X/
%*

Scientifi
0’0, Research
0.00 Publishing

Journal of Financial Risk Management, 2023, 12, 310-327
https://www.scirp.org/journal/jfrm

ISSN Online: 2167-9541

ISSN Print: 2167-9533

The Research of Chinese Government in
Venture Capital Market

Xinyun Wang

Shanghai United Assets and Equity Exchange, Shanghai, China

Email: wangxinyunl@hotmail.com

How to cite this paper: Wang, X. Y. (2023).
The Research of Chinese Government in
Venture Capital Market. Journal of Finan-
cial Risk Management, 12, 310-327.
https://doi.org/10.4236/jfrm.2023.124017

Received: September 8, 2023
Accepted: November 4, 2023
Published: November 7, 2023

Copyright © 2023 by author(s) and
Scientific Research Publishing Inc.

This work is licensed under the Creative
Commons Attribution International
License (CC BY 4.0).

http://creativecommons.org/licenses/by/4.0/

(oRon]

Abstract

This article first introduces the relevant concepts of risk capital and analyzes
the Chinese government’s intervention in the venture capital market. This ar-
ticle introduces venture capital and government intervention, the limitations
of government intervention, and the role of the Chinese government’s needs
by analyzing history and existing issues. This paper also gives the theoretical
basis and policy recommendations for the development of China’s venture
capital and the theoretical basis of government intervention. The characteris-
tics of venture capital are summarized, as well as the reasons for government
intervention, the restrictions caused by the government intervention in the
venture capital market, and the government’s excessive intervention issues.
The article also looks back on the four stages of the development of China’s
risk investment and emphasizes the government’s role in each stage. Finally,
this literature review summarizes the government’s intervention form of ven-
ture capital, compares government intervention in China and some developed
countries, and gives suggestions on future development.
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1. Introduction

Venture capital is a kind of high-risk investment behavior. Its primary purpose
is to provide seed capital or initial capital for enterprises with high-growth po-
tential to help these enterprises grow rapidly. The definition of venture capital
itself is a bit blurred, and there are different meanings in different circumstances.
In the United States, private equity risk capital is a subset of investment capital,
which can be used in the early stages of high-potential and high-growth compa-

nies. One definition is that any investment inflow of technology and knowledge-
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oriented companies producing and managing technical dense products and ser-
vices are risk capital.

In China, the development of the venture capital industry is relatively late.
However, in recent years, with the support of the government and the rapid de-
velopment of China’s economy, venture capital has received more and more at-
tention, showing a rapid growth trend. This article introduces the relevant con-
cepts of venture capital, analyzes the Chinese government’s intervention in the
venture capital market, and provides a reference basis for policy formulation.

2. Introducing Venture Capital and Government
Intervention

2.1. The Characteristics of Venture Capital

Firstly, venture capital takes high risk and targets high returns. So, the targets of
venture capital are the emerging enterprises and programs that carry out high-
tech innovations. An emerging enterprise often has nothing but a business plan
or an innovation of the technology and services. They do not have fixed assets or
capital to guarantee the loans, so it is hard for them to get bank loans or other
types of financial support from traditional channels. Typically, venture capital is
their only choice of fundraising. Specifically, venture capital targets emerging
enterprises with high technology innovativeness and can produce new products
and services. It is risky for venture investors to allocate capital to these enter-
prises, but if these enterprises are successful, the investment returns are also very
high.

Secondly, the investment success rate is low. Investors have invested funds
into high-tech enterprises and projects without mortgages and guarantees. The
limitations of new enterprises and the uncertainty of emerging products cause
low success rates. However, the return on investment is higher than that of stocks
or bonds. Risk investors are willing to bear high risks.

Thirdly, venture capital is a long-term investment with high risk and low li-
quidity. There are about five processes in the chain of entrepreneurial investment:
project selection, contract signing, and assisting enterprises to establish, manage,
and exit. The whole process usually lasts three to five years.

Fourthly, venture capital companies often obtain stock options for emerging
enterprises. After the company was successful, the venture capital company sold
stocks and cash out. Then, they realized investment returns. From this perspec-
tive, the risk investment company is not pursuing short-term profits but long-

term high capital income.

2.2. Government Intervention in the Venture Capital Market
Market

2.2.1. The Limitations of the Government in the Market Mechanism

In the operation of venture capital, there is information asymmetry between or-

dinary investors and investment companies, which may lead to reverse choices

and moral risks. Scholars have conducted a wide range of research in this field.
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They believe that the main mechanisms for solving these problems are reputa-
tion, contract, and compensation. The government can only play a limited role
in these mechanisms.

In the case of the reputation mechanism, it can inspire and restrain the in-
vesting companies and the investors, according to Chan and Thakor, if a tho-
rough meriting system can be established to objectively and justly merit and
analyze both the investors’ investment outcome and the fund managers, then it
helps to solve the problems of adverse selection. Berkvick also advocates this
method. Empirical analyses show that a good reputation is helpful for investors
to attract capital. Nevertheless, for the “new” venture investors, even if they are
very good at investment, cannot attract enough capital from ordinary investors
because they do not hold outstanding achievements and reputations. This will
influence their investment quality. Sahmlan analyses the relationship between
venture investors and ordinary investors using principal-agent theory. He thinks
a reasonable compensation mechanism must be established to inspire and re-
strain the venture investors’ activities. A good and effective contract can relate
the investors’ income and their operating returns. It can also avoid potential
moral hazards, such as activities causing investment losses and managing fee in-
creases (Chan, Siegel, & Thakor, 1990).

Gomper and Lerner analyze 419 USA venture enterprises and find that ven-
ture investing institutions with better reputations and longer histories prefer the
compensation mechanism that links with investment returns. But, other invest-
ing institutions with a shorter history, smaller scale, and limited reputation pre-

fer the compensation mechanism of higher regular and fixed fees.

2.2.2. Government over Interfering with the Risk Investment Market
Brought Problems

In terms of the choice of new enterprises, the government’s direct investment
institutions may have dual acts—if the manager wants to obtain the greatest
profit from venture capital, they can professionally operate venture capital, but
these venture capital institutions are government-led. This means these institu-
tions are state-owned, and managers and even investors will be replaced each
term. These “government officials” are party members who think more about
political results, not economic interests. In order to achieve outstanding political
performance, the government’s direct investment institutions are mainly in-
clined to invest in companies that are more likely to be successful. Failure is
worse than a successful investment or even no investment. So, government offi-
cials are unwilling to bear any risks. These dual behaviors will lead to a low mar-
ginal return on government capital.

In terms of resource allocation, the government’s direct investment and indi-
rect subsidies can double the distribution of resources. Some venture capital com-
panies and newly established companies can organize political lobbying activi-
ties. In addition, the government’s direct investment and indirect subsidies are

more likely to be treated by these venture capital companies and newly estab-
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lished enterprises, and their benefits are enormous. Government officials also
have the motivation to allocate government expenses to venture capital compa-
nies and newly established enterprises that give them political relationships.
Some studies have shown that some companies have obtained too much direct
investment and indirect subsidies from the government in various ways (Tirole,
1993).

The US Government Accountability Agency pointed out that in order to ob-
tain financial support from SBIR (small enterprise innovation research), many
companies set up special institutions in the Washington Special Economic Zone
for investment and financing. Once some companies have obtained funds, they
will no longer continue to develop but directly transform them into profits. The
government helps new enterprises through government acquisitions. The direc-
tion is to support high-tech industries. However, to obtain a procurement report
approved by Congress, procurement will be mainly carried out in independent
states, leading to resource distribution distortions (GAO, 1992).

2.3. The Research of Government Role in the Venture Capital
Market

In Western countries, most of the sources of risk capital come from private sec-
tors, not government departments. Research in this field is mainly concentrated
on the government intervention model and the government’s legal supervision
and guarantee.

The government’s participation in venture capital is different. The govern-
ment can intervene directly and indirectly to ensure venture capital. The direct
way is to enter the venture capital market. The indirect way is to create and en-
sure a suitable environment for the development of the government for the de-
velopment of the venture capital market, including improving the legal system
and the formulation of tax policies encouraged. In addition, public capital will
not exclude private capital in the venture capital market. The government’s di-
rect investment reflects its confidence in the industry and its commitment to
long-term continuous investment. Therefore, this direct investment encourages
private risk capital. As far as the purpose of public venture investment is con-
cerned, it is a manifestation of the government’s will. The government builds a
communication platform for venture capitalists and new entrepreneurs by guid-
ing private venture capital and improving other value-added services and infra-
structure. Sometimes, the government may invest in technical enterprises and
underdeveloped areas to promote technological innovation and economic growth
in poor areas (Etzkowitz, 2001; Leleux & Surlemont, 2003).

Many scholars have studied tax policies. They found that changes in tax rates
would have a massive impact on venture capital. Changes in tax rates will affect
the demand for venture capital. The reduction of tax rates encourages more em-
ployees to start their own businesses, which requires more venture capital. In
addition, the increase in this demand for venture capital has increased the fi-

nancing demand for venture capital. Compers and Lerner researched the US ven-
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ture capital market, which mainly studied the financing situation of the entire
venture capital market and the internal financing of specific companies. They
found that the reduction in capital profit margin increases the demand for
venture capital (Poterba, 1987; Gompers, 1995; Gompers & Lerner, 1996, 1999,
2001).

Besides the demand aspect, the supply aspect is also affected by the change in
tax rates. Through empirical research, Friedman found that the changes in tax
policies have a vital effect on the supply of US venture capital amount—the de-
crease of the investment yield tax rates will vastly boost the supply of venture
capital. In addition, the tax rate effects are different in the different stages of ven-
ture capital investment. In general, policy effects are more significant at the early
stage, but when the venture capital gradually grows mature, the policy-inspiring
effectiveness decreases (Friedman, 1989).

Keuschnigg and Nielsen set up an overall balance framework containing tra-
ditional and entrepreneurial departments. Considering different wages, capital
benefits, total income tax, progressive tax, and investment in enterprises, the
impact of tax policies on venture capital activities has been studied (Keuschnigg
& Nielsen, 2003).

In addition to tax policies, government legislation will also affect venture cap-
ital. The development level of risk investment in a country or region also de-
pends on whether there is perfect protection of investors and laws that reduce
legal risks and whether there is market risk to reduce risk investment and in-
crease tax discounts for expected returns. The basic conditions of a regional de-
velopment risk investment include a comprehensive legislative system, preferen-
tial policies, developed securities markets, loose investment policies, and com-
prehensive audit and accounting regulations. Studies also show that improved
legal environments can cultivate and promote the IPO market and risk capital
markets (Cumming, Fleming, & Schwienbacher, 2006; Bygrave, 1987; Bygrave &
Timmons, 1992).

2.4. Summary

In this part, the characteristics of venture capital theory, risk investment, and
government intervention have been analyzed. Using relevant classical literature
to analyze the reasons and limitations of government intervention, and through
research on the domestic and foreign venture capital markets, the government
intervention in the negative impact of over-intervention. Related academic in-
terpretations of the concept mentioned in the paper and the subsequent chapters
will conduct in-depth discussions on the government’s intervention in venture

capital.

3. The Research of Government’s Intervention in Venture
Capital

Although the purpose of ordinary investors and venture investment companies
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engaged in venture capital activities is to get access to high value-added benefits
of venture capital, for SMEs, the venture capital supports the high technology
research and development activities of its necessary funds, scientific and tech-
nological innovation as well as technological progress has played a catalytic role.
The fundamental reasons for government intervention in venture capital are that
the venture capital activities hold such positive externalities. In order to over-
come the problems in the venture capital market, such as funds shortage from
the positive externalities, promotion of the development of venture capital, and
promotion of technological innovation and technological progress, the Chinese
government has taken direct government investment, government guided funds,
government loans, government guarantees and other forms of venture capital

investment intervention and support.

3.1. Reasons for Government Intervention

There are many reasons for government intervention, such as market failure.

But the main reason is the positive external nature of venture capital.

3.1.1. The Positive and External Nature of Venture Capital

For venture capital institutions and venture capitalists, venture capital is mainly
for small and medium-sized enterprises with high R&D levels and good market
prospects. Small and medium-sized enterprises’ R&D activities will lead to tech-
nological innovation and promote economic growth. Risk-ventilating institu-
tions and venture capitalists conduct risk activities in order to obtain value-added
income. However, their investment activities objectively promoted technological
innovation and economic growth. In this case, the private marginal benefits they
have received are much lower than social benefits, which means that venture
capital shows positive features. The value of corporate positiveness depends on
the external nature of the scientific and technological achievements it trans-
formed. The higher the technical level, the greater its positiveness (Stein, 1989).

With venture capital’s support, emerging entrepreneurs can transform high-
tech innovation into new products or services with huge market potential. As a
result, new entrepreneurs can get excess profits.

Investment institutions and emerging entrepreneurs assume technical and mar-
ket risks in research, development, and product transformation. However, the
transformed new products, new technologies, and new services are likely to be
imitated by other companies. Because imitators do not bear the corresponding
technical risks and market risks, the cost is low, which will reduce the price of
new products and new services. This plagiarism will increase consumers’ bene-
fits, but at the same time, it will also harm the interests of emerging enterprises,
leading to the excess profits of emerging enterprises and venture capital institu-
tions quickly disappearing. The private interests that the new enterprises appear
are lower than the social interests, and their differences are jointly borne by so-

cial counterfeiters and consumers. From this perspective, it is positive.
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3.1.2. Market Failure Caused by External Nature of the Venture Capital
Market

When choosing their own investment and innovative decisions, venture capital
institutions and emerging companies will follow the principles of maximizing
private interests. Both behaviors are positive, so private income is immediately
lower than social income. The investment return level selected by venture capital
institutions will be lower than the return on the best social investment; the yield
of innovative activities selected by innovation and emerging corporate activities
will also be lower than the social benefits of maximizing innovation. The differ-
ences between these two interest groups have caused insufficient risk—capital
supply to social innovation and venture capital—the root cause of the govern-
ment’s entry into venture capital (Martin & Scott, 2000).

3.1.3. The Mechanism of Positive and Externality of the Venture
Investment Market

The operating mechanism of venture capital is as follows: ordinary investors
provide venture capital, venture capital institutions, and investors conduct actual
investment activities—they choose emerging entrepreneurs to invest, bear the
high risk, and obtain potential high-risk returns. The purpose of ordinary inves-
tors, venture capital institutions, and even new entrepreneurs to invest or inno-
vate activities is to obtain high profits. However, objectively, venture capital has
promoted innovation and technology development and is considered the driving
force for economic development. In addition, venture capital has a very positive
role in upgrading industrial structure, financing small and medium-sized enter-
prises, creating employment, and improving comprehensive economic competi-
tiveness. In other words, the investment activities of venture capital institutions
and the innovative activities of emerging enterprises have brought considerable
benefits to society, but the market mechanism has not compensated for these
interests. The social and private benefits created by venture capital institutions
and emerging entrepreneurs are not matched. This difference is the external na-
ture of venture capital (Lerner, 2002; Stein, 1989).

Technological innovation surpasses simple technological innovation. It in-
cludes a series of comprehensive innovations, such as technological innovation,
management innovation, financial innovation, and business innovation. Tech-
nological innovation has the characteristics of high risk, high investment, and
high return, involving four aspects: technology, management, marketing, and
marketing. In order to achieve innovation, emerging enterprises need to invest
more funds than other companies. Once technological innovation is successful,
it will improve the company’s productivity and increase its profitability.

The industrialization of advanced technologies requires three stages: technol-
ogy research and development, results transformation, and industrialization.
Correspondingly, emerging enterprises can be divided into four stages: the es-
tablishment phase, growth period, maturity period, and recession period. As stated
in the figure, each period needs different and varied inputs and determinants
(Table 1).
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Table 1. The determinants of high tech enterprises development (Ma & Chen, 2008).

The growin
8 i J Determinants
period
Set R&D staff, huge amount of initial funds, line-functional organization
et up

structure, risk managing decision making team, product competitiveness

The enlarge of the scale of production and operation, product cost
decrease, financing capability from various groups, increase the market
Growth share and innovation capability, change the organization function and
structure, management risk and market risk, product
competitiveness

Increase the strength in R&D, increase the input funds in technology
Mature  innovation, stable organizational structure, big technology risk, change the
market strategy.
Innovation in the operating, huge demand for funds, organization

Decline
structure changes, the enlarge of the marketing distribution.

As a new type of financing, venture capital investment is the intermediary
between ordinary investors and new emerging enterprises. It can provide the ne-
cessary support for emerging entrepreneurs in different developing stages, and it
is vital to the technological innovation of emerging entrepreneurs. The function-
al mechanism of venture capital to the innovation promotion can be divided into
three effects-capital adding effect, service value adding effect, and innovativeness
improving effects—as shown in Figure 1.

The capital-adding effect works in this way—when the capital goes into ven-
ture capital firms, it will be made full use of, such as flowing into the emerging
enterprises, buying the equipment, and paying for the employees in the emerg-
ing enterprises. So, capital flows very quickly in the market. However, if the cap-
ital goes into banks, then a part of the capital cannot be used as reinvestment—
they need deposit reserves. Moreover, some financial institutions, such as specu-
lating, only use capital in the financial market. The capital is not used in an ac-
tive and value-creating way. Similarly, the capital supply increase represents in-
vestment increase. As a result, the output of the country increases, and the equip-

ment supply increases.

3.2. The Effect of Venture Capital
3.2.1. The Value-Added Effect of Venture Capital on Emerging
Enterprises
The support of venture capital to emerging enterprises includes the funds re-
quired for development and the value-added help that traditional financial in-
stitutions can provide. Risk investment institutions and venture capitalists make
full use of their advantages of human resources and management experience to
provide management consultants, marketing consultants, and capital operation
management consultants for emerging institutions. This value-added service can
be divided into three parts: management value-added, reputation value-added,
and spread value-added (Wang, Wang, & Lu, 2003).
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effect

capitl supply
capital adding <

increase of
equipment
supply

mangement
value adding
Function
mechanism of service value communication
VC promoting adding effect value adding
technoloyg

innovation ’
reputation
value adding
tends

improving
effect

macro effect

Figure 1. Functions of venture capital.

The first part is management value-added. After investing in capital and equip-
ment investment in emerging enterprises, venture investors supervise and moti-
vate the invested enterprises and provide professional management services for
emerging enterprises. Specifically, these services include the following content.

1) Fund support-find cooperative investors, assist enterprises in applying for
loans, improve accounting accounting, review management systems, assist IPOs,
and make financial diagnoses.

2) Production and technical support-Assist in establishing new factories, assist
in production plans, assist in research and development, and assist in improved
services.

3) Marketing support-planning and evaluating marketing strategies, analyzing
market trends, and expanding distribution channels.

4) Human resources support-recruitment, recommendation management, tech-
nical talents, and establishing training institutions.

5) Management management support-planning business strategy, consulting
internal management system, and participating in board committees.

6) Other support-help protect the patent, provide legal aid, and crisis manage-
ment.

The second part is reputation value-added. In venture capital operations, in-
vestors conduct strict and professional evaluations and choices from many emer-
ging enterprises. Only the brightest and most potential emerging enterprises can
obtain venture capital. In this way, in addition to getting the necessary funding
support for risk investors, emerging enterprises investing can also increase the
reputation of the enterprise. This means that emerging enterprises that receive

venture capital funds are often easier to obtain other sources of funds. In addi-
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tion, they are more attractive, have better talents, and have more potential con-
sumers. These technological developments and market acceptance of emerging
enterprises are positive.

The third part is spreading value-added. As a professional capital manage-
ment team, entrepreneurial investment institutions have rich resources, includ-
ing human resources network resources, professionals and management talents,
business network resources between entrepreneurial investment institutions and
emerging enterprises, as well as professional service institutions and intermedia-
ries and intermediaries Service network resources. The resources of venture cap-
ital institutions can provide a lot of market information for emerging enterprises
to help them recruit and develop more effectively. At the same time, due to the
specific situation in China, many entrepreneurial investment institutions have
government backgrounds, so emerging enterprises investing often get more pre-

ferential policies.

3.2.2. Risk Investment to Increase the Innovative Increase in Emerging
Enterprises

Innovation and additional effects of venture capital can be divided into two as-
pects: micro effect and macro effect. From the micro effects perspective, after
investing in venture capital institutions, it has conducted more profound super-
vision and material incentives for emerging enterprises, promoting entrepre-
neurs to develop and develop with more passion and then promote the innova-
tion of emerging enterprises. Emerging enterprises often have conservative R&D
and marketing strategies before gaining investment, but they can be more ag-
gressive and innovative after gaining funds and management support from ven-
ture capital institutions (DamanPour, 1991).

From the perspective of macro effects, the total amount of market funds can
be invested in traditional or emerging industries.

On one side, venture capital investment drives a part of capital to venture cap-
ital, which can crowd out capital in traditional capital. On the other side, as the
investment return of venture capital is more than traditional industry invest-
ment, more and more capital would be invested in high-tech industries. Conse-
quently, even if the total social capital amount does not increase, the innovation
created by the same amount of capital would still increase. Thus, social innova-

tion increases.

3.3. Chinese Government Intervention

3.3.1. Government Direct Investment

Due to the positive and external nature of venture capital, in the operation of
venture capital, investment targets are mainly projects and industries with low-
risk, low market risk, and short-term returns. In other high-tech projects, R & D
risks and market risks are high, short-term returns are low, and it is difficult to
attract enough funds. Secondly, most funds are concentrated in companies with

growth or expansion, and they rarely invest in enterprises at the seed or entre-
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preneurial stages. Finally, the invested area is mainly an area with developed and
well-equipped facilities. Nevertheless, there is little venture capital obtained in
remote areas.

However, high-tech industries and projects are essential in the long run to
promote technological innovation and economic growth. The underwriting area
requires more risk investment in developed economies. Enterprises in the seed
or entrepreneurial period play a more important role in high-tech research and
development and innovation.

Direct investment in the government refers to the government’s establishment
of venture capital companies and provided funds. Direct investment in the gov-
ernment can increase the source of venture capital and the number of venture
capital. Under the influence of government direct investment, these three types
of emerging enterprises are more likely to obtain venture capital when they cannot
obtain funds from the market.

Direct investment in the government helps to increase the supply of risk capi-
tal and, to a certain extent, to make up for the capital gap in the market. It has a
positive impact on the development and technological innovation of startups. In
addition, the government’s direct investment is part of the government expend-
iture. These costs will affect the national income level, increase national income,

and increase employment.

3.3.2. Government Venture Capital Guide Fund

Although the government’s direct investment can make up for the shortage of
market funds to a certain extent, the government’s total risk investment is li-
mited. There are some problems with the government’s initiator of venture cap-
ital institutions. From the perspective of the contract, government entrepre-
neurial investment guidance funds can not only make up for the shortage of
market funds but also have an advantage over direct investment in the govern-
ment.

The government entrepreneurial investment guidance fund is under the guid-
ance of government financial funds, using government financial funds as seeds,
attracting other social capital, and guiding social capital to a fund for entrepre-
neurial investment. Government financial funds are part of the joint-stock sys-

tem and are operated by professional venture capital management institutions.

3.4. Government Fiscal Policy Intervention

In order to cope with the market failure caused by the positive and external na-
ture of venture capital, the government has taken measures such as fiscal policy
to internalize the externality. These financial and monetary measures include
government loans, subsidies, guarantees, and purchases.

Government loan refers to the government with low-interest loans to entre-
preneurial investment institutions and emerging high-tech enterprises. These
loans are usually low interest rates and long-term, and sometimes, they can be

repaid for free when the enterprise fails. These loans can reduce the financing
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costs of venture capital institutions and emerging enterprises, increase their prof-
its, and solve the problem of shortage of funds.

Government subsidies refer to the government with free or low-cost subsidies
for entrepreneurial investment institutions and emerging enterprises. This is
similar to government loans. In addition, there are two special subsidies: R & D
to start fund subsidies and loss subsidies.

Government guarantee refers to the government to provide guarantees for
emerging enterprises. Start-ups often have high technical risks and market risks,
and it is difficult to financing through traditional or even risk financing chan-
nels. With government guarantees, emerging enterprises can easily obtain funds,
and financing costs are lower.

Government purchase refers to the government’s products and services to
purchase emerging enterprises to reduce the market risks of emerging enterpris-
es. This helps improve the expected income of the enterprise, inspiring funding

supply and R & D investment.

4. The Historical Stage of the Chinese Government
Intervention

The development history of venture capital has gone through four stages that is
the occurrence stage, the initial development stage, the adjustment stage, and the
in-depth development stage. This part will briefly review its development period,
development characteristics, and the government’s role in development (Wang,
2011).

4.1. Sybility Phase (1985-1996)

Since the reform and opening up, the Chinese government has realized the im-
portance of high-tech industries to economic growth. Compared with traditional
financial channels, venture capital is more conducive to the development of
technological innovation and high-tech industries. Therefore, the government
regarded venture capital as an essential way to expand R & D and development
during this period. The government has given discounts and support for entre-
preneurial investment and has played an important role in promoting the rise of
entrepreneurial investment.

China’s first entrepreneurial investment institution, China New Technology
Entrepreneurship Investment Corporation, was established in September 1985.
Since its establishment, the company has been responsible for promoting tech-
nological innovation and economic growth. The company has become part of
the national scientific and technological policy and has received strong support
from relevant national ministries and commissions. However, at this time, “ven-
ture capital” is just an investment in high-tech industries, not real venture capi-
tal.

In 1991, 6 years after the establishment of China’s New Technology Entrepre-

neurship Investment Corporation, the State Council issued a document that “the
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relevant departments can set up an industrial investment fund in the high-tech
development zone for the research and development of high-risk industries.”
During this period, the goal of venture capital was to target high-tech industries
with high risk, which made it different from its original goals. Although the
government does not know key issues such as the specific investment targets,
project selection, organizational forms, and venture capital strategies, the sup-
port and promotion of relevant policies have established a group of government-
led venture capital institutions throughout the country. There are two characte-
ristics of China’s risk investment: First, the purpose of developing venture capi-
tal is to promote technological transformation and develop high-tech industries.
Secondly, the government played a leading role in the development of venture
capital.

At this stage, although some venture capital companies have been established
with the support of government technology input and technical policies to de-
velop high-tech industries, their role is limited. These venture capital companies
cannot complete the expected goals mainly due to internal deficiencies such as
property rights and owners’ lack of ownership of venture capital companies di-
rectly contributed by the government. These so-called “venture capital compa-
nies” are not based on the market’s best investment target or investment plan
but on the government’s instructions. Some institutions only obey the require-
ments of relevant ministries and commissions to meet the political requirements
of the government. Some institutions have invested funds into traditional indus-
tries, such as real estate and securities, rather than high-tech institutions with
high risk.

4.2. The First Development Stage (1997-2000)

In the 1990s, the US economy showed high growth, low inflation, and low un-
employment. This economy is called the new US economy. The rapid develop-
ment of technological progress and high-tech industries is the core motivation to
promote the rapid, stable, and long-term development of the United States. In
this rapid development, venture capital played an important and necessary role.
Against this background, Chinese scholars have begun to conduct more
in-depth and systematic research on risk investment theory and my country’s
venture capital construction. At the same time, the Chinese government has in-
creased support for venture capital. In March 1998, the China Democratic Con-
struction Association issued a motion on “Several Opinions on Accelerating the
Development of my Country’s Risk Investment”. This motion caused a heated
discussion on the theory of venture capital and also promoted the establishment
of China’s venture capital institutions. Since then, the government has succes-
sively introduced a series of policies and measures to encourage and support the
development of entrepreneurial investment. These policies and measures have a
positive and vital impact on the development of entrepreneurial investment. Since

then, China Investment has entered the first stage of development.
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China’s venture capital shows two characteristics in the early stages of devel-
opment. First, the number of venture capital institutions and risk investments
increased rapidly. As of the end of 2000, there were 249 venture capital institu-
tions in China, with a total capital of 51.2 billion yuan. Secondly, investors and
investment time have changed. In addition to the government, some large com-
panies and some overseas venture capital funds have also participated in invest-
ment and increased their investment. In addition, venture capital not only poured
into enterprises that are already mature, but also influxed into a growing period
(Wang, 2011).

There are three conditions in the first development stage. The first is to im-
prove the market mechanism and develop related intermediaries. At the end of
the 1990s, the Chinese market mechanism improved, and intermediary agencies
closely related to venture capital institutions developed rapidly. These two de-
velopments are the prerequisite for China’s venture capital to enter the first stage
of development. The second condition is the government’s support policy. From
1997 to 2000, the government published a series of documents to encourage and
promote the development of entrepreneurial investment. These papers are the
guarantee for the development of venture capital. The third condition is the rise
of the Nasdaq. The rise of Nasdaq has a good and robust demonstration role in
the first development of China’s venture capital. This new investment system,
different from the traditional investment system, has attracted widespread atten-
tion and inspired a group of overseas Chinese to return to China to start a busi-

ness.

4.3. Adjustment Exploration Period (2001-2004)

With the support of relevant government policies and measures, China’s venture
capital developed rapidly and hugely after 1997 and reached its peak in 2000.
However, since 2001, due to the slow development of the world economy and
the retreat of international venture capital, China Investment has entered a stage
of adjustment and exploration.

Since the emergence of China’s venture capital, the government has intro-
duced a series of policies and laws that encourage and promote the development
of venture capital, and the market mechanism has been continuously improved.
The improvement of these external institutional environments has effectively
reduced the cost of agency and promoted the rapid development of China’s
venture capital. However, most funds have been invested in Internet companies
with high valuations and have not received satisfactory returns.

During this period, the country’s legislation on venture capital could have
been better and standardized. The government regards risk capital as part of the
technical investment without paying attention to returns. The existing risk in-
vestment methods are insufficient. The second board of the emerging enterprise
IPO is not set up. Therefore, the only way for venture capital institutions to

withdraw from venture capital is to sell stocks. The lack of this existing method
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has reduced the efficiency of venture capital and has a negative impact on the
circulation of venture capital.

There are two characteristics of China’s venture capital at this stage. First, the
growth rate of the number of risk investment institutions and the total risk in-
vestment has begun to slow down significantly. Even in 2003, the number of
venture capital institutions and the total risk investment volume had negative
growth. Second, the accumulation of the early stage has primarily improved the
institutional environment of China’s venture capital, and the agency cost has
decreased significantly. Although some difficulties were encountered during the
adjustment and exploration stage, there were also some promising signs—the
subject of venture capital began to flow to high-tech industries, and the invest-

ment scale of emerging enterprises began to increase (Wang, 2011).

4.4. In-Depth Development Stage (2005 to the Present)

After 2002 and 2003, China Investment slowly recovered in 2004. The number of
venture capital institutions and the total venture capital volume began to restore
previous high-speed growth. As of the end of 2010, the entrepreneurial invest-
ment institutions increased to 720, and the total investment in entrepreneurial
investment increased to 240.66 billion yuan. In 2005, the China Securities Regu-
latory Commission issued the “Notice on the Reform of the Equity Reform of
Listed Companies”. Since then, the capital market has gradually improved. The
exit channels for venture capital have continued to broaden, and China’s venture

capital industry has entered a stage of in-depth development (Wang, 2011).

4.5. Summary

This chapter analyzes the market failure caused by external nature and the rea-
sons for government intervention. Risk investment has two functions in the de-
velopment of technological innovation: value-added effect and innovation effect.

Compared with the developed venture capital industry, China’s venture capi-
tal industry has its own characteristics. This chapter reviews the four stages of
the development history of China’s venture capital and emphasizes the govern-
ment’s role in each stage. Finally, this chapter summarizes the government’s in-
tervention form of venture capital and compares the form of government inter-

vention in China and developed countries.

5. Summary and Outlook

5.1. Summarization of the Paper

This article first introduces the relevant concepts of venture capital and analyzes
the reasons, limitations, historical stages, existing problems, and government in-
tervention in the risk investment market that the Chinese government inter-
vened in the venture capital market. The paper consists of the following argu-
ments: introducing venture capital and government intervention, discussing the

government’s intervention in venture capital, discussing the limitations of gov-
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ernment intervention, and the role the Chinese government needs to play.

In particular, the introduction of venture capital is theoretical and experience
comments on existing literature by analyzing the latest documents, the characte-
ristics of venture capital, the reasons for government intervention, the limitation
of government intervention in the venture capital market, and the problems
brought by government excessive intervention.

The theoretical basis and policy recommendations are provided through re-
search to promote the development of China’s venture capital and government
intervention.

This paper has analyzed two effects of risk investment on the development of
technological innovation—value-added effect and increased innovation increase.
Compared with the developed venture capital industry in Western countries, Chi-
na’s venture capital has its own characteristics. The article also reviews the four
stages of the development of China’s risk investment, emphasizes the govern-
ment’s role in each stage, and summarizes the government’s intervention form

of venture capital.

5.2. Recommendations to the Chinese Government

This dissertation is the outcome of a year of work and studies. So the author has
some views about Chinese government intervention in the venture capital mar-
ket.

Firstly, the Chinese government should transfer some of the current venture
capital institutions from state-owned corporations to private firms. By this meas-
ure, the firm managers and investors do not have to link their investment per-
formance with political performance. So they will choose the most prospecting
enterprises, which will increase the possibility of profit earning. In addition, the
managers and investors can handle higher risks, which is very good for newly
started enterprises and Chinese technological innovativeness.

Secondly, the Chinese government should improve the legislation and prevent
the possible bribery of government officers. Laws are supposed to remove ven-
ture investors from current political systems, and these investors should be as-
sessed by their investment performance, such as return rates, rather than other
political performance. As a matter of fact, the Chinese Party is unique. It has
advantages in many areas, so the laws should make some limitations and re-
straints on the Party members and then prevent possible bribery and other activ-
ities that are not commercially oriented.

Thirdly, the government should provide a suitable environment for high-
technology enterprises and venture capital. For instance, there should be some
tax preference for high-technology enterprises to encourage entrepreneurs to start
businesses and do R&D, and there should also be tax preference for venture cap-
ital firms. Tax preference can reduce the cost burden of enterprises and venture
capital firms, and the cost reduction will encourage more enterprises and more

venture capital firms.
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Finally, the government should improve the current venture capital invest-
ment process, from program selection to exiting channels. The government should
require more and deeper information disclosure of venture capital firms and en-
terprises to help ordinary and venture investors make wiser selections. The Chi-
nese government should improve the current GEM (growth enterprise market)
and give more examinations and assistance for enterprises to IPO. The im-
provement of GEM will encourage more venture capital to invest in high-tech-

nology enterprises due to the development of exiting channels.
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