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ABSTRACT

Re-investment 1s vital to the business angel “industry” because re-investing angels
endorse a greater number of entrepreneurs and invest more funds than non-re-
investing angels. In this exploratory empirical analysis, the appraisal qualities of
business angels are examined relative to their impact on producing successful
investments as well as their impact upon re-investment. The three appraisal qualities
investigated are business angels’ motivations, their deal generation behaviours and the
cognitive heuristics of overconfidence and representativeness. The analysis is based
on the information model of the existence of the formal venture capital industry.

A typology of business angels 1s introduced based on 1) their intentions to re-invest
and 2) their exit status at re-investment. Business angels who have re-invested are
classified as habitual angels. A novel data set reveals information about angels’ first
to fourth investments that allows for comparability between novice and habitual
angels’ first investments. The data set is randomly sampled from a known population
of newly incorporated firms on the east coast of Canada producing a more

representative sample than other business angel studies. Six in-depth case studies add
to the findings.

The findings indicate that financial motivations, intermediated deal generation and
under-confidence are associated with financially successful informal venture capital
investments. However, compared to novice angels, the representative sample of
habitual angels eschew financial motivations and intermediation, and are characterised
by overconfidence at the level of their first investment. Habitual angels demonstrate
some qualities that indicate they learn with subsequent investments. Implications for
policy makers, business angels and entrepreneurs are included.
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1 Introduction

1.1 Introduction
An entrepreneurial revolution has been buoyed by the recognition of the importance of young

firms to national economies and particularly to new employment created (Kirchoff, 1997),
since a small percentage of these new firms will go on to provide significant employment
opportunities in the ensuing decades (Birch, 1987). A major sector of the new
entrepreneurship literature 1s that which relates to the financing of entrepreneurial firms

which 1s central to their future growth and prosperity (Binks, Ennew, & Reed, 1992).

The range of financing options that are available to larger, quoted firms are not accessible to
smaller, younger, and more vulnerable entrepreneurial firms. Entrepreneurial firms are
characterised by sparse information, highly uncertain circumstances, and where entrepreneurs
know more about their prospects than their potential financiers. Venture capitalists are
intermediaries with specialist appraisal, monitoring and financial skills who invest by taking
equity in entrepreneurial firms that have a large up-side potential (Wright & Robbie, 1998).
Investing funds provided largely by institutional investors, venture capitalists provide value to
investees in highly uncertain situations. Thus, they are able to overcome intformational

differences between the entrepreneurs and their investors to produce abnormal returns

(Lockett, Murray, & Wright, 2002).

The market for venture capital is fragmented and 1s characterised by formal venture capital,
informal venture capital and venture capital gaps (Fiet, 1996). For a variety ot reasons,
formal venture capitalists often deal in sums of finance that now exceed $5 million US (Sohl,
2003). The growing size of funds, the costs associated with smaller deals and the limited

number of ventures with upside potential are just some of the reasons why they gravitate to
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larger deals (Murray, 1999). A complement to formal venture capital, referred to as informal
venture capital, 1s provided by individual investors called business angels, who cater to
investments of up to $2 million (Sohl, 1999). An equity gap emerges for firms which have
financial needs that range between the two, thus leaving many early-stage entrepreneurs
without recognized sources of finance that would enable them to achieve the size and
maturity necessary to acquire formal venture capital. On the other hand, the equity gap
argument 1s countered by substantial information which indicates there are numerous

investors who cannot identity suitable investment opportunities (Mason & Harrison, 2001a).

To the extent that business angels provide sums of finance that attempt to fill gaps or find
more opportunities, their etforts are important to entrepreneurs and economies that seek to
encourage entrepreneurs. The increasing presence of networks, multi-investing angels,
business introduction services (BIS) and tax incentives points to the importance placed on the
role of the business angel in providing early stage finance for entrepreneurs. This study will

investigate the characteristics of angel appraisal and their subsequent re-investment.

1.2 The Links Between Appraisal, Performance and Re-

investment
Business angel investments are operationally defined by Sullivan (1991) as “money provided

by a private individual to a private business through non-institutional channels” (p. 460).
Whereas formal venture capitalists represent professionally managed pools of funds, informal
venture capitalists make private equity investments from‘their personal funds. They occupy a
crucial step on the financing ladder for firms in need of private equity when their
entrepreneurial monies and friends and family have been exhausted in getting “beyond the
prototype or proof-of-concept stage” (Mason & Harrison, 2001b p 137). Other than the
provider of funds, their role 1s vital since some business angels are cashed-out entrepreneurs
who have significant non-financial contributions to offer young start-ups and seed stage

entrepreneurs (Mason & Harrison, 2006). They are considered non-professionals (Lerner,
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1998) because of their lack of formal investment skills. Some angels are interesting
anomalies, and the wild successes of others ignite our imaginations. Research in the area of
informal venture capital has been growing in interest over almost three decades, although
Baty and Sommer (2002) argue that “the ratio of understanding of the angel capital market to

1ts impact on the economy is lower than just about any other economic contributor” (p. 289).

However, investing informally is a more uncertain proposition than formal venture capital
investing because the associated uncertainties are compounded at the level of the informal
venture capitalist. Firstly, the smaller start-ups and early stage tirms often have no
information and control systems. Secondly, unlike formal venture capitalists, business angels
are not professionals (Lerner, 1998) and do not have specialised appraisal and monitoring
skills. This places business angels in a uniquely precarious situation, and one that has yet to

be fully understood.

1.2.1 Industry Perspectives
The overall market for entrepreneurial finance is fragmented (Fiet, 1996) and the sector

representing informal venture capital is very fragmented, typified by thousands of small
sellers. At first glance, this may appear like a suitable opportunity for pertect competition,
however, the lack of communication amongst buyers (entrepreneurs) and sellers (business
angels) obfuscates information transfer producing market inefficiencies (Besanko, Dranove,
Shanley, & Schaefer, 2004). Despite the importance of informal venture capital to economies
at a macro level (Van Osnabrugge & Robinson, 2000), market inefficiencies have fostered a
reluctance to refer to informal venture capital as an industry. However, large estimates of
informal venture capital activity (Mason & Harrison, 2001b; Sohl, 2003), the formation of
networks to increase communication, the formation of BISs to facilitate transactions, and the

formation of angel academies for angel edification (San Jose, Roure, & Aernoudt, 2005) all
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suggest that industry and market structure perspectives are warranted. This viewpoint has

been largely missing from the literature.

To further the aim of investigating informal venture capitalists from an industry perspective,
an examination of the strategies and success orientations of the larger -- in this case, more
prolific -- business angels is necessary. Called variously serial (Van Osnabrugge, 1998a) and
porttolio angels, and deal makers (Kelly & Hay, 2000), the multi-investing business angels
represent the sector which sell the most finance and who are perceived to be the industry’s
most successtul participants. It is felt that repeat investors represent a greater proportion of -
the supply of informal venture capital (Kelly & Hay, 1996a) and apparent success is implied

by those who make a number of deals (Kelly & Hay, 2000).

1.2.2 Re-investment by Business Angels
There 1s recognition of considerable heterogeneity of angels (Freear, Sohl, & Wetzel, 1992) at

the individual level evidenced by the various typologies and categorisations developed
(Gaston, 1989; Stevenson and Coveney, 1994; Landstrom, 1992). However, one area of
heterogeneity that has hitherto received hittle systematic empirical attention 1s angels who re-
invest. Over the past decade, a handful of studies have examined them tangentially. Known
previously in the literature as serial angels, interest in multi-investing angels has grown to
include comparisons of their activities with non-serial investors (Kelly & Hay, 2000; Kelly &
Hay, 1996b; Van Osnabrugge, 1998a) and how their serial status atfects the quality of the
deals that are referred to them (Kelly & Hay, 2000). The nature of the differences between
an angel who invests once (and then never again), and those who choose to re-invest are
important to understanding the phenomena. Hence, these are subjects worthy of study in the

effort to understand the phenomena of informal venture capital investing.
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In the formal venture capital industry, re-investment is vital because it plays a central role in
securing the industry’s vitality. In the formal venture capital literature, the success of the
formal venture capital industry 1s attributed to venture capitalists who are efficient and
ettective in their appraisal procedures and who go on to re-invest (Amit, Brander, & Zott,
1998). Those who are the most capable appraisers realize successes from their portfolio,
achieve positive returns for their limited partners, and are thus capable of raising new funds.
In their ability to raise new funds, they can re-invest. The continued health of the industry,
therefore, 1s built upon the successes of the capable venture capitalists who are endowed to re-

invest.

Furthermore, the importance of studying habitual behaviour is typically underwritten by the
expectation that experience gained from previous ventures leads to reduced risk for future
investments (Carter, 1999). For example, serial entrepreneurs use previous experiences to
identify new deals and to structure deals to their success in the acquisition of venture capital
(Wrnight et al., 1997b). However mixed results regarding learning appear in the
entrepreneurship literature. Repeated evidence indicates a lack of any clear evidence that
habitual entrepreneurs’ businesses perform better than those of novices (Birley & Westhead, ;

Kolvereid & Bullvag, 1993; Westhead & Wright, 1998, 1999b).

The debate whether previous experiences improve learning between one venture and the next
(Sitkin, 1992) is fuelled by entrepreneurs who may bring both assets and liabilities from
previous ventures. Assets might include managerial, technical, financial and marketing skills
and expertise useful from one business to the next. Liabilities, however, may include an
inclination to treat new situations with previously learned methods that are no longer
appropriate given changed circumstances (Starr & Bygrave, 1991). For some entrepreneurs,
re-venturing causes experience-related problems because of attribution distortions. Simply
put, previously successful entrepreneurs come to believe they have superior abilities.

McGrath (1999) outlines anecdotes of previously successtul entrepreneurs who carry their
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former abilities to new situations, thus becoming a draw for “investment and attention that

they do not merit” (p. 20).

1.2.3 Research Focus

Given our interest in angels’ re-investment behaviour, this research focuses on explaining re-
investment behaviour drawn upon advances in formal venture capital hewn from the
information theory. Advanced by Amit et al. (1998), the vitality of the formal venture capital
industry 1s explained by the attributes of investment appraisal which precipitate investment
performance which precipitate re-investment. Thus, 1f business angels’ repetitious behaviour
has antecedents similar to the formal venture capital industry, then effective appraising angels

who experience investment success will become re-investing angels.

There are four major objectives of this research study. The first 1s to examine the appraisal
qualities of angels to identify whether differences exist amongst various cohorts, specitically
targeting the re-investing angels and the various types of non-re-investing investors. A
variety of cohorts will help identify the degree of heterogeneity that exists amongst the group.

Further, the question of whether or not re-investment behaviour can be predicted by early

investment activities 1s explored.

The second objective examines whether certain appraisal qualities are highly associated with
angels’ abilities to effectively exit from the investment — a measure of performance
capability. There is an assumption that multi-investing angels experience more favourable
performance giving rise to titles such as “deal-makers” (Kelly & Hay, 2000). Prior to 2002,
and the publication of the first in-depth investigation of informal venture capital returns
(Mason & Harrison, 2002), there was little evidence to support this assumption. Thus, in this

study, appraisal qualities are examined 1n light of their effect on investment performance.



15/410

The study identities which qualities are predictors of successful investment performance

helping to inform us about the qualities that are useful in predicting success.

The third major objective 1s an effort to understand whether an angel’s exit performance has
any bearing on their re-investment habits. Do they depend on investment success for re-
investment”? The informational model as proposed by Amit et al. (1998) indicates that
venture capitalists who have successful investment performances gather reputation and
credibility from their industry network which allows them to raise new funds. If their model
were to apply to the informal venture capital sector, business angels would need successfully

cashed out investments, or at least a reputation for such, in order to re-invest.

The final objective rests on the nature of the differences (or similarities) between the same
appraisal qualities and whether they are learned (via subsequent investment events) or
whether they differ ex ante. The importance of studying habitual entrepreneurship is typically
underwritten by the expectation that experience gained from previous ventures leads to
reduced risk for future entrepreneurial investments (Carter, 1999). The potential learning
effects of a series of investment events have been noted 1n the limited serial angel literature
(Kelly & Hay, 1996a; Van Osnai)rugge, 1998a). Whereas angels have no training to learn
how to do what they do (unlike formal venture capitalists who may apprentice at the side of a
seasoned veteran for years), they often have significant entrepreneurial backgrounds
(Harrison & Mason, 1991) that may provide useful experience at the outset of their
investment careers. Some business angels may come to the field with a better financial
acumen and understanding of business than some others. While learning may take place, this
study also takes the view that there may be some qualities that distinguish re-investing angels

from non-re-investing angels from the outset.

Two other significant contributions are accomplished in during the process of exploring the

primary objectives. The first is a novel methodology which addresses a number of issues
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which have been discussed widely 1n the business angel literature. There 1s a concern about
sampling methods that have resulted 1n convenience samples hence hampering statistical

inferences about populations. This is discussed in dozens of previous studies. The method
advanced here works with a known and quantifiable population of young companies. The

novel methodology is used to produce a data set that investigates several investments by each

business angel in chronological order.

The other tangential contribution is a typology that differentiates re-investing and non-re-
investing angels utilising criteria that are meaningful and useful. The typology 1s based on
angels’ re-investment habits or expectations and the concurrence of their investment
activities. The typology draws heavily from the entrepreneurship literature for its

composition and defines business angels into novice and habitual angels.

In summary, the research 1s motivated by a small number ot key questions:
1. Are their significant differences between re-investing and non-re-1nvesting business
angels as regards the manner in which they appraise investments?
2. Are some appraisal qualitiesrassociated with performance?
3. Is successful performance associated with re-investment or non-re-investment
behaviour?
4. Which of the appraisal qualities demonstrates learning amongst angels?

In the process of accomplishing these objectives, a novel methodology produces a novel data

set, and a meaningful typology is constructed.

1.2.4 Implications of Understanding Appraisal, Success and Re-
investment
Understanding the underlying heterogeneity suggested by the possible appraisal profiles of

novice and habitual angels, and their success and re-investment activities, have broad

implications for angels, entrepreneurs, venture capitalists, policy makers, and scholars.
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Angels can benefit from having insight into their own appraisal processes, particularly those
qualities that may be more highly correlated with successful investments. Where
discrepancies between their actions and demonstrated appraisal activities are apparent, angels
can make deliberate remedial efforts. The ability to cooperate with angels, act as informants
or provide exit routes for angels may accompany a formal venture capitalists’ understanding
of habitual angels. To the extent that findings may influence networks and BISs, angels may
increase (or decrease) their communication efforts with other angels. Whether habitual angels
may be 1dentified ex ante presents the potential to predict if a novice angel is to become an

habitual. On the other hand, ascertaining angels ability to learn (or not) could suggest

protessional development topics for angel academies and business angel networks (BAN).

Entrepreneurs can benefit from the knowledge that some angels are more suitable to their
prospects than others as well as fine tuning their search for finance to ensure that angels’
appraisal needs are met. Better knowledge of habitual angels can assist entrepreneurs to
identify more appropriate sources of finance. If certain appraisal qualities are associated with
successful investing, entrepreneurs may want to broaden their angel search tactics to identify
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