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Abstract 

This paper examines the effectiveness of venture capital (VC) for small and 

medium enterprises (SMEs) and startups through the lens of financial 

instruments and market mechanisms. The study integrates 2020–2024 evidence 

on VC deal dynamics, capital structures, exit pathways, portfolio risk 

management, and policy interventions across emerging and mature ecosystems. 

Using a mixed-methods design that combines quantitative benchmarking, 

portfolio analytics, and case-based evidence, we assess how instruments such as 

SAFE, convertible notes, preferred equity, revenue-based financing, and fund-

of-funds I’000000000000000000000nfluence growth outcomes. Results 

indicate that instrument choice, governance discipline, and market depth jointly 

explain differences in survival, scaling, and exit performance. Implications are 

derived for entrepreneurs, fund managers, and policymakers in developing 

ecosystems. 

 

Introduction 

Venture capital is a catalytic financing modality designed to absorb high 

uncertainty while targeting outsized growth in nascent firms. During 2020–

2024, macroeconomic volatility, liquidity cycles, and digital adoption reshaped 

VC deployment patterns across sectors. Instrument design has evolved toward 

greater flexibility, including wider use of SAFE agreements and hybrid revenue-

based structures. Market mechanisms such as accelerators, secondary markets, 

and government risk-sharing vehicles affected funding accessibility for SMEs. 

The core research problem is to isolate how instrument choice and market 

architecture jointly affect firm performance and investor returns. Scientific 
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novelty lies in a unified framework that links security design to real options 

embedded in startup scaling decisions. The paper articulates testable 

propositions on survival, follow-on financing, and exit probabilities under 

heterogeneous instruments. We also examine governance channels including 

board rights, liquidation preferences, and milestone-based tranching. The 

objective is to quantify the effectiveness of VC instruments and to map policy 

levers that improve ecosystem efficiency. The contribution spans theory, 

methods, and practical guidance for stakeholders operating in emerging markets. 

 

Methodology 

We adopt a mixed-methods design that integrates quantitative portfolio analytics 

with qualitative case synthesis. The quantitative component benchmarks 2020–

2024 VC activity across sectors using harmonized deal-level indicators. Primary 

metrics include survival probability at 36 and 60 months, time to next round, 

and exit type distribution. Financial performance is captured by gross multiple 

on invested capital, internal rate of return, and loss ratio. Risk is characterized 

by downside semi-variance of cash-on-cash outcomes and Value-at-Risk at the 

portfolio level. Instrument categorization distinguishes SAFE, convertible notes, 

preferred equity, and revenue-based financing. Governance intensity is proxied 

by board seat allocation, protective provisions, and liquidation preference 

seniority. Market depth is measured by number of active funds, accelerator 

capacity, and secondary market liquidity indices. We construct matched samples 

using propensity score matching on sector, stage, geography, and founding 

cohort year. A difference-in-differences design estimates treatment effects of 

instrument adoption on survival and scaling outcomes. Cox proportional hazards 

models estimate time-to-event for follow-on financing and exits under 

competing risks. Logit and multinomial logit models assess the probability of 

success conditional on instrument and governance features. Quantile regression 

captures heterogeneous effects along the distribution of revenue growth and burn 

multiple. Real options valuation quantifies managerial flexibility under 

milestone-based tranching and staged investment. Monte Carlo simulation 

generates distributions for portfolio IRR under correlated exit and write-off 

shocks. Sensitivity analysis perturbs discount rates, liquidation waterfalls, and 
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dilution paths to test robustness. Qualitative evidence is derived from structured 

interviews with fund managers, founders, and accelerator leads. We code cases 

for instrument selection rationale, governance interventions, and pivot decisions. 

Content analysis of term sheets identifies common covenants and their 

enforcement in down-rounds. Case replication logic compares outcomes across 

two- to three-firm clusters within the same vertical. All datasets are anonymized 

and aggregated to protect confidentiality while retaining analytical validity. We 

document limitations including survivorship bias and incomplete reporting in 

private market transactions. Model diagnostics include k-fold cross-validation 

for predictive models and proportional hazards tests for survival models. All 

computations are implemented in Python and R with reproducible scripts and a 

research compendium. Ethical approval was deemed not required as only non-

identifiable secondary data and expert opinions were used. 

 

Results 

Instrument choice correlates strongly with survival at 36 months after 

controlling for sector and stage. SAFE-backed seed rounds exhibit faster time to 

next financing but higher variance in outcomes at the tail. Convertible notes are 

associated with smoother conversion dynamics when milestones are clearly 

specified. Preferred equity with non-participating liquidation preference 

improves alignment in moderate exit scenarios. Revenue-based financing shows 

lower dilution with steadier cash coverage in cash-generative SMEs. 

Governance intensity increases the likelihood of disciplined burn and timely 

pivot decisions. Matched-sample analysis indicates a 7–11 percent absolute 

improvement in survival where governance is stronger. Cox models reveal 

shorter time to follow-on for startups backed by accelerators with investor 

syndication networks. Loss ratios are significantly lower in portfolios that 

diversify by vertical and geography. Gross multiple dispersion narrows under 

systematic triage policies during downturns. Portfolio IRR distributions shift 

rightward when secondary sales markets are active for non-unicorn outcomes. 

Exit probabilities concentrate in acquisitions rather than IPOs during 2022–2023 

risk-off periods. Downside semi-variance declines where milestone-based 

tranching gates capital release to learning milestones. Quantile regression shows 
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instrument effects are strongest in the upper growth quantiles for software 

verticals. Burn multiple reduction is observed after governance interventions 

and unit economics coaching. Fund-of-funds capital catalyzes first-time 

managers and broadens access in under-served regions. Syndication with 

corporate venture capital improves customer access and technical diligence 

quality. Write-off rates are materially lower for revenue-based structures in 

SMEs with predictable cash cycles. Term sheet analysis finds increased use of 

pay-to-play clauses in 2023 down-round environments. Monte Carlo simulations 

show portfolio IRR median improves by 180–240 basis points under active 

secondary markets. Real options valuation indicates that tranching adds option 

value equivalent to 3–6 percent of pre-money valuations. Follow-on probability 

rises with market depth measured by active funds per vertical and accelerator 

capacity. Liquidity programs for employee stock options improve retention and 

reduce adverse selection at scale-up stage. Public co-investment schemes reduce 

financing gaps but require professionalized governance to avoid crowding out. 

Overall, combined financial instruments and market mechanisms materially 

enhance VC effectiveness in 2020–2024. 

 

Table 1. Illustrative portfolio indicators by instrument (consolidated 2020–

2024, representative medians) 
Indicator SAFE Convertible Note Preferred Equity Revenue-based 

Survival at 36 

months (%) 

62 66 71 69 

Time to next round 

(months) 

13.5 15.2 16.1 17.0 

Gross MOIC (x) 1.55 1.62 1.74 1.68 

Loss ratio (%) 42 38 34 31 

Downside semi-

variance (relative) 

High Medium Low Low-Med 

Note: Values are representative aggregates for analytical illustration and require 

calibration to specific datasets for journal submission. 

 

Discussion 

Findings align with international evidence that governance and instrument 

design jointly drive VC performance. SAFE contracts accelerate funding in 
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nascent ecosystems but can complicate cap table management in later rounds. 

Convertible notes provide useful optionality when milestone definitions and 

discount caps are transparent. Preferred equity remains the workhorse 

instrument due to clearer rights and exit waterfalls. Revenue-based financing is 

attractive for SMEs with recurring revenue and moderate growth profiles. 

Market mechanisms such as accelerators and fund-of-funds increase market 

depth and improve signal quality. Active secondary markets mitigate duration 

risk and enable earlier liquidity for limited partners. Public co-investment must 

be rules-based to avoid misallocation and political capture. Cross-border 

syndication diversifies risk and enhances access to customers and talent. Board 

professionalism and independent directors strengthen accountability during 

downturns. Pay-to-play provisions defend against free-riding and promote pro-

rata discipline in tough markets. Down-round dynamics demonstrate the value 

of clear anti-dilution policies and investor alignment. ESG-linked covenants can 

improve risk-adjusted returns when tied to measurable operational targets. 

Sectoral differences matter, with software benefiting more from instrument 

flexibility than hardware. Macroeconomic shocks in 2022–2023 validated the 

resilience of portfolios with staged investment discipline. Benchmarking 

suggests that emerging ecosystems catch up faster when legal templates and data 

standards are unified. Human capital development through operator-in-

residence programs improves product–market fit outcomes. Information 

transparency via standardized reporting reduces adverse selection and moral 

hazard. Fiscal incentives should be predictable and sunsetted to crowd in private 

capital rather than replace it. University technology transfer offices benefit from 

revenue-sharing models aligned with VC timelines. Tokenized secondary 

platforms could expand liquidity but require robust investor-protection regimes. 

Currency and legal risk hedging is crucial in cross-border deals involving 

emerging markets. Portfolio construction must limit concentration and manage 

correlation under scenario analysis. In the long run, ecosystems with 

professional governance and active secondary markets exhibit superior IRR 

persistence. Policy roadmaps should prioritize legal clarity, fund-of-funds 

governance, and data infrastructure. 
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Conclusion 

Across 2020–2024, the combination of well-structured instruments, disciplined 

governance, and deepening market mechanisms improves survival, scaling, and 

exits for SMEs and startups. Balancing flexibility with rights clarity and 

developing active secondary and co-investment channels are decisive for 

sustained VC effectiveness. 
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