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The Association between Venture Capitalists’ Seleicin and Value Adding

Behavior: Evidence from Early Stage High Tech Venire Capitalists

ABSTRACT

Building upon self-efficacy and collective effotteories, we study the association between the
selection behavior of venture capitalists and ti@mlvement in value adding activities. We
argue that investors, who prioritize different &weristics of a business proposal during
selection, will be more or less confident of thaivn abilities and the abilities of entrepreneurial
teams to effectively add value to portfolio com@asnand hence will be more or less involved in
providing value adding activities. In order to ttekis claim, we use a stratified sample
comprising 68 European early stage high tech ventapitalists. Results show that venture
capitalists, who focus on entrepreneurial teamadtaristics or financial criteria during selection
are less involved in value adding activities comspato their peers, who focus on technological

criteria. We discuss these findings from a thecakaind practical perspective.

Keywords: venture capital, value adding behavia@ledion behavior, self-efficacy theory,

collective effort theory
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1. Introduction

Venture capitalists (VCs) not only provide well-ded financial resources to young and
innovative ventures they select on the basis of thigh future potential, but also engage in
important value adding activities (MacMillan et &4B89; Sapienza 1992; Sapienza et al. 1996;
Baum and Silverman 2004; De Clercq and Manigart72Q@@rge and Muegge 2008). These
value adding activities include the professionaiara of ventures, for instance, by influencing
the structure and experience of the entreprenemngaagement team (Hellmann and Puri 2002;
Beckman and Burton 2008) and by influencing thdityuaf their financial accounts (Beuselinck
and Manigart 2007). VCs may further add value twiling their portfolio companies access to
broad networks of contacts with suppliers, cust@ninanciers and other potential stakeholders
(Hochberg et al. 2007). Finally, VCs may also grieir reputation, which is expected to
improve the legitimacy of their portfolio companiesthe eyes of potential resource providers,

and as such ease future resource mobilization (®atial. 2003; Hsu 2004).

Over the last two decades a large number of sudige contributed to our understanding
of the extent to which VCs are involved in valueliag activities and the conditions under which
they engage in these activities (see De Clercgvartgart (2007) and Large and Muegge (2008)
for excellent recent overviews of this literaturdf). sum, prior studies on the determinants of the
involvement of VCs in the provision of value addiagtivities have focused on the role of
company characteristics (e.g., Sapienza 1992; Sapiet al. 1996; Fredriksen et al. 1997),
entrepreneurial characteristics (e.g., Sapienz&;188pienza et al. 1996), investment manager
characteristics (e.g., Sapienza et al. 1996; Dirapg Shepherd 2005; Bottazzi et al. 2007),

venture capital fund and firm characteristics (eBpttazzi et al. 2007; Sorensen 2007; Hassan



and Leece 2008), external conditions (e.g., Brbal. 2005) and finally the role of syndication

(e.g., Brander et al. 2002; Dimov and De Clercq&@® Clercq et al. 2008).

At least two important gaps remain in our underditagn of these value adding activities
and their drivers. First, most studies have adanyg to study either selection or value adding in
isolation. On the one hand an extensive strearasgfarch has focused on the selection behavior
of VCs, thereby studying the criteria that VCs emypko identify high potential ventures
(MacMillan et al. 1985; Hall and Hofer 1993; Muzyktal. 1996; Kaplan and Stromberg 2004,
Kaplan et al. 2009; Knockaert et al. 2010) and ywhglcognitive differences in how VCs make
decisions (Zacharakis and Meyer 2000; Zacharakis Smepherd 2001; Shepherd et al. 2003).
On the other hand, a separate stream of studieebsaarched which value adding activities VCs
engage in and under which conditions (see aboveeby largely ignoring one of the
fundamental insights from the selection literatunreamely that selection behavior is
heterogeneous (e.g., Muzyka et al. 1996; Kaplaal.e2009; Knockaert et al. 2010). Although
some attention has been given to the distributicsttention between selection and value adding
activities by VCs (Kanniainen and Keuschnigg 208Bepherd et al. 2005; Bertoni et al. 2011)
and scholars have acknowledged that it is the coation of both activities that influences the
successful development of portfolio companies (Baamd Silverman 2004; Sorensen 2007),
little research has addressed the specific quesfidrow the selection behavior of VCs affects
their involvement in value adding activities. dthowever likely that the engagement by VCs in
value adding activities will be associated withittselection behavior given the significant time
dilemmas VCs face related to locating and closieg mvestment deals and supporting their

portfolio companies (Gifford 1997).



Second, researchers studying the value adding eleW Cs have generally focused on
a broad sample of venture capital investors. THais provided evidence that early stage VCs
differ from late stage VCs (Elango et al. 1995) &émat high tech VCs differ from non high tech
VCs (Lockett et al. 2002; Murray and Lott 1995).C&¥ will on average be more involved in
value adding activities when they invest in younged more innovative ventures (Sapienza et al.
1996). This suggests that early stage high teck &Ca group will on average be more involved
in providing value adding services to their potittotompanies as opposed to their peers who
focus on later stage companies active in low tadustries. There has however been much less
focus on the drivers of involvement in value addadivities among this important group of
early stage high tech investors. This is unforteingiven the findings of previous research,
which indicate there is significant variation inethnvolvement of VCs in their portfolio

companies even within this more homogenous groupvestors (Knockaert et al. 2006).

Moreover, understanding the variation in value agdnvolvement within this group of
early stage high tech VCs is particularly importagihce their portfolio companies, typically
young high tech ventures, are critical for econome&velopment through innovation, new
employment creation, export sales growth and regidavelopment (Autio and Yli-Renko 1998;
Autio and Parhankangas 1998). Yet establishingmgtvtech ventures is a process fraught with
difficulties. New ventures often lack the commitment of importstatkeholders, are short of
stable exchange relationships and operate undeyuidance of immature and unrefined routines
(Stinchcombe 1965; Stuart et al 1999; Bingham et2@D7). Furthermore, while the most
successful founders of new high tech ventures fayeet that combine technological experience
with business experience (Storey and Tether 1988nhding teams are largely homogeneous in

education, expertise and skills (Lockett et al. 20Bnsley and Hmieleski 2005) and typically



comprise pure scientists, who lack business expegié@Maurer and Ebers 2006). It is because of
their infusion of both financial and knowledge-bésesources that investment ties with VCs
often represent one of the earliest and most atitiesource-providing ties for young high tech
ventures (Hallen 2008). Colombo and Grilli (201f@y, instance, show that for young high tech
ventures the assistance provided by VCs is paatilgulvaluable when entrepreneurs lack
industry-specific experience. Vanaelst et al. @0€ven argue that, given the sometimes high
degree of involvement of VCs in strategic decigioaking in early stage high tech ventures, they
could be considered as part of the extended topageament team. Nevertheless, despite the
potential benefits for early stage high tech em#repurs of attracting venture capital and
obtaining access to their value adding servicddle lresearch has focused on providing an
understanding of the variation in the provisiorvafue adding services by early stage high tech

VCs.

Following the two gaps identified above, the pumad this study is to examine the
association between the selection behavior of estislge high tech VCs and their involvement in
value adding activities. In order to do so, we as#ratified sample comprising 68 early stage
high tech VCs covering seven European regions dhatselected on the basis of high R&D
intensity and venture capital presence. From tiressstors we obtained detailed information on
their selection and value adding behavior by combimultiple data collection strategies. The
remainder of the paper is organized as follows. &t describe the critical role of both
selection and value adding activities for earlygstaigh tech VCs and provide a motivation for
why these activities are likely to be related. IBimg on self-efficacy and collective effort
theories, we then develop specific hypotheses erafisociation between the selection behavior

of VCs and their involvement in value adding a¢iés. Next, we outline the methods, including



the sample, measures and method of analysis. TWeepresent the main research findings. We

conclude by discussing the results from both art#texal and practical perspective.

2. Theory and Hypotheses Development

In what follows, we first provide a motivation farhy selection and value adding activities of
VCs are likely to be interrelated. We subsequer®velop specific hypotheses on the
association between heterogeneity in the seledigimvior of VCs and their involvement in

value adding activities.

2.1. The association between selection and value adding behavior

The main business of VCs is to finance ventures d@na characterized by high informational
asymmetries and as a consequence generally lacdkssado public securities markets or
institutional lenders (Gupta and Sapienza 1992;tA&tal. 1998). The primary goal of VCs is to
generate returns from their investments by reajian “exit” some three to seven years after the
investment thereby turning their illiquid stakespivate ventures into realized returns (Gompers
and Lerner 2001). All other things equal, VCs daorease the return potential of their
investments by (1) selecting ventures with the égglpotential pre-investment and (2) engaging
in value adding services post-investment (Baum @inerman 2004; De Clercq and Manigart

2007).

First, selection activities are crucial since ampamtant problem faced by VCs is that of

adverse selection. Adverse selection pertaindé¢orisk that VCs select low-quality projects,



which have been presented to them as high-qualdjeqts (Akerlof 1970). Entrepreneurs, by
virtue of being intimately involved in their venas, are likely to possess superior information
about the prospects of their ventures. Entrepmsngenerally have an incentive to misrepresent
any superior information they possess to their athge and overstate the return potential or
quality of their projects to VCs (Amit et al. 1998) 0 decrease the risk of adverse selection VCs
engage in extensive information collection befameesting and develop abilities in selecting
ventures (Kaplan and Stromberg 2001; Fried andi¢tiskt994). Well-performed screening and
due diligence should lead VCs to select the mosimming ventures (Zacharakis and Meyer
2000; Baum and Silverman 2004; Sorensen 2007). M@gver evaluate hundreds of business
plans and hundreds of data points within each planng the venture screening and due
diligence process, which can easily lead to infdiomaoverload (Zacharakis and Meyer 2000;
Zacharakis and Shepherd 2001). Baron (1998) artiaspeople are likely to take cognitive
shortcuts as a response to conditions, such asriafmn overload, high uncertainty and high
time pressure, which all characterize VC investinf.VCs were to scrutinize each and every
element of a business proposal, they would probalelyer come to conduct an investment
(Zacharakis and Shepherd 2001). Selection critepeesent the shortcuts that enable VCs to deal
quickly with the large volumes of information thainfront them in daily business (Zacharakis
and Meyer 2000) and as such relate to what theieveelwill create the most successful

businesses (Kaplan et al. 2009).

Second, VCs typically not only select ventures whilgh potential, but also help in
building ventures through the provision of valueliad services. VCs often demonstrate a high
degree of strategic involvement in their portfotbompanies by taking seats in the board of

directors and acting as a sounding board amonpst activities (e.g., Sapienza 1992; Vanaelst



et al. 2006). VCs may further contribute to theyelepment of their portfolio companies by
contributing to the professionalization of theirfbolio companies (Hellmann and Puri 2002) and
by providing access to their network of businesstacts (Hochberg et al. 2007). Gorman and
Sahlman (1989) showed that on average VCs spendhadeof their time on monitoring and
assisting their portfolio companies. The main watton why VCs engage in these value adding
activities is to further increase the return patnof their portfolio companies after the

investment (Baum and Silverman 2004; Sorensen 208 Tlercq and Manigart 2007).

VCs are typically in short supply, however, bothhi a specific venture capital firm and
the venture capital market as a whole (Kanniaimehkeuschnigg 2004). This implies that VCs
and especially their available time is a scarceoues, rather than the amount of financial
resources they have available to invest in theitfploo companies (Kanniainen and Keuschnigg
2004). Although both selection and value addingjvéies are expected to increase the
performance and return potential of portfolio compa (Baum and Silverman 2004; Sorensen
2007), it is unlikely that VCs will be able to camtrate fully on both activities at the same time,
given their labor-intensive and time-consuming rat(Gorman and Sahlman 1989; Fried and
Hisrich 1994). As a result, VCs generally facengigant time dilemmas related to locating and

closing new investment deals, and supporting #asting portfolio companies (Gifford 1997).

Prior research indicates that time constraints foage VCs to focus more or less on
either selection or value adding activities. Kammen and Keuschnigg (2003), for instance,
show that VCs either follow an intensive investmsitategy in which they invest in few
companies, but try to add high value or eitheroiwllan extensive investment strategy in which
they invest in a large number of companies, buhatenuch involved in their investments. Prior

research further indicates that the pre-investraergening and contracting activities of VCs are



interrelated with their post-investment value addactivities. Kaplan and Strémberg (2001), for
instance, argue that through pre-investment sange¥iCs identify where they can add value

post-investment through monitoring and support.

Building upon these insights, we argue that, whe@sVare confident they select
companies that require little value adding suppodrder to become successful, they will be less
likely to engage in value adding activities. Tisi® consequence of both the time pressures faced
by VCs (Gifford 1997) and the fact that the effoftentrepreneurs is generally viewed as being
more efficient and hence less costly than that @s\(Casamatta 2003). In what follows, we
build upon self-efficacy and collective effort thes as theoretical frameworks to obtain a
deeper understanding of how heterogeneity in tHecsen behavior of VCs affects their

involvement in value adding activities.

2.2 Self-efficacy theory, collective effort theory and the association between selection and

value adding behavior

Self-efficacy pertains to the belief that one caccessfully execute the behavior required to
produce a specific outcome (Bandura 1977; GistMitchell 1992). Efficacy expectations are a
major determinant of people’s choice of activigesl how much effort they will expend on these
activities (Bandura 1977; Gist and Mitchell 1992 a self-efficacy framework, people tend to
avoid activities they believe exceed their copikiljss while people get involved in activities of

which they judge themselves capable of handli@elf-efficacy further suggests that people who

think they can perform well at a task do bettemtilaose who think they will fail (Gist and
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Mitchell 1992). Thus, people prefer to performidties they judge themselves capable of
managing (Wood and Bandura 1989; Franke et al.)2006

Self-efficacy is unlikely to be the sole driver bfiman effort, however. VCs do not
operate in a social vacuum, but rather work togethi¢h the entrepreneurial teams in their
portfolio companies to increase the potential efrtinvestments. Indeed, Vanaelst et al. (2006)
depict VCs as part of the extended management t&&hen working in a group, individuals are
likely to expend less effort than when working mdually (Karau and Williams 1993). This
effect is also known as social loafing. Collecte#ort theory, however, indicate that social
loafing is more likely to occur when individuals Vea high expectations of co-worker
performance (Karau and Williams 1993). Hence, wN&s expect entrepreneurial teams to
perform well by themselves, they may be less likelybe involved in value adding activities.
This entails that differences in the selection bé&raof VCs (e.g., when VCs want to select the
best entrepreneurial teams rather than the belhaémgies) may significantly influence their
involvement in value adding activities.

VCs differ on the selection criteria that mattersinto them. Muzyka et al. (1996) were
the first to identify differences in selection eria used by VCs. They rejected the common
assumption in the literature that a single hieraroh decision criteria exists across all VCs.
More recently, Kaplan et al. (2009) argue thataltih VCs prefer to invest in ventures with both
strong business and strong management, differestar€ likely to weigh one or the other more
heavily. This claim is also supported by Knockasral. (2010) who identified differences in
importance attached to selection criteria in a darop early stage high tech VCs. The latter
study indicates that while some early stage higth teavestors are more likely to focus on
management team characteristics, others focusobmaéogical criteria and still others focus on

financial criteria when evaluating investment pregls. These differences in focus during the
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selection of portfolio companies may have imporianglications for the involvement of VCs in
subsequent value adding activities. In what folpwe build hypotheses on how a focus on
management team characteristics (“people invegtastl financial characteristics (“financial
investors”) in a business proposal can affect meaient in value adding behavior, while using
investors who focus on technological charactess{itechnology investors”) in a business
proposal as a reference category. We use technalogstors as the reference category given
our research focus on early stage high tech inkestod their technology-based portfolio
companies.

Technology investoremphasize features related to technology and théupt in the
business proposal. The uniqueness of the prodhactree protection ability of the technology are
important selection criteria to these investorspléa et al. 2009; Knockaert et al. 2010). The
selection literature indicates that the preferefaretechnology-related characteristics in the
business plan reflects a belief by VCs that whephasizing these factors they will select the
most promising proposals for the fund (Kaplan e2809). However, the ultimate goal of VCs
is not to have a portfolio of companies with supetechnologies. Rather investors aim at seeing
science translated into a viable business and wvevemodel, so they can eventually exit their
investments with a significant return (Baeyens let2@06). It has been well documented,
however, that commercializing new technologies [Bacess fraught with difficulties, given that
early stage high tech ventures often operate in napidly changing and global markets (Litvak
1990; Knight and Cavusgil 2004) and exploit tecbgas that are radically new, disruptive and
often early stage (Christensen 2003; Danneels 2B@#son 2001). More significantly, the
composition of entrepreneurial teams in these vestus often homogeneous in terms of
education, experience and skills, which are typicsdience-based (Ensley and Hmieleski 2005).

As such these teams face a resource and knowlelygetpted to the commercialization of

12



technology, whereas knowledge related to the tdolggds often abundantly available (Lockett
et al. 2005). Furthermore, the founding teams gdlyehave homogenous networks, which are
typically limited to academic contacts, but lackuadble business contacts (Maurer and Ebers
2006). Hence, technology investors may be condeai®ut the abilities of entrepreneurial
teams to overcome all these challenges by thenselleline with collective effort theory, this
implies that technology investors are likely to Hemavily involved in value adding. Given that
technology investors prioritize technology critefia a business proposal, above any other
criteria, their investments are likely to have gapshe entrepreneurial team and their business
network amongst others. VCs, however, have oftarcuraulated experience with
commercializing technologies and have a broad métwal business contacts. As such,
following self-efficacy theory, they may also fembre confident of being able to add value to the
new venture and may therefore to a larger extegaga in value adding activities. We hence
expect technology investors to be heavily involiedhe provision of value adding services. In
what follows, we provide a framework on the invohent in value adding activities of these
technology investors compared to their counterparngphasizing the human and financial

characteristics in a business proposal.

People investors and involvement in value addirtgabior

One of the aspects that has been documented esdbnisi the venture capital selection literature
refers to the importance attached by VCs to theeprgneur or entrepreneurial team (e.g.,
Muzyka et al. 1996; Franke et al. 2008). We prepibsat VCs who emphasize entrepreneurial

team characteristics while selecting their investhe®mpanies, also called people investors, will
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be less involved in value adding activities. Wh¥Rs prioritize entrepreneurial team
characteristics in the business proposal it is thelief that a good and complete team is crucial
for successful business development (Kaplan &0f19). The claim attributed to Arthur Rock “a
great management team can find a good opportunéy & they have to make a huge leap from
the market they currently occupy” (Quindlen 2006) tdicates that when VCs believe they
selected a dedicated, high-quality and balancedh,tébey perceive that this team can do
whatever it takes for a company to develop intaecsssful business. Some even argue “you
can have a good idea and poor management andvesgetene. You can have a poor idea and

good management and win every time.” (GladstoneGiadstone 2002: 91-93).

VCs that attach most importance to human capitaftagtteristics in a business proposal,
will perceive they are less able to add value iditawh to what the selected entrepreneurial teams
can do in their portfolio companies. Indeed, wheé@s put great importance on the
entrepreneurial team during the due diligence m®céhey are likely to perceive that these
ventures require less value adding services. i$hiscause ventures are expected to benefit most
from the value adding activities when the entrepweial team is incomplete or inexperienced
(Sapienza et al. 1996; Colombo and Grilli 2010).collective effort models, when expectations
of entrepreneurial team performance are high, Vl@seapected to expend less effort. When
entrepreneurs have industry-specific experiencereataiorks within the industry, they are less
likely to require assistance from VCs. Moreovehew VCs are confident they select the best
teams, from a self-efficacy perspective, they mayldss confident that they can successfully

engage in value adding activities. After all selnslhave argued that the entrepreneur’s effort

% Whether people investors actually select teantsateof higher quality and are more complete caeg#o other
investors is an interesting question. Neverthelessspective of the actual decision, therceptionof people
investors that they select the best teams maysifigient condition for them to engage in lessueahdding.
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will be more efficient than the effort by the VCq&amatta 2003). Following self-efficacy and
collective effort theories, we may hence expect ffeople investors will be less involved in
value adding activities, since they will perceiv@tbtheir own ability to add value in an effective
way and the need to add value in addition to wiatrepreneurial teams can do, to be low. This
further allows them to dedicate their scarce timether critical activities, including selection

and contracting.

Overall, when we compare people investors to tedgyoinvestors, we expect that
people investors will be less involved in value iaddactivities. Both investors believe that
prioritizing respectively people or technology dweristics will lead them to select the most
successful ventures which will provide them thehkest return at exit. Technology investors,
however, typically invest in ventures where teclogaal criteria are of first-order importance,
while the quality of the team is of second-ordepamance and may hence be considered weaker
(Kaplan et al. 2009). As technology investors ldeely to see more gaps in the ability of the
team to translate the technology into a marketygadduct, they will be more confident in their
value adding capabilities and hence following sdficacy and collective effort theories engage
more extensively in value adding activities. Pedplestors typically invest in ventures which
they perceive to be headed by a strong team. \jbidple investors may see gaps in other areas
within the venture apart from the team, they angeeied to believe that the management team,
given its capabilities, should be able to addréese problems and may feel less confident in
their value adding capabilities. Following selfiedicy and collective effort theories we hence
expect these investors to be less involved in vatlding activities. This leads to the following

hypothesis:
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Hypothesis 1:People investors will exhibit a lower involvemémtvalue adding activities

compared to technology investors

Financial investors and involvement in value addoegpavior

Prior research demonstrates that financial critexigh as (potential) return on investment, and
exit opportunities are important criteria in the 8€lection process (Macmillan et al. 1985; Fried
and Hisrich 1994). For some VCs, called “finana@imlestors” these financial criteria may even
be the primary factor driving their investment démns (Knockaert et al. 2010). These selection
criteria relate to the ultimate goal of any VC, reyrthe realization of successful exits typically
three to seven years after the initial investmerthiw their portfolio companies (Fried and

Hisrich 1994; Gompers and Lerner 2001)

Following self-efficacy theory the expectation o€¥ that they can successfully execute
the behavior required to produce an outcome, namsgzllzing an exit with a high return, will
determine what activities VCs are likely to undketand how much effort they will expend on
these activities. When VCs put a great emphasinamcial criteria when selecting portfolio
companies, they believe they can select portfalimganies for which the potential is already
high even before they contribute any value addergises. Such investors are more likely to be
overconfident in their selection abilities rathiean be optimistically overconfident in their alyilit
to actively influence the outcome of their decistbrough the provision of value adding services

(Zacharakis and Shepherd 2001). Indeed, priorarekeindicates that VCs are generally

4 Whether financial investors actually select thetuees with the highest ex-ante potential is aerggting question.
Theperceptionof financial investors that they select the veasuwith the highest potential may be enough fomthe
to engage in less value adding.
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overconfident in their own abilities to select thight” investments (Zacharakis and Shepherd
2001). Yet, perceptions of value adding involvetneh VCs and entrepreneurs are largely
aligned (Sapienza 1992; Fredriksen et al. 1997)endd, building on arguments from self-
efficacy theory and taking into account the timegsures faced by VCs, financial investors are
expected to focus more on their selection actwjtend will be less involved in value adding

activities.

This is especially true when we compare the grdufinancial investors to technology
investors. While technology investors may be aterit that they select ventures with the most
promising technologies, the ultimate goal of VC to have a portfolio of companies with
promising technologies. Technology investors mail perceive they need to spend a
considerable amount of effort in helping their fmlrd companies to translate technologies into
marketable products. Technology investors mayidenghey are especially capable in helping
their portfolio companies as these companies mag hess business knowledge and less suitable
networks. This is contrary to financial investarbo believe they are capable of selecting
companies which directly relate to the main goalhaf investor, namely the exit and realization
of a return. Financial investors may hence actenlilte “money managers”, thereby putting
money in ventures which they believe they havecsetkbecause of their high inherent return
potential, but taking a more hands-off approacthwéspect to value adding (Zacharakis and

Shepherd 2001). This leads to the following hypsist

Hypothesis 2: Financial investors will exhibit a lower involvemtein value adding

activities compared to technology investors
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3. Method

3.1. Data

The research setting is the population of earlgestaigh tech VCs in seven European regions.
We decided to focus on seven regions in Europehthathigh R&D intensity and venture capital
presence, which includes Cambridge/London (UK)diéeFrance (France), Flanders (Belgium),
North Holland (The Netherlands), Bavaria (German$jockholm (Sweden) and Helsinki
(Finland). It is well-established that the locatif both high tech companies and venture capital
investors that fund these companies is highly ehest in a handful of regions (Powell et al.
2002). We further focused on VCs drawn from migtiguropean regions in order to increase

the generalizability of the findings compared todsts that focus on a single region or country.

In order to identify early stage high tech VCs, started with constructing a list of
venture capital funds that focus their investmemrtsearly stage high tech companies, even
though early stage high tech investing did not hiavbee their sole investment focus. For this
purpose, we could have used the member list oEthiepean Private Equity and Venture Capital
Association (EVCA). Yet, this would have resulieda sample biased towards larger private
venture capital firms. We created our own samm@en&é, combining data from EVCA, multiple
regional venture capital associations, and infolmnabbtained through contacts with academics
who had specific regional expertise and contadte excluded funds that had not made more
than 10 investments in early stage high tech vestito ensure that we focused on active
investors in early stage high tech companies) andd that had not existed for more than one
year (since investment managers in these fundsnotfiave had enough time to provide value

adding services to their portfolio companies), kbaitthe time of database creation in 2003/2004.
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Further, we did not include corporate venture furgilgen that their investment objectives, often
focusing on the promotion of organizational leaghabout emerging technologies and changing
market dynamics greatly differ from other fundstive market (Bertoni et al. 2010; Ivanov and

Xie 2010).

This resulted in a set of 220 venture capital fumdgsting in early stage and high tech
ventures across the seven regions. We wantedvi® d&alanced representation of early stage
high tech VCs operating in different funds. Henttee sample of venture capital funds was
stratified into different groups or subpopulaticmscording to the size of the funds and their
institutional investors. This is important as weet capital fund size is known to influence the
amount of assistance provided by VCs to their pbafcompanies (Elango et al. 1995).
Moreover, different types of funds have differemtives for investing and VCs in these funds
are expected to differ in the amount of assistdheg provide (Sapienza et al. 1996; Leleux and
Surlemont 2003; Hassan and Leece 2008; Hellmaah 008). Out of the different strata, we
randomlyselected 68 venture capital funds of which 11 f@ambridge/London, 10 from lle de
France, 8 from Flanders, 11 from North Holland, fi@dm Bavaria, 11 from Stockholm and
finally 7 from Helsinki. With respect to fund sitlee sample includes 33 small funds, 21 large
funds and 14 mega furitisWith respect to the type of funds the sampléuites 6 private equity
arms of banks, 9 public funds, 12 public/privatetqperships and the others are independent
funds. Given that we were aware of the difficudfygaining access to VCs for research purposes
(Muzyka et al., 1996), we contacted all VCs by phand explained the purpose of our research

and the novelty of the research technique (seewheloThe personal contact over phone, in

® Venture funds having a fund size between 100 omilEuro and 250 million Euro are considered toasgd funds
for venture investments. Mega funds are those fimaging a size of more than 250 million Euro, snfatids have
less than 100 million Euro under management (EVE&finition).
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combination with the novelty of the research teghei and the face-to-face interviews, likely
explains why none of the selected funds refuseplatticipate in this research, which indicates
that our study does not suffer from a non-resptms® We selected one investment manager per
venture capital fund given that data collectionuiegg considerable time and effort from VCs.
Finally, given that we have selected venture cafitads in the European regions that have been
found to be distinctive from each other (UK, Scamadia and continental Europe), we may
expect our results to be more generalizable t@#nly stage high tech venture capital community

in Europe compared to studies that focus on angmeg isolation.

Data were collected over the period 2003-2004.eriiews with investment managers
were carried out, each taking on average 90 minutdsterviews first focused on the
characteristics of the venture capital firm and theestment manager. Information already
obtained from other secondary sources, includiagdetrdirectories and websites was verified at
this stage of the interview. Data on the ventugital firm includes, amongst others, fund size,
origin of the fund and year of establishment. Datathe investment manager includes his/her
experience in the venture capital industry, industind geographic investment focus amongst
others. In the second part of the interview, fwllog a conjoint technique, investment managers
were asked to rate 27 fictitious business proposdlkis allowed us to examine the relative
importance of different selection criteria usedtbg manager (see 3.2.2). A final part of the

interview focused on the value adding involvemenirtvestment managers.

Our research was designed to avoid common methad®MB). First, Podsakoff et al.
(2003) advocate the use of procedural remedietetel@ questionnaire design. They suggest
that obtaining data on the dependent and indepéndmmables from different sources and

through different methodologies is the most effectremedy. We ensured methodological
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separation of measurement of the dependent, indeperand control variables by collecting
these variables using different data collectionhoés (conjoint analysis, interviews including
open and closed ended questions) and different slatiaces (interviews complemented by
secondary data sources, including the EVCA and lo=ature capital directories, venture capital
fund website information and social network siteghs as LinkedIn). Second, statement
ambiguity was reduced by pre-testing the survew(digeau et al. 2000) and triangulation from

archival sources was conducted (Parkhe 1993).

3.2. Measures

Our unit of analysis corresponds with the unit dervation, namely the individual venture
capitalist. Hence, both value adding (dependentabk) and the selection behavior
(independent variables) are measured through the efyinvestment managers, using different

techniques. We discuss our dependent, indepeaddrtontrol variables in more detail below.

3.2.1. Dependent variable

Involvement in value adding activities A synthesis of previous research, notably
MacMillan et al. (1989), Sapienza (1992), Sapiesizal. (1996) and Pruthi et al. (2003) resulted
in a list of 14 value adding activities. Knockaettal. (2006) indicated the relevance of three
additional value adding activities which were sfiecto high tech investments, including
negotiating intellectual property rights, recrugtithe head of Research and Development and
forming an advisory board. An overview of the fléag 17 value adding activities is presented

in Table 1.
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***|nsert Table 1 about here***

In line with Sapienza (1992) and Sapienza et 896}, investment managers were asked
to score these value adding activities on two scatamely frequency and importance. The
frequency of each activity was scored on a 5-pbikert scale ranging from 1 “Never carry out
this activity” to 5 “Always carry out this activityor portfolio companies”. The importance
attached to these activities was scored on and@#pmmint Likert scale ranging from 1 “Little
important post-investment activity” to 5 “Very imgiant post-investment activity”. Multiplying
both scores resulted in an involvement indicatorefach of the 17 value adding activities, with
scores ranging between 1 and 25, with 1 indicdbmginvolvement and 25 indicating very high
involvement in value adding activities. We subsedly combined the scores for each of the 17
value adding activities into a summated scale (Bach’s Alpha = 0.774). This scale, which
reflects the venture capitalist’'s overativolvement in value adding activitias used as the

dependent variable in the current study.

3.2.2. Independent variables

We measured the selection behavior of VCs or thenéxo which they attach more or less
importance to specific selection criteria by usingonjoint methodology. Conjoint analysis has
been previously used in the selection literaturgy.(eMuzyka et al. 1996; Shepherd and

Zacharakis 1999; Knockaert et al. 2010). Spedificenvestment managers were asked to rate
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27 fictitious business proposals on the likelihdbdt they would invest. These business plans
included different scenarios, for instance in onsiess plan there was a complementary team
with business experience, while in another busimpdmss the team was non-complementary and
there was no business experience. From the bggnt@s ratings conjoint analysis derived utility
scores which allowed us to produce relative rarsioigthe investment decision criteria for each
venture capitalist. Next, hierarchical cluster lgsia revealed that there were three distinct
groups of early stage high tech venture capita¢stwrs: technology investors, people investors
and financial investors (see Knockaert et al. 2fiitOmore details). Technology investors pay
specific attention to the appropriability of thehaology. For people investors, human factors
such as leadership capacities of the entreprermedigaality of the entrepreneurial team are of
primary importance. Financial investors primaffibcus on financial factors such as return on
investment and time-to-break-everimportant for the current study is that 22 (32)4%€s are
defined as technology investors, 26 (38.2%) as Ipemwestors and 20 (29.4%) as financial
investors. We use technology investors as a nedereategory and create two dummy variables,
namely people investorand financial investorswhich equal one when the VC is defined as

respectively a people investor or a financial ingeand zero otherwise.

3.3.3. Control variables

® Although VCs may focus on more than one selectidterion, entrepreneurs rarely have business malpcthat
are complete in every respect (Bhide 1992). Moeeowhile VCs may prefer to invest in ventures wvitith strong
business and strong management, different VCsilely Ito weigh one or the other more heavily (Kaplkt al.
2009). Consistent with these arguments, the dlustalysis revealed different groups of VCs, whoubmore or
less on specific selection criteria. Hence, asxample, we do not argue that technology investoraot focus on
entrepreneurial team criteria, rather they puttetdgy before people.
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The involvement of VCs in value adding activitissiot only determined by the selection
behavior of VCs. We control for some key investmarmanager and venture capital fund
characteristics that may be associated with thes\i@olvement in value adding. As previous
research indicates that venture capital fund dilaeta the involvement of VCs in their portfolio
companies (Elango et al. 1995) we include a comeokure capital fund sizeVenture capital
fund size is measured as the natural logarithnihefamount of capital managed (in millions of
Euros). We also control for the type of ventureitz investor as previous research indicates
that different types of venture capital investoraynbe more or less involved in value adding
activities (Sapienza et al. 1996; Leleux and Suolet?003; Hassan and Leece 2008). We
include a dummyaptivewhich equals one when the fund is the private tgcarim of a bank or

public fund, and zero otherwise.

Investment management experiersceontrolled for by including the number of yethie
investment manager has been operating in the \em@apital industry. Previous research has
shown that investment management experience aftbetsVC’'s value adding involvement
(Sapienza et al. 1996). The investment manageouirsample had on average 4.85 years of
experience as an investment manager, with a mini@iuinyear and maximum of 17 years. We
further asked VCs to indicate the high tech sectora/hich they had investment experience,
including communications, computer-related, othelecteonics related, biotechnology,
medical/health related, energy, chemicals and maddeand industrial automation (EVCA
industry classification), given that specializationthe VC may affect value adding involvement
(Knockaert et al 2006). Theumber of high tech sectors with investment expeeenged from
one to eight. The mean number of sectors in WHiCB have investment experience equals 3.21.

The geographical distance between VCs and theitfglior companies may also affect the
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involvement of VCs in value adding (Sapienza ell@P6; Sorenson and Stuart 2001; Devigne et
al. 2011). We created a dummy variable equal ®winen a VC was purely domestic investor

and zero otherwise.

Finally, we control for the location of the ventwapital funds in which the VCs operate,
since VCs operating in different countries may bihdifferent value adding behavior (Sapienza
et al. 1996) and since institutional influencesaotountry may explain heterogeneity in the
decision policies of VCs (Zacharakis et al. 200We include six dummies which obtain a value
of one when VCs operate from respectively Northl&ta, lle de France, Flanders, Stockholm,
Helsinki or Bavaria and zero otherwise. The UKised as the reference category since it has the
largest and most mature venture capital market umofgie. Moreover, the UK market is
distinctive as a large amount of capital investedllocated to later stage companies including

buy-outs. Table 2 offers descriptive statisticd aarrelations.

***|Insert Table 2 about here***

4. Findings

4.1. Main results

The results of the multivariate analyses are ptesein Table 3. Variance inflation factors (VIF)
are well below 10 (maximum VIF equals 2.52 and agerVIF equals 1.80) and hence do not

indicate that multicollinearity may be unduly inlocing our results (Kutner et al. 2005).
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The base model in the table presents the modelasitkrol variables only. This model is
statistically significant at the p < .01 level aedplains some 23% of the variance. The base
model indicated that investment managers in cafitvels are significantly less involved in
value adding activitieg3(= -2.036; p < .05) compared to other types of M@sich is consistent
with previous research (e.g. Bottazzi et al. 200/Ts located in the Stockholm-ardha= 1.588;

p < .05) are significantly more involved in valwdding activities.

The full model is statistically significant at thpe< .01 level and explains 27% of the
variance. The change in explanatory power betwéenbise and full model is statistically
significant at the p < .05 level. The full modelpports our earlier findings with respect to
captive funds and location in Scandinavia. Impdlyarthe full model further indicates that the
selection behavior of VCs is associated with tleibsequent involvement in value adding
activities. Consistent with hypothesis 1, when f@sus on the entrepreneur or entrepreneurial
founding team during selection this is associatetth & lower involvement in value adding
activities ¢ = -1.439; p < .05) compared to technology investdvioreover, our results indicate
that when VCs focus on financial criteria during tbelection of potential portfolio companies
this is also associated with a lower involvemenvatue adding activities3(= -1.484; p < .05)

compared to technology investors. This findingaasistent with hypothesis 2.

4.2. Post Hoc Analyses
We further conducted analyses to assess the rasssof our results and to provide more fine

grained insights into the association between seleand value adding behavior.
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First, we replicated the analyses using peoplesiove as a reference category instead of
technology investors. The results confirmed ondifigs on a higher involvement of technology
investors in value adding activities, but did neteal statistically significant differences between
people and financial investors. However, as we subsequently demonstrate, there are some
important differences between people and finanomstors with respect to the type of value
adding activities in which they are involved.

Second, we replicated the analyses as presentddble 3, but rather than using the
involvement in value adding activities scale asepahdent variable, we uses the different value
adding activities which together make up this sesl@ur dependent variablesThese analyses
revealed some interesting insights concerning thk between heterogeneity in selection
behavior and the variation in individual value adgactivities. We find that people investors
compromise on specific value adding activities Wwhace less relevant if one is confident in the
abilities of the selected entrepreneurial managénteam. Indeed, people investors were
significantly less involved in daily managementyifg new employees (not related to top
management team functions), contacting potentiatorners and finding additional finance
compared to technology investors. Similar to peopivestors, financial investors were
significantly less involved in daily management @ared to technology investors. Different
from people investors, however, financial investatso compromise on key strategic value
adding activities. Financial investors, for ingtanare significantly less involved in strategic
planning, acting as a sounding board, hiring a C&ermining the composition of the board

and forming an advisory board.

" These 17 individual regressions (representing eéadividual value adding activity which represehe tentire
involvement in value adding scale) are not repoded to space considerations, but are availabte ffe authors
upon simple request.
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Finally, we tested for regional differences in veladding behavior among VCs. While
the proportion of people, technology or financiavastors did not differ significantly across
regions, our analyses did point towards the exigtef regional differences in the involvement
of VCs in value adding activities. Specificallycghdinavian VCs were significantly more
involved in value adding activities (average ofQl4s.d. 1.98)) compared to their continental
European (average of 12.3 (s.d. 3.00)) and Britisheagues (average of 11.8 (s.d. 1.57)).
Scandinavian VCs were especially more involveddartls, meeting the entrepreneurs and hiring
a CEO compared to their colleagues in continentabpe. Further, they were more involved in
checking the sales figures and pipe and stratdgimpg compared to their British counterparts.
Finally, VCs in continental Europe were signifidgntess involved in finding additional

financing for their portfolio companies than UK V.Cs

5. Conclusions, Implications and Directions for Futire Research

In this paper we have addressed the following rekequestion: “How is the heterogeneity in
the selection behavior of early stage high tech @&sociated with their involvement in value
adding activities?”. We provided a theoreticalvaeisto this question by using self-efficacy and
collective effort theories as theoretical lenseSelf-efficacy theory posits that individuals are
more likely to perform and spend more of their tiorethose activities they judge themselves
capable of handling. Such a perspective may teysalticularly valuable in a VC context, since
VCs are confronted with important dilemmas on howaliocate their limited time to multiple

activities, including raising new funds, locatingw investment deals and supporting their
existing portfolio companies (Gifford 1997; Kanman and Keuschnigg 2003, 2004). Collective
effort theory indicates that the behavior of indivals is not only influenced by their own
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perceived capabilities, but also by the perceiweguabilities of others. Such a perspective is also
relevant as VCs are often depicted as part of xbended management team striving to influence

the successful development of companies.

Based on self-efficacy and collective effort thesriwe argued that VCs, who focus on
selecting experienced and complete entreprenemaakgement teams (“people investors”) and
VCs, who focus on selecting ventures with attractifimancial perspectives (“financial
investors”) will be less involved in providing vauadding activities compared to VCs, who
focus on technological criteria (“technology inwast). Put briefly, people investors are
expected to be less confident in their ability ffedively influence the outcome of their
investment through their own involvement in additio the entrepreneurial team’s capabilities.
In a similar vein, financial investors, who are fident in their ability to select ventures with
high potential, may perceive less room to furthg@luence venture development effectively
through their value adding activities. In ordeitést our claims empirically, we used a stratified
sample of 68 European early stage high tech VCse résults confirmed our hypotheses that
both people investors and financial investors areawverage less involved in providing value

adding activities compared to technology investors.

Our research has important academic implicatiokghile some studies have already
pointed to the existence of trade-offs betweenctele and value adding activities (e.g.
Kanniainen and Keuschnigg 2003), little is knownhanv the heterogeneity in selection behavior
affects value adding behavior. As such, we resportbe call by De Clercq and Manigart (2007)
for more research on the factors that drive thelwement of VCs in their portfolio companies.
Contrary to previous research we do not focus bnoad sample of VCs, but rather focus on a

more homogenous sample of early stage high tech VAs such we avoid to replicate the
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common findings that VCs investing in early stagd amnovative companies will on average be
more involved in value adding activities, and foouasfactors that may drive differences in value
adding behavior within a homogenous groups of itores We show that the selection behavior
of VCs is important to understand their value agdiehavior, something which has been largely

neglected in the venture capital literature hithert

By doing so this study also addresses an imporaaaimaly in the venture capital
literature. One the one hand, multiple studieshstated that VCs primarily select ventures with
an experienced and complete entrepreneurial te@spective of other criteria (MacMillan et al.
1985; Muzyka et al. 1996; Franke et al. 2008). kazet al. (1996: 274) for instance conclude
that the majority of VCs “prefer to select an ogpaity that offers a good management team and
reasonable financial and product-market charatiesjsven if the opportunity does not meet the
overall fund and deal requirements. It appearstieqglogically, that without the correct
management team and a reasonable idea, good falmace generally meaningless because they
will never be achieved”. On the other hand, midtigtudies have indicated that VCs often spend
a significant portion of their time in value addisgrvices to their portfolio companies (Gorman
and Sahlman 1989). Why would they do this, whesirtportfolio companies are managed by
well-selected entrepreneurial teams, given thaeffat of entrepreneurs is generally considered
to be more effective and less costly than that @fs\(Casamatta 2003)? Moreover, several
studies indicate that VCs are frequently involve@¢hanging the structure and composition of the
management teams in their portfolio companies (ghafter their investments as part of their
value adding activities (e.g., Hellmann and Puf20Beckman and Burton 2008). Again, why
would they do so, when they only select experiermed complete teams? In this study we

demonstrate that taking into account the heteragemethe selection behavior of VCs and its
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association with the involvement of VCs in provigivalue adding activities may help to address
the above anomaly. Indeed, we show that peoplesioys, those investors who focus primarily
on the human capital characteristics of a busipesgosal, are less likely to be involved in the

provision of value adding services compared torietdgy investors.

Although we believe this research provides newgimsi into the knowledge of VC'’s post-
investment involvement, our research has a numbdmitations that may lead to further
research. First, we used perceptual measuresdioe vadding behavior. Even though the
perceptions of VCs on their value adding involvetieaas been found to be aligned with those of
the entrepreneurs receiving value adding serviapiénza 1992; Fredriksen et al. 1997), future
research may purposefully analyze the extent tahvtiie perceptions of investment managers on
their value adding involvement are also relateth&r actual involvement. Second, our research
Is cross-sectional in nature. Longitudinal studmesvalue adding behavior by VCs in their
portfolio companies may provide even more fine mgdi insights. Future research could for
instance assess whether there is a persistentetiffe in value adding over time between
different investors, and how do different investoesact when performance metrics are not
obtained. People investors, and especially firnavestors may for example become more
active once companies fail to achieve importanestdnes. Third, we do not demonstrate if any

combination of selection and value adding behaeads to superior investment outcomes.

Despite these limitations our research has a numbenplications for VCs, high tech
entrepreneurs and public policy makers. For VQwrawvides insights into how their selection
behavior is associated with their value adding imement. VCs should be aware that their
perceptions of what deals they select (i.e., dedth superior technology versus superior

entrepreneurial teams versus superior financiabg®ots), will influence their value adding
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behavior. This may be important for human resoame@agement in venture capital firms when
recruiting new VCs. For instance, VCs prioritizifigancial criteria may fit less within a hands-

on venture capital fund.

For high tech entrepreneurs, it provides insights which VCs may be involved in value
adding activities. The good news for these enéreguirs is that although previous research has
emphasized the importance VCs attach to humanriacome VCs may compensate the lack of
skills or experience in the entrepreneurial teamthiosir own involvement. The bad news,
however, is that some VCs are more likely to dat fimoney managers” and contribute less
value adding services. It is hence important thatrepreneurs not only undergo the due
diligence of their potential investor(s), but contla due diligence themselves on their potential
investor(s). Based on the emphasis that VCs puspmtific elements such as technology
(including patent screening and interventions frdecthnical experts), team (including
psychological profiles, contacting previous emplgsyand checking track records) or financial
elements (such as analyzing financial plans andat@ins) during the due diligence process,
entrepreneurs should be able to assess the lewgtioe involvement in value adding activities

they can expect from the VC.

Finally, many European governments are activelppsuting their venture capital
industries in an effort to boost the developmentirofovative ventures with high growth
potential. Our findings provide insights to poligyakers that their financial interventions in the
VC industry may not result in equal effects acrosgls, but will be dependent on the investment
managers that lead the fund. Support to technologgstors may be very important in a

developing entrepreneurial ecosystem where prafeasimanagers are lacking, as technology
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investors not only contribute finance, but alsove more value adding services which may be

needed to translate science in market ready prstecvices.
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Table 1: Overview of value adding activities

Involvement indicator

Frequency Importance (Frequency x Importance)

Standard Standard Standard
Value adding activities Mean Deviation Mean Deviation Mean Deviation
Meet the entrepreneurs regularly 4.67 0.71 4.62 208 21.88 5.43
Strategic planning 4.24 0.95 4.41 0.87 19.35 6.20
Have a seat on Board of Directors 4.17 1.09 4.29 09 1. 18.77 7.33
Act as a sounding board 4.24 0.98 4.24 1.03 18.75 .76 6
Find additional financing 4.00 0.98 4.47 0.95 18.41 6.57
Open doors (use network) 4.17 1.05 4.15 0.95 17.92 6.75
Determine the composition of the Board 3.88 1.14 094. 0.99 16.62 7.03
Hire a CEO 2.92 1.03 4.41 1.25 13.33 6.07
Contact potential customers 3.08 1.22 3.26 1.23 9410. 6.80
Hire a CFO 2.74 0.90 3.52 1.18 10.02 4.76
Hire the head of marketing and sales 2.52 0.97 3.42 1.27 9.18 5.48
Form an advisory Board 2.38 1.21 2.77 1.32 7.94 371
Negotiate important contracts 2.30 1.16 2.94 1.45 927 6.60
Negotiate intellectual property rights 2.24 1.23 143. 1.47 7.92 6.57
Hire the R&D head 1.77 0.80 2.82 1.40 5.53 4.14
Hire new employees 1.74 1.06 1.68 0.88 3.42 3.60
Daily management (operational tasks) 1.65 0.79 1.80 1.14 3.31 3.09
Value adding average 3.10 0.94 3.53 1.13 12.63 2.66

42



Table 2: Descriptive statistics and correlations

Mean S.D. 1 2 3 4 5 6 7
1 Involvement in value adding activities 12.63 2.66 01.0
2 People investor 0.38 0.49 -0.19 1.00
Financial investor 0.29 0.46 -0.06 -0.51 1.00
Venture capital fund size 4.39 1.58 0.18 -0.09 0.28 1.00
Captive 0.22 0.42 -0.45 0.09 -0.03 -0.12 1.00
Investment management experience 5.07 3.98 -0.01 0.040.01 - 0.00 -0.11 1.00
7 Number of high tech sectors with 3.21 2.42 046 018  -0.08 -0.40 043 002 1.00
investment experience
8 Purely domestic investor 0.48 0.50 -0.36 0.13 -0.23 -0.64 0.32 0.13 0.54

Bold: Correlations are significant at 0.05 level.

Variables 2, 3, 5 and 8 are binary and thaeiredations should hence be interpreted with care.



Table 3: Regression model with involvement in valuadding activities as

dependent variable

Base Model Full Model
Independent variables:
People investor -1.439**
Financial investor -1.484**
Controls:
Venture capital fund size -0.047 0.062
Captive -2.036** -2.131***
Investment management experience -0.035 -0.039
Number of high tech sectors with
investment experience -0.199 -0.137
Purely domestic investor -0.906 -0.925
North Holland 0.245 0.511
lle de France -0.450 -0.373
Flanders 0.150 0.759
Stockholm 1.588** 1.650**
Helsinki 0.881 0.976
Bavaria -0.127 -0.072
Constant 12.417** 12.782***
F-Statistic 2.73** 4.61**
Adjusted R2 0.23 0.27

Number of venture capitalists = 68.
Levels of significance: x@.10; ** p < 0.05 and *** p < 0.01.

One-tailed tests for theorized (directipedfects. Two-tailed tests for control varialeects.
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