
What Is Venture Capital? 

Venture capital (VC) is a form of private equity and a type of financing that investors provide to startup 

companies and small businesses that are believed to have long-term growth potential. Venture capital 

generally comes from well-off investors, investment banks, and any other financial institutions. 

However, it does not always take a monetary form; it can also be provided in the form of technical or 

managerial expertise. Venture capital is typically allocated to small companies with exceptional growth 

potential, or to companies that have grown quickly and appear poised to continue to expand. 

Though it can be risky for investors who put up funds, the potential for above-average returns is an 

attractive payoff. For new companies or ventures that have a limited operating history (under two 

years), venture capital is increasingly becoming a popular—even essential—source for raising money, 

especially if they lack access to capital markets, bank loans, or other debt instruments. The main 

downside is that the investors usually get equity in the company, and, thus, a say in company decisions. 

Key Takeaways 

 Venture capital financing is funding provided to companies and entrepreneurs. It can be 

provided at different stages of their evolution, although it often involves early and seed round 

funding. 

 Venture capital funds manage pooled investments in high-growth opportunities in startups and 

other early-stage firms and are typically only open to accredited investors. 

 Venture capital has evolved from a niche activity at the end of the Second World War into a 

sophisticated industry with multiple players that play an important role in spurring innovation. 

Understanding Venture Capital 

In a venture capital deal, large ownership chunks of a company are created and sold to a few investors 

through independent limited partnerships that are established by venture capital firms. Sometimes 

these partnerships consist of a pool of several similar enterprises. 

One important difference between venture capital and other private equity deals, however, is that 

venture capital tends to focus on emerging companies seeking substantial funds for the first time, while 

private equity tends to fund larger, more established companies that are seeking an equity infusion or a 

chance for company founders to transfer some of their ownership stakes. 

History of Venture Capital 

Venture capital is a subset of private equity (PE). While the roots of PE can be traced back to the 19th 

century, venture capital only developed as an industry after the Second World War. 

Harvard Business School professor Georges Doriot is generally considered the "Father of Venture 

Capital." He started the American Research and Development Corporation (ARD) in 1946 and raised a 

$3.5 million fund to invest in companies that commercialized technologies developed during WWII. 



ARDC's first investment was in a company that had ambitions to use x-ray technology for cancer 

treatment. The $200,000 that Doriot invested turned into $1.8 million when the company went public in 

1955.1 

Hit From the 2008 Financial Crisis 

The 2008 financial crisis was a hit to the venture capital industry because institutional investors, who 

had become an important source of funds, tightened their purse strings. The emergence of unicorns, or 

startups that are valued at more than a billion dollars, has attracted a diverse set of players to the 

industry. Sovereign funds and notable private equity firms have joined the hordes of investors seeking 

return multiples in a low-interest-rate environment and participated in large ticket deals. Their entry has 

resulted in changes to the venture capital ecosystem. 

Westward Expansion 

Although it was mainly funded by banks located in the Northeast, venture capital became concentrated 

on the West Coast after the growth of the tech ecosystem. Fairchild Semiconductor, which was started 

by eight engineers (the "traitorous eight") from William Shockley's Semiconductor Laboratory, is 

generally considered the first technology company to receive VC funding. It was funded by east coast 

industrialist Sherman Fairchild of Fairchild Camera & Instrument Corp. 

Help From Regulations 

A series of regulatory innovations further helped popularize venture capital as a funding avenue. 

 The first one was a change in the Small Business Investment Act (SBIC) in 1958. It boosted the 

venture capital industry by providing tax breaks to investors. In 1978, the Revenue Act was 

amended to reduce the capital gains tax from 49% to 28%. 

 Then, in 1979, a change in the Employee Retirement Income Security Act (ERISA) allowed 

pension funds to invest up to 10% of their assets in small or new businesses.7 This move led to a 

flood of investments from rich pension funds. 

 The capital gains tax was further reduced to 20% in 1981. 

These three developments catalyzed growth in venture capital and the 1980s turned into a boom period 

for venture capital, with funding levels reaching $4.9 billion in 1987.10 The dot-com boom also brought 

the industry into sharp focus as venture capitalists chased quick returns from highly-valued Internet 

companies. According to some estimates, funding levels during that period went as high as $30 

billion.11 But the promised returns did not materialize as several publicly-listed Internet companies with 

high valuations crashed and burned their way to bankruptcy. 

For small businesses, or for up-and-coming businesses in emerging industries, venture capital is 

generally provided by high net worth individuals (HNWIs)—also often known as "angel investors"—and 

venture capital firms. The National Venture Capital Association (NVCA) is an organization composed of 

hundreds of venture capital firms that offer to fund innovative enterprises. 


