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ABSTRACT

The Financing of Entrepreneurial Firms in the UK:
A Comparison of Business Angel and Venture Capitalist Investment Procedures

This thesis is submitted as fulfilment of the requirements for the degree of Doctor of
Philosophy in Management Studies.

Mark van Osnabrugge, Hertford College, Oxford, Hilary 1998.

Although just a minority of all small firms in the UK, high-growth entrepreneurial
ventures are becoming widely recognised for their increasing role in job growth and
economic prosperity. However, due to their inherently high-risk nature, many of these
early-stage firms experience difficulty in securing outside finance from institutional
investors, which ultimately limits their growth and economic potential.

Fortunately, two investor types, business angels (BAs) and venture capitalists (VCs), do
fund a small proportion of these entrepreneurial ventures, although they, especially BAs,
often have much more financial capital available for such investments. Since many
aspects of BA and VC investment processes remain unknown, it is hoped that a better
understanding of how and why these investors fund particular investments may aid in
further lessening the entrepreneurial funding problem.

This research study, therefore, conducts the first-ever detailed comparison of the
investment criteria and procedures of these two financiers across the full investment
process. To make the study more robust, a theoretical base is adopted (based on agency
theory) to form research hypotheses which propose that BAs and VCs in the UK may use
different approaches to limit potential agency risks in their investments (i.e. the risks
associated with an entrepreneur’s potential misuse of the investor’s money). Utilising
data from 40 personal interviews and 262 questionnaire responses, this study empirically
supports the main hypothesised notion that, although both investors reduce agency risks
at all stages of the investment process, BAs place more emphasis on doing so ex-post
investment (the incomplete contracts approach), whilst VCs stress doing so more ex-ante
investment (the principal-agent approach).

In supporting the hypotheses, empirical information is gathered about each investment
stage and each investor group’s heterogeneity. Possible implications of these findings
are then discussed in the hope of aiding, no matter how slightly, the funding efficiency of
small entrepreneurial firms.
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Chapter One

Introduction

Introduction

As job growth and economic prosperity in the UK and the US continue to become less
dependent upon large firms (Storey, 1994; Freear et al., 1996), the economic importance
of small firms is receiving increased attention from policy makers, academics, and the
media (Binks & Ennew, 1997; Deakins, 1996). Although these small firms vary greatly
in size and function, it is the high-growth minority of entrepreneurial firms which
account for most of this economic potential (Wetzel, 1993; Storey, 1994). It is also these
early stage firms which are most reliant upon outside financing to foster their growth,
but, due to their inherently uncertain and high-risk nature, often have difficulty in finding
this financial support from institutional investors (Harrison & Mason, 1996a; Wetzel &
Wilson, 1985). Fortunately, there are two types of finance providers, business angels
(BAs) and venture capitalists (VCs), which do fund some of these high-growth firms in
the hope of generating high returns which will more than compensate them for the
funding risks. Unfortunately, many other firms with growth potential remain constrained
by their inability to locate financial support, even though BAs, especially, still have
additional financial capital allocated for such investments (Harrison & Mason, 1992a;
Martin, 1989). Since many facets of the investment process of BAs and VCs remain
unknown, it is hoped that a greater understanding of how and why they choose their
particular investments may assist in lessening this funding problem (Harrison & Mason,

1992b; Freear et al., 1992a). This research study will, therefore, conduct the first-ever



detailed comparison, across the full investment process, of the investment procedures and
criteria of these two types of external financiers which are most vital to the survival and
growth of early-stage entrepreneurial firms. Hopefully, this study’s findings will have
some relevance to entrepreneurs, financiers, academics, and policy makers which may
aid, in some small way, the funding efficiency of these important components of our

nation’s economic health.

This chapter will provide a comprehensive analysis of the background issues which
pertain to the financing of small firms so as to set the overall context for this research
study. Then, to conclude, an overview of all the chapters in this thesis will be presented.
This will set the framework for the research’s theoretical foundation, data collection, and

results presentation. This chapter is composed as follows:

1.1 - Background to the Research
1.1.1 - The Importance of Entrepreneurship and Small Business Growth
1.1.2 - Typology of the Provision of Finance Over the Evolution of the
Entrepreneurial Firm
1.1.3 - Market Size and Influence of the Two Main External Sources of
Entrepreneurial Finance
1.2 - The Research Questions
1.3 - Overview of the Chapters

1.4 - Conclusion



1.1 - Background to the Research

The economic benefits of small business and the different types of small firms will be
analysed in this section, with a particular emphasis on the small minority of firms which
have high growth potential. Then a typology will be offered to fully analyse the various
groups of fund providers which finance these high-growth firms through their evolution
from start-up to maturity. The impact of the two external financiers, BAs and VCs,
which fund these firms at their most crucial development stages will then be addressed to

highlight their economic impact potential.

1.1.1 - The Importance of Entrepreneurship and Small Business Growth

Since the 1980s, the economic importance of small businesses has grown dramatically in
the UK and in the US (Deakins, 1996; Wetzel & Freear, 1994). With the election of the
Conservative government in the UK in 1979, the indifference of the past towards small
firms was removed when business creation was placed on the government’s agenda by
redesigning corporate and personal tax regimes to encourage expansion of the economy
(Duggins, 1993). Since then, greater attention has been paid to small firms due to their
potential for generating jobs and economic growth, and the UK now has one million
more small businesses than it had in 1979 (Eglin, 1994). As a result, it is now accepted
government policy that the small firm sector will provide the main vehicle for recovery
from recessions and “will be the main provider of jobs during the rest of the 1990s.”
(Deakins, 1996, p.44). Similarly in the US, the economy passed a milestone of great
importance in 1979, the shift from a decaying industria/manufacturing economy

composed of large firms to an entrepreneurial economy driven by information and



innovative technology (Wetzel, 1996; Freear et al., 1996, Wetzel & Freear, 1994). In
fact, whilst the Fortune 500 companies lost over four million jobs between 1979 and
1995, over 24 million jobs were created by the entrepreneurial economy as the number of
new businesses skyrocketed almost 200% (Freear et al., 1996; Wetzel & Freear, 1994;
Conlin, 1989). Small business ownership has clearly become very popular, pervading
every class, income category, and racial grouping; with such extensive dimensions, the

economic influence of small business is not in doubt (Dennis, 1997).

1.1.1(A) - Importance of Small Firms

Due to their high degree of influence, emphasis on the economic contributions of small
business is now a familiar characteristic of both developing and developed economies
(Binks & Ennew, 1997). There are five main types of economic benefits produced by
small businesses: innovation, employment, ‘shock absorber’ role in declining sectors,

increased competition, and flexible specialisation. Each will now be addressed in turn.

First, small firms produce many important innovations vital to economic growth. In fact,
out of 61 important US inventions and innovations this century, over half came from
small firms and independent investors (Wetzel, 1982b). Small firms (with less than 1000
employees) also produce 24 times as many innovations per dollar of research and
development spending as large firms (over 10,000 employees) and four times more than
medium-sized firms (Wetzel, 1982b). Indeed, innovation and its diffusion was estimated
by the Economic Report of the President (1989) to have accounted for half the historical
increase in the US standard of living (Wetzel & Freear, 1994). Clearly, the innovation

process has many social benefits, such as diffusion of new technology, increased tax



revenues, but also the creation of employment, which will now be addressed (Freear &

Wetzel, 1991; Tewksbury et al., 1980).

Second, in the UK recessions in the early 1980s and the early 1990s, small firms were
seen as effective means of reducing unemployment and fostering job creation, especially
to avoid large scale state intervention (i.e. state subsidies to manufacturing enterprises),
and so was heavily promoted by the government (Deakins, 1996). This was partially
effective, and Daly et al. (1991) found that between 1987 and 1989, small firms in the
UK were at least as effective as large firms in creating jobs, whilst others claim that
small firm job creation significantly overtook that of large firms, who were often
reducing their workforces (Martin, 1989; Keeble & Wever, 1987). Indeed, small firms
generated 200,000 jobs in the latter half of the 1980s (Eglin, 1994). Firms with less than
10 employees (approximately 2.4 million firms) now account for about 95% of all
businesses and 28% of UK employment, whilst firms with 10-200 employees
(approximately 170,000 businesses) represent about 5% of all businesses and 30% of UK
employment (McInerny, 1994). However, since small firms are also most susceptible to
failure in recessions and accounted for 95% of the overall losses in the last recession,
MclInerny (1994) also stresses that it is vital to aid the creation of new firms. In the US,
whilst large and medium-sized firms were decreasing their payrolls by over 25% and 5%
respectively between 1979 and 1993, small firms created 20 million new jobs (Huey,
1994; Hale, 1992; Freear et al.,, 1995b), 12 million alone in the 1980s (Eglin, 1994).
However, although Acs & Phillips (1997) estimate that the static share of employment in
small and medium sized firms has remained close to 50%, this is misleading since some

small firms grow into large firms, and some large firms decline into small ones, therefore



showing that small firms have great job creating power. In particular, US small firms
have dominated job creation in about 40% of growing industries and almost 80% of the
2.6 million new jobs in the computer programming, restaurant and social services sectors
(Acs & Phillips, 1997). In fact, Acs & Phillips (1997) conclude that “it is highly likely
that small firms and entrepreneurs probably employ a much larger share of the US labor

force than is commonly believed.” (p.9)

Third, small firms play the ‘shock absorber’ role of small firm job creation, since they
create jobs in declining industries whilst most of those jobs are terminated by large firms

(Acs & Phillips, 1997).

Fourth, small firms often complement large firms in an industry and so increase
competition which may also make the economy more competitive (Mitchell, 1980).
With many small firms, there may be less inclination to collude and accept restrictive
practices which often erodes competition in industry sectors where only a few large firms

operate (Mitchell, 1980).

Fifth, small firms are of increased importance due to their ability to quickly respond to
change (i.e. ‘flexible specialisation’) and so the structure of the economy may have

changed in favour of these small and flexible firms (Deakins, 1996).

Clearly, the economic benefit of small businesses is well documented, especially when

compared to large firms. In the US, Wetzel (1982b) even concluded that:



“relative to their larger, established counterparts, small technology based

firms (STBFs) are more effective contributors to the generation of new

jobs, innovative technology, productivity, price stability and favorable

international trade balances.” (p.336)
The economic potential and power of entrepreneurship is illustrated further on a smaller
scale in a recent BancBoston study which analysed the worldwide impact of graduates
and faculty of the Massachusetts Institute of Technology (MIT). It found that, since
1994, MIT alumni had founded 4,000 companies, which employed 1.1 million people

and had $232 billion in world sales. If these MIT-related firms were a separate country,

its national economy would rank 24" in the world (International Herald Tribune, 1997).

The economic impact of small firms is also evident by the wealth that is generated for
some of the entrepreneurs who start them. In the UK, 43% of the 400 wealthiest
individuals are self-made, with a combined wealth of about £15bn (Bereford, 1991),
whilst in the US there are about 2 million individuals worth over $1 million, of whom
nearly 90% are self-made (Freear & Wetzel, 1991). In fact, over 50% of the Forbes 400
Richest People in America were self-made and their combined net worth was $288bn

(Freear et al., 1992a).

1.1.1(B)- Categories of Small Firms

Since small firms differ in management structure, legal form, robustness, and
sophistication, they are clearly diverse. However, rather than categorising small firms by
their size, one of the best ways to distinguish between different types of small firms may

be by their growth potential (Wetzel & Freear, 1994; Mayfield et al., 1997). Wetzel &



Freear (1994) identify three types of small firms: life-style, middle market, and

entrepreneurial.

‘Life-style’ firms are those ventures which will only provide a reasonable living for their
founders, rather than incur the risks which come with prospects of high growth. These
firms are very unlikely to seek equity funding from external parties and form the
majority of small firms in the economy (Wetzel & Freear, 1994; Storey, 1994). Indeed,
Mclnerny (1994) found that in the UK the ‘Bonsai Syndrome’ is a common phenomenon
with small firms since 75% of small firms did not express a willingness to grow over the

next three years.

Middle market firms have growth prospects of less than 20% annually and rely
infrequently on external finance, rather they often depend on bootstrapping to fund the
business (Wetzel & Freear, 1994). Bootstrapping is a form of finance involving internal
generation of funds through the use of personal savings, credit cards, second mortgages,
customer advances and vendor credit (Wetzel & Freear, 1994; Winborg & Landstrom,
1997; Freear et al., 1995a). Wetzel & Freear (1994) called these firms the backbone of

the US economy.

Entrepreneurial firms are those with a vision for growth, which are also innovative,
risk-taking and able to change (Wetzel, 1993; Freear & Wetzel, 1994). They typically
wish to grow into a substantial firm with fifty or more employees within 5-10 years, and
Wetzel & Freear (1994) point out that they are the primary recipients of external equity

finance:



“Unless a venture can offer the prospect of at least $10 million in
revenues, growth of at least 20 per cent annually, and pre-tax profits of at
least 15 per cent within five years, it is unlikely to be of interest to any
external supplier of equity capital, whether a venture capital fund or an
individual investor.” (p.1-2)
Freear et al. (1996) even state in their US study: “One economist observed that our
country’s ace in the hole is our ability to spawn a lot of high growth, entrepreneurial
firms.” (p.1) Since these firms offer the greatest economic contribution out of all the

firm types (Bygrave & Timmons, 1986), this small minority of firms will now be

analysed more closely.

1.1.1(C) - The Economic Potential of Small Entrepreneurial Firms
Small entrepreneurial firms are high flying firms with the greatest ability, through their
rapid growth, to generate jobs and high returns for potential investors (Storey, 1980).
But, Mitchell (1980) states:
“Only a minority of small firms can grow into large ones (...) However,
the small minority that can grow are far more important than their
numbers suggest. It is they who most represent the dynamism and
potential for innovation claimed for small business generally. It is they
who might create jobs and help to keep fixed capital going. Small firms
on the move can show rates of growth that large ones can only emulate by
resorting to acquisitions and mergers.” (p.53-4)
In the UK, Deakins (1996) discovered that these high growth small firms are very rare,
comprising probably only 3-4% of all start-ups, whilst Storey (1994) found that it is
these 4% of all start-ups which will provide 50% of employment out of all surviving
firms in ten years’ time. Gallagher & Miller (1991) support this job-generation ability

with their finding that out of 20,000 new firms in the South-East of England, 18% of

firms accounted for 92% of the jobs, whilst out of 2,000 new firms in Scotland, 11% of



firms created 68% of the jobs. Furthermore, Stanworth et al. (1992) also support these
findings with their identification of a ‘growth corridor’ for new and growing businesses,
where 20% of firms enter this growth corridor whilst employing more than 5 people, but

only 2% emerge with more than 50 employees.

In the US, these entrepreneurial firms also represent fewer than 10% of the one million
start-ups per year (Wetzel & Freear, 1994). Since 1979, these job-generating firms have
represented about 4-8% of all small businesses and have accounted for 70-75% of net

new jobs (Wetzel, 1993, 1996; Birch et al., 1993).

1.1.1(D) - Difficulties in Securing Finance for Small Entrepreneurial Firms

To finance small entrepreneurial firms (many of which are high-tech), most
entrepreneurs will initially utilise personal savings and bootstrapping (i.e. the use of
credit cards, second mortgages, customer advances, etc.) to fund growth, relying also on
internally-generated retained earnings when produced (Wetzel & Freear, 1994; Winborg
& Landstrom, 1997; Bhide, 1992). Freear et al. (1991) found that bootstrapping was the
most likely source of equity for 94% of new technology-based firms in their US sample.
But for many of these fast growth firms, personal funds and internally-generated funds
are just not enough to finance growth, and so they may seek external financing. In fact,
firms with annual growth rates of 40% were found to be twice as likely to seek external
equity finance as those firms with growth of less than 20% (Wetzel & Wilson, 1985).
Freear et al. (1991) also found that the sources of equity finance a firm utilises are related
to its growth expectations and whether the firm has raised external finance before.

However, due to the prospect of having to surrender part of the firm’s equity, many other

10



entrepreneurs may decide not to seek external funding (possibly preferring debt) and so

limit their firm’s growth (Landstrom, 1992; Alvarez et al., 1997).

Unfortunately, many of those entrepreneurial firms which want external funding have
difficulty locating it (Wetzel & Wilson, 1985; Harrison & Mason, 1996a; Wetzel, 1993),
particularly from more conventional sources like banks. Generally it is not the
entrepreneur who bears the ultimate risk or uncertainty, but the person who provides the
financing (Schumpeter, 1951), making the supply of funds limited. In particular, this is
because these firms usually have: short performance histories, small scale operations,
weak access to supply and distribution markets, illiquidity, long development times,
uncertain growth rates, no collateral, relatively high transaction costs for the size of the
investment, potentially high information asymmetries between entrepreneurs and
potential investors, low survival rates, and involve an innovation which further increases
its already high risks (Tyebjee & Bruno, 1981; Poindexter, 1976; Storey, 1980;
Landstrom, 1993; McInerny, 1994; Bank of England, 1996; Mason & Harrison, 1996a).
Due to these factors, Myers’s (1984) ‘pecking order’ hypothesis - where internal sources
of finance are to be preferred over external debt, and then over external equity financing -
may no longer hold (Mason & Harrison, 1995). Not surprisingly, Stevenson (1997)
found that in a survey of the 100 fasted growing unquoted firms in the UK, financing was
the most frequently self-reported obstacle to growth. Moore (1994) also found that
obtaining external finance (debt and equity) was a major start-up problem for 48% of
small high-tech firms in the UK. He also found that 23% of small high-tech firms
finance their start-up overwhelmingly with outside funding, 27% use a mix of self and

outside finance, whilst 50% utilise overwhelmingly self finance, as Chart 1.1 depicts.



Chart 1.1 - Origin of Sources of Start-Up Finance for Small High-Tech Entrepreneurial
Firms*

Balanced mixof self
and outside finance

27%
Overwheimingly self
finance
50%
Overwhelmingly
outside finance
23%

* Source: Moore (1994)

Even in the US, Freear et al. (1992b) note:

“Despite compelling evidence of their job generating power, today’s
entrepreneurs face a daunting task in their search for equity financing, the
fuel for the engine that created jobs and moves technology from the
laboratory to the marketplace.” (p.2)

Furthermore, Freear et al. (1995b) found that the equity financing need of these high

growth start-up firms in the US is around $60bn a year, stating that “(this) is one measure

of the capital formation challenge confronting the US economy.” (p.86)

Since these entrepreneurial firms often experience funding problems, despite their
sizeable economic impact potential, this study will now analyse the different types of
external fund providers which do fund these entrepreneurial firms through the various

stages of their growth.
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1.1.2 - Typology of the Provision of Finance Over the Evolution of the
Entrepreneurial Firm
The entrepreneur’s frequent difficulty in attaining equity capital is not always due to a
lack of trying. In a Cambridge study of 2000 small and medium enterprises (SMEs) and
entrepreneurs, 65% had tried to raise finance from external sources over the previous
three years (Deakins, 1996). In another study, Mason & Harrison (1996a) conclude that:
“demand for external equity finance by growth-oriented smaller
businesses is greater than commonly thought (...) The conventional
wisdom that SMEs are unwilling to use external provided equity finance -
which is based on the lack of articulated demand - is misleading.” (p.10)
In fact, the acquisition of external equity often benefits the firm. Freear et al. (1991)
found that firms in their US sample which had received outside equity tended to have
higher forecast growth rates, more international focus, and expected to have larger
market share than those which did not receive external equity support; In the US, Bates
(1990) even found that “financial capital input levels are strong determinants of small

business survival prospects.” (p.551)

This section will now present a typology of the different types of finance providers who
may fund those entrepreneurial firms able to secure outside financing. As Freear &
Wetzel (1988) accurately comment, “The amount of equity required and the stage of the
financing clearly indicate the most likely source of outside equity funds.” (p.347) The

typology in Chart 1.2 demonstrates this.
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Chart 1.2 - Typology of the Different Providers of External Finance Throughout the
Evolution of the Entrepreneurial Firm
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Inherent in this chart is the assumption that the size of funding increases with each stage
of financing (Freear & Wetzel, 1990) and that as a firm becomes more mature and larger
in size (i.e. its inherent riskiness probably decreases), its problems of securing finance
will decrease (Wetzel & Wilson, 1985). This may be somewhat ironic since the small
firms’ dependence on outside funds for survival also decreases (Moore & Segaghat,
1992). A somewhat similar typology was presented by the Bank of England (1996) and
Roberts (1991), although some of their premises (i.e. the similarities of business angels
and venture capitalists) were slightly ambiguous, and will be corrected here. This
typology does not assume that a firm will use each funding source, but that when one
source has been fully exploited, the next form of financing may be utilised, although few
firms will actually go beyond the bank stage (i.e. get quoted). Thus, as an

entrepreneurial firm develops, its most likely sources of finance may be:
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1.1.2(A) - Entrepreneur’s own money and family & friends
1.1.2(B) - (The Equity Gap - a stage void of finance)
1.1.2(C) - Business angels

1.1.2(D) - Venture capitalists

1.1.2(E) - Banks

1.1.2(F) - Unquoted equity market

1.1.2(G) - Quoted equity market

These are now addressed in order.

1.1.2(A) - Entrepreneur’s Own Money and Family & Friends

At the start-up stage, most entrepreneurial ventures are financed by the entrepreneur’s
personal savings, as aforementioned, and if more is needed, by family and friends
(Brophy & Shulman, 1992; Harrison & Mason, 1996a; Deakins, 1996). Many times, this
is supplemented by bank overdrafts and loans where the entrepreneur’s assets act as
collateral (Harrison & Mason, 1996a). Indeed, the Bank of England (1996) found that
71% of the firms they surveyed used private funds at the start-up stage, and this was
utilised more than twice as much as the next most popular source. Roberts (1991) found
this number to be closer to 74% in the US. The reason for personal financing’s
popularity is clear. Since risk perceptions of a firm decrease dramatically over its
developmental stages, the cost of obtaining outside funds will also decrease (i.e. the
entrepreneur will have to surrender less equity for a certain amount of funds) (Wetzel,
1983). Thus, the longer an entrepreneur may be able to survive on personal funds (i.e.
‘sweat equity’) and internally generated funds, the lower the cost of external risk capital

and the more sovereignty the entrepreneur will have (Wetzel, 1983; Singleton et al.,
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1997; Alvarez et al., 1997). However, once: “The resources of the founder, family and
friends (the three Fs) (have been exhausted) (...) it will be necessary to seek external

finance.” (Bank of England, 1996, p.12)

1.1.2(B) - The Equity Gap
Unfortunately, seeking and locating external finance at the very early stages of a business
venture may be extremely difficult (Wetzel, 1983), as has already been partially
addressed. This is principally due to the ‘equity gap’ which exists in the market for
entrepreneurial finance in both the US and the UK (Wetzel, 1986a; Wetzel & Freear,
1994; Harrison & Mason, 1992a; Mason, 1996a; Martin, 1989; Bank of England, 1996).
Mason (1996a) defines this equity gap as:
“the absence of small amounts of risk capital from institutional sources
for companies at the seed, start-up and early growth stages which arises
because the fixed costs of investment appraisal and monitoring make it
uneconomic for venture capital funds to make small investments, and also
because of the reluctance of banks to make unsecured lending.” (p.4)
Mason (1996a) and Deakins (1996) believe that this financing gap exists in the UK for
amounts desired of less than £250,000 or even £500,000, whilst Lonsdale (1996)

proposes that it lies below the £400,000 level. Similarly in the US, it is thought that the

equity gap lies in the $100,000 to $500,000 borrowing gap (Alvarez et al., 1997).

However, this equity gap is not a recent phenomenon. More than sixty years ago, the
difficulty UK small firms had in raising loan and equity finance was first formally
identified in the Macmillan Report in 1931, and this equity gap was subsequently termed

the ‘Macmillan gap’ (Harrison & Mason, 1996a; Singleton et al., 1997). Since then, the
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equity gap problem was again officially identified by the government in 1959 (The
Radcliffe Report), in 1971 (The Bolton Committee), and in 1979 (The Wilson

Committee).

Although its presence is clear, its cause is more ambiguous. Traditionally, the gap has
been attributed to a shortage of capital in the Vmarketplace (Freear & Wetzel, 1991;
Duxbury et al., 1996; Wetzel, 1983). However, within the last 10-20 years the
explanation has been modified and the gap is now attributed to the fragmentation of the
marketplace, where financial markets can not freely provide all relevant information
about fund sources and investment opportunities to the buyers and sellers of capital
(Wetzel, 1983; Wetzel & Wilson, 1985). This market inefficiency has led finance
suppliers to claim that the gap is a demand-side problem, since investment proposals and
entrepreneurs are often of a low quality (i.e. a management gap). Others believe it is
more of a supply-side problem where the restrictive investment preferences and lending
practices of the institutional investors restrict investment, regardless of the level of their
available funds (Mason & Harrison, 1992; Bank of England, 1996). Indeed, these
restrictive practices may be due to the small size of the desired investments, and due to
the fact that the transaction and monitoring costs alone may make it infeasible for

venture capital firms and banks to provide funding (Alvarez et al., 1997; Mitchell, 1980).

However, even though the development of the venture capital industry has helped to
reduce the top portion of the equity gap, this gap still remains today (Mason & Harrison,
1992). In fact, in the 1990s, concern about the equity gap has increased due to changes

in banking practice concerning small firm lending and the growing evidence that private



and public sector initiatives to close the equity gap have failed (Harrison & Mason,
1992a). Obtaining external finance is therefore still a sincere problem for UK and US

small firms looking to grow and expand (Binks & Ennew, 1997; Alvarez et al., 1997).

1.1.2(C) - Business Angels

Luckily, there are private individuals in the market, who often have started their own
successful firms in the past and are now looking to invest some of the money they have
made, and experience they have gained, into a small entrepreneurial firm. They do this
in the hope of getting financial returns but also for the fun of being involved again in the
entrepreneurial process (Wetzel, 1983; Landstrom, 1992). This type of investor was
originally referred to as ‘Aunt Agatha’ and ‘the rich uncle’ by the Wilson and Bolton
Committees respectively (Mason & Harrison, 1990), but is now commonly called a
‘business angel’ (BA) (or alternatively, an informal venture capital investor) because
many perceive that they save struggling firms with both finance and know-how when no
one else will. In fact, the term ‘angel’ was originally coined at the turn of the century to
describe the “well-heeled backers of Broadway shows who made risky investments in

order to produce those shows.” (Benjamin & Margulis, 1996, p.5)

However, in today’s small firm financing arena, BAs in the UK and US are the only
investors who invest primarily in the entrepreneurial high-growth areas cited as gaps in
the market for funding, and which other investors are reluctant to support (Coveney,
1996; Mason & Harrison, 1995; Wetzel, 1983). Indeed, BAs partially ease the equity

gap problem in many ways.
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First, BAs prefer funding high-risk entrepreneurial firms which are in their earliest stages
(Freear et al., 1991). In the UK, Mason & Harrison (1990) found that BAs are the most
important source of external equity after family and friends, funding about 5% of small
firms in their sample, whilst venture capitalists funded less than 1%. A 1992 Cambridge
study of 1185 firms concurs that about 5% of small firms receive BA support (Deakins,
1996), whilst Moore & Segaghat (1992) and Coveney (1996) agree that BAs are a major
source of external finance in the initial stages of development. Similarly in the US, BAs
are the primary source of finance for early stage firms, investing more funds, in more
rounds, in more firms, than any other source (Freear et al., 1992b). This is also
supported by Roberts (1991) who found that BAs are the major source of external funds

for start-ups with high growth potential. Chart 1.3 illustrates Roberts’ (1991) findings.

Chart 1.3 - Primary Sources of Initial Capital for Small High-Growth Firms*

Source % of Finance
Entrepreneurs’ Personal Savings 74%
Family/ Friends 5%
Business Angels 7%
Venture Capitalists 5%
Non-financial Corporations 6%
Commercial Banks 0%
Public Stock Issues 3%

* Source: Roberts (1991)

In particular, BAs prefer investments where the deal size is under $1 million and which
generally have: less than 100 employees, less than $5 million in annual sales, and growth
rates under 40% (Freear & Wetzel, 1988, 1990, 1991; Wetzel & Wilson, 1985). Indeed,

Wetzel (1993) claims that since 60% of BA deals are early-stage deals, whereas this may
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only be between 10-28% for VCs, it is really the BA who is the real venture capitalist.
Supporting this in the UK, Mason & Harrison (1996a) claim that: “business angels fill
the so-called equity gap by making those investments precisely in those areas in which
institutional venture capital providers are reluctant to invest.” (p.7) But, luckily, in
addition to early stage deals, BAs also aid later-stage firms traditionally associated more

with VC investing (Freear & Wetzel, 1989, 1991).

Second, BAs prefer funding the small amounts (falling within the equity gap) needed to
launch new ventures (Freear & Wetzel, 1991). Since the funding needs of firms usually
increase as the firm matures, these small amount of funding are clearly associated with
early stage firms. Freear et al. (1992b) found that BAs provided 84% of rounds under
$250,000 and 58% between $250-500,000, whilst in rounds of less than $500,000, BAs

provided, in dollar terms, four times as much as VCs.

Third, BAs tend to have less-risk aversion and lower return expectations than other
investor types (Freear et al., 1991; Freear & Wetzel, 1991). Also, their cost of finance
may be cheaper for the entrepreneur and their funding is received quicker than other

finance sources (Freear et al., 1990).

Unfortunately, BAs are often overlooked by entrepreneurs and the equity gap debate as a
source of capital (Freear & Wetzel, 1991; Wetzel & Wilson, 1985); Mason & Harrison
(1996a) found that 34% of SME entrepreneurs were unaware of them. However, BAs
are a plentiful source of finance and are especially valuable since they are located almost

everywhere and can add value through their involvement (Mason & Harrison, 1996a;
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Haar et al., 1988; Wetzel, 1983). The value of BAs has been evident for many years; in
1903 five BAs launched Henry Ford’s auto empire with a $40,000 investment, and more
recently in 1978, a BA initiated the launch of The Body Shop retail chain with a £4,000
investment (Conlin, 1989; Stevenson & Coveney, 1994; Mason & Harrison, 1990). Even
the $6 million construction cost of the Golden Gate Bridge was financed by a BA, AP.
Giannini, discovered by the architect, Joseph Sﬁauss, after a 19 year-long search for

funding (Benjamin & Margulis, 1996).

It appears that BAs are ‘seeding’ start-up firms, of which some will subsequently receive
funding from more formal sources of finance, such as venture capitalists, whilst the
majority will never need to raise further financing (Freear & Wetzel, 1990; Freear et al.,
1995b). In fact, a potentially complimentary relationship has been identified between
BAs and VCs, especially in the US, where BAs act as the ‘farm system’ for the VCs,
since BAs invest in and nurse small firms with growth potential into large firms which
will interest VCs for further rounds of investment (Timmons & Sapienza, 1992; Wetzel
& Wilson, 1985; Freear & Wetzel, 1988, 1989, 1991; Freear et al. 1991, 1996; Roberts,
1991). This was also partially supported in the UK by a British Venture Capital
Association survey (BVCA, 1993) which noted that 23% of VC-funded firms had
previously received funding from BAs. Indeed, Mason & Harrison (1995) claim: “The
clear implication is that a healthy informal venture capital market is required for the

institutional venture capital market to thrive.” (p.41)
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However, due to a number of inefficiencies in the informal venture capital market, BAs
do not ‘seed’ as many early stage investments as may be potentially possible and thus the

equity gap still remains.

1.1.2(C)(i) - Informal Venture Capital Market Inefficiencies

Unfortunately, as with the external equity market in general, the informal venture capital
market of BA finance is also quite inefficient (Wetzel, 1987; Harrison & Mason, 1991a).
This is primarily because of the fragmented nature of the market, the imperfect channels
of communication, and the invisibility of BAs (due to their preference for anonymity)
(Harrison & Mason, 1992b; Mason & Harrison, 1990; Freear et al.,, 1994a; Freear &
Wetzel, 1991). Indeed, if it becomes widely known that an individual has money to
invest, then he/she may be besieged with hundreds of proposals per year, when his/her
desire may be only for three or four. Alternative explanations have suggested that there
is a mismatch of investment preferences and available investment opportunities (Mason
& Rogers, 1996), unfamiliarity of successful investment techniques for both investors
and entrepreneurs (Wetzel, 1987; Landstrom, 1993), and the misconception of many
entrepreneurs that BA funding is finance of the last resort (Mason & Harrison, 1990).
Harrison & Mason (1992b) even suggest the possibility that the market may be efficient
and that the gap reflects entirely realistic assessments of the risks in early stage deals.

However, they believe this explanation to be doubtful.
Regardliess, these inefficiencies impose high search costs on both investors and
entrepreneurs (Mason & Rogers, 1996; Wetzel, 1987). In the informal market, therefore,

entrepreneurs can find little guidance to locate BA funding, and the majority of BAs tend
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to rely on random events to discover potential investment opportunities (Wetzel, 1983).
Compounding this problem, Harrison & Mason (1992b) believe that information
networks in the UK may also be less effective than in the US, particularly since the
information may be of a lower quality and more redundant. This market development
difference may be due to the UK BAs’ greater level of risk aversion (Landstrom, 1993),

or to cultural differences (Atkin & Esiri, 1993).

However, even though somewhere there is a BA willing to invest in almost any
investment opportunity, in any sector (Wetzel, 1983), matching BAs and entrepreneurs is
a sincere concern. Due to this problem, the financing potential of BAs is not being fully
utilised and many BAs internationally complain that they have sizeable uncommitted
funds available for investment, sometimes up to two or three times the amount of their
current investment portfolio, but they can not locate suitable investment opportunities
(Mason & Harrison, 1996a; Landstrom, 1993; Wetzel & Freear, 1994). One BA
interviewed claimed that one reason for this may be because many investors are not

skilled enough to identify good projects and need active assistance in doing so.

1.1.2(C)(ii)- Business Introduction Services

Although a number of UK government policy schemes were not very successful, one of
the most promising approaches to easing the BA market inefficiencies, and lessening the
equity gap in general, may be the emergence of business introduction services (BISs)
(Mason, 1993, 1996a; Harrison & Mason, 1996a). These organisations provide a means
of cost-effective communication between entrepreneurs seeking finance and BAs seeking

investment opportunities by means of computer matching, forums, or some kind of
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publication. They, therefore, enhance the BA market efficiency for finance by making
both investors and entrepreneurs more visible, improving deal flow, and may enlarge the
pool of BA funding by increasing the number of active BAs in the market (Mason,
1993). In fact, Lucius Cary, this study’s non-academic advisor, started the first UK BIS,
Venture Capital Report (VCR), in 1978. Since then, about one-third of the one thousand
firms which have used the service have been successful in raising some or all of their

desired funding, primarily from BAs (Cary, 1989).

However, despite the advantages of BISs, they may “only (be) scratching the tip of a
potentially sizeable iceberg” since they have had limited impact in reducing the equity

gap for small start-up firms (Stevenson & Coveney, 1994, p.2).

1.1.2(D) - Venture Capitalists

Once a small firm has grown into a medium or large-sized venture, its funding needs
may grow beyond the means of individual BA investors (Wetzel & Freear, 1994) and “it
is usually at this stage that the formal external finance network becomes available.”
(Moore & Segaghat, 1992, p.30) Venture capital firms (VCs) may, therefore, be the
most likely source of external equity funding for those few entrepreneurial firms which
have high enough growth potential to meet the restrictive investment criteria of VCs
(Harrison & Mason, 1991a). In fact, VCs usually only fund 7 per 10,000 VAT registered
firms (i.e. all categories of firms combined), which may possibly be only 6.5% of those
entrepreneurial firms seeking funding (Storey, 1994). The late Tony Lorenz, Managing
Director of a leading UK VC firm, (and whose memorial foundation partially funded this

research study) described venture capital as “the investment in long-term, risky equity
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finance where the primary reward for the providers is an eventual gain, rather than

interest income or dividend yield.” (Murray, 1995c, p.103).

Indeed, in the past VCs have helped to create such corporations as: Mircosoft, Apple
Computer, Intel, Federal Express, and Digital Equipment, to name but a few (Sahlman,
1990). VCs tend to fund high-growth ventures, sbme in their earlier stages (although still
later in stage than most BA deals) and with little track record, which do not yet have
access to the quoted securities markets and are still too risky for bank lending
(Zacharakis & Meyer, 1995; Bank of England, 1990). In supporting non-established
investments, VCs will often use their own input of business skills, whilst they may also
fund second round and development capital for later stage firms which will usually need

less assistance (Martin, 1989).

However, although in the early 1980s the VC industry invested modestly in early stage
firms, in recent years the industry in the UK and in the US has started to shift its
investment focus away from start-ups and early stage firms, in favour of mature ventures
(i.e. development finance) and management buyouts and buyins (Mason & Harrison,
1994; Mason 1996a; Freear et al., 1993, 1995b; Duggins, 1993). This is clearly an
unfortunate shift away from ‘classic’ venture capital (i.e. new equity provision), which
involves forming, building, and harvesting new firms with a long term focus, to a greater
emphasis on ‘merchant’ venture capital (i.e. replacement equity provision), which
emphasises transaction crafting and closing, fee generation, and financial engineering
know-how, and short-term gains (Bygrave & Timmons, 1992; Murray, 1994; Mason &

Harrison, 1995; Sweeting, 1991; Landstrom, 1990). The division between venture
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capital and merchant banking has now blurred as the industry depends almost entirely
upon late stage investments and MBOs (Duggins, 1993; Cary, 1989). In fact, the British
Venture Capital Association (BVCA, 1995) claims that start-up and early stage
investments accounted for 27% of the full amount invested by the VC industry in the UK
in 1984, but this percentage fell to 10% by 1988, and currently stands at 4%. However,
during the same period (1984-1995), expansion capital financing fell from 52% to 23%,
whilst MBO/MBI finance increased from 21% to 73% of the total amount invested

annually by the VC industry (BVCA, 1995), as Chart 1.4 shows.

Chart 1.4 - Amounts Invested Per Stage by the VC Industry in the UK (1984-1995)
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Although it is not clear whether this funding shift will change in the foreseeable future,
the main reason for this shift is that, for structural reasons, later and larger firms are
commercially more attractive for VCs than small and early stage ventures (Lonsdale,
1996). It is particularly due to a VC’s: high overhead costs (Martin, 1989), high
evaluation and monitoring costs relative to the size of the investment, long payback
period, and inherently high risks (Harrison & Mason, 1991a; Harrison & Mason, 1992a;
Hall, 1988) when investing in an early stage venture that makes these types of

investments often not feasible. It may, therefore, not be surprising that the BVCA does
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not even include ‘seed capital’ activity (i.e. pre start-up) as a category of UK venture
capital activity (Murray, 1995b), particularly since Murray (1995a) estimates that seed
capital comprised less than 0.035% of total funds invested by the VC industry in 1991.
Chart 1.5 lists a variety of explanations for why VCs are reluctant to invest in early stage

firms.

Chart 1.5 - Reasons Why Venture Capitalists Prefer Later-Stage Investments and
Management Buyouts (MBOs)*

Later-Stage Investment & MBO Start-Up & Early Stage Investment

Characteristics Characteristics

Established business An idea

Predictable cash flow No income, only uncertain costs

Customer and competitors known Customers and competitors unclear

Often low-tech Commonly high-tech

Market often domestic Market necessarily international

Experienced management team One person and a ‘vision’

Due diligence possible Due diligence almost impossible

Pricing possible Pricing very difficult

‘Hands off> venture capital style ‘Hands-on’ critical

Potential liquidity Illiquidity

Research & monitoring costs/deal size ratio low | Research & monitoring costs/deal size high

Historically favourable rates of return Historically poor rates of return

Fewer investments needed to spread fund risk | More investments needed to spread fund risk

Larger deal sizes so fewer investments needed | Smaller deal sizes so more investments needed
to invest total VC fund to invest total VC fund

Short-term investment horizon Long-term investment horizon

Outright failure rare Outright failure frequent

* This table is partially adapted from Murray (1992), as cited in Mason & Harrison (1992).

Due to the more favourable characteristics of later-stage investments, a 1990 BVCA
survey showed that VCs in the UK almost unanimously concluded that the VC industry’s
limited support to funding new and entrepreneurial ventures was their single biggest

failure of their first decade (1980-90) (Murray, 1994).
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Since most VCs will only invest in entrepreneurial firms which are no longer in their
start-up and early stages, middle-aged ventures (which BAs sometimes nursed as start-
ups) are clearly their funding preference. But, even though they now have this later-stage
concentration, VCs still make significant economic contributions by funding these
further rounds of development finance to the small proportion of rapidly growing

businesses (Storey, 1994).

1.1.2(E) - Banks

Contrary to BAs and VCs, banks rarely take risky investments of a venture capitalist
nature, rather, they prefer lending to firms which offer some form of collateral to limit
the bank’s risk (Alvarez et al., 1997). Banks do not want to assume equity risks for only
debt returns. Although banks are generally the most important source of external
funding for small firms (Binks, 1991; Harrison & Mason, 1996a; Landstrom, 1992), they
are relatively unimportant for small firms in the start-up or early stages, which have high-
growth potential and, thus, high risks (Moore, 1993; Roberts, 1991; Murray, 1994). This
may be partly due to debt’s external obligations and risk of default which may deter
some entrepreneurs from assuming these heavy constraints on freedom of action and
diminution of control (Hay & Morris, 1984). But industry observers believe it is
primarily due to the banking industry’s general restrictive lending practices and the
recent macro-economic events which have forced bank practices to become even more

constraining (Harrison & Mason, 1996a).

In general, because early-stage small firms lack a track record, lack reliable information

on the entrepreneurs, are illiquid, and have volatile profit and cash flow measures, banks
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often restrict lending to these firms since it is difficult and costly to evaluate these risks
(Singleton et al., 1997; Alvarez et al., 1997; Storey, 1994; Binks & Ennew, 1997).
Indeed, one VC interviewed for this study summed up the difference between banks and
VCs:

“Banks are interested in minimising risk, venture capitalists are interested

in minimising the positive correlation between risk and return. What we

want to do is get off the curve and find deals where we are getting a

higher return for a lower risk. Banks just don’t want risk.” (VC14,

17/6/96)
In a UK study of start-up firms in the high-tech industry, Moore (1994) found that just

over two-thirds of the ventures in his sample considered banks as a potential source of

funds, although this source failed to materialise for the majority, as Chart 1.6 shows.

Chart 1.6 - Considered and Actual Sources of Finance for High-Tech Start-Ups*

% of Firms % of Firms Actually
Source of Finance Considering Source Securing Source
Founders’ Savings 69% 49%
Bank Loans 69% 7%
Money from Family/Friends 12% 9%
Money from Government Agencies 48% 9%
Venture Capital (BA & VC) 45% 10%
University Endowments 5% 6%
Strategic Partners 29% 6%

* Source: Moore (1994)

Moore (1994) believes this shows that banks are more reluctant to finance high-growth
(and thus high-risk) start-up firms than those in lower risk sectors. Indeed, Oakey (1984)
also found that bank finance comprised only 6-7% of total fund sources for start-up
firms. Thus, almost as a rule, since most early-stage firms do not have positive cash

flow, profitability nor solvency, banks will rarely lend to them without a personal
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guarantee or collateral (Alvarez et al., 1997; Brophy & Shulman, 1992; Storey &
Westhead, 1995). In fact, the levels of collateral required by banks tend to be around 2.5
times the value of the borrowing (Binks & Ennew, 1997), although there may be
valuation, depreciation, and re-valuation costs associated with taking collateral which
may further restrict the lending practices of banks. Those entrepreneurs without

sufficient collateral may fall into a debt gap.

Unfortunately, the restrictive lending situation for small firms has become worse in
recent years, especially during the last recession, as banks experienced substantial losses
from Third World debt, international property debt, property devaluation in the UK, and
domestic corporate and SME failures (Gapper, 1993; Deakins, 1996; Harrison & Mason,
1996a; Eglin, 1994). Due to these losses, banks in the US and the UK sought to rebuild
their asset bases by reappraising and changing lending practices, which further restricted
the availability of debt finance to small (especially early-stage) firms (Mason &
Harrison, 1993a, 1995; Harrison & Mason, 1996a). Due to these changes in practice,
banks adopted a more cautious attitude to their lending practices and have, in particular,
tightened their lending criteria (Mason & Harrison, 1993a, 1994, 1996a; Harrison &
Mason, 1996a, Alvarez et al., 1997). Banks, therefore, are now requiring more collateral,
placing more emphasis on the level of gearing, limiting access to overdraft facilities
(which frequently substituted for equity rather than working capital), utilising more risk
sensitive pricing systems, and placing more reliance on the borrower’s cash flow and
business plans, to make the lending decision (Harrison & Mason, 1996a; Mason &

Harrison, 1996a; Smith, 1994). As a result, many bank managers have a strong lending
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preference for bigger firms, rather than for smaller firms (Vyakarnam & Jacobs, 1991;

Mason & Harrison, 1996a).

Although it may be too strong to call the current situation, in general, a ‘credit crunch’
for small firms (Duggins, 1993) “in the sense that there is a lack of available bank
finance, there are undoubtedly growing mismatches between what the banks are prepared
to supply, and under what conditions, and what small businesses demand.” (Harrison &
Mason, 1996a, p.8) There are strong indications that small firm support from banks is
insufficient (Singleton et al., 1997), and Murray (1991) states that some commentators
have observed that “the banks are on strike.” (p.74) In particular, Mason & Harrison
(1996a) note that fast-growth entrepreneurial firms, which are the focus of this study,
may especially be adversely affected by the lending practices of banks, entailing an even
greater reliance on venture capital financing, as the aforementioned typology also
dictates. But, luckily, receiving venture finance in the early stages can also ease the bank
lending process at a later stage:

“Small businesses which have raised finance from external investors are

attractive propositions for the banks. They are likely to have a stronger

balance sheet which can support borrowings, and in order to have been

able to attract an outside investor are likely to be growth oriented.”

(Mason & Harrison, 1996a, p.10)
For high-growth firms in the UK, bank support becomes much more important as the
company grows (Storey & Westhead, 1995). A Bank of England (1996) study found that
in some stage of their development, 15% and 32% of technology-based firms used BA-

and VC-finance, respectively, whilst 85% utilised bank finance, presumably mostly after

the initial start-up stage of their development in order to procure working capital.
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Clearly, banks do not usually provide debt finance to entrepreneurial growth firms at the
start-up stage, but more so as the firm develops. Thus, due to these recent changes in
banking practices, this financing burden may fall more heavily on BAs and VCs, two
financiers which the Bank of England (1996) believes may be the most appropriate

external sources of funds for young entrepreneurial firms.

1.1.2(F) - Unquoted Equity Market

Once a firm emerges from the high-risk early stages of development, where it was
primarily dependent upon funds from the entrepreneur, family and friends, BAs, and
sometimes VCs and bank financing, the next step may be to list the firm’s shares on a
publicly-traded financial market (Wetzel, 1982b). There are a number of advantages to
doing so. First, a stock market listing provides further external capital which can be
utilised to fund the firm’s growth (Wetzel, 1982b; Mason & Harrison, 1991). Second,
this permits investors who funded the firm in the early stages to realise their locked-in
investments for a financial gain, which can then be re-invested elsewhere (Wetzel,
1982b; Mason & Harrison, 1991). Coveney (1996) found that 44% of the BAs in his
sample would be encouraged to invest more in unquoted companies by the availability of
exit routes, such as an unlisted stock market. Third, rendering entrepreneurs the
opportunity to possibly repurchase shares of stock at a later date, and so regain control of
their ventures, may make entrepreneurs more willing to seek external equity capital in the

early stages of their ventures (Mason & Harrison, 1991; Dixon, 1991).

However, if a venture is not able to satisfy the rigorous listing requirements and pay the

high listing costs of a large exchange, such as the London Stock Exchange, then the best
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option may be to get listed on an unquoted equity exchange, such as the AIM
(Alternative Investment Market) or the OFEX (the Off Exchange), which cater to the
liquidity needs of smaller firms and may offer tax advantages (Bank of England, 1996).
Indeed, the establishment of the first unquoted securities market in the UK, the Unlisted
Securities Market (USM), in 1980, offered small firms a certain degree of potential
liquidity and investors an exit potential, and so was a ‘psychological milestone’ which
spurred on the development and growth of the VC industry in the UK (Duggins, 1993).
However, unquoted equity markets are utilised by only a small percentage of
entrepreneurial growth firms as a funding option and so their efficiency and liquidity

may be slightly limited (Bank of England, 1990).

1.1.2(G) - Quoted Equity Market

If a venture is very successful, has maintained healthy growth rates, and is beyond the
early stages of its development, it may elect to get listed on a quoted equity exchange
through an initial public offering (IPO). At such a stage, the provision of finance is
usually not the major motivation, rather the procurement of exit routes and share
liquidity is primary (Bank of England, 1996). In addition, a public stock offering may
also seem attractive because it does not directly involve soliciting the types of finance

providers possibly exhausted in earlier rounds of financing (Freear et al., 1991).

However, few firms are fortunate enough to reach this stage. In the US, Wetzel (1986a)
estimates that only 1% of corporations are publicly traded and only 0.25% are listed on a
organised exchange (i.e. a quoted equity market). Thus, much less than 1% of corporate

start-up ventures in the US will eventually be able to develop a market for their shares on

33



an exchange (Wetzel, 1986a), which may be partly because an IPO has to be in the $20-
50 million range in order to create a market for a firm, (Bank of England, 1996). Indeed,
in the UK there were only 75 IPOs in total from July 1992 to June 1993 (Murray, 1995a).
Nevertheless, entrepreneurs tend to be more optimistic about getting a listing than these
statistics suggest they actually should do. Freear et al. (1991) found that 73% of the new
technology-based firms (NTBFs) in their samplé believed that a public stock offering
was, as a source of future growth equity, ‘highly-likely’ or ‘probable’. In addition, VC-
funded firms were more optimistic than BA-funded firms about this funding option
(Freear et al., 1991), probably because VC-funded firms are in a later development stage

and larger in size.

In the US, Sahlman (1990) and Carter & Van Auken (1994) found that 33% and 28%,
respectively, of all IPOs were VC-funded firms, whilst Murray (1995a) found this to be
the case for 48% of IPOs in the UK. But IPOs provide firms with only a small fraction
of the overall capital supplied by VCs, and especially BAs (Gaston, 1989; Mason &
Harrison, 1991), although the IPO and equity markets have an important influence over

the flows of venture capital within an economy (Bygrave & Sahlman, 1988).

However, because a stock exchange flotation (i.e. IPO) may not enable the investor to
immediately sell his/her stake holding in its entirety, and the company may not be able to
choose its funding partner (and possibly subject it to an unfriendly takeover), flotations
have limited popularity. This has made trade sales the most common exit route for VC-

funded firms (Bank of England, 1990; Mason & Harrison, 1991).
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The quoted equity market is clearly a funding option that only few entrepreneurial firms
are able to utilise, but its presence, and promise of eventual liquidity, is of much
importance in stimulating investors (both BAs and VCs) to fund in the entrepreneurial

arena.

Summary

The external equity financing typology of entrepreneurial growth firms that has been
presented in this section offers an insightful analysis of the potential funding problems
and solutions that the small minority of start-up firms (with the greatest economic
potential) may experience. It appears that BAs are often the type of external investor
which fund these ventures in their riskiest stage. Mason & Harrison (1996a), therefore,
believe that BAs may be the most critical funding element to the survival and growth of
entrepreneurial firms. Naturally, when these ventures grow too large for BA financing,
VCs may support some of these ventures so that their growth, profit potential, and job-
creating abilities may be further enhanced. Bank lending, although only slightly present
in the start-up stage, becomes a much more important source of external finance later on,
especially once profits, a track record and collateral have been attained, whilst a
quotation on an equity market is a more unlikely and later stage possibility. For those
early-stage entrepreneurial firms which seek additional financial capital, BAs and VCs
are the primary players in the initial funding process of entrepreneurial firms. The
respective size and influence of each of these investor’s market potential will, therefore,

be addressed next.
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1.1.3 - Market Size and Influence of the Two Main External Sources of
Entrepreneurial Finance

Since VCs and, especially, BAs are important to the survival and growth of many young

entrepreneurial firms, this section will conduct a detailed analysis of their current

influence in the financing market. This may render us with a clearer impression of their

potential (met or un-met) in fostering our national economic growth through small firm

support.

In particular, the BA market is especially important since, in the US, it is “the oldest and
the biggest (market for venture capital finance) (...) Their know-how and their capital are
two of this country’s least understood and under-utilised economic resources.” (Wetzel,
1993, p.5) In the UK this also pertains. The nature of BA investments, and the size and
untapped potential of the BA market (compared to the VC market) will now be

addressed.

1.1.3(A) - Nature of Business Angel Investments

Since BAs are individual investors with varied backgrounds, generalising about them as
a whole may be slightly limiting. But, due to their unique characteristics, BA
investments overall have many advantages which are noteworthy, some of which have
already been addressed. First, BAs prefer smaller scale investments than VCs, which fall
within the equity gap (Mason & Harrison, 1993b; Freear et al., 1996; Harrison & Mason,
1992b). Second, BAs usually invest in start-ups and early stage ventures, where the
equity gap is most significant and VCs are hesitant to invest (Mason & Harrison, 1993b,

1995; Freear et al., 1996). Third, BAs make investments in virtually all industry sectors
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(Mason & Harrison, 1995). Fourth, BAs are more permissive in their financial decisions
than VCs, and tend to have different investment criteria, longer investment horizons (i.e.
they are ‘patient money’) (Harrison & Mason, 1991b, p.271), shorter investment
processes, and lower target rates of return (Freear et al., 1996; Harrison & Mason, 1992b;
Deakins, 1996). Fifth, raising finance from BAs does not involve the high fees incurred
when raising funding from financial institutions (Harrison & Mason, 1991b). Sixth,
most BAs are value-added investors in that they contribute their personal business skills
to furthering the young business (Mason & Harrison, 1996a) and therefore may elect to
invest more locally to ease their involvement (Wetzel, 1983; Mason et al., 1995).
Seventh, the BA financing market is more geographically dispersed than the formal VC
market. Gaston (1989) claims that BAs can be found everywhere, not just in major
financial centres. This is particularly important from a regional development perspective
since this helps to retain and re-circulate wealth within a region (Mason & Harrison,
1995, 1996a). Eighth, BA finance has a leveraging effect in that it makes the investee
firm more attractive to other possible sources of finance (Mason & Harrison, 19963;

Mason et al., 1995).

However, BAs also have a few disadvantages. First, BAs are less likely to provide
follow-on investments to the same firm (Mason & Harrison, 1995). Second, BAs prefer
to have a say in the running of the firm which may force the entrepreneur to give up
some degree of control (Mason & Harrison, 1995). In addition, BAs may have limited
expertise in running the particular type of investee firm, which may make his/her

contribution less value-added (Deakins, 1996). Third, a small minority of BAs may turn
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out to be ‘devils’ who have more self-serving motives for investment (Mason &

Harrison, 1995).

Fortunately, the advantages of BAs outweigh their disadvantages, and this “prompted the
UK’s Advisory Committee on Science and Technology (ACOST) to conclude that ‘an
active informal venture capital market is a prerequisite for a vigorous enterprise
economy’ (ACOST, 1990, p.41).” (cited in Mason, 1996a) Indeed, BAs are the most
significant external source of funds for small entrepreneurial firms, as will now be

discussed.

1.1.3(B) - Comparison of the Overall Size of the BA and VC Markets

Wetzel & Freear (1994) quite correctly state that for BAs the “Lack of visibility does not
imply, however, lack of importance in the supply of equity capital.” (p.4) Indeed, it is
well documented in both the UK and the US that the BA market is the largest single
source of risk financing for entrepreneurial firms, exceeding the institutional VC industry
(Mason et al., 1995; Mason & Harrison, 1993b, 1996b; Benjamin & Margulis, 1996;
Wetzel, 1987). Gaston (1989) even suggests that the amount of BA investment in the US
almost exceeds that of the combined total of all other financing sources of external equity

for start-up and early stage growth firms.

However, due to the invisibility of BAs, estimating their market size involves inducing
measurements from small samples and this has rendered a variety of assessments from
the academic sector. Therefore, these back-of-the-envelope estimates, particularly of the

size of the BA market, should be considered as ballpark estimates, rather than as
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definitive (Mason, 1996b). But, regardless of the diversity of the findings, it is

universally agreed that the BA market is enormous.

Indeed, although the UK BA market is less developed than its counterpart in the US, it
has grown substantially over the last 10-15 years (ACOST, 1990; Mason & Harrison,
1994, 1996). It is estimated that in the UK there are between 30,000-50,000 BAs
(KMPG, 1992; Bowden, 1994; Mason & Harrison, 1993a), who have invested almost
twice as much in small entrepreneurial firms as the formal VC market, with investments
of £2 billion and £1.25 billion respectively (Méson & Harrison, 1993a; Mason et al.,
1995; Bannock, 1991). However, when the results of this research study were applied to
Mason & Harrison’s (1993a, p.34-35) equation for computing the size of the BA market,
the result was closer to the £4 billion mark, as was also found by Stevenson & Coveney
(1994). However, because BAs invest, on average, smaller amounts per deal than VCs,
the number of firms that BAs fund in the UK vastly exceeds the number supported by

VCs (Mason & Harrison, 1996a).

Similarly, in the US, BAs are also of great importance, as the more comprehensive and
more varied US data shows. It is estimated that in the US there are anywhere from
250,000 (Freear et al., 1992b, 1995b) to 1-2 million BAs (Freear et al., 1996; Ou, 1987),
who hold anywhere from $50 billion (Wetzel, 1987) to $100-300 billion (Ou, 1987
Wetzel & Freear, 1994) in equity investment portfolios. On an annual basis, about
250,000 (or one eighth of the BA population) of these US BAs (Wetzel & Freear, 1994)
will invest between $10-30 billion (Wetzel & Freear, 1994; Ou, 1987; Freear et al.,

1995b; Freear & Wetzel, 1991; Gaston & Bell, 1988; Gaston, 1989) in about 20-60,000
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small firms (Wetzel, 1987, 1993, 1996; Freear et al., 1992b; Benjamin & Margulis,
1996), although about 100,000 start-ups annually meet the minimum funding
requirements of BAs (Wetzel & Freear, 1994). It has even been estimated that BA
investments account for 0.15% of the US’s gross domestic product (GDP) (KMPG,

1992).

In contrast, the US VC industry holds a portfolio of about $20 billion (Freear & Wetzel,
1991), invests about $2-4 billion annually (Freear & Wetzel, 1991; Wetzel & Freear,
1994; Gaston & Bell, 1988; Wetzel, 1996) in only 2,000 firms (Wetzel & Freear, 1994),
of which two-thirds were supplementary investments to existing portfolio companies
(Wetzel & Freear, 1994). This disparity between the BA and VC markets suggests that
BAs fund an annual amount of two to five times more to entrepreneurial firms than the
VC industry! (Wetzel, 1987; Freear et al., 1996; Mason & Harrison, 1993a). Since BA
investments are, on average, of a much smaller size, estimates claim that BAs in the US
fund between 10-15 times (Wetzel, 1987; Freear et al., 1996) to 30-40 times (Wetzel &
Freear, 1994; Gaston, 1989) the number of entrepreneurial firms financed by the formal

VC industry.

Although the size of the BA market overwhelms that of the VC market in both the UK

and the US, the BA market is still not running at its full potential.
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1.1.3(C) - Untapped Potential of the BA Market

Despite its significant size, the potential scale of the BA market is significantly greater
than the current figures suggest (Mason et al., 1995; Mason & Harrison, 1993a, 1993b).
First, the BA market is an inefficient market in which most BAs have difficulties finding
suitable investment opportunities and, therefore, have substantial funds available for
potential investment (Harrison & Mason, 1996a; Mason & Harrison, 1996a). KPMG
(1992) found that Scottish BAs invest only 50% of available funds, whilst for BAs in the
US this figure may be nearer 80%. Similarly, Mason & Harrison (1993b) discovered that
BAs in their UK sample had the equivalent to three times the amount invested still
available for possible entrepreneurial investments, whilst Stevenson & Coveney (1994)
noted that 70% of BAs cited lack of suitable business proposals as the most common
reason for not investing more. Business introduction services (BISs) may slightly ease
this inefficiency, but only a small proportion of BAs use them (Coveney, 1996). This
leads Coveney (1996) to conclude: “It is clear (...) that business introduction services
can at best play a secondary, or support role, to personal and business contacts as an
information source for investment proposals.” (p.182) Second, entrepreneurs often reject
funding offers from BAs. One BIS even found that four times as many offers are made
as are accepted (Mason & Harrison, 1996b; Mason et al., 1995). Third, the BA market is
underdeveloped and there is still scope for expansion (Mason & Harrison, 1996a). In
particular, the active BA investors in the market are significantly outnumbered by ‘virgin
angels’, who are other high net-worth individuals with entrepreneurial backgrounds,
wishing to make their first entrepreneurial investment, but have not yet done so (Freear et
al., 1994a; Wetzel & Freear, 1995; Stevenson & Coveney, 1994). Studies have shown

that there may be between 10-20 times as many virgin angels as there are active angels
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(Wetzel & Freear, 1993; Riding & Short, 1987). Mason & Harrison (1993a) claim that
“there is a need to convince (virgin angels) (...) that investing a fraction of their
investment portfolio in the form of informal investments makes sense.” (p.31) Freear et
al. (1992a), in a US study, suggest that virgin angels may be most influenced to invest
by: assistance in investment monitoring, opportunities to participate with other BA
investors, and possibly a reduction in the capital gains tax. However, in the UK,
Harrison & Mason (1996a) claim that little evidence to date shows that tax incentives
influence BAs, whilst Mason & Harrison (1993a) even suggest that with the right
combination of enticements it may be possible to entice over half of the virgin angels to

become active BAs.

Clearly, the BA market is not reaching its funding potential, which may certainly restrict

its ability to further curtail the equity gap.

Summary

BA finance is clearly ‘smart money’ (Mason & Harrison, 1996b, p.106) since most BAs
are value-adding investors whose experience and investment behaviours can be of great
benefit to entrepreneurs. Despite the enormous size of the BA market compared to the
VC market, the former is still inefficient and far from reaching its funding potential.
With the right incentives this may be slightly remedied. This is especially important
because as the investment criteria of other investors in the market are becoming more
conservative, “informal sources of venture capital (BAs) seem likely to become even
more significant in the financing of entrepreneurial companies in the foreseeable future.”

(Mason & Harrison, 1993a, p.34)
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1.2 - The Research Questions

As this chapter has outlined, BAs and VCs are very important forms of finance for many
small entrepreneurial growth firms in their early, and most turbulent, stages of
development. However, to date, little is known about the investment procedures of BAs
and, in particular, no direct comparison has ever been conducted between the investment
criteria and procedures of BAs and VCs throughout their full investment processes,
although a need for such comparative research has been well documented (Ehrlich et al.,
1994; Mason & Harrison, 1996b; Muzyka et al., 1993; Freear & Wetzel, 1993). Indeed,
to potentially unleash some of the BA market’s untapped potential, an initial step must
be to conduct more research on BAs (Harrison & Mason, 1992b; Mason & Harrison,
1996b; Short & Riding, 1989; Freear et al., 1992a) and especially on how they compare
to their closest comparative investor type, the VC (Ehrlich et al., 1994). Freear et al.
(1992a) state in their US study:

“This research is motivated by the proposition that the know-how and the

capital of high net worth individuals are two of the nation’s most potent,

but least understood and under-utilized economic resources.

Understanding the investment attitudes, behaviour and characteristics of

high net worth individuals is a step toward putting more of these
resources to work for entrepreneurs.” (p.374)

Whilst in the UK, Harrison & Mason (1992b) also note:

“(A)ny discussion of the role of informal investors in contributing to the
closing of the equity gap in the UK is handicapped by the complete
absence of information on their characteristics, investment behaviour,
investment preferences, and motivations.” (p.461)
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This current need for more understanding, especially between BAs and VCs, was even
voiced by a manager of a UK business introduction service:

“There is a lot of confusion about the difference between angels and

venture capitalists. These pundits on TV tend to put them together at

times, it is just very unclear. A clarification about the differences

between the two would be very helpful for all involved.” (AC1, 25/3/96)
To fill this important gap in academic and practitioner knowledge, this research study
will conduct the first such comparison between BAs and VCs across the full investment
process. Hence, this study’s first research question reads:

Research Question 1: How do BAs differ from VCs throughout the full process

of investing in early stage entrepreneurial firms?

But to compare these two investor types rigorously, it is imperative that the research
study be based on a theoretical framework (Bygrave, 1989; Smith et al., 1989).
Therefore, as the next chapter will show, agency theory will be used to hypothesise that
BAs and VCs use different approaches throughout the full investment process to reduce
the possibility of agency risks (i.e. the risk that the entrepreneur will not use the
investor’s money in the responsible manner agreed upon). The agency theory literature
identifies only two theories of investor-firm relations, the principal-agent theory and the
incomplete contracts theory. Each highlights a different approach which can be taken to
reduce agency risks. However, they do not imply that the investor-entrepreneur
relationship is necessarily non-harmonious, but consider the possibility of potential
conflict. ~Although both approaches advocate reducing risk at each stage of the
investment process, the principal-agent approach places more emphasis on conducting

extensive screening, due diligence and contract formulation ex ante investment to limit
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potential agency risks, whilst the incomplete contracts approach places more emphasis
on extensive ex post monitoring of the investment. Due to their structural and agency
risk differences, this study will hypothesise that BAs utilise the incomplete contracts
approach, whilst VCs employ the principal-agent approach throughout their investment
processes.
As a direct consequence of adopting a theoretical‘ framework to address the first research
question, the second research question reads:
Research Question 2: How do the two theoretical approaches to investor-firm
relations, when tested empirically for agency risk

reduction in the investment process, contribute to
greater investor understanding?

The formulation of this theoretical framework will be detailed in the next chapter.

1.3 - Overview of the Chapters

To fully address these two research questions, the remaining chapters will review the
existing literature, formulate a theoretical framework, review the research methodology
utilised, analyse and present the empirical results which will hopefully answer the
research questions, and, lastly, discuss the implications of the research study. A

summary of these chapters is now presented.

Chapter 2 - Review of the Literature & Formulation of the Research Hypotheses
An overview of the BA and VC literature will be initially undertaken in this chapter,

whilst the bulk of the chapter will thoroughly review the agency theory literature and
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apply it to the comparison study of BAs and VCs. Primarily by analysing the structural
and agency pressure differences between these two investors types, this chapter will
conclude by drawing up research hypotheses which suggest that BAs use a more ex post
investment approach to limiting agency risks (the incomplete contract approach), whilst
VCs utilise a more ex ante investment approach (the principal-agent approach). The
remaining chapters will then test these hypotheses so as to render more insight into the

investment processes of these two investor types.

Chapter 3 - Methodology & Method

In order to test the eight research hypotheses generated, this chapter will describe the
population samples selection and the qualitative and quantitative data collection
processes utilised. In addition, a review of the strengths and the limitations of this study
will also be undertaken. The chapter will end with an examination of the statistical

procedures employed to bring understanding to the plethora of raw quantitative data.

Chapter 4 - Testing the Research Hypotheses: Deal Origination, Screening, and Due
Diligence Differences Between BAs and VCs

The first three hypotheses will be addressed in this chapter by comparing the initial

procedures that BAs and VCs employ in the investment process. These results will

render support to the hypotheses that VCs and BAs do indeed employ their respective

agency risk reduction approaches in the initial investment stages.
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Chapter 5 - Testing the Research Hypotheses: Investment Criteria Differences
Between BAs and VCs

The investment criteria which investors utilise to screen and thoroughly assess the

investment opportunity will be reviewed in this chapter. Although both BAs and VCs

find the entrepreneur and/or the management team the most important criterion, they

differ in their ratings of other criteria, just as was partially hypothesised. However, this

empirical examination of the investment criteria will only add limited support the notion

that BAs and VCs utilise different agency risk reduction methods.

Chapter 6 - Testing the Research Hypotheses: Contractual Control, Monitoring,
and Exit Differences Between BAs and VCs

To conclude the empirical testing of the research hypotheses, this chapter will compare

the contractual control, monitoring, and exit procedures of BAs and VCs. Some support

will be demonstrated for the remaining hypotheses that BAs do indeed utilise the contract

incompleteness approach and VCs the principal-agent approach throughout their full

investment processes. This may render new insight into the differences between BAs

and VCs throughout their investment procedures.

Chapter 7 - Further Insight into the Research Findings: An Analysis of Differences
Within Each Investor Group

To bring further understanding to the group differences already found between BAs and

VCs, unprecedented intra-group comparisons will be conducted for both investor types.

This will demonstrate the heterogeneity within each investor group, which is rarely

addressed in BA and VC studies. Although the intra-group comparisons may be
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noteworthy by themselves, many of them will further support the inter-group comparison

results.

Chapter 8 - Summary & Implications

The results of the empirical and theoretical comparisons between, and within, the BA and
VC groups found in this research will be highlighted in this, the final, chapter so as to
determine their practical implications for: the management literature, research methods,

theory, practitioners, policy, and further research.

1.4 - Conclusion

In this chapter, the economic importance has been highlighted of the minority of small
early-stage firms which have high growth potential - entrepreneurial firms. In the
process, their frequent inability to fully fund growth internally through retained earnings
or support from family and friends was also documented. But due to their inherently
high-risk nature, it was shown in the funding stage typology that most institutional
investors (including banks and VCs) refrain from financially supporting these
economically beneficial firms in their early stages, whilst stock market listings were
shown to be applicable only to the few highly profitable firms in the later stages of their
development. BAs were identified as the most suitable external funding option,
especially since they collectively invest more money, in more small early-stage
entrepreneurial firms, than any other investor type. However, although BAs have

significant economic funding power and offer many value-added benefits to
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entrepreneurial firms, their economic potential as financiers is under-utilised due to
various market inefficiencies. Unfortunately, before steps can be taken to alleviate this
problem through effective policy incentives and other measures, the overview of the
thesis chapters highlighted that the initial step must be to gain a greater insight into BAs
and how they differ from their most comparable investor type, the VC. The first major
research objective of this study is, therefore, to generate greater understanding of BAs
and VCs throughout their full investment experiences, from initial deal origination to exit
of the investment. But to ensure that this investigation is robust, a theoretical base will
be applied to generate research hypotheses to guide the study. In doing so, the second
major research objective of this study will be to empirically compare the two theoretical
approaches to agency risk reduction identified in the literature. Since both these research
objectives are unprecedented in the existing literature, it is hoped that this research
study’s findings may have some implications for practitioners and the academic research

community.
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Chapter Two

Review of the Literature &
Formulation of the Research Hypotheses

Introduction

To establish a guide for the research, this chapter will present a brief overview of past
research studies and use the literature to formulate a theoretical foundation.

In the first part of the chapter, a brief literature review will highlight the research
progress in the fields of BA and VC research and identify some areas which warrant
further investigation. In particular, an emphasis will be placed on research conducted on
the full investment process and investment criteria of these two types of investors.

In the second part of the chapter, a detailed review of agency theory will be given so as
to form a robust base for the study. This will address the foundations of agency theory,
the problems emanating from the agency relationship, and the two theoretical approaches
identified in the literature which shed light on how to deal with these agency problems.
It will then be asserted through an analysis of structural and agency pressure differences
between BAs and VCs that these investors may employ two distinctly different
approaches to deal with agency problems.

Since there is no clear framework in the academic literature for differences between these
two approaches (especially throughout the investment process), this chapter’s main focus
will be to draw on the literature to formulate eight research hypotheses, in the last part of

the chapter, which hope to offer such a framework.
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The chapter is divided into three main sections:
2.1 - Business Angel and Venture Capital Literature Overview
2.2 - Agency Theory Literature Overview

2.3 - Formulation of the Research Hypotheses

2.1 - Business Angel and Venture Capital Literature Overview

In this overview of the BA and VC literature, only a very general outline will be given so
as to identify research gaps which need further attention, and so render support to the
sincere need for this study’s first research question to be thoroughly addressed. In
addition, a comprehensive analysis of past research findings will be incorporated into the
presentation of the results in Chapters 4-7. This allows a more direct comparison to be
conducted in the results chapters and provides a better impression of the significance and
implications of this study’s findings. The literature review will first cover the evolution
of the BA and VC research fields and then review the literature on these investors’
investment motivations and preferences, investment process, investment criteria, and

post-investment experience.

2.1.1 - Evolution of the Business Angel and Venture Capital Research Literature
Compared to more established disciplines, which have been analysed for centuries, the
study of entrepreneurship and the funding of small entrepreneurial ventures has only

evolved over the last 25 years in the US (Bygrave, 1989) and even less in the UK.
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2.1.1(A) - Evolution of the Business Angel Literature

Although business angels have been recognised by many researchers as having
potcntially more funds available for entrepreneurs than formal venture capitalists, the
majority of research has concentrated on the latter. The term ‘business angel’ was not
actually used until 1983, when one of the main pioneers of this research area, Professor
William Wetzel, Jr., published the article “Angels and Informal Risk Capital” in the
Sloan Management Review. This article is recognised by many internationally to be the
first mainstream research article on business angels. But this is not where the study of

BAs started.

According to Wetzel’s chronology of informal venture capital research (Wetzel, 1986b),
the first BA study was conducted by Albert Rubenstein in 1958 in the U.S. as part of the
Federal Reserve studies that preceded the Small Business Investment Act of 1958. Then
in 1964, Gordon Baty examined the initial funding of new research-based organisations
in New England, whilst in 1972 the first doctoral thesis was written on BAs by Cary
Hoffman at the University of Texas. Although a few more notable studies were
conducted in the 1970s, it was the 1980s which showed a sharp rise in BA research, with
Wetzel and his colleagues (John Freear and Jeffrey Sohl) at the University of New
Hampshire producing the most material to date. Other researchers across the US also
started studying the BA phenomenon. In particular, studies were conducted in California
(Tymes & Krasner, 1983), Ohio and Kentucky (Neiswander, 1985), the Sunbelt Region
(Gaston & Bell, 1985), the Great Lakes Region (Aram, 1987), the East Coast (Haar et al.,

1988) and the Knoxville Region (Postma & Sullivan, 1990). As a result, the research
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field was able to render a good impression of the ABCs (Attitudes, Behaviour and

Characteristics) of business angels.

This rise in US interest grew even more in the 1990s, and has become more international.
In the UK, Colin Mason and Richard Harrison are the recognised authorities in the field,
and only a few others such as Stevenson & Coveney (1994), KPMG (1992), and Kelly &
Hay (1996) have produced notable work in the area. In Canada, Short and Riding (1989)
have made significant contributions, whilst in Sweden, Hans Landstrom has conducted
some more theoretically-based work. Although this field only has about a dozen
dedicated researchers, it is still growing and slowly spreading to many other countries

(Mason, 1996b).

2.1.1(B) - Evolution of the Venture Capital Literature

Within the entrepreneurship literature, venture capital investing has received a lot of
attention (Zacharakis & Meyer, 1995). One reason is that a number of studies have
found that VC-backed ventures have a higher average survival and investment return rate
than non-VC backed ventures (Timmons, 1994, Zacharakis & Meyer, 1995; Sahlman,
1990). Another reason is that due to the nature of the investor, venture capitalists are

easier to identify and access for research purposes than BAs.

In the 1970s a considerable amount of pioneering empirical research was conducted on
VCs, although most of it “remains buried in the ‘underground’ literature of unpublished
doctoral dissertations and government reports.” (Tyebjee & Bruno, 1981, p.283). Most

of these concentrated on the operation of the VC firms, their deal evaluation process,
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and/or a risk-return assessment of VC investments. In the 1980s, research in the field
became more prominent and a large array of work was completed. In particular, in the
US, Bygrave & Timmons (1986, 1992), Gorman & Sahlman (1989), MacMillan et al.
(1985, 1987, 1988), Tyebjee & Bruno (1981, 1984, 1985), and Sapienza (1992) have
been very influential in shaping the field. In the UK, Murray (1994, 1995a,b,c) and
Wright & Robbie (1995, 1996, 1997) have been most prominent. Naturally, VC research
has also entered a greater international scale as is typified by Sapienza et al.’s (1996)

study of venture capitalists in France, The Netherlands, the UK and the US.

With its higher output and more attention, the VC research field has certainly guided the
younger BA field. Indeed, the latter has taken concepts and inspiration from the former,
but it has been only recently that we have started to see some direct comparison studies

between the two fields, as this research study proposes to do.

2.1.2 - Investment Motivations & Preferences Literature

The investment motivations of BAs and VCs have been quite well documented over the
years and appear to be very similar for both UK and US investors. Although it is well
chronicled that VCs are primarily interested in the financial returns (and little else) as a
motivation for making entrepreneurial investments (Hall & Hofer, 1993), the motivations

of BAs are more complex.
BAs make informal investments for a combination of three reasons: financial (i.e. for
high capital appreciation), entrepreneurial (i.e. to play a role in the entrepreneurial

process), and non financial-motives (i.e. for the fun of investing) (Landstrom, 1993).
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Stevenson and Coveney (1994) found in a large-scale study of British BAs that 51% of
BAs think financial rewards were a primary investment motive, whereas only 34% and
29% of the BAs believed the same for the entrepreneurial and non-financial motives

respectively. Each motivation will now be addressed more fully.

First, in making their investment decisions, BAs are driven first and foremost by the
opportunity for high returns (Mason & Harrison, 1994; Stevenson & Coveney, 1994).
Although most BAs are sufficiently wealthy so as not to need these returns from a
successful investment, the losses will still hurt, but not affect their lifestyle (Baty, 1991;
Mason & Harrison, 1994). Second, BAs gain personal satisfaction from having the
opportunity to play a role in the entrepreneurial process. One BA summed this up: “I do
angel deals for some of the same reasons I support the ballet. Take one look at me and
you’ll know I'm not a ballet dancer, but I like being part of something that is
worthwhile.” (Conlin, 1989, p.48) Baty (1991) has suggested that the typical BA is best
thought of as a ‘recreational investor’, investing ‘casino money’ (Mason & Harrison,
1994). Third, it is the influence of non-financial factors (or ‘hot buttons’) that
distinguishes BAs from professional VCs (Wetzel, 1983). Wetzel (1983) found that 50%
of BAs reported that they would assume higher risks or lower returns if the firms they
invest in are expected to create jobs in the community, commercialise socially useful
technology, assist women entrepreneurs or entrepreneurs from ethnic minority groups.
This may also explain why Freear et al. (1995b) found that BAs (who tend to invest in
high risk start-up deals) expected 32.5% annual returns on their investment, whilst VCs
expected 40% on their funds. This counterintuitive difference may be due to the BAs’

‘psychic’ income from investments.
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Clearly, there are stark differences between the investment motivations of professional
(VC) and non-professional (BA) investors. Despite extensive analysis in the area, some
researchers have called for continuing research into the motivations of BAs (Harrison &

Mason, 1992b; Short & Riding, 1989).

2.1.3 - The Investment Process Literature

The investment process, in this context, refers to all the stages of investment leading up
to the actual investment. This includes the screening of prospective investments, the due
diligence process, and the negotiation and contract formation stages. As with the
investment motivation literature, the investment process of VCs has been researched
much more comprehensively than that of BAs. In particular, Tyebjee & Bruno (1981,
1984), Pence (1982), Rea (1989), MacMillan et al. (1985, 1987), Carter & Van Auken
(1994), and Bygrave & Timmons (1986, 1992) are just some of the US researchers in this
area, whilst Dixon (1991), Murray (1994, 1995a, 1995¢) and Wright & Robbie (1995,
1996) have analysed the UK venture capitalists. Despite this plethora of work, some VC

researchers have called for its continued study (Hall & Hofer, 1993).

Unfortunately, research on these aspects remains deficient in the BA field. Most
research to date has instead focused on the investor by analysing their characteristics,
motivations, and investment characteristics, rather than aspects of the investment
process, deal characteristics, or the investee firms (Mason & Harrison, 1996b). In fact,
Mason & Harrison believe that knowledge of the BAs’ investment process is one of the

“aspects of the operation of the informal venture capital market for which research-based
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evidence is lacking, necessitating a reliance on, possibly inaccurate or atypical, anecdotal

evidence and speculation.” (Mason & Harrison, 1996b, p.107)

Thus, we know a lot about who BAs are, why they invest, and what they invest in, but
we are not completely sure how they do it. Researchers in the US and the UK believe
that our information is either limited or non-existent on the BAs’ process of deal
origination, screening, evaluation (due diligence) and structuring, and have urged for
more research to be conducted in these areas (Freear & Wetzel, 1991, 1992; Freear et al.,
1996; Haar et al., 1988; Mason & Harrison, 1996b; Hall, 1988; Wetzel, 1986a, 1987
Mason, 1996a; Ehrlich et al., 1994). In particular, a more detailed direct comparison of

the BA and VC investment process is needed (Ehrlich et al., 1994).

2.1.4 - The Investment Criteria Literature

Analysis of the investment criteria of VCs and BAs include examination of the
characteristics of investee firms and the investment attractions of investors. This has
been particularly well researched in the VC field where such US researchers as Tyebjee
& Bruno (1981, 1984), Pence (1982), Knight, (1986), MacMillan et al. (1985, 1987),
Sandberg et al. (1987), and Hall & Hofer (1993) have conducted comprehensive studies.

Little comparable analysis has been conducted in the UK venture capital market.

The investment criteria of BAs have been chronicled to a lesser extent than those of the
VC. In the US and the UK, Mason et al. (1995), Mason & Rogers (1996), Haar et al.
(1988), Landstrom (1993, 1995), Stevenson & Coveney (1994), and Freear et al. (1991)

have addressed this area. However, some researchers have pointed out limitations of
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these studies. In particular, they focused on: the investor, not the deal (Mason and
Harrison, 1994, 1996b); the investor’s preferences, rather than criteria actually used
(Mason & Harrison, 1994, 1996b); general criteria, rather than deal-specific variables
(Mason & Rogers, 1996; Lumme, 1996), and a number were constrained by small
sample sizes. Even with research progress in this area, many researchers have stressed
the need for more examination into the investment criteria and decisions of BAs (Wetzel,
1987, 1993; Freear & Wetzel, 1992; Mason, 1993, 1996; Haar et al., 1988; Harrison &
Mason, 1992b). Only Fiet (1995b) has conducted a direct comparison of BAs and VCs
in this respect (it dealt with risk avoidance strategies), so research comparing the
investment criteria of BAs and VCs is clearly needed (Wetzel, 1986b; Freear & Wetzel,

1991; Muzyka et al., 1993).

2.1.5 - The Post-Investment Experience Literature

The post-investment experience refers to the investor’s involvement with the investee
firm from the time of investment to the exit and realisation of that investment. This
includes the role that investors play in the firm (their degree of involvement) and the

financial returns they achieve.

The literature on VC involvement in their investee firms is quite extensive and has been
analysed by many researchers, primarily in the US. Some of the more notable are
Gorman & Sahlman (1989), Rosenstein et al. (1989, 1990), MacMillan et al. (1988),
Bamney et al. (1994), Tyebjee & Bruno (1984), Sapienza (1992), Sapienza et al. (1992,

1996), and Busenitz et al. (1997). Whilst in the UK, only Murray (1995b) and Sweeting
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(1991) have made contributions to this area. However, they utilise sample sizes of only

six and four respectively. More UK-based research is clearly warranted.

Findings on the post-investment experience of BAs are, however, more limited and often
not based on research-based evidence (Mason & Harison, 1996b). Many of the studies
conducted have been quite general, with few devoting a significant proportion of their
study to a BA’s involvement in the investment. This area has been covered in the US by
Freear et al. (1991, 1992, 1993, 1995b) and Freear & Wetzel (1989, 1991), in the UK by
Mason et al. (1992a, 1995), Mason & Harrison (1992a, 1996b) and Stevenson &

Coveney (1994), and in Sweden by Landstrom (1990, 1992, 1993).

To date, only two studies have conducted a direct comparison of the post-investment
involvement of BAs and VCs. One was conducted in the US (Ehrlich et al., 1994), the
other in the UK (Harrison & Mason, 1992a). However, both these studies are based on
the investee firm’s perspective, rather than on the investor’s. Clearly, more research is
needed on BA involvement in their investee firms, with a particular emphasis on

conducting a direct comparison with VC investors.

In addition to investor involvement, little is known about the financial returns that BAs

realise from their investments (Mason et al., 1995, 1996b; Freear et al., 1996), in

particular with reference to those of VCs (Mason, 1993).
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Summary

As the literature review shows, no comprehensive research to date has conducted a direct
comparison of the differences between BAs and VCs throughout their full investment
process, from initial deal screening to realisation of the investment. Neither has a direct
comparison of the investment criteria of these two investors been conducted. A need for
comparative research on both these aspects has been well documented (Ehrlich et al.,

1994; Freear & Wetzel, 1993; Mason & Harrison, 1996b; Muzyka et al., 1993).

Although findings prove to be relatively similar between countries, there is a general lack
of UK research on a number of aspects, which has forced the substitution of US research
in its place. This may be due to the smaller relative size of the UK market, and the more
recent recognition of the VC and BA markets in the UK. Thus, a need for more analysis
of UK venture capitalists and business angels is required, which may explain the British

Venture Capital Association’s (BVCA) willingness to finance this research study.

This section has rendered further evidence that this study’s first research question, which
asks: ‘How do BAs differ from VCs throughout the full process of investing in early
stage entrepreneurial firms?’, has thus far not been fully addressed in the academic
literature. Therefore, the next section will review the theoretical foundation this study
will use to address this research question, and so produce eight research hypotheses

based on agency theory.
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2.2 - Agency Theory Literature Overview

Many research studies in the BA and VC fields have lacked a theoretical foundation upon
which to conduct research and interpret findings (Landstrom, 1992). Due to the young
nature of these research fields, this was in the past tolerated, but in recent years more
researchers have called for more theoretically-based research (Freear et al., 1996, Freear
& Wetzel, 1992, Brophy & Shulman, 1992, Harrison & Mason, 1991a). Therefore, an
overview will now be presented addressing why we need a theoretical framework, and
how components of one such framework (agency theory) can be utilised to generate

research hypotheses to drive this study.

2.2.1 - The Need for Theory

As a field of research develops, it moves through a number of overlapping stages (Freear
et al., 1996). In the first, the area of study’s worthiness is established. In the second,
empirical evidence about the subject is collected, assimilated, interpreted and
disseminated by researchers, and its relationship to other areas of study is attained. In the
third stage, researchers draw upon their knowledge base in other fields to attempt to
transform their interpretation of the evidence into explanatory and predictive theories.
The study of business angels has only just passed through the first two stages and is

beginning to penetrate the third (Freear et al., 1996).
The study of small firms in general can be characterised by a lack of theoretical
framework, as is evidenced by the many empirically-based studies and the few that

utilise theory (Landstrom, 1992, Deakins, 1996). Although the field of finance has used
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predictive theories for quite some time, this has not yet fully penetrated the ‘early stage’
fields of venture capital and entrepreneurship research (Freear & Wetzel, 1991, Bygrave,
1989, Bull & Willard, 1993). To date, most theory that has been witnessed in
entrepreneurship research has been ‘borrowed’ from more established disciplines
(Brophy & Shulman, 1992). This has led Bygrave and Hofer (1991) to conclude that
“one of the major challenges facing entreprenéurship researchers in the 1990s is to
develop models and theories on solid foundations from the social sciences.” (p.13) But it
is also argued that one reason for why the field of entrepreneurship research does not yet
have any great theories may be that it is a fragile area in which parameters are always
changing. This may make it more difficult to apply theory to venture capital research.
But applying a theoretical foundation to research is important. The ability to utilise
theory which can accurately predict may very well increase the robustness of research

and render more enlightening results and more insight than ad hoc research studies.

To formulate a theoretical base for this research study, agency theory will be ‘borrowed’
from the field of finance and applied to (formal and informal) venture capital investing.
A few other researchers in the field have utilised this approach in different ways and it is
believed that an agency theory framework is “a potentially valuable framework to apply
to the informal venture capital market.” (Freear & Wetzel, 1991, p.29) For example,
Landstrom (1992) used agency theory to generate twenty-five hypotheses about small
unlisted firms, Fiet (1995b) applied it to a risk-aversion study of business angels and
venture capitalists, whilst Sapienza (1989, 1992) and Norton (1995) applied it to the
study of formal venture capital. Norton (1995) even concluded that “agency theory may

provide the most valuable insights into venture capital practice.” (p.27) This research
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study will, therefore, also employ agency theory. However, unlike past approaches, this
study will also use Oliver Hart’s (1995a) contract incompleteness model to formulate
research hypotheses. A close overview of the agency theory to be employed will now be

undertaken.

2.2.2 - Overview of the Foundations of Agency Theory

Agency theory has been used by academics in accounting, economics, finance, political
science, organisational behaviour, and sociology (Eisenhardt, 1989). Its applicability
clearly spans many areas, one of which is also the area of small firm financing where
information asymmetries and agency problems are usually prevalent (Reid, 1996, Pettit
& Singer, 1985, Landstrom, 1992, Sapienza et al., 1996, Freear & Wetzel, 1991). In fact,
Norton (1995) believes that “few other financial settings contain as many potential
agency cost problems as venture capital investments (...) Many times the investment is
backed only by intangible assets and trust in the ethics and abilities of the entrepreneurial
team.” (p.23) Before we can analyse agency theory, and the aspects of the theory upon

which the hypotheses will be formulated, an overview of its main premises is warranted.

2.2.2(A) - Separation of Ownership and Control: The Agency Relationship

In most modern corporations and many small and medium-sized firms (primarily those
funded with outside equity) there is, to use a phrase made famous by Berle & Means
(1933), a ‘separation of ownership and control’ which is utilised to run the organisation
(Hart, 1995b). In such an arrangement, one party (the principal) delegates work and
responsibilities to another (the agent), who performs that work on the principal’s behalf

(Jensen & Meckling, 1976). This separation of decision and risk-bearing functions is
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common in such organisations in part because of the benefits of specialisation of
management and risk bearing (Fama & Jensen, 1983, Hart & Holmstrom, 1987). Such a
relationship might also be employed in risk situations on the assumption that the agent is

more knowledgeable than the principal (Ross, 1974).

In an agency relationship, it is ultimately the pdﬁcipal who bears the risk for the agent’s
actions and this is one of the potential costs of such a relationship. To curtail these costs,
the principal will try to share the consequences as best he/she can with the agent (Ross,
1974). The primary way in which the principal aims to limit his/her potential risks is
through employing contracts, which primarily aim to align the potential rewards for the
agent with those of the principal. Agency theory, therefore, attempts to outline this

relationship using the metaphor of the contract (Jensen & Meckling, 1976).

2.2.2(B) - Asymmetries of Information

In such a situation where an agent is contracted to run a firm and make decisions on
behalf (and in the supposed best interests) of a principal, information asymmetries are
prevalent between the parties. That is to say that there are certain pieces of information,
having a material affect on the firm and the contract, which are available to one party and
not to the other. It is assumed that because the agent runs the firm, he/she most likely
knows more about the firm than the principal. This information asymmetry can be of
concern if the agent decides to use his/her information advantage for his/her own
advantage, rather than for the benefit of the firm and the principal. Since it is often
difficult for a principal to ascertain whether the agent is using his/her information

advantage for the principal’s benefit, a number of problems can arise in the running of a



firm (in which a principal has already invested) and in an entrepreneur’s attempt to raise
outside equity finance from potential investors (potential principals). However, in this
chapter the primary emphasis will be on the former, although both will now be

addressed.

If a principal-agent relationship has already been established in a firm, the principal may
have justifiable worries about whether the agent is acting prudently. In his celebrated
book The Wealth of Nations, Adam Smith (1776) somewhat pessimistically echoes these
concerns:
“being the managers rather of other people’s money than of their own, it
cannot be expected, that they should watch over it with the same anxious
vigilance with which the partners in a private company frequently watch
over their own (...) Negligence and profusion, therefore, must always
prevail, more or less, in the management of affairs of such a company.”
(Jensen & Meckling, 1976, p.305)
To make matters worse, the problem of asymmetric information is usually greater for
smaller firms, who may find it expensive to supply audited financial statements, and
difficult to overcome this deficiency with additional information (Pettit & Singer, 1985).

Furthermore, Freear & Wetzel (1991) state that an information asymmetry between the

agent and reality, which is often ignored in studies, may also hamper the situation.

Asymmetries of information can also impede an entrepreneur’s ability to raise equity
(and debt) finance from external investors. In small businesses which are highly
dependent on their owners, the owners (the potential agents) will have much more
knowledge about the firm than potential external investors and they may experience

difficulty in accurately conveying this knowledge to the outside investor (Ross, 1977).
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Part of the reason is that much of the knowledge is intangible (Mason & Harrison, 1990;
Landstrom, 1992). An additional problem is that agents may also not be motivated to
disclose their information for fear that it might be used against them, so called
information impactness (Kaplan & Atkinson, 1989; Landstrom, 1992). With such
information asymmetries, potential outside investors (i.e. potential principals) will quite
justifiably feel that they are at an information disadvantage and may use the
entrepreneur’s behaviour (i.e. possibly the choice between internal and external sources
of equity capital) as a signal about the quality of the firm (Ross, 1974, Myers & Majiluf,

1984).

Since the investors are imperfectly informed about the quality of businesses, the choice
to issue equity (which dilutes the entrepreneur’s relative ownership percentage) may be
attributed with low-quality firms. Likewise, the choice to issue debt may be attributed to
high-quality firms, and thus high-quality firms which attempt to raise equity finance for
positive net value projects may be unfairly categorised by the market and ultimately will
have to forgo those projects (Myers & Majiluf, 1984; Hart, 1995a, de Meza & Webb,

1995).

Clearly, asymmetries of information are prevalent in many types of agency relationships,

leading to a host of agency problems and some innovative ways in which to curtail their

potentially negative effects.
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2.2.2(C) - The Role of Contracts

Since an agency relationship consists of individuals with differing preferences trying to
engage in co-operative effort, contracts are employed to limit the agency costs which
may arise. These agency costs are as real as other costs and their cost level “depends
among other things on statutory and common law and human ingenuity in devising
contracts.” (Jensen & Meckling, 1976, p.357). These contracts (written or unwritten)
specify rights of the agent, performance criteria on which the agents are evaluated, and
the payoff functions they face (Fama & Jensen, 1983). Contracts, therefore, try to
capture most of the probable scenarios (and problems) which can likely arise in an
agency relationship so that future problems can be avoided. Because principal-agent
theory attempts to determine the most efficient contract governing the principal-agent
relationship, contracts are the unit of analysis (Fama & Jensen, 1983; Jensen &
Meckling, 1976; Hart, 1995a). These central contracts in any organisation will identify
the nature of the residual claims and the allocation of the decision process steps among
the agents. Any organisation is therefore a nexus of contracts, written and unwritten

(Fama & Jensen, 1983).

2.2.2(D) - The Causes of Agency Problems

Unfortunately, contracts can not be costlessly written and enforced, and this leads to
agency problems in the firm. Due to the costs of structuring, bonding and monitoring
contracts among agents and principals with conflicting interests, the cost of their full
formulation and enforcement may exceed their benefits (Fama & Jensen, 1983). As
Pettit & Singer (1985) wisely noted: “the firm’s nonhuman assets can be secured

relatively easily through simple contracts. This is more difficult for the firm’s human
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assets.” (p.50) This means that the problems associated with asymmetries of information
can not be fully contracted away and, therefore, agency problems arise. Conversely, if
contracts, and their enforcement, were costless, agency problems would be negligible or
non-existent. Although the standard principal-agent model assumes that contracting is
costless if both parties can observe all the variables, the transaction cost literature
(introduced later in this chapter) shows that contracts are costly to formulate (Hart,

1995a).

The inability to safely contract asymmetric information problems in the agency
relationship leads to two main causes of agency problems: (1) conflicts in alignment and

verification of goals, and (2) conflicts in risk sharing.

2.2.2(D)(i) - Conflicts in Alignment and Verification of Goals

The first major cause of agency problems is that given an agent’s self-interest, the agent

may or may not behave as was agreed in the contract. This problem arises when:

(1) the desires and goals of the agent and principal differ, and
(2) if is difficult or too costly for the principal to verify what the agent is actually

doing.

The former is specifically significant in the entrepreneurial context when an entrepreneur
(the agent) decreases his/her ownership claim by bringing in outside equity investors (the
principals). This may reduce the entrepreneur’s incentive to devote significant effort to
creative activities and finding profitable new projects (Jensen & Meckling, 1976). The

latter may also be accentuated in the small firm because it inherently has an added
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flexibility which makes it easier to substitute one asset for another, which may change
the risk of the firm and make it more difficult for the principal to verify what the agent is

doing (Pettit & Singer, 1985).

2.2.2(D)(ii) - Conflicts in Risk Sharing
The second major cause of agency problems is that although the principal and agent have
different attitudes toward risk, they must share the risk. This means that due to their

different risk preferences, each may prefer different actions (Eisenhardt, 1989).

2.2.2(E) - Two Particular Agency Problems

In the formal literature, these two conflicts lead to two particular agency problems: moral

hazard and adverse selection.

2.2.2(E)(i) - Moral Hazard

Moral hazard occurs when the agent does not put forth the effort originally agreed upon
in the contract (Fama & Jensen, 1983). Furthermore, since the agent only benefits from
returns when the firm is making profit, rather than in a bankrupt state, the agent may
decide to take on risky investments of given mean return instead of safer investments
(Jensen & Meckling, 1976). The agent may also have personal incentives to withhold or
modify crucial information, even though disclosing such information is necessary for
mutual cooperation with the principal (Cable & Shane, 1997). Pettit and Singer (1985)
claim that this problem may be more critical in a smaller firm since the management
team is usually dominated by one individual. In such situations, the behaviour of the

individual influences the nature of the small firm. They contend that since these
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individuals are often characterised as being zealous champions of a product or service
they believe in, they are more willing to take risks than managers of larger firms,
assuming that the structure of the smaller firms allows a degree of risk taking. “Under
these circumstances, less risk-averse managers will tend to be concentrated in smaller
businesses, with the effect that those businesses will be more risky.” (Pettit & Singer,

1985, p.50)

2.2.2(E)(ii) - Adverse Selection

Adverse selection refers to the misrepresentation by the agent as to his/her abilities. The
agent may falsely claim to have certain skills when he or she is hired. Adverse selection
arises because the principal can not completely observe and verify these skills or abilities

when the agent is hired or whilst in his/her employment.

Moral hazard and adverse selection are the two primary agency problems which arise
from situations where a contract can not effectively capture the risks associated with
asymmetric information in a principal-agent relationship. The two ways of dealing with

these problems will now be addressed.
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2.2.3 - Two Approaches to Deal with Agency Problems

The literature has identified two primary approaches (to investor-firm relations) which
can shed light on how to decrease agency problems in a firm. The first, the principal-
agent approach, is essentially the ‘classical’ agency theory and is primarily concerned
with determining the optimal contract, between principal and agent (Hart, 1995a; Jensen
& Meckling, 1976). To formulate such an optimal contract, the approach advocates pre-
investment screening and due diligence of the firm so that asymmetries of information
decrease and a better contract can be negotiated. However, the second approach, the
incomplete contracts approach, states that contracts are always incomplete, therefore it is
really the ex post allocation of control which is more important, rather than ex ante
screening and contract writing (Hart, 1995a, 1995b).  Although both theoretical
approaches advocate risk reduction at each stage of the investment process, each places
greater emphasis on different stages of this process.

These two theoretical approaches identified in the literature will now be addressed more

fully.

2.2.3(A) - The Principal-Agent Approach

When dealing with the potential effects of moral hazard and/or adverse selection, the
principal can limit divergences from his/her own interests by incurring screening costs to
reduce the asymmetries of information between the principal and agent. More
comprehensive contracts can then be formulated to influence the agent’s behaviour
(Pettit & Singer, 1985). These contracts can either be behaviour- or outcome-based. In
the former, the appropriate behaviours of the agent are stipulated to limit any devious

behaviour by the agent and the principal will incur monitoring costs (behaviour-based
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observation) to ensure the agent behaves as was agreed upon (Sappington, 1991). Such
contracts are feasible if the principal can observe and verify the agent’s behaviour.
However, in the latter, the principal may not be able to observe the agent (making the
behaviour-based contract not feasible) and so the principal will establish appropriate
contractual incentives for the agent, reliant upon the agent’s performance (outcome-based
contracting) (Jensen & Meckling, 1976). These are the two main ways the principal-
agent approach aims to limit (contractually) an agent’s ability to pursue his/her own
agenda and so provide important checks and balances on the agent’s behaviour.
Although the specific structures of the contracts (i.e. preferred stock, convertible debt,
etc.), and the situations in which certain structures are more preferable (i.e. see: Aghion
& Bolton, 1992; Berglof, 1994; Ravid & Spiegel, 1997), will not be reviewed in this
research study, the general characteristics and applications of the two types of contracts

will be examined.

2.2.3(A)(1) - Behaviour-Based Observation

Control of agency problems in the decision process is important when the agent who
initiates important decisions does not bear a major share of the wealth effects of those
decisions. Without effective contractual control and monitoring, such agents may take
decisions more in their own interest than those of the principals (Fama & Jensen, 1983).
For instance, providing a constant fee for the agent might be quite poor since it leaves the
agent indifferent as to which decision to choose (Ross, 1974). One way of monitoring
this moral hazard problem is to monitor/observe the behaviour of the agents to ensure the
agent’s effort exerted does not deviate from the effort agreed upon in the contract,

although too much monitoring may also have the effect of demotivating the agent. Since
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moral hazard prevents direct information transfer, the ability to observe and monitor the
actions (‘which speak louder than words’) of agents/entrepreneurs may provide the
principals with information (‘signals’) on the quality of their firms (Leland & Pyle, 1977,

Ross, 1977).

However, in this sense monitoring refers to more than just measuring or observing the
behaviour of the agent, it also includes efforts to ‘control’ the behaviour of the agent,
primarily to align it with what was agreed contractually (Jensen & Meckling, 1976;
Sappington, 1991). One way may be to control the agent through budget restrictions,
operating rules, salaries, and hierarchical governance (Eisenhardt, 1989; Landstrom,
1992). Another way may be to invest in information systems (i.e. surveillance
mechanisms) such as budget systems, reporting procedures, board of directors, and
additional layers of management (Eisenhardt, 1989) to ensure the agent follows the
behaviours agreed upon contractually. The board of directors, for instance, oversees the
agents and has to approve all major decisions made by the agents before implementation,
and so provides an important separation of decisions and control in a firm (Hart, 1995b,
Fama & Jensen, 1983). Furthermore, if the principals (the equity holders) are not pleased
with the performance of the board of directors, they may have the power to remove and

replace them (Hart, 1995a).

Unfortunately, these monitoring activities are not without their costs. When purchasing
equity in a firm, prospective minority shareholders will realise that the price they pay for
shares will reflect the monitoring costs that control the divergence of interests between

them and the agents (Jensen & Meckling, 1976). In small firms, these costs may be
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even relatively greater since in these firms it is often difficult to differentiate between the
owner’s personal finances and those of the firm, and also because these costs are a
greater fixed cost element to the firm (Pettit & Singer, 1985; Harrison & Mason, 1991b).
Clearly, when the risks of a firm increase, the principal is less able to infer from
monitoring whether the principal-agent contract has been breached, and so the costs of

monitoring rise and the value of the firm (or project) decreases (Audretsch, 1995).

2.2.3(A)(ii) - Outcome-Based Contracting

A second option for controlling agency problems may be for the principal to reward the
agent based on outcomes (i.e. profitability), and thus use this as a surrogate measure for
behaviour when the agent’s behaviour can not be observed (Fama & Jensen, 1983; Hart
1995a). This may be done through the use of outcome-oriented contracts (i.e.
commissions, stock options, transfer of property rights, market governance). Eisenhardt
(1989) sums up the essence of these arrangements:
“such an outcome-based contract motivates behaviour by coalignment of
the agent’s preferences with those of the principal, but at the price of
transferring risk to the agent. The issue of risk arises because outcomes
are only partly a function of behaviours. Government policies, economic
climate, competitor actions, technological change, and so on, may cause
uncontrollable variations in outcomes (...) When outcome uncertainty is
low, the costs of shifting risk to the agent are low and outcome-based
contracts are attractive.” (p.61)
Although it might seem attractive to have the risks and uncertainty now borne by the
agents and so have a reduction in the cost of monitoring, there are certain difficulties
with outcome-oriented contracts. One problem is that choosing the optimal fee schedule

Is a complex procedure for the principal. Since the agent can choose the action, the

principal must choose a fee schedule that more appropriately motivates the agent in a
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manner advantageous to the principal (Ross, 1974) and this decision will involve ex ante
information gathering such as screening (Anderlini & Felli, 1994). And even if the
principal is able to solve this problem accurately, the resulting fee schedule would be
dependent on the payoff structure. If the agency relationship is ongoing, each new
problem would necessitate a new fee schedule and this instability would certainly result

in significant computation costs for the principal (Ross, 1974).

Both options for controlling agency costs have their advantages and disadvantages,
although both involve information gathering and contract formulation. This trade-off
between the costs of measuring behaviour and the costs of measuring outcomes and
transferring risk to the agent is the heart of principal-agent theory (Eisenhardt, 1989).
However, most research studies treat the control of agency costs as a dichotomy:
behaviour versus outcome. Nevertheless, controlling these costs can vary on a
continuum between behaviour and outcome contracts (Eisenhardt, 1989). A number of
different scenarios increase/decrease the relative attraction of each approach, some of
these are: the availability and measurability of outcome measures, the principal’s
knowledge of the transformation process, programmability of the task, relaxing the
assumption of potential inherent principal-agent goal conflict, and relaxing the

assumption of risk-averse agents (Ouchi, 1977, Landstrom, 1992, Eisenhardt, 1989).

On a side note, it should be re-emphasised that the agency risk control options for
unobservable agent behaviour have related primarily to the principal-agent relationship
Wwhere the principal is an equity holder in the firm. However, in the debt financing

Scenario there are three further options the principal may wish to employ, in addition to
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the two options already listed. First, the principal can enact covenants with the debt loan
which have the ability to transfer control from low to high productivity agents. This
leaves the agents in control in high earning states and the creditors (the principal) in low
earnings states (Aghion & Bolton, 1992). Second, the principal can attempt to
compensate for agency costs by charging higher interest rates on debt. Unfortunately,
this may prove to be counterproductive when the higher interest rates increase the range
of states over which firms are bankrupt, forcing agents with low risk firms out of the
market (adverse selection) and increasing moral hazard problems. As a result, higher
interest rates may yield lower returns to lenders (principals) of debt finance (de Meza &
Webb, 1995). Third, the agent’s ability to supply collateral for debt finance may enable
principals (the debt lenders) to reduce their agency costs. However, this may result in
agents with low-quality firms and collateral receiving loans whereas agents with high-
quality firms and no collateral are unable to do so. Thus, the assumption that low-risk
agents are able to raise enough collateral to distinguish themselves from high-risk agents

may not always hold (Binks et al., 1992; Bester, 1985).

2.2.3(A)(iii) - Total Agency Costs with the Principal-Agent Approach

As the aforementioned has shown, there are a number of unavoidable agency costs
arising from the asymmetric information in the principal-agent approach. To summarise,

there are three main agency costs (Jensen & Meckling, 1976):

1) Monitoring costs
2) Bonding costs

3) Residual loss
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Monitoring costs result from trying to observe and control the actions of the agent so that
they are aligned with what was contractually agreed upon, whilst bonding costs arise
from trying to form contracts (either behaviour- or outcome-based) to control the agent’s
behaviour. One last cost, which has not yet been mentioned, is residual loss. This may
be described as the money equivalent of the reduction in welfare experienced by the
principal due to the divergence of interests and preferred actions between the principal
and agent (Jensen & Meckling, 1976). An overview of the agency relationship is given

in Chart 2.1 to show where these agency costs arise in the relationship.

Chart 2.1 - Implications of the Agency Relationship
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Unfortunately, these costs are unavoidable in the agency relationship and are borne by
the principal who attempts to minimise them as well as possible. However, the principal
will only incur these costs if the benefits of the agency relationship (and thus the origin
of the costs) are enough to outweigh them (Jensen & Meckling, 1976). The magnitude of
these costs will vary between firms and will increase as the financing moves from

“internal to external sources, from debt to equity, from secured to unsecured debt, from
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short-term to long-term, and from private placement to public markets.” (Harrison &

Mason, 1991b, p.271)

The principal-agent stream of research is clearly concerned with determining the optimal
contract, behaviour versus outcome, between the principal and agent whilst placing more
emphasis on ex ante, rather than on ex post, conﬁol of agency problems. In contrast to
this approach, the incomplete contracts approach will now be reviewed to show how
more emphasis on ex post control, rather than on ex ante contractual control, may also
limit agency risks. Although both approaches advocate risk reduction at every stage of

the investment process, each places more emphasis, comparatively, on different stages.

2.2.3(B) - The Incomplete Contracts Approach

In the incomplete contracts approach contracts are not assumed to be costless, as in the
principal-agent approach, and thus it assumes that contracts will always be incomplete
and therefore the ex post allocation of power is what really matters. This incompleteness
of contracts will now be more fully explained by reviewing three of its causes:
transaction costs, bounded rationality, and asymmetric information (Spier, 1992, Hart,
1995a). Then, Hart’s (1995a) ex post allocation of control approach will be used to

apply the notion of power.

2.2.3(B)(i) - Causes of Contractual Incompleteness

The standard principal-agent model (reviewed thus far) assumes that it is costless to write

acomprehensive contract. Hart (1995a) states:
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“One important factor missing from the principal-agent view is the

recognition that writing a (good) contract is itself costly (...) Agency

theory ascribes all contracting costs to the cost of observing variables. If

a variable is observable by both parties, then the theory assumes that it

can be contracted on costlessly. But this is not the same as supposing that

it is costly to write a contract.” (p.21)
However, in reality contracting costs may be sizeable. One explanation for incomplete
contracts is the transaction cost approach which argues that the costs of contracting on an
unlikely event may well outweigh the benefits (Spier, 1992; Hart & Holmstrom, 1987).
The transaction cost literature lists four ex ante costs that are particularly important.
First, the cost of thinking about (and planning how to deal with) all the different
eventualities that may arise during the contractual relationship. Second, the cost of
negotiating with others about these plans. Third, it may be very difficult and costly to
write a contract which, when it is violated and in dispute, is clearly verifiable by a third
party - such as a judge (Hart, 1995b, Hart & Moore, 1988; Townsend, 1979; Anderlini &
Felli, 1994). Fourth, there are ex post legal costs incurred, in addition to the ex ante
writing costs, in actually having this contract verified and enforced by a third party
(Spier, 1992; Sappington, 1991). In fact, because exotic contracts are hard to evaluate

and enforce, contracts in reality tend to be simpler and less sensitive to environmental

differences (Hart & Holmstrom, 1987).

With these transaction costs, it is troublesome to write a comprehensive contract. The
resulting contract will, therefore, more likely be incomplete and future provisions will
only be partly specified or not at all (Spier, 1992). The parties may exclude many
possible scenarios, preferring to take the point of view that it may be better to wait and
see what happens than to anticipate and include unlikely contingencies. Of course, other

contingencies will also have been omitted because they will not have been anticipated by
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the parties (Hart & Holmstrom, 1987). As a result, these contracts will have to be
renegotiated as new information arises or resolved through legal intervention. (Hart,

1995b; Spier, 1992).

A second explanation for incomplete contracts is bounded rationality, which argues that
agents either have only limited ability to evaluate elaborate contingencies or are not able

to foresee unlikely contingencies (Spier, 1992; Hart, 1995a).

A third explanation for incomplete contracts is asymmetric information. This approach
argues that a person may refrain from including a certain clause in a contract so as to
signal his/her type (Spier, 1992). Thus, under full information optimal contracts may be
as elaborate as standard theory predicts, but under asymmetric information they may be
incomplete or overly simple. One such example is given by an athlete negotiating a
contract with a particular team. “The athlete’s agent may advise him to refrain from
asking for an injury clause, because the team manager would infer from such a request
that the athlete is more accident prone and would make the terms of the contract worse.”
(Spier, 1992, p.433) Such signalling concerns can make complete contracts relatively
more expensive, especially when the worries are unjustified, and so an individual may
forgo completeness for the less expensive option. This problem can occur in the initial
negotiations, but also at the re-negotiation stage. In this latter stage, each party may fear
that the other party will ‘hold-up’ the relationship, and so each party is more likely to
make investments that are relatively non-specific, which has the effect of making the
contracts even more ambiguous and incomplete and, thus, more prone to being

renegotiated again in the future (Hart, 19952).
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Chart 2.2 - Overview of the Causes of Contract Incompleteness

Bounded Contract

Incompleteness

Frequent Renegotiation
of contract
(when new information arises)

Due to these three explanations, the incompleteness of the contracts will lead to
renegotiation when new information arises. When this happens, these three causes of
incompleteness may operate once again. However, the contracting parties can make up
for this incompleteness to a limited degree by including mechanisms in the original
contract for revising its terms when new information arises. But with such an option to
rescind the original contract and write a new one, severe limitations are placed on the
renegotiations and revisions that can take place (Hart & Holmstrom, 1987; Hart &
Moore, 1988). Although these aforementioned explanations place much emphasis on
contract formulation, and their subsequent incompleteness, it pays less attention to the
idea that power is important and the implementation of organisational arrangements to

allocate that power. This will now be addressed.
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2.2.3(B)(ii) - Importance of the Ex Post Allocation of Control

If it was costless to write a contract, then an optimal contract might be written which was
fully comprehensive of all future scenarios. Such a contract “would lay down each
person’s obligations in every conceivable eventuality and impose large penalties if
anyone fails to live up to them.” (Hart, 1995a, p.4) In such a situation, power would be
jrrelevant because the contract would not be breached or renegotiated. Here power refers
approximately to the position of each party if the other party does not perform as agreed,
such as when one of the parties behaves opportunistically (Hart, 1995a). However,
Oliver Hart contends that because contracts are not complete and can not specify each
party’s obligations in every contingency, it is the ex post allocation of power and control
that matters (Hart & Holmstrom, 1987; Hart, 1995a, 1995b; Hart & Moore, 1990, 1994).
Since contracts can not be written on returns, they can only be written on assets (Hart &
Holmstrom, 1987; Hart, 1995a). Thus, in his property rights approach, Hart states that
one source of this control may be possession of a firm’s residual control rights (i.e.
assets) (Hart & Moore, 1990, 1994; Grossman & Hart, 1986). Indeed, the assignment of
such rights can have important implications for the value and performance of the agency
relationship (Sappington, 1991). Hart & Moore (1990) explained the importance of
asset-control by reviewing a theory on the -optimal assignment of assets in which “an
agent is more likely to own an asset if his action is sensitive to whether he has access to
the asset and is important in the generation of surplus.” (p.1149) So, the underlying idea
is that a key right provided by ownership is the option to exclude use of the assets to
certain people. This authority over the assets will, thus, translate into authority over
people (Hart & Moore, 1990). It is implied, therefore, that it is the potential loss of

control benefits which are the entrepreneur’s incentive to behave accordingly (de Meza
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& Webb, 1995) and the power to have control in different situations is what really
matters. In an equity investment, for example, the protection (and source of power) that
the equity holders have is their vote to remove and replace those running the firm (Hart,

1995a). This is what gives them a degree of control over the firm’s assets.

However, because Hart (1995a) uses large estabiished firms with multiple shareholders
and assets as the basis for his analysis, he is able to advocate the possession of a firm’s
assets as a means to acquiring ex post control. But in the small firm environment
(especially with small start-up entrepreneurial firms), the possession of a firm’s assets
may be meaningless because these firms are often highly leveraged and have no real
assets. Thus, this research would like to propose that in the high-risk small-firm
environment, the best way to gain ex post control and exert power over the investment

may, instead, be through active involvement in the investment.
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Summary

To deal with the agency problems of the principal-agent relationship, the literature

suggests two main theoretical approaches, which are reviewed in the Chart 2.3.

Chart 2.3 - An Over-Simplified Summary of the Areas Particularly Emphasised by the
Two Approaches of Dealing with Agency Problems in the Small Firm

Investment Context

Principal-Agent
Approach

Extensive
verification of
variables

\

Reduction in
asymmetries of
information

\

Comprehensive

Contract Formation
(costless to write if both
parties can observe variables)

\

Are agent’s efforts
observable?
y Ys
Observe Monitor
outcomes ‘hands-off’

Incomplete Contracts
Approach

Verification
of
variables

v

Transaction costs,
Bounded rationality,
Asymmetric Information

\

Formation of
contracts which
are incomplete

\

Ex-post allocation
of power is thus
important

v

Active (‘hands-on’)
involvement in investment

Frequent renegotiation
& difficult verification

by 3rd party

Although both approaches aim to limit agency costs at each stage of the investment, the

over-simplified Chart 2.3 aims to stress that the principal-agent approach does so slightly

more ex ante, whilst the incomplete contracts approach does so slightly more ex post.

Thus, the principal-agent approach places more emphasis on the formulation of an

optimal contract, behaviour versus outcome, between the principal and the agent. To

form such an optimal contract, which considers foreseeable future contingencies, the use
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of pre-contract screening and due diligence is especially advocated to reduce
asymmetries of information between the principal and agent. With this approach, the
contract is the unit of analysis (Jensen & Meckling, 1976). The second, the incomplete
contracts approach, is based on Oliver Hart’s (1995a, 1995b) work and concludes that
contracts are always incomplete and it is, therefore, the ex-post allocation of control that
matters when investing in a firm. The best way to attain this in the small firm

environment may be through active involvement in the investment.

2.2.4 - Application of the Two Theoretical Approaches of Dealing With Agency
Problems to the Small Firm Funding Environment of BAs and VCs

Faced with these two choices of dealing with agency problems, the question arises:

Why might two investors in the same environment prefer to employ different

approaches to control agency problems?

This question will be addressed in the rest of this research study by analysing a ‘real life’
example of two different investors who perform similar functions in the same
environment, although each utilises a different one of these approaches to control agency
risks. This research proposes that one such an example may be the analysis of BAs and
VCs, both of whom are small firm finance providers in a high risk environment where

agency problems can be a serious concern.
This research study will, therefore, undertake an overview of the structural and agency
pressure differences between BAs and VCs to add insight into why BAs and VCs may

employ different approaches to limiting agency risks. In particular, that BAs may tend to
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follow the contracts incompleteness approach when investing in high-risk small firms,
whilst VCs may tend to follow the principal-agent approach. Then eight research
hypotheses will be generated in Chapter 2.3 based on the two approaches and tested

empirically in Chapters 4-6.

However, before the structural and agency risk differences between BAs and VCs are
analysed and the research hypothesis are generated, an overview will be conducted of
how these approaches may be influenced by the high-risk small-firm environment in

which BAs and VCs operate.

2.2.4(A) - Uncertainty and Limited Control of Qutcomes
In addition to high levels of asymmetric information and high agency costs, small start-
up firms operate in a high-risk environment in which the outcomes are uncertain and may
only be partly affected by an agent’s efforts. Since there is usually a long time lag
between the principal’s investment and the result, a wide dispersion of outcomes, and a
limited set of observations for the principal, it is not surprising that there is so much
uncertainty about outcomes in a small firm. This uncertainty and uncontrollability of
outcomes for small entrepreneurial firms is echoed by Fried and Hisrich (1989) who
state:

“venture capital portfolios, even of highly successful partnerships, have

historically shown low or even negative retumns in their first two or three

years (‘the lemons come home early’ is an industry cliché). As a result,

the performance of a partnership is very hard to measure until most of its

investments have been liquidated, often six to eight years after the
partnership was created.” (p.264)
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Many new ventures are launched despite these numerous and often consequential
uncertainties which can only be resolved by going forward. However, since most start-
up firms only have limited resources, unexpected snags can quickly exhaust available
funding and lead to bankruptcy (Gorman & Sahlman, 1989). Clearly, in order to control
the potentially high agency costs in small firms (which usually lack collateral), the
principal-agent theory’s outcome-based approach would not be an effective way to

monitor the actions of the agent.

2.2.4(B) - Superiority of Behaviour-Based Observation Approaches

When outcomes are only partially dependent upon the behaviour of the agent and the
environment is highly volatile, it is more prudent for the principal to limit his/her agency
risks by monitoring the agent’s behaviour (Sapienza, 1992; Norton, 1995), either through
contracts and passive monitoring (i.e. an option advocated by the principal-agent
approach), or through the principal’s active involvement (i.e. a more incomplete
contracts approach). In the former approach, for example, the principal may spend effort
on selecting an agent (through screening and due diligence) who has the right
qualifications (to be able to behave in a desired manner), form a contract, and then
monitor that agent to ensure that the contract is not violated. However, in such a
situation, the agent’s familiarity with the industry, personal characteristics, and track
record may be used by the principal as, at best, partial predictors of future success. This
may introduce the problem of adverse selection as the agent attempts to present these
qualities in a biased manner (Wright & Robbie, 1996). In the latter approach, the fixed

Cost element of a monitoring system (or active involvement) in a small firm is an
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additional cost concern for the principal and if these costs are too high, the principal may

invest his/her finances elsewhere (Pettit & Singer, 1985).

However, in such highly volatile start-up situations where the agency costs can be
sizeable and the observation of behaviour is the best approach, it is also in the best
interest of the agent to decrease the asymmetries of information (and the concern of
agency risk) for the principal. Doing so would procure a less restrictive environment in
which the agent can operate and will also keep the principal in the firm. This helps us
explain “why accounting reports would be provided voluntarily to creditors and
stockholders, and why independent auditors would be engaged by management to testify
to the accuracy and correctness of such reports.” (Jensen & Meckling, 1976, p.306)
Thus, an agent may establish (and agree upon with the principal) some up-front rules of
procedure and behaviour to ‘signal’ competence so as to ease the principal’s conscience
and decrease the level of monitoring that the agent would otherwise have to endure. A
more detailed discussion of how agents may wish to decrease the level of agency risk for

the principal will be discussed in the following section.

2.2.5- Differences Between BAs and VCs Which Influence Their Choice of
Approach to Deal With Agency Problems

Since the ventures BAs and VCs finance are usually only backed by intangible assets and

trust in the ethics and abilities of the entrepreneurial team (Norton, 1995), the agency

costs which could arise may be significant. This section will review the structural and

agency pressure differences between BAs and VCs to show why these two investor types

may wish to use different approaches to control these agency problems.
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2.2.5(A) - Structural Differences Between the Investor Types

This structural analysis of the investor types will show that due to the agency concerns of
their fund providers (i.e. the VCs’ principals), VCs must demonstrate competent
behaviour to them from the very start of their investment process in small investee firms.
This will involve competent screening, due diligence and contract formulation before
investment is placed in risky portfolio firms (i.e. the principal-agent approach is
followed). Conversely, since BAs invest their own money, they are not under such
pressure to behave professionally and may wish to control agency problems more ex post
through active involvement (i.e. the incomplete contracts approach). This structural
analysis will show that VCs are more likely to utilise the principal-agent approach to deal
with agency problems in their investment process of funding portfolio firms to
demonstrate (i.e. signal) competent behaviour (ex ante investment) to their fund

providers.

2.2.5(A)(i) - Diversity of Investor Base Difference

The structural difference between BAs and VCs is the difference in the diversity of their
respective investor bases. BAs are accountable only to themselves because they invest in
entrepreneurial ventures with their own money. VCs, however, raise finance from
outside fund providers (such as pension funds and other institutional investors) on a
competitive basis and then invest those funds in entrepreneurial ventures. The venture
Capitalist’s primary aim is to gain financial returns from their investment portfolio so
they can repay the original sum to their fund providers and take a percentage of the profit
for their own income. In fact, Bygrave & Sahlman (1988) found that, in addition to their

original investment, fund providers receive 80% of the capital gains earned by the fund,
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whilst venture capitalists earn the balance of the capital gains (20%) plus their 2-3%

annual management fee. Chart 2.4 clarifies this arrangement.

Chart 2.4 - Flows of Venture Capital
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Source: Bygrave & Shulman (1988)

Clearly, VCs have an additional level of the agency relationship to deal with that BAs do
not: that of the fund providers. In this sense, the VCs and BAs are both principals to the
entrepreneur (agent) in whose venture they have invested, whilst venture capitalists also
assume the role of agent in respect to their fund providers (the principals) (see Chart 2.5).
This has ignited an academic argument between Murray (1991) and Lloyd (1989).
Murray believes that the VC’s customers are the fund providers who provide the money
which is invested in entrepreneurial firms. He classifies the investee firms as ‘raw
material’ and claims that VCs must demonstrate to the fund providers the ability to add
value to the funds invested. On the other hand, Lloyd believes that the customers are

those entrepreneurial firms in which the investments are made and the fund providers are
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seen as suppliers of the ‘raw material’ (Duggins, 1993). Although this research study
will not pick sides, it will lean towards the former approach as a means of explaining the

differences between BAs and VCs in their approaches to dealing with agency risks.

Chart 2.5 - A Comparison of BA and VC Agency Relationships
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The VC’s agency relationships, therefore, force the VC to wear two hats and contend
with both the supplier and the user of finance in the uncertain and volatile environment
of entrepreneurial investing. In a sense, the focus of this research study will be to
ascertain how this additional agency relationship for the VC (with its fund providers)
forces the VC to choose a different approach to deal with potential agency problems from
that taken by BAs. This will inevitably change its investment practices from those of the

less-restricted (and less accountable) BA.



2.2.5(A)(ii) - VC as an Intermediary

In the financing context, VCs take on an intermediary role between the fund providers
and the entrepreneurial firms. But why should fund providers use an intermediary to

invest in entrepreneurial ventures, rather than invest directly?

Leland & Pyle (1977) contend, in their signalling model of intermediation, that
information asymmetries are the primary reason for why intermediaries exist. They state
that information which is not publicly available can only be obtained at a cost. This
information might then be sold to lenders, and with some economies of scale,
organisations could be formed which collect and sell information on particular asset
classes. However, there are two problems which would deter these firms from selling
information directly to investors (Leland & Pyle, 1977). First, since the purchasers of
information are able to resell the information, without diminishing its usefulness to them,
the original firm which gathered the information may only collect a fraction of what the
buyers in totality would be willing to pay for it. This clearly is a free-rider problem
(Diamond, 1984). Second, the information must be credible in order to be saleable.
Thus, it may be difficult (or impossible) for potential buyers to determine whether the
information is good or bad. The market price of information will, therefore, reflect the
average quality. If low quality suppliers of information enter the market, the average
price will decline and high quality suppliers will no longer be able to afford to expend

sizeable resources to collect good information.

However, both of these problems will disappear if the firm collecting the information

becomes an intermediary and buys and holds assets based on the specialised information

92



it collects (Leland & Pyle, 1977). The costs of the information gathering will then be
covered by the returns received from its investment portfolio. One major hurdle which
the intermediary might face is that of convincing potential buyers that its information is
of a high quality and, therefore, that investment in the intermediary is justified. This
problem can be overcome by signalling (Leland & Pyle, 1977). The intermediary (VC)
must signal ex ante to the buyers (fund providers) the quality of its information and the
investments it has made based upon that information. Since investment outcomes are
often still years away and venture capital funds are raised in a very competitive market,
responsible behaviour on the VC’s part may be the best way to signal to their fund
providers that they are a high-quality organisation. This responsible behaviour will
probably consist of employing the principal-agent approach to deal with agency
problems since it emphasises screening and comprehensive contract formulation ex ante
investment more so than the incomplete contracts approach. This certainly looks like a
more responsible approach than conducting less screening before investment and
controlling agency problems more after the money has been invested. Of course, fund
providers must still guard against false signalling and invest in screening of the VC

(Sahlman, 1990; Robbie et al., 1997).

In addition to using competent behaviour as a signal ex ante that the intermediary is high
quality, Diamond (1984) states that diversification (within the financial intermediary) is
another factor which may attract investment. By diversifying investments across a large
number of fund providers, the intermediary can utilise economies of scale in screening
and monitoring to reduce the per-investor cost below what each investor would otherwise

incur. But, since it is often difficult to determine in a single investment whether poor
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performance is due to poor management or misfortune, another advantage of
diversification is that the random elements of unique risk should cancel out in a large
portfolio and allow the intermediary to attain the suitable market rate of return
(Diamond, 1984; Bhattacharya & Thakor, 1993). Alternatively, the acquisition of
investments spread out over time may be another way in which an intermediary can
reduce the investment portfolio’s random risks for the benefit of its principal investors.
Sustained poor performance may, thus, be more indicative of the intermediary’s
management competence rather than a single failure (Diamond, 1984; Mayer, 1986). An
intermediary’s reputation may, therefore, be best established in the short-term through
close monitoring by the principals (i.e. showing responsible behaviour, as

aforementioned) and thereafter by its long-term portfolio performance.

So, responsible behaviour and diversification are the two ways in which intermediaries
can signal their quality and benefits, at least in the short-term. Indeed, such benefits can
be sizeable. King & Levine (1993) found that the size and efficiency of financial
intermediaries have reliable linkages to national economic growth and development
rates. In the next section we will address how venture capitalists (i.e. intermediaries)
signal these qualities to their fund providers, and how fund providers monitor the venture
capitalists. This is an area of analysis of particular importance since it has almost been

neglected by academic researchers (Robbie et al., 1997).
Before continuing the analysis of intermediaries (i.e. VCs) one more question must be
addressed: Why don’t business angels also use intermediaries like fund providers?

Mason (1996a) believes that this does not occur primarily because the creation of pooled

94



investment vehicles (intermediaries) is not attractive to BAs for two reasons. First, BAs
want to use their own judgements when making investment decisions and do not want to
delegate this task to fund managers. Second, the presence of intermediaries does not
allow BAs to contribute to the investee firms through hands-on involvement. The nature

of the BA investor, therefore, does not incline it to use intermediary investors.

2.2.5(B) - Agency Pressure Differences Between Investor Types

Unlike BAs, VCs face agency pressures to demonstrate competent investment behaviour
as a means of reducing their fund providers’ potential agency risk concerns and
demonstrating their quality and benefit as an intermediary. One of the many ways VCs
may do this is to utilise the principal-agent approach to deal with agency problems ex
ante investment. Indeed, the number of different ways in which VCs signal competence,

and why the need for such prudent behaviour is increasing, will now be addressed.

2.2.5(B)(i) - Ways in Which VCs Reduce Agency Risk for Their Fund Providers

Since it takes time to realise performance results, VCs hope that ensuring the
impeccability of their reputation, qualifications, rules and procedures, will signal
competence to fund providers and act as a good indication of future performance. Fried
& Hisrich (1989) found that fund providers believe that people, teamwork, performance,

discipline, and strategy are the five criteria most important in selecting VC funds to back.
However, once fund providers have selected a VC, the VC will continue to reduce the
asymmetries of information. One London VC stated his attempts to reduce asymmetries

of information for his fund providers: “we are accountable to our investors only, we
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formally see them twice a year, once in person and once at a meeting, so we actually see

them quite often really. I also go round to their offices every couple of months.” (VC1,

5/6/96)

Such continual information exchange and signalling is an important part of conveying
the VC’s quality to the fund providers. But the cultural gap between VCs and their fund
providers (i.e. often pension fund managers) intensifies its importance. Fried & Hisrich
(1989) found that:
“pension managers are employees, often life-long, in generally mature
companies. They are used to thinking in terms of financial models and
efficient markets. They want to deal with ‘hard data’ (...) Venture
capitalists on the other hand, deal with small companies, often in very
dynamic situations (...) While they do process a lot of hard data, they also
view ‘soft’ data as extremely important.” (p.272).
Clearly, the need for VCs to show responsible behaviour is paramount to their survival,

making the ability to market themselves effectively to fund providers vital (Murray,

1995a).

Venture capitalists, therefore, must employ a number of ways to signal to (potential and
current) fund providers that they behave in a responsible manner. Some of these ways
are: maintaining a good reputation for the VC firm, presenting impressive qualifications
of the VCs, presenting up-front rules which emphasise to the fund providers that
responsible conduct is standard operating procedure, and demonstrating that the most
responsible procedures are utilised in choosing investments for the VC fund (i.e. the

more ‘competent’ principal-agent approach of emphasising ex ante risk reduction may be
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used, rather than the incomplete contracts method which emphasises ex post reduction).

A more detailed discussion of each risk reducing signal will now follow.

2.2.5(B)(i)(a) - Reputation of the VC Firm
Venture capital funds must be raised competitively and the primary way for a VC firm to
win funding over its competitors is to have a better reputation (Norton, 1995).
Reputation depends on many aspects of the firm and is the aggregate culmination of
many small procedures, conduct, and performance levels which the VC firm maintains.
By demonstrating that the top US VCs were perceived to add more value than other VCs,
Rosenstein et al. (1993) found that reputation and performance go hand in hand. Thus,
with a better reputation than competitors, a VC can raise more total funds and so earn
greater annual management fees, which average around 3% of the raised funds. One VC
stated, “It doesn’t take a genius to figure out that a 5% return on a $100 million is better
than 20% on $10 million.” (Sapienza et al., 1996, p.466-7) The size of a particular VC
is, therefore, often a function of its past investment success and reputation (Gupta &

Sapienza, 1992; Zacharakis & Meyer, 1995).

However, building a reputation as a VC by investing in early stage ventures, which
themselves are high risk, is difficult and risky. These investments, even if they are
successful, will not be realised for 7-10 years after the initial investment. Although
returns will be less impressive, financing later-stage deals is less risky and will allow
VCs to show good returns, and so build up their reputation and attract more funds.
Hence, VCs face a trade off between a high-risk, high-return strategy with a long-term

horizon, or a low-risk, low-return strategy with a short-term horizon (Norton, 1995). It
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is, thus, not surprising that Gompers (1996) found that young venture capital firms tend
to take companies public earlier than older venture capital firms in order to establish a
reputation and successfully raise capital for new funds. Since many of the VCs in this
study engage in early stage financing (although as a percentage of their funds this will
differ per VC), many of them are clearly engaging in a high-risk strategy, which makes

signalling responsible behaviour even more vital for building a good reputation.

But even if a VC has a good reputation, easing up on the rules and procedures which
initially rendered it a strong reputation is unwise. Since the venture capital community is
small and networked, reputation effects echo loudly, and can easily damage that carefully
built reputation and may offer new opportunities to a large number of potential
replacements in the market (Sapienza & Korsgaard, 1996; Cable & Shane, 1997). Not
surprisingly, most venture capitalists interviewed were careful to protect their reputation.
When responding to the question “Looking back on your investment, would you have
done anything differently?”, not one VC said that they could have improved upon what
they did, whilst a significant percentage of BAs claimed there was room for

improvement.

2.2.5 (B)(i)(b) - Qualifications of the Venture Capitalists

Another way for VCs to signal competence is to hire individuals for the venture capitalist
team who have excellent qualifications and experience in the industry. This may explain
why the prospectuses of most venture capital funds list the education levels and industry
experience of all their venture capitalists. The fact that so many of them have MBAs

from Harvard and other top schools is surely no coincidence. In fact, fund providers
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almost always want to see the qualifications of the general partners of the VC before they
invest (Fried & Hisrich, 1989). Good qualifications are yet another performance
substitute that VCs (and other firms) use to reduce the asymmetries of information and

perceived agency risks for their fund providers.

2.2.5(B)(i)(c) - Up-Front Rules

Since portfolio returns will not be realised by the VC for sometimes up to ten years, and
thus observation of outcomes by fund providers can not be effectively employed as a
means of reducing agency risks, the agreement between the VC and the fund providers is
highly complex. To reduce future asymmetries of information and gain financing from
fund providers, VCs may establish up-front rules which they will agree to follow in
managing the fund providers’ money and may even advertise these in their publicity
material. In a way, these are self-formulated behaviour-based control mechanisms that
VCs employ to ensure to their fund providers (ex ante investment) their competent
behaviour (ex post investment). One manager of a BIS that was interviewed summed
this up: “venture capitalists invest someone else’s money, so they have to work to criteria

they have promised their subscribers they are going to work to.” (AC1, 25/3/96)

Thus, up-front rules (or promises) translate into bureaucratic rules which promote
internal uniformity. This uniform corporate culture, in turn, furthers the reputation of the
firm (Kreps, 1991). One VC stated that these rules were vital:

“Venture capitalists are investing money on behalf of pension funds, we

get our money by raising funds. They don’t want us goofing off and

having fun (...) We are not here to enjoy ourselves or satisfy our egos, we

are there to make capital gains to benefit pension funds. And that sort of
constrains what we do really.” (VC15, 19/6/96)
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2.2.5(B)(i)(d) - Procedures and Documentation of Investments

To further signal that they behave in a most competent manner, VCs carefully follow
procedures (often emanating from the aforementioned up-front rules) and meticulously
document decisions to show that they took every care ex ante in picking the best
investments (i.e. a more principal-agent approach may be used). This and other signals
of VC competence are shown in Chart 2.6, which also clarifies how VCs might use the
principal-agent approach (which emphasises ex ante screening and comprehensive

contract formulation) to deal with potential agency problems in their investee firms.

Chart 2.6 - Information Signals and Agency Pressures in a Venture Capitalist’s Early

Investment Process
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In a pioneering study, Sahlman (1990) identified a number of procedural mechanisms

that VCs and fund providers employ to reduce agency cost concerns. These included: the
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specific prohibition of certain acts by the venture capital firm which would cause
conflicts of interest, mechanisms to ensure gains are distributed to investors, expenditure
of resources to monitor the VC firm, and regular furnishing of specific information to the
funds providers by the VC firm. Following such careful procedures in picking
investments will also aim to limit a VC’s accountability as best they can if the

investments fail to realise an adequate return.

In addition, the documentation of decisions is now required by the UK’s Financial
Services Act of 1986 and enforced by IMRO (Investment Management Regulatory
Organisation), a regulatory group for venture capitalists. This ensures that venture
capitalists keep accurate records from the time leading up to each of their investment
decisions and allows fund providers to check that proper due diligence was conducted.
One VC stated:

“IMRO makes sure that you are running a proper show. I don’t think that

they are too concerned about the quality of the decision, but the fact that

every decision is documented. Everything we do has to be properly

recorded and we need proper board minutes for every decision that is

reached (...) A business angel deals with his money, so he just makes a

decision and does it.” (VCS5, 6/6/96)

These records proved to be particularly helpful during my interviews since they allowed

VCs to remind themselves about the particular investment decisions under discussion.

2.2.5(B)(ii) - Increased Power of Fund Providers in Recent Years Exacerbates
VCs’ Pressures
The importance of the ways in which VCs behave to reduce asymmetries of information

for fund providers has increased in recent years as the marketplace in which VCs try to

101



raise money has become more competitive, both in the US and the UK (Robbie et al.,
1997; Duggins, 1993; Murray, 1995a; Sapienza, 1992). Indeed, this research found that
VCs believed that they had, on average, 8.1 (median: 5) direct VC competitors in their
sector. This has made it even more imperative for them to market themselves favourably
to suppliers of finance. This means that there is now even more pressure on VCs to use
qualified employees, up-front rules, and thorough procedures in the investment process
so that fund providers can more easily monitor them, and they can signal their high level

of competence.

A number of factors have contributed to this increased power of the fund providers, and
forced them to monitor their VCs more closely. First, increased transparency of returns
has increased the ability to benchmark the performance of VC firms, rendering fund
providers with a much better informed picture than ever before. (Robbie et al., 1997). In
fact, fund providers have become sceptical that the industry can pay the price it has
promised for the supply of money, creating a huge credibility gap between VCs and fund
providers. This has forced many fund providers to ‘turn off the tap’, as Chart 2.7 shows
(Duggins, 1993; Timmons & Sapienza, 1992). The extent of the problem is evident in a
recent BVCA survey response in which 74% of respondents agreed with the statement
that ‘UK venture capitalists had oversold the potential returns of their industry to
institutional investors’ (Murray, 1995a). Fund providers clearly employ closer scrutiny

of performance.
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Chart 2.7 - Porter Analysis of the VC Industry
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Second, the venture capital industry is increasingly being driven by the requirements of
the fund providers whose institutional fund managers are under increasing pressure to
achieve better than average short-term results. Since these fund managers often only
have a 3-4 year job horizon, this works against them taking a longer term view. With an
increasing onus on solvency requirements, fund managers may prefer more liquid
investments in traded securities, rather than early stage venture investments in ten year
funds (Murray, 1995b; Bank of England, 1996). Third, the rapid internationalisation of
the venture capital market has brought an influx of new domestic and foreign
competitors. Furthermore, alternative sources of finance for entrepreneurs (such as BAs
and strategic alliances) and the increasing sophistication of entrepreneurs has eroded
venture capital returns. Both these factors have increased competition for the supply of
fund provider’s capital and for high-quality entrepreneurial investments in markets
already at or past saturation (Sapienza, 1992; Sapienza et al., 1996). Fourth, fund

Providers are now also being advised by organisations known as ‘gatekeepers’, who
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getermine which venture capitalists should be supplied (Robbie et al., 1997). This
further increases the pressure on VCs. Fifth, there is an increasing trend towards making
2 smaller number of investments involving larger amounts. This allows fund providers
to focus on a smaller number of relationships, although since they are now also less
diversified, it also increases their need to monitor VCs more closely (Robbie et al.,
1997). Lastly, fund providers now have a need to develop their investment strategies

which has increased the need for more non-standard information from VCs.

VCs have responded to these increasing pressures in a number of ways. First, they have
increased their information flows to their funds providers by enhancing their
communication and reporting approaches. This has allowed them to place more
emphasis on being proactive in providing early warning signals about impeding
problems and to give interim rates of return and final payout predictions (Bank of
England, 1990, Robbie et al., 1997). Currently, VC firms provide about four to six
pieces of information to fund providers per year, such as annual reports, semi-annual
reports, quarterly reports, semi-annual portfolio evaluations and an annual
presentation/visit. As the amount of information required increases, it is expected that
there will be a shift away from annual and semi-annual portfolio valuations to more
frequent ones (Robbie et al., 1997). Second, as the bargaining power moves to the fund
providers, the management fees of the VC are coming under increasing pressure at a time
when investee companies are also expecting a greater level of service from their VC
investors (Murray, 1995a). Front-end fees (up to 2-3% of committed funds) are thus
being eliminated (Bank of England, 1990). Third, VCs have started to place greater

emphasis on quicker exits and have, therefore, increased their investments in
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management buy-outs (Bank of England, 1990). Fourth, more VCs are beginning to
incorporate pre-set performance targets and can stipulate minimum returns to their
investors. Many also require capital repayment from entrepreneurs upon realisation of
individual investments. Fifth, VCs have increasingly started to promote an image of
being more aware and responsive to the needs of fund providers. By placing more
emphasis on marketing themselves and their seﬁices in the present competitive climate,
VCs aim to differentiate themselves in the marketplace (Murray, 1995a; Robbie et al.,

1997).

The competitive pressures in the venture capital market have had significant
implications. Funds are now no longer available to VCs without a proven trackrecord
and as the industry stops growing rapidly, firms can only expand by taking marketshare
from eachother (Bank of England, 1990, Duggins, 1993). This section showed why
behaving competently ex ante investment is vital for VCs (i.e. employing more of a

principal-agent approach) and only a personal discretion for BAs.
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Summary

Due to their structural and agency pressure differences, it is proposed that BAs and VCs
will probably utilise different approaches to deal with potential agency problems in their
investee firms. Since VCs have pressure to behave competently for their fund providers
right from the start of the investment process, it is proposed that they spend more effort
controlling agency pressures ex ante investment (i.e. through screening, due diligence,
and the use of comprehensive contracts), as is advocated by the principal-agent approach.
Conversely, since BAs are not under such pressures and in general are not professional
investors with research and contracting skills, and often prefer active involvement, we
might assume that they elect to control agency problems more so ex post, as would be
advocated by the incomplete contracts approach. To test whether BAs and VCs do
indeed employ different approaches limiting potential agency problems throughout the
investment process, eight research hypotheses (covering stages of the whole investment

process) will now be formulated.
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2.3- Formulation of the Research Hypotheses

Based on the assumption that BAs prefer the incomplete contracts approach and VCs the
principal-agent approach to deal with agency problems in their investee firms, this
section will contrast these two approaches to formulate research hypotheses covering
investor differences over the full investment proéess, from deal origination to exit. Then
in Chapters 4-6 they will be empirically tested to determine whether this main

assumption is supported.

2.3.1 - Deal Origination Differences Expected

In the first stage of the investment process, deal origination, an investor will try to locate
anumber of potential investment opportunities so that he/she will have some choice as to
which one to fund. There are three arguments for why VCs may have greater deal

origination flows than BAs.

2.3.1(A) - Greater VC Deal Origination is in Line with Principal-Agent Approach

Following the assumption that VCs utilise the principal-agent approach, and that BAs
use the incomplete contracts approach, we would expect VCs to have a greater deal
origination (than BAs) so that they can then extensively screen to find a suitable

investment opportunity (Hart, 1995a).
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23.1(B) - VC Has Obligation to Fund Providers to Generate Deal Flow to Pick Best
Opportunities
since VCs have a fiduciary responsibility to their fund providers, they have to behave in
a competent manner, as has already been well documented. Thus, VCs ensure that they
receive a large deal flow (Sweeting, 1991), which will render them more investment
choice and a greater chance of finding an investment opportunity which matches their
criteria and renders the possibility of generating financial returns for their fund providers.
Conversely, BAs look for investments in an ad hoc, unscientific and usually less

proactive manner than VCs (Mason & Harrison, 1992, 1993b; Wetzel, 1981).

2.3.1(C) - VC Has Contacts and Networks to Generate Deal Flow

To generate this deal flow, VCs use extensive referral networks of portfolio companies,
investors, and other VC firms (Bygrave & Timmons, 1986). In a poorly defined
environment in which to find prospective deals, where a potential candidate is too small a
company to be readily identifiable, the use of intermediaries by VCs is very important.
VCs have an obligation to invest funds and, thus, extensively utilise networks to invest
those funds in an optimal manner. BAs, on the other hand, have no such obligation and
tend to rely on smaller networks of personal contacts to see if any investment
opportunities exist. Indeed, BAs tend to have an elusive nature and will not be as visible
to entrepreneurs (with investment opportunities) as VCs. This may help to explain why
these non-professional investors do not have as large a deal flow as the professional VCs
(Conlin, 1989, Wetzel, 1983). Furthermore, many VCs also tend to specialise in certain
areas, which allows them to attract more of a certain sector of investments from other

VCs and referrers who specialise in different areas.
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Supmary

Because it is assumed that VCs employ the principal-agent approach, it may be
hypothesised that VCs have greater deal flow than BAs. The fact that VCs are obligated
to their fund providers to screen a large number of potential investments to find a suitable
one, and have extensive referral networks, often of a more specialised nature, further

supports this. Thus, the first hypothesis for empirical examination reads

Hypothesis 1: VCs generate and maintain a greater deal flow than BAs.

2.3.2 - Initial Screening and Pre-Investment Due Diligence Differences Expected

After deal origination, the initial screening process selects those investment opportunities
which warrant further investigation. Those left will receive extensive due diligence,
which includes analysis of both market and entrepreneur variables. This research
assumes that greater investment knowledge of the market factors also reduces
asymmetries of information with the entrepreneur and, thus, has an effect in reducing

agency problems.

Four arguments are presented for why VCs may conduct more initial screening and due

diligence than BAs.
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232(A) - Greater VC Screening and Due Diligence is in Line with Principal-Agent

Approach
Following the assumption that VCs utilise the principal-agent approach, and that BAs
use the incomplete contracts approach, we would expect VCs to conduct more initial
screening and due diligence than BAs. This reduces asymmetries of information for VCs
and provides them with a firm base for writing a comprehensive investment contract

(Hart, 19953, Pettit & Singer, 1985).

2.3.2(B) - VCs Screen and Conduct Due Diligence to Show Competence

As has been shown, VCs are under a great pressure to behave in a responsible manner so
as to reduce asymmetries of information for their suppliers of capital and attract further
funding in the future. Primarily for this reason, we might expect VCs to be very
thorough in their initial vetting and subsequent screening and due diligence processes. In
addition, financial regulators (i.e. IMRO) check with VCs to ensure that proper due

diligence is done.

Since BAs use their own money for investments, they will still conduct initial screening
and some due diligence, however, they have no one to impress but themselves. We may,
therefore, assume that they might be less comprehensive in their investment procedures
(Mason & Harrison, 1995). One BA summed up this potential difference between BAs

and VCs:

“With early stage firms, there is no way you can be remotely certain that
it will succeed, whatever precautions or investigation you do, it is simply
fundamentally impossible. This is why venture capital companies can not
get involved in these (start-up firms), because they have to operate only
on detailed research and planning and it is here completely inapplicable,
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and therefore they are hopeless at small scale investments and don’t try in

99% of cases.” (BA10, 19/3/96)
Fiet (1995b) also stressed this assumed difference in screening and due diligence. In his
comparison of the risk avoidance strategies of BAs and VCs, he found that these two
investors had different approaches to evaluating market risk (due to unforeseen
competitive conditions) and agency risk (due to the uncertainty of whether the
entrepreneur or venture capitalist will comply with the venture capital contract). He
found that BAs tend to rely more on the entrepreneur for protection from market risk and,
therefore, worry more about agency risk. However, VCs were deemed to be more
concerned about market risk because they were able to protect themselves contractually
from agency risk. Thus, VCs are concerned about conducting extensive due diligence to
reduce these (market) risks for themselves and reduce any potential agency costs for their

fund providers.

The arguments that now follow lend further support to the notion proposed above,
although they are less theoretically-based and more inherent of the nature of each
investor. But, of course, the differences between the nature of each investor type are still

influenced by their contrasting agency relationship structures.

23.2(C) - VC Has Time, Money, Experience, Resources, and Contacts to Do Screening

and Due Diligence

Since VCs are professional full-time investors, unlike most BAs, they have the time,
Tesources and expertise to conduct extensive screening and due diligence. Wetzel (1987)

found that “venture investing is not a full-time occupation for informal investors.
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Learning the tricks of the trade takes time and time is scarce.” (p.311) Moreover, since
yCs are under an obligation to invest all the funds under their management, they make
more frequent investments, are more skilled professional investors, and have more
screening and due diligence experience than BAs (Harrison & Mason, 1991a, 1994;
MacMillan et al., 1988). Unlike VCs, BAs usually do not have professional researchers
on staff or offices dedicated to investigating deais. Thus, BAs “often lack competency
with sophisticated analytical tools to evaluate (...) risk” (Fiet, 1991a) and “seem to be
rather frustrated in obtaining market risk information themselves.” (Fiet, 1995a, p.558)
Since VCs have more time, resources and expertise, we might assume that they conduct

more extensive initial screening and due diligence than BAs.

2.3.2(D) Individual VC Usually Personally Accountable

BAs are only responsible to themselves and have no need to refer decisions to others for
approval (Mason & Harrison, 1995). VCs, however, are often personally accountable for
investment projects which they ‘champion’. Although most investments are approved by
an investment committee, the individual VC is still partially accountable and, thus,

excessively screens investment opportunities and conducts due diligence.

One VC interviewed stated that if one or two of his investments went sour, he would be
frowned upon by the firm’s partners. But, if three or more of his investments were
disappointing, there might be some pressure on him to leave. Another VC (a chairman of
2 small VC fund) believed that VCs conducted more due diligence than was really
Decessary just to save their own jobs in case things went wrong in the future. He stated

that Protecting one’s back was especially important when investing large amounts in one
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deal. This implies that the level of due diligence that is hypothetically needed to
adequately assess an investment (i.e. the upper level of research we might expect from
BAs) is exceeded by VCs just to protect their jobs and reputations. Since one cannot
kmow how much research is necessary, the urge to err on the side of caution must be
strong. Indeed, one VC stated: “venture capitalists are career people and think constantly
about their jobs. The more and better investments they make, the quicker they get
promoted. They may have less concern about the eventual success of their investments.”
(Anonymous) A high degree of ex ante due diligence by the individual VC championing
an investment, therefore, seems to be, in part, a mechanism for deflecting potential future

blame from themselves in their pursuit for career advancement.

Summa

Because it is assumed that VCs employ the principal-agent approach, it may be
hypothesised that VCs conduct more initial screening and due diligence ex ante than
BAs. This is further supported by the fact that VCs have an obligation to their fund
provider to behave in a competent manner, more resources and skills for screening and
research, and more individual accountability for choosing successful investments. Thus,

the second and third hypotheses for empirical examination read:
Hypothesis 2: VCs are more selective in their initial screening of investment

opportunities than BAs.

Hypothesis 3: VCs conduct more pre-investment due diligence than BAs.
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1.3.3 - Investment Criteria Differences Expected
Investment criteria are the factors of importance to the investor that he/she uses to assess
{he funding potential of an investment opportunity. Since BAs and VCs employ different

approaches to dealing with agency problems, their investment criteria may also differ.

23.3(A) - BAs Place More Emphasis on Criteria Related to Ex-Post Involvement and
VCs Place More Emphasis on Criteria Related to Initial Screening, as

Predicted by Their Relative Agency Approaches

Since it is assumed that BAs employ the incomplete contracts approach to reducing
agency problems when investing, they will place more emphasis on acquiring ex post
control and power (Hart, 1995a, 1995b). Since assets have only limited value in
leveraged start-up firms, the main source of control may be through active ex post
involvement in the investee firm. We might, therefore, assume that BAs will evaluate
investment proposals by placing more emphasis on criteria related to ex-post
involvement. In addition, since it is also assumed that VCs employ the principal-agent
approach to investing, they will place more emphasis on screening the investments
comprehensively before investing. We might, therefore, assume that VCs will evaluate
investment proposals by placing more weight on firm criteria related to initial screening
(ie. a firm’s projected financial returns). Thus, the fourth hypothesis for empirical

€xamination reads:
Hypothesis 4: BAs Place More Emphasis on Investment Criteria Related to Ex-Post
Involvement and VCs Place More Emphasis on Investment Criteria

Related to Initial Screening.
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2.3.4 - Contractual Control Differences Expected

The principal-agent approach assumes that if an investor has a better investment contract,
that investor will have more control over that investment (Pettit & Singer, 1985; Hart,
1995a). Since there is no comparison research in the literature on BA and VC contract
formulation practices, this assumption will be used to form five arguments upon which to

pase the hypothesis of quality differences between BA and VC investment contracts.

2.3.4(A) - Greater VC Contractual Control is in Line with Principal-Agent Approach

Following the assumption that VCs utilise the principal-agent approach, and that BAs
use the incomplete contracts approach, we would expect (almost by definition) VCs to

write more comprehensive contracts than BAs (Hart, 1995b).

2.3.4(B) - Comprehensive Contracts Show Competence to Fund Providers

Since VCs must demonstrate competence to fund providers, they will formulate
comprehensive contracts with their investee firms. This is not an agency pressure that
BAs have. However, a more thorough discussion of how VCs gain some relative power

over the entrepreneur to write a comprehensive contract is now addressed.

23.4(C) - VCs Write Better Contracts than BAs to Realise Returns for Fund Providers

Although behavioural observation is the best performance indicator that fund providers
have for VCs until the investments are realised, it is still, of course, the actual investment
Teturns (the outcomes) that are the fund provider’s best measure of VC performance.
H°W6Ver, VCs can only earn a return on their investments if the investee firm is acquired

or has an initial public offering. To accomplish this the “business must be severable
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from its founders” and the VC must have a degree of control (Kanellos, 1996, p.146),
which is usually attained through comprehensive investment contracts. Conversely, BAs
invest only for themselves and are not dependent on investment returns to make a living,
and are not under such pressure to formulate contractual ways to exit and realise returns

from their entrepreneurial investments.

But to write a comprehensive contract and gain a high degree of control, the VC must
have some relative power over the entrepreneur (or investee firm). This is gained partly
by the saturated market for investment finance which floods VCs with investment
opportunities, clearly giving them the upper hand over entrepreneurs (Bygrave &
Timmons, 1986; Steinberg, 1996). Their use of extensive networks for gaining good
information about the terms (‘market rate’) offered by other VCs fortifies this greater
degree of power for the VC. The entrepreneurs on the other side of the bargaining table,
however, have little ability to get information on the market price of a deal. This, and
their relative lesser negotiating experience, will put the entrepreneur at a disadvantage
when negotiating contractual terms (Bygrave & Timmons, 1986). Not surprisingly, “a
common perception among entrepreneurs is that venture capitalists are sharks (or some
other pejorative term) that take advantage of the entrepreneur under the tenets of the
investor’s golden rule - ‘he who has the gold makes the rules’.” (Norton, 1995, p.22) It
is doubtful that a BA will have such superior information or resources and therefore

he/she would be expected to be on a more even par with the investee (Norton, 1995).
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234(D) - VC May Have Lower Information Asymmetries at Time of Investment

As stipulated by the principal-agent approach, to form a good contract which can
incorporate different future scenarios, the asymmetries of information must be relatively
Jow between the two parties entering into the agency relationship (Hart, 1995b). VCs
may have less asymmetries of information compared to BAs for two reasons. First, since
we have assumed that VCs conduct more screening and due diligence of prospective
investments than BAs, they are in a more informed position from which to write a good
contract (Pettit & Singer, 1985). Second, BAs operate in a more inefficient marketplace
than VCs and so less information may be available to them upon which to write an
investment contract (Fiet, 1995a; Wetzel, 1987; Gaston & Bell, 1985). Thus, since BAs
have less contractual control over their investments, it will be argued later that they gain

control through active monitoring and hands-on involvement in their investee firms.

The arguments that now follow lend further support to the notions proposed above,
although they are less theoretically-based and more inherent of the nature of each

investor.

2.3 A(E) - VCs Have Better Resources for Contract Formulation

Writing (and enforcing) contracts is not costless (Fama & Jensen, 1983). A good
contract can be expensive to write, but there are three reasons why VCs can better reduce
and afford these costs. First, as Fiet (1995a) asserts, VCs have “economies of scale in
the writing of contracts.” (p.556) Indeed, financial intermediaries in general use these
scale advantages to write better contracts (Diamond, 1984). Second, since VCs usually

have funds which are worth millions of pounds, significantly more than a typical BA
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would have available for investment, the VC is more able to afford good contract
formulation. Third, VCs tend to make investments of at least £1,000,000 or more,
whereas the BA invests an average of around £50,000, so as a proportion of the
investment amount, the cost of forming a good contract will be less for a VC (Mason &
Sackett, 1996; Freear & Wetzel, 1990). One BA interviewed stated that it wasn’t
worthwhile for him to invest £5,000 in writing a good contract if the investment was only
£40,000. On the other hand, BAs are also usually inexperienced investors and have less
experience (and no economies of scale) in forming comprehensive contracts (Fiet,

1995a).

Summary

Because it is assumed that VCs employ the principal-agent approach, it may be
hypothesised that VCs write more comprehensive investment contracts ex ante than BAs,
and, therefore, have more contractual control over their investments. Thus, the fifth

hypothesis for empirical examination reads:

Hypothesis 5: VCs have more contractual control over their investments than BAs.

2.3.5 - Post-Investment Monitoring Differences Expected

Once an investment contract has been formed and agreed on by both parties, the actual
financial investment is made by the new principal to the agents of the entrepreneurial
fim. Tt is only after this investment that agency risk concerns, such as moral hazard, can

become a reality. The principal is, therefore, inclined to conduct enough monitoring
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(assuming that the costs don’t outweigh the benefits) to keep agency costs to a minimum
preferred level. It should be noted that such monitoring can take the form of close

monitoring as well as a less constraining approach of rendering beneficial advice to the

entrepreneur.

A number of theoretical and non-theoretical assumptions will now be presented upon

which to form a hypothesis.

2.3.5(A) - Greater BA Ex Post Monitoring is in Line with Incomplete Contracts
Approach

Following the assumption that VCs utilise the principal-agent approach, and that BAs
use the incomplete contracts approach, we would expect BAs to monitor more ex post

than VCs (Hart, 1995a).

23.5(B) - VCs Have More Contractual Control than BAs, and so Monitor Less Actively

As suggested in the last section, VCs have more incentives than BAs to formulate good
Contractual agreements with their investee firms. Chapter 2.2.3 proposed that principals
who can form better contracts (with the inclusions of more provisions) will have more
contractual control. With more contractual control over the actions of the agents, it is
Proposed that less monitoring is needed to limit potential agency risks (Fiet, 19952). Ina
study of four international markets, Sapienza et al. (1996) found that “problems of
delegation of decision-making authority and managerial opportunism may be adequately
handled by the contractual and structural arrangements between VCs and their portfolio

Companies.” (p.462) Based on these assumptions and evidence, it is probable that VCs
(p462)
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monitor their investee firms less actively than do BAs, who elect to monitor more hands-
on (Fiet, 1995a). This lesser emphasis on contractual control, and greater emphasis on
involvement, by BAs is also echoed by Freear & Wetzel (1991): “individual investors
tend to be less concerned to seek voting control or to set clear provisions at the time of
the deal, but in some cases work full-time or part-time with the ventures after the

investment is made.” (p.35)

2.3.5(C) - VCs and BAs Have Different Risk Emphases

Adding more support to the previous argument, Fiet (1991a, 1995a, 1995b) claims that
the importance that investors attach to a particular type of risk (agency vs. market) is
inversely related to the type of risk they are more competent to control. Furthermore,
VCs are less concerned about agency risks because they protect themselves “through the
use of boilerplate contractual terms and conditions that they append to each venture
capital agreement” (Fiet, 1995a, p.556), and so are more concerned about conducting due
diligence on market risk. But, as this research has already proposed, this concentration
on market risk also deals indirectly with agency risks through the reduction of
asymmetries of information with the entrepreneur. In contrast to VCs, the ineffective
research training of BAs often causes frustration when obtaining market risk information,
and so BAs tend to rely on the entrepreneur to evaluate the market risk for them. Fiet

(1995a), therefore, claims that BAs tend to concentrate on evaluating agency risk.
Since BAs do not have the relative skills or power to write comprehensive contractual
terms to limit agency costs (compared to VCs), we might assume that they limit agency

risk through their level of involvement in the investee firm (Landstrom, 1991; Harrison
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& Mason, 1992a). Indeed, potential BAs recognise the need to monitor the investee firm
a5 a post-investment necessity and, therefore, Freear et al. (1992a) believe that more
monitoring assistance to BAs would be the most influential incentive to get (current and

potential) BAs to make more entrepreneurial investments.

The arguments that now follow lend further sﬁpport to the notions proposed above,
although they are less theoretically-based and more inherent of the nature of each

investor.

2.3.5(D) - VCs are More Experienced at Monitoring

Since, on average, a VC makes venture investments on a more frequent basis than a BA,
the VC will also have more experience in monitoring those investments. With more
exposure to monitoring situations, one might expect there to be a learning or experience
curve effect to monitoring portfolio firms (Norton, 1995). This is not to say that because
VCs may monitor less, the monitoring is less effective than that of the BA. Sapienza et
al. (1996) emphasise this point:

“we also expect that greater experience will be associated with greater

efficiency in information processing and decision-making. Thus, for

highly experienced VCs, less face-to-face investment interaction should

be required to produce decisions of the same quality as those produced by

less experienced VCs (Sapienza, 1989, Williamson, 1975).” (Sapienza et
al,, 1996)
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2.3.5(E) - VCs Have More Investments, Less Time to be Actively Involved in Each

Investment
Because VCs have a sizeable fund to invest and a preference for diversifying it into
multiple investments, they will have a number of investments in their portfolio which
they will have to monitor until realisation (Gupta & Sapienza, 1988). In a US study,
Gorman & Sahlman (1989) found that the avefage VC monitors nine investee firms.
However, the VC only has a finite number of hours per week that he/she can spend on
monitoring, so it may be assumed that each venture would receive less hours of
monitoring from the VC than they might from a BA who usually only has one or two
investments. Indeed, when scheduling interviews with both types of investors, about
25% of VCs called back to reschedule the interview due to a conflict, whereas none of
the BAs rescheduled. After the 40 interviews (and at least 40 cups of tea) is was clear
that, on average, the BAs had, and were willing to give, more time and appeared to have
fewer business commitments than the VCs. Of course, this is inherent in the different

natures of these two types of investors.

2.3.5(F) - Investment Motivations: VCs for Financial Returns, BAs May Wish to be

Involved.
Whereas VCs invest to gain significant financial returns for their fund providers and
themselves (Bygrave & Timmons, 1992), BAs are often also motivated by the
opportunity to be involved in their informal venture capital investments (Wetzel &
Frecar, 1994; Stevenson & Coveney, 1994). So the different investment motivations
between BAs and VCs lead them to different levels of monitoring of (and involvement

i) their investee firms. Although it could be argued here that a BA’s greater level of
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involvement may not be evidence of a concern for agency risk reduction, it was clear in
the 25 BA interviews that this desire for involvement in the entrepreneurial process was
in most cases seen as a way to confirm that the investee firm was run properly and so to
ensure that agency risks were reduced. One BA echoed the general sentiment: “ I
couldn’t just be an investor in the venture and sit back and look at the results each
quarter, I wouldn’t trust anyone that far. I get fwitchy, I want to be involved” (BA12,
22/3/96), whilst another BA also voiced this agency concern:

“Once you have put the money in, then the skeletons will come out of the

closet and it can be hard to keep the entrepreneur focused. So you have to

keep an eye out to see what happens and hope that once the dirt is out and

the air has been cleared, the company can move forward with your help.”
(BA17, 26/3/96)

2.3.5(G) - VCs Prefer to Invest in More Established (and Less Risky) Ventures.

As has been well documented in Chapter 1, VCs generally prefer investments in firms
which are more established, rather than in the start-up stage. These later stage firms tend
to be less risky and, therefore, on average, require less monitoring than start-up firms
(Gupta & Sapienza, 1988). Since BAs tend to prefer earlier stage firms than VCs, it may

be possible to assume that, on average, BAs monitor firms more closely than VCs do.

Summary
Assuming that BAs employ the incomplete contracts approach, it may be hypothesised
that they monitor more ex post than VCs. Thus, the sixth hypothesis for empirical

€xamination reads:

Hypothesis 6: BAs monitor more actively post-investment than VCs.
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23.6- Exit Preference Differences Expected
After the investment has been monitored for a number of years, most investors will wish
to realise their investment for its capital gains. Based on the following two reasons, we

might assume that this concerns VCs more than BAs.

2.3.6(A) - Greater VC Reliance on Exit Routes is in Line with Principal-Agent Approach

Following the assumption that VCs utilise the principal-agent approach, and that BAs
use the incomplete contracts approach, we would expect that VCs may wish to employ

their contractual powers to exit the investee firm and realise financial returns.

2.3.6(B) - VCs Have an Obligation to Realise Investment Returns for Fund Providers

As has been documented in Chapter 2.3.4(C), VCs have a responsibility to their fund
providers to return to them the principal investment amount plus financial gains made on
their portfolio investments, as was stipulated in the investment contract (Berglof, 1994).
This increases the pressure for VCs to exit investments. Since BAs invest their own

money and often enjoy involvement in the firm, exiting may not be as great a concern.

Summary

Assuming that VCs employ the principal-agent approach and are under more pressure
than BAs to realise investment returns for their fund providers, it may be hypothesised
that VCs place more emphasis on exiting their investments than BAs. Thus, the seventh

hypothesis for empirical examination reads:

Hypothesis 7: VCs are more concerned about exiting their investments than BAs.
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13.7- Overall Investment Process Differences Expected

Lastly, the main assumption that BAs and VCs use different approaches to deal with
agency problems must be tested. This assumption essentially combines the previous
seven hypotheses and, therefore, is the main theoretical focus of this research study.

Thus, the eighth hypothesis for empirical examination reads:

Hypothesis 8: VCs prefer the principal-agent approach to deal with agency problems,
as is evidenced by their greater emphasis on ex ante screening,
due diligence, and the writing of comprehensive contracts.

BAs prefer the incomplete contracts approach to deal with agency
problems, as is evidenced by their greater emphasis on ex post

monitoring of investments.

2.4 - Conclusion

This chapter presented a brief overview of the existing literature to accentuate a number
of significant gaps (and uncertainties) in our current knowledge of BAs and VCs. In
Particular, the further need for UK comparison research on the investment processes and

investment criteria of BA and VC investors was outlined.
To address this need, a detailed overview of agency theory was offered to provide a
foundation upon which to formulate research hypotheses about the differences between

BAand ve investment procedures. In this way, a central focus of this research study is
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0 empirically test whether BAs and VCs employ different approaches to deal with

pozential agency problems throughout the full investment process. Indeed, the latter may

place more emphasis on protecting their investment ex ante by conducting extensive due

diligence and

writing comprehensive contracts, whilst the former may place more

emphasis on protecting their investment ex post though active monitoring and hands-on

involvement in the investee firm. Thus, if BAs and VCs do indeed employ these

different approaches we would expect to see the following throughout the investment

process:

Hypothesis 1:

Hypothesis 2:

Hypothesis 3:

Hypothesis 4:

Hypothesis 5:
Hypothesis 6:
Hypothesis 7;

Hypothesis 8;

VCs generate and maintain a greater deal flow than BAs.

VCs are more selective in their initial screening of investment
opportunities than BAs.

VCs conduct more pre-investment due diligence than BAs.

BAs Place More Emphasis on Investment Criteria Related to Ex-Post
Involvement and VCs Place More Emphasis on Investment Criteria
Related to Initial Screening.

VCs have more contractual control over their investments than BAs.
BAs monitor more actively post-investment than VCs.

VCs are more concerned about exiting their investments than BAs.

VCs prefer the principal-agent approach, and BAs prefer the incomplete

contracts approach, to agency risk control.

The next chapter, Chapter 3, will address how the empirical data were collected, whilst

Chapters 4-6 will use the data findings to address the eight hypotheses in turn.
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Chapter Three

Methodology & Method

Introduction

To empirically test the theoretical hypotheses generated in the last chapter, this chapter
will comprehensively review the methodology and method that this study adopted. In
particular, the interview and questionnaire processes will be thoroughly analysed, as well
as the aspects of this research study which improve upon deficiencies of past studies, and
aspects of this study which create limitations. These will be addressed in the following

sections:

3.1 - Methodology

3.2 - Method

3.3 - Strengthening of the Methodology & Method
3.4 - Limitations of the Methodology & Method
3.5 - Statistical Tests Utilised

3.6 - Conclusion
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3.1 - Methodology

To ensure a high degree of robustness for the research, this study adopted an expansive
methodology to collect the necessary data. Indeed, to utilise rigorous standards for
assessing whether explanations of observed events are in fact accurate, a systematic
process should be followed (Mowday & Steers, 1979). One such process is the scientific
method, whose essence is “to develop ever more precise and accurate ‘maps’ that both
describe and predict different phenomena in the ‘real world’.” (Hofer & Bygrave, 1992,
p91) Mowday & Steers (1979) state that this method ascribes that first the research
question should be identified (as was done in Chapter 1) so that theoretical research
hypotheses can be formulated (as was done in Chapter 2). Then a study should be
designed to test the hypotheses (as is done in this chapter), whilst the collection and
analysis of data variables should then ensue so that conclusions can be drawn about the
research question (as will be done in the subsequent chapters). Chart 3.1 shows an

overview of the scientific method.
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Chart 3.1 - An Overview of Mowday & Steers’s (1979) Scientific Method for Rigorous
Research Utilised in this Research Study

Identification of a

1
Research Question Chaplter
Formulation of
hapter 2
Hypotheses ¢ ai e
Design of a Study to hapter 3
Test the Hypotheses c apl e

Observation of
4-7
Variables Chaptlers

v

Examination of Inter-
Chapters 4-7
Variable Relationships P le s

Drawing Conclusions Chapters 4-8

Thus, to design a sound data collection procedure which ensured that the theoretical

hypotheses would be effectively tested, this study utilised the following approaches:

3.1.1 - Prescribed Theory

3.1.2 - Functionalist Paradigm

3.1.3 - Qualitative & Quantitative Approaches
3.14 - Case Study Approach

3.15 - Survey Approach

3.16 - Convenience Samples

Each will now be briefly addressed.
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3.1.1- Prescribed Theory

As was mentioned in the last chapter, few research studies in the entrepreneurship field
nave utilised theory to guide research (Smith et al, 1989; Bygrave, 1989; Bull &
willard, 1993), whilst most of the theory that has been used has been borrowed from
other, more ‘established’, disciplines (Brophy & Shulman, 1992). But as Bygrave (1989)
asserts, the use of theory is a necessary requirement so that it can develop an overall plan
(or ‘map’) for the research. Subsequent research stages can then test this plan against
real world phenomena to determine the accuracy and precision of those theoretical
predictions. Thus, rather than utilising a grounded theory approach (Glasser & Straus,
1967), in which the theory is generated ex post from the data collected, this research
study utilised agency theory to create relational hypotheses which define the scope of this
study and render its direction for empirical testing. The main advantage of utilising
theory first is that there is initial clarity about what is being researched, which also
allows easier replication of the study by other researchers, although the grounded theory
approach may render more exploratory insight (Easterby-Smith et al., 1991). But this
study mainly aimed to validate the theoretical hypotheses and so emphasis was placed on
this prescribed theoretical framework in the hope that the quality of the study on the
conceptual level might somewhat determine the quality of the resulting empirical
Tesearch (Mowday & Steers, 1979). By adopting theory first, Easterby-Smith et al.
(1991) claim that a more positivist position (i.e. objectivist view) is being taken to view
the world, in which “the social world exists externally, and (...) its properties should be
Measured through objective methods, rather than being inferred subjectively through
Sensation, reflection or intuition.” (p.22) Conversely, the phenomenology approach (i.e.

more subjectivist view) advocates the idea that reality is socially constructed and,
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therefore, the researcher should assess and collect the data from a more personal
standpoint (Easterby-Smith et al., 1991). However, in this research the former approach
was adopted and so more emphasis was placed on: independence of the researcher, large
samples, testing theories, experimental design, and verification (Easterby-Smith et al.,
1991). To add further insight into how this study’s data and results were viewed and
presented in the social context, a more detailed review of the adopted frame of reference

(from which this study choose to view social reality) will now be addressed.

3.1.2 - Functionalist Paradigm

In their pioneering book, Sociological Paradigms and Organisational Analysis, Burrell
& Morgan (1979) present four different paradigms from which to view the world. These
paradigms are based on the possible assumptions a researcher may hold of how to
interpret: 1) the nature of social science (i.e. from an objective or a subjective approach)
and 2) the nature of society (i.e. as orderly or with conflict). In regards to the nature of
social science, if one adopts the objectivist approach, then the social world is treated as
the natural world, as being hard, real and external to the individual. If a subjective
approach is utilised, then the social world is treated as being much softer, personal, and
more subjective and emphasis is placed on understanding how an individual creates,
modifies, and interprets the world. In regards to the second assumption, the nature of
society, the world can either be viewed as ‘orderly’ (i.e. integrationist view of society),
where stability, integration, functional co-ordination, and consensus prevails, or the
‘conflict” view (i.e. coercion view of society) may be adopted which views society as

fncompassing change, conflict, disintegration, and coercion. Based on these two
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assumptions, Burrell & Morgan (1979) present four different paradigms of looking at the

world, as Chart 3.2 clarifies.

Chart 3.2 - Burrell & Morgan’s (1979) Four Paradigms for the Analysis of Social Theory

The Sociology
of Radical Change

Radical Radical
Humanism Structuralism

Subjective Objective

Interpretive Functionalist
Sociology Sociology

The Sociology
of Regulation

Note that these four different paradigms are based on different meta-theoretical
assumptions about the nature of science and society. The view of reality within each
paradigm is the same whilst the paradigms are mutually exclusive, although Parker &
McHugh (1991) advocate that cross-paradigm dialogue may be possible. However, this
research study assumed that the nature of social science is objective and the nature of
society is orderly, and so the functionalist paradigm was adopted. This paradigm views

the researcher more as an observer, rather than a participant, of action and is concerned

with:

“providing explanations of the status quo, social order, consensus, social
integration, solidarity, need satisfaction and actuality (...) (and) In its
overall approach it seeks to provide essentially rational explanations of
social affairs.” (Burrel & Morgan, 1979, p.26)
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This approach was deemed most appropriate since it is problem-oriented and attempts to
provide practical solutions to practical problems.

3,13 - Qualitative & Quantitative Approaches

The choice of whether to adopt a qualitative or quantitative research approach (or both) is
also very important methodologically. There has been some debate as to which approach
is superior (Clegge et al., 1985). However, the difference between the two is not the
‘quality’, but the research procedure. In fact, the qualitative approach places emphasis
on the individual under study, whilst the quantitative approach is motivated by a prior set

of concerns (Bryman, 1989).

In general, qualitative research findings are not arrived at by statistical techniques but by
observation and interviews. In this flexible and unstructured approach the skills and
knowledge of the researcher play an important role in the data analysis and there is a
focus on the social process, rather than the social structure. In addition, the data
collection and analysis are often conducted simultaneously. This approach
advantageously produces rich, holistic, real, and descriptive data, making it ideal for
inductive and more explanatory research (Bryman, 1989). On the other hand,
Quantitative research findings are obtained through statistical methods where the
emphasis is on testing and verification (of facts), rather than on understanding (from the
Tespondent’s point of view) as with the qualitative approach. The advantage of this
dpproach is the generalisability of findings across a large research sample, rather than in-

depth results from a small number of respondents. However, qualitative and quantitative
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methods are not mutually exclusive and can be used together, as was done in this

,esearch StudY~

To date, most studies in the entrepreneurship field have relied primarily on quantitative
data. For this reason, Hofer & Bygrave (1992) advocate greater use of qualitative
techniques to catch more insights on the entrepreneurial process:

“The holistic, dynamic, unique, discontinuous nature of the

entrepreneurial process combined with the numerous antecedent variables

and the change of state involved in entrepreneurial processes all suggest

the necessity of gathering rich, detailed, qualitative and quantitative data,

rather than just the easily available quantitative data frequently gathered

in other fields of inquiry.” (p.95) (italics added)
Thus, this research sought to utilise both approaches, the qualitative (i.e. the 40
interviews) to initially explore all the variables and to render initial support to the
hypotheses, and then the quantitative approach (i.e. the 262 returned postal

questionnaires) to test the hypotheses. As subsequent chapters will show, both

approaches were then used together to present to research results.

3.14 - Case Study Approach

One approach adopted by this study which allowed qualitative and quantitative methods
to be combined was the case study (Bryman, 1989). Due to its flexibility, the case study
rendered direct observation and interaction with the BA and VC investors so as to
establish as sense of which issues were important to them and how these issues were
interrelated (Hakim, 1987). This study, therefore, relied on the interview method to
Senerate insight on, and pre-test, the theoretical hypotheses (verbally and in a pilot

Questionnaire) which could then be tested more extensively later using the survey
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approach (i.e. through the postal questionnaire method) (Bryman, 1991). In this way,
Bryman (1989) states that the case study provides greater understanding of areas not well
documented and also renders theoretical insights. To determine how and why investors
in the research sample made investments, this exploratory approach was deemed most
suitable. However, two limitations of this approach are the issues of verification and
generalisability. The former states that because the case study is often a single, one-off
case, often of short duration and usually researcher-subjective, it may be difficult to
adequately establish causal inferences between variables (Clegge et al., 1985). The latter
states that due to the small number of case studies usually conducted by a researcher,
they tend to be more “opportunistic and unique, rather than representative of a larger
population.” (Clegge et al.,, 1985, p.8) To partially circumvent these limitations, the

survey approach was also utilised.

3.1.5 - Survey Approach

To further analyse the hypotheses initially tested with the case study approach, the

survey approach was adopted. This approach was chosen because, as Bryman (1989)

states:
“survey research entails the collection of data on a number of units and
usually at a single juncture in time, with a view to collecting
systematically a body of quantifiable data in respect of a number of
variables which are then examined to discern patterns of association.”
(p.104)

By employing this approach, questionnaires gathered further information from individual

investors on the phenomena which could not be directly observed (Frankfort-Nachmias

& Nachmias, 1992; Easterby-Smith et al., 1991; Hakim, 1987). However, rather than
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sampling the whole population under examination, it is usually more feasible to conduct
4 survey on only a sub-set of a population, which is fully representative of the main area
of analysis (Easterby-Smith, 1991). This research study used the postal questionnaire
method to collect information on a large-scale. However, due to the nature of the BA

market, the sampling of a representative BA sample was not possible.

3.1.6 - Convenience Samples
Although this research study utilised a random sample of VCs, it employed a
convenience sample for the BAs. Bryman (1989) states that:

“A convenience sample occurs whenever a researcher gathers data on a

sample of persons or firms, but the sample has not been derived from any

form of probability sampling; rather, it is simply a sample that was

available to the researcher.” (p.113)
Unfortunately, such a non-probability sample has an uncertain degree of external validity
and so there may be doubt as to how representative it is of the population and whether
the findings are in turn generalisable to that population (Bryman, 1989). However, this
approach may be deemed most appropriate when: 1) practical reason inhibit the use of
random samples and 2) “non-random samples may be deemed better than a random one,

or a random sample may not be a feasible plan of action.” (Bryman, 1989, p.116)

Indeed, in the BA research field in the US and the UK practical reasons restrict the
feasibility of random samples, and, therefore, most researchers rely on convenience
Samples (Freear et al., 1994a; Aram, 1989; Mason, 1993; Gaston, 1989; Haar et al., 1989;
Stevenson & Coveney, 1994; Coveney, 1996). The reason for this is that BAs are

Eenerally very difficult to locate due to their ‘invisibility’ (Wetzel, 1983; Mason &
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Rogers» 1996), and, therefore, “the total population of informal investors in unknown and

probably unknowable.” (Wetzel, 1983, p.26)

3.1.6(A) - The Invisible Business Angel Marketplace

Identifying BAs and firms which have raised finance from BAs is very troublemsome
(Wetzel, 1982b; Haar et al., 1988; Mason, 1996a; Gaston, 1989). This is primarily
because: there are no directories of BAs, BAs prefer anonymity to avoid being deluged
with investment proposals, the subject matter of BA investments is often private and
personal, BAs come from a diverse and dispersed population of wealthy individuals, and
there are no public records of their investment transactions (Freear et al., 1996; Wetzel,
1982b; Mason & Rogers, 1996; Freear et al., 1996; Haar et al., 1988; Harrison & Mason,
1992b) In fact, even in this research study it was clear that BAs preferred their
anonymity, especially compared to VCs. In setting up the interviews, BAs usually
required extensive explanation of the purpose of the research project and who referred
me to them for assistance, whereas only minimal explanation was required by the VCs.
Indeed, a number of BAs refused to participate in the interviews without a reason, whilst
only a few VCs declined. The same pattern is evident when the anonymity of the
retumned postal questionnaires is analysed. Guarantying full confidentiality, this study
asked respondents to write their postal address on the return envelope so that a copy of
the research results could be sent to them. As a result, only 36% of BAs, and 53% of
VCs, identified themselves, which is a statistically significant difference at the 1% level.
Conversely, Coveney (1996) found that 72% of the BAs in his UK study identified

themselves, although his study used access to Oxford-Cambridge rugby tickets as an

incentive,
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Due to this invisibility of BAs, Harrison & Mason (1992b) conclude that it is not
possible in the BA market “to undertake any survey that is based on a representative
sample of investors.” (p.462) However, Mason & Rogers (1996) state that due to these
research limitations in the BA market, a group of randomly selected BAs would not

necessarily be more ‘representative’ than one collected with a convenience sample.

Thus, researchers in the BA field generally utilise four different kinds of convenience
samples to reach BAs (Harrison & Mason, 1992b). First, large-scale sample surveys of
high net income individuals are undertaken from purchased mailing lists in the hope that
some of them may have engaged in BA investments (Haar et al., 1988; Postma &
Sullivan, 1990). Second, BAs are contacted through their investee firms, who act as
intermediaries in the questionnaire distribution process (Aram, 1989; Gaston, 1989).
Third, since BAs are often closely associated with each other through personal networks,
asnowball technique can be employed where the identification of one BA will lead to the
identification of others (Neiswander, 1985; Short & Riding, 1989; Postma & Sullivan,
1990). Fourth, BAs registered with BISs can be reached through the assistance of these
introduction services (Stevenson & Coveney, 1994; Mason et al., 1995; Mason, 1993), as

Was primarily done in this research study.

Due to this invisible nature of BAs, attempting to gather data through focus groups or
ethm"gTaphica]ly through real-time observation of actual investment processes would be
difficult, if not unfeasible, especially on a large scale. Clearly, available approaches to

Sample collection are limited for the researcher and Freear et al. (1996) accurately state:
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oThe reliability of data collection techniques need improvement. Identifying a

representativc sample of the entire angel population is a challenge that remains unmet.”

®3)

Summary

This section showed that the methodology of this research project consists of: prescribed
theory, adoption of the functionalist paradigm, both the qualitative and quantitative
approaches, both the case study and the survey approaches, and the use of a convenience

sample to obtain BAs for analysis.
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3.2 - Method

In this research, BA and VC respondents were asked to focus on a recent investment they
had made (i.e. within the last 3 years) in an unquoted entrepreneurial firm (preferably
carly-stage) and then to answer questions specific to that particular investment (Haar et
al.,, 1988; Sapienza et al., 1996). This section will review the three main methods which
this study utilised to collect this data: a review of existing literature, face-to-face
interviews, and a postal questionnaire. Thus, in a similar fashion to Muzyka et al. (1995)
and Tyebjee & Bruno (1984), the literature was initially reviewed to identify important
issues and investment criteria which could be applied in the interview process and to the
postal questionnaire. Primarily, the information obtained from the in-depth personal
interviews with the 25 BAs and 15 VCs, and their comments on an earlier version of the
postal questionnaire, highlighted the items which should be, and were, finally included in
the large-scale postal questionnaire. This approach has also been successfully employed
inboth the BA (Landstrom, 1990) and the VC (Robbie et al., 1997; Alvarez et al., 1997;

Muzyka et al., 1995; MacMillan et al., 1985) research fields.

Although this approach (of using interviews to generate guidance for subsequent
questionnaires) has been used by only a limited number of researchers in the BA and VC
fields, its use of both qualitative and quantitative data does render ‘triangulation’ of the
fescarch methods (Murray, 1995b; Hofer & Bygrave, 1992). Triangulation is the
utilisation of multiple data-gathering methods, usually complementary qualitative and
Quantitative approaches, to study the same phenomenon. This renders the research

greater validity and reliability than a single method, if these different approaches reach
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the same conclusion (Gill & Johnson, 1991; Easterby-Smith et al., 1991). Hofer &
Bygrave (1992) stress that utilising this approach to obtain more accurate and complete
descriptions of data is especially important in the dynamic entrepreneurial field. In this
research study, therefore, literature reviews, theory generation, interviews, and postal
questionnaires were all used to ‘triangulate’ information on the phenomena under study.

Chart 3.3 shows a full overview of the methods utilised in this study’s complete research

process.

Chart 3.3 - Review of the Methods Utilised in this Research Study

Initial Preparation Stage

First Full Literature Review
Research Question Generation
Hypotheses Generation
Interview Preparation
Piloting of the Draft Questionnaire

\d

Data Collection Stage

Personal Interviews (25 BAs & 15 VCs)
Modification of the Questionnaire
Set Up Contacts for Questionnaire Distribution
Telephone Contact with Potential Respondents
Distribution of Postal Questionnaires

\d

Data Analysis & Presentation Stage

Data Input from 262 Quantitative Questionnaires
Statistical Data Analysis
Transcription of 40 Interviews (qualitative)
Second Full Literature Review
Thesis Preparation
Thesis Write-up
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A closer look at the data collection process will now be undertaken.

3.2.1 - Selection of Target Groups

Given the invisibility of BAs and the constraints of the BA market place for research
pUIpOSes, this research utilised a convenience sample of BA investors, as was
aforementioned. Thus, for the interviews, two BISs allowed me to talk to some of their
BAs who had made investments within the last one to two years. In addition, Coveney
(1996) provided this research with a list of active BAs who do not use BISs, out of whom
three were also interviewed. However, for the distribution of the postal questionnaire 15
BISs in total were contacted out of which ten agreed to forward this study’s postal
questionnaire to their BA members who had made unquoted investments within the last
three years. As advocated by Mason & Harrison (1997), this research also sought to
deliberately draw a sample “from a variety of different sources in the hope that any
biases in individual sources would be cancelled out.” (p.2) Indeed, Mason & Harrison
(1997) claim to also have used ten BISs and personal contacts for their sample collection,
with each source providing no more than 20% of their sample. In contrast, they claim
that 75% of Stevenson & Coveney’s (1994) sample was in some way connected to
Venture Capital Report (VCR), which they claim makes it less representative. Table 3.1
shows the relative disbursement and geographic diversity of the BAs targeted in this

study with a postal questionnaire across the BA contact sources.
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Table 3.1 - Distribution of Participating Business Introduction Services and the Number
of Active BAs Each Provided for Postal Questionnaire Distribution

m Location Number | % of All |Number of
Active BAS of of BAs BAs Interviews
Targeted source targeted* | targeted |Conducted
[TECRINVEST Cheshire 55 22%
Venture Capital Report Ltd. Oxfordshire 49 19% 17
Gloucestershire Business Gloucestershire 25 10%
Angels Scheme
outhWest Investment Group Cornwall 19 8% 5
(SWIG)
Capital Match West Sussex 15 6%
Informal Register of Yorkshire 14 6%
Investment Services
Kidsons Impey Scotland 12 5%
IDJ Ltd London 10 4%
Capital Access Cheshire 6 2%
Capital Connections Lancashire 5 2%
Another researcher’s database Primarily in 42 16% 3
of active non-BIS angels the South
Total number of 252 100% +25 interviews|
questionnaires sent to BAs

* Note: to qualify, the BA must have made an investment within the last three years. This also does not include
second mailings to the VCR and the non-BIS BAs.

In contrast, the selection of the VC sample was less painstaking. To obtain a
representative sample, this study used the comprehensive listing of UK VCs in The
Venture Capital Report Guide to Venture Capital in the UK & Europe, which was
written by this study’s non-academic advisor, Lucius Cary (i.e. Cary, 1995). Out of the
98 VC entries listed, the 56 firms who stated that they had done at least a few start-
up/early stage deals were contacted by postal questionnaire, this comprised 57% of all
VC firms listed. Luckily, at the time of mailing, the next VCR guide was being
compiled and so an additional 8 VCs were located. Thus, in total, 64 different VC firms
in the UK were sent a postal questionnaire, however, if one includes separately the 17
Tegional offices of 3i (the largest VC firm in the UK) then a total of 81 different VC

firms were reached. Including those VCs interviewed, this means that on average 2.5
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yCs were contacted per VC firm, whilst the response rate was (including the interviews)
on average 1.5 VCs per firm. Since all those identifiable VC firms in the UK which
claimed to have made some start-up/early stage investments were contacted in this study,
it is hoped that the sample used is relatively representative of those UK VCs who

sometimes invest at the early end of the investment spectrum.

312.2 - Face-to-Face Interviews

Since the literature on the investment procedures of BAs and VCs along the full
investment process is rather limited, especially pertaining to UK investors, this study
sought to conduct some initial exploratory research on the important issues and variables.
One-to-one personal interviews were conducted, usually lasting about 60-90 minutes
each, with BA and VC investors. It was decided that focused interviews (i.e. semi-
structured) would be most appropriate since it was necessary to guide the data collection
to those topics hypothesised, whilst also giving the interviewee the liberty to fully
express their thoughts on the issues (Yin, 1989; Frankfort-Nachmias & Nackmias, 1992;
Alvarez et al., 1997). A crib sheet of questions was, therefore, used to render guidance,
and particular attention was paid to the wording and order of the questions so as to avoid
Potential interview biases (Bryman, 1989; Easterby-Smith, 1991). In addition, it was
decided that the interviews should be tape recorded so that they could be transcribed.
This, of course, may make respondents more hesitant about answering sensitive
Questions, but interviewees were told at the beginning of each interview that the tape
“ould be turned off at anytime, and over the five months of interviews some interviewees

Clected 1o use this option. After piloting the questions with the three research
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superViS"rS’ employees of VCR, and two BAs known personally, BAs were contacted

through referral from two BISs.

In total, 25 BAs from around the UK were interviewed face-to-face in their homes or
places of employment, after which, 15 VCs were interviewed in London, as Table 3.2

shows. (Also see Appendix B for these investors’ characteristics.)

Table 3.2 - Location of the 40 Investors Personally Interviewed

Location in UK Number of BAs interviewed | Number of VCs interviewed

=]

London
Devon
Oxfordshire
Essex
Hampshire
Kent
Middlesex
Somerset
Suffolk
Surrey

West Sussex
Worcester
Total

[N U N N S )

— —
DO OO OO OO OO OO

N
]

Although invaluable in rendering a deep understanding of BA and VC investment
processes, conducting the interviews was time consuming and involved over 3000 miles
of travel around the UK. However, the interviews gave the opportunity to test the draft
version of the postal questionnaire which was originally formulated using variables
identified in the literature, and subsequently modified by the interview responses. The

formulation of the questionnaire is now analysed in greater depth.
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32.3- Questionnaires

To further (est the research hypotheses, postal questionnaires, with mostly structured
questions, were distributed to 252 BAs and 192 VCs. Due to the large-scale of the
gistribution and the low response rates of past US and UK surveys, particular care was

taken in formulating and distributing the questionnaires.

3.2.3(A) - Generating the Questionnaire

The first draft of the postal questionnaire was based on the variables of importance
identified in the BA and VC literature. Although the respective variables tested and their
literary sources will not be analysed here, when each variable is discussed in detail in
Chapters 4-7, the literature in which it was mentioned previously will be clearly
addressed. After piloting the postal questionnaire to BAs and VCs interviewed, their
recommendations were used to extensively modify the questionnaire to ensure a healthy
postal response rate. In particular, it was decided to measure the investment criteria of
investors by utilising a 5 point Likert-scale, which is one of the most common scales
used in questionnaires (Easterby-Smith et al., 1991), and has also been employed in past
VC research studies (Carter & Van Auken, 1994; MacMillan et al., 1985; Duxbury et al.,
1996; Manigart et al., 1997). To check for consistency, this study also asked respondents
1o rank their two most important investment criteria (MacMillan et al., 1985), and the
order of the variables was changed on half the questionnaires distributed. For the rest of
the questionnaire, it was ensured that the questions were short, concise, clear, and usually
close-ended to encourage accurate responses (Jobber, 1989; Fowler, 1993; Freear &

Wetze], 1989). A copy of the questionnaire can be seen in Appendix A.
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32.3(8) - Piloting the Questionnaire

Before the final postal questionnaire was distributed, it was pilot tested. This is of
pmicular importance to ensure a high response rate and to allow questions to be refined
il the researcher is convinced of their validity (Easterby-Smith et al., 1991). In fact,
Muzyka et al. (1995) stress the need to build upon existing knowledge in preparing
questions for a postal questionnaire and to make sure that they have been appropriately
vetted. They claim that this is of particular importance in the VC research field since
many VCs have been saturated with questionnaires which “appear to be: less than
comprehensive, using ‘inappropriate’ (not practitioner-based) concepts and/or language,
repeating the collection of information which they believe to be in the literature.” (p.16)
Since this study’s postal questionnaire had been pilot tested on the 40 interviewees, the
staff of a BIS, and on the three research supervisors (including one who has been an

entrepreneur, a BA, and is now a VC), its readiness for postal distribution was assured.

32.3(C) - Encouraging the Target Group to Respond

Since the VC community in the UK (and to a lesser degree, the BA community
associated with BISs) has already been overwhelmed with postal questionnaires, this
study wanted to present the research in such a way that it might avoid the low response
fates many BA & VC researchers have experienced in the past (Haar et al.,, 1988,
Stevenson & Coveney, 1994). Therefore, recommendations from Jobber (1989), Bryman
(1989), Easterby-Smith et al. (1991), and Emory (1976) were followed to encourage
Questionnaire responses. In particular, they emphasise the inclusion and adoption of: a
Cver letter (preferably personalised), brief instructions, double-sided printing,

Sponsorship, good format and design, perceived usefulness to target respondent, good
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contents and minor time perception for completion. Thus, this study employed the

following:

o A personalised cover letter was enclosed with each questionnaire, clearly expressing:

o the research need,

o the difficulty of finding respondents,

o the minor time commitment required,

o full confidentiality and/or anonymity ,

o apromise for a copy of the research results (to be distributed after completion
of doctorate),

 the researcher’s and the supervisor’s telephone numbers in case the respondent
had any questions.

+ Financial backing received from the British Venture Capital Association (BVCA)
(The Tony Lorenz Memorial Trust Fund) was promoted in the cover letter and on the
cover to the questionnaire.

¢ The Oxford University name and the logos of the business school and the researcher’s
college were prominently displayed to gain the respondent’s attention.

¢ BISs were utilised as a referral mechanism to gain BA participation.

¢ The actual questionnaire was printed on a single page of paper (double-sided) to
appear shorter and less time-intensive.

* The questions were short, concise, and clear.

* Apre-stamped and pre-addressed return envelope was enclosed.

* A number of BA investors were telephoned at the time of mailing, told about the

Tesearch study, and asked for their co-operation on the postal questionnaire.
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These methods were successful, as the healthy response rate, described next, attests.

32.3(D) - Response Rates

Due to the confidential nature of many investments, the time consuming nature of survey
instruments for the respondents and researchers, and the expense of conducting large-
scale research, “financial research on entrepreneurial firms has traditionally used small
sample sizes and related methodologies, producing for the most part clinical studies on
entrepreneurial finance.” (Brophy & Shulman, 1992, p.67). This research study,
however, was fortunate to receive relatively high response rates, producing a large

sample for analysis, as Table 3.3 shows.

Table 3.3 - Response Rates and the Composition of the Research Sample

Number | BAs’ Number | VCs’
of response of response | Total
BAs rate VCs rate
Postal Questionnaire
Total number of investors 252 100% 192 100% 444
targeted
(Those receiving a second mailing) | (59)* |(23.4%)* | (117) (60.9%) 176
Total number of responses 130 51.6% 113 58.8% 243
received
Number of unuseable responses 12 | (4.7%) 9 (4.7%) 21
Total number of useable 118 46.8% 104 54.2% 222
questionnaires
Interviews
One-to-one interviews 25 15 40
Conducted**
(ﬂ“{sc interviewed also filled out an
carlier version of the postal questionnaire)
Total number of Investors in 143 119 262
this study

Py
Since the questionnaires were distributed through business introduction services, it was usually not possible to send
& second mailing to those BAs not responding. In addition some respondents were from another researcher’s
" }gﬂ'ﬁbase of past respondents, these 21 non-BIS BAs may also partially help to account for the high response rate.
Ote: further one-to-one interviews were conducted with BIS staff and academics in the field.
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However, those targeted investors which did not respond may create a non-response bias.
To determine whether these investors are in general different from those responding,
Chapter 7.1.1 conducts a comparison between early and later respondents and finds little

evidence of material differences between the two.

with such a healthy response rate from both investor types it would be easy to attribute
this to the survey methods employed. However, the responses to a survey must also
reflect the environment at the time of the survey (Brophy & Shulman, 1992). This
survey may have been fortunate to have been distributed at a relatively non-turbulent
time of the year in the UK financial environment and at a time of healthy economic
prosperity (October 1996). Yet, even with this in mind, this study’s response rate
exceeds most of those of past academic studies, especially those in the BA field, as Table

3.4 shows.
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Table 3.4 - Summary of the Questionnaire Response Rates and Sample Sizes of Past BA

Studies*
(Academic Business Angel Studies | Country Total Number of
(and method of postal of Questionnaire BA
questiopnaire contact of BAs) Study Response Rate % | Respondents
BISs as Referrer to BAs
yan Osnabrugge (1998) UK 52% 143
Coveney (1996) & UK 10% 220 active &
Stevenson & Coveney (1994) non-corporate BAs
Mason & Chaloner (1992) UK 33% 78
Mason et al. (1991b) & UK 17% 53
Mason & Harrison (1993b)
survey of Wealthy Individuals
Freear et al. (1992a) (1994a) UsS 5% 146
Haar et al. (1988) uUsS 10% 130
Snowball Technique of BAs
Landstrom (1995) Sweden 56% 58
Short & Riding (1989) Canada 44% 25
Wetzel (1983) uUsS — 133
Investee Firms as BA Informants
Aram (1989) uUsS multi-stage % 55
(reported by BAs)
Ehrlich et al. (1994) (as part of a US 49% (investee firms 25
BA/VC comparison study) reporting on BAs) investee firms
Freear et al. (1994b); US 7% (investee firms 124
Freear & Wetzel (1988) (1990) reporting on BAs) investee firms
Freear & Wetzel (1989) US 26% (investee firms 83
reporting on BAs) investee firms
Harrison & Mason (1992a) (as part UK 7% (investee firms 36
of a BA/VC comparison study) reporting on BAs) investee firms
Multiple Methods to BA Contact
Fiet (1991)(1 995a,b) (as part of a UsS 10% 83
BA/VC comparison study)
KPMG (1992) Scotland 38
Landstrom (1993) Sweden 42% 52
Mason et al. (1991a) UK 24% 86

(only 1-5% were BAs)

*
Note: some additional studies which used investee firms as respondents were omitted

In the UK and US VC markets, however, the response rate to postal questionnaires has

8enerally been higher than those in the BA market, as Table 3.5 shows.
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Table 3.5 - Summary of the Questionnaire Response Rates and Sample Sizes of Past VC

Studies*
Academic Country Total Number of
venture Capital Studies of Questionnaire vC
— Study Response Rate % | Respondents
van Osnabrugge (1998) UK 59% 119
Manigart et al. (1997) (st UK study) UK 58% 66
Manigart et al. (1997) (full 5 country Europe 24-58% 208 from
study) S countries
Mun'ayy& Lott (1992) UK 53% 40
Muzyka et al. (1993) Europe 52% 31
Robbie et al. (1997) UK 71% 77
Sapienza et al. (1996) UK 43% 76
Wright & Robbie (1995) (1996) UK 58% 66
Wright et al. (1997) UK 49% 55
Carter & Van Auken (1994) uUsS 26% 72
Fiet (1991) (1995a,b) (as part of a UsS 57% 141
BA/VC comparison study)
Gorman & Sahlman (1989) UsS 49% 49
MacMillan et al. (1985) uUsS 68% 102
MacMillan et al. (1987) UsS 30% 67
MacMillan et al. (1988) usS 18% 62
Norton & Tennebaum (1992) (1993) uS 33% 98
Robinson (1987) uS 38% 53
Tyebjee & Bruno (1984) uUsS 7% 41
Ehrlich et al. (1994) (as part of a UsS 49% (investee firms 25
BA/VC comparison study) reporting on VCs) investee firms
Harrison & Mason (1992a) UK 7% (investee firms 156

(as part of a BA/VC comparison study)

reporting on VCs)

investee firms

|
*Note: some additional studies which used investee firms as respondents were omitted

One additional explanation for this study’s healthy response rates may be the fact that

only active investors were targeted. They may have more interest in the research than

inactive angels and so may be more prone to completing the survey (Coveney, 1996).

Many Past studies, especially in the BA field, have targeted investors regardless of their

Ivestment activity and may, therefore, have experienced less interest and lower response

Tates than this study.
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323(E) - Scale of the Research

This research study was fortunate to also have a large number of respondents. As Table
3.4 shows, this research study may possibly be the third largest study conducted on BAs,
and the second largest conducted in the UK. The scale of the BA aspect of this research
may be further clarified by Mason & Sackett’s (1996) finding that 385 BA investments
were conducted through BISs over two years from 1 July, 1994 to 30 June, 1996. Since
this study collected data from 124 BAs who have invested through a BIS on average 1.38
years ago (from collection date of 1996), it may be ‘guesstimated’ that this study has data
on about 32% (124/385) of those BIS deals of the last two years. However, this assumes
that no co-investing existed amongst the BA respondents, which is unlikely, so this
percentage will probably be lower, but still significant since all the BAs in this study
invested a combined total of £7.8M. Just for the BIS-assisted investments, this study
may have data on almost 18% of the total amount funded by BAs through BISs over the

last two years (Mason & Sackett, 1996).

The VC aspect of this research was also of a sizeable scale. As Table 3.5 shows, this
research study may possibly be the largest academic VC-targeted research study
conducted in the UK, and possibly the third largest internationally. However, this does
hot consider the annual data collected by national VC organisations, such as the BVCA
(British Venture Capital Association) in the UK. In addition, if one considers that the
VC investments in this study were made, on average, within the last 1.52 years, and they
Were almost all in the early stage, then their combined investment total of £112.5M may
Tepresent almost 70% (£112.5/£161) of the total investment VCs made in early stage

fims over the last two years on record (Bank of England, 1996).
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Summary

In this section the different methods utilised to collect the research data were discussed,
in pmicular, the use of face-to-face interviews and postal questionnaires. In addition to
receiving a healthy response rate on the postal questionnaires, it was shown that the scale
of this research study was somewhat notable in comparison to past studies in both the

BA and VC fields and in comparison to national BA and VC investment data.

33 - Strengthening of the Methodology & Method

To improve upon some deficiencies of past studies, this study employed a number of

approaches.

3.3.1- The Full Investment Process

Unlike past studies, this study analyses and compares the full investment procedures of
BAs and VCs. Two studies, Ehrlich et al. (1994) in the US and Harrison & Mason
(1992a) in the UK, compared BAs and VCs, but both only concentrated on the post-
investment monitoring stages and gathered the information from the investee firms,
tather than from the actual investors, as was done in this study. In addition, Fiet (1991;
1995a,b) compare BAs and VCs with data collected from the actual investors, but these
Sudies only analyse their risk preferences and network reliance, rather than their

Investment procedures.
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33.2 - Theory Driven
As Was previously documented in Chapter 2.2.1, unlike most studies in the
mu-epreneurship field, this one is heavily based on a theoretical framework. Only a few
other studies have utilised agency theory for their BA and VC studies (Fiet, 1991, 1995a,
1995b; Landstrom, 1992; Sapienza et al., 1992; Norton, 1995), but never before for a
BA/VC comparison on investment criteria and‘ procedures or by comparing the two
agency tisk reduction approaches, instead all concentrated on just the principal-agent
gproach. However, Sapienza et al. (1996) claim in their VC study that adopting such a
theoretical framework is most beneficial:
“VC involvement behavior might also be more fully explained and
predicted by approaching the issues from new perspectives. For example,

one route might be to examine VCs as agents in addition to considering
their positions as principals.” (p.466)

This was followed in this study’s theory development, as detailed in Chapter 2.

333 - Process-Based Analysis

Most BA research, in particular, has in the past focused on the investor rather than on
their investment processes, deal or investee firm characteristics (Mason & Harrison,
1996b; Mason et al., 1995). Most studies in the field, therefore, analysed the significance
ofBAs and their value-added contribution (Mason et al., 1995). Not until recently, a few
Tesearchers have started to adopt a more process-based view where the focus is often
Tore on the investment, the investment process and/or the investee firms (Mason &
Ham's(,n, 1996b; Mason & Rogers, 1996; Lumme et al., 1996; Mason et al., 1995). This

$udy also took this approach.
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134~ Deal-Specific Analysis
With a greater empbhasis on process-based studies, and so greater emphasis on the deal, it
s important to collect accurate data which is deal-specific, rather than generalised by an
jnvestor across a number of investments (Mason & Rogers, 1996, Lumme et al., 1996).
Mason & Harrison (1994) state that:
“the factors which have been identified as ‘deal killers’ have been based
on generalised rather than deal specific information. As a result, it is not
possible to differentiate between criteria at different stages of the
evaluation process (...) it is only with such deal specific information that
sensible and appropriate advice can be offered to entrepreneurs seeking to
raise finance from the informal venture capital market.” (p.5)
Even in the VC field, Tyebjee & Bruno (1984) and Sandberg et al. (1987) claim that

deal-specific research is needed. Thus, this research study adopted the deal-specific

approach and asked each respondent to evaluate just one investment they recently made.

335- Actual Investments Made (Not Just Preferences)

But to conduct deal-specific and process-based research on entrepreneurial investors, it is
dso important to analyse actual investments conducted, rather than investment
preferences (Mason et al., 1995). Many past research studies have concentrated on
investor expectations rather than outcomes (Mason & Harrison, 1996b) and Mason &
Harrison (1997) quite accurately state: “as preferences are not a reliable guide to
behaviour, it cannot be assumed that the actual investments made by these investors will
teflect their preferences.” (p.4) A manager of a BIS supported the importance of
im‘m'ieWing active angels about their actual deals by stating: “A lot of people like to talk
4g0od game, but they don’t actually put money into investments.” (AC1, 25/3/96) In

Particular, Coveney (1996) also found that active BAs tend to be wealthier and more
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emrep;-em:urial than inactive BAs and so combining the two may render particularly
umepre:sentative findings. Thus, unlike many studies in the BA and VC fields, this study
analyses in great detail the investment characteristics of entrepreneurial opportunities

wciually funded.

3.3.6 - Triangulation of Research Methods

This research study utilised a number of different approaches to collect information, in
particular, a review of the literature, face-to-face interviews, postal questionnaires and
guidance from a theoretical framework. As aforementioned, to take such a ‘triangulated’
approach is not common in the entrepreneurial research environment (Hofer & Bygrave,
1992), especially in the BA field, where many past studies utilised, more often than not,

cither interviews or questionnaires, rather than both, and the scarce application of theory.

Summary

This section highlighted aspects of this research which hopefully will correct upon some
deficiencies of past studies. In particular, its focus on the comparison of BAs and VCs
throughout the investment process, its theoretical framework, process-based and deal-
Specific analysis, concentration on actual investments (rather than preferences), and its

triangulation of research methods.
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14- Limitations of the Methodology & Method

n order to aid the interpretation of the empirical data presented in the next four chapters,

his section will assess a number of limitations of the research approach which need to be

considered.

34.1 - Post Hoc Rationalisation

First, since investor respondents were asked to think back to the time of investment, the
ex post facto data gathering techniques (i.e. post hoc rationalisation) used in this study
may allow inaccuracies in the recall abilities of their thought processes (Sandberg et al.,
1987; Cable & Shane, 1997; Mason & Rogers, 1996) and, therefore, the number and
importance of certain factors may be overstated or understated (Sandberg et al., 1987;

Hall & Hofer, 1993).

To lessen this potential recall bias, respondents were asked to respond based upon their
most recent investment made in an early stage entrepreneurial firm, providing it was
made within the last three years. In addition, many of the VCs interviewed physically
referred to the extensive records and notes they made at the time of investment, so as to
tefresh their minds for the interview questions, although it is doubtful that the

Questionnaire respondents would have taken this approach.
342 - Self Reporting of Data

Asking respondents to evaluate their own actions and performance clearly has inherent

Problems (Hall, 1988; Sullivan, 1991). Self-reporting investor respondents could be
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influenced by their perception of what is an appropriate or desired response (MacMillan
et al., 1985; Landstrom, 1995), and may concentrate more on successful investments,
rather than their most recent, as asked (Sandberg et al., 1987; MacMillan et al., 1987).
Indeed, a VC who has made 15 investments has potentially more successful deals to
choose from than a BA who may have made only 1-2 investments. This is a potential
limitation, but it was hoped that cross-examination and guaranteed confidentiality in the

interviews and additional anonymity on the postal questionnaires may have lessened any

self-reporting biases.

3.4.3 - One-Sided View of the Process: Investors Only

Since this study only collected data from the investors, the full accuracy of the data they
provided, especially in regards to their involvement and relationship with the investee
firm/entrepreneur, may be circumspect. This may particularly be the case if conflict
should exist between the investor and the firm. Harrison & Mason (1992a) state,
therefore, that studies from the investors perspective may not be directly comparable
with those from the investee firm’s perspective. This important factor should be

considered whilst analysing the results.

344 - Comparison with Other Studies

Certain factors may further impede the comparability between different studies. In
particular, the ‘average’ response of comparable studies will differ when they are
tonducted: in different time periods, with different methodologies, different
Gategorisation of responses (Tyebjee & Bruno, 1981; Landstrom, 1993), in different

8eographical locations (Harrison & Mason, 1992b; Freear et al., 1994a), from different
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perspectives (i.e. entrepreneur vs. investor) (Lumme et al., 1996), and with different
degrees of heterogeneity within each group (Landstrom, 1993). Thus, inconsistencies
petween the findings of different studies may at least be attributed to these differences in
measures (Sapienza, 1992), the generalisability of the results may be uncertain, and
therefore the data comparisons highlighted throughout the data presentation in this
research study should be analysed with care. Indeed, this is why the national origin of

most of the research studies is clearly cited in this study for the reader.

3.4.5 - Interview and Questionnaire Responses

Both data gathering methods used may create potential biases. In interviews, the
appearance and demeanour of the interviewer may create biases in the responses given
(Easterby-Smith et al., 1991; Bryman, 1989). Although these may not be present in the
postal questionnaire, the self-reporting of data in an unmonitored fashion may create
prejudiced responses. In addition, the non-response bias should be considered in postal
responses (Freear et al., 1994a). Therefore, Chapter 7.1.1 compares the early
questionnaire respondents with the late ones so as to extrapolate information from the
latter to those which did not respond at all (Armstrong & Overton, 1977). This
comparison found no significant differences for both the BA and VC investors. Despite
their advantages (over interviews) of low cost, accessibility, and anonymity, postal
qQuestionnaires clearly also have some limitations. However, the adoption of a

triangulated data collection approach potentially reduced the biases of both methods in

this study.
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34.6- Limited Representativeness of Selected Samples

In addition to the actual research methods used, the representativeness of the sample (and
therefore also its generalisability) may be limited. First, as has already been addressed in
this chapter, the BA sample in particular was one of convenience and, therefore, the
accuracy of its data may be restrictive (Freear et al, 1994; Short & Riding, 1989,
Landstrom, 1992; Harrison & Mason, 1992b). Second, since BISs were employed to
create these convenience samples, the vast majority of BAs in this study utilise these
matching networks and, thus, may differ in investment preferences and procedures from
the majority of BAs who do not utilise these services (Coveney, 1996; Mason et al, 1995;
Harrison & Mason, 1996a). The differences between the BIS and non-BIS BAs in this
study will, therefore, be fully addressed in Chapter 7.2.1. Third, there is heterogeneity
within both the BA and VC populations which may preclude, to some degree, the
generalisation of the research findings (Sweeting, 1991; Landstrom, 1992). To account
for this, Chapter 7 will be completely devoted to analysing these intra-group variations,
partially to render more insight into the inter-group variations between BAs and VCs
which will be presented in Chapters 4-6. Fourth, it should be stressed that most VCs in
the UK seldomly invest in early stage entrepreneurial ventures, as Chapter 1.1.3(D)
addressed. Therefore, the investment characteristics of the VCs in this study may not
hecessarily be representative of those of the ‘average’ VC, who probably conducts
MBOs and MBIs, rather than small deals in risky un-established ventures (Robbie et al.,
1997). Indeed, it may therefore be possible that what a VC considers early stage, may be
considered established by the average BA. More clarity will be rendered to this issue in

Chapter 4.4.1 using some empirical data.
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Summary

As with all research studies, this one has a number of limitations to consider when
analysing the empirical findings. In particular, recall bias, self-reporting of data, the one-
sided view of the investment process, and limitations of both the interview and
questionnaire approaches were addressed. Additionally, care should be taken to compare
the data from this study with that of other works, and the limited representativeness of
the research sample should also be considered. Now that the data collection
methodology and methods have been reviewed, the data analysis methods will be

addressed.

3.5 - Statistical Tests Utilised

To analyse the raw data, this study utilised SPSS statistical software to conduct
univariate tests/regressions (parametric) and multivariate regressions (logistic and
multiple). Each of these will be described in more detail in this section. In addition,
factor analyses, correlations, and basic descriptive statistical tests were employed and

their results are shown throughout the data presentation in Chapters 4-7.

35.1- Appropriateness of Parametric Tests

Literature in the entrepreneurship field contains much ambiguity and conflicting
evidence as to the appropriateness of parametric versus non-parametric statistical tests
(Robinson & Hofer, 1997; Hofer & Bygrave, 1992; Carter and Van Auken, 1994).

C°nsequemly, a number of studies rely on the former approach (Carter & Van Auken,
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1994; Carter et al.,, 1997; Norton & Tennebaum, 1992, 1993; Manigart et al., 1997)
whilst others rely on the latter (Robbie et al., 1997; Sandberg, 1986; Duxbury et al,
1996), whilst still others utilise both (Ehrlich et al., 1994; Singleton et al., 1997). The
primary reason for this disparity is that, although parametric tests tend to be more robust,
their theoretical foundation calls for the underlying distribution of their variables to be
normal (Robinson & Hofer, 1997). Since this‘may be a difficult condition to fulfil,
especially in the turbulent entrepreneurial environment, some argue that, despite its
advantages, parametric tests should be avoided (Hofer & Bygrave, 1992). In addition to
the requirement of normal distributions, parametric tests call for the dependent variables
to have: equal variances for each sampled population, continuous distributions,
independence of observations, and symmetric distributions. Non-parametric tests,
however, only require: continuous distributions, independence of observations, and

measurement on at least an ordinal scale (Robinson & Hofer, 1997).

Despite their stringent assumptions, parametric tests are often utilised since they are
much more robust. Indeed, in the field of psychology, an area of study which has been
established for much longer than the entrepreneurship research field and which also
examines uncertain and dynamic environments, it is standard practice to use parametric
tests (Winer, 1962; McRae, 1994; Long & Manstead, 1997, Wagstaff et al., 1996). In
Particular, it is accepted custom to utilise parametric tests for likert scale data, even
though the psychology field acknowledges that the underlying distributions may not
always be normal. In fact, Bryman & Cramer (1990) also advocate the use of the more

Tobust parametric tests, especially since:

163



“values of the statistics used to analyse samples drawn from populations

which have been artificially set up to violate these conditions (of normal

distribution and equal variances) have been found not to differ greatly

from those for samples which have been drawn from populations which

do not violate these conditions.” (p.118)
Thus, following the accepted custom of the field of psychology, and the method adopted
in the VC field by Norton & Tennebaum (1992) (1993), Carter & Van Auken (1994),
Manigart et al. (1997), and Carter et al. (1997), this research study also utilised

pa:ametric tests to analyse the data. Therefore, t-tests were adopted as the primary tool

to test inter-group differences.

However, to appease any potential critics of the parametric approach, this study also
analysed the data using non-parametric tests (the chi-square) to test for differences in the
empirical results between the two approaches, just as was done in Carter & Van Auken
(1994). The results show that out of the 67 variables employed to measure differences
between BA and VC investors, the non-parametric approach found that two of the
variables which the parametric approach claimed significant at the 5% significance level,
were in fact only significant at the 10% level. In addition, the non-parametric approach
identified an additional four variables as being significantly different between the
investor groups. Although none of the variables which differed in statistical significance
between these two approaches was central to validating the hypotheses, the use of the
non-parametric approach would clearly render even more support to this study’s
hypotheses. Thus, adopting the parametric approach for this research study could
Possibly even be perceived as the utilisation of the more conservative approach. Just as

Was found in Carter & Van Auken (1994), very few differences in this study occurred
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petween the results generated by the parametric and non-parametric tests, and, therefore,

the adoption of the more robust approach was warranted.

Furthermore, throughout the results chapters, the standard deviation of the results is also
presented to provide “an indication of the degree of consensus amongst the sample as to
the importance of each factor.” (Hall, 1988, p.35) This is another approach taken in this

study to present the empirical findings in a understandable and un-ambiguous manner.

3.5.2 - Logistic and Multiple Regressions

In addition to conducting univariate parametric tests throughout the results presentations,
Chapters 4-6 will each conclude with a logistic regression (i.e. a logit model) in order to
determine which variables of the investment process identified in each chapter can best
be used to classify investors as BAs or VCs. This multivariate prediction method,
therefore, highlights which variables are most significant in differentiating between the
two investor types, and results in a model which can predict, of any sample respondent,
the probability (0-100%) of that respondent being a VC. Then in the conclusion of
Chapter 7 a multiple regression (ordinary least squares) will be used to determine
whether certain heterogeneous factors within both investor types may have affected the
overall BA and VC comparisons results. Thus, a logitistic regression may best be
employed when the dependent variable (BA or VC) is dichotomous (as in Chapters 4-6),
Whereas the multiple (OLS) regression is more appropriate when the dependent variable
is hon-dichotomous (as in Chapter 7) (Gujarati, 1995). To aid the reader, this section
Will outline the logistic regression analysis and how it differs from the multiple

Tegression method.
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[n order to determine which independent variables are most significant in predicting the
dependent variable, a number of multivariate statistical techniques can be employed
(Norusis, 1994). However, when the dependent variable has only two values (i.e. 0 for
A, and 1 for VC), the assumptions necessary for hypothesis testing are necessarily
violated. In particular, it is unrealistic to assume that the distribution of errors is normal,
and furthermore, with a multiple regression, for instance, the predicted values can not be
interpreted as probabilities. However, the logistic regression model can be employed
since it is a multivariate technique which requires far fewer assumptions to be satisfied in

order to estimate the probability of an event (i.e. dependent variable) occurring.
In a logistic regression model, the probability of an event occurring (i.e. the logistic
distribution function) is:

1

Prob (event) = 15 o BorbiXirafXy)

where §,, f3,, and B, are coefficients derived from the data, the Xs are the independent

variables, and e is the base of the natural logarithms (i.e. 2.718).

For ease of exposition, we can write the logistic distribution function as:

-z

P;=Prob (event) = ] !
+

vhere z= B+ B,X, + B,X,+...+B,X, (this is also called a logit, as will be described)

In this model, z ranges from —o© to +c0 and is nonlinearly related to P; (the probability

fan event occurring, in this instance that an investor is a VC) which ranges from 0 to 1.

166



This relationship is presented in the plot of the logistic regression curve (Sigmoid curve),
as shown in Chart 3.4. This non-linear curve is S-shaped and closely resembles the curve

obtained when the cumulative probability of the normal distribution is plotted (Norusis,

1994).

Chart 3.4 - Plot of the Logistic Regression Curve

1.0
Probability
of Investor 0.5
being a VC

0.0

-0 0 +00

However, although the logistic distribution function is non-linear, this is more apparent
than real because it is intrinsically linear (Gujarati, 1995). When one places the

probability of an event (P,) over the probability of an event not occurring (1- P,), then the

resulting fraction: [1 EP] is called the odds ratio.

If one takes the log of this odds ratio, something interesting happens:

P
L= ln(ﬁj =z=p,+BX,+.+8,X,

Here, L,is the log of the odds ratio and it is linearly related to both X and the parameters.

Lis called the logit, and hence the model is called a logit model. Thus, although L is

linear with X, the probabilities themselves are not. By taking the log of the odds ratio,

167



the logistic distribution function changes what appears to be a nonlinear model into a

jinear model which can be estimated in the ordinary least squares (OLS) framework.

However, in this logistic regression, the parameters are estimated using the maximum-
likelihood method where the observed results that are most ‘likely’ are chosen.
Conversely, in a linear (OLS) regression the parameters of the model are estimated using
the least squares method where regression coefficients are selected which result in the
smallest sums of the squared distances between observed and predicted values of the

dependent variable (Norusis, 1994).

Empirical examples of the logistic and multiple (OLS) regressions will be presented in
the next four chapters in order to render further insight into BA and VC differences in the

investment process.

Summary

Although some ambiguity exists in the entrepreneurship literature about which form of
statistical tests is most appropriate, the parametric or the non-parametric approach, this
study followed the former method since it has been utilised by a number of notable
studies in the VC field and is the more robust of the two. However, this study also
conducted a comparison between the results of the two approaches and found only minor
differences, In addition, the logistic regression model was described, and briefly
‘ompared with the multiple linear regression model. The application of both these

Multivariate models is intended to add more clarity to this study’s findings.
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3.6- Conclusion

This chapter has analysed the methodology and methods employed by this study to
collect empirical data which addresses the research hypotheses formulated in the last
chapter. In particular, it was shown how: prescribed theory, the functionalist paradigm,
both qualitative and quantitative approaches, the case study and survey approaches, and
the use of convenience samples comprised the methodology. But to actually collect the
data, a literature review, face-to-face interviews, and postal questionnaires were the
methods employed. However, in addition to listing some of the limitations of past
approaches which this study aims to avoid, the research limitations of this study were
also addressed. Lastly, the suitability of parametric statistical tests was detailed, as well
as the application of two multivariate regression models, the logistic regression and the

multiple linear (OLS) regression.
Now that the methodology and methods of the data collection have been documented, the

next chapter will use the resulting empirical data to address the first three research

hypotheses.
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Chapter Four

Testing the Research Hypotheses:

Deal Origination, Screening, and Due Diligence Differences
Between BAs and VCs

Introduction

This chapter and Chapters 5 & 6 will analyse the differences between BAs and VCs, as
they go through the investment process, to test the hypotheses that the former employ an
incomplete contracts approach and the latter a principal-agent approach to deal with
agency problems. The stages of the process will act as a convenient framework upon
which to address the eight hypotheses that were formulated in Chapter 2. Hypotheses 1-
3 will be answered in this chapter, whilst hypothesis 4 and hypotheses 5-8 will be
covered in Chapters 5 & 6 respectively. Chapter 7 will then analyse each investor type’s
intra-group variations. Thus, the first part of the investment process will be addressed in

this chapter in the following sections:

4.1 - Procedural Investment Model on which Results are Presented

4.2 - Differences of the Investors’ Characteristics

43-Deal Origination and Initial Screening Differences (Hypotheses 1 & 2)
44 - Due Diligence Differences (Hypothesis 3)

45 - Multivariate Analysis of the Investor and Due Diligence Variables

46 - Conclusion
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41- Procedural Investment Model on which Results are Presented

The investment process model that this research study utilised to structure the
hypotheses, and will use to present the findings, resembles the one used by Tyebjee &
Bruno (1984) and Norton (1995). Essentially, the model they employed followed the
deal flow of a venture capital firm, namely the stages in the consideration, scrutiny and
disposition of venture investment deals. As this research will show, this framework can
also apply to BAs and, therefore, serves as a good structure for a comparison between the
two investor types. The following chart gives a detailed comparison of Tyebjee &
Bruno’s (1984) model and the one used here, and also states where each stage of the

model (and each of the eight hypotheses) will be addressed in the next three chapters.
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Chart4.1 - Comparison of Tyebjee & Bruno’s Investment Model to the One Used in this
Research to Present the BA and VC Results in Chapters 4-6

J—
Tyebjee & Bruno’s (1984) Investment Process Model
Decision Process Model upon which results in this
of Venture Capital research are presented in
Investment Activi Chapters 4-6
Deal Origination Chapter 4.3 Deal Origination
(Hypothesis 1)
: Chapter 4.3 Initial
Screenin,
g (Hypothesis 2) Screening
' Chapter 4.4 '
Evaluation (Hypothesis 3) & Due Diligence &
Chapter 5.4 Investment Criteria
‘ (Hypothesis 4) ’
Structuring Chapter 6.1 Negotiations &
(Hypothesis 5) Actual Investment
Post Investment Chapter 6.2 Post Investment
Activities (Hypothesis 6) Monitoring
Chapter 6.3 Exit &
(Hypothesis 7) Performance
Chapter 6.5 Review of the
(Summary Hypothesis: 8) whole process
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42- pifferences of the Investors’ Characteristics

Before conducting a detailed comparison of the BA and VC procedural investment
differences, more insight into the differences between the characteristics of the investor
types should be undertaken. More knowledge about their backgrounds may add more
insight into their investment practices. Although, for instance, VCs operate within a
framework of organisational policy, their subjective judgement as individuals is also
important (Wright & Robbie, 1997). Therefore, an analysis will now be conducted of

the investor differences in the following:

42.1 - Culture

4.2.2 - Education and Age

4.2.3 - Business Background

4.24 - Entrepreneurial Experience

4.2.5 - Investment Experience

4.2.1 - Cultural Differences Between UK and US Investors

A number of studies in the BA and VC fields do not overtly consider the subject of
culture in their analyses of empirical results. This results in findings from different
countries being intermingled without regard to their possible cultural differences. This
study will, therefore, now address these differences, and throughout the next three results
chapters state the national origin of the research literature that will be compared to this
Study’s empirical UK findings. Hopefully, this approach will add more insight into both

the new findings and the past research literature.
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In the BA research literature, a number of cultural dissimilarities between BA investors
have been noted. In particular, compared to US BAs, UK BAs have been labelled as less
sophisticated and professional (Harrison & Mason, 1991a), have slightly higher return
expectations (Harrison & Mason, 1992a), are insufficiently inexperienced in identifying
worthwhile investment opportunities (Harrison & Mason, 1992a; Mason & Harrison,
1993a), and have different criteria and motivations (Hisrich & O’Cinneide, 1989).
Harrison & Mason (1991a) point out:
“it would be foolhardy in view of the different entrepreneurial traditions,
fiscal climates and wealth distributions to assume that UK business angels
necessarily exhibit similar characteristics, motivations and investment
behaviour (as those in the US).” (p.470)
However, a number of cross-cultural similarities have been identified, in particular, that
UK BAs are richer than previously thought, invest more, and are more similar to their US

counterparts than previously believed (Stevenson & Coveney, 1994).

Inthe VC research literature, Sapienza et al. (1996) have cautioned that VC comparisons
between different markets should be viewed with extreme caution. Whilst, Sapienza et
al. (1992) stress that “researchers of venture capital do indeed need to differentiate
between markets and cultures in order to take into account the striking dissimilarities of
context and practice.” (p.369) But in addition to cultural differences, a number of VC
Tesearchers have identified similar investment practices between European and US VCs
(Muzyka et al,, 1993) and US and UK VCs (Sweeting, 1991). A VC attested to the UK-
US similarities: “The fact that an industry sector has been a success in America seems to
b 2 common thread of quite a few things that I have done, I checked it out in America

first” (vC7, 7/6/96)
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In addition to the investor differences between countries, the entrepreneurial differences
must not be ignored since the investors in part depend upon them. One past problem of
the UK VC industry was that there were too few experienced entrepreneurs, capable of
wming ideas into growing businesses, willing to risk leaving a secure job to start a new
firm. The Bank of England (1990) stated that:
“this reluctance is probably as much cultural as financial. In the United
States for example, those who take business risks are often held in high
regard, whether they succeed or not; and to have tried and failed is
deemed better than not to have tried at all. In European countries, the
negative effects of failure are given most weight.” (p.83)
However, Murray (1994) believes that this attitude is slowly changing and that the

increasing status of entrepreneurs in the UK in the 1980s was one of the most important

factors promoting the growth of the venture capital industry.

Clearly, cultural differences are important to consider throughout the analysis of the

empirical results and past literature.

42.2 - Education and Age of the Investor

Due to its potentially sensitive nature on a postal questionnaire (and its potentially
adverse effect on the response rate), the education and age of investors was only obtained
inthe 40 personal interviews conducted. In addition, ‘gender’ was also omitted, partially
due to it potentially sensitive nature but also because it is well known that the

vestment market is male-dominated (only one VC and one BA interviewed were

female),
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The results show that this sample’s VCs have a significantly higher level of formal
education than BAs. This might be explained by the agency theory presented in Chapter
1 (e to gain the confidence of VC fund providers). In particular, every VC had a
college education, with 60% claiming postgraduate degrees (i.e. MBAs) and 13% PhDs.
In comparison, only 16% of BAs had a postgraduate degree and none had a PhD., whilst

40% had school as their final education level. In fact, many of the BAs interviewed were

self-made men who left school early to enter business. Chart 4.2 depicts these results.

Chart 4.2 - Final Level of Formal Education for Each Investor Type*
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Final Level of Education

* The difference between the means of the investor types is statistically significant at the <2.5% level.

In addition, the VCs in the sample were significantly younger (at the 1.5% significance
level) than BAs, with 43.2 and 49.7 as their respective average ages (median: 44 & 52).
However, one limitation of these results may be elaborated by Gorman & Sahlman
(1986) who found that more senior managers in a VC firm tend to be more involved in
the post-funding process, whilst mid-level managers are generally more involved in the
Pre-funding process. Although mostly senior managers received questionnaires, they
May have passed these on to more junior managers who would be more able to answer

the primary focus of the questionnaire - the pre-funding process. Based on a sample size
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of 40 (25 BAs and 15 VCs), the results are mentioned here only for background purposes

and should be analysed with care.

In contrast to these findings, both the literature in the UK and the US found that BAs
were well-educated, whilst the ages of the investors were comparable. In the UK, 74%
of BAs were found to be university educated, and, on average, 48-53 years of age
(Mason et al., 1991a; Harrison & Mason, 1992b; Stevenson & Coveney, 1994). Due to
the influence of higher UK tax rates on the rate of capital and wealth accumulation,
Harrison and Mason (1992b) claim that UK BAs, who are predominantly male, are

significantly older than their US counterparts.

In the US, BAs are also primarily male, with an average age of 48 years (Wetzel &
Freear, 1994, Freear et al., 1991, 1994), and most are well-educated. Different studies
found that anywhere from 40% (Aram, 1989) to 94% (Wetzel & Seymour, 1981) of BAs
had college degrees, and anywhere from 42% (Aram, 1989) to 56% (Haar et al., 1988;
Freear & Wetzel, 1991, 1994) had a graduate education. Canadian and Finnish BAs also
have high education levels (Duxbury et al., 1996; Short & Riding, 1989; Lumme et al.,
1996). The age and education levels of the VCs in this study are well supported by UK

literature (Cary, 1995).

One explanation for this divergence of education findings in this study with those of the
literature may be due to the fact that active BAs in the UK have statistically lower
®ducation levels than those less active BAs (Coveney, 1996). Since this survey dealt

only with active angels who have actually invested, whilst some of the past studies dealt
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only with angel preferences (whether they actually invest or not), more light may be

thrown upon this divergence.

4.3 - Business Background/ Training

gince both investors invest in small firms, this study wanted to attain an impression of
how much actual hands-on small business experience each type of investor had. BAs
were found to have significantly more small business experience than VCs, with 92%

and 52% respectively having worked in a small firm, as Chart 4.3 shows.

Chart 4.3 - Prior Work Experience in a Small Firm?*
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* The difference between the means of the investor types is statistically significant at the <1% level.

A number of BAs and VCs supported this by believing that the majority of VCs in the
UK were accountants with no experience in running a business. One academic in the
area even stated:

“Many venture capitalists in the UK are really bankers and you have to

ask where is the general manager experience in all this. I don’t think that

you see it. What you see is most venture capitalists doing MBOs and

MBIs and that is all pretty good money because they are established
businesses and it is all just financial play.” (AC2, 31/5/96)
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Both the UK and US literature agree with these findings. In both countries, BAs were
found to have experience in small business (Mason & Harrison, 1993b; Wetzel, 1987,
Freear & Wetzel, 1989). In fact, Freear & Wetzel (1991) found that 87% of their 38 BA
investors had moderate to substantial general business experience. Indeed, contrary to
popular belief, few lawyers, doctors, and other professionals (lacking small business
experience) are actually BAs (Mason & Harrison, 1990). Even in Sweden, Landstrom
(1993) found that 69% of BAs had been business managers of small- or medium- size
firms. However, a Finnish study claims that this experience may not actually be that
advantageous. Lumme et al. (1996) found that successful BA investors tend to have
spent more time working in top and middle management positions in large and medium-
sized companies, whilst unsuccessful investors originate more from top management

positions in small companies.

Although the UK VC literature lacks in this aspect, the US VC literature clearly shows
that VCs typically have little experience in small business, but rather are often recruited
straight from a top graduate school in their late twenties and then trained as investors,
rather than as business managers (Rea, 1989; Bygrave & Timmons, 1986). Indeed,
Rosenstein et al. (1990) found that the entrepreneurs’ high expectations of their VCs
were often met with disappointment:

“Venture capital board members have great credentials (...) but have no

operating experience (...) A typical VC has zero operating experience.

Only 40% of their time is working with their portfolio companies once or

twice a month. That is not enough time to understand the workings and
Intricacies of a start-up business.” (p.245)

Thus, in general, BAs tend to be more experienced than VCs in managing small firms.
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424- Entrepreneurial Experience
BAs were found to be significantly more entrepreneurial than VCs with 80% and 38%
respectively having started a small firm as an entrepreneur (this excludes firms they
invested in as angels, or VC firms they may have started). In fact, as Chart 4.4 shows,
48% of BAs were multiple entrepreneurs, whereas only 27% of VCs were. On average,
BAs had started 2.3 firms (median: 1), whilst it was 1 firm (median: 0) for VCs. Indeed,
75% of the BAs interviewed claimed that their principal source of wealth was from their
own past business, whilst the remaining 25% earned it from quoted investments. This
was also evident by the sizeable number of the BAs who stated that they had started and
sold successful firms and had then invested in an unquoted firm to be involved in the
entrepreneurial process again. One BA stated his reason for making angel investments:
“Because I have started a number of businesses myself and have never
worked for anyone else, I am completely unemployable. So I can

understand what is involved in starting a small company since I have
done it so many times.” (BA7, 23/2/96)

Chart 4.4 - The Number of Businesses Founded as an Entrepreneur*
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* The difference between the means of the investor types is statistically significant at the <1% level.

Both the UK and US literature support this sizeable difference. In the UK, Mason and

Harrison (1991) found that 75% of BA had founded at least one firm, and two thirds of
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these (i-€. 50% of the total) were multiple founders. Coveney (1996) found that 70% of
BAs had started a firm, whilst Stevenson & Coveney (1994) claimed that half had
founded at least two or more ventures. In the US, Wetzel & Freear (1994) found that
more than half of BAs have entrepreneurial experience, whereas Wetzel & Seymour
(1981) and Gaston & Bell (1988) found this number to be higher at 75% and 83%
respectively. These percentages are even higher in Finland (Lumme et al.,, 1996) and
Sweden (Landstrom, 1993). Indeed, this experience (i.e. “‘street smarts™) (Freear et al.,
1992a, p.379) of starting, managing, and harvesting a successful entrepreneurial firm
may render BAs with more empathy for a fellow entrepreneur starting a firm (Freear et
al, 1992a; Sullivan, 1991, Wetzel, 1981). It may also explain why those with
entrepreneurial experience prefer investing in very early stage ventures (Aram, 1989) and
why virgin angels tend to have significantly less entrepreneurial experience (Coveney,
1996). Furthermore, Sullivan (1991) found that entrepreneurs, in general, perceive their

downside risk to be less and are more likely to support start-ups.

Unfortunately, the VC literature is very scarce on the entrepreneurial backgrounds of
VCs, although there is some indication that VCs have very little entrepreneurial
experience. This study’s findings are supported by Sapienza et al. (1996) who state:
“Anecdotal evidence suggests that if VC’s greater experience is as a
fmancier of new ventures rather than as a practitioner in the venture’s
industry, the danger of resentment on the part of the CEO is great
(Sapienza, 1989). Indeed, we heard complaints in interviews with both
VCs and entrepreneurs about VCs who were ‘financial MBA-types’ or
Who ‘never started any business of their own’.” (p.448)

Clearly, the Jiterature supports this study’s findings that BAs are much more

entrepreneurial than VCs.
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4.2.5- Investment Experience

The empirical results show that VCs have made significantly more unquoted investments
n their careers than BAs. Excluding outliers in the sample, VCs have invested on
average in 23.48 unquoted ventures (32.44 including outliers) (median: 20) and BAs in 4
unquoted ventures (5.26 including outliers) (median: 3). In fact, 55% of BAs had made
three or less investments, whereas only 3% of the VCs had. Clearly, BAs tend to be
relatively infrequent investors, in contrast to VCs who invest for a living. As Chart 4.5

demonstrates, the differences between the two investors are quite significant.

Chart 4.5 - The Number of Unquoted Investments the Investors Have Made*
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* The difference between the means of the investor types is statistically significant at the <1% level.

Both the UK and US literature agree that BAs lack experience and invest infrequently
(Mason et al., 1995; Wetzel, 1987; Harrison & Mason, 1991a, 1992b). However in a UK
Study, Mason & Harrison (1996b) found that about one-third of BAs made just one
investment, whereas 71% had made only two. This is a much lower result than was
found in this study where the results are 14% and 21% respectively, and the remaining
65% of BAs had made more than two investments in their careers. However, another
UK study, Coveney (1996), found that BAs invest on average in 2.4 firms every three

years. This higher rate of investment lends more support to this study’s findings.
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i the US, Freear & Wetzel (1991) found that the mean number of informal investments
made over the last five years by BAs was 2.45, and Arum (1989) and Gaston (1989)
claim that BAs typically make between 2-3 investments every three years. In Sweden,
Landstrom (1993) found that the mean BA portfolio was 3.8 investments, and 35% had

made four or more investments over the last 3 years, whereas 28% had made only one or

no investments. These studies clearly lend more support to this study’s findings.

Unfortunately, no literature exists on the number of unquoted investments made by
venture capitalists. However, in the US, Gorman & Sahlman (1989) and MacMillan et
al. (1988) found that the average number of years of venture capital experience for VCs
was less than 6 years, and 11 years respectively. Clearly, with so many years of average

experience, VCs would have been able to invest significantly more than BAs.

Summary

The empirical results show that compared to VCs, BAs have less formal education, more
small business and entrepreneurial experience, but less investment experience in
unquoted firms. This renders the impression that BAs tend to be more entrepreneurial-
Manager types, whereas VCs tend to be more financial-investor types. Table 4.1

Summarises these primary differences.
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Table 4.1 - Summary of the Differences Between the Investors’ Characteristics

Statistical Significance

L
Age (average) (N=40)

Number of unquoted investments
done (average)

[ovestors’ Characteristics BAs | VCs g/f‘b‘; :/‘3; Level of Differences
between Investors
49.8 | 43.3 | 998 | 879 | More for BA at <5% level
Education Level (1=school, 4=PhD) 2.12 | 3.0 | 130 | .79 | More for VC at <2.5% level
Worked in small business?(% yes)| 92% | 53% | -28 | .50 | More for BA at <1% level
Number of firms founded (avg.) 2.3 1 | 3.16 | 1.96 | More for BA at <1% level
5.2 |23.4| 645 |38.32| More for VC at <1% level

*Note: 5/D = Standard Deviation

Now that the characteristics of the investors have been

throughout the investment process will be examined next.
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4.3-Deal Origination and Initial Screening Differences

In this first stage of the investment process, investors must find a myriad of potential
investments opportunities to screen in order to find one or two which are feasible and
match their investment criteria. Only after this deal origination and initial screening can
more thorough due diligence ensue. The effecﬁveness of this initial screening process
will, thus, affect the comprehensiveness of the later due diligence process. However,
investors in unquoted firms face a number of problems at the initial screening stage.
First, unlike quoted securities, unquoted investments rarely have any historic data on
dividend level and price movements which may aid in assessment (Dixon, 1991).
Second, these investors do not have any firm-specific knowledge (Dixon, 1991). Third,
attempts to fix investee firms post-funding appear to rarely work, making the importance
of funding top quality firms paramount (Busenitz et al., 1997). To protect their limited
resources, investors will, therefore, make sure that filtration only lets through deals
which closely match their investment criteria and have a good chance of reaching

completion.

Since deal origination and initial screening relate so closely, this section will see if BAs
and VCs deal with potential agency risk differently (at these early stages of the
investment process) by addressing the following together:

Hypothesis 1: VCs generate and maintain a greater deal flow than BAs

Hypothesis 2: VCs are more selective in their initial screening of investment

opportunities than BAs
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To thoroughly assess the deal origination and initial screening differences, qualitative

terview results and research literature will be used to address the following sections:

4.3.1 - Deal Origination and Initial Screening
432 - Attrition Rates of Investment Opportunities
43.3 - Influence of Referrers

4.3.4 - Sector Specialisation

4.3.1 - Deal Origination and Initial Screening

Since the majority of BAs in this research study were identified through the BIS they
used to make an unquoted investment, they were not asked how they acquired initial
information about the investment opportunity. Nor was this asked from the VCs since it
is well documented that they have extensive referral networks to identify potential
investments. Instead, investors interviewed were asked to pick out of two options the
one that best described their investment scanning process. The first option asked
whether they usually scan investment proposals until they find a good investment, then
electing to stop their search to concentrate just on that one proposal The second inquired
whether they continue looking at other proposals even after finding a suitable one, so that

they can compare that proposal to others coming in.

The interviews showed that BAs tend to employ the former approach, whilst VCs tend to
do a mixture of both. This finding has not yet been detailed in the literature. Thus, BAs
end to scan investments until they find one they like and then conduct little serious

Somparison with others coming in, partially because they only have a limited deal flow.
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This may explain why a number of BAs stated that the first investment proposal they
seriously considered was the one they funded. One BA stated: “The investments you
might like never come at once, so you just scan them until there is one you like.” (BAS,
16/2/96) Whilst another asserted: “When I am looking at one investment, I guess that I

am not really open to other ideas, unless they are utterly tantalising.” (BA7, 23/2/96)

On the other hand, VCs generally scan investments and compare suitable ones to new
opportunities coming in. Since VCs have a greater investment deal flow than BAs, they
have the option to conduct such comparisons. Their years of day-to-day experience also
enables them to more easily identify a suitable new opportunity when it passes their desk.
Of course, VCs are full-time employees and it is their job to make perhaps 3-6

investments per year and, therefore, have to look at several deals at once.

Unlike the BAs identified in this study, most BAs do not utilise business introduction
services. Coveney (1996) estimated that only 13% of all BA deals in the UK were done
through a BIS, although the actual percentage in the UK may be unknowable (Mason &
Harrison, 1997). Instead, informal investors in the UK and the US look for investment
opportunities in an ad hoc, unscientific manner, electing to use friends and business
associates as referrals, rather than adopting a pro-active search (Mason & Harrison, 1992,
1993b; Wetzel, 1981; Atkin & Esiri, 1993). This may be, in part, because BAs invest
only on a part-time basis (Mason & Harrison, 1994). Thus, there appears to be a large
degree of ‘serendipity’ (Mason & Harrison, 1993b, 1996), resembling what Gaston
(1989) calls a “giant game of hide-and-seek with everyone blindfolded.” (p.4) Studies

have, therefore, found that BAs learn of investment opportunities through a network of
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friends and family, business associates, accountants, lawyers, and directly from
entrepreneurs (Freear & Wetzel, 1991). Because BAs tend to be linked by informal
networks of friends and business associates, they are the most effective source (Wetzel,
1983; Freear & Wetzel, 1989, 1991; Haar et al., 1988; Mason & Harrison, 1994;
Landstrom, 1993). Bill Wetzel believes that such ad hoc reliance on friends makes the
market mechanism for BA financing:

“really very inefficient and random: who knows whom, who mentioned

something on the golf course, who talked to his or her accountant lately

and who’s looking for money. That marketplace is horribly time-

consuming. Next to capital, time is the scarcest resource entrepreneurs

have.” (Mason, 1996a, p.27)
In contrast to BAs, VCs have extensive networks of referrers to gain an extensive
investment deal flow (Fiet, 1991). Sweeting (1991) states that their “most popular
approach was to wait passively for deal proposals to be put to them.” (p.603) These
networks may consist of their portfolio companies, their investors, and other venture
capital firms, especially those with whom they are interconnected by co-investments
(Bygrave & Timmons, 1986). In fact, Murray (1995a) found that:

“Several BVCA survey respondents referred to the industry as a ‘club’ in

which everyone knows everyone else (...) and physical concentration of

many of the larger organisations within the City of London had meant

that the level of inter-firm communication is high.” (p.1084)
In the US, Tyebjee & Bruno (1984) found that the VC community was also highly inbred
and that this gave many entrepreneurs the impression that there was substantially less

‘ompetition between suppliers of capital than would be indicative by the number of

funds i the market.
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vCs, therefore, have much better information networks than BAs through which they
feceive 2 flow of investment proposals. Unfortunately, this flow’s inefficiency restricts

{he amount and quality of the proposals BAs receive.

43.2 - Attrition Rates of Investment Opportunities

Regardless of the efficiency of networks and the level of investment deal flow, only a
limited number of investments can be made. Each type of investor will experience a rate
of opportunity attrition as he/she tries to find one suitable venture which matches his/her

investment criteria.

This study’s interviews show that by the end of the initial screening and the full due
diligence process, VCs have much higher attrition rates than BAs. Although there was
some attrition rate variance amongst the BAs, most invested in a minority of the
investments seriously considered, although this was still a higher percentage than that of
the VCs interviewed. Indeed, the BA responses varied from “I looked at over 300
opportunities to invest in this one investment” (BA18, 27/3/96) to “I don’t always have
the time to review too many business proposals, so we invest in about half we seriously

consider.” (BA25, 18/4/96)

In contrast, the study found that most of the VCs interviewed invested in only about 1-
3% of investment proposals received. One VC from a small firm summed this up: “We
80300 approaches last year, 150 of those in writing, we met about 15, then about 10 for

4 second meeting, of those we only did one or two.” (VC6, 6/6/96) However, another
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yC quickly pointed out that times exist when the quality of the deal flow is higher, so

{iming can be a concern.

These qualitative findings are supported by the UK and US literature. Conveney (1996)
found in a UK study that BAs typically receive 36 investment proposals per year, are
interested in about 8 of those, and offer to invest in 2 of them. Whilst, Harrison and
Mason (1992b) discovered that BAs in the UK actually invest in almost 7% of
investments opportunities received. However, studies in the US and Sweden have shown
even higher acceptance rates (Gaston, 1989; Landstrom, 1993). In the VC market the
initial screening process is even more severe (Sweeting, 1991). Dixon (1991) found in a
UK study that 75% of proposals were rejected at the initial screening stage, with a further
20% rejected during the due diligence process. On average, only 3.4% of the proposals

received obtained funding.

Clearly, compared to BAs, VCs have a greater deal flow of investment proposals and a

lower acceptance rate as a result.

433 - Influence of Referrers

Since BA and VC investors face poorly defined environments within which to locate
investment deals, the typical venture they seek is often too small to be readily
identifiable, For this reason, intermediaries play an important role in matching investors
With ventures seeking funds (Tyebjee & Bruno, 1984). Thus, the impact of different

Pes of referrers on the deal acceptance and funding rates of proposals is important.
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In this study, a number of BAs stated that they trusted their BIS as a referrer whilst
others trusted friends and other BAs more as sources of investment opportunities. A
qumber of BAs met other BAs through deals and now prefered to co-invest with them on
other investments they refered to each other. One BA stated that he invested in a venture
pecause “it was referred to me by someone whom I trusted from the introduction service.
If1 had studied that balance sheet more closely, I would not have invested in it, but then I

would have lost 3 years of quite good fun.” (BA16, 16/3/96)

Similarly, VCs place much more weight on referrals from people they know and trust,
and also tend to invest mostly in proposals passed on by those referrers. Proposals from
anonymous referrers (i.e. cold calls) are rarely even considered, and almost never funded.
Since most of these are ignored from the start, this may be help explain the high attrition
rates (i.e. 1-3% of proposals receive funding) detailed in the last section. The importance
of different referral sources seemed to vary amongst the VCs interviewed.  Some
preferred referrals from entrepreneurs with whom they have worked before, corporate
financiers, and accounting firms, whilst others favoured those from banks, lawyers and
even from industrialists. The dispersion in reliance on accounting firms seemed to be

considerable. One VC emphasised that the referral source is clearly a means of self-

selection:

“Obviously, when someone who you have known for quite a while and
you respect their judgement, refers something to you, you tend to put
more credibility on that than some business plan that just arrived from an
accounting firm or law firm who probably don’t understand the business
anyway.” (VC10, 10/6/96)
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The literature confirms that the referral source influences the BA’s and VC’s impression
of the investment opportunity (Mason & Rogers, 1996; Hall & Hofer, 1993). The BA
jiterature noted to some degree that the rejection rates at the initial screening stage are
associated with the referral source (Riding et al., 1995), implying that the closer the
referee is to the referrer, the more likely that they will invest (Haar et al., 1988). Ina US
study, friends, business associates and lead iﬁvestors were seen as the three most
productive sources for BAs, whilst attorneys, accountants, bankers and gatekeepers were
the least productive sources (Freear et al., 1992a; Freear & Wetzel, 1991). These results

were similar in the UK context (Harrison & Mason, 1991a).

In addition to their usefulness in screening the business as a whole, Norton (1995)
believes that BAs used these networks of trust for agency cost concerns about the
entrepreneur. However, despite their benefits, these social networks are also inefficient
in nature (Mason & Harrison, 1993b). Coveney (1996) found that due to their
inefficiencies, 32% of BAs cited the lack of reliable information flows as restricting their
activity, whilst KPMG (1992) believed their ineffectiveness restricts the level of BA

investment in Scotland.

In the VC literature, the importance of referrals as a positive ‘signal’ of quality to VCs
has been well documented (Wilson, 1985; Tyebjee & Bruno, 1984; Norton, 1995). Both
in the UK and the US, referrals from other VC firms and accountants are the primary

Teferral sources (Tyebjee & Bruno, 1984; Murray, 1995a).
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Both BAs and VCs, thus, rely on networks (formal and informal) of referrers to gain and
soreen investment proposals. However, the networks that VCs employ are much more

efficient and formal than those used by BAs.

43.4 - Sector Specialisation

In addition to referral networks, another way to screen investment proposals is to
specialise in a limited number of areas and screen only opportunities in those areas (of
expertise). This reduces the amount of initial screening necessary (Tyebjee & Bruno,

1984).

The interviews showed that BAs are usually quite open-minded about the industry
sectors in which they consider investment. Their main requirement appears to be that
they understand the ‘generic’ business, rather than the sector. This understanding allows
them to assess how they might add their own general business knowledge and experience

to the firm.

Conversely, VCs are usually only interested in investing in one or two areas, and many
felt that they were more constrained in what sectors they could invest in by what was
Prescribed by their fund. Many VCs stated that their specialisation strategies allow them
W assess proposals with a better information base of the particular industry. In addition,

most referrals from colleagues were for opportunities in their field(s) of specialisation.
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One VC stated:

“Because we are specialists within the market, we have strong prejudices

about where we should and shouldn’t be putting money, and because we

have points of view, it is like magnetism, because people know we have a

certain point of view. Very few biotech firms call us up, we get almost

nothing here that is not on target in principle. 99.9% of things that come

across our desk are within scope. To me that shows how specialisation

works well.” (VC9, 10/6/96)
In the BA literature, Mason et al. (1995) also discovered much industry sector diversity
in their UK research, whilst Freear et al. (1996) believe that BAs in the US, and Canada
prefer investing in high technology and manufacturing ventures. However, in a Swedish
study, Landstrom (1993) found that BAs who work on a specialisation strategy receive
fewer investment proposals, accept a higher percentage of those, and rely less on an
evaluation of the entrepreneur than on an evaluation of the firm’s market and technology,

compared to more diversified investors. Thus, some uncertainty appears in the literature

asto the degree of specialisation by BAs.

Conversely, the VC literature in the UK and US documents quite thoroughly that the
majority of VCs tend to specialise according to geographical area, industry, and
financing stage (Norton & Ternebaum, 1993a; Norton, 1995; Tyebjee & Bruno, 1984)
and their portfolios tend to be narrowly focused rather than well diversified (Bygrave,
1987; Norton & Tennebaum, 1993a; Busenitz et al., 1997). Although, Landstrom (1995)

found that Swedish VCs tend to specialise to a much lower degree.

Unfortunately, one consequence that Gupta & Sapienza (1988) found of employing a

Specialisation and lower diversification strategy in early stage financing of small firms
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was a lower level of performance. Inability to diversify the risks of small high-risk firms
4C1055 8 well balanced portfolio was the clear reason. However, in practice, most VCs do
qot attempt to actively diversify their portfolios and 83% of a UK sample were found to

evaluate @ new project’s risk in isolation, rather that in terms of the effect on the

portfolio’s risk (Hall, 1988).

Although both BAs and VCs do not usually employ a diversified investment strategy,
V(s tend to specialise much more than BAs. By building themselves a stronger
knowledge base upon which to evaluate the viability of investment proposals, a
specialisation strategy is one of the ways in which VCs try to ease the initial screening
process in order to select higher quality proposals for the subsequent due diligence

process.
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Summary

yCs are much more efficient than BAs in the deal origination and initial screening
PIOCESSES. Compared to their informal counterparts, formal venture capital investors
nave more structured networks of referrers to render them a greater deal flow that is also
of a higher quality. Thus, VCs have more and better proposals to choose from compared
to BAs, and, therefore, have a higher attrition rate (after the full due diligence process is
completed). To further increase their effectiveness in the initial screening process, VCs
also tend to specialise more in certain industry sectors than BAs, which benefits their
selection procedures. As agency theory might predict, VCs are much more professional
and efficient in the deal origination and initial screening processes than BAs. We may

conclude that both of the following are true:

Hypothesis 1: VCs generate and maintain a greater deal flow than BAs

Hypothesis 2: VCs are more selective in their initial screening of investment

opportunities than BAs

We will now look at the next screening stage (the due diligence stage) to see whether

these differences between VCs and BAs persist.
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44-Due Diligence Differences

In this section, a number of different components of the due diligence process will be

compared between BAs and VCs so that the third hypothesis can be addressed:
Hypothesis 3 - VCs conduct more pre-investment due diligence than BAs.

However, before a detailed comparison can be conducted of its components, a brief

overview of the due diligence process will be undertaken.

The due diligence stage aims to verify the facts of the business opportunities which
successfully got through the initial screening stage. This verification process consists of
checking the accuracy of business plans, audited accounts and management accounts,
getting replies to warranty and other standard questionnaires, patent searches, and
technical studies.  Clearly, unpublished accounting information and subjective
information are important (Wright & Robbie, 1996). These data are collected by ringing
Customers, suppliers, solicitors, bankers, and checking trade journals. It emphasises
understanding and quantifying the risk of the proposed deal rather than the upside

(Rigby, 1997).

The due diligence process clearly intends to be tough on investment proposals. Dixon
(1991) estimated that for VC investment, only about 10% of proposals make it past the
initia] screening stage to the due diligence process, and that only 10% of those
thoroughty investigated received funding. Indeed, the whole point of this practice is to

discover potential problems and so eliminate unsuitable proposals from further
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contention. This may be especially important in a start-up situation where the venture
uas no track record or asset base and the market opportunity and competitive advantage
of a product or service needs to be verified. In large transactions of more established
firms, external third parties (such as an accounting firm) might be utilised to prepare a
due diligence report. Such a report would be underwritten by the accountant’s
professional indemnity insurance which is an important mitigation of risk for a potential
investor who is accountable to others (i.e. VCs) (Rigby, 1997). But VCs primarily use
these accountant’s reports to verify and validate information in their own due diligence

reports (Wright & Robbie, 1996).

Most investors realise that conducting thorough due diligence can be a long and difficult
process and therefore conduct it only when they are very serious about a proposal. One
BA summed up this troublesome nature:

“It is fair to say that the due diligence process is the hardest thing that you

have to do, to actually check out everything they say is true, that the

market is there, that they have the necessary skills and background to do

what they say they are going to do, that is the hardest bit and that is

general regardless of what you invest in.” (BA11, 19/3/96)
Yet, despite its difficulties, avoiding bad investments is still more important than hitting
‘ome-runs’ in order to achieve attractive investment rates of return (Benjamin &
Margulis, 1996). Thus, the importance of the due diligence process can not be over-
tmphasised. One of the VCs interviewed summed this up:

“Venture capital is a bit like a marriage. You can do as much as you can

beforehand to try to minimise the risk, but obviously you can’t. But if

you are fairly sure that you are not going to get along with someone, it

would be fairly silly to go in, because you can’t get out again and get your
money back.” (VC11, 10/6/96)
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Therefore, investors often build many filters into their venture capital investment

prof

cesses. It is the differences between a number of these individual filters used by BAs

and VCs that will now be analysed in the first such direct-comparison study of its kind.

This will give further insight into whether BAs and VCs employ different approaches to

reduce agency problems when investing in small firms. The comprehensiveness of each

investor’s due diligence process will be assessed on the following criteria:

44.1 - Stage and Size of the Venture

44.2 - Sector Experience of Investor

44.3 - Sector Research by Investor

444 - Extent of Pre-Investment Contact with Entrepreneur

445 - Independent References on the Entrepreneur

44.6 - Analysis of Financial Projections

447 - Business Plan Comprehensiveness Demanded before Investment
44.8 - Research Costs Incurred

449 - Documentation by Investor

44.10 - Size of Investor’s Decision-Making Group

44.11 - Time and Length of Investment Process

44.1- Stage and Size of the Venture

Early stage firms have many inherent risks which the due diligence process needs to

®Xpose. For instance, these firms are less likely to have established relationships with

buyers, distributors, suppliers, and other business associates. They may operate with

Skeleton staffs, positions unfilled and responsibilities undefined, and the CEOs
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(enmpreneurs) may still be untested in the industry (Sapienza, 1992). Clearly,

investigating early stage business opportunities can be challenging.

One way to ease the due diligence process and partially reduce uncertainty is to invest in
jess-risky ventures, whose characteristics are more easily verifiable. Thus, funding later-
stage entrepreneurial firms with greater total capitalisation values might be employed.
Technically, these two criteria might be followed earlier in the initial screening process,
but they are analysed here to add more insight into the firms on which due diligence is

conducted.

Since this research study concentrated on start-up and early stage entrepreneurial firms,
investors were asked to assess their last investment of this type. Therefore, it must be
noted that although a preference for these early stage firms is inherent for BAs, it is

unusual for VCs. This will be further addressed later.

The majority of the BAs interviewed preferred start-up and early stage financing,
dlthough responses varied across the whole spectrum. In particular, a number of BAs
stated that they preferred early stage firms because it was really the only stage “in which
they can get a piece of the action, before being priced out of the market.” (BA2, 8/2/96)
Another rationalised his preference by stating:

“I prefer start-ups and early stage firms because they are more of a

gamble, more speculative. I suppose that I also have doubts how anyone

who is quite advanced in their business can’t raise money from their bank.

Ifit is a sufficiently good business, anyone should be willing to give them
money, and business angels are usually of last resort.” (BA24, 11/4/96)
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However, another BA expressed his dislike of early stage investments:

«] prefer established businesses because they have entrepreneurs that are
committed to it and have gone through the tough times and stuck with it.
Besides, I am not really looking for high risk, high return investments, I
don’t need that type of risk or that type of return. I already have more
than enough funds, so if I were to double my assets, it wouldn’t make any
difference to my lifestyle.” (BA20, 29/3/96)

Despite this divergence, most BAs preferred non-established firms. Chart 4.6 shows that

30% of BAs invested in start-up firms and 35% in early stage firms.

Chart 4.6 - The Stage of the Investee Firms in this Study per Investor Type*
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* Note: the postal questionnaire specifically asked respondents to preferably discuss a start-up/early
stage investment (which is why there is no significant difference between the two investor
types in this sample). Thus, these data on the investment stages are especially not
representative of typical VC investments.

Contrary to BAs, the majority of VCs do not invest in start-up and early stage firms, and
When they do (as is shown in Chart 4.6) these firms are much larger than those of BAs
(as is shown in Chart 4.7). This may add limited support to the concern (mentioned in
Chapter 3.4.6) that BAs and VCs may hold different views of the typical stages a
Company’s development. Indeed, the average corporate value of firms funded by BAs
Was £288,819 (median: £200,000) (£625,659 including five outliers), whilst it was

£3,254,936 (median: £1,537,000) for VCs.
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Chart 4.7 - Full Corporate Value of the Investee Firms*
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* The difference between the means of the investor types is statistically significant at the <1% level.
(Each firm’s corporate value was calculated by dividing each investor’s investment value by their equity
percentage in the firm)

Due to the early stage emphasis of this research study, many VC funds listed in The
Venture Capital Report Guide to Venture Capital in the UK & Europe (Cary, 1995) had
to be omitted from the study. In fact, many of the 15 VCs interviewed expressed surprise
that I was able to find any VCs at all (apart from them) who were not exclusively
involved in later-stage investments and MBOs. Actually, only a few of the VCs
interviewed specialise in early stage investments, whilst most in this survey elect to
invest across the range. Most of these firms prefer not to invest in too many early stage
fims, especially when the investment fund has been established for some years and the
funds realisation is not too far away. One VC summed this up:

“The stage that we prefer to invest in really depends on the life of the

fund. In the early years of a new fund, we will consider many more early

stage investments than later on. You could start another fund for early

stage investments, but then you get a conflict of interest deciding what

fund to put the investment into, so people tend not to do that.” (VCS5,

6/6/96)

F“l'thermore, as was addressed in Chapter 1.1.2(D), many of the VCs interviewed stated

that early stage deals were unattractive to them for a number of reasons, including their:
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dispmponionately large appraisal costs, more difficult profit generating opportunities,
poor trackrecords, smaller size relative to larger funds, heavy reliance upon one person

(emreprencur), and the VCs’ inexperience with these types of investments.

The literature in the UK and the US also acknowledges the BA’s preference for investing
in seed, start-up, and early stage ventures (Freear & Wetzel, 1989; Mason & Harrison
1996b). In fact, the stage of financing can be a very important non-financial
consideration factor for BAs willing to invest (Freear et al., 1994a) and BAs become less
likely to pursue investment in a firm as its size (i.e. sales and employees) increases
(Wetzel & Wilson, 1985). UK evidence shows that around 50-60% of BAs invest in
start-ups, or other early stage ventures (Mason & Sackett, 1996; Mason & Harrison,
1996b), which is similar to the 55-72% found in the US (Freear et al., 1995b; Freear &
Wetzel, 1989, 1991; Haar et al., 1988; Aram, 1989). However, in Sweden, Landstrom

(1993) found that BAs prefer to finance established firms.

Compared to BAs, VCs in both the UK and the US literature have a lower propensity to
finance non-established firms (Freear & Wetzel, 1990; Wetzel, 1996; Woolfman, 1993,
Ehrlich et al., 1994; Haar et al., 1988, Freear et al., 1995b) and appear to have a shorter
exit horizon and more risk aversion than BAs (Freear & Wetzel, 1990). However,
Sapienza et al. (1996) found in their research sample that VCs in the US tend to have a
higher percentage of early stage ventures (43%) than VCs in the UK (27%). However,
this Percentage for VC investors in the UK appe;\xs very high since the Bank of England

(1996) found that only 4% of VC funds in the UK are invested in early stage ventures.
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pAs and VCs tend to serve different stages of firms and distinctly different size
categories of growth firms (Wetzel & Wilson, 1985), as was shown in Chapter 1. Freear
¢t al. (1991) found in the US that with respect to total company revenue, 32% of VC-
funded firms estimated revenues between $5-20M, as opposed to only 16% of BA-
funded firms. Chart 4.7 also clarifies this relationship. Furthermore, although VCs in
this study were asked to, and did, give responseé based on their early stage investments,
the average corporate value of their ‘early stage’ deals still overwhelms that of the BAs.
This discrepancy probably increases if the more established ventures that VCs usually
fund are considered. These findings, therefore, indicate that BA and VC investors may
play a complimentary role in the funding of entrepreneurial firms, where BAs fund the
start-up ventures that VCs will eventually finance when they are more established (Freear
et al, 1995b). This was also echoed with some frustration by one of the BAs
interviewed:

“Venture capitalists will stand at the edge of the swimming pool with

you, let you and some other private investors jump in first to test the

waters, then once we are all swimming comfortably, the venture

capitalists will come in with one heck of a splash!” (BA14, 25/3/96)
Clearly, compared to BAs, VCs elect to finance ventures which are larger and more
established. This may imply that VCs tend to finance less risky firms, which may also be

more easily researched for funding purposes.

Now that the characteristics of the firms upon which due diligence is conducted have
been clarified, a closer look at different components of the due diligence process will be

Undertaken,
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44.2 - Sector Experience of Investor

The experience of the investors in the industry sector of the investee firm was measured
{o determine how strong an information base they have upon which to conduct due
giligence.  The results show that VCs have significantly more prior industry sector
experience than BAs, with 89% and 41% of the investors respectively claiming to have
ome’ or extensive’ experience, whilst 36% va the BAs and only 14% of the VCs
admitted to having no sector experience. Chart 4.8 depicts this. One possible
explanation may be that because VCs tend to specialise more than BAs, they also have
more experience. However, many of the BAs stated that they will invest in a firm if they
understand just the core/generic workings of the business, rather than the specific sector
area. One BA even stated his apathy about the industry sector: “Although I have
invested in widely differing markets, the companies all seem to have similar problems. I
don’t necessarily need experience in the (company’s sector), as long as I think that I can

add value.” (BA4, 16/2/96)

Chart 4.8 - Amount of Investor’s Experience in the Investee Firm’s Industry Sector*
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* The difference between the means of the investor types is statistically significant at the <1% level.

Since it has been well documented in the literature that BAs have a preference for

!Vesting in sectors in which they have experience (Harrison & Mason, 1990, 1992a;
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Mason et al,, 1991a), and that they believe this experience to be one of their most
jmportant investment contributions (Mason et al., 1995; Coveney, 1996), we might have

expected BAs to have high levels of experience in the industry sectors of the ventures

they finance.

However, there are a number of contrasting views on this in the literature. A number of
UK and US studies found that BAs possessed industry sector experience in only about
30-35% of their investments (Mason et al., 1995, Mason & Rogers, 1996; Kelly & Hay,
1996; Stevenson & Coveney, 1994; Haar et al.,, 1988) Yet, in the US, Wetzel (1983)
noted that BAs’ principal investment criterion was to invest in sectors they understood
well, Freear et al. (1995b) claim that BAs may tend to invest in fields with which they
are familiar, and Aram (1989) found that BAs tend to have worked in ventures similar to
the ones in which they invest. In Sweden, Landstrom (1995) found that BAs’ investment
decisions relate highly to their familiarity with the venture’s sector, whilst in Canada,
MacDonald (1991) claims that two-thirds of BAs who were entrepreneurs invest in the
same industry in which they founded a company. These contrasting views are even
evident in BA/VC comparison literature. Ehrlich et al. (1994) claim that both BAs and
VCs prefer to fund ventures in which they have experience, whilst Haar et al. (1988)

found that this is much less appealing to BAs.

In contrast to the BA reseach, the literature supports the findings that VCs have
Eperience in the sectors in which they invest. This may be for different reasons.
Bygrave & Timmons (1986) believe that this is due to higher levels of VC specialisation

Sthe technology of their investee firms becomes more complex, whilst Sapienza et al.
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(1996) contend that this experience allows the VC to add more value to the investee firm.
However, Norton (1995) believes it might be for reputation reasons, as was documented
in Chapter 2. He states:
“By examining only those deals related to the general partner’s expertise,
efforts are better focused on uncovering and examining deals in which the
general partner has an information and skill advantage. Venture
capitalists increase their reputation capital in the venture community by
their expertise in certain technologies and industries.” (p.21)
Clearly, VCs have higher levels of experience than BAs in the industry sectors of their

investee firms. This may give them a higher knowledge base from which to conduct

more thorough due diligence.

44.3 - Sector Research by Investor

The amount of research an investor conducts in the investee firm’s industry sector should
render a good indication of how much due diligence that investor employs. The results
show that VCs conduct a significantly greater amount of sector research than BAs, with
48% of VCs and only 15% of BAs doing ‘extensive’ research. In total 89% of VCs and
50% of BAs perform ‘some’ or ‘extensive’ research, whilst 2% and 20% respectively
admit to no research at all, as Chart 4.9 shows. This difference is especially meaningful
if we consider that VCs have significantly more experience in the sectors (i.e. they might

Specialise in the sector) and, therefore, might not need to conduct as much sector

Tesearch,
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Chart 4.9 - Amount of Research Investor Conducted on Investee Firm’s Industry Sector*
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* The difference between the means of the investor types is statistically significant at the <1% level.

Many of the BAs stated that they did very little research and most of them greatly
regretted not doing so. One BA said “T did very marginal research; research would be a
very grand word to use!” (BA1S5, 25/3/96) Instead, many BAs relied blindly on the
projections that the entrepreneur put in front of them. One BA stated:

“I let the entrepreneur do the research for us. I probably didn’t do enough

research into the potential sales figures because I was led on by the fact

that I thoroughly enjoyed the subject matter and wanted to go into the

market anyway. I just went on a feeling. I sadly regard it now as a

learning curve, this soiled investment turned out to be a rather expensive

training course.” (BA10, 19/3/96)
In contrast, the VCs interviewed detailed their sector research efforts extensively and
many of them mentioned that they often shared this responsibility with other VC firms
with whom they co-invest. Many of the VCs claimed that they had many contacts across
number of industries with whom they always check before making an investment. An
ademic in the field said:

“Venture capitalists get on the phone and they then talk through the

infrastructure and gather lots of ‘scuttlebutty’ information. They sit at the

Centre of these networks and they swap and gather these bits of
information. What they pick up is not what you can rationally put
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together, and they pick up all these little bits and this helps them to gain a
feel for the business.” (AC2, 31/5/96)

[ndeed, as one VC stated, all VCs are qualified for this:

“We actually employ people who are used to digging this type of
information out. Practically everyone here on early stage stuff is an ex-
consultant, ex-MBA, and used to looking at markets and competitors and
are specifically recruited for that kind of purpose.” (VC2, 5/6/96)

These qualifications were also witnessed in the education levels of the VCs in Chapter

422

Although the BA literature mentions little about the investor’s research practices, Mason
& Harrison (1995) also found in a UK study that BAs “act independently, confident in
their own ability to make good decisions, place considerable emphasis on the need to
understand the investee business and rely more on instincts and character than on
research.” (p.36) Similarly in the US, studies have shown that BAs rarely rely on
professional advisors for research, electing to rely on trust in a few close referees instead
(Haar et al.,, 1988; Freear & Wetzel, 1991). However, Landstrom (1993) found that
Swedish BAs conduct serious independent evaluations. The literature also supported the

eXtensive use of information networks by VCs (Sweeting, 1991; Wright & Robbie,

1995).

Clearly, VCs conduct a significantly greater amount of industry sector research than

BAs, who tend to rely more on the information provided by the entrepreneur and on a gut

feeling‘
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444 - Extent of Pre-Investment Contact with Entrepreneur

When asked how many times the investor met with the entrepreneur before investing,
only 32% of BAs and 64% of VCs stated that they met more than five times, as Chart
4,10 shows. On average, BAs met their entrepreneurs 5.4 times (median: 4), whilst it

was 9.5 times (median: 6) for the VCs.

Chart 4.10 - Number of Times Investor Seriously Met Entrepreneur Before Investing*
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* The difference between the means of the investor types is statistically significant at the <1% level.

Thus, VCs have significantly more pre-investment contact with their investee firms.
This may partially be because of the VCs’ longer and more extensive investment process.
The interviews also highlighted that BAs usually only meet an entrepreneur if they are
considering an investment opportunity seriously, whilst for VCs this may not mean
serious consideration, but just an early stage in the vetting process. One BA even
admitted during the interview: “I never met the entrepreneur, I talked to him on the
Phone twice,” (BAS, 16/2/96) In stark contrast to this, one VC stated: “We worked with
them (the investee firm) for six months before we invested” (VC11, 10/6/96), and

taimed to have met the entrepreneurs countless times to screen them:
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“We usually split up the people (entrepreneurs) so that we can talk to
them one-to-one because ultimately we try to evaluate the people and how
they work, and sometimes they don’t say the same thing when they are
infront of a co-entrepreneur.” (VC11, 10/6/96)
To date, no literature details the amount of pre-investment contact that BAs and VCs

nave with their entrepreneurs. The literature only states that due diligence and

investment processes are shorter for BAs (Freear et al., 1991, 1995b).

(learly, compared to BAs, VCs have significantly more contact with their entrepreneurs

before they invest.

44.5 - Independent References on the Entrepreneur

To thoroughly assess the personal credibility of the entrepreneur, independent references
may be taken on the entrepreneur during the due diligence process. The results show that
over half of BAs (54%) take no independent references on the entrepreneur, whilst the
figure is only 6% for VCs. The interviews indicated that this 6% may be partially due to
VCs investing in entrepreneurs with whom they have previously grown another venture
(Wright et al., 1997). In addition, a meagre 8% of BAs and a healthy 71% of VCs take
three or more independent references. On average, BAs took 0.96 references (median:
0), whilst it was 4.2 references (median: 4) for the VCs. The results in Chart 4.11 clearly

show a startling difference between these two investor types.
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Chart4.11 - The Number of Independent References Taken on the Entrepreneur*
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* The difference between the means of the investor types is statistically significant at the <1% level.

The majority of the BAs interviewed stated that they met the entrepreneur a few times

and just went on gut feeling rather than getting independent references. Looking back on

their investments, this mistake was one of the major regrets for many. One BA jokingly

stated:

“I took a few references, but they were not very formalised. And I have
to say that this was one of my regrets actually. In one of my investments,
if I had checked out the individual, we would never have made the

investment.” (BAG, 23/2/96)

Others, however, didn’t feel the need to take references since the entrepreneur had been

referred by someone they trusted or it had already been backed by co-investors. One BA

even admitted: “The entrepreneur offered me some references, but I didn’t take them.”

(BA7, 23/2/96)

Cl'JIIVersely, VCs are usually meticulous in getting their references, some even claimed

tha they never get less than six. One VC expressed this care:

“Most references passed on by the entrepreneur are usually glowing. I
prefer to enquire about the companies that failed and ask people about the
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entrepreneur’s biggest weakness rather than his assets. This is much

more enlightening.” (VC7, 7/6/96)
The literature also states that BAs usually just rely on informal and intuitive judgements
on the entrepreneur, rather than on detailed investigation (Mason et al., 1995; Mason &
Harrison, 1991, 1993, 1995, 1996b). Mason & Harrison (1996b) found that only 33% of
BAs investigated the entrepreneur, contrasting the 46% found in this study. In addition,
BAs are more likely to operate independently and rely on themselves for information
(Fiet, 1991; Mason & Harrison, 1995). In fact, Fiet (1991) found that compared to VCs,
BAs trust networks much less as a means of getting information. With so much
information asymmetry in the funding of small ventures, Wetzel (1994) even advises that

both investors and entrepreneurs should take references on each other.

Clearly, independent references are yet another part of the due diligence process for

which VCs are more meticulous than BAs.

44.6 - Analysis of Financial Projections
In addition to gaining an impression of the industry sector and entrepreneurial due
diligence that investors conduct, this study wanted to assess to what degree the financial

figures of the investment proposals were analysed.

446 (A) - Use of Financial Projections
BAs and v were asked whether they calculated expected rates of return for their last
earl}'-Stage investment. As Chart 4.12 shows, only 30% of the BAs claimed to have

®Stimated return percentages, whilst the majority had not, and were unable to give return
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estimates- Yet, 90% of the VCs made these calculations and the financial measurements

most often used were IRRs, discounted cash flows, and sometimes NPVs (net present

values).

Chart 4.12 - Did the Investor Calculate the Investment’s Expected Rates of Return
Before Investing?*
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* The difference between the means of the investor types is statistically significant at the <1% level.

Many BAs stated that they had not based the investment decision even remotely on

financials, instead they trusted their gut feeling.

One BA stated: “I don’t use

percentages. If it does succeed, it goes big. When they go, they go!” (BA10, 19/3/96)

Whilst another BA stressed:

“In a situation where it is almost a new business, you can’t possibly know
what the returns will be or anything you put down on paper. I think it is a
mistake to get wrapped up in projections which are new, because with 30
kinds of independent data, none of which you can be confident are
accurate, the number of possibilities you have are millions. It is different
with MBOs of established businesses with track records.” (BA6, 23/2/96)

On the other hand, most VCs refused to say that they based their decision on gut feeling,

Instead stating it was based on rational evaluations of the entrepreneur and the business

toncepts of the investment, as their extensive due diligence outlined. Although some

VCs were sceptical of the validity of many financial projections, most did conduct
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fnancial analysis. One VC summed this up: “We almost always ignore the
entrepreneur’s financials and do our own. I can’t state that more strongly. We often

jgnore their numbers in these small early stage investments.” (VC12, 13/6/96)

44.6 (B) - Realism of Projections
Indeed, the lacking realism of entrepreneurs’ financial projections often troubles both BA
and VC investors. BAs often complained about unrealistic entrepreneurs over-inflating
small firm projections. One BA vented his frustration: “When I see an overoptimistic
business plan, I think: unrealistic, greedy, people - next proposal please.” (BAY,
15/3/96) However, even though BAs didn’t place much weight on these financial
projections, most stated that they had to be present in the business plan, if only to show
that the entrepreneur had thought about the business. One BA echoed this point:
“Cash flow projections are never going to be remotely realised, but they
do indicate what the potential might be and do point out the areas where
problems might be. You should be sure that the guy (entrepreneur) has
thought about it. He must have done them, but don’t rely on them.”
(BA10, 19/3/96)
VCs also viewed many of the entrepreneurs’ projections with a “sceptical eye” (BA17,
26/3/96), but seemed to place more emphasis on these calculations (es ecially the
p p
Projected cash flows) than BAs did. VCs felt that they must make the most of the
available information to best formulate a decision on whether to invest. One VC stated:
“We have to satisfy that the projections are credible, knowing that it is
very likely that what is projected will not turn out to be reality. But
remember that in saying that, all we know is that it will not be as they say,

it could be better, but usually it is worse. We have to accept a basis for
going forward.” (VC4, 6/6/96)
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146.C) - Gut Feeling
since BAS rely very little on financial projections and view them with severe suspicion,
hey claim to rely more on ‘gut feel’ to make the investment decision. One BA stated:
ot is about 70% just gut feeling and 30% financial analysis” (BA6, 23/2/96), whilst
another BA claimed that because he usually invested on gut feeling, it was like “Putting
your finger in the air and hoping that the wind is blowing in the right direction.” (BA1,
14/12/95) However, BAs rationalised their emphasis on gut feel by stating that it is
pased on many years of experience in, and empathy with, the entrepreneurial field: “The
decision was primarily a gut feeling for the principals of the business. I could see a lot in

them that I could see in myself perhaps 20 years ago.” (BA21, 2/4/96)

Conversely, almost all VCs claimed that “gut feeling shouldn’t enter into (the investment
decision)” (VC13, 13/6/96) and “‘gut feeling is temptation to follow your own ego, which
can be very dangerous.” (VC7, 7/6/96) Instead, VCs stated that their decisions were
almost completely based on comprehensive due diligence. As was predicted using
agency theory in Chapter 2, VCs clearly have to base their investment decisions on hard
and verifiable facts in order to show investment competence to their fund providers. Not
suprisingly, none of the VCs admitted to using gut feel. One VC exclaimed:

“We just can’t invest on gut feeling alone, everything has to be checked

out. If something does not check out, we have checks and balances in our

organisation that will ensure that the deal is cut. That is probably the big

fiifference with a business angel, no one person can make the decision to
Invest, whereas a business angel can.” (VC14, 17/6/96)
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However, one BA remarked that VCs may also not rely on gut feel for their investment
decisions because they do not have the entrepreneurial background with which to make

quch intuitive judgements.

The literature lends support to these empirical findings. Both in the US and the UK, BAs
tend to invest in an opportunistic, rather than a scientific way, rely much on gut feeling,
and do not calculate IRRs, payback, and the like (Timmons, 1990; Baty, 1991; KPMG,
1992; Mason & Harrison, 1996b). However, Coveney (1996) found that 85% of BAs
considered their investment decision to be ruled by their ‘Head’, rather than by their
‘Heart’. However, the ambiguous wording of this ‘Head/Heart’ question on Coveney’s
(1996) postal questionnaire, and the lack of additional interview data on the question,
might explain this unusual (quantitative) result. The VC literature also acknowledges the
VC’s extensive use of financial projections. In fact, Hall (1988) found that 93% of VCs
evaluate investment proposals in terms of internal rates of return (IRRs), and others also

utilised sensitivity analyses (Hall, 1988; Wright & Robbie, 1996).

Compared to BAs, therefore, VCs tend to rely much less on gut feeling and elect to
conduct more thorough analyses of an investee firm’s financial projections as part of the

due diligence process, and, thus, as a basis for the investment decision.

44.7 - Business Plan Comprehensiveness Demanded Before Investment
Since entrepreneurial ventures are usually at an early stage of development, it is unlikely
that all the relevant factors which need discussion in a business plan can be thoroughly

and convincingly addressed (Rea, 1989). Therefore, investors were asked to discuss their
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aitudes towards this problem and whether they rectify it before investing. The results
show that BAs are usually not turned off by business plans which are incomplete and do
not put @ stringent requirement on the entrepreneur to fully work out the incomplete
factors before investment. Two of the BAs even stated that there was no business plan

pefore they invested in their investee firms.

However, VCs want all the uncertainties fully addressed and worked out as well as
possible by the entrepreneur before funding. One VC remarked upon a common practice
amongst VCs: “(The entrepreneur and I) both worked on the business plan so that we
were both happy with it.” (VC10, 10/6/96) This requirement for a meticulous business
plan may be because VCs want to show their fund providers that every care was taken in
selecting an investment. Thorough business plans and their projections can then also be

used as means of monitoring the entrepreneur’s progress in growing the venture.

In the scarce literature on this topic there appears to be some contrast. Both Haar et al.
(1988) and Landstrom (1993) found that BAs do not require as thorough a business plan
as VCs, whilst Mason & Harrison (1994) stress that BAs do require a detailed business
plan which is fully worked out. Furthermore, Aram (1989) found that BAs who invest
more often and in earlier stage firms tend to demand more detailed business plans. VCs,
however, rely heavily on well detailed business plans as valuable sources of information

(Wright & Robbie, 1996).

Clearly, compared to BAs, VCs tend to demand more thorough business plans from their

®lirepreneurs before they invest. This requirement gives VCs a more ‘worked out’
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enario of the factors that can affect the venture’s performance and shows that VCs

require @ higher level of due diligence than BAs before they invest.

44.8- Research Costs Incurred
The investors in the sample were also asked how much in research/due diligence
expenses they incurred on their last early stage deal. The results show that 83% of BAs
and 36.3% of VCs claimed that they did not incur any research expenses. For these VCs,
this may imply that in addition to their normal staff and office expenses, they did not
incur additional outside research costs which are not covered by their administrative
budget. However, for BAs, the size of their investments often does not make it
financially economical to conduct extensive research and the cost of outside assistance
can be prohibitive. KPMG (1992) found in Scotland that “(BA) deals are simple with a
minimum of due diligence which means low cost deals.” (p.41) One BA in this study
noted:

“What puts people off from these types of investments is the active due

diligence that is needed - how do you check these people out, and the cost

of doing it. Most (BAs) can’t afford to do it themselves and the little

company they are investing in doesn’t want to finance it either. You have

to decide about your own personal due diligence - am I prepared to put

my money in and go with my gut feeling, because that is ultimately what

itis. There are a lot of solicitors and accountants on the circuit now.

They are always saying: you should use a professional accountant, you

should use a solicitor to do your due diligence. But nobody does, there

are too many, we can’t afford to pay for them all. It is really a ‘do it

yourself® thing.” (BA11, 19/3/96)
However, only a few BAs do perform this themselves. As Chart 4.13 shows, only 11%

of BAs spent £1,000 or more on research costs, with only one spending up to £5,000.

H°WeVer, 63% of VCs spent £1,000 or over, with 37% spending £10,000 or over, and
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even 4% spending £100,000. On average, BAs spent £206 (median: £0) on research,
whilst VCs spent £12,000 (median: £3,000). These differences are statistically

significant at the <1% level.

Chart 4.13 - Total Research Costs Incurred in the Investment Deal*
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* The difference between the means of the investor types is statistically significant at the <1% level.
However if these costs are taken as a proportion of the total amount invested, then the difference is only
statistically significant at the <10% level (p=.057).

Since many of the due diligence costs are fixed regardless of the size of investment and
VCs invest significantly more per investment than BAs, these research costs were also
computed as a proportion of the invested amount to determine whether VCs also spend
more than BAs proportionately. On average, BAs spent 0.67% (median: 0%) of their
investment on research, whilst for VCs it was 1.3% (median: 0.5%). Interestingly, out of
those who do spend on research (17% of BAs and 64% of VCs), BAs, on average, spend
398% of their investment, whilst VCs spend 2%. However, the results still show a
Significant  difference between the two investors at the <10% significance level
(p=0.057). This means that as a proportion of their total investment, VCs, on the whole,
stll spend significantly more on research than BAs. However, the actual average due

diligence cost for an investment may be even greater because as one VC stated: “We

shared the due diligence with another venture capitalist co-investor.” (VC8, 7/6/97)
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The literature is almost non-existent on the due diligence costs of BAs or VCs.
However, Mason & Harrison (1996a) do point out that the evaluation costs (i.e. initial
accountancy and legal fees) and monitoring costs are a significant fixed cost element that
are unlikely to be less than £50-70,000, regardless of investment size. In fact, one of the
V(s stated: “After the initial negotiations, we did £50-60,000 in due diligence.” (VC15,

19/6/96) This highlights why it is often not cost-effective for VCs to invest in small

firms.

Clearly, VCs incur greater due diligence expenses than BAs, even as an average

proportion of their investment amount.

44.9 - Documentation by Investor
As another indication of how thoroughly investors conduct the due diligence process,
they were asked if they tend to document their research and their investment decision
process. None of the BAs stated that they documented their analyses or decisions, whilst
the VCs stated that they are required to do so by the UK’s Financial Services Act 1986,
8 was documented in Chapter 2.2.5(B)(i). One VC stated:

“Business angels don’t feel obliged, I imagine, to carry out the same sort

of formal due diligence because they don’t get IMRO (Investment

Management Regulatory Organisation) visits. IMRO is a financial

regulator who goes through our files to make sure that we are doing

proper due diligence and valuation, and it is properly recorded.” (VCS,

6/6/96)

VG, therefore, keep accurate records from the time leading up to the investment

Gecision tha are checked by a financial regulatory organisation to ensure that proper due
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diligence was conducted before they invested their fund providers’ money. Due to these
requirements and their responsibilities to the fund providers, VCs tend to have firm-wide

policies for screening and due diligence.

The VC’s documentation of the due diligence process may be another indication that

yCs conduct a more thorough analysis of prospective investments.

44.10 - Size of Investor’s Decision-Making Group

Another measure of how thoroughly the investor verified the viability of an investment
proposal may be the number of additional people the investor consulted before investing
in the venture. In the BAs’ case, this would include spouses, family members, friends,
accountants and lawyers. Whereas for the VC this would include the total number of
people on the VC firm’s investment committee minus the investor surveyed. Also note
that in addition to the investment committee members, a number of other people in the
VC firm, as well as referrers and industry associates, may also appraise the investment

opportunity.

The results show that BAs consult with significantly less people than VCs. In fact, 11%
of BAs did not consult anyone, whilst only 4% of VCs did not. Furthermore, only 47%
of BAs and 81% of VCs consulted three or more people, as Chart 4.14 shows. On

average, BAs consulted 3 (median: 2) other people, whilst this was 5.4 (median: 4) for

the VCs,
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Chart 4.14 - The Number of People the Investor Consulted Before Making the
Investment Decision*
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* The difference between the means of the investor types is statistically significant at the <1% level.

Possibly because BAs are only accountable to themselves for their financing activity,
they tend to invest rather independently. One BA summed this up: “I work mostly on
gut feel. I sometimes show my accountant, but you pay accountants to be pessimistic,

not optimistic - to keep you in line.” (BA1S5, 25/6/96)

VCs, however, have an obligation to invest prudently and so can not make the
investment decision without having it approved by an investment committee, which
every VC firm has. In VC firms the funding decision must be approved by senior
members of the firm, whereas, for instance, in a bank a junior member (a loan officer)
often has that power to some degree (Hisrich & Jankowicz, 1990). Of course, such a
tommittee may also be a means of spreading the accountability for a particular
investment decision. One VC described the structure of an investment committee:

“Once the deal is accepted (for due diligence) we appoint an Approval

Committee, consisting of three senior directors of the firm, who meet

about 2-3 times during the due diligence process. Then the director

supporting the proposal argues for it and another committee, the

Investment Committee, which has an external chairman, has the final say
- a final sanity check before the investment.” (VC15, 25/4/96)
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Although no similar comparison study has been conducted, the BA and VC literature
provide a little support to these investor findings. In the US, Freear & Wetzel (1991)
found that 84% of BAs rely solely on their own investment evaluations, whilst
Landstrom (1993) found that 53% of Swedish BAs did so. In the UK, Harrison & Mason
(1992b) found that over two-thirds of BAs usually, or always, make investment decisions
independently, and just under two-thirds stated that they were rarely or never influenced
by recommendations from others. Indeed, Freear et al. (1995b) hypothesise that the
investment deliberation process is shorter for BAs than VCs because BAs have a smaller

number of people involved in the decision process.

Assuming that most people in a VC firm are consulted about an investment proposal,
Gorman & Sahlman (1989) found that the median number of partners in a US VC firm is
four. Whilst, in the UK, Murray (1995a) states that the median number of VC

investment professionals is seven.

Although the BAs in this study appeared to consult more with others than BAs in past
studies, the stark differences between BAs and VCs are still just as apparent. Clearly,
VCs consult more people about an investment proposal than BAs before taking the

nvestment decision.

44.11- Length of Investment Process
Assuming that those investors conducting a more thorough due diligence process will
take longer to reach an investment decision, the investors were asked the total length of

their investment process (from first seeing the investment to signing the cheque for the

224



funds) and the length of time between first meeting the venture’s entrepreneur and the
gecision (in principle) to invest.

The total length of the investment process was significantly longer for VCs than for BAs,
with each taking on average 19.9 weeks (median: 16) and 14.8 weeks (median: 12)
respectively. In particular, 54% of the VC deals and 25% of the BA deals took 16 weeks

or longer, as Chart 4.15 shows.

Chart 4.15 - The Total Length of the Investment Process*
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When asked how long it took from first meeting the entrepreneur to an investment
decision (in principle), VCs again took longer than the BAs, with each taking on average
123 weeks (median: 8) and 8.8 weeks (median: 4.5) respectively. Indeed, 39% of the

VCs and 27% of the BAs took 11 weeks or more, as Chart 4.16 shows.
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Chart 416 - Time From First Meeting Entrepreneur to Decision (In Principle) to Invest*
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* The difference between the means of the investor types is statistically significant at the <5% level.

BAs interviewed agreed that time was of the essence and only so much due diligence
could be done, so why waste time getting more information when you could be following
your gut feeling and actually making the investment and running the firm. One BA

echoed this:

“There is no substitute for saying: I have got 80% of the data that I need, I
will have to trust the other 20% since it will take another two years to get
the other 20%. By then the window will have closed on the opportunity.
If you want to feel that you have belt and braces on everything you do,
then you should not be in these kind of operations, you should work for
the government or something.” (BA12, 22/3/96)

VCs, however, felt that drawing out the investment process when funding early stage

fims with no trackrecord was wise. One VC summed this up:

“Early stage investments usually take longer because there is no track
record, lots of things to check and sub-contract. To an extent the process
is deliberately strung out, we want to sit beside these guys (the
entrepreneurs) to see how they behave when things get stressful. Just get
comfortable with them, because once you invest, you are stuck with it for
4-5 years. Chances are you are going to be on the board of the thing and
it won’t go like the business plan and chances are we are going to fall off
somewhere along the line, so you have to be comfortable with these
guys.” (VC15, 19/6/96)
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One VC even stated that he conducted four years of due diligence on a small risky start-

yp firm before he invested.

The literature supports that BAs reach an investment decision quicker than VCs,
primari]y due to their less thorough evaluation of potential investments (Timmons, 1990;
Baty, 1991; Mason & Harrison, 1994, 1996b). In the UK, BAs and VCs have not been
directly compared on this dimension, but Mason et al. (1995) found that the investment
time of BAs is significantly less than that of financial institutions, with 48% of BAs
taking less than a month from first meeting the entrepreneur to deciding (in principle) to
invest, whilst 85% of the BAs took less than 3 months. For this study, the figures are
50% and 83% of BAs respectively. In the US, Wetzel & Freear (1994) found that the
medium time from first meeting the entrepreneur to the actual investment was 2.5 and
45 months respectively for BAs and VCs, and that it takes longer to meet with a
managing partner of a VC firm (1.75 months) than with a BA (1 month). Similarly,
Freear et al. (1990) found that the medium time between first meeting and receipt of
funds was 2.5 and 4.5 months respectively for entrepreneurs funded by BAs and VCs.
However, Carter & Van Auken (1994) found that it takes a VC only 8.91 weeks from

seeing the initial proposed presentation to the decision to invest in a firm.

Clearly, VCs take much longer in the investment process than BAs. This may be due to
the greater amount of (time-consuming) due diligence the VC undertakes and also due to
intentiona] prolonging of the investment process as a means of further entrepreneur
Observation and due diligence. Not surprisingly, a common criticism of VCs is the

Mount of time they take to finalise details and funding (Bank of England, 1996).
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Summary

[n this section the empirical results have shown that for each one of the dozen variables
used to measure the due diligence processes of BAs and VCs, VCs conduct significantly
more due diligence than BAs (see Table 4.2). Particularly, compared to BAs, VCs:
invest in larger firms, have more sector experience, conduct more sector research, meet
the entrepreneur more often before investing, take more independent references on the
entreprencur, analyse the financials more thoroughly, demand a more comprehensive
pusiness plan from the entrepreneur, incur more research costs (as a percentage of
invested amount), document their investment process more, consult more people before

investment, and take longer to invest.

This evidence is clearly in line with what was hypothesised in Chapter 2 by comparing
the two theoretical approaches for dealing with potential agency problems. Thus, we

may conclude that the following is probably true:

Hypothesis 3 - VCs conduct more pre-investment due diligence than BAs

Apparently, although the literature has assumed that the entire professional careers of
BAs have prepared them to conduct due diligence (Freear et al., 1992a), BAs in the UK
tend to be less sophisticated and more ad hoc in their due diligence activities than VCs
and possibly BAs in other countries. Since, unlike VCs, BAs are not accountable to
others for their investment decisions, they can invest on a gut feeling rather than based

o1 comprehensive research.
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A summary of the due diligence measures is given in Table 4.2,

Table 4.2 - Summary of the Due Diligence Differences Between BAs and VCs

(in weeks)

— Statistical
BAs’ | VCs’ , , | Significance Level
Due Diligence Measures Mean | Mean gf;* ;//(l’;s* of Differences
between Investors
gize of firms funded (corporate value) |£288,819| £3.2M | 2,346K | 5,505K | More for VC at <1%
sector experience of the investor? 2.83 22 | 105 | .93 | More for VCat<1%
sector research conducted by 2.5 1.6 .97 .72 | More for VC at <1%
investor?
Times met the entrepreneur before 5.4 9.5 5.61 7.88 | More for VC at <1%
investing
Number of independent references .96 4.2 1.80 | 3.49 | More for VC at <1%
taken on the entrepreneur
Calculation of expected rates of 31.6% | 90.4% | 46 .29 | More for VC at <1%
return before investing? (% yes)
Documentation of the investment - - --- | More for VC (based on
process qualitative data)
Comprehensiveness of business -—-- - --- | More for VC (based on
plan demanded qualitative data)
Cost of due diligence as a % of 67% 1.3% | 2.58 1.7 | More for VC at <10%
amount invested (average)
Number of people investor 3.0 4.4 2.68 | 244 | More for VC at <1%
consulted before investment
decision
Time from first meeting 8.8 12.3 | 128 12.9 | More for VC at <5%
entrepreneur to investment
decision (in weeks)
Time of total investment process 14.8 | 19.9 | 1597 | 13.64 | More for VC at <2.5%

These variables were rated on a 4 point likert scale (1=extensive, 4=none)

s
Note: §/D = Standard Deviation

To shed even more light on these findings, one additional, and more broadly applicable,

eplanation for this difference in due diligence procedures was identified in the

Interviews. 1In particular, some interviewees stated that individual VCs often conduct

Such extensive due diligence in order to protect themselves from blame in case an

investment turns sour, as was hinted to in Chapter 2.3.2(D). One VC echoed this when

be told me off.the-record (he actually made me stop the tape recorder) that VCs often
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over do’ due diligence to cover their backs and to sanitise the investment decision. He
mentioned that one of his past investments on which he had done the most due diligence
sctually didn’t turn out that well and this was related to a number of factors which could
not be covered by due diligence. He believed that due diligence can not assess all the
possible risks, but it is the best that you can do with what you are presented: “Just

covering your back is what due diligence is all about.” (Anonymous)

Conversely, the evidence shows that BAs make little attempt to reduce the negative
correlation of risk and return in the same manner that VCs do. This more ‘laissez faire’
approach unfortunately often had negative consequences. Many BAs confessed that they
had been naive concerning the due diligence and had experienced a steep learning curve
in their first BA investment: “With my first investment, I took too many things at face
value. I took the business plan at face value.” (BA12, 22/3/96) In particular, many BAs
regretted not conducting more research and taking a more realistic look at the
investments risks. One BA stated with some remorse:

“I should have done a lot more due diligence because a lot came out of

the woodwork in the balance sheet in a very short time which put the

business in a very different light and I would never have invested. Which

is venture capital’s risk. After years and years in the business, I should

kick myself for not doing that. If I had to do it again, I would have dug

deeper and not been in such a rush to put the money in.” (BA3, 14/2/96)
Clearly, BAs are more inexperienced investors than VCs and don’t have the same agency
Pressures, resources, or expertise to have placed themselves as high upon the ‘learning

curve of due diligence’ as VCs have. BAs, therefore, may follow their gut feeling and

fmotions more rather than unbiased research when making an investment.
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45- Multivariate Analysis of the Investor and Due Diligence Variables

To shed more light on the variables discussed in this chapter, this section will analyse
them in a logistic regression, as highlighted in Chapter 3.5.2. The resulting model may
then be used to classify and predict, based upon the characteristics of an investor’s
investment process, whether a certain investor is a BA or a VC. Those variables with the

greatest predictive power in making such a classification are also identified.

For this chapter, the resulting model, which has a prediction accuracy of 94.9%, reads:
z=-0115+.333 X, - .9239 X, +.0007 X, +.5417 X,-2.3798 X,

where the variables in order of greatest predictive power (p-values in parentheses) are:

X, = Number of unquoted investments done (.0003)

X, = Number of firms founded (.0004)

X, = Cost of due diligence (.0017)

X,=Number of independent references taken on the entrepreneur (.0019)

X = Sector research conducted by investor (1=extensive, 4=none) (.0019)

The resulting estimated probability of an investor being a VC =

-z

1+e

To test this model, an investor was chosen randomly from the database (number 42) and
this investor’s responses on the five model variables were inserted into the model
®uation. The investor’s ratings were as follows: X,= 5, X,= 3, X;= 0, X,= 0, X;= 2.
Punjng these into the equation, z = -5.8778, and the estimated probability of this investor

binga v = 0.2793%. Indeed, this investor was a BA.
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mterestingly’ notice the change in the probability of this investor being a VC (listed in
prackets) if this investor had: invested in one more unquoted investment (0.11%),
founded one less firm (0.42% ), taken one independent reference (0.2%). Of course, this
BA was a rather stereotypical BA and so lies on a relatively flat area of the logistic
regression Curve, resulting in only small probability changes when the variables change
(see Chart 3.4). A BA who is more similar to VCs (and has a z value closer to 0), will
render greater changes in probability (of being a VC) when the measurement variables

are slightly changed.

Another investor was also randomly picked (number 194) whose ratings were the
following: X;= 0, X,= 15, X,;= 10,000, X,= 4, X,= 2. Putting these into the equation, z =
9.3907, and the estimated probability of this investor being a VC = 99.99%. Indeed, this

investor was a VC.

But these predictions were made using variables which were included in the building of
the model. To further test the robustness of the model, 5 BA and 5 VC samples were
fandomly removed from the sample, so that a new model could be built.
Closely resembling the-original model, the new model reads:

=-3741 + .3558 X, - .9651 X, +.0006 X, + .4994 X, - 2.1704 X
$0,10 further determine the robustness of the model’s predictive ability, two of the ten

Omitteq investors were placed into the new model. The first investor (number 103) had
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the following ratings: X,= 2, X,= 0, X,;= 0, X,= 0, X;= 2. The resulting z = -4.0033, and
he estimated probability of being a VC = 0.69%. Indeed, this investor was a BA. The
second investor (number 167) had the following ratings: X,= 30, X,= 0, X,= 20,000, X =
2, X~ 1. The resulting z = 21.8765, and the estimated probability of being a VC =

99.99%. Indeed, this investor was a VC.

These logistic regressions have shown that the variables which contributed the most to
the overall differences between the two investor types (i.e. those with the greatest
predictive power) pertained to the characteristics of the investors, supporting the notion
that VCs are more professional investors (almost by definition) and BAs tend to be more
entrepreneurial. The next three variables of importance highlighted the higher degree of
due diligence conducted by VCs. This adds some support to the overall finding that VCs

conduct significantly more pre-investment research than BAs.
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46- Conclusion

This chapter has shown that BAs tend to have more entrepreneurial small business
experience than VCs, whilst the latter tend to have more investor experience. When
compared through the first few stages of the investment process, it is apparent that VCs
have greater deal origination and conduct more due diligence than BAs. This appears to
suggest that BAs may employ more of an incomplete contracts approach, whilst VCs

may employ more of a principal agent approach, to deal with potential agency problems.

Since BAs don’t have the additional agency pressure from fund providers to behave
competently and they invest their own money, BAs may take a less analytical approach
(ex ante) to investing. VCs, however, must show professional behaviour in the
investment process, and so may conduct more screening and due diligence as a means of
reducing potential agency risks more ex ante investment. One BA captured this
difference between investor types when he stated:

“My investment decision was made in more of an ‘upside down’ fashion

to that used by the venture capital industry. I rely less on the numbers,

but more on the subjective impression of the entrepreneur - it has to feel

right and I have to believe in it. I don’t have to be analytical, I can go on

instinct unlike the venture capitalist. I don’t have to rationalise my

investment decision to a boss at the end of the day.” (BA6, 23/2/96)

Inthe next chapter, the investors’ investment criteria will be analysed to determine which

variables attracted BAs and VCs to fund their respective investments.
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Chapter Five

N

Testing the Research Hypotheses:

Investment Criteria Differences Between BAs and VCs

Introduction

To shed more light on the due diligence process which has just been reviewed and
provide further support for the hypothesised notion that BAs and VCs may use different
approaches to deal with potential agency costs, this chapter will analyse the investors’
investment criteria. These criteria are the actual characteristics of the investments that
attracted the investors to invest. It is these factors of attraction (such as the
entrepreneur’s expertise, or a market’s growth potential) which initially tempt the
investor and are later verified in the due diligence stage. Once verified, these criteria will
be reviewed again to render a possible investment decision. Of course, each investor is
influenced differently by personal criteria and investment characteristics. The main
focus of this section, therefore, will be to conduct a detailed comparison of a number of
these investment preferences to determine how they differ between BAs and VCs. Thus,

the fourth hypothesis will be addressed:
Hypothesis 4: BAs Place More Emphasis on Investment Criteria Related to Ex-

Post Involvement and VCs Place More Emphasis on Investment

Criteria Related to Initial Screening
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The analysis of the investors’ investment preferences and criteria will be undertaken over

the following sections:

5.1 - Investment Motivations

5.2 - Stages of the Investment Process

5.3 - Overall Ranking of Investment Criteria Within Each Investor Group.

54- Comparison of Particular Investment Criteria Between Investor Groups

5.5 - Multivariate Analysis of the Investment Criteria

5.6 - Comparison of the Influential Investment Criteria of those Firms Funded to those
Firms Only Seriously Considered.

5.7 - Pre-Investment Hesitations of those Firms Funded

5.8 - Conclusion (Hypothesis 4)

5.1 - Investment Motivations

Since it was assumed that an investor’s motivation for investment influences that
investor’s investment criteria, both BAs and VCs were asked their main reason for
funding entrepreneurial firms. As might be expected, all the VCs responded that
financial profitability was their primary concern. BAs, however, were more varied in
their interview responses. Nevertheless, analysis of the BAs’ verbal replies clarified that
they it neatly into the three main categories of investment motivations identified in the
BA literature (and documented in Chapter 2): an opportunity for financial gains, to play a

Tole in the entrepreneurial process, and for non-financial factors. The 25 BAs
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iterviewed were also asked to rank five possible investment motivations on a

questionnaire, the results of which are shown in Table 5.1.

Table 5.1 - Ranking of Different Investment Motivations by the BAs Interviewed

BA Investment Motivations | Mean Ranking* (1-5) S/D** N
ba
Expected financial rewards 1.91 1.06 22
To play a role in the 2.32 0.99 22
entrepreneurial process

Fun and satisfaction 232 1.22 25
To create a job/income 3.19 1.28 16
Sense of social responsibility 4.00 1.04 14

* Note: Respondents ranked variables: 1 = most important motivation; 5 = least important motivation. **
§/D = Standard Deviation

Interestingly, most BAs believed that their motivations and criteria would be different
from other BAs, and were rather surprised to learn that other BAs had given similar

replies. The three investment motivations will now be addressed in turn.

Mason and Harrison’s (1995) comment: “Business angels are motivated first and
foremost by the opportunity for high capital appreciation” (p.36) was certainly supported
by most of the BAs interviewed. A few BAs structured an income stream into their
investment contract for their assistance provided, whilst most hoped to sell the

investment (i.e. through trade sale or stock listing) in the future to attain financial returns.

The second most influential motivation was to play a role in the entrepreneurial process.
One BA summed up this sentiment: “I want to be part of the entrepreneurial process.
Though my main motive is not financial, I don’t want to loose either though.”
(BA5,16/2/96) Indeed, many BAs spoke about the fun they have when investing in early

Stage firms. One BA stated: “I am an experienced uncle that the entrepreneurs can trust,
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1 am not in it for a fast buck. Besides, it is cheaper and more fun than buying a yacht”
(BA16, 26/3/96), whilst another said: “I enjoy investing in companies and getting
ivolved, it is a real buzz. I enjoy the pleasure of building companies, when it becomes
100 administrative and established, I get out.” (BA14, 25/3/96). Although investing is a
part-time activity for most BAs, for others, getting involved is the best alternative to
retirement. Some BAs complained that retirement was boring and that they wanted to

use their years of business experience to help entrepreneurial firms. One BA stated:

“I invested because I wanted something to do, because I found myself
walking around the streets looking at potholes and thinking of
complaining to the council about them, and that sort of nonsense. It just
gets yourself into such a state if you have been very active and all of a
sudden you don’t have anything to do. It is extremely hard to start up
again from zero (...) I am just interested in business, it’s the thing that
turns me on. (...) I don’t really have any hobbies. My hobby is getting up
in the morning and coming to work, I absolutely love it. I was unhappy
when I was retired. I am a worker and I happen to have some cash. I like
to help other people and get a tremendous buzz with this firm.” (BA19,
28/3/96)

Clearly, enjoying the involvement in the entrepreneurial process is the common element
amongst these BAs. One BA, in particular, summed up this enthusiastic attitude to
investing that many BAs take:

“] feel this is a fantastically exciting sport - seeing the potential new start-

ups, and get-ups, at a time of their development when they have made

their plans and brought themselves to presentations. Some laugh at the

idea of calling it a sport, but to me it seems like the gladiators in the

Coliseum fighting for favours with their working lives, against heavy

odds, for colossal rewards - and we can even join in.” (in a letter attached

to a postal questionnaire)

However, this yearning by BAs to get involved was seen by one VC as not being just for

fun: “Business angels are to some extent having fun and satisfying their egos. Most of
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these business angels have pretty high egos, but it is a worthwhile function they do, but it
sure as heck is not what venture capitalists do.” (VC15, 19/6/96)
Lastly, a number of BAs also mentioned non-financial factors as motivations. Altruism
was echoed by one BA: “ tend to be altruistic in my investments. It is more like: I was
Jucky to be successful in business, now I would like to pass those skills on to others who
also want to be successful in business.” (BA7, 23/3/96) Another BA was also heavily
influenced by altruism:

“My main motivation is to create jobs in the Devon area. I mean, I don’t

need the money, but I wouldn’t do it either if it didn’t make money.

When I was 18 I had to leave Devon to find a job, and how I hated doing

that, I wouldn’t want others to have to do that too.” (BA15, 25/3/96)
However, similar to what Mason et al. (1994) found in the UK, altruism did not strongly
motivate the BAs interviewed and tended to lack importance on the whole. Yet, the term
‘business angel’ conjures up the impression that altruism is a major investment
motivation. Therefore, most of the BAs interviewed believed the term to be a bit of a
misnomer, and some even resented its use. One BA complained: “It is not a term that I
particularly like. Angel implies that someone floats along and bestows money on people
and wonders off and disappears into the sunset.” (BA25, 18/4/96) Another BA stated:

“We are not all pure and good and don’t wear a halo, the trouble is that

we may be perceived as a divine person coming along to create miracles

when all other avenues are lost, rather as if you were parting the Red

Sea.” (BA16, 26/3/96)
Instead, one BA suggested that they be called: “Professional investors, or rather, not so

s 28 Yy

Professional investors!” (BA12, 22/3/96) However, others suggested a myriad of more
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serious alternatives: “private equity investor” (BA13, 25/3/96), “business uncle” (BA16,
26/3/96), “risk takers” (BA17, 26/3/96), “privateer” (BA17, 26/3/96), “business investor’
(BA20, 29/3/96), “pro vita investor” (BA22, 2/4/96), “risk capital investor” (BA22,

1/4/96), “business partner” (BA23, 3/4/96), and “business speculator” (BA23, 3/4/96).

vet, most BAs were not offended by the ‘business angel’ term, and do see some humour
init. One BA was asked towards the end of the interview what she did right after
making the unquoted investment, her reply was: “Not much, I was too busy polishing my

halo!” (BA24, 11/4/96)

Although BAs don’t really live up to the altruistic motivations suggested by their name,
their motivations consist of financial appreciation (most important), to play a role in the

entrepreneurial process, and for non-financial reasons.

5.2 - Stages of the Investment Process

Before an overall evaluation is undertaken of the investment criteria of BA and VC
investors, it should be mentioned that studies have found that different criteria have
different weights of influence at various stages of the investment process (Riding et al.,
1993; Mason & Rogers, 1996; Rigby, 1997). Although this study did not look at the
influence of factors at different stages, it is mentioned here as a note of interest. In fact, a
Stage study can only be undertaken if the researcher is with the investor throughout an

investment process, but getting such access is difficult and not possible on a large scale.
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Alternatively, a verbal protocol analysis can be conducted on the early stages of an
investment process to capture the initial screening variables (as done by Mason &
Rogers, 1996). In such a procedure, investors are asked to think aloud as they scan
investment opportunities. However, such an approach only measures preferences in the
carly stages, not the variables in actual investments completed. Rather, this study
concentrated on an overall evaluation of the factors and uses some of the qualitative
interview data to render insight into stages. Although the quantitative questionnaire only
captures the overall criteria, it employs the same technique used by two of the most cited

VC criteria articles in the literature, MacMillan et al. (1985, 1987).

In the BA literature, Mason & Rogers (1996) and Riding (1993) found that in the initial
screening stages of the investment process, the market and product are the most
important consideration, followed by the entrepreneur/management team and financial
considerations. Although the financials are in the initial stage of only secondary
importance, they increase with subsequent stages. This study also found this when one
of the BAs interviewed stated:
“These are the main criteria I invest on, in order: 1) the product in its
environment, 2) degree to which my skills add to the company, 3) my
reading of the entrepreneur, and 4) the financials, which are the last check
in the process.” (BA2/4/96)
However, this research study will capture the overall importance of each one of these

variables overall, rather than on a time line. This overall measurement of the criteria will

8ive a good impression of the factors entrepreneurs should have to attract funding.
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The meagre VC literature on this topic also found that the management team, like the
financials, is not of primary importance initially, but more critical later (Sweeting, 1991;
Hall & Hofer, 1993; Zacharakis & Meyer, 1995). However, the entrepreneur is still the
most important decision factor (MacMillan et al., 1985, 1987). Sandberg et al. (1987)
gven believe that the initial impressions of the venture’s feasibility influences a VC’s
subsequent evaluation of the entrepreneur. However, Rigby (1997) believes that the
entrepreneur is of primary importance in the initial screening stage. More research may

be warranted on this in the future.

Now that possible stage variations in the importance of some general investment criteria
have been highlighted, a thorough evaluation of the investors’ overall investment criteria

will be conducted.

5.3 - Overall Ranking of Investment Criteria Within Each Investor Group

This section will rank the various investment criteria in importance within each investor
group, quite independently of each other, whilst the following section (Chapter 5.4) will
directly compare the criteria between the two investor groups. However, the presentation
of the intra-group findings in this section is important because according to Sweeting
(1991) and Tyebjee & Bruno (1984) it demonstrates the heterogeneity within an investor

group. This will be explored further in Chapter 7.
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53.1 - The Overall Ranking of the BAs’ Investment Criteria

Inthe following table (Table 5.2) it is clear that, overall, the entrepreneur is the criterion
that most attracted BAs to the investment opportunities they actually funded. This was
followed by the Product/Market, and then by the financial factors. Although past studies
have not used such detailed criteria for each criteria group (i.e. entrepreneur,
market/product, etc.), they do support the overall relative importance of the different
groups identified in this study (Mason et al., 1995; Mason & Rogers, 1996; Stevenson &
Coveney, 1994). Furthermore, the interviews also support these quantitative results.
Notably, one factor usually does not commit a BA to an investment, rather it is a
combination of many. In fact, one BA stated: “I had enough ‘ticks’ in my mental picture
of what a company should look like, so I invested.” (BAS, 16/2/96) What now follows is

the relative ranking of attraction for each investment criterion rated by the BAs.
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Table 5.2 - Criteria that were Important in Attracting Business Angels to their Actual
Investments

+The following Criteria were Measured on a Likert Scale where 1 = very important; 5 = not important

BAs’ Investment Criteria Mean* Standard | Valid N
(in order of importance) Deviation
Enthusiasm of the entrepreneur(s) 1.31 54 143
Trustworthiness of the entrepreneur(s) 1.34 59 143
Product’s Sales Potential 1.49 .63 141
Expertise of the entrepreneur(s) 1.60 .80 141
Investor liked entrepreneur(s) upon meeting 1.67 92 141
Growth potential of the market 1.80 96 139
Quality of product 1.81 .83 132
Perceived financial rewards (for investor) 1.85 1.00 140
Niche Market 2.02 1.17 135
Trackrecord of the entrepreneur(s) 2.12 .96 138
Expected rate of return 225 1.07 136
Product’s informal competitive protection (know-how) 2.38 1.03 126
Investor’s involvement possible (contribute skills) 242 141 138
Investor’s strengths fill gaps in business 2.44 1.32 134
High margin of the business 247 1.13 132
Low overheads 2.48 1.14 134
Nature of competition 2.52 1.05 134
Ability to reach break-even without further funding 2.55 1.17 129
Low initial capital expenditures needed 2.56 1.22 128
Size of the investment 2.58 1.24 126
Product’s overall competitive position 2.61 1.24 110
Low initial cost to test the market 2.68 1.24 100
Venture is local (geographically close) 2.80 1.46 137
Investor understands the business/industry 2.88 1.45 136
Potential exit routes (potential liquidity) 2.88 1.34 138
(Potential) co-investors present 2.93 1.51 124
Product’s formal competitive protection (patents) 3.20 1.44 95

A ranking of these criteria in the VC context now follows.
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53.2 - The Overall Ranking of the VCs’ Investment Criteria
At first glance, the quantitative VC results in Table 5.3 give the impression that a certain
amount of similarity exists between the BA and VC rankings of investment criteria. VCs
also appear to be most attracted by the entrepreneur, then the product/market group,
although the financials appear to be more importént for them than for the BAs. As with
the BA literature, few VC studies exist which use such detailed criteria for each criteria
group. In fact, Sandberg et al. (1987) states:
“These researchers have tried to identify the criteria used by venture
capitalists. Some also have tried to assess the weighting attached to each
criterion. For the most part, though, these criteria have remained general
or vague (e.g., ‘the quality of management’).” (p.394)
However, the US literature supports the relative importance of the criteria groups found
in this study (MacMillan et al., 1985; Hall & Hofer, 1993; Tyebjee & Bruno, 1981).
Unfortunately, little such detailed research exists in the UK literature. What now follows

is the relative ranking of attraction for each investment criterion rated by the VCs.
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Table 5.3 - Criteria that were Important in Attracting Venture Capitalists to their Actual
Investments

+The following Criteria were Measured on a Likert Scale where 1 = very important; 5 = not important

VCs’ Investment Criteria Mean* Standard | Valid N
(in order of importance) Deviation
Trustworthiness of the entrepreneur(s) ‘ 1.29 56 118
Expertise of the entrepreneur(s) 1.34 .59 119
Enthusiasm of the entrepreneur(s) 1.36 .55 118
Perceived financial rewards (for the investor) 1.44 71 119
Product’s sales potential 1.57 72 118
Growth potential of the market 1.63 .86 117
Expected rate of return 1.75 .95 118
Track record of the entrepreneur(s) 1.80 1.04 118
Investor liked entrepreneur(s) upon meeting 1.81 95 119
Quality of product 1.93 .93 116
Product’s overall competitive protection 2.09 .98 114
Potential exit routes (potential liquidity) 2.19 1.02 118
Niche market 221 1.08 114
Product’s informal competitive protection (know-how) 2.26 1.06 110
High margins of the business 2.29 1.05 114
Nature of competition 2.36 1.01 117
Investor understands the business/industry 243 1.08 118
Investor’s involvement possible (contribute skills) 2.85 137 116
Ability to reach break-even without further funding 291 1.25 106
Product’s formal competitive protection (patents) 2.96 1.42 107
Low overheads 3.01 1.08 116
Low initial cost to test the market 3.21 1.14 104
Size of the investment 3.28 1.23 117
Low initial capital expenditures needed (i.e. on assets) 3.34 1.22 111
(Potential) co-investors present 3.37 1.53 106
Investor’s strengths fill gaps in business 3.47 1.20 111
Venture is local (geographically close) 3.65 1.44 115

Now that the rankings of the two investor types have been documented independently,

the investor groups will be compared for each investor criterion.
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54- Comparison of Particular Investment Criteria Between Investor Groups

gince little, if any, direct comparison research on the various investment criteria used by
BAs and VCs in the US and the UK exists, general comparisons between different BA
and VC studies (conducted independently, usually at different times, and in different
locations/countries) has given the impression to many academics that BAs and VCs use

similar investment criteria.

However, although it may be accurate to state that similarities exist for the general
criteria groupings between BAs and VCs, this is not the case for many of the specific
criteria, and so to equate all BA and VC investment criteria, as some past studies have
done, may be misleading. One VC accurately recognised these differences:

“Institutional investors are much more rigorous and our criteria are

tougher because we are doing the investment for only one reason, that is

to deliver returns to outside investors whose funds we manage. We

should not be making investments because we like working with or in a

business. Angel investors invest their own money and are entitled to, and

they probably, make investments based on very soft financial criteria.”

(VC4, 6/6/96)
To quell some of the uncertainty concerning the individual investment criteria

differences between BAs and VCs, a detailed comparison of the criteria will now be

undertaken between the two investor groups.
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54.1 - Entrepreneur(s)
The most important investment criteria identified on the quantitative questionnaire were
the characteristics of the entrepreneur. Both investor types also discussed these at length

during the interviews.

The majority of the BAs interviewed stated that the entrepreneur was the greatest
atraction that they had to the investment. It appeared that many had planned to work
with the entrepreneur for a number of future years and, therefore, wanted to make sure
that he/she was compatible and qualified. One BA stated: “We invest in people, not
sectors” (BA9, 15/3/96), whilst another commented: “It’s all people, if the people are
wrong, you don’t invest.” (BA13, 25/3/96). But in addition to choosing a qualified
entrepreneur to increase the chances of firm success, choosing one wisely to decrease
potential agency risks was also paramount. One BA stated:

“You need to have total confidence in the people. After all, what are you

doing? You are taking money out of your bank account and putting it in

theirs, and we all know that there are plenty of people around who would

run off with the money and profess this and that, and it becomes a terribly

expensive legal mess to un-wrangle it. It probably would not be

economically viable and there would be a lot of heartache and wasted

time and effort. You are really dealing with people.” (BA15, 25/3/96)
In addition, most BAs realised that a well balanced management team was often

impossible with firms at such an early stage of business formation, and believed that their

own skills might help to balance the team.

However, the VC results were less clear. Although the VCs rated the entrepreneur as

Most important on the postal questionnaire, the majority of their interview responses
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gave the impression they were primarily attracted to the concept/idea of the venture first
and foremost, and then the abilities and qualifications of the entrepreneur second.
However, this does not mean that the management quality was not important, it just
wasn’t the main motivating factor in many cases. One VC summed this up:

“Entrepreneurs are not who we end up backing generally. We usually

invest in technology-based businesses, it is more about the company

having an unique proprietary position in what it is doing, a good size

market opportunity with good growth prospects, less competition and a

very strong management team. The idea and competitive position are of

primary interest.” (VC10, 10/6/96)
One explanation may be that because the VCs interviewed were proportionately more
involved in technology investments than those in the postal questionnaire, they may
place more weight on technological concepts than entrepreneurs. Another reason may be
that many VCs believe that not enough well qualified entrepreneurs exist to fund and so
place more emphasis on the venture’s idea. Due to this management gap, VCs may then
actively recruit new or additional people to improve the quality of the venture’s
management team. Thus, whilst BAs prefer balancing a management team through their
own input, VCs elect to recruit new management, especially as the firm increases in size.
One VC stated:

“This company didn’t have a good management, but a great proprietary

technology, so we invested and eventually installed a new management

group. We were really attracted to the substance of the business and

thought we could overcome the management problem.” (VC1, 5/6/96)

One VC even stated that they invested in an inventor’s new idea and then “recruited

some people we knew and introduced them as the management of the company.” (VCS8,
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7/6/96) Another VC even commented that when investing in early stage companies,

recruiting management to run the company “is the only way to do it.” (VC3, 5/6/96)

The literature also supports the findings that BAs are more attracted to the
entrepreneurial qualities than VCs, who place more emphasis on the idea of the business
and recruitment when the venture lacks good ménagemem. The BAs’ primary concern
for the qualities of the entrepreneur (Stevenson & Coveney, 1994; Mason & Rogers,
1996; Freear et al., 1996), and the VCs’ willingness to invest in a good concept, despite a
weakness in the management team (Sweeting, 1991), are both well documented. Indeed,
the Government of Ontario (1990) concluded that “informal investors believe in their
entrepreneurs, while the formal investors are concerned about them.” (cited in Harrison
& Mason, 1992a, p.25) Furthermore, the VCs’ greater emphasis on recruiting new
management and changing the makeup of the team also received some attention in both
the US and UK literature (Ehrlich et al., 1994; Harrison & Mason, 1992a; Freear et al.,
1996; MacMillan et al., 1985). Rea (1989) even found that investment negotiations with
VCs have more success when the entrepreneur agrees to recruit talent gaps, whilst Atkin
& Esiri (1993) confirmed that BAs are less interested in funding a firm with such a

balanced management team.

However, both BAs and VCs agree that the entrepreneurial team is of paramount
importance (Tyebjee & Bruno, 1981; Mason et al,, 1995; Haar et al., 1988; Short &
Riding, 1989; Muzyka et al., 1995; Robinson, 1987). Perhaps only when VCs can not

find ventures with high quality entrepreneurs do they place less emphasis on the
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entrepreneur and more on recruiting a more balanced management team. One VC stated

the importance of the entrepreneur:

“What we would say is the key criteria, whether we stick to it is another
matter, is the quality of the management, i.e. the person. You could
produce any numbers, but unless you have someone to carry it out, it is
not too worthwhile.” (VCS5, 6/6/96)

The importance of management is also eloquently supported in the literature by

MacMillan et al. (1985) who note in their study:

“Five of the top ten most important criteria had to do with the
entrepreneur’s experience and personality. There is no question that
irrespective of the horse (product), horse races (market), or odds
(financial criteria), it is the jockey (entrepreneur) who fundamentally
determines whether the venture capitalists will place a bet at all.” (p.119)

Indeed, five of the top ten most important criteria for the BAs and VCs in this study

concerned the entrepreneur. Table 5.4 shows how these variables compared between the

investor types when rated on a postal questionnaire.

Table 5.4 - Importance of the Entrepreneur’s Characteristics as Investor Attractions to

the Investment

BAs’ VCs’ Statistical Significance

Entrepreneur’s Characteristics Mean* Mean* Level of Differences
(in order of BA attraction importance) between Investors

Enthusiasm 1.31 1.36 None
Trust 1.34 1.28 None
Expertise 1.6 1.34 | More for VC at <1% level
Liked upon meeting 1.66 1.81 | None
Track record 2.12 1.79 | More for VC at 1% level

*The Criteria were Measured on a Likert Scale where 1 = very important; 5 = not important

Clearly, the entrepreneur’s experience and trackrecord are the only two variables with

SiEﬂiﬁcantly more importance to the VC than the BA. Since these two variables are the
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only two tangible entrepreneurial characteristics listed, which can be supported and
documented with ‘hard data’, VCs may rely more on them than BAs in order to
qubstantiate their investment decision to their fund providers. Such a suggestion may be

supported by the agency theory presented in Chapter 2.

Since the entrepreneurial variables are of primary concern to BAs and VCs, each will be

briefly addressed.

The entrepreneur’s enthusiasm was the most important variable for BAs and the third for
the VCs. One BA stated: “The critical thing is whether the guy is really driven and

willing to work really hard. Those I am happy to back.” (BA10, 19/3/96).

But for the VCs, the entrepreneur’s trustworthiness was the most important investment
attraction, whilst it was second for the BAs. This “credibility of the management team”
(AC2, 31/5/96) is vital to both investors and one BA even stated: “My greatest concern is
the integrity of the entrepreneur. I have no interest getting in bed with somebody that I
can’t trust.” (BAS8, 23/2/96) Indeed, Coveney (1996) found that a lack of trust in

entrepreneurs curtailed the investment activity of both active and inactive BAs.

Concerning the entrepreneur’s expertise, a number of BAs expected the technical
eXpertise to be a given and, thus, considered the entrepreneur’s commercial expertise to
be most important. One BA stated: “The entrepreneur may be technically persuasive, but
he has to be commercially persuasive. Being a salesman is essential, and most

entrepreneurs are not.” (BAS, 16/2/96) However, many VCs were primarily interested in
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whether the entrepreneur had founded a firm before and had the necessary management
experience.  Dixon (1991) states that for VCs “the most important factors were
managerial experience in the particular }ndustry sector, and their marketing skills (...)
Management quality indicates the potential upside gains of a project, and the extent to

which the downside risk may be reduced.” (p.339)

Closely related to expertise, the entrepreneur’s trackrecord can give the impression of
whether he/she “will be able to do, and achieve, what they are saying that they will
achieve.” (VC4, 6/6/96). Indeed, one of the BAs stated his preference for funding older
entrepreneurs (45+) who tend to have a more realistic view of life than younger
entrepreneurs. He states: “at the end of the day, (the younger entrepreneurs) have never
really lived in the jungle. They think they have, but until they have really been in the
jungle, they are scared. They can’t appreciate what you are doing for them.” (BA9Y,

15/3/96)

The last variable, the degree to which the investor liked the entrepreneur upon meeting,
was important because it rendered an impression of how easy the entrepreneur would be
to work with. This was especially true for BAs, who prefer more hands-on involvement
in their investee firms. One BA stated: “It is all about chemistry. If you are more
toncerned about financial returns, you are better off not getting involved in the angel
scheme at all.” (BA16, 26/3/96), whilst another BA said: “I am financially secure and not
l°0king for aggravation so I would like to enjoy working with people I work with. I
Must get along with the principals of the firm.” (BA19, 28/3/96) On the other hand,

MacMillan et al. (1985) found in their US study that VCs cared little about whether the
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entrepreneur had a compatible personality, whilst other researchers found it was a

concern (Sapienza, 1989; Cable & Shane, 1997).

Lastly, respondents mentioned a number of other important entrepreneurial
characteristics. A few of the BAs and VCs preferred entrepreneurs who have put some
of their own savings into the venture. One BA felt that this was crucial because he
dislikes “guys that use us to fund their extravagant life style, they need to sacrifice a bit,
otherwise it turns me right off.” (BA10, 19/3/96). BAs also stated a preference for more
than one entrepreneur in the venture, since although ‘an ideal committee is a committee
of one” (BA20, 29/3/96), having “two brains is better than one.” (BAS5, 16/2/96) This
was not mentioned by the VCs probably because they are used to dealing with larger
ventures which have management teams. Finally, the heterogeneity of BAs’ investment
preferences was highlighted by one BA who stated:

“One of the things that I find most important is whether the

entrepreneur’s wife is supportive of the venture. If things on the business

front start to sour, I don’t want him to have trouble on both the home and

business fronts. I invested in a firm ten years ago with a solid

entrepreneur and wife team. Now he has retired and she is running the
whole show.” (in a letter attached to a postal questionnaire)

The attraction of the product/market investment criteria will now be evaluated.
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54,2 - Product/Market

gince a firm’s product and the market in which it is sold are quite closely related, this
research study combined the two variables into one section. During the interviews, the
BAs and VCs were asked what aspects related to the product/market attracted them most
to their last early stage investment. Their responses indicate that although the
entrepreneurial factors are still of foremost importance, the product and market are also a

serious COncern.

One of the primary requirements for BAs was the product’s presence and uniqueness in a
niche market. One BA stated: “The product has to be something that no-one else is
doing” (BA11, 19/3/96), whilst another said: “the products have to be unique, not ‘me-
too’ products.” (BA18, 27/3/96). In fact, a number of BAs mentioned that theme
restaurants were certainly something that they would not touch. However, the
uniqueness of the product often resulted from the product itself, or how it was marketed,
preferably in a niche market where the nature of competition would be a minor concern.
Many BAs claimed that the niche market did not have to be that large to make a profit,
although they preferred markets with growth potential. One BA described the market he
invested in: “It is a fragmented market that is growing, as the Americans would say: ‘get

tich on the niche’.”” (BA20, 29/3/96)
A number of BAs also preferred the presence of distribution channels: “If you have a

8ood product, but no distribution channel, you are whistling in the dark.” (BA12,

22/3/96) Yet, most BAs cared little about what the specific product was and the
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jmportance of the industry sector also appeared to be secondary, as one BA stated: “The

actual product doesn’t matter too much, you can always learn about it.” (BA14, 25/3/96)

Like the BAs, the VCs also prefer ventures operating in a true market niche, but one VC
cautioned: “What often happens, a product gets invented and it is looking for a niche, but
it doesn’t quite do it.” (VC12, 13/6/96). However, VCs demand much higher growth
rates from their investments than BAs do. This means that they are not interested in
‘lifestyle firms’ which have “sub-critical mass” (VC10, 10/6/96), but ones with huge
potential.  One VC echoes this: “I am only interested in funding businesses which
operate globally, not parochial ones, they are not worth the effort. We would not invest
in anything that will not conceivably be worth £25 million within 5 years.” (VC6,
6/6/96). In addition, the protection from competition was more important for VCs than
for BAs. Lastly, some VCs stated that they prefer opportunities which have been proven
but are still undercapitalised, indicating that VCs may prefer less risky ventures than
BAs. One VC described his last investment as: “such a good opportunity, it was like

selling wheelbarrows at a gold mine.” (VC3, 5/6/96)

Clearly, the interviews indicated that compared to BAs, VCs are more attracted to
investment opportunities which have very large growth potential and competitive
protection for the product. BAs, however, tend to prefer niche markets and are less
concerned with the specifics of the product or the sector. To shed further light on these
ﬁndings, Chart 5.1 shows the industry sectors in which the BA and VC investors actually

invested,
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Chart 5.1 - Industry Sectors of the Firms Funded*
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* Note: Some investee firms within non-technology sectors (above) may also involve high
technology and so be considered a high-tech investment by the investor, although it is in a
low-tech industry sector.

Compared to BAs, VCs actually invest more in technology firms and less in the
manufacturing of consumer goods. Since high technology firms usually have high
growth rates and potential, and are in competitive markets, this lends some support to the
previous finding that VCs are more attracted to investments which have high growth
potential and competitive protection for the product. A more detailed analysis of how
these technology investments compare to non-technology investments for each investor

type will be conducted in Chapter 7.1.4.

To summarise the questionnaire findings, Table 5.5 shows the product/market variables

compared between the investor types.
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Table 5.5 - Importance of the Product and Market Criteria as Investor Attractions to the

Investment
BAs’ | VCs® Statistical Significance
product & Market Characteristics Mean* | Mean* Level of Differences
(in order of BA attraction importance) between Investors

product’s sales potential 1.49 1.57 | None
Growth potential of the market 1.80 1.63 | None
Quality of product 1.81 1.93 | None
Niche Market 2.02 2.21 | None
Product’s informal competitive protection | 2.38 2.26 | None

(know-how)
Nature of competition 2.52 2.35 | None
Product’s overall competitive protection 2.61 2.09 | More for VC at <1% level
Product’s formal competitive protection 3.20 2.96 | None

(patents)

*The Criteria were Measured on a Likert Scale where 1 = very important; 5 = not important

These quantitative results indicate the VCs’ preference for high-growth markets and the
BAs’ preference for niche markets, although none of these significantly differ between
the investor types. But the overall competitive protection for the product was found to be

significantly more important to VCs, as the interviews indicated.

The meagre BA literature in the US and UK also supports these findings to a certain
degree. Some studies in the BA field found that BAs: prefer unique products (Mason &
Rogers, 1996; Landstrom, 1995) in a niche market (Drake, 1995), have little interest in
the “proprietary nature of the product or service, or knowing the industry in which the
venture will compete” (Haar et al., 1988, p.21), and that unlike VC firms, BAs are “not
interested in competitive insulation, (...) nor do they care very much about the degree to
which the entrepreneur has identified competition.” (Haar et al., 1988, p.11) Although
BASs feel that the market’s growth potential is important (Mason et al., 1991a), Freear et

al. (1991) found that despite funding firms which have a similar market share in their

258



respective industries, VCs finance firms which are forecast to grow much faster than

those that are BA-funded.

The more comprehensive VC literature in the US and the UK is also supportive. Studies
show that VCs prefer product markets with growth potential (Sahlman & Stevenson,
1985; Robinson, 1987; Riquelme & Rickards, 1992; Rea, 1989; Wright & Robbie, 1996).
In fact, Rea (1989) found that:
“markets that offer unconstrained opportunities for rapid growth are
significantly more important (for successful negotiations) than the
completeness of the team, a credible business plan, rapid return on
investment, or favourable terms (...) Entrepreneurs need not approach
venture capitalists if they are not part of a rapidly growing market or
cannot create a new one with no constraints on the growth of their
companies.” (p.149-150)
Thus, market and product potential are key to the VC’s evaluation, and finding a growth
market not yet saturated is of great importance since “early birds are not always winners
in product markets, but late comers are almost always losers.” (Sahlman & Stevenson,
1985, p.97) Also, the competitive protection of the product and market was found in the

US to be the most important product characteristic (MacMillan et al., 1985), whilst in the

UK, Sweeting (1991) also stressed its importance.

Lastly, Deakins (1996) can add some insight on why patents were not rated more highly.
He found that, due to the time involved and legal complexities of applying for patents,
many entrepreneurs are discouraged from entering the lengthy patent process. This

Minefield of regulation may also not appeal to VCs. Indeed, Tyebjee & Bruno (1984)
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found that many VCs believe that “the public disclosure of the product design in the

patent application leads to more competitive entry rather than less.” (p.1059)

Now that the importance of market and product characteristics have been documented,

the financials will be addressed next.

54.3 - Financials

For both the BA and the VC, the financial criteria were rarely stated explicitly as one of
the major attractions, although they were sometimes hinted to through investor emphasis
on the niche and growth potential of the market. In general, BAs placed very little
weight on the amount of specific financial projections and calculations, rather they seem
to have a gut feeling that if the investment succeeds, it will succeed very well. One BA
even stated: “The financial considerations were not paramount, I think I was bored at the
time and I just wanted to do it.” (BA21, 2/4/96) VCs, on the other hand, emphasised
more on the financial projections and like the BA, wanted them present in the business
plan to show that the idea had been well thought out by the entrepreneur, as was
documented in the last chapter. Indeed, it is not wise to consider the financials without
keeping in mind who formulated them. One VC wrote on his returned questionnaire:
“Once you start separating the financial analysis from the people, you are in trouble. The

numbers are only as good as the people who write them.”
The US and UK literature also support that financials are not the main investment criteria

of attraction for BAs (Mason et al., 1995; Mason & Rogers, 1996) and VCs (Hall &

H°f°f, 1993; Sweeting, 1991, McDonald Wood, 1985). In addition, the BAs’ lack of
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concern for financial characteristics relative to the VC was supported (Freear et al., 1991,
1995b; Landstrom, 1995). However, a number of studies pointed out that the financials
were usually not a very important criterion in the initial screening stage of the investment
process, although more important in the due diligence stages (Mason & Rogers, 1995;

Hall & Hofer, 1993; Dixon, 1991).

A closer look will now be taken at the two categories of financial variables which a
statistical factor analysis procedure identified: those used to screen for potential gains,
and those that are more important when actually running the firm in an active ‘hands on’

manner.

54.3(A) - Financials Used to Screen for Potential Gains

Most BAs were not too concerned with calculating financial projections, and when asked
about them, many BAs echoed: “The returns will be either high or zero.” (BA18,
21/3/96), and: “I place little reliance of trust on projected figures. My investment
decision was very subjective, relying on the impression of the entrepreneur and believing

inhim.” (BA6, 23/2/96).

VCs, however, appeared to place much more emphasis on financial projections which
Screen for potential financial returns. Reliance upon IRRs and NPV calculations was
tommon. One reason given for this concern was due to the financially driven nature of
their fund providers. One VC stated: “Most venture capitalists are IRR driven because

their investors are IRR driven, those investors investing in venture capital look at IRR as
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a measure of performance.” (VCS, 6/6/96) Table 5.6 shows how some of these financial

sereening variables were rated on the postal questionnaire.

Table 5.6 - Importance of the Financial Profit Criteria as Investor Attractions to the

Investment
Financial Characteristics BAs’ VCs’ Statistical Significance
(Used to Screen for Potential Gains) Mean* Mean* Level of Differences
(in order of attraction importance) between Investors
Perceived financial rewards 1.85 1.43 More for VC at <1% level
Expected rate of return 2.25 1.74 | More for VC at <1% level
High margins of the business 2.47 2.29 | None

*The Criteria were Measured on a Likert Scale where 1 = very important; 5 = not important

This quantitative data seems to supports the qualitative interview findings that VCs place

more emphasis on financial screening variables.

In particular, Chart 5.2 shows the

respective importance each investor type places on financial returns.

Chart 5.2 - The Importance of the Perceived Financial Rewards as an Investor Attraction

to the Investment
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* The difference between the means of the investor types is statistically significant at the <1% level.

The literature also supports these findings. Although little BA research on financial

Screening variables exists, the VC literature certainly attests to the importance VCs place

on them (Muzyka et al., 1993, Wright and Robbie, 1996). Indeed, MacMillan et al.
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(1988) believe that these variables are of greater importance to the VCs because they “are
pest suited to the expertise of the venture capitalist and/or because involvement in these
activities does not require substantial or éontinual involvement.” (p.33) The financial
criteria that are most important to such active venture involvement will now be

addressed.

54.3(B)- Financials Used as Cost Concerns to be Monitored
In most of the firms funded by the BAs interviewed, one of the greatest weaknesses was
the lack of financial controls and accurate accounts (this is also a major pre-investment
hesitation that will be addressed in Chapter 5.7). Most BAs handled this deficiency
through their own input in the firm, as one BA stated: “I immediately helped with the
accounting system. There were no financial systems but the numbers looked good.”
(BA4, 16/2/96) However, the BAs’ concern for the day-to-day financial controls often
also stemmed from their lack of trust in the financial abilities of the entrepreneurs they
fund. Thus, their active ex post involvement may be one way for them to reduce these
agency risks, as was hypothesised in Chapter 2. One BA supported this:

“I have always found that there is never enough money available for a

small company, (the entrepreneurs) have never planned ahead for a cash

flow crisis when it comes and they always try to fudge the figures to

avoid the crisis at least on paper, but if I keep a close eye out on the

financials, I can see the crisis coming and help.” (BA10, 19/3/96)
Another BA, who also kept a close eye on the operating financials, reasoned about his
ative financial involvement in this way: “If an entrepreneur gets money easily, he will
Spend it lavishly. If he gets it the hard way, he will spend it more wisely.” (BA17,

2/3/96)
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Although the firms VCs finance often also do not have extensive financial controls, VCs
ysually recruit new employees to handle the operating financials. One VC stated: “One
of our concerns was that the entrepreneur wa:s not that experienced in running a small
pusiness, SO we put our man, a financial controller, in there as well as our involvement.”
(VC12, 13/6/96) Table 5.7 shows how some of these financial operating variables were
rated on the postal questionnaire.

Table 5.7 - Importance of the Financial Cost Concern Criteria as Investor Attractions to
the Investment

[Financial Characteristics (Used BAS’ VCs’ Statistical Significance
as Cost Concerns to be Monitored) Mean* Mean* Level of Differences
(in order of BA attraction importance) between Investors
Low overheads 2.48 3.00 More for BA at <1% level
Ability to break-even without 2..55 291 More for BA at <5% level
further funding
Low initial capital expenses 2.56 3.34 More for BA at <1% level
needed (i.e. on assets)
Size of the investment (desired) 2.58 3.28 More for BA at <1% level
Low initial cost to test the market 2.68 321 More for BA at <1% level

*The Criteria were Measured on a Likert Scale where 1 = very important; 5 = not important

These quantitative postal data appear to support the interview findings that BAs are more
concerned than VCs with the financial variables which are important in the day-to-day
operations of the investee firm. Thus, BAs more personally and actively ensure that their
investment money is spent wisely, possibly since they have less additional financial
capital reserves to invest should the firm need it. If such a need did arise, it would force
the BA to surrender more equity to attract further funding. Indeed, one BA stated: “The
Size of the investment I make influences how active or passive I am in the firm” (BA4,
16/2/96), whilst another stated: “The amount of the investment has to be right, otherwise

Lam not interested.” (BA12, 22/3/96) As in this study, Robinson (1987) found such
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nding requirements to be relatively unimportant for VCs. Chart 5.3 demonstrates the

BAs’ concern for financing firms within an acceptable funding-requirement bracket.

Chart 5.3 - Importance of the Desired Size of Investment as an Investor Attraction to the

Investment
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* The difference between the means of the investor types is statistically significant at the <1% level.

The limited UK and US literature on the area also supports these findings. Mason et al.
(1994) document the BAs’ concern for the operations of the venture, whilst MacMillan et
al. (1988) state that for VCs: “The lowest degree of involvement occurred in those
activities concerning the ongoing operations.” (p.32) Tyebjee & Bruno (1984) also

found that VCs have less concern for day-to-day operations.

It appears that VCs may be more concerned about financial variables used for potential
(ex ante) screening of profits, whilst BAs may be more interested in the financial
Variables important in running a firm (ex post). This may somewhat suggest that BAs

may desire more active involvement (ex post) in the running of the firm.
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54.4 - Business Plan
The business plan only slightly attracted BAs and VCs, although both thought it was
crucial to show that the entrepreneur had fhorbughly thought through the business
proposal, as was shown in Chapter 4.4.7. Indeed, business plans act as reflections of the
entrepreneur, as one BA stated: “The guy has to show that he has really thought through
the business and show it in the business plan.” (BA20, 29/3/96). Whilst another BA
stated:

“I like to see professional business plans, the more professional that it is,

the more likely I am to invest. If I get a business plan with lots of

spelling errors or pages missing or typing doesn’t follow through, I will

just throw it away. Because if they can’t present a business plan, then I

don’t think that they can run a business properly. Raising money is one

of the most important things they will be doing, and if they can’t do that

right grammatically, I don’t bother.” (BA23, 3/4/96)
Although most BAs demanded a business plan to show competence, there were still a
mumber who believe that they were useless because the projections are usually unrealistic
and undeliverable. One BA stated his frustration:

“I don’t have a lot of time for business plans. They are a bit like banks

asking us for cash flow forecasts, they are all dreams. (...) Everyone is

optimistic when they write it out - a waste of effort.” (BA15, 25/3/96)
Conversely, VCs relied slightly more upon a good business plan which was
straightforward, honest and realistic. Some VCs stated that because they evaluate
business plans for a living, any deception in a business plan will probably be caught and

will greatly lessen that company’s chances of receiving funding. However, many VCs

Stated the need for clarity of vision in business plans and a proposition which is “a little
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pit different from the usual” (VC9, 10/6/96), especially in untried start-up firms. Such
clarity of the business concept was reiterated by one VC who stated:

“You need a balance between presenting the concept of the business

clearly and how you are going to maximise the opportunities it presents,

and then give sensible financial information.” (VCS, 6/6/96)
The BA and VC literature support these findings. Business plans were seen by BAs as
necessary, although their importance in the investment decision was limited. Mason &
Harrison (1996a) found in a UK study that more than three-quarters of BAs required to
see a business plan before investing, whilst Coveney (1996) illustrated that a business
plan was the most important investment criterion for only 9% of active BAs. In contrast,
VCs place much more emphasis on business plans (Haar et al., 1988; Landstrom, 1995).
For VCs, the importance of a business plan as a reflection of the entrepreneurs is
apparent (MacMillan et al, 1985; Rigby, 1997), and this is demonstrated in business
plans which are: clear (Hall & Hofer, 1993; Zacharakis & Meyer, 1995), professional
(Hall & Hofer, 1993), realistic (Keeley et al., 1991), and well balanced (McDonald

Wood, 1985; Keeley et al., 1991).

For both BAs and VCs the business plan was not a major attraction to the investment,

dlthough its formulation was a requirement.
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54.5 - Other Attributes of the Business
In addition to the four main categories of investment criteria (entrepreneurs,
product/market, financials, and business plan), a number of other important criteria

analysed were harder to categorise. These are presented in Table 5.8.

Table 5.8 - Importance of Miscellaneous Criteria as Investor Attractions to the
Investment

BAs’ | VCs’ Statistical Significance
Other Business Attributes Mean* | Mean* Level of Differences
between Investors

I

Investor’s involvement possible 2.42 2.85 | More for BA at <2.5% level
Investor’s strengths fill gaps in business | 2.44 3.47 | More for BA at <1% level
Venture is local (geographically close) 2.79 3.65 | More for BA at <1% level

Potential exit routes (potential liquidity) | 2.88 2.19 | More for VC at <1% level
Investor understands business/industry 2.88 2.43 | More for VC at <1% level
(Potential) co-investors present 2.93 3.37 | More for BA at <5% level

*The Criteria were Measured on a Likert Scale where 1 = very important; 5 = not important

The first two variables in Table 5.8 may render further support to the notion that the
option to be actively involved in the investment is more important to BAs than to VCs.
Since ex post involvement will be analysed comprehensively in Chapter 6, these results
here only show that the possibility of active involvement is a more significant investment
attraction for BAs than for VCs. Indeed, such involvement by BAs can make the
difference between success and failure for their investee firms (Wetzel & Freear, 1994).
In addition, the degree of attraction of the investee firm’s geographical proximity, the
third variable listed in Table 5.8, also renders an indirect indication of the investor’s
preference for involvement. Chart 5.4 shows the BAs’ greater preference than the VCs’

for more local investments.
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Chart 5.4 - Importance of the Geographical Proximity of the Investee Firm as an Investor
Attraction to the Investment
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* The difference between the means of the investor types is statistically significant at the <1% level.

The fourth and fifth investment criteria listed in Table 5.8 show that VCs are
significantly more attracted than BAs to investments which offer potential exit routes and
VCs claim that their understanding of the business was a more important investment
attraction for them than it was for the BAs. Indeed, these findings might have been
hypothesised using the agency theory presented in Chapter 2 since they may lend some
support to the earlier assumption that, unlike BAs, VCs must show competence to their
fund providers. This notion of exit routes will be dealt with more comprehensively in

Chapter 6.

The last miscellaneous investment criteria presented, the potential presence of co-
investors, was for some BAs interviewed a motivating investment factor (i.e. they felt
more comfortable going in with others), although most BAs stated that they only co-
invest with people they know personally. Investing with people they did not know
would limit their ability to exercise a degree of control over the firm through active
involvement. One BA echoes this point: “Co-investors attract if I am in it purely for the

investment, if it is an investment where I have a hands-on role it doesn’t attract,

269



otherwise you have too many egos involved, it leads to conflict.” (BA14, 25/3/96) Thus,
the finding that BAs are more attracted to coinvestors than VCs somewhat contradicts the

proposed notion that BAs prefer to deal with agency risks through ex post involvement.

Additionally, VCs, stated that they would only co-invest with other VCs in order to
spread the risks, ease the process of finding future funding, and to share the costs of ex
ante due diligence. This finding does appear to lend further support to the VCs’

preference for dealing with agency risk ex ante through screening and due diligence.

The literature shows mixed information about the BAs’ preference for co-investors,
although few, if any, studies measure to what degree the BA personally knows the co-
investors before investment. This study has shown that this is a major influence.
However, it might be assumed that if BAs are not investing through a BIS, that they may
receive investment referrals from friends with whom they then co-invest. This may
explain why a number of US and UK studies (that did not use a BIS as a research source)
found that anywhere from 60-92% of BAs prefer to co-invest (Freear et al., 1994a;
Wetzel, 1983, 1986; Haar et al., 1988; Aram, 1989; Gaston, 1989; Kelly & Hay, 1996)
whilst many of Mason et al.’s studies in the UK (which used a BIS as an information
source) found that only 29-44% of BAs usually prefer co-investing (Harrison & Mason,
1991a,1992b; Mason & Sacket, 1996, Mason & Rogers, 1996; Mason & Harrison,
1993, 1995). However, Coveney (1996) found in a UK study (heavily dependent upon
BIS angels) that 52% of BAs preferred co-investing, although 46% of his study’s sample
were in fact inactive BAs. The VC literature, however, supports this study’s findings

(Fiet, 1991; Tyebjee & Bruno, 1984; Sapienza, 1992; Keeley & Turki, 1992).
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Summary

Although this section found that for the most important investment criteria, the
entrepreneurs and market/product, few stati;tical differences existed, the interviews
showed that BAs may be more influenced by the former, whilst VCs more so by the
jatter.  Yet, the investment criteria ranked lower overall in importance showed more
statistical differences between the investor types. Indeed, only limited support was
rendered to the notion that BAs were more attracted to financial and non-financial
variables relevant to potential active ex post involvement in their investments, whilst
VCs appeared to prefer those variables which measured potential financial profits ex ante

investment.

A summary (including ranked data) of all the criteria which attracted the BA and VC

investors to their investments is given in Table 5.9.
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Table 5.9 - Summary of the Investment Criteria Differences Between BAs and VCs

+The statistical significance results are based on the likert scale data, not the overall rank data.

_—

Statistical
Investment Criteria BAs’ | VCs’ | Significance Level
(Number of criteria = 27) Overall|Overall|  of Differences
Rank | Rank | between Investors

The People/Entrepreneur

Enthusiasm of the entrepreneur(s) 1 3 None

Trustworthiness of the entrepreneur(s) 2 1 None

Expertise of the entrepreneur(s) 4 2 More for VCs at <1%
Investor liked entrepreneur(s) upon meeting 5 9 None

Track record of the entrepreneur(s) 10 8 More for VCs at 1%
The Market/Product

Product’s sales potential 3 5 None

Growth potential of the market 6 6 None

Quality of product 7 10 None

Niche market 9 13 None

Product’s informal competitive protection (know-how) 12 14 None

Nature of competition 17 16 None

Product’s overall competitive protection 21 11 More for VCs at <1%
Product’s formal competitive protection (patents) 27 20 None

Financials used to screen for potential gains

Perceived financial rewards (for the investor) 8 4 More for VC at <1%
Expected rate of return 11 7 More for VC at <1%
High margins of the business 15 15 None

Financials to monitor the ‘operating’

business

Low overheads 16 21 More for BA at <1%
Ability to reach break-even without further funding 18 19 More for BA at <5%
Low initial capital expenditures needed (on assets) 19 24 More for BA at <1%
Size of the investment 20 23 More for BA at <1%
Low initial cost to test the market 22 22 More for BA at <5%
Other Business Attributes (vital to hands-on role)

Investor’s involvement possible (contribute skills) 13 18 More for BA at <5%
Investor’s strengths fill gaps in business 14 26 | More for BA at<1%
Venture is local 23 27 More for BA at <1%
’WrBusiness Attributes (Misc.)

Potential exit routes (potential liquidity) 24= 12 | More for VC at <1%
Investor understands the business/industry 24= 17 | More for VC at <1%
(Potential) co-investors present 26 25 More for BA at <5%
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55 - Multivariate Analysis of the Investment Criteria

To shed more light on the variables discussec\l in this chapter, this section will analyse
them in a logistic regression, as highlighted in Chapter 3.5.2. The resulting model may
then be used to classify and predict, based upon the investment criteria, whether a certain
investor is a BA or a VC. Those variables with greatest predictive power in making such

aclassification are also identified.
For this chapter the resulting model, which has a prediction accuracy of 76.88%, reads:

z = -1.844 + 1.106X, - .6183X, + .5542X, - .5043X, + .8554X; - .3560X, +

.9027X, -.4382X, - .7525X, + .3940X,,
where the variables in order of greatest predictive power (p-values in parentheses) are:

X, = Investors strengths fill in gaps in business (.0000)

X, = Investor understands the business/industry (.0014)

X, = Low initial capital expenditures needed on assets (.0046)
X, = Potential exit routes (potential liquidity) (.0083)

X, = Product’s sales potential (.0112)

X, = Product’s formal competitive protection (patents) (.0187)
X, = Enthusiasm of the entrepreneur (.0205)

X, = High margins of the business (.0331)

X, = Trustworthiness of the entrepreneur (.0342)

X,= Niche market (.0418)
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surprisingly, only the first four variables listed here were found to vary significantly
petween the BA and VC investors in the univariate analysis. Although the others did not
show significant differences, there presencelhere attests to their sizeable marginal
contributions in classifying BA from VC investors. It is also interesting to note that
those variables which are negative in the equation were all shown by the univariate
analyses to be more important for VCs (some significantly), whilst the same is true for

the positive variables and their higher rating by BAs.

Thus, the resulting estimated probability of an investor being a VC =

~Z

1+e

To tést this model, an investor was chosen randomly from the database (number 75) and
this investor’s responses on the ten model variables were inserted into the model
equation.

The investor’s ratings (all on a likert scale where 1 = very important attraction, 5 = not
important attraction) were as follows: X,=1, X,=3, X;=1, X,=1, X;=1, X=1, X,=2, X=1,
X1, X,=1. Putting this into the logit equation, z = -1.0349, and the estimated

probability of this investor being a VC = 26.21%. Indeed, this investor was a BA.

Since this BA investor is closer to z=0 (i.e. the 50% probability ranking dividing the two
investor types) than the investor in Chapter 4.5, let’s see how the probabilities (of this
investor being a VC) change (new probability listed in brackets) if this investor had:
rated filling gaps in the business one point less important (51.77%), understood the
business more (39.73%), less concern about exit routes (17.66%), less concern about

Patents (19.92%), and less concern for a niche market (34.50%).
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Another investor was randomly chosen (number 104) whose ratings were as follows:
%72 X=3, Xi=2, X=2, X;=2, X=5, X,;=1, X;=1, X;=1, X,=1. Putting these into the
equation, z = -1.3503, and the estimated prc;bability of this investor being a VC =
20.58%. Indeed, this investor was a VC. However, this model is clearly not as robust as

the model presented in Chapter 4 and, therefore, has a lower accuracy rate.

To further test the robustness of this model, a new model was built omitting 10 samples.
Closely resembling the original model, the new model (with a prediction accuracy of

79.09%) reads:

z =-2.0738+ 1.1488X, - .6301X, + .5580X; - .4974X, + .8060X; - .3411X, +

9656X, -.4622X, - .T461X, + .4297X,,

To determine the robustness of the new model’s predictive ability, two of the out of
sample investors were placed into the model. The first investor (number 243) had the
following ratings: X,=1, X,=2, X,;=3, X,=2, X;=2, X&=2, X=1, X¢=3, X;=1, X,;=1. The
resulting z=-1.3136, and the estimated probability of being a VC=21.18% Unfortunately,
this investor was a VC, but clearly since this particular VC rated the importance of filling
8aps in the management him/herself so highly, it is not surprising that the model believed
this investor to be a BA. This may be further evidence that this model is not as robust as
the model in Chapter 4, although its predictive ability is still relatively sound. The
second investor (number 77) had the following ratings: X,=1, X,=1, X;=1, X,=3, X;=1,
X5, X=1, X¢=3, X;=1, X,;=5. The resulting z=-4.1262, and the estimated probability

ofbeing a VC = 1.58%. Indeed this investor was a BA.
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Looking at all these findings, the high statistical importance of the possibility for
jnvestors to fill management gaps in the investee firm themselves and the preference for
jow initial capital expenditures may render som‘e support to the proposed notion that BAs
place more emphasis on investment criteria related to ex-post involvement in the firm.

Much less support was found for the proposition that VCs place more emphasis on

investment criteria relating to initial screening.

To add even further insight to all the overall investment criteria, investors were asked to
compare their actual investment with another one only seriously considered, and to state

their primary ex ante investment hesitation, as will now be discussed.

5.6 - Comparison of the Influential Investment Criteria of those Firms Funded to

those Firms only Seriously Considered

To gain some insight into which variables are crucial in the last stage of the pre-
investment process, investors were asked to state which one variable separated the
investment actually made from others which were only seriously considered (at a similar
or dissimilar time). Certainly for the BA research field, such a compensatory analysis of
variables is unprecedented for the final investment stage, and this omission has even
been described in Mason & Harrison’s (1994) study as a research limitation. In the VC
Tesearch field, such a trade-off of investment variables was conducted by Muzyka et al.

(1995), however, they focused on investment preferences, rather than on actual

Investments done.

276



The results show that those BAs interviewed chose one investment over another (in the
jatter part of the investment decision process) pr\iman'ly based upon the opportunity to get
actively involved in that investee firm. Since involvement means working with the
fim’s founder, characteristics of the entrepreneur were also found to differ between the
two investment opportunities. These interview findings, shown in Table 5.10, may
provide some support for the notion that BAs prefer to get actively (‘hands on’) involved

ex post in their investments.
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Table 5.10 - Comparison of Ventures Funded by BAs With Other Ventures Only
Seriously Considered (But Not Funded) by those BAs to Determine in
Which Certain Investment Criteria Were Rated Superior*

/——i

[nvestment Criteria of
BAs Interviewed

Criterion was
Superior in
Venture

Funded by BA
(in x % of cases)

Criterion was
Superior in
Venture Only
Considered by BA
(in x % of cases)

No Difference in
Presence of
Investment

Criterion Between
the Ventures

Tnvestor’s strengths fill gaps in
business

Investor’s involvement possible

Trustworthiness of entrepreneur

Quality of product

Low initial capital costs

Investor liked entrepreneur upon
meeting

Niche market

Low initial costs to test market

Track record of entrepreneur

Product’s sales potential

Stage of venture (more established)

Product’s informal competitive
protection (know-how)

Perceived financial rewards

Enthusiasm of entrepreneur

Expected rate of return

(Potential) co-investors present

Low overheads

Expertise of entrepreneur

Uniqueness of product

Nature of competition

Investor understands business

Potential exit routes (liquidity)

High margins of business

Size of the investment (liked by BA)

Growth potential of market

Venture is local

Ability to reach break-even
without further funding

Product’s formal competitive
protection (patents)

Product’s overall competitive
Pprotection

82%

73%
67%
67%
67%
64%

60%
60%
60%
58%
58%
56%

56%
50%
50%
50%
50%
50%
50%
46%
46%
46%
44%
43%
42%
36%
36%

33%

22%

18%

0%
0%
0%
33%
9%

10%
20%
30%
17%
17%
0%

22%
0%
8%

13%

30%

33%

41%
9%

18%

27%

11%
0%

42%

27%

36%

44%

22%

0%

27%
33%
33%
0%
27%

30%
20%
10%
25%
25%
44%

22%
50%
42%
37%
20%
17%
8%
46%
36%
27%
44%
57%
17%
36%
27%

22%

56%

* Note: BA sample size for comparison = 12
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Unfonunately, such a detailed comparison was not possible for the VCs interviewed,
pecause they rarely considered more than one early stage investment opportunity.
However, for these VCs in general it was ﬁsually a combination of the stage of
investment, qualities of the entrepreneur, and the niche and potential of the market which

swung the investment decision.

In addition to these interview findings, respondents to the large-scale postal
questionnaire were also asked to conduct this comparison. The results were similar to
the interview findings, although VCs on average were more deterred by the entrepreneur
than was indicated in the interviews. These findings are shown in Chart 5.5.

Chart 5.5 - Aspect of a Seriously Considered Investment Opportunity Which Finally
Deterred an Offer of Investment
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Entrepreneur Product/Market Financials Other Mismatch with
Business Investor
Attributes

Sub-par Factor of Seriously Considered Investment Opportunity which made
Investor Finally Not Invest

Although the BA literature does not address such analysis, the VC literature partially
Supports these findings. MacMillen et al. (1987) found that each type of successful

investment has an unsuccessful ‘twin’: “the major difference between the winner and

loser is some difficult-to-define venture team characteristic.” (p.129)
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5.7- Pre-Investment Criteria Hesitations of those Firms Funded

To add more insight into the relevance of thei; investment criteria, investors were asked
what their most significant pre-investment hesitation was of the firm actually funded.
For BAs interviewed, the biggest hesitation was the financials of those companies. Their
relative lesser hesitation over the entrepreneur may show how BAs tend to invest more in
people (i.e. the entrepreneurs), rather than electing to replace them later as the VCs often
do. Including the postal questionnaire, the financials of the firm remained the main
hesitation (for 28% of respondents), followed by the product/market (25%), the
entrepreneur(s) (22%), and other business attributes (15%). The results in Chapter
54.3(B) support this by documenting BAs’ active concemn for the financial operating
costs. Interestingly, the entrepreneur was the main hesitation for over 50% of the
investments seriously considered, but not funded, whilst it was only the main hesitation

for almost a quarter of the investments made.

For VCs interviewed, the quality of the entrepreneur and the management team was the
largest hesitation, followed by their concern about whether the product and sales
projections would be realised. However, including the postal questionnaire, the
product/market was the most significant hesitation (for 38% of respondents), followed by
the entrepreneur(s) (33%), other business attributes (21%), and the financials (7%). This

is shown in Chart 5.6.
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Chart 5.6 - Aspect of Venture Funded that Made Investor Most Hesitant to Invest
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Investors' Primary Pre-Investment Hesitation

Since BAs often invest in firms with few financial controls, they often elect to get
involved in a financial capacity as a means of protecting their investment. VCs rectified
this through their recruitment of employees with accounting experience. However, it
should be noted that in the chart above the investor groups should be considered quite
independently. Thus, if more VCs than BAs rated the entrepreneur as their main
hesitation, it does not necessarily mean that VCs have more reservations about the
entrepreneur than the BAs, rather its relevance should only be rated relative to the other
factors considered within each investor group. This is important since the majority of
BAs interviewed had significant hesitations, whilst most VCs appeared to have few, if
any, serious hesitations. Of course, as in any heterogeneous sample, there was also a
minority of BAs who had few, if any, hesitations. One BA even joked: “My greatest
hesitation was investing in a horse-racing equipment company, because if the investment

starts working, I might start betting some on the horses, that worries me - there goes the

investment!” (BA23, 3/4/96)
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5,8 - Conclusion

This chapter has shown that although both BAs‘ and VCs are most motivated to invest by
financial returns, this is less relevant to BAs, who often also invest to become active in
he entrepreneurial process, and also just for fun. Furthermore, an analysis of their
investment criteria showed that, for both BAs and VCs, the characteristics of the
entrepreneur were most important, although this was more significant for the BAs. In
addition, the investors were, to a lesser degree, attracted to the product/market factors

and the financials.

However, this section rendered some mixed support for the notion that BAs use more ex
post, and VCs more ex ante, investment criteria.  Although the entrepreneur,
product/market, and business plan investment criteria showed no major differences
between the BAs and VCs, the financial data rendered some support for the BAs’
inclination for ex post monitoring, whilst their preference for the ex post involvement
variables was also more pronounced compared to VCs. In particular, the multivariate
analysis found the BAs’ preference for filling management gaps themselves in their
investee firms was the investment criterion most accountable for the overall BA/VC
goup differences. Conversely, VCs were significantly more attracted than BAs to
criteria which were related to ex ante screening of the investment (such as projected
financial returns).  Therefore, BAs may place more emphasis on choosing an
entrepreneur (to work with ex post) about whom they have less hesitations. However,
Contradicting these findings, the data show that BAs have a greater preference for co-

inVesting’ even though they find this preferable when not actively involved.
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Although it was shown that VCs place more emphasis on initial screening, there is
somewhat mixed support for BAs’ emphasis on ex post involvement criteria. We may,

therefore, conclude that the following is only partially supported:

Hypothesis 4: BAs Place More Emphasis on Investment Criteria Related to Ex-
Post Involvement and VCs Place More Emphasis on Investment

Criteria Related to Initial Screening

This lends only limited support to the proposed notion that BAs utilise the incomplete
contracts approach, and VCs the principal-agent approach, to reduce potential agency

risks in their entrepreneurial investments.

Now that the pre-investment variables and investment criteria of relevance have been
aalysed, the next chapter will consider the rest of the investment process: the
negotiations, actual investment, post-investment monitoring, exiting, and returns

realisation.
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Chapter Six

Testing the Research Hypotheses:

Contractual Control, Monitoring, and Exit Differences
Between BAs and VCs

Introduction
This chapter will review the latter part of the investment process, from contract

negotiations to exiting the investment. This will be addressed in the following sections:

6.1 - Negotiations, Actual Investment, and Contractual Control Differences
(Hypothesis 5)

6.2 - Post Investment Monitoring Differences (Hypothesis 6)

6.3 - Exit Route and Performance Differences (Hypothesis 7)

6.4 - Multivariate Analysis of the Control, Monitoring, and Exit Variables

6.5 - Post-Investment Regrets

6.6 - Conclusion (Hypothesis 8)

6.1- Negotiations, Actual Investment and Contractual Control Differences
Once an investment opportunity successfully completes the screening and due diligence

stages, the prospective investor will wish to negotiate the venture’s valuation to render a

fair equity stake in exchange for the funding. However, regardless of the equity stake’s
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size, the real challenge for a small firm investor often lies in managing the risk of the
venture (MacMillan et al.,, 1987). In Chapter 2 we hypothesised that VCs might do this
more through pre-investment screening, due diligence and comprehensive contract
formulation (i.e. contractual control), whilst BAs might do this more through ex post

involvement. Thus, in this section the fifth hypothesis will be addressed:

Hypothesis 5: VCs have more contractual control over their investments than

BAs.
To test this, the following will be addressed:

6.1.1 - Negotiations

6.1.2 - Actual Investment and Contractual Control

6.1.1 - Negotiations

This section will compare the negotiation processes of the two investor types so that in
the next section we may address the resulting differences in actual investment contracts
and their relative amounts of contractual control. This negotiations process can be a
lengthy and difficult time, where “deals are usually arrived at at the extremes of greed of
dll parties. A bargain (is) usually struck between an equal unwilling buyer and seller.”
(Sweeting, 1991, p.641) Indeed, negotiations involve bickering over the fair market
value of the venture, which in an efficient market is “the price at which a property would
thange hands between a willing buyer and willing seller when neither is acting under
Compulsion and both have equal access to all relevant information and business.”
(Benjamin & Margulis, 1996, p.186) However, in the inefficient market for venture

@pital the negotiation process is crucial because the market price is difficult to
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jetermine.  Much reliance is, therefore, placed on the business plan and the market
p,ojections to ascertain the venture’s worth (Rea, 1989), and VCs, especially, may use
their own due diligence reports for this purpose (Wright & Robbie, 1996). This study

assessed the rigor and length of BA and VC negotiations.

6.1.1(A) - Rigor of Negotiations
Both the BAs and the VCs interviewed believed that the negotiated contract should be
equally fair to both parties. However, the level of fairness appeared to differ between the
two investor types. The BAs usually negotiated little and were more easily satisfied than
the VCs. In fact, in some cases there was no negotiation at all: “In my case, there was no
deal to negotiate, the entrepreneur had a deal lying on the table - here are the terms, take
it or leave it.” (BA2, 8/2/96) Indeed, many BAs stated that nothing contentious arose in
the negotiation process. The major difference between the BAs and VCs at the
negotiation stage was the former’s restraint in pushing the entrepreneur too much for a
better deal, since this might affect the subsequent working relationship. One BA stated:
‘T wanted the deal evenly balanced, because at the end of the day, any business is a
partnership, especially if it is a working partnership - the chemistry had to be there”
(BA3, 14/2/96), whilst another reiterated:

“I don’t believe in negotiating hard. I think if the man makes a fair offer,

you don’t scream for the last penny. Because if you do that, it just makes

aknock on effect, he will then try to come back in some other way. You

put the cards on the table and are honest with each other, then it will pay

for both parties.” (BA20, 29/3/96)
In contrast, VCs were more willing to negotiate more with the entrepreneurs, and “use

Standard legal agreements” (VC11, 10/6/96), instead of negotiating the legal clauses.
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This difference in negotiation styles may add more weight to the proposed notion that
BAs are more interested in being actively involved in their investee firms than VCs and,

thus, want to maintain more amiable relations with the entrepreneurs.

To maintain such a favourable relationship, some first-time BAs even stated that they
gave the entrepreneur a better deal because as one BA stated: “One of the tricks of the
game is not to do anything clever, because at the end of the day the business is the
people. We actually wanted the entrepreneur to have a better deal.” (BA9, 15/3/96)
However, this potentially naive approach resulted in somewhat of a learning curve for
some BA investors. One BA stated with regret: “I allowed the entrepreneurs to have a
lot of options that I want to have, like he had the option to buy my shares after 3 years,
even if I don’t want him to. I wouldn’t allow that now” (BA11, 19/3/96), whilst another
BA stated:

“In my first deal, I was over generous to the entrepreneur, in subsequent

ones they were fair to both parties (...) I would have liked to change more

of the investment terms, to give us more voting rights and the right to

charge interest on it.” (BA25, 18/4/96)
Since VCs invest for a living and do it more frequently, such a learning curve was not

evident.

In the UK literature, the BAs’ relative lesser degree of negotiation preparedness is
Teflected in Mason et al.’s (1995) study which found that 78% of entrepreneurs sought
Professional advice from solicitors and accountants in drawing up investment agreements

d reviewing deals, whereas only 38% of BAs used such assistance. The same study
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glso found that conceming the intensity of the negotiations, 44% of entrepreneurs and

ooly 38% of BAs identified issues that were difficult to agree on.

The VC literature, however, found that VCs are tough and experienced negotiators who
rely heavily on the credibility of the business plan and management team to reach
agreement (Rea, 1989). Brophy (1992) states that VCs have gained much experience in
negotiating these entrepreneurial deals:
“New venture finance is typically the result of private negotiation,
without regulatory intervention or requirements. While deals tend to be
tailored to the circumstances of the projects involved, a growing set of
identifiable principles and practices has come to be associated with the
structuring and pricing of new venture financing.” (p.393)

Clearly, VCs generally negotiate tougher than BAs. The length of their negotiation

processes will now be addressed.

6.1.1(B) - Length of Negotiations

To further determine differences in the levels of negotiations, it was assumed that those
investors with longer negotiation processes may be more rigorous. However, although
BAs reportedly spend less time negotiating than VCs, with each spending an average of
622 weeks (median:4) and 7.47 weeks (median:4) respectively, this difference lacked

Slatistical significance (p=0.216), as Chart 6.1 shows.
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Chart 6.1 - The Length of Investors’ Negotiations*

WBAs (N=133)
WVCs (N=112)

% of each investor type

0-1 25 610 1120 21+
Length of Negotiations (in weeks)

* The difference between the means of the investor types is not statistically significant (p=.216)

To some degree, the lack of a significant quantitative difference can be explained through
the interview findings. As was shown in the last chapter, VCs take more time throughout
the whole investment process and for them negotiations (about valuation) are held at
distinct stages throughout the process, as one VC noted: “Negotiations tend to go in two
stages, the initial stage, after which we do due diligence, and then the agreement stage.”
(VC15, 19/6/96) Thus, when finally discussing the valuation, most important issues
have already been addressed and the main negotiation stage may not be too time
consuming. For VCs, therefore, the main negotiation stage may be considered to be
towards the end of the process, whereas for many BAs it may be regarded as a less
distinct time and more spread out in smal} intervals over the full investment process.

This might help to explain the findings in Chart 6.1.

However, in general, BAs placed little emphasis on drawing out these occasions of actual
Negotiation into a lengthy process. One BA stated: “Negotiations were about 10 minutes

long, T liked it, and just went ahead with it” (BA13, 15/3/96), whilst another stated:

“Negotiations were about for one evening.” (BA24, 11/4/96) One reason for this

Quickness may be due to the BAs’ lesser concem for legals:
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“The negotiations were not too time-consuming since we were happy
with what was being offered, it was just that it got a bit tedious on the
legals. It is what the entrepreneur wanted. I found them really a bit
unnecessary since you are looking ahead into the future for something
you can’t know. The legals were disproportionate for the size of the

investment.” (BA6, 23/2/96)
Another reason for the BAs’ speedy negotiations was often attributed to the
entrepreneur’s haste in getting the deal done in order to get the cash he/she so desperately
needs. One BA complained: “I let the entrepreneur push me along too quickly and,
therefore, didn’t do as much due diligence as I might have done, I regret that.” (BA1l,

19/3/96)

Conversely, VCs interviewed spend more time actually negotiating to reach more
thorough agreements. One VC stated: “People have to give up some of their equity and
submit to restrictive covenants and negotiate, it takes quite a bit of time.” (VC1, 5/6/96)
Another VC supported this when claiming that: “once you press the button and go down
the legals process, you meet continuously for two months.” (VC6, 6/6/96), whilst another
stated: “Legals is usually a 2-3 week process, with many days of boring meetings where
documents get redrafted between each round of arguing. I would speak to the

entrepreneur every day during this process.” (VC15, 19/6/96)

One additional explanation for BAs spending less time actually negotiating can be
attributed to the investors’ co-investment preferences. As shown in the last chapter, BAs
often only invest with co-investors if they know them personally beforehand. This may
Make the negotiation process less time-consuming since BAs may more likely agree on

What they each want. The terms then only need negotiation with the entrepreneur. VCs,
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powever, tend to co-invest with other VC firms and this often entails negotiating both

with them, as well as the entrepreneur, to reach a satisfactory agreement.

Both the BA literature in the UK and US lend some support to these findings. Mason et
al. (1995) found that most negotiations with a BA take less than one week to complete,
whilst Atkin & Esiri (1993) found that BAs “do not negotiate too hard over terms and
conditions and equity share.” (p.20) Not surprisingly, BAs were found to spend less time
negotiating than VCs (Feear et al., 1990, 1992, 1995b; Mason & Harrison, 1996b). The
more limited VC literature also supports the findings that negotiations can be time

consuming, especially with early stage ventures which tend to be more risky (Rea, 1989).

Summary

This section has shown, primarily through qualitative findings, that BAs are less rigorous
in, and spend less time on, investment negotiations. Unfortunately, the quantitative
findings did not show that the differences in negotiation time between investor types
were statistically significant, although a number of possible explanations were offered.

The negotiation differences are summarised in Table 6.1.

Table 6.1 - Summary of the Negotiation Differences

BAs’ | VCs’ Statistical Significance
Negotiation Measures Mean | Mean g;‘;* s'//(;* Level of Differences
between Investors
Rigor of negotiations — — — | -~ | More for VC (based on
qualitative data)

Length of negotiations (in weeks) | 6.22 | 7.47 | 66 | 92 | None (although the ‘
qualitative analysis

shows that VCs take
longer )

The actual investment contracts discussed in the negotiation stage will now be compared.
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612- Actual Investment and Contractual Control

This section analyses the actual components of the investment contract to determine
whether, compared to BAs, the VCs’ more rigorous and more lengthy negotiations result
in more comprehensive contracts which give them greater contractual control over their

investee firms. This will be addressed by analysing the following:

6.1.2(A) - Legal Transaction Costs
6.1.2(B) - Investment Contracts

6.1.2(C) - Size of Investment

6.1.2(D) - Invested in Stages?

6.12(E) - Investor’s Initial Equity %
6.1.2(F) - Entrepreneur’s Initial Equity %

6.1.2(G) - Number of Entrepreneurs Investor Has Replaced

6.1.2(A) - Legal Transaction Costs

To assess how much emphasis each investor placed on contractual control, BAs and VCs
were asked how much they spent on transaction costs (legals etc.) in formulating the
investment contract. As Chart 6.2 shows, 62% of BAs and only 14% of VCs spent
nothing on transaction costs. Since most VCs use standardised contracts, these VCs may
have felt that little or no additional amendments (or outside legal advice) was needed.
Overall, VCs significantly outspent BAs, with each paying on average £39,875 (median:

£12,000) and £889 (median: £0) respectively.
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Chart 6.2 - Transaction Costs (Legal, etc.) Incurred on Last Early Stage Investment*

70%
1
:g:f MBAs (N=112)
o
40% MVCs (N=94)
30%

£0 £1-1,000 £1,001-10K £11K-50K £51-100K >£100K
Transaction Costs Incurred

% of each Investor Type

* The differences between the means of the investor types is statistically significant at the <1% level

Yet, since VCs on average make larger investments and, thus, their total legal costs may
be higher (not considering possible economies of scale), these findings may be
misleading. The legal costs were, therefore, computed as a percentage of the invested

amount, as Chart 6.3 shows.

Chart 6.3 - Transaction Costs as a % of Investment*

70%
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40%
30%
20%
10%

0%

—_—
WBAs (N=112)
W|VCs (N=94)

% of each Investor Type

0% 0.1-5% 6-10% 11-20% 21+%
Transaction Costs as a % of Investment

* The differences between the means of the investor types is statistically significant at the <1% level

Evenas a percentage of the invested amount, however, VCs still spent significantly more

on legal costs than BAs, with each spending 5.5% (median: 3%) and 2.7% (median: 0%)

of their total investment respectively.
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Although the literature poorly covers the issue of transaction costs, Landstrom (1993)
found that BAs in general incur small administrative and transaction costs in the

gvestment process.

6.1.2(B) - Investment Contracts
When asked about the particular types of investment contracts used in the investment
process, most BAs stated that their main concern was not to determine particular
contractual structures or equity allocations, but whether the venture was not too risky and
whether it would succeed at all. One BA stated: “The quality of the investment contract
can only be as good as the business of course. So even with a very sound contract, if the
business can not support it, it is worthless” (BA12, 22/3/96), whilst another BA claimed:

“People are so obsessed with equity. The number of people that fall out

over 49% or 51% is pathetic. The reality is that equity is not important.

35% or 50% of nothing, means nothing (...) Sophisticated financial

structures are worthless, they don’t reduce the risk of the firm, you have

to make it first!” (BA9, 15/3/96)
Similar to the BAs’ greater emphasis on the firm’s operating financials and the VCs’
greater emphasis on profit screening financials, as witnessed in the last chapter, BAs
again demonstrate their concern for the viability of their investment. BAs hope that with
luck their firm may break even and eventually grow profitable, whilst VCs seem to take

their investment’s success with a greater degree of certainty and confidence and may,

therefore, focus more on the financial profit measures.

BAs interviewed, therefore, tended to use relatively simple investment contracts,

Possibly agreeing primarily on the number of shares for the invested amount and the
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salary of the entrepreneur. One BA stated: “We wanted something simple that people
could understand” (BA15, 25/3/96), whilst another claimed that he used a simple
software program to write his contracts (BA16; 26/3/96). Indeed, the BAs’ lesser
emphasis on contractual agreements was even stated by a VC: “I think that, in general,
pusiness angels may be confused over pricing and may pay more for a job than they

should.” (VC13, 13/6/96)

Resulting from their initial reluctance to form comprehensive contracts, a few BAs now
feared that, since their investments were at last becoming successful, they might not
receive the financial rewards they deserve. Additionally, one BA stated that this also
impeded his ability to control major decisions: “If I had to do anything differently, I

would have liked to have taken more control over my investment.” (BA4, 16/2/96)

As might be expected, VCs only invested if they could get agreement to their
comprehensive investment contracts. One VC stated his tough investment requirements:
“We usually take a 33% equity stake, plus we have preference shares that compound
anually at 44%.” (VC3, 5/6/96) Many VCs acknowledged that their deals were
stringent, but then early-stage entrepreneurs often have few other options:

“Half to two-thirds of the ones (investment opportunities) we like end up

going somewhere else because they can get better deals. With 150

suppliers of venture capital in the market this should be no surprise. But

with the early stage ones, they usually go ahead.” (VC15, 19/6/96)

Indeed, one VC even regretfully admitted to the high degree of contractual control that

VCs take over their entrepreneurs:
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“A lot of venture capitalists will tell you what the deal is at the very end
(of the investigation process), which I think makes good business sense,
but I think that in the human sense it is very cruel. And if you want to
work with people as partners, you might as well not step on them.” (VC6,

6/6/96)
The literature supports the finding that VCs formulate much more comprehensive
investment contracts than BAs (Norton, 1995). .Certainly, the limited BA literature on
deal structures shows that BAs tend to be less sophisticated, often relying on ‘ad
hockery’ to price investments (Mason et al, 1995). This usually results in BAs
providing funds on more liberal terms than VCs (Wetzel, 1986b; Norton, 1995), which
may keep the costs down for the entrepereneur (Mason & Harrison, 1995). Additionally,
BA investments often just involve a straight equity percentage exchange (Norton, 1995;
Short & Riding, 1989). Indeed, only 70% of BAs in the UK draw up formal investment
agreements (Mason et al., 1995) and only 16% of investments involved more complex
instruments (than just ordinary shares) which allow the BA to adjust his/her shareholding
in light of investment performance (Mason & Harrison, 1996b). In addition, Wetzel
(1986a) found in his US study that only 47% of BAs provided for liquidation in their
investment contracts. This lesser concern for contractual agreements was also supported
by Coveney (1996) who found that 48% of active BAs had a stated preference for
standard legal deal agreements, whereas only 20% had no such preference and 23% were

indifferent.

In contrast, the VC literature shows that to gain a high degree of control, VCs devise deal
Structures which are designed to control agency costs in the VC-entrepreneur relationship
by Structuring the investment terms to shift risk to the entrepreneurs (Sapienza et al,

1996). This renders the VC downside risk protection while preserving the upside risk
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potential (Norton, 1995). The security of choice for VCs is, therefore, preferred stock
(Sehiman, 1988; Norton & Tennenbaum, 1992, Carter & Van Auken, 1994) which
usually includes conversion provisions so that Vés can share in the firm’s success and
redeemable and puttable provisions which may allow the VC to exercise control over the
fim (Norton, 1996). The extent of control that these provisions (covenants) render to
V(s was addressed by Tyebjee & Bruno (1984), who state that as well as limiting capital
expenditures and management salaries, these:
“covenants also establish the basis under which the venture capitalist can

take control of the board, force a change in management or liquidate the
investment by forcing a buy-back merger, acquisition or public offering,

even though the venture capitalist holds a minority position.”
(p.1053)(underline added)

Cary (1995) supports this use of contractual provisions/covenants, stating that the UK’s
largest VC, 3i, often uses A ordinary shares which they call: “all singing, all dancing”
(p28) because they may be: convertible, cumulative, participating, preferred,
redeemable, as well as ordinary! Not surprisingly, one BA mentioned that the company
in which he had invested had taken a deliberate decision to seek £600,000 from more
than four BAs in order to avoid the danger of having too many restrictive controls

imposed by a VC.

Clearly, VCs ensure that even with minority ownership, they still have a high degree of
Contractual control over the investment. Conversely, those BAs who even utilise
Contracts, place little emphasis on making the contracts comprehensive which will render
them a‘ high level of contractual control over their investments. This lends some further

Support to the main assumption used in the hypotheses formation: compared to BAs, VCs
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pake more use of the principal-agent approach to limit agency problems ex ante through

Jue diligence and contractual control.

6.1.2(C) - Size of Investment

To gain further insight into the respective levels of BA and VC contractual control, a
jook at the size of their investments is warranted. It may be assumed that investors with
larger amounts at stake, have a greater incentive to protect it, especially when investing

in early stage entrepreneurial ventures of a high-risk nature (Carter & Van Auken, 1994).

The interviews showed that since VCs often have large pools of funds for investment,
accumulate high overhead costs, and are obligated to invest the full amount of their fund,
they invest much larger amounts per deal compared to BAs. In contrast, due to
limitations on their financial resources and risk preferences, BAs usually prefer smaller
amounts. One BA stated: “The most I put in is the most I can comfortably lose. The
worst that will happen is that it will hurt my pride because I made a bum decision.”
(BA17, 26/3/96) Whilst another stated: “I don’t want to put too much money in any one

business, I want to spread the risk.” (BA11, 19/3/96)
The quantitative results also support the finding that VCs invest significantly more per

investment than BAs. On average, each invested £945,363 (median: £400,000) and

£54,585 (median: £30,000) respectively, as Chart 6.4 shows.
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Chart 6.4 - Size of Each Investment*
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* The differences between the means of the investor types is statistically significant at the <1% level

Both the BA and VC literature support these findings. In the UK, BAs on average invest
£50,000, with a median of £30,000 (Mason et al., 1995; Harrison & Mason, 1992b;
Mason & Harrison, 1994a, 1996a, 1996b), whilst in Scotland the average was £35,000
(KPMG, 1992). One other UK study, Stevenson & Coveney, 1994 (which is an early
version of Coveney, 1996) found higher average investment amounts, although this
study’s sample included a high percentage of corporations (not private individuals)
which made unquoted investment and, therefore, Mason & Harrison (1997) claim it may

not be truly representative.

However, BAs in the US invest more than their UK counterparts (Harrison & Mason,
1991a), although US studies show a high degree of variation. Aram (1989) and Gaston
(1989) found that the investment size averaged between $48,000 - $60,000, whilst
Ehrlich et al. (1994) and Freear & Wetzel (1990) found this amount to range from $100-
300,000 Regardless of these intra-group variations, evidence shows that BAs invest
Significantly smaller amounts than VCs (Freear & Wetzel, 1990; Ehrlich et al., 1994;

Freear et al,, 1995b; Bank of England, 1996). Although the VC literature focuses mostly
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on the invested amounts of later stage deals and MBOs, the Bank of England (1996)
claims that the average size of an early stage deal is about £450,000, which is similar to

the median amount (£400,000) found in this stu(iy.

6.1.2(D) - Invested in Stages?

To further assess the respective amount of control investors have over their financial
investments, this study asked them whether their funding was staged. Providing the
investment amount in increments renders the valuable option to revalue, abandon, or
expand commitment to the investment (Sahlman, 1988; Norton, 1995). This also reduces
agency risk by helping investors to monitor their investments as entrepreneurs reach
important pre-determined milestones (Norton, 1995; Cable & Shane, 1997). The results
show that only 21% of BAs and 23.5% of VCs staged their investments, although for the
BAs this practice was certainly more frequent in earlier stage ventures (i.e. start-ups)

(correlation=.4226).

In the BA literature in the UK, Mason et al. (1995) also found that 21% of BAs staged
initial investments, whilst Coveney (1996) found that 55% of his sample provided
additional rounds of finance in addition to the initial investment. Unfortunately, no such

fesearch has been conducted on BAs in the US.

In the VC literature in the UK and the US, the staging of investments dependent upon
Predetermined milestones/performance targets is well documented as a way for VCs to
limit their risk exposures (Sweeting, 1991; Gorman & Sahlman, 1989; Ruhnka & Young,

1991), although the frequency of its use has not been documented.
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4.1.2(E) - Investor’s Initial Equity %
Levels of equity ownership were measured to further assess the investor’s degree of
contractual control. In the interviews, some variation occurred amongst BAs as to their
preferred levels of ownership. A number of BAs, however, did agree that entrepreneurs
were often not realistic about the amount of equity an investor should receive in
exchange for the investment. One BA stated:
“An entrepreneur has an unrealistically high belief that his/her firm will
succeed and, therefore, is often only willing to give a small amount away.
Giving half the business to make it four times bigger, makes the
entrepreneur twice better off (...) It is crucial to see that an entrepreneur
shows that he has thought deeply about (this) (...) it is crucial to a strong
relationship with the business angel and will avoid any possible
resentment that the entrepreneur might have (now or later) concerning the
percentage of equity surrendered.” (BA6, 23/2/96)
The VCs also stated a range of preferred equity percentages, however, many mentioned
their proclivity for sizeable stakes in early stage entrepreneurial investments. One VC
commented:
“With these types of investments, I have learned to now only go in if you
have a controlling stake. I have tried different types of capital structures
and intensities of involvement. Using a controlling stake has worked
best.” (VC9, 10/6/96)
The VCs’ preference for larger equity stakes was also supported statistically. On

average, VCs had a 31.7% (median: 30%) equity stake and BAs a 23.6% (median: 20%)

tquity stake. Chart 6.5 shows this statistically significant difference.
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Chart 6.5 - Investor’s Initial Equity % in the Investment*
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* The differences between the means of the investor types is statistically significant at the <1% level

The BA literature supports these findings. Both in the UK and the US, BA investors
prefer minority shareholdings (Ehrlich et al., 1994; Harrison & Mason, 1992b; Mason &
Harrison, 1995, 1996b), not to favour voting control (Mason & Harrison, 1996a; Freear
& Wetzel, 1991), and Haar et al. (1988) even found in their US sample that the majority
prefer less than 10% ownership. However, Coveney (1996) found that BAs in the UK
tend to average a 35% shareholding in their investee firms, which is considerably higher
than the 23.6% found in this study. This difference may be attributed to Coveney’s

(1996) inclusion of corporations in his BA sample (Mason & Harrison, 1997).

The VC literature also supports this study’s results that VCs, like BAs, usually own less
than 50% of the shares. In the UK, Cary (1995) found that most VCs take 10-30% equity
stakes in their investments, whilst in the US, Carter & Van Auken (1994) claim that the
average equity stake is 24.49%. Indeed, VCs usually do not wish to demotivate the
entrepreneurs by taking a controlling interest (Bank of England, 1996). However, VCs
still ensure that they have a degree of control through the use of two primary contractual
instruments which will now be addressed: voting rights and ratchets. Under company

law in the UK, minority shareholders with more than 25% of the equity can safeguard
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heir investments against abuse by major shareholders by having the right to veto certain
sctions the major shareholders may wish to take (Cary, 1995). In this way, VCs may be
gle to exert some control over their investments. Since 55% of VCs in this study have
more than 25% equity stakes, and only 36% of BAs do so, this further supports the
sssumption that VCs have more contractual control than BAs. In addition to these voting
rights, most VC contracts also employ ‘ratchets’ to incentivise the entrepreneur and
reduce the variability of returns. Under this system, the final equity stake percentages of
the entrepreneurs and the VC depend upon the firm’s performance as measured against
projected performance (Hall, 1988). Woolfman (1993) found that 68% of VC funds
actually used ratchets on 50% or more of their deals, whilst 80% claimed that they would
favour them on their next investment. Such a system, although quite rare in BA
investments, allows VCs to vary their shareholdings and, in many instances, increase

their amount of equity control.

Clearly, both the empirical findings and the literature support the notion that, compared
to BAs, VCs may have larger equity stakes, and more control, in their early-stage

entrepreneurial investments.

6.1.2(F) - Entrepreneur’s Initial Equity %

To gauge the entrepreneur’s degree of control, the size of their equity stakes was
measured. In the interviews, both BAs and VCs expressed a clear relationship between
the age of the company and the ownership percentage of the entrepreneur. In younger

firms, entrepreneurs usually have only been through one round of finance and, thus, have
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got yet had to give up majority ownership for additional rounds of financing. But as one

BA stated:

“The entrepreneurs always need a second round of financing, even though
they always say they never will. But at that stage, when they come back
to you, they will have a bit of a track record so you can be a better judge,
and you tighten the screw on the entrepreneur and take a bigger equity
percentage. At the early stages, you give him the money and let him go -
you always want them to remain motivated.” (BA10, 19/3/96)

Since this study’s sample is composed primarily of early stage firms, we would expect

many entrepreneurs still to be in control.

The results show that, indeed, 55% of BA-financed entrepreneurs still had more than

50% of the equity stakes, whilst 50% of the VC-funded entrepreneurs did so. On

average, the former had 52% of the firm’s equity (median: 54%), whilst the latter had

48% (median: 50%).

Chart 6.6 - Entrepreneur’s Initial Equity %*
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The BA literature is very scant in this area, with only a Swedish study indicating that on

aerage BA-funded entrepreneurs have an ownership stake of 30% (Landstrom, 1992).

The v literature, however, presents more support. Bruno & Tyebjee (1985) found that,
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on average, entrepreneurs had a 45.1% equity stake, whilst many other studies
wknowledge that entrepreneurs often surrender more of their equity as the firm grows
and needs further rounds of financing (Steinberg, 1996; Gorman & Sahlman, 1989;
gweeting, 1991; McDonald Wood, 1985). Indeed, Bruno & Tyebjee (1985) found in a
US study that, on average, entrepreneurs give up 31.5% of equity in the first round,
19.7% in the second, and 10% more in the third round of VC financing. Clearly, if
concemed about dilution, the later the entrepreneur waits to raise venture capital, the

petter (Steinberg, 1996).

The entrepreneurs’ equity percentages differed little between those funded by BAs and
those funded by VCs. Although the BA-funded entrepreneurs appeared to have only
slightly more equity, we might have expected this difference to be larger since BA
financing tends to be less expensive and more lenient than VC financing (Freear et a.,

1995b).

6.1.2(G) - Number of Entrepreneurs Investor Has Replaced
As another measure of the investors’ degree of contractual control over their investments,
this study ascertained the number of unquoted investments in which the investors
teplaced the entrepreneurs. This, of course, is based on the loose assumption that in
order to force a replacement of the firm’s entrepreneur, an investor must have a certain
amount of control (i.e. contractual) in the firm. One VC stated:

“The ability to replace an entrepreneur is usually related to the investors’

contractual control. Initially most entrepreneurs cannot be replaced, but

this becomes more feasible after a couple of rounds of financing. But,

usually the relationship is harmonious rather than adversarial.” (VC15,
19/6/96)
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The interviews showed that although the quality of the entrepreneur was important to
poth types of investors, VCs were more proactive than BAs in replacing existing
entrepreneurs if the venture was not running as well as expected. One VC even stated:
“In pretty much all the companies that I have invested in, apart from the
one that went bust, I have replaced the management team. In the one that
went bust, I left the entrepreneur and existing management team in. In all
the other ones that have been successful, I have recruited people and
replaced the manager.” (VC12, 13/6/96)
BAs, however, stated that they were more prone to getting personally involved as a

means of rectifying problems in their investments, rather than replacing existing

management with new recruits. This will be addressed more in Chapter 6.2.1.

The quantitative data show that, on average, VCs replaced entrepreneurs in 5.7 unquoted
investments (median: 3), whilst BAs have only done so in 0.45 unquoted investments
(median: 0). However, when compared more accurately between investors as a
proportion of the total number of unquoted investments done, VCs still have a greater
tendency to replace entrepreneurs than BAs, each having done so in 17% (median: 13%)

and in 7% (median: 0%) of their investments respectfully. This is shown in Chart 6.7.

Chart 6.7 - % of Investments in Which the Investor has Replaced the Entrepreneur*
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Both the BA and VC literature support these findings. It is well documented that many
yCs in the UK and the US are not afraid to replace the entrepreneurial team if the
venture is mnot performing up to expectatiofis (Kanellos, 1996; Sweeting, 1991;
Rosenstein, 1988, 1989; Gorman & Sahlman, 1989; Bruton et al., 1994; MacMillan et
4l, 1988), although this was more common with the top VC firms in the industry
(Rosenstein et al., 1990; Ehrlich et al., 1994). In fact, in a UK study, Hall (1988) found
that 73% of the VCs interviewed had replaced management where necessary, whilst in
the US, Carter & Van Auken (1994) found that 28.86% of VC investments had required
achange of management. This high degree of VC control over investments was further
supported by another US study, Gorman & Sahlman (1989), which states:

“The venture capitalist, acting through the board of directors, typically

gains the power to fire senior management in the initial negotiation. We

asked venture capitalists how often they resorted to this final privilege.

The answer is, ‘Frequently’. The mean (in the statistical sense) venture

capitalist has initiated the firing of three CEO/Presidents, or one

CEO/President per 2.4 years of venture investing experience.” (p.241)
In contrast, BAs replace existing management infrequently and, therefore, place greater

emphasis on finding a competent entrepreneur in the initial appraisal of the investment

(Mason & Harrison, 1994), as Chapter 5.4.1 shows.

Based upon the evidence presented, it is clear that VCs replace entrepreneurs
iflfrequently, but still more so than BAs. It is proposed that this may imply that VCs
have more contractual control, but based on the available information this remains

Uncertain,

307




Supunary

vCs conduct more rigorous and more lengthy negotiations than BAs (based on the
qulitative data) and gain more authority though their more thorough contract
formulation processes with the entrepreneur (i.e. they form better contracts, spend more
on transaction costs proportionately, invest larger amounts, have greater equity stakes,
and more often exercise the authority to replace éntnpreneurs). However, despite these
findings, the quantitative measure of the length of negotiations and the entrepreneurs’
equity stakes do not differ significantly between BAs and VCs, and it is uncertain
whether the replacement of entrepreneurs is a robust measure of contractual control.
However, even with these limitations, the data show that VCs may employ more
comprehensive contracts than BAs which render them more contractual control. Thus, it

may be concluded that the following is probably frue:

Hypothesis 5: VCs have more contractual control over their investments than

BAs.

Table 6.2 gives a review of the contractual control measures which give support to this

hypothesis.

308



Table 6.2 - Summary of the Actual Investment and Contractual Control Differences

Jctual Investment & BAs’ | VCs’ Statistical
Contractual Control Mean | Mean | Bds® | VCs' | gignificance Level
Measures §D* | s* of Differences
between Investors
[
Transaction costs (legal etc.) £888 |£39,875| 1.9K | 63.6K | More for VC at <1%
Transaction costs (as a % of total 2.7% 5.4% 6.1 7.2 | More for VC at <1%
investment)
Rigor of investment contracts - - - - | More for VC (based on
qualitative data)
Size of investment £54,5851£945,363| 71.9K | 1,350K| More for VC at <1%
Investments made in stages? (% yes) | 26% 28% 44 .45 | None
Investor’s initial equity % 23.6% | 31.7% | 20.2 | 17.7 | More for VC at <1%
Entrepreneur’s initial equity % 52.1% | 48.7% | 24.1 | 22.4 | None
Number of entrepreneurs investor 45 5.7 1.2 9.5 | More for VC at <1%
has replaced (average)
Number of entrepreneurs investor 71% | 17.1% | 17.0 | 16.4 | More for VC at <1%
has replaced (as a % of
investments made)

Now that the investment negotiation and contracting stage has been analysed, the next

stage of the investment process, the post-investment monitoring stage, will be reviewed.
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. 4.1 - Post-Investment Monitoring Differences

After making the financial investment, many investors will monitor the venture to ensure
that the entrepreneurs competently utilise their new funding, and to provide managerial
assistance to reduce the inherent risks of early stage ventures. Such investor assistance
may make the difference between success and faiiure of a venture (Bygrave & Timmons,

1992; Sapienza, 1992).

In this section, analysing the differences between the post-investment monitoring by BAs
and VCs will determine to what extent each utilised personal involvement to reduce
investment risks, in particular, potential agency problems. Thus, the following

hypothesis will be addressed:
Hypothesis 6: BAs monitor more actively post-investment than VCs.

IfBAs are indeed found to monitor more actively, then more support will be rendered to
the proposal that BAs utilise the incomplete contracts approach to manage agency
problems by monitoring more ex post, rather than more ex ante as the principal-agent

approach would suggest.

The interviews clearly showed that the BAs tended to be personally more actively
involved in their investments than VCs. This may be partly due to the BAs’ need to feel
that they can protect their investment in these early stage and high risk ventures by
inﬂuencing the way their money is being used, but also partly for the sheer joy of

involvement, One BA stated: “I like to babysit the entrepreneur - I am available
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morning, noon, and night” (BA9, 15/3/96), whilst another said: “I couldn’t just be an
jvestor in the venture and sit back and look at the results in each quarter, I wouldn’t
wrust anyone that far. I get twitchy, I want to be involved.” (BA12, 22/3/96) This is not

1o say that every BA was actively involved, although it was rather common.

The VCs interviewed, however, stated that they usually did not take such an active
gpproach as the BAs. Rather, they preferred to monitor from afar and take on a more
administrative role, instead of one that required active hands on involvement. Their
duties at the VC firm tended to prohibit the level of active involvement that many BAs
were free to follow, although like with the BAs, VC involvement varied across the scale.
One VC summed up the common view:

“It is not our business to get involved in the day-to-day running. Why

would I want to do that? If you have the right people in there, you don’t

have to be there everyday, that is not our business. We are more strategic.

It is our business to make sure that we get the right people in there to run

it.” (VC10, 10/6/96)
However, a number of VCs stated that they tended to be more involved with the few

carly stage investments they do, rather than with the more established ventures they

usually fund, as will be shown in Chapter 7.1.2.

The international BA literature documents well, the active, hands-on involvement of BAs
{Mason & Harrison, 1992a, 19962, 1996b; Mason et al., 1991a, 1995; Freear et al., 1990,
1993, 1995b; Freear & Wetzel, 1991; Wetzel, 1983; Landstrom, 1991, 1992, 1993;
Coveney, 1996), partly due to their need to influence and protect the way their

investment i being used (Duxbury et al., 1996).

i




However, in the US VC literature there has been more debate over the amount of value-
added by VCs beyond the provision of funding (Gorman & Sahlman, 1986; Timmons,
1986), with some acknowledging that VCs ada value (Sapienza et al., 1992; Tyebjee &
Bruno, 1981; Gupta & Sapienza, 1988; Landstrom, 1990), whilst others do not (Busenitz
etal, 1997; MacMillan et al,, 1987). This debate is now an emerging issue in the UK as

well (Harrison & Mason, 1992a).

Yet, some confusion still exists as to whether BAs or VCs, respectively, are more
actively involved in the ventures they finance. In the only two studies to ever compare
the post-investment involvement of these two investor types (by analysing responses
from their investee firms), the US study concluded that differences between BAs and
VCs were not too distinct and that VCs may be slightly more involved in some
monitoring activities than BAs (Ehrlich et al., 1994). The UK study, however, concluded
that BAs may be more active and play a more hands-on role in their investments than
VCs (Harrison & Mason, 1992a), although they acknowledged that the main difference
between the two investor types may be more qualitative, rather than quantitative

(Harrison & Mason, 1992a).

Since much ambiguity exists about the degree of investment monitoring and involvement
by BAs and VCs, the different levels of possible investor involvement (‘passive’ versus
‘hands on’) will now be analysed. In these analyses, the amount of time personally spent
mvolved with the investee firm is the primary categorisation variable. Although classical
finance may believe that an investor on the board of directors of a quoted firm is actively

mvolved, thi study considers investors on the board of small unquoted entrepreneurial
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firms to be more passively involved compared to those who actually work in investee

fms on a daily or weekly basis.

6.2.1 - Passive Monitoring Options
In this section, the more passive options of investment involvement, such as financial
statements monitoring, business strategy advice, and board of directors involvement, will
pe reviewed. VCs interviewed preferred and employed these more passive methods of
monitoring. One VC stated:

“Most venture capitalists might be on a few boards, but they spend most

of their time investing money. They are usually involved in a non-

executive way. All the companies have a full management team, they are
there primarily just for strategy and guidance” (VC7, 7/6/96),

whilst another VC noted:

“I see myself more as a financier really. I want to be a friend to the
entrepreneur.  You may be policing the agreement, but having put your
cash in, you are not looking to manage their business. So you make sure
that they know that and they can talk to you openly and can open up with
you (...) The entrepreneurs are now much more comfortable with our
input because they are 100% sure that we don’t want to run their
business.” (VC13, 13/6/96)
In contrast, the majority of BAs claimed to play a rather more hands-on role, instead of

the more strategic and passive approach adopted by many VCs.

The VC literature also supports this more passive monitoring approach of VCs
(MacMillan et al., 1987; Harrison & Mason, 1992a). Cable & Shane (1997) even state
that “many venture capitalists try to minimise their personal interactions with

Cotrepreneurs in favour of low-contact, fast-payoff investments” (p.171), despite the fact
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that the value-adding potential of these frequent interactions has been documented

(Sapienza, 1992).

One possible explanation (provided by the interviews) which may explain the VCs’ more
passive approach to venture monitoring than BAs, is their propensity to recruit new
employees until the management team is balancéd (as already hinted to in Chapter 5.4.1
and Chapter 6.1.2(G)). Recruitment of these individuals, especially industry and finance
experts, to fill these gaps is intended to ensure that the firm will be run properly. One
VC stated:

“We are not adverse to putting in our people to balance the management

team. The people we put in are outsiders, i.e. not from the venture capital

firm (...) Quite often we like to choose the person to come in to help run

our investment. We often send proposals to people that specialise in the

sector and often ask for their assistance.” (VC9, 10/6/96)
Although both BAs and VCs often realise that the luxury of a well balanced management
team is not always present in early-stage investments, many BAs preferred to utilise their
own input and skills to fill management gaps. One BA stated: “The management team
does not have to be well balanced, as long as I have some input to make it well balanced”
(BA14, 25/3/96), whilst another said: “I am more attracted, I suppose, to unbalanced
management teams. That means that I can help them.” (BA22, 2/4/96) However,
wother BA recognised the limitations of his own involvement: “We add to the

Management team to make it well balanced. If without our involvement it is not well

balanced, then we would not go near it.” (BA9, 15/3/96)
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This difference between the investor types was even acknowledged by one of the VCs:
wyenture capitalists differ from business angels in that they bring in people to the
management team, and replace people if they have to, whereas angels can plug those
management gaps themselves.” (VC13, 13/6/96) Thus, once VCs have filled the
venture’s management team with their own recruits (with or without removing the
entrepreneurs), they may have more confidence ifx the day-to-day running of the business

and, therefore, adopt a more administrative approach to monitoring.

Now a detailed qualitative comparison will be conducted between BA and VC investors
across three measures of more passive post-investment involvement: financial statement
monitoring, business strategy advice and involvement, and board of directors

involvement.

6.2.1(A) - Financial Statements Monitoring

Whereas BAs tended to be more active in the actual daily running of the organisation, the
interviews showed that VCs tend to play a more strategic role which is less involved with
daily operations. It was clear that VCs tend to m‘:;nitor the progress of the firm much

more through the monthly financial reports.

The literature supports this notion that VCs tend to conduct more hands-off monitoring
with the financial statements than BAs. In their comparison study of BA and VC post-

investment involvement, Harrison & Mason (1992a) state:

“Overall, venture capital fund managers were most involved in financial
and personnel related issues, where involvement is not necessarily either
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continual or overly time consuming. They were less involved (...) where

substantial and continual hands-on participation is required.” (p.2)
Compafed to BAs, therefore, VCs tend to monitor financial performance more (Harrison
& Mason, 1992a), set higher performance targets for entrepreneurs to meet (Ehrlich et
al, 1994), and provide more frequent and more detailed feedback when the venture is not
achieving the set financial targets (Ehrlich et al., 1994). However, BAs place less
stringent financial controls on their investee firms and this renders entrepreneurs more
flexibility since less time needs to be spent on frequent generation of financial reports
and more time can be devoted to more pertinent activities in the venture (Ehrlich et al.,
1994). The importance of monitoring financial performance for VCs is also supported
by Rosenstein et al. (1989) and MacMillan et al. (1988) in the US. However, in the UK,
Hall (1988) found that only 60% of VCs in his sample monitored investments through

monthly or quarterly reports.

Clearly, monitoring monthly or quarterly financial statements in a hands-off fashion is
utilised more by VCs than BAs. Harrison & Mason (1992a) sum up this difference well:
“(A)lthough private investors do emphasise the (financial) monitoring
role, they are less likely to contribute in this area than are venture

capitalists and are therefore more likely to monitor and manage the
venture rather than monitor and manage the investment in the venture.”

(0.12)

62.1(B) - Business Strategy Advice
When investor input is given regarding the overall direction of the entire investee firm
this may be considered business strategy advice (Bamey et al., 1994). The interviews

showed that both BAs and VCs were active in this manner, although more of the VCs
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k sressed it as being very important. One VC stated: “We always expect to render the
direction of the business (...) We are instrumental in developing the strategy for a
pusiness and developing the organisational re;omces to support it.” (VC9, 10/6/96)
Conversely, since BAs may be more actively involved hands-on in their investments and
may believe that they can influence the firm’s strategy through their involvement, they

may feel less pressure to overtly give strategic advice.

Unfortunately, the BA literature is very scarce on this area, only a Bank of England
Report (1996) claims that BAs have influence over a firm’s business strategy. In
contrast, the VC literature in the US is much more abundant on this area. It is well
documented that VCs are actively involved in formulating strategy for their investee
firms (MacMillan et al., 1989; Busenitz et al., 1997; Rosenstein et al., 1989). Sapienza et
al. (1996) even stated: “Consistent with prior empirical work, we found that VCs saw
strategic involvement as their more important role, i.e. providing financial and business
advice and functioning as a sounding board.” (p.439) Indeed, the importance of the VCs’
strategic input was classified by both VCs and entrepreneurs as important (Sapienza &
Timmons, 1989). However, the VCs’ strategic advice was found to be less receptive by
entrepreneurs in more established firms and those pursuing technical innovations
(Bamey et al., 1994). Unfortunately, the UK literature does not cover VC strategic

advice,

With support from the literature, it may be possible to conclude that VCs are more

involved than BAs in setting the business strategy of investee firms.
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6.2.1(C) - Board of Directors Involvement
One of the best ways for a VC to monitor the financial statements and influence strategy
(as aforementioned) may be to take a seat on the board of directors of an investee firm.
This may be considered another way to passively monitor the performance of the firm
without being actively involved in a hands-on manner in its operations. In the interviews
VCs seemed to more greatly prefer board inv‘olvement than BAs. Few BAs even
mentioned board involvement, whilst almost every VC mentioned it as a necessity. One
VC stated this as an effective hands-off way of monitoring:

“Part of having someone on the board as a director is that they are

receiving and considering management information. But rather than

being passive and just receiving information, we find that the best way to

monitor is actually to be a director so that you still have some control

over the company.” (VC4, 6/6/96)
The literature supports this finding. The limited BA literature on this area in the UK
found that 60% of BAs took a seat on the board of directors, although in 20% of the
investments the venture was not a limited company and so had no board of directors
(Mason et al., 1995; Mason & Harrison, 1996b). However in the US, more ambiguity
€Xists as to the levels of BA involvement on boards. Freear et al. (1990) found that 71%
of BAs and over 90% of VCs in their sample had a seat on the investee firm’s board,
whilst other studies showed that this applied to only 15-37% of BAs (Postma & Sullivan,
1990; Gaston & Bell, 1988; Freear & Wetzel, 1989). In Canada, this lower percentage of
Tepresentation was also witnessed with 37% of BAs having a board seat (Short & Riding,

1989).
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n contrast, the VC literature is in greater agreement over the extensive level of VC board
iwolvement. In the UK, most VC funds monitor their largely unsecured investments by
gppointing 2 director to the board (Mason & Harrison, 1991; Sweeting, 1991). Hall
(1988) states: “The most important form of involvement in, and monitoring of,
investments was to demand a seat on the board of the investee company.” (p.46)
However, surprisingly, VC representation on boa.rds was not found to be a major cause of
concern for most companies (Bank of England, 1996). Similarly in the US, VCs are
active and influential members on the boards of early stage ventures, playing a vital role
in shaping the strategy of those firms and monitoring financial performance (as
aforementioned) (Rosenstein, 1988; MacMillan et al., 1989; Ehrlich et al., 1994; Bygrave
& Timmons, 1992; Gorman & Sahlman, 1989). Rosenstein et al. (1989) even found that
VCs often dominated boards of entrepreneurial firms, whilst Rosenstein et al. (1990)
found that in those firms which were financed by any of the top 20 VC firms (in the US),
“the board was significantly more likely to be structured to give venture capitalists
outright majority control of board seats.” (p. 247) Thus, board involvement is seen by
VCs as a way to add value to the firm (Sapienza, 1992). Even in Sweden few VCs were
found to work actively in their investee firms. Rather, Klofsten-Olofssen (1985) found
that 74% of VCs were actively involved on the board as a means of adding-value in a

constructive manner.

Compared to BAs, therefore, VCs are more active on the board of directors of their

investee firms as a means of monitoring and controlling their investments.
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Sumumary

V(s are more involved than BAs in those moyitoring activities which do not require
active hands-on involvement. Partially because VCs usually recruit new employees to
palance the investee firm’s management team, they, themselves, place more importance
on monitoring monthly financial statements, advising on business strategy, and
monitoring the firm from within the board of dire.ctors. These are means of ensuring that

potential risks are kept to a minimum in their entrepreneurial investments.

Now that differences in passive involvement strategies have been analysed, more hands-

on strategies of monitoring will be reviewed.

6.2.2 - More ‘Hands-On’ Involvement/Monitoring Options

To lend further support to the main interview findings that BAs are more actively
involved in their investments than VCs, this section will present a number of quantitative
measures and further insights from the interviews. These measures are presented in two
separate categories: the levels of involvement desired at the time of investment, and the

levels of involvement actually undertaken in the investee firm post investment.

62.2(A) - Active Involvement Desired at the Time of Investment

The quantitative measures considered in this section are the investment criteria related to
Personal venture involvement that investors evaluated as attracting them to the particular
inVeStment funded. The first measure asked investors how important the possibility of
investor involvement was as an attraction to the investment. The results show that this

Wag significantly more important for BAs than for VCs. Indeed, this was ‘very
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important” for 35% of BAs and 18% of VCs, whilst it was ‘important’ for 26% and 28%

respectively, as Chart 6.8 shows.

Chart 6.8 - The Possibility of Involvement as an Investment Attraction*
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As was shown in the last chapter, involvement in the investee firm can also be an
important motivating factor for BA investors. One BA echoed this:
“] wanted to get involved again (in business), rather than sitting on a
beach. I get really bored. You think that life is passing you by and it is
(...) I want to be in the driver’s seat, I don’t want my investment
diminished by someone else’s decisions.” (BA14, 25/3/96)
Whilst another BA reiterated the importance of contact as a way of ensuring the venture

is unning well: “You really need ‘eyeball contact’ on the job. You have to go in and

talk to people and see them.” (BA17, 26/3/96)

Closely related to the importance of possible investor involvement as a funding attraction
is the importance of the investor’s ability to fill gaps in the business through their own
involvement, Chapter 6.2.1 addressed this by clarifying that in order to balance the
Management team, VCs prefer to recruit new employees, whilst BAs prefer to get

involved themselves. This was also supported by one VC who stated: “We are a small
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venture capital firm, so a lot of our co-investors tend to be high net worth individuals
(BAS)- These people often have the particular skills to plug some of the gaps in the

nanagement team.” (VC13, 13/6/96)

The quantitative results support the interview findings that the opportunity to fill gaps
through investor involvement was significantly more important to BAs than VCs.
Indeed, 26% of BAs and only 5% of VCs believed that this was a ‘very important’
attraction, whilst 38% and 20% respectively thought that it was ‘important’, as Chart 6.9
demonstrates.

Chart 6.9 - The Possibility of Investor Filling in Gaps in Firm as an Investment
Attraction*
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The BA literature documents this preference for active involvement by BAs in their
investments (Wetzel & Freear, 1994; Freear et al., 1993; Harrison & Mason, 1991a,
19923, 1992b; Landstrom, 1992). Indeed, in Wetzel & Seymour’s (1981) sample of BA
investors in the US, 84% expected to play an active role in their investments. However,

for VCs, involvement is not stated as an investment attraction (Murray, 1995a).
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An additional measure of the investor’s preference for involvement may be the
importance of the geographical proximity of the venture to the investor. Chapter 5.4.5
addressed this briefly when it was shown that the venture’s locality is significantly more
important to BAs than to VCs. In the interviews it was clear that most BAs preferred an
investment within a few hours drive of their homes, as one BA summed up: “I prefer for
the firm to be easily accessible so that I can easily visit and control the situations.” (BA4,
16/2/96). A manager of a business introduction service for BAs even stated: “Because of
the variability of rationality of angel investments, one of the attractions is that it is nearby
and they can take an interest in it.” (AC1, 25/3/96) For VCs, the venture’s location was
of lesser concern. One VC stated:

“Location is important in as far as it affects the business, rather than as far

as it affects how far we are prepared to travel. In general, location is not

very important to us. We also have quite a lot of investments in the US,

wherever the big market is.” (VCS, 6/6/96)
Supporting the interview findings, the questionnaire results show that location was either
‘very important” or just ‘important’ for 50% of the BAs and for only 25% of the VCs.
Not surprisingly, it was ‘not important’ for 21% of BAs and 44% of VCs (see Chart 5.4).
This highlights the fact that a minority of more passive BAs exists, as will be further

addressed in the next section.

The BAs’ preference for investing relatively close to their homes is supported in the BA
literature in the UK (Mason & Rogers, 1996; Mason 1996a), in the US (Wetzel & Freear,
1994; Wetzel, 1983; Freear et al., 1992a; Aram, 1989; Freear & Wetzel, 1989, 1991;
Postma & Sullivan, 1990), in Sweden (Landstrom, 1992), and in Canada (Short &

Riding, 1989). Indeed, this preference for venture proximity has also been attributed to
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ihe BAs’ preferences for close working contact with their investments (Wetzel, 1983;
Mason & Harrison, 1996a; Mason et al., 1995; Landstrom, 1992). Despite this plethora
of support, Stevenson & Coveney (1994) found that local deals interest only a minority
of BAs in the UK. However, their study focused on investor preferences, rather than
actual investments, and included a significant number of corporations in its sample

(Mason & Harrison, 1997).

The US and UK literature supports the VCs’ lesser preference for local investments
(Sapienza et al., 1992, 1996; Sapienza, 1989; Muzyka et al., 1993; Murray, 1995a;
Wright & Robbie, 1996), although lead investors do prefer to be closer to aid their
investment (Sapienza et al., 1992). Additionally, Sapienza et al. (1996) found that a new
phenomenon in the UK is the raising of VC funds for investment in foreign markets,

even though such greater geographic distance reduces face-to-face contact.

Now that it has been shown that BAs have a greater preference for active venture

involvement than VCs, their actual levels of participation will be assessed.

6.2.2(B) - Active Involvement Actually Conducted

Further supporting the interview findings that BAs were involved in a more hands-on
fashion than VCs, the postal questionnaire asked investors to rate their actual level of
Monitoring for their last early-stage investment. The results show that 26% of BAs and
15% of VC claimed to be actively involved (i.e. one day or more per week), 34% of BAs
@d 33% of VC were part-time hands-on (i.e. more than one day per month at the

venture), 26% of BAs and 47% of VCs were strategically involved (i.e. not more than
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one day per month; attend board meetings and render advice), whilst 14% of BAs and

5% of VCs claimed passive involvement. This is shown in Chart 6.10 below.

Chart 6.10 - Levels of Investee Firm Involvement Claimed by Investors*

g_ 50%

'E 40%

2

% 30% e
g WBAs (N=141)
5 2 | W19
]

3 N =

[

2 0%

Active Part-time Strategic Passive
Investors' Claimed Level of Monitoring

* The differences between the means of the investor types is not statistically significant (p=.221)

Although the chart shows that most BAs tend to be more actively involved than VCs,
who prefer to be more strategic, the difference lacked statistical significance primarily
due to the minority (14%) of BAs who were passive. Such a minority presence of
passive BA investors was also found in two other UK studies (Mason et al., 1991a;

Harrison & Mason, 1992a).

Interestingly, upon reviewing the questionnaires, it was evident that a number of VCs
claimed active involvement in their investments despite listing low levels of telephone
and face-to-face contact with their investments. This was not the case with the BA
Tesponses, and may imply that to VCs, ‘active involvement’ may also include time spent
M ‘hands-off” monitoring activities, rather than actual face-to-face (‘hands on’)

Monitoring of the investee firm.
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To further assess the level of actual personal involvement in their investments, the
igvestors were asked about their levels of telephone contact and frequency of face-to-face
visits to their investee firms. The results indicate that BAs telephone their investee firms
more often than VCs, with 68% of BAs and 63% of VCs calling once per week or more,
and 42% and 24% respectively calling twice per week or more. On average, BAs
telephone 7.7 times per month (median: 4) and VCs 5.5 times per month (median: 4), as

Chart 6.11 shows.

Chart 6.11 - Telephone Calls Investor Makes to Investee Firm (per month)*
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* The differences between the means of the investor types is statistically significant at the <2.5% level

However, the only other study directly comparing the level of telephone contact of BAs
and VCs found that VCs in the US telephoned their investments significantly more often
than BAs (Ehrlich et al., 1994). This may be a cultural difference or due to the fact that

Ehrlich et al. (1994) sampled investee firms whilst this study sampled investors.

The number of visits the investor makes to the investee firm were also measured. The
tesults show that BAs visit their investments more often than VCs, with 27% and 12%
Tespectively calling upon their investee firms once per week or more. As Chart 6.12

shows, on average, BAs visit 3.2 times per month (median: 1), and VCs 1.6 times per
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ponth (median: 1). Unfortunately, this study did not collect data on the lengths of these
visits. This may have shown the differences between investor types to be more

pronounced.

Chart 6.12 - Visits Investor Makes to Investee Firm (per month)*
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* The differences between the means of the investor types is statistically significant at the <1% level

The BA and VC literature lend some support to the above finding that BAs visit their
investments more, on average, than VCs, although Ehrlich et al. (1994) found that the
majority of both investor types do not actively work on-site with the firm on a daily
basis. However, both investor types tend to be more involved in ventures when: the
investment is early stage (Gupta & Sapienza, 1988; Sapienza, 1988; Sapienza &
Timmons, 1989; Gorman & Sahlman, 1989; Kelly & Hay, 1996; Landstrom, 1990), in
difficulty (Mason & Harrison, 1996b), and missing gaps in the management team
(Gorman & Sahlman, 1989); when the investor has a large equity stake (Sapienza &
Timmons, 1989); and when the funder is the lead investor (Gorman & Sahlman, 1989).

Although, under similar conditions, BAs are still more active than VCs.
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‘ kThe BA literature claims that 23-39% of BAs in the US work full or part-time in their
investments (Postma & Sullivan, 1990; Freear & Wetzel, 1989, 1991; Freear et al., 1990,
1995), whilst about half the BAs sampled in }he UK spent at least one day per week in
the investee firm, with more than 75% claiming to play a hands-on role (Mason &
Harrison, 1996b, Mason et al.,, 1995; Stevenson & Coveney, 1994). Even in Sweden,
13% of BAs have daily contact with their investments, whilst 40% have weekly and 25%
have monthly contact (Landstrom, 1992). However, in all these markets a substantial
minority of BAs (14% of BAs in this study) appear who prefer to monitor their
investments passively, electing to receive just periodic financials and reports (Harrison &
Mason, 1992a). Nevertheless, Freear & Wetzel (1991) note that 75% of investee firms in
the US found their relationship with BA investors to be very productive or moderately
productive in receiving benefit above and beyond the provision of finance.
Unfortunately, in the UK, 60-75% of ventures reported no such positive helpful
contribution from BAs (Harrison & Mason, 1992a), leading Landstrom (1993) to

conclude that BAs in the UK may actually be more passive than those in the US.

Inthe VC literature, monitoring is acknowledged as an important way in which VCs may
increase return potential and reduce risks in their investments (Timmons & Bygrave,
1986; Norton, 1995; Busenitz et al., 1997), however, it does appear to be on a lower level
of face-to-face involvement than what is witnessed with BAs. In the US, Sahlman
(1990) found that VCs firms on average only visit their investments 19 times per year
&d spend 100 hours in direct contact with them, whilst Robinson (1987) noted that VCs
only spend 31 man days per year with each investment. In addition, Gorman & Sahlman

(1989) claim that a typical early-stage investment gets only about 2 hours per week from
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' #}ead VC investor, whilst Murray (1992) discovered that in the UK the equivalent figure
may be twice that. However, Robinson (1987) and MacMillan et al. (1988) commented
that the VC market has a greater range of distribution forming in the levels of VC
involvement. This is evident in Hall’s (1988) finding in the UK market that 30% of VCs
claimed to be ‘hands on’, 20% described themselves as ‘eyes on’ the funds, and 30%
claimed to be ‘hands off’. Indeed, Sapienza et ‘al. (1996) found that the VC’s face-to-
face interaction with the entrepreneur related strongly to the amount of value-added to
the firm. However, studies in the UK and the US found that VCs often add little if any
value beyond the provision of finance (Harrison & Mason, 1992a; Busenitz et al., 1997,
MacMillan et al., 1987), which may imply that they have a low level of face-to-face
interaction, “or not much to contribute”, as one VC stated (Anonymous). Thus, a
comparison between the two literatures indicates that VCs probably have less day-to-day

involvement with their investments than BAs do.

However, the literature also adds more insight into why VCs monitor less actively. Due
to time constraints, VCs may not be able to become involved in a hands-on manner in
each of their investments, and, therefore, tend to be least active in the venture’s ongoing
operations (Sapienza et al., 1996; MacMillan et al., 1988; Sweeting, 1991; Bank of
England, 1996). Indeed, Gorman & Sahlman (1989) found in their US sample that, on
average, VCs monitor nine investee firms each (median: 8; range: 4-20), and sit on five
boards, whilst this study found that, on average, VCs in the UK personally monitor 10.3

firms (median: 6; mean including outliers: 12.2), as Chart 6.13 shows.

329




Chart 6.13 - Number of Investee Firms the VCs Personally Monitor

Cumulative % of VCs
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who found in his US sample:

“The average annual amount of staff time allocated to managerial
assistance (i.e. monitoring) was 35% of total staff time available during a
given year (...) Furthermore, the average capital per firm and average
capital per professional have increased 155% and 93% respectively. This
indicates staff-time available was hardly more than sufficient to cover
basic oversight responsibilities associated with a substantial increase in
financial commitments across a growing number of venture capital
firms.” (p.69)

This was also supported by one of the VCs interviewed:

“If you calculate it out, a director (of a VC firm) has on average 6
investments and there are 20 working days in a month, then it will be
difficult for him to even spend two full days on that investment, and he
also has to invest in other businesses and exit from his businesses.” (VC2,
5/6/96)

Thus, due to such constraints, monitoring efficiency is very important to VCs (Sapienza

et al, 1996). Furthermore, VC firms may limit their involvement in investee firms to

Prevent the individual VC from ‘going native’ and becoming too biased towards the

Venture so as to compromise their obligations to the fund providers (Sweeting, 1991),

d because some entrepreneurs may resent excessive intrusion (Sapienza, 1992).
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Summary

This research study has shown that BAs tend to be more actively involved hands-on in
their investee firms than VCs. Such active involvement in the operations of the
investment may not be an option open to VCs due to their time constraints (Freear &
Wetzel, 1991; Tybejee & Bruno, 1984). This limits the VC to involvement through more
passive methods (such as strategic advice) in a mére hands-off monitoring function, “not
wnlike the role of a senior manager in a large company overseeing many business units”
(Gorman & Sahlman, 1989, p.236), rather than actually getting involved in the running
of the business units as a BA would. However, it must be noted that although BAs are
more actively involved than VCs, this does not imply that the majority are involved daily
(ie. full-time) in the running of the firm. Indeed, most BAs will oversee the actual
operations personally on a frequent basis, rather than reviewing operations more from a

balance sheet as the VC would.

Although this research has already shown that VCs may have more contractual control
over their investments than BAs, Landstrom (1992) found that the level of contractual
control may not be most influential in determining the level of investor involvement.
Rather, it may be the feasibility for such interaction, such as the geographical proximity
of the venture to the investor and the investor’s preferences. Since BAs have less control
through their investment contracts, they may limit agency problems more through their
&tive hands-on involvement in their geographically-close firms. Freear & Wetzel
(1991) support this by stating: “Individual investors tend to be less concerned to seek
voting control (...) but in some cases work full-time or part-time with the ventures after

the investment is made.” (p.35) Indeed, one BA interviewed stated: “Rule 1: Don’t ever
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invest in anything as a passive investor” (BA9, 15/3/96), whilst a number of other BAs
asserted  that their involvement limited potential (agency) problems with the

entrepreneur.

Such hands-on involvement was not seen as vital for VCs since Sapienza et al. (1996)
claim that VCs adequately handle these concerns contractually. However, it should not
be overlooked that another reason for their less hands-on approach is that VCs appear to
recruit new employees more to their investee firms than BAs. Therefore, their active
hands-on monitoring (post-investment) may be less essential, assuming that they can

place trust in the management and monitoring abilities of their recruits.

Thus, despite the fact that possibly more employee recruitment by VCs slightly clouds
the hypothesised definition of post-investment risk reduction (i.e. primarily through
personal involvement), the lack of data on the extent of employee recruitment by both
investor types may be potentially limiting. However, based on the research data

collected, we may conclude that the following is probably true:
Hypothesis 6: BAs monitor more actively post-investment than VCs.

Table 6.3 presents a summary of the quantitative measures which help to support this

hypothesis.
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Table 6.3 - Summary of the Post-Investment ‘Hands On’ Monitoring Differences

BAs’ | VCs’ Statistical Significance

‘Hands on’ Monitoring Mean | Mean | B4s’ | VCs’ Level of Differences
Variables S/ |S/D* between Investors

Investment criteria (as in Chap 4):2
- Investor’s desire for involvement 242 | 2.85 | 1.4 | 1.4 | More for BA at <2.5% level
- Investor can fill in business gaps 2.44 | 3.47 | 1.3 | 1.2 | More for BA at <1% level
- Venture is local 279 | 3.65 | 1.5 | 1.4 | More for BA at <1% level
Monitor (1=active, 4=passive) 2.27 | 2.42 | 1.0 | 0.8 | None (but see distribution)
Telephone calls (per month) 7.74 | 5.51 | 82 | 6.0 | More for BA at <2.5% level
Visits (per month) 3.15 | 1.58 | 48 | 2.3 | More for BA at <1% level

* Note: S/D = Standard Deviation

2 The Criteria were Measured on a Likert Scale where 1 = very important; 5 = not important

Now that the post-investment stage has been reviewed, the last stage of the investment

process, exiting and performance evaluation, will be addressed.
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6.3 - Exit Route and Performance Differences

When an investment is made, exit opportunities and ways to realise returns are just some
of the many variables that an investor considers in assessing the risk-reward ratios.
However, such an exit assessment considers an action which will be taken at least 5-10
years hence, and so is not directly affected by the current economic climate. However,
the current data may suggest a general direction for the economy and in turn indicate the
likelihood that the venture will succeed and an exit will be possible (Pence, 1982). But,
as the venture grows and matures and the investor wishes to realise some (or all) of the
financial gains on the investment, the consideration of exit opportunities may become a
serious concern. In this section, therefore, the exit preferences, intended investment
times, and the return expectations of the BA and VC investors will be considered, since
these will allow us to develop an even more informed knowledge base of their
investment strategies (Freear et al., 1996). Indeed, such an analysis will allow us to

address the following hypothesis:

Hypothesis 7: VCs are more concerned about exiting investments than BAs.

6.3.1 - Exit Routes Preferred

The interviews clearly gave the impression that VCs were much more concerned with
future exit routes than BAs. Most BAs gave this little thought and appeared to be more
concerned in making the investment successful, rather than optimistically speculating
about the riches of its success. A manager of a BIS supported this by stating: “I never
get asked by angels about exits. But venture capitalists are different because that is the

basis of their business, get in, get out.”” (AC1, 25/3/96) In fact, many BAs believed that
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as long as the investment was successful, exit routes should not be a concern, as one BA
stated: “I think that there is always an exit route if the company is successful. I don’t

Kknow what absence of exit route really means?” (BA24, 11/4/96)

Conversely, VCs placed much more emphasis on identifying potential exit routes prior to
investment. One VC stated: “The thing we look for most is the exit. We try to identify
the exit before we go in, or if we want a trade sale, we try to identify a company that will
buy it” (VC1, 5/6/96), whilst another noted:

“Exit routes are of concern right from the word ‘Go’. In fact, we focus on

it with the entrepreneur right from the very beginning. If you don’t focus

on exits right from the beginning, you will cause problems for yourself

later, at least you have to have an understanding of what will happen in

the long term.” (VC2, 5/6/96)
To further assess the differences in exit preferences between the investor types, the postal
questionnaire asked how important potential exit routes (i.e. potential liquidity) were as
an attraction to the investment the investors actually made. These quantitative results
also indicate that exit routes are much more important for VCs than for BAs. Indeed,
91% of VCs believed that potential exit routes were at least ‘of concern’ (if not more
important), whilst this was the case with only 65% of BAs. In fact, exit routes were

‘very important’ for 26% of VCs and 19% of BAs, whilst it was ‘important’ for 42% and

24% respectively, as Chart 6.14 shows.
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Chart 6.14 - Potential Exit Routes as an Investment Attraction*
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Supporting these findings, the BA literature in the UK (Harrison & Mason, 1992b;
Mason & Harrison, 1996b; Atkin & Esiri, 1993), the US (Freear et al, 1990, 1991; Freear
& Wetzel, 1991), Sweden (Landstrom, 1993), and Finland (Lumme et al., 1996) has
found that BAs usually do not have a clear exit strategy, or even exit plans, at the time of
investment. This may be partly explained by the lack of adequate exit routes actually
available (Landstrom, 1993; Mason & Harrison, 1996b). This was supported by Lumme
et al (1996) who found that the most common exit route for Finnish BAs was through
sale to another shareholder or third party, whilst trade sales were infrequent and
flotations very rare. In addition, Stevenson & Coveney (1994) found that nearly half of
the BAs in their UK sample would be encouraged to invest more if more suitable exit

routes were made available. This was echoed by one BA:

“It is the easiest thing in the world to invest £X,000s but how do you
retrieve it if you need to get it out? This can be difficult when investing
in private companies (...) For those seeking to make an investment,
remember that it is much easier to buy into a company than to sell it!”

(BA20, 29/3/96)
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The VC literature also supports the finding that VCs place more emphasis on exiting
investments than BAs, primarily due to the exit pressure VCs receive from their fund
providers (Robbie et al., 1997; Cable & Shane, 1997; Murray, 1995a). Indeed, VCs only
invest in ventures with enough upside potential to eventually render them high
investment liquidity so that they may realise financial returns (Wetzel, 1983; MacMillan
et al, 1985). However, although a number of exit choices exist - trade sale, flotation,
management buyout or buy-in, and merger with another company - trade sales remain the
most common means of exit for VC-funded entrepreneurial firms, although flotations are
also important for larger firms (Bank of England, 1990; Berglof, 1994; Sapienza et al,
1996). For this reason, VC investment contracts with entrepreneurs often stipulate

procedures for future flotation (Berglof, 1994).

Clearly, this study supports Freear et al.’s (1990) US finding that “Private individuals
were more inclined to leave the method of liquidation undefined at the time of
investment than were venture capital funds.” (p.227) Possibly, VCs have more pressure
than BAs to exit and, therefore, place more emphasis on finding, and usually have more

feasible, exit opportunities.

6.3.2 - Intended Length of Investment

To render more insight into the exit preferences of the investors, their intended lengths of
investment time were assessed. Notably, since most of the investments analysed in this
study are relatively early stage, the amount of time required to recoup the investment
may be longer than for investments in established ventures, as the interviews supported.

However, the interviews also showed that BAs tend to be rather relaxed about setting an
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anticipated time scale, opting to leave it open-ended depending upon the investment’s
performance. One BA stated: “My time scale depends on the success of the investment.
If it is successful, I will exit within 5 years, otherwise I will hang on for up to 10 years
and try to tumn it around.” (BA4, 16/2/96) However, another BA pointed out: “If a
company can’t show me that it is a winner within its first 4-5 years, then it probably is

not.” (BA12, 22/3/96)

Conversely, VCs appeared to be more concerned about exiting earlier, partly due to the
pressure upon them to realise returns for suppliers of their funding, who often tend to
have a short time horizon (Bank of England, 1996). However, the length of a feasible
time horizon also depends on the industry sector of the investment: “A software business
you can usually get right in 5 years, a biotech business in 5-8 years, if you are unlucky,
12, and a new materials business can take a very long time to get right.” (VC6, 6/6/96)
Yet, a few VCs also admitted that this short-termism approach they take may often act to
the detriment of the investee firm’s needs. One VC stated:

“You often have a situation of the tail wagging the dog, where the time

cycle of investors is completely out of sinc with business needs. If you

are in a position to take a very long time view, I think that you have the

opportunity to make a lot of more money, but it is jolly painful.” (VC3,
5/6/96),

whilst another VC claimed:

“I am not at all convinced that one wants venture capital money in start-
ups anyway because it is the wrong type of capital I think. Even a ten
year period is not the right type of mindset, per se, for start up money.
Because a venture capitalist, by definition, wants an exit, the whole
strategy of how that money gets a satisfactory exit and return on its
capital, puts, in principle, inappropriate pressures on start-up businesses.”
(VC9, 10/6/96)
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To further support the interview findings, data was collected through the postal
questionnaire. Unfortunately, this quantitative data showed no significant difference in
intended investment times between BAs and VCs. Indeed, the average intended time for
BAs was 5.2 years (median: 5), whilst it was 5.1 years (median: 5) for the VCs. Chart

6.15 shows a distribution of the data.

Chart 6.15 - Intended Length of Investment Time*
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One explanation for this finding may be that because both BAs and VCs were asked to
(and did) evaluate one early stage firm on the questionnaire, the VCs’ general preference
for more established firms with shorter time horizons was not specified. Whereas, in the
interviews, the VCs may have responded to this question more in general terms rather
than relative to the one early stage investment under discussion. Thus, the stage of the
firm at the time of investment may have a significant influence over the intended length

of investment time. Indeed, Chapter 7.1.2 documents such a relationship for VCs.

These findings imply that BAs and VCs may have very similar intended length of
investment times when they both invest in entrepreneurial firms which still need to grow.
However, when the recently more popular expansion and MBO investments of VCs are

included, VCs may have a shorter time horizon overall than BAs.

339



The literature lends support to these findings, although it rarely specifies the
development stage of the investors’ ventures. However, it will be assumed that the
literature reviewed here, in general, compares the investments in entrepreneurial firms

which still need to attain future growth, rather than MBOs and MBIs.

The BA literature internationally supports this study’s finding that the average (and
median) expected holding period is 5 years (Short & Riding, 1989; Freear et al., 1995b;
Freear & Wetzel, 1991), although a degree of variation exists with some reporting that
the majority of BAs prefer a median of 3-5 years (Freear et al., 1994a, 1996; Haar et al.,
1988; Harrison & Mason, 1991b, 1992b; Lumme et al., 1996; Landstrom, 1993), whilst
others claim 5-7 years (Wetzel, 1986a; Freear & Wetzel, 1989; Duxbury et al., 1996;
KPMG, 1992; Coveney, 1996). Regardless, those BAs investing in early stage ventures
have a longer investment horizon (Freear et al., 1996), whilst BAs in the US may be

slightly more patient than those in the UK (Harrison & Mason, 1992b).

The VC literature internationally also lends some support to this study’s quantitative
results. Most studies found that VCs have an average investment horizon of 5-7 years
(Robinson, 1987; Dixon, 1991; Tyebjee & Bruno, 1984; Gorman & Sahlman, 1989;
MacMillan et al., 1988). However, due to its more recent concentration on later stage
investments, the VC industry has come under criticism for its increased short-termism
(Pratt, 1990; Mason & Harrison, 1991), although for more entrepreneurial ventures
Keeley & Turki (1992) found that the average VC holding period for start-up firms was

6.4 years, whilst it was 5.2 years for early stage firms.
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Clearly, the literature appears to support the finding that when BAs and VCs invest in
growing entrepreneurial firms, they tend to adopt similar time horizons. However when
comparing typical BA investments (early stage ventures) with more typical VC
investments (Management Buy-Outs etc.), VCs may have a shorter time horizon than

BAs.

6.3.3 - Investment Returns Initially Expected and Now Believe Likely
To gain further insight on the exit preferences of BA and VC investors, their investment
returns (those initially expected and those they now expect to realise) were analysed.

Each of these returns will now be addressed in turn.

In the interviews, most of the BAs were unable to estimate the rates of return they
initially expected when they made the investment. Instead, many BAs stated that return
projections were not too important since they were confident that if the investment did
succeed, the returns would be high. One BA echoed this:
“We want a return, that is why we are doing it, but we are not so much
saying: ‘can the investment give us 25 or 30% IRR?’ That is not really
the way we look at it. What we are saying is: ‘is this business likely to
be highly successful?’, and if it is, we are most likely to make a very
substantial return on our money.” (BA6, 23/2/96)
This was supported by another BA who stated: “Rates of return are hypothetical. We

just aim for something better than what we could get in the bank. If an investor tells you

otherwise, don’t believe them!” (BA11, 19/3/96)
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However, a number of BAs stated that in addition to any capital gains they might make
on the investment, they were receiving monthly or quarterly payments for their active
involvement in the firm, similar in fashion to what a consultant would receive. But,
these payments were often quite low (if they could be paid at all) due to the limited cash
flow of the early stage entrepreneurial firm. This may be another way in which BAs

attempt to reduce the riskiness of their investments ex post.

But, regardless of whether the BA receives a consulting income, the amount of time the
BA actively monitors the investee firm may help to increase the overall value of the firm,
but it may also decrease the realistic rates of return for the BA due to his/her time costs
(i.e. opportunity costs). One BA echoed this: “I was hoping for a reasonable return, but

that is if you count my time as nothing. But it is still fun.” (BA16, 26/3/96)

Conversely, the VCs interviewed usually had a pretty good idea of the percentage returns
they anticipated on their investments. Since VCs conduct a high amount of (financial)
due diligence ex ante on their investments, and usually invest in larger and later-stage
firms which may have less uncertainties, VCs may find it easier to predict rates of return.
In addition, since their fund providers are IRR driven, VCs also have to be IRR driven.
One VC stated: “We have to, as a fund, give about 30%+ return to our investors. So

since some fail, we usually aim for about 50%+ on each investment.” (VC11, 10/6/96)
To lend further support to the interview findings that VCs may have higher rate of return
predictions than BAs, the postal questionnaire asked investors to state the average rate of

Teturn (p.a. compound R.O.1) they expected on their investment. These quantitative
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results also show that VCs initially expect significantly higher rates of return on their
investments than BAs. Indeed, 54% of BAs and 96% of VCs expected to receive more
than 20% returns, whilst this reduced to 26% and 67% respectively for expected returns
over 30%. On average, BAs expected 29.9% return (median: 25%), whilst VCs expected

39.2% return (median: 40), as Chart 6.1.6 shows.

Chart 6.16 - Annual Rate of Return Initially Expected on the Investment*
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However, since the investments were made, on average, 1.4 years ago (median: 1) and
1.5 years ago (median: 0.7) by the BAs and VCs respectively, they were also asked
whether the rates of return had changed from those they initially expected. Some
investors said that it was still ‘too early to tell’. Nevertheless, return expectations for the
majority were still significantly different between BAs and VCs, with the former’s
expected return rate dropping slightly to, on average, 26.8% (median: 20%), whilst the
latter’s expected return rate stayed relatively constant at, on average, 39.4% (median:
35%). Now, 37% of BAs and 85% of VC realistically expect to attain rates of return of

more than 20%, whilst 17% and 66% respectively expect rates in excess of 30%, as Chart

6.17 highlights.
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Chart 6.17 - Annual Rate of Return Investor Now Believes Will Achieve*

g 30%
f‘ 25% iéAs iN=89)‘
% 20% WVCs (N=95) |
Z 15%

S 10%

3

w 5%

2 0%

0% 1-10% 11-20% 21-30% 31-40% 41-50% 51-60% 61%+

Actual Rate of Return now Believe will Achieve
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In analysing these return expectations, one must consider that since VCs have to
demonstrate a high level of competence to their fund providers, as was documented in
Chapter 2, they may be more inclined to overstate their rate of return expectations to a
researcher. In addition, Chapter 3 mentioned that VCs have made more investments
(than BAs) from which to choose a successful one for this research focus, and that the
firms VCs consider early stage may actually be later state and less risky (i.e. already
proven) than those funded by BAs. Thus, although these findings are useful, they are
still just opinions of fact subject to potential bias and are not returns which have actually
been realised through exit. Clearly, the reader should be aware that: valuation is not a
precise exercise and many answers may just be guesses, investors with more higher
returns may be more likely to answer the question (note that only 62% of BAs and 80%
of VCs responded to this question), and that no negative returns were reported rather they

were listed as 0%.

However, if these expected return projections are relatively accurate, it may indicate that

there is a niche of VCs in the industry who are successful in early stage investments. In
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fact, one VC even stated that the negative impression the VC industry has of early stage
investments may be changing:
“In 19?5, 3i (the UK’s largest VC) refined their policy and started the
Emerging Business Team, which is their start-ups team, and they did

some research which showed that they got some good returns from
mnvesting in start-ups. They put some resources to revisiting that area.”

(VC4, 6/6/96)
In this study, even though the returns from VCs in the sample also look healthy, the
returns now expected by BAs look less robust. 20% of BAs now expect no returns on
their investments (i.e. this may include negative returns and even the full loss of the
investment). Yet, if one assumes that those BAs less likely to respond to this question
are those with negative returns, then an additional 38% of BAs may be included as
unsuccessful investors. Thus in the best case scenario, 20% of BAs and 4% of VCs may
expect no returns on their investments, whilst in the worst case scenario (which is rather
unlikely), it may be 58% and 24% respectively. Similarly, Mason & Harrison (1996b)
found that in the best/worst case scenario that 21%/41% of BA investments presumably
failed within the first 5-6 years. However, when this research study’s unsuccessful
investments are placed into perspective and compared to the 11% of VAT-registered
businesses in the UK that are deregistered each year (Mason & Harrison, 1996b), the rate
of failure for these venture capital investments seems rather high, especially for the BAs.
But, if the investment returns which are now expected are compared to those initially
expected, out of those who responded, 51% of BAs (31.7% of total) and 70% of VCs

(55.8% of total) claim their ventures are performing as expected or better, as is shown in

Chart 6.18.
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Chart 6.18 - Comparison of Returns Investors Now Believe They Will Realise Compared
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* The differences between the means of the investor types is not statistically significant (p=.408)

This may indicate that the performance predictions of VCs are slightly more accurate

than those of BAs (at least as much as can be accurately measured in a postal

questionnaire), but then VCs also have more due diligence upon which to base such

assessments. However, one VC thought that even out of those BA investments which are

now successful, and which do exceed initial expectations, many of those will be difficult

for BAs to exit in order to realise financial gains:

“I would think that an awful lot of very bad investments are being made
by business angels, where they back a pretty pleasant bloke, the
entrepreneur, and it is a pretty pleasant business. So they are going to
have a problem with the exit route because: a) it won’t get to the size
where it can get floated or make a suitable acquisition for most companies
(i.e. trade sale), and b) it is very personal to the entrepreneur (i.e. not
separable from its founders). But even if they succeed, so what? What
do they have left? The entrepreneur is probably getting a better deal.
Even a loan to the entrepreneur is not really a loan, it is like equity since
all the creditors have priority and then what is left?” (VC7, 7/6/96)

Thus, even though VCs tend to expect significantly higher return than BAs, there is some

ambiguity as to the actual feasibility of realising these return projections, especially for

the BAs. A review of the literature may lend more insight on this issue.
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The literature on return expectations lends support to the findings of this study. The BA
literature in the UK (Mason & Harrison, 1994, 1995), the US (Freear et al., 1995b), and
Canada (Short & Riding, 1989), shows that the median (and mean) expected rate of
return for BAs investing in start-ups and early stage entrepreneurial ventures is around
30%, as was found in this study, whilst Mason & Harrison (1994) found it was about
20% for investments in more established ventures. However, in Scotland, KPMG (1992)
found the expected rate of return for early stage investments to be nearer to 40%, whilst
Gaston (1989) in the US, and Coveney (1996) in the UK, found this to be closer to the
21-22% mark. Either way, there is agreement that BAs in the UK appear to have the
highest return expectations, followed by those in the US, and then by BAs in Sweden

(Mason & Harrison, 1994; Landstrom, 1993).

The VC literature in the UK (Bank of England, 1996; Wright & Robbie, 1996; Hall,
1988), and in the US (Robison, 1987; Freear et al., 1995b) shows the median (and mean)
expected rate of return for VC investing in early stage firms to be between 30-40%,
whilst it was slightly lower for more established investments (Wright & Robbie, 1996).
However, two UK studies found this rate for early stage investments to be somewhat

closer to the 50-60% range (Murray, 1994; Mason & Harrison, 1992).

Although no direct comparisons have been conducted, studies in the US (Freear et al,
1995b), the UK (Mason & Harrison, 1992; Coveney, 1996), and Canada (Short &
Riding, 1989) believe that the investment return expectations of VCs are greater than
those of BAs, as is supported by this study’s findings and the literature review. Since

BAs in general invest in earlier stage and riskier ventures than VCs, this difference in
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return expectations may seem counterintuitive, although it may be partially explained by
the non-financial returns (i.e. psychic income) that BAs receive from investing (Freear et
al,, 1995b, Wetzel, 1983). This may also explain why Short & Riding (1989) found that
the BAs in their sample held realistic expectations about the outcome of their risky
investments and still funded them. However, this difference between BAs and VCs may
seem even more surprising if one considers that VCs hold a more diversified portfolio
than BAs, which theoretically should make total investment risk (and required returns)
lower. But Gupta & Sapienza (1988) found that most VCs (in the US) do not attempt to
actively diversify their portfolios and, instead, prefer strategies of specialisation. Of
course, one could also argue that even with a diversified portfolio of entrepreneurial
investments, the portfolio’s risk might still be quite high due to the nature of the
investments’  entrepreneurial market. Alternatively, the high due diligence,
administrative, and salary costs that a VC firm incurs may also add insight on the rates of

return they require.

Now, having reviewed the literature on initial return expectations, we will look at the
literature on actual returns. Unfortunately, little or no information is available on the
actual rates of return realised by BAs (Mason & Harrison, 1995; Mason et al., 1995,
1996b; Mason, 1993; Freear et al., 1996; Coveney, 1996). However, Harrison & Mason
(1992b) and Mason et al. (1995) found that few BAs in the UK were particularly satisfied
with the performance of their investee firms. The former study found that only a quarter
of BA investments performed moderately or substantially above expectations, which is a
lower success level than BAs in the US may experience (Harrison & Mason, 1992b;

Gaston, 1989). This low rate of BA success is also supported in Finland by Lumme et al.
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(1996) who found that more than half of BA investors experienced a partial or full loss
on their investments. However, contrary to these findings, Coveney (1996) found that
the annual rate of return for BAs in the UK was a surprisingly high 58% (although his
sample also included corporate angels), whilst Haar et al. (1988) found that 42% of his
US sample of BAs believed their angel investments to be their most profitable form of
investment. In addition, Short & Riding (1989) in Canada found that in almost 50% of
BA investments, performance met or exceeded expectations. Clearly, since none of these
studies used realised returns and instead relied on post-investment expectations, and
many BAs find it difficult to estimate the performance of their investments and any paper
profits they may have made (Lumme et al., 1996, Mason & Harrison, 1996b; Atkin &

Esiri, 1993), there remains much ambiguity about the success of BA investments.

In the VC literature in the US it has been claimed that VC investments have significantly
higher success rates than new ventures in general (Hall & Hofer, 1993; Timmons, 1994;
Zacharakis & Meyer, 1995). Indeed, the survival rate for VC-funded ventures ranges
from 65% (Sahlman, 1990) to 85% (Dorsey, 1979), although Ruhnka et al. (1992) claim
that 20% of these will not provide an adequate return to the VC, and, thus, the failure rate
might approach 60% (Dean & Gigliemo, 1990). Bygrave & Timmons (1992)
documented the venture capitalists’ 2:6:2 rule, where out of a portfolio of ten
investments, two investments are expected to fail, six will survive but make little or no
returns (called “the living dead” by Gorman & Sahlman, 1989), and two will be expected
to be very successful, bringing in the majority of returns for the investment portfolio. In

fact, in the US, 1 out of 15 investments return more than ten times the original
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investment, and these account for over 50% of the portfolio’s final value (Bank of

England, 1996).

However, if average returns per investment are analysed, Huntsman & Hoban (1980)
found this to be 18.9% in their US study, although upon eliminating the top 10% of
investments, this resulted in an average return of only 0.28%. But, comparison of these
returns to a benchmark is important (Wright & Robbie, 1996). Thus, when VC
investments in the US are compared to the Standard & Poor’s market index returns, they
have a 63% higher rate of return (Poindexter, 1976; Tyebjee & Bruno, 1984). However,
Sapienza (1992) points out that this higher rate of return may be largely due to the top 20

VC firms, who tend to enjoy higher returns.

Unfortunately, less in known about the realised performance of VC investments in the
UK (Bank of England, 1990; Murray, 1995a). The BVCA’s performance figures for
1995 show that the pooled internal rate of return for start-up ventures was only 4.3%
(compared to 16.2% and 23.8% for medium and large MBOs), although this rate is
acknowledged to be low due to the young and unrealised nature of the VC investment

portfolios and the conservative valuation method used.

Clearly, the literature review supports this study’s findings that VCs may realise higher

returns on their investments than BAs.
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Summary

This section has shown that although BA .and VC investors have similar investment
horizons, VCs are much more concerned about exiting their investments in the future and
also have higher expected and partially realised rates of return on their venture

investments. Thus, we may conclude that the following is true:

Hypothesis 7: VCs are more concerned about exiting their investments than BAs.

The exit variables are summarised in Table 6.4.

Table 6.4 - Summary of the Exit Route and Performance Differences

BAs’ | VCs’ Statistical Significance
Exit Routes & Performance Mean | Mean g’“’: VC‘: Level of Differences
Rates of Return /D* | SD between Investors

Potential exit routes present @ 288 | 2.19 | 28 | 2.2 | More for VC at <1% level
(investment criteria as in Chapter 4)

Intended length of investment time | 5.17 | 5.12 2.7 | 1.8 | None (p=0.87)
(in years)

Annual rate of return initially 29.9% | 39.2% | 24.2 | 13.4 | More for VC at <1% level
expected on investment

Annual rate of return now believe | 26.8% | 39.4% | 37.2 | 25.9 | More for VC at <1% level
will realistically achieve on
investment

Amount of time since investment 1.37 | 1.51 | 1.2 | 1.7 | None (p=0.46)
(in years)

2 The Criteria were Measured on a Likert Scale where 1 = very important; 5 = not important

6.4 - Multivariate Analysis of the Control, Monitoring, and Exit Variables

To shed more light on the variables discussed in this chapter, this section will analyse
them in a logistic regression, as highlighted in Chapter 3.5.2. The resulting model may

then be used to classify and predict, based upon the characteristics of an investor’s
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investment process, whether a certain investor is 2 BA or a VC. Those variables with the

greatest predictive power in making such a classification are also identified.

For this chapter, the resulting model, which has a prediction accuracy of 91.81%, reads:
z=-6.1709 +.0000176X, + .4799X, + .0260X, +.0315X,

where the variables in order of greatest predictive power (p-values in parentheses) are:

X, = Size of the investment (.0000)

X, = Number of entrepreneurs investor has replaced (.0118)

X, = Annual rate of return initially expected on investment (.0207)
X, = Entrepreneur’s initial equity % (.0453)

1

-2

The resulting estimated probability of an investor being a VC = N

To test this model, an investor was randomly chosen from the database (number 172),
whose ratings were: X,=£250,000, X,=10, X,=40, X,=62.50. Putting these into the
equation, z = 6.0368, and the estimated probability of this investor being a VC = 99.76%
Indeed, this investor was a VC. Interestingly, if this investor had invested £200,000 less,
the probability of him/her being a VC would be 92.53%. This investor would still be

predicted as a VC clearly due to the large number of entrepreneurs he/she has replaced.

Another investor (number 104) was also picked out of the database, who had the

following ratings: X,=£80,000, X,=0, X,=38, X,=62.50. Putting these into the equation,
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z2=-1.3746, and the estimated probability of this investor being a VC = 20.19%. Indeed,

this investor was a BA.

To further test the robustness of the model, 10 investors were excluded from the sample
and a new model was built. Almost perfectly resembling the old model, the new model

(with a 91.76% prediction accuracy) reads:
2=-6.1707 +.0000176X, + .4798X, + .0260X, + .0315X,

Then one of the out of sample investors was placed into the new model. This investor
had the following ratings: X,=£550,000, X,=0, X,=50, X,=87.50. The resulting z =
6.2635, and the estimated probability of being a VC = 99.8% Indeed, this investor was a

VC. This model is clearly also quite robust.

Not surprisingly, the sizeable difference in the amounts BAs and VCs invest per deal was
the variable most accountable for the overall difference between the two investor types.
This was followed by the number of entrepreneurs they have replaced and the rates of
return they initially expect, both variables which the univariate analysis in this chapter
also found to vary significantly. The last variable, the entrepreneur’s initial equity %,
was not found to differ univariately, although it was highlighted that, on average,
entrepreneurs with BA financing still had a majority stake, whilst this was not the case
for those with VC funding. These multivariate regression findings render some support

to the proposed notion that VCs have more contractual control than BAs.
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6.5 - Post-Investment Regrets (Things That Investor Would Have Done Differently)

To determine whether investors felt there were any weaknesses in their investment
processes, they were asked what they would have done differently in their most recent
carly stage investment if they could do it all over again. The BAs interviewed, in
general, mentioned many significant regrets and many referred to the costly learning
curve they experienced. The most common regret, however, amongst BAs was that they
should have conducted more due diligence and obtained more contractual control over
their investments. Many BAs echoed the following responses: “I should have done more
research, it never occurred to me that it was a difficult area” (BA10, 19/3/96), whilst
another stated: “If I had to do it again, I would have dug deeper and not been in such a
rush to put the money in.” (BA3, 14/2/96). Indeed, many BAs felt that the
entrepreneur(s) should have been checked out more thoroughly. Conversely, VCs had

fewer regrets, which tended to be quite non-specific.

To support these interview results, this question was included on the postal
questionnaire. With 66% of BAs and 55% of VCs responding, the results show that BAs
wished more than VCs that they had conducted more pre-investment due diligence (36%
V8. 5%), had more contractual control (13% vs. 9%), and that they had not invested (8%
vs. 1%). However, the VCs wished more than BAs that they had invested more (12% vs.
8%), recruited and replaced more employees sooner (17% vs. 6%), miscellaneous - such
as secured more future funding and agreed on a fixed fee for the legals - (20% vs. 17%),
and VCs tended to believe more than BAs that it was too early to tell if anything should

have been done differently (25% vs. 8%). Chart 6.19 shows these distributions.
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Chart 6.19- The Primary Thing Investors Would Have Done Differently With Their
Investments*
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Primary Post-Investment Regret

* The above data was coded from written responses to an open-ended question on the postal
questionnaire and in the interviews.

These results may indicate that each investor type has the greatest post-investment
regrets about those stages in their investment process which the theoretical hypotheses
and empirical results have suggested they respectively concentrate on least. Thus, since
BAs appear to follow the incomplete contracts approach more to limit potential agency
problems in the investment process, they tend to monitor more ex post (a minor BA
regret), whilst conducting less due diligence and gaining less control over the investment
through comprehensive contracts (both major BA regrets). Similarly, since VCs appear
to follow the principal-agent approach more to limit potential agency problems, they
conduct extensive due diligence and write comprehensive contracts ex ante (both minor
VC regrets), whilst conducting little hands-on ex post monitoring of their investments
(more sizeable VC regret). One additional factor which may indicate that VCs regret not
conducting more ex post monitoring is that their biggest true regret is that they did not

Tecruit more new employees and/or replace the entrepreneurs sooner.
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6.6 - Conclusion

In this chapter a comparison between BA and VC investors was conducted on their:
contract negotiation and formulation processes, post-investment monitoring process, and
expected and partially realised investment rates of return. In doing so, the last three

research hypotheses were rendered support.

Since four of the seven hypotheses were strongly supported and the remaining three
received slightly less (but still relatively persuasive) support, we may conclude (with

only limited doubt) that the following is probably true:

Hypothesis 8: VCs prefer the principal-agent approach, and BAs prefer the

incomplete contracts approach, to agency risk control.

Thus, based upon much qualitative data, large-scale quantitative empirical evidence, and
areview of the literature, it appears that, although both investors aim to reduce potential
agency risks throughout all stages of the investment process, BAs may prefer to do so
more through active ex post monitoring and involvement in the venture, whilst VCs may
prefer to do so more through ex ante screening, due diligence and comprehensive

contract formulation.

356



Chapter\ Seven

Further Insights Into The Research Findings:
An Analysis of Differences Within Each Investor Group

Introduction

Now that the differences between the BA and VC groups have been analysed in the last
three chapters, this chapter will examine the differences within each investor group. It
will then be determined whether these intra-group differences may have affected the
comparison results between the BA and VC groups. This will, hopefully, render more

insight on the previous findings. This chapter is divided into the following sections:

7.1 - Business Angel and Venture Capitalist Sub-Groups
7.2 - Business Angel Sub-Groups
7.3 - Venture Capitalist Sub-Groups

7.4 - Conclusion
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7.1 - Business Angel and Venture Capitalist Sub-Groups

Unfortunately, most studies in the BA and VC research fields treat these investors as
homogeneous groups (Landstrom, 1995). Certainly, since an emerging consensus has
occurred in the BA field as to the BA investor’s characteristics, one consequence has
been the assumption that these traits are tightly’clustered around the norm, rather than
considering potential diversity of this investor (Freear et al., 1994a). Few attempts have
also been made in the VC field to distinguish between different types of VC investors,
instead treating this diverse sector as a homogeneous group (Sandberg et al., 1987). Yet,
for both investor types there is significant group diversity, as was seen, for instance, in

the BA and VC interviews.

In this section intra-group comparisons will be conducted on both investor types. Only a
number of other studies have attempted such comparisons, each segregating investors on
only one or two variables. In this study, however, intra-group differences will now be

reviewed for both BA and VC investors on the following classification variables:

7.1.1 - Early Vs. Late Questionnaires

7.1.2 - Early Stage Vs. Established Venture Investments
7.1.3 - Geographical Distribution of the Investors

7.1.4 - Technology Vs. Non-Technology Investments

7.1.5 - Successful Vs. Less Successful Investments
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7.1.1 - Early Vs. Late Questionnaires

When conducting survey research by means of a postal questionnaire, one of the most
serious potential problems is non-response bias (Tull & Hawkins, 1980), which is the
difference between those who respond to a survey and those who do not. Since in this
research, 48.4% of BAs and 41.2% of VCs did not return their postal questionnaires, it
may be difficult to determine how representative the sample collected is of the
population as a whole. There are a number of ways to assess non-response which do not
involve extensively pre-surveying the target population, each of which was utilised by
this research study. First, the use of pre-questionnaire and follow-up letters can be
utilised. Second, a series of callbacks can improve the response rate (Short & Riding,
1989). Third, an extrapolation approach can be utilised. This is based upon Pace’s
(1939) finding that persons responding later to postal questionnaires more likely
resemble non-respondents than those who return their questionnaires promptly. An
analysis of the characteristics of late respondents may, therefore, allow a better
generalisation to be made of the whole population. This was also supported by
Armstrong & Overton (1977) who argue that this extrapolation method is the most
effective way to handle non-response bias in postal surveys. Indeed, Freear et al. (1994a)
and Coveney (1996) used this approach successfully in their BA studies. The former
found that the rate of questionnaire returns started to decline 23 days after mailing, after
which they received the last 20% of the total number of questionnaires collected. When
they compared these last 20% to the rest, they found no significant differences in BA

characteristics. The latter study also used this approach and also found no significant

differences.
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In this study, the rate of questionnaire responses started to decline about a month after
receiving initial response, and so a month and a few days after initial mailing. As in
Freear et al.’s (1994a) study, this proved to roughly be the cut off point for the first 80%
of BA and VC responses. For both investor types, the first 80% of responses were

compared to the last 20%.

As was found in the previous BA studies utilising this approach, no major differences
existed between the investment processes of early and late BA respondents, and so this
offers no real insight on the general research results. The most interesting findings were
that, compared to late respondents, those responding earlier took longer to complete the
full investment process, and they tended to live further from London, possibly indicating

that London BAs are busier than non-London BAs. The results are shown in Table 7.1.

360



Table 7.1 - Differences Between Early (First 80%) and Late (Last 20%) Postal Responses

from BAs
Investment Characteristics | Early | Late Statistical Significance
Statistically Different Postal | Postal | Early | Late | | evel of Differences

Between BA Questionnaires | Mean | Mean 2’2)",',1 2’;;1’ between BA Groups
Received Early & Late (N=94) | (N=24) (early 80% vs. late 20%)

Due Diligence Process

Time from first meeting 1039 | 4.78 | 15.1| 4.8 | More for Early BA at <10%
entrepreneur to investment
decision (in weeks)

Investment Criteria®

Size of the investment 2.71 2.26 1.29 | 0.91 | More for Late BA at <10%
Product’s formal competitive 3.03 3.78 1.52 | 1.31 | More for Early BA at <10%
protection (patents)

Negotiations & Investment

Transaction costs (as a % of 1.84% | 6.43% | 4.07 | 10.45 | More for Late BA at <10%
total investment)

Miscellaneous

Time since investment (in 1.36 | 0.89 | 1.35 | 0.64 | More for Early BA at <2.5%
years)

Distance from London 5.03 | 3.74 | 3.24 | 249 | More for Early BA at <5%
(]ocation)b

2 These criteria were measured on a Likert Scale where 1=very important; S=not important
b This variable measures approximate distance from London where 1=London; 11=Scotland
* Note: S/D = Standard Deviation

The VCs’ results proved to be slightly more interesting. Compared to -earlier
respondents, those responding late tended to invest larger amounts per investment, for
larger % equity stakes, and tended to be less concerned about the operating financials of
their investee firms (i.e. financial break-even and low initial capital expenses) and less
about the trustworthiness of the entrepreneur(s), possibly since they have more control
over potential agency problems through their larger equity stakes. These results are

shown in Table 7.2.
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Table 7.2 - Differences Between Early (First 80%) and Late (Last 20%) Postal Responses

from VCs
Investment Characteristics | Early | Late Statistical Significance
Statistically Different Postal | Postal | Early | Late Level of Differences
. : Postal | Postal
Betw.een VC Questionnaires Mfan M_ean sp | sp* between VC Groups
Received Early & Late (N=83) |(N=21) (early 80% vs. late 20%)
Investment Criteria?
Trustworthiness of the 1.19 | 1.50 | 0.43 | 0.68 | More for Early VC at <10%
entrepreneur(s)
Product’s overall competitive 1.97 2.52 | 093 | 1.07 | More for Early VC at <5%
protection
Ability to reach break-even 261 | 3.47 | 1.24| 0.77 | More for Early VC at <1%
without further funding
Low initial capital expenses 3.16 3.94 | 1.28 | 0.80 | More for Early VC at <1%
needed
Size of the investment 3.18 | 3.90 | 1.25| 1.09 | More for Early VC at <2.5%
Negotiations & Investment
Size of investment £763.9K|1,809K | 1.02M| 2.2M | More for Late VC at <10%
Investor’s initial equity % 29.7% | 43.7% | 16.13| 22.10 | More for Late VC at <1%

2 These criteria were measured on a Likert Scale where 1=very important; 5=not important

*Note: S/D = Standard Deviation

Although no major differences were found between different BA respondents, it may be

inferred from the late VC respondent data that the general VC sample population invests

larger average amounts and has larger equity stakes (%s) per investment, than the

average VC respondent in this study’s sample. Not surprisingly, it has been made quite

clear in previous chapters that small investments in early stage ventures are very

unrepresentative of the general VC industry.
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7.1.2 - Early Stage Vs, Established Venture Investments

Since early stage firms are usually higher risk than those more established, this section
aims to determine whether aspects of each investor group’s investment process differ
depending upon the stage of the investment. Those investments classified by
respondents as: pre start-up, start-up, and early, were therefore codified as ‘early stage’

and compared to those investments classified by respondents as ‘established’.

Contrary to what would be expected, the BA analysis shows that BAs in more
established firms conduct more due diligence and more hands-on post investment
monitoring than BAs investing in early stage ventures. This may highlight a certain
minority of BAs who are more risk-averse than the average BA and, therefore, elect to
invest in more established (and less risky) ventures. They also prefer to conduct more
sector research in potential investment sectors which they understand more and have
more experience in. This may further emphasise the general research finding that the
average BA does not conduct a high level of due diligence. Furthermore, the early stage
BA investor appears to have more of a preference for co-investors than the later stage BA
investor. This may be a way for them to spread the risk and due diligence amongst other
BAs in the process of funding young and risky investments. These differences are listed

in Table 7.3.

363



Table 7.3 - Differences Between the Investment Processes of BAs Investing in Early and

Established Firms
Investment Characteristics
Statistically Different Early | Esta- Statistical Significance
Between Early & Stage |blished f‘”’y If.s;:" 4| Level of Differences
Established BA Investee | Mean | Mean | 7982 (D064 o0 on BA Groups
- _ S/D* | S/D* P
Firms (N=115)| (N=28)
Due Diligence Process
Sector experience of the 3.04 | 2.15 | 0.95| 1.12 {More for Established BA <1%
investor
Sector research conducted by 2.66 | 2.07 | 092 | 1.08 |More for Established BA <1%
investor
Investment Criteria?
Ability to reach break-even 2.67 2.14 | 1.19 | 0.98 |More for Established BA <5%
without further funding
Investor understands business 3.03 2.28 1.43 | 1.46 |More for Established BA <2.5%)
Post-Investment Monitoring
Visits (per month) 2.50 | 6.04 | 342 | 812 |More for Established BA <5%
Miscellaneous
Like the presence of co- 50% | 25% | 1.07 | 0.99 |More for Early BA at <1%

investors, in general (% yes)

2 These criteria were measured on a Likert Scale where 1=very important; 5=not important

* Note: S/D = Standard Deviation

Contrary to the BA results, the VC findings proved again to be much more enlightening.

Compared to VCs investing in (less-risky) established ventures, those VCs funding

(riskier) early stage firms were more entrepreneurial, had more unquoted investment

experience, and were more inclined to replace the entrepreneur with new management.

They also tended to be more concerned about the venture’s growth prospects,

competitive protection, and the opportunity to aid the early stage firm in an active

fashion. This is supported by the finding that early stage investors have more pre-

investment hesitations about the entrepreneur and the product/market than the VC

investor in more established ventures.

Furthermore, early stage investors invested

smaller amounts, received smaller equity stakes and spent less overall (not as a % of the
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invested amount) on due diligence and transaction costs. To limit the inherent early
stage risks, these VC investors also tended to pay out the investment amount in stages,
rather than all at once, and kept in contact more closely via the telephone post
investment. As might be expected, these risky early stage investments were expected to
be held longer by the investor, and had higher expected rates of return than less risky
established ventures. One VC interviewed stated: “The percentage returns you expect
always depends on the amount of risk you are taking on” (VC1, 5/6/96), whilst another
VC stated: “Very few people are operating in this area (early stage ventures) because it is
arisky area where you loose your shirt more often than not.” (VC12, 13/6/96) Due to
these risks of early stage investments, it was found that VCs firms with outside fund
providers supplying a smaller percentage of their total investment fund (and so may have
less agency pressure to invest in safer investments) were more inclined to fund early
stage ventures. This will be discussed in more detail in Chapter 7.3.1. Lastly, early stage
VC ventures were also found to be significantly more technologically intensive. Table

7.4 details these findings.
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Table 7.4 - Differences Between the Investment Processes of VCs Investing in Early and

Established Firms

Investment Characteristics

Statistically Different Early | Esta- Statistical Significance

Between Early & Stage |blished | Early| Esta- |y oo} of Differences

Established VC Investee Mean | Mean Sst;gf . between VC Groups

Fi =103) | (N=16) D

irms

Investor Characteristics

Number of firms founded 1.14 | 037 | 2.07| 0.72 | More for Early VC at <1%

Number of unquoted 349 17.12 | 40.81] 9.39 | More for Early VC at <1%
investments done

Due Diligence Process

Cost of due diligence £7,610 [£29,687 £16K| £32K | More for Established VC <2.5%

Cost of due diligence as a 1.09% | 2.03% | 1.1 |2.10%| More for Established VC <5%
percentage of investment

Times met entrepreneur before | 10.0 6.43 | 830 | 2.65 | More for Early VC at <1%
investing

Investment Criteria?

Product’s sales potential 1.50 | 1.93 | 0.73 | 0.57 | More for Early VC at <2.5%

Growth potential of the market | 1.51 | 2.31 | 0.76 | 1.07 | More for Early VC at <2.5%

Product’s formal competitive 2.85 | 3.56 | 1.41| 1.37 | More for Early VC at <10%
protection (patents)

Low overheads 3.07 2.5 1.06 | 1.09 | More for Established VC <10%

Low initial cost to test the 3.13 3.91 1.11 | 1.14 | More for Early VC at <5%
market

(Potential) co-investors present | 3.27 | 4.14 | 3.27 | 4.14 | More for Early VC at <5%

Investor’s strengths fill gapsin | 3.38 | 4.13 | 1.18 | 0.99 | More for Early VC at <2.5%
business

Negotiations & Investment

Investors initial equity % 30.1% | 47.9% | 16.5%/ 22.1%| More for Established VC <2.5%

Size of investment £845K |£1.67M] 1.3M | 1.3M | More for Established VC <2.5%

Transaction costs (legal etc.)  [£27.7K |£96.5K| 45K | 102K | More for Established VC <2.5%

Number of entrepreneurs 6.31% | 2.81% | 10.28| 2.10 | More for Early VC at <1%
investor has replaced

Investment made in stages? 33% 0% | 047 0.00 | More for Early VC at <1%

Post-Investment Monitoring

Telephone calls (per month) 5.79 | 3.75 | 633 | 2.96 | More for Early VC at <5%

Exit & Performance

Intended length of investment | 5.25 | 4.28 | 188 | 1.15 | More for Early VC at <10%
time (in years)

Annual rate of return initially | 40.5% |32.32%| 14.01| 5.55 | More for Early VC at <1%

expected on investment
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Miscellaneous

% of outside investors in VC | 57.8% | 83% ['47.10| 33.93 | More for Established VC <2.5%)

Was the venture 62% | 21% | 0.48 | 0.42 | More for Early VC at <1%
technologically intensive?
(% yes)

Time since investment (in 1.63 | 0.85 | 1.78 | 1.06 | More for Early VC at <2.5%
years)

4 These criteria were measured on a Likert Scale where 1=very important; 5=not important
* Note: S/D = Standard Deviation

These findings may indicate that VC investments in general (which tend to be more often
than not in more established firms) tend to be larger in size, render higher equity stakes
for control, and require less active post-investment monitoring, whilst it may be assumed
that most VCs are less entrepreneurial and fund less unquoted ventures. These
generalisations about the larger VC population which the new results have suggested are

also well documented in previous chapters, lending some support to these findings.

The BA literature, unfortunately, offers few comparisons of early and established BA
investments, and so does not offer much insight to these findings. However, two US
studies did conduct early/established stage comparisons. Aram (1989) found that BAs
who have more success (relative to expectations) with past investments, have more
interest in investing in future start-up and early stage firms. Furthermore, Freear &
Wetzel (1989) reported that presumably due to the decline in perceived risk, the BAs’
expected rate of return declined the later the stage of the investee firm. Although this

relationship was also present in this BA study, the correlation was not significant

(correlation=-0.1315).
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Nevertheless, the VC literature supports many of these findings. As in this study,
researchers in the US (Norton & Tennebaum, 1993; Robinson, 1987) and in the UK
(Wright & Robbie, 1996) found that VCs who typically invest more in early stage firms
are smaller in size and invest smaller amounts than those VCs who fund established
firms. Additionally, two US studies (Norton, 1995; Gupta & Sapienza, 1988) also found
that VC investors in earlier stage ventures tend toA monitor more actively post investment,
whilst Carter & Van Auken (1994) claim that early stage VC investors in the US also had
a longer investment horizon and replaced entrepreneurs more often than VC investors in
more established firms. However, although Carter and Van Auken (1994) found no
obvious differences in their US study in a number of VC investment criteria (depending
upon the stage of the investment), this research study found significant differences and so

may add further insight to this area for future study.

Although the BA analysis only highlighted the possible presence of a rather risk-adverse
minority BA group, the VC analysis clearly offers a greater understanding of how VC
firms which invest in earlier stage (and more risky) ventures strive to reduce their risks
throughout the investment process more so than VC investors in more established

ventures.
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1.1.3 - Geographical Distribution of the Investors
Since London is the UK’s only major financial.centre, this research wanted to determine
whether investors who operate in this heavily competitive geographical area operate
differently from those who live further away. A number of studies in the US (Freear et
al., 1994a; Haar et al., 1988), Canada (Short & Riding, 1989), and the UK (Mason &
Harrison, 1990, 1995a; Mason, 1996a; Martin, 1989) have noted that regional differences
between investors are critically important and data on one region may not be
generalisable to other regions. However, very few studies, especially in the UK, have
analysed regional differences (Martin, 1989). In particular, the regional study of BAs,
who live virtually everywhere (Gaston, 1989; Baty, 1991) and tend to invest locally in a
hands-on fashion (Mason, 1996a; Aram, 1989; Wetzel, 1983), is very important since:
“informal investments are valuable because they help to retain and re-
circulate wealth within a region, counteracting the effect of most
investment mechanisms (e.g. banks, insurance companies, pension funds)
which act as a conduit through which personal savings flow out of
peripheral regions in the nation’s financial centres for investment in core
regions and abroad.” (Mason & Harrison, 1995, p.43)
A better understanding of regional investor differences may, therefore, shed more light
on spatial clustering of regional development as well (Wilson, 1994; Mason, 1996a).
Indeed, one manager of a BIS believed that there was definitely a regional difference
between BA investors: “Angels in London are much harder, more profit-oriented than

they are in Devon. They are more gentlemanly once you get away from London.” (AC1,

25/3/96) Let us now see whether the results give some support to this statement.

This study found that 68% of all BA respondents were from London and the surrounding

South-East areas. However, since only 48% of all BAs targeted lived in these areas (see
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Table 3.1), these BAs were probably more inclined to respond. Other researchers
(Coveney, 1996, Mason & Harrison, 1995; Mason et al., 1991a) also found that the
majority of their BA respondents were based in the South and, therefore, concluded that
Southern BAs represent most of the BA population in the UK. The quantitative results
show that, compared to non-London based BAs, BAs living in the London area are more
entrepreneurial, invest larger amounts per deal (aithough for smaller equity stakes), visit
their investments less, and now expect to receive lower returns than those they initially

anticipated. These differences are shown in Table 7.5.

Table 7.5 - Differences Between London-Based BAs and BAs in the Rest of the UK

Investment Characteristics |London| Non-
Statistically Different BAs® (London| non- | Statistical Significance
Between London area & Mean | Mean o | s/p* Level of Differences
non-London based BAs** | (N=97) | (N=46) between BA Groups

Investor Characteristics
Number of firms founded 2.27 1.79 | 3.79 | 2.10 | More for London BA at <10%
Investment Criteria?
Low initial cost to test market | 2.90 | 2.47 | /.17 | 1.25 | More for non-London BA <10%

Negotiations & Investment

Size of investment £61,510£41,555 79K | 47K | More for London BA at <10%
Investors’ initial equity % 19.54%|26.18%)| 15.95 | 21.07 | More for non-London BA <10%

Post-Investment Monitoring

Visits (per month) 2.10 | 3.99 | 3.86 | 5.31 | More for non-London BA <5%
Exit & Performance
Annual rate of return now 18.9% | 34.7% | 24.96 | 45.16 | More for non-London BA <5%

believe will realistically

achieve on investment
Rates of return over/under -12.3%]| 6.51% | 21.93 | 37.84 | More for non-London BA<2.5%

those initially expected

 These criteria were measured on a Likert Scale where 1=very important; S=not important
* Note: S/D = Standard Deviation; ** Note: South East investors are also included in the London group
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London-based BAs appear to be more similar to VCs than non-London BAs since they
tend to invest more and monitor less actively. : Thus, if the sample included more non-

London BAs then the results may have shown even greater contrast with the VCs.

As in previous comparisons, the VC results are much more enlightening. Indeed, the
differences found between London and non-London VCs were quite remarkable, with the
former demonstrating more risk-averse investing practices throughout the whole
investment process. In particular, compared to non-London VCs, London-based VCs
were more entrepreneurial, conducted more due diligence, placed greater emphasis on
growth and exit investment criteria, invested more per deal, gained more contractual
control, and appeared to monitor their investments more post-investment. Thus, non-
London VCs may be perceived to more closely resemble some BA investors. However,
one Scottish VC wrote in a letter (attached to a returned postal questionnaire) that they
were not able to conduct investments in the same manner as London-based VCs because
they deal with rather different types of investment opportunities: “In London, venture
capital firms get the top 10% of all the deals, whereas in Scotland we have to work with

companies to set them up.” Table 7.6 shows these differences between the VC types.
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Table 7.6 - Differences Between London-Based VCs and VCs in the Rest of the UK

Investment Characteristics [London] Non- ]
Statistically Different VCs’ |London non- | Qeatistical Significance
Between London area & | Mean | Mean |fondonlondon| v &0} ¢ Dyisferences
non-London based VCs** | (N=68) | (N=s1) | D% | D% | | L v Groups
Investor Characteristics
Number of firms founded 1.20 | 0.47 | 2.11 | 1.05 | More for London VC at <2.5%
Due Diligence Process
Size of firm funded £3.5M | £1.6M | 3.4M | 2.2M | More for London VC at <1%
Sector research conducted by 1.53 1.89 | 0.70 | 0.73 | More for London VC at <2.5%
investord
Cost of due diligence £16.3K| £5.1K | 25.5K | 6.9K | More for London VC at <1%
Times met the entrepreneur 1097 | 6.01 7.62 | 3.51 | More for London VC at <1%
before investing
Number of independent 484 | 292 | 429 | 1.83 | More for London VC at <2.5%
references taken on
entrepreneur
Number of people investor 4.66 3.77 | 246 | 1.88 | More for London VC at <10%
consulted before investing
Time from first meeting 15.26 | 8.21 | 13.73 | 11.52 | More for London VC at <1%
entrepreneur to investment
decision (in weeks)
Investment Criteriab
Enthusiasm of entrepreneur(s) 1.26 1.54 | 047 | 0.65 | More for London VC at <5%
Growth potential of the market | 1.51 1.86 | 0.76 | 1.00 | More for London VC at <10%
Expected rate of return 1.55 2.03 | 0.76 | 1.04 | More for London VC at <1%
Quality of product 1.83 | 2.16 | 0.82 | 1.06 | More for London VC at <10%
Potential exit routes (liquidity) | 1.94 | 2.56 | 0.89 | 1.14 | More for London VC at <1%
Investor understands business | 2.17 | 2.78 | 1.0/ | 1.13 | More for London VC at <1%
High margin of the business 2.13 | 2.50 | 096 | 1.1l | More for London VC at <10%
Venture is local 3.80 3.22 | 1.43 | 1.45 | More non-London VC <10%
Negotiations & Investment
Length of negotiations (in weeks)| 9.21 5.02 | 10.68 | 6.27 | More for London VC at <2.5%
Investor’s initial equity % 34.45%|26.41%| 19.96 | 10.24 | More for London VC at <2.5%
Entrepreneur’s initial equity % [40.55%|62.10%| 21.81 | 15.05 | More for non-London VC <1%
Size of investment 1.25M | 363K | 1.63M| 427K | More for London VC at 1%
Number of entrepreneurs 7.5 | 2.77 | 11.61 | 3.82 | More for London VC at <1%
investor has replaced
Number of entrepreneurs 22.19%]| 9.58% | 16.80 | 11.91 | More for London VC at <1%
investor has replaced (as a
% of investments made)
Transaction costs (legal, etc.) |£50.1K|£22.2K| 70K | 37.4K | More for London VC at <2.5%
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Post-Investment Monitoring

Telephone calls (per month) 6.30 | 3.94 | 658 | 4.79 | More for London VC at <10%

Miscellaneous

Number of ventures the VC 7.51 | 15.74 | 8.51 | 14.60 | More non-London VC <10%
personally monitors

Time since investment (in years)| 1.96 | 0.80 | /.83 | 1.2/ | More for London VC at <1%

2 This variable were measured on a Likert Scale where 1=extensive; 4=none
b These criteria were measured on a Likert Scale where 1=very important; 5=not important
*Note: S/D = Standard Deviation; ** Note: South East investors are also included in the London group

Clearly, London-based VCs appear to invest more cautiously than those in the rest of the
UK. This may be due to the greater level of competition amongst VCs in London for
financial backing from fund providers, or that VCs in London have greater resources
available with which to conduct these investment practices. Either way, it is clear that
since London VCs act more like the stereotypical VC identified in previous chapters,
greater inclusion of these VCs in this study’s sample (more than the current 57%) would

make the differences between BAs and VCs even more pronounced.

Although both the BA and VC literature primarily concentrate on spatial UK
concentration of investors and wealth, and make little or no reference to actual
differences in preferences and investment processes, they are still able to lend some
support to this study’s findings. In the BA literature it is well documented that the
London and South East region has 39% of BA investments and 58% of the total amount
invested (Harrison & Mason, 1996a; Mason & Sackett, 1996). In fact, Harrison &
Mason (1991a) found that 3% of firms in the southern regions cited a BA as a source of
finance, whilst only 0.5% of firms in the Midlands and North did. Yet, the only
investment process variable that is listed in the literature also supports this study’s

finding: Mason & Harrison (1995) found that BAs in the South invest larger amounts
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than their counterparts in the rest of the UK, investing on average £35,000 and £19,000

respectively (£61,500 and £41,500 respectively for this study).

The VC literature tends to be more comprehensive on the regional variation of VC
investors in the UK. It is well chronicled that the VC industry is over-centralised in the
London area (Mason & Harrison, 1995a, 1996). Martin (1989) found on the basis of
1986 data that 75% of VC funds were located or headquartered in London, and that the
London/South East area received 31% of investments from VCs in the UK and accounted
for 24% of the VC investments done. However, this concentration of VC investments in
the South is due to both demand- and supply-side factors (Mason & Harrison, 1991). On
the demand side, suitable investment opportunities, usually of superior quality, are
largely concentrated in the southeast region (Martin, 1989; Mason & Harrison, 1991).
Indeed, Deakins (1996) states that one significant factor affecting this level of business
formation and growth in an area is the level of capital availability. Certainly, the
London/South East area has the most capital available since most VC funds are now
located there because many of the ‘captive’ VCs were established within larger financial
institutions which were already London-based. London’s financial milieu also induced
many independent VCs to be based there (Martin, 1989). But, looking at the supply side,
these VC firms are also well situated. Since good local knowledge is usually required to
succeed in any region (Hamilton Fazey, 1986), London-based VCs need not look beyond
the London area to find suitable investment opportunities, as was aforementioned
(Mason & Harrison, 1991; Woolfman, 1993). Clearly, there is a circular causality
between the demand and supply-side factors. This spatial bias in investment preferences

will, therefore, continually reinforce the north-south divide in the funding of VC
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investments (Mason & Harrison, 1991), which may have further serious implications for

the northern parts of the UK (Martin, 1989).

However, the few investment process variables listed in the literature support this study’s
findings. The larger average size of investment of London VCs compared to VCs from
the rest of the country is well documented (Hall, 1988; Mason & Harrison, 1991; Martin,
1989), although Mason & Harrison (1991) state that this may be due to the higher
managerial unit costs and overhead costs of London-based VC firms which make it
uneconomic for them to make smaller investments. The finding that London-based VCs

take larger equity stakes was also supported (Mason & Harrison, 1991).

Thus, rather than just looking at the geography of investments, as all past studies have
done, this research has rendered the first clear impression of how investors from different
parts of the UK differed in their preferences and practices throughout the investment

process. This may be of benefit to entrepreneurs seeking funds.

7.1.4 - Technology Vs. Non-Technology Ventures

Well documented in the US and the UK, technology-based firms are vital to the future
development and long run competitiveness of the national economy (Bank of England,
1996; Murray & Lott, 1992; Tewksbury et al., 1980). However, technology-based firms
may experience difficulty in getting financing from traditional sources (i.e. banks) for a
number of reasons: lack of commercially viable products, difficulty in assessing the size
of the market for a new and innovative idea, uncertainty of future income streams,

history of poor rates of return, high degree of confidentiality to protect the innovation,
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entrepreneurs who often lack high technology skills, absence of collateral, intangibility
of R&D expenses in the firm valuation, and the lack of technological understanding by
most fund providers (Bank of England, 1996; Deakins, 1996; Murray, 1994). Hence,
many of these high risk ventures will rely on alternative forms of financing, such as
venture capital financing. With the many inherent risks of technology financing, this
research wanted to determine whether investors in technology behaved differently during
the investment process than non-technology investors. Little research has been carried

out in this area, especially in the UK (Bark of England, 1996).

Using the ‘technologically intensive’ response category on the questionnaire, the results
show that 86.5% of BAs did not invest in technology investments and most BAs
interviewed stated that they did not like them. There were four main reasons that BAs
voiced for avoiding high tech investments. First, most BAs do not understand the
technology, as one BA stated: “The information technology I don’t understand from
Adam. We are in an age where things are moving forward so quickly.” (BA3, 14/2/96)
This avoidance of high tech was even more pronounced with the older generation of BAs
interviewed: “High tech is foreign to me and worrying for me because I wasn’t brought
up in the computer world. It is a bit bad on my part.” (BA19, 28/3/96) Second, BAs feel
that most high tech firms need sums of money that they can not afford, but are more in
the league of VCs, as one BA stated:

“The numbers high tech companies are looking for are way out of my

league and with high tech I would have to take much on trust. I always

have a question mark if a high tech company is looking for £1 million to
fill a major high tech need, why have venture capitalists not invested

already?” (BA3, 14/2/96)
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Third, due to the specialised nature of high tech companies, many BAs do not believe
that they are able to add any value through involvement in the firm. One BA stated: “I
can’t contribute to technology firms, I only have experience at the management level.”
(BA3, 14/2/96) Thus, the potential inability to be actively involved post-investment
would prohibit BAs from reducing potential agency problems and this is clearly not
preferred by the majority of BAs. Fourth, high téch investments are often of a high risk
nature not in line with BA preferences. One BA stated: “Technology has a lot of
competition and is a specialist thing. It is very easy to get wrong, especially if you don’t

know that much about them.” (BA1S5, 25/3/96)

With such perceived disadvantages to investing in technology-intensive investments, we
will now analyse whether BAs who do invest in them behaved differently. Compared to
BAs not investing in technology, those funding technology firms consulted more people
before investing, were more attracted to investments with competitive protection and a
niche market, and had smaller equity stakes. Furthermore, they were slightly less
actively involved hands-on post-investment, possibly because they did not feel they

could add as much value. Table 7.7 lists these differences.
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Table 7.7 - Differences Between the Investment Processes of BAs Investing in High

Tech Firms and Those Who Don’t
Investment Characteristics Non:
Statistically Different Tech | Tech Non- | gtatistical Significance
Between Technology & non-| Mean | Mean | Teck | Tech Level of Differences
(N=16) | (N=103) S/D* | S/D*
Technology BA Investments between BA Groups
Due Diligence Process
Number of people investor 3.69 2.66 |.3.36 | 2.26 | More for Tech BA at <10%
consulted before investing
Stage of firm (early)2 2.42 2.84 | 1.13 | 0.92 | More for Tech BA at <5%
Investment Criteriab
Trustworthiness of entrepreneur | 1.46 1.26 | 0.72 | 0.49 | More for Non-Tech BA <1%
Niche market 1.75 2.15 0.96 | 1.28 | More for Tech BA at <10%
Product’s informal competitive 2.06 2.59 | 0.82 | 1.06 | More for Tech BA at <1%
protection (know-how)
Size of the investment 2.29 2.75 1.23 | 1.23 | More for Tech BA at <5%
Product’s overall competitive 2.37 2.85 1.19 | 1.26 | More for Tech BA at <10%
protection
(Potential) co-investors present | 2.52 | 3.09 | 1.6/ | /.44 | More for Tech BA at <10%
Product’s formal competitive 292 | 3.49 | 1.40 | 1.38 | More for Tech BA at <10%
protection (patents)
Negotiations & Investment
Investor’s initial equity % 18.11%]26.42%/| 16.82| 20.93 | More for Non-Tech BA <5%
Post-Investment Monitoring
Investor’s involvement possibleb| 2.72 | 2.25 | 140 | 1.39 | More for Non-Tech BA <10%|
Telephone calls (per month) 5.29 9.09 | 655 | 898 | More for Non-Tech BA <1%

4 This variable was measured on a Likert Scale where 1=pre start-up; 4=established
b These criteria were measured on a Likert Scale where 1=very important; 5=not important

* Note: S/D = Standard Deviation

Contrary to the BA findings, the majority of sampled VCs (56.7%) invested in

technologically-intensive investments. This was surprisingly high, especially since most

of the VCs interviewed claimed that apart from them, few other VCs actually invested in

high tech. One VC even stated: ““You can count us on the fingers of one hand. There are

fewer than six who do early stage technology investments. A lot of big companies say

they do, but if you send them a deal, they don’t do it.” (VC1, 5/6/96) In fact, many VCs

interviewed gave a number of reasons why more high tech investments were not
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conducted in the UK. First, many claimed that VCs in the UK are not trained to deal

with high tech investments. Second, high tech investments are much riskier and time

consuming. One VC stated:

“Nobody does technology because it takes a lot of time and effort. The
deal costs are exactly the same for a large deal (...) Technological
products are inherently so much more risky. Because it is a mature
venture capital industry, the better returns can be found with MBOs.”
(VC12, 13/6/96)
Third, the VC industry in the UK has a rather poor history of funding high tech
companies. One VC stated:
“In the 1980s, the young British venture capital industry forgot the
cardinal rule of always investing in people, and they backed some dodgy
products. Then these went wrong, and instead of analysing where they
went wrong, they just said they lost a lot of money in technology, so, per
se, it must be bad.” (VC3, 5/6/96)
With so many negative things said about high tech investing, it was surprising to see the
majority of responses claiming to have invested in this area. One explanation may be
that since the investments analysed in this study are early stage, and not representative of
typical VC deals, they may be more technology-based. Also, perhaps many VCs were
too liberal in claiming that their investments were technology-based, or misunderstood
the meaning of ‘technologically intensive’. Thus, the problem may be that only one
variable was used to measure technological intensity and this variable was self reported.
Indeed, Mason & Harrison (1995) experienced the same problem and state: “but as the

definition of technology-based was left to investors, this figure may be over-stated.”

(p42) One last explanation might be that since the UK venture capital industry has
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always followed its US counterpart, it might now finally also start to concentrate more on

technology investments.

Despite such conflicting information about the general rationale for, and frequency of,
high tech investing by VCs in the UK, the results show that these high tech investors
behave very differently from those who were technology—averse. In comparison to VCs
not investing in technology, high tech VC investors tend to be more entrepreneurial,
spend less on due diligence (possibly because they are more specialised and require less
background research on the sector or because there is less sensible due diligence
possible), take longer to invest, are more attracted to high growth firms with competitive
protection, have smaller equity stakes, reduce investment risks more by staging the
distribution of the investment amount, and have higher return expectations initially and

even a year or so after the investment is made. Table 7.8 lists these differences.
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Table 7.8 - Differences Between the Investment Processes of VCs Investing in High

Tech Firms and Those Who Don’t
[Investment Characteristics Non-
Statistically Different Tech | Tech Non- | gtatistical Significance
Between Technology & non-| Mean | Mean | Tech | Tech Level of Differences
Technology VC Investments | (N=63) | (N=48) | SP* | SD between VC Groups
Investor Characteristics
Number of firms founded 144 | 059 | 2.38| 1.21 | More for Tech VC at <2.5%
Due Diligence Process
Cost of due diligence £4,559£21,517| 7,060 |30,612| More for Non-Tech VC at <1%
Cost of due diligence as a 0.93% | 1.72% | 1.47 | 1.91 | More for Non-Tech VC <10%
percentage of investment
Time from first meeting 14.47 | 9.53 |13.79| 10.73 | More for Tech VC at <5%
entrepreneur to investment
decision (in weeks)
Stage of firm (early)? 252 | 2.87 | 0.67 | 0.9/ | More for Tech VC at <2.5%
Investment Criteriab
Growth potential of the market 1.42 1.89 | 0.69 | 0.94 | More for Tech VC at <1%
Expertise of entrepreneur(s) 1.44 | 1.20 | 0.69 | 0.4/ | More for Non-Tech VC at <5%
Product’s sales potential 1.45 1.75 | 0.76 | 0.67 | More for Tech VC at <5%
Product’s overall competitive 1.82 | 2.41 | 0.86 | 0.89 | More for Tech VC at <1%
protection
Trackrecord of entrepreneur(s) 2.03 1.48 | 1.22 | 0.65 | More for Non-Tech VC at <1%
Niche market 237 | 3.41 | 1.18 | 0.90 | More for Tech VC at <10%
Product’s formal competitive 2.67 | 3.40 | .37 | 1.40 | More for Tech VC at <2.5%
protection (patents)
Low overheads 3.21 2.76 | 1.15 | 0.94 | More for Non-Tech VC at <5%
Ability to reach break-even 326 | 2.41 | 1.25 | 1.07 | More for Non-Tech VC at <1%
without further funding
Size of the investment 348 | 2.89 | 1.19 | 1.18 | More for Non-Tech VC <2.5%
Negotiations & Investment
Investor’s initial equity % 28.19%36.12%| 15.86 | 20.26 | More for Non-Tech VC <5%
Transaction costs (legal, etc.)  [£27,377|£55,042|44,391|83,391| More for Non-Tech VC <10%
Investments made in stages 35% | 19% | 0.48 | 0.39 | More for Tech VC at <10%
Exit & Performance
Annual rate of return initially  [42.87%|34.06%| 13.83 | 11.23 | More for Tech VC at <1%
expected on investment
Annual rate of return now 46.14%|31.34%| 30.55 | 14.83 | More for Tech VC at <1%
believe will realistically
achieve on investment

2 This variable was measured on a Likert Scale where 1=pre start-up; 4=established
These criteria were measured on a Likert Scale where 1=very important; S=not important

* Note: S/D = Standard Deviation
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Although the BA and VC literature has not examined many of this study’s data variables,
it does lend some support to the results of others. - In the US BA literature, studies found
that 18-33% of BAs invest in technology firms and 25-64% express strong interest in
investing in such ventures (Gaston, 1989; Haar et al., 1988; Aram, 1989; Freear et al.,
1992b; Freear & Wetzel, 1988, 1990; Wetzel, 1981, 1987). Similarly, in Canada 38-70%
of BA investments are technology based (Short & Riding, 1989), whilst in Finland about
40% of investments (62% of manufacturing investments) were high tech (Lumme et al,,
1996). Even in Sweden, it is common for BAs to fund these types of ventures
(Landstrom, 1992). However, in Scotland, very few BAs were interested in high-tech
investments (KPMG, 1992), whilst in the UK there was also less BA interest in high
technology investments, with studies accounting them for 15-22% of all BA investments
(13.4% for this study) (Mason & Sackett, 1996; Mason & Harrison, 1995; Coveney,
1996). In the UK, therefore, Mason & Harrison (1995) suggest that BA financing may
play a less prominent role in the funding of new high tech firms. Whilst in the US, BAs
are the single greatest source of early-stage high-tech financing, even surpassing VCs
(Freear & Wetzel, 1988, 1992b; Bank of England, 1996). In addition to these general
findings, Landstrom (1992) also supports this study’s finding that BA investors are less

- involved post-investment in high tech investments.

In the VC literature, the different levels of high tech investment between US and UK
investors is even more apparent. In the US, 80% of the annual investment by the VC
industry was directed to high technology ventures in 1991, whilst this was 13% and 9%
respectively for the European and UK venture capital industries in 1993 (Murray, 1995a,

1995b; BVCA, 1994; EVCA, 1994). However, in 1995, only 2.2% of the total
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investment activity of the UK VC industry was in early high-tech ventures, although
another 21.8% was in more established (and possibly less-risky) technology ventures.
Clearly, the European, and particularly the UK, VC industry prefers investing in more
mainstream industry sectors, whilst their US counterparts have a much greater attraction
to technology-based sectors (Bank of England, 1996; Murray & Lott, 1992; Knight,
1992). However, the frequency of high tech eaﬂy-stage VC investments found in this

study may (if the results are representative) signal that this tide is changing.

The VC literature also adds insight into, and support for, some of the differences in
investment characteristics found in this study. Indeed, compared to non-technology
ventures, technology-based investments tended to place more importance on growth
potential of the market (Murray, 1995a; Storey, 1994; Murray & Lott, 1992), invest
larger amounts per deal (Benjamin & Margulis, 1996; Hall, 1988), and expect high rates

of return (Murray & Lott, 1992; Rigby, 1997).

This study has highlighted for the first time many variables which differ between the BA
and VC investors who invest in technology-based firms, and those that do not. This
understanding is particularly important since, although these firms have important
economic significance, they often have difficulty attracting funding. Indeed, the Bank of
England (1996) even advocates gaining a greater understanding of technology-based BA

investors as potentially one of the most effective ways of easing this problem.
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1.1.5 - Successful Vs. Less-Successful Ventures

To determine whether successful investments share certain characteristics, this research
sought to compare the 30% of investments with the highest expected rates of return
(currently expected, not initially), with the 70% which were less successful. This
analysis does not want to imply that there is causality between the common variables
found and the rates of return, but does want to raiée awareness of which factors may have

influence.

In this study, the top 30% of BA investments were those with an expected rate of return
of 30% or higher. Compared to the BAs of less successful investments, the successful
BAs conducted more research of the sector, were more attracted to the trustworthiness
and trackrecord of the entrepreneur and potential exit routes, had less concern for the size
of investment demanded, spent a smaller proportion on transaction costs and replaced
entrepreneurs in a smaller proportion of unquoted investments done. In addition, these
BAs had a shorter investment horizon and higher initial return expectations, as Chart 7.9

shows.
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Table 7.9 - Differences Between Successful and Less-Successful BA Investments

[Investment Characteristics

expected on investment

Statistically Different Less- Statistical Significance

Between Successful & Success|Success non- Level of Differences

Less Successful BA Mean | Mean . cess between BA Groups

S/D*

Investee Firms (N=28) | (N=67) | 5P

Due Diligence Process

Sector research conducted by | 2.03 2.54 | 0.92 | 0.87 |More for Successful BA <2.5%
investord

Cost of due diligence as a 0.17% | 0.99% | 0.69 | 3.26 | More for Unsuccessful BA<10%
percentage of investment

Investment Criteriab

Trustworthiness of entrepreneur 1.19 | 1.46 | 049 | 0.67 |More for Successful BA at <5%

Quality of product 1.56 | 2.03 | 0.82 | 0.87 |More for Successful BA <2.5%

Trackrecord of entrepreneur 1.74 | 2.34 | 092 | 0.98 |More for Successful BA <2.5%

Potential exit routes (liquidity)| 2.32 | 3.09 | /.22 | 1.3 |More for Successful BA <2.5%

Size of investment 3.08 | 2.51 | 1.25 | 1.4 |More for Unsuccessful BA <5%

Negotiations & Investment

Transaction cost (as a % of 1.06 430 | 244 | 7.86 |More for Unsuccessful BA <1%
total investment)

Number of entrepreneurs 3.99% | 9.58% | 9.75 | 21.15 | More for Unsuccessful BA<109
investor has replaced (as
a % of investments made)

Exit & Performance

Intended length of investment | 4.02 | 5.73 | 2.04 | 3.2] |More for Unsuccessful BA<2.5%
time (in years)

Annual rate of return initially {42.60%|23.65%| 29.02 | 14.53 | More for Successful BA at <1%

2 These variables were measured on a Likert Scale where 1=extensive; 4=none
b These criteria were measured on a Likert Scale where 1=very important; 5=not important

In the VC analysis, the top 30% of investments were those with expected rates of return

of 49% or higher. Compared to their less successful counterparts, VCs from successful

investments consulted more people before investment, took less time overall to complete

the investment, were more attracted to growth and financial profit criteria, expected

higher rates of return initially, and preferred to invest in technology-based ventures.

Table 7.10 lists these differences.
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Table 7.10 - Differences Between Successful and Less-Successful VC Investments

Investment Characteristics

Statistically Different Less- Statistical Significance

Between Successful & Success|Success non- Level of Differences

Less Successful VC Mean | Mean g, g/, between VC Groups

Investee Firms (N=26) | (N=63)

Due Diligence Process

Number of people investor 5.18 | 4.18 | 2.72 | 2.34 |More for Successful VC at <10%
consulted before investment|

Time of total investment 17.07 | 21.17 | 8.13 | 13.87 |More for Unsuccessful VC <10%
process (in weeks)

Investment Criteria®

Perceived financial rewards 1.25 1.54 | 0.52 | 0.80 |More for Successful VC at <5%

Product’s sales potential 1.39 1.68 | 0.74 | 0.73 |More for Successful VC at <10%

Expected rate of return 1.48 | 1.89 | 0.97 | 0.97 |More for Successful VC at <10%

Trackrecord of entrepreneur(s)| 2.11 1.62 | 1.16 | 0.96 |More for Unsuccessful VC <5%

Product’s formal competitive | 2.63 | 3.24 | 1.57 | 1.27 |More for Successful VC at <10%
protection (patents)

Low overheads 3.48 | 291 | 1.05 | 0.99 |More for Unsuccessful VC<2.5%

Low initial capital 3.77 | 3.14 | 1.08 | 1.24 |More for Unsuccessful VC<2.5%
expenditures needed

Size of investment 3.77 | 3.15 | 1.16 | 1.21 |More for Unsuccessful VC<2.5%

Exit & Performance

Annual rate of return initially {49.36%33.81%| 10.59 | 9.24 |More for Successful VC at <1%
expected on investment

Miscellaneous

Firm is technologically 1.31 | 1.49 | 047 | 0.50 |More for Successful VC <10%

intensiveb

2 These criteria were measured on a Likert Scale where 1=very important; 5=not important

b 1=yes, 2=no

To add further insight into these findings, the rates of return for BA and VC investments

were correlated with the variables in this study, as is shown in Table 7.11.
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Table 7.1 - Correlations of Expected Rates of Returns for BA and VC Investments With
Various Variables from the Investment Process

Correlations with ‘Annual Rate of BA vC

Retu.rn Now Beli?ve Will Correlations Correlations

Rea!lstically Achieve on Investment’ (with current rate of return (with current rate of return

Variable for Both Investor Types expected) expected)

Investor Characteristics

BA invests through a BIS -.2453% -

Due Diligence Process

Sector experience of the investor .1382 .2556*

Sector research conducted by investor .3360* 0138

Size of firms funded (corporate value) .6233* -0202

Investment Criteria

(Importance as attraction to the investment):

Trackrecord of entrepreneur(s) .3009* -.1423

Perceived financial rewards for 2557* 2698**
investor

Expected rate of return .2225% 2621*

Investor’s involvement possible .0037 .2146*

Low overheads .0427 -.2309*

Niche market -.0338 -2111*

Product’s formal competitive 1278 2403*
protection (patents)

Potential exit routes (liquidity) .2784% 0.326

Size of the investment -.3042%* -.0370

Exit & Performance

Annual rate of return initially 5311** .5879%*
expected on investment

Intended length of investment time -.2378* -.0484

Miscellaneous

Firm is technologically intensive -0721 2853%x*

4

* The correlation between the variables is statistically significant at the <5% level
** The correlation between the variables is statistically significant at the <1% level

Unfortunately, due to the limited amount of research on rates of return from venture
capital investments, there is little literature which can be used to support these findings.
In the BA literature, Haar et al. (1988) also found in a US study that BAs with greater
familiarity in the industry perform better, whilst Lumme et al. (1996) noted that Finnish

BAs also show no difference in levels of involvement depending upon the success of the
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investment. Contrary to this study’s findings, Lumme et al. (1996) also discovered that
successful BAs tend to make fewer investments, invest smaller amounts of finance and

are more likely to fund ventures with which they have no friendship connection.

In the VC literature, Tyebjee & Bruno (1984) also found that attractive market conditions
(i.e. growth potential of the market) and highly differentiated products (i.e. product’s
sales potential and product’s competitive protection) had a high explanatory power over a
venture’s rates of return. However, although MacMillan et al. (1988) also found no
relationship between the level of investor involvement and the rates of return of the

investments, Sapienza (1992) found a strong positive correlation.

Whilst these aforementioned findings are insightful, they should be assessed with caution
because no link of causality is made between them and the rates of investment success.
In addition, the actual levels of realised success probably influenced how the investors
completed the questionnaire, especially for variables they deemed important at the stage

of initial investment. This was mentioned in Chapter 3 as a possible research limitation.
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7.2 - Business Angel Sub-Groups

Now that the intra-group differences applicable to both BA and VC investors have been
assessed, this section will analyse variations which are only applicable to BAs. These

are:

7.2.1 - Business Angels: Those Who Use Business Introduction Services Vs. Those Who
Don’t

7.2.2 - Business Angels: Application of Another Researcher’s Active Angel Typology to
the Results

7.2.3 - Serial Business Angels Vs. Non-Serial Business Angels

Although BAs have many common traits, the heterogeneity of the BA population has
also been recognised (Freear et al., 1996; Freear & Wetzel, 1992). Although most past
studies have not compiled sufficiently large samples to allow examinations of intra-group
variations (Mason, 1996a), a few past studies have attempted to segregate BAs into: 2
(Kelly & Hay, 1996), 3 (Postma & Sullivan, 1990), 6 (Coveney, 1996), and even 10
(Gaston, 1989) distinctive types of informal investors. There is a growing awareness
amongst researchers in the BA field “of the need to desegregate the unit of analysis

further” (Kelly & Hay, 1996, p.1), and clearly further research is warranted (Mason,

1996a).
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7.2.1 - Business Angels: Those Who Use Business Introduction Services Vs. Those

Who Don’t
Since the majority of BA studies in the UK rely heavily (if not completely) upon
business introduction services (BISs) for their BA samples (Coveney, 1996; Harrison &
Mason, 1991a, 1991b, 1992b; Mason & Harrison, 1996b; Mason et al., 1995; Atkin &
Esiri, 1993), this study wanted to determine whether these BAs differ from those who
use personal networks to find investment opportunities. Indeed, most of our knowledge
of UK BAs comes from those which are visible (i.e. they use BISs), although they are
probably only the tip of a potentially sizeable iceberg (Mason, 1996b; Harrison &
Mason, 1992b; Stevenson & Coveney, 1994). Since most BAs, however, tend to adopt a
passive attitude towards finding investments, those BAs which join BISs may be seen as
adopting a much more active approach, implying that these two investor types may have
differing investment practices and attitudes (Harrison & Mason, 1991a; Atkin & Esiri,
1993). In addition, Mason & Harrison (1996b) speculate that BIS BAs may be more
inexperienced and, thus, need assistance in finding investments. Unfortunately, until
now, no research has compared these two types of BAs in detail. In fact, Mason (1996a)
cautions:

“Members of business introduction services (are) a very important

subgroup of the business angel population but in all probability one which

has certain distinctive characteristics. The implication is that in most

circumstances researchers should derive samples of business angels from

several different sources so that sources of bias in individual data sources
will, hopefully, be cancelled out.” (p.10)

This research study will now determine the extent of such a potential bias.
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As the control group, Coveney (1996) provided this research study with a list of BAs

who had not utilised a BIS to make investments, and this group rendered 21 responses.

Thus, compared to non-BIS BAs, the results show that those BAs utilising BISs conduct

less due diligence, have greater attraction and concern for market and sales growth, visit

their investments more often, and have a shorter investment horizon, as Table 7.12

shows.

Table 7.12 - Differences Between BAs Who Utilise BISs and Those Who Don’t

Investment Characteristics BIS | Non-

Statistically Different BA |BISBA Non-|  gtatistical Significance

Between BIS BA and Non- | Mean | Mean sB/f* .SI‘;/;;S; Level of Differences

BIS BA Investee Firms (N=122)| (N=21) between BA Groups

Due Diligence Process

Sector research conducted by 2.65 1.95 | 0.93|0.97| More for Non-BIS BA at<1%
investord

Time from first meeting 7.06 | 19.90 | 6.66 |28.47| More for Non-BIS BA at <10%
entrepreneur to investment
decision (in weeks)

Time of total investment 12.29 | 26.47 | 9.64|29.40| More for Non-BIS BA at <5%
process (in weeks)

Number of people investor 2.84 | 4.04 | 2.57| 3.12| More for Non-BIS BA at <10%
consulted before investment

Investment Criteriad

Low overheads 2.54 | 2.05 | 1.17{0.78 | More for Non-BIS BA at <2.5%

Growth potential of the market | 1.73 | 2.20 | 0.931.06 | More for BIS BA at <5%

Product’s sales potential 1.44 | 1.80 | 0.57]0.83 | More for BIS BA at <2.5%

Post-Investment Monitoring

Visits (per month) 343 | 1.37 | 3.15|1.48| More for BIS BA at <1%

Exit & Performance

Intended length of investment 4.83 | 6.79 | 2.18)4.32 | More for Non-BIS BA at <10%

time (in years)

2 These variables were measured on a Likert Scale where 1=extensive; 4=none
b These criteria were measured on a Likert Scale where 1=very important; 5=not important

* Note: S/D = Standard Deviation
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One reason why the BIS BAs may conduct less due diligence ex ante investment may be
because they believe that since the investment was featured by the introduction service, it
has already been screened and, therefore, requires less thorough investigation.
Unfortunately, this is usually not the case since BISs conduct only minor screening and it
is really the BA’s responsibility to conduct a thorough investigation before investing.
Furthermore, since BIS BAs join a BIS to aétively search for suitable investment
opportunities, rather than passively waiting for an investment to come to their attention,
it may not be surprising that these investors are more attracted to ventures with high sales
and market growth rates which offer them the returns they are so actively seeking.
Although the BA literature does not adequately address this area, Stevenson & Coveney
(1994) found that BIS BAs are more active (i.e. they visit their ventures more) which

supports this research, and that they may invest more, which was not supported.

Clearly, this analysis has offered the first detailed insight into the level of
representativeness that BIS BAs offer of the larger non-BIS BA population. Indeed, this
study found that BIS BAs conduct less due diligence, are more concerned with growth
ventures and are more actively involved post-investment. It is, therefore, important that
future studies utilising convenience samples consider these potential biases and address
them accordingly. Further research may also wish to analyse whether local/regional non-
profit BISs have different types of BAs than national commercial BISs, a differentiation

not considered by this study.
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7.2.2 - Business Angels: Application of Another Researcher’s Active Angel
Typology to the Results

To further increase our understanding of BA heterogeneity, this research applied its BA

sample to Coveney’s (1996) typology of active BA investors. Although Coveney (1996),

(and its earlier and later versions: Stevenson & Coveney, 1994, and Coveney & Moore,

1997, respectively), identified six BA types, oﬁly three applied to private individuals

(non-corporate) who were actively investing: Income Seeking Angels, Wealth

Maximising Angels, and Entrepreneurial Angels. Each is now defined.

Income seeking angels were found to be less affluent individuals who often invested for
personal income or employment. They made few investments, had started few
businesses themselves as entrepreneurs, and preferred co-investors and investments to be
geographically local (Stevenson & Coveney, 1994).

Wealth maximising angels, on the other hand, were wealthier and tended to be
experienced businessmen who invested in a number of ventures for financial gain. They
also preferred co-investing and were least concerned about the location of the venture
(Stevenson & Coveney, 1994).

Entrepreneurial angels were the wealthiest of these BAs, less inclined to co-invest,
preferred majority stake holdings, enjoyed the ‘buzz’ of being involved in unquoted
ventures and were not too concerned about the proximity of the investment (Stevenson &

Coveney, 1994).

If these angel types were placed on a continuum, from Income Seeking to Wealth

Maximising to Entrepreneurial BA, it may be possible to generalise that: the size of
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investment, the amount of entrepreneurial experience, and the number of unquoted
investments done increase, whilst the preference for co-investing decreases. Based upon
these four variables and the location proximity variable, this research study’s database of
143 BAs was segregated into the three BA types. Due to the heterogeneity of such a
large sample, some BAs did not fit all five categorical variables for a particular BA type.
These were then assigned to a BA type based upon the majority of variables with which

they did comply.

However, in applying this study’s findings upon these three BA types, it should not be
forgotten that dividing a new large-scale database of investors into three categories based
upon five classification variables (which were generated by a different, and older,
research database) may have inherent limitations. Thus, these results are presented here
to add possible insight into the BA types identified by Coveney (1996), rather than to

confirm or contradict his findings.

The results show that each BA type was represented in very similar proportions in both
studies, with this study finding that 31% were Income Seeking, 44% were Wealth
Maximising, and 25% were Entrepreneurial, whilst in Stevenson & Coveney (1994)
these were 35%, 44%, and 21% respectively. In addition to the variable differences used
to divide the BA sample into the distinctive angel categories, this research used a one-
way ANOVA test to find a number of other significant differences between the three BA

types:

o Entrepreneurial BAs spent considerably more than the other BA types on due

diligence and transaction costs.
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¢ Income seeking BAs were significantly more attracted, than entrepreneurial angels, to

ventures with high perceived financial rewards and expected rates of return.

o Income seeking BAs monitor significantly more closely and visit their investments

more frequently than the other BA types. In addition, wealth maximising BAs were

found to be least involved in their ventures, contradicting Stevenson & Coveney’s

(1994) finding that they provide hands-on support.

e Although entrepreneurial BAs were much more attracted to a niche market than the

other BA types, showing a significant correlation between the investor types

(correlation=0.1701*), this was not shown to be significant in the ANOVA. Thus,

some ambiguity exists about this variable’s significance.

These differences are shown in Table 7.13.

Table 7.13 - Significant Differences Between Coveney’s (1996) BA Types in this

Study’s Sample
Income-Seeking Wealth Entrepreneurial
Investment Process BA Maximising BA BA
Variables Mean (N=42) Mean (N=64) Mean (N=37)
5 Variables used to categorise:
Size of investment £32,402 £34,017 £104,583
Number of firms founded 1.34 2.34 3.46
Number of unquoted 3.15 6.37 5.70
investments done
(Potential) co-investors present? 3.12 2.77 3.00
Venture is local2 2.36 3.07 2.86
Cost of due diligence £144.59 £39.62 £861.76
Transaction costs £723.08 £443.40 £2,392.56
Perceived financial rewards@ 1.57 1.88 2.15
Expected rate of return 1.88 225 2.67
Visits (per month) 6.24 0.89 3.38
Level of Monitoring? 145 292 2.09
Niche market2 233 1.95 1.79

2 These criteria were measured on a Likert Scale where 1=very important; 5=not important
b This criteria was measured on a Likert Scale where 1=active; 4=passive
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One further significant difference between the BA types was that:

* The majority of entrepreneurial BAs live in London and the South East, whilst this is

less so for wealth maximising BAs and much less so for income seeking BAs.

This geographical distribution of the BA types is shown in Table 7.14.

Table 7.14 - The Geographical Dispersion of this Study’s Sample on Coveney’s (1996)

BA Types
Location in UK Income Seeking Wealth Entrepreneurial| Total
(l?sted in roughly increasing BA Maximising BA BA (N=l3})
distance from London) (N=41) (N=58) (N=34) (10 missing)
London 2% 16% 38% 17%
Rest of South East 22% 33% 24% 27%
East Anglia 0% 2% 9% 3%
South West 20% 21% 12% 18%
West Midlands 0% 3% 12% 5%
East Midlands 5% 2% 0% 2%
Wales 2% 2% 0% 2%
North West 24% 12% 6% 14%
Yorkshire 17% 5% 0% 8%
North 0% 2% 0% 1%
Scotland 7% 3% 0% 4%
100%

To further demonstrate that the majority of entrepreneurial BAs live in the London/South

East area, Table 7.15 condenses the geographic information.

Table 7.15 - Condensed Geographical Dispersion of this Study’s Sample on Coveney’s

(1996) BA Types
Location in UK Income Seeking Wealth Entrepreneurial| Total
(listed in roughly increasing BA Maximising BA BA (N=133)
distance from London) (N=41) (N=58) (N=34) (10 missing)
London & SE 24% 49% 62% 44%
Rest of UK 76% 51% 38% 56%
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Since neither Coveney (1996) nor Stevenson & Coveney (1994) nor Coveney & Moore
(1997) identified specifically where in the UK the majority of each BA type resides,
these findings may have some practical implications for entrepreneurs wishing to target a
certain type of BA for funding. Since a high proportion of the UK’s wealth is in the
London area, it is not too surprising that the majority of wealthier BA investors live

there, whilst the less wealthy tend to live farther away from the London area.

Thus, this research has sought to add slightly more insight to the BA types identified by
Coveney (1996). Indeed, it found that that the wealthiest BA type (entrepreneurial) tends
to spend more on due diligence and transaction costs and tends to live closer to London,
whilst the least wealthy BA type (income seeking) tends to be more actively involved in
its investments and is more attracted to ventures with high financial return expectations.
Furthermore, the moderately wealthly BA type (wealth maximising) spends least on due

diligence and transaction costs and is least actively involved ex post in its investments.

7.2.3 - Serial Business Angels Vs. Non-Serial Business Angels

The last BA group comparison sought to determine whether those BAs with unquoted
investment experience (serial BAs) differed in their investment process from those who
are less experienced investors (non-serial BAs). Gaining greater knowledge about these
serial BAs is important for three reasons. First, serial investors invest more frequently
than other BAs and, therefore, probably account for a disproportionately large percentage
of investment activity (Kelly & Hay, 1996). Second, gaining greater understanding of
the active segment of the BA population may stimulate additional investment activity

from the less active majority (Kelly & Hay, 1996). Third, since serial investors have

397



made more investments, they may have experience effects operating which will need to
be documented and researched (Kelly & Hay, 1996). Indeed, a number of the BAs
interviewed discussed these experience effects with their first few investments. Some
BAs stressed their initial investment naiveté; one stated: “My first two investments, I
think, were made very hastily. I must regard them, in retrospect, unwise (...) But my
subsequent investments I am pleased with” (BA20, 29/ 3/96), whilst another stated:

“My first investment was really a ‘toe in the water’, I didn’t have any

experience as a business angel and didn’t really know what was involved.

I was really in the dark on this and I took some money that I was prepared

to loose to gain some experience.” (BA21, 2/4/96)
Research on these serial BAs may render some insight which may allow more
inexperienced BAs to avoid potential and expensive pitfalls in their future investment

processes.

Despite the advantages of studying serial BAs, only one study (Kelly & Hay, 1996) to
date has compared serial with non-serial BAs, but this UK study only had a sample size
of eight and was of an exploratory nature. This research study, therefore, sought to
conduct the first large-scale analysis of serial BAs and, thus, used Kelly & Hay’s (1996)

definition - serial BAs are those investors with at least three unquoted investments - to

segregate the BA sample.

The results show that 64.5% of the BA sample are serial BAs, and compared to non-
serial BAs, they tend to be more entrepreneurial, have more experience in the sector in
which they invest, prefer to co-invest, are less concerned about liking the entrepreneur

and the proximity of the venture (possibly because they are less hands-on involved in
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their investments), and they have higher initial return expectations. Table 7.16 highlights

these differences.

Table 7.16 - Differences Between Serial BAs and Non-Serial BAs in the Investment

Process

Investment Characteristics | Serial | Non-

Statistically Different BA | Serial [serialj non- | gyatistical Significance

Between Serial & Mean | Mean |S/D*|ser '“*' Level of Differences

Non-Serial BAs (N=91) | (N=50) D between BA Groups

Investor Characteristics

Number of firms founded 3.04 1.08 | 3.69| 0.96 | More for Serial BA at <1%

Number of unquoted 727 | 158 | 7.27|0.54 | More for Serial BA at <1%
investments done

Due Diligence Process

Sector experience of the 2.68 3.09 | 1.00| 1.09 | More for Serial BA at <5%
investord

Investment Criteriab®

(Potential) co-investor present 2.68 3.32 | 1.49| 1.46 | More for Serial BA at <5%

Nature of competition 2.39 2.73 | 0.92| 1.09 | More for Serial BA at <10%

Investor liked entrepreneur(s) 1.80 1.45 | 0.79] 0.96 | More for Non-Serial BA <2.5%
upon meeting

Venture is local 2.99 2.49 | 1.40| 1.48 | More for Non-Serial BA <10%

Exit & Performance

Annual rate of return initially | 33.02% |22.94%| 27.78| 10.05 | More for Serial BA <2.5%
expected on investment

2 These variables were measured on a Likert Scale where 1=extensive; 4=none
b These criteria were measured on a Likert Scale where I=very important; S=not important

* Note: S/D = Standard Deviation

These results may indicate that due to past investment experiences, serial BAs may prefer

investing in industry sectors in which they have experience and they may be less actively

involved. Although the variables which measure involvement clearly show that non-

serial BAs monitor more closely than serial BAs, these findings were not statistically

significant at the 10% level.
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In the sparse literature, some support is found for this study’s results. Kelly & Hay
(1996) also found that serial BAs prefer to fund ventures in sectors which are familiar to
them, and that serial BAs prefer to co-invest. Furthermore, Carter et al. (1997) discuss
how a similar learning curve is used by entrepreneurs who have started multiple ventures
to aid them in future start-ups. Indeed, Sapienza et al. (1996) also state that a VC
investor’s learning curve can aid in future investments and allow him/her to invest as
efficiently, but with less effort. More experienced VCs may, therefore, not have to be as
involved post-investment in monitoring their investments as less experienced VCs.
Applying this idea to this research, it may help to explain why serial BAs may be slightly
less involved in the firm and why they have less concern for the proximity of the venture
and the amicability of the entrepreneur. Of course, past experience may also make the
serial BA more willing to travel to find a good investment opportunity, and so this may

also explain the serial BA’s lesser concern for the venture’s location.

Greater insight into serial BAs can certainly be beneficial. Since 76% of BAs in the UK
expected to increase their angel activities over the next five years (Stevenson & Coveney,
1994), it is hoped that more serial BAs can be researched in the future so that the results

presented here may be used as a research base to be developed further.
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7.3 - Venture Capitalist Sub-Groups

In this section, the influence of different concentrations of outside fund providers, the

only variable solely applicable to VC investors, will be analysed.

7.3.1 - Venture Capitalists: Captive Vs, Independent Funds
The US and UK VC industries are composed primarily of two different types of VC

firms, captives and independents, discernible based upon the source of their funding.

‘Captives’ are VC firms which have been established by financial institutions (pension
funds, insurance companies, merchant banks, or clearing banks) and receive their funding
from these parent institutions, although they have considerable operating autonomy
(Martin, 1989; Mason & Harrison, 1991; Bank of England, 1990). These VC funds tend
to be open-ended and the amount they are allocated for investment purposes reflects the

overall strategy of the parent institution (Bank of England, 1990).

‘Independents’, in contrast, are VC firms which are not associated with a parent
organisation (i.e. they are ‘independent’) and raise capital from various outside sources,
usually institutional sources (Martin, 1991). They are usually formed and owned by
managements who may have spun-off from established VC firms. These VC firms tend
to set up funds of predetermined size and investment strategy, and draw down committed
funds as investment opportunities arise. They attempt to liquidate these funds by a pre-
specified date, usually seven to ten years from inception, although there has been a trend

towards immediate dissemination of proceeds from investment distributions (Wright &
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Robbie, 1996; Bank of England, 1990). VCs in independent firms are remunerated from
both annual management fees and a portion of the fund’s realised profits (Bank of
England, 1990) and so “may be more committed than captives to generating a return for
investors through realising a capital gain” (Wright & Robbie, 1996, p.156), rather than
focusing more on an income stream from investments as captives tend to do. To do this,
independents may place greater emphasis on earlier stage investments, whilst captives
may prefer management buyouts and buyins (Wright & Robbie, 1996). However, one
VC from an independent VC fund noted:

“The stage that we prefer to invest in really depends on the life of the

fund. In the early years of a new fund, we will consider many more early

stage investments than later on. A lot of captives don’t have these

problems with the life of the fund since they have a regular flow of funds

anyway, so they are less concerned with exiting within a defined time

period. They obviously set criteria, but they don’t have to exit all the

investments by the end of the fund.” (VCS5, 6/6/96)
However, in this research study, which focuses on early stage investments, 64% of VCs
in the sample were independents. Indeed, in the UK VC market independents are also
the majority. Since the early 1980s, when captives composed about 70% of VC firms,
the number of independents has grown dramatically and they now account for 54% of
new funds invested (Martin, 1989; Wright & Robbie, 1996; Murray, 1995a; Robbie et
al,, 1997). Yet, these independent VCs have for the last few years experienced more
difficulty in obtaining funds from outside investors, due to increased competition in the

VC market, greater fund provider concern for liquid investments, and reduced foreign

investment (Bank of England, 1990, 1996; Murray, 1995a, 1995b)
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Although both independents and captives are obligated to produce returns for their fund
providers, the former is now less assured of a future stream of committed funds and has a
much higher proportion of outside investors to please. Indeed, Woolfman (1993) found
that all the captive VCs in his response sample claimed to have unlimited access to
finance. Thus, agency theory (as outlined in Chapter 2) would hypothesise that
independents may behave in a slightly more tﬁorough manner (than captives) in the
investment process to signal competence to their external fund providers. This is
supported in part by Robbie et al. (1997) who found that venture capital fund provision
(especially to captive VC firms) is usually a relatively insignificant part of the investment
portfolio of institutional fund providers (i.e. pension funds and insurance companies),
and so they tend to adopt a more reactive approach to monitoring the VC firm. This may
imply that captives have less agency pressures and less incentives to overtly signal

competence in the investment process.

To determine whether the source of funds affects the investment process of VCs, the VC
sample was segregated into captives and independents based upon the percentage of
outside investors each claimed to have in their fund. The results show that, compared to
captives, independent VC funds conduct more due diligence, are more attracted to
investments with high expected financial returns, invest more per deal, gain more
contractual control, and claim to monitor the investment more ex post investment

(although the actual involvement differences were not significant). Table 7.17 lists these

differences.
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Table 7.17 - Differences Between Captive and Independent VC Funds in the Investment

Process
Investment
Characteristics Captive| Inde- | | inde- Statistical Significance
Statistically Different VC | pendent ";%’:e po Level of Differences
Between Captive & Mean | Mean s,e;;: between VC Groups
Independent VC Funds | V=33 | (N=59)
Due Diligence Process
Size of firms funded (fun £2.12M| £3.34M | 3.03M| 3.15M | More for Independent VC <10%
corporate value)
Sector research conducted 1.75 1.45 0.76 | 0.62 | More for Independent VC <10%
by investor@
Cost of due diligence £5,354 | £16,459 7,050 | 26,622| More for Independent VC <1%
Length of negotiations (wks) | 4.76 8.99 5.3 | 11.1 |More for Independent VC <2.5%
Number of independent 3.13 4.39 1.89 | 3.98 |More for Independent VC <10%
references taken on the
entrepreneur
Investment Criterigb
Size of the investment 3.75 3.05 | 1.34 | 1.17 |More for Independent VC <2.5%
Perceived financial rewards | 1.72 1.27 0.91 | 0.58 |More for Independent VC <2.5%
Niche market 1.94 231 | 0.84 | 1.23 | More for Captive VC at <10%
Expected rate of return 200 | 1.64 | 0.90 | 1.05 |More for Independent VC <10%
Investor understands 2.84 2.31 1.00 | 0.94 | More for Independent VC <2.5%
business
Negotiations & Investment
Size of investment £450K [£1,252K | 637K (1,663K| More for Independent VC <1%
Investor’s initial equity %  |28.28%| 35.86% | /5.13 | 19.35 | More for Independent VC <10%
Entrepreneur’s equity % 55.95%| 44.92% | 23.04 | 21.88 | More for Captive VC at <5%
Transaction costs £20,344| £50,079 | 47.9K | 64.1K | More for Independent VC <5%
Number of entrepreneurs the|12.58%| 19.64% | 16.66 | 16.85 | More for Independent VC <10%
investor has replaced (as a
% of investments made)
Post-Investment Monitoring|
Level of monitoring® 2.67 | 2.07 | 082 | 0.77 |More for Independent VC <1%
Number of ventures the VC | 16.9 6.82 | 15.78 | 4.62 |More for Captive VC at <1%
personally monitors
Miscellaneous
% of outside investors in 1.81% | 96.98% | 5.27 | 7.00 |More for Independent VC <1%
the VC fund (by definition)

2 These variables were measured on a Likert Scale where 1=extensive; 4=none

b These criteria were measured on a Likert Scale where 1=very important; 5=not important
C This criteria was measured on a Likert Scales where 1=active; 4=passive

* Note: S/D = Standard Deviation
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The empirical results appear to support the proposition that due to their greater
concentration of external fund providers (and thus potentially greater agency pressures),
independent VCs are slightly more thorough in the investment process than captive VCs,

who may have slightly less agency pressure to show competent investment behaviour.

The VC literature renders some support to these ﬁndings. The independent VC’s greater
concern for high rates of return is endorsed by Wright & Robbie (1996), whilst it was
also found that independents tend to have higher target rates of return than captives
(Wright & Robbie, 1996; Robbie et al., 1997). However, support for the due diligence
differences was more ambiguous. Wright & Robbie (1996) found that: “Independents
place significantly greater emphasis than captives on more detailed specific sources of
information (...) Captives place relatively more emphasis on such due diligence (own
market evaluation) than independents.” (p.166) Lastly, although past research has shown
that independents may have more pressure to exit investments sooner (Sandberg et al.,
1987; Wright & Robbie,1996) and that captives may find the entrepreneur’s track record
more important (Wright & Robbie, 1996), these differences were not supported in the

quantitative results of this research study.

Thus, possibly due to different levels of agency pressures (from their differing
concentrations of outside fund providers), independent and captive VCs vary throughout
their investment processes, with independents conducting more due diligence, having
greater concern for expected rates of return, gaining more contractual control, and

claiming to conduct slightly more post-investment monitoring of their investments.
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7.4 - Conclusion

In this chapter, the heterogeneity of both investor groups has been highlighted. Although
this is usually not analysed in research studies in the entrepreneurial financing area, its
inclusion here has rendered further insight into the main differences between BA and VC
investors, as outlined in Chapters 4-6. By looking at the results presented in this chapter,
one can see how greater inclusion of one intra-group faction may influence the overall
composition of that group in an inter-group comparison study. Therefore, to determine
whether these intra-group variations have more explanatory power over the collected data
variables (tested in Chapters 4-6) than the main BA/VC classification variable, multiple
regressions were run. In testing the intra-group differences of both investor types, these
multiple regressions (presented in Appendix C) clearly show that the BA/VC
classification variable (used in the regression as a dummy variable) was primarily
accountable for the variations seen in the raw data variables collected (i.e. dependent
variables). Few of the other intra-group differences had much comparative explanatory
power. Thus, out of all the classifications applicable to both investor groups (i.e. fitting
all the raw data), the BA/VC classification appears to have the most explanatory power.
This hopefully lends some support to the robustness of the overall BA/VC comparison

findings.
Although this chapter has given a thorough analysis of a number of investor group

variants which have not been examined before, it is clear that the heterogeneity of BAs

and VCs deserves more, and more thorough, attention from future researchers.
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Chapter Eight
Summary & Implications

Introduction

In this last chapter, the major aspects of this research study will be summarised.
Particularly, the empirical and theoretical-based findings will first be reviewed so that
their implications for the academic and non-academic communities can then be assessed.

This chapter is divided as follows:

8.1 - Summary of the Research

8.2 - Implications of the Research

8.1 - Summary of the Research

With the economic importance of small firms in the UK and the US rising, more
attention is focused on entrepreneurial firms, the high-growth minority which account for
most of this economic potential. However, due to their inherently uncertain and high-
risk nature, these firms often have difficulty securing financial backing from institutional
investors and this often constrains their growth and economic potential. Fortunately,
business angels (BAs) and, to a lesser degree, venture capitalists (VCs) do fund some of
these high-growth firms. Yet, the majority of these firms still go unfunded, even though

BAs, in particular, often have additional money available for such investments. To
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lessen this funding concemn, this study sought to increase our scant knowledge of the
investment practices of BAs, especially in comparison to their closest counterpart, the
VC. The first-ever comparison was, therefore, conducted between BAs and VCs

throughout their full investment processes.

To aid the structure of this study, agency theory"was used to form research hypotheses.
In particular, it was hypothesised that, primarily due to the VC’s additional agency
relationship with fund providers (to whom the VC will wish to signal positive
information), BAs and VCs use different approaches to limit potential agency risks in
their investments (i.e. the risks associated with an entrepreneur’s potential misuse of the
investor’s money). The academic literature identifies two theoretical approaches to limit
such risks over all the stages of the investment process, although each approach places
different levels of emphasis on risk-reduction at each stage. The first, the principal-agent
approach, stresses reduction of these risks particularly before making the investment
through extensive screening of investment opportunities, thorough due diligence, and the
formulation of comprehensive contracts. The second, the incomplete contracts approach,
asserts that since contracts can not foresee all future contingencies, particular emphasis
should be placed on close monitoring of the investee firm post investment. It was

hypothesised that VCs may use the former, and BAs the latter, approach.

To empirically test these research hypotheses, data was collected by conducting a
thorough literature survey, 40 personal interviews with investors, a mass mail

questionnaire (rendering 262 returns), and a comprehensive statistical analysis of the

data.
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In addition to giving detailed new insights into the pertinent issues of each stage of the
investors’ investment process, this study’s main finding was that, as hypothesised, BAs
appear to make greater use of the incomplete contracts approach, and VCs the principal-
agent approach, when investing. Thus, by comparing investors who invest their own
money directly (BAs) and financial intermediaries who invest other people’s money
(VCs), this research has shown that, although béth investor types aim to reduce agency
risks throughout the investment process, the latter are more rule-based and more
concerned with reducing these risks in the pre-investment process as a means of
signalling competence to their fund providers. The former, BAs, however, tend to place
greater emphasis on ex post investment involvement as a risk reduction method.
Hopefully, this finding is a worthy contribution to our understanding of these investor
types, especially since this study was the first to apply such a theoretical base, and also
the first to conduct a direct comparison between BAs and VCs throughout the investment

process.

However, in so generating support, across the full investment process, for the main
research hypothesis, a plethora of intricate findings were also collected about each stage
of the process, and about the heterogeneity within each investor group. These findings,

by themselves, may also aid our understanding of BAs and VCs. Their individual

contributions are highlighted in Table 8.1.
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Table 8.1 - Review of the Research Findings

First time | New finding | New finding | First direct
specifically confirms contradicts BA/VC
measured in | old research | old research | comparison
Variables UK/US findings findings | in UK/US
literature literature
for each investor type:]| BA | VC | BA | VC | BA | VC
Investor Characteristics
Education level . v v v
Age of investor v v v
Small Business work experience v v v* v
Number of firms founded v VAR Ve v
Number of unquoted investments v v v v
Scanning/Due Diligence Process
Investment scanning/comparison v v Vi
Attrition rates v v
Use of referrers v v
Specialisation in sector v v
Size of firms funded v v
Sector experience of investors v v UK
Sector research conducted v v v
Times met entrepreneur before £ v v v
Number of independent references | v/ v VE |/ v
Calculation of return rates v v SE | SF v
Gut feel in the investment v v
Business plan comprehensiveness v v Ve
Due diligence costs v v v
Number of people consulted v v v v
Length of investment process v v UK
Investment Criteria
Investment motivations v v
Industry sectors of investments v v v
Various Investment Criteria:
Entrepreneur v v E L/ v
Product/Market v v VAR A v
Financials v v VA A v
Business plan v v Y 4
Other/miscellaneous v v SE S v
Seriously considered investments v v v* v
Pre-investment hesitations v v v
Negotiations
Rigor of negotiations v v v
Length of negotiations v v v
Transaction costs v v v v

Note: * Specific new data measurements confirm (and add to) old general beliefs.

** Qualitative comparison
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Variables

First time
specifically
measured in
UK/US
literature

New finding
confirms
old research
findings

New finding

contradicts

old research
findings

First direct
BA/VC
comparison
in UK/US
literature

for each investor type:

BA

vC

BA

vC

BA | VC

Actual Investment & Control
Rigor of investment contracts
Size of investment

Investment made in stages?
Investor’s initial equity %
Entrepreneur’s initial equity %
Number of entrepreneurs replaced

Post-Investment Monitoring
Passive ex post involvement

Active ex post involvement
Telephone calls per month
Visits per month

Number of firms VC monitors

Exit & Performance

Exit preferences

Intended length of investment
time

Rates of return initially expected
Rates of return now expect

Post investment regrets

Intra-Group Heterogeneity

Early vs. late questionnaires

Early vs. late stage ventures
Investors’ geographic distribution
High-tech vs. low-tech ventures
Successful vs. less successful

firm

BIS vs. non-BIS BAs

New analyses of Coveney typology]
Serial vs. non-serial BAs

Captive vs. independent VCs
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Note: * Specific new data measurements confirm (and add to) old

** Qualitative comparison

general

beliefs.

By rendering empirical support to the hypothesised BA/VC differences, it is hoped that

this study has given some insight into the investment practices of two of the most

influential external financiers of small entrepreneurial firms.

speculate about any implications these findings may have.
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8.2 - Implications of the Research

Since this research study was principally guided by the need to enlarge our understanding
of the procedures that BAs and VCs utilise when investing in early stage entrepreneurial
firms, clearly the aim was to produce empirical data which might have some practical
relevance for the entrepreneurial financing field. .This section, therefore, will review the

implications of the research in the following sections:

8.2.1 - Implications for Management Literature
8.2.2 - Implications for Methodology & Method
8.2.3 - Implications for Theory

8.2.4 - Implications for Practitioners

8.2.5 - Implications for Policy

8.2.6 - Implications for Further Research

These will now be addressed in order.

8.2.1 - Implications for Management Literature

Although the management literature, in general, is quite separate from the
entrepreneurship research field, this study’s findings may still be relevant to the former.
Indeed, this research may aid managers running firms by providing factors important in
securing finance, which may also have some bearing to topics of running a small firm,
such as: marketing, human resource management, product development, and alliances.

Synthesising such research from different areas of entrepreneurship and small firm
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management will certainly increase our understanding of entrepreneurship and its

applicability to practical areas (Sullivan, 1991).

8.2.2 - Implications for Methodology & Method

In both the BA and VC research fields, the use of comprehensive methodologies which
utilise both qualitative and quantitative methods ténds to be the exception, rather than the
rule (Hofer & Bygrave, 1992; Mason, 1996a). Therefore, the triangulation of research
approaches which this research study employed, through the use of a literature review,
qualitative interviews, and quantitative postal questionnaires, may act as a guide for
future research in the turbulent field of entrepreneurship. In particular, the procedures
employed to formulate and distribute the postal questionnaires may be of special interest
since they proved to be quite successful in generating a high response rate from both
investor types. However, in addition to the comprehensive methodology and method,
this study was particularly unusual since it employed a theoretical base for study, as will

be addressed next.

8.2.3 - Implications for Theory
The call for theoretically-based studies in the BA and VC fields has been well
documented, although few have taken up the challenge (Hofer & Bygrave, 1992; Norton,
1995). Indeed, in the BA field, Freear et al. (1996) state in their paper, Informal Venture
Capital: Milestones Passed and the Road Ahead, that:
“Theoretical foundations need to be refined, especially: (1) the
contributions of (...) agency theory to the understanding of decision

models employed by business angels, (and, 2) empirical tests of the
theoretical underpinnings of the informal venture capital markets.” (p.29)
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Whilst in the VC field, Hofer & Bygrave (1992) note:

“tht? presentation of findings needs to go beyond the simple reporting of

statistical testing. It should also discuss the implications of the findings

for the conceptual framework, model, or theory on which the hypotheses

were based.” (p.99)
Therefore, this study’s use of agency theory as a framework for the hypotheses
generation and the empirical data collection might be considered novel and will
hopefully act as a guide for future studies which wish to be theoretically based. But, in
addition to its application of theory to the entrepreneurship research field, one of this
study’s major contributions was the empirical testing of the two theoretical approaches to

agency risk reduction identified in the literature (the principal-agent and the incomplete

contracts approaches).

8.2.4 - Implications for Practitioners

However, despite the implications for the academic research community, as
aforementioned, Freear et al. (1991, 1992) state that the central theme for research
studies should be their practical usefulness. This was certainly the driving force behind
this study’s main research question. Indeed, greater understanding by practitioners in the
entrepreneurship field as to investment techniques and procedures is needed (Landstrom,
1993, 1995), especially since Bygrave & Timmons (1992) claim that “Innovative
entrepreneurship is America’s best chance of realizing a national competitive advantage

in the twenty-first century.” (p.285) Thus, the practical implications of this study will

now be assessed for the following:
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8.2.4(A) - Entrepreneurs

8.2.4(B) - Business Angels

8.2.4(C) - Business Introduction Services
8.2.4(D) - Venture Capitalists

8.2.4(E) - Venture Capital Fund Providers
8.2.4(F) - Banks

8.2.4(G) - Managers

8.2.4(A) - Entrepreneurs

Raising external financing for firms often challenges entrepreneurs. They frequently face
an up-hill battle since, for investors, “good deals are more scarce than capital.” (Tyebjee
& Bruno, 1981, p.319) This research, therefore, may be particularly beneficial to
entrepreneurs since it may give them a greater understanding of BAs and VCs, in
general, how these investors review funding proposals, and the criteria of particular
importance to them. This may make entrepreneurs more successful in their pursuit of

funding.

In particular, there are a number of advantages this research may render to entrepreneurs.
First, a greater understanding of investors’ investment criteria and investment processes
will allow entrepreneurs to create better funding proposals and so increase their chances
of success (Mason & Rogers, 1996; Hall & Hofer, 1993; Carter & Van Auken, 1994). In

particular, MacMillan et al. (1985) believe that this knowledge will allow entrepreneurs

to:
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“assess how their ventures compare with these criteria and take the steps

necessary to resolve any major flaws in their proposals before submitting

them (...) some viable proposals are rejected because they have flaws that

could have been removed if entrepreneurs were alerted to them before

they were submitted.” (p.120)
This may be particularly important since Harrison & Mason (1992a) claim that proposals
in the UK tend to be of a poor quality and the principal factor restricting BAs from
making further investments is the lack of suitable investment proposals, not the lack of
funds (Stevenson & Coveney, 1994). Second, gaining a greater understanding about
investors will enable entrepreneurs to form more realistic expectations of what they can
demand from an investor and what they should forfeit in return (Landstrom, 1990;
Ehrlich et al., 1994; Sapienza et al., 1996). Currently, this area is not well understood by
either investors or entrepreneurs (Rea, 1989) and, as a result, offers of investment are
often rejected (Mason & Harrison, 1996b). Third, with greater understanding of
investors, entrepreneurs will be better able to assess the suitability of the different types
of finance providers and so may be better able to target those most sympathetic to their
type of firm and most capable of adding the financial and non-financial input desired
(Ehrlich et al., 1994; Freear et al., 1990, 1995b; Mason et al., 1995). Fourth, knowing
what criteria investors look for as a measure of potential success will allow entrepreneurs
to emphasise these factors in their firms in the hope of aiding their performance focus.

However, this may also render them with the knowledge of what they should be looking

for in prospective opportunities they may wish to start and grow (Muzyka, 1995).

Clearly, greater knowledge about the investment practices and criteria of entrepreneurial
firm investors may allow entrepreneurs to save time in, and increase their chances of,

securing external finance (Freear et al., 1992b; Rigby, 1997). Yet, one manager of a BIS
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interviewed felt that the need for education was much greater among investors than

entrepreneurs. This need will be addressed next.

8.2.4(B) - Business Angels

This study’s findings may also have important implications for active and inactive (i.e.
virgin) BAs. For the former, learning how VCs‘ and other BAs make investments, and
which criteria they find important, may be beneficial (Riding et al., 1993; Mason &
Rogers, 1996). This may be of particular importance in the UK, where Harrison &
Mason (1992b) claim that “informal investors are inefficient, or insufficiently
experienced, in identifying proposals worthy of serious consideration (and) (...) less
sophisticated and professional than their US equivalents.” (p.468) Indeed, this research
highlighted the serious need for BAs to conduct more due diligence and to be less naive
in the investment process; thus, more knowledge of what criteria are important will aid

BAs in this endeavour (Mason et al., 1995; Mason, 1996a).

For wealthy private individuals with a business background who are interested in, but
have not yet invested in, entrepreneurial firms (i.e. virgin angels), this research may raise
their awareness of informal venture capital as a viable funding option for them, and
possibly also offer them the insights into the funding process that will motivate them to
get involved (Freear et al., 1994a; Mason, 1996a; Mason & Harrison, 1995). One VC
commented: “There is a need for investors (BAs) to get educated. Many investors are
very unimaginative.” (VC15, 19/6/96) Indeed, Coveney (1996) found that 24% of both
active and inactive BAs stated that gaining more insight into the successful investments

of other BAs would encourage them to make more unquoted investments.
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8.2.4(C) - Business Introduction Services

Mason (1993) claims that BISs are only able to get a partial view of the BA market and
that research is vital to them in order to widen the picture. In particular, the procurement
of more knowledge about their market may certainly allow BISs to develop more
relevant and effective services (Mason, 1993). One manager of a BIS stated in an
interview: “We really don’t know the answérs because there hasn’t been enough

research. It’s good that you are doing the research now.” (AC1, 25/3/96)

The findings of this research study, therefore, have significant implications for BISs.
First, greater knowledge of BAs’ investment processes will allow BISs to “more
effectively tailor the structure and content of the information on investment opportunities
to meet the needs of investors.” (Mason & Rogers, 1996, p.7) In this way, they will be
able to assess what information they should, and should not include in their investment
databases and in the presentation of their materials (Mason & Harrison, 1994). Second,
the findings from this research may allow BISs to identify potentially deficient areas
where advice, training and counselling can be provided to BAs and entrepreneurs, either
through workshops or literature (Mason et al., 1995). Clearly, this research highlights
the need for more extensive due diligence by BAs, an area in which BISs can certainly
provide valuable advice. Third, this research may allow BISs to change the
misconception that many BAs, entrepreneurs, and other players in the market have of
BISs as a source of last resort funding with low quality investment opportunities and few
value-added activities (Mason et al,, 1995; Mason & Rogers, 1996). Fourth, by
rendering more insight to VCs about the potentially valuable role of BAs in supporting

the start-up entrepreneurial ventures which they (VCs) may eventually fund, VCs might
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be induced to refer some early stage investment opportunities (which they have rejected)

to BISs to seek BA funding.

Although BISs are no panacea for the funding gap of small firms, they do effectively
address some inefficiencies in the entrepreneurial investment market. This research may,
thus, aid them to examine their own services to'potentially make the matching process
more effective and efficient. After all, as Mason & Harrison (19932, 1993b) point out, a
BIS must attract high-quality entrepreneurial investment proposals, otherwise it will be
unable to retain its list of investor clients for too long. But, as one BA noted, the quality
of the investors using the BIS is also important: “An introduction service is only as good

as its mailing list.” (BA18, 27/3/96)

8.2.4(D) - Venture Capitalists
To date, only limited academic research data exists on VCs in the UK (Sweeting, 1991)
and, therefore, this research study may be able to render some significant insights. First,
since Hall & Hofer (1993) claim that the success rate of VC-backed companies tends to
be higher than for new ventures in general, a better understanding of the investment
criteria utilised by VCs may render a greater understanding of the reasons for this
success. Second, VCs may find it useful to compare their investment practices to those
of other VCs in the market (Robinson, 1987), especially since:

“For venture capital firms knowledge of others’ practices could prove

useful in selecting their domain, planning their portfolio, choosing which

competencies to develop, and setting operating policies.” (Sapienza et al.,
1996, p.442)
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Seeing how other VC firms determine their governance efforts and deliver value to their
investee firms may be of particular interest (Sapienza et al., 1996). Third, this study’s
findings will provide VCs with information which they could disseminate to
entrepreneurs to make them more aware of what VCs are looking for in opportunities,
and so this may generate higher quality investment proposals for VCs to consider (Carter
& Van Auken, 1994). Fourth, this research study has highlighted the ‘almost forgotten’
area of early stage financing and the empirical results may induce a few VCs to
reconsider this area. Fifth, since US VCs have increasingly looked abroad to the UK and
Europe to diversify their investment activities, this study may render them some further
insight into UK investment practices and potential (Bank of England, 1990). Sixth, just
as the older VC market in the US has acted as a guide for the UK VC industry, so too has
the VC industry in the UK influenced the growing VC culture in Europe (Murray, 1995a;
Dixon, 1991). Clearly, this study’s research results may be of particular interest to the
less developed institutional VC market in Europe (Murray, 1995a). Lastly, the greater
understanding that this research will render about the full investment process of VCs, and
how this differs from other investor types, may offer a good starting point for evaluating
(and possibly improving) the efficiency and effectiveness of the VC investment process

(Hall & Hofer, 1993; Carter & Van Auken, 1994).

8.2.4(E) - Venture Capital Fund Providers

For those fund providers who provide funding to VCs, this research study has detailed
how the investment procedures of VCs are formulated to comply with the demands and
concerns of their fund investors. The agency theory approach utilised and the empirical

data found will surely provide valuable insights for fund providers and compliment the
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VCs’ provision of timely investment information. This may be especially important
since Robbie et al. (1997) claim that there is a continuing need to educate fund providers
on VC activity. In addition to aiding current fund providers, this research may also raise
awareness of venture capital investing for some potential fund providers in the UK
(which have not yet supported VCs), such as university foundations and endowment
funds, whose counterparts in the US have supported this sector for years (Bank of

England, 1996).

8.2.4(F) - Banks
By adopting a typology of the different fund providers, this study hopefully clarifies the
role that banks play in the funding of small entrepreneurial firms. Due to their regulatory
environment and investment limitations, the general misconception that banks play a lead
role in start-up finance for the small percentage of high growth firms was clarified by this
study. In addition to aiding our view of the banking establishment, this study provided
valuable information which banks could pass on to their customers as yet another service
provision. Mason & Harrison (1996a) state:
“(T)he banks are a major source of information and advice to the small
business sector and are ideally placed to educate their small business
customers on the role of equity finance, encouraging them, where
appropriate, to consider the possibility of raising external equity and,
crucially, providing information on how to find business angels. At
present, banks play a very minor role in networking between the small
business sector and the informal venture capital community.” (p.11)

Lastly, the research results may also render bank staff with a better understanding of how

they should evaluate more established entrepreneurial firms who approach for funding

(Bank of England, 1996).
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8.2.4(G) - Managers

For managers of large corporations, this research may have some valuable implications.
First, by rendering detailed insights into how VCs allocate their funds, this research may
provide insights which “are also valuable to managers in large companies who wish to
improve their allocation of resources to internal ventures competing for new business
development funds.” (Tybejee & Bruno, 1984, p.iOGS) Second, this study may also raise
awareness of corporate venturing, as a viable means of investment for large firms (Bank
of England, 1996; Stevenson & Coveney, 1994). Corporate venturing usually involves
the direct or indirect funding of entrepreneurial firms by large companies as means of
using this alliance for potential gains and access to leading edge technologies (Bank of
England, 1994; Rosenstein et al., 1990). Indeed, compared to the US, this form of
finance is underutilised in the UK (Mason & Harrison, 1991; Bank of England, 1996)
and is now being forwarded by the Bank of England (1996) as “a valuable alternative

source of finance” (p.31) for entrepreneurial firms.

8.2.5 - Implications for Policy

The use of government policy can be “a powerful - probably the most powerful -
promoter or inhibitor of venture capital-backed entrepreneurship. It is a long-term
process; policy initiatives taken in the 1990s will have an effect on entrepreneurship well
into the next century.” (Bygrave & Timmons, 1992, p.285) There may, therefore, be a
legitimate role for government policy in shaping national and local economic
development and promoting the appropriate elements of capital formation (Duxbury et
al., 1996; Mitchell, 1980; Bygrave & Timmons, 1992). Certainly in the UK, a plethora

of policy initiatives have been introduced to aid the entrepreneurial climate (Deakins,
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1996; Sapienza et al.,, 1996). However, designing policy which is well tailored to all
objectives is extremely difficult (Mitchell, 1980; Wetzel, 1986a). Therefore, new
research is constantly needed on entrepreneurship issues since “The better we understand
this market, the better we can fix it.” (Wetzel, 1993, p.10) Indeed, research on the UK
market has much practical significance for the shaping of government policy (Mason &
Harrison, 1990; Freear et al., 1996). Unfortunately, though, Mason (1996a) cautions that
the formation and implementation of policy is running ahead of knowledge and so more
empirical evidence is needed. One VC interviewed even stated angrily: “The
Government is completely unaware of what it is that you need to drive these businesses
forward in these critical, sensitive, early-stage times when there is very high risk and they
are more likely to fail than not.” (VC9, 10/6/96) By thoroughly researching the UK
market for entrepreneurial investment, this research study’s findings may have some very
important implications for future UK policy. In particular, this study focused on
investments in early-stage and high-growth firms, two areas where academics believe
particular policy attention should be paid (Storey, 1994; Deakins, 1996; Murray, 1994).
Sapienza et al. (1996) state:
“One implication is that if policy-makers are going to try to stimulate
growth through venture capital, incentives should be aimed at stimulating
more early stage venture capital where the greatest bang for the buck
appears to be achieved. If entrepreneurial companies are truly engines of
economic growth and of the renewal of the industrial fiber, then policy-
makers should direct special attention to providing incentives for VCFs’
(venture capital firms’) investment in early stage ventures.” (p.465)
However, in addition to early-stage entrepreneurial firms, this research may also shed

some light on a number of policy changes which have been proposed, such as:

government support for the ‘risk rating’ of entrepreneurial firms (Bank of England,
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1996), more favourable tax treatment of capital gains from entrepreneurial investments
(KPMG, 1992), government subsidies for BISs, the encouragement of the IPO market
(Bygrave & Shulman, 1988), special policies which consider the heterogeneity of
investors (Mason & Harrison, 1996a), and the creation of public sector VC funds
(Lonsdale, 1996). Clearly, this study’s findings may provide additional insight on policy

issues relevant to the entrepreneurial climate.

8.2.6 - Implications for Further Research

Rendering greater understanding to an issue which may have important practical
implications is one of the main reasons for conducting extensive research. Yet, in
addition to creating a knowledge base for today, research should also provide a platform
upon which future academics can build the subject area. This section will, therefore,
now highlight some of the distinctive aspects of this study which may increase

knowledge and provide some guidance for future researchers.

First, by thoroughly addressing the subject area, this study has given a good summary of:
the macro environment for entrepreneurial financing, the micro issues relating to the
individual investors, the existing knowledge gaps in the literature, the differences
between the two most important external investors in early stage entrepreneurial firms,
the heterogeneity within these investor types, and a full overview of previous academic
studies in the field. By raising the awareness of this subject area and by identifying
additional research opportunities throughout the presentation of the research, this study

will hopefully motivate further analysis and so act as a useful stepping stone for future

researchers in the subject area.
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Second, this study has demonstrated how theory can be utilised to formulate a framework
for hypotheses formulation, and the collection, analysis, and presentation of empirical
data. In particular, governance issues of VC firms, although usually ignored, were
emphasised in this study using the theoretical approach.  Especially in the

entrepreneurship field, such a theoretical base is unusual, although most beneficial.

Lastly, the methodology and methods utilised in this research study may also render
beneficial guidance. In particular, by using an extensive and triangulated data collection
process (of both qualitative and quantitative methods), reviews of the literature, face-to-
face interviews, and postal questionnaires were employed. In addition, the healthy
Tesponse rate on the postal questionnaires may be testament to the care taken with the
research procedure. Furthermore, this study took the unique approach of focusing on the
investment process and on actual investment deals made (rather than investment
preferences), and utilised comprehensive statistical analysis to render insight on the data
findings. The combination of data collection approaches demonstrated in this study may

offer some guidance to future researchers in the formulation of their research methods.

Although the entrepreneurial process can be highly dynamic and complex, this research
study has attempted to add some structure and clarity to this important area. By offering
a comprehensive analysis of the investment procedures of two types of financiers which
spark the growth of small firms, it is hoped that this study may, in some small way, add

fuel to the flames of entrepreneurship.
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Appendix A - Postal Questionnaire Utilised



Hertford College
UNIVERSITY OF OXFORD

Catte Street, Oxford OX1 3BW
Mark van Osnabrugge, Doctoral Student in Management Studies; Telephone: 01865 554195

Mr. John Smith
25 Old Cottage Lane
Ashford
Kent
9 October, 1996

Dear Mr. Smith,

Since very little is known about the evaluation procedures and investment criteria of
individuals who fund small entrepreneurial firms in Britain, Oxford University’s School
of Management Studies is working in conjunction with Venture Capital Report (VCR) to
further our knowledge of this important, but virgin, area.

Private individual investors (like yourselfy who have funded small early stage
entrepreneurial ventures are usually difficult to identify, and this has restricted past
research efforts. To alleviate this, VCR has assisted in forwarding to you (and to other
individuals who have invested through their service) the enclosed anonymous single-
sheet questionnaire in the hope that you will take about 5-10 minutes to complete it.
With your help, this research study could have important practical and policy
implications for the funding of small entrepreneurial ventures in Britain.

The results of this research study will comprise a major part of my doctoral thesis
(D.Phil.) in Management Studies. Financial assistance for this study has been obtained
through a generous grant from the British Venture Capital Association’s Tony Lorenz
Memorial Trust Fund and through an ORS scholarship from the British Government.

To show my appreciation for your cooperation, I would like to send you a free copy of
the research results by early 1997. To receive this 10 page summary, please print your
name and address on the back of the enclosed (pre-addressed & stamped) return envelope
- doing so will still guarantee you strict confidentiality.

If you have any queries concerning this short questionnaire or the research project, please
feel free to contact me at Tel: (01865) 554195, or if you prefer, you can speak to my
research supervisor, Dr. Keith Grint, at Tel: (01865) 735422, or to Lucius Cary of VCR
at Tel: (01865) 784466.

Thank you in advance for your help and involvement with this research project.

Yours sincerely,

Mark van Osnabrugge
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School of Management Studies

Small Firm Finance Questionnaire

Funded by:

The Tony Lorenz Memorial Trust Fund
(British Venture Capital Association)
&

An ORS Scholarship
(British Government)

From:

Mark van Osnabrugge (Doctoral Student)
9 Winchester Road
(Hertford College Annex)
Oxford 0X2 6NA

Please return this questionnaire in the enclosed (pre-addressed & stamped) envelope.



L_Questions Concerning your Last Investment in a Small Un uoted Entrepreneurial Compan

P

1.

9.

10.

11

12.

13.
14.

. How much in transaction costs (legal, etc.) did you incur on this investment deal (if any at all)? wr £...
. How much in research/due diligence costs did you incur on this investment deal (if any at all)? v £...

leasg answer the fqllowing questions regarding your most recent investment made as a private investor (through the help of
a business introduction service) in one entrep

(Please feel free to add any additional comments)

reneurial unquoted firm (preferably in its start-up/early stage of development).

. What stage was this venture in when you invested? (tick one box):

QPre start-up  Q Start-up Q Early QO Established 0 Receivership O Other.

. Did you do any research in the sector of the unquoted venture that you invested in? (tick one box):

O None O Minimal O Some Q Extensive
. Do you have experience in the sector of this venture that you invested in? (tick one box):
QO None O Minimal O Some QO Extensive
- With how many people did you discuss this unquoted investment before signing the cheque? v ........... person(s)
. How many independent references did you take on the entrepreneur (if any)? e ... independent reference(s)

. Specifically, how long did it take from first seeing (and evaluating) the

investment opportunity to signing the cheque for the entrepreneur? [

. What was the length of time between the first face-to-face meeting with

the entrepreneur(s) and the decision (in principle) to invest? [ 2RO
How long were negotiations with the entrepreneur(s)? [ TN
How many times did you seriously meet the entrepreneurs before investing? m ................ times

Did you calculate the expected rates of return before investing? O yes QOno
If so, what financial measurements did you use? e

What specific aspect of this venture that you funded made you most hesitant about investing in it:

How much did you initially invest in this venture? w £.. .. Was this invested in stages? Q yes Qno
What was your initial equity %? m ............. %  What was the entrepreneur(s)’s equity %? m ............ %

. What two characteristics of this unquoted firm attracted you most to this investment? (please state in order of preference):

. How important were the following factors in ATTRACTING YOU to this most recent unquoted venture you

invested in?: Please rate (from I to 5) each factor listed. (Circle only ONE answer per factor)
(these factors do not relate to your ideal preferences, but to the decision criteria that you used to make your investment)
(Circle n/p if a particular factor was not present in the investment opportunity)

. 1
Financials [m\;:oe:ytant Conocfem Ixn:otttant ! Preset
high margins of the business 1 2 3 4 5 i wp
low overheads 1 2 3 4 5 | np
perceived financial rewards (for the investor) 1 2 3 4 5 E n/p
low initial cost to test the market 1 2 3 4 5 | np
ability to reach break-even without further funding 1 2 3 4 5 1 op
low initial capital expenditures needed (i.e. on assets) 1 2 3 4 5 i p
size of the investment 1 2 3 4 5 ! n/p
expected rate of return 1 2 3 4 5 ! np
The People/Entrepreneur m;oﬂgm . conO;m lﬂ;::m | Prr;x:n t
investor liked entrepreneur(s) upon meeting 1 2 3 4 5 i n/p
expertise of the entrepreneur(s) 1 2 3 4 5 | np

Please Turn Page Over w m Please Turn Page Over s rr ro 1



track record of the entrepreneur(s) 1 2 3 4 S | op
enthusiasm/commitment of the entrepreneur(s) 1 2 3 4 5 : n/p
trustworthiness/honesty of the entrepreneur(s) 1 2 3 4 5 : n/p
Other Business Attributes Very of Not | Not
. Important Concern Important | Present
investor’s involvement possible (contribute skills) 1 2 3 4 5 : n/p
venture is local (geographically close) 1 2 3 4 5 : np
potential exit routes (potential liquidity) 1 2 3 4 5 : n/p
investor (you) understands the business/industry 1 2 3 4 5 : n/p
(potential) co-investors present 1 2 3 4 5 /p
investor’s (your) strengths fill gaps in business 1 2 3 4 5 : n/p
The Market/Product Very of Not | Not
Important Concemn Important | Present
product’s overall competitive protection 1 2 3 4 5 : n/p
product’s sales potential 1 2 3 4 5 : n/p
niche market 1 2 3 4 50 n/p
growth potential of the market 1 2 3 4 5 : n/p
product’s formal competitive protection (patents) 1 2 3 4 5 : np
quality of product 1 2 3 4 5 4 wp
nature of competition 1 2 3 4 5 | wp
product’s informal competitive protection (know-how) 1 2 3 4 5 : n/p

19. Having invested in this unquoted venture, how actively do you monitor it?
(tick one box) O actively involved “hands-on” (one day or more per week at the venture)
Q part-time “hands-on”  (more than one day per month at the venture)

Q strategic, not “hands-on”  (not more than 1 day/month; attend board meetings/ monitor/ give advice)

Q passively involved

20. How often do you telephone the venture? (on average)
21. How often do you visit the venture? (on average)
22. What is your intended length of investment time in this venture? sr............. years

23. Roughly, what annual rate of return did you initially expect on this investment? [ R % (p.a. compound R.O.T)
24. Roughly, what annual rate of return do you now believe you will realistically achieve? mr............. % (p.a. compound R.O.I)

25. Looking back on this investment, what (if anything) would you have done differently? mr ........c.ccoocoooieiiiiieiiiic e,

26. This question relates to another unquoted firm (of roughly similar size and stage) that you may have seriously considered

financing but ultimately decided not to fund: What specific aspect of this other firm made you most hesitant about
INVESHING IN 17 M oottt et ettt b R e e R R RS L e eR eSSt e et

I1. General Unquoted Investment Preferences & Characteristics

Please answer the following questions in regards to your general unquoted investment preferences (as a private investor):

(tick one box) Yes No Indifferent
1. Do you place much emphasis on the projected cash flows of the unquoted
(start-up/early-stage) ventures you invest in? Q Q Q
. Is it essential that the product has a competitive edge over others in the market? a Q Q
3. Is it essential that the market of the venture you invest in has high growth potential? u] =] Qa

N

4. Do you in general like the presence of co-investors in the unquoted venture you invest in? (tick one box):
Qyes QO yes, but only if the co-investors are passive investors Qno D other (SPECIfy) wovvrrrnrrerierrieriireienins

5. Is the presence of exit routes a major attraction for you when investing in unquoted companies? A(tick one box):
Q yes, they are essential O prefer them but they are not essential Qno O other (SPecify) ..cocvrmrerremmrrinnireinians

II1. Personal Characteristics
1. Have you ever worked in a small business? (excluding the unquoted firm funded) Qyes D no
2. In your career, how many businesses (with 5 or more employees) have you founded as an entrepreneur? v ......businesses

3. How many investments have you made in unquoted companies? ) i
4. In how many of these investments (if any) have you replaced the entrepreneurs with new management? w ......investments

Thank you very much for taking the time to complete this confidential questionnaire.

w .....investments



Hertford College
UNIVERSITY OF OXFORD

Catte Street, Oxford OX1 3BW
Mark van Osnabrugge, Doctoral Student in Management Studies; Telephone: 01865 554195

Mr. John Jones
Venture Capital Supreme Ltd.
25 Oxford Street
London
10 October, 1996

Dear Mr. Jones,

Since very little is known about the evaluation procedures and investment criteria of
individuals who fund small entrepreneurial firms in Britain, Oxford University’s School
of Management Studies is conducting a comprehensive study to further our knowledge of
this important, but virgin, area.

Through a generous grant from the British Venture Capital Association’s Tony Lorenz
Memorial Trust Fund and an ORS scholarship from the British Government, I am
targeting venture capitalists (like yourself) who have funded at least one early stage
entrepreneurial venture in the last few years. Since so few venture capitalists fund small
non-established firms, I would be much obliged if you would take about 5-10 minutes to
complete the enclosed anonymous single-sheet questionnaire. With your help, this
research could have important practical and policy implications for the funding of small
entrepreneurial ventures in Britain.

The results of this research study will comprise a major part of my doctoral thesis
(D.Phil.) in Management Studies, due to be submitted by January 1998.

To show my appreciation for your cooperation, I would like to send you a free copy of
the research results by early 1997. To receive this 10 page summary, please print your
name and address on the back of the enclosed (pre-addressed & stamped) return envelope
- doing so will still guarantee you strict confidentiality.

If you have any queries concerning this short questionnaire or the research project, please
feel free to contact me at Tel: (01865) 554195, or if you prefer, you can speak to my
research supervisor, Dr. Keith Grint, at Tel: (01865) 735422.

Thank you in advance for your help and involvement with this research project.

Yours sincerely,

Mark van Osnabrugge



School of Management Studies

Small Firm Finance Questionnaire

Funded by:

The Tony Lorenz Memorial Trust Fund
(British Venture Capital Association)
&

An ORS Scholarship
(British Government)

From:

Mark van Osnabrugge (Doctoral Student)
9 Winchester Road
(Hertford College Annex)
Oxford 0X2 6NA

Please return this questionnaire in the enclosed (pre-addressed & stamped) envelope.



L._Questions Concerning your Last Investment in a Small Unquoted Entrepreneurial Compan
Please answer the following questions regarding your most recent investment (made as a venture capitalist) in one
entrepreneurial unquoted firm (in Britain) which was preferably in its start-up/early stage of development when you funded it.

1.

13.
14.

15.
16.

. How long were negotiations with the entrepreneur(s)? L

. How many times did you seriously meet the entrepreneurs before investing?

What sector was this venture in? - ... When did you make this inv ? v
Was this venture technologically intensive? O yes Qno

. What stage was this venture in when you invested? (tick one box):

Q Pre start-up QO Start-up Q Early QO Established 0 Receivership  Q Other.

- Did you do any research in the sector of the unquoted venture that you invested in? (tick one box):

Q None Q Minimal O Some QO Extensive
. Do you have experience in the sector of this venture that you invested in? (tick one box):
Q None Q Minimal O Some O Extensive
. How many people are on your firm’s “Investment Committee”? [ T people
. How many independent references did you take on the entrepreneur (if any)? w .......... independent reference(s)

. Specifically, how long did it take from first seeing (and evaluating) the

investment opportunity to signing the cheque for the entrepreneur?

. What was the length of time between the first face-to-face meeting with

the entrepreneur(s) and the decision (in principle) to invest? "~

. Did you calculate the expected rates of return before investing? [ yes QO no

If so, what financial measurements did you use? v ......

. What specific aspect of this venture that you funded made you most hesitant about investing in it:
L 2 O O T I PP S
How much did you initially invest in this venture? w £............... Was this invested in stages? O yes Qno
What was your initial equity %? - ............. %  What was the entrepreneur(s)’s equity %? w ............. %

How much in transaction costs (legal, etc.) did you incur on this investment deal (if any at all)? w £...

How much in research/due diligence costs did you incur on this investment deal (if any at all)? w £...
. What two characteristics of this unquoted firm attracted you most to this investment? (please state in order of preference):
w 1) Feerestestservaesaeteatetsteh e a et ase et se L SRS S RS SR SO SRS RS SRR SR e RE GRS SRS RSP S S S RS E STt P RS s a0 s
T 2)eicetcere e e

. How important were the following factors in ATTRACTING YOU to this most recent unquoted venture you

invested in?: Please rate (from 1 to 5) each factor listed. (Circle only ONE answer per factor) »
(these factors do not relate to your ideal preferences, but to the decision criteria that you used to make your investment)
(Circle n/p if a particular factor was not present in the investment opportunity)

. . 1
Financials Im\;oegam ConO:em Imslo::mt : Pr?;oetm
high margins of the business 1 2 3 4 5 : n/p
low overheads 1 2 3 4 5 ; np
perceived financial rewards (for the investor) 1 2 3 4 5 : np
low initial cost to test the market 1 2 3 4 5 ! n/p
ability to reach break-even without further funding 1 2 3 4 5 ! n/p
low initial capital expenditures needed (i.e. on assets) 1 2 3 4 5 : n/p
size of the investment 1 2 3 4 5 ! n/p
expected rate of return 1 2 gf 4 NS . ! }.illst
The People/Entrepreneur Im:oegant Concern lmpo(:tant : Present
investor liked entrepreneur(s) upon meeting 1 2 3 4 5 ; n/p
expertise of the entrepreneur(s) 1 2 3 4 5 ! n/p
track record of the entrepreneur(s) 1 2 3 4 5 1 np
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20.
. How often do you visit the venture? (on average)
22.

23.
24.

25.

26.

enthusiasm/commitment of the entrepreneur(s) 1 2 3 4 5 | np
trustworthiness/honesty of the entrepreneur(s) 1 2 3 4 5 : n/p
Other Business Attributes Very of Not | Not
) ) Important Concern Important ; Present
investor’s involvement possible (contribute skills) 1 2 3 4 5 : n/p
venture is local (geographically close) 1 2 3 4 5 : n/p
potential exit routes (potential liquidity) 1 2 3 4 5 ,' np
investor (you) understands the business/industry 1 2 3 4 5 : n/p
(potential) co-investors present 1 2 3 4 5 : n/p
investor’s (your) strengths fill gaps in business 1 2 3 4 5 : n/p
The Market/Product Very of Not | Not
Important Concern Important | Present
product’s overall competitive protection 1 2 3 4 50 n/p
product’s sales potential 1 2 3 4 5 : n/p
niche market 1 2 3 4 5 n/p
growth potential of the market 1 2 3 4 50 np
product’s formal competitive protection (patents) 1 2 3 4 5 : n/p
quality of product 1 2 3 4 5 | wp
nature of competition 1 2 3 4 5 n/p
product’s informal competitive protection (know-how) 1 2 3 4 5 : np

. Having invested in this unquoted venture, how actively do you monitor it?

(tick one box) [ actively involved “hands-on” (one day or more per week at the venture)
Q part-time “hands-on”  (more than one day per month at the venture)
Q strategic, not “hands-on” (not more than 1 day/month; attend board meetings/ monitor/ give advice)
Q passively involved

How often do you telephone the venture? (on average)

. years

What is your intended length of investment time in this venture?
Roughly, what annual rate of return did you initially expect on this investment? [ g % (p.a. compound R.O.I)
Roughly, what annual rate of return do you now believe you will realistically achieve? -............. % (p.a. compound R.0.])

Looking back on this investment, what (if anything) would you have done differently? m ............cccccooevmmriieirciere e

This question relates to another unquoted firm (of roughly similar size and stage) that you may have seriously considered
financing but ultimately decided not to fund: What specific aspect of this other firm made you most hesitant about
INVESHNG I It? M8 .ottt s sesste e sesss s s e s s st s s s s sessessnssbessessebesassstes s e e eenn e e

II._General Unquoted Investment Preferences & Characteristics

Please answer the following questions in regards to your general unquoted investment preferences (as a venture capitalist):

1.

2.
3.

(tick one box) Yes No Indifferent
Do you place much emphasis on the projected cash flows of the unquoted
(start-up/early-stage) ventures you invest in? Q Q Q
Is it essential that the product has a competitive edge over others in the market? Q Q [m]
Is it essential that the market of the venture you invest in has high growth potential? QO Q w]

. Do you in general like the presence of co-investors in the unquoted venture you invest in? (tick one box):

Qyes Qyes, but only if the co-investors are passive investors Qno QO other (SPECIfY) .ovvrmevrrerererreireerieiianns

. As a venture capitalist, what additional things do you do as an investor to comply with government regulations and your

SRO requirt ? o

IIL. Personal & Venture Capital Firm Characteristics

O LA W N

. Have you ever worked in a small business? (excluding a venture capital firm you may have started) U yes DAno
. In your career, how many businesses (with 5 or more employees) have you founded as an entrepreneur? ™ ....... businesses

. How many investments have you made in unquoted companies? (as a venture capitalist) - .....investments

In how many of these investments (if any) have you replaced the entrepreneurs with new management? w ......investments

. How many firm investments do you personally manage/monitor for your venture capital firm? " .....ventures

. What percentage of the funds in your latest venture capital fund are from outside

investors, rather than from funds provided by your venture capital firm itself? [ %

. How many close competitors do you feel your venture capital firm has in the venture capital market? v ......competitors

Thank you very much for taking the time to complete this confidential questionnaire.



Appendix B - Characteristics of the 40 Investors Interviewed

In addition to speaking informally to a number of academics and practitioners in the
entrepreneurial field, 42 people (25 BAs, 15 VCs, 1 BIS manager, and 1 academic) were
formally interviewed face-to-face for 60-90 minutes each. Tape recordings of these
interviews provided the quotes used throughout this thesis. The characteristics of these
individuals formally interviewed are given below.

Business Angels

Date of | Location in | Gender | Age | Firms | Unquoted | Sector of Last
Interview UK Found-| Invest- Unquoted
ed ments Investment

BA1l | 14/12/95 | South East | Male | 48 2 3 High Tech
BA2 8/2/96 London Male | 56 1 1 Consumer Manufac.
BA3 | 14/2/96 | South East Male | 52 2 3 Industrial Manufac.
BA4 | 16/2/96 London Male | 30 1 1 Consumer Manufac.
BAS | 16/2/95 London Male | 68 1 5 Consumer Manufac.
BA6 | 23/2/96 London Male | 37 1 7 Industrial Manufac.
BA7 | 23/2/96 London Male 57 1 6 Consumer Manufac.
BA8 | 23/296 London Male | 45 3 2 Services
BA9 | 15/3/96 London Male | 34 1 15 Consumer Manufac.
BA10| 19/3/96 London Male | 52 10 20 Consumer Manufac.
BA11| 19/3/96 | South East | Male | 41 3 3 Industrial Manufac.
BA12| 22/3/96 | South West | Male | 54 1 4 Consumer Manufac.
BA13| 25/3/96 | South West | Male | 48 6 6 Construction
BAl14| 25/3/96 | South West | Male | 45 2 10 Services
BA15| 25/3/96 | South West | Male | 55 2 1 Consumer Manufac.
BA16| 26/3/96 | South West | Male | 55 1 1 High Tech
BA17| 26/3/96 | South West | Male | 68 1 1 High Tech
BA18| 27/3/96 | South East | Male | 52 1 3 High Tech
BA19| 28/3/96 | South East | Male | 55 1 2 Services
BA20| 29/3/96 | South East Male | 59 3 7 Industrial Manufac.
BA21| 2/4/96 | East Anglia | Male | 53 1 1 Services
BA22| 2/4/96 | East Anglia | Male | 63 2 4 Services
BA23| 3/4/96 | South East | Male | 47 5 15 High Tech
BA24| 11/4/96 London Female | 39 2 2 Services
BA25| 18/4/96 |W.Midlands| Male | 33 6 3 Consumer Manufac.




Venture Capitalists

Date of | Location | Gender |Age| Firms |Unquoted| Sector of Last
Interview| in UK Found-| Invest- Unquoted
ed ments Investment

VC1 5/6/96 London Male | 59 2 5 Medical
VC2 5/6/96 London Male | 33 1 7 High Tech
VC3 5/6/96 London Male | 48 0 6 High Tech
VC4 6/6/96 London Male | 37 0 15 High Tech
VC5 6/6/96 London Female | 42 0 5 Medical
VC6 6/6/96 London Male | 44 0 10 Consumer Manufac.
VC7 7/6/96 London Male | 50 5 12 Services
VC8 7/6/96 London Male | 37 2 27 High Tech
VC9 10/6/96 London Male | 47 0 30 Retail/ Wholesale
VC10 | 10/6/96 London Male | 56 5 10 High Tech
VC11 | 10/6/96 London Male | 48 0 25 High Tech
VC12 | 13/6/96 London Male | 33 0 20 High Tech
VC13 | 13/6/96 London Male | 37 1 20 Services
VC14 | 17/6/96 London Male | 34 2 35 Retail/ Wholesale
VC15 | 19/6/96 London Male | 48 0 5 High Tech

Non-Investor Interviews

AC1

25/3/96

Manager of a regional business introduction service

AC2

31/5/96

Oxford University academic with past venture capital experience
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Appendix D - Personal Reflections on the Research Process

“I was working on the proof of one of my poems all the morning and took out a comma,
in the afternoon I put it back again.” - Oscar Wilde

After witn;ssing many months’ worth of revisions reshape my final thesis draft, one of
my supervisors commented:

“It is interesting to see how your doctoral research project has evolved,
recently and over the last few years, but I am sure that some readers will
also be interested in how you, as a person, have changed during, and
because of, this research process. You should give the prospective
doctoral student some insight on what they have to look forward to.”

With this in mind, I shall now give a frank reflection on the last three years.

My first observation relates to the progression of the thesis work. In particular, I am
most astounded by how dramatically my thesis structure has evolved and changed over
the last few years, hardly resembling what I initially proposed when I started the doctoral
programme. In some ways, I was naive of the academic and personal requirements
needed to finish the degree. The topic, methodology, access to data, time commitment,
and thesis write-up all tuned out to be more complex and demanding than I had initially
imagined. But this is all part of the learning process, both academically and personally.

Indeed, doctoral research possesses a number of less-rewarding traits that I initially
misjudged. First, the feeling of being lost and unsure of where the research should be
heading, and whether you are doing it correctly, is often prevalent in the early stages.
But with guidance from supervisors and greater awareness of the subject area, this
fortunately subsides. Second, the data collection and analysis processes are never as
straight forward as expected, persistence and hard work are certainly the key to getting
over the many barriers. Third, as one progresses to the writing-up stage, the 5-6 month
commitment to continuous thesis writing and revisions can be a draining one. Eating,
sleeping and breathing your thesis becomes a way of life for all doctoral students. To
combat this inherent loneliness of the research process, engaging in extra-curricular
activities and socialising with friends is essential to recharging one’s academic batteries.

Given the many personal and financial costs, why go through the doctoral degree? The
advantages certainly have greatly outweighed the disadvantages. First, the excitement
that one experiences when a research project starts to come together, and render serious
results, is exhilarating. The initial belief that the research will change the world is slowly
replaced by a more realistic outlook, but this is still most rewarding. Second, although a
lonely process, the independence that doctoral research brings is particularly favourable.
It allows you to work at your own pace, but also enables you to shape the project just as
you want to, because in the end it is your name that adoms its front cover. But efforF is
strongly correlated with results, so strong self-motivation is quite essential. Third, seeing
the finished fruits of your efforts makes it all worthwhile. Although probably only a



minor contribution to new knowledge, the thesis is still a piece of work that the
researcher has shaped from an idea into a substantial piece of academic work - a
‘masterpiece’, at least to its author! When an abstract of this thesis’s major findings is
published and distributed, any potential insight it may render to practitioners in the
entrepreneurial field will be particularly rewarding for me.

However, conducting doctoral research can be a bit of a gamble because 3-4 years’ worth
of work will ultimately be judged by the quality of a thesis and a few hours of oral
examination. To increase the odds of passing these evaluations, reliance on one’s
supervisors is naturally key. I have three major observations about this supervisory
process. First, it was interesting to see how, as my research progressed and I met
academic milestones, my supervisors became more trusting of me and allowed me
greater freedom within which to work. As I got to know my supervisors better, I felt that
I was increasingly being treated as an equal by them, rather than as just one of their many
students. Second, the influence of my supervisors in shaping my research work was
more valuable and influential than what I initially imagined it would be. They steered
me away from numerous pitfalls and, at times, forbade me from taking the easy road on
certain issues, which ultimately aided the quality of the thesis work. Third, having two
academic supervisors and an external advisor gave me a wide perspective on my research
work. Although at times their respective advice conflicted, it gave me an objective view
from which to proceed. Having more than one supervisor has been logistically more
time-consuming, but the positive results have greatly outweighed the few disadvantages.

As I reflect upon the last three years of doctoral work, it is hard to believe how quickly
they have passed. Although the doctoral research process has rendered me with a high
degree of knowledge about my particular field, this was certainly not its most significant
contribution. The maturity and skills that I have gained through identifying, evaluating,
and solving academic problems have benefited me in my daily life. Doctoral research
has taught me to view the world around me more objectively and to proceed through it
with greater awareness.



