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VENTURE CAPITAL 

 
AND THE FINANCING OF CHINA’S NEW TECHNOLOGY FIRMS 

 

 

 

ABSTRACT 
 

 

The emergence of new technology-based firms and a new system for financing those firms 
represents a key development in China’s transition.  This chapter traces the interacting 
domestic and global institutional forces that have given rise to China’s particular form of 
venture capital.  While we believe that China’s still-evolving venture capital sector is on a 
trajectory that is broadly convergent with a US model, there are significant elements of both 
structure and process that reflect China’s unique institutional environment.  Some of these 
differences represent lingering institutional factors and, given broader changes underway in 
China, inefficiencies that will likely disappear over time.  Other differences, however, 
represent rational responses and efficient means for financing the types of new technology 
firms that local entrepreneurs are founding, given the local institutional environment.  While 
we can identify important challenges to both the venture capital system and China’s new 
technology start-ups, we see the overall trajectory as positive for China’s economic 
development.  Moreover, we see venture capital as being a catalyst for a new form of 
management to emerge and spread in China.  
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Introduction 

 

After decades of economic reform, China has finally entered a period in which 

competitive performance is being driven by factors associated with capitalist business 

systems in other countries.  Most firms in most industries are already under considerable 

pressure to address market and customer demands, operate more efficiently, and increase 

their value.  For firms and industries that are linked to international markets and global 

production networks and supply chains—and thereby the forces of global informational and 

creative capitalism—this pressure is even more extreme.1   

While other chapters in this volume address this transition in China’s existing 

industries and firms, we focus our attention on the implications of these forces for the 

founding of new technology-based firms and the venture capital system that has emerged to 

finance them.  These high-tech firms and venture capital are perhaps the clearest 

manifestation of China’s transition to an economy in which firms and their owners are able to 

appropriate returns from proprietary resources representing creational and informational 

capital.  While most of the firms established in the 1990s were able to succeed in commodity 

industries based on imitative strategies and generic technologies, today’s entrepreneurs in 

technology-intensive industries must start from a basis of competitively valuable proprietary 

technology and capabilities.   

Luckily for these would-be high-tech entrepreneurs, China’s investments in its 

innovation system—universities and research institutes, in particular—have begun to pay off 

in terms of technology outputs and human capital.  Although China’s R&D spending is still 

relatively low by international standards—1.3% as a percentage of GDP in 2003, compared 

to more than 2% in the USA, UK, France, Germany, Japan and South Korea—it has been 

growing at 10% annually and was sixth in absolute terms by 2003.  Chinese universities are 

producing more science and technology graduates than any other country, including over 800 

thousand bachelors and 100 thousand masters and doctoral level graduates. These are also 

being joined by a large number of returnees from programs abroad.  At the same time, all 

measures of codified scientific and technical knowledge outputs have been increasing.  

During the period 1991-2002, the number of invention patents granted to domestic owners 

increased by 4.4 times to 5,868, and the number of utility patents by 3.3 times to 57,092 

                                                 
1  For a detailed conceptualization of global informational and creative capitalism, see Chapter 8 in this 

volume. 
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(China S&T Yearbook, 2003).  The number of journals and articles has increased at an even 

greater rate.  

  This increased competitive opportunity, combined with China’s increasing stock of 

domestically developed technology and scientific personnel, has fueled a boom in new 

technology start-ups as well as demand for financial support of these ventures.  China’s 

existing financial system, whose purpose has been to pool financial resources to support 

State-owned Enterprises (SOEs), could not respond to this new demand.  After attempting to 

fill this financing gap through state-directed programs and indirect subsidies, the government 

finally allowed more types of organizations to participate in what has come to resemble a 

venture capital industry.  There are already over 200 domestic and foreign venture capital 

firms operating in China, and in 2004 they invested a combined $1.27 billion. By the end of 

2005, 23 Chinese firms backed by venture capital had listed on NASDAQ and together boast 

over $15 billion in market value.3 

Although representing only a small percentage of China’s financial system4, the 

development of venture capital in China has had a disproportionate impact in several areas.  

First, such funding has greatly accelerated and fostered the development of several industries, 

including internet-based service businesses, semiconductor manufacturing, IC design, mobile 

service design, and new media advertising.  They would not have received support within the 

traditional financial system, nor would they have been able to develop so rapidly.  Second, 

both angel and venture capitalist investors have pushed owners and managers in these firms 

to put mechanisms in place that support good corporate governance and professional 

management.  These new firms serve as examples to other Chinese firms, thereby supporting 

the government’s objective of raising the standard of domestic Chinese firms vis-à-vis global 

best practices.  In contrast, while China’s informal financing sector is estimated to represent 

up to 80% of new venture financing (Tsai, 2002), participants in that sector usually do not 

have the experience and capabilities necessary to improve the governance and management 

of these firms.  Furthermore, China still has not seen a full entrepreneurial cycle in which 

successful entrepreneurs serve as role models and also re-invest their capital and contribute 

accumulated know-how and contacts to a subsequent generation of technology ventures 

(Saxenian, 2005).    
                                                 
3  Based on authors’ calculations and data from www.Zero2IPO.com and Robert Greifeld, CEO of NASDAQ, 

in a presentation at Tsinghua University on 30 November 2005. 
4  The $1.27 billion in VC invested in 2004, for example, is only 0.5% of the new bank loans issued in China 

that year. 
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None of these domestic developments—competition based on proprietary knowledge, 

technology development, financing for new ventures, accelerated development of new 

technology firms—has taken place in a global vacuum.  Rather, they are directly linked to 

global developments in competition, knowledge and capital. In this chapter, we describe the 

dialectic process by which domestic and global forces have interacted and resulted in the 

trajectory on which we find this segment of China’s economic system.  Building on the 

growing literature comparing venture capital systems in diverse national institutional contexts 

(e.g., Bartzokas & Mani, 2004; Kuemmerle, 2001; Jeng & Wells, 2000), we identify the 

origins and key developments in the structure and process by which China’s new technology 

ventures are being financed.  We first describe the organizational and policy antecedents to 

the current system’s structure and the investment decision-making process that domestic and 

foreign venture capitalists are now implementing.  We then discuss the implications of these 

features for investors and China’s new technology firms, as well as China’s broader transition.   

 

System Structure 

 

The government’s technology and industrial development policies beginning in the 

1980s led to a large number of new technology ventures being founded in China before a 

separate venture capital industry was established (For a detailed historical review, see White, 

Gao and Zhang, 2005).  By the mid-1990s, however, central government leaders recognized 

that the existing system for establishing new ventures had reached its limit.  First, the supply 

of early stage seed capital was too small, dependent as it was on the very limited resources of 

research institutes and universities.  Banks were strapped by their non-performing loans, and 

increasing loans to inherently high-risk ventures was untenable.  Indeed, neither the central 

nor local governments had surplus funds to offer as alternative sources to finance new 

ventures. Political bias against private ventures compounded these problems.  Second, the 

government did not recognize venture capital as a legitimate commercial activity, so 

financing was limited to institutes and universities using their internal resources or 

government subsidies, such as through the Torch Program, government-backed incubators, or 

other programs with funds earmarked for new technology venture support.  Third, the 

commercial legal code did not provide support for new ventures, since relevant contract law 

was either inadequate or its enforcement unreliable, and private property rights were not yet 

formally recognized.  Venture capital, defined as high-risk equity investment, is not possible 

if there is no legal definition and protection of ownership over a new venture’s assets. 
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Gradually, from the mid-1990s, the perception of venture capital shifted from being a 

type of government funding to being a commercial activity necessary to support the 

commercialization of new technology.  The first venture capital firms (VCs) allowed to 

operate were government, university and institute-backed. Starting from 1998 these were 

joined by a wave of corporate-backed VCs, both domestic and foreign-backed.5   

From that point on, venture capital became a rapidly growing segment of China’s 

financial system, evolving in tandem with a new wave of high-tech entrepreneurship.  The 

venture capital industry that has since emerged from the policy, structural and institutional 

trajectories of China’s transition period is depicted in Figure 1.  The following section 

describes the primary categories of actors that constitute the organizational structure of 

China’s venture capital system.     

 

Government 

The government has played a central role in the development of China’s venture 

capital industry.  The Ministry of Science and Technology (MoST; formerly the State Science 

and Technology Commission) was the primary champion, interpreting venture capital as a 

key factor behind the success of the high-tech industries in the United States.  Policymakers 

came to see venture capital as a means of linking science and technological development on 

the one hand, with national economic development on the other.  During the transition period, 

MoST was able to garner support from other key central government bodies, including the 

State Council, State Planning Commission, and the Chinese Communist Party leadership.  

This top-level support then led the way for bringing on board other important bureaucratic 

actors; in particular, the Ministry of Finance and local governments. 

We now see a division of labor between central government bureaucracies and local 

government agencies vis-à-vis venture capital.  The central government has played three 

important roles.  First, its reform policy of decentralizing responsibility and authority has 

created the institutional space for lower level actors—local governments, research institutes 

and universities—to act entrepreneurially.  This “freedom” to be more entrepreneurial is 

coupled with financial incentives; namely, the central government is providing less budgetary 

support to local governments, so local budgets are increasingly dependent on local economic 

growth and performance (the response by local governments is discussed below).  Research 

                                                 
5  The main channel for foreign private equity in China before 1992 were China Direct Investment Funds; see 

Bruton and Ahlstrom (2002). 
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institutes and universities have responded by spinning off sub-units, people and even whole 

organizations to become the basis of new venture firms.   

The second important role has been to provide legitimacy to technological 

entrepreneurship as a commercial activity and to new ventures as legal entities.  For example, 

the funds provided by central government sources serve as a signal to local governments and 

banks that the venture is politically and socially legitimate and a qualified recipient of their 

support.  

Finally, the central government has created an institutional environment that is 

increasingly conducive to new technology entrepreneurship.  For venture capital and new 

venture firm development, key institutional elements include corporate law governing the 

status and activities of legal entities, investment, contracts and intellectual property; 

regulation of foreign capital and enterprises; and the stock market and other elements of the 

capital markets. 

Compared to the central government, local governments have played a much more 

direct role in the development of new ventures and supporting infrastructure.  They are 

motivated by the same fundamental belief as that of the central government; i.e., that greater 

exploitation of local science and technology resources can support economic and social 

development objectives, albeit focused on local rather than national benefits.  Indeed, the 

local governments have an increasing incentive to pay attention to local economic growth, as 

central government support for both their budgets and local enterprises (especially state firms) 

has dropped sharply.  Local bureaucrats and politicians also have individual incentives to 

support new technology ventures, since their career progress rests on their ability to 

implement central government policy priorities. 

Within local governments, finance departments, science and technology committees, 

and high-tech zone administration departments are key actors providing support to new 

ventures.  Departments of finance, for example, have created government-backed companies 

to guarantee bank loans to local ventures, in addition to direct financial support to new 

ventures.  Local governments have also allowed these firms greater operational autonomy, 

including offering competitive compensation to their employees.  

Complementing local sources of financing, high-tech zones and incubators have been 

some of the most important contributions of local governments to the development of new 

technology ventures.  Through these structures, governments provide tax incentives, physical 

space at low rental rates, leasing, better social services, greater operational autonomy 

(especially more flexible personnel policies), and other preferential conditions.  After the 
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State Council in 1991 authorized local governments to provide VC funds through these zone 

administrations, their role and activities increased dramatically.  By 1992 there were already 

52 high-tech zones established throughout China, and 5,569 new technology ventures were 

registered (Gu, 1999:39).  By 2002, the number of ventures in these zone reached 28,338, 

with exports of US$33 billion.  

From the central government’s perspective, these zones have generated benefits in 

two areas.  First, they have provided a structure within which local governments act 

creatively, allowing experimentation in terms of administrative structures, market-oriented 

operations, and human resource management.  Second, the zones have contributed 

significantly to the commercialization of China’s science and technology outputs by non-

government technology firms, as well as by serving as an important base for training and 

education.  They have also helped enhance the competitiveness of these firms by supporting 

their innovation capabilities.   

Incubators emerged in force along with the development of science and technology 

zones in the early 1990s.  The first ones were founded within the zones as extensions of the 

original services provided by the zone administration under the auspices of the local 

government.  The 464 incubators registered nationwide at the end of 2004 are now found 

both within and outside zones, and include both government-funded and for-profit 

organizations.  Some incubators are even treated as a category of new technology venture 

firm by their investors.  Their collective output has been impressive; by 2002, nearly 38,000 

firms had emerged from them, including 20 that were listed on stock markets. 

Some local governments are providing formal oversight of the incubators within their 

jurisdictions.  Beijing, for example, has the largest number of incubators and has special 

policies for promoting them, regardless of their location vis-à-vis zones, and whether backed 

by the government, corporations or other private financing.  There is a licensing process by 

which an incubator is authorized as such by the Beijing Science and Technology Commission, 

including standards of operation and assessment by a group of experts.  Authorized 

incubators are re-examined every two years to confirm whether they still meet these 

requirements.  

One weakness of many zone or government-backed incubators is that they are state 

entities, and many of the managers come from government positions.  Performance incentives 

for these managers are typically inadequate, and most do not have the expertise to provide 

strong support and value-added services.  University-based incubators are better than pure 

government-backed incubators in terms of both their internal systems and human resources.  
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Corporate-backed incubators are even more strongly focused on creating profit and value, 

although they are liable to overemphasize short-term profits at the expense of longer-term 

development and value.  Although university, corporate and purely private incubators may 

not be under direct government control, most still seek local government support, especially 

related to physical space, infrastructure and tax incentives.   

 

VCs and investors 

VCs have become one of the main sources of funds for new technology-based 

ventures in China.  The number of VCs operating in China was estimated at 296 in 2002, but 

decreased to 233 in 2003.6  There are, however, four distinct categories of VCs, each with 

different antecedents, objectives and operating characteristics.  Table 1 presents a comparison 

of these four types, and Table 2 a comparison of domestic and foreign VCs.    

The first type to appear in China was the government VC. Although the first such VC 

was established by the central government (State Science and Technology Commission and 

Ministry of Finance) in 1985 (beginning operations in 1986), those that followed were all 

controlled by local governments, usually led by the local bureau of the science and 

technology commission and supported by the finance department of the local government.  

Although initially dependent on local governments for their funding, regulatory changes have 

allowed them to diversify their sources of financing, and they are increasingly dependent on 

listed or other cash-rich enterprises.   

Government VCs’ linkages to the local government represent preferential access to 

information and investment opportunities.  This can also be a weakness, however, since they 

are susceptible to local government pressure to support new ventures whose risk and return 

prospects are not attractive.  They also are not able to attract the most experienced or capable 

managers, so their ability to assess, monitor and intervene in new venture management is 

limited.   

University VCs emerged in large numbers from 2000. They benefit tremendously 

from their university ties and privileged access to new venture investment opportunities, as 

well as intimate information about the ventures.  On the other hand, they also suffer from 

some of the same weaknesses as the government VCs.  Specifically, their investment 

opportunities are in practice limited to those that emerge from the university, and they do not 

have the managerial expertise related to venture capital investing.  Moreover, universities are 
                                                 
6   Source: Venture Capital Development in China 2004. Ministry of Science and Technology, China. Beijing: 

Economy & Management Publishing House. 
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usually not cash-rich, so they depend more and more on other sources of investment capital; 

as in the case of government VCs, publicly listed and cash-rich enterprises have become their 

primary backers.  Although there are examples of research institutes founding VCs, they are 

too few to represent a major category of VC.  The existing ones share the same advantages 

and disadvantages of university VCs. 

A wave of domestic corporate VCs were founded in 1998, and until 2001 when 

foreign VCs became the major force, these domestic firms represented the majority of VC 

firms operating in China.  Beijing High-Tech Venture Capital Ltd. and Beijing Venture 

Capital Ltd. were the first corporate VCs, founded in October 1998, but their strong 

government backing causes many to perceive them as firms under the Beijing government’s 

commercial holding company.  From early 1999 there was a wave of true corporate-backed 

VCs, although they still sought local government support.  Their managers typically come 

from securities firms, banks or industry. 

Newly listed Chinese firms, who received more cash from their listings than they 

could use on productive internal investments, have been the primary source of funds for 

corporate VCs.  Among them, we find two major motivations.  For listed firms in industries 

undergoing restructuring, corporate VCs were vehicles to explore business opportunities in 

more promising industries.  For others, corporate VCs were simply speculative investments.  

They expected windfall profits from their investments once the Chinese government opened a 

second board on the stock exchange for growth stocks, similar to Hong Kong’s Growth 

Enterprise Market (GEM). 

By the end of 2001, 132 public listed companies (11% of all listed companies) had 

invested in corporate VCs.  Unlisted firms with large cash flow, individual investors, and 

foreign firms also invested in these firms.  Often, investors are directly involved in the 

industries in which corporate VCs invest, so they can draw on their industry and managerial 

capabilities to assist new ventures.  In addition to any financial returns to their investment, 

corporate VCs can help investors identify related new business opportunities.  At the same 

time, new ventures benefit from the links of these investors to potential suppliers and 

customers. Many corporate VCs and their backers, however, invested with the expectation 

that the new venture would list quickly, and they were not interested in the venture’s long-

term development.  As the government has postponed establishing a second board, their 

timeframe for realizing a return on their investments has become unexpectedly long, and 

some have suffered heavy losses and gone bankrupt.  
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Finally, foreign VCs have entered China and become a major source of new venture 

financing.  “Foreign” in this case is defined as a VC originally based outside of China, 

pooling investment funds from outside of China.  In 2004, six of the top ten venture capital 

investors in China were foreign firms, and 14 of the top 20.  Like the domestic corporate VCs, 

most of the foreign VCs are backed by multiple investors, although a few (e.g., Intel Capital) 

are the investment arms of single firms.   

There are also a number of other significant differences between domestic and foreign 

VCs (Table 2).  One fundamental difference is the foreign VCs’ focus on high-growth or 

high-potential investment targets, not necessarily high-tech.  They also have greater expertise 

in venture capital management.  Zhang and Jiang (2002) found that the managers in domestic 

VCs averaged 2.1 years of relevant experience, while those of foreign VCs operating in 

China averaged 11.9 years.  Foreign VCs also have better incentive systems to retain 

managers and manage investments for longer-term gains.  The foreign VCs are usually also 

able to provide linkages to potential customers and partners in foreign markets.   

Because of these differences, foreign VCs are able to provide more value-added 

services to their investment targets.  They are also more active in terms of monitoring 

decision-making.  While foreign VCs typically take part in board meetings at least once per 

quarter (and often monthly), less than half of the domestic VCs participate so frequently.  On 

the other hand, foreign VCs are more politically vulnerable and lack the intimate connections 

to government bodies, enterprises and universities that benefit domestic VCs. 

 

Investment Decision-Making Process 

 

Just as the structure of the system for financing new technology-based ventures has 

evolved in response to both foreign and domestic factors, the process by which investment 

decisions are made and implemented has similarly evolved.  At a fundamental level, venture 

capital investors in China have the same objectives as those in the US or other markets; 

namely, profiting from a type of arbitrage, in which a venture capital investor trades off 

short-term illiquidity by investing in high-risk companies in return for future liquidity and 

returns potential (Gorman & Sahlmann 1986).  On the other hand, the attitudes, beliefs and 

specific practices of venture capitalists may be expected to diverge across widely varying 

national contexts.   

A fundamental premise of this chapter and volume, however, is that initially divergent 

practices (“institutions”) interact with beliefs and behaviors in a specific environment evolve.  
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To explore this question, we have taken a historical institutionalist approach to tracing the 

origins and the still-evolving practices that are outcomes of this interaction.7  In this section, 

we present our findings from an extensive interview-based study of venture capital investors 

in China that sought to identify similarities and differences in the processes by which they 

implement their investment strategies.  We contrast the perspectives and practices current in 

China with the “conventional” practices that have emerged in the US and spread somewhat to 

Western Europe (Figure 2).  We also identify systematic differences between foreign and 

domestic investors vis-à-vis the “same” Chinese environment.  

 

Deal origination 

 Two features of the Chinese environment have had a strong influence on how venture 

capitalists source deals.  First is the importance of personal relationships in sourcing potential 

investment targets.  Strong and longstanding personal relationships (guanxi) are considered a 

critical basis of trust, since contracts and other relevant elements in China’s commercial law 

are still seen as inadequate for governing a business relationship (e.g., Batjargal & Liu, 2002).  

In practice, these relationships are driven by relatively senior managers in the VC, rather than 

the junior members as is more common in the US.  They must have strong connections to the 

local government, research laboratories and local entrepreneurs to gain access to inbound 

deal flows.  Although foreign VCs may have strong reputations and sector expertise, they do 

not benefit from these assets much in China.  As a result, most foreign VCs said they spend 

more effort on outbound deal sourcing; i.e., proactively scouting for investment opportunities 

and undertaking significant primary market research in-house. 

 Even when venture capitalists do find potential investment opportunities, a second 

feature of the Chinese environment—the lack of business development skills among 

entrepreneurs—affects the time and nature of effort that venture capitalists must expend. 

Venture capitalists are targeting opportunities in either emerging technology sectors or 

rapidly changing industries that have just emerged from state ownership or government 

protection.  Would-be entrepreneurs in these target firms have had limited exposure to 

market-based competition and professional management practices.  Venture capitalists must 

thus help them identify good business opportunities, guide the management team, assist in 
                                                 
7  This section is based on archival data (both Chinese and English sources) and interviews with 40 leading 

Chinese and non-Chinese VCs active in China and accounting for the majority of VC investment in China 
during the period of study 2003-2004.  Findings are compared to results from additional interviews and 
literature drawn from the US and Europe.  The data gathering and analytic methods used follow those of 
Eisenhardt (1989), Fried and Hirsch (1994) and Ahlstrom and Bruton (2003), and are described in detail in 
Vega (2004). 
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drafting business plans, and prepare the firm for funding and scale-up. This is less true in the 

case of start-ups founded by Chinese who have studied and worked abroad, or those with 

work experience in technology-based new firms such as Huawei and ZTE.  The number of 

such entrepreneurs, however, is still relatively small compared to the total number of firms 

being founded.   

This requires much greater commitments of managerial effort, capital and time than 

foreign VCs are accustomed to in the US.  For these reasons, more foreign VCs are avoiding 

early-stage investments and focusing on high-potential later-stage opportunities.  Commented 

one venture capitalist: “I feel more comfortable with later-stage investments.  The financials 

are mostly in order, the management has proven itself, and [we know that] the business can 

be scaled.”  In practice, this has resulted in a shift in sourcing criteria to established, rather 

than leading-edge, technology and high-growth rather than high-tech businesses.  

 A third feature of the Chinese environment is the lack of experience of domestic VCs 

in developing and adhering to formal deal sourcing guidelines.  For example, from the late 

1990s when the government began promoting the idea of launching a second board, many 

domestic VCs rushed to source investments with the expectation of a quick exit in a domestic 

listing.  Proposals were passed and investments made that did not meet the domestic VC’s 

own stated investment guidelines, and most of the investments made during this period are 

now either struggling, have been sold, or have gone into receivership.  As a result, domestic 

VCs, like foreign VCs, now prefer to make later stage investments. 

 

Deal evaluation 

 Venture capitalists face significant challenges in evaluating both business feasibility 

and management team quality in the Chinese environment.  The lack of reliable information 

is the first severe limitation on the due diligence process and is an additional reason that 

many VCs are focusing on later-stage investments in more established firms and industries.  

Some data are simply not available or are of questionable accuracy; for example, estimates of 

market size and growth rates, or customer adoption rates.  This is particularly true for 

businesses targeting innovative new services or high technology.  Similarly, many industries 

have changed dramatically over the last five to ten years through the processes of reform, so 

even the available historical data is of limited value for benchmarking or extrapolation.   

Because regulations and their enforcement are relatively weak, VCs cannot rely on a 

firm’s financial data, nor can they assume that significant company information has been 

given to investors. Puang and Chin (2003) described this aspect of China’s legal 
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infrastructure as “laden in bureaucracy and uncertainty and lacking the sophisticated tools 

required by venture capitalists.”  One Chinese venture capitalist noted, “It is not uncommon 

for a Chinese company to have separate sets of financial statements… one for the government, 

another for the investor, and some even for their business partner.”  This is exacerbated in the 

case of SOEs, with a legacy of central planning and, as one American venture capitalist 

commented, a history of building profit and loss statements “top-down”.   

At the same time, VCs cannot rely on professional service firms—consultants, 

auditors, law firms, industry research firms—that support VCs in the US.  Such firms are 

relatively few in China, the quality of their analysis is limited, and they have few resources 

outside of major cities.   

 The second challenge to evaluating an investment opportunity is the difficulty in 

assessing the management team.  Foreign VCs cited the motives and character of company 

founders as a more common source of risk in China than in the US, and they have more 

detailed due diligence and vetting procedures for prospective management teams.  Some even 

interview friends, family, relatives, previous employers and colleagues, suppliers, and 

potential customers.  To increase the likelihood that the entrepreneurs provide more accurate 

information, venture capitalists also rely on implied or direct threats to reputation and third-

party involvement.  For example, a Singaporean investor stated, “We make it very clear to the 

entrepreneur that we would make sure they never raise money again if they try to cheat us.”  

An American investor added, “We get the government involved at the right level, sometimes 

as co-investors or as partners. That helps to get things done both internally and externally.”     

 Another source of difficulty in evaluating the management team is China’s complex 

and dynamic business environment.  This context places a high demand on a management 

team in terms of business development, networking and agility across a broader range of 

management issues compared to that of the US.  Even a successful entrepreneurial track 

record and market expertise do not guarantee success when the environment is changing 

rapidly and in fundamental ways. 

 For foreign VCs an additional consideration is cultural compatibility between them 

and the management team.  Although foreign VCs see experience and expertise as important, 

many of these investors are wary of management teams comprised of only “pure” Chinese 

who have no foreign experience and limited first-hand knowledge of professional 

management techniques.  As one explained, “Most often, purely domestic Chinese teams 

don’t understand how to work with us and what value we can add to their business as 
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investors.  The terminology we use and the concepts we propose are unfamiliar to them.  

Sometimes, they just see us as a source of dumb money.”   

 As a result, many foreign VCs prefer to work with “returnees”, Chinese who have 

been educated and worked overseas, or with local Chinese who have worked in first-tier 

foreign multinationals in China.  They see these two groups as sharing with them an 

understanding of appropriate business practices and also values related to corporate 

governance and business ethics.  On the other hand, foreign VCs also recognized that such 

similarities do not always lead to commercial success, since even returnees or “huaqiao” 

(overseas Chinese) can find it difficult to re-integrate and operate in China’s changing and 

competitive environment.  “If returnees have been out of China for too long, they might find 

it hard to come back.  It can be a very different country by the time they return.”  Perhaps to 

ensure that local knowledge is embedded in the firm, most foreign VCs say that domestic 

managers are critical, especially in operations and at the mid- and lower-level ranks.  Said 

one foreign venture capitalist, “With sales and operational staff, we found that they have to 

be local Chinese to be able to work with the local Chinese.  Out in the provinces, a 

Shanghainese manager might have more in common with a New Yorker than the local 

customer or supplier.”    

 

Deal structuring and negotiation 

Because of the underdeveloped legal system and contract enforcement mechanisms in 

China, especially outside the major metropolitan areas, most foreign VCs agree that 

investment contracts play a relatively less important role than in the US.  As one venture 

capitalist pointed out, “We don’t worry about putting too much detail in the term sheet.  We 

would never sue a company in China, especially in their home jurisdiction.  If you go to court, 

you have already lost the battle.”  While litigation and court action in the US is also a sign of 

a failed relationship, legal action in that context serves as an implicit and credible threat to 

both parties against them breaking their contractual agreements.   

Both foreign and domestic VCs have responded in several ways.  In addition to 

putting even more effort into due diligence to assess the management team’s likelihood of 

acting opportunistically, they structure the deal so that the VCs and entrepreneur’s interests 

are closely aligned.  They use a number of additional measures that serve as lock-ins and 

deterrents, such as using convertible preferred stock or debt, granting stock options with the 

founders vesting over time, releasing capital in multiple tranches, or setting penalty and 

bonus systems based on pre-negotiated performance targets.  Foreign VCs also use additional 
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means, such as offshore domiciling (in a more predictable legal jurisdiction) and holding 

some critical resources (such as technical expertise) overseas. 

 

Portfolio management 

Portfolio management is much more time and resource-intensive in China than in the 

US.  Foreign VCs use terms such as “proactive management,” “closer involvement,” 

“constant supervision,” “operational investing” and “frequent interaction” to describe their 

relationship with portfolio companies in China.  Domestic VCs have also learned that simply 

holding stakes without actively monitoring them is not tenable.  Many of them incurred 

write-offs during the late 1990s-2001 period when they took small stakes in a large number 

of new firms, but did not have the time or resources to actively guide their portfolio 

companies.  Most domestic VCs now realize that they need to become more like foreign VCs, 

who are much more active in their formal monitoring and participation in strategic decision-

making.   

Two features of the Chinese environment make it necessary for investors to take a 

more hands-on approach with their investment targets or portfolio companies.  First, an 

investor cannot rely on the threat of legal sanction to deter opportunistic behavior by an 

entrepreneur, such as an entrepreneur placing family members on the company payroll or 

giving procurement and service contracts to close friends in return for kick-backs.  Venture 

capitalists must be geographically close and actively supervise managers to prevent such 

behavior, since legal redress after the fact is at best uncertain.  One foreign venture capitalist 

noted, “I would not invest in China if I did not have a team that could be with my portfolio 

company within an hour.  Local presence and active monitoring are absolutely critical.”   

Second, most management teams have little or no experience in growing a new firm.  

Their challenge is compounded by the rapid and dramatic changes in China’s business 

environment. Venture capitalists can contribute to their investment target’s strategic analysis, 

corporate planning and execution activities to a greater degree in China than in the US.     

 

Investment exit 

While initial public offerings (IPOs) are preferred by VCs in both the US and China, 

there are considerable barriers to listing a new firm in China.  First, China has two IPO 

markets—the Shanghai and Shenzhen Stock Exchanges, with the latter adding a new board 

for small and medium-size enterprises in May 2004.  The listing requirements for all of these, 

however, effectively exclude most new firms.  For example, firms are required to show 3 
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consecutive years of revenues and 3 consecutive years of profits.  Even if they meet filing 

requirements, the exchanges have long waiting lists.  Because the regulatory body (the China 

Securities Regulatory Commission) reserves the right to select which companies may tap into 

the stock market, investors see receiving approval to file an IPO as a political decision.  

Although the formal application criteria have been loosened recently (for example, 

geographic quotas have been eliminated), VCs use the terms “lack of transparency” and 

“political bias” when discussing the process.  Foreign VCs also see regulators as favoring 

Chinese-backed firms over foreign-backed companies. 

VCs have responded to these exit constraints in several ways.  First, because trade 

sales are the primary exit route in China, VCs need to take larger initial investments in order 

to have a large enough stake to sell later to a trade sale buyer.    This leads to another problem, 

however; the sale of a controlling stake significantly reduces the motivation of the 

entrepreneur and management team to continue to build the company, and in many cases they 

leave the firm following a sale.  Second, because there are a relatively small number of 

potential buyers, the rate of return to the VC is usually considerably lower than from an IPO, 

and in turn calls into question the US-style VC business model predicated on IPOs being the 

major source of returns.   

 In response, foreign VCs push their investment targets or investees to seek listings on 

exchanges outside of China, such as on NASDAQ, Hong Kong’s Growth Enterprise Market 

(GEM), Hong Kong’s main board or in Singapore.  NASDAQ is clearly the preferred 

exchange, but the total number of firms that can qualify for a listing there is a very small 

percentage of the firms that have received venture capital.  Listing on GEM, established in 

November 1999 as an Asian counterpart to NASDAQ, is easier.  However, returns to an IPO 

on it are much lower than on NASDAQ, primarily because of GEM’s relatively low liquidity.    

Foreign VCs, who must be able to repatriate profits to pay returns to their own 

investors who are usually located outside of China, have the additional concern of 

inconvertibility for the Chinese yuan.  As part of their deal selection criteria, they give 

priority to investments in firms that have a possibility of listing overseas or being sold to a 

major multinational.  They may also help restructure a Chinese firm so that some part of it is 

domiciled offshore, and then invest in that entity.  In these ways they are more likely to 

generate foreign currency proceeds that can be repatriated.  
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Evolution of China’s Venture Capital System 

 

 The institutional structure of China’s current system providing financing to new 

technology ventures consists of a particular set of organizational actors, regulations, industry 

practices, attitudes and beliefs.  Currently, this structure is quite different from that found in 

the US or other national contexts, and reflects China’s institutional legacy.    

Within this structure, venture capitalists are creating and implementing a micro-

structure—the investment process.  Overall, there is strong convergence in the investment 

process—from deal origination to exit—followed by investors in China with that found in the 

US and other developed venture capital markets.  Investors in China are following a 

structured decision-making process, albeit heavily modified for the Chinese business 

environment.  For foreign VCs, this has involved “unlearning” some of the processes that 

they developed in the US environment.  For China’s much younger and inexperienced 

domestic VCs, this has involved modifying the practices that they saw in the US venture 

capital industry while building up their own skills and experience.    

Over time, however, the institutional structure and investment process are co-evolving.  

Venture capitalists are modifying their behavior in response to feedback from their 

environment (investment performance, relationships with investees, regulatory enforcement, 

normative industry pressures), and policymakers are modifying regulations both in response 

to changes in, as well as in an attempt to modify the behavior of, venture capitalists.   

 Albeit for different reasons (local or national development, or commercial), both 

policymakers and venture capitalists have an interest in the direction and pace of this 

system’s evolution and the implications for the performance of the new firms that are its 

focus.  Based on the current features of both the macro- and micro- structure, we can identify 

several trends that have clear implications for policymakers, venture capitalists and investees, 

and, on a broader level, China’s transition to a market economy. 

 First, the system’s structure is more complex than that found in the US in terms of the 

number and types of actors involved, and this is not likely to change significantly in the 

short- to medium term.  In particular, the central and local governments are deeply involved 

in the system, not only by setting and enforcing regulations, but also as actors; for example, 

through the incubators and technology zones that they fund and manage.  This is reinforced 

by the central government’s de facto guiding principle that competition between locales will 

contribute to overall national development.  The central government has made the 

development and commercialization of technology—measured in terms of new technology-
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based firms and their commercial performance—a yardstick for comparison among locales 

and one element of a local leader’s personal performance assessment.  This will not likely 

change, and is coherent with the government’s overall development objectives. Nonetheless, 

there will be tensions as local government leaders decide how to allocate financial resources 

between technology-related projects and more immediately pressing social welfare uses such 

as transportation and other physical infrastructure, education, medical care and environmental 

protection. 

 We expect that the system will become even more complex in terms of the numbers 

and types of venture capital firms—foreign, corporate, government and university-backed—

operating in China.  The existing firms and funds will be joined by new legal forms (e.g., 

domestic partnerships) and hybrid forms (foreign-domestic co-funding projects and formal 

joint ventures).  Some of this is already underway within the existing regulatory framework 

(e.g., co-investing), and most observers believe that policymakers are moving towards 

allowing alternative organizational forms, albeit slowly.  The combined effect will be a 

greater range of options as an investor, including both alternative legal structures that can be 

chosen on the basis of their respective advantages and disadvantages.  This will also create 

more opportunities for pooling the different resources and expertise of different types of VCs.  

At present, we find marked differences between foreign and domestic VCs (c.f. Table 

1).  One of the clearest differences is the much shorter-term orientation of domestic VCs, 

which can be attributed to a) their perception of high regulatory, technological and market 

uncertainty; b) pressure to gather new funding that depends on showing returns on prior 

investments; and c) short-term horizons for assessing individual venture capitalist 

performance.    

 In the micro-structure of the overall system—the investment decision-making process 

and practices of VCs—we see considerable convergence between foreign VCs and domestic 

VCs in the short- and medium term.  Both are already following the same overall process, 

from deal orientation to exit, although most domestic VCs still lack the experience and 

technical expertise of foreign VCs.  In terms of their practices and policies, both types of VCs 

are responding in similar ways to the same features of the environment.  These features 

include entrepreneurs without significant management experience, weak or ineffective formal 

mechanisms for guiding and monitoring investees, mutual suspicion between entrepreneurs 

and VCs, and constraints on exit options domestically.  By nature of their location and 

backing, foreign VCs now have more options to respond to these features.   
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Three forces are accelerating the convergence between different types of VCs.  One, 

the government is gradually putting in place new or revised regulations that are bringing the 

regulatory framework closer to that of the US and other developed venture capital markets.  

Two, more and more foreign VCs are entering the Chinese market, reinforcing the 

institutional norms developed first in the US and permeating VC industries globally.  The 

third factor, however, is perhaps the strongest force for convergence: the flow of people who 

are themselves gathering experience and expertise, largely through their involvement with 

foreign VCs. 

Chinese who have worked with foreign VCs have been leaving them to set up their 

own funds, representing a type of spin-off combining Chinese managers with foreign 

expertise, and often attracting foreign funding. Similarly, more successful Chinese 

entrepreneurs—the most successful being those who have listed on NASDAQ or other 

foreign exchanges—are becoming angel investors and venture capitalists themselves.  Their 

transition has the twin added advantages of bringing credibility to VCs in the eyes of 

entrepreneurs and also bridging the trust gap between entrepreneurs and VCs.   

 For most analysts and industry participants, however, the lack of an attractive exit 

option—namely, IPO—is a fundamental impediment to the development of China’s venture 

capital industry.  Most adhere to the conclusions of Zeng and Wells (2000) that IPOs are the 

strongest driver for venture capital investing.  For that reason, many domestic and foreign 

investors are calling for the government to more quickly introduce a growth enterprise market 

in China, similar to that in Hong Kong. Such a development would make domestic listings 

(and therefore exits) faster and easier.   

 We believe that the question of whether, or when, such a market will be introduced 

cannot be answered except in relation to the development of China’s domestic venture 

capitalists.  The rush of poorly screened and poorly managed investments by domestic VCs in 

expectation of a quick exit is a necessary reminder of the danger of inadequate capabilities 

and experience.  Most domestic VCs are still developing the formal internal structures and 

processes for each stage of the investment process, but their limited activities have not given 

them significant learning-by-doing opportunities.  Moreover, they still do not have adequate 

corporate governance mechanisms, nor the international experience and resources to add 

significant value to their investee firms.   

 Of course, this situation could be construed as a catch-22; policymakers will not 

establish a new domestic IPO exit option, and domestic VC development will be inhibited by 

not having an attractive domestic exit option.  However, we see that this is being gradually 
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resolved.  As already described, domestic VCs are increasing their capabilities and 

professionalism as individual managers gain experience.  In the meantime, the industry is not 

starving for funds; domestic money continues to flow into some (although certainly not all) 

domestic VCs, and into China via foreign VCs.  The supporting institutional infrastructure, in 

particular the legal system and commercial law, is being strengthened as the actors in that 

system themselves gain experience.  The critical factor, therefore, is when the government 

considers the actors and institutional infrastructure developed enough to establish an effective 

domestic IPO exit. 

 

The Impact of Venture Capital on China’s Transition 

 

The immediate impact of venture capital on China’s transition has been the capital 

that they provide to start-ups. As a result, entrepreneurs and nascent firms can focus on 

developing their core technologies and businesses, rather than be distracted by having to 

undertake other activities in order to support themselves.  This, in turn, increases the 

likelihood that more of China’s new technology ventures are founded and survive the critical 

early stages of development.   

Venture capital is playing a much broader role in China’s transition, however, than 

simply providing an additional source of financing to new technology firms.  As already 

described in the introduction to this chapter, it is acting as a catalyst for how firms are 

founded and managed in China, bringing in management practices and underlying beliefs that 

in most cases have originated from abroad.     

The transfer and adaptation of originally foreign systems, practices and beliefs is 

facilitated by the nature of the firms and founders in which venture capitalists are investing.  

In contrast to managers and firms in China’s traditional sectors, the segment of Chinese 

society from which the new technology firms are emerging is usually better educated, 

younger, tech-savvy, and with foreign work or educational experience.  These individuals 

tend to have a positive attitude towards change and are receptive to external, including 

foreign, sources of learning.   

Even given a relatively greater openness to the changes that venture capitalists may 

introduce, there will inevitably be a period of adaptation and evolution.  This process will to 

some degree be a contest between foreign and domestic management systems; i.e., alternative 

and to some degree competing sets of practices and underlying beliefs. Venture capitalists are 

critical contestants in this process, acting at the microeconomic level to introduce 
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professional management systems and structures.  Many of these practices are based on the 

definition of “professional management” in the US context and, even more specifically, US-

based venture capitalists.  Founders, managers and other domestic stakeholders in new 

ventures represent another set of contestants tied more closely to social norms and beliefs 

dominant in China.  While impossible to predict the precise nature of the outcome, we 

believe that this interaction will give rise to a uniquely modern form of Chinese management.  

China’s venture capitalists (both foreign and domestic) are therefore a poignant 

reflection of China’s rapid assimilation of global capitalist norms and practices. The forces of 

global informational and creative capitalism are exerting via VCs pressures on China to learn 

management practices and underlying beliefs originating from abroad. These are then 

transferred and adapted to Chinese circumstances, thus rapidly introducing cutting-edge 

management practices, such as notions of effective corporate governance and strategic 

planning. While the adaptation of these technique, practices and beliefs will yield 

management systems that differ from those currently found either in China or abroad, the 

emerging systems will likely constitute an important new competitive force with global 

ramifications. 
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Table 1 

Comparison of Government, Corporate, University and Foreign Venture Capital Firms in China 
 

 Government VC Corporate VC  University VC Foreign VC 
Basic features    

 - Ownership or legal 
form 

SOE and Limited Corporation Limited corporation  Limited corporation Limited partnership 

 - Initial/primary investor Local government Listed companies  University industrial group, other firms Pension or other funds, corporations 

 - Top manager 
background 

Government bureaucracy and SOE Securities firm or bank, industry  University's enterprise group or other firms  Foreign VC funds, investment banking 

 - Primary motivation and 
objectives 

Promote local high-tech industry and 
commercialization 

Higher return on investment than alternative 
investments; related business opportunities 

Commercialization of university's S&T 
achievements 

High return on investment 

 - Investment focus High-tech High-tech  High-tech High growth/potential 
 - Preferred stage of 

investment 
Early Late, expansion  Early Growth 

 - Investment time horizon 3-5 years 3-5 years  not clear 3-7 years  

 - Follow-on investment No Varies  Varies Yes 

 - Geographic distribution 
of investment 

Local Local, regional  Universities and regional Major metropolitan areas (Shanghai, Beijing, 
Guangzhou, Shenzhen, etc.) 

 - Internal incentive 
system 

Salary + bonus Salary + bonus  Salary + bonus Salary + carried interest 

Strengths Government base provides ready-made channels 
to government and access to or information about 
policies and projects. 

Strong financial base (proceeds from listing, cash 
flow from operations) gives them investing 
flexibility.  Industry base gives them management 
and operational expertise that they can draw on 
for selecting and monitoring investments, as well 
as form base for related diversification and 
pursuing new business opportunities opened up by 
a new venture. 

Strong technology base benefiting from R&D 
activities and concentration of personnel in 
university; access to primary source of science 
and technology in China.  University link provides 
them preferential access to those resources. 

Professional experience in financing and 
managing start-ups and high-growth firms.  
Can draw on experience in other markets, link 
Chinese firms to business partners and markets 
abroad through foreign network of investees 
and related business activities. Expertise in 
decision-making and VC cycle, especially exit 
decision.  

Weaknesses Objectives and incentives are split between 
financial and social returns to investment; weaker 
internal incentives than FVC.  Investments 
influenced by policy objectives.  Managers may 
not familiar with firm management practices, 
systems, procedures, etc.   

Short-term investment horizon driven by need (in 
listed companies) to show annual performance; 
availability of funds subject to firm's current 
operational performance in core business.  
Corporations not experienced with managing 
high-risk investments represented by investee 
firms.  Weaker internal incentives than FVC. 

Lack of business management experience.  Same 
problems of internal incentives as GVC and CVC. 
Investment opportunities limited to those 
emerging within the university.   

No strong relationship with major 
organizations (government, enterprises, 
universities) in China, so no preferential 
access to domestic sources of related 
resources.  Must expend time and effort on 
establishing relationships to access investment 
opportunities. 

Future issues Local governments will not inject additional 
capital, so short-term investment capacity depends 
on ability to find alternative sources of investment 
funds and, later, returns to investments and 
financing. 

Role in financing tech-based firms will continue 
to be important, and corporations will continue to 
be primary source of funds if pension fund, 
insurance cannot enter venture capital industry. 

Lack of key expertise (firm management, VC 
investment) will drive them closer to Corporate 
VCs and Foreign VCs.   

Further opening of China and their own good 
performance will allow them to exploit their 
VC expertise even more in China.  Such 
expertise and linkages outside China continue 
to make them attractive to potential investee 
firms. 

Source:  Authors’ research and  White, Gao & Zhang (2005).
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Table 2 

 
Differences between domestic and foreign VCs in China 

 
 
 

Characteristics Domestic VCs Foreign VCs in China 
Structure and team Limited company setup, onshore.  No 

general partners, mainly employed 
investment managers. Some bonus 
schemes apply 

Limited partnership, offshore.  General 
partners actively manage the 
investments 

Access to capital Low: by law, mostly backed by the state 
or public companies.  

High: mainly foreign pension funds, 
insurance companies 

Experience of team Limited.  Former Government officers or 
SOE managers 

Good deal track record in home 
markets, highly professional 

Origin of VC Team  Domestic team, mostly Chinese Senior foreign investors, but localizing 
with returnees and overseas Chinese 

Deal size Typically smaller <$5m Considerably larger, often $10-$15m, 
occasionally even higher 

Deal stage Depends on type: University VCs earlier-
stage than other domestic VCs; 
Government VCs were early stage, but a 
lot of them have moved to later stage/pre-
IPO. 

Initially focused on later-stage, but 
now depends on firm; tend to focus on 
a specific stage. 

Market knowledge Strong relationships, but highly localized  Focus on industry and sector expertise 
Deal due diligence 
 

Sometimes unstructured process, many 
inexperienced players in the market.  
Top-down driven by decisions made by 
the head of the VC  

Tried and tested processes from the 
home market being adapted for China.  
Top-down and bottom-up process. 

Emphasis of value add 
to portfolio 

Relationships and introductions, capital Formal monitoring, guidance, overseas 
expansion routes 

Capital convertibility  Not an issue.  Problem in capital repatriation.  
Offshore domiciling and exit preferred 

Exit route 
 

Domestic trade sale, some local IPOs, 
rarely overseas 

Overseas IPO. Trade sale (M&A), 
preferably to Western buyer 

Information access High, often public disclosure required by 
regulators. Private information limited to 
trade secrets and proprietary knowledge. 

Limited access, often low quality 
information.  Triangulation and focus 
on unpublished information. 

 
Source: Research interviews, market research 
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TABLE 3 
 

Differences between US and Chinese VC industries 
 

 
Feature  USA China (excl. Hong Kong) Comments and 

observations 
Legal and 
regulatory 
framework 

Common Law.  Strong 
legal framework, 
generally transparent, with 
strong regulatory 
monitoring and efficient 
corporate governance.  

Civil Law.  Legal system 
and enforcement relatively 
weak.  Poor disclosure and 
reporting standards.  More 
difficult to control and 
monitor. 
 

Courts offer very limited 
legal remedy in China thus 
emphasizing the importance 
of aligned interests and trust.  
Guanxi of critical 
importance 

Normative 
aspects 

Professional standards 
play an important role in 
VC 

Underdeveloped standards, 
but the U.S. had a strong 
influence. 

USA is the benchmark for 
prof. standards, but VC in 
China is more risky, time 
and resource consuming.   
 

Cognitive 
aspects 

Emphasis on investor and 
shareholder rights.  
Importance of disclosure 
and the role of third 
parties accepted.   

Strong impact of Chinese 
culture.  Emphasis on 
guanxi and personal 
networks.  Outsiders not 
trusted.  Severe 
informational asymmetries. 

Convergence: Foreign VCs 
moving toward developing 
their own strong network of 
relationships whilst domestic 
VCs seeking to 
professionalize their 
operations. 
 

Financial 
System 
 
 
 

 Deregulated 
 Separation of 

commercial and 
investment banking  

 Heavily state regulated 
 State-owned bank system 
 Foreign banks subject to 

government approval 

Accession to the World 
Trade Organization will 
introduce a certain level of 
liberalization over time. 

Main sources of 
industrial  
Innovation 
 

 Private sector 
corporations 

 Research universities 

 Research institutes and 
universities 

 State-owned enterprises 
 Foreign corporations  

China’s universities have a 
strong technical background, 
but many engineers have no 
experience in start-ups.  
 

VC organization 
 
 

Limited partnership 80% corporations or limited 
liability companies under 
Chinese Company Law  

The structure of VCs in 
China has an impact on the 
deals these firms make and 
how they do business.  
 

First policy shift 
to promote 
entrepreneurship 
and innovation 
 

Small Business 
Investment Act (1958) 

Decision to Reform the 
Chinese Science and 
Technical System (1985) 

Policies that govern VC in 
China can differ greatly from 
province to province.  New 
legislation is constantly 
being developed. 
 

Foundation year 
of high growth 
stock market 
high growth 

NASDAQ (1971) None Shenzhen possibly the venue 
for China’s Second Board.  
Discussions still underway. 

 
Source: Author’s research, Bruton et al (2004), and NASDAQ website. 
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Figure 1 
Structure of China’s new technology-based firm financing system 

Source: White, Gao & Zhang, 2005. 
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Figure 2  

 
US Model of VC Investment Process  

 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

Deal 
Origination 

 Deal   
Evaluation 

Deal  
Structure 

Portfolio  
Management Exit 

• Initiated deal 
through 
business plan 
sent or 
referral 

• Analysis based 
on business plan 

 
• Letter of Intent 

(LOI) and 
Memorandum of 
Understanding 
(MOI) signed for 
due diligence 

 
• Company 

valuation  
 
• Key risks and 

drivers evaluated 

• VC provides 
initial structure 

 
• Negotiations 
 
• Finalize 

structure 
 
• Source co-

investors where 
necessary 

 
• Co-investors 

may perform 
own evaluation 

• VC participates 
on the board  

 
• Operationally 

active on “as 
needed” basis 

 
• Management 

contribution 
could include: 

• arrange financing 
• recruitinghuman 

resources 
• networking 
• later round 

investment 
• outside expertise 

Source: Authors’ interviews and Bygrave & Timmons (1992), Fried & Hirsch (1994), MacMillan et al. 
(1985), and Wright & Robbie (1998). 

• Exit via IPO, 
trade sale, 
merger 
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