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ABSTRACT

This paper uses a unique dataset to examine tHeated) but important issue concerning
the relationship between the human capital and tinadacteristics of venture capitalists
and post-investment follow-up behavior in earlygstdigh tech investments. We found
no indication that involvement in monitoring acties by the investment manager is
determined by either fund or human capital charesties. In relation to value-adding

activities, human capital variables were the masgpartant, with previous consulting

experience and entrepreneurial experience conimdptid a higher involvement in value-
adding activities. Furthermore, the diversity of iamestment manager’s portfolio was
negatively related to involvement in value-addicg\aties. Finally, with respect to fund

level characteristics, we found that investment agans of captive funds were less

involved in value-adding activities.

Keywords: venture capital; early stage high teamd; post-investment follow-up
behavior; human capital; fund characteristics
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1. INTRODUCTION

Increasing concern about the performance of eddgeshigh tech firms has
focused on their ability to access to two key reses, finance and human capital
expertise. In principle, venture capital (VC) firrman provide both but there are major
guestions about the extent to which this occursThjs concern is particularly prevalent
in Europe where there has traditionally been manpreasis on later stage investments
[2,3,4].

Previous research has focused on the nature of-ipastment follow-up
behavior and in particular monitoring and valueiaddactivities. This research has
mainly considered the portfolio company and hasu$ed on the initial stages of the
company [5,6], the business experience and/or lvaokg of the CEO/entrepreneur
[5,6], venture performance [6,7], agency risks andertainty [8] etc.

The literature has shown that VCs monitor and aaldiesto the companies in
which they invest [9,10,11]. A major omission é&earch focusing on the human capital
of VC investment executives and the characteristidgC funds as determinants of post-
investment follow-up behavior. Some research hadrasted VCs that are more versus
less closely involved [12,13], while Dimov and Shem [14] have considered the link
between human capital and VC investment performance

Researchers have mainly considered the venturestirydas a whole. Yet, both the
skills of VC funds and the needs of investee congsaare heterogeneous. The early
stage high tech sector raises particular issues dimese firms need relationships with
VCs to access human capital and financial resoutttais will help them to meet the
challenge of realizing new opportunities. Not alf ¥irms may be capable of providing
these specific resources [1]. Thus, entrepreneeesl no be aware of the differences
within the early stage high tech VC industry tontiyy the right investor for their needs.

This paper aims to fill the important gap in thderature concerning
understanding of the determinants of the differenae post-investment follow-up
behavior by VCs. Using a unique, hand-collectecsktt of European early stage high
tech investors, the paper examines the extent tehwhuman capital and fund
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characteristics are determinants of follow-up béravA distinction is made between
monitoring and value adding activities. Monitoripgrformance is carried out to address
information asymmetries and agency conflicts, waenealue-adding activities are aimed
at improving investment outcomes. Differences imhn capital and fund characteristics
may influence the extent and effectiveness of tlaeseities.
The paper unfolds along the following lines. We ibhegith an outline of the

theoretical background of the study and formulatadnthe hypotheses. Second, we
discuss the methodology used. Third, we presentrékalts. The paper ends with a

discussion of the conclusions and policy recommioias.

2. CONCEPTUAL FRAMEWORK

This section provides an overview of the concepisgles relating to the nature
and intensity of VC involvement and how this islueinced by human capital and fund
characteristics.

The nature and extent of venture capitalist involvement

An agency theory perspective is appropriate to @xanthe involvement by
venture capital firms with their investees [15]. ehgy theory applied to listed
corporations with diffuse ownership and contrologruzes that, because of incomplete
contracts, there is a need to check self-servihgwer by managers [16]. This perspective
distinguishes between decision management, whidlersreto the initiation and
implementation of decisions, and decision contvdhbjch concerns the ratification and

monitoring of lower level decisions [17]. This se@on  enables
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management/entrepreneurs with specific skills tothe enterprise while outside investors
assist in the making of unbiased decisions.

Entrepreneurs, by virtue of being intimately invadvin their venture, are likely to
possess greater information about it than are Vs may find it difficult to access this
information even with extensive due diligence. Tmfrmation asymmetry leads to
agency conflicts [18]. Agency theory suggests thdhough the entrepreneur can
autonomously take certain decisions, part of thescresulting from these decisions will
be borne by the remaining shareholders, givingtogeroblems of moral hazard. Agency
costs may be especially important in high tech camgs, where investors usually cannot
evaluate the technology and have difficulties iseasing the commercial implications of
strategic choices. With significant equity blocktio, VCs have the incentive to become
active in decision control [19] which includes exay costly effort to improve outcomes
[20].

The main reason for VCs to be involved in valuetagdhctivities is to improve
outcomes through some form of mutual cooperatioth vihe entrepreneur [21,22].
Entrepreneurs specialize in the development of kedge about combining resources to
exploit new opportunities [23] and in the day-torddevelopment of new business
activities [12], while VCs focus mainly on creatimgetworks to reduce the cost of
acquiring capital, to find customers and supplaard to establish the venture’s credibility
[12,24]. VCs also advise their ventures, helpingepreneurs to formulate their business
strategy, and identifying appropriate managemesl. [3ince it is not feasible to specify
contractually all potential contingencies, VCs algpically play a role in decision
management. This involvement helps to protect miterest of the VC, to ameliorate the
problems of information asymmetry and to add vaduine venture [26].

Agency and resource based theories offer somenedéi@s tavhy VCs involve
themselves in monitoring and value adding actisit&tudies have analyzed which
specific monitoring and value-adding activitiestagr VCs undertake but few
researchers have focusedwmether VCs differ in their emphasis and time commitment

to follow-up activities andhow it can be explained.

To explore these questions further, we considerfagtors that differentiate
between VCs: first the human capital of the investtimanager and second, the
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characteristics of their funds. We subsequentlyarghe nature of these factors and
their possible relation with follow-up behavior.
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Human capital and venture capital involvement

Human capital is an important contributor to orgational strategy and
performance [27,28,29]. Dimov and Shepherd [14] aiestrate the importance of human
capital in their study of the relationship betwéka education and experience of the top
management teams of VCs and their firms’ perforreafithe skills of VC executives
influence their ability both to identify suitablégh tech investments and to monitor and
add value to them subsequently [1]. Human caghedry suggests that individuals with
greater human capital achieve higher performancexecuting relevant tasks [14].
Greater human capital, both qualitatively and qguatntely, is associated with better
performance at a particular task [30]. Human cépmitan be divided into two: general
human capital concerns the overall education aadtigal experience of an investment
manager, while specific human capital refers tocatlan and experience within a
particular activity [28,30,31]. While the quantitet effects of human capital on
organizational performance have been studied, tha@sebeen relatively little attention to
the qualitative specific and general dimensionpgelly in respect of the contribution
of VCs to their investee portfolio companies (fotceptions in relation to habitual
entrepreneurs see [29] and for VCs see [14]). dsecially pertinent, therefore, to adopt
a human capital perspective in examining the behmafiinvestment executives.

We build on self-efficacy theory to explain how theman capital of investment
managers may influence their follow-up behaviorlf-8Hicacy theory suggests that
people who think they can perform well at a taskbdter than those who think they will
fail [32]. Thus, people perform activities and piskcial environments they judge
themselves capable of managing [33]. More expeeenca certain task will increase
self-efficacy in that task. This contributes to ttevelopment of a strong sense of
efficacy through mastery experience. In the cont#xthis study, self-efficacy theory
posits that individuals with greater experienceieah higher performance in executing
pre-and post-investment activities. In an earlygsthigh technology venture capital
context, we argue that experience will relate tpesience of specific industry sectors.

That is, an investment manager who focuses on & mamow range of industries will
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have greater experience of those industries thanwastment manager who has a more
diversified portfolio. This is because experiens@ften more relevant to the individual
when it occurs in similar circumstances [33]. Imiéidn, specialization at the investment
management level may lead to information and ndtingr advantages through the

development of social capital.

Fund characteristics and venture capital involvement

Two theories provide guidance into why funds midtiter in following up on
their portfolio companies: strategic investment] [84d portfolio theory.

First, strategic investment theory suggests thatedtolders of funds may have
different objectives and different measures foreassmg a fund’'s success. Public
shareholders in high tech VC funds mainly focuscagating technological renewal, as
this is expected at a macro level to increase eynpdot rates and stimulate economic
growth. In contrast, financial institutions lookrfoomplementarities between their VC
and lending activities and therefore measure tleess of the fund both by the return of
the fund itself and the returns on other activigeserated by the investment [34].

The incentive system for investment managers is afluential. Investment
managers at non-captive VC companies are under pressure to generate high profits
compared to captive VCs. Profit-oriented VCs maegjfiently offer carried interest to
investment executives than public sector VCs, wiailgns their interests in generating
profits with those of the investors [35]. A highofit orientation of VCs suggests they
will provide greater post-investment managementpstipto increase the chances of
achieving these performance targets [36].

Second, portfolio theory suggests that having atf@ar of investments
minimizes risk while maximizing the overall portil return. In constructing an
investment portfolio, VCs can follow two strategidsaditional finance theory argues
that portfolio diversification reduces total pofiforisk. The resource-based view (RBV),

however calls for portfolio specialization to minaa the risk of individual investments
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[37,38]. From the RBV perspective, investors shosfikcialize by constructing a
portfolio of investments that are within their sifiectechnical and product expertise [37].
Given the complexities of technologies, it is cali that the professional investor is
highly informed on both technical and commercia#iated issues [39]. Thus, some VCs
manage risk by specializing in certain technologyaa rather than by diversification
across several technologies. Thus, the degrepeaiaization at the fund level impacts

involvement in following up behavior.

3. THEMODEL AND HYPOTHESES

Drawing on the theoretical perspectives elaboratsale, this section formulates
hypotheses for VC involvement in both monitoringd avalue-adding activities. The

conceptual framework behind the hypotheses is suinethin Figure 1.

<<insert figure 1 here>>

I nvolvement in Monitoring Activities

VCs tend to spend little time monitoring well-parfong investments, but may be
highly involved in monitoring those that are poopgrforming [7]. Monitoring activities
may not be related to the human capital and firrdneharacteristics of the VC firm.
Monitoring may be necessary to avoid losses busafiicient to create value added. As
such it is an institutionalized professional feataf the VC industry [40], adopted by
each VC. The European Venture Capital AssociatiookBof Guidelines [41, p. 40]
clearly indicates this institutionalization, stafirthat: “monitoring should allow the
manager to confirm that the investment is progrgsan accordance with the relevant

business plan and should provide sufficient infdromato identify any failures to meet
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targets or milestones and to formulate remediahplhere necessary”. Studies have
also suggested that a common feature of behavi@ssacV/Cs is the monitoring of

investees [42,43]. Hence:

H1: Involvement in portfolio firm monitoring is nadfluenced by human capital or firm

characteristics of the VC.

I nvolvement in value-adding activities

As explained above, self-efficacy theory [33] sugjgdahat individuals with more
successful previous experience will be more invdlue post-investment value-adding
activities. Dimov and Shepherd [14] differentiatetveeen the specific and general
experience embodied in the human capital of thestment manager. They define
education and experience in business, law and tongas specific to the pre-and post-
investment value adding activities of VCs, whileueation in humanities and science,
along with entrepreneurial experience is categdriae general. Furthermore, we argue
that it is also important to focus on the investmeranager’s specific experience in
relation to the industry sectors in which he/shénisesting. The more specialized the
portfolio, the more likely it is that the investmienanager will have developed specific
human capital in relation to his / her investme@snversely, the more diversified the
investments in the portfolio, the less likely ittlsat the investment manager will have
developed specific human capital in relation to/tisr investments.

The degree of specific human capital will be pwsliif related to the chance of
obtaining mastery experiences and thus the dedrselieefficacy. This will lead to a
higher involvement in value-adding activities tmaguire specific expertise. Similarly,
general human capital, especially entrepreneurigieence, may enable the VC
manager to assist the entrepreneur by drawing ®@®xperience of the steps required to

successful negotiate the hurdles along the devedaptrajectory. Therefore:

10



Working Paper Steunpunt OOI : Januari 2005

H2a: Involvement in value-adding activities is po®ly related to specific human capital
H2b: Involvement in value-adding activities is gn&ly related to general human capital

Fund characteristics and policy may also impact fillow up behavior of
investment managers. Strategic investment theoggesis that fund shareholders’
different expectations concerning fund performantay affect involvement in value-
adding activities. Specifically, fund objectives yndiffer between captive (i.e. private
equity arms of banks or public funds) and non-ea&pfunds. As non-captive funds have
a higher profit-orientation [37] and have incentsggstems based on profit generation,
they are more likely to be closely involved in valadding activities to achieve their rate

of return targets. Hence:

H2c: Involvement in value-adding activities is neggly related to captive funds

Traditional finance theory suggests that funds khaleal with risk through
diversification. In contrast, the RBV suggests spdcialist VCs might cumulate specific
skills and resources and obtain a competitive atdgn As is the case at the level of the
individual investment manager, information and reking advantages are likely to
occur when VCs specialize as they are able to dedpeir knowledge of particular
markets [37]. This may result in information andwark advantages between investment
managers working at the same fund, enabling thebetmore involved in value-adding

activities. Hence:

H2d: Involvement in value-adding activities is nixgely related to the degree of

diversification at fund level.

11
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4. RESEARCH METHODOLOGY

The sample
A stratified sample of 68 VC firms was drawn fragifferent regions across

Europe. As the focus of this paper is on early estaggh tech ventures, the regions
selected were those with the highest R&D intenaitg VC presence. The seven regions
were: Cambridge/London (UK), lle de France (Frandédanders (Belgium), North
Holland (the Netherlands), Bavaria (Germany), Stodk (Sweden), Helsinki (Finland).
In each region, we sought representation of snmalllarge funds. We collated directory
information from EVCA with those of the various regal venture capital associations
and information obtained through contacts with acaids in each of the seven regions
selected. This resulted in a population of 22Qyestage and high tech funds. The
sample frame was stratified into different groupsaaiding to the scale of the funds and

their institutional investors.

Research design

Interviews with investment managers were carried loeiween January and
December 2003 to collect information on the resedrased characteristics of the
venture capital firm and on the investment manaljdormation was collected on the
investment manager’'s previous experience and fellpwbehaviour in terms of both
monitoring and value-adding activities.

A synthesis of existing research, notably Sapiestzal [44,8], Pruthi et al [43]
and MacMillan et al [12] resulted in five monitogiractivities, and 14 value-adding
activities. The pilot interviews identified threeditional value-adding activities, all of
which were specific to high tech investing: “negtiig intellectual property rights”,
“recruiting the head of R&D” and “forming the Adws/ Board”. The resultant 22

follow-up activities are presented in Table 1.

<<|nsert Table 1 here>>

12
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Investment managers were asked to score thesevfajpoactivities on two scales:
frequency and importance. The frequency of eacivigcivas scored on a Likert scale
ranging from 1= never carry out this activity to &iways carry out this activity for
portfolio companies. The importance attached to abtvities was scored on a scale
ranging from 1=little important follow-up activityo 5= very important follow-up
activity. Multiplying both scores resulted in ‘inement indicators’ for each of the 22
follow-up activities, with scores ranging betweearid 25, with 1 being low involvement
for the follow-up activity and 25 being very higtvblvement.

Individuals were asked to explain and justify thessponses in order that we
could understand the context of the VC industryhattime of interview, better. This part

of the interview took about half an hour per resjeont.

Measures
Dependent variables
Involvement in monitoring and value-adding activities
We combined the indicators for each of the five itwying activities and the 17 value-
adding activities into summated scales. To chechksistency, we used Cronbach’s
Alpha. All summated scales met the 0.60 value foreptability [45]. One issue in
assessing Cronbach’s Alpha is that increasing thmber of items increases the
reliability value. Therefore, Cronbach’s Alpha isgler for value-adding activities
compared to monitoring ones, even though they atie &cceptable (Hair et al, 1998).
All assumptions necessary to carry out explordtetor analysis were met, with
values in the anti-image correlation matrix beitase to zero, the Bartlett test of
sphericity rejecting the null hypothesis of no etation between variables (p-
value<.001) and a Kaiser-Meyer-Olkin measure latigen .50. A component analysis
model was used. Communalities of variables weralalve the .50 limit, with .568
being the lowest communality for a variable. Fagtwere interpreted using
VARIMAX factor rotation, summarizing the sum ofrie@nces of required loadings of

the factor matrix.

® Cronbach Alpha of 0.65 for monitoring activities, 0.7@#value-adding activities.

13
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Exploratory factor analysis revealed that nonehef onitoring activities loaded
on value-adding activities and vice versa, allowugyto use the initial subdivision of
activities in monitoring and value adding. Summagedres were retained in the analysis
as the relatively small sample meant that the ivelgt high factor loadings (larger than
.70) required to use factor scores were not mettoFa@analysis however revealed similar
types of follow-up activities identified by previswesearch, namely strategic roles,
networking roles, operational roles and interpeat@ales. Monitoring activities loaded
on a different factor. Board membership loaded aniythe strategic factor, indicating
that our sample regarded this mainly as strategleer than a monitoring function. This
was supported by the interviews, where investmearagers mentioned that it was more
efficient to monitor a portfolio company by regjatelephoning the entrepreneur rather
than spending time at board meetings. Table 2 ptesiescriptives for each follow-up

activity.

<<insert Table 2 about here>>

Table 2 shows that early stage high tech investeesn to be the least involved in
operational roles and networking activities. Theyd to be more involved in monitoring
activities, strategic activities and interpersamdés.

Independent variables
Human capital

A number of measures based on their previous expeziwere used to identify
VC executives’ human capital. The investment marsageerviewed had either worked
at a bank, consulting firm, in industry, in acadamir had been entrepreneurs before
joining the VC industry. Consulting experience afiitial experience, business experience
and investment management experience were, camswith Dimov and Shepherd [14],
labeled ‘specific human capital’.

We asked for the number of years worked at a bandit or accountancy firm

before joining the VC industry, and coded this las tlegree of financial experience.

14
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Years worked as a consultant was coded as corg@kiperience. Years experience in a
management function in industry was coded as bssiagperience.

People from the financial world had on average wdrfor 6.6 years in either a
bank, audit firm or as accountant. Investment marsagtho worked in consulting before
joining the VC industry had on average 3.9 yeanseernce in consulting. Investment
managers with a previous career as manager in paagyrhad on average eight years of
experience. The investment managers in our samaie dn average 4.85 years of
experience as a VC investment manager, with a riingel to 17 years.

A further specific dimension of specific human c¢abis whether the investment
executives manage diversified or specialized plogoof companies with respect to
industry focus. To construct this measure, the EM@dustry classification was used,
identifying eight high tech secto?sThis results in a score of 1 to 8 for each investm
manager, 1 being the most specialized and 8 thé angsified.

Both academic and entrepreneurial experience wasidered as general human
capital [14]. If the investment managers had ole@ia PhD, we labelled this academic
experience (l=academic experience, 0=no acadenperience). If they had been
entrepreneurs themselves, we coded this as havimgepeeneurial experience
(1=entrepreneurial experience, 0= no entrepreneexaerience). Seven investment

managers had academic experience, ten had beepremteurs.

Fund characteristics

Fund characteristics were measured by two variabiest, funds that were 100%
publicly funded or that were private equity armsnfrbanks were classified as “captive
funds”, others were not (1=captive; O=not captivéd. of our sample of 68 were
classified as “captive funds”, including six prigagéquity arms from banks and nine
public funds.

We measured the degree of specialization at funel lesing the same EVCA
industry classification mentioned above. This re=siilin each fund being assigned a

score from 1 to 8.

® Communications, computer related, other electronics relatséch, medical/health related, energy,
chemicals and materials, industrial automation

15
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Control variables

We employ control variables in respect of VC funddtion and size. First, we
controlled for the location of the funds. The UKtie largest and most mature VC
market in the EU [2,46]. It is distinctive as agaramount of invested money goes to
buy-outs (70% of the amounts invested in 2001 [4The Scandinavian market is
geographically distinct from other European regjargd venture capital activity in these
countries (Finland and Sweden in our study) gretkaexdinarily at the end of the 1990s
[47]. Therefore, two dummy variables were createt indicating whether the fund was
located in the UK or not (O=non-UK, 1=UK), and aneicating whether the fund was
located in Scandinavia or not (O=non-Scandinavi&chndinavia).

Second, we controlled for the size of the fund, sneed as the capital managed,

which previous research has found to influence M@ behavior (see Elango et al [48]).

5. RESULTS

The correlations and descriptive statistics forvuhgables are presented in Table
3.

<<insert Table 3 here>>

All variance inflation factors were below 3.0, segting that multicollinearity
was not an issue [45]. Hypotheses were tested usmgssion analysis. We conducted
several diagnostic tests to ensure the data didvintdte the assumptions of normality,
linearity and homoscedasticity. Using Z scores amisual inspection of histograms, we
found all dependent variables to be normally distied. Residuals were tested for

independence, normality and constant variancenédessary conditions were met.

16
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I nvolvement in monitoring activities (H1)

The model is not statistically significant for mtoring activities (Table 4).
Neither human capital variables nor fund charastiesE seem to be important
determinants of the degree of investment manag@iviement in monitoring activities.
Therefore, we find support for H1, that monitoriisgnot affected by human capital or

fund level characteristics.

<<insert Table 4 here>>

I nvolvement in value-adding activities (H2)

Table 5 presents the results of the analysis foa-812The base model, only
including control variables, was statistically sfgrant. Adding human capital and fund
characteristics variables increased the signifieaot the model. The full model was
significant at the .001 level, with 36.8% of therimace explained. The full model had
significant coefficients for consulting experien<0.10), the industry diversification at
investment manager level (P<0.10), entrepreneaxpéerience (P<0.10) and the captive
fund variable (p<0.05). These results indicate Hwh human capital variables and fund
characteristics impact involvement in value-addaagvities by the investment manager.
A higher level of consulting experience indicatekigher involvement in value-adding
activities. Investment managers that had been gnetneurs were more involved in
follow-up activities than others. Investment manmagiat specialize in one or a small
number of sectors are more involved in these vatlging activities. The only fund level
characteristic which was found to be statisticalignificant was captive funds, which

was negatively related to involvement in value agdictivities.

<<insert Table 5 here>>
In summary, we find partial support for H2a: cotiegl experience has a
significant positive effect on value-adding invatwent. Furthermore, the more
specialized the portfolio of an investment managergreater the involvement in value-

17
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adding activities. Financial experience and theeotbpecific human capital variables
were not found to have a significant impact. Wel fpartial support for H2b, that general
human capital is positively related to value-addiragtivities. In particular,

entrepreneurial experience has a significant pasgiffect on value-adding involvement
but academic experience has a non-significant eft&e find support for H2c, captive
funds are less involved in value-adding activitiEgially, we do not find support for

H2d, therefore, the degree of diversification dfiad has no significant impact on value-

adding involvement.

6. CONCLUSIONS

Using a unique, hand collected dataset, this shadyexamined neglected aspects
of VC behavior relating to early stage high techtuees: to what extent do VCs play a
role in their portfolio companies and what detemsithe differences between VCs in the
way they approach their portfolio companies aftwestment?

From a theoretical perspective, we found two défgrdimensions of the VC that
could impact its follow-up behavior: the human ¢abpiof the investment manager
responsible for the portfolio company and the poéidopted by the fund. Neither human
capital characteristics nor fund characteristicsrewéound to influence monitoring
behavior. We believe the reasons for this to befdlslo First, monitoring portfolio
companies is institutionalized into the European iM@ustry such that VCshonitoring
roles are standardized in terms of regular procedurafida the manager to confirm that
the investment is progressing both financially aperationally in accordance with the
business plan and to obtain sufficient informationdentify any failures to meet targets
and to formulate appropriate remedial plans [483R,Second, differences in the types
of monitoring mechanisms seem to be determined more by the performanceriakd
profile of the portfolio companies, and the expdcégency costs [5,7]. Hence, as our
sample related to early stage high tech investmentigh degree of monitoring was

18
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expected to be prevalent. Cross-country studiegv sfamsiderable commonality in the
relative importance of the different formal (i.eontractual and informational) and
informal (relational)monitoring mechanisms that are used as VCs follow professional
norms, although there are a small number of diffees related to local institutional
factors in particular countries [20,42,43,49,50,5These findings emphasize the
importance of the agency perspective as a majoermating factor in monitoring
behavior.

We found that both human capital characteristiggpdtheses H2a and H2b) and
fund characteristics (hypotheses H2c) determineviiss involvement in value-adding
follow-up activities. Concerning human capital deristics, specific human capital in
terms of consulting and general human capital imseof entrepreneurial experience
were related to value adding activities. Besidpscmlization by the investment manager
with respect to industry focus was found to posifvMmpact value-adding involvement.
These findings are consistent with the self-efficaspects of human capital which
suggest that more experience in performing cenlievant tasks will enable actors to
perform more effectively. The significance of thensulting variable suggests that
investment managers with this experience will beemable to add value to high tech
ventures by both identifying markets and helpingtuees achieve competitive advantage
in those markets. General human capital relatingriwepreneurial experience may be
important as the self-efficacy gained from unddrigkprevious entrepreneurial ventures
may help new venture entrepreneurs to negotiatehtimdles involved in successfully
commercializing their ventures. Further, we fouhdttthe degree of diversification at
investment management level has a negative impadnwwlvement in value adding
activities. This is expected since it is difficéitr investment managers to keep track of
strategic information and build a network in diffat sectors and industries.

Concerning fund characteristics, we found a difieszbetween captive funds and
others (H2c). Investment managers at captive furel® less involved in value-adding
managers to develop activities. This is especllisprising for public funds since they
typically invest in seed stage ventures with high and uncertainty, incomplete teams
of entrepreneurs, and far from market-ready teauylSince these portfolio companies
need a lot of coaching, one would expect high valdéing involvement by the VC. It
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may be that, as public funds invest relatively $raalounts of money in a large number
of companies in very different technologies, theiversification may not allow
investment managers to develop skills or a compttang network. In addition, these
funds tend to be smaller in size and smaller inalm®unt of management fee they can
spend. This can result in the attraction of investtrmanagers with less experience and a
smaller team of investment managers for a larger more diversified portfolio of

companies.

7. POLICY AND MANAGEMENT IMPLICATIONS

The findings have interesting implications for istreent managers, entrepreneurs
and policy makers.

Our study shows that the degree to which a deatdsitored and the kind of
monitoring activities performed do not differ bekrmeearly stage, high tech VCs or
between their investment managers, on average (Hgpis H1). This means that agency
theory based “monitoring” as such does not leadifferences in performance between
VC funds. In contrast, early stage high tech VCdirtend to differentiate their
involvement in value-adding activities (Hypothedd2-H2d). With respect to fund
characteristics, our results suggest that speedliprivate VC firms typically investing
in early stage projects tend to invest most in @afdding activities afterwards. In
contrast, public funds that invest in earlier stagpend less effort in value adding
activities. This is surprising since one would ectpgn even larger involvement in these

earlier stages.

” Additional tests on our sample show that public fundssaraller (average capital managed 83.8 million
Euro compared to 297.8 million Euro for non-publicdandifference significant at P<.10), construct
diversified portfolios and have less investment managersgotor managed (.80 compared to 3.09 for
non-public funds; difference significant at P<.01), #mat investment managers at public funds manage
more investments at a time than their non-public counterf@#0 investments per investment manager
compared to 4.09 for non-public funds; difference sigaift at P<.05)
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Even within funds, our findings provide more fineigped analysis than previous
research with respect to human capital [1] by iatlig that investment managers as
individuals differ in the way they deal with the rffolio companies they manage.
Investment managers with human capital relating tmnsulting background tend to be
most intensively involved in following up their dedrom a value-adding point of view.
Besides, if they specia lize in a limited numbersettors, they are more involved
in value-adding activities. Additionally, investntemanagers with a background as
entrepreneurs tend to be more involved with valddirey activities. This implies that the
investment manager’s prior experience determines lavge extent his/her management
style once he/she enters into the VC whrlthis observation has important implications
for the recruitment policy of VC companies and nsiteresting signal to entrepreneurs
who look for “smart” money.

If an entrepreneurial team is confident that itsloet require advice or detailed
value adding assistance from a VC investor, it reagk to be funded by a public or
captive fund. Alternatively, where it does needieéyit may better to seek investment
with an independent, specialist VC firm.

Our results also have important policy implicaorisGovernment attempts to
bridge the equity gap for high tech start-ups acadamic spin-outs in particular have
involved the setting up public-private partnershipds. The private partners in these
funds are usually captive private equity arms ofeafinancial institutions who are often
asked to manage the fund. These financial ingtitgthave the slack capacity to invest in
government relations and the geographical covetageet up different public/private
partnerships in a particular country. The drawbaskpur evidence shows, is that these
funds typically engage less in value adding acéigit

This study points to several interesting questidos future research. An
interesting extension would be to interview moranttone investment manager per fund
in order to determine whether the importance ofdfwharacteristics still hold when
looking at the entire group of investment indivittuiavolved in a VC fund. It would also

be interesting to investigate whether involvementalue-adding activities has a positive

8 Interaction terms involving consulting and investmeahagement experience were tested and found to
be not significantly positive. Interaction terms involviitgancial and investment management experience
were also found to be not significantly positive.
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impact on portfolio company performance. This wotihén contribute to the recent
debate of whether venture capital is an art ofdmg winners or picking them [52].
Finally, linking involvement in monitoring activés to performance of the portfolio
companies followed up by the investment manageldcsived light on our view that the

degree of monitoring will be linked to portfoliompany performance.

22



Working Paper Steunpunt OOI : Januari 2005

REFERENCES

Lockett, A., Murray, G. and Wright, M. (2002) ‘Doklventure capitalists still have a
bias against investment in new technology firnk&search Policy, Vol. 31,
pp. 1009-1030.

Martin, R., Sunley, P. and Turner, D. (2002) ‘Taknisks in regions: the geographic
anatomy of Europe’s emerging venture capital mgrkdaurnal of Economic
Geography, Vol. 2, pp. 121-150.

Murray, G. (1999) ‘Early stage venture capital fsndcale economies and public
support’,Venture capital, Vol. 1(4), pp. 351-384.

EVCA (2003) EVCA Yearbook. Annual Survey of Pan-European Private Equity &
Venture Capital Activity.

Sapienza, H.J., Amason, A.C. and Manigart, S. (195% level and nature of
venture capitalist involvement in their portfoliorapanies: a study of three
European countriesManagerial Finance, Vol. 20(1), pp. 3-17.

Gomez-Meija, L.R., Welbourne, T.M. and Wiseman, R(M90) ‘The role of risk
sharing and risk taking under gainsharindie Academy of Management
Review, Vol. 25(3), pp. 492-108.

Lerner, J. (1995) ‘Venture capitalists and the eight of public firms’,Journal of
Finance, Vol. 50(1), pp. 301-318.

Sapienza, H.J., Manigart, S. and Vermeir, W. (199@nture capitalist governance
and value added in four countriedgurnal of Business Venturing, Vol. 11,
pp. 439-469.

Sapienza, H.J., Manigart, S., Vermeir, W. (1995)@#mparison of venture capitalist
governance and value-added in the U.S. and Wes&terape’ Academy of
Management Journal, pp. 105-109.

Van den Berghe, L. and Levrau, A. (2002) ‘The rofethe venture capitalist as
monitor of the company: a corporate governance pgets/e’, Corporate
Governance-An International Review, Vol. 10 (3), pp. 124-136.

Schefczyk, M. and Gerpott, T.J. (2001) ‘Managensemtport for portfolio companies
of venture capital firms: an empirical study of @an venture capital
investments’British Journal of Management, Vol. 12, pp. 201-216.

MacMillan, 1.C., Kulow, D.M and Khoylian, R. (1989)Venture capitalists
involvement in their investments: extent and perfance’, Journal of
Business Venturing, Vol. 4, pp. 27-47.

Sweeting, R. and Wong, C. (1997) ‘A UK hands-ofhtuee capital firm and the
handling of post-investment investor-investee refships’, Journal of
Management Sudies, Vol. 34(1), pp. 125-152.

Dimov, P.D. and Shepherd, D.A. (2005) ‘Human cdghaory and venture capital
firms: exploring “home runs” and “strike outs™Journal of Business
Venturing, Vol. 20, pp. 1-22.

Bruton, G., Fried, V. and Hisrich, R. (1998) ‘Verdu Capitalists and CEO
Dismissal’,Entrepreneurship Theory and Practice, Vol. 21, pp. 41-54.

Hart, O. (1995Firms, Contracts and Financial Sructure, Oxford, Clarendon Press.

23



Working Paper Steunpunt OOI : Januari 2005

Fama, E. and Jensen, M. (1983) ‘Separation of Gstmgrand Control’, Journal of
Law and Economics, Vol. 26, pp. 301-326.

Gompers, P. (1995) ‘Optimal Investment, Monitorirggnd the Staging of Venture
Capital’, Journal of Finance, Vol. 50(5), pp .1461-1489.

Wright, M. and Robbie, K. (1998) ‘Venture CapitaldaPrivate Equity: A Review
and Synthesis’Journal of Business Finance and Accounting, Vol. 25, (5/6),
pp. 521-570.

Kaplan, S. and Stromberg, P. (2001) ‘Venture Cégitaas Principals: Contracting,
Screening and MonitoringAmerican Econ. Review , Vol. 91(2), pp. 426-430.

Repullo, R. and Suarez, J. (1990) ‘Venture Caplialance: a security design
approach’ Working paper, centre for monetary and financial studies, Madrid,
Spain.

Cable, D.M. and Shane, S. (1997) ‘A prisoner’srdilea approach to entrepreneur-
venture capitalist relationshipsAcademy of Management Review, Vol. 22
(1), pp. 142-177.

Kirzner, 1. (1973)Competition and entrepreneurship. University of Chicago Press.

Lam, S. (1991) ‘Venture capital financing: a cortcep framework’, Journal of
Business Finance and Accounting, Vol. 18(2), pp. 137-149.

Steier, L. and Greenwood, R. (1995) ‘Venture cdipitaelationships in the deal
structuring and post-investment stages of new @irgation’, The Journal of
Management Studies, Vol. 32(3), pp. 337-358.

Sahlman, W. (1990) ‘The Structure and Governance \#nture-Capital
Organizations’Journal of Financial Economics, Vol. 27, pp. 473-521.
Dahlgvist, J., Davidsson, P. and Wiklund, J. (20@@jial conditions as predictors of
new venture performance: a replication and extensiothe Cooper et al.

study’, Enterprise and Innovation Management Sudies, Vol. 6, pp. 67-84.

Gimeno, J., Folta, T.B., Cooper, A.C. and Woo, G1¥97) ‘Survival of the fittest?
Entrepreneurial human capital and the persistehaaaerperforming firms’,
Administrative Science Quarterly, Vol. 42 (4), pp. 750-784.

Ucbasaran, D., Wright, M. and Westhead, P. (20A3pngitudinal study of habitual
entrepreneurs: starters and acquiregstyepreneurship and Regional
Development, Vol. 15, pp. 207-228.

Becker, G.S. (197%luman capital, Chicago University Press, Chicago, IL.

Ucbasaran, D., Lockett, A., Wright, M. and WestheRd (2003) ‘Entrepreneurial
founder teams: factors associated with member eranyd exit,
Entrepreneurship Theory and Practice, Vol. 28 (2), pp. 107-121.

Gist, M.E. and Mitchell, T.R (1992) ‘Self-efficacg:theoretical analysis of its
determinants and malleabilityAcademy of Management Review, Vol. 12 (2),
pp. 183-211.

Wood, R., and Bandura, A. (1989). ‘Social CognitiVeeory of Organizational
Management’Academy of Management Review, Vol. 14 (3), pp. 361-384.

Hellman, T. (2002) ‘A theory of strategic venturevesting’, Journal of Financial
Economics, Vol. 64, pp. 285-314.

Weber, C. and Dierkes, M. (2002) 'Strukturmerkmklassischer Venture-Capital-
Gesellschaften und Corporate-Venture-Capital-Gsdadiften in Deutschland
im Vergleich’, Finanzbetrief, Vol. 4, pp. 545-553.

24



Working Paper Steunpunt OOI : Januari 2005

Engel, D. (2004) ‘The performance of venture-backeus: the effect of venture
capital characteristicsindustry and Innovation, Vol. 11(3), pp. 249-263.

Manigart, S., De Waele, K., Wright, M. and Robbi&, (2002),'Determinants of
required return in venture capital investmentsiva-tountry study’ Journal
of Business Venturing, Vol. 4, pp. 27-47.

Sapienza, H.J. and Gupta, A.K. (1994) ‘The impattagency risks and task
uncertainty on venture capitalist-CEO interactioitademy of Management
Journal, Vol. 37(5), pp. 1618-1632.

Murray, G. (1998) ‘A policy response to regionasmhrities in the supply of risk
capital to new technology-based firms in the Euamp®&nion: The European
Seed Capital Fund schemBggional Sudies, Vol. 32(5), pp. 405-420.

Bruton, G., Fried, V. and Manigart, S. (2005) ‘Ansiitutional view of the
development of venture capital in the US, Europe Asia’, Entrepreneurship
Theory and Practice, forthcoming.

EVCA. Evca guidelines, pp. 1-159.

Mitchell, F., Reid, G. and Terry, N. (1997) ‘Ventucapital supply and accounting
information system developmentEntrepreneurship Theory and Practice,
Vol. 21(4), pp. 45-62.

Pruthi, S., Wright M. and Lockett, A. (2003) ‘Doréagn and domestic venture
capital firms differ in their monitoring of invess?’,Asia Pacific Journal of
Management, Vol. 20, pp. 175-204.

Sapienza, H.J. (1992) ‘When do venture capitaésis value?’ Journal of Business
Venturing, Vol. 7, pp. 9-27.

Hair, J.F., Anderson, R.E., Tathum, R.L. and BlagkC. (1998)Multivariate data
analysis with readings. Macmillan, New York.

La Porta, R., Lopez-De-Silanes, F., Shleifer, Ad &fishny, R. (1997) ‘Corporate
ownership around the worldJpurnal of Finance, Vol. 54, pp. 471-517.

EVCA (2002) EVCA Yearbook. Annual Survey of Pan-European Private Equity &
Venture Capital Activity.

Elango, B., Fried, V.H., Hisrich, R.D and Polongjék (1995) ‘How Venture Capital
Firms Differ’, Journal of Business Venturing, Vol. 10, pp. 157-179

Ray, D. (1991) ‘Venture Capital and EntrepreneudaVelopments in Singapore’,
International Small Business Journal, Vol. 10(1), pp. 11-26.

Wright, M., Karsai, J., Dudzinski, Z. and Morovit,(1999) ‘Transition and Active
Investors: Venture Capital in Hungary, Poland alu/&kia’, Post-

Communist Economies, Vol. 11(1), pp. 27-46.

Farag, H., Hommel, U., Witt, P. and Wright, M. (200'Contracting, monitoring,
and exiting venture investments in transitioningreamies: A comparative
analysis of Eastern European and German markésture Capital, Vol.

6(4), pp. 257-263

Baum, J.A.C. and Silverman, B.S. (2004), Pickinghnars or building them?
Alliance, intellectual and human capital as setetticriteria in venture
financing and performance of biotechnologjournal of Business Venturing,
Vol. 19(3), pp. 411-430.

25



Working Paper Steunpunt OOI : Januari 2005

Figure 1. Conceptual framework
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Table 1: Overview of follow-up activities

Sapienza et al
(1992 and 1996)| Pruthi et al (2003 MacMillan et al (1989) Pretests
Monitoring activities
Have a look at the financial overview regularly
regularly check sales figures and pipe
restrictions on changes in ownership
restrictions on additional borrowings
restrictions on CEO's remuneration

X X % x X

Value-adding activities
have a seat on Board of Directors X X
Form an advisory Board X
Determine the composition of the Board X
contact potential customers X X X
open doors (network) X X X
Meet the entrepreneurs regularly X X
hire the head of marketing and sales X X X
hire a CFO X X X
hire the R&D head X
hire a CEO X X X
negotiate important contracts X
find additional financing X X X
hire new employees X X X
negotiate intellectual property rights X
strategic planning X X X

act as a sounding board X X X
daily management (operational tasks) X X X
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Table 2: Descriptives of follow-up activities (frequency, importance and involvement indicator)

I nvolvement indicator
Frequency Importance (frequency*importance)

Standard Standard Standard
Monitoring activities M ean Deviation M ean Deviation M ean Deviation
Have a look at the financial overview
regularly 4.80 .50 4.58 73 22.12 4.65
Regularly check sales figures and orderboo 4.44 9.9 4.45 .79 20.14 6.20
Restrictions on changes in ownership 4.41 1.04 4.10 1.15 18.60 7.23
Restrictions on CEQO's remuneration 3.52 1.48 3.43 321 16.98 7.26
Restrictions on additional borrowings 413 1/09 43.9 1.09 13.29 8.3%
Monitoring average 4.26 1.02 4.1 1.02 18.25 443

Standard Standard Standard
Value-adding activities Mean Deviation Mean Deviation Mean Deviation
Meet the entrepreneurs regularly 4.67 71 4.62 .82 21.88 5.43
Strategic planning 4.24 .95 4.41 .81 19.35 6.20
Have a seat on Board of Directors 4.17 1109 4.29 09 L. 18.77 7.33
Act as a sounding board 4.24 .b8 4.24 1.03 18.75 76 6.
Find additional financing 4.00 .98 4.47 .95 18.41 576
Open doors (use network) 4.17 1.05 4.15 .95 17.92 756
Determine the composition of the Board 3.88 114 094. .99 16.62 7.03
Hire a CEO 2.92 1.03 4.41 1.25 13.33 6.07
Contact potential customers 3.08 122 3.26 1.23 9410. 6.80
Hire a CFO 2.74 .90 3.52 1.18 10.02 4.76
Hire the head of marketing and sales 2.52 .97 3.42 1.27 9.18 5.48
Form an advisory Board 2.38 1.21 2.77 1{32 7.94 37.1
Negotiate important contracts 2.30 1.16 2.94 1.45 927 6.60
Negotiate intellectual property rights 2.24 13 143. 1.47 7.92 6.57
Hire the R&D head 1.77 .80 2.82 1.40 5.53 4.14
Hire new employees 1.74 1.06 1.68 |88 3.42 3.60
Daily management (operational tasks) 1.65 .79 1.80 1.14 3.31 3.09
Value-adding average 3.10 .94 3.53 1.13 12.63 2.66
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Table 3: Descriptive statistics and correlations

Mean S.D. 1 2 3 4 5 6 7 8 9
1. Consulting experience 1.02 2.03 1.00
2. Financial experience 2.23 4.65 -.06 1.00
3. Business experience 4.55 6.07 -.03 -.25* 1.00
4. Investment managem exp 4.85 3.99 -.24 -.01 11 .00 1
5. Diversification by investment manager  3.21 2.42 .21 31* .00 .00 1.00
6. Diversification at fund level 4.09 2.30 .18 19 .00 .10 .78 1.00
7. VC Fund siz& 269.04 654.25 .06 -.14 -.03 -.10 -.22 -.05 1.00
8. Monitoring involvement 18.25 4.43 .05 .02 -10 .13 -.03 -.05 .00 1.00
9. Value-adding involvement 12.63 2.66 .05 -40* 4.1 -02 -.46 -.37 .05 .04 1.00

®indicates the capital managed by the VC fund, omeaksin millions of Euros

Pearson correlations for continuous variables,rretations are significant at P<.05, n=68
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Table 4: Regression analysisfor involvement in monitoring activities

Base model Base model + specific Base model + fund Full model
human capital characteristics

Investment manager characteristics

Specific human capital
Consulting experience .051 .045
Financial experience -.031 .002
Business experience -.158 -.166
Investment management exp -.166 -.183
Diversified portfolio experience by IM .058 .082

General human capital
Academic experience -.015 -.017
Entrepreneurial experience .100 110
Fund characteristics
Captive fund -.137
Diversification at fund level .030
Control variables
UK-based .077 .108 .078 110
Scandinavia-based .096 121 .074 11
VC fund size .017 -.021 .004 -.017
Constant 17.797**** 11.825%*** 14.077**** 11.2Q7%**
Model
F statistic 221 413 .346 .394
R2 .011 .078 .028 .091
Adjusted R? -.038 -.110 -.054 -.141
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Levels of significance: *=.10; **=.05; ***=.01; ***=,001; n=63
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Base model Base model + specific Base model + fund Full model
human capital characteristics

Investment manager characteristics

Specific human capital
Consulting experience .246* .229*
Financial experience -.160 -.089
Business experience 134 111
Investment management exp .070 .043
Diversified portfolio experience by IM - 4Q3Frrx -.335*

General human capital
Academic experience .068 .065
Entrepreneurial experience .215 .222*
Fund characteristics
Captive fund -.345%** -.321**
Diversification at fund level -.207* -.050
Control variables
UK-based -.044 -.037 -.012 -.028
Scandinavia-based .303** .058 .240** .051
VC fund size .087 .040 .047 .061
Constant 12.065**** 17.410%*** 21.122%*** 17.802%+*
Model
F statistic 2.330* 3.518** 5.57 9%+ 3.862%**x
R2 .103 418 321 496
Adjusted R? .059 .299 .263 .368
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Levels of significance: *=.10; **=.05; ***=.01; ***=,001; n=63
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