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Deynitions of fiventure capitalo(VC)o
also known as firisk capitalod vary, but
this term generally refers to equity invest-
ments in growth-oriented companies that
have the potential to develop into signiy-
cant economic contributors. Venture capital
investing has grown in industrialized countries
from a small investment pool in the early
1970s to a mainstream asset class that is

a viable and signiycant part of the institu-
tional and corporate investment portfolio.

In many developing countries, VC
investing remains a nascent industry.
However, investment in private equity has
been picking up in Mexico and throughout
Latin America over the past year as in-
vestors regain conydence in the region and
learn to select deals more wisely. Mexican
authorities want to keep investors coming
back and to increase investments in smaller
riskier ventures that would support the size-
able small and medium enterprise segment
of the Mexican economy.

For that to happen, however, a number of
reforms are needed. The Mexican gov-
ernment has been working in collabora-
tion with the private sector to identify the
reforms needed to strengthen and grow the
venture capital industry. Political impetus
for these reforms came in 2002, when the
Fox administration identiyed development
of the venture capital industry as a priority
and included it as a goal in the Partnership
for Prosperity Agreement signed by Presi-
dents Fox and Bush. In order to implement
the mandate set out by the heads of state,
the MexicoTU.S. Task Force on Venture
Capital was established, with broad rep-
resentation from government, multilateral
institutions such as the Inter-American

Development Bank, and the private sector.
A study commissioned by the Mexican
development bank, Nacional Financiera,
SNC (NAFIN), pinpointed the key issues
affecting the growth of venture capital
investment in Mexico and recommended
an action plan for reform.

Clearing the Path

Before a venture capital industry can
thrive in Mexico, several obstacles to
investment must be removed. The recom-
mended reforms address the key issues that
were identiyed by the Task Force team as
critical to creating an appropriate envi-
ronment for venture capital in Mexico and,
in particular, to facilitating increased pow
of capital into small and medium enter-
prises.

For one thing, Mexico needs an appro-
priate domestic investment vehicle for ven-
ture investing. Mexican corporate forms
lack yscal transparency. That is, they do not
allow for an entity to serve as a tax pass-
through in which taxes are assessed only
to the owners and not to the corporation.
Thus, incorporation in Mexico potentially
results in double taxation, that is, taxation
of the fund and also of the investor. Even
the corporate form created by the gov-
ernment in the early 1990s speciycally to
foster venture capital, the Sociedad de In-
versi-n de Capital (SINCA), does not have
yscal transparency and is subject to levels
of supervision and regulation that inhibit
venture investing, despite recent reforms of
the SINCA regulatory regime.

To circumvent this problem, investors
create offshore funds as vehicles for equity
investments in Mexico, but this approach
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increases transaction costs and presents
its own set of challenges. One problem
has been that regulations governing the
tax treatment of offshore vehicles have
been inconsistent and prone to change.
Currently, Mexican authorities have ruled
that U.S. partnerships and limited liability
companies are not recognized as yscally
transparent for Mexican tax purposes.
Also, funds incorporated in a country de-
termined to be a filow tax jurisdictiono are
subject to a 40 percent tax on gross capital
gains payable on share transfers. These
constraints prompt many fund sponsors
to incorporate in Toronto or use a Quebec
Limited Partnership (LP) as the vehicle
of choice inasmuch as these options are
considered yscally transparent for Mex-
ican tax purposes and Canada is not a tax
haven. However, these funds cannot locate
their ofyces or managers in Mexicod that
is, create a fitax presence0d without risk-
ing a paradoxical increase in tax liability.

Furthermore, the Quebec LP structure
places what investors consider excessive
power in the fund administrator and pro-
vides insufycient participation by investors
in decision making.

Mexican corporate law prohibits a num-
ber of venture investing practices common
in other countries, in particular, practices
related to the rights of minority sharehold-
ers. For example, controlling sharehold-
ers in a Mexican corporation may neither
waive their right to vote nor covenant in
advance how they will vote on critical com-
pany issues. A new shareholder is subject
to all of the preexisting liabilities of the
corporation. The repurchase of shares is
limited. Constraints exist on the use of divi-
dends. Existing shareholders have a right
of participation in all new offerings involv-
ing an increase of capital. Among other
things, this inhibits the creation of stock
options, warrants, or similar instruments.
A shareholder cannot waive in advance
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A vibrant venture capital
Industry requires more
than simply establishing
the right structure for
investments. As with any
country, Mexico needs
investors willing to fund
the deals, plausible exit
strategies for those inves-
tors, and quality invest-
ment opportunities from
a large cadre of risk-
taking entrepreneurs.

this preemptive right to subscribe to future
offerings. Investors who want to operate
their investments with corporate governance
provisions to which they are accustomed
will create offshore holding companies
for investments in Mexican companiesd a
strategy that again raises transaction costs.

Another reason investors choose to cre-
ate offshore holding companies is to avoid
the legal uncertainty associated with the
Mexican judicial system. Although reforms
are underway, the Mexican legal system
is considered slow and unreliable. Deals
structured under Mexican law will often
include self-executing mechanisms worked
into venture agreements to ensure the
fulyllment of contractual matters that might
otherwise be enforceable in the courts.
This legal uncertainty also leads some fund
managers to become more rigid in regard to
investment terms and control.

Avibrant venture capital industry re-
quires more than simply establishing the
right structure for investments. As with any
country, Mexico needs investors willing to
fund the deals, plausible exit strategies for
those investors, and quality investment op-
portunities, or deal pow, from a large cadre
of risk-taking entrepreneurs.

Currently, foreign investors provide
the vast majority of equity investment in
Mexico. Substantial untapped resources
exist domestically within institutional
investors. Regulations governing insurance
companies were modiyed in 2001 to allow
them to invest up to 1 percent of reserves
in venture capital. One insurance company
has recently made an investment into an
international fund and another is currently
considering participation in a new fund.
Similar reforms are needed for pension
funds, which currently are required to ob-
tain Congressional approval before invest-
ing in venture capital. As a result of a 2001
reform, insurance companies can invest up
to 1 percent of reserves in venture capital,
but investment from insurance companies
into venture capital has not yet been real-
ized. No tax incentive exists in Mexico to
promote venture investing by other institu-
tions in the private sector.

Exits of course represent a key issue
throughout the Latin America. In this region,
the opportunities for IPOs, which in part fu-
eled the boom in the U.S. venture industry,
do not exist. The Mexican stock market
is small and does not offer venture capital

funds an adequate vehicle for proytably ex-
iting from their investment. Over-the-coun-
ter (OTC) trading is nonexistent. Mexican
vnancial institutions have not been active
in either ynancing the private sale to man-
agement or reynancing of venture deals as
a means of assisting the venture fundds exit.
Most exits thus occur through trade sales
and buyouts by other investor groups.

As for deal pow, Mexico does have a
large and vital entrepreneurial economy.
Nevertheless, an underlying culture that
fosters speciycally venture-oriented en-
trepreneurship must be developed further.
Traditional family-based business norms
and negative attitudes toward risk-taking
present speciyc challenges. Additionally,
entrepreneurs and their advisors are gen-
erally unfamiliar with the venture capital
model and the process of venture ynancing.
More entrepreneurially-oriented business
training programs are needed: seminars for
training venture investors and fund man-
agers are beginning to emerge but these
opportunities are few in number and often
limited in scope.

Lessons from Abroad

In order to address these issues with spe-
ciyc actions, the U.S.-Mexico Task Force
on Venture Capital looked closely at the
experience of yve countriesd the United
States, Spain, Chile, Taiwan, and Israeld in
developing a venture capital industry. Five
key lessons emerged from that review.
First, the task force found that an appro-
priate tax regime is critical to the venture
capital industry. Investment vehicles that
are not subject to double taxation, such as
the limited partnership and limited liabil-
ity company in the United States, are the
norm. Tax incentives have been widely
used worldwide to stimulate venture capital
investments, and almost all countries in Eu-
rope provide some form of tax incentives.
As a general rule, incentives that favor
successful investment and do not reward
losses have been found to be most effec-
tive. For example, in the United States, the
reduction of capital gains taxes is viewed
as having made a signiycant contribution to
the growth of venture capital investments.

The second lesson concerns corporate
governance. In countries where the corpo-
rate code does not allow for the governance
provisions expected by venture investors, a
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Many countries today
purposefully support
venture capital devel-
opment through activi-
ties designed to build
a culture that fosters
venture capital and
entrepreneurship.

common strategy has been to pursue a non-
coercive approach to reform, using fiopt-ino
plans. Under this approach, a business can
choose to be subject to an alternative set
of corporate governance rules and ethical
standards that increase transparency and
encourage venture capital operations. Chile
adopted an opt-in corporate governance
code requirement in 2000 for companies
that seek low interest loans from the
governmentds development-ynance agency.
Similarly, in 1998, Spain adopted a volun-
tary opt-in code for publicly traded companies.
Third, of the countries studied, only the
United States and Chile have encouraged
venture investments by pension funds. The
impact of institutional investors taking part
in the venture industry has been signiycant
in the United States, where a change in
regulatory interpretation by federal pension
authorities in the 1970s led pension funds
to become the single most important source
of U.S. venture funds, providing about half
of all such funding over the past 20 years.
Fourth, in attempts to further exit op-
tions, venture capital reforms have not at-
tempted to change national stock markets.
Instead, these reforms have focused on the
creation of new, minimally regulated OTC
exchanges in which small ventures can
make an initial public offering and become
actively traded. Successful, well-estab-
lished markets for small companies exist
in Bermuda, Israel, Taiwan, and the United
States, but of these only Taiwan and the
United States have active OTC markets,
and both those countries have strong and
long-standing fiequity cultures.o In Ber-
muda, a model was developed that focuses
on trading only among qualiyed investors.
Finally, many countries today purpose-
fully support venture capital develop-
ment through activities designed to build
a culture that fosters venture capital and
entrepreneurship. These activities include:
funding basic science and research and
development activities, providing political
leadership and aid for venture ficatalysto
and technology commercialization agen-
cies, funding research parks and business
incubator buildings, promoting entrepre-
neurial education, creating venture funds,
redirecting workforce education programs
toward the needs of a competitive econo-
my, reforming intellectual property poli-
cies, and advancing public education.

A Plan for Growth

Based on the analysis of the key issues in
Mexico and lessons learned from international
experience, the Task Force recommended a
series of reforms, most of which have been
taken on by NAFIN and are currently under
reynement with Mexican policymakers and
private sector industry leaders:

An appropriate legal and regulatory
framework for local investment vehicles.
Core legal reforms include the passage of a
new law that sets a framework for venture
capital investing. This law would establish,
as a minimum, a deynition of an appro-
priate investment vehicle that serves as a
tax pass-through so that only the investor
is subject to the assessment of taxes (and
can carry out its own tax planning). The
reform also includes the deferment of taxes
on investors until a distribution is made by
the fund, as well as the establishment of
a regulatory framework directed toward
investment by qualiyed and institutional
investors. Where the venture fund is limited
to such investors, the regulatory regime can
be focused on adequate disclosure rather
than on detailed substantive regulation.

An appropriate legal and regulatory
framework for foreign investment vehicles.
If investment vehicles are considered a tax
pass-through under their host country law,
the Mexican government should recognize
them as pass-through entities as well. This
would render U.S. limited partnerships
and limited liability companies appropriate
vehicles for investing in Mexico. Further-
more, a ruling is needed on the deynition
of fipermanent establishmento such that
offshore funds would be able to manage
operations from Mexico without a tax pres-
ence in Mexico.

Appropriate corporate governance of
portfolio companies. A regime of special
exceptions to the existing Mercantile Code
should be established. Such a regime would
allow companies to be governed by a
speciyc set of corporate governance provi-
sions, pertaining especially to minority
shareholder rights. A minimal regulatory
system of registry should be created for
those companies that opt-in to the excep-
tion regime, with an enforcement authority
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to sanction companies that do not comply
with the new provisions.

Tax incentive for risk capital investments.
Areduction in capital gains taxes for ven-
ture capital investments is recommended
because it favors only positive investment
outcomes and does not reward losses.

Mechanisms for exiting investments.
An unregulated private placement market
for institutional and qualiyed investors to
trade unlisted shares among themselves
should be established in the short term.
Over the medium to long term, the devel-
opment of an automated OTC market for
unlisted companies should be considered.
Other strategies that facilitate exitsd such
as authorizing and fostering Employee Stock
Ownership Plans and encouraging ynancial
institutions to provide loans for manage-
ment buyoutsd should also be explored.

Involvement of institutional investors.
Reforms already in place for insurance
companies should be expanded to allow
for VC investment by all institutional
investors. The participation of institu-
tional investors in risk capital should be
encouraged through legal authorization,
education, public information campaigns,
and discussion forums. The participation
of banks in a multi-faceted way in the risk
capital industry should also be facilitated.

Expansion of public sector programs to
catalyze investments. The Mexican gov-
ernmentés current equity program man-
aged by NAFIN must be strengthened,
with additional staff, increased pexibility
of and autonomy from bureaucratic pro-

cesses, and staff training. Over the medium
to long term, development of additional
public sector programs to catalyze private
investment could be considered. Such a
program could include the establishment
of a fund of funds managed by an indepen-
dent private yrm that would serve as the
gatekeeper and manage funds.

Status of Reforms

These recommendations were developed
through a dynamic process in consultation
with Mexican government authorities, the
private sector, and international ynancial
institutions. Therefore, debate and nego-
tiation around these issues are already un-
derway. By the end of 2003, the Mexican
Ministry of Finance, as well as the National
Banking and Securities Commission, had
agreed with NAFIN to move forward with
reforms to establish a local yscally trans-
parent investment vehicle, create an opt-in
regime for corporate governance, and cre-
ate working groups to reyne the full reform
agenda.

Much remains to be done. In the mean-
time, however, successful implementation
of these reforms is expected to strengthen
Mexicods position as a prime market for
venture capital investment.

Note: This article originated with a report prepared
under the guidance of Eduardo Mapes of Nacional
Financiera, SNC in Mexico, with the collaboration
of a team of local and international consultants. The
study was funded by the U.S. Trade and Development
Agency.
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