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1.  1.  Definition and Role of Definition and Role of 
Venture CapitalVenture Capital



Constraints of Financing Constraints of Financing 
InnovationInnovation

In order for innovation to become 
commercialized, it needs to be 
financed in some way.
In the Chinese SME Innovation 
Survey, 52% of all respondents in one 
province stated that funding was the 
cause of innovation failures.



Range of Financing for Range of Financing for 
InnovationInnovation

Stage 
of 

Innovation

Own Funds, 
Friends, and 

Family

Angel
Investors, 

Seed 
Funding

Government
Programs

Corporate 
Venture
(retained 
earnings)

Venture 
Capital

Private 
Equity

Banks, 
Investment 

Banks

Invention and R&D √ √ √ √

Business plan and 
market definition √ √ √ √

Pilot production √ √ √ √

Marketing, sales, 
and distribution √ √

Full 
commercialization √ √

Market expansion 
and increased 
penetration

√ √

Sale of company or 
product √ √



Financing Early Stage Financing Early Stage 
InnovationInnovation

Early stage innovation (invention, R&D, 
business planning) is generally not funded 
by VC.



Definition of Venture CapitalDefinition of Venture Capital



More Than Just MoneyMore Than Just Money
Besides the money, a VC firm:

Is a business partner of the investee company. 
Is highly involved in all decisions of the investee 
firm, including the hiring and firing of 
management, and actively participates in the 
governance.  
Gets deeply into the strategic planning of the 
investee company and into some operational 
areas such as product development, distribution, 
and marketing.  
Deploys a network of contacts to help the 
investee company make linkages with suppliers 
and buyers and with other investors to finance 
the next stage of growth.



VC Fills a Gap in InnovationVC Fills a Gap in Innovation

Entrepreneu
r

Institutional
Investors

Venture 
Capital Firm

• Uncertainty of 
business idea and 
the potential 
markets

• Lack of 
understanding of 
industry

• Not sure how to 
value, monitor, or 
realize 
investments

• Need of financing

• Unsure how to find 
market for 
innovations

• Lack of sufficient 
business planning

• No corporate 
governance and 
management 
expertise

• Pool institutional 
investments

• Experts in specific 
fields / sectors

• Strong business 
management skills

• Connections to 
industries / 
markets for 
products

• Provides intensive 
monitoring 

• Experienced in 
realizing 
investments



VCVC’’s Impact on Innovations Impact on Innovation
VC-backed firms tend to generate 
more innovations than others…

◦ In the U.S., VC only accounts for 5% of all 
R&D spending, but resulted in 14% of all 
innovative activity as measured by 
patents. 

Souce:  Kortum, Samuel and Josh Lerner, “Assessing the contribution of venture capital to innovation,” RAND Journal 
of Economics,  Vol. 31, No. 4,  Winter 2000,  pp. 674–692, http://home.uchicago.edu/~kortum/papers/rje_2000.pdf. 

http://home.uchicago.edu/~kortum/papers/rje_2000.pdf


VC has Outsized ImpactsVC has Outsized Impacts

Comparison of VC-Backed Firms Performance vs. Others
(% Growth from Year 0 to Year 3)

Source:  Alemany, Luisa and Martí, José,Unbiased Estimation of Economic Impact of Venture Capital 
Backed Firms(March 2005). EFA 2005 Moscow Meetings Paper. Available at SSRN: 
http://ssrn.com/abstract=673341. 

http://ssrn.com/abstract=673341


More Evidence of ImpactMore Evidence of Impact
Industry association studies (although 

likely  biased) show:
In Europe –
◦ 94.5% of companies stated VC 

investment was essential to creation, 
survival or growth.
◦ On average, 46 new jobs were created 

per company with VC investment.
◦ 57% of companies with VC investment 

had higher turnover than their 
competitors.

Based on 2001 data.  Source:  European Private Equity and Venture Capital Association, “Survey of the Economic and 
Social Impact
of Venture Capital in Europe,” June 2002, 
http://www.planotecnologico.pt/document/survey_economic_social_impact_venture_capital_europe.pdf.

http://www.planotecnologico.pt/document/survey_economic_social_impact_venture_capital_europe.pdf


Evidence of Impact (Cont.)Evidence of Impact (Cont.)
In the United States, VC-backed firms: 

◦ Employ 10.4 million workers (9.1% of total 
private sector employment).
◦ Generate $2.6 trillion in revenue (17.6% 

of GDP).
◦ Produce growth in employment of 3.6% 

and sales of 11.8%, which was more than 
double the totals.

Based on 2006 data.  Source:  National Venture Capital Association, “Venture Impact,” Fourth Edition, 2007, 
http://www.nvca.org/pdf/NVCA_VentureCapital07-2nd.pdf. 

http://www.nvca.org/pdf/NVCA_VentureCapital07-2nd.pdf


1I.  1I.  Venture Capital in Venture Capital in 
ChinaChina



VC Growth has been VC Growth has been 
ExplosiveExplosive

As with many other things, China’s VC industry 
appears to be unique when compared to 
others…

Sources:  zero2ipo Research Center (http://www.zero2ipo.com.cn/en/n/2009-2-6/200924110354.shtml) for China and PwC 
MoneyTree Report (http://www.nvca.org/index.php?option=com_content&view=article&id=78&Itemid=102).  

http://www.zero2ipo.com.cn/en/n/2009-2-6/200924110354.shtml
http://www.nvca.org/index.php?option=com_content&view=article&id=78&Itemid=102


Many New VC InvestmentsMany New VC Investments



Covering a Range of Covering a Range of 
Industries Industries 

Information technology was the leading industry recipient.
67% of all new VC investment was for expansion stage 
financing.



Government Started the VC Government Started the VC 
Industry in ChinaIndustry in China

From its inception, China’s domestic VC 
industry has had heavy government backing.  
In 1984 the importance of VC was officially 
recognized. 
In 1985 the first VC firm, China VC Company 
for New Technologies, was established with 
government funds. 
Since the establishment of the first VC 
companies in Shenzhen in the late 1980s, 
governments at all levels in China have 
invested directly in VC funds as majority 
shareholders or directly in start-up high-tech 
firms. 



Foreign VC Firms Quickly Took Foreign VC Firms Quickly Took 
Over the MarketOver the Market

The Government still has a strong 
presence in the domestic VC industry.
But, foreign VC firms have come to 
account for the majority of investment 
activities. 
In 1992, the first foreign VC fund was 
established in China (by International 
Data Group). 
By 2007, foreign VC funds raised 82% of 
all VC funds for China and accounted for 
89% of all new VC investment in China 
by value.



Dual VC Structure has Dual VC Structure has 
EmergedEmerged
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Partly to Avoid Local ConstraintsPartly to Avoid Local Constraints
Under the “foreign model” all of the 
activity, except for that of the ultimate 
operating company, takes place 
offshore, while in the domestic model 
all the activity takes place within 
China.
Although the investee companies are 
in China, virtually all parts of the VC 
system that supported them are 
offshore. 
This is partly due to constraints of the 
VC ecosystem in China.



III.  III.  Venture Capital Venture Capital 
Ecosystem Ecosystem in Chinain China



Components of the Components of the 
EcosystemEcosystem

Venture 
Capital
Industry

Finding 
Sources

Of Funding

Ability to 
Structure 
A VC Fund

Finding / 
Managing
Investee 

Companies

Exiting / 
Realizing 

Investments



VC Ecosystem in ChinaVC Ecosystem in China
Despite the rapid evolution and growth of 
VC in China, there are constraints in the 
local environment.
With the exception of a few spectacular 
success cases, the domestic VC firms
are still at an early stage of development. 
The experience of foreign VC firms 
suggests that the flow of innovations, 
ideas, and products within China that are 
worthy of VC investment is not the 
problem.



Testing New VC Fund Testing New VC Fund 
StructuresStructures

This is an area where there are no 
major constraints in China.
The revised Company Law and 
Partnership Law, as well as the 
subsequent regulatory issuances 
since 2007, effectively removed legal 
barriers to the structuring of a 
domestic VC fund in its most common 
form – limited partnership.  



Recommendations on Recommendations on 
StructuringStructuring

A few new funds reportedly have been 
established under the new laws.
So, now the challenge is to: 
◦ Evaluate the operations of this first batch 

of domestic VC funds created following 
the newly amended Partnership Law.
◦ Identify any loopholes or weaknesses that 

require further legislative or policy actions.



Sources of Funding for VCSources of Funding for VC
The potential sources of funding for the 
VC industry in China, such as investment 
funds, pension funds, banks, and 
insurance companies, are growing 
rapidly.
◦ Domestic VC funds receive virtually no 

investment from insurance companies, 
pension funds, or other institutional investors.  
◦ Less than 10% of total funding is from banks 

and trust companies. 
There are strict regulatory restrictions on 
investment in VC by institutional 
investors.



Institutional Investors are Key to Institutional Investors are Key to 
VCVC

In the U.S., institutional investors typically allocate 5-15% into the 
alternative asset class (i.e., VC, private equity, hedge funds).
In the EU, over 60% of all investment in Private equity and VC is 
from pension funds, banks, investment funds, and insurance 
companies…



Recommendations on Recommendations on 
FundingFunding

Develop a short-to–medium term roadmap to 
allow institutional investors to invest in private 
equity and VC funds. 
◦ One immediate first step could be to set new 

prudential guidelines on such investment. 
◦ The guidelines could set appropriate exposure 

limits and risk weightings for these investments.
The supervisory authorities could first allow 
only a select group of financial institutions to 
pilot such investments. 
◦ [Some pilot activity began in 2008, for instance 

by the National Social Security Fund]
◦ Experimenting will give institutional investors 

experience in investing in VC and learning how 
to pick VC fund managers.



Building Domestic VC Capacities Building Domestic VC Capacities 
to Find and Manage Investees to Find and Manage Investees 

As compared to foreign counterparts:
◦ Lack of professional investment fund 

managers in China is particularly acute.
◦ Dearth of high-quality business managers.
◦ Incentives provided by domestic VC firms on 

pay and promotion are inadequate.

Given the intensity of involvement 
required for successful VC investment, 
these are true constraints to finding and 
managing investee companies.



Corporate Governance IssuesCorporate Governance IssuesBeyond the capacity issues, the 
corporate governance environment is a 
challenge:
◦ Formally, there are no constraints to 

structuring investments by VC funds.
◦ But, there is uncertainty of enforcing 

contracts and exercising shareholder rights.
◦ This potentially limits the ability of VC funds 

to exert control over investee firms.

For example, China’s ranking on Doing 
Business is weak on investor protection 
(88 out of 181).  



Recommendations on the VC Recommendations on the VC 
Role in InvesteesRole in Investees
The challenges in this area are long-

term.

Capacity Building:
◦ Building capacities of domestic VC firms 

will likely involve knowledge transfer from 
foreign VC firms.
◦ However, domestic VC firms need to be 

proactive in developing clear talent 
strategies and structuring incentives (i.e., 
pay, etc.) to poach talent from foreign VC 
firms.



Recommendations on the VC Recommendations on the VC 
Role in Investees (Cont.)Role in Investees (Cont.)

Corporate Governance:
◦ Again, this is long-term and difficult and 

enforcement of current laws involves 
action by many parties over time.
◦ However, a code of conduct for corporate 

governance covering non-listed firms 
would be a good starting point.

Covers shareholders rights, rules of controlling 
shareholders, duties and roles of directors, 
disclosure and reporting, etc. 

◦ New regulations on preference shares 
could help to clarify the rights of investors.



Need to Widen the Exits for Need to Widen the Exits for 
VCVC

Preferred method for realizing VC 
investment in China is through Initial 
Public Offerings (IPOs).  

96% of all VC investments in 2007 were IPOs.
61% of all VC exits in 2007 were IPOs on foreign 
markets.

This is similar to the rest of Asia, where 78% of 
divestments were via IPOs.

This trend probably reflects the 
underdeveloped environment for M&As and 
the fast growing stock markets in China and 
Asia.



Finding Exits for VC Finding Exits for VC 
InvestmentsInvestments

Domestic IPOs declined significantly in 2008 
because stock markets were in turmoil.  
◦ Only 32% of all VC exits in 2008 were IPOs.
Mergers & Acquisitions (M&As) remain 
difficult in China due to the regulations and 
approvals required.
◦ Approvals can involve multiple agencies, many 

steps, and can depend on the industry, type of 
transaction, amount involved, etc.

However, most VC investment around the 
world is typically realized through M&A…
◦ 70% of all exits in the U.S. in 2007 were through 

M&As.



Recommendations for ExitingRecommendations for Exiting
Already progress has been made on finding 
new domestic channels for IPOs.
◦ Some VC-backed IPOs have been launched on 

the Shenzhen SME Board since 2006. 
◦ Growth Enterprise Board (i.e., Chinese 

NASDAQ) is set to be launched on May 1, 2009.
However, some changes could be made:
◦ Shortening the lock-up period for selling shares 

after the IPO from 1 year to 6 months.
◦ Allowing early investors in a firm to sell at the 

IPO.
Reforming the M&A framework is complex 
and a separate project, but:
◦ Streamlining the approval processes and 

possibly moving towards a system of registration 
may be ways forward in the longer-run.



IV.  IV.  Areas for Further Areas for Further 
ExplorationExploration



Future Role of the Future Role of the 
GovernmentGovernment

Because of the outsized impacts of VC on firm 
performance and innovation, it has been an area of 
public policy focus in many parts of the world.
Despite all of the involvement in the VC industry by 
the government at all levels (national, provincial, 
municipal), there is limited understanding of the 
actual impact.
The record globally on direct Government 
investment in VC is mixed.
However, evidence suggests that public policy to 
build the ecosystem for VC is the most effective.
◦ Examples include reforming tax policy, regulatory 

frameworks, etc.



Questions?Questions?

James Seward
Senior Financial Sector Specialist
East Asia and Pacific Region
The World Bank
Email:     jseward@worldbank.org
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