Market Study on Chemical / Life-
science Related Venture Capital
Opportunities in China

Background of the Market Study

VC activities are expected to increase significantly during the next years due to the
increasing establishment of high tech R&D and production facilities in China, large
government investments in universities and research institutes and the wish of many

Chinese to found their own company

As there is no clear picture available on VC activities especially in chemi-
cal/lifescience related fields in China, in 2005, FESTEL CAPITAL ran a market study
to investigate the current situation and trends as well as the opportunities with re-

gard to VC activities in chemical and lifescience related fields in China®.

Core Messages of the Market Study
VC Investments in China

VC financing for early-stage ventures is very recent, but with the progress in VC

regulation, the improved IP rights protection and the greater emphasis on private

! FESTEL CAPITAL is available for further discussions and would be pleased, if a permanent dia-

logue was to develop on the basis of this market study.
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sector development the VC industry is becoming more important. It is predicated that
VC investments will increase significantly during the next years and China will be-

come the second largest VC market worldwide.

Nowadays, global leading investors are establishing independent VC operations in
China, whereas in the past, foreign investors only established their business outside
of China as off-shore VC operations (mainly in Hongkong and Singapore) in order to
invest in China from there. Local expertise is still required and foreign investors often
team up with trusted Chinese VC partners as co-investors. Statistics showed that at
the end of 2003, China had more than 270 registered local, 41 foreign and 18 joint

venture VC firms.

1999 2000 | 2001 | 2002 | 2003

New (registered) VC firms 40 102 45 39 36
Number of (registered) VC firms 100 202 247 296 332
Of which:
foreign VC firms 41
Sino-foreign JV 18
VC invested in US$ billion 27.8 33.8 39.0 50.7

(cumulative; including government
funds since ‘85)

Share of foreign VC firms in annual 80
VC investment (in %)

Source: AVCJ, CVCRI, MOST, zero2ipo

Chemical / Lifescience Related Investments

The new government has called on ‘scientific view of growth’, which prefers health-
ier, sustainable, more environment-friendly growth and harmonious society. In this
context, chemicals and lifesciences (such as biomedical, healthcare, pharmaceuti-
cals, new materials, new energy, etc.) are encouraged to develop in China and are
strongly supported by the government. The importance of chemical and lifescience
technologies is also reflected in the fact that in China there are currently 20 biotech

parks located in Beijing, Shanghai, Gunagzhou und Shenzen.

Main R&D topics at Chinese universities for example in polymer science and tech-
nology are nanotechnology, polymeric biomaterials for drug release and tissue engi-

neering, block copolymers for self assembly as well as hyper-branched and den-
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drimeric polymer materials. In these fields, many promising start-up companies are

arising from the universities and looking for VC funding.

The above indicates that although there is currently a hype in electronics and infor-
mation technology investments, chemical and lifescience opportunities will attract
enormous interest in the near future and that now is the right time for foreign inves-

tors to participate in chemical and life-science related VC opportunities.

Therefore, early engagement of Western investors (industrial companies and finan-
cial investors) is necessary in order to gain experience with investments in China
and to stake “claims”. Understanding the Chinese VC scene and the screening of
start-up companies could be a first step towards later building up an own VC organi-
zation in China. For example, in 1997, the German chemical company BASF
founded the "BASF Sino-German Research and Development Fund" with a volume
of approx. 3 million Euro for scouting activities. Over 40 R&D co-operations in the
areas of polymers, catalysts, organic pigments and agro/pharma actives with Chi-

nese universities and research centres have been funded.

Environmental Friendly Technology and Bio-based Eco nomy

Environmental friendly technology and bio-based economy are becoming extremely
important in China due to the increasing environmental problems, the rapid change
in lifestyle and large population. It is predicted that by 2010 China's economy will
see energy shortages of up to 8% which has provided additional impetus for new

energy solutions and renewed interest in renewable power.

China currently offers attractive investment opportunities for the development of re-
newable energy, energy efficiency and organic agriculture. Shanghai's government
indicated in September 2004 that a package of incentives will be launched to cata-
lyse innovations in new energy technologies. According to the Economic Commis-
sion of Shanghai, research and development on fuel cells, solar energy, wind power

generators and frequency conversion equipment, will be supported.

Tsinghua Venture Capital Management, a venture arm of China’s Tsinghua Univer-
sity has recently set up a 30-50 million USD equity fund, which is focused on bring-

ing new environmental friendly technologies to China. This is their second fund - the
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first, the China Environment Fund 2002, raised 20 million USD for investment in

such technologies as solar energy, recycling, biodiesel, and energy efficiency.

Problems and Risks

There are still significant problems and risks surrounding VC investments. Some are
related to the fact that China is lacking explicit, detailed and specific regulations un-
der economic laws in order to provide legal protection for capital flowing in and out

of the market.

An exit through IPO remains difficult, even after the SME” sub-board opened in
Shenzhen in May 2004. A major problem is that the listing requirements for a domes-
tic IPO in China remain strict and the rate of approvals for new IPOs is tightly con-
trolled. Overseas IPOs are difficult when a firm is set up as a China-based entity in-
stead of an offshore firm with assets in China. There are problems too with a trade
sale exit as this can only be done in local currency and there are restrictions on

transferring foreign currency across the border.

Another issue is that Chinese entrepreneurs are pushing for aggressive valuations,
effectively playing out investors against each other who are under increasing pres-
sure to deploy raised capital. Also to consider is the permanent conflicts of interest
through the frequent direct capital investment of the government in domestic VC

companies.

Information about FESTEL CAPITAL

FESTEL CAPITAL is an advisory and investment firm focusing on the commerciali-
sation of technologies and optimisation of organisations in the areas of energy, en-
vironment, health, infrastructures, materials and nutrition.

CONTACT: Dr. Gunter Festel, Schuermattstrasse 1, CH-6331 Huenenberg/Zug,

Phone/Fax +41 41 780 1643, Mobile +41 796 527 112
E-Mail gunter.festel@festel.com

2 SME = Small and Medium-sized Enterprises.
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