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Abstract:

With the emergence of Knowledge Economy, venture capital is playing a more and more important

role in the high and new technology industry in China. The situation and problems of venture investment in

China are analyzed in this paper which pointed out some problems that hinder the process of venture invest-

ment, and also, gave some suggestions to promote the development of venture capital .
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INTRODUCTION

With the emergence of Knowledge Economy
and the reform of the science and technology sys-
tem, from the beginning of its introduction in
China> venture capital has been taken seriously
by our government. The latest survey by the
Venture Capital Research Team (VCRT) of the
Ministry of Science and Technology of China in
June 2000 showed that the venture capital is
springing up vigorously in China. VCRT investi-
gated 47 venture capital entities in the High and
New Technology Development Zone of 25 prov-
inces and districts; among which 83% was
founded in 1999, 90% was state owned, only
2% had private equity and 8% was run by for-
eign capital. On the other hand, many sound
high technology enterprises like Stone, Legend,
Haier, Tsinghua-Tongfang, also set up venture
capital companies solely or jointly to pursue high
returns and diversify investment risks. The sur-
vey showed that all the venture-capitalized
projects focused on high technology industries
such as information technology, machinery and
power-generation, bio-medicine; new materials,
environment protection> new energy, etc. and
that the percentage of the venture-backed com-
panies staying in the seed stage, expansion stage
and mature stage was 28%, 53. 6%
18.4% respectively. Some of them have even

and
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gone public.

Although China has made great progress in
venture investment, the venture capital is still in
the primary stage, many inevitable problems ex-
ist: (1) dislocation of the venture investment
and simplification of the capital structure; (2)
lack of true venture capitalists; (3) lack of stan-
dardization in the investment process; (4) lack
of indispensable means of exiting for the inves-
tors; (5) lack of perfect law system. All these
problems put our venture capital industry into a
dilemma. In this paper> we will point out that
the problems mentioned above is rooted in the
fatal institutional defect existing in venture capi-
tal’s in current phase. In fact, as for the ven-
ture capital, the key point is not the amount of
the capital but the system upon which it de-
pends.

THE ESSENCE OF VENTURE CAPITAL

Venture capital investment can be defined
broadly as investment by professional investors in
long-term, risky equity finance where the prima-
ry reward is an eventual capital gain, rather than
interest income or dividend yield. Compared
with common investment, the essence of venture
capital investment can be listed as follows:
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First,
high-risk investment. Generally speaking, those
developing high technology small enterprise
(SME) will be selected by venture capitalists.
But in western countries, up to 90% of the ven-
ture investment lose in the end due to the huge
technology risks, market risks and management
risks.

Second, venture capital will bring about high
profit in return. Almost all venture capitalists

venture capitalization is a kind of

will invest in rapidly growing high-technology
enterprises,> such as IT> Bioengineering, and so
on. Once these enterprises succeed in the com-
petition,> the venture capitalist will get back sev-
eral times> even hundreds or thousands times of
the venture capital they invested. Moreover, the
investors can get huge extra profits via venture
capital’ s special way of exit.

Third, venture capital must be diversified so
as to spread out the risks. Usually venture capi-
talists will invest in a group of projects so that
they can use the profit of successful ones to offset
the loss of failed ones.

Fourth, as a kind of long-term investment,
in general, venture capital will be withdrawn
from project after a period of 3 years to 7 years.
Venture capitalists tend to add more venture cap-
ital into promising ventures. If there is a compe-
tition between venture capitalists and the ven-
ture-capital backed entrepreneurs, only those
entrepreneurs who can provide the potentially
highest profits will get the venture capital to sus-
tain the running of the next stage. This is the so-
called “ Champion mechanism of management ”
(Masahiko, 2000 .

Fifth, venture capital is a kind of equity
capital but not loan capital. Seed-stage enter-
prises, except for ideas and technology, do not
have enough assets to mortgage from traditional
financial institutions. Venture capital can fill
this gap by offering equity capital. Accordingly,
the venture investor focuses on the prospects and
the ability of the enterprise to grow rapidly and
make profit and also hope to gain high profits by
means of IPO Cinitial public offering) or private
placement .

Sixth, venture capital needs good means of
exit as agreed upon, after they get enough prof-
it> venture capitalists will liquidate their equity
in the venture-backed enterprises,
easily get money from financial markets. Gener-

which can

ally, there are three ways for venture investors to
IPO Cinitial public offering ), private
placement and share repurchase.

exit:

THE INSTITUTIONAL DEFECT OF VENTURE
CAPITAL IN CHINA

Due to its special essence, venture invest-
ment needs a kind of new running system and or-
ganizational North
(1998 ), institution provides a framework in
which people interact with each other. Institution

structure.  According to

is made up of informal constraints or institutional
environment> formal constraints or institutional
arrangement and mechanism of implementation.
Institution is a whole set of rules; demands to be
obeyed and standards of ethical action, which
can restrain the individual’ s behavior effective-
ly. Correspondingly, the institution of venture
capital should be the sum of all the standards
and rules that affect the running system of ven-
ture capital> including the regulations inside
venture capital companies> the running mecha-
nism of venture capital etc. Based on perfect
market mechanism and relatively stable institu-
tional factors, venture capital developed dramati-
cally in western countries. While in China, due
to the effect of the old investment pattern and
that of the path dependence of traditional state
owned enterprises (SOE), venture capital chose
the government-oriented model naturally, hence
the institutional defects come into being, which
can be elaborated in four aspects below:

1. The defect of property right institution

The institution of property right is the base of
all the institutions. North (1989) tells us that an
effective property right institution is the key
economy-promoting factor. Yet the effective in-
stitution of property right means the property
right must be clear-cut at the beginning accord-
ing to customs, rules or laws. But in China it is
another story. Most of the venture capital com-
panies are established by the government and
raise funds by fiscal allocation (Table 1). But
strictly speaking we cannot regard the govern-
ment as the owner of the venture capital . Actual-
ly, the real owner of the property right is absent.
Without the real owner of the property right, the
venture capital companies fall into a state of in-
effectiveness without exception. It is the famous
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transaction cost theory that transaction creates
cost (Coases 1990). In order to reach a trans-
action, the venture capitalist have to go through
several phases such as selecting, negotiating,
reaching agreement, implementing, and so
forth, each phase resulting in different cost. In
the Coase theory, if the transaction cost is posi-
tive, different original arrangement of property
right will lead to different benefits. That is,

property right must be clarified and pinpointed

clearly at first so as to maximize the benefits.
However the property right of the venture capital
institute in China is so blurry that the maximiza-
tion of benefits cannot be realized. Also, there
is a typical example in America, the Small Busi-
ness Investment Company (SBIC) set up by the
American government in 1958, resulted in loss
just because of the vague arrangement of property

right.

Table 1 Survey of some venture capital companies in China
Ti f . . . Asset
Name of company esta}l)ll]ilsehlzlent Authority Source of venture capital (RTVS[%)

Shenzhen High Science Municipal Committee of Sci- Fiscal capital: 0.5 billion
and Technology Venture 1998 u ) p?T hnol ’ Other corporation : 0.5 bil- 1 billion
Capital Limited Corp. ence and fechinology lion
Science and Technology . .
Venture Capital Limited 1997 Provincial Committee of Sci- glscal capltgil:‘ Guang%ong 0.5 billi
Corp. of Guangdong ence and Technology verseas L nese rust -2 bron
Province Corp.: 50 million

S Fiscal  capital,  Shanghai
Shanghai  Science fmd Municipal Committee of Sci- Construction Bank, Bank of e
Technology Venture Cap- 1993 | Technol C N Baosh 0.3 billion
ital Limited Corp ence and Technology Communications aoshan
! ’ Steel Corp.
Science and Technology Provincial Committee of Sci- Provincial Department of Fi-
Venture Capital Corp. of 1993 ence and Technology, Provin- nance, Municipal Committee 60 million
Zhejiang Province cial Department of Finance of Science and Technology
High Science and Techn-
odlogy ‘é’ﬁ)“reof ﬁjﬁ;:ﬁ 1992 Provincial Department of Fi= gyl capital 0.65 billion
Province

S S Shanghai Science and Techn-  Municipal finance, Municipal
il.]drhltgl(lldlc\fenture Capital 1999 ology Venture Capital Com- Committee of Science and 0.1 billion

Hited Lorp- mittee Technology
Beijing  Science  and
Technology Venture Cap- 1998 Beijng city Municipal government 0.5 billion

ital Limited Corp.

* Source: Shen Lijun, 1999. Venture Investment: operation, mechanism and strategiess Shanghai Yuandong Press.

2. Lack of perfect principal-agent relationship inside
the venture capital company

The government supplies the venture capital
but dose not manage it; that is to say, the owner
of the venture capital is not the manager of it,
thus the problem of principal-agent relationship
comes into being. Because both parts of the
transaction are under the situation of asymmetric
information, it is common that the adverse selec-
tion and moral hazard arise. In fact, inside the
company of venture capital in China, what the
principal and the agent really pursue is not the
same thing at all. The principal or the govern-

ment expects to make full use of venture capital
to promote the development of high-technology
industry greatly so as to realize the maximization
of social welfare. While the agents, for their
own interests, are more concerned about the sta-
ble profit they could gain at present or in future
(Daniel, 1996). What is more, the agent gains
the profits without undertaking the risks of fail-
ure. In such case, the government can take two
steps to solve the principlal-agent problem;
which are supervision and incentive. On one
hand, the supervision can prevent the agent from
doing harm to the principal and on the other
hand the incentive can constrain the behavior of
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the agents by enlarging their cost of breaking the
contract. In practice> the supervision includes
many ways, €. g.
agent’s right and to supervise the action of the
agent by certain supervisory committee. And in-
centive can be done by bonus, shares, stock op-
tions, positional consumption, honor and some
other ways. But these two kinds of measures
have not been put into practice inside the ven-
ture capital institutes in China, which results in

to restrict the limit of the

the low effectiveness even no effectiveness.
the institution of LP
(limited partnership) gives us a good example of
how to coordinate the relationship between the
manager and the investor. LP undertakes limited
responsibility, supervises the behavior of the GP
(general partnership), but is not involved in the
day-to-day management. As for GP, it is con-

However, in America.

cerned about the future profits of the fund and
bears unlimited responsibility of law and property
at the same time (Liu, 1998).

3. Lack of effective mechanism of supervision

It is known that venture capital runs with
great uncertainty. The agreement reached be-
tween the venture capitalist and venture-backed
enterprise is somewhat a contract of uncertainty .
In view of this, urged by the desire of getting
money> high-technology enterprises that own
much private information will usually hide the
potential problems and enlarge their advantages .
This kind of situation of highly asymmetric infor-
mation will certainly bring about the problem of
adverse selection. Apart from it» due to the un-
predictability, it is impossible for the venture
capitalist to list all the events that will happen in
the future. This is why many venture capitalists
remain very active in the firm’ s management to
prevent the opportunism of the managers. On the
other hand,
contract costs a lot. Without proper incentive
mechanism, how can we encourage the manage-
ment to carry on supervision? Without effective
supervision mechanism, how can we cut down
the running risk of venture capital? Therefore,
setting up an effective mechanism of supervision
is put forward as a most important strategy for

monitoring the implementation of

venture capital companies in China.
4. Lack of satisfactory running mechanism
above>

As mentioned the venture capital

company needs an entire set of inside running in-

stitutions. And it should have the capability of
appraising risks of venture projects reasonably so
as to draw sound strategies to reduce risks. After
several years of practice; western countries have
developed the comparatively perfect running pro-
cedure and reasonable system of project valu-
ation. The running process is made up of many
stages including investigation, valuation and ne-
gotiation, reaching agreement, supervision, etc.
And valuation models can do the project valu-
ation system. Generally, these models include
many indexes. The indexes cover almost all as-
pects of the company (the scale, the market,
the enterprise culture, the quality of the entre-
preneur; the management-labor relationship, the
organization structure, and so forth), which are
changing day by day in New Economy (Jin et
al., 2001). In contrasting to this, venture capi-
tal in China lacks both perfect running mecha-
nism and sophisticated venture capitalists. In a
few words> the defect of the running institution
in a venture capital company lies in the defect of
the running process and project valuation sys-
tem.

SUGGESTIONS:  INNOVATING  INSTITUTION
OF VENTURE CAPITAL IN CHINA

Now we can draw the conclusion that the in-
stitutional defect of venture capital has greatly
hindered the development of venture capital in
China. And compared with overseas venture
capital institutes> those in China are so small,
weak and chaotic. Facing sharper and sharper
competitors coming into China, what we should
do is to develop the venture capital of our own,
innovating the institutions to sustain themselves
in the world marketplaces. On this account,
some efforts are recommended below.

1. Weakening government’ s function of supplying
capital but strengthening its function of supplying
institution
It has been proven by practice that the gov-

ernment’ s overdoing in venture capital will cause

rent-seeking and ineffectiveness ( Li,» 2000 ),
because the government should be the “ gate-
keeper” and “judge” in economy but not other
matters. From now on, we should weaken gov-
ernment ~ s function of supplying capital but
strengthen its function of supplying institution.
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The government should change its role from main
venture investor to equity partner and at the same
time private capital should take the main position
in this field. The government should provide in-
stitutions, as public products, to overcome the
“market failure”. Here, we should clarify the
property right as the first step; otherwise, there
must be coming problems in the running cycle of
a venture capital company .

2. Innovating the financial system of venture capital
industry

First> to accelerate the innovation of the fi-
nancial system of venture capital, we should let
private capital enter the venture capital industry .
According to statistics> the deposits of residents
rose to 6000 billion RMB in 1999. These owners
of private capital have clear property rights and
strong desire to increase it. Absorbed as major
fund of venture capital, private capital will sure-
ly be of much help setting up an effective run-
ning mechanism of venture capital. Second, we
should implement a deregulation policy; let in-
surance funds and pension funds enter the ven-
ture capital. In fact, in developed countries, in-
surance funds and pension funds played impor-
tant roles in venture capital. Third, the banks
should improve their traditional business and val-
uation system to sustain the development of
promising SME. Finally, we should introduce
foreign venture capital into China, learn from
them at the enterprise level and foster sophisti-
cated investors of our own.

3. Setting up and perfecting the mechanism of exit
for venture capital

(1) Set up a second stock exchange second
board as soon as possible. As we have known,
the second board is the main exit of venture cap-
ital, which differs a lot from the main board in
many aspects> such as the requirement of revela-
tion> the process of due diligence, the rules of
trading, etc. Foreign countries and districts have
already set up their second board, such as NAS-
DAQ, AIM, GEM, EURO-NM and so on. We
should set up the second board of our own and
make it perfect gradually.

(2) To establish the property right markets
for venture capital enterprises. Although the sec-
ond board is the major exit for venture capital, it
is impossible for all of the venture company’ s

equity to be traded in the second board. So it is
worth establishing share exchange markets espe-
cially for venture capital enterprises in property
right exchange markets (i.e. OTC market) .

(3) Improving the business quality of inter-
mediaries and standardizing their actions. Only
when all those mentioned above have been done,
can we set up the complete exit channels for
venture capital in China.

4. Promulgating venture capital law as soon as possi-
ble

Although China has issued some laws, say
“Law of Securities”; " Law of promoting the
transformation of technology fruit, PRC”, none
of them was made especially for venture capital .
Thus venture capital loses the base of law in its
operation. We suggest that laws on venture capi-
tal should be issued as soon as possible and spe-
cific rules of its management should be made in
advance. All these rules,
limit of capital, share exchange etc,> should be

concerned with tax,

different with those of general companies. For
instance> favorable tax policy should be imple-
mented to promote the development of venture
capital in China.
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