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ABSTRACT 

Innovation is viewed as the main determinant of nations’ economic growth and competitive-
ness in the modern economy. And the important role played by venture capital in financing 
innovation has been widely documented. This paper attempts to discuss how Nigeria can lev-
erage venture capital to drive innovation by building an efficient venture capital industry 
drawing lessons from the experience of China, Hong Kong, and South Korea respectively. 
Findings from our study revealed government intervention through policy initiation, support 
funds and programs; strong innovation and entrepreneurial ecosystem; favourable tax poli-
cies, vibrant stock markets; and active venture capital associations as key success factors. We 
concluded that for Nigeria to build a flourishing venture capital industry, specific focus 
should be placed on improving the standard of education, enhancement of the innovation eco-
system, improving the environment for venture capitalist exit, strengthening the regulatory 
framework through sound fiscal policy (taxation), and the intensification of government sup-
port for innovative high risk venture projects (small innovative business).  

KEYWORDS: Innovation, Venture capital, Venture capital industry, venture capital firm, R 
& D 

1. INTRODUCTION

In the new paradigm (knowledge-based economy), innovation has become a necessity.
This is increasingly so because it is not only a driving force for growth, but also the basis of 
competition (Porter, 1990; OAS, 2005; Oyelaran-Oyeyinka and Sampath, 2007; Snieska and 
Venckuviene, 2009; Akinwale et al., 2012). Innovation entails building new competencies, 
new capabilities, and new knowledge (Egbetokun et al., 2010), which is a costly process that 
requires significant and sustained financial investment over time. 
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         One very important finance source for funding innovation is venture capital. It is a for-
mal, structured, and cheap external source of finance. It plays an essential role in financing 
innovation by supporting small innovative firms without credit history (OECD, 2007). Ken-
ney et al. (2004) noted that innovation is an increasingly knowledge knowledge-intensive ac-
tivity, and the link between such activity, small firms with high growth potential, and their 
funding through venture capital has been vividly established during the recent technological 
boom. Venture capital influences innovation not only through financial investment, but also 
through the improvement of human capital, technical competencies, as well as, the provision 
of infrastructure development and an enabling environment that supports innovation through 
knowledge diffusion. This has been reinforced by several studies (Bygrave and Timmons 
1992; Puri and Hellman, 2000; Kortum and Lerner, 2000; Gomper and Lerner, 2002; Bewon-
der and Mani, 2002; Rodriguez, 2003; Porter et al., 2004; Snieska and Venckuviene, 2009; 
Gonzalez-Uribe, 2012; Kelly and Hankook, 2013; Kang and Sohn, 2015; Savaneviciene et 
al., 2015; Hua et al., 2016). 

Figure 1.1: Venture Capital Impact on Innovation 

Source: Author 

         Several nations of the world are leveraging venture capital to enhance their innovative 
capabilities through building an efficient venture capital industry, because the presence of a 
deeper and more efficient venture capital industry and more efficient venture capital markets 
and easier access to external finance encourages investment in innovation (OECD, 2007; 
UNSTT, 2015). However, building an efficient venture capital industry is not easy, and re-
quires high rate of investment opportunities, talent pool, currency convertibility, high entre-
preneur upside potential, and a predictable and favourable regulatory system (Zider, 1998; 
Kenney et al., 2004).   

         Small entrepreneurial firms in Nigeria which serves as an important vehicle of innova-
tion have not really benefited from venture capital funding compared to their counterparts in 
other parts of the world. This study attempts to discuss how Nigeria can leverage venture cap-
ital to drive innovation by building an efficient venture capital industry drawing lessons from 
China, Hong Kong, and South Korea with well-developed venture capital industries. 

         This paper is structured as follows: In section 2, an overview of innovation and venture 
capital is presented. In section 3, the challenges of innovation and the venture capital industry 
in Nigeria was discussed. In section 4, lessons from the studies nations for Nigeria is present-
ed. In section 5 and 6, conclusions and recommendations are discussed respectively. 
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2. LITERATURE REVIEW: CONCEPTUAL FRAMEWORK
2.1.   Innovation Overview

         Innovation has gained increased attention in the past decade and governments across the 
world are using innovation as a means to boost economic growth and social development 
(Sida, 2015). The concept “Innovation” is no longer new, as it has been widely defined by 
different scholars. Schumpeter (1934) defined innovation as carrying out of new combina-
tions which he divided in to: (i) the introduction of a new good; (ii) introduction of a new 
method of production; (iii) opening of a new market; (iv) opening of a new source of supply; 
(v) carrying out of a new organization of any industry, such as the creation or breach of a
monopoly position. Fagerberg (2003) defined innovation as a combination of existing ideas,
capabilities, skills and resources. Abroskin and Kotsemir (2013) view innovation as beyond
the creation of “something new” but also the panacea for the solution of broad range of prob-
lems. The “Oslo Manual” which serves as the reference guide to many researchers defined
innovation as the implementation of a new or significantly improved product (good/service),
or process, a new marketing method, or a new organization method in business practices,
workplace organizations, or external relations (OECD, 2005).

         Innovation was initially understood to be linear process- knowledge and technologies 
are produced in the research institutions through basic, applied research and development, 
and ends with production and diffusion (Godin, 2006). However, studies have shown that it is 
a complex system that involves interactions and collaborations amongst several actors in the 
innovation network. 

         Innovation is a process that occurs in phases. Stanton et al. (1994) as cited by (Egbeto-
kun et al., 2010) provided seven phases of the innovation process: (i) idea generation; (ii) 
screening of ideas; (iii) business analysis; (iv) prototype development; (v) test marketing; (vi) 
commercialization 

         There are different classifications of innovation. On innovation object, “Oslo Manual” 
categorized innovation in to: 

a. Product innovation - the introduction of a new or significantly improved product
(OECD, 2005).

b. Process innovation – the introduction of a new or significantly improved method of
production or operations.

c. Marketing innovation - the implementation of a new or significantly improved de-
signs or sales methods to increase the appeal of goods/services or to enter new mar-
kets (OECD, 2005).

d. Organisation innovation - involves changes in firm structure and management meth-
ods that are intended to improve the firms use of knowledge, quality of goods/service,
and efficiency of workflows.

On the degree of newness (novelty), Tushman and Anderson (1986) categorised innovation in 
to incremental (modification of the already existing product or process), and breakthrough 
(new innovations that serve an undiscovered market); Christensen (1997) distinguish between 
sustaining innovation (innovations that allow organizations to continue to approach the mar-
ket the same way), and disruptive innovation (innovations that overtakes existing market or 
product category and create a new one). 
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Innovation sources include: internal sources (marketing department, top management, inter-
nal R & D, manufacturing department, co-workers); and external sources (user/customer, 
consultants, professional journals, competitor, suppliers, universities/research institutions). 

2.2     Venture Capital Overview 
          Venture capital is an attractive and appropriate form of finance for the development of 
small entrepreneurial firms with high growth potential (OECD, 2007; Okpala, 2012; Au and 
Smith, 2014; Ahlstrom et al., 2007). It is widely considered as having an important role in 
financing promising ventures (Snieska and Venckuviene, 2009). The goal of venture capital 
is to help more business achieve their ambition for growth by providing them with finance, 
strategic advice, and information at critical stages of development (ECVA, 2007). Venture 
capital has its origin in the United States (USA) (Hellman and Puri, 1999; Christofidis and 
Debande, 2001; Dossani and Kenney, 2002; Kenney et al., 2004; Snieska and Venckuviene, 
2009). It differs from other forms of financing in the following ways: (i) it is a risk capital 
that is used to finances long term risky projects; (ii) there is no interest on capital invested by 
investors (venture capitalist); (iii) venture capitalist are part owners of the business, and are 
involved in the management; (iv) investors (venture capitalist) exit the business when it be-
comes successful; (v) in the advent of failed business, the entrepreneur is not liable to any 
repayment plan.  

Kumar (2005) outlined the following venture capital process: (i) deal origination; (ii) initial 
screening; (iii) due diligence; (iv) deal structuring/ negotiations; (v) post-investment opportu-
nities; (vi) exit 

ECVA (2007) categorized venture capital financing in to; (i) Seed stage (ii) Start-up (iii) 
Post-creation (iv) Expansion/development (v) Transfer/succession

3. INNOVATION AND THE VENTURE CAPITAL INDUSTRY IN NIGERIA

3.1    Innovation in Nigeria 

         Innovation in Nigeria is still at its ‘infancy’ phase. Egbetokun et al. (2010) noted that a 
significant paradigm in successful innovation is the development of competencies and capa-
bilities for ultimate practical application of new or combined knowledge through value crea-
tion. In other words, innovation needs skilled human capital, finance (for investments in 
physical structures and R & D), and effective linkage among actors in the National Innova-
tion System (NIS) amongst other things. Even with the Science, Technology, and Innovation 
(STI) policy in place, with the objective to “building a strong Science, Technology, and In-
novation capability and capacity needed to evolve a modern economy”, innovation in Nigeria 
has not improved significantly.  
This can best be understood by taking a look at her position in the Global Innovation index 
(GII) and Global Competitive Index (GCI). See Appendix 
Onwualu (2006) identified the following factors below as the major challenges to innovation 
in Nigeria. 

i. Inadequate infrastructure

ii. Poor technological entrepreneurial culture

iii. Inadequate patent education and ineffectual enforcement of intellectual property
rights 
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iv. Preference for foreign technology 

v. Absence of effective linkage between research institutions and industries 

vi. Inadequate motivation for the commercialization of inventions/research results 

vii. Non-availability of information on commercialisable inventions and R&D results to 
the intended user industries 

viii. Inadequate research orientation where by more than 75% of research projects exe-
cuted in the educational institutions/research institutes are not demand-driven 

ix. Lack of funding and efficient funding structure for innovation 

  
Of these factors, funding has been the most challenging because it is a key driver of innova-
tion. According to OECD (2007), finance availability (internal and external) increases R & D 
intensity and innovation. Unfortunately, Nigeria’s gross expenditure on R & D (GERD) is 
low compared to countries in the developed world as it represents only 0.02% of GDP as of 
2007 (AIO, 2010). This is further weakened by shallow financial markets and limited venture 
capitalist. The traditional banking system dominates the private equity space, and thus, finds 
it difficult to finance small innovative firms without credit history.   

3.2    The Venture Capital Industry in Nigeria 

             The Nigerian venture capital industry is one of the least developed in the world. 
There are no reliable official statistics on Nigeria venture capital industry; number of venture 
capital firms (foreign and domestic), their portfolios, investment deals, and preferable exit 
type for venture capitalist. According to Daramola (2012), the Nigeria venture capital indus-
try is nascent with her association, the venture capital association of Nigeria (VCAN) mori-
bund. Oyekanmi (2005) classified the evolution of the Nigeria venture capital industry in to 
three eras: (i) Pre-1997- this era marked the first evolution of venture capital in Nigeria, as 
well as the emergence of development financial institutions (DFIs). National risk fund (NRF) 
and Venture and Trust Company were the only two (2) venture capital companies present in 
Nigeria at this time; (ii) 1998-2002- this era saw the liberalization of the telecommunication 
industries, privatizations of government-owned industries and the involvement of more ven-
ture capital players in the industry; (iii) 2003 till date- noticeable features were the consolida-
tion of banks and the integration of venture capital in the Nigerian financial sector. 

The conditions to developing a flourishing venture capital industry in Nigeria are clearly 
lacking, and this is due to: 
(i) Government lackadaisical attitude towards small innovative business development. Ac-
cording to Lerner (2002), government contribution to venture capital should fill the invest-
ment gap in the venture capital market and foster entrepreneurial activity. Lin (2015) posit 
that government funds are advantageous and have an “add on effect” on raising capital as in-
vestors are willing to invest in such funds once government investors have taken the lead.   

(ii) A weak innovation ecosystem has also limited the successful development of the venture 
capital industry.  According to Jones (2015), the development of venture capital industry 
cannot proceed more rapidly than the creation of attractive projects. 

(iii) Unfavourable tax policies. Venture capitalist wants huge upside (returns) on their in-
vestments, and tends to invest more in countries with favourable tax policies. Venture capital-
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ist hardly stays beyond 10 years in a company before exiting. Shane (2015) reported an aver-
age time of 6.8 years, while Bowden (2017) reported that the median time of exit for venture 
capitalist in US is 8.2 years for IPOs and 5 years for acquisitions. The implication for Nigeria 
is that a 75% CGT on investment between 6 to 10 is high and unfavourable to venture capital 
investing. 

(iv) Venture capital industry tends to be stronger and efficient in a stock market-centered sys-
tem than in a bank centered system (Black and Gilson, 1998). Unfortunately, the Nigeria fi-
nancial environment is bank-centered rather than stock-centered. The conditions to listing a 
company in the Nigerian stock exchange (NSE) are cumbersome and does not favour small 
venture project. This discourages VCs because of the difficulty in asset liquidation.  

4.         LESSONS FROM ASIA 
4.1       The  Chinese Example 
(i)        Government Intervention through Policies and Support Programs 
           Analysis of development of the Chinese venture capital industry demonstrate the im-
portance of government in driving change through thoughtful planning, good policy formula-
tion, and effective implementation and monitoring in the achievement of national objectives. 
The Chinese venture capital industry did not evolved by chance; it was deliberately and stra-
tegically planned by the government. Rieschel (2017) noted that the Chinese government dic-
tates the technological direction through policies and programs, and all players (state-owned 
enterprises and private companies) are expected to align to the strategy. Some of the poli-
cies/programs initiated by Chinese government to strengthen its venture capital industry to 
achieve a higher level of maturity and sophistication are: 

1.  The introduction of QFLP (qualified foreign limited partners program)- this was geared 
towards retaining experience foreign general partners (GP) by relaxation of legal and infra-
structural barriers; 
2.   FIVCIE (foreign-invested enterprise) policy-strictly focused on high-tech investment, and 
offers benefits such as, freedom from foreign currency, ease of repatriation of initial capital 
and upside conversion, tax transparency, and no government approval is required for invest-
ment. 

(ii)     Exit Environment 

          The health of the Chinese stock market influences the amount of Venture capital raised 
in China (Lin, 2017). With the understanding that the exit environment is key to the devel-
opment of the venture capital industry, the Chinese government has made serious efforts in 
easing the exit process through strengthening of the stock-market. In 2009, ChiNext- a 
NASDAQ-style stock exchange (National Association of Security Dealers Automated Quota-
tion) was launched to provide an easy and reliable exit environment for divestment within the 
country. According to Lin (2017), IPO exit is contingent upon the presence and vitality of the 
stock market. He also added that within the span of five years, 519 IPOs were made through 
ChiNEXT with a market return of 743.4Billion RMB (Renmibi). 

(iii)    Innovation Ecosystem 

          The Chinese government has shown continuous commitment in the development and 
integration of the Chinese innovation ecosystem. It has proved useful in the development of 
their venture capital industry. This is reflected in the consistent increase in investments in R 
& D. GERD (Gross Expenditure on Research and Development)  increased significantly from 
0.98% in 2000 to 1.31% in 2005 and 2.07% in 2017 (Randolph et al., 2017).  Other efforts 
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were the proliferation of government-initiated Incubators, accelerators and R & D research 
centers. This has resulted in the improvement of the innovative capacity of its citizenry and 
the development of many innovative start-ups, consequently attracting more venture capital 
firms and investments. 

(iv) Brain Circulation
Another important factor that aided the development of the Chinese venture capital in-

dustry was the attraction of highly skilled Chinese citizens from overseas by the government 
through the development of over 260 start-up parks to accommodate those (Randolph et al., 
2017). Wang (2003) reported that 57% of the businesses started by returnees are in scientific 
fields with 44% holding patents. 

4.2.   The Hong Kongese Example 

(i) Government Intervention through Investments in Indigenous Capability

Development

As observed in the People's Republic of China (PRC), the development of the Hong
Kong venture capital industry was also the direct result of government’s concerted efforts 
towards acting as an enabler through appropriate reforms and policies. Hong Kong has an 
educated population and this has been made possible by the government commitment in 
building the innovative capability (human capital) of its citizenry through sustained invest-
ments in innovation and technology. 

(ii) Exit Environment

The Hong Kong economy is stock-centered rather than Bank-centered. Hong Kong has
one of the most active IPOs in the world according to John Levack, the vice chairman of 
HKVCA (Hong Kong Venture Capital and Private Equity Association). Its stock exchange 
has grown to be the 6th largest industry in the world in 2006 with total market capitalization 
of over HK$22 Trillion or USD$2.84 Trillion (Au and White, 2009). Thus, providing inves-
tors an easy exit route for divestment. 

(iii) Favourable Fiscal Policies

Hong Kong has no withholding tax, no capital gains tax, no foreign currency regula-
tion control, and no investment approval directed specifically towards foreign investors 
(Deloitte, 2016). 

4.3    The South Korean Example 
(i) Government Involvement through Entrepreneurship Development

Government intervention has been a vital element that sustained venture capital ecosys-
tem in Korea from the very beginning (Lee and Jung, 2017). Due to the government support-
ive policies, the Korean venture capital industry grew in size and quantity (Baygan, 2003).  

The Korean government initiated policies that encouraged entrepreneurship, innovation and 
technological development like allowing professors and researchers  to go on temporary leave 
to small venture firms in order to develop manpower, provision of financial support to start-
ups and SMEs, as well as, encouraging public service workers who are interested in entrepre-
neurship to pursue their innovative idea with the protection to come back to public service 
within 3 years if the venture fails (Chung, 2013). 
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(ii)      Favourable Fiscal Policies 
Fiscal policies, especially taxation is one of the most important determinants to building a 
successful venture capital industry. Over the years, the government has tried to ensure a fa-
vourable tax environment that will attract more venture capitalist and subsequent invest-
ments. South Korea has a somewhat favourable tax policy. The tax system in Korea is pro-
gressive, which is, the higher the profits, the more the tax. However, foreign companies that 
have less than 25% of outstanding shares in a listed company for 5 years were exempted from 
capital gain tax (Deloitte, 2017). Private complexes that houses venture firms were also ex-
empted from tax, development fees and overcrowding fees (Chung, 2013). 

(iii)     Exit Environment 
The strength of the South Korean stock market is also a key factor to their venture capital in-
dustry development. The Korean government has consistently tried to offer investors protec-
tion for their investments. In 2013, KONEX (Korea new Stock Exchange) was launched to 
facilitate small innovative business listing and asset liquidation by investors. This was in ad-
dition to KOSDAQ (Korean securities dealers’ automated quotation) that was initially 
launched in 1996.

5.      CONCLUSION 
Competitiveness and economic growth of nations in the new world order is no longer based 
on natural resources but on innovation, and venture capital has emerged as an important 
source for financing innovation. It is a risk free capital that offers both financial and non-
financial benefits (knowledge transfer, managerial expertise, credibility, and connections).  

Nations around the world especially in Asia have significantly increased their innovation out-
put by leveraging venture capital. Thus, if Nigeria is to become a knowledge-based economy 
driven by innovation, the need to build a flourishing venture capital industry is non-
negotiable. This is because it essential to the development of a vibrant technology ecosystem 
by alleviating the capital challenges faced by small innovative firms. Experiences from Chi-
na, Hong Kong, and South Korea reveal that government intervention through policy initia-
tion and support programs for small venture projects, sustained investment in education, 
strong innovation ecosystem, reliable stock markets and favourable tax policies were respon-
sible for the successful development of their respective venture capital industries. 
 
It is therefore apparent that for Nigeria to close the funding challenge that have plagued inno-
vation growth, specific focus should be placed on improving the standard of education, inten-
sification of government support for high risk innovative venture projects, strengthening the 
regulatory framework through sound fiscal policy (taxation), improving the exit environment 
(strengthening the stock market), and strengthening the innovation ecosystem. 
 
This study contribute theoretically to reinforcing several previous studies on the increasing 
importance of venture capital in enhancing innovation and how it can be attracted. And also 
have significant policy implications by providing valuable recommendations for nations such 
as Nigeria with low venture capital investments on how to increase flow.  
 
This study is limited to just a specific country (Nigeria). And thus, cannot be applied to other 
countries or regions. However, it can be further extended. Prospective research areas is ‘At-
tracting Venture Capital Investments in Nigeria through Intellectual Property Assets’. 
 
6.    RECOMMENDATIONS 
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6.1. The Development of Innovation Ecosystem 

i.   Government-initiated incubators and accelerators should be established to harness talents 
and help facilitate the development of technology-based enterprises. 

ii.  Tax reduction/breaks should be offered to private incubators and accelerators operators to 
encourage more entrants.  

iii. Innovation (start-up) hubs should be created in all universities/research institutions, espe-
cially, technology-based ones with strong collaborations with industry to explore brilliant sci-
entific and engineering ideas. 

iv. More funding should be directed towards the development of skilled manpower in the are-
as of science and engineering. 

v. The intellectual property laws should be strengthened as it represents an important source 
of value creation in technology-based enterprise. 

6.2. Government should be more pro-active in driving innovation. Specific areas of innova-
tion interest should be determined and appropriate plans drafted stating the innovation objec-
tives, goals and timeline respectively. 

6.3. The exit environment for venture capitalist divestment should be improved by creating 
more exit channels, and relaxation of the requirements for company listing in the Nigerian 
Stock Exchange (NSE) for small innovative start-ups, or alternatively creating a special stock 
market for small innovative start-ups as seen China, and South Korea. 

6.4. Regulatory framework should be relaxed to attract more venture capitalist (both local and 
foreign) by offering tax exemption to venture capital venture capital firms that have signifi-
cant percentage of equity in a venture business for some specified number of years.  

6.5. Government support for small innovative business should be intensified by establishing 
government-owned venture capital fund and key partnerships be forged with experienced 
venture capitalist (private fund managers) to effectively and efficiently manage the allocation 
of budgeted funds. 
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APPENDIX A: Global Innovation Index Ranking     

COUNTRY/ECONOMY SCORE (0-100) RANK 

Switzerland 67.69 1 

Sweden 63.82 2 

Netherlands 63.36 3 

United States of America 61.40 4 

United Kingdom 60.89 5 

Korea Republic 57.70 11 

Hong Kong 53.88 16 

China 52.54 22 

Nigeria 21.92 119 

Source: Adapted from Global Innovation Index (2017) 
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APPENDIX B: 2016-2017 Global Competitiveness Index Ranking                                                         

SUBINDEXES 

                                OVERALL INDEX               BR                          EE                  I&SF 

COUN-
TRY/ECONOM
Y 

RAN
K 

SCOR
E 

RAN
K 

SCOR
E 

RAN
K 

SCOR
E 

RAN
K 

SCOR
E 

 Switzerland 1 5.81 2 6.29 3 5.62 1 5.80 

Singapore 2 5.72 1 6.37 2 5.73 12 5.25 

United States 3 5.70 27 5.43 1 5.85 2 5.63 

Netherlands 4 5.57 4 6.12 9 5.38 6 5.52 

Germany 5 5.57 10 5.94 7 5.40 3 5.61 

Hong Kong 9 5.48 3 6.23 4 5.58 23 4.80 

Korea Republic 26 5.03 19 5.71 26 4.88 22 4.81 

China 28 4.95 30 5.34 30 4.79 29 4.22 

Nigeria 127 3.39 136 3.06 85 3.88 110 3.26 

   Source: Adapted from World Economic Forum (2017)  

KEY 
BR:       Basic Requirements          

EE:       Efficiency Enhancers 
I & SF: Innovation and Sophistication Factor 
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