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Abstract

Abstract

Venture capital is an investment made by specialized organiza-
tions, such as venture capitalists in high-growth, high-risk and often
high-technological firms that need capital to finance product devel-
opment or growth. This sort of financing is, by nature, mostly in the
form of equity rather than debt. Venture capitalists are often active
investors, monitoring the progress of firms, sitting on boards of di-
rectors, and making out financing based on the attainment of mile-
stones. Therefore, venture capital is an innovation of financial sys-
tem. It is an important catalyst in the development, implementation
and commercialization of high-technologies, including information
and biotechnology. The venture capital market in the U.S.is known
for its vibrancy and success in fueling the economy.

We have noticed that during the past decades, commitments to the
U.S.venture capital industry have grown dramatically. However, this
growth was not uniform: it occurred in quite concentrated areas of the
country and peaked in fundraising following major retrenchments. Despite
the importance of the venture capital sector in generating innovation and
new jobs, few academic studies have attempted to determine the underly-
ing causes of these dramatic movements in venture fundraising.

On the other hand, even if venture capital spurs technological
innovation in the U. S., it is not evident that the model can be
seamlessly transferred abroad.Different entrepreneurial system, reg-
ulatory policies, labor market and cultural environment might limit

the formation of venture capital in other countries. Up to now, few
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overseas venture initiatives are able to transfer the model of venture
capital in the U.S. .Since it becomes a matter of great significance
that policies be made to encourage venture capital activity in one
country, we have to identily and ascertain the effects of the various
exogenous variables that influence the supply and demand of venture
capital.

The purpose of this paper is to provide a theoretical and practi-
cal background of the supply and demand of venture capital, and the
various exogenous factors that may affect the market. The paper is
organized as follows:

A brief review on previous research literatures abroad and in
China is in Chapter 1.As the first part of this paper, Chapter 1
shoulders the task to lead the whole article.

Chapter 2 describes the origin and evolvement of America’s
venture capital. Through the analysis of the background and relevant
information concerning the origin and development of this particular
economic event , I draw some conclusions as follows: (Dit has grown
from a supplementary part into an internal part of American econo-
my; @as an institutional innovation, it is initiated and accelerated by
the market instead of by the government; @ the venture capitalists
are becoming more rational; @venture capital activity shows highly
geographical concentration.

In order to explore the mechanism which determines the origin
of venture capital in the U.S., Chapter 3 builds up a theoretical
model to discuss the origin and evolvement of venture capital. The
purpose of this section is to investigate under what basic conditions
venture capital markets emerge. Using a general equilibrium model,
we can see that venture capital markets emerge only if the val-

ueadded by venture capitalists’ active involvement in form of man-
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agement support is high compared with the costs of supporting the
management teams of high technology enterprises. Moreover, the
model shows that there is a second condition for a venture capital
market to emerge: the demand for venture capital by young high-
technology enterprises must exceed a critical level, because innova-
tive ideas are indivisible. It is no doubt that these two conditions can
explain why venture capital activity differs substantially across areas
in the U. S. .After comparing differences between Silicon Valley
and other areas in the U.S., I conclude that, except for the above-
mentioned conditions, the emergence of liquid venture capital mar-
kets also depends on innovation and financial systems. The lower the
innovation potential of an economy, or the less the willingness of en-
trepreneurs to share control, the less the demand for venture capital
will be.

Chapter 4 presents and analyzes factors that might affect ven-
ture capital fundraising.To understand the various mechanisms by
which the different factors influence venture capital activity, it is
important to discuss its quantity and price under a supply-demand
framework. The important thing to note about the venture capital
industry is that both the suppliers and the demanders of venture
capital are ultimately motivated by profit. Therefore, the factors that
influence venture capital activity usually do so via their influence on
the expected profit ( anticipated rate of return) from the ven-
ture. Given this framework, I discuss the major exogenous factors
that influence these expectations of profit from venture investments,
thus affect the market for venture capital. By employing econometric
methods, I find that industry and market performance, real GDP
growth and the level of interest rate may play a pivotal role in ven-

ture capital fundraising; however, R&D expenditure only has posi-
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tive effect on state-level. Furthermore, I find the highly localized na-
ture of venture capital activity.Countries that wish to promote ven-
ture capital activity may consider concentrating efforts rather than
spreading resources uniformly around the country. This is in contrast
to many of the efforts that various countries have instituted.

As for policies, there has been considerable empirical evidence
regarding the effects of capital gain tax on venture capital activi-
ty.Some researchers argue that a negative relationship between the
capital gain tax rate and the level of venture capital funding is rea-
sonable. And 1 find that the capital gain tax has a two-sided ef-
fect.Changes in capital gain tax rate alter the expected profits from
such ventures for both the suppliers and the demanders. Therefore,
to formulate tax policies which are efficient, it is important to ana-
lyze the magnitude of influence that capital gain taxation has on the
suppliers and demanders.Only after studying its effects on the two
sub-groups can we formulate policies that effectively encourage ven-
ture capital.By using the empirical model, I find that the en-
trepreneurs ( demanders of venture capital ) are more sensitive to
changes in the capital gain tax rate.

The research has a variety of implications for policy makers
who wish to stimulate venture capital activity.The fundraising re-
sults indicate that regulatory reform and policy decisions may have
an effect on commitments to the venture industry. While the capital
gain tax rate is an important driver of venture capital fundraising,
blanket reduction in capital gain tax rate may be a blunt instrument
for promoting venture capital.Our analysis suggests that an impor-
tant factor for the increases in venture capital is probably the in-
crease in the number of high quality startups. The greater number of

good firms leads to more demand for venture capital. Policies that in-
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crease the relative attractiveness of becoming an entrepreneur and
promote technology innovation would probably have more effects on
venture capital investments than an across-the-board cut in the capi-
tal gain tax rate.

Chapter 5 gives some suggestions on how to establish venture
capital industry in China.Being different from America, the venture
capital market in China is promoted by the government instead of by
the market. First, I identify the key factors that lie behind venture
capital fundraising in China where there is scarce and asymmetric
information about final returns.One of the obstacles in China is that
the potential supply and demand for venture capital can not be
transferred into effective supply and demand under present condi-
tions. So we should take great measures to stimulate individuals and
non-government organizations to take part in the industry active-
ly.For the supply side, we should open up more feasible channels for
the recycling of venture capital, such as establishing the private equi-
ty market, building up the regional stock market and enhancing the
ties between domestic enterprises and overseas stock markets. In the
light of the long period requiring for investing committed capital and
the illiquid nature of investments until the fund is divested, the focus
is placed on the availability of enough investment opportunities. For
the demand side, we should promote regional technical innovation. I
choose three representatives: Beijing, Shanghai and Shenzhen. These
three areas have their comparative advantages. We should make full
use of the technical ability of universities in Beijing, attract more
foreign venture capital and establish venture capital firms in Shang-
hai and develop “angels” in Shenzhen.In this sense, the market
would be regarding the ability of fund managers to invest the total

amounts which investors have previously committed. I also point out
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that the government should play an appropriate role in the pro-
cess. Most important of all, the government should help to build up
an effective and competitive intermediary system and reform the ed-
ucational and scientific mechanism.Perhaps it will take a long time
to fulfill these targets.

The main innovations of this paper are as follows:

(D On the basis of previous research, I consummate and exam-
ine the emergence mechanism of venture capital.

@ By employing neo-classical economic and econometric meth-
ods, under some hypothesises, I establish theoretical models to ex-
plain the factors which influence the development of venture capital.

® Under the above research, from both supply side and de-
mand side, I give some suggestions on how to develop China’s ven-

ture capital market.

Key words America’s venture capital Emergence Fluctuation
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