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ABSTRACT

This paper investigates how angel investors’ huroapital affects the valuation of their
portfolio companies at initial investment, basedlos pre-money valuation of 59 investments
in young Belgian companies. We show that entrepnenere able to negotiate higher
valuations with angel investors who have a busieggee, more entrepreneurial experience
or previous professional law experience. As suuls, result is in contrast with the behavior of
venture capital investors. Angel investors withaficial experience, however, value their
investments lower: their financial background le#ltlsm to stress the financial side of the

deal more.
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INTRODUCTION

Financing is a critical resource for entreprendwimnpanies due to their lack of track
record, profit generation and tangible assets,ofllvhich result in high uncertainty for
potential investors. After having depleted theimom@sources, including those of family and
friends, entrepreneurs may turn to external soumegrivate financing such as angel
investors or venture capitalists. As venture céiptgincreasingly shift their attention towards
larger and older investments, it has become eveae wlifficult to obtain the crucially needed
funds for young companies or ventures that onlydrsreall amounts of financing (European
Commission 2003; Mason and Harrison 2000). As sticbre is a large gap for angel
investors to fill between, on the one hand, whateweximum amount entrepreneurs can
secure from their family and friends and, on thieeothand, the minimum amount venture
capitalists are willing to invest. In the U.S.Aagrfinstance, this gap is estimated to range
between $ US 100 000 and $ US 5.0 million (Freéat.e2002; Sohl 2003). The importance
of angel investors for entrepreneurial companigg@eannot be underestimated. Within this
paper, angel investors are defined as individudie ywmvest some of their own wealth in
unlisted companies in exchange for shares and e ho family or friend connection to the
entrepreneur (Mason and Harrison 1995; Mason 2006).

As is the case for venture capital, angel moneyesat a cost, which is reflected in
the venture’s valuation. Valuation is a criticalrpaf the angel investment process, as it
determines the percentage of shares the investsrigeeturn for the investment. A higher
initial valuation lowers the return potential fivetinvestor, everything else equal. Conversely,
the valuation drives the dilution the entreprerfages. For entrepreneurs the valuation hence
determines their cost of capital and their retaiagdity stake, whereas for risk capitalists it
can be seen as their assessment of the ventur@isyqand potential (Hsu 2004). Despite its
key role in the risk capital decision-making pragese little valuation research that exists to
date in the entrepreneurial finance literature baslusively focused on venture capital
financing and hence ignored angel financing (e.gn#irong et al. 2006; Hsu 2004; 2007).
Furthermore, most attention has been paid to hosfglio company characteristics drive
these venture capital-backed companies’ valuatidiwe specifically, research has shown
that more experienced entrepreneurs and higheitgeaimpanies receive higher valuations
(Armstrong et al. 2006; Hand 2005; Hsu 2007). Redat no attention has been paid to the
impact of investor characteristics, with an impottexception being Hsu (2004) who showed

that more experienced and reputable venture cegpitalre able to negotiate lower valuations.
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With this paper, we aim to extend this stream stagch by examining the impact of
angel investors’ human capital on their portfol@mmpanies’ first-round valuations. Building
on Hsu (2004), we hence recognize the importanceheierogeneity in the investor
population, a feature which is even more pronournicdde angel investor world compared to
the professional venture capital world (Harrisord dason 1999). As their education and
experience differs, so will their human capital K€o and Levinthal 1990). Moreover, some
specific types of education and experience may beemaluable in the context of risk capital
financing than others (Dimov and Shepherd 200%yifgg to different effects on valuation.

As such, this study contributes to the entrepresteprliterature by addressing two
specific gaps: (1) the neglect of studying the atffef investor features in valuation
negotiations between external investors and emngurs, and (2) the scarcity of theory-
grounded research on angel investors. Despite dimggicing increasing in importance —
especially in these harder economic times (EBAN 9200 it is still a relatively
underresearched area. Furthermore, the reseatctidbs exist has not yet quite outgrown its
“Cinderella status” (Mason 2006, p.3; Maula et28l05). This study therefore addresses these
gaps in the literature by providing an insight intike determinants of angel-backed
companies’ valuations. Furthermore, by buildingventure capital literature it also allows us
to compare the valuation practices of venture adipis and angel investors.

The remainder of this paper proceeds as followsst,Fhypotheses are developed
regarding the impact of the angel investors’ hungapital on their portfolio companies’
valuation. Following Dimov and Shepherd (2005), iatidction is made between the
investors’ general human capital, represented kyr teducation level and entrepreneurial
experience, and their specific human capital, gwreed by their business education and
professional finance or law experience. Finally, describe the research method, present the

findings and discuss the results, contributionslaniations.



THEORETICAL FRAMEWORK

In negotiating a venture’s valuation, entrepreneuns external investors are generally
assumed to be driven by opposite incentives. Omtigehand entrepreneurs aim to maximize
valuation as that implies giving up a minimum ofiiy in return for the investment (Vance
2005). Risk capitalists on the other hand are Yikel prefer a minimum valuation as this
determines the price paid for the equity obtainedneestment and hence also the return
potential at exit (Hsu 2007; Mason and HarrisonZ08Ithough angel investors and venture
capitalists are two distinct categories of riskitajsts, recent research has indicated that both
investors’ expected returns are comparable, narG8lpercent annually (DeGennaro and
Dwyer 2009).

Tying into that traditional view, one could therefoexpect a negative relationship
between an angel investor's human capital and gatfcompany valuation. More
specifically, just like venture capitalists, angelestors are considered value-adding investors
or a type of ‘smart money’ (Mason 2006; Sapienzalefl996). The more experienced and
better educated these investors are, the more-adldiég potential they hence represent to
their potential portfolio companies as the lattemn benefit more from the investors’ education
and experience (Hsu 2004). Furthermore, better agddcand more experienced angel
investors might also have a better reputation is ttiiarket (Kelly and Hay 2000) and might
therefore serve as certifiers of the ventures’ @alo the outside world (Hsu 2004). Both
reputation and value-adding services could provatgel investors with leverage when
negotiating with entrepreneurs, hence resultingpwer valuations. Entrepreneurs might be
willing to pay for affiliation with investors withigh levels of human capital.

However, arguments can also be made the other veayn@, as angel investors are
known to not solely invest for financial reasonsit lalso for, among others, personal
satisfaction, opportunities to influence the depeient of a new venture and job creation
(Harrison and Mason 1992; Landstréom 1993). Thisamatruistic side of the relationship
between angel investors and entrepreneurs is Bstrated by the fact that, compared to
venture capital contracts, angel contracts are reoteepreneur-friendly, have weaker control
rights, use less contractual provisions and ard usere from a transactional than a control
point of view (Goldfarb et al. 2008; Ibrahim 2008elly and Hay 2003; Landstrom et al.
1998; Wong 2002). As an individual's general ediaratevel increases, so will his or her
wealth (Astebro and Bernhardt 2005; Colombo andli@@A05; Holtz-Eaking et al. 1994).



As such, non-financial motivations to make angelestments will only gain in
importance, resulting in less emphasis on the @iidn(and hence valuation) side of the
equation. Furthermore, having benefited from a féylel education should also increase
investors’ confidence in their own capabilities a@mehce increase their perceived behavior
control (Maula et al. 2005). These increased fgsliof control will reduce the investor’s risk
perception, which could bias their evaluation ofeistment opportunities upwards, resulting
in higher valuations. This leads to:

H1: Receiving financing from angel investors with a higher-level education will result

in higher valuations for the portfolio company concerned.

Next to education level, we argue that an investageneral experience as an
entrepreneur will have an impact on valuationsstFiexperienced angel investors should be
able to conduct a more thorough, insightful dudgdilice, which may result in lower
uncertainty and more confidence in the venturetcess and hence an inclination towards
higher company valuations (Batjargal and Liu 200jltbank 2005). Further, more
entrepreneurial experience is likely to resulteneyal biases on the investor’s part. Similar to
high-level education, it should also increase aesitor’s perceived behavior control (Maula
et al. 2005). Familiarity — which, in the angel @stment context, is induced by
entrepreneurial experience — has been shown to teashore favorable assessments of
potential investments (Huberman 2001), which irs tharticular setting could thus lead to
higher valuations. Research has also shown expeeangel investors to be less concerned
with agency risk than their less experienced caopatés (Van Osnabrugge 1998). Therefore,
more experienced angel investors should behave raeea as partners (Kelly and Hay 2003;
Van Osnabrugge 1998). These relationships, chaizeteby more trust and lower perceived
risk, could also positively bias investors’ assemsts of potential investments (Batjargal and
Liu 2004; Dimov and Shepherd 2005), which in turaymesult in higher valuations. Angel
investors with entrepreneurial experience will aigoable to sympathize more towards these
‘wannabe entrepreneurs’. This increased empathy iwiturn enhance their tendency to
behave more as helping partners towards thesepesieurs (Batson and Coke 1981) and less
as return-maximizing investors. Again this shotnérefore result in higher valuations. Hence,

the second hypothesis is:



H2: Receiving financing from angel investors with more entrepreneurial experience

will result in higher valuations for the portfolio company concer ned.

So far, we have only considered the effect of thge& investors’ general human
capital, developed through their level of educatamd their experience as entrepreneurs.
Equally important to study though is the natureledir human capital (Colombo and Grilli
2005). Even more so than general education andriexge, specific education and
experience can be considered as proxies for thesiar's competences or capabilities for the
tasks at hand (Colombo and Grilli 2005). Withirstpaper, the focus is on business education
and professional experience in finance and lawtjpos as these have generally been
mentioned as the most relevant types of specifimadrucapital for risk capitalists (Dimov and
Shepherd 2005).

The ability to accumulate new knowledge is posliiveelated to an individual's
existing stock of knowledge (Cohen and Levintha®@® The more this stock of knowledge
specifically relates to the task at hand, the naffieient individuals are in accumulating and
interpreting new knowledge related to that taskm{® and Shepherd 2005). A business
education typically focuses on building and manggiompanies. Investors with a business
education should hence be more productive andieitien recognizing and evaluating new
opportunities presented to them by entrepreneunschwis especially valuable in the due
diligence phase. A business education hence enamlestors to have a more in-depth
understanding of the opportunities presented tonthkeading to higher valuations. We

therefore propose:

H3: Receiving financing from angel investors with a business degree will result in

higher valuations for the portfolio company concerned.

Individuals do not only formally acquire knowledtigough education, but also tacitly
acquire relevant knowledge while accumulating elgoee in a particular domain (Lam 2000;
Nonaka 1994). Specific human capital in the fornpraffessional experience in finance or law
should increase an investor’s expertise in theatan, negotiation and deal structuring phase
of the investment decision process thanks to legraffects (Dimov and Shepherd 2005; Hsu
2007).



Previous finance and law experience will have aomfrd angel investors with
different valuation and deal structuring problenenabling them to have a deeper
understanding of value drivers and of the impactedl structure on valuation and value
distribution. In contrast, negotiating an equityvastment is often a once-in-a-lifetime
experience for an entrepreneur. Hence, investotis fiviance or law experience should be
more skilled than entrepreneurs in valuing andcstming deals, putting them in a more
advantageous negotiation position compared to mmneurs. Further, their professional
experience should increase their focus on the dilads of their investment. Whereas
entrepreneurship is mainly about opportunity re@tmm and exploitation, finance and law
experts are typically more concerned with risk aistt management (Dimov et al. 2007,
Shane and Venkataraman 2000). We therefore expesstors with a professional finance or
law experience to negotiate as low valuations asipte, so as to maximise the expected
returns for a given level of risk. As such, we hymssize:

H4a: Receiving financing from angel investors wittore finance experience will

result in lower valuations for the portfolio comgazoncerned.

H4b: Receiving financing from angel investors witlore law experience will result in

lower valuations for the portfolio company concetne

DATA AND METHODS

Data

The hypotheses are tested based on a datasetgamBeingel-backed companies. In
order to reduce sample selection bias and obtainmbst representative sample possible, 20
different data sources were used to identify abgeked companies, including a random
directory of start-ups, deal lists of angel netvgpriGlobal Entrepreneurship Monitor data
(from the Belgian chapter), directories of highkeclogy companies, media articles,
incubators and snowballing. After having contacédidcompanies by phone to ensure they
had indeed received angel financing, this resuttedsample of 102 angel-backed companies.
Due to data unavailability, the sample size wasédwaw further reduced to 59, representing 45

angel investors.



Data for this study were gathered through thre¢runsents. More specifically, (1)
valuation and investment information was retrieesm the Belgian Law Gazetie(2)
human capital variables from questionnaires semintb interviews conducted with the angel
investors of these companies, (3) information aiemaapplications from the European Patent
Office and (4) the remaining variables from the pames’ financial accounts which all
Belgian companies are obliged to file with the Na#il Bank of Belgium. The latter were

retrieved from the Bel-first database by Bureau Wgk.

Dependent variable

The analyses focus on tpee-money valuation of angel-backed companies. Following
Hsu (2004), pre-money valuation is defined as thedgpct of the number of shares
outstanding prior to the initial angel investmentldhe offered per-unit share price. As such,
any potential changes in the value of the ventutr®duced by the angel investment itself are
excluded. All numbers are inflation-adjusted. Theam pre-money valuation of the firms in
the sample is 1 016 405 EUR, ranging from a minimuatuation of 22 925 EUR up to a
maximum valuation of 5 746 459 EUR in a biotech pany (see Table 1).

Independent variables

Five variables were included in the model to meaghe angel investors’ human
capital (Colombo and Grilli 2005). When more thare@ngel invested in the same venture
through a syndicate, the characteristics of the lieaestor were used as the lead investor
typically steers the negotiations (Wright and LackiZ903). The lead investor was defined as
the individual investing the largest amount of man&ntrepreneurial experience was
measured as a dummy variable, representing highg\VB versus low (value 0) levels of
experience. This was the result of a median splih® sample based on the number of years
work experience as a founder and/or entrepreneadign was 10 years of entrepreneurial
experience)Education level was also measured as a dummy variable for higlhiévi high
being a Master's or PhD degree) versus low (valudeQels. The nature of the angel
investor's human capital was measured by a dummghla representing whether or not the
angel investor hadlausiness degree (1 if (s)he had, 0 if (s)he had not) and two otvemiables

representing the number of years work experienediimance and/orlaw position.
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Control variables

Previous research has shown valuations of riski@lafacked companies to be
significantly affected by company characteristidsnfstrong et al. 2006; Hand 2005). As the
studies by Hsu (2004; 2007) represent our main tpofncomparison, it was deemed
appropriate to include similar control variables the ones used in those two studies.
Therefore, controls are added foompany age at time of investmeft industry, patents,
period of investment andamount injected by the angel investor. Industry was represented by a
dummy variable taking the value 1 if the compangdtve in the software and internet (ICT)
industry and O otherwideAs the number of patent applications was genetai, a dummy
variable was included taking on the value 1 if doenpany had applied for patents prior to
investment and O if it had not. Valuations of unigabventures are affected by valuations in
the stock markets (Hand 2005), hence period ofatingel investment is controlled for by
another dummy variable taking on the value 1 ifitheestment took place during the bubble

period, i.e. 1999 up to 2001, and 0 otherwise.

RESULTS

Descriptive statistics

Table 1 reveals that companies in our databaseoarayerage, three years old at the
time of first investment, with over 50 percent dietsample being start-up investments.
Almost half of the companies (26, or 44%) operatenternet and software-related industries,
with the other half mainly being active in the seevand consumer goods industries. Roughly
one fourth of the investments were made duringritegnet bubble period, i.e. between 1999
and 2001, indicating a nice spread in terms of tiofeinvestments. Finally, only six
companies (10 percent) had applied for patentsr gnoreceiving angel money. Most
companies have been successful as supported Inyatiiltiy to raise follow-on financing (64
percent have had follow-on rounds) and their reddyi low failure rate to date (24 percent

have failed in the meantirfje

Insert Table 1 About Here
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The average angel investor in this sample was 4Bsyeld at time of investment,
predominantly male (only one female investor), Bddyears of entrepreneurial experience,
14 years of managerial experience, 3 years of wgrkixperience in a finance position and
half a year in a law position. Half of the angelastors have a Master’'s degree or higher,
with most of these degrees being in business. Aimgelstors take up a seat on the Board of
Directors in the vast majority of the portfolio cpemies (81 percent). The angel investors’
investment behaviour and characteristics are heonsistent with those of angel investors in

other countries (e.g. Mason 2006), supporting ®teraal validity of this study.

Hypotheses tests

Hypotheses are tested using log-linear OLS regrag$iand 2003; Hsu 2007), with
cluster-robust standard errors. The log-transfaonatvas deemed appropriate due to the
skewed distribution of the valuation numbers anrel @iptness of this technique for dealing
with non-linearities in the relationship betweere tdependent and independent variables
(Armstrong et al. 2006; Hand 2003). Furthermorshibuld also lessen the impact of outliers.
Cluster-robust standard errors were used to cofdrahultiple investments by the same angel
investor (Wooldridge 2002). Table 2 includes theuits of the hypotheses tests.

Insert Table 2 About Here

Model 1 includes the control variables only; thed®lois significant and explains 31
percent of the variation in angel backed companiaiiation in this sample. The results are
consistent with previous valuation research (suchisu 2004 and Hsu 2007) in that both the
number of patents applied for prior to investmentl ahe amount invested by the angel
investor are significant, positive indicators ofgahbacked companies’ valuation. This is
consistent with the notion that patents are comsttl@ signal of venture quality and hence
should be positively reflected in the venture’suadion. The finding that the amount invested
by the investor is positively related to valuatismpports the argument that larger funding
amounts can provide liquidity benefits to the emtemeurial company or that they are a signal
of higher growth opportunities. Interestingly, wafions in the bubble period were only
slightly higher than in the pre- or post-bubbleipés, an effect which disappears in the full

model.
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This seems to be in contrast with valuations netgdi by venture capitalists in the
same period or, put differently, angel investorensdo be less influenced by stock market
valuations than venture capitalists.

The hypothesized effects of the angel investormduu capital are tested in model 2.
Adding human capital variables to the valuation slatds significant explanatory power, as
indicated by the statistically significant change R (p < .05). The results show that
education level does not have a significant eféecventure valuation and hence provide no
support for hypothesis 1. Hypotheses 2 and 3 gopasted in that entrepreneurs receive a
higher valuation when their angel investors haveememtrepreneurial experience (p < .05) or
have a business degree (p < .01). These resulalssreeconomically significant. Having an
investor with experience as an entrepreneur iscégsol with a 148% premium on the pre-
money valuation. If the investor has a businegsade the pre-money value is 166% higher.

Hypothesis 4 is partially supported. More specificahe results show that valuations
are lower when angel investors have more workinmeggnce in a finance position (p < .10),
while law experience has a significant, positivdeef Hence, while hypothesis 4a is
supported, hypothesis 4b is not as the effectwfdaperience is in the opposite direction of
what was hypothesized. Both results are howevenaoeally significant, with the finance
experience coefficient suggesting that as thisaldei doubles — holding all other variables
constant — pre-money valuation will decrease by %2 Having an investor with law
experience should result in a 24 % premium on teenponey valuation.

As having entrepreneurial experience and a busidegsee are the most important
human capital predictors of angel-backed compamnelsiation (respectively, p = 0.03 and p
= 0.01), it was deemed appropriate to further itigate their underlying mechanisms. For
each of these two variables, the sample was spiittiwo subsamples, i.e. angel investors with
a business degree versus those without one and amgestors with high versus low
entrepreneurial experience. The results of compattrese subsamples are summarized in
Table 3.

Insert Table 3 About Here

13



Comparisons between the subsamples divided basedngel investors having a
business degree or not indicate that its positifeceon valuation might be the result of these
angel investors having a tendency to select riskieestments. This is illustrated by their
substantially higher proportion of biotechnologyvestments, a higher proportion of
investments made during the bubble period as wellthee higher failure rate of their
investments.

Differences between angel investors with high verdsw entrepreneurial experience
seem to be more driven by their investor charagttesi rather than by their portfolio company
characteristics. More experienced angel investogsnamely also older, less educated and
more science-oriented (as reflected by both théhication and working experience). In terms
of the companies they invest in, these investorsatanvest in biotech companies, but they
do provide substantially larger funding amountgheir portfolio companies. As such, this
could be an indication of more experienced angeadstors merely selecting better companies
with more growth potential. However, table 3 alsveals that there are no differences
between the failure rates of the portfolio comparoéthe experienced versus inexperienced
angel investors. Other variables not included & thble further indicate that there are no
substantial post-investment performance differeetseen these subsamples either.

As funding amounts also play a significant rolepnedicting the valuation of angel-
backed companies (see Table 2), it was deemed @ to further investigate this
alternative explanation of experienced investolscsieg better companies. We therefore ran
an additional test to check for a potential medmateffect of amount invested by the angel
investor. In order to do so, we use the bootstrappnethod (using 5 000 resamples) with
bias-corrected confidence intervals as previousaieh indicated its superiority to the
traditional products-of-coefficients analysis st@gt in small samples and as it also allows for
the inclusion of our control variables as covasatereacher and Hayes 2008; Williams and
MacKinnon 2008). However, for reasons of exhausiss, traditional Sobel tests were also

conducted and provided the same results.

Insert Figure 1 About Here

14



As shown in Figure 1, the total effect of the angelestor's entrepreneurial
experience on the company’s valuation is signifiqan= 1.34, p < .001). Once adjusted for
the potential mediating effect of the investorsnding amount, its direct effect is still
significant, albeit to a lesser extent (¢’'= 0.90s p01). This result indicates that the effect of
the angel investor's entrepreneurial experiencevaluation is partially mediated by the
magnitude of funding. This interpretation is alsported by the fact that the indirect effect
of entrepreneurial experience on valuation throaghount invested is still significantly
different from zero as suggested by its point esten{0.43) and the 95 percent bias-corrected
and accelerated confidence interval of 0.09 to QWBich hence does not contain zero).
Taken together, this supports the notion that amyelstors’ entrepreneurial experience has a

direct effect on valuation above and beyond itsréwa effect through amount invested.

DISCUSSION

Despite valuation playing a crucial role for botttrepreneurs and investors, relatively
little is known as to how investor characterisiiopact company valuations (Hsu 2004). The
goal of this paper was to study the effect of arigeestors’ general and specific human
capital on the first-round valuations of their folib companies. The findings reveal a
significant, positive effect of the angel invesgoentrepreneurial experience (both direct and
indirect), business education and law experienctherportfolio company’s valuation. Angel
investor’s finance experience negatively affect:pany valuation, while education level has
no effect. As such, this paper contributes to th&epreneurship literature in two ways.
Firstly, it contributes to this literature by foémg on angel investors who despite their
importance to entrepreneurial ventures are stilgdly neglected by entrepreneurship
researchers. Secondly, it also contributes to tiieepreneurship literature by studying the
effect of investor human capital on company vabmtias valuation studies so far have
generally exclusively focused on the effect of campcharacteristics (with Hsu 2004 being a
notable exception).

More specifically, the positive effect of angel @stors’ entrepreneurial experience on
venture valuation supports the argument that tR@eeence reduces uncertainty and risk
perception, both of which would result in more piesi evaluations of potential portfolio
companies. Further, experienced investors mighateahore to the entrepreneurs’ side of the
story (having been there themselves before), makiem less inclined to stress the financial

side of the equation.
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Additional analyses also provided partial suppat &n alternative explanation,
namely a selection effect. This refers to more eéepeed angel investors investing larger
amounts in their portfolio companies and theseela@mounts, in turn, leading to higher
valuations. This would be in line with more expaded angel investors being able to select
higher-quality deals with more growth potential [i{@nd Hay 2000), hence receiving higher
valuations as a reward (as previously suggesteArimstrong et al. 2006; Hsu 2007). The
partial mediation effect is essential at it sholaat entrepreneurial experience also has a direct
effect on company valuation. In other words, thesrenore to this story than experienced
investors just selecting better companies. Thislvalso be supported by the fact that the
limited post-investment data at our disposal do imdicate any significant performance
differences between portfolio companies of expegehand inexperienced angel investors.
Finally, interesting to note is that these resalts hence in contrast with findings from the
venture capital industry that experienced investoes able to attract better quality deals at
lower valuations (Hsu 2004). A similar result ag @ntrepreneurial experience was also
expected for education level, but was not foundisTls consistent with previous
entrepreneurship research, which found that preventrepreneurial experience, rather than
general education, is the most important aspehtuofan capital in predicting entrepreneurial
success: the skills and knowledge relevant in ssfaly managing and operating a business
are mainly experiential in nature, rather than atiooal (Politis, 2005). This finding is hence
supported in our business angel setting.

The results further corroborate the notion thatehmgvestors with a business degree
also provide higher valuations. This would be melwith these investors having a more apt
skill set for opportunity recognition and evaluatioeducing the risk involved, which could in
turn result in higher valuations. Further explaratiof the data would also support this
argument as business degree-investors tend tat sedkier investments with higher growth
potential.

The negative significant effect of the angel ineestfinance experience is consistent
with the argument that this is expertise directjated to the core of the decision-making
investment process, namely negotiation and deakttsiing. Furthermore, investors with
more finance expertise are likely to emphasizefitiancial side of the investment more than
investors with no finance experience. A similareeffwas expected for law experience, but
was not found. More specifically, the results rdedaa significant, positive effect for
previous law experience. As we previously arguadestors with more law experience will

probably be more able to put together watertightrexts.
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Even though this might increase the focus on thanitials of the deal, it might also
reduce the risk associated with entering the maiatip of interest. This reduced risk
perception might in turn then lead to more positexaluations of potential investments,
resulting in a positive effect on venture valuation

In addition to contributing to the academic litewat our research also has an
important lesson to teach entrepreneurs: if youtveahigh valuation, pick an experienced

angel investor, preferably with an MBA but withdiutance experience!

LIMITATIONS AND AREAS OF FUTURE RESEARCH

This study is not without its limitations. Firstll @lata are collected from Belgian
angel-backed companies, which may limit the gemeghility of the findings. This might be
particularly true for the U.K. and U.S.A. as theggahfinancing market in those countries is
more developed than it is in Continental Europe ARB2005). However, the Belgian angel
setting is quite similar to other continental Eweap countries where results are thus more
likely to hold. Further, Belgian socio-economicicators as income distribution, employment
rate, social security fees and trade balance ae similar to indicators in other European
countries such as Germany, the Netherlands, Fraacstria, Spain and Italy (Stroobandt et
al. 2005). Second, hypotheses were tested basedrather small sample. Relative to the
number of predictors used in the model, this is évav similar to other valuation studies of
risk-capital backed companies (such as Hsu 200Tyth&more, additional analysis
techniques well-fit to dealing with small sampleacls as bootstrapping were used.
Regardless, this does preclude the possibilityestiig a more complete model including for
instance financial statement information. Finallse did not test for the impact of specific
industry experience of the angel investor. One @@rgue that working experience in the
same sector as the portfolio company could incrélasdanvestor's expertise in that sector,
which could then in turn also influence the venwinaluation (either negatively through a
reputation effect or positively through a more bihsevaluation of the company).
Unfortunately, these data were unavailable to ushgcould not be included in the final

model.
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Based on the results and limitations of the stullgre are several avenues for future
research. First, it would be interesting to unagerdtwhich underlying mechanisms explain
the effect of angel investor human capital on camgpgaluation. More specifically, we
offered several potential explanations such adextsen, wealth and empathy effect. In order
to test which of these effects is actually occyror which is strongest, one would need
(more) data on the post-investment performancénese companies, the personal wealth of
the angel investors involved and feelings of thiesestors towards the entrepreneur and his
or her company. Second, it would also be valuablgather valuation data on the follow-on
rounds of financing of these companies. As compaei®lve through time, it is not unlikely
that an angel investor’s role in these companiss ehanges and hence a different effect of
their human capital could occur. Thirdly, considgrihe different effects that were found for
angel investors’ human capital compared to whaturencapital studies have found so far, it
would also be interesting to see what the resutisldvbe in cases where both angel investors
and venture capitalists co-invest and hence ppateiin valuation negotiations. Finally, as
scholars have suggested similarity between investad entrepreneurs to play a significant
role in the investment process (e.g. Franke e2@06; Bruns et al., 2008), another interesting
avenue for future research would be to look inte #ifects of fit between investor and
entrepreneur human capital. In other words, woolgstor-entrepreneur pairs with similar
human capital perform better than those with completary human capital?

To conclude, the results of this study show thaestor heterogeneity matters and
provides evidence for the widely accepted noti@t &ngel investors are indeed very different
creatures compared to venture capitalists. Forldtier more human capital is seen as an
economic good, which can then be traded againggl@hprice. For angel investors on the
other hand more human capital allows them to leit thon-rational (from a traditional finance
theory point of view) side take over and sympathizere with entrepreneurs. However, it
does not — as sometimes claimed — lead them to mageofessional decisions. Whereas
previous studies have tried estimating returnsnigehinvestors (e.g. DeGennaro and Dwyer
2009; Mason and Harrison 2002; Wiltbank and Boek#7), this study is the first to look
into valuations of angel-backed companies anduah,scontributes to the entrepreneurship

literature. We hope that our study will stimulature research in this area.
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FOOTNOTES

1: All Belgian firms have the legal obligation talgish capital increases in the official
Belgian Law Gazette, ensuring a reliable and umlnizccount of equity investments in the
portfolio companies.

2: As a robustness check, analyses were also alnding a dummy variable for start-up
stage investments as a control variable inste@dmfpany age. Results remain the same.

3: Hsu (2007) also added controls for the biote@goand communications sector. These
were not included in this model as there were iradht few companies in our sample active in
those industries.

4: Mason and Harrison (2002) report that 39% of .LaKgel investments exited as write-offs,
while Goldfarb et al. (2008) report a 28% failuageramong U.S. angel investments.
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TABLE 1: DESCRIPTIVE STATISTICS

Variables Mean s.d. Min Max

1. Company age 3.29 5.14 0.00 23.32
2. Patents 0.10 0.30 0.00 1.00
3. ICT industr 0.44 0.5C 0.0cC 1.0C

4. Bubble 0.27 0.4t 0.0C 1.0C

5. Amount invested by angel investor (000 EUR) 203. 295.89 250 1,914.98
6. Education level (high/low) 0.62 0.49 0.00 1.00
7. Entrepreneurial experience (high/lc 0.44 0.5C 0.0C 1.0C

8. Economics/ Business educat 0.5t 0.5C 0.0C 1.0C

9. Finance experience 3.44 6.87 0.00 22.00
10. Law experience 0.51 2.60 0.00 16.00
11. Premoney valuation (000 EUI 1,016.4: 1,404.9. 22.92 5,746.4t

N = 59 for company characteristics, N = 45 for istee characteristics
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TABLE 2: LOG-LINEAR OLS REGRESSION RESULTS WITH CLU STER-ROBUST
STANDARD ERRORS TESTING THE ANGEL INVESTOR’S HUMAN CAPITAL —
VALUATION RELATIONSHIP

Model 1 Model 2

Control variables

Company age (In) 0.i6 0.30%
ICT industry -0.21 -0.07
Patent 0.73* 0.61
Bubble period investment 0.481 0.34
Angel investor amount invested (In) 0.61*** 0.53***

Angel investor human capital variables

Education level (high/low) 0.43
Entrepreneurial experience (high/low) 0.91*
Business educati 0.98**
Finance experience (| -0.1¢t
Law experience (In) 0.31*
R? 0.31 0.47
Change inR? 0.1€
Change in F 2.45*

t=.10

*p =.05

**p =01

*** n = .001 (one-tailed tests for hypothesized effects)
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TABLE 3: UNIVARIATE COMPARISONS (BASED ON MANN-WHIT NEY TESTS)
BETWEEN ANGEL INVESTORS (1) WITH HIGH VERSUS LOW
ENTREPRENEURIAL EXPERIENCE AND (2) WITH A BUSINESS DEGREE

Variables Entrepreneurial | Business degree
experience

High Low With  Without
Portfolio company characteristics
Company age 3.19 3.84 3.23 3.90
Patent 0.12 0.1cC 0.1c 0.1z
ICT industry 0.5C 0.34 0.3C 0.56*
Biotech industry 0.00 0.10* 0.10 0.00*
Bubble period investments 0.19 0.31 0.33 0.12*
Amount invested by angel invtor (000 EUR 310.0¢ 108.99*** | 181.5: 232.1:
Board of Directors se 0.8t 0.7¢ 0.7¢C 1.00**
Proportion failed investments 0.19 0.21 0.33 0.08**
Angel investor characteristics
Investor age 48.00 42.22** 4469 45.72
Bachelor degree 0.54 0.36t] 043 0.44
Master degre 0.2 0.64** 0.57 0.32*
Business degrt 0.3t 0.71* 1.0C 0.0C
Finance experience 1.85 4.67f| 4.69 1.04%
Law experience 0.62 0.i8 0.00 0.847
R&D experienc 3.9¢ 3.571 2.52 5.20%**
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FIGURE 1: MEDIATION MODEL FOR ANGEL INVESTOR ENTREP RENEURIAL
EXPERIENCE ON PORTFOLIO COMPANY VALUATION
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