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Abstract

Referrals play an important role in a great many search and evaluation processes. For
example, in the job market, third party referrals are an important source of information for
both employers and people that are looking for a job. Aswell as making people aware of a
job opportunity or of a potential employee, referrals also play an important role in
evaluating employers and potential employees; once an employer considers a certain person
to be suitable for ajob, third party referrals of all kinds are often used to collect information
about the potential employee. Similarly, potential employees also use third party referralsto
evaluate the employer and the company.

Similar referral mechanisms can be found in the context of entrepreneurship. Networks and
third party referrals play a prominent role in spotting entrepreneurial opportunities and in
acquiring the resources necessary for growth. In this dissertation, the focus is on the role of
referralsin acquiring of one specific type of resource, namely financial resources. Referrals
play an important role in both getting new ventures connected to financial resource
providers and in the due diligence process of these potential investors. This dissertation
focuses specifically on the acquisition of one type of funding by new ventures, namely the
acquisition of venture capital (VC).

In this dissertation, the role of explicit referrals in new-venture funding is studied along
several dimensions. The main focus is on the network configurations and actor
contingencies that determine which referrals are the most influential and successful. In
addition, the VC funding process is divided into multiple stages to research whether the
influence of referrals differs at the various investment stages. By combining both
gualitative and quantitative techniques, a more complete understanding of the role of
networks and referralsin new-venture funding is devel oped.

By studying the role of referrals in the acquisition of (venture capital) funding by new
ventures, a contribution is made to several fields of literature. First, a contribution to
network literature is made by focusing, in depth, on referral mechanisms in funding new
ventures. Next, a contribution is made by focusing on specific network configurations that
make these referrals most effective. Added to this, the multi dimensional approach to
networks and referrals that is applied in this dissertation fosters more understanding of
specific contingencies that determine the effectiveness of certain network characteristics.
Finally, a contribution is made to network literature by studying the role of referras in
multiple stages of the VC funding process. Therefore, the research contributes to a more
complete understanding of the role of networks and referralsin VC decisions. In addition to
network literature, a contribution is also made to VC literature. Past research on VC has
failed to study the impact of explicit referrals in the VC-funding process at a detailed
process level. Therefore, many studies of VC decisions till lack focus on the social context
of these decisions. With the study of the referras involved in the VC funding process, a
contribution is made to a more socialized approach to the V C-funding process.

In addition to the theoretical implications, this study also has practica implications for
entrepreneurs, incubators, venture capitalists and policy makers. A more systematic
understanding of the role that referrals play in the funding process is a valuable asset for



entrepreneurs applying for funding, universities designing incubators and governments
making entrepreneurship policy.

This dissertation consigs of two main parts. Part one gives an overview of the dissertation
starting with an explanation of the four key themes that are studied in the dissertation. After
this, abstracts are presented of the six papersincluded in the dissertation. Subsequently, the
core results are summarized and the contributions and the implications of the dissertation
are discussed. Finally, part oneis closed by discussing several limitations of the dissertation
and potential areas for future research. Part two of the dissertation consists, quite simply, of
the six full papers.
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PART 1: OVERVIEW OF THE DISSERTATION

INTRODUCTION

Background

The acquisition of financial resources is one of the biggest challenges in starting up a
technology-based venture. When applying for financial resources, entrepreneurs of new
ventures face many obstacles. Because new ventures often lack knowledge of their
environment, steady routines and relationships with customers and suppliers, resource
providers to new ventures face much organizational and market uncertainty (Sorensen &
Stuart, 2000). In addition, when ventures are based on new technologies, the uncertainty
faced by potential resource providersis even higher (Aldrich & Fiol, 1994). Because of the
organizational, market and technological uncertainty surrounding technology-based
ventures, financial resource providers are often reluctant to provide funding for them.

In order to overcome these obstacles, an entrepreneur can pursue several strategies to
decrease these uncertainties as perceived by external stakeholders. For example,
endorsements of licensing agencies (Baum & Oliver, 1991) and winning certification
contests are shown to have beneficial effects for new ventures (Rao, 1994). An additiona
indicator that can decrease the uncertainty surrounding a new venture is the new venture's
network. For example, researchers have shown how previous employers (Burton, Sorensen
& Beckman, 2002), reputable directors (Deutsch & Ross, 2003) and high-gtatus customers
(Khaire, 2005) al have favourable effects on the entrepreneuria process. In this
dissertation, the focus is on one specific type of network mechanism that new ventures can
use to decrease the uncertainty as perceived by externa stakeholders, namely, the use of
explicit third party referrals.

Themes and Resear ch Questions

In this dissertation, the role and impact of explicit referrals in funding technol ogy-based
venturesis researched along severa themes. These themes were identified based on a study
of the literature that focused on the role of networks and referrals in entrepreneurship and
new-venture financing. This revealed four core themes and related research questions that
are relevant to the study of explicit referrals in the new-venture financing process: (1) the
referral perspective to networks; (2) referrals and network configurations; (3) referrals and
actor characterigtics; and (4) referrals and multiple processes. In the following paragraphs
these four themes are further explained. The main theme of this dissertation is covered first;
subsequently several specifications of this main theme are described in themes 2, 3 and 4.

Theme 1. Thereferral perspective to networks. In past decades, the application of social
network theory to the study of organizations has taken flight (e.g., Adler & Kwon, 2002;
Aldrich & Zimmer, 1986; Birley, 1985; Burt, 1982, 1992, 1997, 1999, 2000, 2005;
Coleman, 1990; Granovetter, 1973, 1985, 1992; Nahapiet & Ghoshal, 1998; Stinchcombe,
1965; Uzzi, 1997, 1999). The central assumption in social network theory is that actors are
embedded in their environment by means of social relationships. These social relationships
provide opportunities to organizations, but also provide contraints on their actions. In the
specific context of entrepreneurship, many studies have been conducted regarding the role
of social networks in the entrepreneurial process. For example, it has been shown that
social networks influence a venture's ability to spot opportunities, acquire resources and
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build legitimacy (e.g., Birley, 1985; Elfring & Hulsink, 2003; Jenssen, 2001; Shane, 2000;
Singh, 2000). This dissertation focuses on one specific role that network partners can play
in acquiring financial resources, namely the role of explicit referrals. Much of the research
in entrepreneurship focuses on the flow of resources through dyadic network relationships
(e.g., Adler & Kwon, 2002; Aldrich & Zimmer, 1986; Birley, 1985; Jenssen, 2001; Larson,
1992; Lockett, Ucbasaran & Butler, 2006; Nahapiet & Ghaosha, 1998; Starr & Macmillan,
1990; Zhang, Wong, & Soh, 2003). However, it has been shown that network partners can
be beneficial to a company not only by providing resources to the new venture, but also by
acting as an implicit or explicit source of referral in order to obtain resources from other
actors (e.g., Batjargal, 2007; Stuart, Hoang, & Hybels, 1999).

There are some studies that focus on the role of third party referrals and affiliations in the
entrepreneurial process. For example, in the context of venture finance, it has been shown
that affiliations with prominent grategic alliance partners, customers and directors have
positive signalling effects on the venture-funding process (e.g., Batjargd, 2007; Deutsch &
Ross, 2003; Khaire, 2005; Stuart et al., 1999). The effects of these third party referrals are
not only shown to be influential from the new-venture perspective; studies from the
perspective of the resource providers to new ventures have shown the importance of third
party referrals to them as well. For example, researchers have shown how VC firmsrely on
third party referrals when looking for new deals (e.g., Jugel, 2001; Vater, 2002) and when
conducting their due diligence process on new ventures (e.g., Fiet, 1995). Therefore, it
appearsthat third party referra s have influential rolesin new-venture funding from both the
perspective of the new venture itself and from that of the provider of financial resources.
However, in most of these studies, actual referral mechanisms are often implicitly assumed
and not studied at a detailed, process level (e.g., Chang, 2004; Deutsch & Ross, 2003;
Reuber & Fischer, 2005; Stuart et al., 1999). Also, these studies often focus on the implicit
signalling effect of network partners; very few studies have focused on the role of explicit
referralsin the entrepreneurial process. Therefore, there is ill much to be discovered about
the exact workings of these explicit referrals on adetailed process level. Therefore, atriadic
network perspective was applied in this sudy as visualized in Figure 1.

In thistriadic perspective, not only the dyadic relationship between the new venture and the
provider of financial resources was studied, but also if and how the acquisition of financial
resources is influenced by third party referrals. By applying this triadic perspective, amore
precise understanding of referral mechanisms is fostered. Therefore, the first research
guestion to be answered is as follows:

Do referrals play arole in the funding of technol ogy-based ventures?
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Figure 1: Visualization of the Financial Triad

Third Party Referral Source

New Venture Financial Resour ce Provider

Theme 2: Referrals and network configurations. The second theme of this dissertation is
the focus on actual network configurations in gudying explicit referrals. Given the
importance of social networks to the entrepreneurial process, researchers have started to
explore the actual network configurations that are most effective to entrepreneurs (e.g.,
Hoang & Antoncic, 2003). Two main dimensions of these network configurations are
relevant to this dissertation: the structural dimension of the networks and the relational
dimension of the networks. The structural network dimension refers to the structure of an
actor’s network in the wider environment. This dimension can best be summarized by the
discussion between Burt and Coleman on the effectiveness of the structure of certain
networks. On the one hand, there is Burt (1982, 1992, 1997, 1999, 2000, 2005) who claims
that optimal network value is created through structural holes. The structurd holes
argument claims that a certain actor can create value by brokering connections between
segments that would otherwise be unconnected. Such a network provides unique
information and opportunities to that actor. On the other hand, Coleman (1972, 1988, 1990)
claims that network value is not created through structural holes but through dense
networks and redundant ties. These network configurations improve the reiability of
information because the same information can reach an actor from different sides, therefore
creating value. Because dense and redundant networks improve the flow and rédiability of
information within the network, the actors in the network are more committed to doing a
good job. The relational network dimension refers to the effectiveness of weak vs. strong
ties to new ventures (Granovetter, 1985, Uzzi, 1997, 1999). Weak ties are claimed to be
more effective for the acquisition of new information, whereas strong ties seem to be more
effective in generating trust between actors.

In the specific context of new-venture funding, the structural network dimension has
received little attention. Most research in this area has studied how the dyadic network
relationship between the venture and resource provider influences the venture' s ability to
acquire financial resources (e.g., Batjargal, 2007, Batjargal & Liu, 2004, Elfring & Hulsink,
2003; Jenssen, 2001). However, in this dissertation, it is hypothesized that the venture-
funding process is also influenced by third party referrds. The actuad network
configurations that make these referrals most effective have received little attention in
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network studies to date (e.g., Batjargal, 2007). From the perspective of the resource
providers, therole of referralsis mainly studied in the context of VC. In these studies, asin
studies from a new-venture perspective, the actual network configurations that cause
referrals to be the most influential in their decision-making process have received little
attention.

This dissertation hypothesizes that the effectiveness of explicit referrasis dependent on the
actual network configurations between the new venture, the provider of the financial
resources and the referral sourcesinvolved in the funding process. Therefore, concentration
on the structural and relational characteristics of networks might lead to a more complete
understanding of the role of referrals in new-venture funding. In order to study the actual
network configurations in new-venture funding, the following research question was
shaped:

Is the impact of referrals in new-venture funding dependent on network
configurations between the venture, the financial resource provider and the referral
source?

Theme 3: Referrals and the char acteristics of the actors. The third theme that is studied
in this dissertation is the extent to which the impact of referrals is dependent on the
characteristics of the new venture, the financial resource provider and the referral source.
Studies on the role of social networks in the entrepreneurial process have shown that the
effectiveness of social networks cannot be explained solely by the network configurations
between the actors in a network. Researchers have claimed and shown that the value of
certain network configurations is also contingent on the characterigtics of the “network
nodes’ (eg., Elfring & Hulsink, 2003; Groen, 1994, 2000, 2005; Groen, Wakkee & De
Weerd-Nederhof, 2008; Leenders & Gabbay, 1999; Oh, Chung, & Labianca, 2004). For
example, research has shown that the effectiveness of certain structural and relational
network configurations is contingent on the life cycle stage that a new ventureisin (Hite &
Hesterly, 2001) and on the type of technology that is being commercialized by the venture
(Groen, 1994, 2000, 2005). From a referral perspective, it has also been shown that the
effectiveness of certain referrals is dependent on the characterigtics of the referra source.
For example, referrals seem to be more effective when the referral source is more
prominent (e.g., Burton et al., 2002; Stuart et a., 1999), has more expertise (e.g., Baum,
Calabrese, & Silverman, 2000; Reuber & Fischer, 2005) and is strongly tied to the financial
resource provider (e.g., Batjargal, 2007).

Although the contingencies that influence the effectiveness of networks and referrals in
entrepreneurship have received some attention in previous studies, some problems can be
identified regarding those approaches. Firdt, the characteristics of network actors are often
selected in an ad hoc way without providing a theoretical rationale as to why certain
contingencies should be included in a particular sudy. Second, the characterisitics of the
actorsthat determine the effectiveness of certain network configurations have only received
fragmented attention. Few studies have studied the characteristics of the actors that
influence the effectiveness of network configurations in a multidimensional way. In order
to overcome these shortcomings, a multidimensional framework of entrepreneurship was
applied in this dissertation.
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The core theoretical framework used to deduce the actor contingencies is the
‘Entrepreneurship in Networks' (EiN) model. This modd is based on the theory of social
systems (e.g., Groen, 1994, 2005; Groen, De Weerd-Nederhof, & Kersens-van Drongelen,
2002; Groen et al., 2008; Parsons, 1964, 1977) and is specifically designed to study
entrepreneurial processes. An overview of the EiN mode is provided in Figure 2. Even
though the complete model is not explained in this introduction, it is important to note in
the context of this dissertation, that categorization of the types of capital that are studied in
this dissertation are based on this model. The types of capital that influence the
performance and influence of the actors involved in the entrepreneurship are based on the
basic definition of a social system as defined by Parsons (1964). Criginally, a social system
was defined by Parsons as follows:

“...asocial system consigsin a plurality of individual actors interacting with each other
in a dituation which has at leagt a physical or environmental aspect, actors who are
motivated in terms of a tendency to the “ optimization of gratification” and whose relation
to their situations, including each other, is defined and mediated in terms of culturally
structured and shared symbols’ (Parsons, 1964, pp. 5-6).

Four mechanisms are embodied in this definition: (1) striving for attainment of a goal; (2)
optimization of processes; (3) maintenance of patterns of culturally-structured and shared
symbols and (4) interaction between actors. Each of these mechaniams is related to a
specific “capital need” that has to be fulfilled by the actors involved in entrepreneurship in
order to perform better or be influentid. The four types of dimensong/capital following
from these mechanisms are (1) strategic capital, (2) economic capital, (3) cultura capita
and (4) social capital. The central assumption of the EiN model is that companies (and the
actors involved in entrepreneurship) will need sufficient ‘capital’ to be sustainable over
time. Thisimplies that new-venture entrepreneurs need to have or have access to sufficient
strategic, economic, cultural and social capital to establish aviable enterprise.

In each interaction between actors, the four types of capita play arole. In the context of
this dissertation, it is not only hypothesized that these four types of capital play arole for
the central actor in entrepreneurship, the entrepreneur, but as well for the actors that are
involved in the process of venture funding. In terms of the EiN modd, the focus in this
dissertation is on the question how the various types of capital of the actors involved in
venture-funding influence the effectiveness of referrals in the venture-funding process. The
EiN model helped to identify and deduce the relevant dimensions of the actors that
influence the referra mechanisms in a more complete and systematic way. In summary, |
deduced that the effectiveness of referrals in new-venture funding could be influenced by
the strategic, economic, cultural and social capital of the new venture, the financial resource
provider and the referral source involved in the funding process. This lead to the following
research question:

Is the impact of referrals in newventure funding dependent on the EiN model
characterigics of the venture, the financial resource provider and the referral
source?
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Figure 2: The Entrepreneur ship in Networks M odel

Strategic Capital Economic Capital

Cultural Capital Social Capital

Theme 4. Referrals and multiple processes. The last theme that is studied in this
dissertation is the process dimension. The previous sections already introduce the idea that
the effectiveness of networks and referrals can be explained by studying the actual network
configurations in referral mechanisms. Furthermore, it was explained that the effectiveness
of these network configurations might be contingent on the characterigtics of the network
actors (“nodes’) involved in the funding process. In this last theme an additiona
contingency is added that can influence the effectiveness of referral mechanismsin venture
funding. This last contingency is the process dimension of referrals. Previous studies on
entrepreneurial networks have confirmed that the effectiveness of certain network
configurations is contingent on the stage of the entrepreneurial process (e.g., Elfring &
Hulsink, 2003; Hite & Hesterly, 2001). In the context of VC, some studies have, for
example, shown that the role of referralsis also quite influentia in the various stages of the
VC funding process. (e.g., Fiet, 1995; Jugel, 2001; Tyebjee & Bruno, 1984, Vater, 2002).
However, it can be expected that the effectiveness of certain network configurations and
actor contingencies might be different over the various stages of the VC funding process.
Both network literature and VC literature provide support for the claim that a process
approach should be applied when studying referrals in new-venture funding. Since it is
expected that the types of referrals involved in the different stages of the funding process
might differ at each stage of the funding process, the role of referrals in multiple stages of
the (VC) funding process was studied, leading to the following research question:

Does the impact of referrals vary over the different stages of the (VC) funding
process?
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Structure of the Dissertation

This dissertation is based on six papers which can be found in part two. Each of these
papers contributed to answering the research questions in different ways. This section
explainshow the six papersin the dissertation relate to the four themes of this study.

Chapter one provides the theoretical foundation for the dissertation. An analytical
framework is presented, based on areview of the literature. The framework is based on the
themes as presented in this introduction. Chapter one explains why this framework is better
than existing research approaches to the role of networks and referralsin entrepreneurship.

Chapter two is a qualitative chapter that focuses on the role of referrals along the various
stages of the VC funding process. This chapter focuses mainly on the network relationships
between the referral source and the venture capitalist and between the referral source and
the new venture. Less attention is paid to the specific characteristics of the EiN model that
influence the effectiveness of these relational network characterigics.

Chapter three is a quditative chapter which takes the perspective of a new venture that is
looking for funding by first exploring when new ventures use referrals to get access to
funding. Then the specific network configurations and EiN mode contingencies that are
most effective in doing so are studied. The focus in this chapter is on identifying and
getting access to financia resource providers.

Chapter four is a quantitative elaboration of Chapter three. Chapter three showed that the
prior experience of the entrepreneurial team is an important contingency in the VC funding
process. The results in Chapter three indicated that more experienced teams have less
difficulty in getting funded. Chapter four studies exactly why this is the case, using the
dimensions of the EIN model. The chapter focuses on the multiple effects of prior
entrepreneurial and functional experience on the venture capitalist’ sinvestment decision.

Chapter five is a quantitative elaboration of Chapter two which found that referras play an
important role in the venture capitalist’'s deal flow. Chapter two only looked at the
relational network characteristics that make referrals more influential in deal flow. Chapter
five also looks at the other dimensions of the EiN mode that make referral sources more
influential in this stage.

Chapter six is also a quantitative elaboration of Chapter two and looks in depth at the
referralsinvolved in the VC due diligence process. Chapter two found that referrals play an
important role in the venture capitalist’s due diligence procedure. The characteristics of
influential referrals are also found to be dependent on the type of information to be acquired
by the venture capitaists. Chapter two only looks at the relationa network configurations
that make referrals the most influential factor in the acquisition of multiple types of
information in the VC due diligence process. Chapter six also looks at the other dimensions
of the EiN model that make referral sources the most influential factor in this stage, hereby
focusing on referral sources that were contacted for multiple types of information.

Table 1 illugtrates a schematic overview of the papers. Table 1 shows how the six papers
contribute to answering the research questions that follow from the four themes of this
dissertation. Extended abstracts of the chapters are provided in the following section. After
the abstracts, the most important results and implications of the dissertation are
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summarized. Finaly, the first part of this dissertation is concluded by providing severa
limitations of the dissertation and several directions for future research.

Table 1: Overview of the Chapters

Theme 1: Referral perspective

VC perspective *
Entrepreneurial team perspective * * *
Referral source perspective * * * *

Theme 2: Referrals and network configurations

Structural network characteristics * *

New venture/ VCtie * * *

New venture/ Referral sourcetie * * *

Referral source/ VCtie * * * *

Theme 3: Referrals and actor characteritics

Strategic capita * * * * *
Economic capita * * * * *
Cultural capital * * * * *
Socid capital * * * * * *

Theme 4: Referrals and multiple processes
Identification and access to finance * * * *

Financia due diligence and decisions * * * *

10
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ABSTRACTSOF THE CHAPTERS
Chapter 1

THE ROLE OF SOCIAL NETWORKSIN FINANCING TECHNOLOGY-BASED
VENTURES: A THEORETICAL FOUNDATION

The focus in this theoretical paper is on the question of how social networks play arolein
new-venture financing. After a review of the literature, the shortcomings and gaps in
current studies on the role of networks in financing new ventures are identified.
Subsequently, four research themes are introduced that can help to overcome the
shortcomingsthat are identified in the literature.

The first shortcoming identified in studies on the role of networks in the new-venture
financing is that they take a one-dimensional approach to networks. However, past research
has shown how the effectiveness of certain network characteristics is dependent on multiple
contingencies (e.g., Hite & Hesterly, 2001; Leenders & Gabbay, 1999). In order to
overcome this shortcoming, as identified in a review of the literature, a multidimensional
process model is introduced: the ‘Entrepreneurship in Networks (EiN) mode (e.g., Groen,
2000, 2005; Groen et al., 2008). This process model of company development is proposed
as afruitful theoretical perspective to researching the effects of networks in the financing of
new ventures.

A second shortcoming in the studies on entrepreneurial networks is that they often focus
solely on the direct role of social networks. However, this paper explains that a firm's
social network is important in two ways: (1) network partners are important because they
can exchange financial resources and information directly between new ventures and
financial resource providers through dyadic ties, and (2) they can aso be important because
they can play a referral role to financial resource providers (eg., Batjargal, 2007).
Therefore, atriadic approach to the role of networks in financing new ventures is proposed,
studying not only the direct relationship between the venture and (potential) resource
providers, but also considering how this relationship isinfluenced by third party referrals.

An additional shortcoming that can be identified in the literature is that networks are often
studied without explicitly theorizing on the actual underlying network configurations. For
example, the role of third party affiliations and referralsin the context of venture financing
is often studied without looking at the relational network configurations between these
referral actors, the ventures and financial resource providers. However, these actual
network configurations are probably an important driver of success for these affiliations
and referrals. Therefore, network theory should be integrated into the EIN model in order to
come to a more compl ete understanding of the role of networks in funding new ventures.

Finally, many studies on the role of networks in the entrepreneurial process fail to take a
process-oriented approach to networks. To contribute to a better understanding on the role
of networks in new-venture finance, the actual processes in which social networks are
studied should be clearly ddineated (e.g., Hite & Hesterly, 2001). Therefore we show how
our research framework (that is based on the three themes as explained in the previous
sections) can be applied to various stages of the funding process of the new venture.

11



THE ROLE OF REFERRALS IN FINANCING TECHNOLOGY -BASED VENTURES

Chapter 2

REFERRALSIN THE VENTURE CAPITAL FINANCING PROCESS: DO
NETWORK TIESMATTER?

This qualitative paper focuses on the role of third party referralsin the VC funding process.
Especially in the context of early-stage investments, these third party referrals are shown to
have an influential role in a VC's funding process. For example, previous studies have
shown that these third party referrals play an influentia rolein aVC'sdedl flow (e.g., Fried
& Hisrich, 1994; Tyebjee & Bruno, 1984; Vater, 2002) and in aVC's due diligence process
(e.g., Batjargal, 2007, Fiet, 1995). However, the actual network characteristics and
contingencies that make these third parties more or less influential in the VC funding
process have received little attention (e.g., Batjarga, 2007; Fiet, 1995; Maula, 2001). In
order to create a better understanding of the role of third party referrals in the VC funding
process, we take network theory as our central theoretical perspective. First of al, the
question of if and how third parties play a role in the funding process is explored.
Subsequently, the focus is on both the network ties between new-venture teams and third
parties and the network ties between venture capitalists and third parties. The extent to
which theinfluence of third party referralsis contingent on the stage of the funding process
is also studied. Therole of these referrals is therefore explored in three investment stages:
(1) dedl flow, (2) theinitial meeting with an entrepreneurial team and (3) the due diligence
process.

The research questions were examined by conducting structured interviews with ten early-
stage venture capitalists in The Netherlands. In-depth information on the third parties
involved in twenty-five VC investment decisions was collected. The data shows some
interesting findings: (1) when athird party is involved in connecting the new venture to the
VC fund, strong ties between both the venture team and the third party and between third
party and venture capitalist appear to be favourable; (2) at the initia meeting between the
new venture and the venture capitalist, third parties do not appear to play arole at al; (3)
during the due diligence process, the role of third parties again becomes important as an
information source for venture capitalists. However, the effectiveness of particular network
ties seems to be contingent on the type of information provided by the third party. For
technological and Intellectual Property (IP) information, the tie between thereferral and the
venture capitalist and the tie between thereferral and the venture do not seem to matter. For
information on the market, financing and strategy, the venture capitalists tend to rely on
people with whom they have strong ties. For information on the entrepreneuria team, both
a strong tie between the referral and the venture capitalist and a strong tie between the
referral and the entrepreneurial team appear to be most effective. These results have
important implications for both the network theory and the literature on VC decision-
making.
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Chapter 3

THE ROLE OF SOCIAL NETWORKSIN FINANCING TECHNOLOGY-BASED
VENTURES: AN EMPIRICAL EXPLORATION

In this paper, the focus is on therole of networksin both identifying and accessing financia
resource providers by technology-based ventures. The aim of the paper is to test whether a
one-dimensional network approach can fully explain the effectiveness of certain network
configurations in identifying and accessing financial resource providers (e.g., Burt, 1999,
2000, 2005; Caleman, 1990). In doing so, hypotheses are shaped based on one-dimensional
network approaches and an alternative hypothesis based on a multidimensional approach,
the ‘Entrepreneurship in Networks (EiN) modd (e.g., Groen, 2000, 2005; Groen et d.,
2008). In this multidimensional model, one of the main pillars is the network dimension.
However, the modd can aso be used to systematically deduce the potential contingencies
that influence the effectiveness of certain network configurations.

In order to explore the research questions, case studies were conducted in four technol ogy-
based ventures in the Twente region of The Netherlands. Using multiple sources of data,
the network characteristics were explored that were most effective in identifying and
accessing financial resource providers. In doing so, the focus was on both positional
network and relational network characteristics. The positional network was measured by a
tool that was adapted from McEvily and Zaheer (1999). The relationa network was
measured by the items for the strength of ties as devel oped by Granovetter (1973; Scholten,
2006). In this paper, the extent to which the effectiveness of these network configurationsis
dependent on the contingencies that can be deducted from the EiN model was explored as
well.

Results show that for the identification of financial opportunities/resource providers a
positiona network rich in structural holes appears to be favourable for new ventures. In a
relational sense, when new ventures directly access financial resource providers, weak ties
are most effective. When new ventures use a referral to access a financial resource
provider, referra sources who are strongly tied to the new venture seem to be most
effective. Furthermore, results show that the effectiveness of direct access to the financial
source compared to the use of referralsis largely influenced by the strategic, economic and
cultural characteristics of the new venture, the provider of the financial resources and the
source of the referral. Ventures started by people with market and business experience are
better able to access financial resource providers directly. The findings a so show that new
ventures that have entrepreneurs with little business experience benefit from referrals to
access the providers of financial resources. The characterigtics of the referral source aso
play an important role since one of the findingsis that referrals of business-oriented people
seem to be more effective than referrals of technology-oriented people. Subsequently, it
seems that referrals are more effective for bigger investments facing higher risks, typically
private equity investments. Since the effectiveness of certain network characteristics is
contingent on the srategic, economic and cultural characteristics of the actors involved in
the funding process, a multidimensional approach to networks as proposed in the EiN
model isapromising direction for futureresearch.
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Chapter 4

VENTURE CAPITAL FUNDING FOR TECHNOLOGY-BASED VENTURES:
DISENTANGLING THE EFFECTSOF AN ENTREPRENEURIAL TEAM’S
START-UP AND FUNCTIONAL EXPERIENCE

Previous studies have shown that more experienced entrepreneuria teams have fewer
difficulties in acquiring financial capital (e.g., Beckman, Burton, & O’ Reilly, 2007; Cohen
& Dean, 2005; Higgins & Gulati, 2003, 2006). This paper is specifically interested in the
effects of two types of experience on the investment decision of the venture capitalist: the
start-up experience and the functional experience of the entrepreneurial team. This paper
not only studies the direct relationship between prior experience and the VC-funding
decision, but also explores whether this direct effect can be disentangled into multiple
effects. Using the ‘Entrepreneurship in Networks (EiN) model, the paper not only
hypothesizes the direct effect of prior start-up experience and functiona business
experience on the venture capitalist’s funding decision, but also deduces that this direct
relationship could potentially be mediated by a strategic capital and a social capital effect
(e.g., Groen, 2000, 2005; Groen et d., 2008).

The hypotheses were tested by conducting structured interviews with 57 early-stage venture
capitaligs in The Netherlands and Sweden. In total, this lead to a sample of 138 VC
funding decisions for early—stage, technology-based ventures. In discussing these funding
decisions, in-depth data was collected on the start-up experience and functiona experience
of the entrepreneuria teams (cultura capital), their reputations (strategic capita) and their
existing ties to the venture capitalists (social capital). In order to be able to disentangle the
multiple effects of experience on the venture capitalist funding decision, the data was
anaysed using structura equations modelling.

Results show that both the start-up experience and functiona experience of the team have a
strong, positive and direct effect on the venture capitalist’ s funding decision. However, the
mediating effects of strategic capital and social capital differ for the two types of
experience. Entrepreneurial teams with more extensive start-up experience have higher
reputations (strategic capital) but not significantly stronger ties to the venture capitalists
(socia capital). Entrepreneurial teams with more functional business experience do have
higher reputations as well, but in addition to this, also have stronger ties to the venture
capitaligs. For the funding decision, only the mediating effect of social capita (as
measured by the strength of ties with the venture capitalist) has a significant impact on the
venture capitalist’s funding decision. The effect of strategic capital (as measured by team
reputation) does not have an influence on the VC funding decision. These findings
contribute to the development of the EiN model, literature on the role of prior experiencein
entrepreneurship and literature on VC decision-making.
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Chapter 5

REFERRALSAND VENTURE CAPITAL DEAL FLOW: WHO DO VENTURE
CAPITALISTSRELY ON?

Early—stage, technology-based ventures often have difficulties in acquiring the financial
resources needed for growth. Technology-based ventures face a liability of newness and
therefore potentia investors face a lot of uncertainty when investing in this type of venture
(Stinchcombe, 1965). Previous research has shown several strategies that ventures can
pursue in order to overcome the liability of newness. In this study, the focus is on one of
these strategies, namely the use of explicit third party referrals when connecting to VC
firms. The role that referrals can play for new ventures has been widely acknowledged;
however the specific characteristics that make the one referral more successful than the
other have received little attention (e.g., Batjargal, 2007; Jugel, 2001; Maula, 2001). Based
on the ‘Entrepreneurship in Networks (EiN) model, a model to study entrepreneurial
processes, four types of referral capital that could be influential in connecting new ventures
to VC firms are deduced (e.g., Groen, 2000, 2005; Groen et al., 2008). These four types of
capital for referrals are strategic, economic, cultural and social capital.

In order to study the referrals involved in VC deal flow, structured interviews with 57
early-stage venture capitalists in The Netherlands and Sweden were conducted. In total, this
lead to a sample of 84 referrals involved in early-stage VC dea flow. In studying the
referrals involved in deal flow, data was collected on the referral source's reputation
(strategic capital), the referral source's financial interest in the proposition (economic
capital), the referral source's functional background in business and technology, and the
referral source's tie to the venture capitalist (social capital). In order to test which
characteristics drive the success of a referral involved in a venture capitalig’s deal flow, a
logistics regression analysis was conducted.

It was found that two types of capital in the EIN model drive the success of the referral
involved in the deal flow. Firgt, the referral involved in deal flow is more successful when
thereferral source has a strong functional background in business (cultural capital). Second,
venture capitalists rely heavily on referrals from people with whom they have strong ties
(socia capital). The other dimensions of the EiN model do not have a significant impact on
the influence of areferral. These findings have important implications for the devel opment
of the EIN model and the literature on social networks, signalling and V C decision-making.
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Chapter 6

REFERRAL CHARACTERISTICSIN THE VC DUE DILIGENCE PROCESS:
TYPE OF INFORMATION ASKEY CONTINGENCY

In this paper, the focus is on one type of information-source for VC firms in their due
diligence process, namely third party referrals. Under conditions of uncertainty, third party
referrals will play a very important role in a venture capitalist’s approval of new ventures
(e.g., Harrison, Dibben, & Mason, 1997; Stuart et a., 1999). In this paper, the role of third
party referras in VC due diligence is explored along two directions: (1) referral source
characteristics and (2) the type of information provided by the referra source. First, the
importance to the VC due diligence process of certain referral characteristics is studied
along four types of characteristics. These characterisics were deduced from the
‘Entrepreneurship in Networks' (EiN) model (e.g., Groen, 2000, 2005; Groen et al., 2008).
This multidimensional model is specifically designed to study entrepreneurial processes.
Theresulting referral source characteristics taken into account in the context of the VC due
diligence process are (1) strategic capital (2) economic capital (3) cultura capital and (4)
social capital. Subsequently, this paper aso tests whether the characteristics of influential
referral sources differ significantly for the sourcing of different types of information.

Data for this paper was collected by interviewing 57 VC funds in the Netherlands and
Sweden, which resulted in a sample of 101 influential referrals involved in VC due
diligence procedures. In studying a referral source involved in the due diligence process,
datawas collected on the referral source’ s reputation (strategic capital), thereferra source's
financial interest in the proposition and/or the VC fund (economic capital), the referra
source's functional background in business and technology (cultura capital) and the
referral source's tie to the venture capitaist (social capital). Subsequently, data was
collected on the types of information provided by the referral source. In the first step of the
andysis, the referrals were clustered based on both their characteristics from an EiN
perspective and on the type of information they provided. In the second step of the analysis,
a test was carried out to determine whether the referral clusters, as identified in the first
clustering, significantly differ, depending on the provision of multiple types of information
asidentified in the second clustering. This was tested thisusing a chi square test.

Results show that the third party referrals can be classified into two groups based on their
characteristics. First, venture capitalists rely on a group of referral sources with strong
business backgrounds, with strong ties to the venture capitalist and with an economic stake
in the new venture. This group is predominantly used for the sourcing of market, financial
and dtrategic information. Referral sources in the second group have weaker business
backgrounds, no or wesk ties to the venture capitalist and do not have a stake in the new
venture. This group is predominantly used to source information on the new venture's
technology and IP. By studying the referral source characteristics of referrals involved in
the VC due diligence process and relating them to types of information, a contribution is
made to VC literature since a more detailed understanding on the social context of the
venture capitalist’ s decisionsis achieved.
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CONCLUSIONS, CONTRIBUTIONS AND FUTURE RESEARCH

Conclusions

In this dissertation, the focus was on the role of referrals in funding technology-based
ventures. The most important results of this dissertation are summarized in this section,
providing answers to the research questions. The results are discussed for the two main
stages of the VC funding process (research question 4) and for each stage, a paragraph is
included on the specific characteristics of referrals and the characterigtics of the new
ventures that influence the impact of referrals in venture funding (research questions 1, 2
and 3).

Identification and access to finance. First, results are reviewed regarding the role of
referrals in getting access to the financia resource providers, more specifically venture
capitaligs. The results show that referrals play a very important role in the venture
capitalig’s deal flow. On average, 46% of the total venture capitalis’s deal flow comes to
him by referral. Added to this, 55% of the venture capitaligs in the sample regarded
referrals as their most important source for new deals. There are certain characterigtics of
referrals that make them more influential in the decision to arrange a first meeting between
the entrepreneurial team and the venture capitalis. When considering the multiple
dimensions of the EiN model, the business background of the referral source (cultural
capital) and the strength of the tie between referral source and the venture capitalist (social
capital) are the only two characteritics that dgnificantly influence the impact of the
referral. The other dimensions of the EiN model (strategic capital and economic capita) do
not have significant effects on the success of areferral in a venture capitalist’ s deal flow.

Before contacting a VC fund, entrepreneurial teams collect information about the many
types of funding available to them. In this stage, networks rich in structural holes appear to
be beneficial to the new ventures. Those ventures with structural holes are more aware of
the financial options they have and have more heterogeneous financial structures. In getting
access to a specific provider of financial resources, a team can contact a venture capitalist
directly, or the team can use a referral to do so. Whether or not an entrepreneurial team
uses, or needs to use, a referra to arrange a first meeting is very much contingent on the
characteristics of the entrepreneurial team. The prior experience of the team is one
characteristic that strongly determines the use of referralsin arranging a first meeting with
financial resource providers. When entrepreneuria teams do use referrals to get access to
financial resource providers, strong ties between the referral source and the entrepreneurial
team appear to be most effective.

Financial due diligence and decisions. Results of the role of referrals in the due diligence
and decision-making stage of the VC funding process show that the characteristics of the
referral source used by venture capitalists to source information capitalists during the due
diligence process are heavily dependent on the type of information to be gathered. The
characteristics in the EIN model differ between these different types of referras. For
technological and IP information, venture capitalists tend to rely on: (1) referral sources
that have weaker ties to the venture capitalis compared to other due diligence referrals
(social capital); (2) referral sources that have weaker business backgrounds compared to
other due diligence referrals (cultural capital); and (3) referral sources that have no financia
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interest in the specific proposition (economic capital). For market, financia and strategic
information, venture capitaligs prefer to rely on: (1) referral sources with whom they have
strong network ties (social capita); (2) referral sources that have strong business
backgrounds (cultural capital); and (3) referral sources that have a financia interest in the
proposition (economic capitd).

The findings of the qualitative papers indicate that the prior experience of the
entrepreneurial team brings benefits to the funding process of the new venture. The
characteristics of the entrepreneurial team become very important during the first meeting
with the venture capitalists. In this stage, the personal contact between the entrepreneurial
team and the venture capitalist is initiated. Once these actors are connected, the role of the
deal flow referrd is over and the personal relationship between venture team and the
venture capitalist becomes the most important factor. More in—depth study reveals exactly
what it isabout start-up and functional business experience that makes them so beneficial to
the decisions of the venture capitalist. Once the entrepreneurial team meets with the venture
capitalidt, prior experience brings several things to the table. Those teams that have prior
gtart-up experience have higher reputations (strategic capital) and have more knowledge
and skills (cultural capital). Those teams with stronger functional business backgrounds
have higher reputations (strategic capital) and also have more knowledge and skills
(cultural capital). These teams a so have stronger ties to venture capitalists when comparing
them to teams that lack a strong functional business background (social capital). Although
these types of experience bring multiple things to the table, only the skills and knowledge
(cultura capital) and the network tie between venture team and the venture capitalist (social
capital) influence the investment decision of the venture capitalist. The reputation of ateam
(strategic capital) does not have any effect on the venture capitalist’s decision whether to
invest or not.

Theoretical Contributions and | mplications

Theme 1: The referral perspective to networks. The findings contribute to network
literature in several ways. Firg, more ingight is given into the role that referrals can play in
getting access to financia resources. The focus on these referrals was one of the four key
themes of this dissertation. Most studies that focus on the role of networks in the
acquisition of resources, focus on the dyadic tie between the new venture and the resource
provider. Less attention is paid to the referral role that other network contacts can play in
the process of resource acquisition (e.g., Chang, 2004; Zhao & Aram, 1995). Network
contacts can provide resources for new ventures themselves, but they can adso play a
referral role for ventures in getting access to resources of other (unconnected) actors. Those
studies that do focus on this referral effect lack focus on the actual micro-mechanisms of
referrals. In these studies, the beneficial effects of third party referrals and affiliations are,
for the most part, implicitly assumed (e.g., Deutsch & Ross, 2003; Khaire, 2005; Reuber &
Fischer, 2005). In this dissertation, the focusis on the role of explicit referrals at a detailed
process level, and thus overcoming these shortcomings in network literature. By focusing
on thereferra effect of a network, a contribution is not only made to network literature but
also to the literature that applies signalling theory in the study of entrepreneurship. In these
approaches, the role of network partners as a signalling mechanism for new venturesis also
acknowledged. An important theoretical implication of this study is that it shows that third
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party referrals do not, by definition, have a positive effect on the venture-funding process.
For example, the results of Chapters 2 and 5 show that there are also certain types of
referrals that do not have a positive effect on the venture-funding process. This is an
important insight since current studies that focus on the role of third party affiliations and
referrals in new-venture funding usually assume that using these third parties is always, by
definition, something positive.

In addition to the contribution to network literature, a contribution is also made to VC
literature by focusing on referrals in the investment process. Although VC is extensively
studied in entrepreneurship research, the role of referrals and their social aspects in the
funding process have received little attention. However, both social aspects and referralsin
the VC funding process have proven to be very influential, especially when there is much
uncertainty surrounding the deal (Batjargal, 2007; Fried & Hisrich, 1994; Harrison et al.,
1997; Hustedde & Pulver, 1992; Lockett et al., 2006). The venture capitalist is often studied
as an actor that balances multiple decision-criteria and takes a rational decision. By
involving the study of referrads in VC decisions, a contribution is made to a better
understanding of the social context of VC decisions.

Theme 2: Referrals and network configurations. A contribution to network literature is
made as well because of the focus on the actual network configurations that make referrals
influential (e.g., Batjargal, 2007; Batjargal & Liu, 2004). The focus on these network
configurations was identified as one of the key themes of this dissertation. Therefore, the
effectiveness of therelational network characteristics between the new venture, the venture
capitalig and the referral sources involved in the funding process is included in the study.
The focus is aso on the positional network that is most effective for new ventures for
spotting financia opportunities. A contribution is thus made to both the relational and
positiona network discussionsin literature (e.g., Burt, 1982, 1992, 1997, 1999, 2000, 2005;
Coleman, 1972, 1988, 1990; Granovetter, 1973; Uzzi, 1997, 1999). The results of this
dissertation have some implications for network theory. For example, within the one-
dimensional network paradigm, having wesak tiesis often related to having structural holes,
whereas having strong ties is often associated with having a closure-type of network (e.g.,
Burt, 2000, 2005; Coleman, 1988, 1990). However, the results of this thesis show that the
relationship between positional and relationa network characteristics is independent. For
example, theresultsin Chapter 3 indicate that new ventures with less-experienced founders
seem to profit from a network rich in structura holes combined with strong ties. New
ventures with more experienced founders seem to benefit from a network rich in structural
holes combined with many weak ties (Mehra, Dixon, Brass, & Robertson, 2006).

Theme 3: Referrals and actor characteristics. A contribution is also made to literature
since a multidimensional approach is applied to the actors (“nodes’) involved in the
funding process of the new venture. By doing so, more knowledge is generated on the
contingencies that determine the effectiveness of certain network configurations. This
multidimensional approach to the study of referrals is one of the core themes of this
dissertation. The multidimensonal EiN model allows the theorization of the specific
contingencies at stake in the funding process of new ventures (e.g., Groen, 1994, 2005;
Groen et a., 2008; Parsons, 1964, 1977). Many other network studies have taken a one-
dimensional approach to networks by only focusing on the reational and positional
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characteristics of a network to explain certain performance indicators. They often do not
look at the characterigtics of the actors that influence the effectiveness of the network
configurations. By applying the EiN model, other dimensions as well as the social capital
dimension are taken into account, contributing to a more systematic and complete
understanding of the role of networks and referrals in financing technol ogy-based ventures.

Applying the EIN model in the dissertation does not only contribute to network theory.
More is aso learned about the EiIN model itself (e.g., Groen, 1994, 2005; Groen et d.,
2008; Parsons, 1964, 1977). This dissertation is one of the first studies in which the EiN
model is applied in an empirical setting. The results of the various papers show how the
application of the EiN model helps to foster a more systematic and complete understanding
of the mechanisms at stake. First, the EIN model can be used to deduce the dimensions that
are at stake in certain research contexts. Based on a particular research question, one can
hypothesize on the mechanisms at stake, using the dimensions of the EiN model. Examples
of such an approach can be found in Chapters 1, 3, 4, 5 and 6. Theresultsin Chapter 1 also
show how other theories can be integrated into the EiN model to act as auxiliary theories.
This dissertation focuses on integrating network theory in the EiIN model; however the
results of Chapters 2 and 6 provide interesting opportunities to do the same with knowledge
(transfer) literature as well. Although the EiN model was a useful model to use in this
research, there are some modifications that could be made to the model. Most importantly,
the strategic capital dimension of the EiN model had no substantial impact in any of the
papers. The cultural, social and to a lesser extent, the economic dimensions of the EiN
model were the main explanatory dimensions in the three quantitative papers. The
additional value of the strategic capital dimension could therefore be questioned in the
research context of this dissertation. However one should be careful to take the strategic
capital dimension out of the model, since this study was conducted only in the specific
context of venture funding.

Theme 4: Referrals and multiple processes. An additional contribution is made to the
literature because a process-oriented approach to networks is applied in this dissertation.
The integration of this process dimension was identified as one of the four themes of the
dissertation. By doing so, the call for more process-oriented approaches in both network
and VC literature is met (Hoang & Antoncic, 2003; Leenders & Gabbay, 1999; Shane &
Stuart, 2002; Wright & Robbie 1998). In this dissertation, the VC funding process is
divided into multiple stages and the role of referralsis studied in each of these stages. The
results show how the effectiveness of certain referral characteristics is contingent on the
stage of the financing process. This implies that in order to come a more complete
understanding on the role of networks and referrals in the VC funding process, the
processes and tages to be studied have to be clearly defined.

Practical I mplications

This dissertation has practical implications for several stakeholders. Firg of all, this study
has implications for entrepreneurs. The dissertation contributes to a more complete
understanding of the specific referrals to use to get access to VC funds and of the specific
effects of prior experience that are valued by venture capitalistsin their decision-making. A
better understanding of the VC funding process on these issues will make entrepreneurs
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better able to manage this funding process, which will increase the probability of getting
funded.

In addition, this dissertation has practical implications for those people that play a referral
role in the financing of new ventures. This could be corporate financial houses, university
incubators or independent business developers. When they want to help entrepreneurs to
access VC funds, a strong, functional business background and strong ties between these
referrals sources and the venture capitalists are the most effective. These referral actors
should therefore invest in their relationships with venture capitalists. In doing so, fewer
strong ties to a limited number of VC funds would be a better strategy than wesk ties to
many of them. The results also show that referrals of people with strong business
backgrounds are the most effective ones. Strong technological backgrounds do not appear
to have a significant impact on the success of the referral. Especially university incubators
should redlize that a referral of a professor might not always be the best way to help a
venture to access VC funds.

An additional stakeholder that can benefit from this research is the VC community. When
investment managers talk about their meetings with entrepreneuria teams and about their
investment decisions, they often come up with “vague’ investment policies. Investment
managers often stress the fact that there has to be a “fit” with the entrepreneurial team and
that they rely on “their gut feeling” to take investment decisions. The findings on the role of
referrals and network ties in the VC funding processes can explain many of these “vague”
investment policies. Especialy in the early stage of deals, when much information on
traditiona investment criteriais lacking, the socia context of investment decisions may be
the most influentia investment criterion available. When venture capitalists are more aware
of this, they will be more selective in the people they rely on for deal flow and the due
diligence process.

Finally, there are policy makers that can benefit from this research. Since the role of
referrals and networks are influentia in funding new ventures, more attention should be
paid to the development of these (referral) networks. The problem of VC funding for
ventures in the early stages is often countered by governments by setting up their own VC
funds or investing in existing funds. Results of this research show some specific reasons
why new-venture entrepreneurs have difficulties in getting access to VC funds and in
obtaining funding from venture capitalists. These reasons are more fundamental than
simply alack of VC funds available to these ventures. Governments could therefore have
more impact on the funding of new ventures by helping new-venture entrepreneurs and
their supporting institutions to overcome these fundamental problems.

Limitations and Future Research

One of the limitations of this study is that it focuses in depth on the referral characteristics
that make referrals influential in the VC funding process and on the role of entrepreneuria
team experience as a key contingency in this process. Less attention is paid to other
characteristics that could influence their impact. For example, characteristics of the
entrepreneurial team beyond therole of prior team experience are not explored in depth. In
addition, other characteristics of deals that could impact the influence of referrals are not
addressed. For example, the value of the investment the venture has applied for and the
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specific type of technology the venture focuses on was also not considered. Due to the
limited sample size, some characteristics of venture capitaists are also not included. Taking
into account these different characterigtics of the venture, the deal and the venture capitalist
provides interesting areas for future research.

A related limitation is that the study of referrals was only conducted in the specific context
of funding for early—stage, technology-based ventures. It is possible that the findings would
have been different if the study had been conducted in another context. For example,
researchers have proved that the effectiveness of certain network configurations is
contingent on a company’s stage of maturity and its particular entrepreneurial process (Hite
& Hesterly, 2001). Following this finding, it could be expected that the effects of direct and
referral networks are dependent on the stage of maturity of the company. For example, it
could be expected that the influence of the referrals declines when a company is more
mature. This could be caused by the fact that in alater stage, the company has its own track
record to refer to. Therefore applying the research mode to other stages of maturity could
also provide an interesting direction for future research. In addition, the study was
conducted in countries that are culturally similar. In would aso be interesting to extend the
study to a more heterogeneous set of countries. In doing so, a study of macro factors that
influence referral mechanismsin entrepreneurship would also be possible.

An additional weakness in this study is the fact that | only focus on explicit referras. In
future, it would be interesting to study whether the impact of implicit referrals differs from
that of the explicit referrals in this study. For example, does it make a big difference that
referral source actualy talks to the venture capitalist or is the fact that a certain actor is
simply affiliated with a new venture enough to have a substantial impact on the funding
process? Related to this, this dissertation focuses on the characterigics of the referral
sources involved in the venture-funding process. In future research, it would also be
interesting to study the actual content of the information they provided to the VC funds.
This work focuses only on explicit referrals as an information source for VC firms, which
could be identified as an additional weakness of this study. In future studies, it would be
interesting to study how the importance of these referrals is related to the importance of
other information sources (e.g., business plans, desk research).

In future studies, it would also be interesting to study the effects of interaction between the
different types of capital in the EiN model. In this dissertation, it is assumed that the types
of capital in the EiN moddl influence the impact of areferral in the venture-funding process
independently. However, it would also be interesting to study to what extent the four types
of capital interact. For example, the reputation (strategic capital) of a referral might not
have a direct effect on areferral’s success in the VC deal flow (economic capital), but it is
possible that reputation has a moderating effect on the relationship between the business
background (cultura capital) of the referral source and the success of thereferral.

To conclude, it would also be interesting to study the role of referras in acquiring other
types of resources, for example, whether the role of referrals is similar in a (potential)
employe€' s decision to work for a new venture, and whether customers rely on referralsin
a similar way when they decide to do business with a new venture. The application of this
research approach to the acquisition of other types of resources would also be a fruitful area
for future research.
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LIST OF DEFINITIONS

Early-stage finance: Seed, start-up and other early-stage investment, for new and young
companies in technology-related areas (Murray & Lott, 1995).

Technology-based venture: An independently owned business established for not more
than five years and based on the exploitation of an invention or technological innovation
which implies substantial technological risks (Adapted from Arthur D. Little Group).

Explicit referral: Any independent individual who explicitly provides information on a
certain proposition. In the context of this dissertation this means that this individua is
neither a member of the entrepreneurial team nor a member of the VC company's
investment team or committee.

Venture capital: Investment by specialized organizations in high-growth, high-risk, often
high-tech firms that need capita to finance product development or growth and must, by
the nature of their business obtain this capita largely in the form of equity rather than debt
(Black & Gilson, 1998).

Entrepreneurial team: Two or more individuals who jointly establish a business in which
they have equity (financial) interest (Kamm, Shuman, Seeger & Nurick, 1990).
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THE ROLE OF REFERRALS IN FINANCING TECHNOLOGY -BASED VENTURES

ABSTRACT

Our focus in this paper is on the question how social networks play a role in new-venture
financing. After areview of the literature, the shortcomings and gaps in current studies on
the role of networks in financing new ventures are identified. Our claim in this paper isthat
a firm's social network is important in two ways. (1) network partners are important
because they can directly exchange financial resources and information between new
ventures and financial resource providers through dyadic ties; and (2) they can also be
important because networks can play a referral roleto financial resource providers. In order
to overcome the shortcomings as identified in the review of the literature, we introduce the
‘Entrepreneurship in Networks (EiN) model. This multidimensional process mode of
business development is our central theoretical perspective to research the dual effect of
networks in financing new ventures. Since networks are of primary interest in this study,
we show how network theory can be integrated into the EiN model. Subsequently we show
how the resulting research framework can be applied to multiple stages of the venture-
funding process. In this paper, we explain how this research framework can fill the gaps
and overcome the shortcomings in current research, thereby contributing to a more
complete understanding of the role that social networks play in the financing process of
new ventures.

INTRODUCTION

The acquisition of financial resources is one of the biggest challenges in starting up a new
business. In doing so, new-venture entrepreneurs face many obstacles. In his seminal paper,
Stinchcombe (1965) refers to these obstacles as ‘the liability of newness. Because new
ventures often lack knowledge of their environment, steady routines and relationships with
customers and suppliers, they often have difficulties in identifying, accessing and
convincing financial resource providers. Especiadly in the context of technology-based
ventures, potentia new-venture resource providers face a great dea of technological,
market and organizational uncertainty (e.g., Aldrich & Fiol, 1994; Sorensen & Stuart,
2000). These various types of uncertainty surrounding new ventures often cause a financia
resource provider to be reluctant to provide funding to a technology-based venture.
However, new ventures and financia resource providers can pursue many strategies and
mechanismsin order to decrease the problems surrounding the funding of technol ogy-based
ventures. The specific focus in this paper is on one of these mechanisms: the role that social
networks can play in new-venture funding.

The importance of networks in financing new ventures is widdly acknowledged; however
current research on the effects of networks in new-venture financing has many
shortcomings. For example, much of the research takes a one-dimensional approach to
networks, often leading to contradicting findings (e.g., Leenders & Gabbay, 1999; Oh,
Chung & Labianca, 2004). In addition, many previous approaches do not combine the two
roles that a network can have: the direct role and the referral role. The direct effect of a
network refers to the exchange of information and resources through dyadic ties. The
referral effect refers to the signaling value of a new venture's network partners to other
actors (Batjargal, 2007; Batjargal & Liu, 2004; Janney & Folta, 2006; Lockett, Ucbasaran
& Butler, 2006). Although previous approaches recognize these two roles of networks, not
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enough attention is paid to the actual structural and relational network configurations that
fosters optimal results for new ventures. For example, the beneficial effects of network
referrals are often implicitly assumed without theorizing on the actua relational and
positional network characteristics that make these referrals most influential (e.g., Burton,
Sorensen, & Beckman, 2002; Deutsch & Ross, 2003). Added to this, current approaches to
the role of networks in new-venture funding only study the role of these networks at one
point in time. However, in order to come to a more complete understanding of social
networks in the context of venture funding, a sudy of networks in the various stages of the
funding process might be a better strategy.

In this paper we attempt to overcome these shortcomings in past approaches by using the
EiN mode, which is based on social systems theory, as the central perspective in
researching the role of networks in obtaining financing. The EiN model provides a
framework that alows a multidimensional and process-oriented approach to the study of
networks in (technology-based) entrepreneurship (Groen, 2003, 2005). Based on the EiN
model, we construct a research framework that is designed to study both the direct and the
referral network effect in venture funding. In this paper, we explain how this social,
systemic approach can provide a more complete understanding of the role that networks
play in financing new ventures. Thisis done by showing how the EiN model can contribute
to network studies by integrating relationa and positional network theory into our research
framework. We also show how the resulting research framework can be applied to the study
of new-venture funding at different stages in time. In doing so, the following research
guestion is addressed:

“What are the direct and referral effects of social networks on the acquisition of
financial capital in new ventures?”

In this paper, the main focus is on the theoretical contributions of our proposed research
framework. However, in future research, this model will be tested in empirical settings. In
practice, this could lead to many interesting implications, because knowing more about the
workings of a network and referral mechanism under multiple contingencies and in
multiple stages in time can help to catalyze the new-venture funding processes. For
example, we could give entrepreneurs tailor-made advice when they apply for funding.
Future findings might al so have implications for financial resource providers and for people
that play areferral role (e.g., incubators and business consultants) in new-venture funding.

This paper darts with a review of the literature related to the research question.
Subsequently, the gaps and shortcomings in the literature on new-venture financing through
networks are discussed. In order to fill these gaps and to overcome the shortcomings in
current literature, the EiIN model is proposed as the theoretical departure point to study our
research question. After a short introduction of this central theoretical perspective, we
continue with an outline of our research framework and explain how applying this approach
can fill the gaps and overcome the shortcomings in current literature. Subsequently we
focus on the social capital dimension of the EIN modd in depth and shape some
propositions. In the concluding sections of the paper, we summarize how our approach can
overcome the most important shortcomings in the literature about the role of networks in
financing new ventures. The paper concludes by providing some directions for future
research.
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SOCIAL NETWORKSAND FINANCING NEW VENTURES: A
REVIEW OF THE LITERATURE

In this paper, the focus is on both the direct and the referral effects of networks on the
acquisition of financial resources. Before introducing our theoretical approach to studying
this dual effect, existing approaches related to the research question are reviewed. In this
section, we review the literature on social networks and resource acquisition, literature on
social networks and new-venture financing and literature on the referral role of socia
networks. This section closes with a discussion of the gaps and shortcomings in current
approaches.

Social Networ ks and Resour ce Acquisition in Entrepreneurship

In previous studies of entrepreneurship, researchers put a great deal of effort into
researching the effects of network ties on the behaviour of both individuals and
organizations (e.g., Adler & Kwon, 2002; Aldrich & Zimmer, 1986; Birley, 1985; Burt,
1982, 1992, 1997, 1999, 2000, 2005; Coleman, 1972, 1988, 1990; Florin, Lubatkin, &
Schulze, 2003; Granovetter, 1973, 1985, 1992; Gulati, 1998; Mitchell, 1969; Nahapiet &
Ghoshal, 1998; Powell, 1990; Powell & Smith-Doerr, 2005; Rowley, Behrens, &
Krackhardt, 2000; Stinchcombe, 1965; Uzzi, 1997, 1999). Past research has provided
mixed results in the definition of optimal network structures and relations. For example,
Burt (1992) claims that individuals and teams that are embedded in sparsely-connected
networks enjoy advantages of efficiency and brokerage because of exchanges of non-
redundant information. On the other hand, Coleman (1990) argues that intense connections
between members of a network lead to cooperative behaviour, which provides many
advantages over sparsely-connected networks. Other researchers who apply a relational
network approach claim that a mixture of weak and strong tiesis the optimal configuration.
For example, Uzzi (1997, 1999) dtates that the ideal network includes a mixture of strong
and weak ties. A relationa governance of strong ties promotes the development of trust, the
transfer of fine-grained information and tacit knowledge, whereas wesak ties increase
diversity and may provide access to new information and opportunities (Granovetter, 1973,
1985, 1992). Researchers who focus specifically on new-venture networks claim that the
optimal structural and relational characteristics of the new-venture network are dependent
on several contingencies. For example, the organizational process (Elfring & Hulsink,
2003), the life cycle stage of the new venture (Hite & Hesterly, 2001), and the type of
technology that is being commercialized (Groen, 1994, 2000, 2005) are al shown to have
an influence on the effectiveness of certain network configurations. The acquisition of
resources is one of the key processes in entrepreneurship (Elfring & Hulsink, 2003).
Therefore, many researchers in entrepreneurship have focused on the role of networks in
the acquisition of resources by new ventures (e.g., Jenssen, 2001; Jenssen & Koenig, 2002;
Larson, 1992; Sarr & MacMillan, 1990; Uzzi, 1997, 1999; Wilson & Appiah-Kubi; 2002;
Zhang, Wong, & Soh, 2003). The results of Jenssen and Koenig (2002) indicate that weak
ties are important channels for information, strong ties are important for motivation issues
and that a mixture of strong and weak ties gives access to finance.
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Social Networ ks and Acquiring Financial Resour ces

In this paper, we are interested in the role of the network in acquiring one specific type of
resource: the acquisition of financial resources. In the padt, researchers have focused on the
options of entrepreneurs to finance their ventures and their likelihood of success. For
example, Bates (1997) found that entrepreneurs prefer to rely on family wealth and loans
while Colombo and Grill (2005) found that new ventures that received private external
equity financing have greater start-up sizes. In addition to studies from the perspective of an
entrepreneur, a substantial proportion of studies are conducted from an investor’s
perspective (i.e., Fried & Hisrich, 1994; Gupta & Sapienza, 1992; Hall & Hofer, 1993;
Maula, Autio, & Murray, 2005; Zacharakis & Meyer, 1998). This volume of literature
mainly focuses on the psychology and decision-criteria of financial resource providers. In
this paper, the specific focusis on therole of social networks in new-venture financing. We
focus on the direct and referral effects of social networks in fulfilling the needs of new-
venture entrepreneurs. This direct effect of social networks is defined as the direct
provision of financial resources by network contacts of the new venture. In current
literature, examples can be found of researchers that focus on the direct role of networksin
financing. For example, Chang (2004) shows that the more successful new ventures have
larger networks and have ties to prominent venture capitalists. One step further, researchers
have focused on the actua strength of the network ties that are most effective for the
acquisition of resources. For example, the results of Jenssen (2001) indicate that financial
resources are acquired through strong ties. In the context of venture capital (VC), Batjargal
(2007) and Batjargal and Liu (2004) also found that strong ties between the new venture
and the VC fund have favourable effects, while Uzzi (1999) found that financial resources
are best acquired through a mixture of weak and strong ties.

Social Networks and Acquiring Financial Resources. The Referral Network
Effect

In addition to the direct provision of resources by network partners, we also focus on a
second network effect in the provision of financia resources. the referral network effect
(Batjargal, 2007; Lockett et al., 2006). The referra network effect in the context of
financing can be described as the signalling value that the network of a new venture has to
financial resource providers. Because financial resource providers face uncertainty
regarding a new venture' s technologies, markets and team, the network of the new venture
can play an important role in decreasng this uncertainty as perceived by the financia
resources providers. In research on entrepreneurship, many researchers have shown how the
affiliations of the new venture are beneficial to the new-venture start-up process. For
example Burton et a. (2002) show how former employers of the entrepreneurs can have a
favourable signalling effect on the venture process. Khaire (2005) shows how customers
can be used to decrease uncertainty regarding the venture, and Deutsch and Ross (2003)
show a similar mechanism by showing the signalling value of a new venture's board of
directors.

There are some studies that show the favourable role of the referral network effects in the
context of new-venture financing. For example Shane and Cable (2002) claim that networks
are important to new-venture financing because they transfer information and therefore
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decrease the perceived uncertainty of resource providers. Shane and Stuart (2002) found
support for the referral network effect by showing that not only direct ties but also indirect
ties to investors increase the chance of the venture to get funded. Added to this, Stuart,
Hoang and Hybels (1999) illustrated that privately-held biotech firms with prominent
strategic alliance partners and organizationa equity investors go to Initial Public Offering
(IPO) faster and earn greater valuations than firms that lack these connections. The
relevance of the referral network effect is not only supported in research on new ventures,
but also in literature on one specific type of financing: venture capital. Researchersin this
field have shown the importance of referrals to both deal flow and the VC due diligence
process. For example, Jugel (2001) found that on average, 46% of the venture capitalist's
deal flow comes by third party referral. Vater (2002) found a percentage of 54% and
Tyebjee and Bruno (1984) even found a percentage as high as 65%. In addition, once the
new venture is connected to the VC fund, researchers have shown that referras play an
important role in the VC’'s due diligence process (e.g., Fiet, 1999; Hustedde & Pulver,
1992; Maula, 2001).

In order to get a better understanding of referra mechanism in financing new ventures,
researchers have focused on the specific characteritics that make some referrads more
influential in the financing process. For example, referrals seem to be more effective when
the referral source is more prominent (e.g., Janney & Folta, 2006; Maula, 2001; Stuart et
al., 1999), when they are perceived to have expertise (e.g., Baum, Calabrese & Silverman,
2000; Reuber & Fischer, 2005) and when they have a financial stake in the new venture
(e.g., Megginson & Weiss, 1991). In this paper, the main focus is on the actua
characteristics of the social network that make referrals most effective. This question has
received little attention. Two of the few studies that do address it are the ones of Batjargal
(2007) and Batjargal and Liu (2004). In these studies, support was found for the idea that
strong ties between the new venture, the VC fund and the referral source have favourable
effects for the funding of the venture.

Gaps and Shortcomingsin the Current Literature: A Research Agenda

In current research on networking, we found that a grest deal of the research on
entrepreneurial networks applies a one-dimensional approach. Their claim is that network
theory alone can explain empirical phenomena. Past researchers have provided mixed
results on the effectiveness of certain network characteristics in acquiring both financial
resources and resources in general. We argue that many of these mixed results can be
explained by the fact that these researchers do not look at important contingencies. Our
claim is supported by several researchers who claim that there is much work to be done in
searching for contingencies that determine the effectiveness and value of particular network
characteristics. (Higgins & Gulati, 2003; Hoang & Antoncic, 2003; Leenders & Gabbay,
1999; Oh et d., 2004; Shane & Stuart, 2002). This implies that one-dimensional network
theory alone cannot explain empirical phenomena. Therefore our research approach could
contribute to a better understanding when we focus on the contingencies and interactions
that determine the effectiveness of network characteristics in process of new-venture
financing.
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Second, in our review of new-venture finance literature, we found that most of the studies
on networks and finance are either solely focused on direct network effects or soley
focused on referral network effects (e.g., Chang, 2004; Locket et al., 2006; Zhao & Aram,
1995). Very few studies have combined the effects of both direct and referral networks into
one study. Therefore our study would add value to existing studies by focusing on both
network effects. In our study, we not only view social networks as a source of resources to
the firm, but also as an information signal to outsiders (Podolny, 1993, 2001). By
addressing this dual role of networks, a more complete understanding of the role that
networks play in the new-venture financing process will be created. A dua focus could also
facilitate a comparison between the direct and referral network effect and their prominence
at the different stages of the financing process. Since we want a focus on two network
effects, it is very important to make a clear analytical distinction between these effects in
the study of venture financing. Therefore the approach to the research has to be well suited
to make this distinction.

Third, in the literature on network effects in new-venture financing, little attention is paid to
the underlying explanations of findings from a network perspective (Baum et al., 2000;
Burton et al., 2002; Higgins & Gulati, 2003, 2006; Shane & Cable, 2002; Shane & Stuart,
2002; Stuart et al., 1999). In studies that focus on the importance of being affiliated with
prominent partners, researchers assume that status ‘flows through network ties (Goode,
1978; Podolny, 1993). In current literature, we did not find any research that focused on the
conditions under which satus ‘flows through ties. For example, to what extent do
structural and relational network characterigics influence the referral network effects of
affiliations with prominent partners? Our research approach could therefore foster a better
understanding of the role that specific network configurations play in the two network
effects networks.

To conclude, an additional weakness in current studies on networks and new-venture
financing is the static nature of the studies even though severa studies have shown that the
effectiveness of certain network configurationsis contingent on the specific type of process
in which these configurations are studied (Hite & Hesterly, 2001; Elfring & Hulsink, 2003).
Our research approach could therefore contribute by providing aresearch framework that is
suitable for studies with a process-oriented character, and thus providing more insight into
the effectiveness of network configurations for new-venture financing at multiple pointsin
time. In the next section, our central research framework isintroduced and we explain how
it meets these requirements.

OUR RESEARCH APPROACH: OVERCOMING THE GAPS AND
SHORTCOMINGSIN THE LITERATURE

The Entrepreneurship in Networks Model: A Multidimensional Approach

In this section, we first explain the core model used to study entrepreneurial processes: the
‘Entrepreneurship in Networks' (EiN) model. This model is based on socia systems theory
(e.g., Groen, 1994, 2000, 2003, 2005; Groen, During, & Weaver, 2001; Groen, de Weerd-
Nederhof, & Kerssens-van Drongelen, 2002; Groen, Wakkee & De Weerd-Nederhof, 2008;
Parsons, 1964, 1977) and is designed specifically for the study of entrepreneurial processes.
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Anillugtration of the EiN modd isprovided in Figure 1. Even though we do not explain the
complete model in this paper, it isimportant to note that this paper uses the categorization
of the types of capital from the EiN model. The types of capital that influence the
performance and influence of the actors involved in an enterprise are based on the basic
definition of a social system as defined by Parsons (1964). Originally, a social system was
defined by Parsons as follows:

“...asocial systemconsigtsin a plurality of individual actors interacting with each other
in a situation which has at leag a physical or environmental aspect, actors who are
motivated in terms of a tendency to the “ optimization of gratification” and whose relation
to their situations, including each other, is defined and mediated in terms of culturally
structured and shared symbols’ (Parsons, 1964, pp. 5-6).

Figure 1: The Entrepreneur ship in Networks M odel

Strategic Capital Economic Capital

Cultural Capital Social Capital

Four mechanisms are embedded in this definition: (1) interaction between the actors; (2)
striving for goal attainment; (3) optimization of processes, and (4) maintaining patterns of
culturally structured and shared symbols. Each of these mechanismsis related to a specific
“capital need” that has to be fulfilled by the actors involved in an enterprise in order for
them to perform better or be influential. This leads the way to four generic types of capital
requirement. ‘ Striving for goal attainment’ (mechanism 2) deal s with the strategic goals and
the position that the enterprise strives for and is labelled as strategic capital. Strategic
capital also refers to issues of legitimacy and reputation surrounding entrepreneurship.
‘Optimization of processes (mechaniam 3) refers to the efficient organization of the
entrepreneurial processes and is quite simply related to money as the basic resource, i.e.,
economic capital. ‘Pattern maintenance and ingtitutionalization of shared symbols
(mechanism 4), are embodied in cultural capital, as they can be found in the values,
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knowledge, skills, experience, and technology of the organization. Finally, ‘Interactions
between actors (mechanism 1), is related to the social network capital. The central
assumption of the EiN model is that actorsinvolved in entrepreneurship will need sufficient
‘capital’ for the venture to be sustainable over time This implies that new-venture
entrepreneurs need to have or have access to sufficient drategic, economic, cultural and
social capital to establish aviable enterprise.

In thereview of the literature, the shortcomings and gaps in current studies on social capital
and new-venture financing were identified. The first shortcoming was the one-dimensional
nature of many network studies in entrepreneurship. One of the strong points of the EiN
moded is that it provides a multidimensional framework to study entrepreneurship. The
multidimensional approach provides a valuable foundation to theorize on the interactions
and actor contingencies that play a role in entrepreneurship and new-venture financing.
Where many researchers look for variables in an ad hoc sense, the EiN model provides a
more deductive approach to theorize on the contingencies and interactions that play a role
in new-venture financing. So by starting with the EiN model we overcome already one of
the weaknesses of current research asidentified in the literature review.

In the context of this paper, we do not only hypothesize that the four types of capital of the
EiN model play a role for the centra actor in entrepreneurship, the entrepreneur, but we
also hypothesize the role of other actors that influence and contribute to the process of
entrepreneurship. Examples of these other actors are new-venture resource providers and
actors that play an intermediary or supportive role for entrepreneurs. Therefore, in the
specific context of new-venture financing, we hypothesize that the effectiveness of the
direct and referral network effect in venture funding is dependent on the drategic,
economic, cultural and social capital characterigtics of the entrepreneurial team, the referral
source and the financial resource provider.

Direct and Referral Effect of Networ ks

A second shortcoming that was identified in the literature was a failure to combine the
direct and referra effects of social networks in new-venture financing. We do this by
modelling the (potentia) actors involved in new-venture financing in a triad. In Figure 2,
three actors are presented: the new venture, the financial resource provider and the
(referral) partner(s) of the new venture. By studying this triad, which will be referred to as
the financing triad, an analytical distinction can made between the two network effects, a
digtinction that is often overlooked in past network approaches. On the one hand, we have
the direct network effect (the tie between the new venture and financial resource provider)
and on the other hand, the referral networks effect (the mediating effect of the network
partners of the new venture) in financing new ventures. Figure 2 also illugtrates how the
EiN model can be integrated in the triad by showing the four types of capital of the three
actors. All these actors bring their four types of capita into play through the socia capital
dimension. Our assumption is that the effectiveness of direct and referra network
configurations is dependent on the EiN characteristics/types of capital of the new venture,
the financial resource provider and thereferral partners of the new venture.
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Figure 2: Resear ch Framewor k
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I ntegrating Networ k Theory into the Entrepreneur ship in Networ ks M odel

In the previous sections, we explained our approach to the study of the new-venture
financing process. We showed how the EiN mode allows a multidimensional approach and
how a digtinction can be made between the direct and referra network effects. Our
approach can aso enable usto look at the actual network configurations that play arolein
the financing process. An important feature of the EiIN model is that the social network
dimension plays a central role in the model. Since the EiN model provides a rather abstract,
theoretical framework, auxiliary theories can be integrated into the model in order to
specify the model. In our research, we are mainly interested in the social capital dimension.
In the propositions section, we therefore focus in depth on this dimension and show how
existing network literature can be applied to shape propositions on the effectiveness of
structural and relational network configurationsin different stages of the financing process.
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A Process-oriented, Staged Approach

An additional weakness that was identified in the review of the literature was the static
nature of studies on networks in entrepreneurship. Therefore, another important
characteristic of the EiIN model isthat it allows a process-oriented approach in the research
(Van de Ven, 2007). Since interaction between dimensions is one of the central
assumptionsin the model, the model can be applied in dynamically. For example, one could
study the dimensions and interactions between the dimensions over time, thereby providing
a better understanding of the process of acquisition of financial resources over time.

In order to allow for a process—oriented, staged approach in the context of financing, a
diginction is made between three financing events. (1) identification of financial
opportunities and resource providers (2) access to financia resource providers and (3) the
actual financing decision. We will explain how the generic framework of Figure 2 can be
applied to these different financing stages in order to foster a process—oriented, staged
approach.

Initially, the new venture has to be aware of the financial opportunities that exist and has to
identify potential providers of financial resources. The strategic, economic and cultural
capital of the new venture will affect the configuration of the initial network of the new
venture that can help it identify the financial opportunities and the resource providers. In
the second step, the new venture has to access the financial resource providers. This can be
donein two ways. Firgt, the new venture can directly access the financia resource provider
(direct network effect). However, the new venture can also use a referral to access the
financial resource provider (referral network effect). Following our model, we claim that
the effectiveness of direct vs. indirect access is dependent on the types of capital of the new
venture, of the financial resource provider and of the referral source. For example, direct
access could be more effective when the entrepreneur has work experience in the market
that helped the entrepreneur to build a good reputation (strategic capital). Additionally,
direct access could be more effective for financial decisions facing low risk (strategic
capital of the financial resource provider). From a referral point of view, it could, for
example, be expected that areferral would be more effective when the referral source has a
prominent position in the market (strategic capital of the referral source). The last sage of
the financing process concerns the actua financing decision. Again, the effectiveness of
network configurations in this process is contingent on the strategic, economic and cultural
characteristics of the triad: the new venture, the financial resource provider and the referral
source. In this stage, the financial resource provider takes a decision whether to finance or
not. In doing o, he collects information about the new venture from multiple actors. Firdt,
he collects information about the firm’'s strategic, economic, cultural and social capita by
talking to the new venture team (direct network effects) and second, he collects information
through third party referrals (referral network effect).

In this chapter, we explain how we overcome the shortcomings as identified in the
literature. First, we apply a multi dimensional approach to networks using the EiN modd.
Second, we focus on both the direct and the referral network effect by placing the venture
team, the referral source and the financial resource provider in a triad. Third, we examine
the actual sructural and relational network configurations that make those direct and
referral network effects most influential because the EiN model allows for the integration of
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auxiliary network theory. And finally, we apply a process—oriented, staged approach by
studying our research framework over the multiple events in the financing process.

PROPOSITIONS

Entrepreneurship in Networ k Model Proposition

In this paper, the main focus is on the network dimension of the EiN model. The actual
shaping of propositions in the other dimensions of the EiN model is beyond the scope of
this paper. This does not mean that these other dimensions do not play arole. Therefore, we
will start with a proposition from a general EiN modd. The central claim of the model is
that a social system has to have “sufficient capital” in each of the dimensions in order to
survive, When this basic proposition is trandated to our research modd, our
straightforward proposition is:

Proposition 1. The ability of a new venture to identify financial options, access
financial resource providers and acquire financial resources is dependent on the
dtrategic, economic, cultural and social capital of the actors involved in the
financing process.

Networ k Propositions

As already introduced in the previous chapter, the EiN model provides a central framework
into which auxiliary theories can be integrated. In this section, we develop the model one
step further by focusing in depth on the social capital dimension of our research model. Past
researchers have provided mixed results on the effectiveness of structural and relational
network configurations in (financial) resource acquisition. We therefore turn to the
discussion between Burt and Coleman, who both have different views on the mechanisms
that foster optimal structural network configurations. On the one hand, there is Burt (1982,
1992, 1997, 1999, 2000, 2005) who claims that optimal network value is created through
structural holes. The gructural holes argument claims that a certain actor can create value
by brokering connections between segments that would otherwise be unconnected. Such a
network provides unique information and opportunities to that actor. On the other hand,
Coleman (1972, 1988, 1990) claims that network value is not created through structural
holes but through dense networks and redundant ties. These network configurations
improve the reliability of information because the same information can reach an actor from
different sides, therefore creating value. Because dense and redundant networks improve
the flow and rdiability of information within the network, actors in the network are more
committed to doing a good job. The relational network dimension refers to the
effectiveness of weak vs. strong tiesto new ventures (Granovetter, 1985, Uzzi, 1997, 1999).
Weak ties are claimed to be more effective for the acquisition of new information, whereas
strong ties seem to be more effective in generating trust between actors'. The discussion
between Burt and Coleman provides a good departure point to shape our propositions on
therole of networksin financial resource acquisition by new ventures. The primary focus of

! For the purpose of this paper we consider the relational wesk tie argument to be part of
the Burt logic and therelational strong tie argument to be part of the Coleman logic.
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the Burt and Coleman discussion is on structural network configuration; however this
section also provides some examples of relational network propositions regarding the
acquisition of financial resources by new ventures.

Identification of financial options. The first process in the research approach as
previoudly introduced is the identification by a new venture of the various financial
opportunities and resource providers. For this first process, the structural hole argument of
Burt seems to be more relevant than the Coleman argument. New ventures having networks
rich in structural holes are better able to identify the various financia opportunities that
exist. The structural holes function as a diverse pool of information about financial
opportunities, making the new venture aware of more financing opportunities. Therefore
our proposition regarding the identification of financial optionsis as follows:

Proposition 2. New ventures having networks rich in structural holes are better able
to identify various financial optionsand financial resource providers.

Access to financial resource providers. After having identified the various financia
options and potential resource providers, a new venture has to get access to them. In this
section, we theorize about a situation in which anew ventureis not already connected to the
financial resource provider, since we expect that if the new venture is already connected, he
would not face problems in arranging a first meeting. In accessing these unconnected
resource providers, the new venture has two options, direct access or through a referral.
When anew ventureis able to directly access the financial resource provider, we claim that
the information function of the network is more important to the new venture. When a new
venture can directly access the financial resource provider, the venture does not need its
network to build the trust of the financial resource provider. In this case, providing
information about the new venture to the financial resource provider is the most important
network function. We expect that, in these cases, the information function of the network is
more effective through weak ties than strong ties. New ventures having networks rich in
weak ties are able to access and spread more and more diverse information, as opposed to
networks with strong ties. Therefore, when directly accessing financia resource providers
our propositionis:

Proposition 3a. For new ventures that directly access financial resource providers,
having many weak tieswill be favourable,

The new venture can also access financia resource providers in a second way, namely
through areferral. In this case, the new venture explicitly uses a network partner to access
the financial resource providers. For referrals, we expect that the Coleman network logic
has more value than the Burt logic. Therefore, our claim isthat the network partner helping
the new venture in accessing financia resource providers will be more influential when
strongly tied to the new venture. Strong ties are more committed to connecting a new
venture to financial resource providers than weak ties. Additionally, a possible failure of the
venture could also damage the position of the connecting network partner. We assume that
weak ties are more averse in taking thisrisk than strong ties. Coleman’slogic also seemsto
be most relevant for the tie between the referral source and the financial resources provider.
We expect that financia resource providers prefer to rely on referrals from people to whom
they are strongly tied. The favourable effect of strong ties between the new venture and the
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referral source and between the referral source and the financial resource provider is
supported in the context of venture capita financing by Batjarga (2007) and Batjargal and
Liu (2004). Therefore, the following propositions were shaped regarding the network ties
that are most effective in accessing financia resource providers:

Proposition 3b. A referral will be more successful in connecting a venture to a
financial resource provider when the new venture is strongly tied to the referral
source.

Proposition 3c. A referral will be more successful in connecting a venture to a
financial resource provider when the financial resource provider is strongly tied to
thereferral source.

The actual financing decison. We are now at the point where anew venture has identified
and has accessed the financia resource provider(s). If afinancia resource provider is ill
interested in the proposition at this stage, he conducts a due diligence procedure on the new
venture and consults the venture team and the third party referral sourcesto collect as much
information about the venture as possible. In doing so, he consults the entrepreneurial team
(direct network effect) but also third party referra sources (referral network effect). We
have shaped propositions on the prominence of the direct and referral network effect in the
actual financing decision. The first proposition concerns the straightforward assumption
that the direct network effect in a financing decision will increase when the venture is
strongly tied to the financial resource provider. The second proposition concerns the
interaction effect of the tie between new venture and financial resource provider and the
importance of areferral in the actual financing decision. Our claim isthat the importance of
the referral in a financing decision will decrease when a financia resource provider has a
strong tie to the new venture at the moment of the actual financing decision. When thistie
is strong, the financial resource provider will be better informed about new venture and will
therefore rely less on referral network effects. Our claim is that the referral will be more
important when the tie between the new venture and the financial resource provider is
weak, because in such cases, the uncertainty as perceived by the financial resource provider
will be greater. Therefore, our first two propositions regarding the direct and referral
network effect in financing are as follows:

Proposition 4a. The direct network effect will be more prominent in the actual
financing decision when the new venture is strongly tied to the financial resource
provider.

Proposition 4b. A referral will be less influential in the actual financing decision
when the new venture is strongly tied to the financial resource provider.

The third proposition about the actual financing decision concerns the tie between the new
venture and the referral source that is used as an informant by the financia resource
provider. In this case, our straightforward assumption is that the stronger the connection to
the referral, the more influential the effect of the referral network will be. Thisis supported
by assumptions in past research that argued that status ‘flows through network ties (e.g.,
Batjargal, 2007; Batjargd & Liu, 2004; Lai, Lin, & Leung, 1998; Lin, 1999; Benjamin &
Podolny, 1999). The proposition for this mechanism is therefore:
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Proposition 4c. A referral will be more influential in the actual financing decision
when the new venture is strongly tied to the referral source.

The last proposition concerns the tie between the financial resource provider and the
referral that is used to collect information about the proposition. The impact of athird party
referral in the due diligence process is higher when the financia resource provider has a
strong tieto this third party. In this case, thereferral is considered to be a more trustworthy
source of information. This claim is supported by Batjargal (2007) who found that strong
ties between a new venture and a venture capitalist are favourable for areferral. Thislogic
leads to the following proposition.

Proposition 4d. A referral will be more influential in the actual financing decision
when the financial resource provider isstrongly tied to the referral source.

In the propositions above, we described how the structura ‘Burt and Coleman discussion’
and the related relational network rationales can be used to theorize on the social capital
dimension of the EiN modd. Their claims can be used to construct propositions regarding
the influence of direct and referral network effects over multiple stages of financing.

CONCLUSIONS

The specific focus of this paper was on the question of how new ventures acquire financia
resources through social networks. We developed a research approach regarding the role of
social networks in the financing of new ventures and explained how this approach can be
used to overcome the shortcomings identified in past research. We started by conducting a
review of the literature on existing approaches to the dual role of networks in financing new
ventures. In doing so, some gaps and shortcomings in current approaches were identified.
Firg of al, we found that many researchers apply a one-dimensional network approach.
Thereis gtill agreat deal of work to be done in identifying the specific actor contingencies
that determine the effectiveness of particular network configurations (Higgins & Gulati,
2003; Hoang & Antoncic, 2003; Leenders & Gabbay, 1999; Oh et a., 2004; Shane &
Stuart, 2002). Additionally, regarding the role that networks can play in financing, our
review showed that most studies focus on the direct network effect in financing new
ventures. The effect of referra networks in financing new ventures is studied less
extensively (e.g., Chang, 2004; Locket et al., 2006; Zhao & Aram, 1995). An additional
weakness is that the studies that focus on the direct and referral role of networks in
financing new ventures fall short in studying actual network configurations. For example,
thereis dtill little agreement on the role of specific network configurations in the effects of
direct and referral networks (e.g., Batjargal, 2006; Jenssen 2001; Uzzi, 1999). Finaly, in
current approaches, many researchers take a static approach to networks, whereas a
process-oriented approach would offer a more complete understanding of the role of
networks in financing new ventures (e.g., Hite & Hesterly, 2001).

In order to overcome these gaps and shortcomings, the EiN model was introduced as the
central theoretical perspective to research the dual effect of networks in financing new
ventures (e.g., Groen, 1994, 2005; Groen et al., 2002, 2008). The EiN model provides an
interesting starting point to overcoming the shortcomings in current network literature on
entrepreneurship. The mode provides a more complete view on entrepreneurship and
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enables a multidimensional approach to networks. The multidimensional approach allows
us to theorize about the contingencies and interactions that play a role in the financing
process. Subsequently, the dimensions of the EiN model were integrated into the financing
triad. The focus on thetriad of the new venture, the new-venture partner(s) and the financial
resource provider enables us to study the effects and interactions of both the direct and
referral networks. Since our main focus is on the social capital dimension of the EiN model,
we showed how network theory can be integrated into the EiN model. In the propositions
section, we demonstrated how the EiN model and the fundamental network theories of
Burt, Coleman and Granovetter can reinforce each other. On the one hand Burt, Coleman
and Granovetter provide the auxiliary network theory to refine the social capital dimension
of the EiN model. On the other hand, the EiN model provides a theoretica framework to
apply network theory to the new-venture financing process and to deduce the contingencies
at stake. Finally, since our review of the literature also indicated that it is important to
specify the exact process to be studied, we divided the financing process of a new venture
into multiple events: (1) identification of financial opportunities; (2) access to financial
resource providers, and (3) the actual financing decision. In the proposition section, we
showed how our research framework can be used to shape propositions regarding the role
of networks in these stages of the funding process.

DIRECTIONS FOR FUTURE RESEARCH

Our research approach suggests some interesting areas for future research. First of all, it
would be interesting to explore our propositions empirically. Since there is till little
research available on referral mechanisms, case studies might be a fruitful direction to
begin with. An additional area for future research could take into account the other
characteristics of the actors. Although we hypothesize, in depth, on the social network
characteristics of direct and referral network effects, the EiIN model clearly suggests the
contingencies that could potentially influence these network mechanisms.

A limitation in our approach is the focus on new ventures. Past research has shown that the
effectiveness of network configurations is heavily contingent on a company’s stage of
maturity and its specific entrepreneurial process (Hite & Hesterly, 2001). It could therefore
be expected that the interaction and function of the two network effects is dependent on the
stage of maturity of the company. For example, it could be expected that the influence of
the referral network effect declines when a company is more mature. Thisis caused by the
fact that in a latter stage, the company has its own track record to refer to. Therefore
applying the research framework to other stages of maturity would provide an interesting
direction for future research.

Finally, the question also rises as to how the influence of direct and referral network effects
would bein acquiring other resources. For example, for which resourcesis areferral from a
high-status scientist most effective? Referrals of prominent scientists could be more
effective in acquiring highly-qualified staff instead of in acquiring financia resources.
Therefore, applying the dual effects of networks to other resources would also be an
interesting direction for future research.
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ABSTRACT

In this qualitative paper, the focus is on the role of explicit third party referrals in the
venture capital (VC) funding process. Taking network theory as our theoretical perspective,
we explore if and how third parties play arolein the funding process. In doing so, the focus
is on both the network ties between new-venture teams and third parties and the network
ties between venture capitalists and third parties. In order to study these referrals, in depth
information on twenty-five venture capital investment decisions was collected and we
studied how third parties played a role in three investment stages: (1) deal flow, (2) the
initial meeting with an entrepreneuria team and (3) the due diligence procedure. The data
show some interesting findings: (1) when a third party is involved in connecting the new
venture to the VC fund, strong ties between both the venture team and the third party and
between third party and venture capitalist seem to be favourable; (2) at the initial meeting
between the new venture and the venture capitalit, third parties do not seem to play arole
at al; and (3), during the due diligence procedure, the role of third parties again becomes
important as an information source for venture capitalists. However, the effectiveness of
particular network ties seems to be contingent on the type of information provided by the

third party.

INTRODUCTION

Consider a high-tech venture working in the relatively new field of medical technology
based on lab-on-chip (hano) technology. Developing such a venture can be seen as a
process of building a resource set with which the firm can create value. However,
entrepreneurs in these types of firms often encounter the ‘liabilities of newness
(Stinchcombe, 1965). One of these liabilities is the difficulty in acquiring funding because,
by definition, they do not having atrack record of good busi ness performance. Since many
high-tech ventures are capital-intensive by nature, it is therefore not surprising that failing
to acquire funding is often mentioned as one of the main barriers to growth. In addition to
the lack of a track record, the uncertainty regarding the market, the organization and the
technology often cause a reluctance on the part of venture capitalists and other investors to
provide financial resources to these early-stage ventures. This situation generates a problem
for the venture: getting the attention and the funding of venture capitalists. At the same
time, it also congtitutes a problem for VC funds to select the best propositions to invest in
under conditions of great uncertainty.

There are many strategies that new ventures can pursue to overcome the problems related to
‘the liability of newness'. There are also many strategies that venture capitalists can pursue
to decrease the uncertainty as perceived by them. In this paper, the focus is on one of these
dtrategies. the use of third party referrals. On the one hand, third parties are used by the
new-venture team as a signalling mechanism to venture capitalists and on the other hand,
third parties are used by venture capitaists as informants in several stages of their
investment process. Building on earlier research on the networks of entrepreneurs and on
network research in the context of VC, we focus on the role of third party referrals in
funding technol ogy-based ventures.

In this paper, we answer three research questions: (1) is the role of third party referrals
important in the multiple venture capital investment stages? (2) if so, do these third parties
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have exigting ties to the venture capitalist and/or the new venture? and (3) if there are
existing ties, to what extent does the strength of the tie between the third party and the
venture capitalig and/or the new venture matter? By answering these questions, we can
explore whether and how the network ties of the new-venture team or the network of the
venture capitalist play arole over the various stages of investment.

By taking this approach, a contribution is made to several sectors of the literature. Firs, we
contribute to network literature by focusing on the role of the third parties that could be
helpful in acquiring resources. In previous research, the role of third party referrals in
entrepreneurship and VC is widely acknowledged (e.g., Burton, Sorensen, & Beckman,
2002; Deutsch & Ross, 2003; Reuber & Fischer 2005; Vater, 2002); however thereis till
little understanding of therole of these referrals on amicro level. Added to this, the precise
network configurations that are most effective for these referrals have received little
attention to date (Batjargal, 2007; Batjargad & Liu, 2004). By focusing, in depth, on the
relational network configurations that make particular referrals more influential, we
contribute to a better understanding of the role of networks in the VC funding process.
Finally, we contribute to network literature, since we study the contingencies that influence
the effectiveness of referrals over the funding process. We do this by focusing on the
effectiveness of referrals a the different stages of the funding process and for the
acquisition of different types of information in the due diligence process.

An additional contribution is made to VC literature, since current studies on the decision
criteria of venture capitaists do not adequately consider the social context of investment
decisions. Additionally, we contribute to VC literature since we focus on the various stages
of the investment decision. Still, little is known about, for example, the importance of the
decision criteria of venture capitalists over the various stages of the decision-making
process. The stages of VC investment studied in this paper are: (1) ded flow (2) the first
meeting with an entrepreneurial team and (3) the due diligence procedure. Added to this,
the role of third parties is studied regarding the sourcing of three types of information
during the VC due diligence process. This has not been done in VC literature before. The
types of due diligence information we identify in this paper are: (1) information about the
technology and Intellectual Property (IP), (2) information on business issues, and (3),
information on the new-venture team. To conclude, a contribution is made to the literature
by combining network literature from a new-venture perspective with literature from a
venture capitalist perspective. By doing so, we are able to show whether or not there are
substitution or complementary effects between the importance of the network ties of
entrepreneurs on the one side and the network ties of the venture capitaist on the other.

The results of this paper can have important practical implications. For example, they
provide insight into the controllability of the VC investment process. When a the tie
between the new-venture team and third party informant is important in a particular
investment stage; it means that this stage can and should be actively controlled by the
venture team to increase the chance of getting VC funding. This paper will continue with a
review of the literature. After we have identified the shortcomingsin the literature, we will
present our analytical framework. Subsegquently, the findings will be provided and
discussed. This paper provides alot of new insights into the role of networks in the funding
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process of venture capitaists, however, the paper also gives rise to interesting new
guestions. Therefore this paper will conclude by proposing some areas for future research.

REVIEW OF THE LITERATURE

Networ ks and Entrepreneurship

In this paper, a contribution is made to the literature from two perspectives. On the one
hand, a contribution is made to the literature on new-venture networks by researching how
networks are beneficial to the entrepreneurial process. On the other hand, we add to the
literature that focuses on therole of networks in VC deal flow and VC decision-making. In
this chapter, existing literature from these two perspectivesis reviewed.

In the past decades, the research on social networks and ther effects on organizations has
grown rapidly (e.g., Aldrich & Zimmer, 1986; Birley, 1985; Hite & Hesterly, 2001). Two
main discussions dominate the literature to date. The first discussion focuses on the
structural characteristics of networks and discusses the effectiveness of closed networks vs.
networksrich in structura holes (e.g., Burt, 1982, 1992, 1997, 1999, 2000, 2005; Coleman,
1972, 1988, 1990). The researchers that stress the importance of structura holes highlight
the positive effects of the diversity of information and the brokerage opportunities in such
networks. Researchers that advocate the advantages of closed networks stress the trust-
facilitating mechanism as the main advantage of closed networks. Secondly, there is a
relational network discussion between researchers focusing on the benefits of weak vs.
strong ties to organizations (e.g., Granovetter, 1973; Uzzi, 1997, 1999).

Specific to entrepreneurship, there are many studies that show the effects of networks in the
development of new ventures. For example, Zhao and Aram (1995) show in their study,
that entrepreneurs who are more involved in networking activities are more successful. Asa
result of this, researchers are looking at the structural and relational network characteristics
responsible for this positive relationship and find that many contingencies are influencing
the relationship between networks and entrepreneurial outcome. For example, Elfring and
Hulsink (2003) find that the effectiveness of networks is dependent on the organizational
process. Hite and Hesterly (2001) find that the effectiveness of networks is contingent on
the organizationa life-cycle stage and Groen (2000, 2005) claims that the role of networks
in the entrepreneurial process is dependent on the type of technology that is being
commercialized by the new venture.

Referrals and Networks in Financing Ventures

When we look at current research, we see that a lot of research focuses on the direct
provision of opportunities and resources to the new venture by their network contacts. In
this paper, the focus is not on the direct provision of resources by network contacts, but on
the mechanism in which third parties and network ties can be helpful in getting resources
from other parties (Lockett, Ucbasaran, & Butler, 2006). In the literature on
entrepreneurship, a lot of evidence can be found about third parties and their influence on
new ventures. For example, Burton et a. (2002) show that the prominence of previous
employees is closaly associated with the firm’ sinitial strategy and the probability of getting
externa financing. Deutsch and Ross (2003) show how the presence of reputable directors
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can be used by new ventures as a signalling mechanism. Khaire (2005) proposes that new
firms with few financia resources and few avenues to obtain them grow by acquiring
intangible social resources though networking. She specifically focuses on the positive
signalling effect of affiliations to high-status customers. This positive signalling effect of
customers is also mentioned by Reuber and Fischer (2005).

The positive effects of networks and affiliated parties have also been shown in the context
of venture financing. For example, Chang (2004) examines how the reputations of VC
firms and strategic alliance partners have a positive impact on Initia Public Offering (1PO)
success. Higgins and Gulati (2003) show how the affiliations of new ventures impact the
ability to attract prestigious underwriters. Stuart, Hoang and Hybel s (1999) show how firms
with prominent, strategic, aliance partners and organizational-equity investors go to IPO
faster and have higher valuations then firms that lack these connections. Shane and Stuart
(2002) and Shane and Cable (2002) have shown that new ventures that have direct and
indirect relationships with venture investors are more likely to attract venture funding and
are less likely to fail. To conclude, many researchers have shown how third party
affiliations and referrals are beneficial to the entrepreneurial process and the acquisition of
financial resources.

In this paper, the role of referras is studied in the context of VC funding. VC and its
decision-criteria have been studied extensively (e.g., Gupta & Sapienza, 1992; Hall &
Hofer, 1993; MacMillan & Zemann, 1987; Maula, Autio, & Murray, 2005; Zacharakis &
Meyer, 1998). In VC literature that focuses on networks, many researchers have shown the
importance of third parties to the VC decision-making process. For example, third parties
play an important role in generating deal flow. The literature reveals the differences in the
number of deals that come to venture capitalists through third parties. Jugel (2001) found
that 46% of the new deals come by third party referra. Vater (2002) found a percentage of
54 %, Wells (1974) a percentage of 61% and Tyebjee and Bruno (1984) as much as 65%.
These percentages show how dominant the role of third party referras is in deal flow,
compared with active search and cold calls. More interestingly, Fried and Hisrich (1994)
find that deals that come by third party referral are more often funded then deals coming
without any third party referral involved. Some researchers have also looked into the
particular characteristics of third parties that venture capitalistsrely on for deal flow (Aram,
1989; Maula, 2001; Stuart et a., 1999). For example, Aram (1989) finds that business
referrals are valued above third party referrals from friends and Stuart et al. (1999) claim
that third party referrals are particularly valued in areas where these third parties are
perceived to have expertise.

Third parties not only play a dominant role in dea flow; they also influence venture
capitaligs in later stages of the investment decision-making process. For example, Fiet
(1995) compares the use of third party informants by business angels and venture capitalists
in their due diligence process. He finds that venture capitalists use formal network sources
more often than business angels do. Related to these finding, Batjargal (2007) and Batjargal
and Liu (2004) show how the tie between the referral source and the venture capitaligt, the
tie between the referral source and the entrepreneur and the interpersonal trust between
referral source and venture capitalist have positive effects on third party referrals and the
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investment decisions of venture capitaists. He claims that referrals are more influential
when the aforementioned ties are strong.

Shortcomingsin Literature

Although many researchers have focused on the role of networks in financing new
ventures, some areas can be identified in which there is still a lack of understanding. For
example, in the work on networks from a new-venture perspective, the vast majority of
studies focus on the role of networksin spotting entrepreneurial opportunities (Shane, 2000;
Singh, 2000) and the direct acquisition of resources by new ventures using existing network
contacts (Jenssen, 2001). The question of how existing network ties can be used to access
(unconnected) parties and their resources is lesswell researched (e.g., Batjargal, 2007,
Lockett et a., 2006; Shane and Stuart, 2002; Stuart et d., 1999). Related to this, current
approaches have paid little attention to the effectiveness of relationa network
configurations between venture teams and the third parties that could help them in getting
funded. Furthermore, most studies on the role of networks in entrepreneurship fail to take a
process-oriented approach (Hoang & Antoncic, 2003); therefore there is 4ill little
understanding of the development of networks and how they can be effective at different
points in time. Related to this, there is a lack of research focusing on micro processes in
venture financing (Wright & Robbie 1998). Mostly, the characteristics of a new venture's
network are used as an ‘explanatory variable’ for some kind of ‘outcome variable', thus
focusing less on the exact micro processes that cause this specific relationship. For
example, the value of strong and weak ties in acquiring resources is often researched
without specifying the type of resource that is acquired (Jenssen, 2001).

Not only has the work from the new-venture perspective faced shortcomings. The work to
date from the perspective of the venture capitalist has many unexplored areas as well. For
example, research on VC and VC decision-criteria often assumes that a rational actor
collects information, balances it and takes a decision. In this research, the social context in
which a venture capitalist takes his decision is often overlooked (Maula, 2001). Although
some researchers in VC decision-making have taken into account third party referrals as a
dummy in their studies, thereis still alack of understanding of the influence of the precise
strength of network ties on these third parties. Added to this, research from the VC
perspective also lacks studies that focus on micro processes. This means that these studies
often relate the value of third party referrals and networks to | PO or funding decisions (e.g.,
Batjargal, 2007; Chang, 2004; Higgins & Gulati, 2003; Shane & Cable, 2002; Shane &
Stuart, 2002; Stuart et al., 1999); however there are many stages before taking a funding
decision that can all be affected differently by third parties (deal flow, first meeting, due
diligence). Additionally, researchers have also failed to relate the third party referrals used
by venture capitalists during the due diligence procedure to specific types of information,
since it can be expected that the types of people used for the due diligence procedure
depends on the information sought.

ANALYTICAL APPROACH

In this paper, network theory is be applied to obtain a more complete understanding of the
role that networks/third parties play in the VC funding process from both the perspective of

62



PART 2: CHAPTER 2

the new venture and the venture capitaist. In response to the shortcomings in the literature,
there are three main questions that are explored in this paper: (1) istherole of third parties
important in the multiple investment stages? (2) if so, do these third parties have existing
ties to the venture capitalist and/or the new venture? and (3) if there are existing ties, to
what extent does the strength of the ties between the third party and the venture capitalist
and/or the new venture matter?

We will explore the importance and strength of existing network ties between the new-
venture team and the third parties and between the venture capitalist and the third parties
involved in the VC financing process. The ties of interest in this paper are highlighted in
Figure 1. The study of these ties will answer questions two and three. In addition, we can
also study the potential complementary effects between the two ties. As already mentioned,
existing approaches mostly focus on only one of the two ties. When more is known about
third party network ties in the VC funding process, a contribution can be made to the
discussion in literature on the effectiveness of certain structural and relational networks
(e.g., Burt, 1982, 1992, 1997, 1999, 2000, 2005; Coleman, 1972, 1988, 1990; Granovetter,
1973; Uzzi, 1997, 1999)2. On one hand, Burt claims that an optimal network is a network
rich in structural holes and weak ties. Burt stresses that such a network is favourable
because an actor has access to a more diverse pool of information. Coleman, on the other
hand, stresses that the optimal network is a closed network with many strong ties. Because
of these strong ties, the penalty for bad behaviour increases, so the information transmitted
in such networks will be more reliable. In essence, for the purpose of this paper, the
discussion between Burt and Coleman is a discussion between the newness and diversity of
third party referral information on the one hand, and the trustworthiness of third party
referral information on the other hand. When we ook at the ties between a new venture and
the referra source and between referral sources and venture capitalists, severa
configurations become apparent. In Table 1, these ties are visualized by showing the
potential network configurations that can appear when a referral is involved in the VC
funding process. In the context of this paper, Burt would hypothesize that referrals that are
in the upper left corner of the table are most effective in the VC funding process. Coleman,
on the other hand, would hypothesize that referralsin the lower right section of thetable are
the most effective in the V C funding process.

While our focus is on relational network characteristics, we also recognize that the
influence of referrals might be contingent on the stage of the VC funding process.
Therefore, the role of third party referrals involved in the VC funding processis studied in
three stages of venture capital investment. These stages are; (1) deal flow - we explore
which third parties are involved in bringing new dedls to the attention of the venture
capitalig; by this we mean the third parties that are involved in arranging a first meseting
between the new-venture team and venture capitalist; (2) the first meeting with an
entrepreneurial team - we explore how third parties play a role when assisting the new-
venture team during the first meeting with the venture capita investment managers, (3) the

2 For the purpose of this paper, we consider the relational weak tie argument to be part of
the Burt logic and the relational grong tie argument to be part of the Coleman logic
(Granovetter, 1985, Uzzi, 1997, 1999).
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due diligence procedure - we explore which third parties are involved in due diligence - in
other words, what kind of people venture capitalists rely on to provide them with
information about potential investments. Since the investment process is divided into
several stages, we are well able to see when specific referrals are most influentia over the
different stages. We also expect that the types of third parties that venture capitaistsrely on
during due diligence might be contingent on the types of information to be sourced by the
venture capitalists. Therefore one additional dimension that is included regarding the third
parties involved during due diligence is the type of information. By making this distinction,
we also contribute to the VC literature, since relating the third parties to the type of
information they provide has not been done in past studies. In Figure 1, an overview is
provided of the three stages of venture capita investment that are of interest in this paper.

Figure 1: Analytical Framework

Deal Flow
New venture Referral source > vVC
First Meeting
New venture Referral souree > NC
Due Diligence
New venture > Referral souree vE
4—p Network ties of interest
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Table 1: Potential Network Tie Configurations Regarding Referrals

Referral Source-
Venture Capitalist
Tie(Strength)
None Weak Strong
Referral Source-
VentureTie
(Strength)
.ReferraJ squrce Referral source only Referral source only
neither has atieto the . .
None o hasaweak tietothe | hasasdrongtietothe
venture capitalist nor venture capitalist venture capitalist
the venture @ @
Referral source hasa Referral sgurce hesa
Referral source only weak tie to both the strong tieto the
Weak has aweak tieto the venture capitalist and
venture and the .
venture - aweek tietothe
venture capitalist
venture
Referral sgurce hasa Referral source has
Referral source only strong tieto the .
. strong tiesto both the
Strong hasagrong tietothe venture and aweak -
. venture capitalist and
venture tieto the venture
- the venture
capitalist
METHOD AND DATA
Sample

To examine our research questions, structured interviews were conducted with ten early-
stage venture capital firmsin The Netherlands. These venture capitalists were identified by
constructing a database of venture capitaists based on the information from the national
venture capital association of The Netherlands. Subsequently, experts from the VC industry
were consulted to check whether these venture capitalists were ill in exisence and
whether these venture capitaigs redlly invest in early-stage technology-based ventures.
Following this method, 60 early stage VC funds in The Netherlands were identified. These
funds were contacted in alphabetical order in order to ensure the randomness in our sample
of venture capitalists. In total, eleven VC funds were contacted. Only one was not willing to
cooperate. When discussing past investments, the venture capitalists were asked to mention
the referrals explicitly involved during the three stages of the investment process. By this,
we mean that we focused on those referrals to which the venture capitalist had spoken
personaly. In the context of this paper, a referral source is defined as any independent
individual who explicitly provides information on a certain proposition. This means that
thisindividual is not a member of the entrepreneurial team nor is he a member of the VC
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company’s investment team or committee. Data was collected by conducting structured
interviews with the managers of the VC funds. Because confidentiality is an important issue
in VC, the interviews were not taped. Information on referrals outside the scope of the
structured interview was noted as well. Where possible, the data was checked with publicly
available sources.

During the interviews, twenty funded propositions and five unfunded propositions were
discussed with the venture capitdists. The wholeinvestment process was discussed with the
twenty funded propositions. For these funded propositions, we asked the venture capitalists
to come up with the most recent investments. The five unfunded propositions were are all
recent examples of propositions that did not manage to arrange a meeting with the venture
capitalig because of the third party referral source involved in the deal flow. Thislead to a
sample of fifteen cases in which there was a third party referral involved in deal flow. This
third party referral was successful ten times, since ten of the twenty funded propositions
came through a referral, and in five cases, the venture capitaists gave examples of third
party referras that did not lead to a first meeting (as just stated, we asked for examples in
which the third party characteristics were the main cause to not meet with the with the
venture team in five cases). During the interviews, we also collected information on third
parties involved in the first meeting with the entrepreneurial team and in the due diligence
process (when this stage was entered for the specific proposition!). For those twenty funded
propositions that entered a due diligence process, we asked the venture capitaists to supply
one example of someone that played the most influentia role in the process. Thislead to a
sample of nineteen third parties that played an influential role in the due diligence process,
because, in one of the cases, the venture capitalist did not consult any third party during the
process. For the third parties involved in the due diligence process, the venture capitalists
were also asked what type of information the third party provided.

M easur ement

In our analysis, the data from our structured interview format are combined with the
additional qualitative information on the third party referrals and information sources that
was noted during the interview. In order to create overviews of the strength of ties between
the entrepreneurial team, the referral source and the venture capitalist, we measured the ties
between these actors. Tie strength between the venture capitalist and the third party was
measured by three items derived from Granovetter (1973) (affinity, length of relationship
and contact frequency). The affinity between the third party and the new venture was
scored by the venture capitalist as well. In this way, we are able to create an overview of
actors involved during the VC funding process and the ties between them. By doing so,
patterns of network configuration that are the most effective over the funding process can
be identified.

Of the nineteen third parties involved in the due diligence process, five provided
information on technology, twelve provided information on business issues and eight
provided information on the team. These three classes of information during the due
diligence process were constructed as follows. Initially we had seven types of information
in our list of questions (information on (1) the technology, (2) the IP situation, (3) the
market, (4) the strategy, (5) financial issues (6) the team and (7) the new-venture partners).
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These types of information were based on VC literature and discussions with industry
experts. After a series of interviews, we noticed that referrals in the due diligence process
often provide more than a single type of information. This lead to a lot of overlap when
asking the venture capitalists to relate the referral sto the types of information provided. For
example, referrals that provide market information aso often provide information on the
strategy of the new venture. This overlap was especially true for information regarding
“business issues’ like information on strategy, market and financia issues. Because of this
overlap, and in order to simplify our questions regarding information types, we decided to
rethink and regroup the types of information that can be provided by third party referrals
into broader categories that have less overlap. First of all, we created dummiesin our list of
guestions indicating to what extent the referras provided information on the seven
information types. Subsequently, a cluster analysis was conducted on our total data set on
referrals contacted during due diligence to see whether there are certain types of referrals
classes that could be identified based on these information dummies. By doing so, a two-
cluster solution was found. When anayzing this two-cluster solution, there was only one of
our seven information types that could not clearly be assigned to one of these clusters:
information on the new-venture team. Therefore we decided to create one extra cluster for
this type of information. Following this process, we eventually made a specification of the
three main types of information that are provided during the due diligence process. The
different types of information are identified as: (1) information on the technology and IP -
this concerns, for example, checking the quality of the technology and ability to protect the
technology; (2) information on new-venture business issues - for example, market
characteristics, drategy, positioning, pricing and marketing; and (3), information on the
new-venture team - for example, the background of the team, the knowledge level of the
team members, the team’s openness to advice, how the team deas with conflict and the
level of skills of the team members.

RESULTS

Deal Flow

Thefirgt stage of the VC investment decision in which we explore therole of third partiesis
deal flow. Before the actual third partiesinvolved in deal flow are discussed, some statistics
that were collected during the interviews are provided in order to give some more
background on this stage of funding. To start with, we found that the number of deals the
VC funds in our sample screen every year ranges between 50 and 600; on average venture
capitalists receive 196 requests for financing every year. Related to the topic of this paper,
it was found that the percentage of deals that comes to venture capitalists through third
parties ranges between 20% and 90%. On average, in about 51% of the deals that reach
venture capitalists, there is a third party involved. This means that in more than half of the
cases, it isathird party and not an entrepreneur that is responsible for theinitial connection
to a VC fund. In addition to these statistics, the most important sources of the deal flow of
venture capitalists were discussed. Of the ten venture capital funds that were interviewed,
six indicated that their network is the most important source of deal flow. Two venture
capitalists see new-venture teams coming directly to them as the dominant source of deals
and two venture capitalists see active scouting as most important source of deal flow. There
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are many reasons why venture capitalists prefer deals that come through their networks or
third parties as opposed to deals coming through other channels. Table 2 shows some
guotes we collected during the interviews that show the advantages and importance of deals
coming through third parties. The summary shows a variety of reasons why third parties
can play a positiverole in getting access to new deals?

Table 2: Quotes on Referralsand Deal Flow

“When dea's come by mail | am abit sceptical, because then | know that &t |east
ten other venture capitalists have seen the deal as well. This takes away the
exclusivity of the ded, which is something that we vdluealot. ”

Quote 1

“When adea comes by athird party, say a corporate finance house, it shows that
the entrepreneur iswilling to let other people help him. We often meet
Quote 2 entrepreneurs that don’t have much knowledge on financing, but who did not
consult any professional in financing before coming to us. Thislooksto us as
being very unprofessional.”

“| can surely say that third party referrals are very important to our dea flow.

L ooking the propositions that reach us, | can say that we have talked to many

entrepreneurs that we wouldn’t have talked to when there was no third party
involved.”

Quote 3

“When looking at our portfolio, we see that most of the firms we invested in came
Quote 4 to us through our networks. We have hardly funded ventures that came to us
outside our network.

“Since our focus is on the region, we take the tips we get from third parties very

Quote S serious. When we don’t do thisthey will probably don’t come to usin the future.”

“The investment community is rather smal; everyone knows pretty well where a
Quote 6 particular venture capitalist islooking for. So when we get tips of other venture
capitalists, we know that it will be within our scope of investment.”

Although the quotes show that third parties can be beneficial to new venturesin connecting
to venture capitalists, the success of athird party referral is obviously very much influenced
by the characteristics of the third party involved. In this paper, the focusis on two of these

% The quote tables in this paper are solely meant to provide a better understanding of the
role of referrals in the VC funding process and the rationales that VC's have to use third
party referrals in their investment process. Our main interest in this paper is, however, on
the effectiveness and role of tie strengths between the new venture and the third party
referral and between the third party referrals and the VC in the VC investment process.
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characteristics: their network ties to the venture capitalist and to the new venture. During
the interviews, fifteen third parties that were involved in deal flow were identified. In ten
cases, this lead to a firg meeting with a new-venture team and in five cases it did not. In
Table 3, an overview is provided of the peopleinvolved in connecting venture capitalists to
new deals and strength of their ties to both the venture capitalist and to the new venture. We
also indicate whether the third party referra lead to afirst meeting.

Table 3: Third Party ReferralsInvolved in Deal Flow

Third Party - VC Tie T—hl\;:nfjtey Zﬁf;;'
Team Tie
Years
Other VC 10 Monthly Very well Very well Y
Accountant 5 Monthly Somehow Very well Y
Bank 15 Monthly Very well Very well Y
Other VC 2 Monthly Very well Very well Y
Personal network 3 Weekly Very well Very well Y
Accountant - - - Somehow N
Other VC 5 Monthly Somehow Somehow Y
Chamber of commerce 1 Yearly Verylittle  Verylittle N
Board member of VC 7 Monthly Very well Very well Y
CF advisor - - - Somehow N
Bank 5 Weekly Very well Very well Y
CF advisor 7 Yearly Verylittle  Somehow Y
Personal network 2 Yearly Very little Somehow N
Personal network 5 Yearly Very well Very well Y
Consultant - - - Somehow N

Table 3 gives some interesting insights into the importance of network ties for deal flow.
Firg of al, it showsthat in all the successful referrds, there was an existing tie between the
venture capitalist and the third party. Also, when looking at the unsuccessful third party
referrals, the table shows that in three of the five cases, the venture capitalist did not have
an existing tie to the third party. This result clearly indicates that an existing tie between a
venture capitalist and a third party has a positive effect on the chance that a third party
referral will lead to a firs meeting. When looking at the strength of ties between venture
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capitalists and third parties during deal flow, the table clearly shows evidence that stronger
ties are favoured over weak ties between venture capitalist and third party. When looking at
the tie between a third party and a new venture, the table also shows evidence that a strong
tie between third parties and new ventures is also favourable for those accessing venture
capital funds. For the successful third party referrds, the venture capitalists indicated that
the ties between third parties and new ventures were stronger than for the unsuccessful third
party referrals.

First Meeting

The second stage in which the role of third parties is explored is during the first mesting.
On average, the venture capitalists in our sample meet 69 new propositions a year, varying
between 25 and 125. During the interviews, evidence was found that the role of third parties
plays a minor role in this stage. Although third parties can play important roles when
connecting entrepreneurs to the venture capitalist, this effect does not hold during the first
meeting. Before meeting the new-venture team, the venture capitalist already makes sure
that the basic criteria of the deal are matching their criteria (e.g., market size, scalability,
focus, proprietary technology). During the meeting with the new-venture team, it isredly
about the team itself and the venture capitalists indicate that third parties do not play arole.
During the first meseting, the venture capitalist’s main focus is on the characteristics of the
new-venture team, e.g., the first impression they make, the possibility to coach them,
openness, integrity and the fact that the team has a consistent story. Table 4 summarizes
some quotes that support the conclusion that referrals and third parties play a minor role
when anew venture first meets a venture capitalist.

Table 4: Quotes on Referralsand the First Meeting

“To come back to the role of networksin our financing process, | can say that in
this stage networks hardly play arole. A third party might have helpedin

Quote arranging a connection to us, however during the first meeting it isup to the
entrepreneur himself.”
Quate 2 “In this stage we want for example find out if the entrepreneur is a salesman. He

can have abrilliant technology, but when he cannot sell it's uselessto us.”

“When we first meet the entrepreneur, we want to find out what kind of guy heis.
Quote 3 Very important inthisisthat their must be a click between us and the
entrepreneur, smply said we must like the entrepreneur.”

“When an entrepreneur isin mostly the basic characteristics of the deal are OK.
Quote 4 During the meeting | mainly want to find out if the guy is the one that can build
the company, since execution isthe most important to any idea.”
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Due Diligence

Thelast stage in the decision-making process before deciding to invest is the due diligence
process. During this process, the venture capitalist wants to decrease uncertainty as much as
possible by collecting and checking information on the proposition. Whereas, in later-stage
investments, the due diligence work is often done by external firms, due diligence in early-
stage investing is often done by the venture capitalist himsdf. There are two main reasons
for this. Firgt, the venture capitalist does not want to rely on external judgment to base an
investment on. In addition, there is also a more practical reason for this: the costs of due
diligence procedures. Because the investments in early—stage ventures are usualy lower
than in later—stage ventures, the size of the investment in early—stage, technology-based
ventures often does not justify the relatively high costs of external due diligence work.

During the due diligence procedure, the venture capitalist makes use of a variety of
information sources like publicly available information, network contacts and other third
parties. In this paper, the focus is on third parties as an information source during the due
diligence procedure. In Table 5, we provide some quotes that were collected during our
interviews that show the importance of third parties as an information source. On average,
the venture capitaligs that were interviewed indicated that they contact 6,3 third party
informants during the due diligence stage. The number of third parties contacted ranges
between 0 and 20.

Table 5. Quotes on Referralsand Due Diligence

“1 once invested in a company that | had hardly spoken to. | met the entrepreneur
Quote 1 myself only once. For the rest of the due diligence | completely relied on another
venture capital firm, since it was a syndicated deal.”

“We once invested in a venture without doing due diligence myself, since a friend
Quote 2 of mine assured methat everything was OK. The venture went bankrupt in four
months, so | will never invest without conducting my own due diligence again!”

“During due diligence we always call five (potential) customers, because to usthis

te 3 . ) )
Quo are the most important stakeholders to us that determine the success of a firm.”

“We prefer to conduct our own due diligence. Most of the knowledge we need to
Quote 4 judge a proposition we have in house, however especialy for technology we rely
on our network of contacts.”

“For this proposition it was very important that the professor was enthusiastic

Quote 5 about the technology, otherwise | think we would not have had invested.”
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Third parties are an important source of information during the due diligence stage. In this
paper, we focus, in depth, on the importance of network ties to these third parties. Firgt, we
want to repeat that we categorize the information provided by third parties into three types
of information. These three types are (1) information on technology and legal issues
regarding the technology, (2) information on business issues and (3) information on the
new-venture team. During the interviews, in depth information was collected on nineteen
third parties that played an important role in a venture capitdist’s decision to invest. We
will subsequently discuss the importance and presence of network ties between the third
party and the venture capitalist and between the third party and the new venture for the
three categories of information.

Technology information. When the venture capitalists were asked to mention the most
important third party involved in their due diligence process, they mentioned five third
parties involved in technological due diligence work. In Table 6, the characteristics of these
third parties are summarized. In three of these five cases, the venture capitalist had no an
existing relationship to the third party. Therefore, Table 6 appears to indicate that an
existing tie to the venture capitalist is not really needed for a technological source to be
influential. The table also indicates that a tie between athird party and a new venture does
not make a specific referral more influential. In three of the five cases, the venture
capitaligsrelied on athird party referral that was not connected to the new-venture team in
any way. To summarize, it appears that for technological information, existing ties between
the third party and the venture capitalist and between the third party and the new venture do
not matter.

Table6: Influential Third Party Informants during Due Diligence for Information on
Technology & Intellectual Property

Third Party
Third Party - VC Tie —Venture
Team Tie
Contagt Contact Contact Contact
Lengthin Frequen Intima Intima
Years equency cy cy
Professor 6 Monthly Somehow -
Technology specialist 10 Monthly Somehow -
Law specidist - - - Somehow
Technology specialist - - - -
Technology specialist - - - Very well
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Information on businessissues. During the interviews, twelve third parties were identified
that provided important information on businessissues. In Table 7, an overview is provided
of the findings. When we ook at the tie between these information sources and the venture
capitalid, it seems that venture capitalists tend to rely on people with whom they have
existing relationships. Added to this, they tend to rely on people that they know very well,
so have strong ties to. One exception to this is the role of customers as a source of
information. In two cases, the venture capitalists contacted and relied heavily on someone
they did not know beforehand and, in both of these cases, this was a customer. Therefore, is
seems that customers have a special role in the due diligence process, since network ties
seem less important for them in order to be influential. When looking at the ties between
the third party referrals involved in providing information on business issues and the new
ventures, we see that, in eight of the twelve cases, they have a tie. When looking at these
eight cases, the strength of tie does not seem to play a big role. In four of the twelve cases,
they had no tie at all, so the tie between new venture and a third party referral does not
seem to be very important for the provision of information on business issues.

Table 7: Influential Third Party Informants during Due Diligence for Information on
Business Issues (Market, Financial & Strategy I nfor mation)

Third Party —
Third Party- VC Tie Venture Team
Tie
o S G oot
Years
Board member of VC 10 Monthly Very well Somehow
CEO other company 5 Monthly Very well Very little
CEO other company 20 Monthly Very well -
Shareholder of VC 15 Monthly Very well Very well
CEO other company 4 Monthly Very well -
Customer 5 Monthly Very well Very well
Customer - - - Very well
Other VC 10 Monthly Very well Somehow
Board member of VC 6 Monthly Very well Somehow
CEO other company 7 Monthly Very well -
Consultant 10 Yearly Somehow -
Customer - - - Somehow
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New-ventur e team infor mation. The third and last type of information to be collected in
the due diligence process was information about the new-venture team. During the
interviews, eight third parties were identified that provided information on the new-venture
team. As can be derived from Table 8, the finding for the tie between third party and the
venture capitalist is similar to the finding on information on business issues. In six of the
eight cases, the third party had a strong tie to the venture capitalist, indicating support for a
favourable effect of a strong and existing tie. In two cases, the venture capitalist relied on
someone they did not know beforehand. Again, in both cases, this was a customer,
indicating again the special role of customersin the due diligence process. When we [ook at
the tie between the venture team and the third party, Table 8 shows that in all cases, the
third party knew the venture team. This is evident since thisis the reason why the venture
capitalist contacted the third party in the first place. There was no case in which the venture
capitaligts indicated that the third party and the new venture knew each other “very little’,
indicating support for the claim that venture capitalists want to rely only on third parties
that are strongly tied to the new venture.

Table 8: Influential Third Party Informants during Due Diligence for New-venture
Team Information

Third Party —
Third Party- VC Tie Venture Team
Tie
o oo G o
Years

Mgjor of town 12 Monthly Very well Somehow
Shareholder of VC 15 Monthly Very well Very well
Customer 5 Monthly Very well Very well
Customer - - - Very well
Other VC 10 Monthly Very well Somehow
Board member of VC 6 Monthly Very well Somehow
Customer - - - Somehow
Other VC 6 Monthly Very well Very well

CONCLUSIONS, CONTRIBUTIONS AND IMPLICATIONS

Before discussing the contributions to the literature and practice, we summarize the
findings. In Table 9, an overview is provided of the results. Fird, we find that the role of
third partiesin the venture capital funding processis most prominent in deal flow and in the
due diligence process. When delving into the findings from a new-venture perspective, we
see that there are two eventsin which atie between the new venture and the third party has
a positive contribution to the financing process. It appears that a strong tie between the new
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venture and the third party referral has a positive effect when using this third party to get
access to VC funds. Secondly, the findings show that a strong tie between the new-venture
team and a third party is favourable when this third party is consulted by the venture
capitalig regarding information about the team during the due diligence process. For the
other events in the VC investment decision, the results do not show evidence of positive
effects of ties between the new venture and third parties.

When shifting to the findings from the perspective of a venture capitalist, we find that
venture capitalists tend to rely on strongly-tied third party referrals for deal flow. During
the due diligence process, a mixed pattern is found. For technological information, an
existing network tie between the venture capitalist and the third party consulted by the
venture capitalist does not seem to matter. For information on business issues and team
information, evidence is found that venture capitalists rely on strongly-tied third party
referral sources.

Table 9: Summary of Results

| mportance Importance Third
Importance P . Third Party of Third Party-
. of Third .
of Third Party - VC -VCTie Party- Venture
Parties 'I}lie Strength Venture Team Tie
Team Tie Strength
Deal flow + + Strong + Strong
First meeting - - NA - NA
DD - Tech. info + - NA - NA
DD - Bus. info + + Strong - NA
DD - Teaminfo + + Strong + Strong

NA= Not applicable

Our approach to exploring the role of third parties on the VC investment process adds to
network literature in several ways. First, a contribution is made by focusing on the referral
role of third parties involved in the VC funding process (e.g., Batjargal, 2007; Lockett et
al., 2006; Shane & Stuart, 2002; Stuart et al., 1999). By doing so, more insight is gained on
the catalyzing role that networks and third parties can contribute in order to get access to
resources of unconnected actors. Previous studies failed to focus on this mechanism and
mainly focus on the direct provision of resources by network contacts. Next to this, this
paper contributes to network theory by adding to the Burt and Coleman discussion in
network literature as described earlier in this paper. In this paper, we show that the
effectiveness of the theoretical ingights of Burt and Coleman regarding weak and strong ties
are hugely dependent on several contingencies. For example, the results show how the
various stages of the VC funding process and the type of information to be sourced during
the due diligence process strongly determine the effectiveness of Burt's and Coleman’s
opposing rationales.
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The results clearly show how the importance of networks and network ties is contingent on
the stage of the investment process (e.g., Hoang & Antoncic, 2003; Wright & Robbie
1998). For example, the results show (see Table 9) that the signalling effect of third parties
that are strongly tied to the venture team and the venture capitalist are most important when
accessing funds and for the due diligence study on the team. During the first meeting with
the venture capitalist, referrals do not seem to play a role at all. In addition, a strong tie
between the venture capitalist and the referral source also seems to be effective for the
sourcing of information on business issues. For the sourcing of technological information,
network ties between the referral and the venture team or venture capitalist do not appear to
matter. So, at the deal flow stage, the rationale of Coleman seems to have the most
explanatory value. At this stage, the successful referralsthat arein the lower right section of
Table 1 are most effective. Venture capitaists seem to prefer strong ties over weak ties
when getting connected to new propositions, meaning that Coleman’s trust argument is
more important at this stage than Burt’s ‘newness and diversity of information’ argument.
In the due diligence stage, the findings are somewhat mixed. An important contingency that
can explain these mixed findings is the type of information to be acquired. For information
on technology and IP, the network ties between the third party referra source and the
venture team and between the referral source and the venture capitalist do not seem to
matter. For information on technology and I P, venture capitalists tend to rely on referralsin
the upper |eft section of Table 1. Therefore, the ‘newness of information’ rationale of Burt
better explains the effectiveness of network ties for this type of information than the
‘network trust rationale through strong ties' of Coleman. For information on business
issues, the role of a referra is influential when the referral source is strongly tied to the
venture capitalist, providing support for the claims of Coleman over the claims of Burt.
However, for this type of information, the tie between the referral and the new venture does
not seem to matter. For team information, venture capitalists prefer to rely on people to
whom they are strongly tied. Added to this, venture capitalists also prefer when these
people are as srongly tied to the venture team. The referrals that provide this type of
information are most influential when they are classified in the lower right section of Table
1. Therefore, it seems that, for this type of information, venture capitalists tend to rely on
people they trust (Coleman) and not on people that can provide them with newer/non
redundant information (Burt). In this paper, we started with network theory as our main
theory; however when analyzing the results (especially regarding the due diligence stage),
we found that other theories could also help to explain the findings. For example,
knowledge (transfer) literature provides us with some interesting insights that can explain
the network findings discussed in this section. These theories are discussed after we have
summarized our contributionsto venture capital literature.

This paper also extends the VC literature in several ways. First, we add to the literature by
focusing, in depth, on the social context of VC decisions (e.g., Lockett et al., 2006).
Although several researchers have made claims of the importance of the socia context of
VC decisions (especially in early-stage investments), this context is still very much
overlooked in earlier research on VC. An additional contribution to the literature is the
focus on multiple stages in VC decision-making. Current studies on VC deal flow and VC
decision-criteriaare mainly conducted by focusing on a particular stage of the VC decision-
making process (e.g., Batjargal, 2007; Chang, 2004; Higgins & Gulati, 2003; Shane &
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Cable, 2002; Shane & Stuart, 2002; Stuart et a., 1999). However, there is still much to
learn about the dynamics of VC decisions and, for example, the importance of certain
decision-criteria over the different stages of the investment process. In this paper, we do
focus on these dynamics; for example we show that there are two points in time when
referrals play an important role in the funding process. First, we show that referras play an
important role in connecting new-venture teams to VC funds. In addition, venture
capitalists tend to rely on third party referral sources with whom they have strong ties for
deal flow. Networks appear to play a minor role during the first meeting with the venture
capitaligt, since it is up to the new-venture team itsef at this stage. Referrals again play an
important role during the due diligence process. This last result is another contribution to
the VC literature, because we study the role of networks as an information source during
the due diligence process in greater detail. Although some studies take into account a third
party referral as a dummy variable, there are hardly any in-depth studies that ook into the
nature of network tiesto these third parties. A very interesting finding in this respect isthat
the role of network ties during the due diligence process varies for different types of
information. As already explained in the previous section, these findings can be explained
by network theory; however we also found that knowledge-transfer literature can be very
helpful in explaining the results.

As dready done in the previous sections, the findings regarding the role of referralsin the
VC due diligence process can be explained using the theoretical rationales of Burt vs.
Coleman. However, insights adapted from knowledge (transfer) literature can aso
contribute to a better understanding of the findings. For example, the findings regarding the
importance of network ties in the due diligence process can be explained by the literature
on tacit vs. codified/explicit knowledge (Nonaka & Takeuchi, 1995; Polanyi, 1966). This
literature explains how different types of knowledge require different types of transfer
mechanisms. For example, knowledge that is codified requires less interaction when
transferred than more tacit types of knowledge, which typically requires more interaction.
This indgght may also have implications for the transfer of information in the VC due
diligence process. For example, the information on technology/IP is more codified than
information on the business issues. For information on technology/IP, journal articles and
patent databases are codified information sources. In such cases, the venture capitalist will
contact someone for a referral that simply has the skills to “objectively” assess these
codified sources. However, for business information, the information sources are more
tacit. In early-stage deals, information on market size or the correct strategy for the venture
istacit, in the sense that codified information is often lacking. In such cases, the experience
of the referral source is of huge importance for providing information on business issues.
When this is the case, venture capitalists prefer to rely on experienced and skilled
individuals with whom they have strong ties. Thisis contrary to the sourcing of information
on technology/IP, where there is less “tacit” judgment involved for the information to be
sourced. In such cases, a strong tie between the venture capitalist and the referral source
will be less important. In summary, our claim is that the more tacit the information to be
sourced, the higher the importance of trust in the referral source. This makes a strong tie
between the referra source and the venture capitali more important, which provides
support for the Coleman argument in these cases. For explicit knowledge, where there is
less subjective judgment due to the codified information sources available, trust in the

77



THE ROLE OF REFERRALS IN FINANCING TECHNOLOGY -BASED VENTURES

referral source plays a less prominent role. In such cases, Burt's argument regarding
‘newness of information’ has more value than Coleman’ strust argument.

This paper has important practical implications, especialy for the practice of supporting
entrepreneurship. For example, now more knowledge is available about the types of third
party referralsthat are most influential over the VC decision—making process, we are better
able to select the people that can support new-venture teamsin acquiring VC funding.

LIMITATIONS AND FUTURE RESEARCH

A first direction for future research is to extend the research in a quantitative sense. This
will enable usto test whether the relationships we find in this paper are statistically valid. In
addition to the acquisition of more data in a quantitative sense, it would also be fruitful to
collect data from thereferral and new-venture perspective to triangul ate the scorings on the
strength of ties. In addition, more information could then be asked on the tie between a new
venture and a referral source as well. One of the limitations of this study is that we only
measured thistie through oneitem.

A second area of future research isto approach the funding process of venture capitalistsin
a multidimensional way. By this, we mean that we should take into account other
characteristics of the actors in the VC funding process instead of just the network ties.
Although this paper provides useful insght into the role of networks in the funding process,
it would be interesting to see how the level of importance of network ties is influenced by
the characteristics of the actors involved. For example, it would be interesting to research
how the level of importance of network ties is influenced, for example, by the strategic,
economic and cultural characteristics of thethird party referral source, the venture capitalist
or the new venture. In this way, we would be better able to articulate the exact
contingencies that influence the importance of network ties. Related to this, it would be
interesting to determine if the network effects that are found in this paper are direct effects
or whether networks play a more indirect role. For example, it could be that network ties do
not have a direct effect on the funding decision, but that networks have a moderating effect
on the perception of a new venture's strategic, economic or cultural capital.

To conclude, we propose one other direction for future research: the application of our
approach to the acquisition of other resources. It would be very interesting to research
whether therole of networks for acquiring knowledge or personnel is different compared to
their role in the acquisition of financial resources. By doing so, we would be able to
develop networking strategies for entrepreneurs for many types of resources.
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THE ROLE OF REFERRALS IN FINANCING TECHNOLOGY -BASED VENTURES

ABSTRACT

In this paper, the focusis on therole of networks in both identifying and accessing financial
resource providers by technology-based ventures. The aim of this paper isto test if one-
dimensional network approaches can fully explain the effectiveness of certain network
configurations in identifying and accessing financial resource providers. In doing so,
hypotheses are shaped based on one-dimensional network approaches and a hypothesis
based on a multidimensiona aternative: the ‘Entrepreneurship in Networks' (EiN) modd.
Subsequently, we explore these hypotheses by conducting case studies in four technol ogy-
based ventures. The findings show that for the identification of financia
opportunities/resource providers a positional network rich in structural holes seems to be
favourable for new ventures. In a relationa sense, when new ventures directly access
financial resource providers, wesk ties are most effective. When new ventures use areferra
to access a financial resource provider, referrals from referral sources who are strongly tied
to the venture appear to be most effective. Furthermore, the results show that the
effectiveness of direct access to the financial source compared with the use of referralsis
largely contingent on the strategic, economic and cultural characterigtics of the new
venture, the financial resource provider and the referral source. Ventures started by people
with more industry and business experience are better able to access financial resource
providers directly. In addition, the findings show that in accessing financial resource
providers, new ventures that have entrepreneurs with little business experience benefit from
referrals. Also, the characteristics of the referral source play an important role since one of
the findings is that referras from business-oriented people seem to be more effective than
referrals from technol ogy-oriented people. Subsequently, it appears that referrals are more
effective for higher investments facing more risks, typically private equity investments.
Since the effectiveness of particular network characteridtics is, to an important extent,
contingent on the strategic, economic and cultural characteristics of the actors involved, we
clam that in order to come to a more complete understanding of networks, a
multidimensional approach as proposed in the EiN model isa promising direction for future
research.

INTRODUCTION

When funding their technology-based ventures, entrepreneurs often face many problems.
When starting up, these ventures often lack a track record and an extensive network.
Therefore, they have problems identifying and connecting to financial resource providers.
The specific characteristics of this type of venture further complicate the funding process.
Because of the uncertainty surrounding technol ogy-based ventures regarding, for example,
the market, the technology and the organization, financial resource providers are often
reluctant to provide resources to these types of ventures (Stinchcombe, 1965).

Several mechanisms can be helpful to new ventures in getting funded under these
conditions. In this paper, the focus is on one of these specific mechanisms: therole of social
networks. On the one hand, networks can be helpful to new ventures when identifying and
accessing financial resource providers. Added to this, networks are also helpful in
decreasing the uncertainty and asymmetry of information as perceived by external financial
resource providers. In the past few past decades, research on these social networks
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mechanisms has taken flight in the field of entrepreneurship studies. Many researchers
have, for example, focused on the effectiveness of networks in both identifying
opportunities and acquiring resources. Closer to the topic of this paper, the role of social
networks is aso proven to play an important role in the new-venture funding process.

Many questions regarding the role of networks in new-venture funding ill remain
unanswered. Our claim in this paper is that thisisaresult of the fact that most researchers
apply a one-dimensional approach to networks. Researchers show relations between certain
network characteristics and their effect on the acquisition of knowledge or on the
acquisition of financial resources. Our argument is that stating these relationships without
explicitly theorizing on the actor contingencies that influence the effectiveness of certain
network configurations will not result in a complete understanding of the role that networks
play in entrepreneurship (Higgins & Gulati, 2006; Leenders & Gabbay, 1999; Oh, Chung,
& Labianca, 2004; Shane & Stuart, 2002). In this paper, we answer a fundamental question
in network literature: if one-dimensional approaches alone can fully understand and explain
the role played by networks in entrepreneurship or if a multidimensona approach is more
promising.

In addition to the contribution to the one-dimensional vs. multidimensional discussion in
social network literature, a contribution is also made to network literature by taking into
account some additional specifications. Fird, we acknowledge that when a new venture
accesses financia resource providers, it has two options. On the one hand, it can directly
access financial resource providers. On the other hand, it can also use network partnersas a
referral source in getting connected to providers of financial resources. In particular, the
role of referrals to get access to resource providers is something that has received little
attention in the literature (Batjargal, 2007). We also focus on the role that actual network
configurations play for new ventures in both identifying and accessing financial resource
providers. In many studies, especially those studies that focus on the referral role of the
network, the (positive) effect of networks is often implicitly assumed without studying the
actual network ties between thereferral source and the new venture (e.g., Burton, Sorensen,
& Beckman, 2002; Deutsch & Ross, 2003). Finally, a more complete understanding of the
role of networks is provided because we also focus on multiple events in the early-stage
funding process (Hoang & Antoncic, 2003). By doing so, we provide a better understanding
of the effectiveness of certain network configurations and contingencies in the various
stages of the funding process. In this paper, the specific focus is on the very early stages of
new-venture funding, something that has received little attention in previous studies. Those
mostly focus on the later stages of the funding decision.

In addition to contributions to the literature, the paper will have practical implications as
well. When a more systematic understanding of networks is provided under multiple
contingencies and a multiple stages of the funding process, we will be better able to give
tailor-made advice to new-venture entrepreneurs. Related to this, the paper will also have
implications for financial resource providers and people that play a referral role in starting
new ventures (e.g., incubators and business consultants).

This paper starts with a short review of the literature on the role of networks in
entrepreneurship and in the acquisition of financial resources. Second, hypotheses are
shaped on the identification and access to financid resource providers by new ventures
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based on onedimensional nework theory. Subsequently, an aternative for one-
dimensional approachesis provided: the multidimensional EiN model. Based on this model,
an additiona hypothesis is shaped on the identification and access to financial resource
providers by new ventures. We then test the one-dimensiona and multidimensional
network hypotheses by conducting case studies in four technology-based ventures. By
testing these hypotheses, we hope to contribute to a better understanding of the value of
one-dimensional compared with multidimensional network approaches in the study of the
acquisition of financia resources and the study of entrepreneurship in amore general sense.

REVIEW OF THE LITERATURE

In previous studies on entrepreneurship, researchers put a great deal of effort into
researching the effects of network ties on the behaviour of both individuals and
organizations (e.g., Aldrich & Zimmer, 1986; Birley, 1985; Burt, 1982, 1992, 1997, 1999,
2000, 2005; Coleman, 1972, 1988, 1990; Davidsson & Honig, 2003; Granovetter, 1973,
1985, 1992; Gulati, 1998; Honig, 1998; Nahapiet & Ghoshal, 1998; Powell, 1990; Powell
& Smith-Doerr, 2005; Rowley, Behrens, & Krackhardt, 2000; Stinchcombe, 1965; Uzzi,
1997, 1999; Zhao & Aram, 1995). Pagt research has provided mixed results in defining
optimal network structures and relations. Researchers who specifically focus on venture
networks claim that these mixed results are caused by the fact that the optimal structural
and relational characteristics of the new-venture network are contingent on the specific
organizational process (Elfring & Hulsink, 2003), the life cycle stage a new venture is in
(Hite & Hesterly, 2001) and the type of technology that is being commercialized (Groen,
1994, 2000, 2005). Related to the topic of this paper, researchers have focused on the role
and importance of networks in the acquisition of a wide range of resources (Jenssen, 2001;
Jenssen & Koenig, 2002; Larson, 1992; Starr & MacMillan, 1990; Uzzi, 1997, 1999;
Wilson & Appiah-Kubi; 2002; Zhang, Wong, & Soh, 2003). For example, the results of
Jenssen and Koenig (2002) indicate that weak ties are important channels for information,
while strong ties are important for motivation issues and that a mix of strong and wesak ties
gives access to financing.

Closer to the subject of this paper, examples of research can be found that focus on therole
of networks in financing. In the literature, two roles played by networks in financing new
ventures can be identified: (1) network contacts can directly provide information and
resources to a new venture; and (2) network contacts can contribute to the acquisition of
financial resources by acting as a referral source by helping new ventures to connect to
resource providers. Regarding the direct access to financia resource providers, Chang
(2004) shows that more successful new ventures have bigger networks and have ties to
prominent venture capitalists and partners. One step closer to the topic of this paper,
researchers have focused on the specific strength of ties that are most effective in acquiring
financial resources by new ventures. For example, Jenssen (2001) found that strong ties are
most effective for the acquisition of financial resources. This result was confirmed by
Batjargal (2007) and Batjargal and Liu (2004) in the context of venture capitd (VC). On
the other hand, Uzzi (1999) found that financia resources are best acquired through a
mixture of weak and strong ties.
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In addition to the direct provision of financial resources, network partners can also play a
referral role for new ventures. In previous studies, a lot of support is provided for this
positive referral/signalling effect of networks on the entrepreneurial process (e.g., Burton et
al., 2002; Deutsch & Ross, 2003; Khaire, 2005; Lockett, Ucbasaran, & Butler, 2006). More
specific to the context of financing, Shane and Cable (2002) and Shane and Stuart (2002)
have shown that not only direct ties but also indirect tiesto investors increase the chance of
the venture to get funded. In order to better understand the referral mechanisms that make
referrals more effective, researchers have focused on the specific characteristics of these
referrals. For example, referrals seem to be more effective when the referral source is more
prominent (e.g., Maula, 2001; Stuart, Hoang, & Hybels, 1999), when they are perceived to
have expertise (e.g., Baum, Calabrese, & Silverman, 2000; Reuber & Fischer, 2005) and
when they have a financial stake in the new venture (e.g., Megginson & Weiss, 1991). In
this paper, we are specifically interested in the network characteristics that make referrals
more effective. In our review of the literature, we found that very few studies explicitly
focus on structural and relational network configurations that lead to optimal referra
effects. Some of the few studies that do so are the ones of Batjargal (2007) and Batjargal
and Liu (2004). In these studies, support was found for the premise that strong ties between
the new venture, venture capitalist and the referral source have favourable effects for the
venturein getting funded.

When analyzing the network literature, some important questions come to mind. Most
important, researchers often adopt network theory as a one-dimensional theory that can
alone explain empirical phenomena. One could question if network theory can do so.
Related to this, researchers do look for other factors that play a role next to network
configurations, however choosing these contingencies often happens in an ad hoc sense
without explicitly theorizing on the question of why these factors have to be looked for.
Also, researchers often do not distinguish between the two network effects that can be
identified, and if they do so, they do not focus on the actual network characteristics that
make these effects most influential. For example, the positive signalling effect of prominent
partnersis often researched without explicitly focusing on, for example, the strength of ties
between the referral source and the new venture. Finally, an additiona shortcoming in
studies on network in entrepreneurship is often the static approach to networks.

In this paper, wetest to determineif a one-dimensional network approach alone can provide
a full underganding of the new-venture financing process, or if a multidimensional
approach that recognizes the full spectrum of dimensions/factors at stake is better suited to
do so. We also make two additional specifications regarding the role of networks in the
financing process, following the shortcomingsin the literature: (1) we acknowledge that the
network can play two roles - a network partner of a new venture can directly provide
financing resources to the venture or can act as a referral to other financia resource
providers; (2) we acknowledge that the role of networks might differ over time and that a
digtinction is made between two financing events in this paper. Thefirgt event occurs when
a new venture identifies different financial opportunities and resource providers. The
second event occurs when a new venture accesses the financial resource provider (or the
other way around).
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A ONE-DIMENSIONAL NETWORK APPROACH

Burt vs. Coleman

The aim of this paper is to research if a one-dimensiona network approach can fully
explain the effectiveness of networks in financing new ventures. Since past research has
provided mixed results on the effectiveness of structural and relational network
configurations in (financial) resource acquisition (Batjargal, 2007; Jenssen, 2001; Uzz,
1999), we turn to one of the central discussions in one-dimensional network approaches.
This is the discussion between Burt and Coleman, who both have different views on the
mechanisms that foster an optimal structural network configuration. On the one hand, there
is Burt (1982, 1992, 1997, 1999, 2000, 2005) who claims that optima network value is
created in certain positional network configurations. The ‘structura holes argument’ of
Burt claims that a certain actor can create value by brokering connections between
segments that would otherwise be unconnected. This type of network provides unique
information and control-benefits to that actor. On the other hand, Coleman (1972, 1988, and
1990) claims that network value is not created through structural holes but through dense
networks and redundant ties. These network configurations improve the reiability of
information because the same information can reach an actor from different sides, therefore
creating value. Because dense and redundant networks increase the trust and reliability of
the information within the network, actorsin networks are more committed to doing a good
job. For both Burt and Coleman, the assumption is that the time and money of actors is
limited. Therefore, actors have to make choices in configuring their networks. The
relational network dimension refers to the effectiveness of weak vs. strong ties to new
ventures (Granovetter, 1985, Uzzi, 1997, 1999). Wesk ties are claimed to be more effective
for the acquisition of new information, whereas strong ties seem to be more effective in
generating trust between actors” In the next section, hypotheses on the effectiveness of
weak vs. strong ties and structural hole vs. cohesive network configurations are constructed.
Hypotheses are also shaped on multiple eventsin the financing process.

One Dimensional Networ k Hypotheses

In the first step of the financing process, the new venture identifies financial resource
providers. For the purpose of this paper, we theorize on identifying financial resource
providers that are not aready connected to the new venture. Burt argues that new ventures
with networks rich in structural holes are better able to identify a variety of financial
resource providers. The many structural holes will function as a diverse pool for
information about financial opportunities. In Coleman’s rationale, trust and reliability play
a more prominent role. Coleman argues that the quality of information is higher in densdy
connected networks since the penalty for false and incomplete information is higher.
Coleman argues that new ventures in densely connected networks are therefore better able
to identify financial resource providers. Since Burt stresses the value of diversity of

* For the purpose of this paper the relationa weak tie argument is considered to be part of
the Burt logic whereas the strong tie argument is considered to be part of the Coleman

logic.
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information, and Coleman the importance of rdiability of information, the following
contradicting hypotheses can be shaped.

Hypothesis 1a (Burt). New ventures having networks rich in structural holes are
better able to identify various financial options and financial resource providers.

Hypothesis 1b (Coleman). New ventures in cohesive networks are better able to
identify various financial optionsand financial resource providers.

After having identified the financial options and resource providers, the new venture has to
get access to them. In doing so, we claim that this can be done in two ways:. directly or
through areferral. When anew venture accesses a financial resource provider directly, Burt
claims that an existing tie between the new venture and the financial resource provider is
not needed. Burt argues that in these cases, the information function of the network ismore
important than the trust function. To fulfil this information function, Burt argues that weak
ties are most effective in providing information about financial resource providers to the
new venture. Since a new venture has limited resources, having many weak ties would be
the optimal strategy to get access to a diversity of information on financial opportunities.
Coleman argues that the trust function of the network is very important for direct access.
Therefore, he argues that exiging strong ties to the financia resource providers are
necessary when accessing these actors for a financial request. In addition, Coleman sresses
the effectiveness of strong tiesin providing information on financial issues to the company,
since he claims that the information provided by strong ties is more trustworthy than that
provided by wesak ties. These rationaleslead us to the following set of hypotheses.

Hypothesis 2a (Burt). For new ventures that directly access financial resource
providers, weak tieswill be favourable,

Hypothesis 2b (Coleman). For new ventures that directly access financial resource
providers, strong tieswill be favourable.

A venture can also use a referral to access a financial resource provider. A referral source,
in this context, is defined as an independent individua who is explicitly involved in
connecting the venture to the financial resource provider. Following the pure logic of Burt,
access to financial resource providers through a referral, will be most effective through
weak ties. Burt argues that with the assumption that time and resources are scarce, a
network with weak ties that spans structural holes will be most effective. Coleman
disagrees with Burt on the ‘strength of ti€ argument. Since Coleman stresses the
importance of trust and commitment, he assumes that strongly tied referral sources are
more helpful in accessing financial sources. Partners with strong ties will be more
committed and will be more willing to put their names at stake for the new venture. In
addition to the commitment of strong ties, Brown and Reingen (1987) found that strong ties
are more often activated as areferral source aswell. The study of Batjarga (2007) supports
the ‘strong tie claim of Coleman, showing the effectiveness of a strong tie between
referrers and the new venture for a referral. It is striking that Burt, in one of his studies,
arguesthat it isnot effective for low-statug/illegitimate actors to broker their own networks.
For these actors, it is more effective to “borrow” the social capital of their network partners.
In that case, strong tie network partners are activated to help in getting access to
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unconnected, prominent partners. However, for the purpose for this study, we will test the
opposing views of Burt and Coleman. Therefore the next hypotheses are:

Hypothesis 3a (Burt). When new ventures use referrals to access financial resource
providers, the referral will be more effective if the new venture and the referral
source are weakly tied.

Hypothesis 3b (Coleman). When new ventures use referrals to access financial
resource providers, the referral will be more effective if the new venture and the
referral source are strongly tied.

In the previous section, we shaped hypotheses on the effectiveness of certain network
characteristics following the logic of Burt vs. Coleman. First, hypotheses on the optimal
positiona network characteristics for identifying financial resource providers and
opportunities were shaped. Next, relational network hypotheses were shaped concerning the
two different ways of getting accessto financial resource providers.

THE ENTREPRENEURSHIP IN NETWORKSMODEL: A
MULTIDIMENSIONAL ALTERNATIVE

In the previous chapter, one-dimensional network hypotheses were shaped. The assumption
underlying a one-dimensiona approach is that network theory alone can explain the
complex reality. As already addressed in the introduction, and as can be derived from our
review of the literature, many studies show that the effectiveness of network configurations
is heavily dependent on contingencies. Therefore, a theoretical approach that facilitates a
systematic anaysis of these potentia contingencies is needed. Our claim is that the EiN
model isamodel well suited for thistask.

The Entrepreneurship in Networks Model: A Multidimensional Approach

In this section, we explain the multidimensional model that is presented as an alternative for
one-dimensional network approaches in network literature. This mode is the
‘Entrepreneurship in Networks' (EiN) model. This model is based on socia systems theory
(e.g., Groen, 1994, 2000, 2003, 2005; Groen, Wakkee & De Weerd-Nederhof, 2008;
Parsons, 1964, 1977) and is designed specifically in order to study entrepreneurial
processes. An overview of the EiN model is provided in Figure 1. Even though we do not
describe the model in detail in this paper, it isimportant to note that a categorization of the
types of capital and contingencies is used, based on this model. The types of capital that
influence the performance and influence of the actors involved in entrepreneurship are
based on the basic definition of a social system as defined by Parsons (1964). Originaly, a
social system was defined by Parsons as follows:

“...asocial system consigsin a plurality of individual actors interacting with each other
in a situation which has at leag a physical or environmental aspect, actors who are
motivated in terms of a tendency to the “ optimization of gratification” and whose relations
to their situations, including each other, are defined and mediated in terms of culturally-
structured and shared symbols’ (Parsons, 1964, pp. 5-6).
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Four mechanisms are embedded in this definition: (1) interaction between actors; (2)
striving for goal attainment; (3) optimization of processes, and (4) maintenance of patterns
of culturally-structured and shared symbols. Each of these mechanisms is related to a
specific “ capital need” that has to be fulfilled by the actors involved in entrepreneurship in
order to perform better or to be influential, leading to four generic types of capital
requirement. ‘ Striving for goal attainment’ (mechanism 2) deals with striving for strategic
goals and is labelled as drategic capital. Strategic capital aso refers legitimacy and
reputation issues surrounding entrepreneurship. ‘ Optimization of processes (mechanism 3)
refers to the efficient organization of the entrepreneurial processes and is quite directly
related to money as the basic resource, i.e.,, economic capital. ‘Pattern maintenance and
ingtitutionalization of shared symbols' (mechanism 4), is embodied in cultural capital, and
can be found in the organizations' values, knowledge, skills, experience, and technology.
Finally, ‘Interactions between actors (mechanism 1) is related to social network capital.
The principal assumption of the EiN modél is that actors involved in entrepreneurship and
will need sufficient ‘capital’ for the venture to be sustainable over time. This implies that
new-venture entrepreneurs need to have, or have access to, sufficient strategic, economic,
cultural and social capital to establish aviable enterprise.

Figure 1: The Entrepreneur ship in Networks M odel

Strategic Capital Economic Capital

Cultural Capital Social Capital

In the context of this paper, it isnot only hypothesized that these four types of capita play a
role for the central actor in entrepreneurship, the entrepreneur, but also for the actors that
are involved in the process of entrepreneurship. In the context of this paper, it is therefore
hypothesized that the influence of direct and referral network effects is dependent on the
strategic, economic, cultural and social capital characteristics of the entrepreneurial team,
thereferral source and financial resource provider.
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Our Multidimensional Resear ch Framewor k

There are several reasons why the EiN modd is well suited to the study of the role of
networks in the financing process. First, the EiN model can be applied in a deductive sense;
for example, the EiN dimensons provide a base for theorizing on the contingencies that
determine the effectiveness of certain network configurations and how these factors
interact. In Figure 2, we present our research framework by combining the EiN model with
a triangle made up of the new venture, the provider of financial resources and the other
network partner (referral). By doing so, both the effect of both the direct and the referral
network can be studied. Each of the three actors brings its own types of capital into action
through the social capital dimension. The principal claim is that the network is a crucia
factor in identifying and accessing financial resource providers; however, the effectiveness
of certain network configurations is contingent on the strategic, economic and cultural
capital of the new venture, the financial resource provider and the referral source. An
additional advantage of the EiN model is that it recognizes social capita as being a central
concept in the social system. Therefore, it is possible to integrate network theory into the
model. In the next sections, some examples of factors that can influence the effectiveness of
certain network configurations are provided in order to create some insight in the way the
EiN model can be used.

Firgt, as can be deduced from the EiN model, there are several factors about the new
venture that determine the effectiveness of network configurations, as hypothesized in
hypotheses 1 to 3. For example, in a strategic sense, both the reputation and the goal-
orientation of the new venture are factors that can influence the effectiveness of network
configurations. In an economic sense, the amount of money that a new venture needs could
be important. Finally, the business and technological experience of the entrepreneur, his
knowledge level and his willingness to take risks are important cultural factors that could
play arolein hisnetwork use.

Second, the different types of capital of the financial resource provider also determine the
usefulness of network configurations. In a strategic sense, the goals of the financial
resource provider can play an important role. The ‘time horizon’ for an investment and the
return required for investments are important factors that can influence the effectiveness of
networks in financing. In an economic sense, the amount available for investment is one of
the important factors. Finally, the experience of an investor and the added value of the
financial resource provider will influence the effectiveness of network configurations in a
cultural sense.

In one of the previous sections, the use of referrals in accessing financing was aready
introduced. Therefore, we also claim that next to the socia capital factors, the other types
of capital of the referral source are also important for effective referrals according to the
EiN mode. For example, the effectiveness of a referral can be dependent on the
reputation/status of the referral source (strategic capital). We also expect that the
effectiveness of referrals will be influenced by the cultural capital of the referral source. In
a practical sense, we expect that there is a difference between referrals from technol ogy-
oriented people and business-oriented people. We have now introduced some examples of
factors that can influence the effective use of networks in identifying and accessing
financial resource providers. However, these factors do not exist in isolation.
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Figure 2: Resear ch Framewor k
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In the previous sections, the EiIN modd was introduced and it was explained how it can be
used to study the process of acquiring financial resources. In addition, some examples of
factors that influence the role of networks in this process were provided. In order to test this
multidimensional model as compared to the one-dimensional approach in the previous
section, this chapter ends by shaping an additional multidimensional hypothesis based on

the EiN mod€!.

Hypothesis 4. The effectiveness of network configurations in identifying and
accessing financial resource providers is contingent on the strategic, economic and

cultural capital of the actors involved.
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METHOD AND DATA

In the previous sections, several hypotheses were constructed that allow us to test the value
of one-dimensional vs. multi-dimensiona network approaches. In this chapter, we explain
how these hypotheses are explored empirically. The application of network theory to the
new-venture financing processisin areatively early stage. Therefore, thereis still much to
be learned about the effectiveness of certain network configurations. Therefore, case study
research is a valuable first step in exploring the hypotheses (Yin,1994). These case studies
will provide more understanding of the mechanisms and rationales that play arole in new-
venture funding and also, which network characteristics are the most effective in getting
financing. The case studies will also provide a base for a future quantitative study.

Sample

There were several criteriain selecting the cases. In general, the new ventures we focused
on can be labelled as technology-based ventures. In terms of the EiN model, companies
were selected that shared some common characteristics. In a strategic sense, they all started
from technology that could be applied in different markets. The ventures all faced market
uncertainty in determining the best marketsfor their technology. In an economic sense, they
al needed a substantial amount of capitad from the start in order to finance their
development processes. In a cultural sense, the companies faced technological uncertainty
in the sense that they were uncertain if their basic technologies could be applied in their
product ideas. Cases were also selected that are based in The Netherlands. In this study we
have a special interest in the firg years after start-up. For this paper, a total of four cases
were studied. In Table 1, a brief overview is provided of the four types of capital in the
start-up situation of the four ventures; later in this section, more extensive descriptions of
the casesis provided.

M easur ement

Secondary sources. In order to get a more complete understanding of the EiN dimensions
that determine the effectiveness of certain network configurations, a wide range of data on
the new venture and the actors involved in getting financial resources had to be collected.
In order to do so, multiple data sources were available. Table 2 provides an overview of the
various data sources that were used in collecting the data. A first step in constructing the
case studies was an exploration of the companies websites and other online sources.
Additionally, TOP files® were available for two companies. These files were an additional
source with which to construct afirst picture of the new venturein the early stage.

® TOP is an entrepreneurship support scheme of the university. The TOP files contain
multiple versions of business plans over time, minutes of meeting with business coaches
and notes of these business coaches.
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Table 1: Description of Venturesat Starting Date

Variable CaseA CaseB CaseC CaseD
Strategic capital Reputation of entrepreneur(s) - + - +
Growth ambition + - + +
Economic capita Financial need ++ + + +/-
Ability to access financing +/- + +/- +
Cultural capita Number of entrepreneurs 2 2 1 1
Education level of the
+ + + +
entrepreneur(s)
Technological experience + + + +
entrepreneur(s)
Business experience + i +
entrepreneur(s)
Social capita SH/Closure (Founding date) Closure SH Closure SH
SH/Closure (2006) SH SH Closure SH
Technology partners + + + +
Market partners - + - +

SH=Structura holes

Monitor Technostarters. The companies were asked to fill in the Monitor Technostarters,
which is constructed based on the EiN mode. Using this monitor helped us to get a great
deal of data and a complete overview of the principal elements that play a role in the
company, as derived from our fundamental, theoretical model. In order to measure strategic
capital, questions are asked about an entrepreneur’s motivation to start a business and his
goals and priorities for the company. Economic capital is measured by questions on
financial needs, ownership stakes, turnover, profit and the need and the use for/of externa
financing. Cultura capital is measured by asking questions about the entrepreneurs
education level, education field, experience with entrepreneurship and experience in their
companies market(s) before starting the company. In addition, questions are asked about
the current organization of the companies, measured by number of employees, education
level of employees and functional specialization of employees, patents, knowledge and
formal systems within the company. An extensive part of the Monitor Technostarters is
devoted to network questions. The monitor focuses particularly on the contacts the
company has in different functional areas and for which problems these contacts are used.
The monitor therefore provides us with a good overview of the dimensions of the EiN
model that were introduced in the previous chapter.
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Table 2: Available Data Sour ces

CaseA CaseB CaseC CaseD
Monitor Technostarters X X X X
Interview X X X X
Short questionnaire X X X X
TOPfile X - X -
Company website X X
Other online sources X X

X = Data source available
- = Data source not available

Interviews. In addition to the previous data sources, the entrepreneurs were interviewed in
order to be able to ask specific questions about the (direct and referral) role that networks
play in financing their businesses. As well as the focus on the new venture, the interviews
were also conducted to verify the information on financia resource providers and their
most important network partners. Although the Monitor Technostarters focuses on the
network contacts of the new venture, little explicit attention is paid to the specific positional
and relational network configurations of the company. Therefore, additional information
was needed on the networks of the new venture for the identification and accessto financia
resources. For example, the entrepreneurs were asked when and how they identified and
accessed their financial resource providers. We also asked them to indicate whether there
was a referral involved in getting the venture connected to a specific resource provider and
(if so) who thisreferral was.

Questionnaire. After the interview, the entrepreneurs were asked to fill in a short
guestionnaire to score their positional network structure and the strength of relationships
they had to people they mentioned during the interview. The focus of this paper is on the
effectiveness of structural and relational network configurations in financing technol ogy-
based ventures. Since we intend to extend the findings of this paper to a larger data set, we
choose to use existing measures that are used to measure these network characterigtics.
Firg, thisallowed us to score the multiple network characteristics, and second thiswill help
usto reflect on these network measures. For the positional part of the network, the network
tool of McEvily and Zaheer (1999; Scholten, 2006) was used. This tool asks entrepreneurs
to mention five or less people they turn to for advice on entrepreneurship and financia
issues and if these people are related to each other. This tool was extended by asking the
entrepreneurs to score how well these people know each other on afive-point scale. For the
measurement of the relational network characteristics between actors, the assessment of
‘tie strength’ as proposed by Granovetter (1973; Scholten, 2006) was used. This
measurement gives an indication of the strength of ties by asking questions on the intimacy,
frequency and length of the contact. In this case study, we also tried to test the value of
these three variables on the acquisition of financial capital. For example, it could be that,
for example, intimacy is much more effective than, for example, length of the relationship.
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The assessment of the relevance of the different variables will enable us to select the most
relevant variables for a quantitative study later on. Before we turn to the results, we first
provide short descriptions of the four cases.

Description of the Cases

Case A. Case A isa chip manufacturer founded in 1999. The two young entrepreneurs both
have a background in technology and recognized the opportunity to start a business in the
final stages of doing their PhDs in technology. Their experience in business was marginal.
Therefore, in the early stages, the company received support from the university' s business
development program. A short time after start-up, this help was not longer needed because
the entrepreneurs quickly developed their skills and won several new-business prizes for
innovation. Currently, the company has twenty-five employees. The entrepreneurs see
growth as their most important goal for their company. They want to reach this goal by
innovative products and by implementing their own vision.

At the start, the positional network could be described as a clique network. The network of
the company was mainly focused on technology and less on the market. However, the
entrepreneurs were very eager to develop their network and, in this, they were helped by the
university's business devel opment department. When this support was no longer needed,
the entrepreneurs were able to expand their network in various directions on their own.
Next to their developed network skills, the winning of several prizes helped them to gain a
good reputation in the market. Therefore, accessing new partners themselves became more
effective. In the current situation, the network could be labelled as a network ‘rich in
structural holes'.

The financial need of the company is high. For financing, the company uses a variety of
sources. One source (the participation company) already had a weak connection to the
company before start-up. The bank, government grants and a personal |oan were accessed
by the entrepreneurs themselves. The university and the informal investor were connected
through the use of referrals. For financing information, the entrepreneurs go to their
informal investor, the participation company and the bank.

Case B. Case B is a micro syssem and MEMS company, founded in 2001 by two
entrepreneurs with extensive technological and business experience. Therefore, before
gtarting, the entrepreneurs had already a large network in the relevant market. Their
networks and reputations had an important impact on the development of their company.
Currently, the company has grown to about twenty employees. Growth is not the most
important goal of the company. The entrepreneurs see innovativeness and independence as
most important in running their business.

In theoretical terms, the positional network of case B can be described as a ‘ structural hole
network’ from the start. Because of their experience and reputation, the entrepreneurs had
aready an extensive network in place and were able to connect directly to new partners
without help from referral sources. The entrepreneurs were and are very active in visiting
conferences and trade shows. They see this as an intentional strategy to expand their
network.
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The company has five different types of financial source. Another company that invested in
B and the university were already connected to the entrepreneur before he started.
Government grants and the informal investor were accessed by the entrepreneur himself
without help from areferral. Only in accessing the participation company, did the company
have some help from a research ingtitute business developer. The entrepreneurs do not
consult externa information sources for financing because they claim that sufficient
financial expertiseis present within the company.

Case C. Case C is a company specialized in producing micro drops. The company was
founded in 2004 as a spin-off of three companies. The company is run by one entrepreneur
who had little business experiences and a moderate technological background at the start.
For the development of the company, the entrepreneur relied heavily and till relies on the
parent companies. Currently, the company has three employees. The entrepreneur sees an
increasein profit as the company’s most important goal for the future.

The network of C can be described as a closure network at the start. The company is a spin-
off of three companies and is still heavily dependent on these companies in developing its
networks. In contrast to case B, the entrepreneur of company C states that he does not visit
many conferences and trade shows since it takes a lot of time. Although the size of the
network has grown over time, the network of C can still be labelled as a closure network,
since the network is still very redundant.

In accessing financial resource providers, the network is'was very dependent on referrals.
Referrals played arole in obtaining all financing except the government grants. However,
for the three other companies that invested in the idea and for accessing the bank, referrals
played a very important role,

Case D. Case D is a company in wireless networks, founded in 2004 by an entrepreneur
with moderate business experience and extensve technological experience. The
entrepreneur had an extensive network from the start and had a great deal of experience in
applying for government grants due to his function as a project manager at a university.
Therefore he was able to finance his company soldy on private investments and
government grants. Currently, the company has two employees; the aim of the entrepreneur
isto grow quickly in the coming years.

Similar to case B, the network of D can be described as rich in structural holes from the
start. The entrepreneur has extensive experience in working for a university where he was
responsible for writing and executing many project proposals. In doing this work, he
gathered extensive contacts within universities and businesses, because getting funding is
often dependent on having a variety of partners cooperating in the project. When starting
the business, the entrepreneur used the network he had devel oped when working for the
university. Also, the name and reputation he gained in doing this work helped him to get
direct accessto new partners.

The financing of company D is quite a rare case. Because the entrepreneur had a lot of
experience in applying for government grants, he was able to fully finance his company by
government grants (in addition to a personal investment). The entrepreneur does not consult
externa information sources for financing, because the company has the knowledge of
applying for government grants within the company and currently has no need for
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additional money.

In this chapter, the method used to test the hypotheses was explained. Added to that we
explained which data sources we used to collect the data. Subsequently, short descriptions
of the companies that were studied were provided to get some insight in ther
characteristics. In the next section, we present the results of the one-dimensional and
multidimensional network hypotheses as shaped around the financing events of the new
ventures.

RESULTS

One-dimensional Networ k Hypotheses

In this section, the findings resulting from the case studies are discussed. The findings in
the case studies are summarized in Table 1 and in Tables 3 -12. Tables 3 -10 can be found
in the Appendix. Based on these results, the findings per hypothesis as constructed in a
previous section of this paper are discussed.

Hypothesis 1a (Burt). New ventures with networksrich in structural holes are better
able to identify variousfinancial options and financial resource providers.

Hypothesis 1b (Coleman). New ventures in cohesive networks are better able to
identify various financial optionsand financial resource providers.

Before we focus on the most effective relational network configurations for financing, we
first focus on the positional network characteristics of the four cases. First, the network of
case A could be labelled as a small closure network at start-up. The entrepreneurs of A had
few contacts in place before starting the company. Therefore A was very dependent on their
few contacts for network development in the early days. The entrepreneurs of A where very
focused on expanding their network from the start, in both business and technology and
were successful in doing so. In atheoretical sense, case A developed to having a network
rich in structural holes. Case C darted from a similar situation to A. The network of case C
could be labelled as small, homogeneous and interconnected from the start. Where A was
able to expand its network quite rapidly, C is still very dependent on itsinitial contacts (the
three shareholders) for network development. Table 7 shows how C stills relies on a few
strongly-tied contacts for information. In theoretical terms, C could still be labelled as
having a closure type of network. From a network perspective, the networks of B and D can
be considered as being quite similar. Their networks at the start of their businesses could be
described as bigger and more diverse (many business and technology partners) when
compared to the other two new ventures. In a theoretical sense, we would label their
networks as ‘structural hole' networks from the start in comparison to the other two new
ventures.

When looking at the financia structure of A, one can see that they use six different sources
of financing, a diverse set of financia sources. For the identification of financial
opportunities, the entrepreneurs turn to a variety of actors. Also, A was able identify and
access financial actors beyond its initia network at the time of start-up. Case C is very
dependent on its three shareholders from the start and thisis till the case regarding access
to finance. When analyzing the financial structure of case C, it is clear that its financing is
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still quite homogeneous. The entrepreneur indicates that he wants to grow fast; however,
apart from a bank loan and government grants, he was not able to identify or access
financial sources other than the financing from the parent companies. Because of its closed
network, C had difficulties identifying and accessing financial resources beyond its initial
network or the use of referras. When looking at the financial structure of case B, we see
five different, quite diverse types of funding. Case D has only one source of externa
financing; thisis not because they were not able to identify other financial opportunities but
because the entrepreneur does not want others. The entrepreneur in case D is experienced in
getting government grants and was and is able to finance his company completely with
grants even though other parties wanted to invest. The results also show that B and D were
able to identify and access many financial resource providers beyond their existing
contacts.

In conclusion, the results indicate that for the identification of financial opportunities,
spanning structural holes is more effective. In conclusion, we take the number of different
financial sources as an indicator for the ability to identify financia opportunities. Those
cases (A and B) spanning structural holes have more diverse financing (except case D, but
this had another reason) than case C, which could be labelled as having a closed network.
Also, those ventures that have or devel op networksrich in structural holes are better able to
identify financial opportunities beyond the network contacts that were already in place
when gtarting the venture and were less dependent on referras in getting connected to
financial resource providers. Therefore it can be concluded that for this process, hypothesis
1a has more explanatory value than hypothesis 1b.

Hypothesis 2a (Burt). For new ventures that directly access financial resource
providers, weak tieswill be favourable,

Hypothesis 2b (Coleman). For new ventures that directly access financial resource
providers, strong tieswill be favourable.

We will now discuss the findings regarding direct access to financial resource providers.
Ventures acquired direct access to financial resource providers in two ways. On the one
hand, the ventures got access to providers they already knew and on the other hand, they
accessed providers they did not know beforehand. Table 11 shows that in seven of the
eleven cases of direct access, the financial resource providers did not know the
entrepreneurs before they were contacted by the entrepreneurs with afinancial request. This
means that, in most of the direct access cases, an existing or strong tie to the financial
resource provider was not needed to access these financia actors. These findings indicate
that for direct access to financia resource providers, the claims of Burt have more
explanatory power than the claims of Coleman. When the trust function of a referral or an
existing strong network tie is not important, the venture is better off with networks that
consist of many weak ties instead of fewer stronger ties. In line with the findings of
Hypothesis 1, weak ties contribute to a more diverse information pool for entrepreneurs and
help the entrepreneurs in identifying a more diverse set of potential financial resource
providers.

In summary, in seven of the eleven cases of direct access, the venture was able to access the
financial resource directly without any previous network tie. This means that the trust
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function of the network is less important. In such cases, a network with many wesk tiesis
beneficial due to the more diverse set of information available for the venture When a
venture accesses an existing network tie with a financial request, a weak tie between the
venture and the resource provider will be sufficient to get access. These results show
support for the benefits of weak ties when accessing financial resource providers directly,
hereby providing support for Hypothesis 2a.

Hypothesis 3a (Burt). When new ventures use referrals to access financial resource
providers, the referral will be more effective when the new venture and the referral
source are weakly tied.

Hypothesis 3b (Coleman). When new ventures use referrals to access financial
resource providers, the referral will be more effective when the new venture and the
referral source are strongly tied.

The last set of hypotheses concerns the most effective type of ties for accessing financia
resource providers through referrals. The results show that cases A and C, were, to alarger
extent, dependent on referralsthan cases B and D. During the case studies, we identified six
events in which areferral was used to access a financia resource provider. From these six
events, five eventstook place in cases A and C. When we focus on the specific network ties
that are most effective for accessing financia resource providers through referras, we find
some interesting results. The contacts to these referrals were scored as somehow/very
intimate and were quite frequent (once per week or once per month). The length of a
relationship seems to play a minor role for a referral source. Therefore, when areferral is
used to access a financid resource provider, stronger ties between the venture and the
referral source seem to be more favourable for accessing financia resource providers than
weaker ties.

In summary, when ventures use a referra to access financial resource providers, strong ties
between the venture and the referral appear to be the most effective. This result shows
support for the benefits of strong ties when accessing a financial resources provider through
the use of areferral, hereby providing support for Hypothesis 3b.
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Table 11: Referralsand Getting Access to Financial Resour ce Providers

New Venture- Referral Source Tie

(Strength at Time of Referral)

Finance Referral as Contact Contact Contac_t Referral
Source the Source | ntima Frequen Lengthin Impor-
of Contact? cy equency Years tance
Case A Iirrllf\;)(;;ns: Pﬁlrﬁg;)n Somehow Monthly >3 +
L BD officer
University university Somehow  Half-yearly 1 +
Participation No rx rx rx rx
company Exiging tie
Bank DI reC’t\lo * % * % * % * %
GG DI recl\tl O * % * % * % * %
Perg)nd |Oan D”-eclt\lo * % * % * % * %
Participation BD officer
CaseB company university Very well Weekly >10 +
Otha . NO . * % * % * % * %
company Exiging tie
1 q NO * % * % * % * %
University Exiging tie
Informal No rx rx rx rx
investors Direct access
GG DI reC’t\lo * % * % * % * %
Parent Parent
CaseC company company Somehow Weekly 1 ++
csrir;;rt\y csrir;;rt\y Somehow Monthly 7 ++
Bank Csr?]r;;rt]y Verywel  Weekly 1 o+
Parmt . NO . * % * % * % ++
company Exiging tie
GG DI reC’t\lo * % * % * % * %
CaseD GG D”-eclt\lo * % * % * % * %

Existing tie= The entrepreneurs(s) knew thisfinancial source before starting the venture

Direct access= The entrepreneur(s) did not know the financia source and contacted it directly
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In the previous sections, we focused on the optimal network configurations for the
identification of, and access to, financial resource providers. However many questions
regarding these findings still remain. For example, (1) why do certain venture have closed
or structural hole types of networks, and (2) when are ventures able to get access to
financial sources directly and under which conditions do they (have to) rely on referrals?
The next section focuses on the EiN hypothesis and thus provides a more complete
understanding of these issues.

Entrepreneurship in Networ ks Model Hypothesis

Hypothesis 4. The effectiveness of certain network configurations in financing new
ventures is contingent on the strategic, economic and cultural capital of the actors
involved.

Structural network characteristics dependent on the strategic, economic and cultural
capital of the actors involved. The results indicate that structural holes are favourable for
the identification of financial opportunities. However, not al new ventures have networks
rich in structural holes since the positiona network of the new venture is heavily dependent
on its specific characteristics. The entrepreneurs in cases B and D both had substantial
functional working experience in the market where they started their company. This
working experience brought the entrepreneurs several important advantages when
compared to the other two new ventures. Because they had worked in the market for along
time, they where able to increase their strategic capital in the sense of building up a
reputation. New ventures, by definition, do not have a track record, so in such cases, the
personal track record and reputation of the entrepreneur can be a valuable tool to overcome
uncertainty. Second, their experience in the market and business increased their cultural
capital because it increased their knowledge and skills. Third, their experience increased
their social capital because it afforded them wide range of contacts in both market and
technology. This last effect explains why cases B and D had networks rich in structural
holes from dart.

Cases A and C bhoth had a positional network that could be labelled as a closure type of
network. The lack of experiencein business before starting their companies meant that they
had few contacts in place. Differences can be identified between how A and C devel oped
their networks after start-up. The entrepreneurs of Case A were very active in expanding
their network and identified the need to do so. In devel oping their network, the winning of
several entrepreneurship and technology prizes was very helpful since it connected them to
many people in the market. Added to the social capital effect of winning these prizes, the
prizes also increased their status (strategic capital) in the market and this was helpful in
expanding their networks. These events, together with the social skills (cultural capital) of
the entrepreneurs, helped them to develop their network into a structura hole type of
network. C, on the other hand, was less active in expanding its network. Since C was
initially started as a spin-off of three companies, it relied, to a large extent, on its founding
companies for network development. In the current situation, this is ill the case o its
network can still be described as a closure type of network. The resultsindicate that cases A
and C can be considered as a being smilar at the start regarding multiple network
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dimensions and cases B and D can be considered as being similar aswell. In Table 12, the
characteristics of A and Cvs. B and D at gart-up are summarized.

Table 12: CharacteristicsA+C vs. B+D at Start-Up

Variables A+C B+D

Strategic capital Market reputation of entrepreneur(s) - +

Growth ambition ++ +/-

Economic capita Financial need +H++ +/-
Ability to access financing directly +/- +
Dependence on referrals + -
Cultural capita Education level of the entrepreneur(s) + +
Technology experience entrepreneur(s) + +
Business experience entrepreneur(s) - +

Social capita SH/Closure (founding date) Closure SH
Technology partners + +
Market partners - +

SH=Structura holes

Direct access contingent on the strategic, economic and cultural capital of the actors
involved. The results show that weak ties are favourable for new ventures that directly
access financial resource providers. However, the multiple characteristics of the actors
involved influence the ability to access financial resource providers directly. The results
show that cases B and D were less dependent on referrals for getting access to financia
resource providers than were A and (even more so) C. Only in the case of B did areferral
play arole, although the referral was not perceived as very important by the entrepreneur.
Both cases B and D had experience in business which increased their capitas in terms of
the EiN model. As aready discussed in the previous sections, the experience of both B and
D in business and in the market increased their strategic, cultural and socia capital.
Because the capital attributes of B and D were better developed (compared to A and C),
there was less need for these companies to use referrals to access economic capital
providers. In other words, it seems that B and D already built sufficient trust with the
economic capital providersto access them directly.

When analyzing the four cases, it can be concluded that the characteristics of the new
venture are not solely determined by the ability to directly access financia resources. Also,
the characteristics of the financial resource provider are important here. First, strategic
factors are important. For example, for financial resource providers aiming a a low-risk
strategy, referrals are less important. Also for accessing financial resource providers with

104



PART 2: CHAPTER 3

social goals, like government grants, referrals are less important. In an economic capita
sense, direct access is effective when the invested amounts are low. Finaly, direct access
seems to be effective when the complexity of knowledge required for the investor in the
investment islow (cultural capital).

Effectiveness of referrals contingent on the strategic, economic and cultural capital of
the actor sinvolved. The specific characterigics of A (in the beginning) and C made direct
access to certain types financia resource providers somewhat problematic. In terms of the
EiN model, their technological knowledge (cultural capital) was the main source for these
two cases at start-up. The lack of a track record, a reputation in the market (strategic
capital) and knowledge about business and the marketplace (culturd capital) made A and C
dependent on network partnersto provide them with access to financial resource providers.
Since A and C had relatively low amounts of the various capital attributes when starting up,
they had to rely to alarger extend on network partners to create trust with financial resource
providers.

Aswe already expected when introducing our research framework, the characteristics of the
new venture are not the only factors that determine the effectiveness of using referralsin
accessing financial resource providers. The specific characteristics of the financial resource
providers and referral sources also determine, to a grest extent, the effectiveness of
referrals. The characteristics of the financial resource provider that require referrals to be
accessed are quite different from to the characteristics that are effective for direct access. In
a drategic sense, the results show that referrals are more important when accessing
financial resource providers of higher-risk investments, typically private equity
investments. For example, referrals seem to be more important to access informal investors,
other companies and participation companies than to access a bank or a government grant.
Second, in terms of economic capital, referrals seem to be more important when the
amounts invested are higher. In a cultural capital sense, referrals are more important when
the knowledge required for the investor is more complex when considering an investment.
Thislast finding also supports the theoretical claim that referrals play a more important role
in technol ogy-based ventures.

Another interesting finding is that the effectiveness of a referral seems to be dependent on
the characterigtics of the partner that acts as a referral source. When analyzing the results,
we found that in a cultural capital sense, in all cases, business- and market-oriented people
acted as areferral source. Although university research ingtitutes and professors were often
mentioned as a prominent partner, none of these scientific partners acted as areferral source
in getting financing. Therefore it seems that referrals of business- and market-oriented
people are more effective for getting financing.

The results of Hypotheses 1 to 3 show that network theory can only explain the
identification and access to financia resources to a limited extent. The results show that
structural holes are always favourable in identifying the various financing opportunities.
Subsequently, the results show that weak ties are favourable for direct access to financia
resource providers and strong tie referrals are more effective for indirect access. However,
the question remains of how these one-dimensional network findings improve our
understanding of the underlying mechanisms and factors that play arole. By also proposing
and testing a multidimensional network hypothesis, the findings show that the ability of a
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new venture to directly access a financia resource provider is heavily contingent on the
(multidimensiona) characteristics of the new venture and the financial resource provider.
Also, the effectiveness of a referral in getting access to financial resource providers is
heavily contingent on the characteristics of the new venture, the financial resource provider
and thereferral partner. These findings therefore show support for Hypothesis 4.

CONCLUSIONS, CONTRIBUTIONS AND IMPLICATIONS

Past research has provided mixed findings on the role that networks play in financing
technology-based ventures (Batjargal, 2007; Jenssen, 2001; Uzzi, 1999). Our claim is that
this is the result of the fact that past research mostly takes a one-dimensional approach to
networks. Therefore, important contingencies and interactions that determine the
effectiveness of certain network configurations are often overlooked. In this paper, we
tested whether a one-dimensona network approach alone can fully explain empirica
phenomena or whether a multidimensional alternative is better suited for the task. For the
one-dimensional approach, we focused on the principal discussion in network theory
between Burt and Coleman (e.g., Burt, 2000, 2005; Coleman, 1988, 1990). For our
multidimensional network approach, the EiN model was applied (e.g., Groen, 1994, 2000,
2003, 2005; Groen et a., 2008; Parsons, 1964, 1977). By comparing a one-dimensional
network approach to the EiN model, our multidimensional alternative, we were able to test
the value of the two network approaches.

In doing so, several one-dimensional and multidimensional network hypotheses were
shaped and tested for identifying and accessing financial resource providers by new
ventures. In a positional sense, we found that networks rich in structural holes are
favourable for identifying financial opportunities for new-venture entrepreneurs with
various experience levels. New ventures with networksrich in structura holes tend to have
more diverse financia structures and are better able to acquire funding beyond their initial
network when at start-up. Therefore, we claim that anetwork rich in structural holeshelpsa
new venture to better identify the various financial opportunities and resource providers
than a closure type of network structure. For new ventures that directly access financia
resource providers, the information function of a network is most important. The results
indicate that weak ties are the most effective in fulfilling this function. For new ventures
that are dependent on referrals to access financial resource providers, our results show that
strong-tie referrals are more effective. In Table 13, we provide an overview of the findings.

These network findings seem to be draightforward;, however a new venture directly
accessing financial resource providers has to have certain characteristics that enableit to do
s0. Since these new ventures do not use their networks to build trust with the financia
resource providers, the other dimensions of the EiN modd have to fulfil this trust-building
function. For example, the results show that entrepreneurs with experience in the market
and in business are better able to access financia resource providers directly. Also, the
characteristics of the financial resource providers determine the effectiveness of accessing
them directly. The results show that direct access is more effective when accessing
financial resource providers that focus on lower risk levels and those that invest relatively
small amounts of money. Also, direct access seems to be more effective for financial
decisions that require the investor to have less complex knowledge. The use of referralsis
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most effective for new ventures that have low amounts of capital on the different
dimensions of the EiN model. They do not have the legitimacy to access the financial
resource provider directly and are dependent on their network partners to do so. Following
our multidimensional network approach, we also expected that the effectiveness of network
configurations is dependent on the characterigtics of thereferral source. Thiswas confirmed
since the findings indicate that referrals of business-oriented people seem to be more
effective than the referral s of technology-oriented people.

Table 13: HypothesesResults

Hypothesis 1a (Burt). New ventures having networks rich in structural holes are better

ableto identify various financia options and financial resource providers. S
Hypothesis 1b (Coleman). New ventures in cohesive networks are better able to identify NS
various financial options and financial resource providers.
Hypothesis 2a (Burt). For new venturesthat directly access financid resource providers S
having wesak ties will be favourable.
Hypothesis 2b (Coleman). For new ventures that directly access financial resource NS

providers having strong ties will be favourable.

Hypothesis 3a (Burt). When new ventures use referrasto access financial
resource providers, thereferra will be more effective when the new venture and NS
the referral source are weakly tied.

Hypothesis 3b (Coleman). When new ventures use referrals to access financial
resource providers, thereferra will be more effective when the new venture and S

thereferral source are strongly tied.

Hypothesis 4. The effectiveness of certain network configurations in financing new

ventures is contingent on the strategic, economic and cultura capitd of the actors S
involved.
S= Supported
NS=Not supported

The above conclusions have some implications for theory. First, within the one-dimensiona
network paradigm, having wesk ties is often related to having structural holes, whereas
having strong ties is often associated to having a closure type of network (e.g., Burt, 2000,
2005; Coleman, 1988, 1990; Mehra, Dixon, Brass, & Robertson, 2006). The results show
that therelation between positional and relational network characteristic isindependent. For
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example, new ventures with little industry experience seem to profit from anetwork rich in
structural holes combined with strong ties. In a broader sense, it was found that one-
dimensional network approaches cannot solely create a full understanding of the new-
venture financing process. The results show that the effectiveness of relational network
characteristics is, to a large extent, contingent on the strategic, economic and cultural
capital of the actorsinvolved in the financing events (e.g., Groen, 1994, 2005; Groen et d.,
2008). Therefore, multidimensional network research following the EiN mode is a
promising direction for future research. Subsequently, an addition is made to the literature
by providing more insght into the role of explicit referrals in the venture funding process.
We made a division between ‘direct access to financial resource providers and ‘access
through the use of a referra’. The referral role of networks has received little attention in
previous research (e.g., Batjargal, 2007; Batjargal & Liu, 2004; Lockett et al., 2006). The
findings contribute to knowledge about these referral mechanisms since we explore which
network ties are most the effective to activate for areferral. On top of this, we contribute to
a better understanding of the actor contingencies that influence the effectiveness of referral
mechanisms. We also show in this paper how the effectiveness of networks is dependent on
the stage of the financing process, hereby stressing the importance of a clear delineation of
processes when studying the role of networks. With our focus on the very early stages of
venture funding, we contribute to the literature because it is these early stages that have
received little attention in previous studies.

Next to the literature on networks, the paper also contributes to literature and practice
regarding referrals and signalling. First, we are better able to give tailor-made support for
new-venture entrepreneurs, because our findings show how the funding of new venturesis
contingent on the specific characteristics of the EiIN model. For example, we have provided
more understanding of the characteristics that make referrals more effective. Based on this,
we will be better able to advise entrepreneurs on the type of referrals to use to access
financial resource providers.

DIRECTIONS FOR FUTURE RESEARCH

This paper provides some interesting directions for future research. First, a quantitative
study on our research subject following the multidimensional EiIN mode would be an
interesting direction in order to statistically back up the case study findings. Also, it would
be interesting to research how the multiple dimensions of the EiN model interact. Secondly,
the study shows the positive role of prior functional business experience to the acquisition
of financia resources. In future research, it would therefore be interesting to find out
exactly why this is the case. Following the EiN mode, it would be fruitful to find out
whether the effect of prior functional experience is, for example, mediated by strategic,
economic, cultural or social factors. Third, it would be an interesting addition to also study
the perspective of the investor. This would provide more insight into the most effective
network configurations from their perspective. For example, it would be possible to study
the strength of the ties between a referral source and a financial resource provider and its
effect on the financing decision. Additionally, when combing this with the result of the
study from a new-venture perspective, it would be possible to study the effects of al kinds
of interactions. For example, we could study interactions between the strength of ties
between a new venture and a financial resource provider, a new venture and a referral
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source and between a financial resource provider and referral source. Another interesting
direction for future research is extending the role of networks with simply being connected
to a prominent partner without usng the connection as an explicit referral. This paper
mainly focused on the role of explicit referrals in accessing financing. However, previous
studies indicate that simply being connected to prominent partners can also have a strong
influence on financial resource providers in the actual financing decision. Therefore, future
studies could aso focus more on this network mechanism. In addition, we focused in this
paper on the role of networks in identifying and accessing financia resource providers. An
additional direction for future research would be to also focus on the actua investment
decision after connection is made with the financial resource provider. To conclude,
focusing on other resources using the EiN model would be an additional direction for future
research. Since we focused on the accessing of financial resource providers, future research
could also focus on the different network effects as identified in this paper for accessing,
for example, strategic capital or human capital.
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APPENDI X

Table 3: Main Information Sour ces Case A

New Venture- Information Source Tie

(Strength in 2006)

Contact Contact Contact Length

Intimacy Frequency inYears
Other entrepreneur Very well Weekly 6
Informal investor Very well Weekly 5
BD university Very well Monthly 5
Participation company Somehow Monthly > 10
Bank Very little Quarterly 7

Table 4: Inter connectivity Information Sour ces Case A
Other I_nformaJ _BD _ Participation Bank
entrepreneur | investor university company

Other entrepreneur XX - - 3 -
Informal investor XX XX 2 5 1
BD university XX XX XX 5 -
Participation company XX XX XX XX 3
Bank XX XX XX XX XX

XX = Not applicable
-=Noreation

1-5 = Assessment of the strength of tie by the entrepreneur
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Table5: Main Information Sour ces Case B

New Venture- Information Source Tie
(Strength in 2006)

Contact Contact Contact Length

Intimacy Frequency inYears
MT Very well Weekly 5-10
Board! Very well Monthly 5-20
Shareholders! Somehow Monthly 4-20

Table 6: Interconnectivity Information Sour ces Case B
MT Board! Sharehol ders!

MT XX 3 3
Board! XX XX 3
Sharehol ders! XX XX XX

XX= Not applicable
- =Nordétion

1-5 = Assessment of the strength of tie by the entrepreneur
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Table7: Main Information Sour ces Case C

New Venture- Information Source Tie

(Strength in 2006)

Contact Contact Contact Length
Intimacy Frequency inYears
Wife Very well Weekly 15
Other entrepreneur Very well Weekly 2
Other entrepreneur Somehow Weekly 2

Table 8: Inter connectivity Information Sources Case C

Wife Other entrepreneur Other entrepreneur
Wife XX - -
Other entrepreneur XX XX 5
Other entrepreneur XX XX XX

XX= Not applicable
- =Nordétion

1-5 = Assessment of the strength of tie by the entrepreneur
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Table9: Main Information Sour ces Case D

New Venture- Information Source Tie
(Strength in 2006)

Contact Contact Contact Length

Intimacy Frequency inYears
Employee Very well Weekly 4
University researcher Very well 2 Monthly 10
Manager at other company Very well Monthly 12
Manager at other company Somehow Monthly 4
Manager at other company Somehow Monthly 3

Table 10: Inter connectivity Information Sour ces Case D

. . M M M
University anager at anager at anager at
Employee ) cher other other other
company company company
Employee XX - 5 - 1
University XX XX 1 5 i
researcher
Manager at XX XX XX 1 -
other company
Manager at XX XX XX XX -
other company
Manager at XX XX XX XX XX
other company

XX= Not applicable
-=Noreation
1-5 = Assessment of the strength of tie by the entrepreneur
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ABSTRACT

Previous studies have shown that more experienced entrepreneurial teams have less
difficulty in acquiring venture capita (VC) funding. In this paper we are specifically
interested in the effects of two types of experience on the venture capitalist’s investment
decision, namely the start-up experience and the functional experience of the
entrepreneurial team. Using the *Entrepreneurship in Networks (EiN) model, we do not
only hypothesize the direct effect of prior start-up experience and functional business
experience on the venture capitaist’s funding decision; we also study to what extent these
relations are mediated by the effects of strategic capital and social capital. By doing so, we
are better able to disentangle the multiple effects that prior experience can have in venture
funding. Based on a sample of 138 VC funding decisions regarding early-stage technol ogy-
based ventures, we found that both the start-up experience and the functional experience of
the team have a strong, positive, and direct effect on the venture capitdist’s funding
decision. However, the mediating effects of strategic capital and social capital differ for the
two types of experience. Entrepreneurial teams with more extensive start-up experience
have higher reputations (strategic capital) but not significantly stronger ties to the venture
capitaligts (social capita). Entrepreneurial teams with more functional business experience
do have higher reputations aswell, but in addition to this, they also have stronger tiesto the
venture capitalists. For the funding decision, only the mediating effect of socia capita (as
measured by the strength of tie to the venture capitalist) has a significant impact on the
venture capitdig’s funding decision. The effect of strategic capital (as measured by
reputation) does not have an influence on the VC funding decision. These findings
contribute to the development of the EiN model, the literature on the role of prior
experience in entrepreneurship and the literature on V C decision-making.

INTRODUCTION

Many studies show how the prior experience of the entrepreneurs positively impacts the
entrepreneurial  process. For example, Shane (2000) shows how prior experience
contributes to the ability of entrepreneurs to spot new opportunities. Besides opportunity
recognition, prior research also shows that more experienced entrepreneurs have better
access to resources (e.g., Campbell, 1992; Shepherd, Douglas, & Shanley, 2000). Finally,
researchers have shown that prior experience aso has a positive effect on entrepreneurial
outcomes, since ventures started by more experienced entrepreneurs have higher survival
and growth rates (e.g., Delmar & Shane, 2006).

In previous research, the impact of multiple types of experience on the entrepreneurial
process was examined. The variables applied frequently are “years of industry experience”
and “number of ventures started before”. In this paper, the focus is on the start-up and
functional experience of the members of the entrepreneurial team. More specifically, the
focus is on the effects of prior start-up experience and functional business experience in
acquiring V C funding by technol ogy-based ventures. The claim that experienced teams will
be better able to acquire VC funding is evident; however in this paper, we go one step
further. The aim is to disentangle the total effect of a team’'s start-up and functional
experience in the VC funding process into multiple effects. This allows us to be more
precise about the benefits that these two types of experience bring to the table when
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applying for VC funding. In this paper, not only the direct effects of prior start-up and
functional business experience on the venture capitalist’s funding decision are studied but
al so the extent to which these relations are mediated by other factors.

By doing this, a contribution is made to human capital literature because a more complete
understanding is reached on the multiple effects that start-up experience and functional
business experience can have for entrepreneurial teams. Also, a contribution is made to the
literature because of the focus on two specific types of experience: start-up and functional
experience. Especially this last type of experience has received little attention in previous
literature as identified, aswell, by Delmar and Shane (2006). Finally, this paper contributes
to the literature on VC decision-making. Although previous studies have found that more
experienced entrepreneurial teams are more often funded (e.g., Hall & Hofer, 1993
Zacharakis & Meyer, 2000), it is still unclear exactly why this is the case. Is this only
because more experienced teams are better skilled or have more knowledge, or are there
also other effects of prior start-up experience and business experience that contribute to a
positive funding decision?

By disentangling the effects of prior experience into multiple dimensions, the findings
could have substantial practical implications as well. A more systematic understanding of
the specific effects of prior experience in the VC funding process will make entrepreneurial
teams better able to manage these effects, which will increase the probability of getting
funded. Related to this, when we know more precisdly what venture capitalists value in
entrepreneurial teams, we will be better able to support and train entrepreneurial teams in
applying for VC funding.

In the next section, the EiN model isintroduced. The EiN model isamodel that is designed
in order to study entrepreneurial processes. Based on this model, we deduce several
potential mediating effects between start-up experience and functional business experience
on the venture capitalist’ s funding decision. Subsequently, we will review the literature and
shape hypotheses regarding the multiple effects of start-up experience and functiona
business experience on the funding decision. After the theory section, the method- and data-
collection strategy is explained and subsequently the results are presented. We conclude
this paper by discussing the implications of this study to the literature and providing
suggestions for future research.

THEORY AND HYPOTHESES

The Entrepreneur ship in Networks Model: Disentangling Experienceinto
Multiple Dimensions

Before we e aborate on the more specific topic of this paper, we first explain the core model
that is used in this paper order to study entrepreneurial processes: the ‘Entrepreneurship in
Networks' (EiN) model. This modd is based on social systems theory (e.g., Groen, 1994,
2005; Groen, de Weerd-Nederhof, & Kerssen-van Drongelen, 2002; Groen, Wakkee & De
Weerd-Nederhof, 2008; Parsons, 1964, 1977) and is designed specifically in order to study
entrepreneurial processes. An overview of the EiN mode is provided in Figure 1. Even
though we do not explain thismode! in detail in this paper, it isimportant to note that based
on this model, a categorization of the types of capital relevant to the prior start-up
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experience and functional experience of entrepreneurid teams is deduced. These
dimensions are based on the basic definition of a social system as defined by Parsons
(1964).

“...asocial system consigtsin a plurality of individual actors interacting with each other
in a situation which has at leag a physical or environmental aspect, actors who are
motivated in terms of a tendency to the “ optimization of gratification” and whose relation
to their situations, including each other, is defined and mediated in terms of culturally
structured and shared symbols’ (Parsons, 1964, pp. 5-6).

Figure 1: The Entrepreneur ship in Networks M odel

Strategic Capital Economic Capital

Cultural Capital Social Capital

Four mechanisms are embedded in this definition: (1) interaction between actors; (2)
striving for goal attainment; (3) optimization of processes; and (4) maintenance of patterns
of culturally structured and shared symbols. Each of these mechanisms is related to a
specific capital attribute of the actors involved. ‘ Striving for goal attainment’ (mechanism
2) deals with strategic goals and the position strived for, and is labelled as strategic capital.
Strategic capital also refers legitimacy and reputation issues surrounding the organization.
‘Optimization of processes (mechanism 3) refers to the efficient organization of
entrepreneurial processes and is quite straightforwardly related to money as the basic
resource, i.e., economic capital. ‘Pattern maintenance and institutionalization of shared
symbols' (mechanism 4), are embodied in cultural capital, as they can be found in an
organization’s values, knowledge, skills, experience, and technology. Finally, ‘Interactions
between actors (mechanism 1), is related to the social network capital. The central
assumption of the EIN modd is that enterprises will need sufficient ‘capita’ to be
sustainable over time. This implies that entrepreneuria teams need to have or have access
to sufficient strategic, economic, cultural and social capita to establish aviable enterprise.
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In each interaction between actors, the four types of capital play arole. In terms of the EiN
model, we are interested, in this paper, in the question of how the cultural capital (start-up
experience and functional business experience) of the entrepreneurial team contributes to
the acquisition of economic capita (VC funding). Based on the EiN modd, it can be
deduced that the total effect of functional business experience at start-up could be mediated
by a strategic capitd and a social capital effect. For example it could be that venture
capitalists do not invest in experienced entrepreneurial teams only because of their
knowledge and skills, but also because of their reputation (strategic capital) or because of
their exiging ties to the venture capitalist (social capital).

Prior Experience and its I mpact on the Entrepreneurial Process

Before hypotheses are shaped regarding the multiple effects of prior experience in funding
new ventures, literature that focuses on the role of prior experience in the broader context
of entrepreneurship isreviewed. In current literature many researchers have focused on the
benefits of prior experience of entrepreneurial teams to the garting of new ventures. In this
section, we first review studies that focus on the benefits of three types of experience to the
entrepreneurial process. These three types of experience, studied in the past, are industry
experience, start-up experience and functional experience. The firg type of experience,
industry experience, has had substantial attention from researchers. Researchers have
studied the effects of industry experience on both the survival and growth of new ventures.
For example, researchers have found evidence that individual entrepreneurs with more
industry experience have a higher chance of new-venture survival (e.g., Bates & Servon,
2000; Bosma, van Praag, Thurik, & de Wit, 2004; Briderl, Preisendorfer, & Ziegler, 1992;
Cooper, Gimeno-Gascon, & Woo, 1994). Added to this, Colombo and Grilli (2005) found
that ventures that are started by teams with more industry experience have higher growth
rates.

The second type of experience that is studied extensively in the literature is start-up
experience. First, evidence is found that individuals, who have started companies in the
past, are more likely to do so in the future (Shane & Khurana, 2003). Added to this,
Cooper, Woo, and Dunkelberg (1989) found that ventures of entrepreneurs that have owned
a business in the pagt have higger sart-up sizes. Subsequently, when experienced
entrepreneurial teams dart a new venture, researchers have found that they have a higher
chance of survival (Demar & Shane, 2004; Taylor, 1999). One step further, it has been
shown that start-up experience also contributes to the performance of a new venture. For
example, evidence is found that ventures founded by experienced entrepreneur(ial team)s
have higher sdes figures (Ddmar & Shane, 2006; Dyke, Fischer, & Reuber, 1992) and
grow faster (Colombo & Girilli, 2005).

A third type of experience that has attracted the interest of researchers in entrepreneurship
is functional experience. Many researchers have acknowledged that the industry and start-
up experience of firm founders do not provide information on the actual content and quality
of the activities conducted by these entrepreneurs in their previous activities (e.g., Delmar
& Shane, 2006). Functiona experience is therefore an interesting area of research and has
been researched by many, who often relate functional experience to some kind of
performance measure. In line with the literature on industry and start-up experience,
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functional experience has been found to have a positive effect on entrepreneurial entry. For
example, Kim, Aldrich and Keister (2006) found that managerial experience is positively
associated with entrepreneuria entry to a significant extent. Besides the fact that people
with a more extensive functional background start businesses more often, they also have a
higher chance of survival (Bosma et al., 2004; Brider| et al., 1992; Wash, Kirchhoff, &
Boylan, 1996). In addition to contributing to entrepreneurial entry and survival, functional
experience also has a positive effect on new-venture growth and profits. For example,
Chandler (1996) researched how the past experience of a founder affects the success of new
ventures. He found that this is especialy true when there is similarity between the task
environment of the new venture and the task environment in his or her previous job.
Colombo and Grilli (2005) found, in their study, that it is the technical working experience
of entrepreneurial teams as opposed to their commercial working experience that
determines the growth of new ventures.

In conclusion, it can be stated that there is substantial support for the benefits of the
multiple types of experience to entrepreneurial entry, survival, profits and growth.
Therefore, we go one step further in this paper and research what it is exactly about
experience that makes it so beneficial to the entrepreneurial process. Researchers often
relate experience to some kind of performance measure without exactly specifying the
effects of the experience that could explain this relationship. In this paper, the focus is on
the start-up experience and functional business experience of start-up teams and how this
contributes to their ahility to acquire VC. We also research, using the EiN model, to what
extent the relations between these two types of experience and acquisition of VC funding is
mediated by a team's strategic capital (as measured by reputation) and a team’'s social
capital (as measured by the tie between the team and the venture capitalist). We aso take a
clear team perspective in this paper. In the literature discussed above, no clear distinction is
made between ventures that are started by individual entrepreneurs and ventures that are
started by a team. However, since entrepreneurial teams are more relevant in the context of
VC, as opposed to ventures started by individual entrepreneurs, we chose to take the
entrepreneurial team as a unit of analysis. This is in line with previous studies of prior
experience in the context of VC (e.g., Beckman, Burton, & O'Reilly, 2007; Burton,
Sorensen, & Beckman, 2002; Higgins & Gulati, 2003, 2006). Therefore, in the hypotheses
section, we mainly build on the findingsin VC literature that focus on the team level.

Prior Experience and its Effect on Economic Capital Acquisition

In the following sections, hypotheses are shaped on the multiple effects of prior experience
in the specific context of funding technology-based ventures. The hypotheses are
constructed based on the literature that specifically focuses on the role of prior start-up
experience and functional experience in the acquisition of financial resources. The first
relationship we hypothesize is the direct relationship between prior start-up experience and
the acquisition of VC funding. This relationship is often explained by the higher leves of
skills and knowledge of more experienced teams. For example, Reuber and Fischer (1994),
in their study, show how the direct relation between multiple types of experience and the
performance of afirm is mediated by the expertise acquired during these experiences by the
entrepreneur. In the context of VC, Wright, Robbie and Ennew (1998) looked at the
specific skills of more experienced entrepreneurs and found that venture capitalists prefer to
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invest in experienced entrepreneurs because they have a better “commercial awareness’.
Start-up experience and its related skills and knowledge are, in turn, beneficial to the
process of getting funded by venture capitalists (Clark, 2008). The studies above were
conducted taking the individual entrepreneur as a unit of analysis. However we expect that
this knowledge and skill rationale can be applied to ventures started by entrepreneuria
teams as well. At this entrepreneuria team level, multiple researchers have found evidence
that venture capitalists prefer to invest in entrepreneurs that have started businesses in the
past (e.g., Beckman et al., 2007; Cohen & Dean, 2005; Franke, Gruber, Harhoff, & Henkel,
2006; Zhang, 2007).

Researchers that focus on VC decision-criteria also show how the prior functional
experience of entrepreneurial teams is an important decision-criterion in VC decisions
(Beckman et al., 2007; Burton et al., 2002; Hall & Hofer, 1993; MacMillan et a., 1987).
This positive relation between prior functional experience of the entrepreneurial team and
VC funding decision is aso often explained by referring to the higher level of skills and
capabilities that these teams possess (MacMillan, Siegel, & Narasimha, 1985; MacMillan,
Zemann, & Subbanarasimha, 1987; Muzyka, Birley, & Leleux, 1996; Reuber & Fischer,
1994; Tyebjee & Bruno, 1984; Zacharakis & Meyer, 2000). Based on the EiN mode and
the findings summarized in this section, we therefore expect that the cultural capital, as
measured by the start-up experience and the functional experience of the entrepreneurial
team, is positively related to the team’s ability to acquire VC funding. Therefore
Hypotheses 1aand 1b are as follows:

Hypothesis 1a. Entrepreneurial teams with more start-up experience will have a
higher probability of getting VC funding.

Hypothesis 1b. Entrepreneurial teams with more business experience will have a
higher probability of getting VC funding.

The Mediating Effect of Strategic Capital

As dready stated in the previous section, the positive effects of experience are primarily
explained by referring to the higher level of skills, capabilities and knowledge of more
experienced teams. As can be deduced from the EiN modd, it can be expected that the
influence of knowledge, skills and capabilities effect (all characteristics that could be
labelled as cultural capital) are not the only effects that could explain the positive effects of
prior experience to the entrepreneurial process. Strategic capital can be identified as a
second explanation of the positive effect of experience. Strategic capital refers to a new
venture' s prominence, reputation and power position. Our expectation is that this strategic
capital effect mediates the direct relations between prior start-up and functional experience
and the venture capitalist’ s funding decision.

Previous research provides evidence that the reputation and prominence effect of prior
start-up experience has a substantial impact on the future ventures of these experienced
entrepreneurs. For example, Westhead, Ucbasaran and Wright (2005) studied serial and
portfolio entrepreneurs and asked them to rate twelve assets resulting from their prior
experiences. They found that the building of a reputation was the most important asset
resulting from prior experience as perceived by serial entrepreneurs. This reputation asset
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was ranked second by portfolio entrepreneurs. These findings show how important this
reputation effect of start-up experience is in the perception of entrepreneurs. This
mechanism was confirmed by Petkova (2006). In her dissertation, she found that new
ventures started by entrepreneurial teams that have start-up experience have higher
reputations. More importantly, she also found that this reputation significantly contributes
to aventure' s performance.

The mediating effect of strategic capital also plays an important role for the second type of
experience that is studied in this paper: functional experience. Not only start-up experience
seems to benefit reputation. A reputation can also be built when working for a company
you do not own yoursdlf. For example, Burton et a. (2002) suggest that the structural
positions of prior employers have a substantial impact on the ability of entrepreneurial
teams to acquire resources. The prominence following these prior employers provides
benefits to the reputation of the entrepreneurs, reducing the uncertainty surrounding new
ventures as perceived by external stakeholders. In the specific context of venture financing,
Burton et al. (2002) find that entrepreneurial teams with higher prominence based on these
prior employment positions are more likely to obtain financing. Higgins and Gulati (2003,
2006) have confirmed these results and also show how prior working experience
contributes to an increase in prominence and how this prominence affects investor
decisions.

Based on these findings and the EiN model, we expect (1) that teams that have more start-
up experience and functional business experience will have higher reputations. We also
expect (2) that this reputation effect in itself could also have a direct effect on a venture
capitalig’ s funding decision. Therefore Hypotheses 2a, 2b and 2c are;

Hypothesis 2a. Entrepreneurial teams with more start-up experience will have
higher reputations.

Hypothesis 2b. Entrepreneurial teams with more functional business experience will
have higher reputations.

Hypothesis 2c. Entrepreneurial teams with higher reputations will have a higher
probability of getting funded.

The Mediating Effect of Social Capital

To conclude this hypotheses section, one additional explanation of the positive effect of
gtart-up experience and functiona experience in VC funding decisions is identified. This
additional effect is the social capital effect and is aso deduced from the EIN modd. In
addition to the direct relation between prior experience (cultural capital) and the venture
funding decision and the mediating effect of strategic capital, thisisthefinal dimension that
could mediate the direct relation between team experience and the venture capitalist’s
funding decision.

In past decades, there have been many studies that have focused on the benefits of social
capital to the entrepreneuria process (for a review see Hoang & Antoncic, 2003). An
interesting study in the context of start-up experience and VC funding is conducted by
Zhang (2007). He found that entrepreneurial teams consisting of individuals that have

126



PART 2: CHAPTER 4

started V C-backed ventures have better connectionsto VC firms and that these connections,
in turn, are beneficial to the funding process. His results show that entrepreneurs that have
these connections from previous ventures raise more VC and acquire it more quickly.

Researchers who focus on the functional experience of start-up teams find Smilar results.
For example, many researchers show how functional experience linksthe team to a network
of employees, suppliers, investors and customers (e.g., Campbell, 1992). This implies that
functionally experienced entrepreneurial teams have richer and more extensive networks in
place when they start their ventures. Secondly, researchers have shown how these diverse
networks are, in turn, beneficial to the venture capitalist’s funding decision. Beckman et a.
(2007) showed, for example, how these diverse affiliations of entrepreneurial teams have a
positive impact on the acquisition of VC. The importance of these networks to the
acquisition of VC is also shown by Shane and Cable (2002) and Shane and Stuart (2002)
who found that direct and indirect ties between entrepreneurial teams and seed-stage
investors influence the screening of ventures to be funded through a mechanism of
information transfer.

One step further, Batjarga (2007) and Batjargal and Liu (2004) focus on the actual network
‘tie strengths' that are most effective for the acquisition of VC. In ther research, they focus,
in depth, on referral mechanisms and find support for their premise that new-venture teams
will have a higher probability of acquiring VC funding when the ties between the
entrepreneurial team, the referral source and the venture capitaist are strong. In this study,
the focus is only on the dyadic tie between the entrepreneuria team and the venture
capitalig. Based on these findings, we expect (1) that entrepreneurial teamswith more start-
up experience and functional business experience will more often have existing strong
connections to the venture capitalists and that (2) the existence of these strong connections
contributes positively to a venture capitalist’s funding decision. Therefore, the hypotheses
regarding the mediating effects of social capital are asfollows:

Hypothesis 3a. Entrepreneurial teams with more start-up experience will have
stronger tiesto venture capitalists.

Hypothesis 3b. Entrepreneurial teams with more functional business experience will
have stronger ties to venture capitalists.

Hypothesis 3c. Entrepreneurial teams that have strong tiesto venture capitalists will
have a higher probability of getting funded.

In Figure 2, the relations we hypothesized in the previous sections regarding the multiple
effects of start-up and functional experience on the acquisition of VC funding are
summarized.
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Figure 2: Research M odel and Hypotheses
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METHOD AND DATA

Sample

In order to test the hypotheses, data was collected by conducting 57 interviews with VC
firms in The Netherlands and Sweden. We chose to interview venture capitalists in two
(similar) countries since the population of early-stage venture capitalists in each of these
two countries was too small to reach sufficient response levels. An additiond criterion was
that the venture capitalists invest in technology-based ventures. These venture capitalists
were identified by constructing a database of venture capitalists based on the information
from the national VC associations of The Netherlands and Sweden. Subsequently, VC
industry experts were consulted in both countries to check whether the venture capitalists
still existed and whether the venture capitalistsreally invest in early-stage technol ogy-based
ventures. Following this method, a total population of 102 early-stage VC funds in The
Netherlands and Sweden was identified. By conducting interviews with 57 of them, more
than 50% of the population was covered. We also compared the characterigics of the
interviewed VC funds to the funds that were not interviewed. We checked whether these
two groups differ regarding, for example, location, the sources of their funds, their
investment focus and the number of deals they had made. We did not find differences
between the interviewed funds and the funds that were not interviewed. Based on this
finding, and the fact that more than 50% of the population was interviewed, we can
conclude that our sample of VC funds is a good representation of the population. We
interviewed investment managers that were responsible for the daily selection and
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screening of new deals. The length of the interviews varied between 1,5 and 2 hours. The
interviews were structured and data was checked with publicly-available sources.

We collected data on both funded and unfunded entrepreneurial teams. To begin with, the
venture capitalists were asked to provide the most recent example of a funded
entrepreneurial team. After this, we also asked them to provide the most recent example of
an unfunded proposition in which the characterigtics of the team were the main reason not
to invest in the venture. In this way, we made sure that there were no other reasonsthat lead
to the decision not to invest (such as, market, srategic fit, or location). For both the funded
and unfunded entrepreneurial teams, the venture capitalists were asked to come up with
examples in which they had, at least, one meeting with the entrepreneurial team. The reason
for this is that it is precisdy in this firsd meeting that the characteristics of the
entrepreneurial team become important in the VC decision—making process (Heuven,
2008). Before this stage, the team characteristics are less important because a good business
plan or areferral can help the entrepreneurial team to get a first meeting, even when the
venture capitalis does not have any information about the actual members of the team.
Thereisalso apractical reason for this, because when venture capitalists have not met with
the team, it is harder for them to give answers to the specific questions on characteristics of
the entrepreneuria team. In total, this yielded in-depth information on 138 deals that were
considered for funding.

M easur ement

Since the unit of analysis was the level of the entrepreneuria team, we treated the
entrepreneurial team as one homogeneous group. The dependent variable is concerned with
the economic capital effects of the venture capitalist’s decision and was measured as a
dummy variable indicating whether the proposition was funded or not. Where possible,
existing scales were used to measure the independent variables; for several types of capital,
we developed new scales ourselves. For cultural capital, both a measurement for start-up
experience and a measurement for functional business experience were used. Start-up
experience was measured by the number of previous ventures started by the team members.
Business experience was measured by four items that measured the functional experience
of the entrepreneurial team before meeting the venture capitalist regarding the proposition.
These four items consisted of seven-point Likert scales indicating the background of the
entrepreneurial team as a whole in, respectively: strategy, financing and marketing/sales
and management (o= .92). Because of our limited sample size, we did not create a latent
congtruct for functional business experience. Ingead, we used the average score of these
four items in the analysis to gain degrees of freedom. The strategic capital of the new
venture was measured by reputation. Reputation was measured as the number of Internet
search engine hits of the entrepreneurial team members at the date of the approach to the
venture capitalist with the proposition. When there were more entrepreneurs starting a
venture, the scores for the individual reputations of the team members were summarized. A
search engine that alowed us the see how many hits the entrepreneur(s) had at a certain
date in the past was used. In the analysis, we used the Log transformed values of the
reputation scores. This measurement of reputation by media appearance was adapted from
Petkova (2006). This approach could have some limitations. For example, someone can
have many search engine hits because of things irrd evant to entrepreneurship. It could also
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be that someone has many hits but that these hits contain alot of negative information on
the entrepreneurs. In this case, an entrepreneur can have a high reputation but for the wrong
reasons. In order to overcome this we checked, the first 50 hits of each team member’s
name to see whether these hits contained clear negative information on the team member.
In the data, we did not find any team member for whom the hits contained clear negative
information. Added to this, our measurement of reputation isalso supported by the work of
Petkova (2006). In her study, she looked not only at the number of media appearances, but
also at media tenor. She found that the number of media appearances had a significant
positive effect on venture performance. Media tenor, which looked at the positive/negative
content of these media appearances, did not have any significant effect on venture
performance. This shows that the number of media appearances is a better predictor of
venture performance than media tenor in our study. We expect, therefore, that for our study,
thisvariableis also a good indicator for reputation. Finally, social capital was measured by
the entrepreneurial team’ s existing tie to the venture capitalist at the date of the approach to
the venture capitalist with the proposition. This tie was measured using two items. These
two items were adapted from Granovetter (1973; Scholten, 2006). They measured both the
affinity and frequency of contact between the venture capitalis and the entrepreneurial
team. For affinity, the venture capitalists were asked how well they knew the team
members when they were contacted for the firgt time with the proposition. The answer to
this question was scored in four boxes: (1) not at dl (2) very little (3) somehow, and (4)
very well. Frequency of contact was measured through four boxes: (1) never spoken before
(2) once a year (3) once a month, and (4) once a week. Subseguently, the scores on these
items (O - 3) were combined to create one ordina ‘tie strength’ variable.

Descriptive Statistics and Analysis

The data were analyzed using structural equations modelling. LISREL was used in order to
be able to disentangle the multiple effects of experiencein obtaining VC funding. In Tables
1 and 2 some brief descriptives of the data are provided. Because several variables in this
study violated the assumption of normality, we decided to run the LISREL analysis based
on an asymptotic covariance matrix®. We also chose to apply ‘weighted |east squares’ asthe
estimation method. The advantage of this method is that this method makes no assumptions
concerning the distribution of the observed variables.

® In order to check the robustness of our results, we also ran the LIREL analysis based on a
polyserial correlation matrix. Regarding the actua testing of hypothesis, the use of a
polyserial correlation matrix would have made no difference when compared to the results
presented in this paper. This result shows support for the robustness of the model s we found
based on the asymptotic covariance matrix (Bollen, 1989).
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Table 1. Descriptives of Team Char acteristics

N Min Max Mean S. D.
X1: Functional business experience 138 1 7 4.254 1.706
X2: Number of ventures started 138 0 4 .700 1.021
X3: Reputation 138 0 3.29 .824 971
X4: Tie grengthtothe VC 138 0 6 .768 1.701

Table 2: Correations between Variables

X2 X3 X4 X5

X1: Functional business experience .403** .301** .290** T97**
X2: Number of ventures started 1 .354** .212* .501**
X3: Reputation 1 267 294 *
X4: Tiedrengthtothe VC 1 378+
X5: Funding decision 1

*  p<.05 (two-tailed)

** p< .01 (two-tailed)

RESULTS

Before the individual parameters are discussed, we first assess the ‘ Goodness of Fit' of the
LISREL modd asawhole. First of all, the model as proposed in the hypotheses section was
tested. Theresulting model isamode that does not fit the data very well. For one thing, the
Chi Square has a value of 2.14 with a corresponding p-value of 0.14. Additionaly, the
RMSEA has a value of 0.09, which also provides support for a misfit between the model
and thedata. In Figure 3, the model that resulted from running the full model as proposed in
the hypotheses section is summarized. The numbers in the model are the t-values of the
hypothesized relations.

In order to improve the modd fit, the relations that were inggnificant were deleted.
Therefore the indgnificant hypothesized relation between start-up experience and tie
strength and the relation between reputation and funding-decision were deleted. The
resulting model is presented in Figure 4. The modd has a Chi Square of 3.50 with a
corresponding P-value of 0.32. In addition, the RSMEA has a value of 0.035 and the RMR
avalue of 0.06. The GFI has a value of 1.00. These statistics show that the modified model
fits the data well. The modified model had an R® of 0.69 meaning that 69% of variance in
the funding decisions regarding characteritics of entrepreneurial teamsis explained by the
model. In the next paragraphs, we discuss the individual relations in our model in order to
test our hypotheses.
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Figure 3 & 4: Model before and after Modification, T-Values
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Start-Up and Functional Experience and the Venture Capitalist’s Funding
Decision

The first set of hypotheses is concerned with the direct effect of functional experience and
start-up experience on the funding decision. The results show support for Hypothess 1a.
The relation between start-up experience and the funding decision is highly significant (p<
.01) and in the direction hypothesized. This means that those entrepreneurial teams that
started companies in the past have a significant higher probability of getting VC funding.
Hypothesis 1b is confirmed as well. Again the relation isin the direction hypothesized and
highly significant (p< .001). By looking at the standardized solution, the effect sizes of
gtart-up and functional experience on the funding decision can be compared. The
standardized results of the adapted model are provided in Figure 5. When comparing the
size of the effect of start-up and functional experience, we can see that the effects size of
functional experience is about 3.5 times bigger than the effect size of start-up experience.
This means that functional experience is a stronger predictor for the funding decision than
gtart-up experience. Thus, both Hypotheses 1a and 1b were confirmed.

Mediating Effect of Strategic Capital

In Hypothesis 2a, we expected that those entrepreneurial teams with start-up experience
would have higher reputations. The results show a highly significant positive effect of start-
up experience on reputation (p< .025). This means that Hypothesis 2a is confirmed. For
entrepreneurial  teams with more functional experience, a higher reputation was
hypothesized in Hypothesis 2b. In the model, a significant effect of functional experience
on reputation was found (p< .05), meaning that Hypothesis 2b is confirmed as well. When
comparing the coefficients in the standardized solution between start-up experience and
reputation and between functional experience and reputation, it can be concluded that start-
up experience is a stronger predictor for reputation than functiona experience (.26 against
19).

In Hypothesis 2c, we expected that those teams that have more strategic capita as measured
by reputation will have a higher probahility of getting VC funding. Figure 3 shows that the
hypothesized relation between reputation and the funding decision is insignificant.
Therefore Hypothesis 2c is not supported. Although the relation is insignificant, it is
remarkable to see that the direction of the relation isin the opposite direction to Hypothesis
2c. Thisindicates that it might even have a negative impact on the funding decision when a
team consists of members with high reputations.
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Figure 5: M odel after M odification, Standar dized Results
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Mediating Effect of Social Capital

Based on the EiN model, we deduced that one additional dimension could play a mediating
role in the relation between experience and the funding decision, namely the ‘social capital’
dimension. In Hypothesis 3a, we expected that entrepreneurial teams with more start-up
experience would have a stronger tie to the venture capitalist that they approach for
funding. As can be seen in Figure 3, the relation was in the direction hypothesized but not
significant. Therefore, Hypothesis 3a was not supported. For entrepreneurial teams with
more functiona experience, we also expected that they would have stronger ties to the
venture capitalist when they approach him for funding. The relation between these variables
isin the direction hypothesized and is highly significant (p< .001), so it can be concluded
that Hypothesis 3b is confirmed by the model. When comparing the indirect effect of
functional experience to the direct effect of functional experience, we see that the effect
size of the direct effect is much higher than that of the indirect effect. Thisimplies that the
magnitude of the mediating network tie is quite small compared to the direct effect of
functional experience on the funding decision.

In the lagt hypothesis (3c), we expected that those entrepreneurial teams that have stronger
ties to the venture capitalis would have a higher probability of receiving funding. The
results show that the relation that was hypothesized is again in the direction that was
expected and highly significant (p< .01). Therefore we can conclude that Hypothesis 3c is
confirmed as well. When comparing the sandardized effect sizes of start-up experience,

134



PART 2: CHAPTER 4

functional experience and strength of tie to the venture capitalist, we can conclude that the
network tie between the entrepreneurial team and the venture capitalist is a quite strong
predictor of the funding decision as well. We already discussed that the standardized effect
of functiona experience is 3.5 times larger than the standardized effect of start-up
experience. When comparing the standardized effect on the funding decision of a team’'s
start-up experience to the standardized effect of the network tie, we see that the effect sizes
are quite similar (.18 againg .16).

CONCLUSIONS, CONTRIBUTIONS AND IMPLICATIONS

In this paper we tested how two specific types of cultural capital, namely the start-up
experience and functional business experience of entrepreneuria teams, influence the
venture capitalig’s funding decision. We did this by disentangling the effects of these types
of experience into three types of sub-effects that were deduced from the EiN model. These
three types of effects are (1) a cultural capita effect as measured by prior start-up and
functional experience (2) a strategic capital effect as measured by the team'’s reputation,
and (3) a socia capital effect as measured by the team'’s tie to the venture capitalist. To
study these effects, data was collected on 138 VC funding decisions in both The
Netherlands and Sweden. We found that that both start-up experience and functional
experience have a strong direct positive effect on the venture capitalist’s funding decision.
However, the two types of experience are mediated by a strategic capital and socia capital
effect in different ways.

The findings contribute to the literature in several ways. First of all, the findings provide
some implications for the EiN model in the context of VC financing (e.g., Groen, 1994,
2005; Groen et al., 2002, 2008). We hypothesized that three types of entrepreneurial team
characteristics influence the venture capitalist’s funding decision: strategic, cultura and
social characteristics. The findings show that the strategic dimension, as measured by the
team’s reputation, does not have a significant impact on the funding decision. We should
therefore research more extensively the conditions under which certain dimensions of the
EiN moded are most influential, in order to better adapt it to specific situations.

A second way in which an addition is made to the literature is the focus on start-up
experience and functional experience. In current research, several approaches to experience
are applied. The variables applied most frequently are ‘years of industry experience’ and
‘number of ventures started previoudy'. In this paper, we focused on the start-up
experience and functional background of the teeam members. Thisladt type of experienceis
identified particularly by Delmar and Shane (2006) as a type of experience that has
received little attention in the literature. Added to this, a contribution is made to the
literature by disentangling the multiple effects of a team’s prior start-up experience and
functional business experience on the funding decisions of venture capitalists. By
disentangling the total effects of start-up experience and functional experience into multiple
dimensions, a more detailed understanding is achieved of the benefits of experience to the
acquisition of VC funding. For example, the results show that the direct effects of start-up
experience and functional experience on the venture capitalist’ s funding decision are highly
significant. When looking at the mediating effects of reputation (strategic capital) and tie
strength to the venture capitalist (socia capita), the mediating effects differ for the two
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types of experience. Regarding start-up experience, the results show that entrepreneuria
teams with more start-up experience do have higher reputations but do not have
significantly stronger ties to the venture capitalists compared to teams that lack this
experience. For functional business experience, the results are dightly different.
Entrepreneurial teams with more functional business experience do have higher reputations
aswell, but do also have stronger ties to the venture capitalists. In a further sep, when we
look at the impact of these mediating effects on the funding decision, it can be seen that the
reputation (strategic capital) of an entrepreneurial team does not have an impact on the VC
funding decision. For the socia capital dimension, we see that a strong tie between the
venture capitalist and the entrepreneurial team does contribute significantly to a positive
funding decision.

Related to this, the study also contributes to the literature on VC decision-making.
Although previous studies show that more experienced entrepreneurs have a higher
likdihood of getting funded, it is not yet clear what exactly causes this relation (e.g.,
Beckman et al., 2007; Burton et a., 2002; Hall & Hofer, 1993; MacMillan et a., 1987).
These relations are mainly studied without looking at mediating or moderating effects. The
results show that the benefits of start-up experience in the VC funding process mainly liein
the cultural capital area (knowledge, skills). For ‘prior functiona business experience’, the
benefits are most prominent in cultural capital and social capital. Added to this, the results
show which dimensions of the EiIN model are perceived as most important to the venture
capitalig’s funding decision. It is interesting to note, in this context, that the strategic
capital, as measured by a team’ s reputations, does not appear to play any role in the venture
capitalig’s funding decision. This strongly supports the notion that venture capitalists
actualy rely on their own judgment of the entrepreneurial team and that they do not care
how well certain entrepreneurs are known in the wider context. This aso explains the
importance of the significant effect of social capital on the funding decision.

This study has substantial practical implications. Because we now know exactly what
experience brings to the table and how the various types of EiN capital of the team
contribute to a postive funding decision, we are better able to advice and train
entrepreneurs looking for VC funding. For example, the findings show that the cultural
dimension of prior experience is the most influential in the venture capitaist’s decision.
Compared to these effects, the social capital dimension plays a minor role. This means that
when we want to help entrepreneurs in obtaining VC funding, improving their knowledge
and skills might be a better strategy than giving them network support.

LIMITATIONS AND FUTURE RESEARCH

Although this study has made several contributions to both the literature and to practice,
there are some weaknesses in this study. First of all, the sample we used is rather small. A
bigger sample could have provided more analytical opportunities. Second, due to practical
considerations, the data was only collected from a venture capitalist’s perspective. In many
cases, we were not able to triangulate their input with other sources. This was mainly
caused by the fact that many venture capitaligs did not want us to contact the actual
entrepreneurial teams that were discussed during the interviews. Added to this, we took the
entrepreneurial team as a unit of analysis and in collecting data, the teams were treated as
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one homogeneous group. However, in the literature, evidence is also found that, for
example, team heterogeneity is an important predictor for a venture' s financial performance
(Hayton & Zahra, 2005) and its ability to acquire financia resources (e.g., Zimmerman,
2008). In this study, we did not collect data on the level of the individual team members.
Therefore, we were not able to look into heterogeneity issues as well. This can be regarded
as a shortcoming of the study.

Although this paper has some interesting implications, we can aso identify some
interesting directions for future research based on these results. Firg of al, the question is
raised as to whether the findings would be similar if we did not look at a team'’s start-up
and functional experience alone, but also at its industry experience. For example, it could
be that reputations are not important in a venture capitalist’s funding decision when looking
at start-up and functional experience, but that they do play a role when looking at other
types of experience. Second, we could aso look into the (side) effects of experience in
other stages of the VC funding process. For example, we found that reputations do not
matter in the venture capitalist’s funding decision. Although reputation is not important in
the actual decision, it could play an important role in, for example, arranging the first
meeting with the venture capitaist. For example, when a venture capitalist already knows
about an entrepreneur, he could be more willing to plan a meeting. An additional area for
future research would be to see whether there are differences in the effects of start-
up/functional experience, reputation and pre-existing network ties between various types of
venture capitalists. For example, do al venture capitalistsrely on their own judgment of an
entrepreneur’s cultural capita, or are there types of industries where venture capitalistsrely
on reputations and social ties more extensvely in taking investment decisions? Added to
this, it would be interesting to see how the experience, knowledge and reputation of the
venture capitalist himself plays role. It would also be interesting to see whether the direct
and mediating effects of a team’s start-up and functional experience also influence
decisions on the provision of other types of resources. For example, are the mediating
effects of functional experience the same for decisions of potential employees when they
consider working for the venture?
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ABSTRACT

Early-stage technology-based ventures often have difficulties in acquiring the financial
resources needed for growth. Technology-based ventures face a ‘liability of newness and
therefore potential investors face a great deal of uncertainty when investing in this type of
venture. Previous research has shown several strategies that ventures can pursuein order to
overcome ‘the liability of newness'. In this study, the focusis on one of these strategies: the
use of explicit third party referrals when connecting to venture capital (VC) firms. Therole
that referrals can play for new ventures has been widey acknowledged; however the
specific characteristics that make one referral more successful than another have received
little attention. Based on the ‘ Entrepreneurship in Networks' (EiN) model, a modd to study
entrepreneurial processes, four types of referra capital that could be influential in
connecting new ventures to VC firms are deduced. These four types of capital are strategic,
economic, cultural and social capital. Based on a sample of 84 referrals involved in early-
stage VC deal flow, we find that two types of capital of the EIN model drive the success of
the referral. Firdt, the referral involved in ded flow is more successful when the referral
source has a strong functional background in business (cultura capital). Second, venture
capitaligs rely heavily on referrals from people with whom they have strong ties (social
capital). These findings have important implications for the development of the EiN model
and the literature on social networks, signalling and VC.

INTRODUCTION

Because of ‘the liability of newness surrounding technology-based ventures, this type of
new venture often has problems in acquiring the financial resources needed for growth. The
uncertainty regarding, for example, the market, the technology and the team causes a
reluctance on the part of resource providers to provide resources to the venture. In order to
overcome this problem, there are many strategies a venture can pursue to decrease the
uncertainty as perceived by resource providers. In this paper, the focus is on one of these
strategies: the use of explicit third party referrals. The role of referrals is studied in the
context of getting access to one particular type of financial resource providers: VC firms.
Many researchers have stressed the importance of referrals in a venture capitalist’s deal
flow. The literature reveals differences in the percentage of deals that come to venture
capitaligts by third party referral, varying between 46 and 65% (e.g., Jugel, 2001; Tyebjee
& Bruno, 1984; Vater, 2002; Wdlls, 1974).

By focusing on the explicit referrals involved in VC deal flow, several contributions are
made to the literature. Firg of all, a contribution is made to literature on the role of
networks, more specifically third party referrals, in the resource acquisition process of new
ventures. Thus, we respond to the cal of Lockett, Ucbasaran and Butler (2006). In their
review paper, they argue that in a VC context, the focus should not only be on the
entrepreneurial team-venture capitalist dyad but also on the broader set of actors involved
in the funding process. A contribution is also made to network literature since a
multidimensional approach to the referral characteristics is applied, while current
approaches usually take a one-dimensional approach by, for example, only focusing on the
network characteristics regarding these referrals. These one-dimensional approaches often
lead to fragmented findings (Batjargal, 2007; Batjargal & Liu, 2004; Jenssen, 2001).
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Related to this, a contribution is made to the literature on new-venture signalling. When
entrepreneurs know more about the characteristics that make third party referras most
effective, they also know which parties they should use to signa quality and legitimacy to
externa stakeholders (Deutsch & Ross, 2003; Higgins & Gulati, 2003; Khaire, 2005;
Reuber & Fischer, 2005). Finally, a contribution to the literature is made by our focus on
the role of third parties in the VC funding process. As the previous paragraph already
indicated, many researchers have acknowledged the importance of referrals to a venture
capitalig’s deal flow. However, the exact characteristics that make these referrals most
successful have received little attention in the literature. In addition, we add to this
literature because we focus on a very early stage of the VC funding process. Most VC
studies take the investment decision of the venture capitalist as the dependent variable. Less
attention has been paid to the deal flow stage of the VC investment process. This is a
shortcoming in the literature because many entrepreneurs fail to get the attention of venture
capitaligsin thisvery early stage.

Next to the contributions to the literature, the findings could have practica implications as
well. Based on the results, entrepreneurs will be better aware of the signalling value of a
referrals and the type of referrals that are most successful in connecting entrepreneurs to
VC funds. Added to this, the people who play a referra role in early-stage funding (e.g.,
incubators and business consultants) will be more aware of the characteristics that make
their role most influential in the VC deal flow stage.

In the next section, the EiIN model is introduced. The EiN model is the core moddl that is
applied in this study in order to study entrepreneuria processes. Based on the EiN modd,
four types of referral capital that could be influentia in VC deal flow are deduced.
Subsequently, the literature is reviewed and hypotheses are shaped on the role of these
types of referral capital in VC dedal flow. After the theory section, the method and data
collection strategy is explained. The results are then presented and the paper is concluded
with a discussion on the implications of this study to the literature and the provision of
some suggestions for future research.

THEORY AND HYPOTHESES

The Entrepreneurship in Networ ks M odel

In this section we explain the core model we use in order to study the role of referralsin
deal flow: the *Entrepreneurship in Networks' (EiN) model. This model is based on social
systems theory (e.g., Groen, 1994, 2005; Groen, De Weerd-Nederhof & Kerssens-van
Drongelen, 2002; Groen, Wakkee & De Weerd-Nederhof, 2008; Parsons, 1964, 1977) and
is designed specifically in order to study entrepreneurial processes. An overview of the EiN
model is provided in Figure 1. Even though we do not explain this model in detail in this
paper, it is important to note that based on this modd, a categorization of the types of
capital is deduced. Based on these types of capital, more systematic profiles of the referrals
involved in VC deal flow can be created, hereby overcoming the fragmented findings of
past studies. The dimensions of the EiIN model are based on the basic definition of a social
system as defined by Parsons (1964).
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“...asocial system consigtsin a plurality of individual actors interacting with each other
in a situation which has at leag a physical or environmental aspect, actors who are
motivated in terms of a tendency to the “ optimization of gratification” and whose relation
to their situations, including each other, is defined and mediated in terms of culturally
structured and shared symbols’ (Parsons, 1964, pp. 5-6).

Figure 1: The Entrepreneur ship in Networks M odel

Strategic Capital Economic Capital

Cultural Capital Social Capital

Four mechanisms are embedded in this definition: (1) interaction between actors; (2)
striving for goal attainment; (3) optimization of processes; and (4) maintenance of patterns
of culturally structured and shared symbols. Each of these mechanisms is related to a
specific capital of the actors involved. ‘ Striving for goal attainment’ (mechanism 2) deals
with strategic goals and positioning strived for and is labelled as strategic capital. Strategic
capital also refers legitimacy and reputation issues surrounding the actor. ‘ Optimization of
processes (mechanism 3) refers to the efficient organization of entrepreneurial processes
and is quite straightforwardly related to money as the basic resource, i.e., economic capital.
‘Pattern maintenance and ingtitutionalization of shared symbols (mechanism 4), are
embodied in cultural capital, asthey can be found in an organization’s values, knowledge,
skills, experience, and technology. Finally, ‘Interactions between actors (mechanism 1), is
related to the social network capital. The central assumption of the EiN model is that actors
involved in entrepreneurship will need sufficient ‘capital’ for the enterprise to be
sustainable over time. This implies that new-venture entrepreneurs need to have, or have
access to, sufficient strategic, economic, cultural and social capital to establish a viable
enterprise.

In each interaction between actors, the four types of capital play arole. In the context of
this paper, it is not only hypothesized that these four types of capital play a role for the
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central actor in entrepreneurship, the entrepreneur, but also for the actors that are involved
in the process of entrepreneurship. In terms of the EiN model, the focus is on the question
of how the capital attributes of the referrals involved in VC deal flow contribute to the
success of the referral. Based on the EiN mode, we deduce that al four types of referra
capital can play an important role in making the referral more influential. In the following
sections, the literature that focuses on the role of third party affiliations in the context of
financing will be reviewed. We discuss the literature that focuses on the effects of specific
strategic, economic, cultural and social characteristics of the third party referras.
Subsequently hypotheses are shaped along the line of the EiN model regarding the success
of certain characteristics of areferrd in arranging ameeting with VC firms.

Hypotheses: The Entrepreneurship in Networks Model and Deal Flow
Referrals

Because new ventures face ‘a liability of newness', (potential) stakeholders of the new
venture perceive a great deal of uncertainty regarding the venture. In these cases, the use of
third party affiliations may be a good strategy to decrease the uncertainty caused by this
‘liability of newness'. In this paper, the main focus is on the role of explicit referralsin the
VC ded flow process. In the following sections, the literature regarding this subject is
reviewed along the dimensions of the EiN model. Based on this review, hypotheses are
shaped

Strategic characteristics of third party referrals in financing. We look first at the
evidence that focuses on the strategic capital characterigtics of the referral. We look at
evidence of the favourable effects of a referral source's power, status and reputation. Most
studies on financing focus on the Initial Public Offering (IPO) as a key event. For example,
Stuart, Hoang and Hybels (1999) show how firms with prominent strategic alliance partners
and organizational equity investors go to IPO faster and have higher valuations then firms
that lack those connections. This finding was supported by Chang (2004). He also showed
how the reputations of VC firms and strategic alliance partners lead to shorter times to 1PO.
Other research has focused on the favourable effects of certain types of affiliations. For
example, in an examination of IPO’s, Stein and Bygrave (1990) show that companies
backed by top underwriters and top VC firms have higher valuations and produce higher
returns for their venture capitalists. Burton, Sorensen and Beckman (2002) focused on the
role of the prominence of prior employees and show how this prominence is closdy
associated to the firm’s initial drategy and the probability of getting external financing. In
conclusion, there is substantial evidence in the literature that shows how highly reputable
affiliations play a favourable role in new-venture financing. Although no evidence that
specifically focuses on the strategic characteristics of explicit referrdsin VC deal flow was
found, it can be expected that the positive effects of highly reputable third party affiliations
to IPO are aso applicable to explicit referrals in VC deal flow. Therefore the firgt
hypothesisis:

Hypothesis 1. Referrals of highly reputable referral sources will be more successful
in VC deal flow than less-reputable referral sources.

Economic characteristics of third party referrals in financing. The second type of
characteristic we focus on in this paper is the economic capital characteristics of the referra
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source involved in deal flow. In the context of this paper, this means whether the third party
affiliation has a direct financia stake in the proposition. Previous studies on VC networks
have shown, for example, the importance of syndication as a part of VC deal flow. In the
context of this paper, it is expected, therefore, that referrals that come through a venture
capitalig or an investor that already has a stake in the company will be more successful.
This is confirmed by Janney and Folta (2006) who find that those ventures with more
prominent investors are better able to attract subsequent financing. Indirectly, this claimis
also confirmed by Shane and Stuart (2002) and Shane and Cable (2002) who have shown
that new ventures that have direct and indirect relationships with venture investors are more
likely to attract venture funding and are less likely to fail. In the previous section, we
already showed many other examples of this positive signalling effect by investors in the
new venture (Chang, 2004; Stein & Bygrave, 1999; Stuart et a., 1999). Besides the fact
that a referral source can have an ownership-stake in the new venture, it can also have a
short term economic interest when a proposition gets funded. For example, many
consultants and corporate finance brokers work on a fee basis and get paid when a
proposition gets funded. Regarding the economic characteristics of the referral involved in
VC deal flow, the hypotheses are therefore as follows:

Hypothesis 2. The referral will be more successful when the referral source has an
ownership-stake in the proposition.

Hypothesis 3. The referral will be more successful when the referral source has a
short-termfinancial interest in getting the proposition funded.

Cultural characteristics of third party referralsin financing. In addition to the strategic
and economic characteristics, a third type of characteristic that can play a role in the
success of a referral in dea flow can be identified: the cultural capital characteristics of
referrals. By this we mean the knowledge, skills and experience of the referral source
involved. There are very few studies that have explicitly taken into account these cultural
characteristics when studying referrals in the context of new-venture financing. This area
has been overlooked, because many researchers have implicitly claimed that referrals are
especialy valuable in those areas in which areferral is perceived to have expertise (Baum,
Calabrese, & Silverman, 2000; Goode, 1978, Reuber & Fischer, 2005; Stuart et al., 1999).
One of the few studies that do focus on cultural characteristics of the referrals involved in
financing is the study of Hustedde and Pulver (1992). They find evidence that the advice-
and referral-role of public agencies and university-related organizations are associated with
a failure to acquire capita. On the other hand, they found that attorneys have a positive
effect in referrals to non-VC sources of financing. In line with these findings, it can be
expected that the functional background of the referral involved in ded flow plays an
important role in the success of the referral. In the context of technology-based new
venture, we expect that both the business background and the technol ogy background of the
referral source will contribute to the success of a referral in deal flow. Therefore, the
hypotheses on the cultural characterigtics of the referrals involved in dedl flow are as
follows:

Hypothesis 4. The referral will be more successful when the referral source has a
strong functional background in business.

146



PART 2: CHAPTER 5

Hypothesis 5. The referral will be more successful when the referral source has a
strong functional background in technol ogy.

Social characteristics of third party referrals in financing. The last type of referra
characteristic that is taken into account in this study is the social capital of the referral
source. In the context of our question, we focus on the question as to whether the venture
capitalig has a pre-exiging tie to the referral source involved in deal flow. The importance
of networks in the acquisition of financing has been widely reported. For example, Shane
and Cable (2002) show the effects of direct and indirect ties between entrepreneurs and
seed-stage investors on venture finance decisions. Their results show that these ties
influence the screening and selection of ventures to be funded through a process of
information transfer. Shane and Stuart (2002) show that those new ventures that have direct
and indirect relationships with venture investors are more likely to receive venture funding
and are less likely to fail. To take this one step further, researchers have also looked into the
‘tie strengths of networks that are most effective in acquiring funding. For example,
Jenssen (2001) found that new ventures usually secure financing through the use of strong
ties. Related to these findings, Batjargal (2007) and Batjargal and Liu (2004) specifically
focused on the role of referrals in acquiring VC funding. Their results showed how the
referral-venture capitalis tie, referra-entrepreneur tie, and the interpersona trust between
the referral source and venture capitalist have positive effects on third party referrals and
the investment decisions of venture capitalists. He also found that it has positive effects
when the aforementioned ties are strong. Based on these findings, the hypothesis regarding
the social characterigtics of referralsinvolved in dedl flow is:

Hypothesis 6. The referral will be more successful when the referral source is
strongly tied to the venture capitali<.

Figure 2 summarizes the hypotheses regarding the influence of the four types of capital on
the success of referralsin VC deal flow. Subsequently, Table 1 shows how the variablesin
the hypotheses are deduced from the four types of capita of the EIN model. It also shows
how the various types of EiN capital are related to the fundamental mechanism of a social
system as discussed in the beginning of this chapter.
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Figure 2: Hypotheses on Referral Sour ce Char acteristicsand their Success
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Table 1: Overview of Social System Mechanisms, EiN Capital and Referral Sour ce
Characteristics

Relevant Referral Source

Social System Mechanism Related EiN Capital Characteristicin VC Deal
Flow

Striving for goal attainment Strategic capital Reputation

Optimization of processes Economic capita Ownership stake in proposition

Other financial interest in deal

Pattern maintenance Cultural capita Busi ness background
Technology background
Interaction between actors Social capita TietotheVC

METHOD AND DATA

Sample

Data to answer the research question was collected through conducting structured
interviews with 57 early-stage VC firms in The Netherlands and Sweden. We chose to
interview venture capitalists in two (similar) countries since the population of early-stage
venture capitalists in each of these two countries was too small to reach a sufficient
response level. An additional criterion was that the venture capitdists invest in new
ventures active in high-technology areas. These venture capitaliss were identified by
constructing a database of venture capitaists based on the information from the national
VC associations of The Netherlands and Sweden. Subsequently, VC industry experts were
consulted in both countriesto check whether the venture capitalists till existed and whether
the venture capitalistsreally invest in early-stage technol ogy-based ventures. Following this
method, a total population of 102 early-stage VC funds in The Netherlands and Sweden
was identified. By conducting interviews with 57, of them more than 50% of the population
was covered. The characteristics of the interviewed VC funds were also compared to the
funds that were not interviewed. We checked whether these two groups differ regarding, for
example location, the sources of their funds, their investment focus and the number of deals
they had done. By doing this no differences were found between the interviewed funds and
the funds that were not interviewed. Based on this finding and the fact that more than 50%
of the population was interviewed, it can be concluded that our sample of VC funds is a
good representation of the population. We interviewed investment managers that were
responsible for the daily selection and screening of new deals. The length of the interviews
varied between 1,5 and 2 hours. After the interviews, where possible, the data collected
during the interviews was checked with publicly available sources.
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During the interview, the investment manager was asked to provide the most recent
example of a funded decision in which there was a referral involved in making the initial
connection to the entrepreneurial team. The referral was regarded as successful when the
involvement of the referral led to a meeting of the entrepreneurs with the VC fund. On the
other hand, the venture capitalists were also asked provide the most recent unsuccessful
example of a referral. An unsuccessful referral is defined as a referral that caused the
venture capitalist to not meet with the entrepreneurs. For these unsuccessful referrals, the
venture capitalists were asked to come up with examples in which the characteristics of the
referral source were a reason not to meet with the entrepreneuria team. In this way, we
made sure that it was not other reasons that lead to rejection (such as, market, strategic fit or
location). Therefore, we are able to identify those referral characteristics that are most
influential to venture capitalists when deciding to meet with an entrepreneuria team. In
total, 84 propositions that were offered to early-stage venture capitalists by explicit referras
wereidentified during the interviews.

M easur ement

The dependent variable in this study was a dummy indicating whether the referral lead to a
first meeting with the venture capitalis. Where possible, existing scales were used to
measure the independent variables; for several types of capital, new scales were devel oped.
Strategic capital of thereferral was measured through reputation. Reputation was measured
as the number of Internet search engine hits at the date of the approach to the venture
capitalig with the proposition. A search engine was used that allowed us the see how many
hits the referra source had at a certain date in the past. Added to this, we also checked the
number of media appearances a referral source had in the biggest nationd financial
newspaper. We expected that in the context of VC deal flow, it is not only important that a
referral source is known in a general sense, but also that it is known more specifically in
financial business community. Both the number of search engine hits and the number of
media hits in the national newspaper were Log transformed. Subsequently, these scores
were normalized. For the final reputation score for a given referral source, the average of
these two normalized scores was used. The measurement of reputation by media
appearance was adapted from Petkova (2006). We understand that this approach has some
limitations. For example, someone can have many search engine hits because of things
irrelevant to the expertise of the referral source. Added to this, it is possible that someone
has many hits but that these hits contain a lot of negative information on the deal flow
referral source. In this case, the referral source can have a high reputation but for the wrong
reasons. In order to overcome this, the first 50 hits of each referra were checked to see
whether they contained clear negative information on the referral source. In the data, we did
not encounter any referral source from whom the hits contained clear negative information.
The measurement of reputation is aso supported by the work of Petkova (2006). In her
study, in the new-venture context, she looked not only at the number of media appearances,
but as well at media tenor. She found that the number of media appearances had a
significant positive effect on the performance of the venture. Media tenor, which looked at
the positive/negative content of these media appearances, did not have any significant effect
on the performance of the venture. This shows that the number of media appearancesis a
better predictor of the performance of a venture than media tenor in our study. We expected
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that for referral sources involved in new-venture financing, a smilar ‘reputation logic
might hold. Economic capital was measured through two dummiesindicating if the referral
has (1) an ownership-stake in the proposition or (2) a short term financial interest in getting
the proposition funded. When other VC funds came to the venture capitalist with a
syndication request, these venture capitalists were treated as having an ownership-stake in
the proposition’. Cultural capital was measure by the functional business background (four
items on a seven-point scale, measuring the referral source's background in
marketing/sales, strategy, management and financing, o = .836) and the functional
technological background (three items on a seven-point scale and measuring the referral
source's background in technological research, product development and engineering, o =
.928). The cultura capita items were scored on seven-point Likert scales and in order to
improve interpretation, the mean of these Likert scores was used in the logistic regression.
Social capital was measured by two variables: contact frequency between the referra
source and the venture capitalist (never spoken before, once a year, once a month, once a
week) and affinity between referral and venture capitalist (not at al, very little, somehow,
very well). These two items were adapted from Granovetter (1973; Scholten, 2006). Both
variables were coded from O - 3 en were summarized in order to create one ‘tie strength’
variable.

Although the sample size did not allow us to control for multiple venture capitalist
characteristics al at once, we did control for several VC characterigics one by one. For
example we controlled for the venture capitalist’'s size, experience, market focus,
technological focus and the sources of funds. We also controlled for the deal flow quantity
that the venture capitalist receives every year. None of these control variables had a
significant impact on the size and direction of the results. We did not control for other
characteristics of the proposition or sources of deal flow information because we sampled
on the characterigics of the referral source as areason not to meet the entrepreneurial team.
We did add a dummy in the analysis indicating the country in which the venture capitalist
was interviewed.

Descriptive Statistics and Analysis

In order to test the hypotheses, a logistic regression technique was used. In Tables 2 and 3,
some brief descriptive statigtics of the independent variables are provided. Although
‘logigtic regression’ has less stringent requirements regarding a linear relation between the
independent and dependent variables, normality and homoscedasticy, we did check the
independent variables for (multi)collinearity. Initially, the correlation matrix of the
independent variables was explored. When doing so, four correlations between the
independent variables were higher then 0.5, which could indicate collinearity problems.
Subsequently, the tolerance values for the independent variables were calculated. Tolerance
values range between 0.637 and 0.884, indicating that a substantial portion of the variability
of each independent variable is not explained by the other independent variables, and not
showing support for substantial multicollinearity between the independent variables.

" We aso ran our analysis with separate dummies for “syndication request” and “other
ownership stake in the proposition”, however this did not affect our resultsin any way.
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Table 2: Descriptives of the Char acteristics of the Referral Sour ces

N Min Max Mean S. D.
X1: Reputation 84 0 ReZ) .228 0.273
X2: Ownership-stakein de proposition 84 0 1 417 .496
X3: Short-term financial interest in deal 84 0 1 .202 404
X4: Business background 84 15 7 4.848 1.285
X5: Technological background 84 1 7 2.905 1.831
X6: Strength of tietothe VC 84 0 6 3.762 2.063
X7: Country 84 0 1 441 499
Table 3: Correlations between Variables
X2 X3 X4 X5 X6 X8 X7
X1: Reputation 042 -372 150 -152 -144 187 -.286
X2: Ownership-stakein proposition 1 -579 475 333 474 303 .273
X3: Short-term financial interest dea 1 -159 -512 -443 -432 -.052
X4: Business background 1 283 437 614 231
X5: Technological background 1 302 365 174
X6: Strength of tietothe VC 1 671 131
X8: Referrd success 1 .001
X7: Country 1

RESULTS

Before we discuss the findings, we first provide some statistics regarding VC deal flow in
our data set. First of all, the average total deal flow of the venture capitalists in the data set
was 239, ranging between 15 and 800 propositions a year. Added to this, we found that on
average, 46% of the total deal flow comes to venture capitalists by referral. Added to this,
55% of the venture capitalists in our sample indicated that they mainly rely on referrals to
become aware of new deals. These statistics clearly show how referrals play a dominant
role in the venture capitalist’s deal flow. The data also show that venture capitalists, on
average, meet with 92 propositions a year. This means that venture capitalists only meet
with about 38% of the entrepreneurial teams from their total deal flow. This means that the
process of arranging a meeting with a venture capitalist is quite competitive. In this paper,
we research which referral characterigtics are the most beneficial to new ventures in
surviving thisfirst competitive step in getting funded by a venture capitalist.
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In Table 4, the results of the logistic regression are shown. The ‘goodness-of-fit’
diagnostics of the estimated model all show support for a well-fitting model. The -2 Log
Likelihood improves significantly compared to the base model. Added to this, the Hosmer
and Lemeshow test shows that there is no significant difference between the actual
dependent variables and the predicted dependent variables based on our model. Finaly, the
Pseudo R? measures show that a substantial amount of variation is explained by the logistic
regression mode.

Table 4: Logistic Regression Model Predicting the Successfulness of a Referral

B SE. Sig.
X1: Reputation (Strategic) 2.200 1.649 .182
X2: Ownership stakein de proposition (Eco.) .853 .790 .280
X3: Short-term financial interest in deal (Eco.) 416 .901 .644
X4: Business background (Cultural) .743 .297 .012
X5: Technology background (Cultural) .200 .206 .333
X6: Strength of tietothe VC (Social) .628 .201 .002
X7: Country 478 122 .508
Constant -6.763 2.014 .001
-2 Log Likelihood= 63.3 Nagelkerke R?= .527
p=.000 Cox & Sndll R*=.371

Hosmer and Lemeshow Test = .568

Firg of all, theresult of the logistic regression model shows no support for Hypothesis 1. It
was hypothesized that referrals of highly reputable sources would be more successful the
referrals of sources with low reputations. Reputation (being part of strategic capital) was
measured by the media appearance of the referra source at the time of referring a
proposition to the venture capitalist. The results show that when we take into account the
economic, cultural and social capital of thereferral source, thereisno sign of a direct effect
of reputation on making areferral more successful in the context of VC financing.

Moving on to economic capital characteristics of the referral source that could potentially
make thereferral more influential in deal flow, no support was found for Hypothesis 2. The
results show that venture capitdists do not value referrals of people that have an economic
stake in the proposition over referrals that do not have a stake in the proposition. Added to
this, no support was found for Hypothesis 3, indicating that a short-term interest in closing
a VC deal (for example, recelving a fee based on getting a proposition funded) does not
have an influence on the success of a referral. These both findings show that there is no
direct economic capital effect in the success of referrals when taking into account the other
capital attributes of the referral source.
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In Hypotheses 4 and 5, it was hypothesized that it are the cultural capital characteristics of
the referral source that make the referral more successful in VC deal flow. As an indicator
of cultura capital, the functional background of the referra source involved in deal flow
was used. The results show support for Hypothesis4 (B = .743 Sig. = .012), meaning that
venture capitalists value referrals from people with a strong functional background in
business over people that lack such backgrounds. We found no support for Hypothesis 5 and
this implies that the functional technological background of a referral source does not
influence the success of thereferral.

To conclude, a relation between the social capital of the referral and the success of a
referral was hypothesized in Hypothesis 6. Hypothesis 6 (B = .628 Sg. = .002) was
supported in the logistic regression model. This means that the stronger the tie between the
venture capitalist and the referral source, the more successful the referral will be, even
when controlled for the influence of the other types of capital of the referral source.

CONCLUSIONS, CONTRIBUTIONS AND IMPLICATIONS

In this study, our purpose was to disentangle the characteristics that make third party
referrals successful in VC deal flow. Based on the EiN model, four types of referral capital
that could affect the influence of a certain referral were deduced. We examined the effects
of the four types of referra capital in the context of VC dea flow. In doing so, we
conducted structured interviews with 57 VC funds in The Netherlands and Sweden, leading
to a sample of 84 referrals involved in VC deal flow. The findings show that the cultura
and social capital dimensions of the EiN model are very important in explaining the success
of a particular referral. Venture capitalisgs value referrals from people with a strong
functional background in business and from people with whom they have strong network
ties. No support was found that the strategic capita and the economic capital of the referral
have a significant influence in the success of referralsin deal flow.

This study contributes to the literature in several ways. First of all, we add to network
literature since we focus on the mechanism of how existing network ties can be used to
access (unconnected) third parties and their resources (Batjargal, 2007; Shane & Stuart,
2002; Stuart et al., 1999). This mechanism hasreceived little attention in previous research.
Secondly, we add to network literature by applying a multidimensional approach to
networks. The results show, for example, that it is not only a strong tie to the venture
capitalig that explains the success of a network referral; it also has to do with the extent to
which the referral has a strong business background.

Second, we show how the EiN model can be applied to the specific context of VC deal
flow. Added to this, the findings have some implications for the development of the EiN
model. As can be deduced from the model, we hypothesized that the four types of capita of
the referral source determine the success of a specific referral involved in deal flow. Since
the results show that only the cultural and the social capital of the referral source have a
direct impact on the success of the referral, we may have to rethink the relations between
the four dimensions. Although the strategic and economic characteristics of the referral
source do not have a direct role in explaining the success of areferral, it could be that they
play a more indirect role. For example, they could influence the success of referralsin an
indirect way through a moderating effect on the types of capital that do have a direct effect.
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We aso contribute to an additional area of literature: the literature on signalling in new
ventures by using and affiliating to third parties. Although previous studies show how third
parties can be beneficial to new ventures, thereis ill alack of understanding of the exact
characteristics that make third parties influential in signalling for new ventures. In a
practical sense, the results can improve the support of entrepreneurs in selecting the right
referral sources when they want to apply for VC funding. The results clearly indicate that
venture capitalists prefer to rely on referrals from actors with extensive functional business
backgrounds and to whom they have strong ties. This is contrary to a lot of previous
studies, which have also shown the favourable signalling effects of prominent partners
(strategic capital) and the positive signalling effects of shareholders (economic capital) in
the new venture. In this study, we controlled for the cultural and social capita of the
referral, and found that findings of previous studies regarding prominence of referral
sources and investor signalling are not confirmed in this study.

Additionally, this study provides more insight into the early stages of the new-venture
financing process. There is a lack of studies focusing on micro processes in venture
financing (Wright & Robbie 1998). Where previous studies focus mainly on 1PO, this study
focuses on the very beginning of the financing cycle, i.e., getting access to early-stage VC
funds (a stage mostly ignored by VC researchers). Therefore we have provided more
insight into the role of referrasin this very early stage of VC funding, a stage where many
entrepreneurs fail.

Finally, a contribution is made to the literature on VC decision-making, aliterature that till
lacks a focus on the social context of investment decisions. Research on VC and VC
decision-criteria often assume a rational actor that collects information, balances it and
takes a decision. In research, the social context in which a venture capitalist takes his
decision is often overlooked (Lockett et al., 2006; Maula, 2001). Although some
researchers in VC decision-making have taken into account third party referras as a
dummy in their studies, there is still alack of understanding of the effectiveness of certain
characteristics of these third parties. By focusing, in depth, on the characterigics of
referrals involved in VC deal flow, we contribute to a more complete understanding of the
role of referralsin the VC funding process.

In addition to the contributions to the literature, this paper also has some practical
implications for entrepreneur(ial team)s that use intermediaries to get access to VC funds.
This paper also provides practical insights for people that fulfil this referral role in new-
venture financing, such as, incubators, corporate finance houses and business devel opment
officers. An important insight in this respect is that a strong business background of the
referral source and a strong tie between the referra source and the VC fund are most
effective in getting access to VC funds.

LIMITATIONS AND FUTURE RESEARCH

This study faces several limitations. First of al, the limited sample size did not alow usto
look for additional variables that could influence the results of the model. For example, we
did not look for the other characterigtics of the proposition and for other sources of VC
information in the deal flow stage. Added to this, the study was limited to two countries
that are socially similar. Therefore we do not know whether the characteristics of successful
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referral sources in deal flow are similar in countries with very different macro
characterigtics.

This paper gives rise to some interesting questions for future research. First of all, it would
be interesting to research whether the characteristics of successful referrals are dependent
on other characteristics of the deal. For example, are these characteristics dependent on, for
example, the amount of money applied for or the market that the proposition focuses on?
Added to this, it would be interesting to see how the characteristics of a successful referral
are dependent on the characteristics of the actors involved in deal flow. For example, are
the characteritics of a successful referral source dependent on specific characteristics of
the entrepreneurial team? It would also be interesting to determine whether the
characteristics of a successful referral are dependent on the stage of the VC investment
process. For example, are the same characterigtics that make a referra source successful in
deal flow also the most effective in the due diligence process or are other characterigtics
more important in that sage? In addition to the application of the modd to other stages of
the financing process, it would also be interesting to apply the EiN model to the acquisition
of other types of resources. For example, are the referral source characterigtics that are
effective for the acquisition of financing the same as the referral source characteristics that
are effective for the acquisition of new employees?
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ABSTRACT

The decision-criteria that venture capital (VC) firms apply when taking investment
decisions have been widely studied. In this paper, the focus is not on these actual decision-
criteria but on the information-sourcing practices of VC firms regarding these decision-
criteria. The specific focus is on one type of information source for VC firmsin their due
diligence process: third party referrals. Under conditions of uncertainty, third party referrals
play an important role in a venture capitalist’s approval of new ventures. In this paper, the
role of third party referras in the VC due diligence process is explored along two
dimensions (1) referral source characteristics and (2) the type of information provided by
the referral source. First, the importance of certain referral source characteristicsto the VC
due diligence process is studied for four types of characteristics. These characterigtics of
referrals sources are (1) dtrategic capita (2) economic capital (3) cultural capital and (4)
social capital. Added to this, | test whether the characterigtics of influential referrals differ
depending on the sourcing of various types of information in the due diligence process.
Data for this paper was collected by interviewing 57 VC funds in the Netherlands and
Sweden, which resulted in a sample of 101 influential referrals involved in VC due
diligence. The results show that the third party referrals in VC due diligence can be
classified into two groups based on their characteristics. First of all, venture capitalistsrely
on a group of referral sources with strong business backgrounds, strong ties to the venture
capitalig and an economic interest in the new venture. This group is predominantly used for
the sourcing of market, financial and drategic information. Referrals in the second group
have weaker business backgrounds, no or weak ties to the venture capitalist and do not have
an economic interest in the new venture. This group is predominantly used to source
information on the new venture' s technology and intellectua property (1P) situation. These
findings clearly show how venture capitalists rely on different types of referral sources
when sourcing multiple types of information. By studying the referral characteristics of
referral sources involved in the VC due diligence process and relating them to types of
information, a contribution is made to VC literature since it provides a more detailed
understanding of the social context of venture capitalist’s decisions.

INTRODUCTION

VC is an important source of capital for technology-based ventures. However, many new
ventures fail to attract this type of funding. In order to help new ventures that want to
acquire VC, my claim is that a more detailed understanding of the VC decision-making
processis an important first step. Although there is a substantial body of literature focusing
on VC decision-making, many questions regarding this process remain unanswered. In this
paper, the focus is on the due diligence practices of VC funds (Manigart, Wright, Robbie,
Destrieres, & DeWade, 1997). In the due diligence process, the entrepreneurial team,
publicly available sources, network contacts and other experts are all sources that a venture
capitalig consults in order to collect information. In this paper, the particular focus is on
one of these information sources. the role of third party referras in the VC due diligence
process.

The importance of networks and referrals to the VC investment process are widdy
recognized (e.g., Harrison, Dibben, & Mason, 1997; Lockett, Ucbasaran, & Butler, 2006;
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Parhankangas & Landstrom, 2006; Shane & Cable, 2002). The role of these networks and
referrals is especially prominent when investing in technology-based ventures. In this type
of investment, the uncertainty regarding new markets, new technologies and unknown
entrepreneurs is high and sources of information are scarce. Under these conditions,
networks are proven to be an important source of information for externa stakeholders
(Stuart, Hoang, & Hybels, 1999). However, current approaches to the VC decision—making
process ill lack a detailed understanding of the role of these referrals on a process level
(Hall & Hofer, 1993). For example, thereis ill little understanding of the question of how
the influence of certain referral characteristics is dependent on, for example, the
information they provide to venture capitalists and the stage of the VC funding process
(e.q., Batjargal, 2007; Fiet, 1995; Fried & Hisrich; Lockett et al., 2006; Wright & Robbie,
1998).

In this paper, the focus is on the referral sources contacted by venture capitalists in the due
diligence process. The main research questions in this paper are if and how the
characteristics of areferral differ depending on the type of information to be sourced in the
due diligence process. In order to shape profiles of people consulted during the due
diligence stage, the * Entrepreneurship in Networks' (EiN) model is applied. The EiN model
is based on the work of Parsons and adapted by Groen to the context of entrepreneurship
(e.g., Groen, 1994, 2005; Groen, De Weerd-Nederhof, & Kersens-van Drongelen, 2002,
Groen, Wakkee & De Weerd-Nederhof, 2008; Parsons, 1964, 1977). The EiN modd is a
multidimensional framework which alows us to shape more complete and systematic
profiles of referral sources contacted by the venture capitalist during due diligence. Added
to this, the type of information that was provided by the referral source will be studied. In
doing so | am able to study whether the characteristics of influential referrals differ
depending on the type of information to be sourced. By studying both the referral source
characteristics and information types at the due diligence stage, a more detailed
understanding of the social context of venture capitalist’ s decision-making isreached.

A more complete understanding of the referras involved in the VC due diligence process
would have important practical implications. For example, venture capitalists often ask the
entrepreneurs for referencesin their due diligence process. When an entrepreneur knows, at
these occasions, which types of referrals are most influential in providing certain types of
information, he will be better able to respond to these questions. As a result, entrepreneurs
will be better able to influence a venture capitalist’ s due diligence practices.

This paper continues with a review of the literature on the role of referrals in the VC
investment process. Subsequently, the EiN model of entrepreneurship isintroduced and it is
explained how multiple characteristics of the referral sources involved in VC due diligence
can be deduced from the model. Then the relevance of the EiN model is shown in the
context of venture funding by a brief review of the literature along the various dimensions
of the EIN modd. Subsequently, the second analytical dimension of this paper is
introduced; the type of information provided by the referral. Subsequently, an elaboration
of the method and empirical approach that were used to explore the characterigics of
referrals in the VC due diligence process are provided. After the results section, the paper
ends with the conclusions and a discussion of the contributions of the paper.
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REVIEW OF THE LITERATURE

In the literature, there is substantial, but fragmented evidence provided for the importance
of third party referrals and informants in various stages of the VC investment process. First
of all, third parties play arolein VC deal flow. The role of third parties (e.g., accountants,
other VC firms and corporate finance brokers) is important to both deal flow quantity and
quality. For example, previous research has found differing percentages of deals that come
through referral. For example, Jugel (2001) found that 46% of the new deals come by third
party referral. Vater (2002) found a percentage of 54 %, Wells (1974) a percentage of 61%
and Tyebjee and Bruno (1984) even found a percentage as high as 65%. Referrals are not
only important in generating deal flow quantity, because Fried and Hisrich (1994) find that
deals that come through third parties are also more often funded then deds that come
without any third party referral involved. This finding provides support for the notion that
the deals that come by referral are also higher in quality then deals that come through other
channels. However, in this paper, the focus is not on the role of referralsin VC ded flow
but on the role of third party referrals and informants in the VC due diligence process. This
due diligence process plays a crucia role in a venture capitalist’s decision to invest and in
the proposition’s valuation process (Manigart et a., 1997). When compared to the referras
involved in VC deal flow, the referrals involved in the VC due diligence process have
received little attention. However, several researchers have found evidence regarding the
importance of referrals in the VC due diligence process. For example, Shane and Cable
(2002) show that not only direct ties, but also indirect ties between the venture capitalist
and the proposition influence the funding decision by a process of information transfer.
Added to this, Harrison et a. (1997) show how the perception of trust in VC funding
processesis influenced by referrals and personal networks.

Given theimportance of referrasto the VC due diligence process, researchers have focused
on the characteristics of the referrals involved. For example, Fiet (1995) found that VC
investors rely heavily upon associates at other VC firms for market information and
business angels rely upon close associates for information about agency factors. Hustedde
and Pulver (1992) focused on the type of actors assisting new ventures in acquiring capital
and found that banks, public organizations and universities are related to a failure to acquire
capital. In addition to typologies of referral sources, researchers also found several
characteristics that have a positive effect on the role of referrals in the venture capitalis’s
investment decision. For example, trust (MacMillan, Zemann, & Subbanarasimha, 1987),
prominence (Maula, 2001) and a strong tie between the referral source and the venture
capitalis (Batjargal, 2007; Batjargal & Liu, 2002) al are shown to have a positive impact
on theinfluence of areferral sourcein the VC' s decision-making process.

In current literature, the role of referrals is mainly studied by looking at the characteristics
of the referral source. Less attention is paid to the actual content of the information
provided in the referrals. However, it can be expected that the characteristics that make
referrals more influential in the due diligence process are dependent on the type of
information provided to the venture capitalist. This claim is supported by the findings of
Fiet (1995). For example, in his study he finds that VC investors rely heavily upon
associates at other VC firmsfor the sourcing of market information.
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In summary, the literature provides substantial evidence of the importance of third party
referralsin the VC funding process. However, some shortcomings can be identified. First of
al, the specific characteristics of referral sources that make them influential in due
diligence have only received fragmented attention in previous studies (e.g., Batjargal, 2007;
Fiet, 1995; Maula, 2001). Added to this, referrals are often not related to a specific VC
investment stage. This could be a problem since the referras that venture capitalistsrely on
in deal flow might be different from referrals they rely on for the sourcing of information in
the due diligence process (e.g., Batjargal, 2007; Lockett et al., 2006; Vater, 2002).
Furthermore these studies fail to determine whether the characterigtics of these referral
sources are dependent on the types of information to be sourced over the investment
process. In this study, these shortcomings are addressed by (1) providing a
multidimensional model that allows us to shape more complete profiles of the referral
sources involved in due diligence, and (2) relating these referral source characteristics to
the specific types of information to be sourced.

ANALYTICAL DIMENSIONS

In the previous section, two analytical dimensions were briefly introduced. In this section,
these dimensions are further elaborated. Firgt of all, the EiN model isintroduced. Thisisa
multidimensional model that is used in order to shape more complete profiles of the
referrals involved in the VC due diligence process. After the introduction of the modd,
some research findings that show the relevance of the dimensions of the EiN model in the
context of the VC funding process are reviewed. The second dimension aong which the
referrals in VC due diligence is studied is the type of information that is provided by the
referral. Therefore, this section ends with an explanation of my approach to identifying the
various types of information that areferral could supply.

The Entrepreneurship in Networks Model: Deducing Referral Char acteristics

| first explain the core model that is used in order to study the referral source characteristics
in the context of VC due diligence; the ‘ Entrepreneurship in Networks' (EiN) model. This
model is based on social systems theory (e.g., Groen, 1994, 2005; Groen et al., 2002, 2008;
Parsons, 1964, 1977) and is designed specifically in order to study entrepreneurial
processes. An overview of the EiIN model is provided in Figure 1. Even though model is not
completely described in this paper, it is important to note that based on this model, a
categorization of capital types is deduced. Based on these capitd attributes, more
systematic profiles of the referral sources involved in the VC due diligence process can be
created, thus overcoming the fragmented findings in past studies. The types of capital that
influence the performance and influence of the actors involved in entrepreneurship are
based on the basic definition of a social system as defined by Parsons (1964).

“...asocial system consigsin a plurality of individual actors interacting with each other
in a situation which has at leag a physical or environmental aspect, actors who are
motivated in terms of a tendency to the “ optimization of gratification” and whose relation
to their situations, including each other, is defined and mediated in terms of culturally
structured and shared symbols’ (Parsons, 1964, pp. 5-6).
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Figure 1: The Entrepreneurship in Networks M odel

Strategic Capital Economic Capital

Cultural Capital Social Capital

Four mechanisms are embedded in this definition: (1) interaction between actors; (2)
striving for goal attainment; (3) optimization of processes; and (4) maintenance of patterns
of culturally structured and shared symbols. Each of these mechanisms is related to a
specific “ capital need” that has to be fulfilled by the actors involved in entrepreneurship in
order for them to perform better or be influential, leading to four generic types of capital
requirement. ‘Striving for goal attainment’ (mechanism 2) deals with strategic goals and
positioning strived for and is labelled as strategic capital. Strategic capital also refers to
legitimacy and reputation issues surrounding entrepreneurship. ‘ Optimization of processes’
(mechanism 3) refers to the efficient organization of entrepreneurial processes and is quite
straightforwardly related to money as the basic resource, i.e., economic capital. ‘Pattern
maintenance and ingtitutionalization of shared symbols (mechanism 4), are embodied in
cultural capital, as they can be found in an organization’s values, knowledge, skills,
experience, and technology. Finally ‘Interactions between actors (mechanism 1) is related
to the social network capital. The central assumption of the EiN modd is that actors
involved in entrepreneurship will need sufficient ‘capita’ for their enterprise to be
sustainable over time. This implies that new-venture entrepreneurs need to have or have
access to sufficient strategic, economic, cultural and social capital to establish a viable
enterprise.

In the context of this paper, | do not only hypothesize that these four types of capitd play a
role for the central actor in entrepreneurship, the entrepreneur, but also for the actors that
influence in the process of entrepreneurship. Therefore, in the context of this paper, |
hypothesize that the influence of areferrd in the VC due diligence process is dependent on
its strategic, economic, cultural and social capital characteristics. More specificaly, in the
context of VC due diligence, it can be expected that the influence of a referral is dependent
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on the reputation of the referral source (strategic capital), the economic interest of areferral
source in adea and the venture capitalist (economic capital), the functiona background of
the referral source (cultural capital) and the network tie between the referral source and the
venture capitalist (social capital). In this way, | can test, for example, whether
‘embeddedness of the referral source in the venture capitalist’s network through a
economic interest, a common base of knowledge or a strong tie to the venture capitalist
plays an important rolein order to be influential in the VC'sdue diligence process. Table 1
shows (1) how the various types of capital of the EIN model are related to the more
fundamental mechanisms of the social system, and (2) how the specific referra
characteristics that are of interest in this paper are deduced from the various types of EiN
capital.

Table 1: Overview of Social System Mechanisms, EiN Capital and Referral Source
Characteristics

Relevant Referral Source
Social System Mechanism Related EiN Capital Characteristicin VC Due
Diligence Process

Striving for goal attainment Strategic capital Reputation

Optimization of processes Economic capitd Economic interest in the deal

Economic stakeinthe VC

Pattern maintenance Cultural capita Busi ness background
Technology background
Interaction between actors Social capita TietotheVC

Dimensions of the Entrepreneurship in Networks Model and the Role of
Referralsin VC funding

In the previous section, the characteristics of the referral sources were deduced from the
EiN modd. In the literature, a lot of support can be found on the relevance of these four
dimensions in referral mechanisms. The review of the literature showed that the
characteristics of the referral sources involved in VC due diligence only have received
fragmented attention in VC literature. However, in studies taking a broader financia
perspective, substantial (indirect) evidence is found that the influence of third party
referralsis heavily dependent on the EiN characteristics of these referral sources. Along the
dimensions of the EiN model, | therefore review evidence of the characteristics of referral
sources that make them more influential in the broader context of new-venture financing.

First of al, thereis support in the literature that the strategic capital characterigtics of the
referral source have a favourable impact on its influence. This type of capital is concerned
with the favourable effects of a referral’s power, status and reputation. For example, Stuart
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et al. (1999) show how firms with prominent strategic alliance partners and organizational
equity investors go to Initial Public Offering (1PO) faster and have higher valuations then
firms that lack those connections. Chang (2004) also showed how the reputations of VC
firms and strategic alliance partners lead to shorter times to 1PO. Burton, Sorensen and
Beckman (2002) focused on the role of prior employee prominence and showed how this
prominence is closaly associates to the firm's probability of obtaining externa financing.
Although no evidence that specifically focuses on the strategic characteristics of explicit
referralsin VC due diligence was found in the literature, it can be expected that the positive
effects of highly reputable third party affiliations to IPO are also applicable to explicit
referralsin VC due diligence.

Second, evidence is found, from a new-venture perspective, that the economic capital
characterigtics of the referral source involved in due diligence are useful. In the context of
this paper, this capital is concerned with the question of whether the third party affiliation
has a direct financia interest or stake in the company or in the VC fund. For example,
Janney and Folta (2006) found that those ventures that are able to attract prominent
investors are better able to attract subsequent financing due to signalling mechanisms.
Indirectly, the importance of the economic dimension is confirmed by Shane and Stuart
(2002) and Shane and Cable (2002) who have shown that new ventures that have direct and
indirect relationships with venture investors are more likely to attract venture funding and
are less likely to fail. Added to this, there is evidence showing the positive effects of
investors to the performance of new ventures in a broader context as well (Chang, 2004,
Stein & Bygrave, 1999; Stuart et al., 1999). Therefore, it can be expected that this
economic dimension aso playsarolein areferra’ sinfluence in VC due diligence.

In addition to the strategic and economic characteristics, support is found for the relevance
of the third dimension of the EiN model: the cultural capital characterigtics of the referral
sources involved in VC due diligence. For example, many researchers have implicitly
claimed that referrals are especially valuable in those aress in which a referral source is
perceived to have expertise (Baum, Calabrese, & Silverman, 2000; Goode, 1978, Reuber &
Fischer, 2005; Stuart et al., 1999). One of the few studies that explicitly focuses on the
cultural characterigtics of the referrals involved in financing is the study of Hustedde and
Pulver (1992). They found evidence that the advice and referral role of public agencies and
university-related organizations are associated with a failure to acquire capital. On the other
hand, they found that attorneys have a positive effect in referring to non-VC sources of
financing. In line with these findings, it can be expected that the functional background of
the referral source involved in due diligence plays an important role in the influence of the
referral aswell.

The lagt type of referral characteristic that is taken into account in this study following the
EiN model are the social capital characteristics of the referral source. In the context of this
paper, this capital is concerned with the question of whether the ventur