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Chapter 19

VENTURE CAPITAL AND THE SMALL FIRM

Colin Mason

VENTURE CAPITAL: DEFINITION AND SIGNIFICANCE

Firms which are pursuing significant growth opportunities are likely to find that their financial needs exceed their capability of generating funds internally while their ability to attract bank loans is restricted by their lack of collateral and negative cash flows. Indeed, the faster a firm grows the more voracious is its appetite for cash – investments in R&D, product development and testing, recruitment of key team members, premises, specialised equipment, raw materials and components, sales and distribution capability, inventories and marketing all add up (Bygrave and Timmons, 1992). These firms will need to turn to venture capital in order to achieve their growth ambitions. Venture capital can be defined as finance that is provided on a medium to long term basis in exchange for an equity stake. The investor will share in the upside, obtaining their return in the form of a capital gain on the value of the shares at a ‘liquidity event’ which normally involves either a stock market listing, the acquisition of the company by another company or the sale of the shares to another investor, but will lose their investment if the business fails. Venture capital investors therefore restrict their investments to businesses which have the potential to achieve rapid growth and achieve a significant size and market position because it is only in these circumstances that they will be able to achieve both a liquidity event and a capital gain. However, very few businesses are capable of meeting these demanding investment criteria. So, as Bhidé (2000: 16) observes, venture capital-backed firms “represent an out-of-the ordinary phenomenon” 

Although the number of companies that are successful in raising venture capital is small they have a disproportionate impact on economic development in terms of innovation, job creation, R&D expenditures, export sales and the payment of taxes (Bygrave and Timmons, 1992). The injection of money and support enables venture capital-backed companies to grow much faster than the proceeds from sales revenue alone would allow. Moreover, this superior growth rate is sustained over the long-run (Gompers and Lerner, 2001b). Venture capital-backed companies are faster in developing products and bringing them to market, pursue more radical and ambitious product or process innovation and produce more valuable patents (Hellman and Puri, 2000). It is because venture-backed play such an important role economic development that venture capital attracts the attention of both scholars and policy-makers.

The scope of this chapter is as follows. It starts with a brief consideration of the demand side in order to highlight the sources of finance available to companies at different stages in their development. This highlights three major sources of finance – the founders, family and friends (‘3F’ money), business angels and venture capital funds. By definition ‘3F’ money is restricted in its availability: these sources will only invest in businesses in which there is a family or friendship connection. Accordingly, the chapter focuses on business angels (or informal venture capital) and venture capital funds (or formal venture capital) as they are potentially available to any firm that offers the promise of rapid growth. The chapter adopts an investment process perspective, considering the characteristics of investors, their investment activity, sources of deals, investment criteria, deal characteristics, post-investment involvement and harvest. The chapter concludes by noting that these two sources of venture capital, which used to be complementary, are now diverging as a result of the relentless increase in the minimum size of venture capital investments and shift to later stage deals, and considers whether the growing professionalisation of the informal venture capital market, in the form of angel syndicates, can fill this new finance gap.

As a final introductory point, it needs to be acknowledged that this chapter takes an ‘Anglo-Saxon’ perspective focusing largely on the US and UK literature. Venture capital was pioneered in the USA immediately after the Second World War and it was not until the early 1980s that it began to develop in Western Europe, initially in the UK and subsequently on the Continent. During the 1990s embryonic venture capital industries began to appear in emerging markets such as Asia and central Europe, and these regions are now beginning to attract attention from researchers (for example, see Lockett and Wright, 2002 and Wright et al, 2002). However, venture capital in Europe and Asia is rather different to its namesake in the USA, being less technology-oriented and focussed on more mature and later stage deals rather than young, rapidly growing entrepreneurial companies. These differences are reflected in terminology. In Europe the term ‘venture capital’ and ‘private equity’ are often used interchangeably to cover all types of equity investment from start-up through to management buy-outs (MBOs) and buy-ins (MBI), that is, the funding of incumbent or incoming management teams to buy companies from their owners to run as an independent businesses. However, in the USA the venture capital and MBO/MBI investments (termed leveraged buyouts, or LBOs) are regarded as entirely different industries, with the term ‘venture capital’ restricted to investments in new or recently started companies (Campbell, 2003).
 This chapter follows the US definition of venture capital, focusing on the financing of the seed, start-up and early growth stages of business development. 

FINANCING ENTREPRENEURIAL COMPANIES: A DEMAND SIDE PERSPECTIVE

Entrepreneurial companies typically evolve through multiple stages of growth and development, with attendant changes in their capital requirements and the source of the finance (Roberts, 1991a) (Figure 1). At the seed stage (or zero stage) a business is will be in the process of being established, is undertaking R&D, solving key product development issues and moving to an operating demonstration prototype of the initial product. This phase typically occurs in the founder’s home while the founder is working full-time. There may not be a formal business plan at this stage. Financial needs are likely to be fairly minimal and will be met by a combination of the founder’s own personal savings, family and friends (the 3 Fs) and ‘bootstrapping’ techniques.
 Commercial investors will regard such ‘pre-ventures’ as being too high risk. However, government support may be available in the form of R&D and proof-of-concept grants for technology-based firms. The start-up stage begins with the founding of the company, demonstration of commercial applicability, securing of initial sales and seeking new sales channels. The financial needs increase as the company invests in capital equipment, begins to employ staff and for working capital. Investment in businesses at this early stage are very high risk – the management is unproven and the product or service has yet to demonstrate widespread acceptance - and any return may not materialise for five to ten years. Thus, businesses are likely to continue to rely upon a combination of ‘love money’, bootstrapping and government support, although those with growth prospects may be able to raise finance from business angels. Particularly in Europe, few venture capital funds will be interested in investing at such an early stage unless they have been established with an economic development mandate. Companies which come through the start-up stage with a product or service which is in demand enter the initial growth stage. The business will be seeking to improve product quality and lower its unit costs and develop new products. The business may be reaching profitability but this is insufficient to fund the growth that is required to expand plant and equipment, bigger premises, additional staff to fill out each of the functional areas and bigger working capital requirements. Risk and uncertainty have declined. By this stage the business will no longer be reliant on 3F money. The main source of funding will be business angels. However, they typically make relatively small investments (less than £250,000), so larger funding requirements and follow-on financing are likely to be met by venture capital funds. Companies that continue to grow enter the sustained growth stage. These companies are often termed ‘gazelles’, and can expect to grow to beyond £10m/$20m in sales and 100 employees. Profits and cash flow are sufficient to meet the majority of its capital requirements but additional finance may be required to grasp new growth possibilities (including acquisitions). Such companies will look to venture capital funds specialising in development capital and even to more esoteric financing instruments and ultimately to a stock market listing where its shares are available to the public (Roberts, 1991a, Sohl, 1999). 

Thus, there are a variety of potential funding sources available to finance new businesses through these stages of growth and development:

(i) Personal savings of the entrepreneur or team: this is typically the primary source of initial funding. Even though the amounts involved are typically quite small, this funding is important for two reasons. First, subsequent investors will expect to see that the entrepreneurs have committed themselves financially to the business. Second, the effect of raising outside capital will be to dilute the proportion of the business owned by the original entrepreneurs. Thus, the bigger the amount that they are able to invest, and the longer that they can survive on this and other non-equity sources of funding and bootstrapping then the less dilution they will experience when they come to raise external capital. The entrepreneur is also likely to contribute ‘sweat equity’ by working for no salary or at a level below what could be obtained by working for someone else until the business is on a solid financial footing.

(ii) Family and friends. Recent research by the Global Entrepreneurship Monitor (GEM) consortium, an international consortium of 38 countries which collect data on entrepreneurial activity on a consistent basis by means of large scale household surveys, reports that close family members, friends and neighbours are by far the biggest source of start-up capital after the founders themselves (Bygrave et al, 2003). Such investments typically take the form of short-term loans which may be converted into equity at a later stage. This form of finance is relatively easy to get, although the amounts involved are relatively small. The providers are unlikely to regard their investment as a commercial one and, indeed, may not expect it to be repaid. However, entrepreneurs may be reluctant to ‘take advantage’ of kinship and friendship ties and may feel under emotional pressure not to lose the money (Roberts, 1991a).

(iii) Business angels. These are wealthy private individuals, generally with a business background, and often cashed-out entrepreneurs, who invest their own money – either on their own or with a syndicate of other angels - in new or recently started businesses with growth potential. Their motives are economic but not totally so. Non-economic motivations include the fun and enjoyment that comes from an involvement with a young growing company and social responsibility.  Their investments are typically at, or soon after start-up and range from under £10,000 to over £250,000, although the norm is £50,000 to £100,000. These investors do not normally seek a controlling interest or management position in the business but it is usual for them to perform an advisory role and they would expect to be consulted on major management decisions. 

(iii) Venture capital firms:  venture capital firms are financial intermediaries which attract investments from financial institutions (banks, pension funds, insurance companies), large companies, wealthy families and endowments into fixed life investment vehicles (‘funds’) with a specific investment focus (location, technology, stage of business development) which are then invested in young, growing businesses which offer the prospects of high reward. The function of the fund managers (the general partners) is to identify promising investment opportunities, support them though the provision of advice, information and networking and ultimately exit from the investment. The proceeds from the exit – or liquidity event – are returned to the investors (the limited partners). Most venture capital firms are independent organisations. Some are subsidiaries of financial institutions (termed ‘captives’). A few large non-financial companies, particularly technology companies, have their own venture capital subsidiaries which invest for strategic reasons to complement their own internal R&D activities (corporate venture capital). Venture capital firms rarely invest in basic innovation. Rather, venture capital money assumes importance once the business model, product and management capabilities have been proven, market acceptance has been demonstrated and uncertainties about the size of the market and the profitability of the business have been reduced (Bhidé, 2000). Companies at this stage are looking to commercialise their innovation and need funding to create the infrastructure to grow the business (Zider, 1998). Thus, venture capital firms tend to invest significantly larger amounts than business angels and invest at later stage sin business development. 

Government-backed investment organisations: in most countries governments have created investment vehicles to fill what are perceived to be gaps in the supply of venture capital which results in funding difficulties for particular types of company. In the past it was common for governments to use its own money to provide the investment funds. However, it is now common practice for government to create investment funds under private management by leveraging private sector money by using the tax system or other financial incentives to alter the balance of risk and reward for the private investor. Examples of venture capital funds that have been created as a result of tax incentives are Venture Capital Trusts (VCTs) in the UK and Labor-Sponsored Venture Capital Funds in Canada (Ayayi, 2004). Examples of investment funds created as a result of government co-investment alongside private money but on less favourable terms, thereby improving the investor’s return, include Small Business Investment Companies (SBICs) in the USA, the KfW and DtA programmes in Germany and the Regional Venture Capital Schemes in England (Sunley et al, 2005).
 Public stock market: Gaining a listing on a public stock market may be the logical final step for a fast growing company to fund its ongoing growth. Further shares in the company can be sold to institutional and private investors to raise additional finance. Raising debt finance also becomes easier with a public listing. Public companies can also use their shares to make acquisitions. And a listing is also an important way in which existing shareholders – notably the founders and their families, business angels and venture capital funds – can realise their capital gains. However, the costs of obtaining and maintaining a stock market listing means that it is only an option for larger companies.

Amazon.com provides a good example of a company that has drawn on these various sources of finance as it has grown (Table 1). However, while most companies will utilise 3F money, only a minority will go on to raise 2nd and 3rd round funding from external sources. For example, in Manigart and Struyf’s (1997) study of young high tech Belgian companies, all had relied on funding from the founder or founding team for start-up capital. Most had also raised funding from other sources, notably family, banks and private investor whereas only two firms had raised venture capital. Eight firms went on to raise a second round of finance: six firms attracted investments by venture capital funds (including the two firms that had raised venture capital at start-up which raised larger amounts of funding from venture capital syndicates) and two firms raised finance from corporate venture capital sources. None of the firms raised further finance from founders or family.

Table 1. A financial chronology of Amazon.com , 1994-1999

	date
	Price per share
	Source of funds

	7/94-11/94
	$0.001
	Founder: Jeff Bezos starts Amazon.com with $10,000 of his own money and borrows a further $44,000

	2/95-7/95
	$0.1717
	Family: father and mother invest a combined $245,000

	8/95-12/95
	$0.1287-$0.3333
	Business angels: two angels invest a total of $54,408

	12/95-5/96
	$0.3333
	Angel syndicate: twenty angels invest $46,850 each on average for as total of $937,000

	5/96
	$0.333
	Family: siblings invest $20,000

	6/96
	$2.3417
	Venture capitalists: two venture capital funds invest $8 million.

	5/97
	$18
	Initial Public Offering: three million shares are offered on the equity market raising $49.1million.

	12/97-5/98 (exercise price on loan warrants)
	$52.11
	Loan and bond issue: $326 million bond issue is used to retire $75 million in loan debt and to finance operations


Source: van Osnbrugge and Robinson (2000), p 59

We now go on in the remainder of this chapter to examine the two main sources of external equity finance, business angels and venture capital firms. Agency theory provides a framework to study their investment process. An agency relationship is said to exist when one individual (the principal) engages the services of another individual (the agent) to perform a service on their behalf (Jensen and Meckling, 1976). This involves the delegation of a measure of decision-making authority from the principal to the agent. Both are assumed to be economic-maximising individuals. The central concern of agency theory is opportunism – the separation of ownership and control creates the risk that the agent will make decisions that are not in the best interests of the principal. This creates two types of risk for the principal (i.e. the investor). The first is adverse selection which arises as a result of informational asymmetries: the agent is better informed than the principal about their true level of ability. However, agents may deliberately misrepresent their abilities to the principal. The second risk is moral hazard. In situations where it is not possible for the principal to observe the behaviour of agents the agent may shirk, engage in opportunistic behaviour that is not in the interests of the principal or pursue divergent interests that maximise their economic interests rather than those of the principal. Fiet (1995) argues that every investment decision also includes market risk - the risk that the business will perform less well than anticipated on account of competitive conditions (e.g. competition, demand, technological change). A key theme running through the remainder of this chapter is how business angels and venture capital fund manage these sources of risk.

BUSINESS ANGELS

Definition and characteristics

Business angels are conventionally defined as high net worth individuals who invest their own money directly in unquoted companies in which they have no family connection in the hope of financial gain and typically play a hands-on role in the businesses in which they invest. Several aspects of this definition need to be emphasised. First, having wealth is a pre-requisite for becoming a business angel. Business angels invest upwards of £10,000 per deal (sometimes in excess of £100,000) and typically have a portfolio of between two and five investments. However, because this is high risk most business angels will only allocate between 5% and 15% of their overall investment portfolio to such investments. Second, the fact that business angels are investing their own money means that they do not have to invest if they are unable to find suitable investment opportunities. They can also make quick investment decisions and have less need for specialist professional input so their transaction costs are low. It also means that they can have idiosyncratic investment criteria. Third, investing directly means that business angels are making their own investment decisions rather than investing in a pooled investment vehicle in which investment decisions are made by a manager. This implies that people who become business angels have both the networks that will provide a flow of investment opportunities and the competence to undertake the appraisal of these opportunities. Indeed, the majority of business angels are successful cashed-out entrepreneurs, whilst the remainder either have senior experience in large businesses or have specialist professional expertise.  Fourth, business angels are active investors in unquoted companies, playing a hand-on role in supporting their growth. Fifth, business angels are investing for a financial return. However, psychic income is also important. Business angels derive considerable fun and enjoyment from being involved with entrepreneurial businesses. Indeed, for successful entrepreneurs becoming a business angel is a way in which they can recapture this experience and use the skills and intuition that they have developed as entrepreneurs to the benefit of their investee companies. 

The typical business angel therefore has the following profile:

· Male: typically around 95% of business angels are males. This reflects t6he fact that relatively few women have built up successful companies or hold senior positions in the corporate sector.

· Successful cashed-out entrepreneurs: most business angels have had experience of business start-up and growth. This provides them with the skills and competence to evaluate investment opportunities and add value to those business that they invest in

· In the 45-65 year age group: this reflects the length of time required to build significant personal net worth, the greater discretionary wealth of this age group and the age at which successful entrepreneurs may chose, or be forced, to disengage. Becoming a business angel is often a way in which such individuals remain economically active. Indeed, some cashed-out entrepreneurs become business angels because they find that a life of leisure is boring.

These characteristics are remarkably consistent across countries. However, this typical profile masks considerable heterogeneity in the business angel population, notably in terms of their motivation, the size and frequency of their investments, and their involvement with their investee companies (Coveney and Moore, 1998; Kelly and Hay, 1996; 2000; Sørheim and Landström, 2001). What this underlines from the entrepreneur’s perspective is that angel funding is a differentiated commodity and that they must identify the appropriate type of investor who is both willing and capable of contributing the financial and other resources that they require. 

Size of the market

It is impossible to be precise about the number of business angels, the number of investments made and the amount invested. This is because there is no obligation for business angels to identify themselves or register their investments. Indeed, the vast majority of business angels strive to preserve their anonymity and are secretive about their investment activity, not least to avoid being inundated by entrepreneurs and other individuals seeking to persuade them to invest or provide financial support for other causes (Benjamin and Margulis, 2000). Thus, measures of the size of the informal venture capital market are only crude estimates. Sohl (2003) suggests that there are 300,000 to 350,000 business angels in the USA, investing approximately $30 billion in close to 50,000 ventures. Venture capital funds, in contrast, invest $30-$35 billion in fewer than 3,000 entrepreneurial ventures. The equivalent estimate for the UK is 20,000 to 40,000 business angels investing £0.5 billion to £1 billion in 3,000 to 6,000 companies. They make eight times as many investments in start-up companies as venture capital funds (Mason and Harrison, 2000). However, these calculations of the amounts invested by business angels are an under-estimate of the size of the informal venture capital market. First, most business angels have further funds available to invest (Coveney and Moore, 1998; Mason and Harrison, 1994; 2002a) but cannot identify appropriate investment opportunities. This uncommitted capital is substantial: one study reported that it exceeded the amount invested by the respondents in the three years prior to the surveys (Mason and Harrison, 2002a). Second, there is a substantial pool of potential, or virgin, business angels who share the characteristics of active angels but have not entered the market (Freear et al, 1994a; Coveney and Moore, 1998). Sohl (1999) has estimated that in the USA these potential angels exceed the number of active investors by a factor of five to one.

Investment characteristics

We have already noted that business angels occupy a crucial place in the spectrum of finance available to growing businesses, providing amounts of finance that are beyond the ability of entrepreneurs to raise from their own resources and from family and below the minimum investment threshold of venture capital funds. Business angels, investing on their own or in small ad hoc groups, will typically invest up to £100,000, while the larger angel syndicates will make investments of £250,000 and above. This investment is usually provided in the form of equity or a combination of equity plus loans. However, all-loan investments are by no means unusual.
 In terms of stage of business development, investments by business angels are skewed towards the seed, start-up and early growth stages whereas venture capital funds focus on business expansion. 

The geographical characteristics of business angel investments are also important.  This has two dimensions. First, “angels live everywhere” (Gaston, 1990: 273). Gaston’s research suggests that the proportion of business angels in the US adult population is fairly constant at around four angels in every 1000 adults. Certainly, research has documented the presence of business angels in various economically lagging regions, such as Atlantic Canada (Feeney et al, 1998; Farrell, 1998; Johnstone, 2001).
 In contrast, institutional sources of venture capital are disproportionately concentrated in leading economic regions, such as Silicon Valley and New England in the USA and South East England in the UK (Mason and Harrison, 1999). Second, various studies indicate that the majority of investments by business angels are local. This reflects both the localised nature of their business and personal networks through which they identify most of their investments and their hands-on investment style and consequent need for frequent contact with their investee businesses. Two implications follow. First, in most areas outside of major financial centres and technology clusters business angels are the only source of risk capital (Gaston, 1989). Second, the informal venture capital market is an important mechanism for retaining and recycling wealth within the region that it was created. 

The Investment Process

Following Riding et al (1993) and Haines et al (2003) a number of discrete stages in the investment process can be identified:

· Deal origination

· Deal evaluation: this can, in turn, be sub-divided at least two sub-stages:

· initial screening

· detailed investigation

· Negotiation and contracting

· Post-investment involvement

· Harvesting

As we will see later, this sequence is similar in most respects to the investment decision-making model of institutional venture capital funds (Tybjee and Bruno, 1984; Fried and Hisrich, 1994). However, the approach of business angels is less sophisticated.

Deal Origination

The evidence is consistent in suggesting that business angels adopt a relatively ad hoc and unscientific approach to identifying investment opportunities. Informal personal contacts – business associates and friends – are the most significant sources of deal flow. Professional contacts are much less significant: of these, accountants are the most frequent source whereas few business angels receive deal flow from lawyers, bankers and stockbrokers. Those angels who are known in their communities also receive approaches from entrepreneurs. Information in the media is another source of deal flow for a significant minority of business angels. Some business angels also undertake their own searches for investment opportunities. Those business angels who are members of Business Angel Networks (BANs)
 also report that these organisations are significant sources of deal flow (Mason and Harrison, 1994; 2002a). In some cases – especially in the case of ad hoc investors - the entrepreneur is not a stranger but a business associate who is known to the angel (e.g. client, supplier) (Atkin and Esiri, 1993). Kelly and Hay (2000) observe that the most active investors rely less on ‘public’ sources (e.g. accountants, lawyers, etc) and place more emphasis on ‘private’ sources that are referred by individual and institutional sources in their extensive and longstanding networks of relationships.

However, these various sources of information differ in their effectiveness. Freear et al (1994b) have calculated yield rates for different information sources (i.e. comparing investments made against deals referred for each information source). This points to the informal personal sources of information - business associates, friends and approaches from entrepreneurs – as the ones that have the highest probability of leading to investments whereas non-personal sources such as accountants, lawyers and banks have a low likelihood of generating investments. These findings are largely corroborated by Mason and Harrison (1994) for the UK. However, in their study the highest yield rates are recorded by some of the infrequently used professional contacts, notably banks and stockbrokers. This study also notes the low yield ratio for BANs. 

Investing in businesses that are referred by trusted business associates and friends is an obvious way in which business angels can minimise adverse selection problems. As Riding et al (1995) comment, “even if the principals of the firm are unknown to the investors, if the investor knows and trusts the referral source risk is reduced.” Deal referrers are passing judgement on the merits of the opportunity and so are putting their own credibility and reputation on the line.

Deal evaluation

The process of evaluating investment opportunities involves at least two distinct stages – initial screening and detailed evaluation (Riding et al, 1993). The initial step of business angels is to assess investment opportunities for their ‘fit’ with their own personal investment criteria. The investment opportunity will also be considered in terms of its location (how close to home), the nature of the business, the amount needed and any other personal investment criteria (Mason and Rogers, 1997). The business angel will then typically ask themselves two further critical questions: first, ‘do I know anything about this industry, market or technology?’ and, second, ‘can I add any value to this business?’ Clearly, the ability to add value is very often a function of whether the angel is familiar with the industry. If the answer to either of the questions is no then the opportunity is likely to be rejected at this point. 

Angels then undertake a quick review of those opportunities that fall within their investment criteria to derive some initial impressions. Although most business angels expect a business plan, they are unlikely to read it in detail at this stage. Their aim at this point in the decision-making process is simply to assess whether the proposal has sufficient merit to justify the investment of time to undertake a detailed assessment. This stage has been the subject of a detailed analysis by Mason and Rogers (1996; 1997) using verbal protocol analysis, an experimental-type technique which asks subjects (in this case business angels) to think out loud as they perform a task (in this case evaluating a real investment opportunity). They observe that angels approach this stage with a negative mindset, expecting that the opportunity will be poor (because of the opportunities that they have previously seen) and looking for reasons to reject it. This approach has been termed ‘three strikes and you’re out’ (Mason and Rogers, 1996; 1997) and is supported by evidence that the rejection of opportunities is generally based on several factors rather than a single deal killer (Mason and Harrison, 1996a). The market and the entrepreneur are the key considerations at this stage. Less significant are the product/service and financial factors. Indeed, angels exhibit considerable scepticism about the value of financial information in the business plan of start-ups (Mason and Rogers (1997). Nevertheless, investors want to see that there is the potential for significant financial return, that the principals are financially committed and what the money that is invested will be used for. Some angels will be flexible, willing to treat some of these criteria as compensatory (e.g. a strong management team would compensate for a distant location), whereas others will regard them as non-compensatory (Feeney et al, 1999).  

The purpose of the initial screen is to filter out ‘no hopers’ in order to focus their time on those opportunities that appear to have potential. These are subject to more detailed appraisal. The investor will read the business plan in detail, go over the financial information, visit the premises, do some personal research to gather additional information on market potential, competition and so on, and assess the principals. Indeed, getting to know the principals personally (by a series of formal and informal meetings) is the most vital part of the process (May and Simmons, 2001). Most angels emphasise their intuition and gut feeling rather than performing formal analysis (Haines et al, 2003) – although more experienced angels, and angel groups adopt more sophisticated approaches (e.g. see Blair, 1996). 

Once the opportunity has passed from the initial screen the importance of ‘people’ factors becomes critical (Riding et al, 1995), with investors emphasising management abilities, an understanding of what is required to be successful, a strong work ethic, integrity, honesty, openness and personal chemistry (Haines et al, 2003; Mason and Stark, 2004). This reflects the long and personal nature of the angel-entrepreneur relationship. Rewards, realism of the projections and potential also assume greater importance while ‘investor fit’ becomes less of a consideration (Riding et al, 1995).

This stage ends when the investor has decided whether or not to negotiate a deal with the investor. In their Canadian study Riding et al (1993) found that 72.6% of opportunities were rejected at the initial impressions stage, a further 15.9% were rejected following more detailed evaluation, and as this stage proceeded another 6.3% were eliminated, a cumulative rejection rate of 94.8%. Thus, business angels proceed to the negotiation stage with only 5% of the investment opportunities that they receive.

The key role of the entrepreneur/management team in the decision whether or not to invest is confirmed in other studies. Using conjoint analysis – a method to measure quantitatively the relative importance of one decision-making criteria in relation to another (see Shepherd and Zacharakis, 1999) – Landström (1998) found that business angels attach the greatest importance to the leadership capabilities of the principals, followed by the potential of the firm’s market and products. Feeney et al’s (1999) approach was to ask business angels “what are the most common shortcomings of business opportunities that you have reviewed recently?” This highlighted shortcomings in both the management (lack of management knowledge, lack of realistic expectations, personal qualities) and the business (poor management team, poor profit potential for the level of risk, poor fit, undercapitalised/lack of liquidity, insufficient information provided). Asking investors “what are the essential factors that prompted you to invest in the firms that you have chosen?” (Feeney et al, 1999) highlighted three management attributes – track record, realism and integrity and openness – and four attributes of the business – potential for high profit, an exit plan, security on their investment and involvement of the investor. However, while the primarily deal killer is the perception of poor management, the decision to invest in an opportunity involves a consideration of management ability, growth and profit potential. In other words, angels are looking for businesses that show growth potential and have an entrepreneurial team with the capability to realise that potential (Feeney et al, 1999). Both these studies also emphasise that investment criteria are personal, with angels using different criteria in their assessment of investment proposals. For example, Feeney et al (1999) suggest that the decision processes of more experienced investors differs from that of less experienced investors.

This emphasis on the entrepreneur reflects the view of angels that agency risk is more of a threat than market risk. Fiet (1995) argues that business angels lack information or the tools and resources to evaluate market risks effectively. As a consequence, they specialise in evaluating agency risk – assessing whether or not the entrepreneur can be relied upon as a venture manager – while relying upon competent and trustworthy entrepreneurs to manage market risk. This contrasts with venture capital funds which, as we will see later, attach more importance to market risk than agency risk because they have learnt how to protect themselves using stringent boilerplate contractual provisions which allows them to replace an entrepreneur who is not performing or is found to be incompetent (Fiet, 1995).

Negotiation and contracting

Having decided, in principle, to invest the business angel must negotiate terms and conditions of the investment that are acceptable both to themselves and also to the entrepreneur. There are three main issues – valuation, structuring of the deal (share price, type of shares, size of shareholding, timing of the exit) and the terms and conditions of the investment, including the investor’s role. In agency theory terms deal structuring – mechanisms for allocating the rewards to the investor and entrepreneur – are an attempt to align the behaviour of the entrepreneur with that of the investor, while the terms and conditions attempt to control the behaviour of the entrepreneur. 

In the study by Riding et al (1993) half of the investment opportunities that reached this stage were not consummated. The most frequent reason for not making an investment were associated with valuation, notably “inappropriate views by entrepreneurs (in the opinion of the investors) regarding the value of the firm as a whole and, within the firm, the value of an idea compared to the overall value of a business. Most investors note that potential entrepreneurs overvalue the idea and undervalue the potential contributions (both financial and non-financial) that are required to grow and develop a business” (Haines et al, 2003: 24). Putting a value on the ‘sweat equity’ of the entrepreneurs is also problematic.

There is no universally agreed method of valuing a small company. Market-based valuations are inappropriate because small businesses are not continually valued by the market and appropriate comparator stocks are unlikely to be available. Asset-based valuations are more commonly used although finance theory prefers earnings or cash-flow based valuations because they value the business in terms of the future stream of earnings that shareholders might expect from the business. However, these approaches are complex. Valuation of new and early stage businesses adds further complications because they may only have intangible assets (e.g. intellectual property). It is therefore not surprising, especially since most angel investments are concentrated at start-up and early stage, that methods of pricing and calculating the size of shareholdings is remarkably imprecise and subjective (Mason and Harrison, 1996b), based on rough rules of thumb or gut feeling. As investors May and Simmons (2001: 129) note, “the truth about valuing a start-up is that it’s often a guess.” Where an attempt is made to price the investment on a more rigorous basis then the earnings-based approach is the most common (Lengyl and Gulliford, 1997).

Angels draw up contracts as a matter of course to safeguard their investment, although their degree of sophistication varies. Contracts specify the rights and obligations of both parties and what will by done, by whom and over what time frame. Their objective is to align the incentives of the entrepreneur and the investor by means of performance incentives and direct control measures. Kelly and Hay (2003) note that certain issues are non-negotiable: veto rights over acquisitions/divestments, prior approval for strategic plans and budgets, restrictions on the ability of management to issue share options, non-compete contracts required by entrepreneurs on the termination of their employment in the business, and restrictions on the ability to raise additional debt or equity finance. These issues give investors a say in material decisions that could impact the nature of the business or the level of equity holding. However, there are also a number of contractual provisions to which angels attach low importance, and which might be considered to be negotiable, for example, forced exit provisions, investor approval for senior personnel hiring/firing decisions, the need for investors tom countersign bank cheques, management equity ratchet provisions and the specification of a dispute resolution mechanism in writing up front. Less experienced investors place relatively greater emphasis on the need to include a broad array of contractual safeguards to protect their interests. However, experienced investors are more likely to include specific provisions that can impact the level of their equity stake (share options, ratchets) and the timing of exit (forced exit provisions). In other words, with experience business angels become more focused on those elements that can impact their financial return.

Investors recognise that the investment agreement must be fair to both sides (May and Simmons, 2001): contracts that favour the investor will be detrimental to the entrepreneur’s motivation. In Mason and Harrison’s (1996b) study, two-thirds of investors and entrepreneurs considered that the investment agreement was equally favourable to both sides, and half of the investors reported that this was their objective. Indeed, a significant minority of investors believed that the agreement actually favoured the entrepreneur. Thus, the available evidence suggests that in most cases entrepreneurs are not exploited by investors when raising finance.

The inclusion of contractual safeguards does not indicate whether investors will be willing to invoke them to protect their interests.  Moreover, contracts are, of necessity, incomplete by their very nature. This is because it is costly to write complete contracts, it is impossible to foresee all contingencies and because of the presence of asymmetric information (van Osnabrugge, 2000). Thus, in practice investors place a heavy reliance on their relationship with the entrepreneur to deal with any problems that arise (van Osnabrugge, 2000; Kelly and Hay, 2003). Indeed, Landström et al (1998) argue that one of the purposes of establishing a contractual framework at the outset is to provide a basis for the development of a relationship between the parties to develop. In other words, the contract is less a protection mechanism per se; rather, it is a means by which mutual behaviour expectations of all parties in the transaction can be clarified.

Most angel investments involve input from professional advisers, although this is relatively limited compared with their involvement in venture capital fund transactions. For example, lawyers would normally review, and might draw up, the investment agreement, but would not be involved in the negotiations. Similarly, accountants may be consulted for advice but would rarely play a more prominent role. Thus, transactions costs are low (Mason and Harrison, 1996b). In Lengyl and Guilliford’s (1997) study the entrepreneur’s costs amounted to an average of 5.1% of the funds raised (and 29% reported no costs) while for the investor the average costs were 2.8% of the amount invested (and 57% reported no costs).

The time taken by business angels to make investments is much quicker than that of venture capital funds (Freear et al, 1995b). Mason and Harrison (1996b) report that in their study the entire investment process rarely extended over more than three months, and often takes less than a month. Most negotiations look less than a week to complete whereas the evaluation could take up to three months or more. Thus, in nearly half of the investments less than a month elapsed between the entrepreneur’s first meeting with the investor and the decision to invest; in 85% of cases the elapsed time was under three months.

Post investment involvement

From an agency perspective, monitoring is the main way in which principals attempt to mitigate the risk of opportunistic behaviour on the part of the agent going undetected. In line with this expectation, most business angels play an active role in their investee businesses. However, in contrast to agency theory the involvement of angels in their investee businesses is not motivated by monitoring considerations. First, as noted earlier, angels derive psychic income from their involvement in their investee businesses in the form of fun and satisfaction from being involved with new and growing businesses and their belief that their experience, know how and insights can ‘make a difference’. Second, angels see themselves as ‘offering help’ rather than ‘checking up’ on their investee businesses by acting as mentors, providing contacts, guidance and hands-on assistance (Haines et al, 2003). Third, as Kelly and Hay (2003: 309) comment, “from the outset, the relationship between the business angel and the entrepreneur appears to be more positive and trusting in character than the inherently adversarial one implied by agency theorists.” 

There is a spectrum of involvement: at one extreme are passive investors who are content to receive occasional information to monitor the performance of their investment while at the other extreme are investors who buy themselves a job. However, most angels do not want day-to-day involvement hence the typical involvement ranges from a day a week (or its equivalent) to less than a day a month (Mason and Harrison, 1996b). Nevertheless, Sætre (2003) emphasises that some angels are so involved, and involved so early, that they are indistinguishable from the entrepreneurs, and are seen by the entrepreneurs as being part of the entrepreneurial team. In similar vein, Politis and Landström (2002) see angel investing simply as a continuation of an entrepreneurial career.

Madill et al (2005) identify a number of roles that business angels play in their investee businesses: advice about the management of the business, contacts, hands on assistance (e.g. legal advice, accountancy advice, provision of resources), providing business and marketing intelligence, serving on the Board of Directors or Advisory Board, preparing firms to raise venture capital and providing credibility and validation. The nature and level of involvement is influenced by geography. Landström (1992) notes that frequency of contact between angels and their investee companies is inversely related to the geographical distance that separates them. It will also be influenced by the performance of the business, with angels more involved at particular stages of business development and in crisis situations. 

A majority of entrepreneurs and angels regard their relationship are productive and consensual – although entrepreneurs have a more favourable view of its productiveness than angels (Freear et al, 1995b; Mason and Harrison, 1996b). However, there has been no rigorous study to assess whether this involvement of business angels has a favourable impact on the performance of their investee businesses, although such research has formidable methodological difficulties.
 One study reported that half of the entrepreneurs who had raised finance from business angels regarded their contributions as being helpful or very helpful (Mason and Harrison, 1996b). Another study reported that entrepreneurs considered that the most valuable contribution of their business angel has been as a sounding board (Harrison and Mason, 1992). There is a suggestion that entrepreneurs want their investors to be more involved in certain areas, especially financial management (Ehrlich et al, 1994). Criticisms by entrepreneurs who have raised finance from angels are mainly concerned with those who lack knowledge of the product or market (Lengyl and Guilliford, 1997). Finally, most business angels report that they have derived fun and enjoyment from their investments, often more than expected, in cases where the investment is still trading, but not when the business has failed. Psychic income returns are therefore related to business performance rather than compensating for financial loss (Mason and Harrison, 1996b).  

Harvesting

Investing in unquoted companies is regarded as being high risk. Diversification is the main strategy for reducing risk. However, this is not an option for most business angels. First, typically they have just a handful of investments in their portfolios. Second, they often restrict their investments to sectors which they know and understand, so their portfolios are unbalanced. Third, as the first external investor in a business, and generally lacking the financial resources to make follow-on investments, they are vulnerable to being diluted in the event that further funding rounds are required.

A UK study of the investment returns of business angels (Mason and Harrison, 2002b) highlights the highly skewed distribution of returns, with 40% of investments making a loss (34% a total loss), and another 13% only breaking even or generating bank-level returns. However, there was a significant subset of investments, some 23% in total, which generated IRRs in excess of 50%.b
  A Finnish study, in contrast, sought to identify differences between the most, and least, successful investors.  The most successful investors were more likely to be motivated by the fun and interest of making such investments, have a large deal flow and have a lower estimation of the value of their hands-on involvement. The least successful investors were more likely to be motivated by altruism, have a low deal flow and make few investments, rely to a greater extent on friends for deal flow and were more likely to make investments in friends’ businesses and have a different pattern of hands-on involvement, over-emphasising contributions that other research has suggested are least important in adding value (Lumme et al, 1998).

Business angels are thought to be relatively patient investors, willing to hold their investments for up to seven years or more (Wetzel, 1981; Mason and Harrison, 1994). In reality, angels hold their investments for a much shorter time. The median time to exit in the UK is four years for high performing investments and six years for moderately performing investments, while failures appear, on average, after two years (Mason and Harrison, 2002b). In Finland investments that had a positive outcome were five years old whereas those which failed had an average holding time of 2.8 years. In both studies a trade sale (i.e. sale of the company to another company) was the most common exit route for successful investments, with an IPO only accounting for a small minority of cases. Trade sales, along with sale to existing shareholders were the most common exit routes for investments with little or no value.

VENTURE CAPITAL FUNDS

Definitions and characteristics

Venture capital firms are professional investment organisations who raise finance from financial institutions (e.g. banks, insurance companies, pension funds) and other investors (e.g. wealthy families, endowment funds, universities, companies), attracted by the potential for superior returns from this asset class, to invest in businesses with high growth prospects. These funds are established with a fixed life and will normally have a specific investment focus, for example, in terms of stage of business, industry and location. The investors in the fund (termed ‘limited partners’) lack the resources and expertise to invest directly in companies, and are only allocating a small proportion of their investments to this asset class (typically a maximum of 1-2%) and so find it more convenient to invest in funds managed by venture capital firms (or general partners) who have specialist abilities which enables them to deal more efficiently with asymmetric information than other types of investor (Amit et al, 1998; 2000): 

· The potential for adverse selection is reduced by their information gathering skills, specialist knowledge of particular industries and expertise in selection enables them to identify and select  projects with the potential for high returns;

· Moral hazard problems are minimised by their skills in structuring the transaction and monitoring the investment; 

· Their skills in providing value-adding services to their investee businesses and securing an exit for the investment maximises returns. 

Under this limited partnership model the venture capitalists have discretion over the management of the fund which is normally established with a 10 year life. The majority of the cash is invested over the initial three years, with the rest held back for follow-on investments. These investments are then harvested in the later years so that by the end of the fund’s life it can be liquidated and the proceeds (initial sum and profits) returned to the limited partners. For performing this role the venture capital firm normally receives an annual fee (2% to 3% of the value of the fund) – which covers running costs - and a ‘carried interest’, or profit share (normally 20% of the profits generated) which is distributed amongst the general partners (Zider, 1998; Campbell, 2003). The general partners would normally seek to raise a new fund some two to four years into the life of an existing fund so that they always have at least one fund which is in investing mode.

Across Europe there are over 900 specialist venture capital companies www.evca.com), of which around 170 are in the UK (www.bvca.co.uk). The National Venture Capital Funds Association (www.nvca.org)  in the USA has 450 members.  There are also venture capital associations covering Asia and Australasia and Latin America. Although the limited partnership model is the most organisational form in the venture capital industry it is not the only one. Some venture capital firms are public companies quoted on stock markets others, termed ‘captives’,  are the in-house venture capital subsidiaries of financial institutions (e.g. banks), and some have been established by public sector agencies.

Source of Investment Opportunities

Venture capital firms receive investment opportunities from two main sources. The first source is unsolicited deal flow. Venture capital firms are very visible, being listed in various directories and web sites. Indeed, most countries and regions have venture capital associations which publish membership directories. The second source of deal flow comes through the personalised networks of venture capitalists from intermediaries such as bankers and lawyers, entrepreneurs and other venture capital funds (Florida and Kenney, 1988). Not surprisingly, most venture capitalists ignore the unsolicited deal flow and focus on those investment opportunities which come through their networks of trusted intermediaries. The quality of this deal flow is superior because it has been filtered by these intermediaries who know what kinds of deals will be of interest and to eliminate poor quality. A recommendation from such a source is seen by the venture capitalist as a positive signal about its quality. Steier and Greenwood (1995) highlight the need for an investment proposal to attract endorsement from one or more key players in a venture capitalist’s network if it is to be seriously considered. Roberts (1991b) also emphasises the importance of trusted sources of referral on the prospects of a deal attracting finance. From an analysis of one firm’s files he was able to conclude that “the more projects a source had brought to Atlantic Capital’s attention, the more likely its new project would get accepted. Similarly, and even more strongly, the source of the accepted company had significantly higher percentage acceptance rates in their previous referrals than did the sources of newly rejected companies.”

Deal Evaluation

Venture capital funds operate a two stage evaluation process which is similar to the approach of business angels, comprising an initial screening process followed by a detailed evaluation process for those deals which pass the initial screening.
 However, this second stage is much more exhaustive, time consuming and, for the entrepreneur, expensive than the equivalent process in the business angel’s investment evaluation. 

The initial screening, which is undertaken quite rapidly and intuitively, has two purposes: first, an investor specific-screen to ensure that the investment proposal fits the investment focus of the fund (e.g. location, stage, sector, size) and second, a generic screen to search for features in the proposal which would indicate that closer investigation is likely to be worthwhile  (Tyebjee and Bruno, 1984; Fried and Hisrich, 1994; Boocock and Woods, 1997). Entrepreneurs can improve their chances of getting funding if they are able to send credible signals to potential investors about the likelihood of success of their business. This can assist the venture capitalist in overcoming the asymmetric information that surrounds a deal (Busenitz et al, 2005). Financial analysis is not important at the initial screening stage (Dixon, 1991). However, the amount of equity held the entrepreneurial team and the amount of their personal wealth committed to the business are examples of signals that might influence a potential investor (Busenitz et al, 2005). Boocock and Woods (1997) note that missing information in the business plan is a major reason for rejection at the initial screening stage.

Those deals which pass the initial screening stage will be scrutinised in detail in a process which involves the gathering of information from both inside and outside sources, a series of meetings with management, review of the financial statements, and may also involve interviews with suppliers, customers, bankers, other investors and industry experts. Financial analysis will also be undertaken, firstly to come up with a valuation for the business (although in practice this is often quite subjective: O’Shea, 1995), and secondly to assess whether the investment is likely to generate the required rate of return. The minimum return would be around 30% but venture capitalists would apply an additional risk premium to more risky investments, notably the stage of the business and whether it is technology-based (Dixon, 1991: Murray and Lott, 1991; Lockett et al, 2002). Dixon (1991) argues that the risk premia is mainly related to financing stage whereas Lockett et al (2002: 1023) argue that “technology remains a more important risk factor than the stage of investment.”

Venture capital funds invest at a later stage than business angels – when the risks and uncertainties have been reduced - and commit larger amounts. The business model and the product will have been proven and exhibited market acceptance and uncertainties about the size of the market, the profitability of the business and the quality of the management team have been reduced. Hence, “even the founders of companies … who eventually turn to venture capitalists to secure the funds and management expertise they need to grow, start out on credit cards and sweat equity” (Bhidé, 2000: 16). Business angels are also looking for higher returns and so are even more selective than business angels. Their key considerations are size of the opportunity and the time to cash-out (ideally no longer than five years). Consequently venture capitalists will favour investments which are addressing large, growing markets and have proprietary technology or processes and seasoned management teams (Bhidé, 2000). 

Fried and Hisrich (1994) suggest that an attractive investment proposal will rate highly on three components:

· The concept: a project that has significant potential earnings growth, where the idea has already been demonstrated to work and so can be brought to the market quickly or, better still, has already demonstrated a degree of market acceptance (Fried et al, 1993), where there is a substantial competitive advantage and with reasonable capital requirements

· Management: who possess personal integrity, have done well in previous jobs (although failure is not an automatic disqualification – see Cope et al, 2004), are realistic, are hardworking and flexible and exhibit leadership.

· Returns: the project has to have an exit route and offer the potential for both a high rate of return and also a high absolute rate of return.

However, Zider (1998) argues that because it is difficult to distinguish between the eventual winners and losers (their financials look similar at an adolescent phase) the critical challenge for venture capitalists is to identify competent management that can execute. Empirical studies of venture capital decision-making similarly emphasise that it is the quality of the entrepreneur that ultimately determines the investment decision (MacMillan et al 1985; Dixon, 1991; Muzyka et al 1996). As Macmillan et al (1985, 119) note,  “there is no question that irrespective of the horse (product), horse race (market), or odds (financial criteria), it is the jockey (entrepreneur) who fundamentally determines whether the venture capitalist will place a bet at all.” Smart (1999) explores how venture capitalists actually appraise management teams.

Most businesses do not meet the investment criteria of venture capital funds – they have limited revenue potential because they do not have proprietary products, are not the first or second entrant into a market, are offering a ‘me too’ product or service, operate in niche markets, and their management teams lack the experience that is thought to be necessary to build and manage a growing company (Bhidé, 2000). Thus, it is not surprising that rejection rates are high. In one study it was noted that 75.5% of opportunities were rejected at the initial screening stage, a further 21.1% were either rejected or withdrawn at the evaluation stage and only 3.4% attracted investment (Dixon, 1991). Lockett et al (2002) found that the acceptance rate for generalist funds was 3.6% and for technology funds was 2.6%. Boocock and Woods’ (1997) case study of an English regional venture capital fund in its first two years of operation found that its acceptance rate was even lower, at 1.46%. 

One consequence of the venture capitalist’s search for high growth ventures is that can lead to ‘investment bubbles’ characterised by over-investment in attractive industries as exemplified by the recent ‘dot com’ boom and bust. Investment decision-making by venture capitalists occur within an environmental context of competitive and co-operative behaviour with other venture capitalists. Venture capitalists are aware of the investments pursued and made by other investors and of the relative success of these investments (Valliere and Peterson, 2004). However, what Sahlman and Stevenson (1985) term myopia is fuelled when investors fail to consider the wider implications of their individual investment decisions and so end up investing in too many companies in these sectors. The process starts with the success of some early investments in an emerging (and hence unfamiliar) sector. This creates a ‘hype’ which drives other investors to invest in the same sector and attracts new capital and new investors. The consequence is that too many companies are started and this drives up valuations. Many of these new companies will subsequently fail both because of lax investment appraisal induced by the ‘hype’ (or the perception that normal risk assessment is inappropriate for this new technology) and because the market is not sufficiently large to support all of the new companies that have been started. The bubble eventually bursts at high cost to investors. This has the effect of driving valuations down and encourages investors to return to making more rigorous investment appraisals. Sahlman and Stevenson (1985) describe this process in the hard-disk-drive sector in the 1980s while Valliere and Petersen (2204; 2005) develop a model of ‘irrational’ investment behaviour during the internet bubble.

Deal Structures

Having decided to invest, the next stage is for the venture capitalist and the entrepreneur to negotiate the terms and conditions of the investment. The venture capitalist’s key consideration is to minimise their risk. A typical investment agreement for a venture capital fund will involve the following elements (Sahlman, 1990). First, it will give the investor control over key decisions, notably to replace the management team and to approve any expenditure above a certain limit. However, in practice venture capitalists may be reluctant to use their power because of the adverse impact that it will have on the relationship with the entrepreneurial team. Second, it will give the investor involvement in the company, typically in the form of one or more seats on the board of directors. Third, it will specify a compensation scheme for the management team to align their interests with that of the investor, typically by means of a combination of low salaries and stock options. Fourth, the investor will use investment instruments which give downside protection and a favourable position to make additional investment if the company is successful. In practice this means that they will invest in preferred shares rather than ordinary shares (Norton and Tenenbaum, 1992) because this creates a mechanism for deriving some income from the investment if it is only marginally successful.
 This will include a liquidation preference which gives the investor first claim to all of the company’s assets and technology and anti-dilution clauses which protect against equity dilution if subsequent rounds of financing occur at lower valuations (Zider, 1998). Finally, rather than providing the entire sum of money at the outset, it will be staged over time as various milestones are met. This provides the investor with the option to re-value or abandon the investment if new information emerges which suggests that the business appears unlikely to be successful, thereby reducing losses from bad investment decisions.
 However, it also enables the investor to increase the capital committed in the light of positive information on the company’s prospects. Equally it enables the entrepreneur to raise capital at a higher valuation and thereby minimise dilution. Staging also keeps the entrepreneur on a ‘tight leash’. The prospect of running out of money creates strong incentives for the management team to meet targets and create value (Sahlman, 1988; 1990). 

The venture capitalist therefore adopts a much more sophisticated approach to the investment agreement and deal structures than business angels. This provides protection against agency risk and enables venture capitalists to focus on market risk for which they have the skills to assess (Fiet, 1995). Business angels, on the other hand, are less able to protect themselves from agency risk by means of boilerplate contractual terms and conditions because of the cost. Consequently, they place greater emphasis on becoming personally acquainted with the entrepreneur (Fiet, 1995; Mason and Stark, 2004).

Another aspect of venture capital investments is that they are likely to be syndicated with other funds, especially in 2nd and subsequent funding rounds. There are several reasons for this. First, it avoids over-committing the fund to a small number of investments in situations where large follow-on funding rounds occur and so enables diversification. Second, it provides the original investor with a second opinion and helps to establish a fair price for the next round. Third, it provides complementary sources of value-added.
 Finally, it decreases the load on individual partners as they will only play a significant hands-on role when their fund is the lead investor (Bygrave 1987; 1988; Lockett and Wright, 1999).

Post-investment involvement

Venture capitalists spend around half their time monitoring and supporting the companies in their portfolio through a combination of telephone and email conversations, video-conferences and on-site visits, with the remainder of their time allocated to sourcing and evaluating potential new investments (Gorman and Sahlman, 1989; Zider, 1998).
 Sahlman (1990) reported that a typical venture capital investment executive would be responsible for nine portfolio companies and sit of the boards of five of them. He (or, more rarely, she
) would visit each company 19 times per annum and spend 100 hours in contact. This is very similar to Zider’s (1998) estimate of 80 hours per year with each portfolio company – equivalent to just two hours per week. Venture capitalists use their expertise and networks to make a variety to contribution to their investee companies (Sahlman, 1990):

· They help recruit and compensate key individuals in the firm

· They work with suppliers and customers

· They help establish tactics and strategy

· They play a major role in raising capital

· They help structure any transactions (e.g. mergers and acquisitions) that the company might make.

Steier and Greenwood (1995) emphasise the emotional support that a venture capitalist can provide to an entrepreneur.
 Venture capital funds place more emphasis on control and reporting requirements than business angels (Ehrlich et al, 1994).

MacMillan et al (1988) add an important caveat, noting that venture capital firms have variable patterns of involvement with their investee companies and that this is related to choice of investment ‘style’ rather than investment focus. However, other studies suggest that the degree of involvement is related to contingent factors, notably stage, degree of technology innovation, distance, experience (Manigart and Sapienza, 2000) and the performance of the investee business. Venture capitalists may change the management if the performance of the business is unsatisfactory (Bruton et al, 1997) and, in extreme situations, may even take over day-to-day control of the business (Sahlman, 1990). 

Various studies have sought to explore the importance of this hands on involvement by venture capitalists in their investee businesses which types of contribution are the most significant. According to Sapienza and Timmons (1989), the high importance roles are as a sounding board and business consultant, of medium importance are coach/mentor, financier and friend/confidant roles, while the least important roles are as management recruiter, industry contact and professional contact. However, even the low importance contributions score near the middle of a five-point scale. Macmillan et al (1987) also identify ‘serving as a sounding  board’ as the most important contribution of venture capitalists but find that ‘obtaining alternative sources of equity finance’ is the second most important value-added contribution. Other studies suggest that the provision of strategic support is the most important value-added contribution of venture capital funds (Sapienza et al, 1996; Busenitz et al, 2004). However, Rosenstein et al (1993) report that entrepreneurs did not value the venture capitalists on their board higher than any other board members, although the boards of venture capital backed firms are generally more active than those of non venture capital backed firms (Fried et al, 1998).

However, there is no evidence that greater involvement is a necessary condition for adding value nor whether involvement produces enhanced business performance (Fried et al, 1998; Sapienza and Gupta, 1994). This may be because the involvement of venture capitalists is with their poorly performing, determining whether and how they can be turned around, or even whether continued support is desirable (Zider, 1998).  This is the view of Higashide and Birley (2002) who argue that the involvement of venture capitalists starts to increase when they perceive the performance of the business to be unsatisfactory and where they feel that they can make a contribution. This analysis therefore suggests that venture capitalist involvement is negatively associated with performance, with the direction of causality going from firm performance to involvement and not the other way. In contrast, Sapienza et al (1996) argue that venture capitalists adopt a ‘home run strategy’ of focussing their attention on likely winners rather than those businesses in their portfolio which are likely to yield little return. 

There is a recognition that studies which have sought to find a direct link between the venture capitalists’ involvement and firm performance is too simplistic. Attention has therefore turned to the nature of the relationship between the venture capitalist and the entrepreneurial team as an important intermediary variable influencing the impact if the venture capitalist’s involvement. Various studies have observed the value of co-operative behaviour in successful investing, as opposed to an agency perspective which emphasise control (Cable and Shane, 1997). Co-operative behaviour leads to perceptions of fairness, the creation of mutual trust, thereby mitigating the fear of opportunistic behaviour, and open and frequent communication. These are pre-requisites if the involvement of venture capitalists is to have a favourable impact on the performance of their investee businesses Sapienza and Korsgaard, 1996; Sapienza et al, 1996; Busenitz et al, 1997; 2004; Shepherd and Zacharakis, 2001)

Harvesting

As noted earlier, venture capital involves investing for capital gain and not for dividend income. Thus, the end-game is to secure profitable exits for their investments. However, this highlights an important difference between venture capital funds and business angels. The objective of venture capitalists is to maximize the returns of the fund rather than seeking every investment to be successful. Indeed, there is a rule of thumb in the industry which anticipated two or three investments to fail, between four and six which will be economically self-sustaining but fail to achieve expected levels of growth or exit opportunities (the so-called ‘living dead’) (Ruhnka et al, 1992), and a further two or three investments that are spectacular successes. It is the presence or absence of these winners which determines the performance of the fund. On the other hand, most business angels make too few investments to be able to adopt this portfolio approach and so have to seek a positive return from every investment that they make. There are three other key influences on venture capital returns. The first is the stage of investment focus. In Europe, the average returns have been higher for funds specialising in later stage and, in particular, management buyout funds than early stage funds (which typically have a technology focus), whereas in the USA the pattern is the exact opposite. The second is the timing of the fund’s launch. As venture capital returns are cyclical, the returns are sensitive to the year in which the fund was launched.  The third is type of fund: Manigart et al (2002) suggest that in Europe independent funds have higher rates of return than either captive or government funds.

There are three main mechanisms for harvesting: 

· a public offering in which the shares of the venture capitalist, and potentially other shareholders, are sold on the stock market. A public listing generally produces the highest returns but this is not unconnected with the fact that only the best companies in a venture capitalist’s portfolio go down this route (Bygrave and Timmons, 1992). However, public markets are cyclical and so cannot be relied upon to produce the most profitable exit. Being a publicly listed company brings prestige to the company, enables the company to raise further amounts of finance by issuing new shares, and provides liquidity for employees who have been given shares to compensate for a low, or no, salary in the early stages of the business. However, there are constraints on how soon and how quickly existing shareholders can sell their shares. Specifically, there is normally a ‘lock-up’ period which prevents existing shareholders from selling their shares for a pre-specified period after the flotation (usually six months). The share price would collapse if existing shareholders sold most or all of the shares as soon as the company obtained a listing because the market would assume that as insiders they had negative information about the future prospects of the company. There are also concerns whether the stock market fully values the firm. Publicly listed companies are also subject to much greater public attention. Other disadvantages include the costs of maintaining a listing and the need for investor communications and relations (Bleakley et al, 1996).

· a trade sale in which the business is sold to another company. This type of exit has the advantage that investors can sell all of their shares immediately (indeed, are likely to be required to do so) and get paid straight away (in cash or shares of the acquiring company). However, it is likely to require the entrepreneurs to exit alongside the venture capitalist, and so is inappropriate if the entrepreneur wants the business to retain its independence and to continue to run it. A trade sale may also be an option for companies in distress since their assets may have value to a competitor.

· a private placement which involves the purchase of the venture capitalist’s share by another investor. This is less common although there are some secondary purchase funds which specialise in buying the portfolios of existing venture capital funds rather than making their own individual investments.

The previous section discussed the value-added contribution of the venture capital fund, and specifically whether it has an effect on the firm’s performance. Some studies have examined the venture capitalist’s value-added contribution from the perspective of the harvest, suggesting that the venture capital firm plays a certification role during the IPO process resulting in a higher price compared with non-VC backed companies. However, the evidence is mixed (Megginson and Weiss, 1991; Brav and Gompers, 1997; Espenlaub et al, 1999; Lange et al, 2001).

PROSPECTS

A consistent theme running through this chapter has been that the informal venture capital market and the institutional venture capital market play complementary roles in supporting entrepreneurial activity. This is evident in terms of the size and stage of investments made by business angels and venture capital funds (Freear and Wetzel, 1990). The boundary between business angels and venture capital funds was around $500,000: business angels dominated when the size of round was under $500,000 but their involvement fell away rapidly as deals got bigger and were replaced by venture capital funds. Business angels also dominated at the seed round but declined rapidly from the start-up stage when venture capital firms took over.  A further dimension of this complementary relationship is that venture capital funds often provide follow-on funding for firms that were initially funded by business angels (Harrison and Mason, 2000; Madill et al, 2005).  

However, these complementarities are now breaking down because venture capital funds in North America and Europe have raised their minimum investment size to more than £1 million in the UK and $5 million in the USA and continued to shift their investment focus to later stage investments (Jensen, 2002; Sohl, 2003). This stems from the growing popularity of venture capital as an asset class which has resulted in an increase in the size of funds under management. As there has not been a commensurate increase in the number of venture capital executives each one is managing more money but with the same time scale in which it has to be invested. The inevitable outcome is that deals have become larger. Moreover, at least in Europe, the shift to making later stage deals has increasingly drawn venture capitalists into corporate finance and away from fostering entrepreneurial businesses.

These trends have several potential consequences. First, it creates a funding gap for projects that are too large for business angels but are still too small for venture capital funds. As a result, some businesses may be constrained in their growth, others that have raised initial funding but whose investors are unable to provide further funding might fail, and some entrepreneurs may be deterred from starting. Second, business angels are forced to undertake more follow-on investing, thereby reducing their ability to make new investments. 

However, in response to these trends there has been the emergence of angel syndicates which Sohl et al (2000) claim are “the fastest growing segment of the early stage equity market” in the USA. There are currently estimated to be around 200 angel syndicates located throughout the USA and growing evidence of specialisation by industry sector (e.g. health care angel syndicates) and type of investor (e.g. women-only angel syndicates) (see May and O’Halloran, 2003 for some case studies). The same trend is also clearly evident in the UK although at an earlier stage, and it has not attracted the same degree of attention from researchers or commentators.  

Angel syndicates have emerged because individual angels found advantages of working together, notably in terms of better deal flow, superior evaluation and due diligence of investment opportunities, and the ability to make more and bigger investments, as well as social attractions. They operate by aggregating the investment capacity of individual high net worth individuals (HNWIs). Some groups are member-managed while others are manager-led (May and Simmons, 2001; May and O’Halloran, 2003; Preston, 2004). 

The emergence of angel syndicates is of enormous significance for the development and maintenance of an entrepreneurial economy. First, they are helping to address this ‘new’ funding gap – roughly the £250,000 to £2m+ range in the UK and the $500,000 to $5m range in the USA which covers amounts that are too large for typical ‘3F’ money (founder, family, friends) but too small for most venture capital funds. Indeed, angel syndicates are increasingly the only source for this amount of venture capital in this range. Second, angel syndicates have the ability to provide follow-on funding. With the withdrawal of many venture capital funds from the small end of the market individual angels and their investee businesses have increasingly been faced with the problem of the absence of follow-on investors. Because angel syndicates have got greater financial firepower than individual angels or ad hoc angel groups they are able to provide follow-on financing, making it more efficient for the entrepreneur who avoids the need to start the search for finance anew each time a new round of funding is required. Third, their ability to add value to their investments is much greater. The range of business expertise that is found amongst angel syndicate members means that in most circumstances they are able to contribute much greater value-added to investee businesses than an individual business angel, or even most early stage venture capital funds. Fourth, angel syndicates have greater credibility with venture capitalists. Venture capital funds often have a negative view of business angels, seeing them as amateurs whose involvement in the first funding round of an investment could complicate subsequent funding rounds because of their tendency to over-price investments, use complicated types of investment instruments and make over-elaborate investment agreements (Harrison and Mason, 2000). Venture capitalists may therefore avoid deals in which angels are involved because they are too complicated to do. However, because of the professionalism and quality of the membership of angel syndicates venture capital funds hold them in much higher esteem. Finally, syndicates reduce sources of inefficiency in they angel market. They are visible and their easier for entrepreneurs to identify and approach and have stimulated the supply side, enabling high net worth individuals who want to invest in unquoted companies but lack the time, referral sources, investment skills or ability to add value. Other attractions of syndicates for investors are the ability to reduce risk by spreading their investments more widely, the ability to participate in investments that they could not have invested in as individuals, access to group skills to evaluate opportunities and add value and the opportunity to learn from more experienced investors (Mason, 2006).

Angel syndicates are therefore increasingly becoming the only source of finance, other than government-supported funds and schemes, for growing businesses that have exhausted ‘3F’ funding. In this sense venture capital is returning to its ‘classic’ roots. Many of the early venture capital funds in the USA started on the basis of investing funds supplied by wealthy individuals and families (Gompers, 1994). Indeed, Bygrave and Timmons (1992) argue that it was the flow of institutional money into venture capital that has led to its shift to bigger and later stage deals. The emergence of angel syndicates and the boost that it gives to classic venture capital therefore augurs well for future level of entrepreneurial activity.

REFERENCES

Acs, Z J and Audretsch, D B (eds) (2003) Handbook of Entrepreneurship Research. Volume 1: An Interdisciplinary Survey and Introduction, Dordrecht: Kluwer.

Amit, R, Branser, J and Zott, C (1998) Why do venture capital firms exist? Theory and Canadian evidence, Journal of Business Venturing, 13, 441-466.

Amit, R, Brander, J and Zott, C (2000) Venture capital financing entrepreneurship: theory, empirical evidence and a research agenda, in D L Sexton and H Landström (eds) The Blackwell Handbook of Entrepreneurship, Oxford, Blackwell, pp. 259-281.

Atkin, R and Eseri, M (1993) Informal investment – investor and investee relationships, paper to the 16th National Small Firms Policy and Research Conference, Nottingham, 17-19 November.

Benjamin, G A and Margulis, J B (2000) Angel Financing: How to Find and In vest in Private Equity, New York: Wiley.

Bhidé A V (1992) Bootstrap finance: the art of start-ups, Harvard Business Review 70, 109-117.

Bhidé A V (2000) The origin and evolution of new businesses, New York: Oxford University Press

Birmingham, C, Busenitz, L W and Arthurs, J D (2003) The escalation of commitment by venture capitalists in reinvestment decisions, Venture Capital: an international journal of entrepreneurial finance, 5, 218-230.

Blair, A (1996) Creating an informal investor syndicate: personal experiences of a seasoned informal investor, R T Harrison and C M Mason (eds) Informal Venture Capital: evaluating the impact of business introduction services, Hemel Hempstead: Prentice Hall, pp 156-196.
Bleakley, M, Hay, M, Robbie, K and Wright, M (1996) Entrepreneurial attitudes to venture capital investment realization: evidence from the UK and France, Entrepreneurship and Regional Development, 8, 37- 55.

Boocock, G and Woods, M (1997) The evaluation criteria used by venture capitalists: evidence from a UK venture capital fund, International Small Business Journal, 16 (1), 36-57.
Brav, A and Gompers, P (1997) Myth or reality? The long-run underperformance of initial public offerings: evidence from venture capital and non-venture capital-backed companies, Journal of Finance, 52, 1791-1822.

Brush, C, G, Carter, N M, Greene, P G, Mart, M M and Gatewood, P (2002) The role of social capital and gender in linking financial suppliers and entrepreneurial firms: a framework for future research, Venture Capital: an international journal of entrepreneurial finance, 4, 305-323.

Bruton, G, Fried, V and Hisrich, R D (1997) Venture capital and CEO dismissal, Entrepreneurship Theory and Practice, 21 (3) 41-54.
Busenitz , L., Moesel, D., Fiet, J.O. and Barney, J.B., 1997. The framing of perceptions of fairness in the relationship between venture capitalists and new venture teams. Entrepreneurship  Theory and Practice, 21, 5–21.
Busenitz, L W, Fiet, J O and Moesel, D D (2004) Reconsidering venture capitalists’ ‘value added’ proposition: an interorganisational learning perspective, Journal of Business Venturing, 19, 787-807.

Busenitz, L W, Fiet, J O and Moesel, D D (2005) Signalling in venture capitalist-new venture team funding decisions: does it indicate ling-term venture outcomes, Entrepreneurship Theory and Practice, 29, 1-12.

Bygrave, W D (1987) Syndicated investments by venture capital firms: a networking perspective, Journal of Business Venturing, 2, 139-154.

Bygrave, W D (1988) The structure of investment networks in the venture capital industry, Journal of Business Venturing, 3, 137-154..

Bygrave, W.D. and Timmons, J. (1992) Venture Capital at the Crossroads, Boston: Harvard Business School Press. 

Bygrave, W D, Hay, M, Ng, E and Reynolds, P (2003) A study of informal investing in 29 nations composing the Global Enterprise Monitor, Venture Capital: an international journal of entrepreneurial finance, 5, 101-116.

Cable, D M and Shane, S (1997) A prisoner’s dilemma approach to entrepreneur-venture capitalist relationships, Academy of Management Review, 22, 142-176.

Campbell, K (2003) Smarter Ventures: A survivor’s guide to venture capital through the new cycle, London: FT-Prentice Hall.

Cope, J, Cave, F and Eccles, S (2004) Attitudes of venture capitalists towards entrepreneurs with previous business failure, Venture Capital: an international journal of entrepreneurial finance, 6, 147-172.
Coveney, P and Moore, K (1998) Business Angels: Securing Start-Up Finance, Chichester: Wiley

Dixon, R. (1991) Venture capital and the appraisal of investments, Omega, 5, 333-344.

Ehrlich, S B, De Noble, A F, Moore, T and Weaver, R R (1994) After the cash arrives: a comparative study of venture capital and private investor involvement in entrepreneurial firms, Journal of Business Venturing, 9, 67-82.

Elango, B., Fried, V.H., Hisrich, R.D. and Polonchek, A. (1995) How venture capital firms differ, Journal of Business Venturing, 10, 159-179.

Espenlaub, S, Garrett, I and Mun, W-P (1999) Conflicts of interest and the performance of venture capital-backed IPOs: a preliminary study of the UK, Venture Capital: an international journal of entrepreneurial finance, 1, 325-324.

Farrell, A.E. (1998) Informal Venture Capital Investment in Atlantic Canada: A Representative View of Angels? (A report submitted to Atlantic Canada Opportunities Agency) Halifax, Canada: St Mary's University.

Feeney, L, Johnstone, H and Riding, A L (1998) A profile of informal investors in Canada: a comparison of Canadian and Maritime investors, paper to the CCSBE 15th annual conference, Halifax. 

Feeney, L, Haines, G H and Riding A L (1999) Private investors’ investment criteria: insights from qualitative data, Venture Capital: An International Journal of Entrepreneurial Finance, 1, 121-145.

Fiet, J.O. (1995) Risk avoidance strategies in venture capital markets, Journal of Management Studies, 32, 551-574.

Florida, R.L. and Kenney, M. (1988) Venture capital, high technology and regional development, Regional Studies, 22, 33-48.

Freear, J. and Wetzel, W.E. (1990) Who bankrolls high-tech entrepreneurs? Journal of Business Venturing, 5, 77-89.

Freear, J, Sohl, J E and Wetzel, W E jr (1994a) Angels and non-angels: are there differences? Journal of Business Venturing, 9: 109-123.

Freear, J,  Sohl, J E and Wetzel, W E Jr (1994b) The private investor market for venture capital, The Financier, 1 (2) 7-15.

Freear, J,  Sohl, J E and Wetzel, W E Jr (1995a) Angels: personal investors in the venture capital market, Entrepreneurship and Regional Development, 7, 85-94.

Freear J, Sohl J E and Wetzel W E Jr (1995b) Who Bankrolls Software Entrepreneurs.  In W D Bygrave, B J Bird, S Birley, N C Churchill, M Hay, R H Keeley and W E Wetzel jr (eds) Frontiers of Entrepreneurship Research 1995, Center for Entrepreneurial Studies, Babson College, pp. 394-406

Fried V H and Hisrich R D (1994) Toward a model of venture capital investment decision making, Financial Management 23 93), 28-37.

Fried, V H, Hisrich, R D and Polonchek, A (1993) Research note: venture capitalists’ investment criteria: a replication, Journal of Small Business Finance, 3 (1), 37-42.

Fried, V H, Bruton, G D and Hisrich, R D (1998) Strategy and the board of directors in venture capital-backed firms, Journal of Business Venturing, 13, 493-503.

Gaston R J (1989) Finding venture capital for your firm: a complete guide. New York, John Wiley & Sons.

Gaston, R J (1990) Financing entrepreneurs: the anatomy of a hidden market, in R D Bingham, E W Hill and S B White (eds) Financing Economic Development, Newbury Park, Sage, pp 266-284.

Gifford, S (1997) Limited attention and the role of the venture capitalist, Journal of Business Venturing, 12, 459-482.
Gompers, P.A. (1994) The rise and fall of venture capital, Business and Economic History, 23 (2), 1-26.

Gompers, P and Lerner, J (2001a) The venture capital revolution, Journal of Economic Perspectives, 15 (2) 145-168.

Gompers, P and Lerner, J (2001b) The Money of Invention, Boston, Harvard Business School Press.

Gorman, M. and Sahlman, W.A. (1989) What do venture capitalists do? Journal of Business Venturing, 4, 231-248.

Hall, J. and Hofer, C.W. (1993) Venture capitalists' decision criteria in new venture evaluation, Journal of Business Venturing, 8, 25-42.

Haines, G H, Jr, Madill, J J and Riding, A L (2003) Informal investment in Canada: financing small  business growth, Journal of Small Business and Entrepreneurship, 16 (3/4), 13-40.

Harrison, R.T and Mason, C.M. (1992) The roles of investors in entrepreneurial companies: a comparison of informal investors venture capitalists, in N.C. Churchill, S. Birley, W.D. Bygrave, D.F. Muzyka, C. Wahlbin and W.E. Wetzel jr (eds.) Frontiers of Entrepreneurship Research 1992, Babson Park, MA: Babson College,  pp. 388-404.

Harrison, R T and Mason, C M (eds) Informal Venture Capital: evaluating the impact of business introduction services, Hemel Hempstead: Prentice Hall,

Harrison, R T and Mason, C M (2000) Venture capital market complementarities: the links between business angels and venture capital funds in the UK, Venture Capital: An International Journal of Entrepreneurial Finance, 2, 223-242.

Harrison, R T and Mason, C M (2004) A critical incident analysis technique approach to entrepreneurial research: developing a methodology to analyse the value-added contribution of informal investors, paper to the Babson-Kauffman Entrepreneurship Research Conference, University of Strathclyde, 3-5 June.

Harrison, R T, Mason, C M and Girling, P (2004) Financial bootstrapping and venture development in the software industry, Entrepreneurship and Regional Development, 16, 307-333.

Hellman, T and Puri, M (2000) The interaction between product market and financing strategy: the role of venture capital, Review of Financial Studies, 13, 959-984.

Higashide, H and Birley, S (2002) The consequences of conflict between the venture capitalist and the entrepreneurial team in the United Kingdom from the perspective of the venture capitalist, Journal of Business Venturing, 17, 59-81.
Jensen, M (2002) Angel investors: opportunity amid chaos, Venture Capital: an international journal of entrepreneurial finance, 4, 295-304
Jensen, M. C. and Meckling, W. H. (1976) Theory of the firm: managerial behavior, agency costs, and ownership structure, Journal of Financial Economics, 3, 305-360.

Johnstone, H (2001) Equity gaps in depleted communities: an entrepreneurial response, in W During, R Oakey and S Kauser (eds) New Technology-Based Firms in the New Millennium, Oxford: Pergammon, pp 84-94.

Kelly, P and Hay, M (1996) Serial investors and early stage finance, Journal of Entrepreneurial and Small Business Finance, 5, 159-174.

Kelly, P and Hay, M (2000) ‘Deal-makers’: reputation attracts quality, Venture Capital: an international journal of entrepreneurial finance, 2, 183-202.

Kelly, P and Hay, M (2003) Business angel contracts: the influence of context, Venture Capital: an international journal of entrepreneurial finance, 5, 287-312.

Landström, H (1992) The relationship between private investors and small firms: an agency theory approach, Entrepreneurship and Regional Development, 4 199-223.

Landström, H (1998) Informal investors as entrepreneurs, Technovation, 18, 321-33.

Landström, H (ed) (2006) Handbook of Research on Venture Capital, Cheltenham: Edward Elgar, 

Lange, J E, Bygrave, W, Nishimoto, S, Roedel, J and Stock, W (2001) Smart money? The impact of having top venture capitalists and underwriters backing a venture, Venture Capital: an international journal of entrepreneurial finance, 3, 309-326.

Lengyel, Z and Gulliford, J (1997) The Informal Venture Capital Experience, London: Local Investment Networking Company.

Lockett, A and Wright, M (1999) The syndication of private equity: evidence from the UK, Venture Capital: an international journal of entrepreneurial finance, 1, 303-324.
Lockett, A and Wright, M (2002) Editorial: venture capital in Asia and the Pacific Rim, Venture Capital: an international journal of entrepreneurial finance, 4, 195.

Lockett, A, Murray, G and Wright, M (2002) Do UK venture capitalists still have a bias against investment in new technology firms? Research Policy, 31, 1009-1030.

Lumme, A., Mason, C. and Suomi, M. (1998) Informal Venture Capital: Investors, Investments and Policy Issues in Finland, Dordrecht, Netherlands: Kluwer Academic Publishers.

MacMillan, I.C., Siegal, R. and Subba Narasimba, P.N. (1995) Criteria used by venture capitalists to evaluate new venture proposals, in J.A. Hornaday, E.B. Shils, J.A. Timmons and K.H. Vesper (eds.) Frontiers of Entrepreneurship Research 1985, Wellesley: MA, Babson College, pp. 126-141.

MacMillan, I.C., Kulow, D.M. and Khoylian, R. (1988) Venture capitalists' involvement in their investments: extent and performance, Journal of Business Venturing, 4, .27-47.

Madill, J J, Haines, G H jr and Riding, A L (2005) The role of angels in technology SMEs: a link to venture capital, Venture Capital: an international journal of entrepreneurial finance, 7, 107-129.

Manigart, S and Struyf, C (1997) Financing high technology start-ups in Belgium: an exploratory study, Small Business Economics, 9, 125-135.

Manigart S and Sapienza H (2000) Venture capital and growth, In Sexton D L and Landström H (eds) The Blackwell Handbook of Entrepreneurship, Oxford: Blackwell Publishers, pp. 240-258.
Manigart, S, de Waele, K, Wright, M, Robbie, K, Desbrières, P, Sapienza, H J and Beekham, A (2002) Determinants of required return in venture capital investments: a five-country study, Journal of Business Venturing, 17, 291-312.

Mason, C (2006) ‘Informal sources of venture finance’, in S Parker (ed) The International Handbook of Entrepreneurship. Volume 2: The Life Cycle of Entrepreneurial Ventures (Kluwer) forthcoming.

Mason, C M and Harrison, R T (1993) Strategies for expanding the informal venture capital market, International Small Business Journal, 11 (4) 23-38.

Mason, C M and Harrison, R T (1994) The informal venture capital market in the UK, in A. Hughes and D.J. Storey (eds.) Financing Small Firms, London: Routledge, pp 64-111.

Mason, C M and Harrison, R T (1996a) Why business angels say no: a case study of opportunities rejected by an informal investor syndicate, International Small Business Journal, 14 (2), 35-51.

Mason, C M and Harrison, R T (1996b) Informal venture capital: a  study of the investment process and post-investment experience, Entrepreneurship and Regional Development, 8: 105-126.

Mason, C M and Harrison, R T (1999) Financing entrepreneurship: venture capital and regional development, in R L Martin (Ed) Money and the Space Economy, Wiley, pp. 157-183.

Mason, C M and Harrison, R T (2000) The size of the informal venture capital market in the United Kingdom, Small Business Economics, 15, 137-148.

Mason, C M and Harrison, R T (2002a) Barriers to investment in the informal venture capital sector, Entrepreneurship and Regional Development, 14, 271-287.

Mason, C M and Harrison, R T (2002b) Is it worth it? The rates of return from informal venture capital investments, Journal of Business Venturing, 17, 211-236.

Mason, C. and Rogers, A. (1996) Understanding the Business Angel’s Investment Decision, Venture Finance Working Paper No. 14, Southampton: University of Southampton and University of Ulster.

Mason, C and Rogers, A (1997) The business angel’s investment decision: an exploratory analysis, in D Deakins, P Jennings and C Mason (eds.) Entrepreneurship in the 1990s, London, Paul Chapman Publishing, pp 29-46.

Mason, C and Stark, M (2004) What do investors look for in a business plan? A comparison of the investment criteria of bankers, venture capitalists and venture capitalists, International Small Business Journal, 22, 227-248.

Mason, C,  Cooper, S and Harrison, R (2002) Venture capital and high technology clusters: the case of Ottawa, in R Oakey, W During and S Kauser (eds) New Technology-Based Firms in the New Millennium, Volume II, Oxford, Pergammon, pp 261-278.

May, J and O’Halloran, E F (2003) Cutting Edge Practices in American Angel Investing, Charlottesville, VA, The Darden School, Batten Institute, University of Virginia.

May, J and Simmons, C (2001) Every Business Needs An Angel: getting the money you need to make your business grow, New York, Crown Business.

Megginson, W and Weiss, K (1991) Venture capitalist certification in Initial Public Offerings, Journal of Finance, 46, 879-903.

Murray, G. and Lott, J. (1995) Have UK venture capital firms a bias against investment in new technology-based firms? Research Policy,  24, pp. 283-299.

Muzyka, D., Birley, S and Leleux, B. (1996) Trade-offs in the investment decisions of European venture capitalists, Journal of Business Venturing, 11, 273-287.

Norton, E and Tenenbaum, B H (1992) Factors affecting the structure of US venture capital deals, Journal of Small Business Management, 30(3) 20-29.

O’Shea, M. (1995) Venture Capital in OECD Countries, Paris: OECD, Directorate for Financial, Fiscal and Enterprise Affairs.

Parker, S (ed) (2006) The International Handbook of Entrepreneurship. Volume 2: The Life Cycle of Entrepreneurial Ventures, Dordrecht: Kluwer.

Politis, D and Landström, H (2002) Informal investors as entrepreneurs – the development of an entrepreneurial career, Venture Capital: an international journal of entrepreneurial finance, 4, 77-101.

Preston, S L (2004) Angel Investment Groups, Networks and Funds: A Guidebook to Developing the Right Angel Organisation For Your Community, Kansas City: 

Riding, A L, Dal Cin, P, Duxbury, L, Haines, G and Safrata, R (1993) Informal Investors in Canada: The Identification of Salient Characteristics, Ottawa: Carleton University.

Riding, A L, Duxbury, L and Haines, G, jr (1995) Financing enterprise development: decision-making by Canadian angels, Ottawa: School of Business, Carleton University, mimeo.

Roberts, E.B. (1991a) Entrepreneurs in High Technology: Lessons from MIT and Beyond, Oxford University Press: New York.

Roberts, E.B. (1991b) High stakes for high-tech entrepreneurs: understanding venture capital decision-making, Sloan Management Review, 32, 9-20.

Rosenstein, J, Bruno, A V, Bygrave, W D and Taylor, N T (1993) The CEO, venture capitalists and the board, Journal of Business Venturing, 8, 99-113.
Ruhnka, J C, Feldman, H D and Dean, T J (1992) The ‘living dead’ phenomenon in venture capital investments, Journal of Business Venturing, 7, 137-155.

Sætre, A S (2003) Entrepreneurial perspectives on informal venture capital, Venture Capital: an international journal of entrepreneurial finance, 5, 71-94.

Sahlman, W.A. (1990) The structure and governance of venture-capital organisations, Journal of Financial Economics, 27, 473-521.

Sahlman, W A and Stevenson, H H (1985) Capital market myopia, in J A Hornaday, E B Shils, J A Timmons, K H Vesper (eds) Frontiers of Entrepreneurship Research 1985, Wellesley, MA: Babson College, pp 80-104.

Sapienza, H J and Gupta, A K (1994) The impact of agency risks and task uncertainty on venture capitalist-CEO interaction, Academy of Management Journal, 37, 1618-1632.

Sapienza, H J and Korsgaard, M A (1996) Procedural justice in entrepreneur-investor relations, Academy of Management Journal, 39, 544-574.

Sapienza, H J and Timmons, J A (1989) The roles of venture capitalists in new ventures: what determines their importance? Academy of Management Best Papers Proceedings, 74-78.

Sapienza, H J, Manigart, S and Vermeir, W (1996) Venture capitalist governance and value added in four countries, Journal of Business Venturing, 11, 439-469.
Sexton D L and Landström H (eds) The Blackwell Handbook of Entrepreneurship, Oxford: Blackwell Publishers.

Shepherd, D A (1999) Venture capitalists’ introspection: a comparison on “in use” and “espoused” decision policies, Journal of Small Business Management, 37 (2), 76-87.

Shepherd, D.A., Zacharakis, A. (1999) Conjoint analysis: a new methodological approach for researching venture capitalists decision policies, Venture Capital: An International Journal of Entrepreneurial Finance, 1, 197-217.

Shepherd, D A and Zacharakis, A (2001) The venture capitalist-entrepreneur relationship: control, trust and confidence in co-operative behaviour, Venture Capital: an international journal of entrepreneurial finance, 3, 129-149.

Shepherd, D A and Zacharakis, A (2002) Venture capitalists’ expertise: a call for research into decision aids and cognitive feedback, Journal of Business Venturing, 17, 1-20.

Silva, J (2004) Venture capitalists’ decision-making in small equity markets: a case study using participant observation, Venture Capital: an international journal of entrepreneurial finance, 6, 125-145.

Smart, G H (1999) Management assessment methods in venture capital: an empirical analysis of human capital evaluation, Venture Capital: an international journal of entrepreneurial finance, 1, 59-82.

Sohl, J.E. (1999) The early stage equity market in the United States, Venture Capital: An International Journal of Entrepreneurial Finance, 1, 101-120.

Sohl, J E (2003) The private equity market in the USA: lessons from volatility, Venture Capital: an international journal of entrepreneurial finance, 5, 29-46.

Sohl, J, E, Van Osnbrugge, M and Robinson, R J (2000) Models of angel investing: portals to the early stage market, Paper to the Babson-Kauffman Entrepreneurship Research Conference, Babson College, 8-10 June.
Sørheim, R and Landström, H (2001) Informal investors – a categorisation with policy implications, Entrepreneurship and Regional Development, 13, 351-370.

Steier, L. and Greenwood, R. (1995) Venture capitalist relationships in the deal structuring and post-investment stages of new firm creation, Journal of Management Studies, 32, 337-357.

Sunley, P, Klagge, B, Berndt and Martin, R (2005) Venture capital programmes in the UK and Germany: in what sense a regional problem? Regional Studies, 39, 255-273. 

Tyebjee, T and Bruno, A (1984) A model of venture capitalist investment activity, Management Science, 30, 1051-1066.

Van Osnabrugge M and Robinson R J (2000) Angel investing: matching start-up funds with start-up companies, San Francisco: Jossey Bass.

Valliere, D and Peterson, R (2004) Inflating the bubble: examining dot-com investor behaviour, Venture Capital: an international journal of entrepreneurial finance, 6, 1-22.
Valliere, D and Peterson, R (2005) Venture capitalist behaviours: frameworks for future research, Venture Capital: an international journal of entrepreneurial finance, 7, 167-183.
Wetzel, W.E. (1981) Informal risk capital in New England, in K.H. Vesper, (ed.) Frontiers of Entrepreneurship Research 1981, Wellesley, MA: Babson College, pp. 217-245.

Winborg, J and Landström, H (2001) Financial bootstrapping in small businesses: examining small business managers’ resource acquisition behaviours, Journal of Business Venturing, 16, 235-254.
Wright, M, Lockett, A and Pruthi, S (2002) Internationalisation of Western venture capitalists into emerging markets: risk assessment and information in India, Small Business Economics, 19, 13-29.

Wright, M, Sapienza, H J and Busenitz, L W (eds) (2003) Venture Capital, Cheltenham: Edward Elgar (three volumes).

Zacharakis, A L and Meyer, G D (1995) The venture capitalist decision: understanding process versus outcome, In W D Bygrave, B J Bird, S Birley, N C Churchill, M Hay, R H Keeley and W E Wetzel jr (eds) Frontiers of Entrepreneurship Research 1995, Center for Entrepreneurial Studies, Babson College, pp 465-478.

Zacharakis, A L and Meyer, G D (1998) A lack of insight: do venture capitalists really understand their own decision processes? Journal of Business Venturing, 13, 57-76.

Zider, B (1998) How venture capital works, Harvard Business Review, Nov-Dec, 131-139.

� Space limitations prevent any discussion of private equity from an industry perspective (e.g. history, investment trends, economic impact) or the role of public policy. However, these and other aspects are well covered elsewhere. Bygrave and Timmons (1992) provide a very good account of the origins and growth of venture capital to the late 1980s, Gompers and Lerner (2001a; 2001b) provide an excellent overview of the development of the venture capital industry, Campbell (2003) offers a journalistic account of the European venture capital industry, while van Osnabrugge and Robinson (2000) provide an overview of business angel investing. The recent spate of ‘handbooks’ on entrepreneurship also contain overviews of the topic (e.g. Parker, 2006; Landström, 2006; Acs and Audretsch, 2003; Sexton and Landström, 2000). A collection of classic papers on venture capital has also been published recently (Wright et al, 2003). 





� Although many MBOs and MBIs involve the corporate sector, often involving investments in excess of £100m, there are also a lot of smaller deals below £10m where the newly independent company would be classified as an SME. However, space limitations preclude a discussion of this type of investment. Moreover, studies of MBOs and MBIs have not tended to examine the process from an SME perspective. 


� Bootstrapping can be defined as strategies for marshalling and gaining control of resources at minimal or no cost (see Bhidé, 1992; Freear et al, 1995a; Winborg and Landström, 2001; Harrison et al, 2004).


� This section draws extensively on Mason (2006).


� As Gaston (1989) notes, the financial needs of new and young businesses are not neatly boxed into separate loan and equity categories. Their capital needs frequently shift between these types. Angels make their investments in the form of loans (usually unsecured), loan guarantees, equity and combinations of these types of finance.


� However, there is a greater chance of a mismatch between the needs of the entrepreneurs and the preferences and value-added skills of potential investors in such regions. Johnstone (2001) notes that in the case of Cape Breton demand for angel finance is concentrated amongst IT businesses and they want investors to provide marketing and management inputs whereas the investors typically have no knowledge of the sector and so have limited ability to add value.


� Business angel networks provide a mechanism for entrepreneurs who are looking to raise finance and investors who are looking for deals to connect with each other. Many have been established by public sector agencies as an economic development instrument while others have been established on a for-profit basis (Harrison and Mason, 1996).


� Harrison and Mason (2004) propose critical incident analysis as an alternative way in which to assess the contribution of investors.


�  It is important to note that these studies only measure multiples achieved on the amounts invested. However, many angels also attempt to draw back at least part of their investment in the form of a directors fee or interest on loans provided, either now or at some stage in the future when the business was financially stronger. This could be quite a significant proportion of the investment in smaller deals  (Mason and Harrison, 1996b; Lengyl and Guilliford, 1997).


� Most of the research on the investment criteria of venture capital fund managers rely upon questionnaires and surveys. However, Shepherd (1999) argues that these approaches have significant limitations on account of their retrospective nature and the biases and errors inherent in self-reporting. Specifically, they tend to overstate the least important criteria and understate those that are most important. Zacharakis and Meyer (1998) further argue that venture capitalists are poor at introspecting about their own decision processes. A further limitation if questionnaires and surveys that that they also fail to differentiate between the criteria used at different stages in the evaluation process (Elango et al, 1995). Shepherd (1999) (also see Shepherd and Zacharakis, 2002) therefore argues that studies should use real time methodologies such as conjoint analysis (Muzyka et al, 1996), verbal protocol analysis (Hall and Hofer, 1993; Zacharakis and Meyer, 1995) and participant observation (Silva, 2004).  


� Preference shares (of which there are several types) command a higher priority over ordinary shares in the event of a liquidation. Since the entrepreneurs (and other early investors) invest in ordinary shares the effect of the venture capitalist taking preference shares is that it pushes risk to the entrepreneur.


� Birmingham et al (2003) suggest that venture capitalists are actually rather poor at disengaging, noting that they continue to make investments in companies that subsequently are shown to be on a failing trajectory.


� For example, in the case of Canadian technology companies it is quite common for Canadian investors to fund the initial funding round but to bring in US investors in at subsequent rounds because of the perception that they can provide valuable contacts to help the company gain market share in the USA (Mason et al, 2002). 


� Gifford (1997) addresses the dilemma for venture capitalists of the optimal allocation of time between seeking new investments and supporting portfolio companies.


� Brush et al (2002) have found that fewer than 10% of women professionals in the US venture capital industry.


� To make this point they provide the following quote from a venture capitalist: “who can an entrepreneur talk to about his problems? He can’t talk to his wife – she’ll leave. He can’t talk to his employees – they’ll quit.”
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