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Foreword

Across the globe, policymakers stress the importance of vibrant entrepreneurial activi-
ties in order to spur economic growth and innovation. Venture capitalists are com-
monly believed to contribute significantly to the rapid development of entrepreneurial
firms. With the venture capital boom at the turn of the millennium being past, a sober
assessment of the role of venture capitalists in the entrepreneurial process is now war-

ranted.

Christian H. Fingerle provides a comprehensive analysis of the influence of venture
capitalists on their portfolio companies. He explores the areas of potential value-added
and discusses adjacent topics such as the extent to which entrepreneurs give up part of
their managerial autonomy. The theoretical core of the study is greatly enriched by the
presentation and comparative analysis of three unique case studies on German venture

capital-backed companies.

I strongly believe that this work offers many valuable contributions for the venture ca-
pital industry and helps further professionalizing the entrepreneurial community. I am
sure that it will find the broad audience it merits and will spark intensive discussions

among scholars and practitioners.

Munich, 1 June 2005

Prof. Dr. Dr. Ann-Kristin Achleitner
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1 Introduction
1.1 Relevance of Smart Money

Entrepreneurship and innovation are more than ever essential for securing employment
and economic prosperity of a country.' The widely discussed finding from BIRCH that
most new jobs emanated from entrepreneurial firms in the US market has been sub-
stantiated for many other countries.” For Germany, AUDRETSCH/WEIGAND find that
strong job growth is only exhibited among the group of small- and medium-sized tech-
nology-based firms.’ A better understanding of how this specific group of companies

can realize its growth potential is therefore of prime interest.

The bright brains of their founders are often the only assets, which newly founded
companies operating at the frontiers of emerging technologies and markets have. This
makes an investment in technology-based start-ups very risky. Consequently, many
traditional sources of finance from public and private capital markets are not available

to cover the financial needs of these companies.

This is where venture capital firms come into play. Following BLACK/GILSON, this
analysis defines venture capital as the investment by specialized venture capital firms
in high-growth, high-risk, often high-technology firms, therefore called high potential
companies, which need capital to finance product development or growth and must, by
nature of their business, obtain this capital largely in the form of equity rather than
debt.* GIFFORD and SAHLMAN stress that venture capital is “a professionally managed

According to the GLOBAL ENTREPRENEURSHIP MONITOR, start-up firms provide a significant
part, ranging from 2% to 15%, of the current jobs in most countries. This job creation is highly
correlated with the level of entrepreneurial activity. See GEM (2003a), p. III. The role of innova-
tion in enabling today’s economies to grow can not be valued high enough since it accounts for
more than half of economic growth. See The Economist (2002).

See Birch (1987); Birch (1981). Several surveys provide an overview of this literature. See
Audretsch (2002); Acs/Audretsch (1993); Eckart/von Einem/Stahl (1987); Fritsch/Hull (1987);
Storey/Johnson (1987).

3 See Audretsch/Weigand (1999).

See Black/Gilson (1998), p. 245. This definition excludes later stage financing, which involves
providing capital to companies that are already established. See Achleitner (2001), p. 516. Later-
stage financing is often also called private equity financing. See EVCA (2004). It is not to be con-
fused with the concept of private equity financing as opposed to public equity financing via or-
ganized capital markets.
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pool of capital invested in equity-linked private ventures”.” Other authors add that ven-
ture capitalists expect to realize a capital gain by selling their shares after a certain

time, which usually amounts to several years.°

However, high potential companies do not only lack financial resources. They also re-
quire support in several non-financial areas, which the following statement of a ven-
ture capitalist illustrates: “To quickly reach ‘critical mass’, young companies today
need more than capital. They need access to people and companies who can accelerate
their growth by helping them develop strategic partnerships, expand into new markets,
raise international expansion financing, cut OEM deals, build distribution channels,
secure purchase commitments, and get professional advice.”” Usually, venture capital
firms claim that they offer broad non-financial support to their portfolio companies as

shown by the following marketing statements of leading venture capital firms:

o Accel Partners: “Each of our portfolio companies benefits from the leverage of
a deep team of professionals knowledgeable and active in their industry, as well
as an extensive network of highly relevant executives and companies built

through Accel's previous venture development activity.”

e Apax Partners: “[Our portfolio companies can expect from us]’, frank, unbiased
advice based on our shared financial objectives and over thirty years of experi-
ence, assistance with the formation of major advisory relationships, support in
the recruitment of high caliber, influential non-executive and executive direc-
tors, support and guidance in international expansion through strategic alli-
ances, acquisitions or other means, extensive global knowledge of their sector
and technology, an experienced, well connected, international team committed

to [the portfolio companies’] success.”"

> See Gifford (1997), pp. 459 et seq.; Sahlman (1990), p. 473.

6 See Achleitner (2001), p. 514; Giudici/Paleari (2000), p. 154.

7 Target Partners (2004).

$  Accel Partners (2004). Accel Partners is based in London and Palo Alto.
Remarks in brackets are added by the author.

10 Apax Partners (2004). Apax Partners is based in Leeds, London, Madrid, Menlo Park, Milan,
Munich, New York, Paris, Stockholm, Tel Aviv, Tokyo, and Zurich.



Introduction 3

o Atlas Venture: “Atlas Venture’s ongoing support helps companies reduce the
trial and error inherent in moving from a startup to an established business. Our
inside experts expand the reach of the already deep individual involvement of
Atlas Venture principals who serve as board members. This program gives port-
folio companies in both Europe and the US highly leveraged tools and hands-on

9911

assistance in the areas of recruitment, marketing, legal and finance.

o Kleiner Perkins Caufield & Byers: “Entrepreneurs gain access to our un-
matched portfolio of companies and associations with global business leaders.
These relationships are the foundations for strategic alliances, partnership op-
portunities, and the sharing of insights to help build new ventures faster,

broader and with less risk.”"

The joint provision of capital and non-financial support from a venture capital firm is
called “smart money”."” Due to the many non-financial activities that venture capital-
ists are believed to provide, they are often esteemed to be “company builders rather

”1* or “consultants with a financial interest”””. The US venture capital

than financiers
industry can exhibit an impressive track record in building companies that reach a
global dimension. Famous names of formerly venture capital-backed companies are
Amazon.com, America Online, Amgen, Apple Computer, Cisco Systems, Compaq,
DEC, Federal Express, Genentech, Intel, Lotus, Netscape, Oracle, Seagate, Sun Micro-
systems, 3Com, and Yahoo.'® The much younger German venture capital industry yet

has to prove that it is able to build companies of such global dimension.

However, the “smartness” of the money provided by venture capital firms comes with
costs. In fact, entrepreneurs have to accept significant reductions in the valuation of

their company as venture capitalists add a smart money premium to their required in-

" Atlas Venture (2004). Atlas Venture is based in Amsterdam, Boston, London, Munich, and Paris.

"2 Kleiner Perkins Caufield & Byers (2004). Kleiner Perkins Caufield & Byers is based in Menlo
Park and San Francisco.

B Cf. Kreditanstalt fiir Wiederaufbau (2003), p. 18; Bascha/Walz (2002), p. 1; Lange et al. (2001);
Baums/Maller (2000), p. 3.

'* Smart/Payne/Yuzaki (2000), p. 16.
"> Fried/Hisrich (1995), p. 102.
' See Kenney (2000), p. 2.





