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Young entrepreneurial firms are an essential veat@conomic growth and dynamism. Such
ventures face especially strong challenges in magate dynamics of growth (Hambrick
and Crozier, 1985) and attempting to tackle spectfirategic hurdles (Graebner and
Eisenhardt, 2004). Part of the challenge is to gaicess to and assemble various critical
resources in an effort to fuel growth and get tkature on an expansion path. Frequently,
resource needs come in the form of financial chpithen internal funding and the founder’s
personal wealth are insufficient to cover the ficiag needed for further growth, external
investors, such as business angels or professiemalire capitalists, may contribute critical
resources in the form of equity finance. This bsiapout significant change in the ownership
structure.

Bringing in new shareholders then raises the questif the nature and quality of the
relationship between the different shareholdergmies and the entrepreneur, in as much as
the investors may exert significant influence owenture performance (Lindsay, 2004,
Mason & Harrison, 2002; Wiltbank, 2005; Wiltbaekal, 2009). The relationships between
the entrepreneur and the new external investortypieally mediated by various governance
mechanisms such as investor participation on catpoboards (Rosensteit al. 1993;
Sapienzeet al, 1996), terms of contract (Kaplan and Strombe@§42 and incentives linked
to ownership structure (Bitlest al, 2006).

The academic literature on the governance of emngur-investor relations has mainly
approached the issue from the perspective of agiémoyy (Dailyet al, 2003), according to
which the corporate governance system essentiaBymaes a disciplinary role, improving
performance through economizing on agency costaséle and Meckling, 1976; van
Osnabrugge, 2000; Bitlet al. 2006). More recently, empirically grounded studiase come

to question such an exclusive focus on the dis@apyi role of corporate governance,
especially in the field of young entrepreneuriahtuees. Graebner and Eisenhardt (2004), for
instance, observed venture capitalists and busiaegsls play a supportive strategic role in
corporate governance, the latter working as a “&ate’ of cooperating peers rather than as a
“monitor” of principal-agent relationships.

An alternative approach to corporate governancerolmng from knowledge-based and
behavioral theories, has begun to emerge and seprea major challenge to the dominant
disciplinary approach. This alternative view maydulified as cognitive, for it recognizes
the potential role of governance in the processti@tegy formulation and in the acquisition

of managerial capabilities. Prominent examplestotliss devoted to cognitive aspects of



governance are Forbes and Milliken (1999), Rindd@®9), Kor and Sundaramurthy (2008).
According to these studies, the role played by whgous actors involved in corporate
governance and their impact on strategic outcomesp&rformance may be dependent on
their specific cognitive background (experienceuaadion, mindsets, decision-making
heuristics ...) and interaction (learning, cogmtprocess ...).

Filatotchev and Wright (2005) promote the ideals# existence of a corporate governance
life cycle, thereby suggesting that the specifite rplayed by corporate governance in
mediating entrepreneur-investor relationships matualy depend on a firm’s stage of
development. The present article is focused onginernance of young entrepreneurial
ventures which raise external equity to financehierr growth. Entrepreneurial firms may be
assumed to face especially strong cognitive chgdlen for at least three reasons: (1)
entrepreneurs have been shown to present specgiutive features affecting their decision-
making process (Busenitz and Barney, 1997 ; Forh8989; Krueger, 2003; Sarasvathy,
2001), (2) entrepreneurs’ specific education angegence may lead to the discovery of
business opportunies not evident to people witheiht mindsets (Shane, 2000), (3)
entrepreneurs may lack the requisite manageriablibiies to exploit the perceived
opportunities and sustain high levels of growthr{tdaick and Crozier, 1985; Hellmann and
Puri, 2002; Wasserman, 2001). For all those reasthes arrival of and interaction with
specific investor types may have strong implicagidor the perception of the venture’s best
strategic opportunities and of the best way to waptand exploit them. Differences in
cognition between entrepreneurs and investors mdyce costs or increase value, depending
on the precise nature of such differences and tielding dynamics of interaction. Hence
costs may arise when mutually inconsistent mindkstd to strong conflict over the best
stratgic options that should be adopted, whereagevaay emanate from the heterogenous
experience and capabilities which certain invesorsg to the venture, stimulating processes
of organizational learning.

The present study has been designed to deepenna@rstanding of the specific logic
governing entrepreneur-investor relations in youagtures that open their capital to different
investor types in pursuit of a strong growth sggteWe are especially interested in the
governance process through which investors aneé@etneurs interact in a complex setting,
where an entrepreneur faces at least two differardstor-types (e.g. business angels and
venture capitalists). We do so in an effort to aepthe specific role and impact of each for
venture dynamics, trying to reach beyond staticiesons of entrepreneurs’ and investors’

characteristics (be it in terms of cognition ofityj. To this end, we conduct a prospective



case study (Bitektine, 2008). In fact, case resemespecially well suited to study complex
phenomena of dynamic interaction (Yin, 1994). Simeally, we use the case of a young
growth venture in the process of raising exterrgplity from angel investors and venture
capitalists to test two conflicting theories to uee governance at this specific lifecycle
stage. So the central question we try to answéredollowing: What is the dominant logic
behind the governance of entrepreneur-investoraotens at an early stage in the growth
process? Is it mainly driven by considerations eifspnal interest, as agency theory would
have it, or does entrepreneurial and investor ¢mgnplay a dominant role?

The prospective case study design is conceiveavéocome potential problems ek-post
bias. In fact, the study is conducted while theestment process is still unfolding. A first
series of interwiews with the founders has beerdaoted before the first financing round.
From the extant literature and an analysis of its¢ interviews, we are able to derive a set of
case specific hypotheses for each of the two campeipproaches to corporate governance.
A second series of interviews with the entrepresietire angel investors and the venture
capitalists will be conducted some time after tharicing round and should enable us to test

the proposed hypotheses. The results will be redant a follow-up paper.

1. Investor Relations in Entrepreneurial Finance: Byond Agency Theory

Jensen and Meckling (1976) made the seminal catitito to positive agency theory which
has become the dominant theoretical framework fomlyaing shareholder-manager
relationships. The starting point in Jensen andiiteg’'s analysis is an entrepreneurial firm,
where the founder is the only shareholder and theager at the same time. In this situation,
agency conflicts are absent, because the entrapreampletely internalizes the value impact
of his decisions. Things change when the entrepresells outside equity because such a
scenario creates an incentive for the founder/mamtmgypursue his personal interests to the
detriment of the new shareholders. Consequentlyernwén new shareholder enters, agency
costs arise. Such an increase can however be kdyceutting in place the appropriate
monitoring and incentive mechanisms. Hence, frora #gency perspective, corporate
governance follows an exclusively disciplinary otation, functioning as a check on
conflicting interests.

The question arises, however, why the entreprestgauld open up his venture to investors in
the first place since this brings about agencyscastich will be anticipated and priced by the

potential external shareholders anyway. Jensemveudtling’s answer is in the recognition of



the entrepreneur’s personal budget constraint. &t say that the sale of outside equity
may be the only means to capture certain value ranhg investment opportunities, simply
by loosening the firm’s budget constraint. Thustsame equity brings the firm on a value
enhancing “expansion path”, as long as the incréaheralue generated from expansion
exceeds the marginal agency costs induced by tbeake of the entrepreneur’s ownership
stake. The value created by an external sharehadgra private equity firm, stems from the
funds it contributes and its capacity of contrglimanagerial agency costs by devising the
appropriate incentive and control mechanisms. soudising the O.M. Scott LBO for instance,
Baker and Wruck (1989) make a case for the privegaity firm’s ability to design
governance mechanisms (remuneration design, mamagguarticipation, board of director
functioning, covenants) which help decrease agensts. It should however be noted that, in
the initial agency model, the outside shareholgéag no role in constructing the investment
opportunity set itself. The latter is given, ané tiole of outside shareholders is restricted to
bringing in financial capital and to supporting tlesidual risk, while controlling the objective
attributes of their investments by maintaining $g@erency on information flows. In such a
model, outside shareholders’ governance activityemstricted to monitoring and contract
enforcement. Agency theory thus focuses on commgpitosts of conflicting interests when
information is asymmetrically distributed. Investa@nhance value through governance by
crafting the appropriate monitoring and incentiveectmanisms. Monitoring reduces
information asymmetry, whereas incentives align ¢éné&repreneur’s interests with those of
external shareholders. Jensen (1993) considergdliernance mechanisms developed by
certain private equity firms as especially efficars when it comes to economizing on agency
Ccosts.

Though this may be one important explanation fer $hccess of certain ventures, in many
cases, the success of entrepreneurial growth fismsot due to financial incentives and
monitoring alone. In fact, one major shortcoming agency theory lies in its implicit
assumptions about the origin and the recognitioopgortunities to create value. The origin
of strategic opportunities and the recognition lodit value creation potential are actually
exogenous to the theory, and it is simply assurhatigood (positive NPV) and bad (negative
NPV) projects somehow exist. They are given byaheironment, and to maximize value, it
is important to have access to information aboatgbod projects, to give incentives to the
entrepreneur to choose the good ones and to makexpend optimal effort.

The strategic management literature however hasgstanding tradition in recognizing that

making a competitive strategy is as much about iiogn(Hambrick and Mason, 1984; Huff,



1990; Walsh, 1995), vision (Fransman, 1994; Wia98), and difficult to imitate capabilities
(Penrose, 1959; Teece, Pisano, Shuen, 1997), iasaibout mere information. What an
entrepreneur perceives as the best strategy depenbsr specific mindset. The same goes
for an investor. Mindsets are influenced by indiatl and collective learning processes,
which may be highly specific and path dependentt &fasuch learning is tacit in nature and
thus difficult to communicate to others. One imation of the cognitive nature of strategy
formulation is the fact that many value creatiopapunities do not exist independently of
the people who conceive them in specific organrati settings. The art of strategy is not
simply about choosing the objectively best strategs predefined menu. Strategy is created
in processes of individual and organizational leayr(Nonaka andal., 2001), which rely on
capabilities that go beyond the control of coniifigtinterests.

Fransman (1994) illustrates the central importasfdenowledge in creating and realizing the
potential of corporate success. He actually draalear distinction between information, as it
is present in agency theory, and knowledge, as @yagl in strategic management and
evolutionary economics (Nelson and Winter, 1982fprmation is in fact defined as objective
data about states of the world and state-continggicbmes. As such, it is a closed set. It may
be asymmetrically distributed, but its transfernirone stakeholder to another is possible,
albeit at a cost (monitoring costs). In such a exint an information’s meaning is
unambiguous. Things change when the precise meaiiagy given information depends on
peoples’ mindsets. Thus, even if knowledge evoliis the acquisition of information, there
is “loose coupling” between the two concepts, whilio say that the interpretation of any
piece of information in terms of value creationnist self evident but depends on people’s
mental patterns at the time they receive the in&dion. The latter may then have an impact
on mental patterns and belief structures, but tkbaage in a highly path-dependent way, so
that the knowledge gained from new informationamstimes very different from one person
to another, depending on education and personatrexmge. In fact, Fransman defines
knowledge as dynamic mental constructs. So, in @ni®pn to agency theory’s conception of
information, knowledge is an open set. It is crédtean ongoing learning process, part of
which is tacit (Nonaka anal., 2001).

Beyond their privileged access to information i thbove defined sense, top managers’
specific knowledge structures can hence be cruciah effort to create value and stimulate
growth. In their work on upper echelons, Hambrickd &1ason (1984) actually consider a
firm’s strategy to be a reflection of its top maeegj cognitive base and values. Since there is

only loose coupling between objective informatiomd aknowledge gained, some people



perceive opportunities for value creation and @ttty not, even if information is distributed
symmetrically. In such a situation, monitoring andentive alignment alone are insufficient
to increase a firm’s value and engage in the dyosumi growth. This is because information
from the environment is perceived through the lefin@n entrepreneur’s specific mindset. The
latter influences strategy formulation and, ultietat a firm’s performance (Hambrick and
Mason, 1984).

One important implication is that there may be afloct between an entrepreneur and his
firm’s investors about the best strategy to follindependently of any problem of conflicting
interests, and that cognition may hence influeheedynamics of governance. As Conner and
Prahalad (1996) put it: “[...] truthful individualenestly may disagree about the best present
and future course of action for their businessvds. Or, the parties may possess different
mindsets generally. Discord fundamentally derivesnf personal knowledge that cannot be
communicated fully to others at the time of theadireement.” (p. 483). Consequently, our
understanding of entrepreneur-investor relationy gein from admitting the existence of
cognitive (or knowledge) asymmetry, which is diffiet in nature from mere information
asymmetry.

Such cognitive asymmetry is likely to induce catfli due to mutual misunderstanding
among stakeholders (e.g. the entrepreneur andrcestéernal shareholders). Such conflicts
are not rooted in mutually inconsistent interestd thus cannot be tackled by the means of
interest alignment alone, as traditional agencph&ould have it. Their resolution depends
on stakeholders’ initial skills and knowledge, aallvas on their willingness and capability to
learn. Thus cognitive conflicts cause costs whiay e labelled as cognitive costs.

The costs stemming from cognitive conflicts ardfedént in nature from costs rooted in
agency conflicts. They are related to the variotferts undertaken by stakeholders to
overcome differences in the perception of oppotiesy to convince others of the relevancy
of their conceptions (e.g. an innovative businesxlet), as well as to eventual losses of
efficiency due to lasting differences in underdiag. Table 1 sketches out different types of

potential cognitive costs in comparison with thelitional agency costs.

Table 1—-Agency costs and cognitive costs in entrepreneakesiolder relations

Agency cost (Jensen and Meckling, 1976)| Cognitive costs

Monitoring aims at reducing informationMentoring efforts undertaken by  certajn
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Source: Wirtz (2010)

The above presentation of cognitive costs emanafmogn the relationship between

entrepreneurs and external stakeholders, such sieelss angels and venture capitalists,

shows that these costs are linked to learning peasethat potentially lead to a transformation

of strategic knowledge (which may reduce the gapvéen different mindsets) and to an

acquisition of new managerial capabilities. It iswever important to emphasize that

cognitive conflict differs from traditional agenayonflict in a fundamental way. In fact,

agency conflict is always value reducing, and ag las the marginal cost of monitoring and

bonding remains inferior to the marginal reductiomesidual losses, the latter's minimization

will maximize value. Not so with cognitive heteroggy, which can actually be value

enhancing (Forbes and Milliken, 1999; Hambratkal, 1996), in as much as it opens up new

strategic perspectives and allows to sustain aminoggprocess of learning and innovation.

Consequently, the specific mindsets of externddedtalders, say business angels or venture



capitalists, different from the entrepreneur’'s ownot only generate cognitive cost, but may
also contribute cognitive value by bringing in n@erspectives and valuable experience.
Depending on their specific cognition and the F&teelative match with the entrepreneur’s
mindset, investors may act in such a way as toraghthe dynamics of mutual learning and
thus support strong growth. In this case, goveraamould actually increase entrepreneurial
discretion, furthering the capabilities requiredrtanage the dynamics of strong growth.
Young technology ventures evolve in a highly uraertenvironment, where knowledge
about the best strategic opportunities is espgcialhbiguous. This makes cognition
potentially a highly relevant variable in entrepraninvestor relations. So, one may wonder
which approach to governance better suits high-trontrepreneurial ventures when it
comes to explaining the dynamic interaction betweeinepreneurs and investors at an early
stage in the process of growth. Is it the discgrynapproach rooted in agency theory and
preoccupied with closely monitoring managerial dbsion or is it rather the cognitive
approach where investors use corporate governaoc@ain better understanding of
entrepreneurial opportunity and as a lever to ecdastrategic vision and managerial

capability?

2. Business Angels, Venture Capitalists and Governae

The answer to the above question is most likelgdgpend on investor type, and may help
understand specific configurations of investorsspécific stages of venture growth. Two

broad investor categories are especially importanentrepreneurial finance and have been
shown to assume complementary roles (Harrison, M&&@00) when it comes to supporting

venture growth: business angels and venture cegtstaMhat are their specific roles and

contributions to the governance of young venturestirical research has shown them to
differ by their origin, previous experience and emjves. They tend to establish different
types of contractual and informal relationships hwienture founders. They assume
complementary roles over the life cycle of youngtuees, as BAs generally invest small

amounts of money at early stages whereas ventpitalcfunds invest larger amounts at the
expansion stage. In certain cases, however, théywast simultaneously in the same venture.
It is to a deeper understanding of the theoretiodlerpinnings of the latter case that we have
committed the present study.

In this section we first document major empiricaffedences between BA and VC

characteristcs, as well as the specific investnagnt governance processes they typically



engage in. In a second step, we derive theordtigalications for the governance of young
growth ventures by VCs and BAs from the two altéugaframeworks: agency theory and the
cognitive approach.

2.1. Empirical differences between BAs and VCs

The typical BA and VC each have specific charasties

In the literature on entrepreneurial finance, BAes described as “resembling more” to
entrepreneurs than to VCs (Farrel, 1998), as b&lager” to entrepreneurs than VCs are
(Kelly & Hay, 2003), as having an entrepreneurigkmtation (Lindsay, 2004). BAs are
predominantly actual or former entrepreneurs wheesh their own money (Morrissette,
2007), whereas VCs are finance professionals whwageinvestors’ money. Therefore BAS’
knowledge base and cognitive process are closattepgeneurs’. Due to their experience
they generally have good knowledge of a speciftbnelogy, industrial sector or market, and
they express a preference for investing in indestthey know (Wright &al., 1999; van
Osnabrugge, 1999). VCs, although some of them n®e lechnological or industrial
experience or expertise, often have a more geserdlickground (MBA, consulting or
financial experience).

With regard to cognitive process typical in entegp@urial decision making, two important
specificities emerge from the literature: intuitiand effectuation. Entrepreneurial intuition is
defined by Mitchell & Friga (2005) astife dynamic process by which entrepreneurial
alertness cognitions interact with domain competer{e.g., culture, industry, specific
circumstances, technology, etc.) to bring to camssmess an opportunity to create new
value” According to van Osnabrugge & Robinson (20@0Vorissette) BAs primarily assess
the entrepreneunvg. the business model) in their selection process largkly base their
decisions on their own judgment agdt feelingrather than on extensive due diligence. The
proper assessment of the entrepreneur’s intuitiencé plays a significant role. To the
contrary, VCs use a more formal, extensive andyéinal approach based on the analysis of
entrepreneurs’ references and past experiencesrafire technology, of potential market and
competition, and of financial projections (Wiltbar#005). This may be due to differences in
cognitive ability and style between BAs and VCst &lso to the fact that VCs manage other
people’s money and need therefore to documentuestiyj their decisions in order to show to
their fund providers that they behave in a resgmasand rational manner (van Osnabrugge,
2000).
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Effectuation, or effectual logic, is a construcattaims at describing how entrepreneurs take
strategic decisions in uncertain environments (Sathy, 2001). Rather than using a
predictive approach (i.e. trying to forecast futungtcomes using detailed market studies,
financial projections, etc.) in order to pre-deterenprecise opportunities, goals and expected
returns, as VCs usually do, many entrepreneursanseffectual”’, non predictive, approach.
This means that they do not try to first predidufe outcomes and then match them with
resources needed to attain predicted outcomescti#fiors rather try to control (shape)
outcomes (possible effects) based on their irgilmlowments with resources, strengths, social
networks, and progressively manage to transfornr #evironment as they go along thus
creating new opportunities. According to Wiltbanka& (2009), BAs use both predictive and
non predictive (effectual) approaches in their staeent decisions, albeit in different
proportion. Theysuggest a moderate tendency toward one dominanbagpover the other,
some BAs being more predictive (much like formattuee capitalists), others more effectual
(like the entrepreneurs of the ventures they inugstinterestingly, BAs who emphasize a
non predictive (effectual) approach experienceducton in investment failures without a
reduction in success rates.

BAs’ investment objectives also appear to be closentrepreneurs’ than those of VCs. BAs
want to make money but they grant less importahaa ¥Cs to precise IRR and exit timing
objectives, and they appear to have diverse namdiml goals such as challenge, fun, helping
to start a new company, that are as (or more) itapbrfor them as (than) financial goals
(Farrel, 1998; Kelly & Hay, 2003; Morrissette, 200¥Cs set their objectives in financial
terms only and need to control the exit as theycaramitted to create value for their fund
providers in a limited time frame.

The respective characteristics of first-time enepurs, BAs and VCs as they emerge from

the entrepreneurship literature are summarizedhblet2.

Table 2 — Stylized characteristics of first-time entreprerglbusiness angels and venture

capitalists
Entrepreneurs Business angels Venture capitalists
Knowledge technological, specific technological, specific financial, various
base industrial sector and industrial sector and  industrial sectors (to a
client market client market lesser extent)
Experience former employee, entrepreneurial (strong) as a professional VC
entrepreneurial (recent) sometimes with

consulting or
entrepreneurial
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experience

Cognitive intuititive intuitive guasi-rational
process effectual (non predictivepredictive or non predictive
predictive (depends on (consistent with a
BA) professional investment
style)

Interests/utility self achievement return on investment  return on investment
goodwill builders goodwill builders over a predetermined
remuneration challenge, fun, getting horizon

involved

BAs and VCs use different investment processes

The dynamics of venture capital investing can h@masented as a five step process: deal
sourcing, deal screening, deal evaluation, deaicstring, and post-investment activities

(monitoring, exit) (Tyebjee & Bruno, 1984). In aarfas it has an impact on managerial
discretion, the investment process at large mayateyzed as an exercise in corporate
governance. We present in table 3 a comparisoheofdspective procedures used by BAs ad
VCs based on the literature on angel and ventuyigatanvesting.

The main distinctive features of BAS’ investmenbgess, compared to VCs, may be

summarized as follows:

+ BAs are typically more intuitive, less formal andadytical in deal selection and
evaluation.

- They bring specific entrepreneurship experience sewor knowledge, and look for
close interactions with management in order to rdoumte assistance, advice and
personal contacts to the venture. VCs bring morenske financial and general
management experience.

« BAs negotiate less extensive contracts, relyingenwr their capacity to intervene as
events unfold (effectuation), whereas formal V@stér anticipate major risks as much
as possible and consequently put more weight amsetaaiming at reducing agency
risk.

Table 3 —Investment processes featuring business angelsertdre capitalists

Business angels Venture capitalists
Deal sourcing
e Sources Personal network Spontaneous deal flow
BA clubs/networks Other VC or BA referral

12



\V/C referral Personal network

» Deal flow Small Large
Deal screening
+ Deal type Small, early stage (limited resources)arge, expansion stage
+ Deal frequency andLow High : extensive resources plus contract
diversification with investors (time constraint to invest,

minimal diversification)
Deal evaluation

» Due diligence Informal and partial Formal and extensive
process Use intuition, own judgment, industrijdse own judgment and consultants
knowledge Certification by BA or other VC

Use trustworthy referers

« Selection criteria  |[Entrepreneur (main criteria): fit, trusiEntrepreneur: competence, experience

competence completeness of TMT, similarity
Sector: link with experience and |Sector: part of fund objectives
knowledge Business model

Financial : IRR, minimize risk of totalFinancial : maximize IRR/gain
loss

Challenge/excitement/fun
Possibility to “add value” to venture
Social benefit (jobs creation...)
Venture location (close)

Deal structuring Contracts enabling BA to be hands dro-active deal making
as events unfold Contracts enabling information,
Tighter contracts on exit and gain  |monitoring, exit control, gain sharing
sharing when BA is more experiencedontracts used as protection to perceived
Tighter contracts when syndication |agency problems
with VC

Post-investment “Offering help” “Checking up on you”
Close interactions with managemeniinfluence and control on management
Brings entrepreneurial experience |Active in shaping strategy/business mo(el

Fills competence gap in TMT Brings financial experience
Preparation and accreditation for VCMay initiate changes in TMT to fill gaps
investment in later stage Exit timing is essential (contract with

Being hands on reduces negative ejits/estors)
Exit timing is not a key issue

Sources: Boeker and Wiltbank (2005); Farrel (1998t (1995); Kaplan and Stromberg (2004); Kellydaday
(2003); Landstrom (1992); Mason and Harrison (2002an Osnabrugge (2000); Wiltbank (2005); Wright
al. (1998).

2.2. Theoretical implications for the respectiviesoof investors in venture governance
Informal and Formal Venture Finance in the LightAgfency Theory

According to agency theory, agency risks existonng venture financing because of strong
information asymmetry (on the quality of the proj@emd of the entrepreneur) and of the

existence of potential conflicts of interest betwé&eaancial investors and entrepreneurs. They

may be significant because most young venturesmalyly on intangible assets and on the
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goodwill, ethics and abilities of the entreprenalitéam (van Osnabrugge, 2000). These risks
theoretically exist for BAs and VCs likewise. ltaensequently assumed that investors mainly
use governance mechanisms to reduce agency riBksugh active monitoring and
contractual clauses designed to enhance theiraianter the venture, to limit their downside
risk, and to incentivize entrepreneurs to createea

Agency theory has frequently been applied to th@asation of venture capital governance.
Kaplan & Strémberg (2004) identify four types ofeagy risks that VCs may encounter in
their investment process. Based on their findings @n similar studies, we match in table 4
specific governance mechanisms typically used bg M@h specific agency risks. Previous
research indicates that VCs tend indeed to reiefttese governance mechanisms when they
perceive increased agency risks (KS, 2004; Barnay,,&994).

Table 4 — Agency risks and governance mechanisms usechhyreeapitalists

Agency risk Governance mechanism

Investor does not know entrepreneur Due diligence on management

quality/ability (adverse selection problem; Compensation dependant on performance (goad

increases if entrepreneur has limited experiencehtrepreneurs will be more willing to accept)
Staged funding

Liguidation claims and anti-dilution provisions
Certification by business angel

Entrepreneur may not work hard enough to creaidive monitoring

value in the post-investment phase Compensation dependant on performance
Staged funding

Conflict between VC and entrepreneur in the p@tntract giving board control to VC

investment phase Forced exit clause (because exit timing is key for
VC)

“Hold up” by entrepreneur (threatens to leave) Vesentrepreneurs’ shares
Non compete contracts

Mainly from Kaplan and Stromberg (2004); plus Bayret al. (1994), Madill et al. (2005).

Agency theory has also been used to study BAs'stment process, with results that feature
some notable differences with VCs. BAs are not warawof potential agency risks, but they
typically manage them by different means. They seemely more on their own capacity to
act, than on up-front contractis-a-visthe adverse selection problem, they rely signifilya

on their own judgment and on trusted referral sesinmore than on extensive due diligence
(van Osnabrugge, 2000). They also seem to condidgrthey can manage agency risks
through their level of involvement in the post-istreent phase, by establishing a trusting and
positive relationship with entrepreneurs (Landstr&892). They work within a framework of

“incomplete contracts” and, consequently, bothas labout due diligence and contractual
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detail than VCs, as they think they will be abledach positive outcomes through their post-
deal involvement (van Osnabrugge, 2000).

In a survey of 106 UK based BAs, Kelly & Hay (2008ve however identified five “non
negotiable” clauses (i.e. that are almost alwayduded by BAs in the contracts with
entrepreneurs) : (i) veto rights over acquisitidnastitures; (ii) prior approval for strategic
plans and budgets; (iii) restrictions on managefaatiility to issue share options; (iv) non
compete contracts required from entrepreneurs upamination of employment in the
venture; and (v) restrictions on the ability toseaiadditional debt or equity finance.
Interestingly, clauses frequently used by VCs drgeat from this list, such as performance
dependant compensation, liquidation claims and-dihtiion clauses, forced exit, vesting
entrepreneurs shares. BAs seem to be more preeccwitih controlling strategic decisions
post-investment than with the provision of finahamentives to entrepreneurs.

The above developments indicate that BAs and VCg beaconcerned with agency risks
likewise, albeit to different degrees. So agenagotit would predict that BAs as well as
formal VCs conduct the investment process by usrmagous governance mechanisms
primarily as a means to control for objective agenisks, at each stage of the process.
Although the precise nature of the governance nmesims employed may differ from one
investor to another (Kaplan and Strémberg, 2004gjrteconomic role is supposed to be
identical: maximize shareholder value through girdimancial discipline. Governance is
supposed to grant investors access to objectivenration (not subjective knowledge in the
above defined sense) and achieve interest alignemernit through formal due diligence or
elaborate contractual arrangements (in the cas¢Qs) or through personal contact and
hands-on monitoring (in the case of BAs), agen®poti is focussed on interest alignment,
not cognition. From this perspective, what is thgpective role of BAs and VCs in the case of
a co-investment in the same venture? On the onel, hdwe multiplication of different
investors may intensify potential agency conflittscause of the diversification of interests at
stake. On the other hand, specific investor-typag have access to specific information, due
to the specific governance mechanisms they havelaeed ¢f. Jensen, 1993, referring to the
governance mechanisms developed by private equitys) So BAs and VCs might be
considered to be complementary in terms of theipanformation each is able to access

(and certify), which should lead to a decreasafarmation asymmetry.

Business Angels and Venture Capitalists in a CognEramework
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The above quoted litterature on BAs and VCs indgdhat these two investor categories
typically have different cognitive features, bantterms of knowledge gained from formal
education and professional experience, or in tesfnsognitive style and process (intuition
and effectuatiows. prediction). This may induce a gap between investaindsets and those
of entrepreneurs of varying magnitude at the timesé¢ different actors first come into
contact. Bringing in different investor categoriegence theoretically creates cognitive
heterogeneity which is a potential source of cagmitconflict and cost. If the cognitive
mismatch between a particular investor and theeprgneur is too strong, the relationship
may be interrupted rapidly, without any financimgding place, not because of an absence of
objective information, but because of mutual misrsthnding. The cognitive distance
between BAs having strong entrepreneurial expeeeand entrepreneurs should be smaller
than beween VCs and entrepreneurs. Reduced caguiistance may allow for an intuitive
understanding of the intrinsic value of an entrepta’s orginal project, without formal
financial projections. Conversely, the typical VQigental distance from entrepreneurs may
be stronger than in the case of BAs, for reasordiffefrences in training and in the resulting
specific modes of reasoning.

BAs with an entrepreneurial background present nsamylarities with entrepreneurs in terms
of cognitive process and knowledge base. In faely bften invest in industries they already
know, which should facilitate mutual understandiftpwever, the similarity between BAs
and entrepreneurs is not complete. Although hawarigt in common, they still may have
different mindsets, partially due to differencegheir specific prior experience. We therefore
anticipate cognitive cost between BAs and entreguesito exist but to be moderate.

BAs who seek strong involvement and close intevactvith entrepreneurs can thus share
their entrepreneurial experience, provide advia larsiness services and fill the competence
gap existing in the top management team of thevesure at a relatively low cognitive cost.
We can expect this involvement to be a source oiwkedge transfer to the entrepreneurial
team. It can therefore be assumed that BA/entrepremteraction has the potential to
produce cognitive value, particularly in the cagdirst time entrepreneurs, who may benefit
more from the transfer of previous entrepreneuwxalerience by BAs.

The likelyhood of a cognitive gap between VCs anttepreneurs is greater than between
BAs and entrepreneurs, if we consider the fact thay generally work from a different
knowledge base, have different prior experienced, specific cognitive processes. Cognitive
conflict may be strong during the pre-investmerage) particularly if the VC adopts a rigid

attitude in due-diligence and in contract negooiatiFor example, entrepreneurs may be

16



upset by (what they considers as) an excessivebeydowards the use of formal analysis,
predictive approach (detailed action plans andnfirel forecasts), downside contractual
protections for investors and forced exit clausasply because they do not share the same
cognitive logic than VCs. We therefore anticipdtatithere may be relatively strong cognitive
conflict between VCs and entrepreneurs. Howeverrttay be moderated by several factors:

- Cognitive conflict may diminish over time, eveuarthg the pre-investment phase, as it
can be expected that mutual understanding anddkamvliedge will develop in the process
of interaction;

- Experienced VCs may be less rigid and more ptonenderstanding entrepreneurs’
logic than young VCs, who need to establish a trackrd and who have a shorter experience
of dealing with entrepreneurs. Entrepreneurs msgy bé more able to understand VCs’ logic
when they had previous opportunities to deal wignt;

- In the case of a co-investment by BAs and VCss BAay help reduce the cognitive
gap between VCs and entrepreneurs as they appéar ‘ia the middle”, sharing cognitive
characteristics with both, and being close to @néeeurs (as peers) as well as to VCs (as co-
investors). According to previous research, VCswigAs’ active involvement in the post-
investment phase, and their ability to fill possildompetence gaps in the entrepreneurial
team, as major advantages of co-investing (Har@swhMason, 2000).

It should be emphasized that particular entrepnerieand investors’ respective mental
features are not static, but can be expected ttvevn a complex process of interaction.
Hence, the different actors’ specific experiencents very much. It is thus possible that a VC
compensates a lack of personal experience as agpmstieur through his frequent contacts
with the entrepreneurs he funds. VCs, BAs and prereeurs featuring a certain degree of
cognitive heterogeneity at the outset learn inglexess of interaction. When VCs and BAs
coinvest in the same venture, they may be supptusethke complementary contributions,
due to their heterogenous cognitive resources.ay thus be supposed that, early in the
investment process, before any formal contractspatein place, BAs play an especially
strong cognitive role, in as much as they gainiiiviel understanding of the entrepreneur’s
project, being able to translate the entreprenkid@a into financial language. In fact, BAs
can gain an intimate understanding of both worldbe-entrepreneurial and the financial —
through their personal experience. They can thag alhelpful role early in the fundraising
process, helping the entrepreneur to explain mswe’s intrisic value at a low cognitive cost
to professional investors, potentially willing tordribute funds. The VCs’ cognitive role,

different in nature from the BASs’, can be supposedncrease after investment agreements

17



have been signed, as VCs have been reported toibzdat managerial capabilities in a
mentoring effort leading to a professionnalizatiohfunctional capabilities (Hellman and
Puri, 2002).

Table 5 — Relationships between first-time entrepreneurs amekstor-types and their

supposed impact on agency cost, cognitive costahu

Entrepreneurs | Business angels | Venture capitalists
Agency Potential - increases as the founders’ relative ownership stake
theory conflict decreases (Jensen and Meckling, 1976; Bideral,
of 2006)
interests - increases with the number of different investors
and - depends on investors’ typical incentive and control
agency mecanisms (Baker and Wruck, 1989; Jensen, 1993)
costs
Cognitive Potential | Moderate (because of mutuallyModerate (because of BA’s
approach to| cognitive | consistent entrepreneurial prior entrepreneurial
entrepreneur- | cost attitude and cognition; experience and track record)
investor Murneikset al, 2007 )
relations - Potentially high at the outset (pre-money) for ygpamd
unexperienced VC (who requires track record), may
decrease in the process of mutual interaction
- Lower for experienced VC (but still higher than BA)
Potential - potential transfer of entrepreneurial experience
cognitive - potential professionnalization of managerial calpizds
value (increases with VC experience, Gompetsal, 2006)

3. Comparing Agency Theory and the Cognitive Approah to Entrepreneurial Finance:
A Prospective Case Study Design

Are the process of interaction between the newstore and the entrepreneurs and the
governance system resulting from an effort to rafigeds from angel investors and
professional venture capitalists mainly caracteriag concerns for potential agency conflicts
or do cognitive aspects prevail? We set out toh@rrtinvestigate this central question
concerning the specifics of the governance of yohigip-growth ventures through an in-
depth analysis of a relevant case example, usimgppctive case study (PCS) design
(Bitektine, 2008). In fact, PCS design appearsa@articularly well suited to test alternative
theoretical frameworks in a dynamic context whieh still unfolding. The prospective
research design consists of a two-step processdaamnanproving methodological rigor. In

fact, one critique regularly adressed to traditioe&rospective case studies concerns the risk
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of bias fromex-postreasoning, where hypotheses are actually fornailateen the case
outcomes are already known. PCS design has begogetd as a possible answer to this
concern. Under this setting, the researcher fortesilaase specific hypotheses derived from
the conflicting theoretical frames, after a firsintact with the field under investigation, but
prior to the unfolding of the procés® be explained (step 1). The basic concern of fitst
step is to assure construct validity, by makingeéffiort to confer a concrete meaning on
theoretical concepts (such as agency conflict, itivgnasymmetry ...) in applying them to a
real-world case. The result of this first step e thaseline case” — consists of a series of case-
specific hypotheses. Step 2 ultimately seeks tdronhthe case specific predictions from the
baseline with the real dynamics unfolding in theecainder study. It is accomplished by
returning to the field at a predetermined tfiriEhis way to proceed minimizes the riske
postreasoning. The present paper has been writtenrasu#t of step one and contains the
baseline case only. Work on step 2 will shortlyuree (after completion of the financing
round) with a second series of field interviews] #me results shall be reported in a follow-up
paper.

For our study, we have chosen a young growth ver{founding date: 2006) in the process of
raising funds from several VCs and BAs to finanaghfer growth. A contact was established
and first interviews were conducted with the twefeonders in December 2009, in order to
write up the baseline case. Each interview lasbediaone hour and a half, was tape recorded
and was transcribed. Business Wire has recentlguaroed the successful conclusion of the
financing round. Step 2 interviews with the co-fdars, BAs and VCs are scheduled to take
place starting end of June 2010..

The objective of the first step is to get famihgith the case’s overall dynamics and with the
caracteristics (especially in terms of their instseand cognitive features) of the different
actors potentially concerned by the process of fraising. This allows us to formulate a
series of case specific hypotheses, concerningdbgective roles of and the interactions
between the different investors and the entrepmsnauring the negociation process leading
to the conclusion of the financing round and treoamted governance mechanisms.

To derive specific predictions for the baselineecd®m the conflicting theoretical frames
(agency theorws. the cognitive approach to corporate governance)adapt the two-step

procedure used by Bitektine (2008) to our own negeaetting. Bitektine first proposes three

Y In our case, that is the fundraising process (mhitey from first contacts with investors to signitige
agreement) during which investors and entrepreniategact to reach an agreement on financial ressuto be
raised and on governance mechanisms to be implechent

2 Completion of the financing round, in the preseage.
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general theoretical hypotheses and then applien thethe case by deriving a set of actor
specific (“low-level”) hypotheses.

The general hypotheses we propose for our ressattithg are the following:

Ho: The relational dynamics and outcomes (in termsgof¥ernance mechanisms to be
implemented) of the fundraising process are inddpeh of the different actors’ specific
cognitive features and process. They are influenogdconsidering potential conflicts of
interest between the parties only.

Strong H: The relational dynamics and outcomes (in termgafernance mechanisms to be
implemented) of the fundraising process can beipted on the basis of the different actors’
specific cognitive features, independently of aogsaerations for potentially conflicting
interests.

Weak H: Only part of the relational dynamics and outconoéghe fundraising process can
be predicted on the basis of the different actepgcific cognitive features. A combination of
disciplinary and cognitive explanations is requirdaccount for the relational dynamics and
governance solutions of the fundraising process.

4. The Baseline Case

In this section, we give a brief descriptive ovewiof the case (4.1.) before deriving a series

of actor specific (“lower-level”) hypotheses (4.2.)

4.1. Case description

The following descriptive information was gathefeam the first interviews conducted with
the two co-founders of the company in December 200@ interviews were semi-structured
and aimed at obtaining an account of the ventusgerall dynamics, from the initial idea
until the first contacts with the different investoThe identity of the four business angels and
the three venture capital firms was disclosed leyci-founders, and detailed investor profiles
were obtained for most investors from a searchenrtternet.

The company (EnBaVen) is a young and fast growiegtwre developing software for the
design of electronic components with actual ancemizal clients being industrialists in the
high-tech sector. It was created in 2006. The taonélers ardirst-time entrepreneurs.

Their primary competency is technological with @aBf engeneering background. This
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concerns both their formal training and their wexperience prior to the venture’s creation.
Before quitting their jobs at major high-tech firmmsthe computer industry and founding the
venture, they had already anticipated becomingpeddent entrepreneurs for quite some
time. Their attitude can thus be described as pra@neurial, but their experience as
entrepreneurs is still very young. The prior wolperience of one of the founders has led
him to develop ideas about the existence of a m&okea new technological application, that
was still lacking but would have facilitated his mwvork. The founders’ knowledge base can
hence be characterized as primarily technology-maarket-based. The venture is presently at
a stage where the prototype has been developedumoéssfully tested. The application has
been sold to the first (big) clients (during 20@8)d sales grow fast (three-digit sales growth
between 2008 and 2009). Potential investors hawentl been contacted, the challenge
currently being to intensify commercial efforts andexpand the client-base steadily for the
application to become a standard of the industrgratnternational level. This commercial
development and the necessity of sustaining a gtedfort in research and development
require new funding. It is with this concern in mhirthat the founders have recently
approached financial investors. After various cotgathe encounter with an angel investor
(Angel 1) has proved to be particularly conclusiViédis investor is, in fact, a former
entrepreneur himself, who, after working for seleyaars in a software company,
successfully founded and managed his own ventutenas acquired a strong entrepreneurial
experience in the process. He created his own coynpan editor of software solutions for
high-tech industrial clients — in 1999. The latexperienced strong growth (annual sales
growth between 50% and 100%), which was fundedutjttoseveral financing rounds with
venture capitalists. He successfully sold his edstake to an American competitor in 2007.
Other investors are planned to contribute as whhee more business angels and three
venture capitalists. One of the angels (Angel 2) ¥S-based French who was formerly a co-
founder of the Angel-1-venture. He is responsibbe the development of the latter’s
American business. Angel 3 is also a successfatdorentrepreneur, although from a totally
different field. Having a doctor's degree in phaoypaand after several years of work
experience in the field, he created a biotech veritu1999, which he was able to sell in 2007
to an international competitor. Angel 4 is a bussischool teacher and works as a consultant
in the area of entrepreneurship and finance.

Capitalist 1 is a local venture capital firm whialas created 30 years ago at the initiative of
regional public bodies. Its CEO is a former bussagshool teacher who had formerly taught

in the fields of finance and entrepreneuship fautta decade. This relatively small VC firm
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(17 million euros invested, funded by a mix of pabsector and private investors) is
specialized in investing in early-stage innovastart-ups based in the region. The contact for
the EnBaVen investment is the CEO himself. Capitei is one of the France’s very first
independent venture capital firms. It thus hasrg lexperience in the field. Though based in
France, Capitalist 2 works on a European scalehasdan American subsidiary, created 20
years ago. 58% of investments are early stagel if@astments represent 132 million euros
(76% of which in the IT industry, the remainder rgeinvested in the life sciences). The
manager in charge of the EnBaVen investment haseack business school degree and
joined the firm in 2002.

Capitalist 3 is the private-equity subsidiary dfranch bank.

With respect to investor characteristics, the abdescription indicates a certain degree of
heterogeneity in personal trajectories, be it it of formal education or of professional
work experience. This can be supposed to implyifsigmt differences at the level of the
individual knowledge- and competence-base (industrgcific, financial, entrepreneurial
know-how...), as well as in terms of cognitive stfintuition, prediction...). From a cognitive
perspective, this may lead certain investors ty glgecific roles at different stages in the

process of venture governance.

4.2. Actor-specific predictions concerning the fraigsing process

Table 6 reports the actor-specific hypotheses e EnBaVen case derived from the

alternative theoretical frames.

Table 6 —Actor-specific predictions concerning the goverreapecocess at EnBaVen

Ho (disciplinary Strong H (cognitive | Weak H, (combined

approach) approach) approach)
Entrepreneurs During the negociation | Entrepreneurs undertakg Any combination of the

process, the entrepreneyrsonsiderable effort to beforementioned.

are exclusively concernedexternalize their tacit

with signalling their knowledge to be partially

integrity and making shared by investors. Thig

credible commitments to| effort is more intense in
attract funds at a low cost direction of VCs than vis
of capital bonding). a-vis BAs with past
experience close to their
own. (externalizing)
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BA Early on in the process, | When BAs’ personal
BAs are preoccupied with experience and
ascertaining the personal knowledge-base is close
integrity and and to the entrepreneurs’
technical competence of| (especially Angel 1), they
the entrepreneurs as a | can be instrumental in
means to reduce the risk| helping entrepreneurs
of adverse selection. At | externalize part of their
the time of closing, they | tacit knowledge

insist on the possibility of (externalizing).

personal intervention BAs’ with significant
after the deal (e.g. entrepreneurial
through board experience of their own

representation) in order| may also engage in

to be able to influence | significantmentoring
risk of moral hazard. activity, starting early on
(monitoring) in the process. Such
mentoring concerns the
proper communication
with the professional
investors, the
management of the
entrepreneurial process,
as well as the strategic
orientation (growth,
internationalization ...).

VC VCs are preoccupied withVCs essentially place
the entrepreneurs their hope concerning the
potentially hiding value creation potential in

significant information. | their post-deal ability to
At an early stage of the | professionalize certain

negociation process, managerial functions ang
significant weight will to act as a sounding board
thus be put on thorough | (through active board

due diligence. At the representation for
conclusion of the instance) ihentoring).

agreement, VCs will
insist on fixing a
requirement for regular
financial disclosure and
on putting in place
incentive mechanisms to
motivate entrepreneurs tp
expand optimal effort.
(monitoring)

Table 6 contains specific hypotheses for each efttitee generic actors participating in
EnBaVen’s fundraising process. Concering investions, possible to be even more specific
by breaking the investor categories down to reflleetpotential role of individual actors. This
can be illustrated through the example of two ef BAs (Angel 1 and Angel 3). Angel 1 is
actually a former entrepreneur himself who suceslysstarted, managed and, finally, sold
his own business in what can be considered to hghtg the same industrial sector as

EnBaVen's. So his knowledge base in terms of martgbamics, as well as his
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entrepreneurial approach can be supposed to ttansta a relative cognitive closeness with
the two founders. Angel 3 is also a successful &rentrepreneur, but from a very different
industrial background. Consequently, though hisegméneurial orientation may make him
close to EnBaVen’s founders in terms of cognitivecgss, the initial knowledge base is quite
different. These differences between the two BAm ba supposed to make them play
different roles during the fundraising process. Ainy's role should be especially important,
from a disciplinary as well as from a cognitive ggctive. The former perspective indicates
that he can play a valuable role in the certifmatof the venture’s objective quality (reduce
adverse selection risks) to VCs because of hignmditional advantage with respect to the
industry. Having himself a strong track recordhe field, VC’s may appreciate his capacity
to judge if the founders’ capabilities and workoeffcorrespond to industry standards, thus
reducing information asymmetry. Being from a diffet industry, the role of Angel 3 in
managing adverse selection should be less prominent

From the cognitive perspective, the role playedAmgel 1 in the fundraising process is
potentially double: (1) with an intimate understaugdof his industry’s market dynamics, he
can intuitively perceive the potential of innovativalue creation opportunities and help
translate this perception to other investor tygasgrnalization of tacit knowledge); (2) he can
also engage in mentoring the founders, speedingthep acquisition of the requisite
capabilities in managing the entrepreneurial preckscontrast, BA 3 may also contribute at
the second level (mentoring), but not at the fiestternalization), appreciating opportunities

as they are translated by Angel 1.

Conclusion

This article seeks to make a contribution to anewstéinding of the dominant logic governing
entrepreneur-investor relations when a young highwvth venture wishes to attract resources
from business angels and venture capitalists tbftuther growth. Two theoretical frames —
agency theory and the cognitive approach to govesna are briefly reviewed as alternative
explanations for the dynamics of entrepreneur-itoresteraction in a multiple-investor
setting. Fieldwork on a young high-technology veatwhose founders negociate funding
from four BAs and three VCs is ultimately intendidhelp ascertain the relevance of the
cognitive approach to governane® the disciplinary approach at an early lifecyclegst At

its current stage, preliminary case analysis hatdgd case-specific hypotheses for each

theoretical perspective. Implementing prospectiaseestudy design, these competing
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hypotheses — formulated at a very early stagedrfuhd-raising process — will be confronted
with qualitative data to be gained from a secorsit ' the field, upon completion of the

financing agreement.

To be continued ...

Next episode: The Investment Process Unfolding
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