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ABSTRACT

The ultimate objectives of this study are twofold. The first is to examine possible
incorporation of Islamic venture capital in Nigeria. The second is to examine whether
the Malaysian regulatory model would be appropriate in the Nigerian milieu. Since
Islamic venture capital is a new phenomenon, this study provides an overview of
conventional venture capital as a precursor of the Islamic model. Furthermore, this
study provides some introductory remarks on the development of Islamic venture
capital while focusing on recent trends and regulatory policies. This includes pre-
Islamic partnership modes, early Islamic partnership modes, modern evolution and
application of venture capital, and contemporary application of Islamic venture
capital. With special emphasis on Islamic venture capital, the study examines Shari‘ah
modes of investment, Shari‘ah compliance requirements and legal requirements for
incorporating Islamic venture capital followed by allied matters. The methodology
used in this study involves both doctrinal and non-doctrinal methods. It employs
qualitative method using phenomenological research based on purposefully selected
samples for interviews on the Malaysian regulatory framework for Islamic venture
capital with a view to assessing its appropriateness for Nigeria. In the Nigerian
context, the descriptive approach of doctrinal research is applied. The research
findings reveal that the Malaysian model is appropriate for Nigeria. Nevertheless, the
study also finds that the major constraints of Islamic venture capital in Nigeria are
political will, regulatory requirements and poor infrastructures. However, there are
some essential issues to be addressed in addition to legal and regulatory amendments
for incorporating Islamic venture capital in particular and Islamic financial system in
general. First, there must be political will to incorporate the principles of Islamic
finance into the Nigerian financial system. Second, the right technical infrastructure
for a sound and robust socio-economic environment that is conducive for venture
capital, whether Islamic or conventional, is of paramount importance.
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CHAPTER ONE

BACKGROUND TO THE STUDY

1.0 INTRODUCTION
Venture capital (VC) is an attractive financing tool widely used in the United States of
America (USA) and European Union (EU) Countries. This financial instrument is less
known and used in Asia' as well as Africa. The need for growth-oriented
entrepreneurial ventures in every society is a must especially in the Muslim world.
The venture capital forms a great influence in an economy because it creates
innovations, new jobs, income and not the least wealth.? In addition, it is also a
significant vehicle for promoting entrepreneurial growth. The common example for
this is transfiguration of innovative ideas from universities and Research and
Development (R & D) laboratories in the US economy into high growth companies
such as the Intel Corporation, Cisco System, Microsoft, Oracle, Amazon.com, Yahoo!
and others.?

However, venture capital may not be a recent phenomenon after all. This is

because since ancient times, private individuals do invest in high risk projects.

! Michael Prahl, Michael Rogero and Patrick Turner, The Climate for Venture Capital and Private
Equity inAsia, (Singapore: INSEAD, Asia Campus, (2006), 3.

? Hans Landstrom. “Pioneers in Venture Capital Research” in Handbook of Research on venture capital
edited by Hans Landstrom, (U.K.: Edward Elgar Publishing, 2007), 3.

® Maula, M.V.J., E. Autio and G.C Murray, “Corporate Venture Capitalists and Independent Venture
Capitalists: What do they know, who do they know, and should entrepreneur care?” Venture Capital,
(2005), 7 (1), 3-21; Josh Lerner, Felda Hardymon and Ann Leamon. Venture Capital and Private
Equity: A Casebook, (USA: John Wiley & Sons Inc., 4™ edn. 2009), 1-6, 321; Hans, 3.



Examples of entrepreneurs raising capital from private investors were found in the
Babylonia era, in early age of Islam® and in early medieval Europe.” The idea of
venture capital emanates from mudarabah contract and spreads to Europe with the
spread of Islam.® Thus the venture capital investment is not unique to the US; hence
corresponding stories and traces in many other countries are noticeable.” This is in
spite of the fact that the private equity industry was, in its initial decades, a
predominantly American phenomenon. Since, it was first pioneered by the family
agencies that managed the wealth of high—net-worth individuals in the last 1990s and
early 2000s.® Wealthy families such as the Phippes, Rockfellers, Vanderbilts and
Whitneys invested in, and advised a number of business enterprises, including the
predecessor entities to AT&T, Eastern Airlines, and McDonnell Douglas.’

Venture capital industry is an offshoot of the informal venture capital market
that is gradually becoming more professional, employing outsiders to select and
manage the investments, to form the nuclei for what ultimately becomes an
independent venture capital group.’® Boston was the home of the first venture capital
in the US,' because it was also the first region that showed some degree of an
organized venture capital. This is when the Boston Chamber of Commerce provided

financial and technical assistance to a new venture in 1911.*2 Subsequently, the New

* Murat Cizacka, A Comparative Evolution of Business Partnerships: The Islamic World and Europe,
with Specific Reference to the Ottoman Archives. (New York: E.J Brill, 1996), 201-203.
> Hans, 10.
® Ibid.
" Rind, K.W, “The role of venture capital in corporate development”, Strategic Management Journal, 2
(2), 1981, 169-80
& Willian D., Bygrave and Jefrry A. Timmons, Venture Capital at the Crossroads. (USA (Boston):
Harvard Business School Press, 1992), 16-20; Josh Lerner, Felder Hardymon, & Ann Leamon, (2005),
;/enture Capital and Private Equity: A casebook, (U.S.A: John Wiley & Sons, Inc.), 1-2.

Ibid.
1 Gompers P. and J. Lerner, ‘Equity financing’, in Handbook of Entrepreneur Research, (Boston M.A:
Kluwer Academic Publishers, 2003), 67-98.; Hans, 11.
' Hans, 11.
2 Ibid.



England Industrial Development Corporation was launched in 1940 to provide similar
assistances.

However, the idea of venture capital came from Ralph Flanders'® when he
proposed fiduciary funds to enable institutional investors to invest up to five percent
(5%) of their assets in equity of new ventures.'* General Georges Doriot, Carl
Campton®™ and some local business leaders supported the proposal.® Then venture
capital markets emerged across the globe between 1990s and 2000s with the total
investment in the US exceeding $ 100 billion, while the corresponding figure in
Europe worth £35 billion.*’

Additionally, venture capital industry grew significantly in Asia between 1995
and 2000s. The venture capital markets in Asia are heterogeneous but some countries
like Japan and Australia have long established market economies. Whereas some
newly industrialized countries such as China, India, Malaysia and Vietnam have
demonstrated emerging market economies.’® In general, there is promising venture
capital market in Asia especially in India and China but the institutional framework
should be updated to support venture capital investment.*®

Venture capital firms differ from traditional banks that value collateral,
balance sheets and past performance as criteria for financing emerging companies.

However, those factors are less important than the quality of the management team

3 Ralph Flanders was the president of the Federal Reserve Bank of Boston and one of founders of
ARDC 1946. George W. Fenn, Nellie Liang, and Stephen Prowse, The Ecomomics of the Private
Equity Market, Washington: Federal Reserve Bulleting, 1996, p.10.
http://www.federalreserve.gov/pubs/staffstudies/1990-99/ss168.pdf. (Accessed on 29 April 2013).
 This was when he perceived the lack of new company formation and inability of institutional
investors to finance new ventures. Bygrave and Timmons, 17-18; See Hans, 11.
ii The President of Massachusetts Institute of Technology, USA. Hans, 11.

Ibid.
7 Megginson, W.L. and S.B. Smart, Introduction to Corporate Finance (Mason, O.H: Thomson South
Western, 2006), 20; See Hans, 14.
'8 Lockett, A. and M. Wright, “Venture Capital in Asia and Pacific Rim”, Venture Capital, 4 (3), 2002,
183-95.
9 Ahlstrom, D. and G.D. Bruton, “Venture capital in emerging economies: networks and institutional
change” in Entrepreneurship: Theory & Practice, March, 2006, 299-320; Hans, 15.
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and of the product’s marketability and the expected profits in the eyes of venture
capitalists. Therefore, the venture capital industry encourages entrepreneurs, creates
jobs and wealth, and fosters the development of high technology.

Venture capital, historically started with the mudarabah concept; a form of
partnership used even before the advent of Islam by Arab traders. 1bn Rushd said:
Muslims are unanimously allowed to use mudarabah. The statement of Ibn Rushd
shows that mudarabah has been practiced by Arabs before Islam. Meanwhile, Islam
adopts it by eliminating mechanisms contrary to the rules of Shari‘ah.?’ Even the
Prophet himself (peace and blessing of Allah be upon him (PBUH) acted as mudarib
with Khadijah prior to being appointed as messenger. Al-Abbas ibn < Abdul-Muttalib
also practiced mudarabah without any objection from the Prophet (PBUH). Thus, the
contract has been adopted in Shari‘ah. Subsequently, jurists just formalized and
detailed its concept in Figh (Islamic jurisprudence).

As Islamic culture spreads across the globe mudarabah went along and
continued to be used by Muslim businessmen in different forms. The Italians took up
mudarabah contracts in the 10" century and spread it over the Europe. Muddrabah
was developed and reformed in Europe to suit their contractual needs but it remained
undeveloped in the Muslim world.”* With the advent of Islamic banking and finance
in the last quarter of 20" century and its adherence to the rule of profit and loss
sharing, (which is also applicable to venture capital), the rationale that Islamic finance
system should take up the establishment of venture capital sector has been advertised.
Hence, Islamic venture capital is an affluent area that can be further developed. In

addition to that the investors show a great interest in this investment for the purpose of

20 \bn Rushd, Biddyat al-Mujtahid wa Nihdyat al-Mugtasid, (Beirut: Dar Ibn Hazmi, 1999), 597.
2L M. Mizanur Rahman, “Venture capital, its perspective and potentials in Islamic finance”,
<http://www.thefinancialexpress-bd.com/2008> (accessed on 7 October, 2011).
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minimizing the traditional investments’ reliance on mutual funds, equities and bonds.
Islamic banks and other financial intermediaries are encouraged to expand their
capabilities thorough the diversification of investments to mitigate risks.* It would be
the best option for profit and loss sharing by providing financial and managerial
support to entrepreneurs via mudadrabah and musharakah instruments.?

Islamic and conventional venture capital structures share many similarities in
terms of equity investment in investee companies, sharing of risk and reward between
the parties involved, performance based returns, investment horizon and the
involvement of venture capitalists in the management of the business venture
financed.?* Albeit there are some factors that contravene the rule of Shari‘ah these
factors can be easily adjusted without compromising the positive aspects of venture
capital.® This is to streamline the activities of venture capital investment to fulfil the
Shari‘ah requirements.

The Malaysian government®® plays a significant role in promoting and
fostering the development of the Islamic capital market. One of the best examples of
this role at this juncture is the initiative taken by the Securities Commission Malaysia,
which issued ¢‘Guidelines and Best Practices on Islamic Venture Capital’> on the 7"

May 2008 to develop the Islamic venture capital industry. Moreover, the Guidelines

22 Malaysia Sponsored Section —Securities Commission-, Islamic Venture Capital in Malaysia, Islamic
Finance Asia, Feb/Mac 20009.
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% Sami al-Suwailem, “Venture Capital: A potential Model of Musharakah”, JKAU: Islamic Econ.,
vol.10, (1418 A.H/1998, A.D), 3-20.

%6 Elina Badri, Awang Adek: “Islamic VC should be nurtured”’, Islamic Finance News, Wednesday, 20
May 2009, 22:36. ‘‘The government is encouraging the growth of Islamic venture capital here because
the sector is still new and needs to be nurtured... the first and only Islamic venture capital fund was set
up by Malaysia Venture Capital Management Bhd (Mavcap) in July last year whereby Mavcap
allocated RM 30 million to be injected into the fund.





