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ABSTRACT

Financial theory, access to deal flow, selectiom amonitoring skills are used to explain
syndication in venture capital (VC) firms in sixi@pean countries. In contrast with US findings,
portfolio management motives are more important $yndication than individual deal
management motives. Risk sharing, portfolio diferaiion and access to larger deals are more
important than selection and monitoring of dealis holds for later stage and for early stage
investors. Value adding is a stronger motive fandsgation for early stage investors than for
later stage investors, however. Non-lead invesjmirs syndicates for the selection and value

adding skills of the syndicate partners.



Working Paper Steunpunt OOI : January 2004

EXECUTIVE SUMMARY

Venture capital (VC) firms provide companies thatvén high growth potential with
finance and business skills to exploit market opputies. An important strategic decision a VC
firm has to make is whether or not it will syndieat deal, and if so, to what extent. An equity
syndicate involves two or more VC firms taking ajuiy stake in an investment, either in the
same investment round or, more broadly definedjfégrent points in time (Brander, Amit and
Antweiler, 2002), for a joint payoff (Wilson, 1968)his paper investigates the motives of VC
firms to syndicate out deals in six European coesitr

European Venture Capital Association (EVCA) statssshow that almost 30% of the
value and of the number of deals invested by EwopéCs was syndicated in 2001. Despite the
importance of syndication activity in the VC secsurprisingly little is known on the motives
for syndication. Syndication may either addresgassf VC portfolio management, or deal with
issues related to a specific investment. From #glmr management perspective, VC firms may
syndicate in order to share the investment riskpaetfolio diversification (Bygrave, 1987 and
1988; Lockett and Wright, 2001), to ‘window dre#isé performance of the VC firm (Lerner,
1994) or to assure, increase or reciprocate théfbea of the VC firm (Lockett and Wright,
2001; Sorenson and Stuart, 2002).

Syndication may also be a means to improve theites over the VC investment cycle
that deal with specific portfolio companies. Fistndication may improve the selection process
through improved screening, due diligence and detisiaking (Sah and Stiglitz, 1986; Lerner,
1994). Relatedly, syndication may lead to optiohedl structures (Admati and Pfleiderer, 1994;
Lerner, 1994) and to lower valuations through tn (Brander et al., 2002). Second, syndicate
members may bring their specific knowledge andlskb the portfolio company after the
investment and thereby add more value (Brandel.,e2@02; Bygrave, 1987). Finally, at exit,
more specifically at IPO, syndication leads to moeetification and lower underpricing of the
portfolio company (Stuart et al., 1999; Chowdry &ahda, 1996).

This is the first study that looks at the motives $yndication across several European
countries. A questionnaire-based methodology isleyed because the different theoretical

perspectives on syndication were anticipated tmbkidimensional. In total, the sample consists
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of 317 usable responses (44% response rate) aadresentative for the VC industry in each of
the different countries.

Major findings

The motives for syndicating a deal in Europe ar&vetr much more by finance
considerations than by deal flow considerationdyprthe wish to improve the deal specific
investment process. These findings contrast witséHrom North America.

The finance motive is the most important motive $pndication for both early stage and
later stage VC firms. While the deal flow, selestiand value adding motives are equally
important for early stage VC firms, there is a cle@rarchy of motives for later stage VC firms.
For later stage VC firms, the finance motive iddaled in importance by the deal flow motive,
which in turn is significantly more important thaine value adding motive, while the latter
motive is significantly more important than theesgion motive. The value adding motive is
more important for early stage investors than &ber stage investors. This is not surprising, as

value adding is in general more important for eatfge investors (Sapienza et al., 1996).

The finance motive is less important for larger Yifns, as larger VC firms are less
restricted by their fund size in their investmentiqy. They are able to diversify their portfolio
by investing in a larger number of deals, to invesarge deals and to provide follow-on finance
when needed. The deal flow motive is, on the olfard, more important for larger early stage
VC firms than for smaller early stage VC firms. gar VC firms need to invest in more deals
and therefore need to have access to a largerfid®al everything else equal. It is rather
surprising that the selection and value adding vastiare more important for larger early stage
VC firms than for smaller early stage VC firms, trotling for the number of investments per
investment executive. The selection motive for sgaibn is less important for specialized early
stage VC firms. Finally, the more a VC firm syndes as a non-lead investor, the more
important access is to specific deal managemels silam syndicate partners. The selection and
value adding motives are significantly more impottaehen a VC firm acts more as a non-lead
investor. In that situation, VC firms rely on theyndicate partners for pre-investment selection

and for post-investment monitoring and value adding
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Implications

The present study has implications for both redearscand practitioners. First, our results
show very similar syndication practices acrossedéht European countries. This contrasts with
findings in earlier studies on the European VC stdy which found important differences in the
way VC firms work in different European countri€Sapienza et al., 1996; Manigart et al.,
2002). Despite the difference between the markeedrfinancial system in the UK on the one
hand and the bank-driven financial system in theeioContinental European countries on the
other hand, and notwithstanding the different degref maturity of the VC markets in the
different countries of our study, our results amarkably consistent across countries. The VC
industry appears to be evolving towards a uniforam-guropean industry, with the same
methods of working. It is likely that syndicatipractices have helped to spread common norms

and behaviour (Sorenson and Stuart, 2002).

We would urge European VC managers to formulatdi@kgtrategies with respect to
syndication. It seems that European VC managersvalleaware of the financial benefits that
syndication may yield, but they seem to underegénthe importance of additional benefits,
such as getting access to additional informatiod skills, building strong and trustworthy
networks and increasing deal flow. Their North-Aman colleagues seem to be more aware of
these benefits. We are, however, not blind to #det that more partners in a syndicate means
also more complex managerial issues after the imasg has been made and more dilution of
ownership (Wright and Lockett, 2003). The tradbhatween benefits and costs of syndication
is clearly perceived differently in Europe and ilorbh America. More research is needed to
assess where the optimal trade-off point lies.

Comparing VC syndication practices between Eurdlmeth America and Asia is clearly
an important avenue for further research. Compara¢search on syndication practices may be
especially important as evidence from Venture Eaans indicates that over 60 per cent of VC
investments in the US in 2000 were syndicated. figise compares with EVCA data of 13 per
cent in the UK and almost 30 per cent across Euaspa whole. One should be careful when
comparing these statistics, however, as the VC atarkthe US is more dominated by earlier
stage investments than is the case in Europe. tigaéiag similarities and potential differences

in syndication motives across regions might yielgiesting insights.
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We call for more studies on syndication, for exangisentangling lead and non-lead
investment strategies. Syndicates may change betdiferent rounds of investment. Analysis
of this aspect of syndication was beyond the sooipéhis paper, but the dynamics of the
rationale for syndication would appear to be aergdting area for further research. Finally,
there is more work to be done on the relation betw&yndication strategies and performance,

both on the level of the portfolio companies andlanlevel of a VC firm.
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1. INTRODUCTION

Venture capital (VC) firms invest in companies thatve high growth potential. They
have developed various strategies to deal withtigh risk environment, one of which is the
syndication of investments (Wright and Robbie, 1998 equity syndicate involves two or
more VC firms taking an equity stake in an invesitrfer a joint payoff (Wilson, 1968), either
in the same investment round or, more broadly ddfiat different points in time (Brander, Amit
and Antweiler, 2002).

Syndication is a common practice in the VC indusbgth in North America and in
Europe. The statistics of the European Venture t@apssociation (EVCA) show that almost 30
per cent of the value invested by European VCsdridie number of deals were syndicated in
2001. Despite the importance of syndication agtivitthe VC sector, surprisingly little is known
about the motives for syndication. VC firms willlgnnvest if they believe the potential return
adequately compensates for the investment risky, Wien, do VC firms give up potential return
by not investing the whole amount needed by thé&g@m company, but rather seek another VC
firm to co-invest and thereby share in the poténgjains (or losses)? This question is
compounded by the fact that syndicate arrangenaetsubject to agency conflicts and hence
agency costs (Fried and Hisrich, 1995; Wright armtKett, 2003). What are the perceived
benefits that compensate for the costs involvesyidication?

The literature on VC syndication discusses sevedlves as to why VC firms syndicate
their deals. These motives can be classified deereiealing with issues at the level of the
management of the overall fund or issues relatetheaomanagement of a specific investment.
From a portfolio management perspective and folgwiraditional finance theory, VC firms
may syndicate to obtain a well diversified porifotiereby reducing the unsystematic risk of the
portfolio (Bygrave, 1987 and 1988; Lockett and Witig2001). Another rationale for syndication
that addresses issues at the level of the portibltbe fund is ‘window dressing’ (Lerner, 1994).
By syndicating, VC firms are able to limit underfmemance with their peers or VC firms try to
be associated with successful VC firms so as toease the chance of raising new funds

successfully. Syndication may further be a meamedace the uncertainty with regard to good
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economic opportunities for investing in the futuiy syndicating a deal, VC firms
expect other partner VC firms to reciprocate thstge in the future (Lockett and Wright, 2001)
thereby securing improved access to more and/terbmality deals (Sorenson and Stuart, 2002,
Seppéa and Jaaskelainen, 2002). Moreover, the extfmecof reciprocity reduces the incentives
to behave opportunistically and hence trust betwsgamdicating partners may be enhanced
(Zucker, 1986; Wright and Lockett, 2003).

Additionally, syndication may address differentiaties in the VC investment cycle that
deal with specific investments in the portfoliotbeé VC fund. First, syndication may improve
the selection process through improved screening,diligence and decision making (Lerner,
1994; Brander et al., 2002). Second, by syndicatmvgstors are able to share their specific
knowledge and complementary skills and as a resldt more value to the portfolio company
(Brander et al., 2002; Bygrave, 1987). Third, sgatdon may be the result of a fixed-fraction
equity contract at a second round investment dtagjenelps to resolve potential agency conflicts
between the entrepreneur and inside investors erotle hand and inside investors and new
outside investors on the other hand (Admati ancei@érer, 1994; Lerner, 1994). Third,
syndication may lead to collusion and hence invsstiirough cooperation, may be better able
to increase their negotiating power towards theepnéneur and as a result get better financing
terms (Brander et al., 2002). Finally, at exitd anore specifically at IPO, syndication leads to
enhanced certification and lower underpricing of fhortfolio company (Stuart et al., 1999;
Chowdry and Nanda, 1996).

In this paper, we compare the relative importaniceyadication motives. Specifically,
we look at two ways in which syndication may impgoportfolio management, namely by
increasing deal flow and spreading risk (financeive). We contrast these with two ways in
which syndication may improve the VC investmentoass, namely by improving deal selection
and post-investment value addition. We empiricédlgt these ideas by using a questionnaire-
based methodology since the motives for syndicatian multidimensional. This method may
provide different insights into why VC firms syndie compared to outcome based studies (e.g.
Bygrave, 1987, 1988; Lerner, 1994; Brander et28(02). The questionnaire methodology did,
however, preclude us from testing the window dresdiypothesis (Lerner, 1994) and the

collusion hypothesis (Brander et al., 2002) as inlikely that respondents will reveal this type
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of behaviour in a questionnaire. We acknowledge there may be other reasons why a
VC firm chooses to syndicate out a deal or to pisyndicate, but given limitations inherent in

any empirical study these are beyond the scope®anhalysis

There is growing attention to the differences beveenture capital markets in different
countries (Black and Gilson, 1998; Jeng and W2[§0). This study furthers our knowledge of
VC syndication practices in different European does. After the UK-based Lockett and
Wright (2001) study, this is the second study onsy@dication practices outside North America
and the first to encompass multi-country data. Othiernational studies have shown that VC
practices in North America are not necessarilyicepged outside that region, due to economic,
legal, institutional and cultural differences (Kap) Stromberg and Martel, 2003; Manigart et al.,
2002; Sapienza, Manigart and Vermeir, 1996). Extencdur knowledge on VC practices
outside of North America is therefore relevant sineely.

However, it is necessary to be careful when compgddS with non-US practices. EVCA
data on syndication activity represent the overallate equity industry of which venture capital
sensu stricto is a subset. In the present study, we therefoleraalistinction between early stage
investors and later stage investors in order toenth& results comparable with US based studies.
We acknowledge the difference between ‘pure’ estdyge VC and later stage private equity by
analyzing the behaviour of early stage and lategesinvestors separately. This study therefore
extends US studies on syndication to a differepe tgf investor, namely the later stage private
equity investor.

The paper is structured as follows. In the nextigecthe theoretical perspectives on
syndication and hypotheses are developed. Thergtfeeresearch setting and the methods used
to test the hypotheses are outlined and the reavdtspresented. The final section discusses

implications for researchers and practitioners.
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2. MOTIVES FOR SYNDICATING VENTURE CAPITAL INVESTME NTS

This study looks at two ways in which a VC firm case syndication as a means to
improve the management of its overall portfoliopnedy the financial motive and the deal flow
motive, and two ways in which syndication can inygréhe management of individual portfolio
companies, namely pre-investment screening andiposstment monitoring and value adding.
In the remainder of this section, we will develogbtheses as to why a particular motive for
syndication might be more important for some V@n8rthan for others. For example large VC

firms may have other motives for syndication coreplatio small VC firms.

The finance motive

The traditional finance perspective shows that lpnstructing a well-diversified
portfolio, risk can be reduced without reducing esed return. The risk of any investment can
be subdivided into a firm specific component (utsystic risk) and a market component
(systematic risk). The firm specific component d¢eneliminated by holding a well diversified
portfolio of investments. By spreading investmesntsoss a greater number of investments that
do not co-vary, syndication has the potential thuoe risk considerably (Markowitz, 1952). This
means that the variation in returns is reduced awithreducing the expected return of the
portfolio. Market risk or systematic risk, howeveannot be eliminated and this risk remains for

a well-balanced portfolio.

A fully diversified portfolio is more difficult toobtain for VC firms compared to
institutional investors who invest in listed stodkis occurs partly because of the presence of
large ex-ante asymmetric information problems in M@estment decisions, which is less of a
problem in listed companies, and partly becausth@fcapital constraints due to the relatively
small size of a VC firm or fund (Wright and Robbi®98; Sahlman, 1990). If the VC firm is not
large enough relative to the project size, syndigathe deal may well be the only way to invest
in that particular deal without unbalancing a palitf. Moreover, syndication gives the VC firm
the opportunity for investing in a larger numbermoftfolio companies than it could do without
syndication, thereby increasing diversification aeducing the overall risk of the fund. For
example, Cumming (2002) has empirically shown that number of portfolio companies in

Canadian VC funds increases when they activelyisgie all other things being equal, while

10
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Zacharakis (2002) has shown that there is lessicgtioh in riskier US early stage deals
than in less risky but larger expansion stage dd&#ls latter is explained by the smaller size of
early stage deals and therefore early stage imgeate able to limit the concentration of their

portfolio.

A second finance-related motive for syndicationredated to the illiquidity of VC
investments (Lockett and Wright, 2001). The VC nearis less liquid than the stock market.
Minimum investment periods make equity illiquid ihe short to medium term. As a result,
equity cannot be continuously traded, unlike sh#&nr@as$ed on the stock market. Due to ex-ante
informational asymmetry, the real risk of the inwvesnt may only be fully revealed once the
investment has been made. If the risk associatddthe investment turns out to be higher than
anticipated, it may be difficult to adjust the golib by divesting because of the illiquid nature
of the VC market. Syndication, therefore, providesneans of sharing risk on a deal-by-deal
basis that may help to reduce overall portfolic.ridBrander et al. (2002) have shown that the
volatility of the performance of Canadian syndicatevestments is larger than that of stand-

alone investments, implying that syndicated investis are riskier.

It is unlikely, however, that the finance motiveagually important for all VCs. It is
anticipated that the importance of ex-ante inforomtasymmetry and illiquidity of the
investments are stronger for early stage VC fifastfor later stage VC firms. Berger and Udell
(1998) argue that start-up firms are more inforovally opaque. Due to informational
asymmetries, VC firms will ascribe a higher staddaeviation to returns of early stage
investments. As a result, early stage VC firms wédked more investments so as to reduce the
unsystematic risk of the portfolio compared to Hattage companies. We can expect, therefore,
that the finance motive will be more important &arly stage venture capital firms compared to
later stage venture capital firms. Moreover, itvisll known that early stage investments have a
longer time horizon than later stage investments{@ing and Macintosh, 2001). Early stage
investments are thus inherently more illiquid comagato later stage investments. The above

argument leads us to derive the following hypothesi

Hla: The finance motive will be more important &arly stage VC firms than for later
stage VC firms.

11
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Syndication may be driven by the desire to spréaahtial risk across different parties
(Bygrave, 1987 and 1988). The diversification angut is directly linked to the size of a VC
firm. Syndication gives a VC firm the opportunitgrfinvesting in a larger number of portfolio
companies than it could without syndication (Cumgni2002), thereby increasing diversification
and reducing the overall risk of the firm. All othteings being equal, a smaller firm will benefit
more from syndication than a larger firm under fihence perspective, as this will decrease the
level of concentration in its portfolio (Zachargk&02). Moreover, if a VC firm is not large
enough relative to a particular project, syndigatime deal may well be the only way to invest in

that opportunity. Hence:

H1b: The finance motive will be more important ®mall VC firms than for large VC
firms.

Access to deal flow

There is a second motive to syndicate from a plwtfomanagement point of view,
namely to increase the quantity and quality of déalh (Sorenson and Stuart, 2002). It is
important for VC firms to have access to as mamgy lguality opportunities as possible in order
to select the very best ones. Having a strong sgmtidn network increases the status and
visibility of a VC firm (Lerner, 1994), increasiritg likelihood of being invited into a syndicate
network. By syndicating out deals, a VC firm magate an expectation for reciprocation in the
future. If so, the VC firm may be invited to joather syndicates as a non-lead in the future, and
deal flow is increased. The reciprocation of syatid deals between VC firms means that deal
flow can be maintained even when an individual W@ fmay not be the originator of the deal
(Bovaird, 1990).

There are again reasons to believe that the dwalrfiotive will not be equally important
for all VC firms. Larger VC firms need to invest more deals than small VC firms, all other
things being equal. It is, therefore, more chaliegdor them to maintain a good quantity (and
quality) of investment opportunities. The deal flowtive is thus likely to be more important for
large VC firms than for small VC firms. Especiallgrge firms will seek to increase the quantity

of their deal flow through syndication. Hence:

H2a: The deal flow motive will be more important farge VC firms than for small VC
firms.

12
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The likelihood that a VC firm will invests in a newenture declines sharply with
geographic and “industry” distance (Sorensen amr§t2002). Opportunities to interact, and
thus to exchange information, are more frequent rmimdividuals and firms in the same
geographic area or in related industries. This eatggthat VC firms are not likely to identify
interesting investment opportunities that lie adgstheir natural investment area. Syndication
may be a powerful way to extend the geographicdliadustrial investment scope of VC firms.
Sorenson and Stuart (2002) have shown that theapildly that a VC firm invests in a distant
company increases if there is a syndicate partiterwhom it has previously co-invested, and if
that syndicate partner is located near the targetpany. A dense inter-firm network may be
created through frequently syndicating investmenite network may be viewed as a repository
of information that facilitates the disseminatiohimformation across geographic and industry
boundaries. In this way, a VC firm increases it®estment opportunities in areas it would find
difficult to access otherwise. The deal flow motw#l therefore be more important for VC firms
with a broad investment scope, that spans geogralpdnd industry boundaries. The likelihood,
however, that they will come across interestingaspmities that lie far outside their normal
industry or geographical focus is rather small.cgdzed VC firms restrict their investments to

a small industry space. This reduces their nesgtdicate from a deal flow perspective. Hence:

H2b: The deal flow motive will be less important &pecialized VC firms than for non-
specialized VC firms.

The deal selection motive

VC firms may syndicate in order to reduce compapgcsgic risk both ex-ante and ex-
post. Ex-ante decision making relates to the Seleaif investments whereas ex-post decision
making relates to the subsequent management ointlestment. Syndicating with the same
partners builds trust in their investment appraisabnitoring and value adding capabilities,
thereby reducing the need for the VC firm to adyivido so (Sorenson and Stuart, 2002; Wright
and Lockett, 2003).

Syndication may be a way to better assess thenation provided by potential portfolio

companies (Lerner, 1994). The potential for advesskection may therefore be reduced by

! Industry distance is defined as “the level of dissimilas#ween the venture capital firm’s previous investment
experiences in the industry of a given target company” (Soreand Stuart, 2002).

13
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syndicating at the deal selection stage, as symoiicaallows VC firms to obtain better
information when evaluating risky investment demms. From an information processing
perspective, different decision makers can incraae# information processing capacity to

reduce uncertainty (Sah and Stiglitz, 1986).

Bygrave (1987 and 1988) showed that syndicatioa fsinction of the need to share
information. If VC firms syndicate in order to remiuthe ex-ante risk, the selection motive will
be especially important for projects where an imfed second opinion is valuable. This is
supported by Lerner (1994) who found evidence #sadblished VC firms syndicate with one
another in first round investments, and they syatgiavith less established organizations in later
rounds. In cases where VC managers cannot dectdglduo accept (high quality projects) or
reject (low quality projects) an investment propopsaformation received from syndicate
partners may help to reach a better decision (Bnaatal., 2002). Bygrave (1988) showed that
uncertainty and willingness to syndicate are pesiyi related. Given that uncertainty and
information asymmetry are larger for early stagpasfunities than for later stage opportunities,
it is likely that the selection motive will be maraportant for early stage VC firms than for later

stage VC firms. Hence:

H3a: The selection motive will be more important éarly stage VC firms than for later
stage VC firms.

Furthermore, it is expected that the selection weotvill be less important for firms that
primarily act as lead investors compared to firtmat thave more deals as non-leads. The lead
investor may have its own particular skills foresging and monitoring a specific investment
(Wright and Lockett, 2003). When syndicating owtesal as a lead investor, the VC firm signals
to syndicate partners that it backs the deal visthigputation. This is important as the lead firm,
in the vast majority of cases, will have the latges joint largest) equity stake in the syndicate
(Lockett and Wright, 2001). However, the VC firmathnvests in a deal as a non-lead investor
may largely rely on the reputation and the selecsialls of the lead. Hence:

H3b: The more a VC firm acts as non-lead invedfoe, more important the selection
motive will be.

14
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VC firms, specialized in a specific industry sectoill have a deeper understanding of
that sector and therefore experience lower infolonat asymmetries to evaluate opportunities.
Given greater in-house knowledge on their targetoss, VC firms that are specialized in a
specific sector will have a lower need to rely gndicate partners for selection purposes. The
same is true for VC firms, focussing on a smalleographical region. Geographic distance
between a target company and an investor is shbiraier to effect thorough due diligence and
overcome information asymmetries. Reliance on syatdipartners close to the target can help to
overcome informational asymmetries related to bottustry and geographical distance
(Sorensen and Stuart, 2002). The logic of this rment is that VC firms, specialized in a specific
industry or geographical area, will have a loweed¢o syndicate for selection purposes than
non-specialized VC firms.

H3c: The selection motive will be less important $pecialized VC firms than for non-
specialized VC firms.

The value adding motive

Apart from selection skills, specialized resourceay be required for the ex-post
management (monitoring and value adding) of invests (Sapienza et al., 1996; Bruining and
Wright, 2002). This need for specialist expertise the ex-post management of portfolio
companies can be met by the VC’s own resource baseutside industry specialists or by
syndicate partners (Brander et al., 2002). Braeded. (2002) found that Canadian syndicated
VC deals have higher rates of return than standeajfwojects, and argue that the need to access
specific resources for the ex-post managementwadsiments, rather than for the selection of

investments, is a more important driver of syndacat

There are arguments that early stage VC firms il more emphasis on the value
adding motive than later stage VC firms. Consisteith resource dependency theory (Pfeffer
and Salancik, 1978), VCs add value when they ale tabreduce critical uncertainties for the
venture (Sapienza et al.,, 1996). VC firms incretige intensity of their ex-post governance
mechanisms to protect against adverse outcomes wheertainties increase (Barney et al.,
1989). Given the uncertainties in early stage wes, VCs are able to add greatest value to
early stage ventures (Bygrave and Timmons, 1992m@o and Sahlman, 1989; Sapienza,
1992). Sapienza et al. (1996) suggest that VC gesaspend significantly more time with, and

add more value to, their early stage ventures comapt later stage ventures. All other things

15
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being equal, the value adding motive will thereftordoe more important for VC firms investing
in early stage ventures, as these firms provideerhands-on management and monitoring skills

to their portfolio companies than later stage inves Hence:

H4a: The value adding motive will be more importtortearly stage VC firms than for
later stage VC firms.

Wright and Lockett (2003) argue that lead invest@ms more actively involved in the
management of their investee companies. Giventligateputation and the standing of the lead
investor is at stake when syndicating out a de®Cdirm will only take the lead in a syndicate
if it feels reasonably confident that it has theowrces and ability to manage the investment.
When a VC firm joins a syndicate as a non-lead, dw@s, that firm will normally have a more
passive role, relying on the lead investor for ngamg the relation with the portfolio company
(Wright and Lockett, 2003). Consistent with hypaiise3b, it is expected that the value adding
motive is a more important driver to syndicaterion-lead investors compared to lead investors.

Hence:

H4b: The more a VC firm acts as non-lead investar,more important the value adding
motive will be.

Consistent with the argument that specialized Vingi will rely less on syndicate
partners for screening purposes, we hypothesizesgieialized VC firms will also rely less on
syndicate partners to manage the deal after thesiment. VC managers need specific skills and
abilities in order to add value to their portfolemmpanies and the more industry specific
knowledge they have, the better their value addeygabilities will be (Sapienza et al., 1996).
Sapienza et al. (1996) have further shown that \&Dagers spend less time with geographically
distant ventures, although their perceived addddevdoes not decrease with distance. We
hypothesize that VC firms with a broad sector avggaphical scope will rely more on syndicate
partners to add value and monitor their investmextpost than VC firms that invest in a narrow

range of opportunities.

H4c: The value adding motive will be less importémt specialized VC firms than for
non-specialized VC firms.
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3. RESEARCH SETTING AND METHOD

Research Setting and Sample

In order to test foregoing hypotheses, VC syndicatpractices are studied in six
European countries, ranging from Northern Europee(®n) to central countries such as
France, Germany, the Netherlands, Belgium and eQur sample thus includes countries in
different parts of Europe, where the VC industrjoisg-established and industry practices have
matured’ In the countries of the present study, syndicaamost common in Belgium in terms
of amounts invested through syndicates (53.9%) t@dale 1). However, the highest proportions
of deal numbers syndicated are found in France &ndden (both 39.9%). In Sweden, the
amount syndicated (8.2%) is remarkably lower comgaio the number of deals syndicated
(39.9%). Syndication practices in the UK and théhiddands are low both in terms of amount
invested as well as the number of deals, with themeging been continual decreases in
syndication activity throughout the 1990s (Lockatid Wright, 2001). Syndication activity in

Germany is in between.

Insert Table 1 here

In order to understand why VC firms syndicate, @jionnaire was initially designed
and pretested with UK VC managers, advisors andeanecs (Lockett and Wright, 2001). Most
studies to date use outcome based methods (e.gaBydl987, 1988; Lerner, 1994; Brander et
al., 2002). A specific behaviour of VC firms witlegpect to syndication is observed, and
researchers speculate on the underlying motivesntiagy lead to that behaviour. By using a
guestionnaire based method we directly ask VC mensae motives for syndicating their deals.
We expect, therefore, to get a more profound artlesunsight in some of the reasons for
syndication compared to outcome based studies.hAsdifferent theoretical perspectives on
syndication were anticipated to be multidimensipitalas deemed necessary to ask respondents
a number of questions relating to each of the metsges. Data on VC firm characteristics
gathered from the questionnaire - investment sitagye and industry preferences - were further
supplemented or cross-checked with data from imgubtectories (EVCA guide and directories

of the national venture capital associations).

17



Working Paper Steunpunt OOI : January 2004

The questionnaire was administered by post to ¢ael loffices of all 106 VC firms in the
UK, identified using the British Venture Capital gexiation (BVCA) handbook and Centre for
Management Buy-out Research (CMBOR) records, in819%he questionnaires were then
translated into Dutch, French, German and Swedlisthe other countries covered in this study
questionnaires were sent out in the autumn of 3@Daestionnaires were sent to 79 Belgian VC
firms, 120 French VC firms, 191 German VC firms918wedish VC firms and 54 Dutch VC
firms. These firms were identified as VC firms besa they were full members of the EVCA or
their national venture capital associations. Ineortb be as complete as possible, some non-
member firms that act as VC firms were added tosdmmple. In all countries, follow-up was
undertaken by sending reminders or by calling ti=fims after 3 to 6 weeks. Responses were
sought from individuals at the level of investmerécutives upwards. An early pilot study in the
UK (Lockett and Wright, 2001) showed that the issagamined here were generally driven by
organization-wide policies and hence only a singispondent would be able to provide the

company wide perspective.

Insert Table 2 here

Response rates were good (see Table 2), rangingdriow of 36% in Germany to a high
of 59% in the UK. The high response rates suggegt reliability of the results. The total
sample consists of 317 usable responses (44% respate). More than 90% of the respondents
had ever been involved in a syndicate. The reptaBeeness of the sample was tested for each
country separately using firm specific charactasst(minimum investment preference,
maximum investment preference and the number &f s@mbers) available from the national
and European venture capital directories. In Befgikrance, Germany and the Netherlands, no
significant differences were found between respaohded non-respondents. In Sweden and the
UK, the respondents’ maximum investment preferescsignificantly (5% confidence level)
larger than that of non-respondents. This indic#ttes the sample is representative for the VC

industry in the six countries of the study.

2 It is not the purpose of the paper to investigate pialdmtween-country differences.

¥ We acknowledge that the difference between the data collgetitzds may have an influence on the results. We
expect that the favorable market conditions in 1998 had a negafiuence on the perceived benefits of syndication
both at the level of risk spreading and risk redudiiwaugh better selection and value adding. The influence on
deal flow as a motive for syndication is less clear. Howevemrxpect no influence on the order of importance of
the different motives.
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Insert Table 3 here

Table 3 gives a description of the sample, aftenondng three outlier$.A VC firm
employs on average 7.7 (median = 5) investmentugxes and has on average 36.4 (median =
15) investments in its current portfolio. Each istveent executive thus manages on average 5.7
(median = 3.5) portfolio companies. The minimumestment preference is on average €2.91
million (median = €0.50 million) while the maximumvestment preference is on average €
18.81 million (median = €5.00 million). The averagge of a VC firm in the sample is 10.4

year (median = 7 yeat).

Dependent variables

In order to test the importance of the motivesndéiiest in this study, respondents were
asked to indicate on 5-point Likert scales how inguat they find different items in their
decision to syndicate deals. A rotated factor asialgevealed that the items load on four factors:
a finance motive, a deal flow motive, a selectiootive and a value adding motive (see Table
4)° The internal reliability of the scales is high three out of the four factors, with Cronbach's
alphas of 0.74 for the finance motive (3 items320or the deal flow motive (2 items), 0.81 for
the value adding motive (5 items) but only 0.50tfa selection motive (2 item§)For the three
first factors, the items were summed and the awecagnputed. Given the low Cronbach's alpha
for the selection motive, we decided to employ rglel item, namely “the need to seek the
advice of other VC firms before investing,” as tonstruct for the selection motive. The results

for the selection motive should therefore be intetgd with caution.

Insert Table 4 here

Methods and independent variables

* Following outliers were removed: 1 respondent with 306folio companies and 2 respondents without
investment executives.

® The between-country differences are not shown in tableeRjigh and Swedish VC firms are the smallest, while
VC firms in the UK and The Netherlands are on average ald@targer in terms of investment preferences and
number of investment executives. This is consistenttivélfact that the VC industry in the UK and the
Netherlands is older than in the rest of Europe. FrandhGerman VC firms are in between.

® Rotation method: Varimax with Kaiser normalisation.

" In order to check the consistency of the data across tmériem, we recomputed the scales in the different
countries separately. The scales are reliable in all countries.
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Bivariate and multivariate analyses are used tbthes above hypotheses. Given that
early stage VC firms are different from later stafe firms, bivariate non-parametric Mann-
Whitney statistics are used to test the differeimcenportance of the four motives for early
stage and later stage investdrgve further run multivariate OLS regressions andira
regressions (for the ordinal selection motive) with motives as dependent variables and VC
firm characteristics (cfr. infra) as independentiaales. The multivariate regressions are not
only run on the total sample, but also on the supda of early stage VC firms on the one hand
and of later stage VC firms on the other hand.

The subsamples of early stage and later stage M fare constructed as follows.
Following Mayer, Schoors and Yafek (2004), we cotefduthe “average investment stage”
variable, reflecting the average stage in whichGafm invests. We first collected data on the
stages in which each VC firm invests: seed, stpstexpansion and replacement/buy-out
investments. Each stage was given a value front &€fed investments to 4 for replacement or
buyout investments. The average was calculategdoh VC firm by adding these numbers
and dividing the total by the number of investm&iages in which the VC firm invests (Mayer
et al., 20045. The sample was then split up between early staddager stage investors using
this average stage variable. The distribution & thverage investment stage” variable is
bimodal, with maxima at 2.5 and 3.5 and a low &62Therefore, we split the sample into a
subsample of early stage VC firms with an averagestment stage of 2.5 or lower (N=128)
and a subsample of later stage VC firms with arrages investment stage of three or higher
(N=145)1°

The characteristics of the subsamples of earlyestagsus later stage investors are
presented in Table 3. Early stage investors hawerfénvestments in their portfolio. While
early stage investors have on average 25.4 (medif?) investments in portfolio, later stage
investors have on average 49.0 (median = 20) imegss in their portfolio. The median
values for the minimum investment preference (€1lliani versus €0.25 million) and the
maximum investment preference (€6.9 million ver§@s million) are of course higher for
later stage investors compared to early stage torsesLater stage investors are also less

specialized in specific industries compared toyeathge investors. Moreover, early stage

8 parametrical t-tests yield comparable results.

° For example, a VC firm that invests in the start-upexmhnsion stage will have an average of 2.5 = (2+3)/2.
9 Two VC firms were left out of the sample because they haw@verage investment stage of 2.66.

' We asked respondents how specialized they consider themsebeei terms of industry and regional
specialization on a 5-point scale, with 1=highly unspecialineidsshighly specialized.
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investors have a higher propensity to syndicata thter stage investors. Finally, early stage
investors are on average younger than later stagestors with an average of seven years
(median = 4 years) compared to 13.6 years (meditd years).

Other VC firm characteristics, used in the multigter regressions, are VC firm size,
industry and geographical investment preference, agmber of investments per investment
executive and percentage of investments syndiageatbn-lead. Table 5 gives the correlation
between all variables. First, we have four proxie¥C firm size, either self-reported or taken
from industry directories: number of investment @ieses, number of portfolio companies,
and minimum and maximum investment preference {sdxde 3). The correlation between all
four size variables is high except between the rermolb investments in the portfolio and the
minimum investment preference (see Table 5). Wiidtexl, therefore, only one proxy for size
in the multivariate analyses namely “the maximumwestment preference”. We selected this
variable because it has low correlation with thieeotvariables in the regression. In order to
measure the specialization of the VC firm with exdpto industry and geographical region,
respondents were asked to indicate on a 5-poirdrticale how specialized their VC firm’s
investment preference is in terms of industry sestal geographical region. The specialization
in terms of geographical scope is on average 3#46a b-point Likert scale, while the
specialization in terms of industry sector is lesson a 5-point Likert scaléurthermore, in
order to test the remaining hypotheses, we incthdeaverage stage variable discussed earlier
and the proportion of investments as non-lead. alfinwe include the age of the venture
capital firm and the number of investments per stnent executive as control va