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Abstract This paper provides empirical insight into the role of contracts and
legal systems for managing investor–investee relationships along two dimen-
sions: providing advice and addressing conflict. We examine a new detailed
dataset from European venture capital (VC) funds. We match very specific con-
tractual terms in VC contracts with the effort (total time spent) and advice that
VCs provide to their entrepreneurial investee firms. We also analyze VC–entre-
preneur conflicts. We compare the importance of contractual versus non-con-
tractual governance mechanisms, as well as the role of legal systems in different
countries for facilitating VC–entrepreneur relationships. The data indicate VC
cash-flow and control rights significantly facilitating effort and advice that VCs
provide to entrepreneurs. VC–entrepreneur conflicts are closely tied to the
quality of laws in which the entrepreneur resides: higher quality legal systems
mitigate VC–entrepreneur conflicts. The data further indicate that non-con-
tractual governance mechanisms significantly facilitate VC advice and mitigate
VC–entrepreneur conflicts. The results provide a unique unifying look into the
role of actual VC contracts and legal settings versus non-contractual governance
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mechanisms, risk, and success potential on VC–entrepreneur relationships in
an international context.
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1 Introduction

A common theme across the literature in economics, finance, and law is the role
of formal mechanisms (e.g., actual contracts that specify ownership and control,
and the law that governs the enforcement of such contracts) versus informal
mechanisms (e.g., trust, reputation, and management structures) in governing
relationships. Contracts are by definition incomplete, as not all eventualities can
be anticipated at the time of writing a contract (see, e.g., Hart and Moore 1999).
We may therefore expect informal governance mechanisms will play a strong
role in relationships that are formed by contract. For example, Kanniainen and
Keuschnigg (2003, 2004) and Keuschnigg (2004) show an important role for
formal and informal governance mechanisms in the context of portfolio size
per manager of venture capitalists (“VCs”), which actively seek to add value to
entrepreneurial firms not listed on stock exchanges.1

At issue in this paper is the comparative importance of the more formal
contracts and legal settings versus other informal non-contractual governance
mechanisms for governing relationships. This paper provides a unique contri-
bution to the literature by (1) matching detailed VC contracts to actions taken
by VCs in an international context, and (2) comparing the role of contracts
to other governance mechanisms in facilitating VC advice to entrepreneurs
versus mitigating VC–entrepreneur conflicts.2 The international dimension of
our dataset also enables a unique examination of the role of legal systems and
legality in different countries (including the rule of law, contract repudiation,
among other things; see La Porta et al. 1997, 1998; Berkowitz et al. 2003) for
facilitating VC–entrepreneur relationships. It is useful to assess legal systems
in conjunction with contracts, as the law provides enforcement mechanisms

1 See also Keuschnigg (2003) and Keuschnigg and Nielsen (2001, 2003a,b, 2004) for related analyzes
of taxation, agency costs and entrepreneurship.
2 We use the term “venture capital” in the broad (European) definition of the term. In Europe,
the term “venture capital” is defined more broadly than that in the US. All of the funds in our
sample do invest in earlier stages of development, but some funds also finance later stage invest-
ments (which is referred to as “private equity” not “venture capital” in the US). Hence, we do
not exclude investments from the sample data on the basis of the stage of development, because
the same VC managers in our sample have contemporaneously invested in both early stage pro-
jects and buyouts. That VC managers finance different types of entrepreneurs in different stages
is not unheard of in the US. Many VC funds in the US Venture Economics database, for example,
indicate a range of investments from seed to buyout, although other US VC funds are prohibited
from financing buyouts (see Gompers and Lerner 1999, 2001), as are non-US funds (Cumming and
Johan 2006a, b).
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for contracts as well as provides a basis for the interpretation of incomplete
contracts (i.e., the law provides a set of default rules).

The VC setting is an interesting one in which to analyze the role of law
and contracts versus non-contractual mechanisms in business relationships. It is
widely recognized that entrepreneurship is characterized by problems of infor-
mation asymmetry, illiquidity, and non-diversification, and therefore high risk
in terms of both idiosyncratic and market risk. An overriding issue is thus the
role of the “expert” investor. In fact, one of the primary explanations for the
existence of VCs is the presence of pronounced problems of adverse selection
and moral hazard in financing entrepreneurial firms (Sapienza 1992; Amit et al.
1998; Zacharakis and Shepherd 2001; Kanniainen and Keuschnigg 2003, 2004;
Mayer et al. 2005). Inherent in the VCs ability use their expertise to provide
valuable advice to the firm is the ability to interfere in business or operational
decision-making of start-ups. For example, VCs often substitute the founder
entrepreneur with a professional manager when they feel that the firm is best
served by a manager with different skill sets to further develop the firm, regard-
less of the sweat equity put in by the founding entrepreneur. The VC setting is
thus an interesting and important context in which to explore the management
of investor–investee relations (or in this case, VC–entrepreneur/entrepreneurial
firm relations), since the advice may be as important as the contributed capital,
and conflict as detrimental as the absence of the contributed capital (Manigart
et al. 2000, 2002a, b, c).

In the investigation of the VC–entrepreneur relationship in this paper, we
consider “effort” put in by the VC, or the total number of hours per month
spent with the entrepreneurial firm by VCs. We then differentiate this VC com-
mitment to the entrepreneurial firm along two effort dimensions, which we
will further refer to as the provision of “advice” and addressing “conflict”. We
directly measure effort exertion on advice and conflict based on the premise
that providing advice is congruent while conflict is dissonant with respect to
entrepreneurial interests. In particular, “advice” is the average of the VCs’
rankings, on a scale 1 (lowest)–10 (highest), of the VCs’ contribution to the
venture in the following advising fields: strategy, marketing, issues related to
financing, R&D, product development, human resources, exit strategy advice,
interpersonal support, help in networking, and any other. “Conflict” is the total
number of issues for which the VC reported disagreement with the entrepre-
neur, including strategy, marketing, issues related to financing, R&D, product
development, human resources, replacement of founder, and any other. Advice
is equivalent to the provision of effort or expertise by the VC that construc-
tively contributes to the value of the venture. On the other hand, conflict refers
to a state of affairs that call for the VC’s effort to govern and interfere with
the entrepreneur’s activity. Note that advice and number of hours per month
are correlated (the correlation coefficient is 0.39), but not perfectly so as hours
per month spent with the venture may also involve conflict, and VCs may rank
advice higher without spending more time advising the firm.

This paper is distinct from prior papers in that we develop a framework
for distinguishing the role of contracts (specific details on VC cash-flow and
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control rights) from legal settings (the law of the country in which the entre-
preneurial firm resides) for providing formal governance mechanisms for
VC–entrepreneur relationships. We further consider and compare the role
of formal governance mechanisms (contracts and legal systems) versus other
informal non-contractual governance mechanisms (proxied by variables such
as syndication and portfolio size per manager) and variables for project risk
and success potential, among other things. Prior studies have not provided a
unifying look into the role of actual VC contracts and legal settings versus
other non-contractual governance mechanisms, risk and success potential on
VC–entrepreneur relationships in an international context.

In brief, the data support the view that formal contracts (both cash-flow
and control rights) are important for facilitating VC advice, but not mitigat-
ing VC–entrepreneur conflicts. The legal system is important for mitigating
VC–entrepreneur conflicts, but not facilitating VC advice. The data also indi-
cate non-contractual governance mechanisms and project characteristics are as
important as formal governance mechanisms for both facilitating VC advice
and mitigating VC conflict.

The paper is organized as follows. Sections 2 and 3 outline our hypotheses
and then describes the methodology employed to test the hypotheses. The data
are thereafter described in Sect. 4. The core empirical results together with
robustness checks are detailed following the presentation of the data in Sect. 5.
Section 6 discusses limitations and alternatives for future research. Concluding
remarks follow in Sect. 7.

2 Hypotheses

Our hypotheses concerning the determinants of effort exertion by VCs are
based on a number of theories modeling the VC’s involvement in the entre-
preneurial firm through exerting effort. These theories focus on three specific
issues: (1) whether the cash-flow allocation has a role in implementing optimal
incentive schemes for the entrepreneur and the VC, (2) whether the alloca-
tion of control rights provides implicit incentives for the VC to interfere in
entrepreneurial decision-making, and (3) the quality of the legal system of the
jurisdiction in which the entrepreneurial firm is located. Below, we briefly dis-
cuss the most important theories addressing these issues and their empirical
implications.

2.1 Allocation of cash-flow rights

The allocation of cash-flow rights affects the effort that the VC and the
entrepreneur will contribute to the entrepreneurial venture. Prior research
has established that efficient effort is elicited from VCs where VCs are allo-
cated convertible securities (convertible debt or convertible preferred equity)
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(Casamatta 2003; Schmidt 2003).3 The intuition is as follows. First, consider
non-convertible debt or non-convertible preferred equity relative to convert-
ible securities. If the VC uses non-convertible debt or non-convertible preferred
equity, the VC does not obtain any ownership interest in the entrepreneurial
firm and therefore does not typically have a financial incentive to provide effort.
The only case where the VC has an incentive to provide effort is in cases of ex-
pected liquidation (where the entrepreneurial firm is potentially experiencing
liquidation, the VC does have an incentive to provide effort as the amount paid
to the VC varies directly with the residual value of the entrepreneurial firm; see
also Zimmermann 2002). Hence, convertible securities enable stronger incen-
tives for the VC to provide effort than straight debt or straight preferred equity
because the VC has the incentive to provide effort in both times of financial
distress as well as in good times when the firm is not expecting liquidation.

Second, if the VC uses common equity, the VC does not have the high-pow-
ered incentives to help the firm in times of financial distress (typically early
in the life of the entrepreneurial firm), unlike the case where the VC holds
convertible debt or preferred equity (Berglöf 1994). As just mentioned, when a
firm is in financial distress, debt or preferred equity provides stronger incentives
to the VC to provide effort because the entire increase in the value of the firm
immediately prior to liquidation goes directly to the debt or preferred equity
holder. In good times (when not experiencing financial distress), the contingent
claim associated with convertible securities provides stronger incentives for the
VC to provide effort (Hellmann 1998; Casamatta 2003; Schmidt 2003).

Pursuant to staged financing rounds, there is an agency problem that is some-
times colloquially referred to as “cooking the books” or “window dressing”.
That is, entrepreneurs may make the firm look better than it really is in order
to secure the next financing round from the VCs. Window dressing problems
are typically considered to be more pronounced for informationally opaque
firms (early stage and high-tech firms). The entrepreneur’s incentive to win-
dow dress is mitigated when the VC holds a convertible debt or convertible
preferred security (Cornelli and Yosha 2003), because the VC may convert its
preferred security too early (from the perspective of that which would otherwise
be optimal for the entrepreneurial firm) if the entrepreneur provides a biased
signal of quality. Window dressing may give rise to a conflict between entrepre-
neurs and VCs; because convertible securities have been theoretically shown
to mitigate the incentive to window dress (Cornelli and Yosha 2003), there is
reason to believe that convertible securities may also mitigate the extent of
VC–entrepreneur conflicts.

Hypothesis 1a VCs provide more effort and advice to entrepreneurial firms
financed with convertible securities (instead of common equity or debt). More-
over, the effort exerted by the VC and advice provided is directly correlated with
the VC’s ownership percentage.

3 See Gorman and Sahlman (1989), Sahlman (1990), Repullo and Suarez (2004) for theoretical
work and discussions; see also evidence in Kaplan and Strömberg (2004) and Cumming (2005).
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Hypothesis 1b There are fewer VC–entrepreneur conflicts within entrepreneur-
ial firms financed with convertible securities.

2.2 Allocation of control rights

Theoretical work in VC finance has indicated that control rights also matter
for VC effort incentives. Chan et al. (1990) claim that VCs require substantial
control rights because of the internal risk associated with the quality of the
founding entrepreneur. For example, control rights provide the VC with incen-
tives to engage in an executive search so that he is able to substitute the original
manager or founding entrepreneur once that manager turns out to be insuffi-
ciently skilled as the firm progresses or develops. Therefore, the more internal
risk involved with the venture, the more control is allocated to the VC, and
the more intense the VC’s effort exertion. Where VCs exercise control rights
to replace the founding entrepreneur or existing manager with a new manager,
conflicts are also more likely to arise between the entrepreneur and VC. For
instance, Hellmann and Puri (2002) show VCs are more likely to replace the
founder with an outside CEO, both in situations that appear adversarial and
otherwise [as well as facilitate a number of professionalization measures for
the entrepreneurial firm such as adopting stock option plans (see also Am-
mann and Siez 2005), human resource policies and hiring key personnel]. In
addition to internal risk regarding the founding entrepreneur’s skill, there is
also risk regarding the quality of the project and the likelihood of market
adoption. Hellmann (1998) and Kirilenko (2001) argue that a higher degree of
external risk associated with project quality and market adoption requires that
in equilibrium more control is allocated to the VC. If riskier projects require
more effort, the provision of control to the VC should exacerbate the VC’s
contribution.4

Recent work is further consistent with the view that the provision of control
rights to the VC may exacerbate the inequality in bargaining power between
the entrepreneur and VC, and allow the VC to act opportunistically vis-à-vis the
entrepreneur. Fried and Ganor (2006) show that VCs with strong control rights
may have an incentive to choose lower-value, lower-risk investment and exit
strategies over higher-value, higher risk strategies. For example, VCs may pre-
maturely push for liquidation events, such as dissolutions or mergers that hurt
entrepreneurs as ordinary common shareholders but benefit VCs as preferred
shareholders. Where entrepreneurs disagree with the control rights exercised
by the VC, there is also greater scope for potential conflict between the VC and
entrepreneur. These theories imply the following hypotheses.

Hypothesis 2a VCs provide more effort and advice for entrepreneurial firms for
which the VC has been allocated greater control rights.

4 Several theories outside the VC context also suggest that investors’ control rights enhance inter-
ference. The most well-known examples are Aghion and Bolton (1992) and Burkart et al. (1997).
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Hypothesis 2b VC–entrepreneur conflicts are more likely among investee firms
for which the VC has been allocated greater control rights.

As discussed below, in testing Hypotheses 2a and 2b, we control for the
various types of risk associated with the investment (among other things), to
ascertain the role of control rights.

2.3 Quality of legal system

Countries differ in terms of the strength of legal protections afforded to
investors and entrepreneurs alike, including the efficiency of the judicial system,
the rule of law, corruption, risk of expropriation, risk of contract repudiation,
and shareholder rights (in other words, the substantive content of laws pertain-
ing to investing, the quality of their enforcement, and the likelihood that they
will need to be enforced). La Porta et al. (1997, 1998) have developed indices
that account for the strength of each of these legal factors across countries and
Berkowitz et al. (2003) have developed a Legality index, which is a weighted
sum these indices derived from La Porta et al. (1997, 1998).

There are at least three primary reasons to believe that Legality matters
in the context of managing VC—entrepreneur relationships (see also Armour
and Cumming 2006; Leleux and Surlemont 2003). All else being equal, a higher
Legality index in a country is associated with more certain enforcement of con-
tract terms and a clearer delineation of the rights and responsibilities of the
VC and entrepreneur. Better legal systems mitigate information asymmetries
associated with decision making pursuant to rights granted via contracts (con-
sistent with La Porta et al. 1997, 1998; however, see also Drobetz 2002, and
Bührer et al. 2005). Moreover, better legal systems provide a clearer interpre-
tation of incomplete contracts. Contracts are by their nature incomplete, as
not all contingencies and eventualities can be anticipated at the time of invest-
ment and incorporated into a written contract. Terms, items, and eventualities
not considered and incorporated into contracts are interpreted by the legal
system of the country of domicile of the entrepreneurial firm. Matters that gov-
ern relationships between firms and their investors depend on the quality of
the legal system. Therefore, we expect that Legality will mitigate the scope of
VC–entrepreneur conflicts and facilitate the provision of VC advice:

Hypothesis 3 Countries with better legal systems mitigate the scope for VC—
entrepreneur conflict as better legal systems facilitate more certainty in the enforce-
ment of contracts, as well as the interpretation of incomplete contracts.

The primary methods for studying the three central hypotheses are described
in the next section. A description of the data and empirical tests follow there-
after in the subsequent sections.

3 Methodology

In this section, we first describe the measurement of the dependent variables
for measuring advice and conflict, and compare our measurements to that used



10 D. Cumming, S. A. Johan

in related work. Thereafter we discuss the variables for testing the central
hypotheses and the set of control variables.

3.1 Dependent variables: hours per month, advice and conflict

The unit of analysis in this paper is the entrepreneurial firm. Our empirical
proxy the involvement of the VC by the total number of hours per month spent
with the entrepreneurial firm. We also asked VCs to rank the importance of
their contribution to the venture in a number of different fields of activities
on a scale of 1–10 (lowest–highest). Although this measure is subject to the
VCs’ own performance evaluation, it is indicative that in most advising activi-
ties considered, VCs reported a significantly higher number of monthly hours
for ventures for which they gave higher advice rankings. It was important to
distinguish “advice” from “total hours” because certain hours spent may be
attributable to addressing “conflict” and not providing the more constructive
“advice”.

Our measure for conflict is based on the number of different types of
disagreements with the entrepreneur. We asked VCs to report whether they
had disagreements with the entrepreneurial firm concerning different matters
including strategy, marketing, financial matters, R&D, human resources, and
product development. Our proxy for conflict is the sum of these potential areas
of disagreement; that is, it is a measure of the scope of disagreement.5 We do not
count the frequency of disagreements over the same issue as that was not empir-
ically tractable (VCs could not count how many times they disagreed with, for
example, human resource policies; it was either an issue of conflict or it was not).

Note that our measure of conflict (the scope of disagreement) may be cor-
related with VC monitoring activities carried out during total hours spent on
firm business; that is, more intensive monitoring increases the possibility for
the VC to discover entrepreneurial shirking and thus gives rise to a higher
number of conflicts between the two parties. However, unlike prior work that
has directly examined monitoring versus advice (e.g., Kaplan and Stromberg
2004), in our empirical analysis we focus on advice in terms of all types of value-
added assistance provided by the VC, and distinguish advice from conflict in
terms of the scope of VC—entrepreneur disagreement, which is dissonant with
respect to entrepreneurial interests. As indicated, we also provide a measure
of total effort in terms of the total number of hours per month the VC spent
with the entrepreneurial firm. We provide a new contribution to the literature
by examining effort, advice and conflict in relation to very detailed terms used
in contracts, among other variables described below.

5 It is of course true that not all areas of disagreement may be equal, but when we redefined the
dependent variable for disagreement as a subset of different types of disagreement the results did
not materially change. (That is, if we changed the variable to a small degree by deleting one or two
types of disagreement then the results did not drastically change.) We felt that it was appropriate
to consider all types of disagreement mainly because we did not have a theoretical basis for doing
otherwise. Additional specifications are available upon request.
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Our empirical strategy is related to a few important empirical papers focusing
on investors’ involvement in the development of entrepreneurial firms. Most
notably, Sapienza et al. (1996) measure effort on advice in two dimensions.
They consider VCs’ rankings of the importance and effectiveness of their
contribution. Their measure of advice comes from multiplying the rate of impor-
tance with the rate of effectiveness.6 Sapienza et al. (1996) further examine VC
governance in terms of the frequency of face-to-face interactions the VC has
with the venture Chief Executive Officer (“CEO”) and the number of working
hours devoted to the venture. In related work, Kaplan and Stromberg (2004)
provide proxies for advice and monitoring with the use of binary dummy vari-
ables. As in Sapienza (1992) and Sapienza et al. (1996), our data comprise
significant variation in the dependent variables (among other things described
below).7

3.2 Explanatory variables to test Hypotheses 1–3

To test Hypotheses 1a and 1b, we use a convertible security dummy variable
for investments financed by convertible debt or preferred equity. We exclude
dummy variables for other types of securities due to collinearity. To consider
the impact of equity holdings, we include the percentage of the VC’s ownership
share in the firm (in the best case scenario) as an explanatory variable. A more
detailed definition of each dependent and independent variable used in the
analysis is presented in Table 1.

To test Hypotheses 2a and 2b, we use three different proxies to measure
the extent of VC control. First, we use the VC veto rights, which measures the
number of veto rights held, such as veto on asset sales or purchases, changes
in control, issuance of equity and other decisions. Second, we measure control
rights, such as the right to replace the CEO, the right of first refusal in sale, or
initial public offering (“IPO”) registration rights (among other things defined
below in Table 1). The distinction between VC control and VC veto rights is
important. VC veto rights are passive rights, where it can be said that although
the VC is not “actively managing” the firm, it is influencing the outcome of the

6 In Sapienza et al. (1996), the rate of importance of the VC’s contribution is ranked on a scale
of 1–5 (1 = not important at all, 5 = of great importance), while the effectiveness ranking is on
a scale of 1–10 (1 = not effective at all, and 10 = extremely effective). The measure for advice
comes from multiplying the importance and the effectiveness ranking. In related work, Gorman
and Sahlman (1989) point out the role of VCs in strategic analysis, management recruiting, and
CEO replacements. Gompers (1995) finds that VCs become more active when the risk and growth
options involved in their investments are high. Sapienza (1992) shows that it is the highly innova-
tive entrepreneurs that benefit most from value added by VCs. De Clercq and Sapienza (2005), De
Clercq et al. (2005) Shepherd et al. (2005), Zacharakis and Shepherd (2005), and Sapienza et al.
(2005) examine related issues of learning among VCs and entrepreneurs.
7 This is unlike Kaplan and Strömberg (2004). It is noteworthy that Kaplan and Strömberg (2004)
do not consider potential endogeneity of contracts to effort, unlike our analyzes described and
presented below.
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business decision to be made, especially if the decision requires a unanimous
consensus. VC control rights, such as the right to replace the founding entre-
preneur are “active rights”, as the outcome of the issue is dependant upon the
VC’s resolve. Cronbach’s alpha statistic confirmed the appropriateness of the

Table 1 Definition of variables. This table provides an exact definition for each of the most
important variables considered in the paper. This table does not list several control variables in the
paper that are easy to interpret (these variables are indicated in Table 2)

Dependent variables: VC effort and conflict

VC hours Monthly number of hours VC spends with the ven-
ture

Advice Average of the VC’s rankings, on a scale 1 (low-
est)–10 (highest), of the VC’s contribution to the
venture in the following advising fields: strategy,
marketing, issues related to financing, R&D, prod-
uct development, human resources, exit strategy
advice, interpersonal support, help in networking,
and any other. If no advice was provided for a
field, then the value ‘0’ was entered

Conflict Total number of fields for which the VC re-
ported disagreement with the entrepreneur. Fields
considered: strategy, marketing, issues related to
financing, R&D, product development, human re-
sources, replacement of founder, and any other

Variables to test hypotheses: VC contrac-
tual terms and legal conditions

Convertible security (H1) Dummy variable for investees financed either with
convertible debt or convertible preferred equity

VC ownership share (H1) % Ownership of VC; given contingencies in con-
tracts, the best case scenario for the entrepreneur-
ial firm performance is considered

Veto rights (H2) The sum of the following veto right dummies: asset
sales, asset purchases, changes in control, issuance
of equity, any other decisions. “Full veto control”
means that all five types of control rights were
used in the investment

Special control rights (H2) The sum of the following control dummies
(dummy takes value ‘1’ if VC has the right): right
to replace CEO, automatic conversion at exit,
right for first refusal at sale, co-sale agreement,
anti-dilution protection, protection rights against
new issues, redemption rights, information rights,
IPO registration rights, piggyback registration

Board rights (H2) VC board seats as % of total number of board
seats at the company

Legality (H3) Weighted average of following factors (based on
Berkowitz et al. 2003): civil versus common law
systems, efficiency of judicial system, rule of law,
corruption, risk of expropriation, risk of contract
repudiation, shareholder rights. Higher numbers
indicate ’better’ legal systems
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Table 1 continued

Selected control variables (others are listed
in Table 2)

Project risk Average of the VC’s rankings of the following risk
factors: uncertain market size, uncertainty about
product, risky competitive position, uncertain
customer adoption, risks in business strategy,
questionable performance to date, contractual
structure, high valuation, costly to monitor, exit
conditions, negative influence of other investors

Entrepreneur experience VC’s ranking of the entrepreneur’s experience on
a scale of 1–10

Hours from syndicated partners The average number of hours per month that the
syndicated VC investors spent with the investee
firm

Investment rounds Number of staged financing rounds the VC
financed the investment

Book value Log of the book value of the investment at the
time of first investment, measured in e‘000

Investment months Number of investment months from first invest-
ment date to exit (for exited investments) or to
12/2002 (for non-exited investments)

MSCI The Morgan Stanley Capital International Index
(http:// www.msci.com) for the public stock mar-
ket return in the investee country from the time
of first VC investment until exit, or until 12/2002
if there has not been an exit

VC portfolio size /# VC managers The number of entrepreneurial firms in the VC
fund portfolio per the number of VC managers

grouping of the veto versus control rights for the data.8 As well, in the empir-
ical analysis we account for the potential endogeneity of both the control and
cash-flow rights variables and the VC effort variables. We further control for
the proportion of board seats held by the VC.

To test the quality of laws on VC—entrepreneur relations in Hypothesis 3,
we use the Legality index. The Legality index accounts for the substantive
content of laws pertaining to investing, the quality of their enforcement, and

8 Since it is not necessarily appropriate to lump together different types of veto and control rights
into a single variable, we computed the Cronbach alpha statistic to check the appropriateness of
the grouping of the veto versus control rights. Cronbach’s alpha is equal to N∗r/(1 + (N − 1)∗r
where N is equal to the number of items and r is the average of the inter-item correlation among
the items. For the grouping of veto rights (asset sales, asset purchases, changes in control, issuances
of equity and other veto rights) the alpha was 0.9581. For the other types of control rights (non-veto
rights, including right to replace CEO, automatic conversion at exit, right for first refusal at sale,
co-sale agreement, anti-dilution protection, protection rights against new issues, redemption rights,
information rights, IPO registration rights, piggyback registration (see Table 1) alpha is 0.7742. For
the grouping of the different risk measures enumerated in Tables 1 and 2, alpha is 0.8351. For the
different types of disagreement, alpha is 0.7965. For the different types of advice rankings, alpha is
0.8628. For most social science applications, a reliability coefficient of 0.80 is considered acceptable
(See, e.g., http://www.ats.ucla.edu/stat/spss/faq/alpha.html <accessed 1 January 2006>; and we also
checked dimensionality of the data, and did not find reasons to be concerned with the groupings).
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the likelihood that they will need to be enforced. Based on Berkowitz et al.
(2003) and derived from La Porta et al. (1997, 1998), the Legality index is a
weighted sum of the following factors: the efficiency of the judicial system, the
rule of law, corruption, risk of expropriation, risk of contract repudiation, and
shareholder rights.9 Higher numbers indicate “better” legal systems. Because
the sub-components of the Legality index are highly collinear, we focus on the
Legality index in our regressions to avoid the appearance of data mining. We
did consider specific components of the Legality index, but found much similar-
ity in the qualitative results, and therefore focus on the overall Legality index
variable.

3.3 Other governance mechanisms, risk and controls for other factors

Sapienza et al. (1996) consider the determinants of advice and governance by
examining agency risk (represented by CEO experience), and other project
and environment related uncertainty (business risk ranking, the firm’s stage
of development, and the innovativeness of the project). Although they find
no evidence of more intense advice or governance at ventures with less CEO
experience, they find that project and environment related uncertainty mat-
ter: VCs become more involved in early stage ventures and in projects with
higher risk assessment. We likewise control for various measures of risk in
our empirical. Similar to Sapienza et al. (1996), Kaplan and Strömberg (2004)
use VCs’ investment memoranda and identify three different types of risk
measures: “internal risk” which is a consequence of asymmetric information
between the parties; “external risk”, which refers to environment related uncer-
tainty, and “project complexity” risk, which arises from the difficulty and com-
plexity of project realization. We use several risk variables that capture the
different project and environment-related uncertainty inherent in an invest-
ment. The most important are the VCs’ ranking of the “entrepreneur’s expe-
rience” and “project risk” on a scale of 1–10. To establish an overall project
risk measure, we build on Kaplan and Strömberg (2004).10 We ask VCs to
rank their investments on a scale of 1–10 for a number of risk types such
as uncertainty about product/technology, risky competitive position, uncertain
customer adoption, etc. We employ an average of these risk factors11 –excluding

9 We do not use separate variables for each of these legal factors because they are very highly
correlated.
10 Based on an analysis of VCs’ investment memoranda, Kaplan and Strömberg (2004) iden-
tify the following risk factors of start-up investments: uncertain market size, uncertainty about
product/technology, risky competitive position, uncertain customer adoption, risk in business strat-
egy, quality of entrepreneur’s management and business skills, questionable performance to date,
contractual structure and downside risk, high valuation, costly to monitor investment, negative
influence of other investors, and uncertain financial market and exit conditions.
11 This is in contrast to Kaplan and Strömberg (2004) who categorize the different risk factors
as internal, external, and complexity risk. In our sample, these risk distinctions were not statisti-
cally or economically significant, and the risk measures were very highly correlated (generally the
correlation coefficients are greater than 0.5).
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the entrepreneur’s experience, which is considered separately—in the empirical
analysis. Since early stage investments and firms in high-tech industries usually
represent greater uncertainty, a stage dummy variable and industry dummies
for the biotech, electronics, and Internet investments are also considered as
additional proxies for the risk involved. Moreover, since foreign investments
may also be riskier for the VC, we include a “foreign investment” dummy
variable.

Most venture investments are syndicated transactions. In an empirical inves-
tigation of the US biotechnology industry, Lerner (1994) finds that older, larger,
thus more experienced VCs tend to syndicate with other established venture
funds, which refers to complementarities concerning skills of syndicate mem-
bers (see also Hsu, 2004). Brander et al. (2002) argue VC syndication facil-
itates value-added advice provided to the entrepreneur. Wright and Lockett
(2003) emphasize the importance of non-legal sanctions in mitigating oppor-
tunistic behavior by dominant equity holders, particularly through informal
mechanisms and reputation concerns. The theoretical analysis in Casamatta
and Haritchabalet (2003) is consistent in that it argues that effort exertion by
syndicate members depend on their experience: less experienced VCs will exert
too little, while more experienced VCs will provide too much effort to increase
the chance for success. These theories suggest that a complementarity of effort
exertion will characterize syndicated transactions: VCs work more when their
syndicating counterparts also exert increased effort. We therefore consider
the impact of the average number of monthly hours provided by syndicating
partners on the three measures of VCs’ involvement. The above discussion
suggests that effort exertion in investment syndicates will depend on the par-
ticipating VCs’ skills and experience. Since VCs that exert more effort may
accumulate more experience and thus participate in more efficient syndicates,
syndication may be endogenous to effort exertion by VCs, thus the direction of
causality requires further scrutiny. The problem is addressed in the empirical
below.

Moreover, considering the size of the VC fund per number of managers, we
test whether the extent of the VC involvement depends on portfolio size, as
modeled by Kanniainen and Keuschnigg (2003, 2004), and Keuschnigg (2004)
(see also Cumming 2006; Gygax 2006). As well, note that since VCs exerting
more effort are able to manage larger portfolios, the variable we employ in
the analysis (the number of entrepreneurial firms in the portfolio per number
of VC managers12) may be endogenous to our advising and conflict measures.
We address this issue in the empirical analysis. We also use variables for the

12 Controls for the amount of capital in the VC fund per the number of fund managers were too
highly correlated with the variable for this measure of portfolio size per manager, and therefore
not used. Either way, the other variables are not affected. The number of observations per fund
does not enable us to use fund fixed effects. Nevertheless, we have considered a variety of different
controls and robustness checks. For instance, we considered excluding one fund at a time to see if
the results changed, and they did not. Other variables such as fund size, fund type, fund age, etc.,
did not affect the tests of the hypotheses and control variables.
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characteristics of the VC fund, including variables that distinguish independent
VCs (also referred to as limited partnerships) from captive funds (bank-affili-
ated or funds owned by large corporations).13

Another group of control variables include investment performance char-
acteristics such as dummy variables for successful exits. Since VCs gener-
ate most of their profits from a small number of very profitable investments
(so-called high-flyers or home runs) which often yield more than five times
the value of the initial investment, their projects’ inherent success potential
seems to be important for success. Related evidence is provided by Sahlman
(1990): in a sample of 383 investments, about 35% of all projects turned out
to be a total failure, 15% was highly profitable, while the remaining 50%
was moderately successful. We presume that VCs exert more effort on their
inherently successful projects. We test this assumption by involving dummy
variables for successful IPO or acquisition exits. Further, we assume that if
VCs exert more effort on a few successful investments, they will exert less
effort on their “moderately successful” projects which remain in their portfo-
lio for a long time. In that case, the length of the investment period, which
we proxy with the number of investment months, must be negatively related
to their involvement. To the extent that successful exits occur as a conse-
quence of intense advising by VCs, concerns for endogeneity naturally arise
for this group of variables. The issue is addressed in the subsequent empirical
analysis.

Finally, we include the book value of the investment and the number of
investment rounds as transaction-related control variables. The first is to test
whether the involvement of VCs varies according to investment size. The latter
accounts for the fact that staging is a monitoring device: investments in several
rounds require more intense involvement by VCs, especially in the monitoring
task (Witt and Brachtendorf 2006). To the extent that staging happens as a con-
sequence of the VC’s ex-ante appraisal of project risk, the number of investment
rounds may be endogenous to effort exertion, especially monitoring. Thus, in
the empirical analysis, we treat the number of rounds as a potential endogenous
variable.

There are a variety of other variables that were collected to control for
other potential factors that influence the VC–entrepreneur relationship. These
details are described in detail in the next sections that report the tests of the
Hypotheses 1–3 outlined above.

13 In Europe, many VC funds are affiliated with larger financial institutions such as banks. We do
not restrict our attention to limited partnerships (the more common VC structure in the US) but
control for the type of fund in the empirical analysis. We also considered the possibility that other
VC fund characteristics matter for advice and conflicts, such as fund age and size, but did not find
material differences for the regressions reported below. We further considered the possibility of a
“halo effect” for different portfolio companies from the same investor by excluding different funds
(one at a time) from the dataset and re-running the regressions, and did not find material influences
due to one of the funds. Note, however, that the sample size (described below) did not allow the
use of fixed-effect dummy variables for the different funds in the data.
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4 The Dataset

4.1 Data collection

The data were obtained by a mail survey and follow-up interviews of VC fund
members of the European venture capital association (EVCA). In total, there
are data on 121 investment rounds in 74 entrepreneurial firms from 14 VC funds
in 7 continental European countries (Belgium, Denmark, Germany, Hungary,
Italy, Portugal, and The Netherlands). Approximately 250 private (non-gov-
ernmental) funds were contacted in the initial data collection effort. Those
funds were selected based on a random sample of private venture capital funds
from the EVCA in continental Europe. Approximately 30% initially expressed
interest in participating in the study; however, upon informing the funds of
the extent of details requested, only 14 (5%) agreed to provide full access to
contracts used by their funds. Hence, from the broad initial effort, the response
rate was slightly more than 5%, which is consistent with the only prior study
on topic with the detailed information on contracts used in Kaplan and Ström-
berg (2004) (as described below, their sample is a US-only sample involving
11 VC funds and 67 entrepreneurial firms, whereas our sample comprises 14
European VC funds and 74 entrepreneurial firms). Funds that had an inter-
est in participating in the study were interviewed (directly for some funds and
by phone calls for other funds for which a personal visit was not possible)
in 2003 and 2004. The details pertaining to the VC contract terms and ef-
fort exerted for their investee firms involved compiling a mix of hard contract
data alongside qualitative data on effort and actions taken by the VC fund
managers.

It is difficult to quantitatively comment on the representativeness of the
data. Normally, we would compare the publicly available information of the
respondents versus the non-respondents on a fund level. However, in our case
we have details from 14 funds, and with 14 funds it is not possible to carry
out meaningful comparison of means and medians tests. To ensure the integ-
rity of the data collected, the respondents were provided assurances that the
information collected would remain strictly confidential (particularly the actual
contract terms), and not be made publicly available. Data were disclosed on
a completely voluntary basis. Given the type of confidential information col-
lected (particularly for actual contract terms), naturally we cannot refer to an
aggregate industry database for comparison.

We can point out that our sample is similar to prior datasets on private equity
exits in terms of the frequency of use of different securities and specific con-
tract terms (e.g., Kaplan et al. 2005; Lerner and Schoar 2005). The scope of prior
datasets on VC activities (see, e.g., Sapienza 1992; Sapienza et al. 1996) is also
similar to that reported herein. The scope of other VC datasets with detailed
VC contract terms (Bascha and Walz 2001b; Schwienbacher 2002; Kaplan et al.
2005; Lerner and Schoar 2005) is also very similar to our own, in terms of details
and number of observations, and the frequency of use of particular contracts
is similar to that reported in this study. For example, the only other study that
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matches VC contract terms (with the level of detail used in this study) to VC
effort (Kaplan and Strömberg 2004) comprises 67 entrepreneurial firms from 11
VC funds in the US, and that study only has binary measures of effort. Our study
is unique in that we provide international evidence from continental Europe,
and have more variation in VC effort in terms of details on hours spent, etc.
(not merely binary measures of effort).

It is important to point out that the unit of analysis, as mentioned in Sect. 3.1,
is the entrepreneurial firm; hence, our regression analyzes comprise 74 obser-
vations. In the dataset no fund provided data on more than seven investments,
and one provided data on just two firms. The number of deals provided by the
fund depended on the number of deals in which the managing partner of the
VC fund that provided the data had direct familiarity with (crucial in terms
of his/her effort measurement, and in terms of the hard contract data); not all
fund managers within each of the 14 funds were involved in the study, as VC
managers are not directly involved in every firm in which their fund invests.14

Thus, the results that follow are not uniquely attributable to any given fund in
the data (see also footnote 9 and accompanying text). While we do not have all
investee firms for all VC funds, we do have all investee funds for all VC fund
managers that participated in the study.

4.2 Data summary

Table 1 defines many of the variables in the dataset (and excludes a num-
ber of variables that are self-explanatory). Table 2 provides summary statistics
for most of the variables in the dataset. The typical VC fund manager in the
data provides approximately 15 h of work per month to an entrepreneurial
firm. This is similar to seminal work of Gorman and Sahlman (1989), who re-
port lead VCs in the US spending 4–5 h in direct contact with entrepreneurs
(non-lead VCs report spending 2–3 h in their visits on average) and extra time
helping VCs when not in direct contact with entrepreneurs. The average fund
in our data finances on average 2.1 entrepreneurial firms per VC manager,
which is identical to prior work on VC portfolio size per manager reported
in a Canadian dataset by Cumming (2006). In our sample, 37.8% of transac-
tions use convertible preferred stock, which is less than the 53.8% reported by
Kaplan et al. (2005) for an international sample of VCs [although Schwienbacher
(2002), reports that VCs in Europe use convertibles for approximately 20% of
transactions, which is significantly less than that reported by Kaplan et al.’s,
(2005), international sample]. In our sample, 66% of the entrepreneurial firms
financed (49 of 74) involved syndicated deals, which is about twice as great
as that reported for Europe [see the EVCA yearbook (various issues)]. The
difference is likely due to the high proportion of early stage investments in
our sample (72%). Schwienbacher (2002) reports that European VCs syndicate

14 The small number of the entrepreneurial firms in our sample is attributable to the fact that we
requested a significant amount of confidential data on each financing transaction.
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54% of their deals, which is consistent with our dataset. Wright and Lockett
(2003) report a greater number of syndicated partners for early stage deals,
which is also consistent with our data. The average number of syndicated VCs
in our data is 1.284, which is also consistent with Wright and Lockett (2003)
and Schwienbacher (2002). A majority of the exited investments were by way
of trade sales, consistent with Schwienbacher’s European sample of exits; al-
though note that 32.4% of the investments had not yet been exited at the time
of collection of our sample. The average fund size and the investment amounts
per investee are quite consistent with figures reported by Wright and Lockett

Table 2 Descriptive statistics. This table provides the mean, median, standard deviation and
minimum and maximum values for most of the variables in the data

Average Median Standard Minimum Maximum
deviation

Dependent variables: VC ef-
fort and conflict
Hours per month 15.48 10 15.59 0 60
Advice 2.39 1.83 1.79 0 6.78
Conflict 0.89 0 1.42 0 7
Contractual terms and legal
conditions
Convertible preferred equity
dummy variable

0.38 0 0.49 0 1

VC ownership percentage 0.29 0.25 0.16 0 0.87
VC veto rights 3.80 5 1.98 0 1
VC control rights 5.97 6 2.56 0 1
VC board seats 0.25 0.20 0.22 0 1
Legality index of investee
country

19.53 20.44 2.72 12.80 21.78

Control variables: entrepre-
neurial firm characteristics
Early stage investee com-
pany at time of first invest-
ment

0.72 1 0.45 0 1

Late stage investee company 0.28 0 0.45 0 1
Medical dummy variable 0.07 0 0.25 0 1
Computer dummy variable 0.27 0 0.45 0 1
Internet dummy variable 0.18 0 0.38 0 1
Foreign investment dummy
variable

0.19 0 0.39 0 1

Project risk 3.30 2.77 2.21 1 8.30
Entrepreneur experience 6.57 7 2.25 1 10

VC fund characteristics
Limited partner vc dummy
variable

0.51 1 0.50 0 1

Capital under management
(’000 Euro)

389,069 150,000 604,698 70,000 25,000,00

Capital under management
(’000 Euro) / VC manager

21605 16,714 11594 7143 38,462

Number of investee firms /
VC manager

2.15 1.59 1.68 0.190 6.00
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Table 2 continued

Investment characteristics
and performance

Lead investor dummy vari-
able

0.66 1 0.48 0 1

Number of syndicated VCs 1.28 1 1.24 0 5
Hours per month of syndi-
cated VCs

10.41 6 16.83 0 70

Book value of investment at
the time of first investment
(’000 Euro)

5,570.10 2,257.30 9,253.36 150.00 52,000

Number of financing rounds 1.64 1 0.85 1 5
Investment months 30.73 31 15.99 3 84
MSCI market return over
investment period

−0.08 −0.08 0.14 −0.33 0.36

IPO exit dummy variable 0.16 0 0.37 0 1
Trade sale exit dummy vari-
able

0.45 0 0.50 0 1

Write-off exit dummy vari-
able

0.07 0 0.25 0 1

The number of observations for each variable is 74 (74 investee companies). The unit of analysis is
the entrepreneurial investee firm

(2003) for the UK, Bascha and Walz (2001b) for Germany and Schwienbacher
(2002) for Europe.

Table 3 (Panels A, B) depicts the data by different numbers of hours worked
by the VC. The data are presented by entrepreneurial firm, mainly because
we do not observe significant variation across different financing rounds. The
first column in Table 3 presents the data for all the entrepreneurial firms in the
sample. The next columns break the information down by the number of hours
of support received by the entrepreneurial firms from their VCs, including the
managing partners and their associates.15

The first group of numbers in Table 3, Panel A, describes the most important
contracting features employed in the investments in our sample. Most of the
transactions were financed by convertible securities or straight equity, but we
observe a small number of debt investments as well.16 The use of convertible
securities does not seem to enhance the number of hours VCs spend with entre-
preneurs. Board representation and the allocation of veto rights reflect however
that investors are more involved in firms in which they have more extensive
control. In particular, VCs with more extensive board representation tend to
provide a greater number of hours. Moreover, the average number of hours

15 We do not report the entrepreneurs’ average hours worked, simply because entrepreneurs gen-
erally work full time and it was not feasible to track any variation in entrepreneur hours (see further
the discussion in the section on Limitations, alternative explanations and future research).
16 The pattern of financial contracts observed in this dataset is similar to that reported by Bascha
and Walz (2001b) and Schwienbacher (2002) for VCs in Europe; similar evidence is also found in
Canada (Cumming 2005).
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Table 3 Summary of the data by monthly hours spent with the entrepreneurial firm. This table
presents a summary of the data in terms of the average number of hours per month spent with the
entrepreneurial firm by the respondent VC

Total Hours 10 ≤ hours 20 ≤ hours 30 ≥
< 10 < 20 < 30 hours

Panel A
Respondent VC hours 74 31 17 9 17

Contractual terms
and legal conditions

Number of common equity and/
or warrant investments

38 18 9 3 8

Number of convertible preferred
equity and/or conv. debt invest-
ments

28 12 6 2 8

Number of debt and/or preferred
equity investments

8 1 2 4 1

Average VC ownership 0.29 0.31 0.26 0.22 0.32
Average VC board seats/total
board seats

0.25 0.23 0.22 0.30 0.31

Number of investments with par-
tial or no veto control

27 13 11 2 1

Number of investments with full
veto control

47 18 6 7 16

Average legality index in entre-
preneur’s country

19.53 20.06 19.29 17.89 17.68

Project and environment
related risk

Average overall risk ranking 4.46 4.42 4.03 3.69 4.37
average ENT experience ranked
on scale 1–10

6.57 6.65 6.35 6.58 6.76

Number of early (seed/start-up /
expansion) Stage Investment

53 21 11 7 13

Number of late (late / buyout /
turnaround) stage Inv.

21 10 6 1 4

Number of investments in high-
tech industry

38 14 9 9 6

Number of investments in non-
tech industry

36 17 8 0 11

Number of foreign VC invest-
ments

14 8 1 0 5

Number of domestic VC invest-
ments

60 23 16 9 12

Investment characteristics
and performance

Average number of financing
rounds

1.64 1.35 1.76 1.56 2.06

Syndicated VC hours 74 46 12 4 12
Average book value (‘000) 5,570 3,255 11,939 2,616 4,987
Average investment duration
(months)

30.73 33.93 33.88 25.11 24.70

Number of actual IPOs 5 1 0 2 2
Number of expected IPOs 7 4 2 0 1
Number of actual acquisitions 11 2 6 0 3
Number of expected acquisitions 22 4 7 6 5
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Table 3 continued

VC Characteristics
Number of limited partnership
VCs

38 16 10 4 8

Number of bank affiliated VCs 36 15 7 5 9
Average capital under manage-
ment (‘000) per VC manager

17,888 21,922 18,290 24,422 23,217

VC portfolio size per# VC man-
agers

2.15 2.97 1.06 1.72 2.00

Panel B
Average VC advice
ranked on scale 1–10

Strategic advice 3.99 3.10 3.94 5.22 5.00
Marketing advice 1.91 1.29 1.65 4.00 2.18
Financial advice 4.64 4.65 3.35 6.11 5.12
R&D advice 0.80 0.84 0.18 1.11 1.18
Product development advice 0.88 0.84 0.41 0.56 1.59
Human resource advice 1.91 1.29 1.53 2.78 2.94
Exit strategy advice 3.04 2.74 3.53 1.56 3.88
Interpersonal support 1.66 0.94 1.76 1.67 2.88
Help in networking 2.73 1.94 1.76 3.89 4.53
Average overall advice ranking 2.39 1.96 2.01 2.99 3.25

Number of disagreements
with management team

Strategy 21 4 6 2 9
Marketing 8 1 1 3 3
Financial 11 3 1 0 7
R&D 3 1 0 1 1
Product development 8 1 1 1 5
Human resources 7 1 1 1 4
Other 1 1 0 0 0
VC has replaced founder as CEO 7 1 0 0 6
Total number of disagreements 66 13 10 8 35

Panel A presents the characteristics of the respondent VCs (type of VC, capital under manage-
ment), entrepreneurial firm characteristics (legality index of the country of location, foreign versus
domestic investments, stage of development, industry), transaction specific (number of hours syndi-
cated partners, type of securities used, board composition, allocation of veto and ownership rights,
number of rounds, and book value) and performance characteristics (investment duration, and the
actual and expected IPOs and acquisitions). Panel B shows the average advice ranking for nine
different advising fields, the number of disagreements in eight possible matters including appointing
a new CEO, the number of conflicts related to exit with founder and other parties, the average risk
ranking of investments for 13 different risk factors, and the average rank of the entrepreneurs’
experience. Some important variables are typed bold

spent is proportionately less when the VCs have partial or no veto control as
opposed to full veto control. These observations indicate univariate support
for the hypothesis that control rights increase the involvement of VCs in their
entrepreneurial firms (Hypothesis 2b).

Our data include a number of project risk characteristics. Noteworthy is that
contrary to our expectations, VCs spend the highest number of hours with
entrepreneurs with the highest experience rankings. Further, there seems to
be a strong positive correlation between the number of hours and the stage of
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development.17 We observe more hours of support for early stage investments.
About half of the firms in the sample were in high-tech industries (biotech,
electronics, or Internet). There do not appear to be any differences in the
involvement of VCs by industry type. However, VCs report a greater number
of hours for investments in countries with lower Legality indices. These observa-
tions indicate univariate support for the hypothesis that VCs exert more effort
on riskier investments (Hypothesis 2a).

Concerning the performance of investments, the data suggest that there is
generally a negative relation between the average hours of support and total
investment duration.18 This refers to a number of investments in the VCs’ port-
folio which are neither profitable enough to be exited nor represent failures,
but at the same time they are not worth the VC’s extensive involvement. More-
over, the information on exit outcomes reflects that most of the IPOs (the most
successful exits) to date have received an average of more than 20 h per month
of support.

The last group of numbers in Table 3, Panel A, reflects the characteristics of
the respondent VCs. Thirty eight of the entrepreneurial firms were financed by
limited partnership VCs, 36 by bank-affiliated VCs. We do not observe signifi-
cant differences in the distribution of hours depending on VC type. Portfolio
size per manager, however, is notably larger among the entrepreneurs that
receive fewer than 10 h per month of support from the VC, consistent with
Kanniainen and Keuschnigg (2003, 2004) and Keuschnigg (2004).

Table 3, Panel B, provides information pertaining to our advice and conflict
measures. A number of rankings of the importance of VC advice are provided
in the first group of numbers including strategic, marketing, financial, R&D,
product development, human resources, exit strategy, interpersonal support,
and help in networking. The table indicates that for most support activities,
VCs report higher advice rankings if they spend a higher number of hours with
the firm. This observation holds also for the average advice ranking, which we
employ in the multivariate empirical analysis.

The second group of numbers in Table 3, Panel B, reports various types of
disagreement between the VC and entrepreneur (including situations in which
the VC has replaced the founder with another professional manager as CEO).19

17 The venture funds classified the investments as being in one of the following categories: seed,
early, expansion, buyout, late, and turnaround stage. This classification corresponds to the defini-
tion of stages by the European Venture Capital Association. We use a simplified classification: we
consider the investments as of early (i.e. seed, early or expansion phase) or late (late, buyout, or
turnaround phase) stage. The main reason for this classification is that the definitions of early stage
investments is somewhat blurred across funds and across countries, and our data comprise very few
(5) buyout and turnaround investments which did not warrant separate variables.
18 Another factor influencing the relation between number of investment months and average
hours per month is the escalation of commitment. Because VCs may want to avoid being associated
with failures, they may be spending more time with their firms in an effort to make them more
successful. For work on this topic, see, e.g., Birmingham et al. (2003).
19 Exit related disagreements are excluded from the sum total of different disagreements because
not all firms in the sample have gone through the exit process, and because most of the exit conflicts
were not with the entrepreneurial team, but rather with other parties.
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The most disagreements were with entrepreneurial firms for which VCs spent
at least 30 h per month with the entrepreneurial firm. The positive relationship
between disagreements and the time spent with the venture is suggestive that
conflicts proxy the VC’s monitoring effort.

A correlation matrix is provided in an extended version of the paper which
is available on request. The correlations provide some support for Hypotheses
1–3, in that veto rights are significantly positively correlated with monthly hours
(the correlation statistic is 0.35) and advice (0.53), and Legality is significantly
negatively correlated with disagreement (−0.23). It is also noteworthy that the
hours from syndicated partners are very highly correlated with the respondent
VC hours (0.48), consistent with Wright and Lockett (2003). Portfolio size per
manager is highly negatively correlated with disagreement (−0.24). Overall,
therefore, the univariate correlations provide suggestive evidence that is con-
sistent with the theory discussed above in conjunction with the hypotheses and
control variables. Multivariate tests provided below in the next section provide
more robust and conclusive evidence.

The correlation matrix also provided guidance in terms of considering issues
of collinearity in the regressions in subsequent sections. We test for collinearity
by excluding various variables in alternative regression specifications in the next
section. The correlation coefficients between pairs of independent variables are
generally lower than 0.4, suggesting that significant collinearity problems are
unlikely (see, e.g., Judge et al. 1982, p. 620). Nevertheless, since collinearity may
be present among a multitude of independent variables, we also computed the
variance inflation factors (VIFs). For one variable, a dummy variable for limited
partnership VCs, we found the VIFs to be 2.4. In all other cases, the VIFs were
significantly below 2, suggesting that multi-collinearity is not a severe prob-
lem for the econometric regressions presented in the next section (Kennedy
1998, p. 190). It is perhaps not altogether surprising that the limited partnership
dummy variable has a significant VIF as the type of VC significantly affects its
investments (see, e.g., Gompers and Lerner 1999). In the case of the dummy var-
iable for limited partnerships, we also considered excluding that variable, and
the reported results were not materially different. The next section provides
a number of different specifications of the variables. Additional specifications
not presented are available on request.

5 Econometric analysis

This section provides OLS and 2SLS estimations of the three different proxies
of the involvement of VCs as dependent variables: the total number of hours
per month spent with the entrepreneurial firm, the average advice ranking,
and the total number of disagreements between the VC and the entrepreneur.
Table 4 presents the results for the number of hours, Table 5 for the advice
measure, and Table 6 for the disagreement variable. To account for the discrete
nature of the disagreement variable, we show both least squares and ordered
logit estimates in Table 6. Each table presents five regressions to check for the



Advice and monitoring in venture finance 25

Ta
bl

e
4

M
ul

ti
va

ri
at

e
of

ho
ur

s
pe

r
m

on
th

.T
hi

s
ta

bl
e

pr
es

en
ts

O
L

S
an

d
2S

L
S

es
ti

m
at

es
of

th
e

nu
m

be
r

of
ho

ur
s

pe
r

m
on

th
th

at
th

e
ve

nt
ur

e
ca

pi
ta

lis
ts

pe
nd

s
w

it
h

th
e

en
tr

ep
re

ne
ur

ia
lfi

rm
.I

nd
ep

en
de

nt
va

ri
ab

le
s

ar
e

as
de

fin
ed

in
Ta

bl
e

1

In
de

pe
nd

en
tv

ar
ia

bl
es

M
od

el
(1

)
O

L
S

M
od

el
(2

)
O

L
S

M
od

el
(3

)
O

L
S

M
od

el
(4

)
O

L
S

M
od

el
(5

)
2S

L
S

C
oe

ffi
ci

en
t

ts
ta

ti
st

ic
C

oe
ffi

ci
en

t
ts

ta
ti

st
ic

C
oe

ffi
ci

en
t

ts
ta

ti
st

ic
C

oe
ffi

ci
en

t
ts

ta
ti

st
ic

C
oe

ffi
ci

en
t

ts
ta

ti
st

ic

C
on

st
an

t
10

.7
5

2.
00

∗
1.

43
0.

17
10

.2
0

1.
02

14
.8

7
0.

46
−3

.5
5

−0
.1

0
C

on
tr

ac
tu

al
te

rm
s

an
d

le
ga

lc
on

di
tio

ns
C

on
ve

rt
ib

le
se

cu
ri

ty
(H

1)
2.

25
0.

51
1.

88
0.

50
−3

.2
3

−0
.9

2
−2

.2
2

−0
.6

6
−1

0.
33

−1
.8

7∗
∗

O
w

ne
rs

hi
p

%
(H

1)
4.

55
0.

30
20

.8
3

1.
50

25
.6

9
2.

30
∗∗

30
.6

7
2.

67
∗∗

∗
38

.7
6

1.
64

∗
V

et
o

ri
gh

ts
(H

2)
13

.4
4

4.
98

∗∗
∗

7.
96

2.
10

∗∗
11

.3
6

3.
26

∗∗
∗

12
.1

5
3.

22
∗∗

∗
−0

.8
7

−0
.0

7
B

oa
rd

ri
gh

ts
(H

2)
−0

.0
04

−0
.4

8
−0

.0
01

−0
.1

5
0.

00
3

0.
65

0.
00

2
0.

44
−0

.0
3

−0
.9

1
Sp

ec
ia

l
co

nt
ro

l
ri

gh
ts

(H
2)

−1
.4

9
−0

.2
3

C
ou

nt
ry

le
ga

lit
y

(H
3)

−0
.3

9
−0

.5
0

P
ro

je
ct

an
d

en
vi

ro
n-

m
en

tr
el

at
ed

ri
sk

P
ro

je
ct

ri
sk

ra
nk

in
g

−4
.6

7
−0

.5
6

−9
.7

7
−1

.1
2

−4
.0

7
−0

.4
6

2.
51

0.
29

−6
.0

1
−0

.3
7

E
nt

re
pr

en
eu

r
ex

pe
ri

-
en

ce
ra

nk
in

g
0.

21
0.

40
0.

24
0.

43
0.

36
0.

26

L
at

e
or

bu
yo

ut
st

ag
e

−8
.3

5
−2

.1
3∗

∗
−1

0.
50

−3
.2

2∗
∗∗

−9
.1

5
−2

.4
7∗

∗
−7

.4
4

−1
.8

9∗
−5

.8
7

−0
.6

6
M

ed
ic

al
/b

io
te

ch
no

lo
gy

−4
.7

0
−0

.9
2

−5
.3

3
−0

.9
3

2.
77

0.
31

C
om

pu
te

r/
el

ec
tr

on
ic

s
−4

.9
2

−1
.5

4
−3

.9
5

−1
.1

3
−4

.3
1

−0
.7

8
C

om
m

un
ic

at
io

ns
/in

te
r-

ne
t

−1
1.

58
−2

.8
2∗

∗∗
−1

1.
16

−2
.4

8∗
∗

−9
.7

0
−1

.5
8

Fo
re

ig
n

in
ve

st
m

en
t

0.
46

0.
10

−2
.8

5
−0

.6
3

−0
.7

9
−0

.2
0

1.
87

0.
39

2.
75

0.
44

In
ve

st
m

en
t

ch
ar

ac
te

ri
s-

tic
s

an
d

pe
rf

or
m

an
ce

H
ou

rs
fr

om
sy

nd
ic

at
ed

pa
rt

ne
rs

0.
49

5.
60

∗∗
∗

0.
40

5.
51

∗∗
∗

0.
38

5.
07

∗∗
∗

0.
67

2.
07

∗∗

In
ve

st
m

en
tr

ou
nd

s
3.

81
2.

59
∗∗

4.
00

2.
55

∗∗
1.

64
0.

19
(L

og
of

)
bo

ok
va

lu
e

0.
51

0.
72

−0
.2

1
−0

.2
8

−0
.9

6
−1

.1
3

0.
94

−0
.0

6
In

ve
st

m
en

tm
on

th
s

−0
.3

0
−3

.3
5∗

∗∗
−0

.3
0

−3
.6

1∗
∗∗

17
.0

9
1.

74
∗∗



26 D. Cumming, S. A. Johan

Ta
bl

e
4

co
nt

in
ue

d

In
de

pe
nd

en
tv

ar
ia

bl
es

M
od

el
(1

)
O

L
S

M
od

el
(2

)
O

L
S

M
od

el
(3

)
O

L
S

M
od

el
(4

)
O

L
S

M
od

el
(5

)
2S

L
S

C
oe

ffi
ci

en
t

ts
ta

ti
st

ic
C

oe
ffi

ci
en

t
ts

ta
ti

st
ic

C
oe

ffi
ci

en
t

ts
ta

ti
st

ic
C

oe
ffi

ci
en

t
ts

ta
ti

st
ic

C
oe

ffi
ci

en
t

ts
ta

ti
st

ic

IP
O

ex
it

10
.7

6
2.

44
∗∗

16
.2

6
3.

26
∗∗

∗
0.

25
0.

03
A

cq
ui

si
ti

on
ex

it
7.

74
2.

09
∗∗

V
C

fu
nd

ch
ar

ac
te

ri
st

ic
s

L
im

it
ed

pa
rt

ne
rs

hi
p

V
C

1.
74

0.
42

0.
96

0.
29

−2
.9

2
0.

74
3.

00
0.

62
V

C
po

rt
fo

lio
si

ze
/#

of
V

C
m

an
ag

er
s

−1
.9

8
−2

.5
3∗

∗
−1

.1
9

−1
.5

5
−2

.3
9

−2
.6

7∗
∗∗

−1
.6

9
−1

.8
8∗

−3
.0

1
−1

.4
0

N
um

be
ro

fo
bs

er
va

ti
on

s
74

74
74

74
74

A
dj

us
te

d
R

2
0.

10
0.

31
0.

47
0.

48
0.

24
L

og
lik

el
ih

oo
d

−2
99

.7
7

−2
87

.9
8

−2
73

.9
2

−2
71

.2
9

−2
85

.5
2

A
ka

ik
e

in
fo

rm
at

io
n

cr
i-

te
ri

on
8.

35
8.

10
7.

92
7.

93
8.

28

F
st

at
is

ti
c

1.
96

*
3.

99
∗∗

∗
4.

57
∗∗

∗
4.

16
∗∗

∗
2.

18
∗∗

∗

M
od

el
s

(1
)–

(4
)

us
e

O
L

S;
M

od
el

(5
)

us
es

2S
L

S
w

he
re

th
e

fo
llo

w
in

g
va

ri
ab

le
s

th
at

ar
e

tr
ea

te
d

as
po

te
nt

ia
lly

en
do

ge
no

us
:t

he
co

nv
er

ti
bl

e
pr

ef
er

re
d

eq
ui

ty
du

m
m

y,
th

e
fr

ac
ti

on
of

ve
to

ri
gh

ts
,b

oa
rd

ri
gh

ts
,a

nd
ot

he
r

“s
pe

ci
al

”
co

nt
ro

l
ri

gh
ts

he
ld

by
th

e
V

C
,t

he
pe

rc
en

ta
ge

of
th

e
V

C
’s

ow
ne

rs
hi

p
sh

ar
e,

th
e

nu
m

be
r

of
ho

ur
s

pe
r

m
on

th
fr

om
sy

nd
ic

at
ed

V
C

s,
th

e
nu

m
be

r
of

in
ve

st
m

en
t

ro
un

ds
,t

he
nu

m
be

r
of

in
ve

st
m

en
t

m
on

th
s,

ex
it

ou
tc

om
es

,a
nd

th
e

ca
pi

ta
lu

nd
er

m
an

ag
em

en
t

pe
r

V
C

fu
nd

m
an

ag
er

s.
T

he
fo

llo
w

in
g

va
ri

ab
le

s
ar

e
us

ed
as

in
st

ru
m

en
ts

:t
he

V
C

’s
ra

nk
in

g
of

pr
oj

ec
t

ri
sk

an
d

en
tr

ep
re

ne
ur

ex
pe

ri
en

ce
,t

he
lo

g
of

th
e

bo
ok

va
lu

e
of

th
e

in
ve

st
m

en
t,

th
e

le
ga

lit
y

in
de

x
of

th
e

co
un

tr
y

of
th

e
in

ve
st

m
en

t,
a

du
m

m
y

fo
r

en
tr

ep
re

ne
ur

s
in

fo
re

ig
n

co
un

tr
ie

s,
a

la
te

st
ag

e
in

ve
st

m
en

t
du

m
m

y,
in

du
st

ry
du

m
m

y
va

ri
ab

le
s,

th
e

lim
it

ed
pa

rt
ne

rs
hi

p
du

m
m

y
va

ri
ab

le
fo

r
th

e
V

C
,d

um
m

y
va

ri
ab

le
s

fo
r

th
e

in
ve

st
m

en
ta

nd
ex

it
ye

ar
s,

an
d

th
e

lo
g

of
th

e
M

SC
I

re
tu

rn
s

ov
er

th
e

pe
ri

od
of

th
e

in
ve

st
m

en
t.

W
hi

te
’s

(1
98

0)
H

C
C

M
E

is
us

ed
*,

**
,*

**
re

pr
es

en
te

st
im

at
es

si
gn

ifi
ca

nt
at

th
e

1,
5,

an
d

10
%

le
ve

ls
,r

es
pe

ct
iv

el
y



Advice and monitoring in venture finance 27

Ta
bl

e
5

M
ul

ti
va

ri
at

e
an

al
ys

is
of

ad
vi

ce
.

T
hi

s
ta

bl
e

pr
es

en
ts

O
L

S
es

ti
m

at
es

of
th

e
ve

nt
ur

e
ca

pi
ta

lis
t’

s
av

er
ag

e
ad

vi
ce

ra
nk

in
g

fo
r

as
si

st
an

ce
pr

ov
id

ed
to

th
e

en
tr

ep
re

ne
ur

ia
lfi

rm

In
de

pe
nd

en
tv

ar
ia

bl
es

M
od

el
(1

)
O

L
S

M
od

el
(2

)
O

L
S

M
od

el
(3

)
O

L
S

M
od

el
(4

)
O

L
S

M
od

el
(5

)
2S

L
S

C
oe

ffi
ci

en
t

ts
ta

ti
st

ic
C

oe
ffi

ci
en

t
ts

ta
ti

st
ic

C
oe

ffi
ci

en
t

ts
ta

ti
st

ic
C

oe
ffi

ci
en

t
ts

ta
ti

st
ic

C
oe

ffi
ci

en
t

ts
ta

ti
st

ic

C
on

st
an

t
0.

44
0.

85
2.

31
2.

96
∗∗

1.
64

1.
64

3.
31

1.
19

−2
.2

4
−0

.7
2

C
on

tr
ac

tu
al

te
rm

s
an

d
le

ga
lc

on
di

tio
ns

C
on

ve
rt

ib
le

se
cu

ri
ty

(H
1)

0.
97

2.
87

∗∗
∗

0.
83

2.
59

∗∗
0.

48
1.

27
0.

62
1.

93
∗

−0
.1

1
−0

.1
9

O
w

ne
rs

hi
p

%
(H

1)
−0

.5
2

−0
.5

3
−0

.1
1

−0
.1

2
−0

.1
9

−0
.2

4
−0

.0
7

−0
.0

9
0.

09
0.

04
V

et
o

ri
gh

ts
(H

2)
2.

63
6.

90
∗∗

∗
2.

57
5.

63
∗∗

∗
2.

63
5.

63
∗∗

∗
2.

45
5.

17
∗∗

∗
3.

80
3.

67
∗∗

∗
B

oa
rd

ri
gh

ts
(H

2)
0.

00
1

1.
69

∗
0.

00
1

1.
51

0.
00

1
1.

20
−0

.0
07

−2
.6

1∗
∗

Sp
ec

ia
l

co
nt

ro
l

ri
gh

ts
(H

2)
0.

24
0.

31

C
ou

nt
ry

le
ga

lit
y

(H
3)

−0
.0

7
−0

.6
4

P
ro

je
ct

an
d

en
vi

ro
n-

m
en

tr
el

at
ed

ri
sk

P
ro

je
ct

ri
sk

ra
nk

in
g

1.
36

1.
51

2.
15

2.
59

∗∗
∗

2.
46

2.
83

∗∗
∗

2.
30

2.
60

∗∗
3.

10
2.

33
∗∗

E
nt

re
pr

en
eu

r
ex

pe
ri

-
en

ce
ra

nk
in

g
0.

14
1.

98
∗∗

0.
14

1.
85

∗∗
0.

27
2.

07
∗∗

L
at

e
or

bu
yo

ut
st

ag
e

−1
.3

4
−4

.4
6∗

∗∗
−0

.9
8

−2
.9

2∗
∗∗

−0
.8

6
−1

.8
8∗

∗
−0

.8
0

−1
.8

0∗
∗

−0
.4

8
−0

.5
9

M
ed

ic
al

/b
io

te
ch

no
lo

gy
−0

.4
7

−0
.6

3
−0

.4
6

−0
.6

8
0.

32
0.

33
C

om
pu

te
r/

el
ec

tr
on

ic
s

0.
30

0.
75

0.
26

0.
64

0.
93

1.
73

∗
C

om
m

un
ic

at
io

ns
/I

n-
te

rn
et

−1
.0

3
−1

.5
0

−1
.0

6
−1

.6
8∗

−0
.6

8
−1

.1
0

Fo
re

ig
n

in
ve

st
m

en
t

−0
.2

9
−0

.8
4

−0
.2

6
−0

.7
4

−0
.2

8
−0

.8
2

−0
.1

9
−0

.6
3

0.
45

0.
78

In
ve

st
m

en
t

ch
ar

ac
te

ri
s-

tic
s

an
d

pe
rf

or
m

an
ce

H
ou

rs
fr

om
sy

nd
ic

at
ed

pa
rt

ne
rs

−0
.0

03
−0

.2
9

−0
.0

08
−0

.7
8

−0
.0

08
−0

.7
7

−0
.0

1
−0

.4
6

In
ve

st
m

en
tr

ou
nd

s
0.

25
1.

10
0.

34
1.

36
0.

99
1.

21
(L

og
of

)
bo

ok
va

lu
e

−0
.2

5
−2

.9
8∗

∗∗
−0

.3
0

−4
.1

3∗
∗∗

−0
.3

0
−3

.6
5∗

∗∗
−0

.2
9

−1
.9

5∗
In

ve
st

m
en

tm
on

th
s

−0
.0

08
−0

.8
4

−0
.0

06
−0

.7
1

0.
10

0.
11



28 D. Cumming, S. A. Johan

Ta
bl

e
5

co
nt

in
ue

d

In
de

pe
nd

en
tv

ar
ia

bl
es

M
od

el
(1

)
O

L
S

M
od

el
(2

)
O

L
S

M
od

el
(3

)
O

L
S

M
od

el
(4

)
O

L
S

M
od

el
(5

)
2S

L
S

C
oe

ffi
ci

en
t

ts
ta

ti
st

ic
C

oe
ffi

ci
en

t
ts

ta
ti

st
ic

C
oe

ffi
ci

en
t

ts
ta

ti
st

ic
C

oe
ffi

ci
en

t
ts

ta
ti

st
ic

C
oe

ffi
ci

en
t

ts
ta

ti
st

ic

IP
O

ex
it

0.
12

0.
33

−0
.0

5
−0

.1
3

0.
00

2
2.

11
∗∗

A
cq

ui
si

ti
on

ex
it

−0
.2

4
−0

.6
1

V
C

F
un

d
C

ha
ra

ct
er

is
-

tic
s

L
im

it
ed

pa
rt

ne
rs

hi
p

V
C

−0
.1

8
−0

.4
3

−0
.0

1
−0

.0
4

−0
.1

6
−0

.4
5

0.
57

1.
08

V
C

po
rt

fo
lio

si
ze

/#
of

V
C

m
an

ag
er

s
−0

.0
7

−0
.7

8
−0

.1
4

−1
.5

9
−0

.2
2

−2
.2

1∗
∗

−0
.2

6
−2

.7
8∗

∗∗
−0

.3
7

−1
.7

6∗

N
um

be
r

of
ob

se
rv

a-
ti

on
s

74
74

74
74

74

A
dj

us
te

d
R

2
0.

38
0.

40
0.

44
0.

44
0.

44
L

og
lik

el
ih

oo
d

−1
25

.3
0

−1
22

.3
4

−1
14

.9
0

−1
14

.9
8

−1
14

.9
8

A
ka

ik
e

in
fo

rm
at

io
n

cr
it

er
io

n
3.

63
3.

63
3.

65
3.

65
3.

65

F
st

at
is

ti
c

6.
69

∗∗
∗

5.
50

∗∗
∗

4.
02

∗∗
∗

4.
01

∗∗
∗

4.
01

∗∗
∗

In
de

pe
nd

en
t

va
ri

ab
le

s
ar

e
as

de
fin

ed
in

Ta
bl

e
1.

M
od

el
s

(1
)–

(4
)

us
e

O
L

S;
M

od
el

(5
)

us
es

2S
L

S
w

he
re

th
e

fo
llo

w
in

g
va

ri
ab

le
s

th
at

ar
e

tr
ea

te
d

as
po

te
nt

ia
lly

en
do

ge
no

us
:t

he
co

nv
er

ti
bl

e
pr

ef
er

re
d

eq
ui

ty
du

m
m

y,
th

e
fr

ac
ti

on
of

ve
to

ri
gh

ts
,b

oa
rd

ri
gh

ts
,a

nd
ot

he
r

“s
pe

ci
al

”
co

nt
ro

lr
ig

ht
s

he
ld

by
th

e
V

C
,t

he
pe

rc
en

ta
ge

of
th

e
V

C
’s

ow
ne

rs
hi

p
sh

ar
e,

th
e

nu
m

be
r

of
ho

ur
s

pe
r

m
on

th
fr

om
sy

nd
ic

at
ed

V
C

s,
th

e
nu

m
be

r
of

in
ve

st
m

en
t

ro
un

ds
,t

he
nu

m
be

r
of

in
ve

st
m

en
t

m
on

th
s,

ex
it

ou
tc

om
es

,a
nd

th
e

ca
pi

ta
l

un
de

r
m

an
ag

em
en

t
pe

r
V

C
fu

nd
m

an
ag

er
s.

T
he

fo
llo

w
in

g
va

ri
ab

le
s

ar
e

us
ed

as
in

st
ru

m
en

ts
:

th
e

V
C

’s
ra

nk
in

g
of

pr
oj

ec
t

ri
sk

an
d

en
tr

ep
re

ne
ur

ex
pe

ri
en

ce
,t

he
lo

g
of

th
e

bo
ok

va
lu

e
of

th
e

in
ve

st
m

en
t,

th
e

le
ga

lit
y

in
de

x
of

th
e

co
un

tr
y

of
th

e
in

ve
st

m
en

t,
a

du
m

m
y

fo
r

en
tr

ep
re

ne
ur

s
in

fo
re

ig
n

co
un

tr
ie

s,
a

la
te

st
ag

e
in

ve
st

m
en

t
du

m
m

y,
in

du
st

ry
du

m
m

y
va

ri
ab

le
s,

th
e

lim
it

ed
pa

rt
ne

rs
hi

p
du

m
m

y
va

ri
ab

le
fo

r
th

e
V

C
,d

um
m

y
va

ri
ab

le
s

fo
r

th
e

in
ve

st
m

en
t

an
d

ex
it

ye
ar

s,
an

d
th

e
lo

g
of

th
e

M
SC

I
re

tu
rn

s
ov

er
th

e
pe

ri
od

of
th

e
in

ve
st

m
en

t.
W

hi
te

’s
(1

98
0)

H
C

C
M

E
is

us
ed

*,
**

,*
**

re
pr

es
en

te
st

im
at

es
si

gn
ifi

ca
nt

at
th

e
1,

5,
an

d
10

%
le

ve
ls

,r
es

pe
ct

iv
el

y



Advice and monitoring in venture finance 29

Ta
bl

e
6

M
ul

ti
va

ri
at

e
an

al
ys

is
of

di
sa

gr
ee

m
en

t.
T

hi
s

ta
bl

e
pr

es
en

ts
O

L
S

an
d

O
rd

er
ed

L
og

it
es

ti
m

at
es

of
th

e
nu

m
be

r
of

di
sa

gr
ee

m
en

ts
be

tw
ee

n
th

e
ve

nt
ur

e
ca

pi
ta

lis
ta

nd
th

e
en

tr
ep

re
ne

ur
ia

lfi
rm

In
de

pe
nd

en
t

V
ar

i-
ab

le
s

M
od

el
(1

)
O

L
S

M
od

el
(2

)
O

L
S

M
od

el
(3

)
or

de
re

d
lo

gi
t

M
od

el
(4

)
or

de
re

d
lo

gi
t

M
od

el
(5

)
IV

or
de

re
d

lo
gi

t

C
oe

ffi
ci

en
t

ts
ta

ti
st

ic
C

oe
ffi

ci
en

t
ts

ta
ti

st
ic

C
oe

ffi
ci

en
t

ts
ta

ti
st

ic
C

oe
ffi

ci
en

t
ts

ta
ti

st
ic

C
oe

ffi
ci

en
t

ts
ta

ti
st

ic

C
on

st
an

t
0.

53
0.

61
7.

75
2.

72
∗∗

∗
3.

67
1.

50
9.

97
2.

07
∗∗

7.
79

2.
13

∗∗
C

on
tr

ac
tu

al
te

rm
s

an
d

le
ga

lc
on

di
tio

ns
C

on
ve

rt
ib

le
se

cu
-

ri
ty

(H
1)

−0
.0

4
−0

.1
3

0.
31

1.
01

0.
03

0.
40

0.
36

0.
48

0.
20

0.
15

O
w

ne
rs

hi
p

%
(H

1)
1.

21
1.

22
1.

55
1.

67
∗

3.
14

1.
14

3.
03

1.
76

∗
−0

.3
4

−0
.0

6
V

et
o

ri
gh

ts
(H

2)
0.

27
0.

86
−0

.4
2

−0
.9

5
−0

.1
2

−0
.1

1
−0

.9
3

−1
.1

7
−2

.5
7

−0
.8

1
B

oa
rd

ri
gh

ts
(H

2)
0.

83
0.

15
3.

27
1.

15
0.

00
2

0.
48

Sp
ec

ia
l

co
nt

ro
l

ri
gh

ts
(H

2)
−2

.9
2

−1
.7

5∗
1.

64
0.

26

C
ou

nt
ry

le
ga

lit
y

(H
3)

−0
.2

9
−3

.1
0∗

∗∗
−0

.4
0

−2
.1

7∗
∗

P
ro

je
ct

an
d

en
vi

-
ro

nm
en

tr
el

at
ed

ri
sk

P
ro

je
ct

ri
sk

ra
nk

in
g

(H
2)

−0
.2

3
−0

.2
8

0.
41

0.
49

0.
73

0.
20

0.
34

0.
14

−0
.8

9
−0

.4
0

E
nt

re
pr

en
eu

r
ex

pe
-

ri
en

ce
ra

nk
in

g
(H

2)
−0

.1
6

−1
.8

3∗
−0

.3
9

−1
.8

1∗
−0

.3
2

−1
.8

4∗
−0

.3
9

−2
.3

5∗
∗

L
at

e
or

bu
yo

ut
st

ag
e

(H
2)

−0
.8

8
−2

.8
3*

**
−0

.3
4

−1
.0

9
−2

.7
6

−2
.4

6∗
∗

−1
.3

0
−1

.0
8

−2
.1

5
−2

.0
2∗

∗

M
ed

ic
al

/b
io

te
ch

-
no

lo
gy

(H
2)

1.
15

1.
43

1.
93

1.
45

1.
10

0.
93

−0
.0

8
−0

.0
5

C
om

pu
te

r/
el

ec
-

tr
on

ic
s

(H
2)

−0
.3

3
−0

.9
0

0.
44

0.
53

−0
.0

6
−0

.0
9

−0
.4

7
−0

.4
1



30 D. Cumming, S. A. Johan

Ta
bl

e
6

co
nt

in
ue

d

In
de

pe
nd

en
t

V
ar

i-
ab

le
s

M
od

el
(1

)
O

L
S

M
od

el
(2

)
O

L
S

M
od

el
(3

)
or

de
re

d
lo

gi
t

M
od

el
(4

)
or

de
re

d
lo

gi
t

M
od

el
(5

)
IV

or
de

re
d

lo
gi

t

C
oe

ffi
ci

en
t

ts
ta

ti
st

ic
C

oe
ffi

ci
en

t
ts

ta
ti

st
ic

C
oe

ffi
ci

en
t

ts
ta

ti
st

ic
C

oe
ffi

ci
en

t
ts

ta
ti

st
ic

C
oe

ffi
ci

en
t

ts
ta

ti
st

ic

C
om

m
un

ic
a-

ti
on

s/
In

te
rn

et
(H

2)
−0

.7
8

−1
.8

0∗
−1

.0
5

−0
.9

3
−1

.2
9

−1
.3

8
−1

.1
9

−0
.8

1

Fo
re

ig
n

in
ve

st
m

en
t

0.
21

0.
60

0.
48

1.
19

0.
81

0.
75

0.
78

0.
86

−0
.5

8
−0

.2
5

In
ve

st
m

en
t

ch
ar

ac
-

te
ri

st
ic

s
an

d
pe

rf
or

-
m

an
ce

H
ou

rs
fr

om
sy

nd
i-

ca
te

d
pa

rt
ne

rs
0.

03
3.

72
∗∗

∗
0.

03
4.

00
∗∗

∗
0.

09
2.

24
∗∗

0.
06

2.
40

∗∗
0.

02
0.

44

In
ve

st
m

en
tr

ou
nd

s
0.

16
1.

14
−0

.4
2

−0
.8

4
0.

06
0.

13
−2

.5
7

−2
.3

8∗
∗

(L
og

of
)b

oo
k

va
lu

e
0.

03
0.

34
0.

03
0.

33
0.

19
0.

90
0.

14
0.

61
0.

12
0.

50
In

ve
st

m
en

tm
on

th
s

−0
.0

1
−1

.8
7∗

−0
.0

4
−1

.3
5

−0
.0

2
−1

.0
2

1.
96

1.
38

IP
O

ex
it

−0
.1

4
−0

.2
8

0.
16

0.
19

0.
81

0.
90

0.
43

0.
52

A
cq

ui
si

ti
on

ex
it

−0
.0

2
−0

.0
4

0.
53

0.
73

V
C

fu
nd

ch
ar

ac
te

r-
is

tic
s

L
im

it
ed

pa
rt

ne
r-

sh
ip

V
C

−0
.9

8
−2

.2
4∗

∗
−0

.5
3

−0
.6

2
−1

.2
3

−1
.4

3
−0

.6
1

−0
.8

2

V
C

po
rt

fo
lio

si
ze

/#
of

V
C

m
an

ag
er

s
−0

.2
3

−3
.2

2∗
∗∗

−0
.1

8
−2

.2
0∗

∗
−0

.7
9

−1
.9

1∗
−0

.7
4

−1
.5

5
−0

.4
2

−1
.0

5

M
u

(1
)

0.
95

3.
03

∗∗
∗

0.
84

2.
74

∗∗
∗

0.
66

2.
96

∗∗
∗

M
u

(2
)

1.
30

2.
41

∗∗
1.

20
3.

10
∗∗

∗
0.

95
3.

42
∗∗

∗
M

u
(3

)
2.

59
2.

52
∗∗

2.
60

3.
09

∗∗
∗

2.
01

3.
37

∗∗
∗

M
u

(4
)

3.
69

2.
78

∗∗
∗

3.
77

2.
74

∗∗
∗

2.
98

2.
35

∗∗



Advice and monitoring in venture finance 31

Ta
bl

e
6

co
nt

in
ue

d

In
de

pe
nd

en
t

V
ar

i-
ab

le
s

M
od

el
(1

)
O

L
S

M
od

el
(2

)
O

L
S

M
od

el
(3

)
or

de
re

d
lo

gi
t

M
od

el
(4

)
or

de
re

d
lo

gi
t

M
od

el
(5

)
IV

or
de

re
d

lo
gi

t

C
oe

ffi
ci

en
t

ts
ta

ti
st

ic
C

oe
ffi

ci
en

t
ts

ta
ti

st
ic

C
oe

ffi
ci

en
t

ts
ta

ti
st

ic
C

oe
ffi

ci
en

t
ts

ta
ti

st
ic

C
oe

ffi
ci

en
t

ts
ta

ti
st

ic

N
um

be
ro

fo
bs

er
va

-
ti

on
s

74
74

74
74

74

A
dj

us
te

d
R

2

[P
se

ud
o

R
2

fo
r

M
od

el
s

(3
)–

(5
)]

0.
16

0.
32

0.
38

0.
34

0.
31

L
og

lik
el

ih
oo

d
−1

18
.3

1
−1

04
.9

9
−5

5.
11

−5
8.

29
−6

9.
62

A
ka

ik
e

in
fo

rm
a-

ti
on

cr
it

er
io

n
3.

50
3.

37

F
st

at
is

ti
c

[C
hi

-
sq

ua
re

fo
r

m
od

el
s

(3
)–

(5
)]

2.
44

∗∗
2.

81
∗∗

∗
C

hi
-s

qu
ar

ed
:6

7.
30

∗∗
∗

C
hi

-s
qu

ar
ed

:6
0.

94
∗∗

∗
C

hi
-s

qu
ar

ed
:3

8.
28

∗∗
∗

In
de

pe
nd

en
tv

ar
ia

bl
es

ar
e

as
de

fin
ed

in
Ta

bl
e

1.
O

L
S

is
us

ed
in

M
od

el
s

(1
)

an
d

(2
);

or
de

re
d

lo
gi

ta
re

us
ed

in
M

od
el

s
(3

)
an

d
(4

);
or

de
re

d
lo

gi
tw

it
h

in
st

ru
m

en
ta

l
va

ri
ab

le
s

is
us

ed
in

M
od

el
(5

)
w

it
h

th
e

fo
llo

w
in

g
va

ri
ab

le
s

th
at

ar
e

tr
ea

te
d

as
po

te
nt

ia
lly

en
do

ge
no

us
:

th
e

co
nv

er
ti

bl
e

pr
ef

er
re

d
eq

ui
ty

du
m

m
y,

th
e

fr
ac

ti
on

of
ve

to
,b

oa
rd

,a
nd

ot
he

r
“s

pe
ci

al
”

co
nt

ro
l

ri
gh

ts
he

ld
by

th
e

V
C

,t
he

V
C

’s
ow

ne
rs

hi
p

sh
ar

e
(%

),
th

e
nu

m
be

r
of

ho
ur

s
pe

r
m

on
th

fr
om

sy
nd

ic
at

ed
V

C
s,

th
e

nu
m

be
r

of
in

ve
st

m
en

tr
ou

nd
s

an
d

in
ve

st
m

en
tm

on
th

s,
ex

it
ou

tc
om

es
,a

nd
th

e
ca

pi
ta

lu
nd

er
m

an
ag

em
en

tp
er

fu
nd

m
an

ag
er

s.
T

he
fo

llo
w

in
g

va
ri

ab
le

s
ar

e
us

ed
as

in
st

ru
m

en
ts

:t
he

V
C

’s
ra

nk
in

g
of

pr
oj

ec
t

ri
sk

an
d

en
tr

ep
re

ne
ur

ex
pe

ri
en

ce
,t

he
lo

g
of

th
e

bo
ok

va
lu

e
of

th
e

in
ve

st
m

en
t,

th
e

le
ga

lit
y

in
de

x
of

th
e

co
un

tr
y

of
th

e
in

ve
st

m
en

t,
a

du
m

m
y

fo
r

en
tr

ep
re

ne
ur

s
in

fo
re

ig
n

co
un

tr
ie

s,
a

la
te

st
ag

e
in

ve
st

m
en

td
um

m
y,

in
du

st
ry

du
m

m
y

va
ri

ab
le

s,
th

e
lim

it
ed

pa
rt

ne
rs

hi
p

du
m

m
y,

du
m

m
y

va
ri

ab
le

s
fo

r
th

e
in

ve
st

m
en

ta
nd

ex
it

ye
ar

s,
an

d
th

e
lo

g
of

th
e

M
SC

I
re

tu
rn

s
ov

er
th

e
pe

ri
od

of
th

e
in

ve
st

m
en

t.
W

hi
te

’s
(1

98
0)

H
C

C
M

E
is

us
ed

*,
**

,*
**

re
pr

es
en

te
st

im
at

es
si

gn
ifi

ca
nt

at
th

e
1,

5,
an

d
10

%
le

ve
ls

,r
es

pe
ct

iv
el

y



32 D. Cumming, S. A. Johan

effect of specification bias and collinearity among the explanatory variables.
Models (1)–(4) in each table present alternative explanatory variables to show
the possible influence of collinearity. Each table also provides a 2SLS specifica-
tion (Model (5)) to check for the effect of potential endogeneity.

Our explanatory variables are broken down into four categories. The rele-
vant variables to test the impact of contractual terms on effort exertion by VCs
(namely, Hypotheses 1–3) are shown in the first group in each table. In order
to consider how the risk involved in an investment affects the VC’s involve-
ment (Hypothesis 2), we employ a number of different proxies for project and
environment related uncertainty which are presented in the second group. The
last two categories include controls for investment performance and VC fund
characteristics in each table. For reasons discussed alongside the development
of the hypotheses above, several contract specific and investment performance
variables may be endogenous to the involvement of VCs. We control for the
potential endogeneity, by using two-stage least squares estimations, of the fol-
lowing explanatory variables: the convertible security dummy, the VC’s own-
ership share, veto rights, board rights, special control rights, the number of
hours by syndicating partners, IPO, and acquisition exit dummies, investment
months, investment rounds, and VC portfolio size per number of VC managers.
In the first step of the regression, we estimate these variables as functions of
exogenous instruments such as project and environment related risk character-
istics, investment and exit year dummies, and returns to the Morgan Stanley
Capital International Inc. (“MSCI”) index over the period of the investment.20

The instruments might be correlated with, for example exit potential or the
experience of VCs, but they are less likely to be correlated with the advice and
conflict measures.21 In an extended version of the paper we present correlations
across a variety of potentially endogenous variables and various instruments.
In brief, the instruments used are useful (although not 100% perfect), as the
correlations with the instruments and dependent variables are generally less

20 For identification, there must be at least as many instruments as the number of explanatory vari-
ables. We use a number of instruments that are not included among the original set of explanatory
variables. We also treat some of the original variables as instruments (for which endogeneity is not
potentially problematic), which is appropriate for obtaining asymptotically efficient estimates and
necessary to satisfy the identification criterion with our variables.
21 Kortum and Lerner (2000) find that VCs contribute approximately 15% less to innovation in
boom periods in the United States, which suggests that our instruments are not ideal. In this Euro-
pean dataset, however, the correlations are not as correlated with the dependent variables and
the potentially endogenous explanatory variables (this information was presented in an extended
version of the paper and is available upon request). The interaction between effort and years is
indirect, via exit conditions and contract decisions. That is, our instruments are based on the premise
that investment contract decisions and exits are more closely related to market conditions and year
effects, consistent with Gompers and Lerner (1999, 2001), Lerner and Schoar (2004, 2005), Bessler
and Kurth (2006), Lauterbach et al. (2006), Tykvova (2006), Tykvova and Walz (2006), Witt and
Brachtendorf (2006), and others. Our instruments in this context were not selected on the basis of
prior work directly on topic of advice, as such papers (e.g., Kaplan and Strömberg 2004) did not
control for endogeneity. We considered alternative specifications, which generally yielded similar
results. Other specifications are available upon request.
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statistically significant than the correlations between the instruments and the
potentially endogenous explanatory variables.

5.1 Hypotheses 1–3: The impact of contracts and laws on VC—entrepreneur
relationships

In regards to Hypothesis 1a, there is some evidence consistent with the view
that the use of convertible securities and the allocation of a substantial own-
ership percentage to VCs enhance their effort and advice (consistent with the
predictions of Casamatta 2003; Repullo and Suarez 2004; Schmidt 2003), but
the results are sensitive to the econometric specification. Large ownership per-
centage induce VCs to spend more hours with entrepreneurial firms: a 10%
increase in the VC’s ownership share increases the time spent with the entre-
preneur by 3 h per month on average (Models 3–5 in Table 4). When con-
vertible securities are used, VCs value their contribution roughly 10% more
important (see Models 1, 2, and 4 in Table 5). Contrary to expectations, we
find no significant effect of the ownership variable to the intensity of advice
(Table 5).

The results do not support Hypothesis 1b; that is, convertible securities do
not mitigate VC–entrepreneur conflicts. On the contrary, there is evidence that
a large VC ownership percentage is associated with a greater scope of VC–
entrepreneur disagreements (Table 6, Models 2 and 4). One explanation is
that VCs’ have pronounced incentives to monitor the activities of the entre-
preneur when VCs have larger ownership stakes, which in turn this leads to
conflict.

The data provide much stronger support for Hypothesis 2a than Hypotheses
1a and 1b. In regards to Hypothesis 2a, the data indicate that the more control
given to the VC in the form of veto rights, the more intense his effort exertion,
especially with respect to the intensity of advising. VCs with full veto control
with respect to the five issues considered (asset sales, asset purchases, changes
in control, issuance of equity, and other veto rights; see Table 1) provide roughly
30% more advice than VCs who have no veto rights in any of these decisions
(Table 5, Models 1–5). This effect survives when we control for the endogeneity
of the “veto rights” variable (Table 5, Model 5). We find that control increases
the time spent with the firm too, by roughly 10–12 h per month (Table 4, Models
1–4), but this effect is not robust to potential endogeneity of the variable (see
Table 4, Model 5). These results indicate that VC veto rights are an extremely
important and effective mechanism for VCs to exercise their views on how to
bring the project to fruition, and more effective than information rights and
other specific contractual terms. As mentioned earlier, veto rights are passive
rights, where it can be said that although the VC is not “actively managing” the
firm, it is influencing the outcome of the business decision to be made, espe-
cially if the decision requires a unanimous consensus. When involving itself in
a high risk project such as a start up entrepreneurial firm, a VC will risk being
blamed for the failure of the firm in the more than likely event of its failure. By
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exercising veto rights, it can avoid having to shoulder full blame as it is not the
VC alone that decides various issues related to for example asset sales or asset
purchases, it is just failure to reach a consensus by the “whole managing team”
that determines which course of action is to be taken. This indirect control
is also pertinent in the event there is an attempt to argue that the corporate
veil was pierced (some VCs exercise their veto rights as shareholders and not
board members). The more veto rights the VC wields, the more secure it feels
in involving itself with the firm.

In Model (3) in Table 6, contrary to expectations (Hypothesis 2b), we find
support that VC control mitigates the number of VC–entrepreneur disagree-
ments. This indicates that VCs have fewer conflicts with entrepreneurs when
they have the right to interfere in entrepreneurial decision-making; however,
this effect is not robust to the inclusion/exclusion of the other explanatory
variables and controls for endogeneity.

In regards to Hypothesis 3, considering the impact of investor protection and
legal rules, we find that VCs experience more disagreements with entrepreneurs
in countries with lower Legality indices (Table 6). The estimates indicate that an
approximately five-point increase in Legality (which is roughly the difference
in the Legality index between Portugal and the Netherlands) gives rise to on
average one fewer type of dispute. Recall as well that the correlation between
Legality and conflicts is −0.23 and significant at the 5% level. The estimated
coefficient for Legality in Table 6, however, is sensitive to all possible specifi-
cations (for other specifications not explicitly reported); overall, therefore, we
may infer that the evidence relating higher Legality to fewer conflicts is highly
suggestive, but not absolutely conclusive. One might intuitively expect better
laws and legal certainty to mitigate the scope for disagreement since better laws
provide greater certainty in enforcing contracts and interpreting incomplete
contracts (La Porta et al. 1997, 1998). Note as well that while VC–entrepreneur
conflicts are negatively related, VC advice is statistically unrelated to Legality.

In sum, there is some support for the hypotheses pertaining to formal con-
trol mechanisms and legal systems in facilitating VC advice and mitigating
VC–entrepreneur conflicts. First, in regards to VC advice, the most economi-
cally significant and statistically robust effect on VC advice was in relation to
VC veto rights. The use of convertible securities and VC ownership percentages
also matter for VC advice, but those effects are not completely robust to the
econometric specification.22 Second, in regards to VC–entrepreneur conflicts,

22 We may expect that cash-flow rights will not be effective in eliciting more VC support if the VC
is not at the same time endowed with more control rights. Without sufficient control rights, the VC
probably cannot assure that his advice is being adhered to in the firm. Hence, financial incentives
would not be effective in eliciting more advice. With powerful control rights, however, the VC will
be very effective in pushing through any suggestions for the improvement, and he will thus engage
more if he has more financial incentives. In this sense, financial incentives and control rights should
be complements. We considered this possibility by including interaction terms in the regressions.
However, such terms were generally insignificant. Additional data collection may shed further light
on this issue in future research.
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conflicts are not related to contracts in a statistically significant way, but are
significantly mitigated by the strength of the legal system.

5.2 Other governance mechanisms, risk and control variables

The data indicate non-contractual governance mechanisms (such as syndica-
tion arrangements and portfolio size in terms of number of investees per VC
manager), entrepreneur and VC characteristics, project and environment risk,
and project success potential all matter for enhancing the active involvement
of VCs in the entrepreneurial firms that they finance. The results pertaining
to these variables in Tables 4, 5, 6 are described below for syndication, VC
fund characteristics, entrepreneur characteristics and project risk, and success
potential, respectively.

5.2.1 Syndication

The data indicate an hour extra support from other syndicating partners
increases the time spent by the VC with the entrepreneur by approximately
0.5–1 h per month (see Table 4). This effect is highly statistically significant
(Models 1–5 in Table 4) and very robust to consideration of potential endoge-
neity (Model 5 in Table 4). This result is consistent with empirical regularities
of investment syndication in the US (Lerner 1994) and Europe (Wright and
Lockett 2003). The data therefore suggest that syndicated transactions can be
characterized by complementarities (as opposed to free riding) in effort exer-
tion by syndicate members. Note, however, that the syndication variable is not
significant in Table 5 for the VCs’ advice ranking. In Table 6, syndication ap-
pears to positively related to the scope of conflict, but this effect is not robust
to controls for endogeneity (Model 5 in Table 6).

5.2.2 VC Fund characteristics

Concerning the impact of VC fund characteristics, we find that VCs with large
portfolios (in terms of the number of investee firms) per number of fund man-
agers become less involved in the development of their ventures. In particular,
VCs with one extra entrepreneurial firm per manager in their portfolio pro-
vided on average 2–3 h less support per month, 20% less advice, and had 0.2 to
0.3 fewer disagreements with entrepreneurs (Tables 4, 5, 6). This result is robust
to the endogeneity of the portfolio size per number of managers variable. The
evidence is suggestive that there is an upper bound to the number of ventures
which fund managers can efficiently advise, which is an intuitive result and sup-
ports Kanniainen and Keuschnigg (2003, 2004), Keuschnigg (2004), Cumming
(2006) and Jääskeläinen et al. (2006). We find no significant impact of fund type
on effort exertion by VCs: in our sample bank-affiliated and limited partnership
funds are similar in this respect. As indicated (see footnote 12), other controls
for VC fund characteristics were not material to the results.
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5.2.3 Entrepreneur characteristics and project risk

The data indicate VCs spend less time with their late stage investments. VCs
also value their advice as less important for late stage investments. Conflicts are
also less frequent for late stage firms (Tables 4, 5, 6). These effects are large and
statistically significant: late stage ventures in our sample received on average
8–10 h less time per month, 10% less advice, and had fewer disputes concerning
one or two more issues with their VCs. Early stage investments require a much
greater effort commitment for VCs, which is consistent with earlier findings in
Gompers (1995) and Sapienza et al. (1996). Evidence on the size of the invest-
ment in Table 5 is also robust and supportive of the view that the smaller the
investment (for earlier stages of development), the greater the importance the
VC’s advice.

The data also indicate a statistically significant and large positive effect of
project risk on advice: when VCs value a project as 10% riskier, they give
roughly 25–30% more advice (Table 5). The risk variable is built on the assess-
ment of VCs of both project and environment related risk, such as “uncertain
market size”, “uncertainty about product/ technology”, “risky competitive po-
sition”, etc. (see Table 1). As a result, it accounts for both “internal” and
“external” uncertainty, following the classification used by Kaplan and Ström-
berg (2004). The distinction between the two risk measures was not meaningful
in our data, since they turned out to be very highly (positively) correlated
in the sample. Therefore, we use an aggregate of all these risk factors. The
result that VCs provide more advice to entrepreneurs with riskier projects
is nevertheless consistent with both Sapienza et al. (1996) and Kaplan and
Strömberg (2004).

The entrepreneur variable is employed to account for the impact of uncer-
tainty related to the entrepreneur’s skills and ability. The results show a positive
relation between the entrepreneur’s experience and VC advice (Table 4), and
a negative relation between the entrepreneur’s experience and VC–entrepre-
neur disagreements (Table 6). Although both effects are rather small, they
are statistically significant and robust to alternative specifications. The positive
relation between entrepreneurial experience and advice supports the notion
of complementarity of efforts by the contracting parties, as assumed in several
theoretical models on VC finance (e.g., Casamatta 2003; Cestone 2000; Repullo
and Suarez 2004).

An interesting result is that VCs tend to get involved in Internet based firms
to a significantly lesser extent than in other types of firms. VCs spend approx-
imately 10–12 h less time each month with their ventures in the Internet or
communications industries (Table 4). Moreover, they give 10% less advice to
and have on average 1 fewer disagreement with the management of these firms
(Tables 5, 6). Although not robust to all specifications, it is noteworthy that this
negative relation between the Internet dummy and VC effort exists for all the
three dependent variables. Related evidence is consistent with the view that
VCs financed more and advised less while taking advantage of the Internet
bubble (Kortum and Lerner 2000). Evidence from the US that many VCs were
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able to successfully exit their Internet investments, even though many such firms
subsequently went bankrupt, is consistent with this interpretation (that is, while
our data sample does not enable direct tests of the same phenomenon, our evi-
dence shows that European VCs similarly tend to spend less time with Internet
investees). Also noteworthy is that there were no other significant differences
with respect to the VCs’ involvement in the other two high-tech industries in
the data (biotechnology and electronics).

5.2.4 Success potential

Our evidence with respect to the relation between the venture’s success
potential and VCs’ involvement is ambiguous. Similarly, the evidence on the
length of the investment horizon is not robust. Based on motives discussed
alongside the development of the hypotheses above, we associate the venture’s
success potential with the probability of successful exit and consider whether
actual and planned exits can be associated with more intense involvement. In
the sample, exits via IPO and acquisition do not have a robust impact on the
advising activities and conflicts (Tables 5 and 6). Models (3) and (4) in Table 4
suggest a positive relation between effort and IPOs, but this effect is not ro-
bust to controls for endogeneity. In Model (5) in Table 5 the IPO dummy is
statistically significant with the control for endogeneity; however, the economic
significance of the estimate is close to zero. Thus, our analysis cannot provide
clean evidence for the role of inherently successful ventures in spurring VCs’
involvement, but there is nevertheless suggestive evidence that VCs spend more
time with, and provide more advice to, their better performing investee firms.

6 Limitations, alternative explanations and future research

The analysis in this paper is based on a new and fairly comprehensive data-
set. However, there are limitations to the breadth and depth of the data that
are important to mention. For example, our data do not include details on the
investor fixed and performance fees, covenants surrounding the management of
the fund, experience of the fund managers, sources of the funds, (from pension
funds, see also Ammann 2003, banks, etc.), changes in effort measures over
time, among other things. Albeit, to the extent that we were able to obtain
these details from a subset of the funds, we did not find significant differences in
some of these variables, and other variables were correlated with the variables
already considered in the paper. Hence, despite the large number of details that
are available in the data, there are other elements that could add to the richness
in an analysis of investor activities. Moreover, the number of observations for
which we could obtain sufficient details is limited (although similar to related
prior work on the topic; see Kaplan and Strömberg 2004, for a sample of 67
entrepreneurial firms from 11 VC funds which are derived from a US-only sam-
ple). This is primarily due to the fact that most VC funds are loath to disclose
(some even contractually restricted from disclosing) confidential information
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which limits the breadth and depth of the data that can be analyzed. Neverthe-
less, despite these limitations, we do not believe there are reasons to expect the
results presented above to be materially biased by excluded variables or sample
selection problems. Future work could seek to expand the scope of data, and
the role of contracts and legal systems for managing investor–investee relation-
ships in different countries, such as in emerging markets. Future work could
also consider different types of investors, such as hedge funds (see also Eling
2006; Kassberger and Kiesel 2006; Le Moigne and Savaria 2006).

A unique and useful feature of our data is that it enables an analysis of
contract and legal variables alongside information regarding the entrepreneur’s
and VCs’ characteristics, including the syndicate VCs’ characteristics. Our data,
however, are derived primarily from the VCs, not the entrepreneurs and syn-
dicate VCs. We were able to confirm the accuracy of the information provided
in cases where the identities of the entrepreneurs and syndicate VCs could be
revealed (in a few ongoing investments this information was considered to be
classified), and did not find any material discrepancies or reporting bias.

Finally, we note that the distinction between advice and conflict can be diffi-
cult to disentangle in practice. Our data were derived by meeting with the VCs
themselves and reviewing their tasks. The VCs consistently identified the data
presented herein as exemplifying advice versus conflict. In practice, however,
a few VCs did point out that the distinction can become blurred depending
on the specific context. Our analysis of specific tasks (as detailed in the sum-
mary statistics) did not suggest differences depending on broad versus narrow
definitions of advice versus conflict. Further, the broad picture of advice versus
conflict was quite consistent with the ways in which VCs viewed their role in
facilitating the development of entrepreneurial firms.

7 Conclusions

This paper considered three different proxies to effort exerted by VCs: the hours
per month spent with entrepreneurs (total effort), the investors’ rankings of the
importance of their contribution pertaining to different advising fields (advice),
as well as the scope of investor–entrepreneur disagreements (conflict). Our
results show that the allocation of cash-flow and control rights and the different
project and environment related risk factors affect the three effort measures
in different ways. Cash-flow and control rights seem to enhance advice but do
not affect the likelihood of conflict. In particular, VCs holding a convertible
claim provide on average 10% more advice, large VC ownership percentages
significantly increase the amount of VC hours spent with entrepreneurs, and
VCs with full veto control give roughly 30% more advice than VCs who have
no veto rights.

The quality of a country’s legal system matters for the propensity of conflicts
between entrepreneurs and their investors. In particular, the data indicate that
an approximately five-point increase in Legality (which is roughly the difference
in the Legality index between Portugal and the Netherlands) gives rise to one
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fewer type of dispute (such as in regards to strategic decisions, human resource
policies of the firm, and the like).

It is important to note that many non-legal and non-contractual features are
also vitally important to both VC advising activities as well as VC–entrepre-
neur conflicts. For instance, when VCs consider a project to be 10% riskier,
they provide on average 25% more advice. Moreover, VCs spend on average
8–10 h more with their early stage ventures and provide them roughly 10%
more advice. They also have on average 1 or 2 more different types of disagree-
ments with entrepreneurs at their early stages of development. We also find that
if syndicate members provide one hour more every month, the VC manager
will also spend up to an hour more with the entrepreneur. A related result in
this paper is that VCs give more advice to, and disagree less with, more expe-
rienced entrepreneurs. This implies that VCs and entrepreneurs tend to have
complementary skills or expertise, consistent with many theoretical models of
VC financing (Casamatta 2003; Cestone 2000; Repullo and Suarez 2004).

Our evidence also indicates that VCs that have more investments per number
of managers tend to contribute less, as expected (Kanniainen and Keuschnigg
2003, 2004; Keuschnigg 2004; Cumming 2006). In our sample, VCs with one
extra entrepreneurial firm per manager in their portfolio provided on average
2–3 h less support per month, 20% less advice, and had 0.2 to 0.3 fewer disagree-
ments with entrepreneurs. We also find a positive relationship between VCs’
involvement and successful exits but the direction of causality in this context is
highly ambiguous.

Overall, the data are consistent with the view that both formal contracts
and legal systems are important to managing VC—entrepreneur relationships.
But contracts and laws operate alongside other informal governance mecha-
nisms such as syndication and portfolio size, as well as risk factors and success
potential. Further work could continue to study the comparative importance
of formal contracts and laws versus other governance mechanisms in manag-
ing investor–investee relationships in different financing contexts and in less
developed countries.
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