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Venture capital (VC) investments are an important source of financing for
innovative entrepreneurial firms. The largest share of VC has traditionally
been invested in a few sectors such as information and communication tech-
nology (ICT) or biotechnology. More recently, cleantech ventures are
attracting increasing amounts of capital, with a particular focus on clean
energy technology ventures. VC investments in clean energy can significantly
accelerate the market diffusion of climate-friendly technologies such as solar
energy or clean biomass. While exhibiting strong growth rates and a surge in
media attention in the most recent past (see Figure 12.1), these investments
still represent a small percentage of the overall VC market.

In previous research (Wüstenhagen and Teppo, 2006), we identified a
number of sector-specific risks as a potential barrier to increasing levels of
clean energy VC investments. Given the important role of regulatory
drivers for sustainability in the energy sector, it is particularly important for
government to understand investors’ perceptions of the risks (and oppor-
tunities) associated with energy and climate policies and how they manage
these risks.

LITERATURE REVIEW

Regulatory Influences on VC Investments

Regulatory influences can be identified on various stages of the VC invest-
ment value chain (see Figure 12.2).

Traditionally, research on the linkage between government policy and
the VC market has had a relatively narrow perspective on one particular
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stage of the value chain, namely how government can support VC funds
(Baygan and Freudenberg, 2000; Jeng and Wells, 2000; Rigau, 2002;
Dubocage and Rivaud-Danset, 2004; OECD, 2004). The focus typically
is on tax incentives and other forms of direct investment support. The
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Source: Liebreich (2006).

Figure 12.1 Estimated global clean energy private equity investment,

2001–2006

Note: B2B � business to business; B2C � business to customer.

Figure 12.2 Regulatory risk at different stages of the VC investment value

chain
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2004 OECD report surveyed five policy areas which are conducive to
increasing the supply of venture capital: investment regulations, taxation,
public equity programmes, business angel networks and second-tier stock
markets.

To get a more comprehensive understanding of the links between regu-
lation and the level of VC investing in a certain sector or country, it is
important to also look up and down the value chain. As several authors
have noted, the emergence of a healthy VC market requires a whole ‘ecosys-
tem’ of innovation, which includes sufficient levels of entrepreneurial activ-
ity, as well as sufficient capital allocation from investors. Black and Gilson
(1998), in their attempt to explain differences in the development of VC
markets between the US and other countries, concur that critical institu-
tions, such as experienced venture capitalists and investment bankers expe-
rienced in taking early-stage companies public, will not develop quickly.
They conclude that a ‘strong venture capital market thus reflects an equi-
librium of a number of interdependent factors’ (p. 272). Kuemmerle
(2001), in his comparison of the evolution of VC industries in the US,
Germany and Japan, points out that ‘an active venture capital industry is
arguably . . . difficult to create . . . because it typically requires not just a
functioning financial system, but a fertile technology system and a climate
conducive to entrepreneurship’.

If the emergence of a healthy VC industry depends on other institutions
and actors along the value chain, we can conclude that regulatory policies
to support the VC market should also be targeting those players, for
example, investors such as pension funds, or entrepreneurial firms as the
venture capitalists’ ‘customers’. An often-quoted best-practice example is
the Small Business Innovation Research (SBIR) programme that was
designed to assist small technology-based firms to commercialize their
products beyond early-stage research and development (R&D) (US EPA,
1994; Lerner, 1999). This policy has indirectly supported the VC industry
by providing funding to early-stage entrepreneurial firms and thereby
broadening the universe of investable companies for venture capitalists
later on.

Yet even looking at investors, venture capitalists and entrepreneurs will
not yet lead to a complete picture of regulatory influences on the VC
market. The success of VC investments ultimately depends on customers’
decisions to prefer the entrepreneurial firm’s products over existing prod-
ucts. With sustainability innovation being characterized by a strong soci-
etal (rather than private) value as described above, regulation is a strong
factor influencing demand. Several policies have been developed that
influence demand for sustainable energy, such as the UK renewables oblig-
ation, where electric utilities are mandated to buy a certain share of their
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power from renewable energy, or the German Electricity Feed-in Law
(StrEG), which was introduced in 1991 (Wüstenhagen and Bilharz, 2006).
This legislation guaranteed all renewable energy producers a preferred rate
for selling the electricity that they generated over 20 years (CEC, 2004).
These demand-driven policies have arguably indirectly contributed more to
successful VC investments in the German renewable energy sector than
many of the measures discussed above that aimed at directly supporting VC
funds, and yet they constitute a surprising gap in the literature on regula-
tory influences on VC.

The view that these policies are indeed important for understanding VC
investments in the sustainability sector is underlined by LoGerfo et al.
(2005), who find that a number of macro trends will support cleantech as a
viable venture investment category for some years to come; for example,
local and national policy initiatives such as renewable energy portfolio
standards for utilities, subsidies for wind and solar power systems, and
‘green building’ and environmental procurement requirements for govern-
ment agencies that create demand for cleantech solutions and kick start the
virtuous cycle of ‘volume increase cost reduction’. Not much literature
exists, however, on the impact of energy and climate policy on the VC
industry. One of the few exceptions is an exploratory study by Kasemir et
al. (2000) using a policy exercise methodology to survey European venture
capitalists’ views on climate policies. Among other things, they concluded
that European venture capitalists would welcome stricter climate policies
on the EU level, even if they were to be introduced unilaterally, as a means
to foster innovation in the energy sector and hence support entrepreneur-
ial activity in this sector.

Concluding our review of previous research about regulatory influences
on VC investments, while many forms of possible government support for
venture capital are being discussed, most of them focus on a relatively narrow
stage of the VC value chain. In particular, the one form of government
support that is most prevalent in the sustainable energy sector, namely incen-
tives for the venture’s final markets, is surprisingly absent in current research.
Therefore further research is needed to develop a comprehensive model of
regulatory risk in the context of sustainability-related VC investments.

Perception of Risk and VC Investment Decisions

Understanding the decision process of venture capitalists, and in particu-
lar the relative importance of multiple decision criteria (or risk factors), has
been an important theme in VC research. Early empirical studies by
Tyebjee and Bruno (1984) and MacMillan et al. (1987) described the
factors that venture capitalists use in assessing an investment opportunity.
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Tyebjee and Bruno summarized their findings in a set of five underly-
ing dimensions that venture capitalists consider (market attractiveness,
product differentiation, managerial capabilities, environmental threat
resistance and cash-out potential), which they in turn summarized as
describing expected return and perceived risk. Riquelme and Rickards
(1992), in an exploratory study of 13 venture capitalists, investigated the
inherent trade-offs between various factors and their relative importance in
the decision process. Muzyka et al. (1996) surveyed 73 European venture
capitalists to assess the relative importance of 35 individual criteria, con-
cluding that the leadership potential of the entrepreneur and four other
management team criteria (leadership potential of management team,
industry expertise, track record of entrepreneur, track record of manage-
ment team) were consistently of highest importance to European VCs,
while product-market and deal-related criteria were less important. They
identified three clusters of VC investors that differed in their perception of
the importance of criteria.

While research on VC decision has traditionally followed a rationalist
paradigm, recent contributions are increasingly shifting towards a behav-
ioural paradigm and point to the importance of perceptional factors. The
importance of behavioural aspects was first highlighted by Amos Tversky
and Daniel Kahneman (1974) who demonstrated that decisions under
uncertainty exhibit significant deviations from the rationality assumptions
in conventional economic and financial theory. They showed that such deci-
sions are governed by intuition more than reasoning (Kahneman, 2003) and
are characterized by a number of cognitive biases (McFadden, 2001) such
as anchoring-and-adjustment, availability and status quo biases (Samuelson
and Zeckhauser, 1988). In sum, a significant effect of these biases is that they
lead to conservatism in adjusting to new information (Tversky and
Kahneman, 1974; Kahneman, 2003). In another important contribution,
Kahneman and Tversky (1979) drew attention to anomalies in choices
under risky prospects, demonstrating that losses are weighted differently
from gains, and that expected losses and gains, rather than final assets,
explain investor behaviour. This marked the starting-point of research in
behavioural finance which analyses investment decisions that are based on
heuristics and biases. Empirical evidence for the theoretical phenomena
described by Kahneman and Tversky and the stream of behavioural eco-
nomic research built on their insights has been found in various areas,
including investor behaviour in stock markets (Lakonishok et al., 1994;
Jordan and Kaas, 2002; Chan and Lakonishok, 2004), currency speculation
(Bikhchandani et al., 1992; Froot et al., 1992; Bikchandani and Sharma,
2001), and managerial decision making (McNamara and Bromiley, 1999).
More recently, scholars in entrepreneurship and VC research have taken up
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the theme (for example, special issue of the Journal of Business Venturing

(2004) on cognitive perspectives in entrepreneurship research; Levesque
and Schade, 2005). In the context of venture capital, Shepherd (1999) and
Zacharakis and Shepherd (2001) found evidence for overconfidence and
availability bias among a set of Australian and US venture capitalists,
respectively, and Shepherd et al. (2003) indicated that decision accuracy of
venture capitalists as a function of their experience appeared to decrease,
rather than increase beyond a certain point. Lange et al. (2004) investigated
cultural influences on the perception of venture risk attributes and the con-
sequent willingness to invest in family businesses. They found some early
indications that there are in fact differences in mental definitions and per-
ceptions of risk among specific investor groups. Baum and Silverman (2004)
investigated Canadian biotechnology venture capitalists and concluded that
they tend to overemphasize human capital-related factors for the success of
new ventures, and pointed to the need for further research on cognitive
biases in VC investment decisions. In a survey of German venture capital-
ists by Weber and Dierkes (2002), 44 per cent of venture capitalists stated
that ‘personal chemistry’ is very important for their investment decision.

While insightful in many respects to extend VC research beyond narrow
rationality assumptions, none of these studies has explicitly focused on
the perception of regulatory risk by venture capitalists, partly because sus-
tainability-related VC investments are a relatively recent empirical phenome-
non and this aspect may be less prevalent in other sectors. A particular insight
from previous research is that it points to cultural and experience effects,
which can cause venture capitalists to deviate from what would be purely
rational investment behaviour. With regulatory risk being subject to many
uncertainties and cultural interpretations, one might expect to see interesting
evidence for such biases in the area of clean energy VC investments.

Venture Capitalists’ Risk Management Strategies

As VC investing is a risky undertaking in many respects, a good part of the
literature deals with risk management strategies. A distinction can be made
between two fundamental options, namely ‘actively managing risks’, and
‘passively diversifying risk’.

With regard to actively managing risks, there is extensive literature about
how venture capitalists manage the inherent risks of their investments,
mainly focusing on the risks resulting from principal–agent problems
between the venture capitalist and the entrepreneur (see, for example,
Kaplan and Strömberg, 2001a, 2001b; Hellmann, 2004). Gompers (1995)
maintains that three risk management mechanisms are common to almost
all VC investments: (i) the use of financial contracting (most commonly by

Cleantech venture investors and energy policy risk 295



financing through convertible securities), (ii) syndication of investment,
and (iii) staged financing. Since regulatory risk is not rooted in the venture
capitalist–entrepreneur relationship, but rather in the business–government
relationship, one may question whether there is scope for active risk man-
agement at all. However, there is some evidence that active regulatory risk
management is not foreign to VC practitioners. Consider, for example, the
statement of this venture capitalist quoted in Wüstenhagen and Teppo
(2006: 73): ‘VCs need to have competence in lobbying if they want to
succeed in the energy sector, just like the big American mainstream [venture
capitalists] have their guys in Washington DC’.

This quotation demonstrates that actively managing risks must take
different forms when it comes to regulatory risk. Venture capitalists may
manage these risks either on an individual firm level or by taking collective
action (also referred to as ‘structural political action of firms’ by
Schneidewind, 1998, or as ‘policy development strategies’ by Dyllick et al.,
1997) to influence the regulatory framework for some or all of their port-
folio companies. While the idea of actively managing regulatory risk is rela-
tively well established in the corporate sustainability literature, it is largely
neglected in VC research.

Portfolio diversification (also referred to as ‘passive risk management’ in
the finance literature) is another important aspect of managing risk.
Smolarski et al. (2005) point out that VC portfolio theories and manage-
ment have not received significant attention in the literature and are not
well understood. This can be explained by the fact that portfolio theories
have traditionally been developed in public equity markets where stocks
can be bought and sold every day, and risk and return data can be deter-
mined on a daily basis. For VC investments, in contrast, investments are
illiquid over several years, and short-term returns and prices are non-
observable. While there are periodic revaluations of VC and private equity
holdings, these are often subjective. Traditional measures of risk may there-
fore be inappropriate for measuring risk and return of VC investments
(Chiampou and Kallett, 1989). Looking at regulatory risk from a portfolio
diversification perspective is somewhat unusual, since political or regula-
tory frameworks are often considered to be non-diversifiable (or system-
atic) risks, while the term ‘diversifiable’ (or unsystematic) risk is more
frequently associated with firm-internal aspects (because they can be
diversified away by investing in a portfolio of companies). At the same time,
in a sector such as clean energy, where regulatory drivers are ubiquitous, it
may be worthwhile to look at the regulatory framework as a form
of diversifiable risk and think about diversification strategies. Finally,
diversification of regulatory risk may apply not only to a venture capital-
ist’s portfolio as a whole, but also to a single portfolio company if it
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manages to diversify its business activities across international markets
(and hence get exposure to different regulatory environments).

DATA AND METHODS

The purpose of our research project was to develop a robust model of regu-
latory risk management strategies applied by cleantech VC investors. To
reach this exploratory objective and develop theory that is empirically
grounded, an inductive approach is most appropriate (Glaser and Strauss,
1967; Eisenhardt, 1989; Yin, 1994).

Based on a review of the existing literature and a preliminary under-
standing of the research context, we designed an interview guideline that we
applied in three forms, namely telephone interviews, an online question-
naire2 and an abbreviated paper-and-pencil version of that online question-
naire, all directed at VC and private equity (PE) investors with an exposure
to the clean energy technology sector. Our empirical data collection took
place between October 2006 and April 2007. Online surveys were mostly
undertaken between January 2007 and February 2007. Survey respondents
were principals or investment managers in VC and private equity funds. In
the full version of the questionnaire, 30 questions were asked about (i) the
fund’s investments in clean energy, (ii) preferences with regard to various
energy and innovation policies, and (iii) regulatory risk management strat-
egies. In the surveys and interviews, information was also collected on a
number of basic characteristics of the funds, management practices and
skills, as well as clean energy views and preferences. Investors were asked
about major drivers for clean energy investment, hindering factors for more
clean energy investment, their investment criteria for clean energy deals,
their typical time to exit for clean energy deals, various fund characteristics
(size of clean energy funding, size of all VC or PE funding, fund type, firm
type and so on), and various factors which are relevant to how they manage
their funds. For example, funds were asked about their most influential
sources of information, how much exposure and interaction they tend to
have with policy makers and portfolio companies, what backgrounds their
investment teams tend to have and so on. Other policy perception questions
were about international climate policy, nuclear energy and clean energy
industry regulatory issues. Perceptions on policy were generally based on a
5-scale rating. Depending on their availability and preferences, the respond-
ents replied to the questionnaire either online, in written form, or in an inter-
view. Interviews allowed for further qualitative information to be gathered,
such as the investors’ views on why the clean energy sector has attracted so
much interest in recent years. However, in some cases interviewees did not
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have enough time to complete the full interview and only a subset of ques-
tions were asked of them in such cases. Participant observation at two major
international industry conferences of cleantech venture capitalists and web
searches of fund websites complemented our data collection. The respon-
dents to the interviews and surveys had been assured of 100 per cent
confidentiality in the reporting of the results.

The sample is considered to be representative of the general investment
actors in the VC and private equity investment space in the clean energy
sector. Further details about the various characteristics of the sample of
funds used for the empirical data analysis are discussed in Bürer (2007).

The survey was first sent to 200 investment companies in the private
equity field which were located around the world, but mostly in Europe.
Emails were directed to the managing director or a similarly senior position
in each company. It was later estimated that about 100 of the funds reached
were effectively involved or interested in the clean energy sector. Therefore,
a more focused list of these 100 funds was used in a second electronic
mailing to invite participants to utilize the online software to complete the
survey. A thorough research of relevant people at each fund was conducted
in order to increase the response rate among this set. Initially, the response
rate was not high enough after this mailing, so follow-up emails were sent
to select groups of investors which were considered to be the most import-
ant players in the field. In some cases, the fund managers who were con-
tacted were invited to participate in a quick interview of 10–15 minutes
only, in order to increase the response rate among this busy and important
set of funds. Although the data have been compiled via three different
methods and with varying completeness, in this manner it was possible to
reach a response rate of approximately 60 per cent among the funds which
were deemed to be the most important players in the field. Considering the
time availability of venture capitalists for academic research of this type,
this can be considered to be a relatively high overall response rate. Sixty
fund managers from Europe and North America took part in the survey,
of which 80 per cent had already invested in a clean energy deal. Out of the
60 fund managers, about one-third completed the web-based question-
naire, another third returned the shorter paper-and-pencil version and
another third responded either face to face or via the telephone. However,
not all questions were answered by all respondents. For example, only 30
out of the 60 participating firms answered the question on regulatory risk
management in the questionnaire, because only those participating in the
longer survey or interviews could answer these questions.

Finally, in order to understand what drives investors to invest in clean
energy today, it was also considered of interest to interview a number of
investors in the clean energy field that were not in the category of VC and PE
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fund managers. Therefore, a few additional interviews were conducted to sup-
plement the qualitative research in this chapter with the following types of
investors: (i) institutional investors who invest in clean energy funds (one
pension fund, three banks, and one fund of fund), (ii) project financiers (three
PE investors for projects in the clean energy sector), and finally (iii) a few advi-
sory firms in the PE and VC space for clean energy technology ventures.

REGULATORY RISK MANAGEMENT STRATEGIES
OF CLEAN ENERGY VENTURE INVESTORS

Based on our findings from the interviews and surveys, we developed
the conceptual model of regulatory risk management strategies shown in
Figure 12.3. We find that investors use both active and passive risk man-
agement strategies. The results demonstrated that 22 fund managers had an
active risk management strategy as their primary approach, while eight had
a passive (diversification) strategy. For active risk management strategies,
we distinguish inbound and outbound risk management, where inbound
means strengthening a venture’s policy expertise by hiring people with rel-
evant expertise, and outbound means actively influencing the regulatory
environment. Thirteen of the 22 fund managers in the active category had
an inbound approach, as their primary approach. As for passive risk man-
agement strategies, we distinguish diversification on the portfolio (or fund)
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level and on the firm level, as well as diversification across technologies and
across countries. Of this category, the strategies primarily used by respon-
dents were quite evenly divided among fund- and firm-level diversification
approaches. Some fund managers applied two strategies or more in paral-
lel. We shall elaborate more on each of these strategies below, and illustrate
them with direct quotations from our interviews and survey responses.

Active Regulatory Risk Management Strategies

Active risk management, inbound
The rationale behind the first form of actively managing regulatory risk is
to strengthen the ties with relevant policy makers and increase the capacity
of the firm to react quickly to newly emerging regulatory opportunities and
challenges by recruiting people with specialized policy skills. This may
include setting up a dedicated function for regulatory affairs management,
or – more likely in an earlier stage of the company – giving board seats to
people with a strong policy background:

We create a strong advisory board for the portfolio company, preferably with leads
into the large corporates and utilities in the energy space. (Venture capitalist C12)

The key is being aware of and responding to policy drivers. (Venture capitalist
D09)

Active risk management, outbound
The second form of actively managing regulatory risk is in a sense even
more proactive, in that the VC fund actively gets involved in the regulatory
process and tries to influence decision making in the policy arena in a way
that benefits its portfolio companies:

We have several people working in groups that are involved in defining new regu-
lations. We actively manage regulatory risks. We are politically active as
investors. We ask for harmonization of the most effective policies in Europe.
(Venture capitalist D05)

Also, one partner [in our fund] is involved in a political party. (Venture capital-
ist D12)

Regulatory risk – we try to . . . influence the policy development getting as much
information as we can and also talking to the regulators themselves. We meet twice
a year with policy makers in the countries we invest in. (Venture capitalist D08)

In the context of this approach of active, outbound regulatory risk man-
agement, we asked how often investors actually meet with policy makers.
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Figure 12.4 shows the results of this question, and uses the frequency of
interaction with the portfolio firms for comparison (see also Appendix
12A). It turns out that most venture capitalists have rather rare direct inter-
actions (including meetings at industry conferences) with policy makers.
About three-quarters of them meet with policy makers once a quarter or
less. On the other end of the spectrum, almost 10 per cent of investors indi-
cated that they interact with policy makers more than once a week or even
almost every day. An interesting finding with regard to these results is that
the one type of fund which meets with policy makers more often than they
meet with portfolio companies are funds that invest in late-stage clean
energy deals.

Diversification – Passive Regulatory Risk Management Strategies

Fund level, across technology
As for passive risk management strategies (or diversification), the first
option is to deal with regulatory risk on the fund level and invest in a port-
folio of companies that represent different technology segments. An
example may be to invest in several clean energy technologies, including
solar, wind, biomass and fuel cells, which differ in the way that they are
dependent on policy support:

Our portfolio companies are active . . . in different areas and technologies, so
this reduces the regulatory risk. (Venture capitalist D01)
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While there seemed to be widespread support for the idea of diversifying
portfolios across technologies among the funds that we interviewed, there
were also some exceptions, that is, funds that were focusing on just a small
subset of clean energy technologies. However, these more focused funds
acknowledged the inherent higher level of (regulatory) risk that they were
taking:

Our fund concentrates on solar and wind. We make big bets because our
investors want us to take the risks. (Venture capitalist C09)

Fund level, across countries
Another approach to diversification of regulatory risk is to invest in a port-
folio of ventures in different countries. As clean energy policies still differ
significantly from country to country, and also the timing of legislative
decisions with regard to, for example, introducing or changing renewable
energy support policies varies, having a portfolio of companies acting in
different jurisdictions is a good hedge for regulatory risk:

You can follow policy making from Japan to California and that goes back to
the team and initial investment. You might have 3–4 countries where you are
betting on CO2 emissions policy in Europe and the United States (e.g.,
California). (Venture capitalist C11)

Our portfolio companies are active in different countries . . . so this reduces the
regulatory risk. (Venture capitalist D01)

Firm level, across technology
A similar distinction with regard to diversification across technologies
versus countries can be made on the firm level. Of these two options,
diversification across technologies on the firm level is more rare, especially
in the case of early-stage ventures that tend to be focused on a single tech-
nology. In a later stage of firm development, diversification across tech-
nologies does become a possibility, for example in the case of photovoltaics
companies acquiring solar thermal energy businesses, or wind energy
project developers moving into biomass projects.

Firm level, across countries
The more common form of diversification on the firm level is cross-country
diversification, or internationalization:

Unless you are very comfortable about a particular legislation, you would prob-
ably shy away from investing in a company that is 100% dependent on policy in
one country. (Venture capitalist D01)
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Again, internationalization will typically occur in a later stage of company
development. However, there are also examples of very early international-
ization, as for example in the case of the VC-backed wave energy company
Ocean Power Delivery, headquartered in Scotland, but selling first commer-
cial products to Portugal due to the more favourable policy environment.

Further Observations on Regulatory Risk Management Strategies

Adaptation to policy changes
Interview partners highlighted the fact that a particularly important dimen-
sion of regulatory risk with regard to clean energy VC investments is the risk
of changes in policy. While anticipating (or even preventing) policy changes
may often be beyond a fund’s (or firm’s) control, investors pointed out that
some firms may be better positioned than others to cope with these risks.
Especially in the case of solar energy, which currently has high policy support
levels in Germany, but where changes to this regulation might raise chal-
lenges to the financial performance of German solar companies, the ability
of a firm’s management to adapt to these changes may be very important:

We can manage the policy, but we can’t manage the changes in policy. . . . Also
you need to have confidence in the venture’s management team (that they can
make the necessary changes in the company if policy changes). (Venture capi-
talist C11)

This is the approach assuming that the regulatory risk will change over the
period of time you are investing (e.g., it may change much less in the first year,
but in years 2–5 you don’t know how it will change). If the management team
lowers cost, increasing efficiency in the technology (e.g., solar), you can win
despite changes in regulatory issues. (Venture capitalist D06)

Relative importance of regulatory drivers versus market drivers
Another important aspect of regulatory risk management, particularly
with regard to clean energies where demand for a venture’s product is often
driven by government incentives or regulations, is to find the right balance
between government-driven demand and ‘voluntary’ customer demand. In
other words, investors can manage regulatory risk by selecting firms whose
product has a clear path to consumer adoption and whose success is there-
fore not 100 per cent dependent on policy:

As for regulatory risk management, you hopefully made an investment where the
policy is additive, but not the totality of what you are betting on. (Venture cap-
italist C11)

Our investments do not rely on subsidy supports, or at least they rely very little
on them. (Venture capitalist D11)
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CONCLUSIONS

Government policies affect venture capital investment at various stages of
the VC value chain. Previous literature has mainly focused on direct poli-
cies aimed at increasing the amount of capital available to venture capital-
ists in a particular country, or altering the risk-return equation for investors
by, for example, providing tax incentives for venture capitalists. Our
findings suggest that regulatory influences on VC investments are more
multifaceted, and include policies that influence VC investors indirectly, for
example by creating attractive markets for VC-backed companies. We also
show that the relationship between regulation and VC investments is not a
one-way street as the literature on government VC policies tends to suggest.
Rather, we demonstrate that venture capitalists can (and do) also influence
policies, and that there are ways for them to manage regulatory risk.

Our findings extend the literature on VC decision making by highlight-
ing the importance of regulation as a risk factor in assessing investment
opportunities. Much of the previous VC literature focuses on traditional
forms of investment risk such as market and technology risks and neglects
regulatory risk as a factor seemingly outside the scope of VC influence.
Especially for a sector with obvious political influence as in the case of the
energy industry, this narrow view on investment risk neglects important
risk factors, but may also lead to missed opportunities. Our findings also
link to the emerging discussion in entrepreneurship and VC literature about
rationalist versus behavioural perspectives on decision making, in that we
highlight the striking differences in venture capitalists’ perceptions of regu-
latory risk. Energy policies that some actors seem to be seeing as a risk are
perceived as an opportunity by others.

Our research makes an important contribution to the literature of risk
management strategies by developing a conceptual framework for strategies
of VC investors to manage regulatory risk. We distinguish active strategies
for managing regulatory risk from passive ways of diversifying regulatory
risk. Active risk management strategies can take two forms, inbound and
outbound. Passive strategies can be applied at firm or at portfolio level, and
diversification can be achieved across technologies or across countries.
Apart from this conceptual contribution, we also demonstrate empirically
that clean energy venture investors actually apply a range of different strat-
egies at the same time to manage regulatory risk, from among the various
forms of active and passive risk management that we discussed. Our typol-
ogy of regulatory risk management strategies sheds light on the diversity of
approaches, and allows for a systematic categorization of those strategies.

In a broader sense, this chapter contributes to the literature on non-market
strategies of companies by extending the perspective from corporate political
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activity of large incumbent firms to the interplay between policy and small
entrepreneurial firms. It also highlights the role that investors in those firms,
particularly venture capitalists, play in mediating the firm–policy relationship.

LIMITATIONS AND FURTHER RESEARCH

The conceptual model developed from our exploratory research is based on
a limited number of qualitative interviews with venture capitalists. Further
research with a larger sample can help to assess the relative importance of
the identified strategies. Investors were also the main source of information
for our categorization of regulatory risk management strategies on the firm
level. Surveying the management teams of entrepreneurial firms would be
a valuable extension of our research and could help to add to the venture’s
perspective. Finally, a selected number of longitudinal case studies may be
useful to assess the success of certain regulatory risk management strat-
egies in coping with unexpected changes in the policy environment.

NOTES

1. The authors acknowledge funding from the Research Fund of the University of
St. Gallen, project no. G12221104. The research presented in this chapter has also
benefited from earlier work of the same authors in a project funded by the Swiss Federal
Office of Energy under contract no. 151652.

2. For a full version of the survey instrument, see Bürer (2007, Annex 1).
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APPENDIX 12A SAMPLE QUESTION FROM THE
QUESTIONNAIRE (BASIS FOR
FIGURE 12.4)

Question 19: How often does your firm interact with the following?

1� / About 1�/ Every 1–2 2 � a Almost N/A
quarter, month weeks week every day
or less

Partners meeting O O O O O O
with policy makers

Staff meeting with O O O O O O
policy makers

Partners meeting O O O O O O
with typical
clean energy
company

Staff meeting O O O O O O
with typical
clean energy
company
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