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Abstract

This article demonstrates that increased inflows of capital into private equity and venture capital
funds can influence the investment behaviour of fund managers by increasing staging intensity,
increasing amount per financing round, and accelerating speed of capital allocation. These changes
do not appear to be related to expectations of improved investment performance. The study
extends the work of Gompers and Lerner who interpret these inflows as demand pressure for
venture capital securities to drive up prices during periods of high inflows. Using a unique dataset,
the study examines the effects of this pressure on investment behaviour.
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Introduction

Before the 2008 financial crisis, there were strong indications of an asset price bubble in the private
equity (PE) and venture capital (VC) market, given historical boom-and-bust records. In 2005, PE
and VC firms invested US$174bn in US-based portfolio companies, which was more than a four-
fold increase over 2004 (US$42bn), and a sevenfold increase over 2003 (US$24bn). At the same
time, the capital raised by these funds increased from US$28.7bn in 2002 to US$123bn in 2005,
according to the National Venture Capital Association (2006). In comparison the Chinese PE mar-
ket was growing even faster, with a raised volume in 2005 of about US$5bn in the country and
USS$4bn outside, from a low level of US$325m in 2002 (see Areddy, 2006; Balfour, 2006).
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Obviously, more money pouring into PE and VC funds allows them to make faster and larger
investments, but if attractive deals are generally scarce, how does an acceleration of the deploy-
ment of capital generate better returns? We extend the results of Gompers and Lerner (2000), who
argue that demand pressure for attractive investments is driven up during high fund inflow periods,
causing an increase in valuations. In particular, this pressure is arguably high in the Chinese PE and
VC market, which was not created solely by domestic demand, but also by foreign PE and VC
funds diversifying parts of the company portfolio by including Chinese firm. In response to the
increase in investment amounts, valuations of PE or VC-financed enterprises increased substan-
tially, causing doubts about their marketable value (see Ahlstrom et al., 2007). This article exam-
ines the impact of this demand pressure on investment pressure.

We believe this is the first empirical study to analyse in detail the entire chain of effects of this
phenomenon, from the impact of capital streaming into funds on fund managers’ investment behav-
iour, to how this behaviour influences investment returns. We call it the pressure chain of PE and
VC financing, and the specific research questions of this study are as follows:

RQI1: How do fund inflows impact staging behaviour and the speed of capital allocation?

RQ2: How does a possible change in investment behaviour impact returns?

This empirical study contributes to the understanding of the volatile nature of the PE and VC
industry from a behavioural finance perspective. We assert that fund managers experience a
higher amount of investment pressure during ‘hot’ times, which we characterise by large inflows
of capital from investors. Higher amounts of investment pressure influence fund managers to
change their behaviour in three primary ways, highlighted by allocations of capital to portfolio
companies:

1. atan increased rate of intensity;
2. at higher amounts per financing round; and
3. at a faster rate.

This study controls for return on investment (ROI) as a possible driver for this change in behaviour,
as well as several investment project-related risk factors.

PE and VC fund managers generally act as agents for fund investors (limited partners). In that
capacity, they choose which firms to support, how much financial support to offer, and how to time
capital injections to maximise investment returns. However, prior to making these decisions, a PE
or VC firm must consider how to attract limited partners. One measure of the demand for the PE
or VC asset class by limited partners is the amount of capital committed by such partners to new
funds each year. In a world without ‘investment pressure’, one would expect fund managers to
make capital allocation decisions (e.g. calling previously committed capital from limited partners
and investing in portfolio companies) based on one fundamental criterion: what is the optimal
amount of capital needed to maximise investment returns for a specific portfolio company, given
its particular financial needs or stage of development (for example, does the company need a first
round to build a customer base, or a second round to consolidate market share)? However, during
‘hot’ times of increasing fund inflows, we posit that fund managers will consider not only the port-
folio company’s needs, but also their own increased chances of raising their next funds after
deploying capital into the current fund. This increase in staging intensity is likely to be associated
with lower expected performance.
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This study uses a unique dataset derived from combining congruent data from Venture
Economics (www.venturexpert.com) and CEPRES (www.cepres.com) (as in Krohmer et al., 2009).
It analyses detailed information on 1549 financing rounds and 2329 precisely dated cash injections
(tranches) of 712 matched PE and VC investments from January 1979 to November 2003. It finds
that a 100 percent increase in capital inflows into PE and VC funds is associated with the follow-
ing: a 76 percent increase in the staging intensity of financing rounds (see Table 2, Model 2); a 102
percent increase in the magnitude of the amount invested at each financing round (Table 3, Model
3); and an 65 percent increase in the relative speed of capital allocation (Table 4, Model 4). It finds
that decisions made under higher investment pressure are negatively correlated with fund perfor-
mance. Furthermore, similar to Krohmer et al. (2009), it finds that an increase in staging intensity
correlates with lower returns on investment (see Table 5).

The remainder of this article is structured as follows. The next section reviews related literature
on PE and VC funds and how fund managers make decisions the following section describes the
empirical approach and predictions, and then describes the data more fully. This is followed by the
results and concluding remarks.

Literature review

The positive role of fund managers in allocating VC under imperfect market conditions is explained
by Chan (1983); complementing this analysis, Allen (2001) discusses the role of financial interme-
diaries highlighting their participation on the upside of an investment noting that they tend to have
rather limited participation on the downside. Such behaviour creates incentives to support the
growth of bubbles instead of actively hindering more intense capital allocation during overheated
market periods.

Similarly, other prominent investors have been equally vocal. In Berkshire Hathaway’s 2005
annual report, Warren Buffett (2005: 19) notes: ‘For investors as a whole, returns decrease as motion
increases’, criticising fund managers for encouraging a higher amount of market activity to profit
from commissions. Research has explored the fundraising phase in the PE and VC industries, but
little attention has been afforded to how PE and VC investors allocate the funds raised. Gompers and
Lerner (1999) and Cumming et al. (2005a) study the underlying factors that drive fundraising, and
provide evidence that it arises from fund managers’ value-added activities (see Dyer and Ross,
2007; Lahti, forthcoming, 2013). Moreover, the cyclical nature of fundraising, as well as the returns
of the PE and VC industry, are described by Fenn et al. (1995) and Gompers and Lerner (1999).

So, we note that fundraising and capital allocation decisions occur against the larger backdrop
of changing market demand conditions. Research has explored both the macroeconomic context of
investment returns, as well as the microeconomic foundations of fund performance. In theoretical
studies, Inderst and Mueller (2004) model the effects of capital market characteristics on the value
of start-up firms, and shed light on how they impact boom-and-bust periods. Berger and Udell
(1998) discuss the impact of the macroeconomic environment on small firm finance whilst in a
more recent study, Kaplan and Schoar (2005) find that aggregate industry returns tend to be lower
following a boom, with most of the effect driven by the poor performance of new entrants. On a
contrary note, Baron et al. (2003) argue that relatively new VCs benefit from the performance
improvements associated with increased experience; however, beyond a specific point, further
gains in experience are associated with performance reductions.

Cumming and Walz (2010) are among those who previously have studied the risk and return
characteristics of PE and VC funds. Other papers examine the mechanisms that connect changes in
market demand conditions with specific fund performance measures; empirically, Gompers and
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Lerner (2000) speculate about the phenomenon of ‘money chasing deals’, and explain that increas-
ing capital contributions to funds can lead to higher valuations of new investments. They argue that
exogenous shifts in the demand for securities affect valuations and moreover, that the relationship
between increased fundraising and prices does not appear to be attributable to higher perceived
investment prospects. Gompers and Lerner (2000) conclude that the regulatory and tax-driven
nature of VC fundraising, and the significant difference in investment success rates during ‘hot’
and ‘cold’ fundraising periods, suggest that demand pressure is driven up during periods of high
inflows. In line with this argument, we also argue that the higher demand pressure resulting from
an increase in fund inflows is associated with fund managers accepting higher deal prices. However,
this article marks the first time that an exploration has been conducted to measure precisely how
changes in fund managers’ staging and capital allocation decisions impact higher demand pressure
and the ROI relationship.

The interaction between the limited lifespan of funds and PE and VC compensation and
incentive structures affects how investment decisions are made. PE and VC investment manage-
ment firms generate their income from annual management fees (usually around 2% of fund
volume), and participation in investment returns (usually around 20%). Typically, a certain level
of fund total capital — say, 70 percent — must be allocated to portfolio companies before the
investment management team is permitted to raise a follow-up fund. Thus, due to their compen-
sation schemes, PE and VC funds have an incentive to allocate capital quickly in order to con-
duct the next round of fundraising. Investors (limited partners) in the fund do not normally have
control over the fund’s speed of investing, and must provide capital when called on by the fund
to do so. Gebhardt (2002) analyses the budget constraint of funds in regard to the magnitude of
capital. However, its effect on the speed of capital allocation has yet to be explored. The present
study controls for Meyer’s (2003) framework, who explains how a fund’s age and budget con-
straints may influence investment manager behaviour. Ljungquist and Richardson (2003a, 2003b)
show that it usually takes several years for a fund to be fully invested, and that existing funds
accelerate investment flows and can earn higher returns when the supply of investment opportuni-
ties improves. Knigge et al. (2004) find that investment timing has an impact on the performance
of VC funds, but surprisingly, that divestment timing has no such impact on returns. Bengtsson and
Sensoy (2011) find a relationship between investor experience and the cash flow rights that they
are granted in investment contracts. They investigate cash flow from the fund to the portfolio com-
pany, but there has been a research gap on how contracts structure cash flow rights between fund
investors (limited partners) and the fund vehicle itself (general partner). This study will contribute
to closing this gap.

Given the risks associated with potential agency problems and the probability of business fail-
ure, fund managers do not typically disburse capital in a single, upfront investment. Instead, they
conduct several financing rounds, which can be partitioned further into individual cash injections
called ‘tranches’. Thus, tranches will only be allocated if the portfolio company meets a predefined
set of performance targets, or milestones. Sahlman (1990) shows how portfolio companies receive
capital in stages, based on their specific development needs and the fund manager’s requirements
to mitigate information asymmetries and agency problems. Neher (1999) and Wang and Zhou
(2004) argue that staging can have a positive impact on performance, as it gives investors a ‘wait
and see’ option that can mitigate entrepreneurs’ commitment problems. In an empirical study,
Gompers (1995) finds that a greater number of rounds and a higher magnitude of financing per
round are positively correlated with companies exiting via IPOs, which typically generate higher
ROIL. Cornelli and Yosha (2003) however, argue that staged financing creates a conflict of interest
between the investor and the entrepreneur, inducing a focus on the next financing round at the
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expense of long-term performance whilst Hege et al. (2003) find that an increase in the number of
financing rounds is related to a decrease in the internal rate of return (IRR). Krohmer et al. (2009)
attempt to reconcile these conflicting findings, showing both the positive and negative impacts of
staging on performance by arguing that investor motivation for staging drives its impact. Regarding
the influence of fund inflows on staging, Gompers (1995) notes two important aspects relating to
an increase in capital committed to new venture funds: the duration of financing rounds decreases
the following year; and the magnitude of financing per round increases the following year. Our
predictions about the impact of investment pressure on staging are consistent with these findings.

Hypotheses
How fund inflows affect staging behaviour

How does a PE or VC fund resolve higher pressure to invest? One way to put more capital to work
is to invest at a higher frequency in new and existing portfolio companies, injecting a higher
amount of capital into each financing round. Gompers and Lerner (2000) show that during ‘hot’
periods, valuations of new investments tend to rise; this implies that, relative to ‘cold’ periods,
funds need to pay a higher price or invest more capital in order to acquire the same level of equity.
In addition, funds can choose to invest in a larger number of new companies; however, this may
affect long-term results if the larger quantity of investment decisions implies less due diligence,
monitoring or support on a per-company basis.

Another option is for funds to inject more capital into companies that they already hold in their
portfolios. These companies have passed a certain fund-specific threshold and have been selected
as promising candidates; fund managers also tend to be more knowledgeable about their prospects.
Since PE and VC firms stagger capital injections in tranches to mitigate information asymmetry
and risk, it is plausible that higher investment pressure will affect staging behaviour. This study
predicts that an increase in capital inflows will be associated with a higher frequency of financing
rounds and a higher magnitude of investment per round, which leads to the first two hypotheses:

H1: Fund inflows will positively affect staging intensity.

H2: Fund inflows will positively affect average investment amount per financing round.

How fund inflows affect the speed of capital allocation

Every fund has limited amounts of capital, time and effort to allocate to its portfolio companies. We
argue that the pattern of resource allocation over a specific period of time depends on demand pres-
sure, as proxied for by the amount of capital committed to new funds on the overall market during
the year of the observed investment. If a fund spreads its resources equally over the total invest-
ment period, the fund manager can assign each invested dollar a uniform level of concentration and
support. However, according to Allen’s (2001) findings, investment managers will accelerate the
speed of capital allocation during periods of higher capital inflows into new funds. This is because
there is increased investment pressure compared to periods of lower inflows, as well as increased
opportunities to raise the next fund more quickly. We measure the speed of capital allocation as
follows.

Consider two funds, 4 and B, both of which invest a total of US$100m into all of their portfolio
companies over their funds’ complete lifetime: [TFCO,;,pc] = US$100m for both funds. Fund 4
provides the first capital investment to Portfolio Company i [PCi] in April 2000: with the final
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distribution occurring two years later in April 2002, after the exit of [PCi]. During this two-year
holding period [HP;;], fund 4 has a US$60m cash outflow into all its portfolio companies [FCO,;_
pcil- Meanwhile, Fund B invests US$50m into all of its portfolio companies during its two-year
holding period of April 1992 to April 1994. Given the illustrative example, for fund A4, [FCO,, p¢i] =
US$30m per year, and for fund B, [FCO,; pc;] = US$25m per year. The general measure of each
fund’s speed of capital allocation [SCA,;] in percent per year during the fund’s investment period
for [PCi] is simply the ratio of [FCO,ypc;)/[TFCO,pc]- Using this ratio, it is possible to stan-
dardise the measurement across different fund sizes. In this example, the speed of capital allocation
[SCAp;] of fund 4 during the investment period [PCi] is 30 percent per year, and for Fund B it is
25 percent per year. Furthermore, as a second measurement, this study analyses the relative speed
of capital allocation [RSCA,;] as a means to determine whether a fund’s speed of capital alloca-
tion is higher or lower than average during an observed investment. For [RSCA,], the lifetime of
the fund is taken into consideration.

To illustrate, we build on our prior example and assign fund A4 a lifespan of 10 years and fund B
a lifespan of five years. If each fund allocates its US$100 million of capital in a uniform fashion
over its lifespan, fund 4 would have US$10m to invest in any given year, resulting in a US$10m
fund investment ratio (FIR) per year, and fund B would have a $20m FIR per year. Moreover, the
relative speed of capital allocation [RSCA,;] during the observation period for [PCi] is the ratio
of [FCO,pcil/[FIRp¢;]. Using the given hypothetical values in the example, thus we have [RSCA ]
=3 (US$30m [FCO,pc;] divided by US$10m [FIR]) for fund A. Analogously, the relative speed
of capital allocation for fund B would be 1.25.

Note that a higher percentage speed of capital allocation per year implies a faster speed of capi-
tal allocation for a given fund during a specific company’s holding period. A higher relative speed
of capital allocation implies a faster speed of capital within the fund’s lifetime as a ratio compared
to the fund’s average capital allocation speed. However, by itself, this does not merit any judge-
ment: there are many reasons why fund managers may deploy capital faster or slower at any given
time. A higher or lower speed of capital allocation or relative speed of capital allocation value
simply reflects the speed with which a given fund allocates capital during the holding period of a
particular portfolio company, relative to fund lifespan and total capital available for investment.
The interesting point (illustrated in this article) is that higher demand pressure from limited part-
ners appears to be related to higher speed of capital allocation and relative speed of capital alloca-
tion values, but higher speed of capital allocation and relative speed of capital allocation values are
not associated with higher ROI. This does not rule out the idea that an increase in expected future
cash flows due to, for example, the development of a new product line that can only be produced
with a new machine, could lead VC or PE managers to increase capital inflows to an investee com-
pany without increasing their level of overall committed capital to the PE/VC industry.! On a
higher level, we observe that demand is related to staging behaviour and capital deployment, and
we believe that additional company-level information could help frame the results.

It seems plausible that periods characterised by low levels of capital inflows will influence fund
managers to invest current funds cautiously, in order to avoid running out of capital before the
follow-up fund is raised. This implies lower investment pressure, and could signal the need to
maintain larger investment reserves for current portfolio companies. However, when high levels of
capital need to be committed to new funds, PE and VC firms have an incentive to increase the
speed of capital allocation in order to generate better results and reach investment thresholds more
quickly. Thus, they can take full advantage of this ‘hot’ period to raise the next fund. This leads to
the third hypothesis:
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H3: Fund inflows will positively affect the speed of capital allocation.

Method
Data

In order to test these hypotheses, data were used similar to that found in Krohmer et al. (2009), who
were the first to generate a unique dataset by merging congruent data from Venture Economics
(www.thomsonfinancial.com) with content from the CEPRES database (www.CEPRES.de). using
Matlab 2007. The data in Venture Economics are provided voluntarily by investment firms and has
been used for several studies, including Gompers (1995) and Hege et al. (2003). CEPRES obtains
most of its information from due diligence reports, including audited filings of investment firms.
Cumming and Walz (2010) and Schmidt (2004) are among those who have used CEPRES data.

Both datasets contain complementary details. For example, Venture Economics provides infor-
mation on each financing round, while CEPRES? provides partially audited and precisely dated
information about the cash flows for each financing tranche. Combined, they provide a fuller pic-
ture of each investment, and allow precise IRR calculations to be performed. The time span
includes ‘hot’ venture capital years within, for example, the technology bubble, as well as the
‘cold’ years after the bubble burst. Therefore, we included a dummy variable ‘Exit/Valuation in
Bubble’ in the regressions as an indication of whether a portfolio company was exited between
September 1998 and March 2000: in order to control for differences in the investment climate for
the VC and PE fund industry (see Gavious and Schwartz, 2011). We are well aware of the fact that
the dynamics before the Lehman Brothers collapse and the subsequent financial crisis are not fully
comparable to the technology bubble, but we believe that our time span is sufficient to analyze our
research questions.

The investments were merged from both databases, provided that they were identical on four
levels of identification: name of investment management firm; name of fund; name of portfolio
company; and date of initial investment from the fund into the company.

Matching these entries generated a dataset with more than 150 different variables for each
investment, allowing the empirical analysis to be performed. Appendix A shows the variables used
for the analyses. The merged dataset contains 1747 specific investments, which were reduced fur-
ther as follows. All unrealised investments were excluded in order to mitigate reporting bias and to
ensure that IRR figures were based only on fully or partially realised investments. Valuation bias
and estimation errors in unrealised investments were considered only if the g-value was 20 percent
or less, based on Kaserer and Diller’s (2004) model:

RNAYV,
> ICE|

For this step, the residual net asset value (RNAV7) of partially realised investments as of November
2003 was divided by the absolute sum of the cash flows between the fund and the portfolio
company.

In the final step, all cross-fund investments (e.g. two or more follow-up funds of the same
investment management firm) in the same portfolio company were excluded, to eliminate
double-counting. After these reductions, the sample consists of 712 different investments made
by 122 PE and VC funds belonging to 51 different investment management firms. These invest-
ments include 1549 financing rounds, with 2329 cash injections (tranches) worldwide, spanning

qz=
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a 24-year period from January 1979 to November 2003. Note that although 712 investment
relationships is a small segment of the PE or VC deal universe, we believe that the sample, as
used and argued by Krohmer et al. (2009), is comparable to samples used in previous studies
focusing on staging, exit decisions and investment manager behaviour. For example, Gompers
(1995) examined staging based on a sample of 794 venture capital-backed companies provided
by Venture Economics, while Lerner (1994) analysed the exit decisions of venture capitalists in
350 privately held venture-backed biotechnology firms. In a more recent paper, Kaplan and
Stromberg (2004) studied the investment analyses of 67 portfolio investments by 11 VC funds.
For the deals considered in the present analyses, we have complete information on financing
rounds and tranches. However, given the limitations of existing publicly available data and our
objective of studying the effect of investment pressure on investment behaviour, we believe this
to be a necessary sacrifice.

The dataset appears to be representative of the general pool of PE and VC deals because it cor-
responds with the frequency distribution of key aspects of the market. As Figures 1 to 3 in Appendix
B show, the frequency distribution of the beginning and exit investment dates in the sample is simi-
lar to industry developments from 1979-2003. The frequency distribution with respect to country
of origin is comparable to the size of regional PE and VC markets, as well as to industry distribu-
tion.3 Table 1 provides in Krohmer et al. (2009) summary statistics on the relevant variables anal-
ysed in this study, as well as on investments by region (see Cumming et al., 2010 for cross-country
differences). The dataset includes 712 investments (one observation is per company, not per invest-
ment round) during the period January 1979 to November 2003, merged from the Venture
Economics and Cepres databases (for detailed description of the variables, see Appendix A). PE
and VC funds can provide the financing of their portfolio companies in several financing rounds,
which can be split up further into several cash injections, ‘tranches’. The tables present for each
category the number of observations, median and standard deviation. Several sub-clusters are con-
sidered for the analyses of structural differences.

The level of detail and the accuracy of this article extends the work of previous empirical
studies which have explored the determinants and the influence of staging. For example,
Gompers’ (1995) study using Venture Economics data focused on IPO exit as a proxy for suc-
cess. However, in line with Krohmer et al. (2009), we argue that this measurement approach
is imprecise, as a highly valued trade sale ultimately may provide higher investment returns
than a poorly-priced IPO. Hege et al. (2003) base their performance measurement on a hand-
collected questionnaire dataset supplemented by Venture Economics data. Their performance
measurement is subject to two types of error: the imprecise proxy of an IPO exit as a success
measure; and the incorrect calculation of IRR using financing round information alone, with-
out considering the accuracy of the data on each tranche cash flow from the fund to the
company.

However, such tranche cash flow data is not available from Venture Economics. The exact
date of cash injections can differ from the date of the financing round, because often rounds are
broken up into several injections, referred to as ‘milestone rounds’. Kaplan et al. (2002) iden-
tify this weakness and stress the impossibility of accurately measuring milestone round infor-
mation using Venture Economics data: ‘Milestone rounds, therefore, are problematic because
the amount invested at closing and the total amount actually invested at those terms can differ.’
Unlike previous studies, the merged dataset used in the present study provides precise and par-
tially audited information for each financing round, as well as for each cash transaction within
each round.

Downloaded from ish.sagepub.com at Technical University of Munich University Library on November 2, 2016


http://isb.sagepub.com/

International Small Business Journal 32(6)

652

9LT 680 T8E 099¢bST  €18/95 8LE 0¥0 oy'0 18¢ 8.1 001 18€ 681/85C 9/'999¢ 8L€ 990 LSO TBE IST 00T T8E o<yl
6Tl SO'I  SlE £9'69011  LI'TELT ¥IE €1'TE 080 +¥IE 06’1 00T ¥IE  €90068  LSviLI SIE OFbOE 8T SIE 16T 00€ SIE 0=>Y4l
31N Y|
050 940 LOl ¥TS8BET  I¥'€069 +OI  6£0 €€0 L0l £81 001 L0l €6'68lEC T6'S60S €01 SSO  +¥S0 L0l 19T 00T LOI payiads J0u/as|3
¢SSl LElL ES1 EIET96 €EPT8T €SI TESF  OF1 €SI 061 00T €SI 0£'8L99  ¥I'€9L1 €SI S6TP  6TT €Sl 08T 00€ €SI HO-3IM
9I'e €60 0/E 087T80SI 1¥91Sy  £9€ 90 9%'0 89¢ 00T 001 89¢ 00/€891 69'960€ 69€ 890 SS90 0LE 06T 00T OLE Ja8.10u/3|eg
08y 0011 78 ¥S6096E 8I8TIT T8 90 ¥¥0 T8 060 001 8 600/k6E ¥L6991 T8 990 L90 T8 L1 00T 8 Qdl
318N 9dh1 ux3g
890 S/0 9¢ T9ESI8Y ¥8VIBOI  FE  LPO 1€0  9¢ Tl 00l 9€  19%8TL9 +0'1LS01 ¥E€ 6¥0 LEO 9€ 0OTT 091 9¢ s4eah O UeY J3pIO
1ITCT 060 16 0978051 86C89%Y 16 SH'E S0 16 €0T 001 16 €0'€s801 €++¥S8C 16  TSE 001 16 0€€ 00T 6 s1eak 079
SI'y L0l 0Ll  68'TEEY 09'9961 691 8€0l LS50 01 081 001 0/I  €9%6L18 801991 691 7.8 880 0L €€T 00T OLI s4eak G-
€6TI 960 ¥LT TESLOPI  69¥8SE  TTT 61°LE 190 TCC 90C 00T TLT T908TkI  8I'ILST +TT €€9€ 980 HIT 86C 00€ +TT Jeak | =>
11915nd 98y
98'8C €0°1 ¥l 0699501 T6'800S ¥l €61E  6£E0 ¥I ¥60 001 i4l 1¥T¥901  9L068CT 1 981€ 190 ¥l T6T 00T ¥l punodJeuan|
€L 060 TEl 1980¥9€ 0L6189 TEI €F1E 050 <TEI II'l 001 CEl 896198  e6£E€ILF TEI IFIE 890 TEI 991 00T CEl 4917
Se€T 160 €11 T0'SSLLI 90888 Il 68¢€ 950 CIlI 60T 001 Tl 9€'666T1  T6SEPS Tl L6E  6L0 €Il 0I'E 00€ €Il uoisuedx3
LT Tl 9TT  E€THLY9 96’1961 97T 8TYI 8/0 9T €T 00T 9TC le6TI9  €991T1 9TT L8 611l 9TT SOE 00€ 9T A3
a1snp 38015
T 980 Te6 9I'€l1S0T 98°€0LS 16  €6€ L¥F0 16 6£T 001 l6 18'SLE61 VvI'€ELhE T6 19T /80 T6 €1'E 00T T6 sPYI0
S0°l €0’ 99 6¥'989CI 1§°c62€ 99 0901 ¥L0 99 $0T 00T 59 881,99 I¥e8le  §9  0€9  9I'l §9 €Te 00€ 99 SUOREIIUNWWIOID|D |
96'sS  6l°I S 09°€0T91 8L9611T § 18091 0OFO S 61 001 S 191291 8L96l11T § 08091 0OFO0 S +¥TT 001 S SIIIAIDS
L6] w0l vl vIEIThl L8LVIT ¥I 980 990 ¥I TSE 0S¢ ¥l 6609Cy1 668181 I /80 S80 ¥l 18€ 0S€E ¥l s[eranely
1671 960 08 S1'£9981 9T'€68L 6L SLL ¥90 6L ¥S'1 001 6L 8TEI09 ¥¥'/9L5 08 1LL 980 08 LET 00T 08 BIpaW pue 33uJa1u]
S€'S €01 08l Sb'SL68T  1T9TLI 08l €0l LS008l 691 001 08l L6TLWET THPEEl 081 €64 T60 08l 67T 00€ 08l A3ojouyda1 uonew.opu)
9601 060 987908 LL11EL 89 6S€y  €€0 89 OVl 0071 89  S691€9 88'99%YS 89 89ty VKO 89 9€T 091 89 uononpo.d [ersnpuj
¥ey €60 LE969T1  £8T0LT LIl 1S¥ 6¥'0 LIl 161 001 LIT 0€pS8El  €£8THI LIl TSy S80 LIl vTe 00€ LI SJedyyjesH
¥C0  ¥L0 Tl TTTULI9T 9E0ETHI Tl 8E0 S¥'0 Tl 6TT 00T < vrT8ee 9L'SkS6 I 90 1€0 71 09T 00C Il SIDIAISS [eduRULY
€051 180 TS TI'TevLl  S9VKLOI  0S 899I I¥0 TS LI'l 00l TS 09'SZLET  OI'0SkL 0S 9591 b0 TS OI'T 00T TS Aleuopatdsip Jauwnsuod
2318NP> 40133
81y  8C0 89 68996LE $9'EISS 89 SE€6E 0S50 89 ITI 007 89 V¥6'9STPC  S96ILF 89 T88E SLO0 89 /LL1 00T 89 PPpo
S¥'L  0T0 ISy €€SI€0T 1'091%  6bb €T8I 790 0S¥ 90T 00T 0S¥ 8TP6l6l 9€T98C ISy €181 SL0 TSk OI'E 00T TSk elBWY YlIoN
€Tl 070 €/ TTBTI9L  €TTE96 TLI 86'El 150 T¢I 05’1 001 TLI  6E€'890T 09099y €41 1SL 680 €41 TET 00T €Ll adoung
SE0  9T0 61  ¥9966€E 989K9€ 61 L6'S S0’ 6l 01T 00¢€ 6l 6SvI8L  vI'91LT 61 889  SSI 61 LI'T 00€ 6l BIsy
€8/, 960 TIL S81ST0T  £9968E 90L +SIT €S0 0IL 881 001 0lZ ¥6'9900T L6/8ST LOL OFOC 180 TIL SLT 00T QlL mu:mEuww>:u<
‘uoisay

‘as uepsl N ‘as uelpaly N 'ds uepdsly N QS uepdy N ‘as uelpaly N s uepsly N 'S uelpdW N

uonedo|[e [eded
Jo paads aAne|RYy JUBWISAAUI 38BIBAY Ausuaaul SuiSers JaquinN JUBWISAAUI 3FBIBAY Aususiur uiserg JaqunN
uonedo|[e
[eaded jo paadg spunoy saydued|

'sonsnels Adewwng *| jqeL

Downloaded from ish.sagepub.com at Technical University of Munich University Library on November 2, 2016


http://isb.sagepub.com/

653

Lauterbach et al.

‘AjoAndadsau S|9A9] 9| PUB %G ‘%0 Y2 38 92UBDHIUBIS DIOUBP s “sorc ‘s

S0'1T ve9t 99vI 6861 €19t 69°CI snshels—y
%90°'9% %0L'Ty %6L°9¢€ %CLYY %89ty %8E'€E Y passnipy
%9¢'81 %6& vy %6¥°6€ %60°L¥ %LT Yy %ECIE 2]

€9¢€ LIy 1333 1G€ SLy I1S€ SUOIIBAJISSQO JO 'ON

0S°0 870 13 40] 080 890 €40 BIsy
s 071 90| #:0€"| w0 60" ol €1 das
w900~ ¥1°0- «C0~ FT0— we€C 0™ 0C0- 3|qqnq ul uonen|eA/IX3
000< 000< 000< 00°0< 00°0< 000< SQOdl §0 '°N
€€l €80 8T wo 144\ S€0 JuswdojeAsp DVYASVYN
w90 390 €970 #3960 w1870 €870 WI-sSN
w00 w00 100 «10°0 #+C0°0 000 ssauisnq ul sJeak ||
080 600 870 ~0€0 610 090 punj DA

L1'0— €1'0— 0C0— 61°0- 10— «CC0~ uonedIpukg
| V70— w€€°0~ w00~ €00~ 810~ «CC0~ ade1s uareT

000 000 000 000 Auedwod jo a3y

S0 600 ¥10 110 900 olro y291-y3IH
60 €0 €70 07’0 [Bo] uonedojje [eaides jo paads aanejey

=l S0 090 [301] uonedoje feaded jo paads
wwd L°0 680 80’1 090 w9L0 w£6°0 [3o1] fended paxwwod
w09V~ 609~ #:C9 9™ #:06" €~ e 9V il 6°57 esuo)
([sayouen] ([spunou]
Ausuaui 3uiBess) 8o = ajqelaeA Juspuadaq Aususui 3uidess) 3o = ajqelaeA Juspuadaq
9 ISPOW S ISPO ¥ ISPOW € [3POW C ISPO | ISPOW
sayoue. jo Aususaul Suisels spunoJ 3upueuy jo Alsuaiul Suiderg 3|qelueA Juspuadapu|

*(Ausuaiul 8uiSeas) syusunsaAul HA pue 34 uo SuiSels Jo SjUBUIWIDIDP dY) UO SisA[eue uolssal3ay °T d|qeL

Downloaded from ish.sagepub.com at Technical University of Munich University Library on November 2, 2016


http://isb.sagepub.com/

International Small Business Journal 32(6)

654

¥1°Te £5°0¢€ karas 1881 61'9T 68'8I onspeIS—
%LL Y %98'SP %¥6'9% %08t %61 T %E8T 24 paasnlpy
%¥0'6¥ %Sy LY %0T 6% %STSH %06 ¥ %87 Sk 2
£5¢ LY £5¢ IS¢ SL¥ IS€ SuoneAIasqQ JO ‘ON
¥ 0- £€0— ¥ 0- ¥L0- €20~ ¥L0- ISy
$0°0 700 010 100 100~ 700 das
S0 800 970 €20 L1°0 ¥T0 3|qqnq u1 uoREN[eA/IX]
000> 000> 000> 000> 000> 000> sOd| §0 °N
S6°0— S6°0— 01— L0°0— 600 TIo- uawdojaAsp DVYASYN
w8L°0 ) VA wib¥0 o w70 WI-SN
500 900 500 w500 900 +50°0 ssauIsnq ul saedk ||
w071 P 1= 807 1— w8071 welE 1= b0 1= punj DA
wCE0 L1'0- €0 00— 61°0- <0€0— UOIEIIPUAS
wEF0 w650 P 0 920 w0 S0 a3e1s Jage
100 100 100 100 Auedwod jo a3y
el §°0— w050 el G0~ w€G°0— bV 0~ el 0 ya93-ySiH
100~ 200 S0°0— $0°0— [Bo|] uoneooje [eades jo paads aAnejey
¥1°0- L1°0- [8o] uonedojje |eaded jo paadg
€80 el 80 w180 w00’ 00" wel 60 [Boj] |eades paanwwo)
S 1€ el 1€ ol €€ wib€'T 99T LT UEISUOD
(syouen uad (punou uad

JUBWISIAUI 98eU9AR) 807 = 9|qelieA Juapuadag

9 ISPO

S ISPOW

¥ I°PO

aydueny Jad junowe JUSWIISOAUI MMNLO><

JUBWISAAUL 93eu9AR) 807 = 9|qelieA Juspuadag

€ ISPO

CI°PO

| IPPO

punou

Supueuly Jad Junowre JusUISIAUL STEUIAY

3|qelteA auspuadapu)

‘(3uswasaAul 93eI9AR) SIUSWIISIAUI DA PUE 4 JO SuISeIs JO SIUBUILLIDISP S UO sisA|eue uoissau3ay g a|qel

Downloaded from ish.sagepub.com at Technical University of Munich University Library on November 2, 2016


http://isb.sagepub.com/

655

Lauterbach et al.

"AjoAdadsau ‘S|oAS] 9| PUB %G ‘%0 | Y3 3B JUBDHIUBIS DIOUSP 4y s ‘s

99°9C YLYT 8€'6C 1414 TAT4 y6'¥C JnsneIs—

%8Y'8€ %88'8€ %659'8€ %CS'8C %€8°9€ %65°9€ 24 paisnipy

%66'6€ %E9° 0V %96'6€ %85°6C %1€ LE %80°LE 2|

(4 Kiad (14 909 8Lv LLY SUONEBAISSqO JO "ON

€00 L00 €00 00 €00 90°0— eIy

#C0°0— «10°0— 91eJ 33U)-Isly

sV | wsE¥ | el | A4 #:8¥ 0 #:9¥ 0 ddas

«00°0> +00°0> ~000> #00°0> 000> 000> SQOdI J° '°N

80— 80— 80— 10— 910~ €00 uswdojeAsp OVYASYN

~00°0< s|euoissajo.d Jo ‘oN

0 ) #€0°1— AN el V0~ el G0 WI-SN

€00~ w000~ w000~ #+00°0 000 ssauisnq ul sJeak ||

TN ANE CINE b 10— | TO— 8uisopd aduls sajuedwod jo uondedq

w0070~ 3uiso|> aduls swi |

«L0°0 .L0°0 uoned|puAs

100 ¥0°0 age1s uare]

«1010— =100~ w100- Auedwod jo 33y

L1'0 yaa1—ysiH

890 890 890 w010 =810 000 [Boi] fendes paxwwod

P CY 0 w80 €~ w0V €= w1670 wE¥ | w0 ursuo)
(uoneoojje [eaded (uoneooje

Jo paads aaneau) 307 = 9|qelieA Juspuadag

9 ISPOI

S ISPOW

¥ ISPO

[eaided jo paads) 8o = s|qelieA uspuadeq

€ [SPO

C ISPOW

| IPPO

a|qelJdeA Juapuadapu)

‘uonedoje [eaded jo paads s,puny SY3 JO SIUBUIWLISISP Y1 UO SISA[EUR UOISSUSDY *p d|qel

Downloaded from ish.sagepub.com at Technical University of Munich University Library on November 2, 2016


http://isb.sagepub.com/

International Small Business Journal 32(6)

656

"AjoAndadsau ‘S|9AS| % | PUE %G ‘%0 | Y3 I8 2IUBDYIUSIS DIOUBP 4iy ‘s

88l 'z 678 b9l Z40 89S onspeIs—
%L6TT %Ly 1T %ST9I %197 %Ly 1T %0501 24 pasnipy
%9T'ST %86°€T %YL 8| %16+ %86°€T %91°€1 d
Uy wuy wuy Uy Uy Uy SUOIIEAI3SQO JO "ON
YT o 810 LT0~ £T0- 810~ LT0~ ISy
110 600~ 1o 6170 das
110~ 600~ 10 600~ 3|qqnq ur uonen[EAAIX3
#000> 000> 000> 000> 000> 000> sOdl Jo °N
S00- LT0 L1'0~ S0°0- LT0 070~ wswdojpAsp OVASYN
600 500 010 S0°0 WI-SN
100- 100- w1070~ 000 100- 100~ ssaulsnq ul saeak ||
700 100- €00 100 100- ¥0'0— punj DA
500~ 100- ¥0'0— 900~ 100- £0°0- uonedIpuks
=170 €170 =010 =110 10 010 yoa1-ySiH
«90°0— w810~ w9170 [So] uonesoje eaded jo paads anejey
10— w8170 T [8o|] uonesojje [edes jo paads
000 000 w070~ 100 000 €070~ SaYPUE.I JO JIqUINN
€00 <700 00 €00 00 00 [Bo|] 3uswnisaaur sysue.3 a3eaany
e TO— we TO— A el TO— [8oj] (seyouen) Aususiur BuiSerg
870 €00 870 80°0— [Bof] [eaides paniwwiod
96’1 8p'0— ¥S0— 88'|— 850~ 020 juBIsuOY)
(1'1 + Yy1)8o7 = a|qetieA uspuadaq (1'1 + Yy1)8o7 = s|qetiea yuspuadag
9 I9POl S I9POW ¥ 19PO € [PPOW T I9POW | [PPOW 3|qeLieA Juspuadapuy

“JUSWISDAU] UO UJNIBJ JO SIUBUIWISISP Yl UO SISA[eue UOISsa.SY °§ d|qeL

Downloaded from ish.sagepub.com at Technical University of Munich University Library on November 2, 2016


http://isb.sagepub.com/

Lauterbach et al. 657

Results

The first regression analyses the determinants of staging of PE and VC investments.

Table 2 presents the results of the OLS regression on the determinants of staging intensity. PE
and VC funds can provide the financing to their portfolio companies not only in a single upfront
investment, but in several financing rounds, which can be split up further into several cash injec-
tions, i.e. tranches. Staging intensity is defined as the number of tranches or rounds divided by total
investment duration. The investment duration is the period of time measured in years between the
initial cash injection from the fund to the portfolio company, and the final distribution from the
company to the fund. The average round or tranche investment is the total investment amount from
the fund to the portfolio company, divided by the total number of financing rounds or tranches dur-
ing the investment duration.

Table 3 presents the results of the OLS regression in the determinants of staging measured by
average amount per financing. The different regression models are grouped by two categories:
staging intensity of financing rounds and of tranches. PE and VC funds can provide the financing
to their portfolio companies not only in a single upfront investment. but rather in several financing
round, which can be split up further into several cash injections from the fund to the portfolio com-
pany and the final distribution from the company to the fund. The average round or tranche invest-
ment is the total investment amount from the fund to the portfolio company divided by the total
number of financing round or tranches during the investment duration.

It finds that an increase in fund inflows as measured by committed capital to new PE and VC
funds during the year of the observed investment is associated with an increase in staging behav-
iour. We note an increase in staging intensity, as well as a higher magnitude of capital investment
per financing round and tranche. Furthermore, we find that a 100 percent increase in fund inflows
is associated with a 76 percent increase in the staging intensity of financing rounds (Table 2, Model 2)
and a 102 percent increase in the average amount of investment per financing round (Table 3,
Model 3). Interestingly, in Asia a 100 percent increase in fund inflows is associated with an addi-
tional 73 percent increase in the staging intensity of financing rounds (Table 2, Model 1).*

These results appear to support our argument that greater investment pressure on the part of
fund managers can influence their staging behaviour, after controlling for firm-specific character-
istics such as industry and company age. These results remain robust, even after controlling for
factors such as developmental stage and whether the business is associated with the high-
technology sector (as shown in Mason 2009), etc., all of which can signal agency problems or
specific investment risks of the project, and have been established as important determinants of
staging behaviour. The results for H1 and H2 are robust, even after controlling for exogenous mar-
ket characteristics such as the development of the NASDAQ index or the economic environment
(systematic risk), proxied for by gross domestic product (GDP) during the observation period.
Furthermore, in an unreported robustness check, the sample was split into 33 percent percentiles
which were compared with the highest and lowest IRRs. It was found that the direction of the rela-
tionships remain qualitatively stable for all percentiles, but the statistical significance is lower. In
addition, the latter can be driven by sample reduction.

The results in Table 4 show that the level of capital committed to new funds positively impacts
the relative speed of capital allocation, capturing the increase in speed of capital allocation within
funds (see subsection “How fund inflows affect the speed of capital allocation” for the definition).
Higher values of committed capital imply that more funds than average are available from limited
partners. The study also finds that periods marked by a 100 percent increase in fund inflows are
associated with an 68 percent increase in relative speed of capital allocation values at the means
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(Table 4, Model 4). The results are robust after controlling for several factors specific to the
following:

the investment — e.g. the age or the stage;

the fund — e.g. its internal age since inception and/or fraction of financed companies;
the investment management firm — years in business or number of professionals; and
the market (GDP).

b NS

Also, in an unreported robustness in the style of the previous comparison between percentiles, we
find that the results are very much comparable in all percentiles for relative speed of capital alloca-
tion, but not for speed of capital allocation.

As a final test, the study controlled for investment pressure or better firm prospects as causes of
changes in investment behaviour. In the analyses, fund inflows were treated implicitly as exoge-
nous, and were used as independent variables in the above regressions. We now control for the
correctness of this assumption, because fund inflows also could be seen as a response to positive
information about PE and VC investments. Such information could lead investment managers to
increase staging and accelerate the speed of capital allocation. We must be careful not to imply a
causal link between committed capital and staging and capital allocations into PE and VC invest-
ments, when actually both are correlated with future firm prospects.

We address this concern by examining in detail the success of these investments. As with
Gompers and Lerner (2000), who control for ‘demand pressure or better prospects’, we analyse the
ultimate success of the firms funded by PE and VC firms. Gompers and Lerner (2000) suggest that
ideally, studies should compare the rate of returns, something that they are not able to do due to
missing cash flow data. Instead, they use two proxies: exits via an [PO; or the percentage of invest-
ments that either resulted in an IPO, or were acquired for at least twice the valuation of that round.
These findings show that increased valuations driven by fund inflows are not related to changes in
future prospects.

The comprehensive dataset in the present study enables performance of a precise cash flow-
based analysis of the rate of return as the IRR, as it relates to staging, capital allocation and fund
inflows. The study specifies an absolute IRR measure based on precise data on the timing and
magnitude of the cash flows between each fund and portfolio company. It also performs further
analyses on relative IRR measures compared to the performance of a simultaneous investment in a
public index (e.g. NASDAQ or MSCI World).?

Table 5 gives the results of the OLS regression analyses with absolute IRR figures.® Using
simple OLS models, we find that the data support classical linear regression assumptions, with
tests for collinearity and heteroskedasticity returning acceptable levels. The findings confirm the
view that increased staging intensity and number per financing tranches, as well as accelerated
capital allocations driven by higher fund inflows, are not associated with higher investment returns.
Specifically, we find that periods marked by a 100 percent increase in the staging intensity of
tranches are associated with a 21 percent decrease in return values at the means (Table 5, Model 2);
a 100 percent increase in the number of tranches are related to a 3 percent decrease in returns
(Table 5, Model 1); and a 100 percent acceleration of the speed of capital allocation are associated
with a 26 percent reduction in return values at the means (Table 5, Model 1). These results help
alleviate concerns that shifts in fund inflows and changes in staging intensity or capital allocation
are driven by changes in future prospects.

The negative association between speed of capital allocation and investment returns could also
be interpreted as follows. If, under higher investment pressure, a fund allocates disproportionately
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high amounts of capital (with corresponding commitments of time and effort) during a certain frac-
tion of the fund’s investment period, there may be a shortage of available resources for the portfolio
companies during this period (assuming an expected ROI value equal to other opportunities during
the fund’s lifetime). This may result in poorer quality decision-making, monitoring and eventually,
poorer overall ROI for the investments made during this ‘high-pressure’ investment period.

Conclusion
Suggestions for further research

This study finds strong evidence that a fund’s speed of capital allocation is related to fund inflows
(investment pressure), while controlling for several other factors such as company age and GDP.
Apparently, this set of control variables is not exclusive. An auspicious possibility for future exten-
sion of this study is to analyse the cultural differences in investment behaviour, as shown in Johan
and Najar (2011). Future research could investigate this highly interesting angle from a VC and PE
funds management team perspective (also management team composition), and for portfolio com-
panies. This study included an Asia dummy variable (see Knight, 1994) as a simple instrument to
control for latter effect and GDP, which can be done more precisely with larger dataset (as in
Cumming et al., 2010). Another area worth considering for future extensions of the approach set
out in this study would be an inclusion of law and economic differences across countries, which are
likely to have an impact on investment behaviour (see La Porta et al., 1997, 1998). Furthermore, as
more data become available, the rather young but fast-growing PE and VC market in China is a
perfectly suitable setting to extend the research questions presented here, and to carve out differ-
ences in economic regions with substantial divergent growth rates. A further avenue for future
research would be the interactions among company-level information (which also can affect capi-
tal flows), such as financing needs, risk and our finding that PE and VC managers’ investment
behaviour is driven also by investment pressure. Moreover, investigating how fund characteristics
(as shown in Cumming et al., 2005a), as well as investment pressure can affect capital deployment
to investees is a promising topic. Finally, a further stimulating extension is to differentiate the type
of investments. Arguably, the dynamics for socially responsible investments, as discussed in
Cumming and Johan (2007), could differ from other investments.

Limitations of the study

One limitation of this study’s dataset is that it ends in 2003. However, the time span includes ‘hot’
venture capital years within the technology bubble, as well as the ‘cold’ years after the bubble
burst. Furthermore, a dummy variable ‘Exit/Valuation in Bubble’ was included, indicating whether
a portfolio company was exited between September 1998 and March 2000. Future research could
cover an even broader reach in terms of the investment behaviour over different investment cycles,
countries and crises.

Final remarks

The results of this study strongly support the view that higher inflows of capital into PE and VC
funds are associated with increases in staging intensity, amount per financing round and tranche,
speed of capital allocation to portfolio companies and lower returns. The study finds that these
changes in investment behaviour are not related to future prospects. Fund managers faced with

Downloaded from ish.sagepub.com at Technical University of Munich University Library on November 2, 2016


http://isb.sagepub.com/

660 International Small Business Journal 32(6)

increased fund inflows tend to adjust their investment behaviour in order to deploy a larger amount
of capital into portfolio companies within a shorter period of time. In other words, a fund’s pace of
capital allocation is not determined only by exogenous investment opportunities, systematic risk
and the portfolio firm’s financing needs (increase in expected future cash flows) for future devel-
opment, but also by investment pressure. Furthermore, the study found evidence that in developing
economies, where PE and VC markets are not yet matured, an increase in fund inflows has a much
stronger effects on investment pressure. For example, in countries such as China, the fast-growing
demand side, from home country and overseas, can easily create a situation in which large invest-
ments are aimed at a limited number of sound investment opportunities. We believe that examining
the mechanisms that drive the ‘pressure chain’ of PE and VC financing could help to explain the
differences in investment performance during ‘hot’ and ‘cold’ fundraising periods. One of this
study’s main contributions is measuring the speed of capital allocation for specific funds into par-
ticular portfolio companies; previous papers were prevented from measuring this variable due to
insufficient data. During ‘hot’ times, this study found that PE and VC fund managers participate on
the upside of asset price bubbles by speeding up capital allocation, intensifying staging behaviour
and capitalising on the larger amounts of capital available for investment. However, during ‘cold’
times or downturns, managers may suffer from minimal exposure, as they slow down capital allo-
cation and put relatively less capital at risk. We can interpret this finding to mean that fund manag-
ers are simply carrying out their fiduciary duty to maximise returns and minimise risk for investors.
However, the present study’s results imply that in fact, a higher speed of capital allocation may not
be optimal for investors, given its negative association with investment returns.

For new deals, the data support the view that fund managers could accept higher acquisition
costs due to increased valuations: a factor relevant for speed of capital allocation, but not for stag-
ing behaviour. For existing portfolio companies, fund managers may increase staging behaviour
and tolerate a higher burn rate of capital in specific companies by, for example, increasing market-
ing costs to achieve higher performance. In some cases, these efforts may be successful and lead to
higher ROI; in others, the rush to spend additional capital may imply lower value-added per unit of
capital. Because the capital requirements of portfolio companies are driven primarily by underly-
ing factors that are highly specific to their particular stage of development (Sahlman, 1990), high
levels of capital allocation speed may imply surplus capital that cannot be put to effective use by
the recipient firm, resulting in lower ROI.

The findings remain robust when controlling for the risk factors of the investment project, and
they contribute to the ongoing debate over financial market rationality and investor behaviour in the
private equity and venture capital markets. Investigating how fund manager behaviour can impact
investment returns through the mechanisms of capital allocation speed and staging intensity high-
lights the importance of determining how to create appropriate incentive structures to align fund
managers’ behaviour with their primary role as financial intermediaries. Given existing incentive
structures, we believe that fund managers may continue to exacerbate the volatile nature of PE and
VC market returns during boom-and-bust periods. However, with the dataset used in this study, we
were unable to analyse the recent boom-and-bust period around the Lehman Brothers collapse.

The implications for practitioners include consideration of whether to include cash flow rights
in contractual designs between the fund’s investors (limited partners) and the fund itself (general
partner). This may mitigate principal-agent problems regarding the speed of capital allocation.
One solution could be to limit the dynamic of capital allocations within one year to, for example,
a maximum of 30 percent of fund total capital, with a clause allowing for the extension of this limit,
if desirable, with investor consent. Such a clause increases in importance for regions, such as Asia,
with astonishing growth rates in investment volume.
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Notes

1. We thank an anonymous referee for pointing this out.

In November 2003, the CEPRES database contained detailed information on 5308 investments in 4476
portfolio companies by 229 PE and VC funds, belonging to 74 different investment management firms.

3. Details on all frequency distributions, including company age, development stage and exit type, are
available upon request.

4. We also performed the regression in Table 2 with region fixed effects (North America, Europe and Asia)
to address the fact that in different regions, legal protection and the level of corruption differ, which is
likely to have an impact on investment returns (see Cumming et al., 2007). We find that the results
remain stable with the exemption of the relationship between capital committed to the speed of capital
allocation.

5. Our results are similar to those obtained from specifications using absolute IRR, and are available upon
request.

6.  Krohmer et al. (2009) analyse the impact of staging during different phases of a VC/PE fund life cycle.
We do not split up the sample into different phases, and therefore include the resulting influence on IRR
on aggregated level by controlling for average investment per tranche and number of tranches.
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Appendix A. Description of variables.

Variable Description
Performance IRR [Log(IRR The exact IRR based on the investment cash flows from the fund
measure + 1.1)] to the portfolio company and return flow from the company to
the fund. For the regression analyses we take logs of (IRR + I.1)
to conform to Gaussian assumptions necessary for classical linear
regressions and to cover all positive and negative IRR results as
well as write-offs
Speed of Fund’s speed The fund’s speed of capital allocation during the investment period of
capital of capital Portfolio Company i [SCA] is calculated as the fund’s capital outflows
allocation allocation to all portfolio companies during the investment period of portfolio
measures (SCA) [log] company i (in real US$, 2003)* [FCOall-pci] divided by the fund’s
accumulated capital outflows during the total fund’s lifetime (in real 2003
US Dollarsy* [FCOlifetime] divided by the holding period of Portfolio
Company i in years [HPpci]. (For the regression analysis we take logs.)
Fund’s The fund’s relative speed of capital allocation during the investment
relative speed period of portfolio company i (RSCA) is calculated as the fund’s
of capital capital outflows to all portfolio companies during the investment
allocation period of portfolio company i (in real US$, 2003)* [FCOall-pci]
(RSCA) [log] divided by the holding period of portfolio company i in years
[HPpci] divided by the fund’s accumulated capital outflows during
the total fund’s lifetime (in real 2003 US Dollars)* [FCOlifetime]
divided by the fund’s lifetime in years [FLT]. (For the regression
analysis we take logs.)
Demand Committed Committed capital on the overall market at date of investment (in
measure capital [log] real US$m, 2003)* (For the regression analysis we take logs.)
Staging Staging The staging intensity (tranches) is the ratio: number of tranches the
— related intensity fund invested in Portfolio Company i divided by the holding period
variables (tranches) of Portfolio Company i in years. (For the regression analysis we take
[log] logs.) Tranches are cash outflows at CEPRES. Each financing round
can include one or more tranches
Staging The staging intensity (rounds) is the ratio: number of financing rounds
intensity the fund invested in Portfolio Company i divided by the holding

(rounds) [log]

Number of
tranches
Average
tranche
investment

[log]

Average
round
investment

[log]

period of Portfolio Company i in years. (For the regression analysis
we take logs). Financing rounds are reported at Venture Economics

Number of tranches the fund invested in Portfolio Company i during
its holding period

The average tranche investment is the total investment amount
(in real US$, 2003)* the fund invested into Portfolio Company

i divided by the number of tranches of the fund to Portfolio
Company i. (For the regression analysis we take logs.) Tranches
are as outflows at CEPRES. Each financing round can include one
or more tranches.

The average round investment is the total investment amount (in real
US$, 2003)* the fund invested into Portfolio Company i divided by
the number of financing rounds of the fund to the Portfolio Company
i. (For the regression analysis we take logs.)

(Continued)
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Appendix A. (Continued)

Variable Description
Control
variables
Portfolio High-tech A dummy variable equal to | for companies of the high-tech sector
company (classified as High Tech when belonging to one of the following
CEPRES sector categories: healthcare/lifescience, IT, high-tech,
semiconductor, software, internet, telecommunications).
Later stage A dummy variable equal to | for later stage companies (classified as
later stage (early stage = 0) when belonging to one of the following
CEPRES Stage categories: later, MBO/MBI, LBO, public to private,
mezzanine, turnaround, recapitalisation). (Early stage categories: seed,
start-up, early, expansion.)
Age of Age of Portfolio Company i (in years since its founding date) at date
company of initial investment by the fund
Syndication Total number of fund investment management firms investing in
Portfolio Company i during its lifetime
Asia A dummy variable equal to | if the company is located in Asia
Fund VC fund A dummy variable equal to | for funds specialised on venture capital
Time since Maturity of the fund (in years since its closing date, which marks
closing the end of its fundraising) at date of initial investment of Portfolio
Company i
Fraction of The number of portfolio companies that the fund has invested in since
companies its closing date to date of initial investment of Portfolio Company
since closing i, divided by the total number of portfolio companies that the fund
invested in during the lifetime of the fund.
Fund IM years in No. of years the fund investment management firm is in business at
investment business time of the initial investment of the fund in Portfolio Company i
management Us-IM A dummy variable equal to | for the fund investment management
firm firm with the main office in the USA
No. of Number of investment professionals employed by the fund investment
professionals management firm
Exit/valuation A dummy variable equal to I, if Portfolio Company i was exited
in bubble between September 1998 and March 2000, 0 otherwise (if the
investments are not fully realised, we consider date of last valuation
as exit date)
No. of IPOs Number of (PE-backed) IPOs one year before date of exit/valuation of
Portfolio Company i
Market Risk-free rate The short-term interest rate at date of the initial investment of the

NASDAQ
development

GDP

fund into Portfolio Company i (for US investments: Federal Reserve
Bank | month treasury bills; for EU investments: the BBA Libor rate)
NASDAQ development is the variation of the NASDAQ Composite
Index between the initial investment date of the fund into Portfolio
Company i, versus three-quarters before the initial investment

The GDP is the average variation of real US gross domestic product
per year over the holding period of the fund’s investment into
Portfolio Company i

*The inflation adjustment is based on Consumer Price Index (CPI) data for all urban households and all items. Data are
derived from the records of the US Department of Labor (www.bls.gov).
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Appendix B
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Figure 1. PE andVC investments per year — total sample, 712 investments, 1979-2003.
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Figure 2. Number and type of exits per year — total sample, 712 investments.
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Figure 3. Committed capital on the overall market (in US$m, 2003) by year.
Source: Venture Economics, April 2005
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