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Executive Summary 
 
The Venture Capital (VC) industry is becoming a formidable force in contributing to 

innovation in technology, creation of jobs, and elevation of state economies not only in 

the Western World but also in China. As a result it is important to study the entry point of 

all venture investments, i.e. the selection of ventures and the criteria used to screen 

investments. 

 

This paper aims to provide a practical framework for venture capitalists and investors 

alike. It will illustrate how to select the most viable, lowest risk ventures in order to 

increase the chance of success in venture investing.  

 

The author by no means wishes to suggest that the following quantitative approach is the 

best way to select ventures in which to invest. It is however a practical and objective way 

to establish a framework by which prospective ventures can be evaluated.  

 

This paper proposes three levels of screening – initial, progressive, and final screening. 

Initial screening filters all ventures from a macro-level perspective and determines 

whether the venture should progress to the next level of screening. The following 

considerations accompany initial screening: (1) The size of the investment and the 

investment policy of the venture fund, (2) Technology and market sector of the venture, 

(3) Geographic location of the venture, and (4) Stage of financing. These initial screening 

criteria serve to provide a preliminary overview of the ventures in question in order to 

identify those to be progressed to the next level of screening.  

 

Progressive screening filters the ventures under three progressive screening criteria as 

follows: (1) management strength, (2) business attractiveness, and (3) exit potential. The 

goal of progressive screening is to determine which “star” ventures should be in the 

“upper-left three squares” of the Progressive Screening Matrix (PSM), representing the 

ventures that are the most favourable to invest in. In most cases, progressive screening is 

sufficient for most venture capital firms to determine their investment portfolio. There are 
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however times when there are many good investment ventures to choose from. At this 

point final screening is used. 

 

Final screening gathers all “star” ventures from the “upper-leftmost square” of the PSM 

and performs the “Mean-IRR Indexing” computation to determine which venture shall be 

selected. Mean-IRR Index is also a way to prioritise the best ventures available in order 

for venture capitalists to better determine their resource allocation.  

 

The author recognises that evaluation of screening criteria is often a very subjective 

exercise for most venture capitalists, in which personal views and experience can have a 

significant effect on the outcome of the evaluation. Venture capitalists themselves vary 

considerably but generally fall into one of three types, as outlined in Appendix A. 

Recognition of this fact should enable venture capitalists to better understand their 

investment preferences, and to be aware of potential shortcomings.   Ten generally 

accepted screening criteria are also enclosed in Appendix B to serve as a quick guide for 

screening ventures. Appendix C illustrates ten top pairs of criteria used by venture 

capitalists to detect flawed ventures, together with the percentages of venture capitalists 

who would reject the ventures on the basis of these criteria. 

 

All feedbacks are welcome; the author can be contacted at enquiry@itmventures.com. 
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1 Initial Screening 
The number of proposals received by venture capital firms frequently outweigh their 

capability to manage them relative to their staff size. Large numbers of proposals can be 

excluded using the following criteria: (1) The size of the investment and the investment 

policy of the venture fund. “Is the investment size suitable?”; (2) The technology and 

market sector of the venture. “Am I familiar with the technology and market sector?”; (3) 

Geographic location of the venture. “Is the venture close enough to be monitored?”; (4) 

Stage of financing. “Is the stage of the venture’s financing suitable?” (MacMillan et al., 

1987) By employing these four criteria in the initial screening phase, unwanted ventures 

can be effectively removed whilst retaining more suitable ventures for subsequent 

scrutiny them in the next ‘progressive screening’ phase. 

 

2 Progressive Screening 
2.1 Screening Criteria 
Screening criteria in the following sectors are considered: Management (entrepreneur) 

strength, business (market & and product) attractiveness, and exit potential. The factors 

comprising each screening criteria are listed  below. 

. 

2.1.1 Criteria for Determining Management (Entrepreneur) 
Strength 

• Is the venture team capable for sustained and intense effort? 

• Is the venture team able to evaluate and react to risk well? 

• Is the venture team able to articulate well when discussing the venture? 

• Does the venture team pay attention to detail? 

• Is the venture team compatible with me? 

• Am I familiar with the market targeted by the venture? 

• Has the venture team demonstrated its past leadership ability? 

• Has the venture team demonstrated its relevant track record? 

• Am I familiar with the venture team’s reputation? 
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• Is the venture team referred by a trustworthy source? 

 

 

2.1.2 Criteria  for Determining Business (Market and Product) 
Attractiveness 
Market Attractiveness 

• Does the target industry have a well-established distribution channel to which the 

venture team has access? 

• Is the target market enjoying a significant growth rate? 

• Will an existing market be stimulated? 

• Am I familiar with the industry of the venture? 

• Is there little threat of competition during the first two years? 

• Can the venture create a new market? 

 

Product Attractiveness 

• Is the product proprietary or otherwise protected? 

• Does the product enjoy and demonstrate market acceptance? 

• Has the product developed to the point of a functioning prototype? 

• Is the product considered “high tech”1? 

 

2.1.3 Criteria for Determining Exit Potential 
• How liquid is the investment?  

• Can the investment produce a ten-fold return over a period of  five years? 

• Is there a requirement to make any subsequent investments ? 

•  Is there a requirement to participate in the initial round of investment? 

(MacMillan et al., 1987). 

 

                                                 
1 Although most venture capitalists claim that “high tech” is not important in their consideration, 
MacMillan’s surprising finding is that over 70% of ventures are in the “high tech” industry. 
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 These factors can now be applied to constructing a Progressive Screening Matrix , to 

determine which ventures would most probably lie in the “upper-left three squares” 

where they would more likely be funded. See section 2.2 for more details. 

 
 
2.2 Progressive Screening Matrix (PSM) 
The success in investing in ventures can be pictorially represented on a matrix as depicted 

in Figure 1.  Management strength is plotted on the vertical axis and business (market  

and product) attractiveness is plotted on the horizontal axis. Management strength is 

divided into three zones (strong, average and weak).  Business (market and product) 

attractiveness is similarly divided into three regions (high, medium, and low). Strong 

management strength is rated with a score of 7 or higher; average strength with a score of 

4 to 6; and weak with a score of 1 to 3. Similarly, high attractiveness is associated with 7 

or higher; medium with a score of 4 to 6; and low with a score of 1 to 3. Each venture is 

further ranked by its exit potential and is marked by symbols “star”, “triangle”, and ‘X”. 

“ Star” symbolizes high exit potential and is rated 7 or higher; “triangle” represents 

medium, with a score of 4 to 6; and “X” represents  low, with a score of 1 to 3. 

 

The matrix shown in Figure 1 shows the investment priorities in these upper-left three 

squares, enabling identification of the most probable ventures in which to invest.  

Ventures which fall outside of the “upper-left three squares” should be rejected unless the 

deficiencies displayed in these “star” ventures can be countered by the venture capitalists 

themselves. 
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Figure 1: Progressive Screening Matrix 

(Thompson et al., 1990) 

 

2.3 Application of Progressive Screening Matrix 
Each factor in the progressive screening criteria  must be rated from 1 to 10, where 1 is 

the weakest or least attractive and 10 the strongest or most attractive. Weight is to be 

given to each criterion in proportion to its contribution to the measure.  The following 

example provides an illustration: 

 
2.3.1 Management Strength Measure 
Suppose for example that each of the management strength criteria are equally important 

and weighted evenly at 10% per criterion. In this case the final rating will be as shown in 

Table 1. 
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Table 1: Management Strength Measure (An Example) 

Management Strength 
Measure 

Weight Strength Rating Weighted Strength 
Rating 

Capacity for sustained and 
intense effort 

0.1 5 0.5 

Ability to evaluate and react 
to risk well 

0.1 8 0.8 

Ability to articulate well when 
discussing venture 

0.1 2 0.2 

Attention to detail 
 

0.1 6 0.6 

Personal compatibility with 
the  venture capitalist 
 

0.1 4 0.4 

Familiarity with the market 
targeted by venture 
 

0.1 7 0.7 

Degree of leadership ability 
demonstrated in the past 
 

0.1 4 0.4 

Track record relevant to the 
venture 
 

0.1 5 0.5 

Familiarity with the venture 
team’s reputation 
 

0.1 6 0.6 

Venture team referred by a 
trustworthy source 
 

0.1 8 0.8 

Sum of assigned weight: 
 

1.00   

Management Strength 
Rating: 

  5.8 

 

 

2.3.2 Business Attractiveness Measure 
Similarly, suppose that each of the criteria in the business (market and product) 

attractiveness are equally important and weighted evenly at 10% per criterion. In this case 

the final rating will be as shown in Table 2. 
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Table 2: Business (Market & Product) Attractiveness Measure (An Example) 

Business (Market  and 
Product) Attractiveness 
Measure 
 

Weight Strength Rating Weighted Strength 
Rating 

Well-established distribution 
channel of the targeted 
industry, to which the venture 
team has access  
 

0.1 5 0.5 

Target market is enjoying a 
significant growth rate 
 

0.1 8 0.8 

An existing market would be 
stimulated 
 

0.1 8 0.8 

Venture in an industry with 
which  venture capitalists are 
familiar 
 

0.1 6 0.6 

Competition present or 
anticipated in first two years 
 

0.1 4 0.4 

The venture could create a 
new market 
 

0.1 7 0.7 

Protection of product 
 

0.1 6 0.6 

The product enjoyed 
demonstrated market 
acceptance 
 

0.1 5 0.5 

Product developed to the point 
of a functioning prototype 
 

0.1 8 0.8 

The product is “high tech” 
 

0.1 8 0.8 

Sum of assigned weight: 
 

1.00   

Business Attractiveness 
Rating: 

  7.5 
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2.3.3 Exit Potential Measure 
Suppose that each of the criteria in the exit potential are equally important and weighted 

evenly at 25% per criterion. In this case the final rating will be as shown in Table 3. 

 

Table 3: Exit Potential Measure (An Example) 

Exit Potential Weight Strength Rating Weighted Strength 
Rating 
 

Investment could be  readily 
liquefied 
 

0.25 4 1 

 The investment will make a 
ten-fold return over a five year 
period 
 

0.25 6 1.5 

Not expected to make 
subsequent investments 
 

0.25 7 1,75 

It was the first round of 
investment 
 

0.25 6 1.5 

Sum of assigned weight: 
 

1.00   

Exit Potential Rating:   5.75 
 

 
2.4  Example Summary 
This case can then be summarised as follows: 

• Management strength rated at 5.8 signifies “average” strength. 

• Business (market  and product) attractiveness rated at 7.5 signifies “high” 

attractiveness. 

• Exit potential rated at 5.75 signifies “medium” potential. 

 

Venture A is depicted as “A” in the matrix, see Figure 1. 
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 Referring to the portfolio of proposals depicted in Figure 1, those shown with a “star” in 

the upper-left three squares are the preferred ventures to be invested in. At times when 

there are many good investment ventures to choose from, closer scrutiny is required by 

the venture capitalists. This capability is provided in the form of ‘Final screening’ using a 

Mean-IRR Indexing model (see Section 3). 

 

3 Final Screening 
Suppose the six ventures in the three upper-left squares of Figure 1 have the strength-

attractiveness portfolio as depicted in Table 4. 

 

Table 4: Strength-Attractiveness Portfolio in the Upper-Left Three Squares. (An Example) 

 

Name of 

Venture 

Management 

Strength 

Business 

Attractiveness 

Exit Potential  Internal Rate 

of Return 

B 8 6 5 18% 

C 5 8 3 25% 

D 7 8 7 35% 

E 6 7 6 12% 

F 8 7 7 19% 

G 4 8 8 28% 

 

It can be noticed that ventures B, C, E, and G fall outside of the most upper-left square; 

therefore, these ventures will not be considered for funding. Ventures D and F however 

both fall inside the upper-leftmost square.  Further screening can identify the successful 

venture. This can be done by considering an additional factor, namely the expected 

Internal Rate of Return (IRR). 

 

3.1 Criteria for Determining Internal Rate of Return (IRR) 
Ventures that are highly likely to attain their expected IRR are rated 7 or higher; those 

with medium likelihood, 4 to 6; and those with low likelihood, 1 to 3. The IRR 
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coefficient is then determined by dividing the score of the likelihood by ten (since ten is 

the full score for IRR to be attained) and then multiplying it by the IRR percentage as 

shown in the next section.  

 

3.2 IRR Coefficient Measure 
Venture D’s IRR percentage is 35%, and let’s suppose that the likelihood of this 

attainment is low, say 1. The likelihood is first normalised by dividing it by ten; in this 

case, the normalized likelihood is 0.1. The IRR coefficient is then derived by multiplying 

the normalised likelihood (0.1) by venture D’s IRR percentage of 35%. Venture D’s IRR 

coefficient is then 0.035 (0.1 x 0.35). In the same way, the IRR coefficient for venture F 

is 0.11 (0.6 x 0.19) assuming that the likelihood of attainment is 6 to signify medium 

attainment of its expected IRR. 

 

3.3 Mean-IRR Index 
The Mean-IRR model averages the ratings of management strength, business 

attractiveness and exit potential and multiplies by the IRR coefficient ρ to arrive at the 

Mean-IRR index. 

 

The Mean-IRR Indexing model for ventures D and F is depicted in Table 5. 

 

 

 

 

 

 

 

Table 5: Mean-IRR Indexing Model for Ventures D and F. (An Example) 

Name of venture Mean of ratings of 
strength-attractiveness 
(note 1) 

IRR Coefficient ρ Mean-IRR Index 
(note 2) 

D 7.3 0.035 0.26 
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Name of venture Mean of ratings of 
strength-attractiveness 
(note 1) 

IRR Coefficient ρ Mean-IRR Index 
(note 2) 

F 7.3 0.11 0.80 

 

Note 1: Mean is the average of management strength, business attractiveness and exit 

potential. For example, mean of venture D is (7+8+7)/3=7.3 

 

Note 2: Mean-IRR index is derived by multiplying the Mean by IRR coefficient. For 

example, the Mean-IRR index for venture F is 0.80, (7.3 x 0.11). 

 

By rearranging Table 5 by its Mean-IRR Index yields Table 6,  in which the final 

investment priority is identified. 

 

Table 6: Investment Priority (An Example) 

Name of venture Mean-IRR Index

F 0.80 

D 0.26 

 

Clearly the venture capitalist should invest in venture F since its Mean-IRR Index is 

higher than that of venture D. This is actually quite surprising because on the surface 

many investors would have funded venture D because the IRR percentage of venture D is 

much higher than that of venture F: i.e. 49% and 19%, respectively. But with further 

scrutiny by the venture capitalist, venture D’s likelihood of attaining its expected IRR is 

much lower than venture F’s; in other words, venture D has inflated the expected return, 

which is normalised by the venture capitalist’s scrutiny score of a 1. Venture F’s return is 

more likely to be attained, which is given a rating of 6 by the venture capitalist, and thus 

venture F’s IRR coefficient is higher than venture D’s. This leads to both a higher Mean-

IRR index for venture F and subsequent accompanying funding. 
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Conclusions 
Initial, progressive and final screenings have been discussed in this paper for use by 

venture capitalists. These techniques are intended to improve the screening of potential 

ventures in order to increase the chances of investing successfully. 

 

Initial Screening is undertaken as a preliminary scan to weed out most of the unwanted 

ventures, by asking the following questions: (1) “Is the investment size suitable?” (2) 

“Am I familiar with the technology and market sector?” (3) “Is the venture close enough 

to monitor?” and (4) “Is the stage of the venture’s financing appropriate?”  

 

Ventures that pass Initial Screening may then be subjected to Progressive Screening. This 

is the main screening effort, employing a Progressive Screening Matrix to categorise 

ventures into the “upper-left three squares” of Figure 1 by analysing the venture’s 

management strength, business attractiveness and exit potential. 

 

Final Screening (employing the Mean-IRR index) is used when there are needs to 

prioritise multiple good investment ventures. In this case the Mean-IRR index model can 

be used to establish the investment portfolio. 

 

Finally, it should be noted that investing is often more of an art than science, and that all 

tools have limitations. The ultimate decision as to whether to invest lies with venture 

capitalists themselves. 

 



 

 Marvin Lai, iTM Ventures Inc, 2006 
All Rights Reserved  

16

Appendices 
Appendix A: Types of Venture Capitalist 
There are three types of venture capitalist according to MacMillan et al. (1985):  

• “Purposeful Risk Managers” are inclined to manage and assess all competitive 

and implementation risks.  

 

• “Determined Eclectics” are prepared to consider any ventures and put minimum 

restrictions on venture selection.  

 

• “Parachutists” tend to support most ventures as long as they feel comfortable 

about the exit route when ventures fail.  

 

 

(Which one are you?) 
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Appendix B: Top 10 Considered Criteria 
Rank Screening Criteria 

1 Capable of sustained intense effort 

2 Thoroughly familiar with market 

3 At least ten-fold return in 5-10 years 

4 Demonstrated leadership in the past 

5 Evaluates and reacts to risk well 

6 Investment can be made liquid 

7 Significant market growth 

8 Track record relevant to venture 

9 Articulates venture well 

10 Proprietary protection 

 

(from MacMillan et al. 1985) 
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Appendix C: Percentage of Venture Capitalists Who Are 
Likely to Reject Proposals Failing on Two Criteria 
 Pairs of criteria Percentage who 

reject the 
proposal 

1 Capable of effort 
Ten-fold return within 5-10 years 
 

84% 

2 Capable of effort 
Functionally balanced management team 
 

80% 

3 Demonstrated leadership 
Familiar with target market 
 

80% 

4 Capable of effort 
Demonstrated leadership 
 

79% 

5 Able to evaluate risk 
Familiar with target market 
 

77% 

6 Capable of effort 
Track record relevant to record 
 

77% 

7 Able to evaluate risk 
Ten-fold return within 5-10 years 
 

76% 

8 Capable of effort 
Significant growth rate of market 
 

76% 

9 Demonstrated leadership 
Ten-fold return within 5-10 years 
 

75% 

10 Capable of effort 
Proprietary product 
 

75% 

 

The above pairs are also known to identify flawed ventures; for example, for pair no. 1, 

85% of the venture capital firms would reject the venture; no. 2, 80%, and so on.  

(MacMillan et al. 1985) 
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