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Abstract

There is a selection process when venture capitals choose investment projects.
However, domestic scholars overlooked the self-selection bias when examining the
effects of venture capitals on IPO underpricing and long-term performance. Hence,
our understanding about the role of venture capitals is relatively limited now.

To eliminate self-selection bias, the geographical distance between the invested
company and the venture capital is used for a sample from 2005 to 2011. Previous
studies show that all other factors being equal, venture capitals will stili prefer
companies in close proximity where the informational asymmetries are less severe
and post-investment monitoring costs are relatively low. Our results show that
geographical distance could indeed affect the investment choice of venture capitals.
More importantly, no evidence shows that geographical distance can directly affect
IPO underpricing or long-term performance except through the venture capitals, so
the geographical distance as an instrumental variable could satisfy two conditions
which are referred as the relevance condition and the exclusion condition.

In this paper, using the geographical distance as a valid instrumental variable, we
choose the two-stage least squares method to solve the problem of self-selection. In
the absence of adjustment for self-selection bias, we find no evidence consistent with
our assumption, indicating that venture capital backed IPOs don’t experience lower
first-day returns than non-venture backed IPOs. But when we change the
measurement of IPO underpricing and control for the self-selection problem, we find
that the venture capital backed IPOs are less underpriced, which are consistent with
the information asymmetry hypothesis based on certification and supervision.
Similarly, without adjustment for the self-selection bias, we could not find results
consistent with the assumption that venture capitals have a positive impact on
long-term performance of listed companies. After controlling for the self-selection
problem, weak evidence suggests that venture capital-backed IPOs have better

long-term performance.
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