
SOME venture capitalists call it "geo-arbi-
trage"; others know it as "tropicalisa-

tion". The term refers to the practice of 
backing start-ups that take an established 
business model and adapt it to an emerg
ing market. Whatever you call it, it is be
coming a bigger part of the venture-capital 
industry as competition at home forces Sil
icon Valley investors to look farther afield. 

Julio Vasconcellos, one of the founders 
of Peixe Urbano, a Brazilian site offering us
ers discounted deals, is thrilled by the 
"huge flood" of American investors he has 
noticed coming to Brazil, for instance. No 
wonder. Some of them, including Bench
mark Capital and General Atlantic, have 
invested in his o w n company alongside 
Brazilian venture capitalists. The financiers 
have reason to be upbeat, too. Peixe Ur
bano is a clone of Groupon, an American 
start-up that went public last year; its busi
ness model is one they know can take off. 

The idea of tropicalisation has been 
around for a while. It has already been lu
crative for venture capitalists in India and 
China. Take Baidu, a Chinese interpreta
tion of Google, which made early venture 
investors a killing; or Alibaba.com, a Chi
nese version of eBay, an online-auction 
site. Now venture capitalists are looking at 
other markets, including Brazil, Indonesia, 
Russia, South Africa and Turkey. Last year 
$3.4 bil l ion of venture-capital deals were 
done in emerging markets, more than dou
ble the amount in 2008. 

This push into emerging markets has 
gained momentum because venture capi
tal is experiencing problems in its tradi
tional markets. Silicon Valley was once so 
inward-looking that venture capitalists 
used to say they would not back a start-up 
unless they could cycle to its office. But val
uations in North America have risen for 
both early-stage and later-stage invest
ments (see chart), making it much harder 
to make great returns. 

That is partly because there are too 
many firms; 369 of them are currently in 
the market trying to raise $50 billion, ac
cording to Preqin, a research firm. There is a 
lot less competition in emerging markets. 
The pressure from investors is also rising. A 
damning new report by the Kauffman 
Foundation, an outfit which promotes en-
trepreneurship, analysed its venture-capi
tal portfolio and concluded that 62 out of 
100 funds failed to exceed the returns of
fered by the public market. 

Most venture-capital firms do not head 

abroad w i t h the sole aim of looking for 
copycats, but plenty of their investments 
end up that way. Douglas Leone of Se
quoia Capital, a big venture-capital firm, 
reckons that in emerging markets like Chi
na around 50% of start-ups backed by for
eign venture capitalists in the internet and 
mobile sectors are copycats, and in mar
kets like Brazil it is closer to 70%. 

That is not so surprising. Backing tested 
concepts mitigates the risk inherent in 
start-ups and means companies are likely 
to grow quickly, because the original firm 
has already worked out the kinks. Often 
the originator of the business does not 
have the expertise to enter new countries 
quickly, so copycats can get there first. 

They can also gain an edge by tailoring 
businesses to local habits. Flipkart, an on
line-commerce site in India founded by 
two former Amazon employees, has re
ceived funding from Tiger Global, a New 
York-based hedge fund that specialises in 
this kind of investing, and Accel Partners, a 

venture-capital firm. Flipkart has taken off 
in part because credit cards are less com
mon in India and it offers the option of 
payment on delivery. 

Another example is Trendyol, a Turkish 
"flash sale" site that mimics Vente-pri-
vee.com and Gilt Groupe, which popular
ised the idea of time-limited online sales 
of designer clothing. But Trendyol, whose 
backers include Kleiner Perkins Caufield & 
Byers, also sells its o w n mass-market cloth
ing line, w i t h seasonal designs "crowd-
source d" from users in Turkey. 

There are different ways to play the 
copycat game. Rocket Internet, started by 
the Samwer brothers-Alexander, Marc 
and Ol iver- in Germany, is a cloning "fac
tory" that copies American and European 
businesses, hiring entrepreneurs to run 
them and exporting these start-ups to 
emerging markets as fast as possible so 
they are the first entrants. More traditional 
venture capitalists are setting up offices 
and selectively backing local entrepre
neurs. American venture investors often 
prefer to bring in a local partner to provide 
more consistent mentorship to these entre
preneurs and give advice on how to navi
gate the domestic market. 

Such advice can be valuable, given the 
specific risks of setting up in emerging 
markets. First, companies can take longer 
to get off their feet, given grinding local bu
reaucracy. "An eight-year fund might not 
be sufficient in Brazil," says José Luiz Oso
rio of Jardim Botânico, a Brazilian seed in
vestor. Second, there are cultural barriers: 
it can be hard to recruit employees to work 
for an unknown company in exchange for 
equity, for instance. Third, exiting through 
large initial public offerings is unlikely in 
countries like Turkey and Brazil, where I P O 
activity is muted and investors like to buy 
well-known firms; that means venture 
firms are reliant on strategic buyers to gob
ble up their creations. 

Tropicalisation piles on an additional 
set of risks. Copycats can easily lose share 
when the original company eventually en
ters the local market. Sonico, once the Face-
book of Latin America, got "pummelled" 
when Facebook arrived, says Nenad Maro-
vac of DN Capital, which was behind Son
ico. And even if they can see off competi
tion, the copycats are unlikely to be 
mega-blockbusters because, by definition, 
they are not new. "With innovation you 
have a global upside, but w i t h copycat in
novation you have geographical limits," 
says Eric Archer of Monashees Capital, a 
Brazilian venture firm. 

It w i l l not be long before emerging mar
kets spawn their o w n innovations that can 
be trotted out on a global scale. That would 
be closer to the spirit of venture capital, 
which is supposed to ferret out and fund 
new ideas, not imitations. Unti l then, how
ever, tropicalisation is set to become an 
ever more popular strategy. Copy that. 
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