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Micro-Venture Capital:
Financing the “Missing Middle”

Introduction to the SME Finance Problem/Opportunity

Rightfully, Small and Midsized Enterprises (SMEs) are receiving much attention in the developing world:

1.

Developing nations have a large number of very small and static businesses and handfuls of very
large businesses." This shortage in the middle plays out in society. For example, persistent
malnutrition and hunger are not caused by a shortage of food. Instead, more than half of all crops
are wasted.” This is due to post-harvest losses caused by a shortage of businesses: storage,
processing, transportation, and distribution.

Moreover, SMEs account for the dominant form of employment, most job growth, and most
innovation.?* Therefore, spurring SMEs growth is critical for both solving societal problems and
creating economic growth. Financial empowerment of the poor, especially SMEs, has significant
impact on poverty reduction.’

Many financial services have attempted to target SMEs in developing nations. Notable examples
include microloans as pioneered by the Grameen Bank,
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Missing Middle is both a finance gap and a business gap.

Startup and early stage SMEs suffer from an 80% failure rate'® ** even in developed nations.

Therefore, it is not appropriate for traditional bank finance to fill this gap. Banks don’t have
mechanisms to properly evaluate and manage such risks.

In Cheetah Development’s survey of efforts to support SME finance in the Missing Middle gap, we
have only found Agora Partnerships operating in Central America focused on this most needed
space. There are a handful of other organizations that will occasionally provide finance in this range.
However, they are usually exceptions to their standard investments or provided to large enterprises.

SMEs are central to development. They are in short supply in developing nations due to a lack of finance

in the Missing Middle (about $5,000 to $500,000 USD). Efforts focused on resolving this gap are few.
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Cheetah’s Solution

Venture and Equity Capital Models

Beginning around 1980, venture capital and equity funds (VCs) began to grow. The USA saw the funds

raised go from almost nothing to over $500 billion'? annually. This successfully institutionalized a model

of using equity investments to fund startup, early stage and growth within SMEs. Indeed, VCs tend to

outperform public stock markets®® — a remarkable achievement given that 80% of startups fail and public

stocks are heavily weighted with large and successful companies. Success has created the extraordinary

growth in funds. It is due to a relatively simple model:

e Investments carefully vetted: only about 1/200" businesses seeking equity investments get them.

e They include an equity position granting rights to the investor like management oversight and
preferred stock.

e Investors provide close assistance with development activities, staging in funds upon achieving
milestones. Highly qualified personnel are assigned to work with investees to assure a focus on key
issues and success.

If a business receiving investment is more carefully vetted and provided better support then it is more
likely to succeed. This is expensive work, causing VCs to lean towards ever larger monetary investments
so as to achieve high return on their resources. Thus the Missing Middle finance gap exists because VCs
don’t make the relatively small investments of that size. Nevertheless, venture and equity capital
models can manage dozens of investments with a very small staff of 10-20 people.” The model is
demonstrated to be remarkably scalable.

The venture capital approach reverses the typical 80% business failure rate into an 80% success rate.'®

Micro-Venture Capital

Cheetah Development proposes addressing the Missing Middle by lowering the cost of venture capital

investments. There are three proven approaches that are being taken to do this:

1. Repeatable franchise/chain approach: VCs overcome failure through intensive assistance. Franchise
operations provide assistance through pre-tested business plans and have been shown to work in
developing nations.” This repeatable form of support spreads the expense across many operations
with the success of franchises exceeding 90%.'® This model can scale small investments into big
impact. Therefore, Cheetah prefers investments where support provided is immediately repeatable.

2. Microfinance approach: microloans achieve high rates of repayment by creating a loan environment
where a group of people are jointly and severally responsible.’® This creates group accountability
and a built-in vetting mechanism. Therefore, Cheetah prefers investments placed in SMEs that have
shared ownership.

3. Volunteers and internships: support costs are reduced by supplanting company expertise with
specific technical or financial assistance provided by volunteers® or student interns. Student
internships build the next generation of leaders.”! Therefore, Cheetah structures its operations to
integrate such assistance.

By using these three primary approaches (and others) Cheetah can lower the cost of making venture-

capital style investments, leveraging that demonstrated model of success.

By lowering the cost of managing investments, Cheetah will apply the VC model to smaller investments
in SMEs and directly address The Missing Middle. Cheetah calls this model, Micro-Venture Capital.
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Building Capital Sources

By using an investment instead of a traditional aid model, problems are avoided®” and new
opportunities are realized, including the ability to tap the different and larger investment fund pool.” **
Cheetah is targeting three sources for funding the micro-venture capital model: Community Investing,

Commercial Finance, and Local Investors.
Community Investing Growth in USA
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Such funds are even attracting major firms like JP Morgan®® and Charles Schwab. Cheetah has worked
hard to clear legal and regulatory hurdles and is prepared to receive investments from private
individuals, trust funds, and institutions. All investments are registered with a Fortune 500 bank having a
trust relationship with Cheetah.

Commercial Finance

Cheetah has pioneered an agreement with the Tanzania Investment Bank®’ that calls for matching
investment funds in Cheetah managed projects. This has major impacts: 1.) It leverages commercial
money into SME Missing Middle finance; 2.) It provides a degree of accountability to all investments; 3.)
It brings localized enforcement mechanisms.

Cheetah also works with microfinance providers leveraging their services to increase the participation of
micro and small SMEs in its investment schemes and bulking up the total amount of finance delivered.
For example, micro-franchisees can use microloans. This creates a virtuous feedback cycle between
microfinance and micro-venture capital. All commercial financing requires Cheetah to raise the primary
funds.

Local Investors

Cheetah’s model shifts equity back to local owners once the investment is recouped. There is a moral
hazard when local investors don’t have a stake in a venture’s success. So Cheetah requires local people
to raise a significant, albeit minority stake. Not everyone in a poor nation is poor but finding suitable
local investors can be challenging.

The investment approach can tap a larger fund pool than traditional aid
but it must do so with a new paradigm.
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For a wide variety of data on VC and private equity funding see: http://www.pegcc.org/pe-by-the-

numbers 2008/

Returns on venture capital (VC) investments continued to improve for the fourth quarter and all of 2010, for
most time horizons stretching back to 1981, and in some cases exceeding the benchmark stock indexes. These
data are contained in the latest Cambridge Associates U.S. Venture Capital Index, prepared for the National
Venture Capital Association. For 2010, VC investments returned 13.5 percent to investors, with late- and
expansion-stage funds returning 28.2 percent, well outperforming early stage (13.1%) and multi-stage (8.5%)
funds. Over a five-year period, the 5.7 percent return for VC investors beat the Dow-Jones Industrial Average
(4.3%), Standard & Poors 500 (2.3%), and NASDAQ Composite (3.8%) indexes.

Based on conversations over 20 years with numerous VCs by Raymond Menard.

Based on conversations over 20 years with numerous VCs by Raymond Menard.

Based on conversations over 20 years with numerous VCs by Raymond Menard.

Several replicable business models that have flourished in emerging markets. In particular, they studied a
number of profitable traditional micro-franchises — very small-scale, often single person franchisees profitably
distributing a standardized branded product or service. “The simplicity of the business model in meeting an
underserved market need is the key to their success.” Franchising in Frontier Markets: What’s Working and
What’s Not. A report by Dalberg Global Development Advisors with support from the John Templeton
Foundation (JTF) and the International Finance Corporation (IFC). December 2009.

During the 2007 census in the United States, franchise businesses accounted for 10.5 percent of businesses
with paid employees in the 295 industries that franchising data was collected for. Additionally, franchise
businesses contribute $1.3 trillion of the $7.7 trillion in sales in these industries and is responsible for paying
$153.7 billion in total payroll to its 7.9 million workers.
(http://www.census.gov/newsroom/releases/archives/economic_census/cb10-141.html) The franchise
business model has exploded in popularity over the past few decades. One of the most attractive attributes of
the model is that it's shown success rates of more than 90 percent. (GERBER, M.E. 2001. The E-Myth Revisited:
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The Economics of Microfinance, Second Edition by Beatriz Armendariz and Jonathan Morduch (May 31, 2010)
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Volunteering may be provided by people who are investors or have a humanitarian outlook.

Students are well equipped to work on accounting, surveys, communications, marketing, etc.

It is widely recognized (including such notable books as Dead Aid by Dambisa Moyo and The White Man's
Burden: Why the West's Efforts to Aid the Rest Have Done So Much Ill and So Little Good by William Easterly
that traditional aid is not measuring up to expectations. This mixed record is especially poor in creating
economic success. Further, donor funds are waning and/or subject to severe swings with national economies.
Sustainability is in question.

Retail investors represent nearly % of all dollars invested ($17.1T in total in 2005) - “The Future of Advice”
Tiburon Strategic Advisors 2005

Median US household has $1,000 to donate but $50,000 to invest - Source: 2007 Report on SRI Trends in the
US, Social Investment Forum

Social Investment Forum Foundation

For example, see JP Morgan study: Impact Investing, An emerging asset class, , November 2010
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