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Abstract

The relationship between entrepreneurs and venture capitalists (VC) has frequently been
researched from the VC's point of view. As a result, VCs have implemented a number of
techniques to reduce their own information asymmetry. However, because the VC is a
professional investor, this dyad has a two-sided information asymmetry with regard to the
investing process. With a focus on the signals sent by VCs that led to the reduction of this two-
sided information asymmetry, the study applied a signalling theory approach to examine the
experiences of entrepreneurs during the investment process. The results demonstrated that
entrepreneurs take a variety of steps to prepare before beginning the financing process. Through
the investment, entrepreneurs were able to identify and evaluate signs that could ultimately
result in greater trust and better process clarity. Additional value additions made during the post-
investment period provide additional signals, which may lead to a relationship with a better level

of overall quality.
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1. Chapter 1 — Problem formulation

1.1. Research problem

1.1.1. Introduction

Venture Capital (VC) is a form of financial assistance that is available to early stage and
high growth businesses, coming from investors that originate, in the immediate source,
from VC firms (Ahlstrom & Bruton, 2006; Drover et al., 2017a). These early stage high
growth businesses are operated by individuals who are innovative and who work with the
sole purpose of growing the business into a larger, more lucrative enterprise. (Panda,
2018). Not only do VC firms provide financial assistance to the benefit of the business’
growth, they also adopt other coaching mechanisms that supplement the business with
administered business skills and management not previously available; all done to yiled
higher returns for the investing firm (Amit et al., 1998).

1.1.2. Entrepreneur VC Relationship

The interaction between an entrepreneur and a VC can be characterised as that of an
agent and a principal, with the two parties being in an agency relationship(Christensen et
al., 2009; Tennert et al., 2018). This relationship is defined as one which describes one
party being contracted by a second party to provide a particular service, while also
delegating certain decision-making powers to that second party (Tennert et al.; 2018).
This is as a result of the VC (principal) investing in the entrepreneur (agent), and with the
entrepreneur retaining the authority to make a significant number of business decisions in
the operations of the enterprise (Jensen & Meckling, 1976; Christensen et al., 2009; Panda,
2018). The assumption is that both the entrepreneur and VC would want to maximise their
own utility which often results in scenarios wherein the agent does not always maximise
their principal’s utility, but rather looks to maximise their own with the phenomenon being
known as the agency problem (Panda, 2018). With both parties understanding the
possible limitations of their arrangement, they would then opt to synchronize their goals
and targets with the aim of limiting conflicting interests and thus maximizing returns for all
(Hanif et al., 2019). A good relationship between the entrepreneur and VC is a key
determinant in the success of the business. Such a relationship has often been viewed as
an agent-principal relationship, which inherently presents an unbalanced access to
information, with the agent often having more access to business information than the VC

Panda, 2018). Given that the sole purpose for the collaboration of the two parties is the



eventual success of the business, many scholars have looked into studying this inherent
information asymmetry presented by the dynamics of this relationship; considering the

causes and effects thereof (Panda, 2018).

1.1.3. Role of information asymmetry

Information asymmetry, a concept that has become central to management research, is
defined as a scenario in which one party has more or better information than another party
in a particular relationship (Bergh et al., 2019; Akerlof, 1970). Within management
research, the concept of information asymmetry has been studied from numerous
perspectives, including strategic management, corporate social responsibility, human
resources management, organisational behaviour, organisational theory, international
business and entrepreneurship (Bergh et al., 2019). As a core concept, information
asymmetry has proceeded to form the basis of theories that have been derived from
management studies in the last few decades. These include the agency theory,
transaction cost economics, resource-based theory, resource-dependence theory,
institutional theory and signalling theory(Bergh et al., 2019). Information asymmetry exists
in the relationship between an entrepreneur and a VC, given that at the genesis of the
partnership, the entrepreneur knows more about the prospects of the venture than the VC,
creating an agency problem and agency costs (Gompers, 1995; Yang et al., 2021).
However, this information asymmetry can also be two-sided, given that the VC is most
likely to know more about the capital process as a result of their experience in professional
investing, an imbalance that produce advantage in the inception and terms discussion of
the relationship (Glicksman, 2020).

Even though the parties enter into a contract, that contract cannot deal with every aspect
of the relationship, resulting in trust playing a major role in the relationship (Burns et al.,
2016; Pollack et al., 2017; Shen et al., 2020).

To combat this disadvantage, VCs have put mechanisms in place to reduce agency costs
and information asymmetry. Previous literature has often presented information
asymmetry from the perspective of the VC having less information (Glicksman, 2020),
without much focus on some of the advantage on the VC’s side. As aresult, most literature
has solely focused on the steps taken by VCs to narrow this information asymmetry, with

little focus on the other side of ledger. One such mitigant that has been put in place by
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VCs to protect their interests, is the provision of capital in stages and having the option to
provide no further capital if milestones are not reached by the entrepreneur (Panda &
Dash, 2016). This ensures that invested money is only spent on value-adding activities,
with the target of getting the business to a certain pre-agreed stage one level and funding
round at a time (Panda & Dash, 2016). One example of synchronizing the VC and
entrepreneur’s interests is through entrepreneurs mostly being compensated using
company stock, rather than salaries. This is done to ensure that both the VC and
entrepreneur are on the same page, as the returns on stock awards would tend to be more
long term in nature compared to salaries, which are earned immediately or at least on a
monthly basis (Sahlman, 1990). Additionally, Pruthi, Wright and Lockett (2003) concluded
that VCs also constantly monitor their investments, whether in developed or developing
markets. Sahlman (1990) and Schmidt (2003) also made the point that the use of
convertible instruments by the VC places the timing of liquidity actions in their control, and
if the convertible instrument has dividends, these at least create a moderate return even
if investment is only marginally successful. Lastly, the VC’s active involvement in the
company in the form of board seats, assistance with recruitment, and working with
suppliers and customers also allows mitigation to the fact that businesses are not always
able to contract out every needed business operation, which would present a limitation,
and can be circumvented in this regard to the benefit of all. (Sahlman, 1990).

However, as previously noted, there are instances wherein the entrepreneur is the party
with less information between the two. This makes information asymmetry a double-sided
disadvantage, as VCs are experienced deal makers who conduct such venture deals
professionally and on a regular basis, thus understanding the process expertly, while
entrepreneurs are likely to only know their own venture well (Gliicksman, 2020). While in
the first instance, the entrepreneur is the party with the information advantage regarding
the prospects of the venture, the second circumstance presents the entrepreneur being

the party at an information disadvantage and the VC being at an advantage.

There is scant literature on the instruments that entrepreneurs can use or actions that
entrepreneurs can take when they are the ones at an information disadvantage regarding
insight on the VC process. Glucksman (2020) found that timing, matching, preparation
and trust building by entrepreneurs are important in mitigating information asymmetry
risks. Timing refers to entrepreneurs having to think about ensuring that the venture raises

capital from VCs at the right time and when in the right business phase. Matching refers
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to ensuring that the venture finds a VC that aligns with its own vision and mission, rather
than accepting any VC that merely offers funding. Preparation refers to the work that is to
be done by the VC prior to engaging in the VC funding process, which often relates to
preparing financial plans, presentation skills, narration of the business story and
understanding of what it means to have other equity investors (Cusolito et al., 2020).
Lastly, trust building refers to the process of the entrepreneur creating a relationship that

has open and honest communication with the VC (Glucksman, 2020).

Klonowski (2007) describes a nine-stage venture funding process, which commences with
deal origination, followed by initial screening, followed by feedback from the Investment
Committee and Due Diligence Phase 1. These steps are then followed by pre-approval
completions, formal approvals and due diligence Phase 2. The researcher will use the
above steps as a guide when referring to the investment process, however, for the
purposes of this study, the steps will be grouped in the following manner: all of the steps
until formal approvals will be framed as Part 1 of the venture process, Due Diligence
Phase 2 and deal completion will be framed as Part 2. Monitoring will be framed as Part
3 and lastly, the exit will be framed as Part 4. This framing is done in order to separate the
risk that entrepreneurs are exposed to through the process. The risk that entrepreneurs
are exposed to will be considered separately to the risk that entrepreneurs are exposed

to in the other parts.

This study will use the signalling theory as a framework to understand the signals VCs
provide to entrepreneurs through the venture funding process. This signalling theory was
first described by Spence (1973), in which the researcher outlined a hypothetical labour
market where employers (the receiver) had to interpret the potential success of an
employee (the signaller), based on the education level of the employee (the signal). The
signal that is provided by the signaller often has a cost attached to it, making it worthwhile

to incur that cost in order to communicate that signal (Spence, 1973, 2002).

1.1.4. Research purpose

The purpose of this study is to further understand the entrepreneur-investor relationship
from the perspective of the entrepreneur. There have been other researchers who have
studied this relationship from the perspective of the investor, and as a result, a number of

mechanisms have since become commonplace in VC investments. However, given that
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there are other elements of the investment process that the investor knows more than the
entrepreneur, by virtue of the investor being a professional dealmaker, the entrepreneur
could also be in a position to embed mechanisms or to grow awareness of the process to
ensure that they maximise their own returns in the relationship as well. There are relatively
few mechanisms that entrepreneurs can put in place in order to mitigate their own
information asymmetry risks in relation to the investment process that are documented in
literature. The study will thus add to the literature regarding the experiences of
entrepreneurs while undergoing the investment process with a VC. The experiences of
entrepreneurs will be useful in the entrepreneur’s quest to raise the appropriate type of
capital from the appropriate partner at the appropriate time, and to avoid adverse selection
risk as well as moral hazard that can arise as a result of the VC having more knowledge
about the investment process than the entrepreneur. This would also ensure that the
entrepreneur is in a stronger position, thereby generally improving the entrepreneur’s
start-up experience.

The findings of this study would add to the available literature on information asymmetry
in the entrepreneur-VC relationship throughout the investment process, adding a
perspective on how entrepreneurs can mitigate the risks that arise because of this
imbalance. Signalling theory will be applied as a framework in an attempt to understand
how entrepreneurs interpret the signals that are given by VCs throughout the investment
process, and how the interpretation of those signals will be beneficial to the entrepreneur’s
VC experience.

On a practical level, the study will contribute to the understanding of what entrepreneurs
can do to be as prepared as possible for the investment process. For VCs, insight into the
experiences of entrepreneurs throughout the investment process will assist in
understanding what signals to provide the entrepreneurs to adequately communicate the

quality of what they bring to the table.

1.1.5. Outline of the report

This research report will commence Chapter Two by providing a review of the current
literature in venture capitalism and in particular, the dynamics of the entrepreneur and the
VC relationship. The chapter will explore this relationship dynamic by considering a
detailed definition of the VC, followed by a review of the literature around information

asymmetry, and how VCs have mitigated their own information asymmetry and lastly, the
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chapter will present the chosen theoretical framework for the answering of the research
questions, the signalling theory. Chapter Three will provide a brief overview of the
research questions together with the purpose of each research question. Chapter Four
will be a presentation of the methodology and research design employed by the
researcher to collect data that will address the research questions that are raised in
Chapter Three. Chapter Five will present the findings of the data that was collected from
research participants using the methodology described in Chapter Four. Chapter Six is a
detailed discussion of the findings in consideration of how they relate to the literature
review and will also present and discuss any new insight provided by the findings. Lastly,
this research report is concluded in Chapter Seven by considering the main findings and
their relevance/ability to answer the research questions, together with a consideration of
their theorical and practical contributions. Limitations of the research study and directions
for potential future research are also presented in this chapter, concluding the research

study and paper.
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2. Chapter 2 — Literature review

2.1. Introduction

This chapter provides an overview of past literature that is available on the dynamics of
the entrepreneur and VC relationship. The chapter commences by defining VC as used in
this study. Information asymmetry as well as the agency problem are then reviewed in the
literature. Further, risk mitigation strategies from the perspective of the entrepreneur are
discussed, which indicates that there is a lack of investigated risk mitigation strategies that
could be employed by entrepreneurs in the same relationship. Signalling theory is then
outlined and discussed, as it will be used as a framework to understand the entrepreneur’s
perspective. The chapter is then concluded with a discussion of the contribution to theory

and practice.

2.2. Definition of VC

When an early stage business is seeking to grow, there is sometimes an opportunity to
raise equity capital from external parties rather than debt (Drover et al., 2017). Given that
the business is often not generating sufficient cash flow to repay debt, the equity options
available to that business can therefore be categorised into the broad category of VC
(Drover et al., 2017). VC is capital that is provided by a group of investors into businesses
that are at various stages of their business cycles, with an emphasis on innovative, high
growth, earlier stage businesses as opposed to mature businesses with stable growth
(Drover et al., 2017; Vaidyanathan et al., 2019). VC is not limited to technology-enabled
businesses only, but also other businesses that offer above average growth and the
related returns associated with that growth, often being underpinned by other factors such
as underserved markets or legal barriers to entry (SAVCA, 2021). While these businesses
offer potentially high returns, they are also accompanied by higher risks (Drover et al.,
2017; P. Gompers & Lerner, 2000; Mlambo & Portmann, 2013; Vaidyanathan et al., 2019).
Investments are normally made using equity-type instruments, and in providing the capital,
VCs also tend to also be more involved by sitting on the boards of their investee
companies, leading to them having other rights outside of those obtained by being a
normal shareholder in a publicly listed company (Drover et al., 2017; P. Gompers & Lerner,
2000). Additionally, VCs add value to their portfolio companies in other ways as well, which

could include mentorship and an improvement in governance (P. Gompers & Lerner,
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2000; Jones & Mlambo, 2013; Lerner & Nanda, 2020; Vaidyanathan et al., 2019). A
significant amount of literature focusses on the partnership format of VC funding, as
opposed to corporate venture capital and development finance raised(Drover et al., 2017).
The equity funding landscape literature differentiates between the different types of early
stage investors; traditional VCs with a partnership format, corporate venture capital which
sources funding from corporate entities, angel investors who are individuals who invest
their own capital and accelerators who trade specific skills and other assets such as work
spaces and mentorship (Drover et al., 2017). The above different equity funding models
differ by source of funding, stage of business, amount invested and the nature of

involvement (Drover et al., 2017).

The South African Venture Capital Survey (2021) reported that more than half of the
funding provided to venture capitals in South Africa was to seed stage businesses, which
are those businesses that require funding in relatively early stages, typically prior to
completing product research and design and which would be often sourced from angel
investors. Furthermore, the researcher revealed that almost half of all investment into
venture capital in South Africa was sourced from corporate entities (SAVCA, 2021). As a
result of the fact that a significant proportion of funding is for seed stage companies and
that a significant amount of this is being sourced from corporate entities, this study will not
differentiate by funding source and early stage, with the result being that traditional venture
capital from institutional sources, corporate venture capital and angel investors will all be

considered as venture capital.

2.3.Information asymmetry

Information assists in making decisions, and individuals make decisions based on either
public or private information or both (Connelly et al., 2011). As a result of some information
being private and not open for public consumption, it is a natural occurrence for one party
to make decisions with information that another party has but has not disclosed, causing
information asymmetry (Connelly et al., 2011). In their extensive literature review of the
phenomenon of information asymmetry, Bergh et al. (2019) discovered that there were
essentially three broad categories of factors that lead to information asymmetry. The first
is reported to be the “unobservable or uncertain qualities of actors or their products and
services”, the second is the “structural barriers to information sharing” and the third and
last category refers to the “strategic and behavioural barriers” (Bergh et al, 2014, p133i).
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In the relationship between the entrepreneur and the VC, the VC would know more about
the investment process compared to the entrepreneur by virtue of the VC being a
professional investor that has formed entrepreneur-investor relationships in the past
(Glucksman, 2020; Greiner & Lee, 2017). This would put the VC in an advantageous
position at the onset, given that the process is being run by them, a party that has
extensive knowledge and experience of the process in question. On the other hand, the
entrepreneur has often not had the privilege of undergoing such proceeding numerous
times, and remains an amateur compared to their counterpart. This information advantage
places the VC in a favourable position at the start of the process, allowing them more
control over the dynamic and direction of what is to follow. As a result, the VC often then
has better negotiating power and leverage, placing the control of the relationship post
investment in the VC’s hands (Granz et al., 2020). This is also supported by the fact that
post investment, the entrepreneur becomes merely a receiver of value and has to wait for

the VC to provide the value before making an additional move.

2.4. Information asymmetry and the agency problem

The relationship between entrepreneurs and VCs has long been described by a number
of researchers as an agent-principal relationship (Christensen et al., 2009; Drover et al.,
2017). Jensen and Meckling (1976, p 308) first defined the agency relationship as “a
contract under which one or more persons (the principal(s)) engage another person (the
agent) to perform some service on their behalf which involves delegating some decision-
making authority to the agent”. If it were to be assumed that both parties want to maximise
their own utility, then it is reasonable to deduce that the agent will not always act in the
best interests of their principal, which then creates an agency problem (Jensen & Meckling,
1976). Christensen, Wuebker and Wustenhagen (2009) considered the motivations for both
the entrepreneurs and VCs in the relationship, using agency theory in their study with the
entrepreneur as the agent and the VC as the principal. Panda (2018), also viewing the
entrepreneur as an agent and the VC as the principal, confirmed earlier findings from an
earlier 2016 study they conducted. The researchers concluded that later stage VCs are
the ones who face the greater agency risk when being compared to earlier stage VCs.

This is mostly because it is easier to get both parties’ goals aligned much sooner than it
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is later, and that the earlier the relationship commences, the lesser the impact of

information asymmetry on the interest of either parties.

Based on the agency problem, information asymmetry between the entrepreneur and the
VC becomes a challenge. Adverse selection and moral hazard are two of the types of
information asymmetry that arise (Amit et al., 1998; Glucksman, 2020; Panda, 2018).
Adverse selection, as first posited by Akerlof (1970), refers to an instance in which the
entrepreneur is encouraged to not disclose all relevant information to the VC to make an
informed decision but with the sole motivation of merely obtaining funding from the VC.
The decision then made by the VC is sub-optimal given that the VC did not have all
relevant information at hand. Moral hazard occurs when the entrepreneur is not
encouraged to maximise value as the VC is not able to observe whether the entrepreneur
is working hard or not (Amit et al.; 2019; Djalic et al., 2017; Hellmann & Thiele, 2019). This
addition of other forms of support in addition to financial capital, makes VC unique in
relation to other forms of capital raising such as debt capital and this extra support may
even be more important than the financial capital that is provided (Panda, 2018). As a
result of the additional support provided to VC-backed firms, they tend to be more in the
spotlight and have tended to be more successful when compared to firms that are not
supported by VC firms. It is important to note that this variation could possibly be explained
by other factors (Lerner & Nanda, 2020; Panda, 2018).

2.5. Accelerators and Incubators

According to Berger (2019), accelerators and incubators differ by the amount of time that
the participants take as part of the programme, with an accelerator being for a relatively
short amount of time at three-six months, while an incubator can be for a longer period of
time at almost a year. An accelerator also only accepts applications from potential
businesses that already have a minimum viable product while incubators can accept
applications from earlier stage businesses. The services offered by an accelerator include
mentorship, intense scrutiny of the business model, and selection via cohorts that change
periodically. The services offered by an incubator are less intense mentorship as its
offered over a longer period, ad-hoc assistance with various services such as free rent
and legal services (Roland Berger, 2019). A summary of the differences between an

incubator and accelerator have been provided in Figure 1 below
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Key differences between an accelerator and incubator

Incubator Accelerator
Duration Open-ended Fixed
Mentorship model Minimal Intense
Education When necessary Seminar based
Selection process Non-comptetive Competitive and cyclical

After minimum viable

Stage of business Very early product
Does not | Almost always takes
Equity position necessarily equity

Figure 1: Investment process

2.6. The role of trust in the entrepreneur VC relationship

The entrepreneur VC relationship has various features including risk, uncertainty, a threat
of untoward behaviour, and information asymmetry (Burns et al., 2016; Pollack et al.,
2017). Panda et al., (2020) view the relationship between an entrepreneur and VC as
having several characteristics which make it different to other relationships. When the VC
purchases equity, the objective is to grow that equity, not to consume it and no product or
service exchanges hands as the VC purchases equity in exchange for capital and the
length of the relationship is finite at around five years (Vaidyanathan et al., 2019;
Zacharakis et al., 2010).

Although the relationship is governed by a contract between the parties, that contract
cannot cover every aspect of the relationship, therefore trust plays a large role in that
relationship (Burns et al., 2016; Pollack et al., 2017; Shen et al., 2020) According to Shen
et al. (2020), there is trust between parties when one party reasonably expects the other
party’s credibility and benevolence, to assist the parties cooperate together. Trust is
ultimately an informal construct (Kaiser & Berger, 2018; Shen et al., 2020). Goal
congruence between parties is a mediating factor in building trust between those two
parties and trust develops when the parties have full confidence in each other to act in the

best interests of the relationship (Shen et al., 2020).
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The role of trust in the relationship in older studies also highlights that information
asymmetry is often viewed from the perspective of the VC being the party with less
information as it is often the entrepreneur that is the party that has to do extra work to
build that trust (Kaiser & Berger, 2021). However, with regard to the investment process,
the VCs are normally more experienced than entrepreneurs, making the VC the more
powerful partner in the relationship (Greiner & Lee, 2017; Panda et al.,, 2020).
Furthermore, the VC is the party with more financial resources, implying that the VC is
more powerful, which can create a scenario in which the VC expresses its power in various
ways (Wang, 2018). Despite that, the relationship has often been viewed as one sided
information asymmetry, Panda (2020) suggests that there are instances in which VCs can
also behave opportunistically, to the detriment of the relationship or the business such as
when VCs abandon entrepreneurs that they perceive to have a lower likelihood of success
while favouring others that they perceive to have a higher likelihood of success (Ewens et
al., 2018). In addition, if the entrepreneur feels that the VC dominating the relationship and
abusing the VCs power, evidenced by not acting in the best interests of the relationship,
the entrepreneur could be discouraged and could hinder goal congruence (Nieschke &
Mauer, 2022).

Morgan and Hunt (1994) conceptualised a model called the Commitment-Trust Theory,
that emphasised that trust and commitment are important to the quality of the relationship.
The trust and commitment are in turn influenced by various antecedents which then
determine the quality of the relationship (Morgan, Hunt). However, prior to these
antecedents, trustworthiness, defined as the characteristic of the party that needs to be

trusted, in this instance the VC, must be established.

Middelhoff et al., (2014) considered the manner in which trustworthiness is signalled by
investors in the post investment phase (Part three in this study) and noted that perceptions
about the investor’s abilities, the investor’s integrity and the investor’s benevolence were
key signals in the building of trust between an entrepreneur and a VC for the post
investment phase. Benevolence was found to be the strongest of the above three signals,
with investor abilities and integrity being weaker signals while the frequency of
communication was found not to affect how the trust is built between the parties
(Middelhoff et al., 2014). However, Shepherd and Zacharakis, (2001) noted that frequent
and open communication was a catalyst to all other important mechanisms that help build

trust between an entrepreneur and VC, including mechanisms such as a signal to
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commitment and consistency, being just and fair with the other party, and quite

importantly, ensuring that there is good fit between the parties.

Shepherd and Zacharakis (2001, p. 137) refer to “making adjustments to accommodate
the needs of the partner increases the fit between the two parties”. The entrepreneur and
VC have to make a decision regarding their own fit as a partnership, with that decision
enhanced if the parties met a common association or through their own personal networks
(Shepherd and Zacharakis).

Panda and Dash (2016) explored how trust develops depending on the stage of the
business is which the VC invests, contrasting very early stage investing against growth
stage investing. The level of trust between the parties when investing in very early stage
was found to be high, given that there was a perceived low agency risk as there was goal
congruence between the parties during that point when the primary goals of the
entrepreneur were to grow the venture with the VCs attempting to help them in growing
the venture (Panda & Dash, 2016). There were various signals the VCs gave, which led
to the development of trust between the parties. These included the length of time spent
negotiating the deal being short, the significant amount of guidance and mentorship
provided to the entrepreneur, and the frequency of communication being high and the
authenticity, transparency and openness to feedback of the VC (Busser & Shulga, 2019;
Duffner et al., 2009; Panda & Dash, 2016; Warnick et al., 2018). The VCs showing genuine
concern for the entrepreneur’s personal priorities was a signal which led to a trust being
built as well as similar backgrounds between the entrepreneur and VC led to increased
trust between the parties (Panda & Dash, 2016; Whitener et al., 1998). In contrast, in later
stage VC investing (Panda and Dash (2016) noted that both parties repeatedly acted

opportunistically, with distrust amplified by poor communication between them.

2.7.VC risk mitigation

Amit et al. (1998) argue that the very existence of VC firms is theoretically possible
because VC firms are the best financial intermediary at solving the information asymmetry
challenge that arises between entrepreneurs and investors. The instruments used by VCs
to mitigate the principal agency problem inherent in their relationship with entrepreneurs

21



has long been studied academically (P. Gompers, 1995; Hellmann, 2006; Sahlman, 1990;
Schmidt, 2003).

In an extensive study on the relationship between VCs and entrepreneurs, Sahlman
(1990) first noted three types of mitigants put in place by VCs in order to address the
agency problem. Firstly, commitments are provided in stages as milestones are reached
in order to control for risk and appropriately incentivise entrepreneurs as the
entrepreneur’s motivation is controlled with these staged investments allowed VCs to
monitor the progress of investments, with this monitoring providing the option of to exit the
investment if the time and capital investment is outweighed by the opportunity cost of
remaining involved (Gompers, 1995; Sahiman, 1990; Tennert et al., 2018). Secondly, the
use of deferred compensation for management is a control mechanism in which
compensation is mostly in the form of equity rather than a salary as most entrepreneurs
accept a lower than market salary in order to participate in equity (Back et al.; 2022). This
control mechanism ensures that entrepreneurs are incentivised to create equity value,
thereby aligning interests of entrepreneurs and VCs. Thirdly, VCs by definition of being
VCs, often play an active role in the company whether by obtaining board seats, recruiting
key individuals or even assisting the company raise finance (Drover et el, 2017; Lerner &
Nanda, 2020; Vaidyanathan et al., 2019) which has been necessitated by information

asymmetry in an effort to reduce that information gap.

The study by Sahlman (1990) further explained that the use of convertible security is a
mechanism used to control the liquidity process when the time to realise the investment
arises, with convertible instruments remaining in the control of the VC. Schmidt (2003)
found that the use of convertible securities was an effective way of dealing with the double
moral hazard issue in the relationship as the VC will only convert if the entrepreneur has
worked hard enough. (Arcot, 2014) argued that the use of conversion of participating

convertible by VCs was a key signal about the quality of the business at the time of exit.

As noted above, in scenarios in which the VC is to make a decision relating to which
entrepreneur to invest in, the information asymmetry is such that the entrepreneur has
more information about the investment than the VC. In that scenario, the entrepreneur is
the agent while the VC is the principal. However, there are scenarios in which the VC
knows more than the entrepreneur given the two-sided asymmetry noted by Glucksman

(2020), this process of one party persuading another party of their qualities and potential
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future value can indeed be viewed as the VC being required to persuade the entrepreneur
of the VC’s quality and potential future value add to the venture during the investment
process (Greiner & Lee, 2017). VCs are likely to have a portfolio of companies and have
significant investment experience, resulting in the VC knowing more about the investment
process than the entrepreneur (Glucksman, 2020). In that scenario, the information
asymmetry may be skewed towards the VC being the party with more information rather
than the entrepreneur, resulting in the entrepreneur being the party that is exposed to
adverse selection and moral hazard (Christensen et al., 2009); Greiner & Lee, 2017).

2.8. Entrepreneur risk mitigation

As previously stated, information asymmetry from the perspective of the VC, have
mitigants that have been put in place by VC’'s (P. Gompers, 1995; Hellmann, 2006;
Sahlman, 1990; Schmidt, 2003). However, the mitigants that entrepreneurs would use in
the VC funding process is not an area that appears to be well understood. The VC funding
process can be said to contain nine steps, from deal origination to exit (Klonowski, 2007).
The nine-step process described by Klonowski (2007)omprises deal origination, initial
screening, feedback from the investment committee and due diligence phase |, pre-
approval completions, formal approvals and due diligence phase 2, deal completion,
monitoring and exit. The steps in the nine-stage process are provided as Table 1. For the
purpose of this research study, the stages put forth by Klonowski have been modified to
Parts one to four as the costs tend to increase significantly from due diligence Phase two
and deal completion as external service providers are often used for that phase.
Furthermore, the activities in Part one overlap significantly, with little to no distinction
between when a stage commences and ends (Klonowski).
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Table 1: VC Investment Process

New Parts for the
Stage | Description purpose of this research

1 | Origination 1

2 | Initial screening 1
Feedback from the Investment Committee and Due diligence
Phase |

Pre approval completions
Formal approvals

Due diligence Phase Il
Deal completion
Monitoring

Exit

© (00 |N O[O~ |W
2w (NN (R (R (-

Naturally, this would be a process that is undertaken on a regular basis by VCs given the
nature of the VC business and the steps noted above are steps taken by VC firms
(Klonowski, 2007). It is, however, unclear how well entrepreneurs understand this process
and are prepared for it in order to mitigate entrepreneur adverse selection risk when
interacting with the VC. This study will aim to address the information asymmetry issue
from the perspective of the entrepreneur, particularly in respect of whether entrepreneurs
understand the risks inherent in the investment process and take any actions to mitigate
those risks. In his research on entrepreneur and VC relationships, Glucksman (2020)
noted that there are four mechanisms that can be put in place by entrepreneurs in order
to mitigate their information asymmetry in the investment process, those being timing,
which referred to entrepreneurs knowing when the business is ready to raise capital,
matching which referred to ensuring there is a match between the entrepreneur and VC,
preparation which referred to entrepreneurs understanding the process prior to
commencing, and trust building which was a process of ensuring there is a good

relationship between the parties.

The steps taken to prepare for the VC investment process are beneficial as they assist
the entrepreneur in the negotiation process and also assist in assessing whether there is
good fit between the entrepreneur and VC (Glucksman, 2020). It is currently unclear what
exact actions entrepreneurs can take in order to specifically prepare themselves for the
VC investment process. VCs have considered VC elements such as reputation, trust and
empathy, association, valuations concerns, contractual terms and potential VC value add
in their assessments about which entrepreneurs to partner with, with potential value add
including the use of an operational network, financial network, strategic development,
business development and experience in existing businesses (Granz et al., 2020). Within
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the above types of value add, Granz et al. (2020) concluded that operational network,
defined as the ability to assist the entrepreneur in obtaining new contacts that are helpful
with various business services and are relevant in the industry, was the most useful value
add provided by VCs.

The background of the VC was a relevant factor that Gompers and Murkharlyamov (2022)
explored in an attempt to understand whether being a founder (successful or not) and then
subsequently being a VC improved the chances of being a successful VC as they found
that previously successful founders go on to become successful VCs as they are the VCs
that tend to add more value to portfolio companies. Furthermore, Moritz et al. (2022) go
on to note that the VCs educational background makes a difference to what businesses
the VCs choose to invest in, with the ability to scale internationally being important for
former founders and those with a higher education and value add being important for those
VCs with a technical background and lastly, the amount of investment experience within
the VC tended to focus more on the management team.

The literature on entrepreneur preparedness deals with the perception of the VC about
the entrepreneur’s preparedness for operating the venture rather than how the
entrepreneur can prepare for the VC investment process ((Allison et al., 2022; Cottle &
Anderson, 2020; Nheta et al., 2020; Xiangping, 2018). Entrepreneur preparedness as a
concept is often from the perspective of the VC attempting to determine whether the
entrepreneur is prepared or not. Granz et al. (2021) used resource dependency theory to
understand the different types of value that a VC could make to a business and how the
different types of value-add influence the decision by an entrepreneur on which to choose.
The study went on the classify the different types of value added services as either
operational network use, which referred to the extent of the usefulness of an operational
network to introduce to the venture, financial network which referred to how much VCs
can introduce financial stakeholders to entrepreneurs, strategic development as how
much value a VC can add to the short and long strategic elements, business development
as how value a VC can add to sales and operational matters and exit experience which
referred to how much a VC can assist the entrepreneur in matters relating to exit (Granz
et al.,, 2021). The use of the VCs operational network was significantly more important
than any of the other types of value add while the use of financial networks was the least

valuable (Granz et al., 2021). The importance of value add was in contrast to (Jinsoo
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(2021) who noted that entrepreneurs did not considered other factors other than value add

post investment as more important when making a choice about which VC to work with.

Vaidyanathan et al. (2019) noted that VCs have four distinct roles in an investment; firstly,
they are to play a financial intermediation role relating to the financial capital that is
injected, secondly they are to play a certification role for other potential stakeholders as
the VC has undergone a rigorous process themselves to select the business, thirdly, VCs
are to play an innovation and internal development role and lastly, VCs are to play a
monitoring, strategy and professionalization role for the business. By definition, a VC is
expected by the entrepreneur to play at least one of these roles, with the ideal scenario

being a VC that performs all of the roles.

Post investment, Entrepreneurs are required to be aware that as soon as they accept
funding from external parties, they will be required to begin reporting on the use of those
funds which is a periodic exercise that can take up time and effort (Glucksman, 2020).
While some entrepreneurs may not like this part of the process, Donovan (2021) had
suggested that this reporting reduces information asymmetry between the entrepreneur
and VC as there is an association between reporting and capital raised.

2.9. Signalling theory

In scenarios in which there is information asymmetry, signalling theory is a useful tool that
could be used to reduce the information asymmetry gap (Bergh et al., 2019). Therefore,
signalling theory is a concept that has been widely used in management research in a
number of different applications (Bergh et al., 2014). Information asymmetry is present
between line managers and staff regarding human resource practices and as a result,
Guest et al (2021) used signalling theory with line managers as the signalers and staff
members as the receivers of signals and HR messages being the signals received. Yasar
et al. (2020) suggested, through empirical testing, that signals provided by a president of
a country influence investment decisions in financial markets by portfolio managers as a
result of those signals providing guidance about future economic policy, which economic
policy is something which the president of a country would know more about than
investors. Taj (2016) examined how signals between a European head office and a
subsidiary in a developing country within the context of improving employer branding
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would decrease information asymmetry given the information asymmetry that exists when
employers attempt to clarify their employee value propositions. Signalling theory was
again used when Zhang and Wiersema (2009) illustrated how CEOs use the quality of
their financial statements as a signal to investors about the quality of their firm, thereby

reducing the information gap between management and investors.

As previously stated, the relationship between an entrepreneur and VC has two-sided
information asymmetry (Gliicksman, 2020). From the perspective of the entrepreneur, the
VC has more information about the investment process compared to the entrepreneur,
placing the entrepreneur at an information disadvantage as it relates to the entrepreneur’s
ability to evaluate the VC’s value add and potential association (Greiner & Lee, 2017). The
VC is likely to be the party that has entered a number of entrepreneur VC relationships in
the past, and have experience in what exactly the VC has done in other entrepreneur VC
relationships despite every entrepreneur and venture being different to other
entrepreneurs and ventures. In this scenario, the VC would be the signaler providing
signals about their and the entrepreneur would be the receiver. Signalling theory involves
three main elements, being the signaler, the signal and the receiver (Connelly et al., 2011;
Spence, 1973, 2002).

In a scenario in which there is information asymmetry, the signaler is the party that has
more information than the other party. They will be the parties who have more knowledge
about how much value they can add to the other party, their ability to influence and the
potential quality they possess (Svetek, 2022; Taj, 2016). Signalers are also parties that
are insiders who possess information whether positive or negative that other parties are
not aware of and which information helps to form a view about the quality of that signaler
and are able to provide clues about that information (Taj, 2016). In the context of
management research, the signaler can be a natural person or an organization acting
through natural persons (Connelly et al., 2011; Taj, 2016). In this study, the signaler will
be the VC who has inside information about the venture capital funding process and as
more information about their own quality and potential value add.

Signals are information that is sent by the signaler to the other party in an effort to
decrease the information asymmetry between parties and in order to influence the
scenario in their favour (Svetek, 2022; Taj, 2016). Signals could have different
characteristics to differentiate themselves, being the level of their objectivity or subjectivity,

whether signals are positive or negative, or whether signals are complementary or
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substitutive, the absolute and relative cost (whether monetary, time or effort) of the signal
and finally, the pliability of the signal (Svetek, 2022). What the exact characteristics would
be for every signal would depend on the exact context of that signal. This study will
consider the characteristics of the signals provided by the signaler (the VC'’s) to the
receivers (entrepreneurs) in order to communicate the signaler's quality during the VC

investment process.

Colombo (2021) has noted that signalling theory in the context of the entrepreneur and
VC relationship has often been researched from the perspective of the entrepreneur being
the signaler and the VC being the receiver as venture financing is viewed as a process of
the entrepreneur attempting to persuade VCs of the qualities of their firms and a firm’s
qualities and consequent future prospects to potential investors. Entrepreneurs provide
VCs with numerous different types of signals to indicate why their ventures may be of a
high quality and to convince VCs that the right team is in place to realise that vision
(Colombo, 2021). In the instance in which information asymmetry is such that the
entrepreneur is the party at an information advantage, Svetek (2022) noted the firm level
signals as well as the individual level signals that investors could consider. At a firm level,
the signals could include the level of public funding, personal investment by the
entrepreneur in the venture, the level of prior external funding in the business, the number
of affiliations and alliances the business is associated with and the number of patents or
quality of the prototypes the business has produced (Svetek, 2022). Commitment of the
founding team to a particular early stage venture is also a signal to the potential investors
about the prospects of the venture (Bernstein et al., 2017). At an individual level, the
signals could include the level of education and experience, the extent of the
entrepreneur’s personal social capital and the entrepreneur’s observable personal traits
(Svetek, 2022). Social capital such as connections with high value suppliers or customers

were found to be good quality signals by both Bapna (2019) and (Ahlers et al., 2015).

The effectiveness of signals is affected by the attention of the receiver in the sense that
signals are more effective if receivers are seeking those signals as if receivers are not
seeking those signals and if receivers are not attentive to signals, the signals themselves
become less effective (Connelly et al., 2011; Taj, 2016). Signals are also more effective if
the receivers have received and interpreted signals from the same or similar parties in the
past and those signals have been useful (Taj, 2016). In the instance of entrepreneurs and

VC'’s, entrepreneurs do not typically have a significant amount of experience in receiving
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signals from VC’s in the past, as a result, it is anticipated that whatever signals are
received, will not have been signals that have been received in the past and the
entrepreneurs will battle to interpret those signals. Connelly et al (2011) notes that signal
frequency, defined as the number of signals received over a period of time, improves
signal effectiveness. Given that the entrepreneur and VC relationship occurs within a
business environment which constantly changes, it can be expected that information
within that environment is also constantly changing (Connelly et al, 2011). This changing
environment results in signals changing over a period of time even though the signals may
be conveying the same message. In the instance of entrepreneurs and VC'’s, the
relationship would last over a number of years and it would be expected that there are a

number of signals received over a period of time, improving their effectiveness.

The signal receiver is the party with less information about the scenario than their
counterpart and require the signal in order to assist in their decision making (Connelly et
al, 2011; Svetek, 2022). In the context of entrepreneurship, the receiver of signals has
almost always been investors, whether potential or existing (Connelly et al, 2011).
Receivers of signals indeed do have a conflict of interest with the signaler given that the
signaler is at an advantage with the information which the signaler knows and the receiver
does not know (Connelly et al, 2016). In order for the signalling to have an effect on the
relationship, the signal has to make the receiver act on the signal provided by the signaler,
which action the receiver would not have done without the signal, which often entails the
selection of the signaler over some other options (Connelly et al, 2011). The receiver has
to make a choice of some sort based on the signal received from the signaler. The
entrepreneur as the receiver of the signal, has to make choice about which VC to partner
with and the quality of the interactions between themselves and the VC. Furthermore,
given the feedback nature of signals, the quality of the signals received by the
entrepreneur, in turn influences the quality of the signal provided by the entrepreneur in
the duration of the relationship.

In Spence’s (1973) seminal work on signalling theory, Spence put forth the concept that
signals are costly. In other words, the signal that is provided by the party with more
information actually has to cost that party something to give that signal. These signals
tend to sometimes be costly, however, when considering the use of signalling in

entrepreneurship, the signals merely seek to convey a message about the sender’s
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underlying qualities. Huang and Knight (2017) when considering signals entrepreneurs
provide to potential investors, consider that entrepreneurs provide two types of signals:
firstly, there are informational signals which provide a message around the quality of the
aspect the entrepreneur is attempting to communicate such as preparedness, social
capital, technological competency, government grants, or affiliations with other third
parties or even other investors, secondly, there are interpersonal signals which provide a
message about how the signaler might behave when interacting with others, it concerns
their behavior with entrepreneurial passion, how much personal commitment there is to
the venture and the entrepreneur's openness to being coached (Colombo, 2021).
Coachability has been viewed as an especially useful signal given the additional value
add from investors in the form of mentoring and coaching that needs to typically go into

an early stage business (Ciuchta et al., 2018).

Spence (1973) suggests that the party that has less information than the other party and
has to make a decision on the available information, chooses signals that are given by the
other party in order to maximise the difference between signalling costs and the upside of
choosing that option (Bergh et al., 2014; Bergh et al., 2019; Yasar et al., 2020). This
implies that signal receivers have a choice that they have to make, with alternatives to that
choice being available as those signal receivers will attempt to maximise the value of their
choices. Other management concepts similar to signalling theory such as strategic sense
making or information processing theory, also involve seeking elements such as signals
and making decisions from those signals. However, what sets signalling theory apart is its
ability to distinguish between good counterparties and poor counterparties based on the
signal that has been sent or received because signals mostly have a cost associated with
them. This cost is relatively substantial, to the extent that parties that are willing to incur
the cost are those parties that want to make the investment in ensuring that they are

viewed in a positive manner (Bergh et al., 2014).

2.10. Contribution to theory

The study will contribute to the theory on information asymmetry in the first instance, as
well as signalling theory in the second instance. The contributions to information
asymmetry and signalling theory will add to academic theory on the solving of the agency
problem that exists between agents and principals. To a smaller extent, the study will

contribute to the agency problem.
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Information asymmetry is in fact two-sided in the entrepreneur-VC relationship
(Glucksman, 2020). The phenomenon has often been studied from the perspective of the
VC being the party that has less information, and is thus the party that is attempting to
close the information asymmetry gap. This has resulted in various mechanisms that can
be put in place by VCs in order to reduce the information asymmetry gap. The two-sided
nature of this phenomenon has rarely been studied from the perspective of the
entrepreneur, which has resulted in limited understanding of the theoretical implications
of the other side of the relationship. There have been limited instances in which the
mitigants that entrepreneurs can employ in order to reduce the information asymmetry
gap in their relationship with their VC partner. The study contributes to understanding the
different mitigants that can be deployed by entrepreneurs in order to mitigate their risks in

the entrepreneur VC relationship.

Signalling theory is often used in management research in an attempt to reduce the gap
in available information in a scenario in which there is information asymmetry Click or tap
here to enter text.(Bergh et al., 2019; Chakraborty & Ewens, 2018; Guest et al., 2021; Yasar et al., 2020).
Signalling theory was used as a framework to study information asymmetry between an
entrepreneur and a VC from the VC’s perspective when Bapna (2019) Click or tap here to enter
text. considered what signals complement each other to convince VC’s about which
entrepreneur to invest in. However, signalling theory has not yet been used to study
information asymmetry between an entrepreneur and VC from the VC’s perspective. This
study used signalling theory from the entrepreneur’s perspective to understand the signals
and signal costs that will help entrepreneurs make higher quality decisions and take higher
quality actions in the investment process. In this study, the risk relating to Part one of the
investment process can potentially adequately be mitigated by preparing for the
investment process. The exact preparation that can be done has been extensively
covered in research based on studies done in the past and entrepreneurs in this study
mostly undertook the necessary research in preparing for Part one of the investment

process.

Part two of the investment process is a little more individualised, and merely preparing for
this part of the process may not be adequate given that deal completion involves
negotiations that are not necessarily easy to prepare for and will almost often be different

depending on the VC the entrepreneur is engaging. It is in Part two of the process that the
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riskiness of the investment process increases so it is from Part two that the entrepreneur

needs to interpret signals better and respond better to those signals.

2.11. Contribution to practice

The study will contribute to understanding the dynamics of the relationship between
entrepreneurs and VCs. The practical contribution to entrepreneurs and the practical
contribution to VCs were considered separately.

2.11.1. Entrepreneurs

This study provides unique insight into the entrepreneurial journey through the VC
investment process from origination to exit. The study is beneficial to entrepreneurs as it
helps guide entrepreneurs through the process of working with VCs. While the experience
of every entrepreneur may be unique to each entrepreneur, there are commonalities as
the process broadly follows similar steps commencing with origination and often
culminating in an exit. The first contribution to practice for entrepreneurs in emphasising
the mechanics steps that are largely followed by VCs in the investment process even
though the exact steps to be followed by each VC may differ, the broad steps followed
and the preparation required in order to be “investor ready” is part of the findings of this
study.

Secondly, being an entrepreneur can often be a lonely exercise, often called the “dark
side of entrepreneurship” (Aly et al., 2021; Shepherd, 2019), therefore, for an entrepreneur
to understand that the entrepreneur’s experience is not necessarily unique, it can be
helpful in making the journey less lonely to hear what other entrepreneurs have been
through. This less lonely experience will increase the chances of success as it would be
reducing entrepreneurship suffering (Shepherd, 2019).

Thirdly, the study of the experiences of entrepreneurs through the VC investment process
using signalling theory will assist entrepreneurs in preparing for their own VC investment

processes. The understanding of what signals given by VCs result imply a quality VC that
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would be a partner fit in which various common traits can be shared and trust can be
established. The importance of trust in the entrepreneur VC relationship has long been
established as there are mutual benefits for the parties involved, including social capital
and specific skills gained for the entrepreneur from the VC and a decrease in moral hazard
and reduction of agency costs gained for the VC (Kaiser & Berger, 2020). The
understanding of the signals extends beyond recognising the signals into interpreting
those same signals for the benefit of the entrepreneur in order to improve the

entrepreneur’s experience during the investment process.

2.11.2.VCs

Each step or phase of the investment process is a process that has been defined by VCs
(Klonowski, 2007). While not every VC will follow every single step as defined by
Klonowski (2007) and indeed every VC may view its own investment process as unique
and as intellectual property that is not to be shared publicly, a significant number of VCs
will broadly follow the steps noted above. For the VCs that deviate from the above steps,
knowing that the above steps exist provides a reference point and a potential point of

differentiation for that particular VC.

An understanding of the entrepreneurial experience throughout the investment process
assists the VC in understanding what signals need to be provided to entrepreneurs in
order to signal the VCs quality. Given that the matching of VCs to entrepreneurs can be a
competitive process, the VCs would presumably want to ensure they are providing the
right signals to the VCs that they will match with. Knowing what signals will be beneficial
to the VC in order to gain a competitive advantage in the context of entrepreneurs

choosing which VCs to partner with.

2.12. Conclusion

Chapter two commenced by providing a definition of a broad definition of a VC that will be
used in the study which includes the traditional VC with institutional shareholders,
corporate venture capital, angel investors and crowdfunding. Despite the source of
funding and stage of business differing slightly depending on the type of equity funding,
the need to combine the types of funding is necessitated by the size of the market being
researched and the risks involved being similar in that market. Information asymmetry and
how it leads to the agency problem is then discussed in the context of the entrepreneur
VC relationship with the role of trust being given prominence. Given that that this
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relationship is often studied from the perspective of the VC, the mitigants that have been
put in place by VCs to reduce information asymmetry are provided, juxtaposed against
the dearth of mitigants that can be implemented by entrepreneurs which is then provided
as the gap in the literature. Signalling theory will be used to describe the mitigants that
can be used by entrepreneurs to reduce their information asymmetry. The study is useful
as it adds to the theory of information asymmetry and how to reduce it between
entrepreneurs and VC, as well as adding to signalling theory as it used in the context of
this relationship. Furthermore, the study can be practically used by entrepreneurs to
identify and interpret signals provided by VCs, and used by VCs to know what signals to

provide to entrepreneurs during the investment process.
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3. Chapter 3 — Research Questions

3.1. Introduction

The research questions were developed based on the research purpose as outlined in
Chapter one as well as the gaps in literature identified in Chapter two. The research
questions are based on a chronological order of experiences for an entrepreneur, ranging
from when they first consider working with a VC to their eventual exit. The first research
question considers the preparation that was done by the entrepreneur in order to prepare
for working with the VC. The second research question considers the signals made by the
VC in the early stages of the investment process, including the introduction and the
investment phases prior to the investment. The third research question considers the
impact of the observed signals on the quality of the investment post investment. Lastly,
the fourth research question considers the kind of support provided to the entrepreneur
post investment to prove or disprove the signals that were identified or recognised earlier
in the relationship.

Overall, the research questions aim to address the overarching objective of the study,
which is to gain a better understanding of the entrepreneur’s experience throughout the
VC funding process.

3.2. Research Question One

What measures were taken by the entrepreneur to prepare for the investment process?

The purpose of this research question was to establish a starting point for the actions the
research participants took prior to engaging investors. The extent of preparedness could
influence what signals are received or engaged with by entrepreneurs and ultimately, what
those signals would mean to them. This question was related to investor readiness as
some concepts within such readiness will be explored.
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3.3. Research Question Two

What signals did the VC give throughout the investment process to assist the entrepreneur

in mitigating the information asymmetry relating to the investment process?

The purpose of this research question relates to the signals provided by the VC prior to
the investment. These signals would be those that assist the entrepreneur during Part 1
and 2 of the investment process that includes: origination, initial screening and, due
diligence (Klonowski, 2007). These signals would assist the entrepreneur in mitigating the

entrepreneur’s information asymmetry prior to the investment.

3.4. Research Question Three

What effect did the signals have on the quality of the relationship through the investment
process?

The purpose of this research question is to determine the effect the signals in research
question two had on the quality of the relationship beyond that point. The research
question particularly addresses signal effectiveness, while considering that not all signals
will have the same effect on receivers of signals, in this instance, the receivers would be
the entrepreneurs (Connelly et al., 2011). Signal effectiveness is useful to understand as
it provides a view to signalers on what signals to focus on giving, rather than adopting the

attempt to give all signals at all times.

3.5. Research Question Four

What support was provided by the VC after the investment was made to prove or disprove

the indicators prior to investment?

This question relates to signal interpretation and the accuracy of that signal interpretation
on the part of the entrepreneur, in particular relating to the VC’s value add post investment
(Part 3 in the study). The accuracy of that signal interpretation was checked after

investment.

The post investment portion is when the real value of the relationship is realised or not

realised, with the ultimate aim of creating economic value in the long term for both the
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entrepreneur and the VC. As the relationship has progressed from initial interactions prior
to investment, to post investment in which the entrepreneur and VC work together to
create value and ultimately, exit the current relationship in its form (although it may
continue under a different agreement and mandate)..

3.6. Conclusion

This chapter presented the research questions that underlie the research study. The
research questions formed the basis of the methodology and research design followed in
this study. The methodology and research design are presented in Chapter four. The
insight that is gained from the research questions will present better understanding of the
entrepreneur’s experience in the VC funding process.
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4. Chapter 4 — Research Methodology

4.1. Introduction

This chapter outlines the research methodology and research design that was employed
in order to address the research questions in Chapter 3, which were in turn informed by
the gap in literature as identified in Chapter 2. The choice of research design is explained
with reference to literature on research methodologies. The research design selected was
qualitative in nature as semi structured interviews were used to collect data and
exploratory in order to explain the interactions between entrepreneurs and VCs. An
interpretivist philosophy was followed and the theory development was inductive. The
narrative strategy collected cross sectional data. The population was outlined, the unit of
analysis and sampling method and size were discussed, together with the measurement
instrument, data gathering process and data analysis approach. Finally, the quality control

mechanisms are discussed.

4.2. Choice of research design

The understanding of how entrepreneurs experience the VC funding process has not yet
been well established. There have been other studies regarding the funding process from
a VC firm’s perspective, with details around what steps are followed in the funding process
(Karsai et al., 1998; Klonowski, 2007). However, there have been a limited number of
studies about the needs and experiences of entrepreneurs in the VC funding process.
Saunders and Lewis (2018) express that an exploratory study entails the researcher
finding information about a topic that is not fully understood. Therefore, because of the
nature of the gaps in understanding prevalent in this area, the research employed was
exploratory in nature. This study did not attempt to describe the process that
entrepreneurs go through in the VC funding process, as this has previously been studied
and is well understood by practitioners and academics alike Click or tap here to enter text.Bruno
and Tyebjee (1985), Klonowski (2007), and Vance et al. (1994). Furthermore, Saunders
and Lewis (2018) go on to describe explanatory studies as those studies that examine
descriptive issues and try to explain relationships between variables. This study will not
be examining relationships between variables and will thus was not be an explanatory
study.
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The study interviewed entrepreneurs that have interacted with VC firms. The study asked
probing questions around their experiences while interacting with those firms. The fact
that the study asked the participants to relay their own experiences, naturally translates
into the participants providing their own perspectives of their experiences. The
experiences of participants will be unique to each participant, and is that participant’s
interpretation of their experience. As a result, this study followed an interpretivist
philosophy given that it will study entrepreneurs and how they experienced the funding
process Click or tap here to enter text.(Saunders & Lewis, 2018).

The study included observations and analyses around entrepreneur experiences. In this
instance, the researcher attempted to understand some of the phenomena behind the
experiences that entrepreneurs go through during the funding process. These
experiences were analysed in order to find common themes that emerged from different
participants. Although limited in its generalisability in the broad sense, there is an attempt
to draw a certain level of general observations from the data that is specifically collected
from the study participants. This method of theory development is referred to as induction

(Saunders & Lewis, 2018). Therefore, the study followed inductive reasoning.

A mono-method research study is one in which only one of either qualitative or quantitative
method is used for the study (Azorin & Cameron, 2010). The researcher attempted to
understand social elements and attempted to interpret these social phenomena through
the adoption of an interpretive philosophy approach. As a result of this interpretivist
philosophy, Saunders, Lewis and Thornhill (2016) Click or tap here to enter text. suggested that
studies that follow this philosophy be qualitative studies. This study was therefore a
qualitative study as it was exploring and attempting to analyse the data collected in a
qualitative manner. There will be limited time to conduct the study, therefore the study was

conducted using a mono method of data collection and analysis.

The strategy will be a narrative. The study will be undertaken by conducting semi-
structured interviews with participants guided by the researcher to provide insight into their
experiences while undergoing the VC funding process. As a result, the participants will be
asked to provide a narrative of their experiences. The narrative enquiry was deemed the
best way of answering the research questions as the research questions relate to a story

being told, and research questions require an understanding or investigation of the
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interpretation of the experiences of entrepreneurs Click or tap here to enter text.(Saunders &
Lewis, 2018).

The study will be conducted as partial fulfilment of the requirements to graduate with a
Masters of Business Administration (MBA) at the Gordon Institute of Business Science.
The school only provides a four-month period from early July to early November in which
to conduct the study. It is a challenge to collect data over a time period in order to analyse
any changes over a period of time. Therefore, the study collected data at a particular point
in time, and will only collect data once. The studies in which data is collected at a point in
time and is only collected once, are cross-sectional studies Click or tap here to enter
text.(Saunders & Lewis, 2018). The other type of time horizon would be a longitudinal
study, in which a study is undertaken over a period of time. The data from a longitudinal
study is typically richer, as the data can provide observations or data points as they have
developed Click or tap here to enter text.(Saunders & Lewis, 2018) However, given the
aforementioned time constraints, this study remained a cross-sectional study.

4.3. Population

The population refers to the group of participants that share similar characteristics that the
researcher is interested in (Saunders & Lewis, 2018)As a result, the population of the
study are entrepreneurs in South Africa who have interacted with venture capitalists. An
entrepreneur is defined as an individual who undertakes “the discovery and exploitation
of profitable opportunities” (Shane & Venkataraman, 2000,). An interaction in the study is
defined as an entrepreneur that has any time prior to time when data is collected applied
and has either been successful or unsuccessful in obtaining VC funding. It was expected
that most participants would be those who were successful in obtaining funding, the
participants that were not successful in obtaining funding would have still undertaken
some of the steps in the VC process up until Part one as defined in chapter one and would
still have a view on their experiences. The entrepreneurs that were not successful can
also be juxtaposed against those entrepreneurs that did get financing when analysis of
the data is conducted. While there may be a number of entrepreneurs in South Africa, not
all entrepreneurs necessarily have an understanding of the different types of funding
options available to them. Entrepreneurs may well have an idea that their business
requires funding and other assistance, but would not necessarily know how to access the

funding. Therefore, it is a smaller percentage of entrepreneurs who understand the

40



different funding options available to them. This smaller subset is the population of the
study seeing that the study looks to focus on entrepreneur experiences of the VC funding

process.

4.4. Unit of analysis

Kumar (2018) defines the unit of analysis as the item in the population from which data
will be collected. This study aimed to understand the experiences of entrepreneurs in the
VC funding process. As a result, the unit of analysis for this study was the individual

entrepreneur who has experienced the funding processes.

4.5. Sampling method and size

The chosen sampling method for this study was non-probability sampling since the size
of the whole population is not known (Saunders & Lewis, 2018). This method of sampling
is commonly used in qualitative studies since given the nature of qualitative research, it is
often not possible to know the size of the whole population (Saunders & Lewis, 2018).
Purposive sampling was used as the researcher was required to use a level of judgement
in determining which participants were most suitable to the study (Saunders & Lewis,
2018). Seeing that the researcher was looking for specific types of entrepreneurs (those
that have interacted with VC’s), the researcher had to be deliberate in selecting the sample
hence purposive sampling was the sampling method to use. These are participants that
the researcher thought would know enough about the experiences of entrepreneurs to be
able to comment in depth on them, as those participants would have been involved in the
investment process, this being important for a sample in a qualitative study (Moser &
Korstjens, 2018). The danger of not being deliberate enough is that the researcher would
have collected data that is not useful in addressing the research questions. The researcher
used industry contacts to contact the most suitable entrepreneurs to interview and
attempted to avoid using convenience sampling or snowball sampling due to its inherent
fault of potentially overgeneralising (Koerber & McMichael, 2008). The researcher used
industry contacts and VC contacts to confirm if there were any entrepreneurs in their
investment portfolios that were willing to be part of the study. The researcher proceeded
to obtain referrals from those industry contacts that then led to a number of study
participants being found.
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One of the key elements of purposive sampling is attempting to use a sample that has as
much variation as possible (Higginbottom, 2004). The researcher selected a sample that
is diverse as this would negate the dependability of the study. As the main method of
sampling will be purposive, the sample was based on the part of the population that had
undergone a venture capital process to the extent of having undertaken due diligence with
the VC. At that point of having undertaken due diligence, there will be some entrepreneurs
who follow through with the investment process to eventually receive funding and some
entrepreneurs who end up not having a relationship even after the due diligence process.
The entrepreneur-VC relationship that results in funding and the eventual exit can be a
relationship that spans over several years as the receipt of funding will involve an
investment in some way or another, while the exit of a VC firm is typically done after that
investment has gained in value or lost in value. This results in a relationship of several
years and can result in rich data given that interactions would have taken place over

several years.

The entrepreneurs that reach the due diligence stage but do not receive funding will have
the process terminated for various reasons. These would be entrepreneurs who started a
relationship with a VC firm by way of introduction between themselves and the VC firm,
and followed the whole VC process until the due diligence stage after which the
relationship was terminated. The relationship did not result in an investment and an
eventual exit from the VC firm. The entrepreneurs who did not eventually receive funding
but had due diligence undertaken on their businesses could potentially have rich data
around the signals that VC’s gave in the earlier stages of the venture capital process,
which for the purpose of the study, would be Part one. Outside of the broad parameters
of having received VC funding and eventually receiving VC funding and having started a
process but not completed, there was no other criteria that a participant was required to

meet.

The sample size that was ultimately collected depended on the point at which data
saturation was reached. Data saturation will occur at the point at which there is little to no
new information that is being collected (Morse, 1995) The researcher will have to use
judgement while analysing the data to determine the point at which data saturation has
occurred. Data collection will stop a few participants after data saturation has occurred.

Given that analysis will be conducted as the study is ongoing, it is expected that data
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saturation will be reached at a point in which data from 12- 20 participants has been

collected as this is often where data saturation occurs (Cober & Adams, 2020).

4.6. Measurement Instrument

Given that the study explored a relatively unknown field in entrepreneur experiences in
the VC funding process, semi-structured interviews were best to explore the area (Adams,
2015). The researcher prepared an interview guide which was used during the interview
to guide the interview between the researcher and the participant Appendix 1. The exact
answers varied and the interviewer was guided by the responses from the participant.
Follow up questions were asked when necessary. Not every question on the interview
guide was asked in the order on the interview as the researcher was also guided by the
responses received as follow up questions were being asked. There was significant
deviation from the interview guide at times given that some participants touched on
different parts of the interview guide at different times during the interview.

4.7. Data gathering process

Data gathering was conducted through use of semi-structured interviews. All participants
were initially contacted via telephone to confirm their willingness to participate and to
establish if they qualify based on the purposive qualifying criteria.

The interviews were initially planned to be in person as the first option with every
participant. As interviews were being scheduled, it became clear that virtual interviews
were easier to schedule for participants than in person interviews, therefore some of the
interviews were held virtually while some of the interviews were conducted in person.
Some interviews were held in public areas in which there were other people who could
disrupt the interview or the audio recording could be unclear however the researcher dealt
with this challenge by requesting clarification when the participant lowered their voice and
used two recording devices. For the interviews that were in person, the researcher found
it easier to build rapport with the participant as the researcher was then able to gauge the
authenticity of responses by reading the body language, a feat more difficult to achieve
with virtual interviews.. For virtual interviews, the researcher built rapport with participants
prior to the interview by providing a non-academic overview of the study and its aims as a
way of helping them see how their participation in the study will benefit the industry at
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large. This rapport building made it easier for the researcher to probe in certain areas of
the research in which more data could be gathered (Adams, 2015). Building rapport in the
interview was important as it resulted in the study participants getting an opportunity to
provide a truer account and reflection of their own experiences during the interview
(McGrath et al., 2019)

The interviews were all recording using a recording device. A mobile phone with a
recording feature was used in the first interview as the recording device. During that first
interview, the mobile phone received a call and the recording was disrupted. This was
disruptive to the recording process. Subsequent interviews used two mobile recording

devices in case of one device going offline.

The audio recordings were then transcribed using transcription software called Otter. The
software transcribed the interview using artificial intelligence. Accuracy of the transcription
was improved by the researcher listening to the recording on more than occasion for each
interview and editing the transcription created by software as the software had missed
some of the more colloquial language that was used in the interview by participants or at

times, the researcher.

4.8. Analysis approach

The measurement instrument in the study will be semi structured interviews. As a result,
the data that will be collected will be text data. Thematic analysis was used in order to
analyse the data as it is a method that enables flexibility as well as accessibility of the data
(Braun & Clarke, 2015). Thematic analysis was used because it brings with it flexibility
and allows the data to be accessible in a number of different ways (Braun & Clarke, 2012).

The six phases of thematic analysis described by Braun and Clarke (2006) include: i)
familiarising oneself with the data ii) generating initial codes iii) searching for themes iv)
reviewing themes v) defining and naming themes vi) producing the report. A summary of
the above steps together with a longer description of the step is described in Table 2

below:
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Table 2: Thematic Analysis

Step

Description

Familiarising with the data

This step was conducted through reading
and re-reding the transcripts to get familiar
with the contents. Notes were made during
this phase to highlight points of interest.
The note taking was helpful in the initial
analysis of the data as the researcher had
an opportunity to become immersed in the
data (Braun and Clarke, 2015)

Generating initial codes

This step involved the more systematic
analysis of the data. The researcher
generated initial codes by grouping the
data into code words that were used.
Some of the codes were descriptive in
nature while others were interpretive.

Searching for themes

During this step, the researcher sought
codes that overlapped between each
other, and reduced the number of codes
from an initial 249 codes to 183 codes. The
codes were then grouped into broad areas
in which themes and sub-themes could be

clustered.

Reviewing themes

The researcher underwent a quality check
process of reviewing the themes and sub-
themes against the codes that were initially
generated. In this process, some of the
codes were merged and new themes
emerged. There were also other codes
that were removed as the data was no
longer deemed useful to that theme.

Defining and naming themes

In this step, the researcher defined themes

by naming and describing each theme in
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one sentence. There were some themes
that had sub-themes.

Producing the report Writing of the report was an iterative
process that took place as analysis was
being undertaken on the data.

All uniquely identifying data was kept confidential and will not be known by any individual
reading the final report even though the researcher uses quotes in Chapter five.
Participants were notified of the confidentiality of the data and were free to sign a non-
disclosure agreement if they wished. However, none of the participants signed a non-

disclosure agreement.

4.9. Quality controls

Research is significantly less meaningful if there is no rigour attached to it (Morse et al.,
2002). There are various ways in which quality controls can be undertaken in qualitative
research to ensure more rigour. Furthermore, the quality of qualitative research is
enhanced by the researcher showing transparency and being held accountable
throughout the research process (Kalu, 2017). A researcher can consider the credibility,
dependability and confirmability (Korstjens & Moser, 2018).

4.9.1. Credibility

The credibility of the study can be viewed as the extent to which the findings being
presented by the researcher are accurate and represent an accurate view of the item
being investigated (Roulston, 2010). There are various ways in which the credibility of the
study was verified. Firstly, the study contained participants that have gone through the
whole VC funding process, have received the funding, and have either exited the VC firm
or plan to exit the VC firm. The study will also have participants who had started the VC
funding process but stopped after due diligence for different reasons (Roulston, 2010).
Secondly, there was triangulation of data seeing that the study had an adequate number
of participants ensuring that data saturation was reached within all the participants
(Roulston, 2010).
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4.9.2. Dependability

The researcher recorded all interviews on a recording device and kept all records of
interviews in electronic format on an online folder The audio versions of the interviews are
kept. The audio interviews were all to be transcribed for analysis. Furthermore, the
researcher made a backup of all materials in electronic format and stored online for access
by any third party that requires the data. Both the audio recordings as well as the

transcripts are available for inspection.

4.9.3. Transferability

Transferability refers to the ability of this research to be applied in other contexts
(Korstjens & Moser, 2018) The researcher will attempt to add context to the findings in

order to allow a third party to be able to apply the results to other contexts.

4.9.4. Confirmability

Confirmability checks to what extent other researchers will be able to confirm the results
of the study (Korstjens & Moser, 2018). An audit trail of all data collected and all steps followed
will be kept. A third party will be able to access the unprocessed data at any point. Other
researchers will be able to retrieve the data stored online and will be able to inspect the

data. Furthermore, the codes generated have been provided as Appendix 2.

4.10. Limitations

The South African VC industry is relatively small when compared to either the South
African private equity industry or when compared to VC industries in other African, Asian
or European countries (Southern African Venture Capital and Private Equity Association,
2021). Given its nascent stage of growth, it is a challenge collating data from the industry
given that a number of VCs are not participating in industry surveys and their data is not
being captured on any other database. Additionally, the capital allocated to VC fund
management is relatively small compared to private equity, a similar asset class that is in
fact more mature than VC in South Africa (Southern African Venture Capital and Private
Equity Association, 2021).This limits the use of data on VC in South Africa given that the
study participants would be obtaining funding from a relatively small pool of VCs who are
actually reporting data as compared to if the study participants had received private equity
funding, given that the private equity industry in South Africa is significantly larger than the
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VC industry. The limited size of the industry also results in a smaller potential population

and a smaller sample size to choose from.

This being a study in pursuance of an MBA at the Gordon Institute of Business Science,
the study needs to be completed within a four-month period commencing in early July
2022 and concluding in early November 2022. In addition, this study conducted is going
to follow a qualitative approach, and data will be collected by way of semi structured
interviews. Thereafter, the data will be analysed using conventional data analysis. This
short time period, combined with the data collection method and the data analysis method,
makes it necessary to limit the sample size to a sample size that can be collected and
analysed within four months. A qualitative study which uses a small sample size also
lacks generalisability by nature as the sample size is too small for findings to be applicable

to too many other contexts (Cober & Adams, 2020)

4.11. Conclusion

This chapter provided an overview and defence of the research design choices and the
research methodology used by the researcher in an effort to address the research
questions. A qualitative study using a narrative strategy was undertaken. The study
followed an interpretivist philosophy and was explanatory in nature. The population of the
study was entrepreneurs in South Africa while the unit of analysis was the individual
entrepreneur. Non-probability purposive sampling was used with the measurement
instrument of an interview guide. Data was analysed by thematic analysis with various

quality controls being deployed.
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5. Chapter 5 - Findings

5.1. Introduction

This chapter presents the findings from semi structured in depth interviews that were
conducted in an effort to address the research questions stated in Chapter 3. Data was
collected and analysed in the manner described in Chapter 4 and it is this data that is then
being presented in this section, after the order of the Research Questions outlined in
Chapter 3. The findings are presented as themes that arose from the analysis conducted

on the data collected from research participants.

This chapter commences with a brief description of the analysis approach as was detailed
in Chapter 4, followed by a description of the sample, and finally, a presentation of the
findings per research question. As noted in Chapter 4, an inductive approach was used to
analyse the data. This approach initially generated 193 open codes across all 13
interviews. A further review of the codes indicated that a number of the codes were
duplicated even though the description of those codes could have differed. As a result, a
review of the codes reduced the number of codes from 193 to 89. See Appendix 2 for a

full list of codes generated.

The codes were open codes, as the researcher delved into the raw data to identify as
many different concepts that presented within the evidence. Axial coding was utilised to
identify the various existing categories for the codes in order to begin grouping these
thematically. Within the software that was used by the researcher, these were code

groups.

5.2. Description of the sample

A total of 13 interviews were conducted. Table 3 below provides a description of the
participants, alongside key information that confirms their suitability to be part of the study,
given that the study used purposive sampling. Participants were mainly selected if they
met two main criteria: the first being that they are an early stage, high growth venture, and
the second criteria being that they have received VC funding in the past or have interacted

with VCs up until the due diligence stage.
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All research participants were based in South Africa and all main business operations
were in South Africa. The sample included of eight males and five females, with some of
the participants having established their businesses with co-founders, while others were
solo founders. All but two of the founders still had all investors in the business.
Confidentiality in the sample is kept by anonymising participants and providing each
participant with a letter as a replacement for their name being used as an identifier.. Other
key demographics such as age and gender are not disclosed per participant. This is
particularly essential in the early stage environment in South Africa, given the limited
number of enterprises in the ecosystem. Confidentiality was also important in order to
ensure that participants did not self-censor (Surmaik, 2018)

Consent from participants was obtained and all participant signed the informed consent
letter with a sample provided in Appenedix 3.

Table 3: Description of participants

Participants | Industry Co-founder/Solo
Professional
A Services Solo
B Healthcare Solo
C Education Co-founder
D Healthcare Co-founder
E Logistics Co-founder
F Healthcare Co-founder
G Education Co-founder
H Financial Services Co-founder
Professional
Services Co-founder
Professional
J Services Solo
K Platform Solo
L Logistics Co-founder
M Plant hire Co-founder
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5.3. Research Question One findings

Research Question one: What measures were taken by the entrepreneur to prepare for

the investment process?

This research question mainly relates to how entrepreneurs prepare themselves and their
ventures for the investment process. The purpose of this research question was to
establish a starting point for the actions the research participants took prior to engaging
investors. The extent of preparedness could influence what signals are received or
engaged with by entrepreneurs and ultimately, what those signals would mean to them.
This question was related to investor readiness as some concepts within such readiness

will be explored.

The table provides a summary of the key themes for research question one:

Table 4: Research question one themes

Theme

Being prepared is indeed key

Being part of an accelerator can increase the extent of
preparedness

An advisor can play a key role in preparing

5.3.1. Being prepared is indeed key

A number of the participants confirmed that being prepared for the fund-raising process is
important. They noted that being adequately prepared helps the entrepreneur think more

clearly about their business.

Participant A had the following to say:

“l did do courses in starting and launching an entrepreneurial venture and also took this
venture through an accelerator program, which is where | learned a lot more about venture

capital and how that fits into the whole start-up pitch and raising funding.” — Participant A

Participant A went on to further state that for their journey, preparing involved viewing the
business from the perspective of an investor and ensuring that all that an investor would
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expect to be in place, was indeed in place to the best of their ability. Furthermore,
Participant A went to on to state that the team working on the idea is an area that investors
would be interested in, and preparing for that element of questioning can be done
beforehand.

“I would say that, if you're preparing to pitch to investors, depending on what stage you're
at, it's always good to put yourself in their shoes. So if somebody came to you with a
fantastic idea, and quite an early stage in a start-up, what kind of questions would you
ask? And what kind of information would you want to know? So things like return on
investment? How much money are they going to make for the investment? What's the
benefit of them investing now versus investing later? What are the risks involved? And |
think a lot of that, especially in early stages, is to do with things like the team. And also

trust.” — Participant A

Participant K went to voice similar sentiments to that of Participant A, noting that preparing
helps not only the funders get to know the business, but also the entrepreneur themselves.

“And when your business case is documented, and you as the founder, or the CEO, you
kind of [sic] know, you jotting down all those questions that are [sic] likely going to come
from them anyway. So you basically preparing so that when you do go and meet with
them, you have everything you know, in a document, it's all well prepared, it's well thought
of because you know, you started out answering all those questions. So when you're in
front of them, you know, not referencing the document, but you're remembering what you
would answer. So | think preparing is such an important thing and not just for funders but
also for yourself. So you get to know your business a little bit better. As you know, you
start asking yourself the questions. Okay, well, what are my short term goals? What are
my key objectives? How do | scale my staff? You know, the questions that you didn't really
think of you just thinking of survival at the time. But when you're meeting with people...then
you want to be able to answer all of those questions, not just okay, for today and for this
next year, but for the next five years. So the next 10 years, what's the ultimate vision?
Ultimate goal? And preparing before meeting with funders | think is one of the key things

I'd say.” — Participant K

Participant E advised that information not being ready when the process starts may delay

proceedings at a later stage.
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“I would say before you go out on a fundraising drive, have all your information, prepared
and ready, because once you start the process, we don't want to delay trying to get some

information or, you know, try [sic] to get as much as possible, available” — Participant E

VC reputation

A majority of the research participants also noted that they investigated the reputation of
the VC they were dealing with by checking their circles for any information that may prove
pivotal in the decision to proceed in either direction. They spoke to other entrepreneurs
the VC had worked with, gathering feedback from the available channels to aid them make
their decision. Furthermore, meeting the VCs for future fundraising also became important
for some participants, given the importance of relationships in the fund-raising process.

Participant G particularly made an active effort to find out what the VC had with other

entrepreneurs.

“What you also tend to do is ask, if there is someone who's been part of that program, and
what their experience has been, | think that's all we do. Before we do anything, | think you
try and do your due diligence. If you also do diligence, before you even apply or engage
with someone, you try and find and you go on LinkedIn and find common connections.
And you'll see another entrepreneur, or person you work with in another incubator or
someone within your network. Then you ask, what is this person like? And then you just
get a feel of who you're potentially going to be dealing with? And what is that program
about? What is it fine about every program I've been on? I've gone in because someone
I trust has been part of it, or has worked with someone who founded it. And then they gave
me good feedback. If | don't get the good feedback, and there's nothing, | don't even start”

— Participant G

General relationship building was important for Participant F in future fundraising

purposes. The respondent noted:
“They're ... a well accredited investor on the continent. | think they've invested in time
leading to big players on the continent over the last few years. So very reputable venture

capital company. And for us, it was really about, you know, we were establishing
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relationships. So even if they never decided to go ahead and give us funding, it was really
important in general, like when we got an introduction to a good VC, we always were open
to the conversation. And that's only because of all of the advice that we've gotten only to
be able to build relationships and to make connections with folks, that when you are ready

to fundraise, you go ahead and you're open to it.” — Participant F

5.3.2. Participation in a programme

Some of the research participants were part of accelerator or incubator programmes.
These programmes assisted in familiarising the participants with key understanding of the
nature of VC funding, were often a first step in understanding how to operate a business,
and were also useful for networking prospects for the participants building their early stage

ecosystem.

Participant F responded in this way when asked what kind of preparation helped them get

ready for the funding process:

“I think | learned that in the process of being part of an accelerator program for a couple

of months, you know, got to really understand the ecosystem”— Participant F

Accelerators were also useful in helping the participants get to actually understanding
capital raising, as the accelerator themselves could have been the first investor - as was
the case with Participant F. The accelerator being the first investor was a signal to other
investors within the accelerator’s network that the venture was potentially viable and worth
taking the investment risk

“First package would be, let's call it a kind of accelerator program, which is there to help
you take your business from one level to the next level. So pushing you, helping your
business grow. And as part of that program, they give funding, because they have a VC
fund attached to the program. So for that one, we simply just applied. And we were in for
an interview process. And we were selected as one of 100 start-ups around the world” —

Participant F
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Accelerators or programmes have been a major platform for the accessing of funds for
entrepreneurs, even in South Africa where the number of funders is limited. Participant G
noted that programme participation aided in providing access to funders that would
otherwise not have been accessible.

“And | think that's been the major weakness with a lot of these VCs. Unless you meet one
of the funders in a conference somewhere or you know someone, it's been really hard to
access them, unless they are partnered with a program that is being launched or that has
a very specific mandate. That's essentially the ones we look for. because then, if you don't

get a response, within two months, you know that the program is closed.” — Participant G

Participant G went on to a public commitment with the announcement of a programme
also signals to early stage entrepreneurs that the potential funder is serious about
providing funding to early stage entrepreneurs.

“... But also, they are less likely to just ignore you. They've made a commitment, they've
made it public, they have allocated funds, which means they have allocated people and
resources to them. It is more likely that when you send to your staff, and ... there's a
structure as well, in terms of what to say, and it's either in application form, or process.
Whereas if you know [sic] been approached a normal VC, what do you do send it to your
deck, they might not even look at it. There's no structure there. But if there's a form
because of their particular thing, you know exactly what kind of information they're looking
for. It helps you it gives you a little bit more comfort, then there's a process here, and

therefore | am able to follow.” — Participant G

5.3.3. Advisorrole

A number of the participants used advisors or fundraisers in their fundraising endeavours.

The advisors played different roles and were influential in different ways.

Participant J used a firm that is well known for assisting early stage businesses to raise
capital in South Africa. This firm was helpful in assisting the entrepreneur craft a story that
would be well understood by international investors, and also helpful in using the advisor’'s

own networks when contacting potential investors.
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“So we used [sic] a [capital raiser] in South Africa. And | think in South Africa, it's quite a
common approach. You go to [capital raiser], especially if you hadn't raised capital before.
They help you understand a narrative, they help you put together a business .... And they
help you market so they go to the name, they go to the investors that they know, and they

market your startup to see if there's interest” — Participant J

The advisor can also be an individual with the same skillset and networks as the firm
mentioned by Participant J above. Using an individual was the approach taken by both

Participant K and Participant |, as seen below:

“I was lucky enough to have worked with a really solid guy in the market. He became my
advisor during the process, and he's done it through his businesses. And he has his
approach, you know, some of the top names in the industry. So during my process, he
took me through essentially what he's learned in his business. So we shortlisted some of
those top brands, you know, that fund companies like [xxx], especially in digital software
businesses, and we really targeted them. So that's essentially what our approach was

from the start.” — Patrticipant K

As noted above, Participant | also worked with an individual rather than a firm.

“We established a relationship with him. He bought into our business from the get go and
was one of the first guys that screened us. And then he's also ...the guy that collects the
other checks. So almost like a transaction advisor if you're doing it outside. So he goes
and says, Look, guys, here is [xxx], I'm speaking on behalf of this business. Here's the

potential, here's this, here's that” — Participant |

However, the use of an advisor prevented the entrepreneurs from getting direct feedback
from potential investors as all feedback was then filtered through the advisor. So while the
advisor was good in providing networks and providing an understanding of the industry,

this drawback was something noted by Participant I.

“Even when we just got the funding. But you know, the guy might just tend to say, Oh,
these guys, post the funding being deployed, that you guys should give them an update
on a periodic basis and supplier. But that's, | can expect to see, but you wouldn't know

what the guys, you know, thought and what the expectations were.” — Participant |
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5.4. Research Question Two findings

Research Question two: What signals did the VC give prior to investment to assist the

entrepreneur in mitigating information asymmetry?

The signals that emerged from the data related to the following key themes that are vital
to the investment process: Alignment between the entrepreneur and VC, Communication
during the investment process, signals regarding the process and flexibility around the

process. Table 5 below provides a summary of the key themes.

Table 5: Research question two themes

Key themes

Alignment between entrepreneur and VC
Communication throughout the process
Flexibility throughout the process

Ease of process

5.4.1. Alignment between the entrepreneur and VC

Alignment between the entrepreneur and VC was a key theme that emerged from the
signals provided by VCs. The level of mandate alignment, value alignment and alignment
of interests were viewed as important and there were various signals that emerged from
that alignment. Mandate alignment was also assessed in various other ways including
VCs understanding of early stage businesses and the associated levels of risk, and an
understanding of the bigger vision of the business.

Regular communication throughout the early stages of the investment process aided
Participant E in assessing the degree of mandate alignment between the VC and the
participant.

“For the ones that we did go on with, we were having conversations at least daily, or even
every two days, it was almost like | think we had unfortunately, we were probably trying to

raise during COVID. So | think, for those funders, they would have liked to be at the table
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with us, kind of going through the DD face to face, but it wasn't possible. So it was daily
... conversation, or even every two days every conversation, but definitely having sort of
summary conversations every end of the week to say, we're here. Now, this is what we
want to do. This is where we're going. So it was the constant communication that we really
appreciated...It told us that they were interested in the business, it told us that they were
clear about their mandate, and they wanted to know more about what, what this specific
business does. It also told us that we probably were sending the right product into the
market, because it just said that they see it as received to be on the same page. —

Participant E

Participant G noted that researching the VC’'s mandate would eventually lead to an
understanding of whether values align or not and whether they understand early stage
businesses in South Africa. This was assessed by checking whether the VC had
previously done work in Africa and also through assessment of the quality of the initial

interview when the parties eventually met.

“l would always try and find VCs that have a particular mandate. | would research the
people behind it. Are they realistic enough to understand the African or South African
dynamic? So, for instance, our first VC that we actually wanted to work with was someone
who was from the UK, but had [sic] done a lot of work in Africa, working with African
companies. And they seem to have an idea in terms of what constitutes African
companies, what constitutes success and potential, and it wasn't so much about the
documentation and the structures that are very much US based. And so yeah, so we
approach them, it's always based on you see an interview. But you, you get that trust and
that amount of trust and understanding of the individual behind the organization that
makes you think, okay, maybe this person is someone who can actually get it and the
more you engage with that organization, the more then you decide whether or not your
gut feel goes, and there's an alignment of your values and expectations or not.” —
Participant G

Participant A stated that a similar background to the VC, which is a relatively technical
background, aided in the level of due diligence performed by the VC'’s leading up to
investment. This level of due diligence ensured mandate alignment between entrepreneur
and VC despite the similar background being viewed as a relatively conservative

background.
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“I think the investors that we spoke to, look, some of have them, actually all of them have,
actually, most of them come from engineering backgrounds, more technical backgrounds.
And | would say that people from those backgrounds, usually, they are more risk averse.
But at the same time, if they see potential in something and they understand the bigger
picture of where things fit in. And it makes sense from a logical perspective, or logic.
They're willing to invest in something and | think they're willing to take that risk. And you
can maybe add this to the due diligence. But | think when people make a calculated
decision to invest, they've taken into account things like whether this will actually work in,
in such an industry, can this team implement, do they trust the people involved in the
startup and once they, you know, once those kinds of boxes are ticked, they're willing to
put their money where their mouth is, and what that tells me about them is that they are
educated enough or educated investors. So what I'm saying is, they may not be very risky
investors, but they're educated and technical enough to understand that there's an

opportunity here and they're willing to take that risk” — Participant A

However, Participant E cautioned that if there are some elements about the VC that are
not right from the inception of the investment process, it is better to abandon the process
rather than proceed for the sake of keeping in touch with the VC. This breaking off will
work better for both parties given that it is an opportunity to focus attention somewhere

more productive.

“So if you pick up something that says these guys are not interested early enough, rather
walk away, rather, because some people will string you along, thinking something else will
come up, I'll give you an example. We spoke to a funder and they were clear from the
beginning, that for seed financing, they will not advance more than 5 million. But we still
went on with the deal, even though we knew that the 5 million was way less than what we
needed, but because that's when you just feel like you're doing something you keep on
with it. But if at the beginning, they say we can only do 5 million its best to say but we can't

take discussions further- Participant E

Participant B mentioned that the level of DD was also interpreted by the participant as an
element that would determine mandate alignment. Furthermore, this participant stated that
the location of investors also affected the level of due diligence, and resultantly, mandate
alignment. US investors did less due diligence compared to South African investors. This

would imply that there was better mandate alignment with the participant’'s US investors.
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“...this time, ...the investors that reached out that I'm talking to are South African as
opposed to the American ones. So | think in South Africa, they are more risk averse.
Sometimes you feel like you're dealing with government in the NEF or IDC. So in South
Africa, the difference is that they're more risk averse. And you jump a whole lot of hoops.
I think the culture between the US ones and the South African ones [differs in their level
of risk appetite]” — Participant B

An understanding and appreciation of the associated risk levels was key in entrepreneurs
assessing whether there was mandate alignment between themselves and VCs. The level
of risk aversion or risk-taking behaviour was assessed by checking the level of DD
undertaken by the VC. Participant H noted that based on the very low level of due diligence
undertaken, the participant concluded that the entrepreneur appreciated the level of risk

and there would be mandate alignment.

“So when you're raising for multiple sources, and especially when it comes to individuals,
they all have different levels of risk and different levels of thoroughness. So there were
some investors that were just very happy to be like, Yeah, sure. | mean, | really believe in

this | see it works | know cetera. | see your model. It's very clear. | get it.” — Participant H

There were other VCs in South Africa that Participant B could not find mandate alignment
with and subsequently did not proceed with. The participant was unsure how to interpret
providing funding to a mere idea while ignoring a different early stage business that

already has traction.

“I don't know the investment spaces it's really quite tricky or you can't even pin it down
because there'll be somebody with no product, just an idea. And they get a 2 million
cheque just like that and you come with traction and, you know, experience and all of that
then you jump hoops. So you will never know.” — Participant B

Allowing the entrepreneur to operate the business without a lot of interference has greatly

improved Participant A’s view about mandate alignment between that participant and the

participant’'s VCs.
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“I think the [sic] investors we engaged are pretty comfortable with us doing what needs to
be done. And they appreciate any communication we provide to them. They don't have
too many onerous conditions for their investment. And the other thing worth mentioning is
the understand how the start up space works. And if there's delays, there's delays, there's

not too much pressure to return their money or give a return on investment at this stage’

— Participant A

Expression of power dynamics

In the entrepreneur and VC relationship, the VC is by definition, the party with more
money. This can create a lop-sided power dynamic as some VCs feel that because they
have the money, they are able to dictate all terms without realising that the relationship
requires both parties to be satisfied with how the relationship progresses. Expression of
these power dynamics by VCs is a signal to entrepreneurs about the quality of the

relationship.

Participant D expressed this power dynamic when describing how that participant felt

when first interacting with their VCs.

“...it's definitely that power dynamic at play, which makes us feel like ok, you are a small
player begging for money. And this is [investor] is big guy who like, you know, you're gonna
follow. It's his rules or [sic] the highway and you need the money and their [sic] support so
you know, you almost like bend over to subdue yourself to wherever that they are

requesting. So yeah, it's definitely that power dynamic playbook.” — Participant D

Participant E expressed surprise at some of the VCs they initially approached, who used
this power dynamic to their advantage as the participant was under the impression the
power would be more equally shared, given what the entrepreneur brings to the
relationship. This participant found it better to not take that relationship any further, given
the nature of its genesis. This participant decided that this lop-sided power dynamic would

not change once the VC became an actual investor.

“We've always thought that the funder and entrepreneur would be same footing. And it
was quite a rude awakening, when you realize that actually, there are some funders who
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think we've got a big balance sheet and you don't, so jump, but also what that has taught
[sic] us to [siclwalk away, even when we didn't even have option B. Once they walk away,
you need to realize upfront that this is the nature of relationship you're going to have going
forward. If you've got a funder who sees themselves as a big brother, and you as the little
brother, that relationship will not change. So you have to ask yourself as an entrepreneur,
is this the kind of partner | want? Because there will be a lot of interactions, obviously,

once the relationship takes off” — Participant E

The VC that Participant E decided to proceed with did not have this attitude around the
power dynamics, and permits the participant to operate the business without too much
interference in decision making. Even though Participant F realises that they still have to
report on a periodic basis, this reporting is done at a high level, without a significant

amount of detail required by the VC.

“Our funder has allowed us to run the business with minimal, | don't want to say
involvement, because involvement is a good thing. But with minimal interruptions, maybe
that's what | would say. They have a board seat, they've got access to our board and
decision-making structures, but we don't have to call them every time we buy a pen or a
pencil...and what that [sic] tells us is that they trust us as their partners to run the business.
Of course, we do have a duty of reporting to them on a regular basis that we've preset,
but | don't feel like every time | employ someone | need to tell them, every time | buy a
pen | need to tell them. So you know that partner, rather than principal teacher kind of
overlooking and that has been something that has helped us to work well together.” —
Participant E

5.4.2. Communication throughout the process

The amount of communication between an entrepreneur and the VC is a signal through
the relationship. Communication as a signal can be affected by several factors; either
frequent or infrequent, the availability of the VC during the relationship, the VC making

first contact, and the amount of honesty in the communication.

62



When the process is clear and there is regular communication about what part of the
process is being followed at each point, Participant K felt comfortable that these would be
the right VCs to work with.

“I think all of the funders that I've met, were [sic] super experienced in it, and you know, it
wasn't their first deal... at any given time, you know, you know exactly where you are, you
know, exactly what's expected, you know, exactly what they're working on. So there's
always been processes in place. And, you know, you're not left guessing or questioning
what's going on. Yes, there are instances where it takes longer to get feedback and all of
that, but you know, exactly where you are. So | think the lines of communication, were

generally open.” — Patrticipant K

Both Participant A and J felt that regular communication provided them with comfort during

the initial stages of the relationship as well during the post investment phase.

“We had fairly, reqular communication with all. | had fairly regular communication with a
range of investors. So whichever person had the relationship with them in the start-up
team, would have an initial conversation with them. And | would have to follow up with

them via email or call to answer any questions or queries they have.” — Participant A

Participant J communicates with at least one of his VCs on a regular basis, enhancing

their experience of the investment process.

“Atleast once a week, I'll chat to one of them.” — Participant J

The availability of the VC for advice on quicker queries is a crucial element of Participant
C’s experience of the investment process. More availability during later stages of the
investment process enhanced Participant C’s experience and was the easiest part of

working with a VC.

“Easiest part is reachability. Like, just if you need to connect, if you need to ask a favour,
or have some quick conversation, whether it be what we call the therapy sessions, or just
more a, do you know this person? Or what are your thoughts on this person? Very

reachable? Like, extremely reachable.” — Participant C
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Prior to commencement of the investment process, Participant B found that the quality of
their experience was enhanced when the VC was the party that was proactive about
making first contact. A number of the VCs that made first contact were VCs who ended

up as investors.

“So I've been building in public, usually using Twitter as well. And being active in those
rooms, where they talk about tech, start-ups, etc, and just contributing a lot of content on
our building journey, then investors started reaching out to us. That's how we got there,
our previous investors, even now, as we were doing our seed round, | did speak about it
that day that we are fundraising, the company's growing to another level, another stage,
etc. And then we got investors reaching out to us, a few investors reaching out to us
currently, and now we're in the DD stages. So it has been like that for me personally. —

Participant B

Participant F also had VCs reach out to the participant instead of the other way around.
But the source of the VC making first contact was instead a mutual contact within each
other’s network. The VC making first contact with Participant F had a similar effect to
Participant’s B’s investors making first contact, it enhanced the entrepreneur’s experience

of the investment process.

“They contacted us, after that we said, well, it's great, we'd be keen to chat. This is via
email. And what happened after that, we have our initial call that kind of took them through
our pitch and our value proposition which is about an hour-long call, and it's kind of the

business what we’re trying to build etc” — Participant F

Participant G did a significant amount of preparatory work before meeting some of the
VCs. The work mainly entailed spending time on the VC website in order to understand
what mandate the VC has and what exactly the VC would be seeking in an investee
company. A challenge arises when Participant G perceives the VC to have been dishonest
in their public communication in relation to what the VC seeks in an investee company,

resulting in troublesome start to the entrepreneur and VC relationship.

“The main preparation would have been just trying to figure out who the company is, what
they stand for, what are they trying to do? What's in it for them? What are some of the

pressures that they are facing, maybe they want to meet their BEE scores, or whatever it
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is, do anything like that. And then you try to align with what it is, obviously, you don't get it
right all the time, because not all of them are honest about what it is that they're actually
looking for. But you just work with the information you have. And then you try and position

yourself as best as you can.” — Participant G

5.4.3. Flexibility throughout the process

Flexibility around the use of funds, systems within the VC and milestones is a useful signal
for the entrepreneur to receive from the VC. More flexibility enhances the entrepreneur’s
experience given that early stage businesses tend to require the ability to make decisions
quickly and efficiently, without the bureaucracy of a large organisation.

Operational flexibility within the VC was the most challenging part of working with a VC for
Participant G, this lack of flexibility on the part of the VC is perceived as arrogance at

times.

“I would say that's been the most difficult part of our relationship, maintaining the
autonomy, of being able to run the business, while at the same time understanding that
an investor who comes in will have systems in place that | need to at least have an
understanding of and create some sort of flexibility. On my side, I've been willing to create
the flexibility structures, but they haven't on their own, they come with a dynamic of, well,
this is how we do. And you're a start-up, you don't know any better, you're not doing things
properly, which is again, very condescending, very arrogant... So sometimes when you're
dealing with a very rigid investor in terms of their system and processes, they can really
cripple you... And so | think the realization and the honest reflection from an investor to
say, if | want to really work with start-ups, | need to be nimble, | need to be flexible, | need
to be able to meet with someone within 24 hours, if there's something that comes up in
his industry made, | need to be able to put a team together in place,... So obviously, you're
not going to have that in the VC kind of set up, because then there are structures and
systems. But | would hope that, then you don't get to extremes. There has to be an element
of understanding and people trying to meet halfway to say, Okay, we can't always operate
like an individual. But how do we operate in a way that we don't become a barrier.” —

Participant G
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Flexibility around milestones can also be useful in signalling the VC'’s flexibility in general.
This flexibility is what provides the signal of a quality VC that empowers entrepreneurs to

do the work required in order to grow the business.

“I know, entrepreneurs really struggled with ...\VCs setting unrealistic KPIs for them to
meet for the second disbursement. And also, just as a side note, things happen. Like
maybe you think, something's gonna cost X amount of money and you start burning more
cash than you had planned, and you need money earlier. And you can't access it Because
now for stage two, you need to meet all these KPIs, but chelete e fedile, like, there's no
more money. And now it's difficult for you to even move forward with the business because
you can't access the second tranche of funding. Fortunately, we were able to set our own
KPIs and basically agree and say, Guys, this is what we are hoping to achieve. And we
set them pretty low so that we don't also feel that pressure, we know we're gonna definitely
overshoot those, those marks, but again, because they have industry experts, we're able

to almost like sway them.” — Participant D

5.4.4. Ease of process

The ease of the initial stages of the investment process is a signal to entrepreneurs about
the quality of the VC. Generally, participants noted that the easier the early stages of the
investment process, the more entrepreneurs were able to understand the process,

decreasing information asymmetry between the parties.

While Participant B noted that their VC helped guide them through the process, the
participant noted that the onus was still on the entrepreneur to do their own research as
the amount of guidance provided by a counterparty will be limited given the inherent

conflict of interest that arises when too much guidance is provided.

“They were but it's good also you have your independent research... they were helping
but you can't be asking for help from people who you are signing contracts with, hence
my answer saying | wish | would have learned about other things before going to investors,
like the investment world... But | should have done more research so that even when you

go to that people's table, you also have knowledge yourself.” — Participant B
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Participant K expected a much shorter period than what was actually experienced.
However, this participant acknowledges that the reason for the longer execution process
may have been the stage of the participant’s business, with transactions that were

executed faster being on simpler businesses or businesses that were at an earlier stage.

“So my expectation was that it would be a much shorter period... And | think some of my
colleagues were lucky in that way. They were lucky. But | think they processed quicker
[sic] because their businesses were not as in depth as mine, it took them a shorter period
of time to gain funding. So in my head, | expected it to be a shorter year, but because it

took so long, | mean, that was the one thing, the speed.” — Participant K

A faster execution process was indeed experienced by Participant F.

“I think the first thing that [siclwas surprising was the speed of light from pitch to close,
because typically, you know, it doesn't happen that way. Right? Usually, what you hear
from most entrepreneurs is that processes take a really long time. You know, it's a very
long process. | think that was a pleasant surprise... And so for us, it was, it was a good

surprise.” — Participant F

Participant A also experienced a relatively speedy process, with disbursement occurring
within a month of making first contact. This participant acknowledges that a key reason
for the speedier process is the stage of the business. Participant B had a similar
experience around the reason for a speedier process that involved an early stage
business. When Participant B later raised more funding, the business had gained more

traction and the due diligence process was significantly lengthier.

“So in that investor presentation, what we had was some financial forecasts and covered
things like conversion scenarios, etc. which we went through in a fair amount of detail with
everyone so there wasn't too many requests before that session for things like financials
and financial models, and other aspects. So | think in terms of due diligence, there was a
few questions that were asked in terms of our go to market strategy, or how we plan to
onboard users. Those are some of the questions that came through. Other than that, |
don't think there was any formal due diligence, but I'm sure they probably did some market

research in terms of the whole economy, where things are going, and also from their own
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experience in that sector, which | think helped a lot to fast track that due diligence process’

— Participant A

“...when we were pre-seed, with nothing to show, things will be done and the money will
be dispersed in three weeks... And within a month, the money was dispersed ... but now
that we are raising again, the DD has really surprised me, because now it's more intense.
And | feel like it just takes a lot of work from you. Now they want to know, deeper things,
the technology, how you get in the team is more important. So | think those are the things
that are surprising me that now, DDs are no longer as fast as they were, when it was just
an idea and small traction. Now that you have big traction, the DD is more intense. And

the processes take longer.” — Participant B

5.5. Research Question Three findings

Research question three: What effect did those signals have on the quality of the

relationship through the investment process?

The four main themes that emerged for this research question were the active efforts that
were undertaken by the VC to build the relationship, followed by an understanding or an
appreciation of the South African context, the quality of initial interactions and the internal

VC dynamics. Table 6 below provides a summary of the key themes.

Table 6: Research question three themes

Theme

Active efforts in relationship building
Understanding of context

Quality of initial interactions

VC internal dynamics

5.5.1. Active efforts in relationship building

The quality of the relationship between the entrepreneur and the VC is affected by the
efforts put in by both parties to nurture that relationship. The early building of trust, the
focus on the individual as a person rather than only the business, and allowing that
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individual the space to operate the business without interfering, were all positively working
towards building the relationship. Follow on investment in subsequent rounds and
association with the business post exit were results of a good relationship, while a lack of
transparency and authenticity were hindrances in relationship building.

Participant H started relationship building efforts with investors well before raising capital
to ensure that by the time the business was ready to raise capital, the investors were also
ready to take the relationship to the next stage.

“So there were some investors that were just very happy to be like, Yeah, sure. | mean, |

really believe in this, | see it works. | see your model. It's very clear” — Participant H

Trust building was also important for Participant E, given the long-term nature of the
relationship. This participant had noticed certain elements with other investors which were
taken into consideration when choosing which particular investor to work with.

“But eventually, at some point, | mean, it has to be a working relationship. So | wish we
knew that. But | don't think it's something that you can be taught. | think it's something that
you sort of learn with the investor that you are [sic] with, because | mean, think about it, if
we had gone with the other investor, that was a big brother type of investor, it would have
been a different relationship. It would be every two weeks, send us management accounts.
If there's movement in your bank, tell us what it is, give us records. What are your cash

flows?” — Participant E

Participant K was surprised at how much the initial interactions focussed on the
entrepreneur as a person rather than the business, which was something the participant
was not necessarily prepared for. This helped form the initial bonds in the relationship
given that the investor was interested in things other than the business. This participant
found that this was the case almost exclusively with the investors that were at that stage.

“And what | found was, which was quite interesting ...initially it was, | went there with my
hat on as an entrepreneur, with the objective of selling my business to investors. But what
| found, and this was, | can't remember how many exactly, | saw, | think it was around
about six or seven different VCs. But every single one of them, the core objective of them

investing was based on who | was not about my business. So yes, there was obviously
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the elements of revenue, and you know, everything about the concept of the business, but
the common thread that I've seen throughout was, they were investing in me, and not the
business only because of where | was going to take the business. So the initial meeting
was always about, you know, my background, how | grew up, who my parents were, what
they did, how | was influenced, growing up, my experience, how, you know, all the
experience that led me to where | am ... everything that built up my character to be able
to come up with a concept like that. So that was essentially every single investor that |
met, that was the first meeting, that was essentially what it was about at the end of it. And,
you know...they obviously have prior documents that ... | would have sent it to them. So
they know about the business already before we even meet. But that initial meeting is all
about me, all about, you know, everything | do, what my objectives are, etcetera.” —

Participant K

Participant A had provided various rights to his own investors, enabling the potential for a

long-term relationship on favourable terms.

“We did agree that we will give everyone a right of first refusal for any subsequent rounds,
or investment. So we will invite them to participate in this next round... So a few of them
have already expressed that they would like to like to participate in this round”— Participant
A

An association post exit was something the investor with Participant C was keen to have.

“So post a particular point. They still wanted to continue reporting, and continue giving
feedback, but there's nothing we do with them” — Participant C

When disagreements in deal elements such as valuation occurred, mechanisms such as
clawback milestones were put in place by both parties. If the milestones were met, the

investor would get a lower valuation than otherwise.

“So I think ultimately, what they might put in there, and it happened to me also, is that they
would put in some sort of performance milestone to say, Hey, if you don't meet this
performance milestone in the next 12 months, then I'm going to clawback some shares,

right, so they put some clawbacks in there to make the sale.” — Participant J
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A lack of transparency and authenticity were barriers to building stronger relationships
between the entrepreneur and VC. This turned out to be a particular frustration for
Participant G, as this lack of accountability and lack of authenticity ended up as a barrier
to accessing funding in the first instance, and subsequently, hindered the building of any

type of relationship in the subsequent interactions.

“It's also people, like | said, knowing that there's a certain method of accountability,
because entrepreneurship or financing entrepreneurship is the buzzword right now, every
company wants to be seen as doing something to support small businesses. And so
there's a lot of rhetoric of people just talking about supporting Black businesses or wanting
to support black businesses or allocating budgets and funds that goes into small
businesses. Private sector is the same as in government. Everyone is always saying that
there's a fund. There [sic] are billions, there's money somewhere, right? When
entrepreneurs actually try and access those funds it becomes a different story. So
everyone is talking about having money, wanting to support businesses. But because
there's no clear commitment, nothing ever happens. So | think that's the frustration, a lot
of the times what [sic] we face is that when you actually do go to these organisations, and
when people say these things, there's really, yeah, there's never really any follow up or

any processes that you can work with.” — Participant G

Participant G went on to provide an example of a successful relationship with one of their
investors in which there was transparency and authenticity from the beginning, resulting

in a fruitful relationship for all parties that continues to this dy.

“So for instance, [VC name] was the first one, they were the first African... startup
incubator accelerator, they needed African businesses. And they were clear that they've
got this much money, and they need to select X number of companies. And this is the
process to apply. And same thing with the [VC name] program, they were clear, they're
looking for [xxtech]. And out of those, they were gonna fund these two. And this is the
amount that they’re putting in place. And these are the vehicles, they’re doing convertible
notes, they’re doing this. So there was a clear process. And so you understood exactly,
you know, what you need, you knew what you needed to do, to get in and so therefore
you were able to prepare, get our things in order to be able to position ourselves well with

them. So there was transparency from the beginning in terms of what was needed, why it
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was happening, who was funding it, and you could see who are the people behind it.” —

Participant G

5.5.2. Understanding of context

An understanding of the South African and African context is important for relationship
building. The disconnect between what some investors expect and the reality on the
ground turned out to not be beneficial to Participant G, as the participant voiced their
frustration with investors not adapting their methods to an African context. This was
expressed as having a “Silicon Valley mentality”, even though the foreign understanding
could apply to any country that is not in Africa.

“VCs in South Africa have got a very Silicon Valley kind of mentality. You know, we engage
with a lot of companies in Silicon Cape and all those guys who are in VCs in South Africa,
and we get an understanding of their expectations. And some of the [sic] understanding
of African businesses, as well as the understanding of the requirements and expectations
were [sic] very much based on a Silicon Valley framework, which wasn't really applicable
in this African context, which is why you will find that for a lot of these companies... when
you look at their company portfolios, it’s boys from Cape Town, who traveled to Silicon
Valley and back and have got ties or studied in Europe. Meanwhile, we're in a country
where black South Africans are also entrepreneurial, there's a lot of them, too.”
Participant G

5.5.3. Quality of initial interactions

The quality of the initial interactions is a key signal that was provided by VCs throughout
the investment process. Feedback provided by the VC in the initial interactions was useful
in assessing the quality of initial interactions. These interactions were further enhanced
based on the availability of experts on the side of the VC, whether that expert is employed
full time in the VC or is a consultant that the VC could rely on. The level of interest
displayed by the VC in those initial interactions was also considered by the participants as
an enhancement or detracting from the quality of initial interactions. The nature of the prior
relationship and the attitudes of the VCs in initial interactions also gave an indication of
what a future relationship could look like.
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Participant E noted that the VCs that were first contacted via personal networks were the
VCs that provided the most useful feedback, whose feedback was used to improve the

business plan and get ready for the next VC engagement.

“The ones that were a personal contact, or through personal contracts, they were the most
useful. That's where you got the best quality of response, a considered response, the ones
where, you know nobody, and you're just throwing it out there, not so much. [The
feedback] it allowed us to go back and refine some parts of our business plans, because
some of these funders that had seen similar transactions, But what it would tell us is that
you go back and you refine your business plan. For instance, I'll give you an example.
There was a funder that we spoke to, initially, when we wanted to approach a certain
segment of the market, not the one that we've approached now. And it was through those
discussions that we realized that actually perhaps going in that direction in that industry,
the [name of industry] industry, for instance, maybe that industry might be slower in
adopting our product. And so it made us think maybe let's look at someone who would
adopt it a bit faster. So that was really helpful. And it is a thinking that we sort of started

carrying, after we had discussions with that specific funder” — Participant E

Even though Participant F noted that the feedback they received from an accelerator
programme that could have been an investor was not as useful because the accelerator
was US-based and the participant felt that the accelerator did not grasp the African context

well.

“So what they do traditionally, if you don't make it into [Accelerator name], after the
interview process, you know, they say this is the feedback we had for your venture. This
is where we think you could have improved. This is where, you know, and this is why we

didn't go ahead with the investment.” — Participant F

Participant | noted that when first interacting with VCs, there was uncertainty on the
participant’s part about some of the feedback that had initially been received because the
participant was not familiar with the language employed by VCs. However, over a period
of time, this language became more familiar and the participant understood the feedback

significantly better, enhancing the quality of initial interactions with their VCs.
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“But in the process we have engaged like VC funds. And VC firms is completely different
to that experience that | sort of captured, there is more, some, they would have seen your
profile summary [sic] on CrunchBase, whatever the case might be. And then they ask [sic]
you a whole bunch of questions. But not even that much. There'll be like, come back to us
when you got more traction. The tough part about that is that you don't know what traction
looks like. What must my financials look like? What must | have done? Now looking back,
I know exactly what they're looking for. But at that point, it's kind of like, you're kind of
thrown into a space where you received a no. And then we even did an interview with
[Accelerator name], yeah, we did a program through there, you end up going through the
process, going through the selecting, like, you end up maybe in the top five or whatever.
But then there's a no, then like, again, you don't understand, you don't understand why
you are not being progressed. And then you also don't understand why you got to a no.
So | think that's the frustrating part about dealing with ... venture capital firms directly” —

Participant |

The availability of experts on the side of the VC enhanced the quality of initial interactions.
This availability could have been in-house at the VC, or some VCs have made funds
available to outsource this capability. Participant D found this availability of expertise
particularly helpful.

“I'm very big on partnering with VCs, who at least have some industry expertise...” —
Participant D

“...because they were industry experts, | mean, | pitched my business idea, and they got
it immediately. And they were like, Oh, my goodness, this is what we've been looking for.
We found you... they understood they were like, okay, great, we're going to bet on you
with these resources, what do you need, and this IBM research team that's working on
[Insert sector], we're gonna partner you with them. And it was just an easier

conversation...” — Participant D

If a VC is interested in investing, they will let you know early in the interactions and they
will want the process to move as quickly as possible to post investment; this was the
response given by Participant J when asked what feedback he got from his investors. This
fast progression was experienced by Participant J in the early stages of his own

investment process.
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“So | think that if a VC is interested, they will be very direct in their engagement with
you...Yeah, once they give you a term sheet, they want to get it done as quick as possible.
Yeah, they want to deploy their funds. In fact, it just things never happen quickly in South
Africa. So you just gotta have to go with it. | will say as entrepreneur, you want to ... have
a data room as clear as well, as robust as possible. I'm still not getting it right. But it will

speed up the process...” — Participant J

The nature of the prior relationship affected the quality of initial interactions, as Participant
H noted when responding about the quality of the Participant’s initial interactions with VCs.
This participant spent a significant amount of time building the business network even
prior to officially launching the business. By the time the participant raised funding, the
VCs were ready to commit and the initial stages of the investment process were effortless.

“So my strategy was one of, you know, proving genuine ethos, and philosophy. So proving
it meant, firstly doing, doing what we say we're going to do, which is creating a community
that actually empowers. And we did that first. And we spent the whole first year
bootstrapping the business...So we built this community, as we were building this
community, we were able to then really understand the needs of the [Customers] within
that broader network. So, you know, we understood the pain points of [customers], we
understood the interests of [investors who would be interested in this type of opportunity].
So it emerged out of that, the opportunity to structure an investment that was genuine and
its philosophy, but was also structured in a way that provided value monetarily to the
investors. And those investors...we met as part of the community building portion.” —

Participant |

Participant F noted that a relaxed attitude soon after investment was made improved the
quality of the early part of the relationship, given that those attitudes helped relax the

participant as an entrepreneur, greatly improving the early stages of the relationship.

“I think it's just them being themselves. And | guess they understand like, what post
investment looks like right. So they understand that they are here to support founders.
And | guess that's also speaks to the nature of the VCs we've partnered with. They [sic]

didn't just say, here's a check, goodbye. See you later. But they really want to be there.
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And they want to like connect. | think knowing what they are [sic]interested in, and | think
also making it very easy going, very light hearted. very compassionate, | think is really
helpful.” — Participant F

5.5.4. VC internal dynamics

The influence of certain individuals within a VC was an important factor that arose from
Participant D. It begins with the background of the people within the VC firm.

“And for me, that's also part of the challenge that | had at the time, especially with a
particular individual that in retrospect, I'm just like, this guy was just not really, he just
wasn't getting it. And he hadn't come from this industry. And | was at, | think | was also
disadvantaged in that sense, that he didn't understand what | was talking about. | was
talking about [Industry name], and he had come from the banking industry, but he didn't
really understand the concept and was also a little bit more risk adverse, compared to
other people that | have engaged with so he [sic] just felt that would not be a good use of
the money. And yeah, so that was that process. And unfortunately, that application was
rejected, also, because a part of me also thought that the people who are involved in the
communication during the process [sic], were not knowledgeable in the field that | was
talking about, because some of the trends that are actually taking place are things that |
pitched, like three years ago, and now they're starting to become commercial.” -
Participant D

This participant found that there had to be an alignment between the entrepreneur and
individuals within the VC as a whole, especially because those individuals are the people
who would be maintaining the relationship should it progress further.

“But I've also started to see how the influence of certain personalities and ... how [sic] you
could be a representative of a particular organisation. And when | pitch, | don't pitch to
Lebo, | pitch to an organisation, but at the same time your personality also infiltrates your
thoughts and views, which ... infiltrate through to the process, and which can, in essence,
also hamper the process. Personality fit is so important, let me know you can go into, you
know, go and approach a VC that has all the bells and whistles and you know, great
reviews. But if the people that you're going to be working with intimately with lack, you
know, the Investment Principal that you assigned to, there's no chemistry or there's no
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alignment, also in value systems and way of thinking, I'd rather you walk out of the room
and go look for someone else. Because in as much as you're saying, we can say that |
am approaching [VC name], you know, and you're going to be engaging with an institution,
you're actually also going to be engaging with the people behind the institution. And you
need to make sure that the people that you're working with are actually vouching for you.
And they understand the business that you have to run ...in terms ... of where you want
the business to go, and how you want it to grow. Because the issue becomes, let's say
this investment professional comes into [VC name] and now I'm working with that person,
but let' say but there's a personality clash, or there's a clash in views on how this business
should go, you're going to make my process as an entrepreneur very difficult, because
now I'm having to clash with you, and convince you as to why we should go a particular
route, which also is very energy consuming. So it's better when you find someone, that
you have alignment ... and both actually see and understand where the [sic] business is
going. That will make it a much more seamless process. So the fact that a particular
organisation is bringing money is not enough. And also the fact that a particular individual,
or organisation is even bringing context or access to markets. That's not enough, the
people behind who you're going to be working with intimately; that is so important. And
you have to make sure that they have the same views and alignment.” — Participant D

This participant noted that the VC added other skills to their team to improve their

experience in future.

“They diversified their team. So it's not only people who will talk from like, investment
banking, you know, there are [sic] people like who've worked in management, consulting,
and just different industries as a whole.” — Participant D

While Participant D above had a poor experience because of misalignment, Participant G
notes that there is a good relationship between the participant and one particular
investment professional. However, because that investment professional works within an
organisation, the experience can still be poor at times. As a result, Participant G makes
an effort to understand the internal politics in order to improve their investment process

experience.

“Again, when you have one guy, great, great guy, very entrepreneurial, but you deal with

the organization, and the organization, the processes, things are slow, when things need
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to be signed, you have to deal with... egos and arrogance. And they basically operate like
that because they work in a corporate environment. So the expectations are, if you give
me something I'm busy, I've got board meetings, | need to, | need to take a month to do
something for you because you are not a priority. Meanwhile for you, you have to get them
to sign whatever needs to be signed, because this deal needs to happen in the next like

three to five days. And so a lot of the time you have to fight back and forth.

So | think you try and understand the dynamics, the political and inter relational dynamics
within the organisation and try and leverage certain people within, bring them in, you're
gonna build stronger relationships. So that's when the overall entity is not playing ball, to
help you get to the next step. You're able to pull those people in, and they're able to fight
on your behalf on the inside... And | found that very few, within those organizations, one
or two people, potentially, usually the mouthpieces, would have an understanding and
flexibility as individuals, but the organisation structures themselves will not allow for those
people to be able to implement and operate with that kind of flexibility.

”— Participant G

5.6. Research Question Four findings

Research question four: What support was provided to entrepreneurs post investment

to prove or disprove the signals provided prior to investment?
The key themes that emerged from the data to address this research question were under

the broad theme of VC value add. Within this theme, the following key sub-themes

emerged.

Table 7: Research question four themes

Theme

Use of networks

Operational improvements

Governance improvements

Reporting requirements expectations vs
reality
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VCs made several value-add initiatives that were appreciated and increased value for the
relationship, which included the use of the VC’s networks for various purposes,
operational improvements, governance improvements, the reality of reporting
requirements and their link to an improvement in governance, and other partnership-

based value add initiatives.

5.6.1. Usefulness of networks

Introductions via personal networks can ease the process and also adds credibility. Those
personal relationships can take time to build, such as was experienced by Participant H.
However, once this Participant pierced those networks, there were further endorsements

from within.

“Relationships really matter, and who vouches for you matters. So that's why I'm
emphasizing the relationship building portion before even capital raising, and also the
vouching for you through [VC firm name], like the endorsement. So if an entrepreneur's
already been endorsed, and he or she is already in that network of VC funders, | mean,
the network is small, people talk, then | feel the DD process is slightly more friendly,

although you still have to tick the boxes” — Participant H

Referrals within the network can help with certain operational advice or views requested.

“I think, when you need assistance or advice, or they would help or if they can, they will

refer you to people in their network.” — Participant B

Participant D was looking for collaborators rather than competitors.

“So one thing | definitely look for is non-disclosure and non-compete clauses, especially
because it's becoming more apparent that certain VCs will have businesses that are in a
similar industry and may actually become your competitor, rather than your collaborator.
It's great when they are [sic] a collaborator, but if there's a potential competitor, and you

guys are all doing the same thing, but you're sponsored by the same person, | need that
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reassurance as an entrepreneur that you're not going to tell this one business what I'm

doing that will favour them and disadvantage me.” - Participant D

5.6.2. Operational improvements

VCs were useful to Participant | in making minor operational improvements to the business

such as the suggestions to improve the security of the system the entrepreneur was using.

“You shouldn't be worried about capacity at the onset. So for me is, it's already just on that
modeling side, you just look at how do you make this business or, and even on the tech,
the initial tech infrastructure we had was not scalable, so like a typical Bootstrap. So it's
like, it can probably handle five customers at most. So like they told me, when you [sic] go
in, you're gonna need to have an enterprise ready database, because your customers are
gonna want security, they're gonna want to be sure that all their data can be catered for.
So now you at least have a decent level forward.” — Participant |

However, the promised operational improvements were not always realised. The
promised improvements were limited in their effectiveness at times as mentioned by

Participant F.

“Um, look, they've tried, but | think, you know, talent is so difficult on the continent,
especially tech talent, which is where we really needed help. So | think | think they tried
their best in terms of reaching out to their network, like getting the support they needed,

but ultimately ... it wasn't to be.” - Participant F

5.6.3. Governance improvements

From the perspective of governance, investors often insist on a board being constituted,
which the entrepreneur may not have had in the past. Resultantly, the board composition
was something Participant D specifically looked for when negotiating with VCs.

“We also look for board seats, to see how many board seats they'd like like”— Participant
D
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Participant E noted that setting out principles or ways of working early can significantly
help the relationship in future. This setting of principles provides a framework for both
parties to work around in the future. This particular investor had notdone that to the extent
that Participant E would have liked; as doing this would have prepared the participant

better for the later parts of the investment process.

“I think probably just articulating what they what they would have wanted the relationship
to be like, and knowing that it's contracted. So, you know, do we follow that, you know, as
a book of law? Or is there a preference on [sic] how they want to do things? So there's
that. But | mean, after a year or two years, actually, you kind of know how things run. So
we're not in the dark anymore. But certainly initially, it would have been great to know how

they want to run this relationship” — Participant E

Some of the governance terms requested by VCs seemed contradictory from a growth
perspective. The terms could at times prevent the company from scaling efficiently. Black
Economic Empowerment (BEE) principles are often out into contracts with VCs, and the

restriction on those principles make it difficult to grow at times.

“I think the one thing that is more contradictory is just that the terms that they put in place
is not really helpful to scale. | mean, it's the same thing like the Reserve Bank. They want
foreign investments, but they don't want investors taking money out. So where are you
gonna get the foreign investments. Yeah, it's like that. And then of course, BEE works
really well, for large enterprises with a lot of money, a lot of capital and other wealth that
they need to share. But when you when you start up, and you are growing, i you hit that
... then that stops your growth, like right there, right, you need to restructure your business

entirely to look like a perfect business.” — Participant J

5.6.4. Reporting expectations vs reality

Reporting has been one of the most challenging parts for entrepreneurs to deal with in the
investment process. A significant number of the participants noted that the frequency and
style of reporting can be a frustrating element of the relationship as different investors
have different requirements. Participants B and C both noted that the number of reports
to different VCs is something they did not expect, with Participant B noting that following
negotiations with their VCs, the reporting load became more manageable.
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“The most challenging part, for me, has been the reports, but we did manage to get around
that to say, you know, at least doing it [sic] once every three months... Some of them will
| want different reports. And it was time consuming, that time you are building as well, with
limited capacity, etc. Then we started saying we would send them the same report, once

quarterly. And, and just have follow ups in between quick follow up sessions with them.”

— Participant B

“The most difficult part is reporting, and managing, what information to report and how to
report it, not hiding information, but just making sure that when you report, your report is

exact and understand what's actually going on” — Participant C

5.6.5. Market access

VC’s have added value in various other ways, including market access and product
development support. However, if the business is one of many in a portfolio, it becomes
challenging for the VC to devote as much attention as initially expected and it can give a

view that the business is not important at all.

Market access was one of the most important value adding initiatives, with various

participants noting the value that’s been provided by their VCs.

“[VC1] actually delivered a lot more than we had thought they would... So they didn't really
have an incentive to give us any more than that. But they've actually done more than
[VC2], for instance, they got us into a partnership with [client name], and [client name],
into the enterprise development program, they've covered, they've given us grant funds,
and they've raised | think, over 600000 in grant funds for us, and then more so during
tough times it covered some of our costs, which included, you know, our accountants to

make sure that we remain compliant.” — Participant G

While a number of the participants expected market access support, Participant F and J
realised that their US investor base was limited in their access to the South African market,
therefore, their market access value adding was limited. Both of these participants have
noted that South African investors will be key in their next funding rounds due to this

limitation.
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“My first prize was going to go straight to US investors and accelerators, which we did.
But we were quick to realize that because our attraction was mainly in our markets, we

had to raise here too, you know, just to get some capital quickly.” — Participant J

“Actually, the actual real big thing that was very difficult for them to deliver on is you
wanting introductions to companies to sign deals so that they could be our customers. So
we had a list of all these companies in South Africa. And, you know, they would have said
[sic] they'll try make introduction. But the challenge is that, | guess being international,
they don't really have connections, right. And | think before they were very keen, yeah,

saying we'll figure out a way to do it.” — Participant F

5.6.6. Conclusion

This chapter provided the findings from the data collection methodology provided in
Chapter four. The findings were presented per research question, with the main themes
per research question outlined, providing the overarching themes, and the sub-themes
presented in more detail using evidence from the data collected. The findings indicate
various points in which participants agreed and others in which they contradicted each
other. Given that the participants were requested to provide a narrative of their

experiences, these contradictions and confirmations would not be surprising.
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6. Chapter 6 — Discussion

Chapter six provides a discussion of the results presented in Chapter five. The chapter is
structured per research question wherein the results are stated and discussed in relation
to the literature review with a view of corroborating, extending or contradicting previous
research.

6.1. Research Question One discussion

What measures were taken by the entrepreneur to prepare for the investment

process?

Preparation for the investment process can be done in various ways. The findings in earlier
Chapter five of this report indicated that there were three main ways in which participants
prepared for their own VC processes. Firstly, the entrepreneur can prepare by making a
conscious effort to understand the VC ecosystem themselves, secondly, they can
participate in a programme that would prepare them for this venture and lastly, they could
make use of an advisor that would coach and counsel them throughout this process.

These three key findings are discussed further below.

6.1.1. Understanding the VC ecosystem

In as much as VCs may have a responsibility in assisting entrepreneurs get through the
investment process, entrepreneurs cannot only rely on the VCs as their primary mode of
preparation. This is particularly due to the principal agent problem or the inherent conflict
of interest that could arise from the VC assisting the entrepreneur too much (Greiner &
Lee, 2017). As aresult, it is then necessary for the entrepreneur to make their owns means
of preparation for the VC engagement process before it begins. One such a way the
findings revealed this could be achieved, is by the entrepreneur conducting their own
research into further understanding the dynamics and different requirements of the stages
involved in the funding cycles. They aim to uncover all the potential points of discussion,
what potential VCs would be most interested in seeing and the kind of expectations they
would be likely asked to prove. Almost all participants conducted research on the process
in various forms depending on how well the participants understood the investment
process prior to engaging in it. This finding extends from the literature uncovered on

investment readiness as it adds an extra preparation method that has been overlooked in
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the literature, perhaps because of its simplicity. Entrepreneurs are already understood to
know a fair amount about their own businesses, but have normally been found lacking in
their understanding of the ecosystem they aim to enter when initiating a partnership with
VCs (Greiner & Lee, 2017).

When exploring two-sided information asymmetry, Glucksman (2020) noted that
preparation was one of the mechanisms that could assist entrepreneurs mitigate their
information asymmetry disadvantage. The participants in the Glucksman (2020) study
noted that entrepreneurs conducted research about the manner in which VCs operate
prior to commencing with the VC process. In particular, there was research on how a VC
fund is set up formally with regards to having limited and general partners as well as the
phases followed by a VC fund from raising to closing the fund, and there was more informal
research about how a VC fund functions internally, with an Associate and Partner giving
different levels of attention to different transactions (Glucksman, 2020). This overall
requirement to prepare was consistent with the findings of this study, although the
methods of preparing differed.

The findings of this study also suggest that there are various ways in which entrepreneurs
raising capital could prepare for the VC investment process, with the most effective being
not only researching the VC that the entrepreneur will potentially be forming a relationship
with, but also joining an accelerator or incubator programme and potentially using an
advisor. Mason & Kwok (2010) noted that there are different types of programmes available
to entrepreneurs to make them investment ready. The use of a method or programme
such as an accelerator or incubator in order to prepare for the investment process is also
consistent with current literature (Choi & Kim, 2018; Cusolito et al., 2020; Roland Berger, 2019)

6.1.2. Joining a programme / accelerator / incubator

Joining an accelerator or incubator programme was beneficial in various ways for the
research participants, a finding that is consistent with Kim and Choi (2018). There are
differences between an accelerator and incubator, however, the benefits of taking part in
an accelerator or incubator are similar and will be discussed together for the purposes of
this study. These programmes bridge the gap between entrepreneurs and investors in
assisting entrepreneurs appreciate the value of equity funding, becoming more investable,

and improving presentation of the business. It is therefore of no surprise that even the
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participants of this study had made use of such platforms to improve their chances of

converting their VC cycles into long lasting partnerships for the benefit of their business.

As previously mentioned in Chapter 2, the benefits of being part of an accelerator and
incubator are similar, and study participants used the two type of support interchangeably,
therefore, the researcher did not differentiate between the two types of support. The
benefits of joining such a programme were that it became easier for participants to
familiarise themselves with the VC ecosystem, the programmes were a first step in
understanding how to operate a business and were often a first step in building social
capital [Insert benefits of social capital in early stage], which was useful in later stages of
the business and finally, accelerators were beneficial to participants as they were often
the first investors in the business, signalling to other investors that the business had been

sufficiently de-risked and is consequently safer to invest in (Everett & Casparie, 2018).

While participants noted that being part of a programme or accelerator was beneficial, the
global nature of the VC ecosystem was highlighted as participants were either part of the
South African programmes or international programmes. Various participants noted that
one of key benefits of being a part of the international incubator program is the exposure
to global investment community that comes with it; a benefit that greatly aids even for
company valuation purposes. This finding was also consistent with the presented
literature, which also noted the usefulness of the location of the accelerator, which can
also be a relevant factor in the entrepreneur choosing which programme to take part in.

6.1.1.2. The use of an advisor

An advisor can be defined as a person or entity separate to the entrepreneur who assists
the entrepreneur in their capital raise. These advisors are often entities that are well
versed in the capital raising process and can assist entrepreneurs in the process.
Particularly, advisors can assist the entrepreneur in providing a narrative for the business
and the entrepreneur, access to social capital and being an investor themselves within the
business. This study uncovered that some of the participants made use of such advisors
to get them through the investment process. This is consistent with findings from Everitt
and Casparie (2018), who also had noted that using a financial advisor can be beneficial
for the investor in not only getting the entrepreneur investment ready, but also being a

signal to other potential investors about the potential success of the business. The use of
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an advisor was beneficial in similar ways to the business as joining an accelerator or

incubator programme.

A key point noted by study participants has been that the use of an advisor only works in
circumstances in which the participants have direct contact with potential investors and
can engage those potential investors on the participant’s own terms. Without that direct
contact, the participants receive sanitised information from potential investors, which can
hinder the building of long-term relationships with those investors (Warnick et al, 2018).

6.2. Research Question Two discussion

What signals did the VC give during the investment process to assist the

entrepreneur in mitigating information asymmetry?

6.2.1. Alignment between entrepreneur and VC

Alignment between the entrepreneur and VC was a key theme that emerged from the
findings. There were various signals that entrepreneurs outlined as key identifiers for the
assessment of alignment between themselves and the potential VCs. These included:
mandate alignment, values alignment, and alignment of interests. Mandate alignment was
also assessed in various other ways including VCs being understanding of early stage
businesses and the associated levels of risk, and an understanding of the bigger vision of
the business.

Respondents in this study noted that there were certain signals they sought when
assessing alignment between themselves and VCs. Regular communication was one
such noted by the participants, which confirmed the findings from Shepherd and
Zacharakis (2001), who posited that regular communication strengthened the building of
trust in the relationship despite between the two parties. Middlehoff et al. (2014), however,
noted that regular communication was found not to affect how trust was built when
entrepreneurs considered the VC’s benevolence, abilities and integrity. Given that the
definition of a VC in this study was much wider and included other equity funding types
such as corporate venture capital and angel investors, there will be certain signals that

will be applicable to specific equity funding types.
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A key element of mandate alignment was ensuring that the VC understands and
appreciates the risks associated with this stage of financing. This understanding was
interpreted as a level of risk aversion or risk-taking behaviour, with the key signal being
the level of due diligence undertaken by the VC. This level of due diligence was viewed
by participants as a signal to understanding the risks involved in investing in early stage
businesses. Panda and Dash (2016) noted that fairness was a key mechanism in building
trust between the entrepreneur and VC, and this fairness was viewed by entrepreneurs
as the VC being open to the risks involved and understanding that the business may fail.

Other signals of alignment between the entrepreneur and the VC were communication
throughout the early stages of the investment process, and not interfering in the daily
business operations. This is similar to what Panda and Dash (2016) also concluded,
wherein the researchers noted that communication, particularly at the earlier business

stages, contributed to the increase in trust between the patrties.

Expression of power dynamics

In the entrepreneur and VC relationship, the VC is by definition, the party with more
money. This can create a lop-sided power dynamic as some VCs feel that because they
have the money, they are able to dictate all terms without realising that the relationship
requires both parties to be satisfied with how the relationship progresses. Expression of
these power dynamics by VCs is a signal to entrepreneurs about the quality of the
relationship. The findings from this study indicated an expectation that there would be a
mutual appreciation that both parties need each other in the relationship and that one
party would not be dominating the other party. This expectation was corroborated by
Nieschke and Mauer (2022) , who noted that relational norms in such a relationship are

created not contractually, but also with clarity around each party’s role.

Nature of prior relationship

A key criterion when VCs consider investing is their prior relationship with the
entrepreneur, with VCs more likely to invest in entrepreneurs with which they have a prior
positive relationship (Kaiser & Berger, 2021; Yang & Li, 2017). Therefore, the finding that
the nature of the prior relationship was significant in the entrepreneur’s decision making
and in improving the quality of the relationship with the VC is unsurprising and is in line
with the literature.
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6.2.2. Communication throughout the process

The communication from a VC is a signal through the relationship and helps build trust
between the two parties. Within communication, there are various ways of assessing the
signal, including the frequency of that communication, the availability of the VC when
required by the entrepreneur, the VC making first contact and the amount of honesty that
is shown by the VC. The study’s findings largely support and extend the literature as

discussed in more detail below.

The theme of regular communication building a solid relationship permeated through a
number of participants in the study. Panda and Dash (2016) expounded on the signal of
communication when noting that the higher the frequency of communication, the higher
the trust that is developed. The authors also found that the frequency of communication
between the two parties was increased when the VC made themselves available to the
entrepreneur for different types of communication including advice and not only the formal
communication that is undertaken when the entrepreneur is reporting. The findings about
the VC being available for informal advice corroborated Panda and Dash’s 2018 study in

confirming that this availability increased trust between the entrepreneur and VC.

A surprising number of study participants had the VC contact them first at the
commencement of the relationship. This first contact led to positive interactions and
signalled the trustworthiness and commitment of the VC in the building of a working
relationship. This first contact signal was not corroborated with prior research on the
building of trust between the parties or any of the research on the genesis of the
relationship between entrepreneurs and VCs (Huang & Knight, 2017).

The VC making first contact was an unexpected finding, given that often it is the
entrepreneurs that have to be the parties seeking financing from VCs and the inherent
difficulty in convincing outsiders about the prospects of the business (Colombo, 2021).
The VC making first contact happened a surprising number of times in this study with the
effect of this being a significantly more trusting relationship that is built over time given
that the power dynamic (discussed above) is more balanced than in other situations where
the entrepreneur makes first contact. The VC making first contact likely also leads to more
closed transactions for the VC than the other entrepreneur making first contact as it implies
the supply of funding is readily available. It is assumed that by showing such initiative,
the VC would have already made a preliminary review of the business and would have
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built an interest in the business through a knowledge that is already established, which

can be however, limited at the time of contact.

Honesty and integrity were key signals in the building of trust and improvement in
communication. The dishonesty on the part of the VC led to a barrier in the building of
trust between the parties. The study by Middelhof et al. (2014) found that benevolence,
investor ability and investor integrity were the key antecedents of building trust in the
entrepreneur and VC relationship. The finding that the difference in public statements and
actions in reality eroding the level of trust or removing that possibly of trust confirms that

investor integrity is indeed an antecedent of trust.

6.2.3. Flexibility throughout the process

The findings of the study indicate that overall flexibility around various parts of the
investment process is also a key signal to entrepreneurs that the relationship between
themselves and the VC will be a quality relationship, while also being a factor that helps
them reduce the information asymmetry disadvantage. This flexibility can be in regard to
different elements that include: the use of funds, fluidity with the VC’s internal systems,

and flexibility around the milestones that tend to be agreed upon upfront.

6.2.4. Ease of process

The flexibility requested by some interview participants is juxtaposed, with some other
participants noting that the ease and clarity of the process had improved their investment
process experience. While some participants had noted that a lack of flexibility withing the
investment process had been a poor signal, other participants noted that a clear process
with defined steps was a signal indicating higher quality. This difference in view likely
comes about merely because the interviewed participants are unique characters on their
own, with their own unique nuances and expectations of an investment process.

Nonetheless, the ease of the process and clarity was a signal which improved the
entrepreneur’'s VC investment experience. This ease of process signal included the
expectations around the length of the investment process, with some participants
expecting a longer process and being surprised by a speedier process, while other
participants were frustrated by a longer than expected process. This clarity and constant
communication worked to reduce the information asymmetry that existed between the
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parties during those early stages. The onus was still under entrepreneur to ensure that
they play their fair role during the process by conducting their own research about the

process.

The ease of the initial stages of the investment process is a signal to entrepreneurs about
the quality of the VC. Generally, participants noted that the easier the early stages of the
investment process, the more entrepreneurs were able to understand the process, which
decreases information asymmetry between the parties. Panda and Dash (2016) noted that
the shorter a negotiation process, the more trust developed between the parties. The
findings in this study extended the discussion regarding the length of the negotiation
process by suggesting that as long as entrepreneur expectations are managed throughout
the process, trust can potentially still be built between the parties. It is the researcher’s
view that these expectations are managed through constant communication, thereby
confirming conclusions by Shepherd and Zacharakis (2001), who noted that constant
communication is critical to the development and sustenance of trust between the two
parties.

Level of interest

If a VC is interested in working with an entrepreneur, they will try to move the process as
quickly as possible as they do not want to waste any more time on elements of the
investment process that would not be value adding to both parties. Therefore, the sending
of a term sheet is a key signal in displaying their interest, and from there, the VC would
want to make sure that the deal moves to part four as quickly as possible.

A new finding in the study indicated that there seems to be a difference in approach in the
manner due diligence is managed, based on the location of the potential investor. For a
number of international investors, the term sheet is a key signal in displaying their interest
and progressing a transaction. However, in South Africa, the VCs tend to want to do a
little bit more work to satisfy their conviction on the strength of the investing before issuing
a term sheet. This then suggests that term sheets can be treated as signals at specific
locations. The local investors tend to want to spend a lot more time conducting preliminary
due diligence during part one of the process, hence their insurance of a term sheet is a
later step in the process.
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6.3. Research Question Three discussion

What effect did those signals have on the quality of the relationship through the

investment process?

6.3.1. Quality of initial interactions

The quality of initial interactions between the entrepreneur and the VC was a key theme
with various signals provided by the VC. The various signals included: the quality of
feedback in Parts one & two of the investment process, the availability of technical
expertise on the part of the VC, the level of interest displayed by the VC, the nature of the

prior relationship between the parties and the attitudes of the VCs during Parts one & two.

Given that Warnick et al. (2018) stated openness to feedback as one of the key attributes
sought by VCs, especially when evaluating whether entrepreneurs are passionate about
entrepreneurship and passionate about the venture itself, the provision of this feedback
by VCs becomes critical for the entrepreneur in evaluating the quality of their experience
in the investment process. The feedback in the findings had several nuances. Feedback
was found to be more thoughtful if the introduction between the parties was from a
personal contact rather than a neutral platform. A study participant had received feedback
from a US-based VC and noted that there seemed to a misunderstanding of the South
African context from the VS’s part.  Additionally, for another participant, the initial
feedback was not understood immediately but only after receiving feedback from various

sources.

The study participants were not only concerned about receiving feedback from VCs, but
were more concerned about the quality of the feedback received. The findings indicate
that quality feedback was not received in all instances. In general, any feedback received
was appreciated, however, it is the quality of the information that was most appreciated.
This quality feedback was a signal of the type of feedback the entrepreneur would be
receiving should the entrepreneur and that particular VC work together in the future and it

was a signal of the type of relationship they would have.
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Availability of experts

It is helpful for the investment process when the VC has specific technical skills on hand
in order to accurately assess the business’s prospects, and potentially even provide
appropriate technical advice the entrepreneur could use to enhance the business. The
availability of expertise on the side of the VC was a signal about the seriousness of the
VC in any of the potential ventures. On the other side of the spectrum, the lack of expertise
was it a poor signal and reflected poorly on any of the VC's. It is important to note that
having permanent expertise that is sector agnostic may well be expensive for VCs given
that the VCs do not always have a large variety of people hired within their organisation.
A number of them tend to keep their cost based very low. However, the option to outsource

various expertise through the investment process is a key value add when available.

The researcher interprets the availability of experts as a finding that indicates that internal
skills at the VC are important for alignment between the entrepreneur and VC. When a
VC is able to add technical expertise to a business, entrepreneurs interpret that value add
as something that enables the entrepreneur and VC to build trust. The usefulness of the
expertise within the VC structure is consistent with the findings of Gompers & Mukharlyamov
(2022) and Moritz et al., (2022), who concluded that VC skills make a difference to the
businesses in which they invest. The amount of investment experience within the VC
influences how much the VC focuses on the management team as their criteria, and such
focus on the management team helped the entrepreneurs relax through the investment

process.

6.3.2. Active efforts in relationship building

The quality of the relationship between the entrepreneur and the VC is affected by the
effort put in by the VC. The effect of that effort put in by the VC was that there was further
trust built between the parties. The VC did several actions which increased the trust in the
relationship, which included starting to build that trust very early in the relationship which
improved the due diligence experience of the entrepreneur. This is a result of the VC
focusing on understanding the entrepreneur as an individual and their strengths, rather

than focussing too much on the business metrics.

The effort to build trust between the entrepreneur and VC using the methods above was

a positive signal to the entrepreneur and improved the quality of the relationship as trust
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is built, which is a finding supported by Burns et al. (2016), Pollack et al. (2017) and Shen
et al. (2020); all noting that a relationship that is perceived by both parties to have a lot of

trust, is beneficial to both parties in the long term.

When VC’s participated in follow on investments, either as the lead investor, or as any
other investor, it translated into a positive signal to the entrepreneur that a quality
relationship had been built in the past, and could be built into the future. The above positive
signals that the VC gives the entrepreneur bode well for the relationship in future. This
finding supported the literature by Mideelhof et al. (2014), who noted that trustworthiness
is signalled by perceptions about the investor’s ability, the investor’s integrity, and the

investor’s benevolence.

Even though the entrepreneurs may not have been consciously seeking out these quality
signals, the findings indicate that the entrepreneurs picked up the signals in any case
when probed about them. Connelly et al. (2011) and Taj (2016) noted that signals were
more effective if the receivers of those signals had been specifically seeking those signals.
However, the signals noted above around the VC building trust early, understanding the
entrepreneur as a person and allowing the entrepreneur to operate the business with
minimal interference turned out to not only be positive, but also very effective signals. Taj
(2016) had also added that the signals are more effective when the receiver has
interpreted signals from a similar group of signallers in the past. The participants in this
study and subsequently, the findings, do not suggest that the entrepreneurs had prior
experience in dealing with VCs. In fact, all the participants in the study were first time

entrepreneurs as opposed to being serial entrepreneurs.

Connelly et al. (2011) had noted that signal frequency improves its effectiveness. The
above signals described were in fact typically received in the early stages of the
investment process, and were not frequently given by VCs. For instance, focussing on the
entrepreneur rather than the business may have been an action that was repeated in later
stages of the investment process, but that signal was particularly more effective at the
earliest stages of the investment process because it was such a surprise at those early
stages of the process. If the focus on the entrepreneur only happened at a later stage,
that focus on the entrepreneur would not be as effective as a signal as at that later stage,

it would be expected.
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The association with the business post exit is a signal of a good relationship that was built
during the investment process. VCs invest in businesses in order to make a financial return
in some form or another (Nieschke & Mauer, 2022). Therefore, once the VC has exited an
investment, it is implied that the financial return can no longer be made as the VC is no
longer invested. However, it appears the types of returns that can be made are in more
than one form, as the reputation of association even post exit seems to be a signal that
the VC would have wanted to send to the market for the use of any other entrepreneur in
relation to that VC. The association post exit may have signalled to the market that the VC
is a quality partner if they are associated with this entrepreneur or this business, thus

making it a worthy consideration for other entrepreneurs or firms to partner with that VC.

While the findings indicate that some participants had a transparent and authentic
relationship with their VC from its early stages, there were also some participants that felt
there were VCs that were not authentic in their interactions. Those VCs would have made
particular public statements and not followed through with their public statements. This
lack of authenticity was a barrier in the building of trust, in contrast to the building of trust
by other signals that have been discussed (James & Lenna, 2019). The lack of
transparency may have come about as a result of public pressure or public relations
pressure to be seen to be supporting small businesses. However, this finding may have
come about due to mere frustration from an entrepreneur with the inability to access
funding in order to help their businesses grow. It was beyond the scope of this study to
collect data on the reasons for entrepreneurs not obtaining funding.

6.3.3. Understanding of SA context

The study indicated that an understanding of the early stage business context in South
Africa was important for relationship building, and the signals from VCs indicating that they
understood the South African context were the portfolio of the VC has diversified South
African assets and that their expectations aligned with a South African context. In
particular, the findings indicate that a diversified portfolio which represents local
demographics better, with more local businesses is a positive signal and assists with
building a relationship. This finding is consistent with that of Panda and Dash (2016), who
had noted that partner fit is enhanced by a common background between the entrepreneur
and VC, especially so in relation to early stage businesses as opposed to later stage
growth businesses.
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VCs should also align their expectations about an early stage business within a South
African context, rather than using an international context. This was interpreted by the
researcher to mean that returns in the local market would not be the same as returns in
other parts of the world from the perspective of timing and the perspective of absolute
amounts, given the size of the market, because there are local aspects that are different
to other parts of the world. This finding is consistent with a 2021 research conducted by
SAVCA, who indicated that the South African VC market is significantly smaller than other
global markets.

6.3.4. VC internal dynamics

The findings of the study indicated that the individual at the VC who is the direct contact
with the entrepreneur had an influence on the quality of the relationship between the two
parties. Specifically, this speaks to the individual’'s background together with their
familiarity and interest with the technicalities of the business and the willingness and ability
of the VC to diversify skills sets within the VC. The more willing the individual contact was
to learning about the business and work with the business in achieving its goals, the better
the quality of the relationship. The higher quality relationship was useful in increasing trust
between the entrepreneur and VC if communication with that individual was frequent,
honest and open. This finding was consistent with that of Panda and Dash (2016), as well
as Glucksman (2020), who all confirmed that honest, open and frequent communication

built trust between the entrepreneur and VC.

6.4. Research Question Four discussion

What support was provided to entrepreneurs post investment to prove or disprove
the signals provided prior to investment?

The findings indicate that there are various ways in which VCs supported entrepreneurs
in the post investment phase, including the use of the VC'’s social capital (networks), the
assistance in improvement of various operational aspects within the business, as well as
leading governance improvements within the business. The literature supports a number
of the value-add initiatives in the findings, however, there are others that were unexpected.
The specific initiatives are discussed below.
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6.4.1. Use of networks

A number of the participants in the study argued that the VC’s networks were extremely
important in their decision making to what VC they work with. Initial introductions that were
from a common contact between the entrepreneur and VC, referrals when requiring
specific technical assistance and collaborations within the VC portfolio. This is in line with
Vaidyanathan et al's. (2019), who were of the view that value add from a VC can be in

different forms, including portfolio development.

From a networking perspective, VC’s have also added in assisting with market access for
study participants. However, if the business is perceived to only be a small part of the
portfolio, it became challenging for the VC to devote as much attention as initially expected
and it can give a view that the business is not important at all. The findings corroborated
those of Lutz and Henn (2020), who also emphasized that the VC is most useful when
utilising its network to add external value to the business. This type of value add from a
VC was said by Lutz and Henn to be significantly more valuable than any other type of

value add such as financial networks, business development, and strategic development.

6.4.2. Operational improvements

The findings indicate that some VCs also had operational involvement for instance by
assisting entrepreneurs with minor operational improvements for some participants, while
others preferred for the VC to stay completely away from operations as they felt that too
much operational involvement from a VC amounted to interference. Exactly how much
operational involvement was allowable likely depended on various factors including the
stage of the business, the experience of the entrepreneur, and the profile of the VC. Even
though data about the stage of business was collected, this data was collected as it was

not relevant to answer the research questions in this study.

6.4.3. Governance improvements

Governance improvement and other operational improvements such as advice about
scaling and assistance with talent were noted by the participants as appreciated value add
that made a difference to the entrepreneur. The assistance with operational matters
extended the research by Vaidyanathan et al. (2019), who found that VCs often assist
with the internal development of the business and also assist the business with
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professionalisation. Governance improvements included insisting on a Board being
constituted, which would likely bode well for the business in the long term. However, some
of the terms that were out in place contractually made it challenging to scale the business,
such as BEE rules and the preferred procurement policies that are in place at various
large corporate customers. In this instance, the findings specifically referred to
classification of a firm as either an Exempted Micro Enterprise (EME) or a Qualifying Small
Enterprise (QSE), which are terms relating to BEE Codes of Good Practice and limit the

status of a company when dealing with large corporate counterparties.

Governance improvement confirmed the research by Vaidyanathan et al. (2019) that value
add can be in various forms, including monitoring, strategy and professionalisation.
Reporting requirements were the most challenging part of working with VCs. The
frequency and style of reporting were often different with different investors, with the
entrepreneur resultantly spending a significant amount of resources preparing and
presenting the reports. The requirement to report to investors is not surprising given that
entrepreneurs are the custodians of VC financial resources — VCs can be seen as agents
that are employed to act in the best interests of their principal — the VC. In turn, Traditional
VCs are expected to report to their own investors. Based on the VC being a custodian
themselves, and the entrepreneur being a custodian, the requirement to report is
unsurprising. However, what is the challenging part for entrepreneurs is the different
reporting requirements and reporting frequencies required by VCs. The differences
themselves also are not surprising given that the VCs themselves are interested in
different elements of the business and have different reporting requirements themselves.
The VC industry does not have a standard way of reporting, which includes templates,
requirements or frequencies. This translates into a number of different reporting
requirements from different VCs. The findings indicated that the frequency of reporting
could be reduced, and the style of reporting could be standardised so that all VCs get the

same report with the same data.

6.4.4. Reporting requirements vs reality

Even though the different VCs had differing reporting requirements and frequencies,
almost all of the VCs had an element of flexibility in their reporting as well. It appears the
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VCs understood that the entrepreneur’s main role is in the operating of the business, with
reporting to stakeholders being significantly less important. Given this order of priorities,
the VCs preferred the entrepreneur to focus on operating and growing the business by
reducing or amending their own initial reporting requirements to accommodate the
entrepreneurs and possibly, accommodate the reporting requirements and frequencies of

other VCs invested in the same business.

6.4.5. Research discussion visualisation

A visualisation of the summary results is presented below per research question. The first
question addressed the preparation that is undertaken by entrepreneurs prior to
commencement of the investment process. The second research question addressed the
signals identified by entrepreneurs during the earlier parts of the investment process while
the third research question addressed the quality of the relationship based on the signals.

The last research question addressed the post investment value add from VCs.

The investment process as defined by Klonowski (2007) was the foundation of the attempt

to understand entrepreneur experiences.

Prior to commencement of the investment process, entrepreneurs were found to prepare
in various ways including their own research on the process, participation in a programme

or the use of an advisor.

The two main groups of themes linked to signal identification emerged from this
preparation: personal signals and process-related signals. The personal signals are
further divided into those that relate to entrepreneur and VVC alignment, which is supported
by signals that denote communication norms. The opinion that the VC was making an
attempt to establish a relationship was influenced by both of the personal signals and
supported by the caliber of the first contacts. Overall, the signals from the individual parties
may increase the entrepreneur-VC partnership's level of trust.

The signals that are related to the process are those that point to a higher-quality process,
which is supported by the degree of flexibility in the process. If the VC was seen to
understand the local context and was backed by the VC's own internal dynamics, the
process-related signals had an impact on the quality of the connection. Through the
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funding process, the signals associated to the process may have given the entrepreneur

better process clarity.

The last research question concerned the value that venture capitalists added post their
investments and how that affected the relationship. The usage of networks, improvements
in operations, improvements in governance, and reporting style and frequency were found

to be the four key categories of value.

Investment process

RQ1 RQ2 RQ3 RQ4

Preparation Signal identification Relationship Quality Value add

Active efforts in
Alignment relationship building
.
Personal e Trust
i) Networks

cummumcmmn Quality of initial
interactions
ii)Operations

Understanding SA context
.
|
Flexibility Internal VC dynamics

Figure 2: Visualisation of summary results
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6.4.6. Conclusion

The findings from Chapter five were discussed together with the literature that was
presented in Chapter two. This discussion indicated that entrepreneurs do indeed
undertake a level of preparation in various forms prior to undertaking the VC investment
process. These entrepreneurs go on to identify and interpret various signals from VCs
during Parts one and two of the investment process, with these signals giving an indication
to entrepreneurs about the potential quality of the VC. A large number of the signals
identified and interpreted were in support of the literature, with the findings indicating

various new signals. In Part three of the investment process, the earlier signals are either
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confirmed or not confirmed, with the VC providing various elements of value add in Part

three of the investment process.
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7. Chapter 7 — Conclusions and Recommendations

7.1. Conclusion

The purpose of this research study research report was to analyse the experiences of
entrepreneurs throughout the entire investment process with VCs. The consideration
began at the origin of the relationship, when the two parties met, down to the end of their
relationship, after having exited their terms and gone in separate ways. While there has
been conducted research on the dynamics of the entrepreneur-VC relationship in the past,
these have mostly always been from the perspective of the VC, and little research covered
the angle of the other party, the entrepreneur. With that understanding, the study used
signalling theory in order to assist entrepreneurs identify and interpret signals that are
provided by the VC counterpart right through the investment process. The study
considered the investment process chronologically, commencing prior to the parties
meeting and concluding after the parties have achieved their exit.

This chapter presents a summary of the findings per research question, a brief
interpretation of those findings as well as the implications for theory as well as the
expected contribution to the relevant stakeholders. The limitations of the study are also

discussed, with the chapter concluding with recommendations for future research.

7.1.1. Research Question One: What measures were taken by the entrepreneur
to prepare for the investment process?

This question aims to understand the steps that the entrepreneur could take prior to the
origination of the investment process to ensure that they are adequately prepared for all
that is to follow. There were three main ways in which entrepreneurs prepared themselves
for the investment process, these being: independent research, participation in a program
such as an accelerator or an incubator, and through the use of an advisor. Klonowski
(2007) notes that the first step in the investment process is origination. For that origination
to take place, there are steps that the entrepreneur can take beforehand that will place

them at an advantage. .

To begin, the entrepreneur can do their own research, either online or through seeking

informal advice from industry players. if an entrepreneur would be looking to approach a
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particular VC, the research can be more concentrated on that particular VC. A program
such as an accelerator or an incubator was found in the study to be beneficial to
entrepreneurs. These programs assisted entrepreneurs in understanding the venture
capital ecosystem and were useful in introducing entrepreneurs to other ecosystem
players, thus improving the entrepreneur’s social capital. Some of the programs concluded
with a demo day, which showcased the entrepreneurs and their businesses to potential
investors with even some of these programs being hosted by investors themselves. The
program being hosted by a potential investor was a very strong signal to the market, that
not only has the business been de-risked but it already has other investors in that
particular round of funding. Another method of preparations presented by the research
findings involves the entrepreneur working with an advisor, closely seeking counsel on all
matters regarding the both the investment process and potential VC partner lined up. The
advisor would work with the entrepreneur to help them raise capital and increase their

social capita, while also advising them on various aspects of the investment process.

The findings above will help entrepreneurs who are contemplating undergoing the

investment process with options on how to prepare for that investment process.

7.1.2. Research Question Two: What signals did the VC give during the
investment process to assist the entrepreneur in mitigating information
asymmetry?

The second research question attempted to deal with how VCs help entrepreneurs close
the information asymmetry gap between themselves during the investment process. The
VCs help entrepreneurs through the investment process by providing signals, which the
entrepreneurs identify and subsequently interpret. The signals provided can be grouped
into two larger groups: the first group of signals dealing with personal elements between
the entrepreneur and VC, and the second group of signals dealing with process elements
during the investment stages. Within the personal elements, it is crucial that there is
alignment between the entrepreneur and VC, and this alignment factor can be considered
on multiple dimensions: mandate alignment, values alignment and interest alignment.
Further, the alignment can be enhanced with an increased understanding on the VS’s part
regarding the nature and risks associated with small businesses; that way they will be

more able to buy more into the future than what they see now.t
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Communication between the entrepreneur and VC is of vital importance for the reduction
of the information asymmetry gap between the two parties during the investment process.
For communication purposes, there are a number of signals that can be provided by the
VC, including the frequency of communication, accessibility of the VC during the
investment process, the VC making first contact and the amount of honesty in the VC’s
communication. Overall, alignment between the entrepreneur and VC is enhanced by
greater communication, with both alignment and communication leading to more trust
between the parties.

The process elements include the ease of the investment process as well as the VC’s
flexibility during that process as well. There were a number of different signals picked up,
including the guidance provided by the VC during the process, even though the onus was
still on the entrepreneur to conduct their own research in preparation for the investment
process. The expectations and realisations on the length of the execution process was
another key signal, with findings indicating that the longer the execution process, the more
frustrated the entrepreneurs became, also showing a pleasant surprise whenever this
process would be quicker that initially anticipated. Long investment processes also did
nothing to aid the information asymmetry phenomenon between the two parties. Overall,
the process matters were improved by constant and clear communication between the

two parties; resulting in greater clarity and ease.

7.1.3. Research Question Three: What effect did those signals have on the
quality of the relationship through the investment process?

The findings for this research question resulted in four themes. The first main theme
resulted in signals relating to active efforts in relationship building with the second theme
being the quality of initial interactions. The third main theme related to signals that
indicated an understanding of the South African context. The fourth theme was the internal
dynamics at the VC. The extent of the active efforts by the VC to build a relationship with
the entrepreneur, and especially in the early stages of the investment process, were
positive for relationship building between the parties. The VCs that displayed an
understanding of the South African context also represented positive signals for
relationship building. The internal dynamics at the VC, including the background and
experience of the individual VC contact person for the entrepreneur, were signals that
could be interpreted as active efforts from the VC to the entrepreneur for the building of a

positive and strong relationship.

104



7.1.4. Research Question Four: What support was provided to entrepreneurs
post investment to prove or disprove the signals provided prior to
investment?

VCs provided various forms of support post investment that confirmed the quality of the
relationship they had established with the entrepreneur with entrepreneur, with signals
provided for earlier in the relationship. Firstly, the networks provided by the VCs were
useful, especially those networks which resulted in market access. Secondly, the VC
assisted with various types of operational improvements. Thirdly, the VC assisted in
making various governance improvements and finally, the VC’s reporting requirements

were found to be the most challenging part of the relationship.

The research questions attempted to understand the experiences of the entrepreneur
through the research process. The findings were consistent with prior research that
prepared by the entrepreneur is indeed key, with various forms of preparation proposed.
The signals identified and interpreted were either personal or process related signals, with
the personal signals resulting in an effect on trust, while the process signals led to more
or less clarity. Post investment, the findings confirmed that value add from VCs is provided

in a variety of different ways.

7.2. Contribution to theory

The study contributes to the theory on information asymmetry as well as signalling theory
in the context of the relationship between a VC and the entrepreneur. Information
asymmetry exists when one party in a relationship has more or better information than the
other r party (Bergh et al., 2019). Past research on the entrepreneur-VC relationship has
been undertaken from the perspective of the entrepreneur attempting to raise capital for
the venture, thus it has often been the entrepreneur who is presented to have more
information regarding the prospects of the business than the VC (Yang et al.; 2021).
However, as noted by Glucksman (2020), information asymmetry can be two sided,
especially at the inception of the funding process as the VC is the party with the most
knowledge regarding the invested process both have entered into with each other. This
imbalance can then introduce an unfair advantage to the VC and as a result, this study
aimed to use signalling theory to find mechanisms that can reduce information asymmetry
between the parties in relation to the investment process.
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Signalling theory has been used in other settings involving information asymmetry in an
effort to reduce that information gap between two parties. The signals identified by
entrepreneurs during the investment process that assisted in closing the information

asymmetry gap were identified and interpreted by the researcher.

7.3. Implications for entrepreneurs, and VCs

The study mainly contributes to entrepreneurs and VCs in the entrepreneurial ecosystem.

7.3.1. Entrepreneurs

Firstly, the study contributes to entrepreneurs by providing them with findings and
learnings extracted from the experiences of other entrepreneurs, a knowledge pool that
can be an effective tool if applied correctly. The VC investment process outlined in the
study by Klonowski (2007) was renamed in order to differentiate the different types of
preparation that can be done by entrepreneurs in order to maximise their own experience
of the process. The study not only outlines the mechanics of the investment process, but
it also provides entrepreneur experiences in how to practically ensure adequate
preparation before the undertaking of the investment process. From the sharing of other
entrepreneurs’ experience, the reader can prepare better by applying the exact method of
preparation that will be most beneficial to their context and background. The study
concluded that the best form of preparation would be independent research, participation
in a programme such as an accelerator and the use of an advisor. The above three forms
of preparation for Parts one and two of the investment process are useful for

entrepreneurs to know.

Secondly, the dark side of being an entrepreneur can be the various negative emotions,
including loneliness. Entrepreneurs understanding the experiences of other entrepreneurs
can help reduce those negative emptions, thus potentially increasing the chances of

success for that particular entrepreneur.

Lastly, the use of signalling theory in the study contributes to entrepreneurs being better
prepared for later stages of the investment process by assisting in the identification and
interpretation of signals provided by VCs. The identification of various signals, together
with the interpretation of those signals, assists entrepreneurs in their own experience of
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the investment process and assists entrepreneurs in ensuring that the VC selected is the
best partner for their business. The signals and their interpretation will result in a better
partner fit for entrepreneurs and ultimately, more value created in the form of financial
returns for all equity holders. The signals provide an opportunity for entrepreneurs to
reduce the information asymmetry that is present during the investment process, thereby

making the entrepreneur more “equal” to the VC throughout the process.

7.3.2. VCs

While it is acknowledged by the researcher that not all VCs will follow the exact same
steps noted by Klonowski (2007) in the investment process, most VCs will broadly follow
this outline, with modifications only for context purposes. VCs knowing the experience of
entrepreneurs and understanding the signals that entrepreneurs are identifying and
subsequently interpreting, will allow them to better express their intentions throughout the
process, aiding the development of trust between the two parties and levelling any areas
of uncertainty. This may also help VCs become more intentional on the kind of
entrepreneurs they pursue and enter into investment processes with, making better use

of every party’s time.

7.4. Limitations

The South African VC industry has a few key features which in turn result in limitations to
the study. Firstly, the VC industry is relatively small in absolute size when compared to
the global VC industries such as those in the United States, Europe or Asia (African
Private Equity and Venture Capital Association, 2022; AVCJ, 2021; Kraemer-Eis et al.,
2022; Pitchbook, 2022). Secondly, capital allocation to VC is relatively small when
compared to private equity in South Africa, an industry that is more mature and has a
larger community in South Africa (SAVCA, 2021). Thirdly, a number of VC investors in
South Africa do not participate in industry surveys that are conducted by the industry body,
SAVCA, therefore limiting the completeness of the data collected by SAVCA (SAVCA,
2021). The above three features of the South African VC industry limit the sample size as
data collected is from a relatively small pool of investors who are actually reporting data
as would be compared to a pool of participants if the data was collected from private equity
entrepreneurs, or entrepreneurs from a different part of the world. The limited size of the
industry results in a smaller population and resulted in a smaller sample size. Cober and
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Adams (2020) noted that a sample size that is too small results in a lack of generalisability

into other contexts.

Due to the nature of the VC industry’s limited size, the researcher has used a broad
definition of VC investors, which also includes other early stage equity market investors,
including angel investors, corporate venture capital and crowd funders. Given that the
different types of equity investors have their unique features, using the VC definition for
all of the investors may at times be viewed as inappropriate. Furthermore, the researcher
used the SAVCA definition of VC by stage of business which includes seed stage, start-

up capital, later stage funding and growth capital.

The VC investment process by Klonowski (2007) that guided that study has nine steps,
which the researcher has in turn renamed into four stages for the purposes of this study.
The final stages of the exit step exist as one of the steps in the investment process.
However, very few exits have taken place in the South African market as there as
according to SAVCA (2021), there were only 43 exits achieved by VCs, with the figure
skewed by the exit of two investors from the asset class, which amounted to a majority of
the exits (SAVCA, 2021). Therefore, the number of exits in South Africa is limited, resulting
in the number of exits from study participants being limited as well. The limited number of
exits is a limitation for the study given that not enough data was collected for Part four of
the study.

The narrative research strategy places a limitation on whether the data collected can be
viewed as truth or not, as the narrative is typically dependent on the memory of the
participant (Chunfeng et al., 2015; Patton, 2002). Furthermore, interview heterogeneity in
the sample given that entrepreneurs are different people with different traits and operating
in different industries, is a limitation for the study as the nature of these differences limits

the generalisability.

7.5. Recommendations for future research

The VC industry in South Africa is still developing, resultantly, there are very few exits that
have been achieved by VCs. A view with a larger sample size which includes
entrepreneurs that have exited would add more knowledge about the experience of

entrepreneurs throughout the entire VC investment process. A study around the signals
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provided by different VCs that would assist entrepreneurs in choosing what type of equity

funding is appropriate for them would then be beneficial to both entrepreneurs and VCs.

Private equity practitioners function in a similar way to VCs and are often represented by
the same associations in different regions of the world. For instance, SAVCA represents
both private equity as well as venture capital in South Africa. Private professionals are
also professional investors in a similar sense to VCs, therefore, the information asymmetry
that exists to the advantage of VCs in the entrepreneur-VC relationship, also exists to the
advantage of private equity investors in their relationship with the entrepreneurs they work
with. A similar study to the one undertaken can be conducted with private equity
professionals on the one side of the scale and entrepreneurs seeking private equity
investment on the other side of the scale.
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9. Appendices

9.1. Appendix 1 — Interview Guide

Interview guide
Please provide a brief professional history of yourself and the venture you run
Initial phase

Were you aware of the different types of capital available?

How did you decide which VC’s to approach for funding?

What did you find challenging with regard to initial interactions with the VC?

1.

2

3

4. Were you kept abreast of all developments in the process?

5. What sort of due diligence was undertaken on the venture?

6. If you were to advise other entrepreneurs about this phase, what would you say?
7

How similar or different was the initial phase compared to your expectations / knowledge?

Negotiation phase
8. What were your non-negotiable elements?

9. What were the VC’'s non-negotiable elements?

Post investment
10. Outside of capital, what else did the VC contribute to the venture?
11. What was the most difficult part of working with the VC post investment?
12. What was the easiest part of working with the VC post investment?
13. How often did you communicate with the VC?
14. What did you know and what surprised you about this phase before the relationship?

15. What surprised you about this phase of investment?

Adapted from Glucksman (2020)]
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9.2. Appendix 2 - Codes

Importance of data room

Mandate alignment

Put yourself in investor shoes

Value alignment

Preparing helps in getting to know the
business even better

Interests alignhment

Being part of an accelerator helps

Understanding of early stage businesses

Understanding of ecosystem

Risk aversion

Accelerator investment a signal for investors

Regular communication

Accelerator participation can be local or global

Regular initial communication

Lead investor acting as transaction advisor

Availability

Particular individual

Proactive about first contact

Particular firm in order to attract US investors

Honest communication

Can't get direct feedback so not all positive

Communication and organisation

Doesn't have to be formal advisors, can also
be a mentor

Flexibility around internal VC systems

Confirming reputation from other people

Flexibility around use of funds

Also about building relationships

Flexibility around milestones

Supportive capital vs paternalism

Centralised decision making

Attention provided to the business

Being part of a large portfolio can be an
incovenience

Onus still on entrepreneur

Paternalism

Data room accessibility

Pushback against confidentiality

DD Process

Scale of value add

Ease of raising capital

Dictating of terms

Effectiveness of screening process

Allowing entrepreneur to run the firm

Exceeding expectations

Expertise availability

Guidance through investment process

Level of interest

Integrity through process

Nature of prior relationship

Length of execution process

Introduction via personal networks

Post decision paperwork ease

Quality of initial feedback

Patience

Further engagement enhances
understanding of feedback

Process clarity

Relaxed attitudes

Process timing strictness

VC individual contact alignhment

Transparency around criteria

Diversified team

Openness to feedback

Organisational flexibility

VC individual background

Transparency

Setting relationship principles early

Building trust

Number of board seats

Early building of trust

Some terms may hinder scaling

Focus on the person

Seeking collaborators

Management allowed to operate

Introductions via personal networks

Disbursment milestones can be a benchmark

Referrals within network for advice
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Follow on investment investment indicate a
good relationship

Scale of value add

Lack of authenticity

Don't set expectations too high

Association post exit

Tried to assist with talent

Advice about scaling

Understanding entrepreneur language

Reporting frequency

Silicon Valley mentality

Reporting style

Most difficult part of working

Trying not to hide information

Market access

Different types of support that resulted in a
viable product
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9.3. Appendix 3 — Informed consent letter

Informed consent letter
| am currently a student at the University of Pretoria’s Gordon Institute of Business Science
and completing my research in partial fulfilment of an MBA.

I am conducting research on the relationship between entrepreneurs and Venture Capitalists
from the perspective of entrepreneurs. Our interview is expected to last about an hour and
will help us understand how much entrepreneurs know about the venture capital funding
process, and what signs from Venture capitalists help them in making a decision about which
venture capital firm to work with.

Your participation is voluntary, and you can withdraw at any time without penalty. All data
will be reported without identifiers. If you have any concerns, please contact my supervisor
or me. Our details are provided below.

Name of researcher: Molebogeng Raolane

Student number: 21819140

Researcher email address: 21819140@mygibs.co.za
Signature of researcher:

Date:

Researcher name: Dr Thembekile Ntshakala
Email: thembie.ntshakala@gmail.com

Signature of participant:
Date:

121



9.4. Appendix 4 — Ethical clearance

« @B 0 wm ® 0 @ B D i

34
Gordon Institute EthicalfClearance
of Business Science
University of Pretoria Approved
28
Dear Molebogeng Raolane,
L Please be advised that your application for Ethical Clearance has been approved

You are therefore allowed to continue collecting your data.

We wish you everything of the best for the rest of the project.

Ethical Clearance Form

Kind Regards

This email has been sent from an unmonitored email account. If you have any comments or concemns, please contact the GIBS

Research Admin team.
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