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ABSTRACT

The rapid expansion of venture capital and the market excitement about electronic commerce ventures (dot-coms) during the late nineties has been poorly researched from a decisional perspective. Initially there was too much risk capital chasing a limited set of good ideas and this resulted in many financing deals which, with the benefit of hindsight, may not have happened otherwise. During the later stages of the period, risk capital for the electronic commerce ventures dried up very quickly and the recent shift away from that sector has made it very difficult for the entrepreneurs to secure financing. The dynamics of the period hold many lessons about the decision-making expectations and requirements of both venture capital investors and entrepreneurs as well as how these impact the efficiency and effectiveness of the deal-making process. There is a need for the systematic understanding and modeling of the decisional aspects of the deal making process to avoid the pitfalls of the past. This paper proposes a conceptual model, based on an exchange-theoretic perspective, for understanding the decisional contingencies of entrepreneurs and venture capital investors in electronic commerce deal making. The model recognizes that both venture capital investors and entrepreneurs have independent as well as dependent interests in a venture. The pursuit of independent interests alone could impede the deal making process. Therefore, understanding the sources of decisional misalignment could help enhance the efficiency and effectiveness of the process. Communication and procedural mechanisms to reduce information asymmetry and decisional misalignment are identified. Preliminary data from a large-scale Canadian study support the proposed model.
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1.
 Introduction

Previous research on venture capital decision making has focused on : issues pertaining to the profile of venture capital investors (demographics, risk preference, and investments patterns, etc.), their decision-making processes, the role and impact of venture capital on venture development, the role and impact of venture capital in the provision of investment capital, and financial contracting and venture valuation. The bulk of this research is empirical and is informed by theoretical models such as agency theory, moral hazard theory, and credit rationing. These studies have undoubtedly advanced our understanding of the issues surrounding venture capital financing, however, there are still significant gaps in the extant research concerning the decisional variables and processes by which venture capital investors arrive at investment decisions. For instance, Shepherd (1999) observed that the majority of empirical research on venture capitalists’ decision-making produced only a list of criteria venture capital investor report which they use when evaluating venture proposals. However, other research suggests major contradictions between the criteria venture capital investors “espoused” in decision-making and those they actually use, i.e., their “in use” criteria (Priem, 1992; Priem and Harrison, 1994). 

Further, it has been observed that the perceptions of electronic commerce entrepreneurs and venture capital investors vary widely on the decisional elements and processes involved in securing a financing deal. For example, many electronic commerce entrepreneurs believe that the decisional criteria of venture capital investors places more weight on the “jockey” (the management team) than on the “horse” (the business proposition). Another common perception among entrepreneurs is that venture capital investors are only interested in enhancing their own value instead of ensuring the success of the venture. This has led some entrepreneurs to be less than forthright or to overstate the business opportunity, thereby exacerbating the information asymmetry between venture capital investors and entrepreneurs (Kawasaki, 2001). On the other hand, lack of information on the part of venture capital investors regarding the expectations, requirements and processes of entrepreneurs have led venture capital investors to develop ways of dealing with entrepreneurs that tend to overlook the unique nature of entrepreneurs and the business opportunities. 

These misconceptions combined with information asymmetry have fostered patterns of venture capital investors-entrepreneurs interactions that are often inefficient and ineffective from a decisional perspective. In some cases, potentially good deals never came to fruition. Moreover, high rejection rates coupled with contradictory information emanating from the popular press about the decisional expectations of venture capital investors have created confusion among entrepreneurs concerning the appropriate way to deal with investors in order to secure funding. For instance, the high level venture capital investments in e-commerce ventures over the last five years have led entrepreneurs to develop unrealistic expectations about what it takes to secure funding. The recent dot.com shakeout followed by the shrinking levels of venture financing for e-commerce deals have exacerbated the level of uncertainty, anxiety and confusion among entrepreneurs as to how best to deal with venture capital investors. Preliminary data gathered for this study support the notion that entrepreneurs are unsure of the decisional expectations, requirements and processes of venture capital investors in deal making. 

This study contributes to improving our understanding of the sources and consequences of misconceptions in the deal making process as well as possible ways of resolving the confusion between venture capital investors and entrepreneurs. This contribution is in the form of a conceptual decisional framework based on an exchange-theoretic contingency perspective of the venture capital investor-entrepreneur relationship. The proposed model is premised on the notion that both venture capital investors and entrepreneurs base their investment decisions on a set of decision criteria which are perceived to be different by the other party. These are referred to as decisional contingencies since they determine the outcome of the investment decision process. The model recognizes that both venture capital investors and entrepreneurs pursue their own independent interests in decision making but they need each other to realize their investment goals, that is, they must also pursue interdependent interests. Moreover, the decisional relationship between them may be described as an exchange relationship where the venture capital investor provides financing and other resources and the entrepreneurs give up a certain amount of the venture in return. Consequently, the relationship is a mixed motive exchange relationship, and both parties may be better off structuring their interactions in this context. Preliminary data for collected for this study lend strong support for this characterization of the decision making interaction patterns between the two parties. 

This study contributes to on-going research on venture capital investors’ decision-making process by advancing a conceptual model that departs from the traditional financial models which dominate this area of research. This in itself represents a fruitful area for further investigation. Further, unlike other studies which have focused either on entrepreneurs or venture capitalists, this study considers the decisional parameters of both groups simultaneously. This comparative data provide a broader basis for understanding the issues. At a practical level, the results of this study could improve the decisional interaction process venture capital investors and entrepreneurs go through in concluding a deal, thereby saving both sides substantial time, effort and frustration, and improving the chances of a successful deal.

This paper is structured into five sections. Section two below provides a review of the relevant literature and justification for this research, section three describes the methodology of the study, section four gives a detailed description of the proposed decisional framework, section five offers the conclusion.

2.
Literature Review and Justification

Venture capital represents one of the largest sources of risk capital for small early-stage technology and e-commerce-based ventures (Wetzel, 1983; Mason & Harrison, 1995; Landstrom, 1993; Riding, Duxbury & Haines, 1996). For a disproportionately large number of these ventures, it is the only source of risk capital apart from the personal funds of the entrepreneur and his family and friends (Wetzel, 1988). Data from the Canadian Venture Capital Association as reported by Riding (1999) indicate that almost three-quarters of institutional venture capital financing are allocated to technology-based ventures. Despite the heavy reliance of these enterprises on venture capital, rejection rates of funding requests are in the order of ninety percent or more (Mason & Harrison, 1995; Feeney, Haines & Riding, 1997). The consensus seems to be that only about five percent of the funding requests received by venture capital investors actually receive funding.

Previous research on the decision process of venture capital investors indicates that the process involve between five to eight stages. Elion (1969) identifies eight-stages comprising: (1) information input; (2) analysis; (3) performance measures; (4) model; (5) strategies; (6) prediction of outcomes; (7) choice criteria; and, (8) terminating with resolution.  Tyebjee and Bruno (1984) identify five-stages as follows: (1) deal origination; (2) screening; (3) evaluation; (4) deal structuring; and, (5) post-investment activity. Fried and Hisrich (1994) suggest further refinement to the Tyebjee and Bruno (1984) model by splitting the evaluation stage into two steps, evaluation and more formal due diligence and the screening stage into “generic” and “firm specific” screens. Regardless of differences in the number of stages involved in the process, the difference in the various models has more to do with timing of the information rather than the substance of the information requirements. Feeney et al., (1999) observed that the differences in the process may be prompted by scale and stage of investment as well as the nature of the agency relationship between the investor and entrepreneur. 

[INSERT TABLE 1 HERE]

Table 1, adopted from Feeney et al. (1999), provides an excellent summary of the key findings of the literature on the decision-making process of venture capital investors based on a six-stage model. It describes the key information requirements, expectations and processes at each of the stages. It is also reasonable to argue that the information requirements, criteria, and processes emphasized by individual venture capital investors vary depending on a variety of considerations including the nature of the relationship between the investor and the entrepreneurs, and the investor’s knowledge of the industry. Nevertheless, preliminary data from this study indicate that entrepreneurs feel that they are at a severe disadvantage as they are often uncertain as to when to present decisional information.

3.
Research Methodology

The research methodology for this study utilized the following sequence. First, a thorough review of both the practitioner and academic literature was undertaken to identify and isolate information elements that were relevant to interactions between venture capital investors and entrepreneurs as well as the engagement process that was used. These were then categorized into appropriate classes and processes for conceptual clarity by the researchers. These were then presented to three venture capitalists and four electronic commerce entrepreneurs on an individual basis for purposes of external validation and further refinement. During these sessions, which generally lasted for about one to two hours, each venture capital investor or entrepreneur worked with the researcher in attendance to develop specific questions that could be used as items in a survey instrument designed to measure the various constructs. These questions were then consolidated into a common set and then used in the next stage as guides for a set of unstructured interviews with ten venture capitalists and ten electronic commerce entrepreneurs. These results are reported in this paper, however, a revised survey instrument has since been developed and data collection from a large sample of US and Canadian venture capital investors and entrepreneurs are currently underway. The larger data set will be useful in providing further model refinement.

The entrepreneurs who participated in the study have negotiated at least one deal while the venture capital investors have been involved in multiple deals. Since the participants were asked to answer the questions based on their collective experience over the years, it is difficult to stipulate the exact number of deals on which the responses were based. The venture capital investors had on average approximately five years experience as a venture capitalist. Seven of the ten entrepreneurs had prior management and/or entrepreneurial experience in the technology sector, and three were currently working on their first venture. The venture capital investors represented some of the leading, reputable venture firms in Canada.

4.
Exchange Theoretic Contingency Framework

In the context of this study, the key decisional contingencies affecting the deal-making process are simply the key considerations employed by venture capital investors to arrive at a decision as to whether or not to make a deal. As indicated earlier, these decisional contingencies were derived from both the academic and practitioner literature and are identified and modeled in Figure 1. Essentially, the model explores the extent to which the perceptions of venture capital investors and entrepreneurs overlap on these decisional contingencies. The hypothesis is that the more closely aligned the decisional contingencies are, the greater the likelihood of decisional success which involves the closing of a financing deal. Conversely, the greater the misalignment of the two parties on the decisional contingencies, the less likelihood that a successful deal can be achieved. In order to obtain a clearer understanding of how these decisional contingencies may be fruitfully aligned, an exchange-theoretic conceptual framework is proposed.

[INSERT FIGURE 1 HERE]

The model description is presented in two parts. The first part describes the various contingencies of the framework with particular emphasis on the sources and consequences of misalignment in these decisional contingencies. The second part introduces the exchange-theoretic perspective as a framework for understanding the decisional contingencies in deal making. Information provided by venture capital investors and entrepreneurs in this study is used to demonstrate the practical application of the model in real settings. 

Sources and consequences of misalignment:  Figure 1 shows that a venture capital investment decision is based on four categories of contingencies: the attributes of the entrepreneur, the business opportunity, the entrepreneur’s investor relations processes, and the venture capital-entrepreneur engagement process. From the point of view of the entrepreneur, the key decisional contingencies determining whether entrepreneurs will enter a deal are the attributes of the investor, the investment criteria, and the nature of the engagement process. At an elemental level, this model asserts that the likelihood of a successful deal making increases when the entrepreneur and venture capital investor perceptions of the importance of key decisional elements influencing the deal are closely aligned. For example, our interviews indicate that venture capital  investors do not consider the quality of what is termed the “elevator pitch” as being of critical importance in their evaluation. However, our discussions with entrepreneurs suggest that they perceive the quality of the “elevator pitch” as being of significant value to the decisional process of venture capital investors. They therefore spend considerable time and effort perfecting their “pitches”. This they attribute to the many boot-camps for budding entrepreneurs which emphasize the importance of a perfect “elevator pitch”. According to our venture capital investor respondents, the ‘elevator pitch’ is only useful for getting their attention and initial interest. This example points to the significant issue regarding the ‘timing’ and  “value” of various informational requirements in the engagement process. Decisional information that is presented by the entrepreneur at the wrong time during the information exchange process has little value to deal making. It is our belief that such decisional misalignments are key causes of frustration holding back efficient and effective deal making. Many of these decisional misalignments are the result of information exchange elements and exchange processes that are poorly understood to-date. 

Entrepreneur attributes: Both venture capital investors and entrepreneurs in electronic commerce rated the individual attributes of entrepreneurs as being a critical set of decisional contingencies affecting deal making. Figure 1 shows a diverse set of elements ranging from objective measures such as education level, past entrepreneurial experience and the technical competence of the entrepreneurs to subjective measures such as passion, determination, managerial style and reputation. Other decisional contingencies identified included age, networking ability, personal investment in the venture, work ethic and the personal wealth of the entrepreneur. Our interviews suggest that the perceptions of the entrepreneurs were more cohesive as a group (nearly all agreed that all these categories were relevant and of value to deal making), as compared to the venture capital investors who displayed a greater variance on the relevance and value of different elements. 

There was marked misalignment between the perspectives of venture capital investors and entrepreneurs on several of the information elements. Venture capital investors did not place high premium on the networking ability of the entrepreneur. Entrepreneurs however considered these as being critical and felt that during the deal making process they had to present themselves as “well-rounded entrepreneurs” with a full set of relevant skills. In the view of venture capital investors, such disadvantages could be compensated for in other ways, including building a well-balanced team or having themselves or other partners play a role, for example in networking or technical capacities. This is supported by comments made by Rick Segal of Chapters Online who argues that venture capital investors from the US bring a lot more networking ability to a venture than Canadian venture capital investors (Globe & Mail, January 19, 2000). Another difference was the importance of how much personal wealth the entrepreneur possessed and whether this was his or her first entrepreneurial venture. Most venture capital investors felt that these were not important factors, while entrepreneurs felt that these were important as they signaled “familiarity with success” in the sense that “success breeds success”. Some entrepreneurs felt that being a serial entrepreneur was a good signal for venture capital investors even if the prior ventures were not fully successful. 

Both groups seem to think that passion, determination and a strong work ethic were important factors. However, our interviews revealed that they had different definitions of these factors. Some entrepreneurs seemed to think that passion and determination meant that venture capital investors wanted to see proof of their ability to push ahead with the business venture even with scarce resources. Others took these factors as being related to their ability to sustain a fast enough “burn-rate” for their ventures to become successful quickly often without waiting for everything to fall into place. Venture capital investors, on the other hand, viewed passion as being the entrepreneurs’ commitment to the venture. For example, they suggested that they would be very skeptical of any venture where the entrepreneur was simultaneously involved with other projects as well. Venture capital investors did not feel that age or sex were major factors. However, entrepreneurs seemed to perceive that venture capital investors preferred to deal with entrepreneurs who were fairly mature but yet not in their fifties. Some younger entrepreneurs in their early twenties felt that they were compelled to bring in more mature team members to balance out their own talents and energy. Both female entrepreneurs in our response group felt that venture capital investors had a male bias although Canadian national statistics suggest that women have the highest rate of growth in entrepreneurial activity.

Business Attributes: Both venture capital investors and entrepreneurs felt that the business attributes constituted a core set of decisional elements for the deal making process. A minority of the entrepreneurs perceived that venture capital investors tend to value the entrepreneur more than the business idea. However, most of the venture capital investors responded that they invested in sound business ventures backed by strong management team to ensure execution of the strategy. Venture capital investors valued a compelling business opportunity, viability or evidence of market acceptance by customers, reasonable market projections and a sound financial framework as critical contingencies that were central to deal making. Entrepreneurs seemed to think that having a “big idea” is the most vital consideration for venture capital investors. Venture capital investors also suggested that they did not consider endorsements by reputable third parties as being a substitute for actual customer acceptance of a product or service. However, many entrepreneurs attempted to showcase third-party endorsements, as well as, Board of Advisors comprising significant parties as a means of demonstrating both the viability of the business concept as well as access to the types of expertise required for the venture to succeed. According to our venture capital investor respondents, entrepreneurs must go beyond having a reputable board/management team to demonstrate the value added by these people to the venture. They must also be able to justify the costs of these individuals, a consideration that is often neglected.

Venture capital investors felt that many of the electronic commerce ventures they considered were poorly researched in terms of market projections and that the real costs of getting the venture off the ground were often significantly understated. Venture capital investors often tried to communicate the latter to entrepreneurs with statements such as “you are going to need more money and are going to have to move a lot faster”. However, entrepreneurs seemed to take this as a call for being even more ambitious in terms of the “big idea” without perceiving a need for greater capitalization of the business. Venture capital investors suggested that this gap was a major reason why many electronic commerce ventures failed because of their being poorly capitalized. Some entrepreneurs suggested that the risks of failure due to under capitalization were greater for Canadian ventures as compared to US ventures because the size of deals were much smaller in Canada and this forced them to understate their actual capital requirements.

Significantly, although the academic literature emphasizes “intellectual property” issues as being critical, our interviews revealed that neither entrepreneurs nor venture capital investors in the Canadian electronic commerce sector considered this to be a critical decision variable in deal making. This may be due to the fact that many of the ventures may not be proprietary enough to be protected by intellectual property. Also, both of the groups felt that the amount of equity available and valuations were significant decisional factors in deal making. However, both groups felt that disagreement on valuations, if mismanaged, could stand in the way of deal closing.

There seemed to be an alignment gap in terms of the location factor. Venture capital investors suggested that it is not a decisional requirement that the ventures be located in close proximity to them as long as it did not hinder their abilities to be involved in the operation of the venture. However, many entrepreneurs felt that the “close to home” factor was significant and thus tend to seek investment capital from regional sources. This can also be related to consideration of opportunities for investor participation in the venture. Entrepreneurs, however suggested that in their experience, venture capital investors in the electronic commerce sector generally wanted opportunities to participate in the venture. An example cited often by entrepreneurs was that venture capital investors would make it a requirement of deal closing that they would have “a first right of refusal” on the raising of funds in subsequent rounds of financing or on decisions pertaining to the timing and location of securing funds from the public markets. 

Investor Relations Process: Some venture capital investors suggested that it did not matter to them if a venture had a developed and dedicated investor relations function set up while others argued that this was critical variable. The entrepreneurs observed that venture capital investors preferred to deal with professional investor-relations personnel. Most entrepreneurs felt that, in the absence of a dedicated function within their ventures, this process was too important to be left to others and made it a priority for themselves. The entrepreneurs also felt that it was a significant advantage for them to have within their team, the services of someone with experience in raising financing in the public markets. Both venture capital investors and entrepreneurs appear to be unclear and inconsistent in their perceptions of what constitutes a sound investor relations process. More empirical work is needed in this area to determine the exact definition and form of such a process.   

Information Exchange Engagement Process: Our interviews yielded an eight-step decision process by which venture capital investors and entrepreneurs engage in the information exchange process of deal making. Figure 1 shows that this engagement process starts with an elevator pitch that is initiated either in writing or verbally and ends with a negotiated settlement being reached in deal closing. In our model, each of the constituent eight steps represents a decisional contingency that can either make or break a deal. Our interviews suggested that the two groups, both between and amongst themselves, have varying perceptions of the relevance and value of each of these decisional steps. This suggests that more empirical evaluation is needed if we are to advance towards a normative model of deal making behavior to guide the efficient and effective conduct of venture financing deals.  

The venture capital investors displayed more variance in their responses as to the success rates at each stage of the process with a few of them being not willing to reveal such perceptual indicators for our research. Some respondents suggested that face-to-face meetings and business plan presentations occurred in only about 8 to 10 per cent of the ventures that were considered either through the receipt of investment summaries and/or web-site reviews. They also reported that on average, deals were struck in less than 3 per cent of the total number of ventures that were considered. Venture capital investors also suggested that the face-to-face meetings and the business plans were the most useful stages in the process for them and that elevator pitch and term sheet stages were the least valuable. Generally, entrepreneurs were more optimistic than venture capital investors about the success of a venture if they could secure funding. However, some entrepreneurs stated that financing alone was not sufficient to ensure success of a venture.

On the whole, we found that venture capital investors and entrepreneurs valued each of the eight stages differently. They also seemed to have different expectations as to what should occur at some of these stages. For example, many of the entrepreneurs suggested that they were increasingly starting to include generic term sheet offer information up-front in their investment summaries in an attempt to connect with more suitable venture capital investors, in essence trying to make the decisional process more efficient for themselves. As well, most entrepreneurs felt that in the case of electronic commerce ventures it was inappropriate to hand out too much information either in the form of an investment summary or a reduced business plan (usually with the financial information) too early in the engagement process even though this is the norm in some other types of venture financing. There are also some alignment gaps as to the stage at which due diligence has to occur. While both sides agree that formal due diligence begins once a term sheet has been presented, some venture capital investors feel that some amount of due diligence has to occur earlier in the process usually before the face-to-face presentation of the business plan. Often, this is because junior venture capital staff put together initial reports for the use of investment committees as they short-list ventures that are going to be invited for face-to-face presentations. Entrepreneurs stated that they were uncomfortable revealing proprietary information about their ventures without assurances of serious consideration, or an opportunity to meet face-to-face to obtain feedback on their business plans. Moreover, entrepreneurs had very little faith in non-disclosure agreements and preferred to know and meet the people to whom they released business plan information. Venture capital investors are reluctant to sign non-disclosure agreements unless this became a deal breaker.

While deal making is certainly an exchange process through which the two parties exchange decisional information until their individual needs and motives are aligned, the literature to-date has mostly ignored the decisional information needs of entrepreneurs that need to be resolved before a deal can take place. This could be a function of the perceived power relationship between the two parties. Some of the entrepreneurs interviewed felt that venture capital investors were in a more powerful position during the venture appraisal process. They felt that the onus was on them throughout the engagement process to take the initiative, to make compromises, etc. To meet their needs, venture capital investors tended to exploit their power advantage particularly in situations of “tight money”, where a large number of ventures were chasing a limited set of venture funds. However, the majority stated that the power balance became more even as they moved towards closure of the deal making process. In a couple of anecdotal examples, entrepreneurs described situations where venture capital investors were constantly seeking opportunities to participate in their ventures. In line with the economics of classical negotiation theory, the revealed investment preferences of the venture capital investors led to the power advantage shifting away from them towards entrepreneurs in the latter stage of the deal making process. It is interesting to note that the entrepreneurs did not seem to perceive this phenomenon in the process. While a generic decision process for deal making may not be appropriate for every situation, more empirical research is warranted to develop the coordination and communication mechanisms that will better align the decisional expectations of the venture capital investor and entrepreneur.   

Venture Capital Investor Attributes: Several characteristics of venture capital investors also represent critical decisional contingencies impacting the success of deal making. While some of these contingencies are generally understood by entrepreneurs at the start of the process, others are learned as the process evolved. These include their investment preferences and biases, their risk tolerance objectives and levels, as well as their familiarity/expertise with the type of venture being considered. The entrepreneurs felt that understanding the “patience factor” of the venture capital investors was one of the most important decisional contingencies that had to be managed and that this information was often not readily forthcoming in the exchange process, even during the negotiation stage.  The entrepreneurs also revealed that in the case of angel investors, categorizing them into classifications such as immigrant angels, syndicate angels, retiree angels, and arc angels, was a good way for them to understand the critical investor attributes such as risk preference and the patience factor. Many of the entrepreneurs also felt that the recent emergence of a range of intermediaries who tried to broker venture deal making was often a barrier to their understanding of the decisional attributes of the true investors. 

Investment Criteria: When asked to identify the most important decision variable that could significantly improve the efficiency and effectiveness of the deal making process, most of the entrepreneurs mentioned the difficulties involved in understanding the investment criteria of the investors. They felt that this impeded their ability to prepare complete and customized venture proposals. Some even felt that the decision criteria used by venture capital investors often changed, due to external factors, during the process without them being made aware of it. Some of the key categories of information items that constitute the investment criteria include: i) quality and attributes of the management team, ii) the business model of the venture, iii) the level of perceived viability of the venture, iv) the match between the venture and preferences of the venture capital investor, and v) the absence or presence of defined exit strategies. Venture capital investors, however, do not share the perceptions of the entrepreneurs that their investment criteria are often unclear, incomplete, miscommunicated or inconsistent and that this is a barrier to efficient and effective deal making. Some of them suggested that defining their investment criteria too narrowly could discourage potential entrepreneurs from approaching them. An important consideration in this regard is at what point in the deal-making process should both parties articulate their investment objectives and criteria. We believe that the efficiency and effectiveness of the process could be improved substantially if the uncertainties around the investment criteria are resolved early in the process. If each party can understand the other’s decision variables early, they can then decide whether or not to continue the process, thereby saving time, money and effort for both parties.

Investment Evaluation Process of Venture Capitalist: Another key set of decision contingencies pertain to the nature of the evaluation process used by venture capital investors. This stage is considered by most venture capitalist as the beginning of a formal investigation of the business concept and the essential attributes of the entrepreneur. Prior research indicate that this process is much more rigorous and focused than a bank loan review  (Rosman, 1993). The investigation generally focuses on the assessment of the viability of the venture, including the potential for success; assessment of the management team in terms of technical and managerial experience and capability, integrity, etc; and assessment of returns on investment and exit strategies. This stage is executed to establish the need for further due diligence work. Both groups agreed that this stage is where they are usually farthest apart in their decisional perceptions.  For example, the venture capital investors reported that entrepreneurs tend to overstate the viability of the venture in terms of the market and financial data by over 40 per cent. On the other hand, entrepreneurs feel that the venture capital investors tried to put downward pressure on the valuation of the venture. Additionally, entrepreneurs believe that venture capital investors do not always provide sufficient justification or are unwilling to have their justifications challenged. Moreover, the entrepreneurs suggested that they could be more meaningfully engaged at this decisional stage beyond responding to requests for additional information. This, in their view, could improve the overall flow of interactions and produce a more efficient and effective basis for further negotiations. Based on our investigation, we believe that the evaluation process, especially from the entrepreneur’s perspective, warrants further empirical analysis to get a better understanding of the dynamics of this decision process. 

Exchange-contingency theoretic perspective: A key issue in the alignment of the venture capital investors-entrepreneurs decisional contingencies is the extent of information asymmetry between the two parties. According to economic theory, new start-up technology ventures face difficulties in securing financing due to uncertainty about the viability of the venture, and, the exceptionally high levels of information asymmetry characterizing these ventures. Information asymmetry is premised on the assumption that one party has superior information over the other, and this could lead the party with superior information to behave opportunistically. Generally, venture capital investors believe that entrepreneurs hold superior information about the prospects of the venture and this could lead them to behave opportunistically. To minimize their exposure to the entrepreneurs’selfish motivations, venture capital investors (according to agency theory) reduce information asymmetry through a long and drawn out decisional process, on-going monitoring of the venture, financial contracting, and direct involvement in the management of the venture. However, on-going monitoring is very costly and may not always be practical, while direct involvement in the management of the venture could lead to a double moral hazard problem. This is a situation where excessive involvement by an investor in the venture may reduce the incentive of the entrepreneur to provide adequate levels of effort. Also there is the possibility that with multiple ventures in a portfolio, the investor may be spread too thinly, resulting in insufficient time being spent on each venture.

According to agency theory, venture capital investors are agents of their fund owners/managers and therefore are rewarded and penalized on the basis of the performance of their overall portfolios rather than on the performance of individual ventures. Thus, venture capital investors are not regarded as principals of the investee firms and consequently do not share in the risks and rewards in the same way as the entrepreneurs. However, concerns about venture capital investors reputation and empirical observations regarding the extent of their involvement in the major strategic and tactical decisions of investee ventures suggest a relationship that resembles more of a principal rather than that of an agent. Thus, there seem to be a greater level of mutual interdependence concerning the success of the venture between venture capital investors and entrepreneurs than suggested by agency theory. It is also recognized that both venture capital investors and entrepreneurs strive to maintain and protect their independent interests. That is, venture capital investors must fulfill the expectations of their fund owners, and entrepreneurs want to maximize the value of their returns from the venture.

Against this backdrop, it is reasonable to expect both parties to work cooperatively to ensure the success of the venture because neither would achieve their independent interests if the venture fails. From this perspective, the venture capital investor-entrepreneur decisional relationship may be characterized as a mixed-motive exchange relationship where both parties recognize their  dependent as well as independent interests and work collaboratively to facilitate the success of the venture. In this exchange-theoretic perspective, the relationship is conceptualized as a series of resource-based transactions embedded in a structured context, that is, venture capital investors provide financing and other services and entrepreneurs give up a certain amount of control over their venture, and all this takes place within the formal deal-making process.

We believe that this mixed-motive exchange-theoretic approach allows us to consider an important aspect of the of the venture capital investor-entrepreneur relationship which agency theory overlooks, that is, the mutual dependence of the parties. Recognition of the importance of mutual dependence requires that both parties develop effective strategies, procedures, and mechanisms to share decisional information and to work towards the success of the venture rather than trying only to maximize their individual value. This implies that both venture capital investors and entrepreneurs must strive to align their decisional contingencies as closely as possible. The benefit of working in this mode rather than in an agency mode is that the parties learn to trust each other more and by working more closely could enhance the efficiency and effectiveness of the deal making decisional process. For example, information asymmetry may lead venture capital investors to stipulate more conditions in the contract to protect their interests, while the entrepreneur may want to resist conditions requiring him/her to lose control over the venture. However, if they adopt a stance where they cooperate with each other during the decision making process and problem solve rather than focusing on their conflicting interests and bargaining, they are more likely to reach a successful deal. From this perspective, information asymmetry in the decision process could be reduced substantially and they both will have a better understanding of the others decision contingencies.

The following anecdotal example illustrates how the proposed model may be employed in the deal-making process to improve the overall efficiency and effectiveness of the decisional processes. The details in this example were provided by the entrepreneur involved in the particular deal and were independently corroborated by the partnering venture capital investor. According to the entrepreneur, he met the venture capital investor at an informal networking event where he made his elevator pitch and asked the venture capital investor if he would like to receive a one-page investment summary and would consider meeting him if he was interested in the venture. They met subsequently and the venture capital investor expressed serious interest in the venture and appeared willing to commit the necessary funds if they could agree on an appropriate deal. At the meeting, the venture capital investor was anxious to learn much more about aspects of the venture than the entrepreneur was willing to reveal at that early stage to protect his business model from competition. Instead, the entrepreneur asked the venture capital investor if they could use this meeting to discuss a “protocol for engagement” that was acceptable to both of them. The venture capital investor was surprised by this move but agreed. The “protocol for engagement” basically laid out the expectations of the entrepreneur, identified the expected time frame for reaching an agreement, the information exchange requirements of both parties, the sequence and timing of informational requests, and the common decisional process that was appropriate for both of them. According to the entrepreneur, “I tried to send subtle messages that we both have our separate agendas but that we must work together to achieve our objectives, and that we should work more like partners rather than in a borrower-lender mode.” The venture capital investor observed that apart from good chemistry between them, he found the entrepreneur’s approach unique and fostered an excellent working atmosphere which fostered both trust and saved them a lot of time and effort. Further, the venture capital investor reported that by approaching the deal making process within the context of a decision partnership allowed them to discuss very thorny issues, especially with respect to valuation, in a very frank and open manner while maintaining the integrity of the engagement process. They were both able to state very early in the decision process the limits of their independent interests and jointly identified ways to overcome them. For example, the entrepreneur felt comfortable to tell the venture capital investor that he would be performing a due diligence of his own on the venture capital investor’s firm and asked for references from current and existing clients. He also sought information about the specific value-added services beyond financing, that the VC investor could contribute to ensure the success of the venture, the cost for these services, and information about how the contracting conditions proposed by the venture capital investor would affect the value of the venture. The venture capital investor in return sought detailed patented information about the technical capabilities of the venture and the entrepreneur’s personal views on the risks inherent to the venture. The decision process fostered a high level of trust and they were able to complete the deal within the established time frame before going on to launch a very successful e-commerce venture.

This simple example underlines some of the key elements of the conceptual framework advanced in this paper. It demonstrated how decisional effectiveness and efficiency for both parties were achieved by engaging in a process aimed at reducing information asymmetry while at the same time establishing goals that recognized both the independent and common interests of both parties. Their interaction protocol played a key role not only in establishing the rules of engagement but also facilitated the decision process during negotiations about difficult issues.

5
Conclusion & Suggestions for Further Research

This paper presented a conceptual framework for understanding the decisional contingencies of the deal making process between venture capital investors and entrepreneurs in electronic commerce. The proposed exchange-theoretic decision contingency framework represents a major departure from current theoretical approaches to deal making which are rooted in the economics, finance and banking literature. The framework was crystallized using data obtained from in-depth interviews with ten venture capital investors and ten electronic commerce entrepreneurs. An abridged case study of a deal involving a venture capital investor and entrepreneur was provided to illustrate the applicability of the conceptual framework. Recognizing the very exploratory nature of the model, the researchers are in the process of providing further validation and refinement based on data from a large survey of venture capital investors and e-commerce entrepreneurs in Canada. 
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Table 1

  A Summary of the Venture Capitalist Decision Process

Search (or Origination)

· Venture capitalists do not actively solicit most deals.  Rather, they “wait for deals to come to them”.  The majority of deals arrive “cold”. (Fried and Hisrich, 1994, p. 31).  

· A minority of venture capitalists actively seeks out deals.

· With additional competition in the industry, some venture capitalists are attempting to cultivate networks of bankers, investors, etc.  
Screening

· Venture capitalists often have requirements as to size, sector, and stage of financing.  The initial screen is a cursory glance at business plan for eligibility, followed, if warranted, by reading of the plan as part of the generic screen.

· Fried and Hisrich (1994, p. 31) assert that referred deals may be better able to survive the screening process if the venture capitalist has confidence in referrer.

Evaluation

· The evaluation stage begins with the first meeting with principals and involves extensive information gathering by the venture capitalist.  Rosman and O’Neill (1993) find that this process is more focused than a bank loan review and is “deeper” as it more thoroughly investigates essential attributes of the concept.

· There has been considerable research that has attempted to identify the criteria that venture capitalists apply  (see, for example, the works of MacMillan and his colleagues (1985) and Knight (1989)).  Fried and Hisrich (1994) summarize these as:

· assessment of concept, including likelihood of success and  potential of the product or service;

· assessment of the principals, including integrity, experience, realism, etc., and, 

· assessment of returns, a factor that includes exit opportunity and profit in both the absolute and rate of return senses.
Due Diligence

· If warranted, the second phase of the evaluation step is “due diligence”.  This step may include formal market studies, reference checks, and consultation with third parties.  At this stage, the venture capitalist attempts to identify and resolve any barriers to the deal.  Basic contract terms are outlined and pricing is discussed. 

Negotiation and Closing

· Negotiations occur over the structure of the investment, the firm’s financial structure, ownership sharing, etc.  The resulting contract involves a high level of standardization (Jog, Lawson, and Riding, 1991). 

Post-Investment Involvement

· Venture capitalists’ emphasis is on growth.  Since each firm is one among a portfolio of firms, venture capitalists minimize active involvement unless the venture capitalist’s objectives are not being met.  This phase largely involves monitoring, control, and intervention only as needed (Sapienza and Gupta (1994), Sapienza and Korsgaard (1995)).
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