDAQ market for 

the venture capital companies and the invested companies. 

Year 

2007 
2(X)6 
2005 
2(X)4 
2(X)3 

Table 7.23: Total Number of Listed Companies 
(as at 13 April 2007) 

Main Board Second Board MESDAQ 
Market 

045 245 130 
649 250 1,28 

'1002 A 
Source: Bursa Malaysia 179 

646 
622 
598 
562 

268 
278 
276 
2194 

107 
63 
32 
12 

Total 

1020 
1077 
102 1 
903 
Q()O 
MIS 

178 Bursa Malaysia Listing Requirements. (n. d. ) Retrieved April 16,2007, from 
http: //www. bursamalaysia. conVwebsite/bnVrules and-regulations/listing requirements/downloads/1-11 
MM28DecO6. pdf 

"" Bursa Malaysia Listing Statistics. (n. d. ) Retrieved April 16.2007, from 
http: //www. kise. com. my/website/bmAisted_companies/iposAisting-statistics. htmi 
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7.4.2 Management Buy-out (MBO) 

This type of exit takes place when the managers and/or executives of a 

company purchase controlling interest in a company from existing shareholders. " As 

mentioned by the respondent interview 18, "'.. if ordinary shares are the only 

instruments used in the investment deal then MBO would be the suitable exit 

strategy. " Some other ways to exit through (MBO) is by exiting through puts and 

calls. Preference shares can be redeemed by the invested company after a specific 

year(s) (depending on what has been agreed with the venture capitalist). The put 

option gives the venture capitalist the right to buy the company's share and the call 

option is the right for the company to buy the venture capitalist shares at a 

predetermined formula. The advantages of a management buyout are that the 

entrepreneur is not tied up with reporting to the regulators and would probably be less 

costly as compared to an IPO. 

7.4.3 Manaaement Buy-In (MBI) 

Management buy-in is an exit mechanism where a group of investors outside 

of a company purchases a controlling block of shares and keeps the existing 

management. "' The investors involved in the MBI believe that the company and its 

current management are of great value. A few representatives from the group of 

investors will usually be appointed to the company's board of directors. 182 The investor 

in this case may add value in terms of marketing the product. services and industry 

outlook. In some cases, the new investor may be another venture capitalist and it can 

180 Investopedia. com. (n. d. ) Retrieved October 14,2005, from 
hqp: //www. investopedia. com/universi! y/ipo, ýipL). asp, 10/14,05. 
"'Management Buy-in MBI. (n. d. ) Retrieved October 14,2005, from 
hqp: //www. investopedia. com/universi! y/ipo/ipg. asp, 
152 lbid 
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prepare the company towards listing. 

7.4.4 Trade Sale 

Trade sale involves selling shares to another potential buyer or another venture 

capital company. In some cases, the earnings obtained through trade sale are higher 

compared to that of the IPO. The potential buyer could expand the business into other 

countries and the net worth will increase. The respondent from interview 16 

mentioned that in Asia, the person who always makes the highest price is a strategic 

buyer because he knows how to take the exit and make more value out of it. He also 

mentioned the best example about NAVIS's"' sale of Drypers". He stated that if 

they had gone for listing maybe they could have got 10 times earnings but a Swedish 

paper company looked at Drypers and they say they could cut cost and expand the 

brand plus invest more money to take the brand to Thailand, Indonesia and they paid 

16 times. In reference to table 7.22 we can see that other than IPO the venture capital 

companies in Malaysia from the survey preferred trade sales as an exit mechanism. It 

shows that these two exit mechanism provide high return. 

It is hard to say if the Diminishing Mushdrakah can give a high retUrn as 

compared to the IPO or the trade sale as preferred by the respondents. Buying back 

shares periodically and applying Diminishing Mushdrakah as an exit mechanisni is 

viable as long as the target returns is achieved and provide a platform for parties to 

maintain a win-win situation in the investment deal. The ad,,, anta(-, e of a share 

buyback or the Diminishing Musharakah for that matter, over the IPO Is that the 

183 Navis Capital Partners was founded in 1998. They make private equit% nvestments in buý'outs. 

recapitalisations and financial restructurings in Asia. 
184 Associated Hygienic Products Manufacturers of the Drypers range of bab), diapers. trainim, pants. 

and baby wipes. 
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entrepreneur is not tied up with reporting to the regulators and would probably be less 

costly. The chart on exit mechanisms seen in table 7.20 and 7.22. show potential exit 

mechanisms for a Mushdrakah fund. In relations to the IPO listing, the Shari*ah 

Advisory Council (SAC) of the Securities Commission Malaysia currently conducts 

Shari'ah compliance reviews process at the pre-IPO stage. In terms of Shari'ah 

compliance matters there is a regulator in Malaysia that can provide guidelines and 

consultations. For the other exit mechanisms the process is not as stringent as 

compared to that of an IPO. 

7.5 Conclusion 

Therefore, in answering research question number two and three the IPO is the 

viable exit mechanism for the Mushdrakah fund due to the return and Shariah 

compliance. The Mushdrakah fund is suitable to be applied at the early stages, where 

the invested companies can exit through share buyback and IPO. In relations to 

research question number one, another factor that is important to apply Mushdrak-ah in 

the venture capital company in Malaysia is to have a viable exit mechanism that gives 

an attractive return, a win-win investment deal and Shari'ah compliant which is the 

IPO, share buyback and Diminishing Mushdrakah. The lists of exit mechanisms in 

table 7.22 also gives an idea on other exit mechanisms appropriate for tlie 

Mushdrakah funds but it needs to be Shari'ah compliant. 

Another important factor that needs discussion in this matter is on the 

transaction that takes place between the venture capital company and the 

entrepreneur/investee company. When contract transactions are concerned, from the 

Shari'ah standpoint one transaction can not be made a condition on another. In this 

case the entrepreneur will purchase their unit of shares from the venture capital 

company. Therefore this transaction may be in the form of a separate and independent 
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promise by the entrepreneur. This is the same as explained in the case of house 

financing using the Diminishing Mushdrakah as written b-y Mufti Taqi Usmani. "' He 

mentioned that instead of making these transactions conditional towards each other. 

which is not allowed according to Shari'ah Law, there should be a one sided promise 

from the client. Firstly, is to take the share of the financier on lease and pay the rent. 

and secondly, to purchase different units of the share of the financier of the house at 

different stages. "' Figure 7.1 shows how it works in the venture capital scene. 

Figure 7.1: Diminishing Mushdrakah Exit Mechanism 

Shares owned by venture capitalist Instalment share buyback payments 

Sale of shares Cash 
+ 

Venture No Diminishing 4 Investee 
cavitalist Musharakah comoanv 

I Partnership agreement , Partnership agreement A 

Guarantee of Diminishing Musharakah Obligations 

The venture capital company goes into a partnership agreement with the investee 

company and the agreement will include the amount of shares that the investee may 

buyback from the venture capitalist in instalments. Using Diminishing Mushdrakah as 

an exit strategy the price per unit of the share can not be fixed in the promise of the 

entrepreneur to purchase from the venture capital company, because if the business is 

a success or not, the entrepreneur has to pay that amount. By right. the price is 

evaluated based on actual profit, the invested company's value and performance. As 

mentioned by Mufti Taqi Usmani, if the price is fixed before hand at the time of 

185 Usmani, Muhammad Taqi (2005). An Introduction to Islamic Finance. Pakistan: Maktaba Nla*ariful 
Quran, pp. 90. 
186 

Ibid. 90pp. 
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entering the Mush5rakah, it will practically mean that the client has ensured the 

principal invested by the financier with or without profit and this is prohibited in the 

case of Mushdrakah. "' 

Mufti Taqi Usmani also stated that one option that the financier can opt to 

pricing the share is that the financier agrees to sell the units on the basis of valuation 

of the business at the time of purchase of each unit of the shares. If the value of the 

business has increased, the price will be higher and if it has decreased the price will be 

less. "' The enforceability of the promise is also discussed by Mufti Taqi Usmani. He 

stated that there are number of Muslim jurists who lecture that promises are 

enforceable, and the court of law can compel the promisor to fulfil his promise 

especially in the context of commercial activities. He also mentioned that some Mdlik-i 

and Hanafi jurists can be cited, in particular, who have declared that the promises can 

be enforced through courts of law in cases of need. 

187 Usmani, Muhammad Taqi (2005). An Introduction to Islamic Finance. Pak, stan: Maktaba Nla' an fu I 

Wan, pp. 92. 
11' Ibid 92pp. 
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CHAPTER EIGHT: TRUST AND MONITORING METHODS IN VENTURE 

CAPITAL 

8.1 Introduction 

This chapter covers on the definition of trust from a venture capital perspective and 

ways to support it. This is definitely one element that is vital in the Mushdrakah fund 

as it is a partnership based on trust. These answers from the interviewees will give an 

insight into trust and how it is important in the venture capital industry and also for 

the Mushdrakah fund in the venture capital. Monitoring methods are analyzed as well. 

8.2 Definitions of Trust 

Interview questions I and 2 (Trust) analyzes on defining and reinforcing trust 

and its importance for a Musharakah fund. By defining trust we can see what is 

expected from an entrepreneur. Both interview questions assist in answering the 

research question below which is: 

What are the factors needed to apply Mush5rakah financing in the 
venture capital in Malaysia? 

Table 8.1: Results for Question I (Trust) 

Question 11 How would you define trust? 

Focused Coding 

II Expectation 

21 Comfort and relationship 

Personality 

41 Transparency and corporate governance 

Theme 
Trust is defined based on; expectation, comfort and relationship, 
personality of the entrepreneur, transparency and corporate 
L7overnance. 
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Table 8.2: Focused Coding I for Question 1 (Trust). 

Expectation 

Interview I What he says is what he does. 

Interview 2 Believe in the entrepreneur to charter the best course for the cornpaný and i 
delivering it 

interview 3 Skills to make business work 
Interview 6 Finding the entrepreneurs ability and match it with what he is as! ýin 

=for 

Interview II Believe in the entrepreneur to charter the best course for the companY and delivering it 

Interview 12 The ability to love a common goal in pursuing the business 
interview 16 Confidently depend on other party to carry out its obligation 
interview 18 Experience 

Table 8.3: Focused Coding 2 for Question I (Trust). 

Comfort and relationship 
Comfortable with the business plan Interview 2 
Comfortable with the people 

Interview 4 Comfortable with the entrepreneur 
Interview 6 Comfortable with the entrepreneur 
Interview 7 Fiduciary relationship between trustee and beneficiary 

Chemistry to working together 
Interview 8 

How you feel towards the other party 
Comfort. 

Interview 13 
Connection. 

Table 8.4: Focused Codiniz 3 for Question I (Trust). 

Personality 

Interview I Trustworthy 

Interview 3 TrUstworthy 

Interview 5 Trustworthy 

Interview 6 Good values fair and does not cheat 

Interview 10 
Sincerity 

Honesty between two or more parties 

Interview II High integrity 

Interview 18 
L- 

Straight forward 

Dedication 
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Table 8.5: Focused Coding 4 for Question I (Trust). 

Transparency an corporate governance 
interview 5ý Transparency 

Interview 91 Transparency 

Interview II 
Protecting shareholder's interest 

Good retmation 

Interview 17 
Well-negotiated, mutually agreed rights and responsibilities for all 
parties to embark on a partnership that practise integrity and 
transparency 

Interview 18 Transparency 

Trustworthy is the criterion looked for in an entrepreneur and skills to 

materialize the business plan. A high level of trustworthiness between the venture 

capitalist and the entrepreneur may reduce the risk of moral hazard. The answers are 

given by the respondents on the definition of trust in the context within the venture 

capital setting and are categorised into (refer to focused coding in table 8.1) 

expectations, comfort and relationship, personality, transparency and corporate 

governance. In other words trust is defined based on; expectation of the venture 

capital towards the entrepreneur, comfort and relationship between both of them, 

personality of the entrepreneur, transparency and corporate govemance of business 

operations. Trust is hard to measure; however, it is important In Musharakah and for 

the venture capital companies in overcoming moral hazard and inforniation 

asymmetry issues. 

Under the expectation category the venture capitalist define trust in tcnns of 

making the business successful and materializing what is in the business plan. 'Venture 

capital companies would expect the entrepreneurs to "walk the talk-. This is stated by 

the interviewee from interviews I and .3 (refer table 8.2. focused coding I). The 

define trust believes respondent from interview 2 also mentioned, ... 
How Nou would 

in the business plan and the people to run to make the business plan viable.... '* 
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Experience and skills the respondent from interview 6 mentioned, ".... Trust is also 

doing your homework and finding the guys abilities and match it with his ability and 

what he is asking for. " The venture capital companies in this case would find out 

about the entrepreneurs experience, reputation and ensuring that the entrepreneur have 

the skills to make the business a success. 

The relationship between the entrepreneur and the venture capital company in 

this case is defined as to ensure that both parties are co-operating well and that they 

are on good terms. This is mentioned by the respondent from interview 8. -. At is how 

you feel towards the other party. Is there chemistry to working together? From my 

experience, it took several meetings and interactions to develop the trust. Yet, you still 

have to be cautious when it comes to money. " If the entrepreneur and the venture 

capital company have a strong relationship it shows that they tnist each other. 

The personality category is definitions that relate to the character that venture 

capitalists seek for in an entrepreneur and signifies that they are trustworthy. Some of 

the traits mentioned by the respondents (refer table 8.4, focused coding 3) are the 

following: 

e Trustworthy 

Good values, fair and does not cheat 

9 Sincerity 

Honesty 

9 High integrity 

9 Straightforward 

9 Dedicated 
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These charactefistics are also some of the cfitefions listed by the venture capitalist 

before choosing an investment. Some respondents mentioned that trust is also defined 

as good corporate governance. This is seen from their responses to this question. 

which is indicated below (refer table 8.5, focused coding 4): 

io Transparency 

9 Good corporate govemance 

9 Protecting shareholder's interest 

* Good reputation 

9 Well-negotiated, mutually agreed rights and responsibilities for all parties to 

embark on a partnership that practise integrity and transparency 

The focus is on the agreement in this case and must be understood by the parties 

involved in terms of their rights and responsibilities. This is mentioned by respondent 

from interview 17 (refer table 8.5, focused coding 4). This shows that good corporate 

governance defines trust and also enhances trust between the entrepreneur and the 

venture capital company. The respondent from interview 2 mentioned, -In terms of 

trust govern by the legality legal documentation and we try to avoid whatever room 

that people try to manipulate. Because from day one we already spell out, what you 

can do what you can't do then no room for them to manipulate. " Ex-erv sIngle detal 

on the transaction is documented. Therefore, trust needs to be enforced and 

empowered and this leads to question 2 (Trust) on strengthenim-, trust. The responses 

are categorized and given in tables 8.6 up to 8.11. 
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Lable 8.6. Results for-Question 2 LTrust) 

How can you strengthen trust between the venture capital company Question 2 
and the entrepreneur? 

Focused Coding 

Transparency 

2 Good relationship 

3 Co-operation 

4 Interaction 

5 Mutual understanding 

Theme 
Transparency,, good relationship, co-operation, interaction and 
mutual understanding are crucial to strengthen trust between the 
venture capital and the entrepreneur. 

Table 8.7: Focused Coding I for Question 2 (Trust). 

_Transparency 
Interview I Transparency in the operations 

Interview 2 Transparent with each other 

Interview 7 Communication and transparency 

Interview 10 Implant crucial and important items in the subscriptions agreement 

Interview II If trust is lacking, venture capital would result to the measures in the term 
sheet to protect its rights 

Interview 12 To have an agreement 

Interview 17 Establish transparent communications 

Table 8.8: Focused Coding 2 for Question 2 (Trust). 

Good relationshi 

Interview 2 
Relationship 

Comfortable with the entrepreneur 
Interview 6 Deliver what vou sav vou're aoing to deliver 

Interview 9 
Honest 

Willinp- to admit mistakes 
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interview II Comfortable with the entrepren -ur and management 
Interview 15 Trust has to be earned 

Promoting and executing the concept that the interest and progress of the Interview 16 company are important aspects of the relationship between venture 
canital, companies and entrepreneur 

Table 8.9: Focused Coding 3 for Question 2 (Trust). 

Co-operation 

Conflict of interest managed properly 
interview 17 

I 
Problems encountered are discussed 

Table 8.10: Focused Coding 4 for Question-2 (Trust). 

Interaction 

Interview 3 Interaction through events like dinners and sports event 

Interview 8 Conduct regular meetings 
Interview 12 Periodic meetings and discussion 

Table 8.11: Focused Coding 5 for Question 2 (Trust). 

Mutual understandin 

Interview 7 Understanding with the investee company that their success will be our ý 
success and their loss will be our loss 

Interview II Understanding that the entrepreneur is on the same side with the venture 
capitalist 

Based on the results obtained (refer table 8.6) to strengthen trust, the venture 

capital company focuses on transparency, good relationship with the entrepreneur. co- 

operation, interaction and mutual understanding. In ten-ns of transparency one 

interviewee raised a good point. The respondent from interview 12 stated that one 

needs to have an agreement to strengthen trust and enhance transparency in the 

operations and communication between the entrepreneur and the venture capital 

company. The respondent from interview 10 mentioned. on implanting crucial and 

iMPortant items in the subscriptions agreement. 
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Having a good relationship between the entrepreneur and the ., -enture capitalist 

strengthen trust and this is how the Malaysian venture capital companies from this 

survey define trust as well. The respondent from interview 9 stated that the 

entrepreneur should be honest and willing to admit his/her mistake to strengthen trust. 
D- 
Nespondent from interview 6 stated that, other than being comfortable with the 

entrepreneur, they are expected to deliver what is presented in the business plan. In 

addition, trust of the venture capital company has to be earned as stated by the 

respondent from interview 15. 

In relation to strengthening trust, co-operation and interaction will add value 

not only to the investment but also on the relationship between the venture capitalist 

and the entrepreneur as mentioned above. Value adding can strengthen trust as it 

shows that both parties are willing to co-operate and this is in line with the spirit of 

Mushdrakah whereby it is based on the concept of tawa'un (co-operation). Conflict of 

interest managed properly and problems encountered are discussed (refer table 8.9, 

focused coding 3, interview 17). From the survey, venture capital companies interact 

with the entrepreneurs in many ways through sport events, dinners, meetinos and 

discussion (refer table 8.10, focused coding 4). 

Under the category of mutual understanding it shows that to strengthen trust 

the entrepreneur and the venture capital companies is to establish an understanding 

the investee company's success will also be the venture capital companies* success 

and vice versa (refer table 8.11, focused coding 5. interview 7). The investee company 

should also know that the entrepreneur is on the same side with the venture capitalist 

(refer table 8.11. focused coding 5, interview 11). This mutual understanding between 

the venture capital company and the entrepreneur shows that both havc responsibilit\ 

towards each other. 

2 63 



Trust is an important element in the partnership that is established in the 

venture capital and in a Mushdrakah contract. Furthermore. this is vital in the due 

diligence process where the venture capital company assess the level of 

trustworthiness and personality of the potential entrepreneur. A high level of 

trustworthiness between the venture capitalist and the entrepreneur may reduce the 

risk of moral hazard and adverse selection. Trust is defined based on, expectation of 

the venture capital towards the entrepreneur, comfort and relationship between both of 

them, personality of the entrepreneur, transparency and corporate governance of 

business operations. To strengthen the trust betwýeen the venture capital company and 

the entrepreneur, both needs to enhance transparency, good relationship, co-operation, 

interaction and mutual understanding, and they are crucial to strengthen trust between 

the venture capital and the entrepreneur. In relations to research question number one. 

the factors needed to apply the Mush5rakah financing in the venture capital 

companies in Malaysia are transparency, good relationship, co-operation, interaction 

and mutual understanding. Furthermore, to gain trust the entrepreneur must also have 

the personality and skills to work together with the venture capital companies and 

meet their expectations. 

8.3 Monitoring Investments in Venture Capital 

The process of monitoring investments and the invested company is carried 

out to ensure that the business runs accordingly and also to ensure the efficiency of 

the risk management process in the venture capital companies. If a venture capital 

wishes to structure a Musharakah fund these monitoring methods are off importancc. 

This is linked to answering research question number one,,,, *-hich is: 

What are the factors needed to apply Musharakah financing in the 

venture capital in Malaysia? 
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The results from the interview question 3 (Trust) are provided in table 8.12 below: 

)r Question 3 (Trust) 

Question 3: How do you monitor the companies? 

Interview I 
Depending on the amount invested to appoint a representative in the 
BOD sometimes the company wants us in the BOD as an advisor 
Meetings 

interview 2 Site visit 
Working committee 
Appoint senior officer for the annual general meeting and general 
meeting. 

Interview 3 Account officer to constantly make telephone calls and go for an 
excursion together 

Interview 4 Master report and budget 
Involved at the board level 

Interview 5 Management report 
Board meeting 
Depends on the level of trust 
High level of trust - one call a month and monthly accounts 
if he can't deliver - 

Interview 6 Management meetings every two weeks 
Review sales plan 
Go through account properly 
Help them change their staff 

Interview 7 Regular meetings for update 
Discussion to address management and operational issues 

Interview 8 Board representation 
Month lyreporting 

Interview 9 Financial and business operations 
Partly involved in decision making process 

Interview 10 Close monitoring 
Board representation 

Board seat and being active on the board 
Interview II Monthly management meetings 

Monitoring of their monthly accounts 

Interview 12 Submit management account 
Yearly audited account 

Internal control 
License platform 

Interview 13 Reporting system 
Regular ineetings, 
Visits 

---- ý 
Interview 14 

- 
Financial reports 
Personal visit 
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Interview 15 Board representation 
Periodical reports 
Board representation 

Interview 16 Executive committee meeting 
Business progress reporting 
Financial and progress reports 
Latest monthly management account 

Interview 17 Representative appointed to the board of directors 
Site visit and meetings 
Filing and maintaining records of the investments 
Look for signs of problems arising_ 
Monthly reporting 
Meet them monthly 

Interview 18 Do regular research on the industry, the company to see how they are 
doing 

Constant monitoring would only increase trust of the venture capitalist. Based 

on the results obtained from the survey (refer table 8.12). some ways of monitoring 

methods are: 

* Board representation 

o Meetings 

Site visit 

* Working committee 

* Appoint senior officer for the Annual general meeting and General meeting 

9 Account officer to constantly make telephone calls and go for ail excursion 

together 

* Financial and business progress reporting (monthly accounts and ycarly 

audited accounts) 

9 Partly involved in decision making process 

* Internal control 
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Regular research on the industry and the company to see their progress 

In answering research question number one, if the venture capital companies 

want to structure a Mushdrakah fund these monitoring methods are of importance. In 

the case of a Mushdrakah fund, monitoring methods have to ensure that the businesses 

are operating according to Shari"ah guidelines and also based on the ISO standards 

(Islamic) when producing or manufacturing halal products. In the case of a 

Mushdrakah fund, it must be monitored to make sure that the invested companies 

follow the Shari'ah guidelines in terms of accounting reports. In this case, the 

personnel in the company and the venture capital companies cannot depend on the 

Shari'ah advisors only to advise them, but the personnel themselves must be well 

versed with the Shari'ah guidelines and the muamalat principles that persist in a 

transaction that emerge in an Islamic financial institution and these are the 

responsibility of the Shari'ah scholars in the Syariah Advisory Council in the 

Securities Commission Malaysia. In the legal system. Malaysia has the Islamic 

Banking Act 1983 which is an Act to provide for the licensing and regulation of 

Islamic banking businesses. The Act inter alia has provisions on the financial 

requirements and duties of an Islamic Bank, ownership, control and management of 

Islamic banks, restrictions on its business, powers of supervision and control over 

Islamic bank and other general provisions such as penalties. "" Thcre is also an 

ordinant under the Malaysian Civil Law to address legal cases that involves Islamic 

financial institutions. 

189 Financial Law - Banking LaNv. (n. d. ). Retrieve October 17.2005. from 
-n tKinu. shuni jaw ient-com. ni\, jinaticial)binking shun, 
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8.4 Conclusion 

To summarize, the analysis in chapters five to eight have provided the findings 

and factors in terms of the Mushdrakah's applicability in the venture capital setting in 

Malaysia. Table 8.13 gives the list of the entire findings obtained in this research. 

Table 8.13 List of Findings 

Research Question 1: What are the factors needed to apply Musharakah financing in the ventu 
capital in Malaysia? 
1) Investment stage 
2) Shari 'ah compliant instruments, business, operations and activities 
3) Valuation, profitability and potential return 
4) Demand by clients 
5) Potential instruments such as ordinary shares, convertible preference shares and redeemable 
preference shares. 
6) Potential exit strategies such as Diminishing Mushdrakah, buyback and IPO 
7) Structure of liability and contracts 
8) Risk mitigation 
9) Defining and methods of empowering trust 
10) Monitoring methods 
11) Investment criteria 
Research Question 2: Which stage of the business cycle is the Musharakah best applied? 

1) The Musharakah is appropriate to be applied in the early stage or in the venture capital stage as the 
case in Malaysia. 

Research Question 3: What is the appropriate exit mechanism for Musharakah funds? 

1) Diminishing Musharakah to be applied as an exit mechanism for companies at the start-up stage 
because in the later stages invested companies have higher value and venture capital companies prefer 
to exit using other exit mechanism that would provide them higher return. 11 
2) IPO is the viable exit mechanism for the Mushdrakah fund due to the return and Shari'ah 
compliance. 
3) Trade sales, put option and call option, MBO, MBI, buyback, M&A and listings of foreign exchange 
can be of ptential exit strateýy but has to be Shari'ah compliant. 
Research Question 4: What do venture capitalists look for before investing in a new company? 
1) Management 
2) Financial 
3) Products and services 
4) Business model 
5) Market potential 
6) Growth 
7) Industry 
8) Exit 
9) Competition 
10) Funding requirement 
11) Legal 
12) High barriers of entry 
13) Executable plan 
14) Risk factors 
15) Details of the deal 
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The venture capital industry itself encourages transparency and investment efficiency, 

whereby it gives a good platfon-n for the Mushdrakah to operate. Now we follow up 

with some of the findings and factors from the analysis as written beloA,. 

Firstly, the Mushdrakah is appropriate to be applied in the early stage or in the 

venture capital stage as the case in Malaysia. The Mushdrakah financing mode can be 

applied at the early stage, and that it only depends on the instruments that is Ir 

appropriate for each investment stage on whether it is Shari'ah compliant or not and 

that it gives fair business environment for the parties involved. If it is applied in the 

early stage, it can spread the risk between the parties involved in the investment 

through risk sharing and profit-loss sharing. 

In relations to the stages, it brings to another finding which is on the 

instrument used for the venture capital companies and what is appropriate for a 

Mushdrakah fund. Ordinary shares, convertible preference shares and redeemable 

preference shares are appropriate for a Musharakah fund in terms of Shari'ah 

compliancy and on obtaining competitive return. In the conventional venture capital 

industry some of the instruments used may not be Shari*ah compliant. In this case, the 

financial instrument used is in correlations with the exit strategy and the stage of the 

business, and ordinary shares are more appropriate in the later stage as compared to 

the early stage which is highly risky. In the early stages, nonnally preference shares 

such as the convertible and the redeemable are used as it gives the investors a cushion 

for risk. The redeemable preference shares are appropriate to apply if the Diminishing 
I- 

Mushdrakah is used as an exit strategy. This leads to the third findin, -, which is on 

applying Diminishing Mushdrak-ah as an exit strategy. 

Most venture capital companies from this survey stated that bining out shares 

are more appropriate in the early stages. Therefore, the Diminishing Mushdrakah is 
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more appropriate to be applied in the early stages. It is appropriate and viable for the 

Diminishing Mushdrakah to be applied as an exit mechanism for companies at the 

start-up stage because in the later stages invested companies have higher value and 

venture capital companies prefer to exit using other exit mechanism that would 

provide them higher retum. This gives an idea on analysing other exit strategies for 

the Mushdrakah fund at the later stage. Therefore, the fourth finding states that the 

IPO is a viable exit mechanism for the Mushdrakah fund due to the return and 

Shari'ah compliance. The Mushdrakah fund is suitable to be applied at the earl,., 

stages, where the invested companies can exit through share buyback and IPO and can 

also be applied in the maturity stages (private equity in the case of Malaysia) where it 

is less cumbersome. However, leverage buyout is applied and borrowed funds are 

used in the later stages and this may hinder the applicability of the Musharakah. 

Fifth, the flexibility of the Mushdrakah can also be applied in other business 

structures such as the corporation, limited partnership and through the angel investor. 

Apart from that, the structure of the liability shouldered by the investors can be 

structured in accordance to Islamic law whereby, in determining liability in Islamic 

Law it is not the business structure, but the actual sharikah contracts between the 

parties. If the parties want limited liability, they can choose sharikah al7nan or 

Mudhdrabah and if they want unlimited liability, the), can choose sharikA al 

mufawadah. This also gives us an insight that Mushdrakah can be applied as another 

fund in the venture capital or as a financial institution. Both ways are acceptable as 

they are Shari'ah compliant. Chapter nine continues with the findings and factors 

obtained and several recommendations are discussed on future potential research that 

can be extended from this subject. 
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CHAPTER NINE: CONCLUSIO. N AND RECOMMENDATIO. N's 

9.1 Introduction 

From the analysis we can see the potential of Mushdrakah as a financim-, tool for 

entrepreneurs. This instrument is one of the PLS instruments and has been debatable 

in its application in the bank. In this study, we analyse the potential of N, /lushdrak-ah in 

the venture capital setting in Malaysia. If we look at the application of the 

Musharakah in general not many financial institutions apply them. Banks are not in 

favour of them due to the asymmetric information, moral hazard and a& ci-se selection 

problems that may arise. However, these three problems are minimized if the 

Mushdrakah is applied in the venture capital due to their stringent due dilioem proccss 

which involves many agreements and monitoring of the invested company. Below is 

the list of the research questions which formed the cornerstone of this study: 

1) What are the factors needed to apply Nlush5rakah financing in the 

venture capital in Malaysia? 

2) Which stage of the venture capital is the Mush5rakah best applied! 

3) What is/are the appropriate exit mechanism for the Mush5rakah? 

4) What do venture capitalist look for before investing in a new companN? 

Based oil the analysis, the factors are obtained from the theme derived trorn 

the results of the sur\cy. This chapter summarize all findings and factor, ý ohtaincd 

from the analysis and are explained in the next section. 

9.2 Summary of Findings from the Analvsis 

%ýo. the t' ctors lliat Firstly, in relations to rcscarch question number one and ta 

arc needed to appl\ Nlushdrakah financing in the %cnturc capital companý in Malaysia 

is that the MushJirakah is appropriate to be applied ill the c, 11-IN' stage or in -thc venture 
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capital stage as the case in Malaysia. However, this depends on the instruments that is 

appropriate for each investment stage on whether it is Shari-ah compliant or not and 

that it gives fair business enviromnent for the parties involved. In relations to the 

stages it brings to the third factor which is on the instrument used for the 'venture 

capital companies and what is appropriate for a Mushdrakah fund. Ordinary shares. 

convertible preference shares and redeemable preference shares are appropriate for a 

Mushdrakah fund in terms of Shari'ah compliancy and on obtaining competitive 

retum. 

In the conventional venture capital industry some of the instruments used may 

not be Shari'ah compliant. The instruments used are also important in determining the 

profit distribution between the investor, venture capital company and investee 

company. The financial instrument used is in correlations with the exit strategy and 

the stage of the business, and ordinary shares are more appropriate in the later stage as 

compared to the early stage which is highly risky. In the early stages, normally 

preference shares such as the convertible and the redeemable are used as it gives the 

investors a cushion for risk. The redeemable preference shares are appropriate to 

apply if the Diminishing Mushdrakah is used as an exit strategy. In relations to 

research question number three, this leads to the fourth factor which is on applying I tý 

Diminishing Musharakah as an exit strategy and applying the IPO as an appropriate 

exit mechanism for the Musharakah. 

Most venture capital companies from this survey stated that buying ow shares 

as an exit strategy is more appropriate in the early stages. Therefore. the Dirninishing 

Mushdrakah is more appropriate to be applied in the early stages and can be applied as 

an exit strategy. It is appropriate and viable for the Diminishing Mushdrak-ah to be 

applied as an exit mechanism for companies at the start-up stage because in the later 
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stages invested companies have higher value and venture capital companies prefer to 

exit using other exit mechanism that would provide them higher return. This otives an 

idea on analysing other exit strategies for the Mushdrakah fund at the later stage. 

Therefore, the fifth factor focuses that the IPO is a viable exit mechanism for the 

Musharakah fund due to the return and Shari'ah compliance and supports to answer 

research question number three. The Mushdrakah fund is suitable to be applied at the 

early stages, where the invested companies can exit through share buyback and IPO 

and can also be applied in the maturity stages (private equity in the case of Malaysia). 

However, leverage buyout is applied and borrowed funds are used in the later stages 

and this may hinder the applicability of the Musharakah. 

The sixth factor is on the structure of the liability shouldered by the investors. 

According to the Islamic law, in determining liability in Islamic Law it is not based on 

the business structure, but on the actual sharikah contracts between the parties. If the 

parties want limited liability, they can choose sharikah al'inan or Mudhdrabah and if 

they want unlimited liability, they can choose sharikah al mufawadah. The venture 

capital industry itself provides good platform for applying Mush5xakah financing 

because the contracts and agreements enhances transparency. corporate govemance. 

achieving target returns and risk management to nurture small business to practise this 

at the early stages of the business and continued at the later stage. 

This leads us to seventh factor which is on risk management. The biggest risk 

in the venture capital companies is concerning the management, market and return. To 

apply the Mushdrakah financing in the venture capital setting these risks need to be 

managed. When management is concern referring to the results from table 6.20 shom-s 

how risk can be mitigated through appointing a board representative that can ensure a 

degree of control over the business and protect the investment. Secondlý, monitoring 
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the financials in the invested company is the second highest method of control oN-er 

the investment, The third highest is on getting to know the entrepreneur and lastiv, co- 

signing of cheques between the venture capital companies and the in-vested company, 

regular meetings, legal instruments, diversify and identify risks are other ways of 

maintaining control in the business and investment. Applying Nlushdrakah in the 

venture capital companies in Malaysia, the risk mitigation process is vital and that the 

venture capital company holds the biggest responsibility for risk management of the 

invested company and investment. The daily operations of the business is the 

entrepreneurs' responsibility and also for risk assessment of the invested company. 

The eighth factor is on trust between the venture capital companies and the 

entrepreneur. Venture capital companies in Malaysia define trust as expectations, 

comfort and relationship, personality, transparency and corporate governance. Trust 

can be strengthened through transparency in operations and communication, good 

relationship, co-operation, interaction and mutual understanding. Furthennore, to gain 

trust the entrepreneur and must also have the personality and skills to work together 

with the venture capital companies and meet their expectations. 

Monitoring is also essential in structuring a Mushdrakah fund. It can enhance 

trust and mitigate risk. Based on the results obtained (refer table 8.12) some xvaý-s of 

monitoring methods are: 

o Meetings 

o Site visit 

* Working committee 

Appoint senior officer for the Annual general meeting and General meeting 

a Account officer to constantly make telephone calls and go for an excursion 
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together 

Financial and business progress reporting (monthly accounts and yearly 

audited accounts) 

e Partly involved in decision making process 

* Internal control 

e Regular research on the industry and the company to see their progress. 

If the venture capital companies want to structure a Mushdrakah fund these 

monitoring methods are of importance. For a Mushdrakah fund, these monitoring 

methods have to be followed also to ensure that the businesses are operating 

according to Shari'ah guidelines and based on the ISO standards (Islamic) when 

producing or manufacturing halal products. Given if trust is enhanced through 

applying Musharakah financing in the venture capital companies. this is definitely an 

advantage to the venture capital companies. This was pointed out by Rodney Wilson, 

where he argues that there is a higher level of trust between Islamic banks and their 

clients than in the case of conventional banks and hence the moral hazard is less. '" If 

this is applied with the Musharakah. fund, it will definitely be a plus point to its 

establishment in the venture capital. He also made a great point that higher levcls of 

trust reduce risk and uncertainty, which in turn results in lower monitoring costs for 

Islamic banks. "' 

Research question number four focused on finding the criteria that venture 

, 90 Rodney, Wilson. A, (2002). The Interface between Islamic and Conventional Banking . 1qbal. 

Munawar & Llewellyn, David T. (comp. & ed. ) Islamic Banking and Finance. (pp. 203). UK: Ed%kard 

Elgar Publishing. 
19' Ibid. 204pp. 
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capitalist look for before investing into a new company. From the sun-ey. %A-e obtained 

that management is the most important criteria from the respondents. Financial comes 

in second, followed by product and services and then the business plan. For a 

Mushdrakah fund to be profitable in the venture capital these criteria should be looked 

into especially on the management side, whereby it is the people that work the 

business. Another imperative point in relations to the Mushdrakah is on asymmetric 

information, moral hazard and adverse selection. To minimize asymmetric 

information and moral hazard is important for financial arrangement and pricing of 

the shares for the parties involved in a Mushdrakah. Managing asymmetric 

information, moral hazard and adverse selection issues is also essential for risk 

management since a huge bulk of risk is on the uncertainty of the outcome of the 

business. This uncertainty is very much tied with personality, skills, moral and 

efficiency of the entrepreneur. The venture capitalist must get as much information 

not just about the investment but also on the entrepreneur that they had entrusted to 

manage the business. Past experience of the entrepreneurs are investigated by the 

venture capitalist to ensure that they do not have any bad records that may be 

detrimental to the investment. 

In the venture capital industry, there are ways to minimize asymmetric 

information and moral hazard. Firstly. the numerous agreements available helps to 

manage asymmetric information thus enhances transparency from the early stages of 

the business and this gives a good platform for a Mushdrakah fund, since that is a 

must for Shari'ah compliant instruments. Other than that it spells out the rights and 

responsibilities for both the venture capitalist and the entrepreneur. Secondly. the 

market as a whole should be transparent to disclose relevant information to the public. 

Without effective information dissemination. the market ýN-ill not be efficient and the 
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financial system will perform poorly and will be less attractive to the investors. The 

government in Islamic countries (which includes Malaysia) can plaý- a vital role i in 

reducing the asymmetric information and moral hazard problem by setting up 

institutions and enacting laws that increase the availability of information " The 

interesting thing in this study is that we see asymmetric information may not be a 

major problem for a Mushdrakah fund in the venture capital setting as compared to 

the banks. It may not be that marketable in the banks, sImply because banks do not 

monitor investments/businesses like the venture capitalist does, but there are other 

avenues that the Mushdrakah can be applied such as the venture capital. 

Having the criteria set out by the venture capitalist is also to avoid adverse 

selection problem. It is crucial that the entrepreneur lives up to what they had 

promised to the venture capitalist and abide with what that had been outlined in the 

agreements in terms of responsibility and meeting the targeted return. The agreement 

plays a role again in this matter, and if looked closely, the agreements of PLS Sharrah 

compliant instruments such as the Mushdrakah can provide incentB,, es for good 

behaviour among the parties involved, simply because the stringent agreements give 

them no room to be dishonest to each other. If any of the parties involved go against 

the agreement, a court order will be thrown against them. The efficient monitoring 

process carried out in the venture capital assists in ensurIng that the entrepreneur 

delivers as promised and to also strengthen the trust, relationsh, p and value adding 

between the two. Therefore, if the Mushdrakah is applied in the venture capital settini.; 

it only enriches the Mushdrakah fund not only as a fair pricing instrument but also one 

192 Ahmed, Habib, (2002). Incentive-compatible Profit-sharing Contracm A Theoret, cal TreatmenL 

Iqbal, Munawar & Llewellyn, David T. (comp. & ed. ) Islamic Banking and Finance. (pp. 52). UK. 

Edward Elgar Publishing. 
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that provides incentives for good behaviour. 

9.3 Implications of Research Findings in Relation to the Literature 

This section revisits the literature presented in chapter two and three and 

relates it to the key findings of this research. The focus of attention is towards the 

venture capital companies and the venture capital industry in Malaysia. Chapter two 

focuses on the type of financing instruments used by the venture capital companies. 

the venture capital process and documents involved in the due diligence process. An 

overview of the Malaysian venture capital industry is highlighted in this chapter. 

Sources of the venture capital and the preferred industrial sectors together with the 

SME are covered in this chapter. In addition, this chapter gives some ideas on how the 

Malaysian venture capitalist selects their business ventures and gives us an insight on 

why certain criteria are more important than the rest. 

Chapter three covers Musharakah financing and the different types of shirkah. 

Equity financing and debt financing are also compared to further enhance the 

advantages and benefit of using equity financing as oppose to debt financing to start 

up a business. A comparison between venture capital, Mushdrakah, Mudharakah and 

private equity financing commences in this chapter to find areas that may be 

important for Mushdrakah financing in the venture capital. In addition. the application 

of Mushdrakah in contemporary financing is also highlighted. The Islainic venturc 

t7 capital in the light of Islamic finance is discussed in this chapter to highliAt the 

advantages of structuring Musharakah in a venture capital company. 

These two chapters and the list of empirical study plus the findings have 

shown that the venture capital operations and the features of \lLishdrakah financing 

complement each other. Furthermore. the venture capital provides a good platforn' to 

structure Mush5rakah funds. In addition. the features of the Ntushdrakah pro%-Idc 
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efficient risk allocation and capital utilization. In addition, the studies of Nlush"-ah 

from an equity financing perspective should focus on how to structure profit and loss 

sharing instruments in the venture capital scene. 

As highlighted in chapter three and in the list of empirical study. the features 

in the MushArakah that are management and profit and loss sharing, provide efficient 

risk allocation and capital utilization as a medium of financing on the equity side. 

This makes it ideal to be structured in the venture capital setting where equity 

financing is used to finance companies at the venture capital stage (early stage and the 

expansion stage). In the list of literature presented it is not mentioned at which sta, -, e 

the Mushdrakah is best applied. This is important because the investment stage plays a 

part in determining the instruments used, valuation and exit strategy for the invested 

company. At this stage where it is highly risky, the financial instruments applied are 

important for profit distribution and deten-nining exit strategy. 

In terms of financial instruments, according to the findings obtained some of 

the potential Shari'ah compliant fund that can be used are redeemable preference 

shares, convertible preference shares and ordinary shares. Preferred shares provide a 

risk cushion for the venture capital companies due to the high risk invoIN, ed at the 

early stage. In addition, the portfolio diversification applied in the venture capital 

companies helps to spread the investment risk. In Rashid's paper, an extensive 

analysis is carried out on analysing the Shari'ah compliancN on the n the 

current market. This is a breakthrough for most of the literature on Islamic -venture 

capital. 

Exit strategies play a crucial role in deterrnining return (captal gains) for the 

shareholders, venture capital companies and the entrepreneur. In this research. the 

potential exit strategies for a Mushdrakah fund are JPO. buyback and Dinumshing, 
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Mushdrakah. IPO are the preferred exit strategy based on the sun, eN- due to its high 

return. Applying the Diminishing Mushdrakah however, requires that company have 

large amount of cash. The venture capital companies would not want to be bought out 

at a lower value, therefore, IPO would be more preferable than Diminishing 

Mushdrakah and buyback. However, if the shareholders and the venture capital 

companies can get their target return by exiting through Diminishing Mush"ah and 

buyback, this will be fine. There are several other exit strategies such as trade sale, 

mergers and acquisition that are also potential exit strategies for a Mushdrakah fund. 

Investors wants to make the best out of their investments and due to the nature of 

equity financing where it is perfonnance based, it ensure that capital it utilized at its 

fullest, the best exit strategy is chosen for that investment. 

In tenus of contracts, Islamic law states that determining liability is not based 

on the business structure, but on the actual sharikah contracts between the parties 

involved. If the parties want limited liability, they can choose sharikah al'inan or 

Mudhdrabah and if they want unlimited liability, they can choose Yharikah al 

mufawadah. This shows that there is potential to further expand contracts based on 

Islamic Law to be used for a Mushdrakah fund in the venture capital setting. In 

addition, the rights and responsibilities (which consists in the contract) for the venture 

capital companies and the entrepreneur were also obtained from this research. 

Comparing this point with the literature given in chapter three. contracts and 

agreements are highlighted briefly in Al-Rifai and Khan's article. The article stated 

the role of covenants in terms of transfer of control, venture capitalist*s m-111ts Of' first 

280 



refusal and providing information to the investors. "' This is covered in the analysis 

and it shows that the venture capital can provide a good platform for structuring 

Mushdrakah fund or any Shari ah compliant funds because contracts are transparent 

and nurture companies corporate governance at the early stage. 

The risk management process in the venture capital companies provides 

efficient risk allocation for the shareholders, venture capital companies and the 

entrepreneur. The results from table 6.20 shows that risk can be mitigated through 

appointing a board representative that can ensure a degree of control over the business 

and protect the investment. Secondly, monitoring the financials in the invested 

company is the second highest method of control over the investment. The third 

highest is on getting to know the entrepreneur. The rest of the methods are co-signing 

of cheques between the venture capital companies and the invested company, regular 

meetings, legal instruments, diversify and identify risks are other ways of maintaining 

control in the business and investment. These methods show how rigid the risk 

management process is in the venture capital companies and as stated by Ahmed, the 

organizational structure of venture capital firms is an appropriate model for 

minimizing risks involved in equity financing. "' This research shows that the venture 

capital process complements the Mushdrakah fund by providing a good platform for 

risk management in the investments undertaken. 

The venture capital companies that were surveyed in this research defitied trust 

193 Al-Rifai, Tariq, & Khan, Aamir (1000). The Role of J, enture Capital in Contemporary Islamic 

Finance. Retrieved December 21,2004, from Failaka International Inc. Website: 
http: //www. failaka. com/'Librarv/Articles, 'VCO/620iný, ý20Islamic%20Finaiice. pdf 

114 Ahmed, Habib (2005). Operational Structurefor Islamic Equity Finance-. Lessonsftom Venture 

Capital. Retrieved July 11,2006, from Research Paper No. 69, Islamic Research and Training Institute. 

Islamic Development Bank. Website: www. irti ms. orglOpenSave. as ') ub=212. pdf 
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as expectations, comfort and relationship, personality, transparency and corporate 

governance. Based on the responses, trust can be strengthened through transparency in 

operations and communication, good relationship, co-operation, interaction and 

mutual understanding. In addition, to gain trust the entrepreneur must also have the 

personality and skills to work together with the venture capital companies and meet 

their expectations. Trust can be related again with the moral hazard issues that are 

faced in Islamic banks as mentioned in the literature of this thesis. This is not the case 

if a Mush5rakah fund is structured in the venture capital companies. As seen above. 

the methods of strengthening trust is a value added process of the venture capital 

companies to the entrepreneur. This area in this thesis puts trust into a business 

perspective and can also relate to the partnership based on trust that is encouraged 

through Mushdrakah financing. The issue about trust is mostly highlighted and related 

with moral hazard and information asymmetry as mentioned in most of Al-Harran's 

papers. However, the scope of his paper is from microfinance perspective where 

lending and borrowing is the main transaction. 

Investment criteria for a Musharakah fund is analysed based on the findings 

obtained through the interview in this research. Based on the surve, ý, carried out 

management is the most important criteria from the respondents. Financial aspect 

comes in second, followed by product and services and then the business plan (for the 

rest of the criteria please refer to table 5-5). In chapter three it is mentioned that moral 

hazard, adverse selection and asymmetric information are issues in Islamic banks that 

uses profit and loss sharing instruments. The stringent investment criteria applied bý 

the venture capital companies in this survey may reduce the problem of adverse 

selection and choose a trustworthy entrepreneur and profitablc inves-tments. 
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9.4 Contribution of this Research 

This research is carried out with the motivation to further develop Islamic 

equity financing which is mainly based on profit and loss sharing instruments such as 

Mushdrakah and Mudhdrabah. This research will add to the literature in the area of 

Mushdrakah, venture capital (in Malaysia) and equity financing, which can also be a 

good source of reference for venture capital companies with the intention to structure 

Musharakah funds or other Shari'ah compliant funding in the venture capital 

company. Although the venture capital industry in Malaysia is relativelv small, bv 

having such funds engineered in the venture capital companies can spool funds from 

other Muslim countries. 

In addition, this study can contribute in terms of education on using Islamic 

financing instruments such as Mushdrakah and on understanding the venture capital 

process. Through education and gaining knowledge on using Islamic financing t, 

instruments, this research can motivate entrepreneurs to work together with experts in 

building businesses and further developed the application of Mushdrakah in the 

Islamic banking and finance industry. Thus, this research contribUteS to academic 

research and professional finance sector. 

9.5 Limitations of the Research 

Similar to any topic under research. which is b-,, r nature is controlled, this 

research has certain limitations as well. For instance. the information about the 

venture capital industry and the venture capital companies in Malaysia is limited. In 

other words, there are not many resources and materials regarding the %ýenture capital 

companies operating in Malaysia. Information about the venture capital industry can 

only be obtained from the Central Bank of Malaysia and information about the 

venture capital companies can be obtained from the Companies Commission of 
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Malaysia and the venture capital companies' websites. However, this ý, ý as not enough 

for analysing and answering the research aim, questions and objectives of this 

research. Furthennore, not all the venture capital companies have websites and the 

report on the venture capital industry from the Central Bank of Malaysia provide 

the statistics and perforrnance of the industry. However, this should not hinder from 

further improving this research, as other ways of gathering more information on the 

Malaysian venture capital industry and companies could have been located for this 

research. 

For instance, other information may be attainable from sources such as the 

Mushdrakah agreements and documents that are used in Islamic banks. The content 

may be different compared with the agreements in the venture capital companies but it 

can give an insight on how a Musharakah contract is structured. In addition, 

information about the venture capital companies such as the size of funds, stages of 

funds and area of investment can be obtained from the Technopreneur Development 

Division Portal but not all of the venture capital companies registered with the 

Securities Commission of Malaysia can be obtained from this portal. The 

Technopreneur Development Division Portal was established by the Multimcdia 

Super Corridor of Malaysia to further develop Malaysia*s SME in the area of 

information, communications and technology, but this is focused on -venture capital 

companies in the area of information technology only. The financial reports on the 

venture capital companies can be obtained from the Companies Commission of' 

Malaysia. 

Another way to further improve the limitation of information in this rescarch 

could have been by expanding the list of interviewers. For example. lawyers, that are 

well verse in Shari*ah contracts can be interviewed to analyse how a Nfushdrakah deal 
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can be structured in the venture capital setting and what would be its advantages and 

disadvantages in terms of efficiency and transparency. Although. this may cover legal 

matters mainly, it may be able to support the existing information there is about the 

venture capital companies in Malaysia. 

Lastly, secondary data from the venture caPitals firms could have been used to 

provide further quantitative meanings to the analysis presented. 

9.6 Further Research 

The research conducted in this area helps to provide a picture of Musharakah 

financing and the venture capital industry in Malaysia and on how to further develop 

it. Both method of financing are utilized in small percentage in Malaysia. One area for 

further research would be on applying Mushdrakah financing at the private equitý, 

stage where leverage is present. Instead of using loans or subordinated debts, one can 

apply Islamic debt for exits such as mergers and acquisition, management buyout, 

leverage buyout and management buy-in. 

Another area for further research is in relations to the investee company's 

growth and perfon-nance. In the case of Malaysia, most of the venture capital funds 

are provided by the government as compared to privately owned venture capital 

companies. It will be interesting to study which avenue (government or private) gives 

more investinent growth and the research can be expanded towards selectloii crIterla 

of the government backed venture capital and the private venture capital companies to 

establish differences and similarities in performance. 

In relations to selection criteria, this is another area n the venture capital 

industry than can be further explored to study the business culture arnong Mala. sian 

entrepreneurs. This can assist in reducing adverse selection problems. Tile efficiency 

of the MESDAQ market for IPO's is also another area for research. 
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9.7 Recommendations 

Other than structuring Musharakah funds in a venture capital. the Malaysian 

government can establish a venture capital company that is based strictly on 

Mushdrakah. It is an Islamic venture capital only that it operates with Nlush"-ah 

transactions. Other financial institutions, such as pension funds and takaful insurance 

companies, can provide the incentives. In addition, it will be licensed under the 

Islamic Baking Act in Malaysia. This type of venture capital can pool funds from 

other Muslim countries and with equity participation it shares expertise and profit 

with the parties involved. 

Another recommendation coin for this study would be on establishing network 

among angel investors. A group of investors or business angels who are experienced 

and have a lot of money will provide capital and knowledge in business to assist the 

entrepreneurs with their business management. As discussed previously, business 

angels are not evident in Malaysia. With the Mushdrakah fund, a pool of angel 

investors can be established and it will be easier for the entrepreneurs to network with 

them. These angel investors can assist in establishing business at the seed and start-up 

stage. 

Other than that, these pools of investors may be interested with Sharl*ah 

compliant investments and financing structure and this can further develop the small 

and medium enterprise in Malaysia. These angel investors can be investors from 

another country and that would be even better as it will help bridge the financial gap 

between Muslim countries. Other than encouraging international trade between 

Muslim countries, it is also good to establish business relations through partnership 

from small business financing. In addition, upon becoming the hultil food hub on a 

global scale, this move can be a good platform for small businesses in areas related to 
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the industry (halal food) to look for financing and start-up a compan. ý on a local an 
intemational scale. 

Malaysia has the opportunity to establish an international halal food centre 

and emerge as not only the world's top halal food producer but also a centre for 

marketing, certification and reference. "' The potential market for halal food is 

estimated in the range of RM1.3 trillion to RMI. 5 trillion per year based on the world 

Muslim population of about 1.8 billion. "' Other than that, the small and medium 

industries (SMls) constitute approximately 84% of the manufacturing establishments 

in Malaysia. 

Areas for further research and the recommendations stated above are for 

further research by the author and are aimed at the venture capital companies in 

Malaysia as well. Other than focusing on the practical issues, this research is also 

important in the academic area where it adds to the literature review on the same area 

and in the industry as a whole. In addition, the findings from this study are also a 

stepping stone for that matter and it can also alleviate entrepreneurship through equity 

financing (Mushdrakah) in Malaysia and Muslim countries. It is also another step in 

financial innovation and further improves the Islamic banking and finance industry in 

Malaysia. 

195 (2004, September 10). Strong potential to be halal food hub. Business Times, Retrieved April 

2006, from hqp: //www. btime. s. com. my 
1% lbid 
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APPENDIXES 

Appendix 1: Interview Questions 

Catep-ory: Overview of Venture Capital IndustrV 

Ql: Are the venture capital in Malaysia based on partnership of any kind? 

Q2: What are the criteria that you look for before investing into a compam 

Q3: What are the factors deemed important if a venture capital wants to structure fLinds to 

be Shari'ah compliant, for an example like the CIMB Muamalat Fund. 

Q4: What are the limitations of using such funds? 

Catep_ory: Risk and Return 

Ql: How are capital gains distributed between the shareholders of the ýcriturc capitýilkt 

(Investor) and the invested (Investee) company? 

Q2: Is it distributed based on the invested value? Please elaborate. 

Q-31. Between the Net to asset value (NTA), P/E ratio and the cash flow analý sis, ý% hich is 

Your preferred method of valuation? Please explain. 

Q4: What happens when investments perform poorlý or the bLISiness ceases trading" 

Q5: What is the bic,,, ()-, est risk in the venture capital business" 

Q6: How do You ensure that you maintain a degree of control over the business to prot,: ý.: I 

Your investment? 

Q7-. Is risk management the prime responsibility of the venture capilýdiit or the 

entrepreneur? 



Category: Corporate Governance, Liability and Exit Strategy 

QI: What are the rights and responsibilities of the company and the venture capitalist in 

this partnership? 

Q2: Is the venture capitalist liable for any action undertaken by the entrepreneur' 

Q3: Is it possible to use just use ordinary shares? Please explain. 

Q4: Would it be a good strategy to exit if the investee slowk bu-vs out it shares bit hN bit 

until the investee wholly owns the business? 

Q5: What is your preferred exit strategy? Please explain. 

Q6: What other exit avenue do you use? 

Catel! ory: Trust and Transparency 

I low would you define trust'? 

Q2: Flow can YOU strengthen trUst betNveen the ventUre capital company and the 

entrepreneur? 

Q')': I low do you monitor the companies? 

ýg-)8 



Appendix 2: Coded Answers of the Survey 

Category : Overview of Venture Capital Industry 

_Q1: 
Are the venture cgpital in Malaysia based on partnership of any kind? 

Interview I Partnership exists between Management Company, Fund Company and imested 

company. 

Interview 2 Partnership dimension is standard in Malaysia. 

Interview 3 Partnership exists through shareholding, 
Interview 4 Partnership exists through shareholding. 
Interview 5 Venture capital do not follow the Limited partnership or General Partnership structure 
Interview 6 Company with limited liability 

Interview 7 Partnership contributions to the development of the venture capital. 

All investments undertake some form of partnership or else there won't be a venture. 
Interview 8 Partnership through shareholding. 
Interview 9 Partnership between investors of the fund and the venture capital companý. 
Interview 10 Risk and rewards based on shareholding 

Interview II Venture Capital set up as a company. 

Venture capitalist collaborate with their investors and the investee companies. 

Interview 12 Subscribe to preference shares. 

Interview 13 Venture capitalist set up as "Sdn. Bhd. (Sendirian Berhad) or "Bhd. (Berhad). 

Interview 14 Partnership synonymous with venture capital as there are a lot ol'collaboration. 

Interview 15 Partnership through shareholding 

Interview 16 Shareholding relationship determined by interested parties. 

Interview 17 Limited partnership. 

Interview 18 Limited liability company. 

Category : Overview of Venture Capital Industry 

Q2: WWat are the criteria that you lookfor bef5gre invest 9 int 

Interview I Management; Industry; Product, Business Plan 

Interview 2 People; Business Plan; Product; Market; Financials 

Interview 3 Management; Historical Balance Sheet; Product and scrN ice 

Interview 4 Potential, Management ; Track record 

Interview 5 Return on Investment 

Interview 6 
I 

Early stage ( management. market & opportunities. executable plan) Later itage 

(financials): Depends on the financials 
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Interview 7 
Product potential; 5-10 yrs financials, Funding requirement. management most 
important 

Interview 8 People, Financials; Industry, Product; Customers; How to get the return 

interview 9 
Management team ; Value proposition; Competitive advantage of product and 
service; Risk factors 

Inter-view 10 Value proposition ; Industry 

Management ; Product and service , Competition and technology employed. Market 
Interview II size and potential; Amount raised with the financial projection; Business model and 

exit plan 
Interview 12 Viability of the business and profitable or not 
interview 13 Growth; Management 

People whether they have the right skills; Product and service; Market in extension to Interview 14 
the product; Geographical spread; Financial evaluation for dollar of investment. 

Interview 15 Potential to be profitable . Exiting on a profitable note 
Management team ; High barrier of entry Migh growth potential in the global market: Interview 16 
Financial control and business process 

Management ; Product and service technology; Business model , Market; Financial 
Interview 17 

and legal ; Details of the deal 

Based on funds and the venture stage , Early stage the business plan , Person 
Interview 18 

Forecast; Growth 

Category : Overview of Venture Capital InduStry 

Q3: What are the factors deemed important if a venture capital wants to structure 

_funds 
to be Sya *h compliant, such as the CIMB Muamalat Fund ? 

Interview 6 Demand 

Interview 7 
Source of fund; Location of investment; Sy'ariah compliant business; Exclu-slon ot 

interest; Type of investment. 

Interview 8 
Business must be halal; No interest element; Spirit and objective of the in'. Cstment 

must be clear, Risk mitigation. 
Interview 9 Not well verse. 
Interview 10 Willingness of the party, to adhere to the structure. 
Interview II Not %%ell verse 
Interview 12 Look at the returns and nature of business 

. 
Interview 13 No interest. Good return; Pay go)d diN idend; LoýE-_term. qro%% ing and consktcrit. 

_Interview 
14 What ty-pe of business investing in. 
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Interview 15 Satisfaction of the Syariah law. 
Interview 16 Not well verse. 

Interview 17 
Syariah advisor appointed; Syariah compliance operations and actkities, No riba. 
Profit sharing; Investment portfolio accordance with Syariah: Financial and legal. 
Instruments used; Return must be in capital gain and not interest; Interest attached to 

Interview 18 the preference shares at the early stage and depends on the stage, Profit sharing 
element. 

Category : Overview of Venture Capital Industry 

Qý. - What are the limitations of using such funds? 

Interview 6 Cumbersome; Later stage more flexibility 
Interview 7 Reinvestments of capital gains may be limited to Syariah approved investment 

products that may not yield the highest return 
Interview 8 No limitations; Lack of comprehension in the spirit of Mushdrakah 
Interview 9 Are they (investors) open to invest in such funds 
Interview 10 No limitation, Parties agreeing to use the concept 
Interview II No answer, 
Interview 12 Ability to recover 
Interview 13 Limitations when the fund is small: Specific expiry date, Expectations 

Interview 14 Not well verse 
Interview 15 Same as conventional 
Interview 16 Not well verse 
Interview 17 Interest income from conventional fixed deposits or other interest bearing financial 

instruments 
Interview 18 Limited to the instruments used; Lack- of lcnoxviedge. Most of the funds in the market 

are not syariah compliant, Still new in Malaysia 
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Category: Catýgory: Risk and Return 
Qj: How are profit distributed in your compqM? 
interview I Redemption; Uses redeemable preference shares and ordinary shares 
Interview 2 Specified profit ratio 
Interview 3 Specified profit ratio 
Interview 4 Distributed between shareholders 
Interview 5 Distributed between shareholders 
Interview 6 Relationship between the fund company and the investment ; 20-300/6 profit share 

Double dip 

Interview 7 Not distributable unless reinvest capital gains, Upon exit shareholders cash out, 

proceeds are divided proportionately according to shareholding 
Interview 8 No standard formula; Don't be greedy 
Interview 9 Profit sharing with the investor not invested company 
Interview 10 Distribute income and profit; Capital gains belong to the shareholders 
Interview II Interim dividends, Distribution upon liquidation of the fund company when it reaches 

the end of its charter life 

Interview 12 Pay the principle out to the business and dividend; 25% of share; Interest accrued 

throu hout the tenure of the loan order 
Interview 13 Source fund by itself, IPO 

Interview 14 
- 

Goes back to the government; Return minus hurdle rate and the rest is distributed to 

the partners and the employees 
Interview 15 No fix formula; Structures and terms on a negotiated basis 

Interview 16 Shareholders of a invested company: dividends or sale of shares; Shareholders of 

venture capital: through redemption of preference shares, dividends and liquidation of 

funds 

Interview 17 Venture capitalist and invested company via dividend payout, To the shareholders % la 

capital gain for the sale of shares in the compan v 

Interview 18 Distributed between the shareholder and the VCMC 
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Category : Category: Risk and Return 

02: Is it distributed based on the invested value? 
interview I Profit distribution is based on invested value 
interview 2 It depends on the pre-money and the post money valuation 

It depends on negotiation with the invested company 
Interview 3 Venture capital don't fall together with the entrepreneur 

Internal rate of return is not Islamic 

Interview 4 
Interview 5 Based on the shareholding 
Interview 6 Subscription agreement outline the relationship between. the parties involved and the 

investment 

Interview 7 No, based on proceeds of divestment 

Interview 8 Not applicable 
Interview 9 Based on profit of the venture upon exit 

Interview 10 Distributed based on shareholding 
Interview II Discretion of the fund manager 
Interview 12 Yes, looking at principal loan 

Interview 13 No fixed one 

How you cut the deal 

Preference shares 
Interview 14 Distributed between shareholder and the VCMC 

Interview 15 Depends on the structured agreed 

Invested value translated to investment instrument 

Interview 16 Shareholding proportion 
Interview 17 Yes, distributed based on the invested value plus the return on investment of' the 

companý 
Interview 18 Distributed between shareholder and the VCMC 
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Category: Category: Risk and Return 
Q3: Between the Net to Asset Value (NTA), PIE ratio, Cash How Analysis, which is 
your preferred ethod of valuation? Please eViain. 
Interview 6 Mandate; 

Early stage not applicable 
P/E matters in the private investment in public companies (PIPES) 

Interview 7 Multiple earnings method, company should be completing product development in 2 
to 3 years time 

Interview 8 P/E (company valuation) 
Depends on negotiation 
No standard formula 

Interview 9 No preference 
Combination of valuation 

Interview 10 Cash flow considers actual value of the company 
Interview II No preferred method 

One or more can be used and compared 
Interview 12 NTA (basis principle) 

Cash flow for complicated cases 
Interview 13 Cash flow (reality check and calculate value back in cash) 
Interview 14 P/E Ratio 

Early stage, benchmark with listed companies 
Interview 15 Difference in valuation methods used for different industries 
Interview 16 No preference _ 
Interview 17 No specific methods it depends on the industr) and current market conditions. quality 

and reliability of the data given and the stage of development of the company 

Normally P/E and NTA 

DCF for more than 10 vears 
LInterview 18 Cash flo%v 
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Category Risk and Return 

Q4. - "at happ when investments perform poorly or the business ceases trading? 
Interview I Portfolio diversification 

Write-off 
Partial write-off 

Interview 2 Sell-off and write-off 
Management takeover 
Modify business plan 

Interview 3 Right to call back the put option 
Bankruptcy proceeding and write off 

Interview 4 Write-off 
Restructure 
Recover value 
Takeover 
Pump in additional capital 

Interview 5 Write-off 
Interview 6 Sacking 

Help management 
Make hard decisions 
Take early action 

Interview 7 Restructure the way the business is managed 
Liquidation, mergers and acquisitions, exercise option 
Change of management 
Write-offs 

Interview 8 Depends on the agreement between the parties. ll'there is position for legal recourse. 

then legal action will be initiated 

Interview 9 How to minimize loss 

Possible sale of intellectual property 
Business for interes -d parties 

Interview 10 Restructure 
Write-off 

Interview II Write-off 
Venture capitalist endeavour its best to assist the in%estee to go through difficult 

I phase 

NO 

-l - 



hanging the management 

Interview 12 Write loss 
Interview 13 Cut loss 

Active in management 

Management rights 
Management change 
Salva e 

Interview 14 Value adding and try to address the problem (114) 

Remove the CEO 

Initiate voluntarily 
Sell shares back to the promoters or to a third party 
Pump it into another business 

Shut down 

Interview 15 Analyse poor performance 
Salvage value 
Criminal case option is to seek legal redress 

Interview 16 Salvage the company 
Write-off the last resort 

Interview 17 Liquidation 

Fix the problem 

Sell the business 

Interview 18 Help them get back on their feet 

Rectify 

Salvage and recover investment 

Write off 

Category: Risk and Return 
1 

05: What is the bi apital business? keest risk in the venture c 
Interview 61 Poor manapement 
Interview 7 Not achieving the expected return/capital gains I 

Product/Service deployment did not receive the expected market response rcstiltinU in 

lower revenue 

Combination of factors that make an investment fail. prt)duct. management. 

execution. business climate etc. 
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Interview 8 Biggest risk is the competitor 
How yo manage your company 

Interview 9 Entrepreneurs losing focus and distracted by other products and services 
Changes in technology. government policies and market trend 

Interview 10 Trusting the entrepreneur 
Interview II Nearly 6 out of 10 investments under perform and need I or 2 home run deals to 

repay back the fund with capital gains 
Interview 12 Business viability 

Not really viable why pursue 
Interview 13 People 

Interview 14 People 

Interview 15 Industry itself very risky, failure rate at least 80% 

Integrity of the promoter 

Jumping on the bandwagon when investing 

Interview 16 Experience 

Competency and credibility of promoters 
Key team members 

Interview 17 Competency of the management team which manage the venture capital fund 

Investing into a company with poor management 

Depends also on the sector 
Interview 18 People 

Failed investments 

Governance 

Catezorv : Risk and Return 

Q6: How do you ensure that you maintain a degree of control over the business to 

protect your investment? 
Interview iversify risk based on company and quantum of investment 

Interview 2 

Interview 3 

risk to control risk 

Monitoring the management and entrepreneur 

Evaluate technology 

Hire expert to advise if the technology is ne%k 

Ensure promoter materialize business plan 

Meeti 
it 

nionthiv. weekly) 
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Monitoring 

Quarterly reports and management reports 
Interview 4 Identify risk areas and address them 
interview 5 Monitoring 

Nurturing 

Incubation centers 
Interview 6 Spend more time at the early stage 

Pick good managers 
Must know the people well 
Do not take out the legal agreement 

Interview 7 Directorship 

Authorized signatory for banking transactions 
Maintain a close watch on their accounts 
Investee to operate in the same country 
Transparency and control 

Interview 8 Control measures such as: - (18) 

- Board representation 

- Co-signing of cheques 

- Review of monthly financial performance 
Interview 9 Board representatives 

Financial control 
Interview 10 Board representations 

Close post- investments monitoring 
Interview II Having a board seat and being active on the board 

Having monthly meetings with the management and monitoring the monthlY fina-ricial 

and other reporting of the investee 

Written approvals needed by the venture capital for major chan, -, eN in the imc-, tec 

such as change in business direction, hiring of key employees 
Interview 12 Monitor the performance 
Interview 13 Control on the people 

Board control 

Internal control 

Meeting 

visit 

Get to know the entrepreneur 
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Financial update 
Interview 14 Legal instruments 

Put options, call options within the shareholders agreement to protect us 
The best method in control is the soft skills to build good relationship with the 
investee 

Interview 15 Board representation 
Periodical reports 

Interview 16 Board representation 
Close relationship with key managers 
Constant financial monitoring 
Pre-agreed operational matters that required venture c api tat's consent 

Interview 17 - - 
Voting rights on certain items 

Information rights 
Entitlement to elect one representative to the company's board 

Interview 18 Sit in the board of directors 

Monthly reporting 
Instruments used i. e put option 

Category : Risk and Return 
Q7. - Is risk management the prime responsibility of the venture capitalist or the 

entrgpreneur? 
Interview I Venture capitalist holds the biggest responsibilit,., 

Negotiation and agreement affects risk 
Interview 2 Both venture capitalist and entrepreneur holds the risk together 

Daily operations is the entrepreneurs responsibility, 
Interview 3 Management of risk is on the venture capitalist 

Less burden on the entrepreneur 
Interview 4 Shared risk 

Venture capital ensure that the inves 
Interview 5 Shared risk 

Daily operations is the entrepreneurs responsibility 

I Long-term basis or a strategic basis is the Board of Directors responsibility 

Interview Entrepreneur 
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Interview 7 Both have critical role to play in managing the operational risks of the companý 
The venture capitalist will want to ensure that the executions of plans are in line 

interview 8 Joint responsibility 
interview 9 Venture capitalist 
Interview 10 Both parties 
Interview II Joint responsibility, but entrepreneur must be aware of the venture capitalist as the 

minority stakeholder 
Interview 12 Both, the venture capitalist manage what they invest in. the entrepreneur handle the 

day to day business 

Interview 13 Fund manager receive risk and manage risk 
Financial risk 
Mismatch expectation 

Interview 14 Entrepreneur is responsible for the operations and strategic role of the company 
VC is responsible for his investment in the companX 

Interview 15 General accepted risk tolerance would be set together by both parties 
Day to day running at the hands of the entrepreneur 

Interview 16 Risk management of the company - Board of Directors (Promoters and VC are 

represented) 

Risk management of the investment - VC 

Normally the risk management of the business is undertaken b,. the key managcrs 
Interview 17 Both 

Entrepreneur responsible for the risks assessment of the investee companý 

Venture capital look into risk factors to minimize its own investment risk-s 

Interview 18 Check and balance is on the entrepreneurs' side and investor 

VC is responsible to do the internal control assessment on the invested company. 

whether they have good accountinE policy and procedures 

310 



Caterory : Corporate Governance, Liability and Ownership 
Q1: What are the rights and responsibilities of the company and the venture capitaliq 
in thispartners ip? 

Interview I Live up to the expectations of the entrepreneur 
Transparency of agreement 
Some companies manage on their own and some come back for opinion 
AEeement can be terminated if expectation not met 

Interview 2 Shareholders agreement lists the do's and don'ts 
Exit clause 
Right to exercise put option 
Transparency 

Interview 3 Shared responsibility 
Interview 4 Based on the shareholders agreement 
Interview 5 Investee companies responsibilities is on the operations side 

Venture capitalist's responsibility is to disburse money on time. 
Interview 6 Depends at what stage and the mandate 

Early stage the vc should provide money, market opening and assistance 
Interview 7 Mutual understanding of the deliverables and compliance of the agreements entered 

into. 
Day to day operations are the responsibilities of the management. 
Venture capitalist look into periodic compliance like monthly reporting. ýearlý 

accounts 
Interview 8 Dail operations would be the responsibility of the invested companý y 

Being shareholder, often try to value add their presence by opening doors for business 

opportunities and sharing expertise. 
Interview 9 Focus on business plan and flexible to market & economic changes 
Interview 10 1 To maximize shareholder wealth - 
Interview II 

7 
Investee has the right to manage their companies without intederence from the % C. I 

Responsibility to meet the target. 
VC has rights as shareholders. 
VC's responsibility is to ensure that investee move in the direction rnutuall\ . 1--reed 

upon and assist them 
Interview Il Right to recover interest. 

Running the business as agreed up)n 



Profit 

define in the loan agreement 
Interview 13 Expectation 

Perception 

Interview 14 The invested companY should deliver on what they had committed for. 
Monitoring environment change. 
Market risk, business risk and to ensure safe passage and success of the company. 
VC help with the networking but not their responsibili '. 

Interview 15 Venture capitalist provides the funds and is entitled to profits. 
Invested company responsible for making the company profitable 

Interview 16 Shareholders agreement 
Interview 17 Voting rights 

Right of first offer and first refusal 
Rights and responsibilities in decision making process 
Rights and responsibilities of the board 

Responsibilities to other shareholders 
Responsibilities for risk assessment 
Rights and responsibilities on information and communication 

Interview 18 Investors and VC provide network. provide insight into another deal 

In the agreement 

Category : Corporate Governance, Liability and Ownership 

Q2: Is the venture capital liablefor any action undertaken by the entrepreneur? 
Interview I Cohort 

Foreign bUý'ing must do due diligence to some extend 
Interview 2 Venture capital are not liable 

Fraud 

Negligence 

Consented basis 

Corporate governance 
Transparent 

Interview 3 Liable 

Insurance policies 
Interview 4 Shareholder not liable but exposed to the problem 
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Interview 5 Not applicable in Malaysia. It's on company basis. 
Venture capitalist protect themselves through RCPS (redeemable con%ertible 
preference shares) 

Interview 6 No, we're the one who get defraud. 

interview 7 No. 

interview 8 Depending on the circumstances, the venture capitalist may be viable 
Interview 9 Usually No. 

Interview 10 Yes. 

Interview II Generally no, if the company is implicated, there is a possibility the company will be 
implicated by virtue of them being director. 

Interview 12 Yes. 

Interview 13 Depends on the shareholding agreement 
Depend on the percentage invested 

Interview 14 Fiduciary, manipulation venture capital is not liable 

Interview 15 The venture capitalist would face the same liabilities as any company director and 

shareholder 
Interview 16 It depends on the legal framework agreed upon and are specific for each investment 

Interview 17 There is a clause on indemnity in the agreements to indemni(y the venture capital 

company. 
Interview 18 To a certain extend Yes, when invested companies don't paý the emploý eeý provident 

fund, Liable due to board seat. Liability that a director holds. 

Category: Corp orate Governance, Liability and Ownership 

Qj: Wouldyou ree tojust use ordinary shares? 
Interview I Quasi kind of mechanism 

Convertible securities 
Interview 2 Depending on situation 

Start-up uses preference shares 
Conversion 
Redemption 
If the venture capital is comfortable with the valuation then t iev use ordi22a_ J1aM 

Interview 3 Must use preference shares as well 
Depending on the business requirement and size of shareholding 

Interview 4 Must use preference shares as well 
Depends on which is the most efficient structure 
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Interview 5 Uses RCPS (redeemable convertible preference shares) 
interview 6 Not in venture capital in an LBO it is fine 

Ordinary shares does not secure venture capitalist's profit 
Interview 7 Yes. 

Uses CCRPS to obtain necessary funding 

Interview 8 It is possible 

The decision largely depend on factors such as how soon the company can be listed, 

any dividend 

Interview 9 Yes and no. 

Preference share is preferred to minimize risk exposure 
Interview 10 No. 

Hybrid is preferred. It provides a risk- management element ix through preference 

shares 
Interview II Yes. 

But vc prefer to use convertible redeemable preference shares which can be converted 

into ordinary shares upon listing and the shares can be redeemed by the investcc 

company 
Interview 12 Not really, not the best. 

Prefer preference shares or loan more secured creditor 

Interview 13 Yes. 

It is how you cut the deal 

Interview 14 Yes. Ordinary shares are in a bulk of investments in shareholders advance. 

Easier to manage can be converted anyway. do not need to go through capital 

reduction and so much legal manoeuvres 

Interview 15 The investment can be structured using any instruments so long as it is legal 

Interview 16 Yes. 

The investment instrument is determined based on the risk profile and the exit options 

of the investment 

Interview 17 Yes. 

Ordinary shares are entitled to all income and capital after the rights of all other 

clasws of ca tal 2L 

Interview 18 Yes. 

Mature companies go in as shareholders 

14 



te Liability and Ownership 
Q4: Would it be a good strategy to exit if the investee slowly bu s out it shares bit by bit 
until the investee wholly owns the business? 
Interview I Good for developmental venture capital. 

Can be applied in the normal venture capital 
Interview 2 As long as it meets target return. 

Profit limited as compared to an IPO. 
There is also a 50 percent buy back 50 percent sell in the market 
No limitation to structure of funds 
Depends on a case to case basis 
Venture capital consider buy back 

Interview 3 Preferred IPO market, it doesn't cause anybody any money. 
Third payment scheme, whatever the company owes can be paid in instalments but 

must have prior agreement to that. 
Interview 4 As long as you get return. 
Interview 5 Start up level is appropriate but late stage not appropriate. 
Interview 6 Happens when business is not successful. 

If the business is successful vc won't let the entrepreneur to buy out cheaplN 
Buying out with the highest price in the market is fine. 

Interview 7 Yes. 
The price of the shares are usually pre-determined. it won't be a disadvantage to the 

investor 
Interview 8 It is good if it is a win-win situation. 
Interview 9 Case by case basis. 
Interview 10 Usually the two parties. 
Interview II Not exactly. 

Devalue the companv 
Interview 127 Yes. 
Interview 13 Call option. 

Large amount of cash (listed cash) 
Interview 14 Not practical. if there is potential that a companý' is doing so %%ell. whý should I like 

their mone. %,? 

I High risk. therefore. high return 
Interview 15 1 

Dgends on the objective and value extracted by the venture capitalist. 
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This exit would be good it is in line with the vc term 
Interview 16 1 No. 

Preference shares could be redeemed but don't )ffer good return to r 
Interview 17 It is a good strategy as long as the investee comPanY has extra cash. 

Buying back to add value 
Interview 18 That's where the put option is. Investee can buY back their own shares provided the,. 

give the required return to the investors. 

Category : Corporate Governance, Liability and Ownership 
Question 5: What is your p!: e fierred exit strategy? 
Interview 6 Anything that gives the highest valuation 
Interview 7 Share buyback by promoter 

Earnings increase and valuation increases and the promoter will have the means to 
buy back the shares 

Interview 8 Listing (lPO) 

Enable to own shares which are tradable 

Interview 9 IPO for maximum return. 

Buyout or sale is preferred sometimes because of shorter time frame 

Interview 10 1PO 
Provides a proper channel of exiting 

Interview II One that gives higher returns 

IPO, trade sale or M&A 

Interview 12 Entrepreneur to pay back loan 

Interview 13 [PO 

Strong dividend policy 
Interview 14 IPO and trade sale 
Interview 15 Depends on the objectives diffierent investments requires different strategic-s. 

Short term investment the choice would be put option 

Long term investment the choice would be an IPO 

Interview 16 1PO 

Tap into the market for future capital raising and haN e market liquidit% 

Beneficial for both shareholders and t 

Interview 17 1PO 

Public market pays more for a company than almost aný- other source 

I Hipher return 
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Interview 18 1 Depends on the stage. 
Early stage - IPO 

Trade sale as well because IPO takes a Ion time and company value may be afkcied. 

Category : Corporate Governance, Liability and Ownership 
Question 6: What other exit avenue do you use? 
Interview 6 Most exit in Asia are done through trade sale not listing 
Interview 7 Sale to third party, IPO on MESDAQ, listing on foreign exchange 
interview 8 Trade sale with third party 

Redemption by the promoters 
Interview 9 1PO 

Buyout 

Sale 

Interview 10 Trade sales (sell to other private investors or vc's) 
Interview II Selling back the shares to the founders 

Selling back to an existing shareholders 
Interview 12 Dividend payment 
Interview 13 1PO 

Teaming 

Interview 14 Trade sale 
Interview 15 Depends on the objectives as different investment requires different strategies 

Short-term investment the choice would be put option 

Long-term investment the choice would be an 1PO 

Interview 16 Trade sale 

Manager & Acquisition 

Buy back 

Interview 17 Put option and call option 

Redemption of capital from investee companN after criterion predetermined rvrl()"J 

Sale of investee company shares to promoters or shareholders ýa management buý- 

out or management buv-in 
[interview 

18 MBO - if you use just ordinary shares. 



Categog: Trust and Transparency 

a]: How wouldyou define trust? 
Interview I Trustworthy 
Interview 2 Confident in the project 

Comfortable with the business plan 
Comfortable with the people 

Interview 3 Trustworthy 
Skills to make business work 

Interview 4 Comfortable with the entrepreneur 
Inter-view 5 Transparency 

Trustworthy 
Interview 6 Comfort level with the entrepreneur 

Good values, fair and does not cheat 
Trust and also finding the guys ability and match it with what he is asking for. 

Interview 7 Fiduciary relationship between trustee and beneficiary 
Interview 8 How you feel towards the other party 

Chemistry to working together 
Interview 9 Transparency 

Good corporate governance 
Interview 10 Sincerity 

Honesty between two or more parties 
Interview II Believe in the entrepreneur to charter the best course for the company and defiNering 

it 
Protecting shareholder's interest 

1-figh integrity 
Good reputation 

Interview 12 The ability to love a common goal in pursuinE the business 

Interview 13 Comfort 
Connection 

Interview 14 The assurance that whatever that had been agreed upon is kept 

Governance 
Interview 15 Refer dictionary 
Interview 16 Confidently depend on other pa on 

Interview 17 
bar 

Well-negotiated. mutually agreed rights and responsibilities t)r all P rl I t' cm k 

I on a partnership that practic 
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interview 18 1 Transparency 

Experience 

Straight forward 

Dedication 

Category: Trust and Transparency 
Q2: How can you strengthen trust between the venture capital company and the 
entrepreneur? 
Interview I Transparency in the operations 

To assist the company to get listed and helping each other to gain trust 
Interview 2 Relationship 

Comfortable with the entrepreneur 
Capability of the entrepreneur to run the business 

Sharing of ideas 

Sharing of problems 
Transparent with each other 

Interview 3 Interaction through events like dinners and sports event 
Interview 4 Look at the results 
Interview 5 No rule of thumb 
Interview 6 Deliver what you say you're going to deliver 

Interview 7 Understanding with the investee company that their success ýkill be our succesý and 

their loss will be our loss 

Communication and transparency 

Win-%vin situation 
Interview 8 Conduct regular meetings 
Interview 9 Honest 

admit mistakes Willing to 
Interview 10 

_ 
Implant crucial and important items in the subscriptions agreement 

Interview II Investment relies mainly on the entrepreneur (and management) 

If trust is lacking, venture capital would result to the measures in the term shco to 

protect its rights 

Comfortable " ith the entrepreneur (and management) 

Understanding that the entrepreneur are on the same side \% ith the %enture capil"IN 

Interview 12 To have an agreement 
I 
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Periodic meetings and discussion 

interview 13 Relationship 

Honest 

interview 14 Venture capital to demonstrate that they can value add 
Entrepreneur is Competent 

interview 15 Trust has to be earned 
interview 16 Promoting and executing the concept that the interest and progress of the company 

are important aspects of the relationship between vcc and entrepreneur 
Interview 17 Establish transparent communications 

Conflict of interest managed properly 
Problems encountered are discussed 

Interview 18 Co-operation and management value adding 
Helping entrepreneurs out with areas that the lack knowledge 

I Referring back to the venture capital 

Category : Trust and Transparency 
Q3: How do you monitor the companies? 
Interview I Depending on the amount invested to appoint a representative in the BOD 

Sometimes the company wants us in the BOD as an advisor 

Interview 2 Meetings 
Site visit 
Working committee 

Interview 3 Appoint senior officer for the Annual general meeting and General meeting 

Account officer to constantly make telephone calls and go for an excursion together 

Interview 4 Master report and budget 

Involved at the board level 

Interview 5 Management report 

Board meeting 
Interview 6 Depends on the level of trust 

High level of trust - one call a month and monthIN accounts 

If he can't deliver - 

Management meetings every two weeks 

Review sales plan 

Go through account properly 
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Help them change their staff 
Interview 7 Regular meetings for update 

Discussion to address management and operational issues 
Interview 8 Board representation 

Monthly reporting 
Interview 9 Financial and business operations 

Partly involved in decision making process 
Interview 10 Close monitoring 

Board representation 
Interview II Board seat and being active on the board 

Monthly management meetings 

Monitoring of their monthly accounts 
Interview 12 Submit management account 

Yearly audited account 
Interview 13 Internal control 

License platform 

Reporting system 

Regular meetings 

Visits 

Interview 14 Financial reports 

Personal visit 
Interview 15 Board representation 

Periodical reports 
Interview 16 Board representation 

Executive committee meeting 

Business rogress reporting 

Interview 17 Financial and progress reports 

Latest monthly, management account 

Representative appointed to the board of directors 

Site visit and meetings 

Filing and maintaining records of the investments 

Look for signs of Problems arising 

Interview 18 Monthly reporting 

Meet them monthly 

I Do regular research on the ind hoN% theN are doinc. 
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Appendix 3: LIST OF REGISTERED VENTURE CAPITAL CORPOR, \ 
AS AT 30 JUNE 2005 and LIST OF REGISTERED 'v'EN'TL'RE 
MANAGEMENT CORPORATIONS AS AT 31 MAY 200-55) 

LIST OF REGISTERED VENTURE CAPITAL CORPORATION,., 
AS AT 30 JUNE 2005 

NO. COMPANY NANE 

I Arris Venture Sdn. Bhd. 

2. Banyan Venture One Sdn. Bhd. 

3. BI Walden Ventures Keempat Sdn. Bhd. 

4. BI Walden Ventures Ketiga Sdn. Bhd. 

5. BIMB Musyarakah Satu Sdn. Bhd. 

6. Burniputera and Technology Venture Capital Sdn. Blid. 

7. Cache Ventures I (M) Sdn. Bhd. 

8. CIMB Mezzanine I Sdn. Bhd. 

9. CIMB Private Equity I Sdn. Bhd. 

10. Commerce Technology Ventures Sdn. Bhd. 

It. East Malaysia Growth Corporation Sdn. Bhd- 

12. Ekuiti Teroka (Malaysia) Sdn. Bhd. 

I'll. General & Global Equities Sdn. Bhd. 

14. Capital Sdn. Bhd. iSpring 

15. 
_ 

Jarin,, -Yan Gagasan Sdn. Bhd. 
g t- t> 

16. Malaysian Technology Venture Three Sdn. Bhd- 

17. Malaysian Technology Venture Two hd. 

18. Malaysian Technology Venture Two Sdn- Bhd- 

19. Malaysian Ventures (Three) Sdn. Blid. 

20. Malaysian Ventures (Two) Sdn. Blid. 

I MaN cap Biotech Sdn- Bhd. 

Mavcap ICT Sdn. Bhd- 

Mavcap Photonics Sdn- Blid. 

24. Ntlw, cap Teclinolo(-,,, -, Sdn. Bhd- 

Maybaii "v'cnture Capital Cornpan,,,, Sdn. Blid. 

Me/imin Sdn. Blid. 

27. Momentum STI Sdn. Blid. 
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28. MSC Venture One Sdn. Bhd. 

29. Netrove Asia Sdn. Bhd. 

30. OSK Technology Ventures Sdn. Bhd. 

31. OSK Venture Equities Sdn. Bhd. 

32. Pic Capital Ventures (M) Sdn Bhd 

33. Renong Ventures Sdn. Bhd. 

34. Resilient One Sdn. Bhd. (formerly known as Resilient Portfolio Sdn. Bhd. ) 

35. S. B. Venture Capital Corporation Sdn. Bhd. 

36. Soliýress Portfolio Sdn. Bhd. 

37. Spring Hill Bioventures Sdn. Bhd. 

38. Sumber Modal Satu Sdn. Bhd. 

39. Technology Asia Ventures Sdn. Bhd. 

40. THG Capital Sdn. Bhd. 

41. Trans Econ Venture Sdn. Bhd. 

42. VF Capital Sdn. Bhd. 

143. 1 
Waterfront Incubator Sdn. Bhd. 

LIST OF REGISTERED VENTURE CAPITAL NIANAGFýNIFNT 
CORPORATIONS AS AT 31 MAY 2005 

COMPANY NAMIE 

I. 

1 

4. 

8. 

9. 

10. 

Amanah Ventures Sdn. Bhd. 

Arris Venture Manaclement Sdn. Bhd. ZD 

Banyan Ventures Sdn. Bhd. 

131 Walden Manacyernent Kedua Scln. Bhd. 

BI W'alden Manacernent Keti(-, a Sdn. Bhd. 
11 - 

BIMB Venture Capital Sdn. Bhd. 

BPMB-Nll-'N/lodal Teroka Scln. Bhd. 

BTV Mana, --yement ScIn. Bhd. 

Cache Capital (M) ScIn. Blid. 

CAV Prkatc Equitv Management 



11. Commerce- M eridi an Capital Sdn. Bhd. 

12. DTA Ventures Management Sdn. Bhd. 

13. Expedient Equity Sdn. Bhd. 

14. FirstFloor Capital Sdn. Bhd. 

15. Ingenious Haus Sdn. Bhd. 

16. Intelligent Capital Sdn. Bhd. 

17. iSpring Venture Management Sdn- Bhd. 

18. Kumpulan Modal Perdana Sdn. Bhd. 

19. Malaysia Venture Capital Management Bhd- 

20. Malaysian Technology Development Corporation Sdn- Bhd. 

21. Malaysian Ventures Management Incorporated Sdn- Bhd. 

22. Matrix Divine Sdn. Bhd. 

23. Mayban Ventures Sdn- Bhd. 

24. MSC Venture Corporation Sdn. Bhd. 

25. MTDC Penang Sdn. Bhd. 

26. MTDC Private Equity Management Sdn- Bhd. 

27. Netval Management Sdn. Bhd- 

28. Netval Ventures Sdn. Bhd. 

29. OSK Private Equity Management Sdn. Bhd. 

30. Pengurusan EMGC Sdn. Bhd. 

Photonics Venture Capital Sdn. Bhd. 

Spring Hill Management Sdn. Bhd. 

-13. 
Tech And Bio Incubator Sdn Bhd 

34. Zen Capital Partner Sdn Bhd (formerly, known as Zenith Paradigm Sdn Bhd) 
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