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Summary 

This report was commissioned because of the Swedish Government’s increasing 

involvement in venture capital initiatives, specifically the establishment of venture capital 

funds making direct investments in companies. The consequence is that the State has an 

ownership stake in an increasing number of enterprises. The risk for the State in its role as 

an investor is that it emphasises the investment stage of the process rather than the 

harvesting of its investments. Accordingly, it was recognised that there is a need for a 

deeper understanding of exits. 

Two leading entrepreneurship professors were engaged to undertake this report. Two 

leading entrepreneurship professors were engaged to undertake this report. Karl Wennberg 

is Professor of Business Administration at Linköping University, and research fellow at the 

Stockholm School of Economics. He has written extensively on entrepreneurial exits Colin 

Mason is Professor of Entrepreneurship at the Adam Smith Business School, University of 

Glasgow in Scotland. He is an expert on business angel investing and has undertaken 

research on the business angel investment process. Chapter 2 draws on content from a draft 

written by Professor Richard Harrison, University of Edinburgh Business School.  

The report is based on a comprehensive literature review gleaned from empirical and 

theoretical work in the academic areas of finance, entrepreneurship, regional 

science/economic geography. Earlier literature reviews conducted by the authors and other 

scholars, keyword searches in databases, and expert opinions from leading professors in 

the field guided selection of material to be included. Empirical examples were collected 

from academic work as well as from policy reports and commercial reports from banks, 

investment firms, etc. Valuable comments on the coherent report have been provided by 

Professor Armin Schwienbacher, SKEMA Business School, France. 

The report consists of seven chapters. Chapter 1 examines the exit from the entrepreneur’s 

perspective. A key conceptual distinction is made between entrepreneurial exits and 

entrepreneurial failures. The key difference is that in an entrepreneurial exit the original 

entrepreneur(s) will leave the business but the business continues to operate under new 

ownership and management whereas an entrepreneurial failure involves the demise of the 

firm. There are various types of exit – IPO, trade sale involving acquisition by another 

company, management and employee buyouts, sale to an individual, family succession, 

and liquidation. The type of exit is determined to a considerable extent by the firm’s 

ownership (e.g. is it family owned), presence of an external investor (e.g. venture capital 

firm) and financial performance. Entrepreneurs differ in their strategies for exit: these 

include financial motives, stewardship motives and voluntary cessation. Firm and 

management characteristics also influence the type of exit. Some investments involve an 

external investor in the business – typically a venture capital fund or business angel – 

seeking an exit to achieve a harvest event to realise a financial return. This type of exit is 

the focus of the remainder of the report. 

Chapter 2 takes an investor perspective on the exit process. It compares and contrasts the 

role of the exit in the investment approaches of venture capital funds and business angels, 

emphasising the exit-centric approach of venture capitalists and the much more patient 

approach of business angels. Focusing specifically on business angels, it is noted that most 

exits occur as a result of planned behaviour rather than opportunism. Some key 

characteristics of exits are highlighted. Only a minority of investments generate a positive 
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return, but this minority of financially successful investments generate the vast majority of 

portfolio returns. The small proportion of ‘winners’ emphasises the need for investors to 

have a large investment portfolio. Moreover, most exits are small – most are less than 

$10m and generate only a 2x-3x return. The average time for an exit to occur is over five 

years after the original investment is made. Investment returns are positively associated 

with the amount of due diligence by the investor, the amount invested, a one-off 

investment (follow-on investments have a higher failure rate), the presence of multiple 

investors, the presence of venture capitalists and long distance investments. The hands-on 

involvement of the investor does not appear to influence returns. There is no difference in 

the returns profile of technology and non-technology businesses. The returns profile of 

business angels differs from that of venture capital funds. 

Chapter 3 reviews the actual exit routes taken for entrepreneurs and investors. It 

highlights the often conflicting motives of entrepreneurs and venture capital funds towards 

the exit and the contacting devices – notably control rights and veto rights – that venture 

capital funds use to manage potential conflicts of interest with the entrepreneur(s) and to 

ensure that they drive the exit process, the type of exit and its timing. The dominant exit 

route of venture capital funds is the trade sale (selling the business to another company). 

Only a small proportion of their exits occur through a stock market listing through an 

Initial Public Offering (IPO). This is because of the high fixed costs involved in the IPO 

process. The significance of IPOs as an exit route has been in decline since the collapse of 

the dot.com boom at the turn of the century. The type of exit route – trade sale, IPO, 

independent sale, secondary purchase, buyback and family succession – has different 

implications for the entrepreneurs who are selling the business and the investors and 

therefore also for regional development, notably in terms of liquidity and recycling 

possibilities and signalling effects to other investors. 

Chapter 4 considers the implications of exits for regional growth and development. This is 

an outcome of the impacts on the company and the individuals involved. From the 

company perspective if the exit is via an IPO the company will remain independent and 

continue to have its head office and management team in the same location and at least 

some of the cash raised from the IPO will be reinvested for growth. However, most 

investor-based exits occur via trade sales, so the impact of the exit on the company 

depends on the strategy of its new owners: do they invest in the company, enabling it to 

expand, or do they relocate some or all of its activity to another location? The few 

empirical studies that have been undertaken offer evidence for both positive and negative 

impacts of acquisition on the acquired firms. From the perspective of the individuals 

involved – entrepreneurs, management team and investors (especially business angels) – 

the impact on regional development will depend on the scope for, and extent of, the 

recycling of their wealth and learning, for example, as serial entrepreneurs, business angels 

and institution builders, all of which have a positive impact on regional entrepreneurial 

ecosystems. However, there is evidence that regions with high levels of exits also have 

high rates of new firm formation. Large exits can have a transformational effect on 

regional economies. 

Chapter 5 examines investor exit strategies and processes. Achieving exits is a priority for 

venture capital funds. They are highly exit-oriented. The potential for an exit drives their 

investment decision and the terms and conditions of the investment contract. Business 

angels are much less exit-centric in their approach to investment. The emergence of 

managed angel groups might have been expected to have resulted in a more exit-centric 

approach, particularly as they have the financial capability to make several rounds of 
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investment and take their investee businesses to an exit without the need for venture 

capital. However, there is no evidence to support this. Indeed, lack of an exit centric 

approach amongst angels reflects the widely shared view that “good investments will 

always find exits”. Government involvement in venture capital is generally detached from 

the exit process. Hybrid funds and fund-of-funds involve government money that is 

invested by professional investors. Co-investment funds involve investing, often on a 

passive basis, alongside private investors (VCs and angel groups). 

The second half of Chapter 5 identifies the key components in an exit-centric approach to 

investing. In this approach the exit is at the core of the investment process. An initial 

consideration is the ambition of the entrepreneur to grow the company. How much finance 

is the business likely to require before achieving an exit is a further consideration, with 

angel investors advised not to invest in businesses that are likely to require significant 

follow-on funding from venture capital funds because of the power asymmetries involved. 

Entrepreneurs also need to be aligned with the need to achieve an exit. Legal and financial 

due diligence, valuation, term sheets and investment instruments need to be shaped by exit 

considerations. A second consideration is exit options. A trade sale is the favoured option, 

with large companies seeking to acquire young entrepreneurial companies to access their 

IP and talent. An exit-oriented approach to investing would therefore identify potential 

acquirers at an early stage in the investment process. A related consideration is when to 

exit – both from the perspective on the stage of development of the company and the 

industry context. Related to this is whether to seek a financial or a strategic exit. Investors 

need to minimise their losses as well as maximise their gains. Accordingly they need to 

manage their bad investments to achieve fast fails and ‘good’ fails and to extract 

themselves from their ‘living dead’ investments – investee companies that are making just 

enough money to keep trading but not sufficiently profitable to attract potential buyers.  

Chapter 6 takes a public policy perspective, considering government’s role as a venture 

capital investor. This can be through investing in funds managed by private sector fund 

managers, making direct investments in companies and co-investing alongside private 

investors. The primary rationale for government involvement in venture capital is to 

address market failure, typically in the form of stage gaps and regional gaps. Through this 

involvement governments hope to create a demonstration effect, showing to private 

investors that good returns can be achieved. However, government involvement in venture 

capital is also intended to achieve spillover effects in the form of jobs and innovation. 

Government venture capital (GVC) funds are therefore distinctive from private venture 

capital funds in terms of their investment motives, the types of businesses in which they 

invest and also in their ability to add value to their investee companies. The majority of 

studies that have examined the economic impact of government venture capital conclude 

that it is not effective. Two reasons are offered to explain this outcome. First are design 

weaknesses – restrictions on the types of investments that they can make (amount, size and 

stage of company, sector, and location), inability to make follow-on investments and 

inability to add value to enhance the performance of their investee companies. Second, in 

the case of government regional funds, is the lack of investable companies (‘thin markets’) 

and the weakness of the supporting entrepreneurial ecosystem. Nevertheless, there 

continues to be a debate on whether government venture capital ‘crowds out’ private 

venture capital investments. The possibility that government venture capital funds are at 

risk to the escalation of commitment, making follow-on investments, is also considered. 

The concluding chapter 7 draws out the policy implications of this review. These are 

particularly focused on regionally focused GVC funds. Measuring the success of GVC 
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funds in terms of the number of investments made and amount invested is inappropriate. 

The outcomes of such investments are key determinants of their economic impact. We 

therefore argue that GVC funds would benefit from adopting an exit-centric approach to 

investing for the following reasons: (i) Successful exits provide signal value to private 

venture capital, (ii) successful exits generate financial returns to enable further investments 

to be made, (iii) without exits, GVC investments in practice become grants, and (iv) exits 

generate positive economic impacts with spillover potential. The key challenge for 

regional GVC funds is how to overcome the ‘thin markets’ problem. Regional GVC funds 

tend to invest in types of businesses (small, young) in regions that are unattractive to 

private investors. These firms may often not have the potential to achieve significant 

growth to become acquisition targets, and so fail to achieve an exit event. A long-term exit 

oriented investment strategy on behalf of Regional GVCs therefore also needs to include a 

demand side component that addresses the constraints related to the quality of 

entrepreneurial projects and entrepreneurs. But there is a tension at the core of government 

venture capital investing. The objective of venture capital investing is to achieve an exit, 

normally achieved by a trade sale, which means that successful investee companies are 

generally acquired by large companies. These companies are often based in other regions 

and countries, and hence lose their independence. The ultimate challenge for regional GVC 

funds is therefore not simply to achieve successful exits but also to foster a more well-

developed regional market for early-stage investments. 
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Sammanfattning 

Denna rapport har beställts med bakgrund i statens ökade engagemang i riskkapitalinsatser, 

särskilt inrättandet av offentliga riskkapitalfonder som genomför direkta investeringar i 

företag. Konsekvensen är att staten har en ägarandel i allt fler företag. Detta aktieinnehav 

är tidsbundet och ska säljas i en så kallad exit. Risken för staten i sin roll som investerare 

är att den betonar själva investeringarna snarare än exits i den processen. Följaktligen finns 

ett behov av en djupare förståelse för exitfrågan. 

Två ledande forskare har författat rapporten. Karl Wennberg är professor i företagseko-

nomi vid Linköpings Universitet, och är gästforskare vid Handelshögskolan i Stockholm. 

Han har skrivit ett flertal frekvent citerade verk om exits ur ett entreprenörskapsperspektiv. 

Colin Mason är professor i entreprenörskap på Adam Smith Business School, University of 

Glasgow, Skottland. Han är expert på affärsänglar och regionala aspekter på kapitalförsörj-

aning av nya företag. Kapitel två baseras på ett utkast skrivet av professor Richard 

Harrison, University of Edinburgh Business School.  

Grunden för rapporten består av en omfattande litteraturöversikt som härrör från empiriskt 

och teoretiskt arbete inom de akademiska områdena finansiell ekonomi, entreprenörskap, 

och geografisk ekonomi. Tidigare forskningsöversikter (utförda av författarna eller andra 

forskare inom området), sökningar i databaser och information från ett antal framstående 

professorer inom området har guidat urval av material till rapporten. Empiriska exempel 

har samlats in både från akademiska verk och från myndighetsrapporter och rapporter från 

banker, värdepappersföretag etc. Värdefulla synpunkter och kommentarer på rapporten 

som helhet har inhämtats från professor Armin Schwienbacher, SKEMA Business School, 

Frankrike. 

Rapporten består av sju kapitel. 

I kapitel ett utgår vi ifrån entreprenörens perspektiv på exits. Vi särskiljer mellan å ena 

sidan misslyckade exits (entrepreneurial failure), likvidation och försäljningar av företag 

och inkråm för att undvika konkurs och å andra sidan framgångsrika exits, speciellt sådana 

som eftersträvas i företag som finansierats med riskkapital. Den viktigaste skillnaden ur 

entreprenörens perspektiv är att företaget läggs ner i den förra exitkategorin medan verk-

samheten i den senare kategorin fortsätter att fungera under nytt ägande och förvaltning, 

men entreprenören (-erna) där tenderar att lämna verksamheten. Vi beskriver olika typer av 

exit: börsnotering, förvärv av ett annat företag, buyouts av ledning eller andra anställda, 

försäljning till en individ, överlåtelser inom familjen och likvidation. Typen av exit be-

stäms i stor utsträckning av företagets ägande (till exempel om det är familjeägt eller ej), 

närvaro av externa investerare (till exempel riskkapitalbolag) och företagets ekonomiska 

situation. Entreprenörer har olika exitstrategier; det förekommer såväl ekonomiska motiv 

(hög avkastning på de pengar och den tid som investerats) som altruistiska motiv (där man 

priorierar företagets fortlevnad) samt frivillig nedläggning. Företagstyp och entreprenörens 

kompetens kan också påverka typen av exits. Vissa exits är investeringsdrivna med en ex-

tern investerare i verksamheten – vanligtvis en VC-fond eller en affärsängel – som söker 

en exit för att realisera avkastning på sin investering. Denna senare typ av exit är vårt 

specifika fokus i rapporten. 

I kapitel två byter vi perspektiv, från entreprenörens till investerarens. Vi jämför och 

kontrasterar den roll som exits har för investeringsstrategierna bland VC-fonder och 
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affärsänglar, med betoning på VC-fondernas exitcentrerade tillvägagångssätt och affärs-

änglars ofta mer tålmodiga tillvägagångssätt. Normalt är affärsänglar inte särskilt exit-

centrerade och har inte sällan uppfattningen att ”bra investeringar kommer alltid att hitta 

sina exits”. Men, de exits som de facto genomförs baseras trots allt oftare på planerat be-

teende än att ”gripa tillfället i flykten”. Några viktiga mönster bland företagsexits bland 

professionella investerare är värda att nämnas: Endast en minoritet av investeringarna 

tenderar att ge en positiv avkastning på det investerade kapitalet. En liten andel framgångs-

rika investeringar genererar majoriteten av investeringsportföljernas avkastning bland 

professionella investerare. Den låga andelen ”vinnare” understryker behovet av att 

investerare har en stor investeringsportfölj. Dessutom är de flesta exits tämligen små – de 

flesta är mindre än 10 miljoner USD och genererar ofta mellan två och tre gånger det 

insatta kapitalet. Den genomsnittliga tiden från den ursprungliga investeringen till en exit 

är ungefär fem år. Investeringsavkastningen är positivt förknippad med kvaliteten på 

”besiktningen” av bolaget före investeringen (due diligence), investerat belopp, närvaron 

av flera olika investerare, förekomsten av VC-aktörer och andra investerare utanför 

närområdet samt om investeringen är en engångsinvestering (då efterföljande investeringar 

oftare  slår fel). Investerarens operativa engagemang i företaget verkar inte generellt 

påverka avkastningen, och det finns ingen tydlig skillnad i avkastning på exits bland 

teknikbaserade och icke teknikbaserade företag. Affärsänglars avkastning brukar generellt 

sett skilja sig från VC-fonders avkastning. 

Kapitel tre sammanfattar forskningsläget om entreprenörers och investerares olika 

exitalternativ. Vi diskuterar även hur en exit helt eller delvis innebär ett avyttrande av 

ägande och aktiv ledning av företaget för dessa grundare och investerare. Vi diskuterar 

specifikt entreprenörers och VC-fonders olika motiv och prioriteringar, och hur dessa leder 

till formuleringen av olika typer av avtal dem emellan till exempel om kontrollrättigheter 

och vetorättigheter. Sådana avtal används av fonderna för att hantera potentiella 

intressekonflikter med entreprenören (-erna) och för att kontrollera när och under vilka 

förutsättningar en exit kan genomföras. VC-fonders vanligaste exit är att sälja 

verksamheten till ett annat företag. Endast en liten del av exits sker genom börsnotering, 

vilket bland annat beror på de höga fasta kostnaderna som detta medför. Betydelsen av 

immateriella rättigheter vid exits har fallit sedan ”dot.com-boomen” vid sekelskiftet. 

Typen av exit – försäljning, börsnotering, återköp eller familjeskifte – har olika 

konsekvenser för såväl entreprenörer som investerare, samt också för den regionala 

ekonomin. Entreprenörer med en eller flera exits återgår ofta till entreprenörskap som 

serieföretagare eller att bli affärsänglar. Förekomsten av framgångsrika exits i en region 

innebär också positiva signaleffekter till andra investerare. 

Kapitel fyra diskuterar tillgänglig forskning om hur investerares och entreprenörers exits 

kan påverka företaget de lämnar, från möjliga kapitaltillskott och nya ledningsresurser till 

avveckling, nedskärningar eller omlokalisering. Om exiten sker via en börsintroduktion 

tenderar bolaget att vara oberoende och fortsätta ha sitt huvudkontor och ledningsgrupp på 

samma plats. Åtminstone en del av pengarna från börsintroduktionen återinvesteras 

vanligtvis i företaget för framtida tillväxt. Vi diskuterar även potentiella konsekvenser för 

individer knutna till företaget såsom ledning och andra anställda. Särskild uppmärksamhet 

ges åt eventuella externa konsekvenser när det gäller hur exits kan påverka den omgivande 

regionen. Framgångsrika exits kan leda till utveckling och tillväxt av regionala 

”entreprenöriella ekosystem”. De flesta exits sker emellertid via försäljning till ett annat 

företag, vilket då innebär att exiteffekten på bolaget beror på de nya ägarnas strategi; 

investerar de i företaget på plats för framtida expansion, eller flyttas viss eller all 
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verksamhet till en annan plats? De få empiriska studier som har genomförts indikerar såväl 

positiva som negativa effekter av förvärvet på de förvärvade företagen. För individerna 

involverade i en exit – entreprenörer, ledningsgrupper och investerare (särskilt 

affärsänglar) – kan den regionala ekonomin påverkas i olika omfattning beroende på om 

det är en stor eller begränsad exit (hur mycket kapital som genererats) samt även på hur 

mycket lärande som processen skapat. Entreprenörer som återvänder som serieföretagare 

eller affärsänglar har en positiv inverkan på det regionala entreprenöriella ekosystemet, 

vilket indikeras av att många nya tillväxtföretag startas i regioner med många exits. 

Kapitel fem återgår till investerarperspektivet och beskriver investerarstrategier och 

processer som ligger till grund för en exit, med särskild tonvikt på vad som utgör ett tidigt 

”exitfokus” bland olika kategorier av VC-investerare. Att göra en framgångsrik exit är av 

högsta prioritet för VC-fonder som till sin karaktär är mycket exitorienterade. 

Möjligheterna till exit är en central del i deras investeringsbeslut och  kan utgöra villkoren 

för investeringskontraktet. Affärsänglar  är i regel mycket mindre exitcentrerade i sin 

investeringsstrategi. Framväxten av affärsängelgrupper som saminvesterar kan dock 

förväntas resultera i ett mer exitcentrerat tillvägagångssätt, särskilt eftersom dessa har 

större ekonomiska möjligheter att göra flera investeringsrundor och ta sina investeringar 

till en exit utan att behöva involvera formellt VC. Brist på exitcentrerade 

investeringsstrategier bland affärsänglar återspeglar idén att ”bra investeringar alltid 

kommer att leda till en exit” vilket kan ifrågasättas. Det är också vanligt att statliga 

riskkapitalaktörer  har begränsat inflytande över exitprocessen. Om statens engagemang 

sker genom hybridfonder och fond-i-fond-strukturer är det de privata, professionella, 

investerarna som investerar det statliga kapitalet. Sker det genom saminvesteringsfonder 

innebär det att offentligt riskkapital saminvesterar (ofta passivt) med privata investerare 

(VC-fonder och affärsänglar). Sammantaget är detta faktorer som i praktiken minskar det 

statliga inflytandet på själva exitprocessen.  

Andra delen av kapitel fem beskriver de normativa nyckelkomponenterna i ett exitcentrerat 

sätt att investera. I detta tillvägagångssätt utgör exit kärnan i investeringsprocessen. Ett 

första övervägande är vilken tillväxtambition entreprenören har med sitt företag. En annan 

betydelsefull aspekt är hur mycket finansiering som sannolikt kommer att behövas innan 

en exit kan genomföras. Affärsänglar rekommenderas att inte investera i företag som 

sannolikt kommer att kräva betydande efterföljande finansiering från VC-fonder. Detta på 

grund av asymmetriska styrkeförhållanden (finansiella och kontraktsrättsliga möjligheter). 

Entreprenörer måste också anpassa sig till att en exit är nödvändig inom denna 

finansieringsform och att storleken på deras kapitalbehov påverkar möjligheten att 

genomföra en sådan exit. Juridisk och finansiell due diligence, företagsvärdering, 

avtalslängd och investeringsinstrument bör också utformas med en exit i åtanke. Viktigt är 

också att redan vid investeringen beakta olika möjliga exitvägar. En framtida försäljning 

till större företag är ofta att föredra. Dessa köpare söker förvärva unga företag för att få 

tillgång till deras intellektuella tillgångar (IP) och kompetenser. En exitorienterad 

investeringsstrategi bör därför identifiera potentiella framtida förvärvare redan tidigt i 

investeringsprocessen. En annan övervägning är när en exit bör genomföras – både med 

tanke på företagets utvecklingsstadium och vilka branschförhållanden som råder. Det finns 

också strategiska överväganden som måste beaktas samtidigt som de ekonomiska. 

Investerare behöver minimera sina förluster likaväl som att maximera sina vinster. 

Följaktligen måste de hantera sina dåliga investeringar så att de kan uppnå ”snabba 

misslyckanden”. Det gäller till exempel att undvika att binda upp kapital i så kallade 

”living deads” – portföljföretag med medioker lönsamhet som nätt och jämt tjänar 
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tillräckligt med pengar för att överleva och därigenom är osannolika att någonsin vara 

attraktiva för en exit. 

Kapitel sex tar ett policyperspektiv och diskuterar staten som en riskkapitalaktör. Det finns 

olika sätt för staten att agera inom detta område. Det kan vara genom att investera i fonder 

som förvaltas av fondförvaltare i den privata sektorn (fond-i-fond), genom att saminvestera 

med privata investerare eller genom att göra direkta investeringar i företag. Den primära 

motivationen för statliga riskkapitalinsatser är upplevda ”marknadsmisslyckanden”, 

vanligtvis formulerade som kapitalförsörjningsgap i vissa faser av företagens utveckling (i 

regel tidig fas) eller så kallade regionala gap (områden med begränsad eller ingen lokal 

privat investeringsverksamhet i nya tillväxtbolag). Det senare innebär att 

kapitalförsörjningsproblemen ges en regional dimension. Genom detta engagemang hoppas 

staten på en signaleffekt – att kunna visa för privata aktörer att det faktiskt finns intressanta 

investeringsmöjligheter även i dessa faser eller regioner och därmed uppmuntra 

framväxten av en privat marknad. Statens engagemang i riskkapital motiveras även av 

viljan att skapa så kallade ”spillovereffekter” i form av nya jobb och innovationer i den 

lokala ekonomin. De statliga riskkapitalfonderna skiljer sig därför från privata 

riskkapitalfonder när det gäller motiv och vilka typer av företag som upplevs som 

intressanta investeringsobjekt. En annan skillnad är även det statliga riskkapitalets förmåga 

att öka värdet på sina investerade portföljbolag. Vi sammanfattar empiriska studier som 

jämför offentligt och privat riskkapital, och diskuterar huruvida offentligt riskkapital kan 

ge ”bra” avkastning åt offentliga investerare eller ej, samt specifika problem med offentligt 

riskkapital som ”marknadskompletterande” finansiering, såsom risken att det ”tränger ut” 

privat kapital. Vi diskuterar också praktiska aspekter på offentligt riskkapital såsom 

möjligheten att ”följa” framgångsrika företag under flera investeringsrundor på det sätt 

som privat riskkapital ofta gör, hur offentligt riskkapital kan hantera portföljinvesteringar 

som inte växer tillräckligt för att en exit ska utföras, och om offentligt riskkapital ska ta 

hänsyn till portföljföretagens betydelse i den lokala ekonomin. Majoriteten av studier som 

har granskat den ekonomiska effekten av det statliga riskkapitalet drar slutsatsen att det 

inte är effektivt. Två övergripande faktorer kan förklara dessa resultat: Det första är 

inbyggda designproblem i offentligt riskkapital – restriktioner på de typer av investeringar 

som de kan göra (antalet och storleken på investeringar samt restriktioner i region och 

bransch), svårigheter att göra uppföljningsinvesteringar och att öka värdet på investeringar 

genom aktivt styrelse- och managementarbete på det sätt som privata VC-fonder arbetar. 

När det gäller regionala riskkapitalfonder tillkommer ofta även en brist på investeringsbara 

företag samt svårigheter att hitta medinvesterare. Det kan också uttryckas som en 

förekomst av ”tunna marknader” och svaga, regionala, entreprenöriella ekosystem. 

Rapporten avslutas i kapitel sju med en diskussion om potentiella policyåtgärder. Vi 

fokuserar specifikt på regionalt inriktade riskkapitalinsatser. Att mäta framgången för 

offentliga riskkapitalsatsningar baserat på antalet investeringar och de belopp som 

investerats är olämpligt. Investeringarnas framtida lönsamhet är det viktigaste måttet för 

vilken ekonomisk påverkan de kommer att ge upphov till. Vi hävdar därför att offentliga 

riskkapitalsatsningar bör anamma ett mer ”exitorienterat” sätt att investera av följande 

skäl: (i) Framgångsrika exits ger positiva signaler till det privata riskkapitalet; (ii) 

framgångsrika exits genererar finansiell avkastning som möjliggör ytterligare 

investeringar; (iii) utan exits blir offentliga riskkapitalsatsningar i praktiken mer likt bidrag 

än investeringar; (iv) exits ger positiva ekonomiska konsekvenser med spilloverpotential. 

Den viktigaste utmaningen för regionala offentliga riskkapitalsatsningar är hur man ska 

lösa problemet med ”tunna marknader”. Regionala riskkapitalinsatser investerar ofta i 
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vissa typer av företag (små, unga) i regioner som sällan är attraktiva för privata investerare. 

Dessa företag kan ofta sakna potential att uppnå en väsentlig tillväxt och därmed upplevas 

som tillräckligt attraktiva för en framtida exit. En exitorienterad investeringsstrategi 

behöver därför också inkludera insatser på efterfrågesidan, det vill säga insatser för att 

utveckla portföljbolagen och entreprenörerna. Men det finns också en inbyggd spänning, 

en målkonflikt, i kärnan av det statliga engagemanget. Målet med riskkapitalinvestering är 

att uppnå en exit, som normalt uppnås genom att bolaget förvärvas av ett annat – oftast 

större – företag. Dessa förvärvande företag är ofta baserade i andra regioner, kanske till 

och med i andra länder, vilket innebär risk för att portföljföretagen ifråga förlorar sitt 

oberoende. Utmaningen för regionalt offentligt riskkapital är därför inte bara att uppnå 

framgångsrika exits utan också att främja en mer välutvecklad regional marknad för 

investeringar i tidiga skeden. 
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1 What do we know about entrepreneurial exits? 

1.1 Introduction 

The goal of entrepreneurship is to create value. This requires a ‘harvest event’ in which the 

entrepreneur will exit from the company at some point in the future, selling it over to new 

owners and in many cases starting another phase in their entrepreneurial career. 

Entrepreneurs are assumed to make plans for such a handover. However, the goals, 

aspirations, and priorities of entrepreneurs regarding exits have only been studied for ten 

years or so in the academic literature. This chapter first outlines research on entrepreneurs’ 

exit strategies during the early stages of venturing, as well as the actual exit routes taken. 

We then focus on the exit routes common for venture-capital backed firms, its 

determinants, and commonly outlined preconditions for a successful exit from such firms 

in the academic literature. The chapter concludes with a discussion of potential 

consequences of these various exit routes for the founder-entrepreneur(s) and the investors, 

and potential spillover effects on the regional or industry levels. 

1.2 Exit strategies – deliberate strategies for exiting a venture 

An exit strategy among entrepreneurs has been described as “the mode through which the 

entrepreneur intends to exit the firm” (DeTienne et al. 2015). Entrepreneurial exit 

strategies are likely to influence future decisions and behaviours, including resource 

acquisition, funding, growth, and risk-taking propensities.  

1.2.1 Entrepreneurial failure and entrepreneurial exit as distinct concepts 

Researchers have used the term “exit” to refer to both exit of the founder from the firm as 

well as for the exit of the firm from the market (Albert and DeTienne, 2016). Early 

research tended to assume that poor firm performance is the most important determinant of 

exit strategies, but relatively recent evidence suggest that other factors affect the choice of 

exit strategy as well (DeTienne and Cardon 2012). There are clear indications that exit 

from entrepreneurship is not necessarily the same as ‘failure’. Bates (2005) and Headd 

(2003) both investigated the U.S. Census Bureau’s 1996 survey Characteristics Of 

Business Owners (CBO) which is based on a large representative sample of U.S. 

businesses founded between 1989 and 1992. They found that about one-third of the 

discontinued business owners characterized their firms as successful at closure. Ucbasaran 

and colleagues (2005) surveyed a representative sample of 767 entrepreneurs in Great 

Britain and found that among the entrepreneurs that had closed down a business, close to 

more than one-third considered their last business to be “a success”. These and other 

findings indicate that entrepreneurial failure and entrepreneurial exit are two distinct 

concepts. Owners exit the ventures they have created for several personal and business 

reasons, which may or may not be linked to performance (DeTienne and Chirico 2013).  

1.2.2 Common Exit strategies  

The main types of exit strategies that are available to owner-manager entrepreneurs 

identified in the literature are as follows
1
: 

                                                 
1
 Depending on whether the entrepreneurs' or the investor's perspective is taken, a different list of “common 

exit strategies” can be emphasized. For venture capital-backed firms, family succession is for example seldom 
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1. Initial Public Offering (IPO): the first time a private firm sells its shares on the public 

stock market 

2. Trade sale/Acquisition: the sale of the firm to a third party 

3. Buyback or Management Buy Out (MBO): the entrepreneur buys out the venture 

capitalist 

4. Independent sale: the sale of the firm to a private person 

5. Family succession: transferring ownership of the firm to a family member 

6. Liquidation: the termination of the firm and the distribution of the value of its assets to 

the owner/s and creditors 

The type of exit strategy that entrepreneurs seek may be affected both by the type of 

business (e.g. high-tech vs non-high-tech) and by the resources of the founder/s (human, 

financial and technological capital), for example the founder/s entrepreneurial experience, 

industry experience, age, and education. High-tech start-ups with high-growth ambitions 

generally wish to make an exit by IPO or trade sale which are considered to be the two 

most successful types of exits for founders who want as large financial reward as possible. 

For example, an IT start-up might be started by a team of founders who initially use their 

personal savings and financial bootstrapping to finance their firm. The team may have 

business angel investments in the early phase and may at the expansion phase plan to take 

in VC investors and, if the company is successful, to make an IPO. In contrast, among 

SMEs without high-growth ambitions, the founder might plan to use an exit strategy in 

which he/she sell the business to an individual or exit through family succession.  

Several theories have been used to explain founders’ exit plans. These include threshold 

theory (DeTienne and Cardon, 2012; DeTienne and Chirico, 2013), the theory of planned 

behaviour (DeTienne and Cardon, 2012), socioemotional wealth (DeTienne and Chirico, 

2013), and the ‘imprinting’ of early structures and experiences of the new venture on its 

long-term exit potential (Albert and DeTienne 2016).  

According to threshold theory, an exit decision depends on both the economic performance 

of the firm and the founder’s threshold of performance. Exit is viewed as a voluntary, 

dichotomous choice in which a founder can either continue or exit their firm based on 

comparison of actual firm performance with their own thresholds of performance 

(DeTienne and Cardon, 2012). Founders differ in their thresholds of performance and the 

decision on whether to continue to run the firm depends on how firm performance varies 

above or below the threshold. 

A frequent framework in much of entrepreneurship research, including entreprenerus ‘ and 

investors’ strategic decisions to exit a firm, is the theory of planned behaviour (Ajzen 

1991).The theory proposes that volitional human behaviour is a function of the individual’s 

intention to perform the behaviour on the one hand and perceived behavioural control, 

their perceptions of their ability to realise their intended goal. Individual’s intentions are 

determined by their attitudes towards the behaviour, subjective norms and perceived 

control over the behaviour. As a general rule, the more favourable the attitude and the 

subjective norm, and the greater the perceived control the stronger should the person’s 

intention to perform the behaviour in question. 

                                                                                                                                        
an exit strategy considered. See modified list for common exit strategies among venture capital-backed firms in 

section 3.3.  
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According to the imprinting theory, decisions that founders make early in the life of a firm 

may have a lasting impact on the new firm, including its ability to move in a specific 

strategic direction (Marquis and Tilcsik 2013). Another way to understand firms’ exit sales 

strategies is by looking at early strategic conditions and decisions of new ventures, 

including the initial assembly and combination of resources.  

Another commonly used theory to explain the performance, duration, and potential exit of 

family-owned companies is Socioemotional wealth (SEW) (Gomez-Mejia et al. 2011). 

SEW refers to the nonfinancial aspects of the firm that meet the family’s affective needs 

and it is implicit that family owners make strategic decisions independently from financial 

considerations (DeTienne and Chirico, 2013). In family firms, higher levels of SEW make 

family owners willing to accept, and be comfortable with, low-target performance in order 

to retain and protect nonfinancial benefits. The effect is to lower the family threshold of 

performance, which positively affects the likelihood of family succession. When a business 

is closely tied to a family, the family owners are willing to make personal sacrifices to 

keep their business viable for future generations. Family owners are likely to use a long 

time horizon for resource allocation, which also reduces the family’s threshold of 

performance. In a study looking specifically at exits among family-owned enterprises, 

DeTienne and Chirico (2013) developed a model with theoretical explanations for exit 

strategies in family firms. The authors examined three factors that have been viewed as 

important within family firms and relevant for the exit decision: 1) the family’s 

socioemotional wealth (SEW), 2) the generation in control, and 3) the presence of a 

nonfamily CEO. The authors argue that not all firms in a family firm portfolio have similar 

levels of SEW, and family owners may therefore develop different exit strategies for these 

firms. According to the authors, the family’s SEW, the family generation in control, and 

the presence of a nonfamily CEO explain why owners of family firms choose one exit 

strategy rather than another. The paper suggests that a family’s SEW can cause family 

owners to feel locked into a business and harms the potential gains deriving from 

nonfamily succession strategies. Pursuing a stewardship-based exit strategy in terms of 

family succession is viewed as the primary goal in family firms, and is often the primary 

measure of performance. The strategy generally provides for firm continuity and care of 

the firm, the family and employees.  

1.3 Empirical evidence on exit strategies  

Much of the empirical evidence on exit strategies accrues from research by Professor 

Dawn DeTienne, a scholar who has pioneered the study of entrepreneurship exits. An early 

study by DeTienne and Cardon (2012) used a survey with 189 firm responses from the 

2002 Dun and Bradstreet directory to examine entrepreneurs’ intentional strategies to exit 

from their firms, studying a range of possible exit paths rather than solely focusing on firm 

performance. The authors found that entrepreneurs intend to pursue different exit paths 

depending on their previous entrepreneurship experience, industry experience, age, and 

education level. In particular, entrepreneurial experience and education were positively 

related to an IPO exit strategy and to a lesser degree to an acquisition strategy. 

In a follow-up study, DeTienne et al. (2015) developed a typology of three types of exit 

strategies based on previous literature: 1) financial harvest resulting in substantial financial 

value to the entrepreneur (IPO or trade sale), 2) stewardship which allow the founders to 

have influence over the future of the firm (family succession, employee buyout or sale to 

an individual), and 3) voluntary cessation which allow the founders to disband a venture 

when the primary activity ends (liquidation or discontinuance). The same sample of 189 
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firms identified from 2002 Dun and Bradstreet directory was used, with additional 

secondary data added from the 2012 study. The authors examined entrepreneurs’ perceived 

innovativeness of their opportunity, motivational considerations, decision-making 

approach, founding team, and firm size. The results show different predictors for each of 

the three exit strategy types in that:  

• Entrepreneurs who believed they have found a radically new innovation and who 

followed causation decision making processes were more likely to use a financial 

harvest exit. Those with financial harvest exit strategies are likely to have developed 

their strategy early and, partially due to the presence of outside funding, have formally 

articulated and disclosed their strategy. 

• Founders with stewardship exit strategies were less motivated by extrinsic motivation, 

had smaller founding teams, were motivated by autonomy, and had larger number of 

employees. Those with stewardship strategies are likely to have a smaller founding 

team due to their desire to maintain control and autonomy. They are likely to have a 

less formalized strategy because of their fear of retirement. Stewardship theory 

suggests that entrepreneurs are more likely to opt for strategies that allow them to 

choose a successor from a subset of individuals.  

• A voluntary cessation exit strategy was related to fewer employees, lower perception 

of innovativeness, and less application of causation decision making processes.  

A third study by Albert and DeTienne (2016) suggests that one way to understand firms’ 

exit sales strategies is by looking at early strategic conditions and decisions of new 

ventures, including the initial assembly and combination of resources. The authors 

examined whether and how founding strategic resources (financial, human, and 

technological) imprint the presence and variations in three exit sales strategies (IPO, trade 

sale, and private sale) upon the new venture. According to the imprinting perspective, the 

decisions that founders make early in the life of a firm may have a lasting impact on its 

ability to move in a strategic direction. The authors focused on firm-level exit strategies 

and conducted analysis with 168 survey responses with founders in two industry sectors in 

the US: instruments for measuring electricity and surgical and medical instruments. The 

authors examined if financial (total initial investment), human capital (initial founding 

team size), and technological (type of initial product/service) resources affect the type of 

intended exit sales strategy (IPO, strategic sale, and private sale). The results indicate that: 

• Human, financial, and technological resources differentially impact the three exit 

strategies. New ventures with more financial resources during the founding phase are 

more likely to be imprinted with a well-formed intentional exit sale strategy and are 

more likely to exit strategically through trade sales. Technological resources are 

related to the presence of an intended exit sale strategy. The more innovative the 

technological resources of a firm during the founding stage, the higher the likelihood 

that founders will plan on reaping substantial financial rewards. 

•  The presence of high levels of innovativeness within a firm during the initial stages 

will probably imprint the firm with a greater tendency toward an IPO. The venture 

capital literature supports this proposition, as a large share of this literature suggests 

that highly innovative product-based firms are more likely to offer shares in the public 

market. 
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• The initial strategic resource choices of new venture founders have an impact on 

subsequent exit strategies. Because of this, founders are likely to make choices about 

how to develop and grow their ventures to ensure they can utilize their preferred exit 

strategy. For example, the relationship between human resources and the exit strategy 

of an IPO suggests that firms with high initial resources will pursue high-growth 

strategies, including rapid product development, geographic expansion, or acquisition 

of smaller firms, to increase their chances of staging a successful IPO. The initial 

strategic resource assembly steers the firm toward a course of action that is specific to 

that configuration of resources.  

In addition to DeTienne’s studies, a few other studies have been conducted in various 

contexts. For example, Kamuriwo and Baden-Fuller (2014) presented a single case study 

of a young biotech company in the UK that had to decide whether to make an exit and then 

to choose between being acquired, making an IPO or making an exit in about two years. 

The company was started as a university spin-out and supported by an initial group of 

business angels and also had investments from VCs. The company had three main sets of 

investors. One wanted a quick cash sale, the other one to delay sale for about a year, and 

the third to delay sales for two years and build company value. Kamuriwo and Baden-

Fuller’s case study illustrated that the founder-entrepreneur(s) of a start-up can have a 

difficulty in deciding when to exit the firm and to satisfy all of the investors who might 

have different priorities of when and how to exit the firm. 

1.4 Summary 

The exit of the firm from the market due to poor performance – i.e. firm failure – is 

conceptually different from the exit of the founder from the firm where the firm continues 

under new management and ownership, which is the specific focus of this report. This 

event is motivated by a variety of different considerations and occurs in a variety of 

different ways. However, in many cases entrepreneurial exits are investment driven, with 

an investor seeking a harvest event to realise a financial return. 
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2 The Nature and functions of the exit in the 
investment process 

2.1  Introduction  

This chapter examines exits from the perspective of the investor in the business. It starts by 

highlighting geographical variations in investment activity. The ability of entrepreneurs to 

access to finance from venture capital, business angels and crowdfunding varies according 

to their location. It then moves on to examine how the exit fits with the investment cycle. 

The concept of patient capital is then considered. This leads to a discussion of exits as 

planned behaviour, which emphasises than the majority of investor-led exits are planned. 

The final section reviews evidence on the financial returns from investing in early stage 

entrepreneurial businesses. 

2.2 Investor-led exits 

Recent discussions of the entrepreneurial exit – that is, the process by which the founder of 

a privately-held company leaves the firm that they have helped to create and which 

continues to trade under new ownership and management – have for the most part taken an 

entrepreneur-centric view. However, it is also important to consider the exit from the 

perspective of the investor. Business angels and venture capitalist are investing for capital 

gain which requires a managed exit, or harvest event, to be realized in order to generate 

cash that can be returned to their limited partners (in the case of venture capital funds) or 

provide liquidity to allow further investment activity to take place (in the case of angel 

investors). 

This investor-led exit process is necessary, not discretionary, and involves both the 

entrepreneur and the investor, with the investor often taking the lead in initiating and 

managing the exit process and determining its timing. Thus, from an investor perspective, 

and exit strategy can be defined as the process of realising the financial gain from a 

successful investment. It involves the sale of the investor’s stake, and usually also those of 

all of the shareholders in the business, including the entrepreneur(s), to an external 

purchaser, typically another business (a trade sale), and sometimes to other buyers, such as 

a management buyout, management buy-in or employee buyout. The firm therefore 

continues to trade, but under new ownership. However, in some trade sales the buyer will 

absorb the business to its existing organization hence the acquired business will no longer 

exist as a freestanding entity. The entrepreneur may continue to run the business, but often 

only for a specified period of time. Occasionally the exit will occur via a stock market 

listing (Initial Public Offering, or IPO). In this situation existing investors are normally 

‘locked in’ and only able to sell some of their shares immediately and are therefore able 

only to achieve partial liquidity. The existing owner-managers continue to run the business 

but because some of the company’s shares are now traded publicly its ownership is 

dispersed amongst a variety of shareholders. Publicly listed companies can subsequently 

be acquired if the owners of a majority of their shares agree to sell out. 

While representing only a relatively small sub-set of all entrepreneurial exits, these 

investor-led exits are important for a number of reasons (Mason and Botelho 2016, p. 158). 

First, in having both raised third-party investment capital and attracted a buyer these 

companies have signalled that they are potential high growth ventures and as such are of 
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interest to policy makers. Second, such exits provide often highly visible returns to their 

VC and angel investors, and in so doing signals the desirability of the asset class which 

attracts more investors and investment capital into the risk capital market. Third, and a 

corollary of the previous point, successful exits provide investors with both the motivation 

and the capital to continue making further investments. Fourth, in capitalizing members of 

the entrepreneurial team with newly acquired wealth, exits can facilitate a process of 

entrepreneurial recycling (Hopkins and Bassett 2015; Mason and Harrison 2006) in which 

they will reinvest their capital, time and expertise in other entrepreneurial activities 

(including angel investment, serial entrepreneurship, mentoring and support). Finally, and 

a topic discussed later in this Report, the growing role of government in the early-stage 

risk capital market, either as direct investor or through public-private sector co-investment 

funds (Harrison 2018; Owen and Mason 2016), places renewed emphasis on exits as a 

measure of the impact and cost-effectiveness of these policy interventions in the risk 

capital market. 

In this chapter we compare and discuss venture capital and business angel investments. 

Business angels are high net worth individuals (often successful cashed-out entrepreneurs) 

who invest their own money directly, along with their expertise, in emerging 

entrepreneurial businesses in which there are no family connections (Mason 2006). As the 

main source of initial risk capital for such companies they play a critical role in the 

entrepreneurial ecosystem and have become a major focus of government support (OECD 

2011). According to research in the US, UK and Sweden (similar estimates are to the best 

of our knowledge not available for other territories) summarized in Harrison et al. (2016), 

business angel investment is between 8 and 15 times that of institutional VC (Sohl 2003), 

accounting for 30-40 times as many investments (Van Osnabrugge and Robinson 2000) 

and exceeding VC commitment to seed and early stage investment by a factor of 3 in the 

UK (Mason and Harrison 2000)
i
. In terms of scale, business angel investment in the UK is 

estimated at almost $1.5bn annually (Mason and Harrison 2010; Mason and Harrison 

2000), in the US is estimated to involve annual investments of around $21.3bbn into over 

64,000 ventures (Sohl 2016), and in Sweden has been estimated at over $11bn cumulative 

(Avdeitchikova et al. 2008). (EBAN 2017) estimates that in Europe business angels 

invested €6.7bn in 2016, 2.68 times the amount invested by venture capital funds in the 

early stage investment market.  

2.3 Geographical variations in venture capital and business 
angel investing 

Geographical considerations generally attract little consideration in discussions of 

entrepreneurial finance. However, financial systems are inherently geographical. Three 

geographical effects can be identified (Mason 2010). First are the effects of physical 

distance on interaction and flows of finance. There is a cost – both financial and time – in 

overcoming distance. Other things being equal, the volume of interaction between places is 

likely to be in inverse proportion to the distance that they are apart. Second are ‘place 

effects’ – specific factors arising from the geographical organisation of financial 

institutions. Third are flows of financial capital – where the finance is generated, where it 

is managed and where it is invested. 

2.3.1 The geography of venture capital investing 

Venture capital is concentrated geographically, both globally and within countries 

(Avdeitchikova 2012). Globally, the US accounted for 47% of all VC deals and 49% of 
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investment in 2015, while China has rapidly emerged to account for 33%, with Europe 

accounting for 10% of investment and 19% of all deals, reflecting its smaller average deal 

size (EY 2016). Within Europe, VC investment proportionate to GDP is also concentrated, 

with just five countries (one fifth) above the European average: UK, France, Sweden, 

Norway and Netherlands, and disproportionately concentrated in the UK (EY, 2015). 

Within countries VC investments are geographically concentrated, typically in the 

economically and technologically advanced regions (Mason and Harrison 1991; Sorenson 

and Stuart 2001). Indeed, there is evidence that this geographical concentration has been 

increasing in recent years (Mason and Pierrakis 2013). 

This uneven geographical distribution of venture capital investments arises from the 

combination of the clustering of the venture capital industry in a relatively small number of 

region, and the localised nature of venture capital investing. Venture capital firms are 

typically clustered major financial centres and cities in high tech regions (Sorenson and 

Stuart 2001). This concentration of venture capital firms in financial centres reflects the 

origins of many of them as offshoots of other financial institutions (notably banks). It also 

offers access to the pools of knowledge and expertise that venture capital firms require to 

find deals, organise investments and support their portfolio companies. Hence a location in 

a financial centre enables appropriately qualified staff to be recruited and provides 

proximity to other financiers, entrepreneurs, legal, accounting and consultancy firms and 

head-hunters during the investment process. The USA is unusual in having such a large 

proportion of venture capital firms located in Silicon Valley, a high tech region. In contrast 

to the venture capital firms in financial centres, these firms have typically been started by 

successful and hence wealthy technology entrepreneurs and raised a lot of their funding 

from local high net worth individuals (particularly other cashed-out entrepreneurs).  

The clustering of venture capital offices need not necessarily lead to the uneven 

geographical distribution of venture capital investments – the money could in principle be 

invested in distant regions. But, in practice, venture capital investing is characterised by 

spatial biases which favour businesses located close to where the venture capitalists 

themselves are located. Indeed, venture capitalists often refer to the “one hour travel time 

investment threshold”. This strong spatial proximity effect arises because of the absence of 

publicly available information on new and young businesses. Their unproven business 

models, untested management teams, new technologies and inchoate markets all represent 

key sources of risk and uncertainty for investors (Sorenson and Stuart 2001). Venture 

capitalists seek to overcome this uncertainty about the future prospects of potential 

investee businesses by information sharing with other investors, consultants, accountants 

and a wide range of other actors. Information sharing of this type is built on mutual trust 

that has been earned through repeated interaction, while the nature of this information flow 

tends to be personal and informal and therefore hard to conduct over distance. As a 

consequence, less information is available about businesses in distant locations. Making 

local investments is therefore one of the ways in which venture capital firms can reduce 

uncertainty, compensate for ambiguous information and thereby minimise risk. This 

reliance on personal and professional contacts can be seen at every stage in the venture 

capital investment process: deal flow generation, deal evaluation and post-investment 

relationships.  

The local focus becomes even more important for investors once an investment is made. 

Venture capitalists do not only provide finance; they also monitor the performance of their 

investee companies to safeguard their investment, usually by taking a seat on the board of 

directors, setting goals and metrics for the companies to meet and supporting their 
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portfolio companies with advice and mentoring in an effort to enhance their performance. 

Supporting and monitoring their investments – which is an important part of managing the 

risk and accounts for a significant proportion of a venture capitalist’s time – also 

emphasises the importance of proximity. Even though some forms of support do not 

require close contact there will nevertheless be many occasions when face-to-face contact 

is required and the venture capital firm will incur high costs each time a non-local firm is 

visited. Hence, geographical proximity plays an important role in both the level and quality 

of support that businesses are able to obtain from their venture capital investors. First, 

venture capitalists can work more closely with their investee companies in their support 

and advisory roles when they are located nearby. Second, venture capitalists have abundant 

contacts and deep knowledge of particular industries: providing referrals to these sources 

of expertise is an important value-added contribution that venture capitalists make. This 

social network is more readily tapped when investee businesses are geographically 

proximate to the venture capitalist (Powell et al. 2002). In short, it is precisely because 

venture capital is more than just the provision of capital that geographical proximity is 

important (Hellmann 2000, p.292).  

Nevertheless, venture capital firms do make long distance investments (Griffith et al. 

2007). These are linked to the investment strategy of venture capital firms, the age of such 

firms, their target industry sectors and stage of investment, with later stage investments 

having few geographical constraints. A key policy challenge is therefore how regions that 

are remote from concentrations of venture capital firms might be able to import 

investment. 

2.3.2 The geography of business angel investments 

There are considerable geographical variations in business angel investment activity both 

within individual countries and between countries (Avdeitchikova 2009). This reflects two 

factors which resembles the geographic variation in venture capital. First, there are 

geographical variations in the population of business angels which arises from the uneven 

geographies of wealth and entrepreneurial activity, the key supply side influences on the 

size of the business angel population. Second, angels typically invest locally. One reason 

for this is that information flows decline with distance hence angels have superior 

information about opportunities in close proximity compared to those in distant locations. 

A second reason is that the quality of due diligence on the entrepreneur’s trustworthiness 

and capabilities is superior when the angel and entrepreneur are both located in the same 

community. A third factor that also favours local investing is that angels are generally 

hands-on investors, with the consequent need for frequent contact with their investee 

businesses. Nevertheless, long distance investments by business angels do occur, with 

some evidence that both the angels making such investments and the types of investments 

are distinctive (Avdeitchikova 2009; Harrison et al. 2010). However, these investment 

flows tend to favour the largest and most economically developed cities and regions, hence 

exacerbating regional finance gaps. In Sweden 75 to 80% of the angel investment that 

originates in metropolitan regions is invested locally compared with peripheral regions 

where the equivalent proportion is around 25% (Avdeitchikova 2009). A further policy 

challenge is therefore how regions with less developed business angel markets might be 

able to ‘import’ angel investment from other locations. 
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2.3.3 The geography of crowdfunding 

 
A strongly emerging line of research has attending to the increasing prevalence of 

‘crowdfunding’ – funding a project or new venture by raising many small amounts of 

money from a large number of people, typically via the Internet. While various types of 

crowdfunding has existed for long, the explosion of the crowdfunding phenomenon has 

occurred after the introduction of digital technologies in the late 1990s, facilitating contacts 

between entrepreneurs and potential consumers and informal investors. Crowdfunding 

comes in several different types and with different contractual agreements, the most 

common types being ‘pre-order crowdfunding’ (where interested consumers can pre-order 

and pay in advance for a product or service not yet produced), ’profit sharing 

crowdfunding’ (where those interested invest a fixed amount in exchange for a share of 

future profits) or ‘equity crowdfunding’ (same as profit sharing but equity is immediately 

distributed). The first type of crowdfunding is often deemed more suitable when the 

project outcome is a ready-to-use product that can be offered in exchange for the pledge, 

where the two latter types have been proposed as especially useful for entrepreneurs with 

large capital requirements (Belleflamme et al. 2014; Colombo et al. 2015). A unique 

feature of crowdfunding is the potential to simultanouesly raise capital and pre-market a 

product/service/venture, often using digital technology to reach a large ‘crowd’ with 

potential ‘network effects’ as information is spread and shared (Agrawal et al. 2014). 

Crowdfunding money is frequently not invested (solely) in exchange for a financial return 

but is ‘pledged’ in the form of product prepurchasing from end users as consumers, which 

allows ventures to gather feedback from users during project development (Colombo et al. 

2015). For many new ventures, the marketing benefits of crowdfunding is at least as 

important as the financial benefits (Mollick 2014).  

An important feature of crowdfunding is that the digital technologies frequently used to 

connect projects with investors enables projects to raise finance from geographically 

dispersed investors, in contrast to other investments discussed in sections 2.2.1 and 2.2.2. 

Although there is evidence of ‘home bias’, with local investors (often those with personal 

connection with the entrepreneur(s) investing relatively earlier and be less responsive to 

decisions by other investors, online platform seems to eliminate many of the distance-

related economic frictions (Agrawal et al. 2014). However, this may simply reflect nature 

of crowdfunding which restricts the opportunity of investors to undertake their own due 

diligence and post-investment involvement and the limited desire of investors to engage in 

these activities because of the small size of investments which individuals make. A recent 

paper studies the geography of crowdfunding in a broad range of sectors across the United 

States, showed that crowdfunding as a source of early-stage capital seems especially 

important in VC-dearth areas such as geographic locations far from urban centres with 

strong financial institutions (Sorenson et al. 2016).  

2.4 The Investment Cycle 

Conventional analyses of the investment process represent it as a multi-stage linear process 

involving deal flow, opportunity identification, screening, evaluation, due diligence, 

negotiation, contracting, investment (doing the deal), post-investment relationship 

(monitoring and mentoring), and exit. From a process perspective, however, exit is not the 

end of the process. Rather, it enables the start of another investment cycle, or the initiation 

of new activities (serial entrepreneurship and/or investing, new resource allocations and 

deployments, the movement of human, physical and financial resources into new 
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activities). This traditional perspective has been explored recently with respect to business 

angels to position exits as an integral part of the investment cycle (Mason et al. 2015; 

Mason 2006).  

First, business angels generate or respond to a deal flow of potential investment 

opportunities, which are then subjected to an initial screening where the emphasis tends to 

be on investor fit, the market potential and the characteristics of the entrepreneur (Mason 

and Rogers 1997). Between 70% and 90% of the deal flow is rejected at this stage (Riding 

et al. 1993). Remaining opportunities are then subjected to a detailed investigation and due 

diligence. A main emphasis here tends to be on people factors, specifically the personal 

qualities of the management team (e.g. trustworthiness, capability for hard work, 

coachability) and a judgment of their capability to exploit the opportunity successfully 

(Feeney et al. 1999). In those cases where angels want to make an investment, a due 

diligence process is commonly undertaken to verify all material facts (Mason and Harrison 

1996). If nothing negative emerges from that stage, the angel or the angels involved will 

then seek to negotiate the terms and conditions of an investment. Central to this process is 

the valuation of the business. In some cases, this process ends in failure with investor(s) 

and entrepreneur(s) unable to agree. For proposals that investors move on with, legal 

documents are then drawn up and signed, usually in the form of a standard investment 

contract (Kelly and Hay 2003) and the money changes hands. During the post-investment 

stage the angel will monitor the performance of their investment and most will also seek to 

add value to their investments by giving advice and mentoring to the management team 

(Madill et al. 2005; Paul et al. 2003; Politis 2008). Finally, the investor(s) will hope for a 

successful exit in which they achieve a significant multiple on their investment. Yet, as we 

will see below, in this approach to investing the exit is often only considered towards the 

end of the process and is not pro-actively sought. 

An alternative exit-centric approach to investing has been advanced by Mason et al (2015) 

which puts the exit at the core of the investment process. This is based on increasing 

evidence that angel groups are focusing more on exits, with the implication that each of the 

preceding stages in the investment process is undertaken from the perspective of 

facilitating the exit in a circular rather than linear process. 

Mason et al. (2015) describe the implications of this for the investment cycle in the 

following terms. At the initial screening stage, one of the first considerations in an exit-

centric investment approach is to establish goal alignment between the entrepreneur and 

the investor around the need for exit, and to establish how much capital is anticipated to 

reach an exit. Angels might hesitate to invest if they think that substantial follow-on 

investment will need to be raised because of the risk of dilution that it creates and the 

control implications. While much has been made of the complementarity of VC and angel 

investing (Harrison and Mason 2000; Hellmann and Thiele 2015), Peters (2009), has 

argued that involving venture capitalists in a business also has significant implications for 

the time to exit (longer) and the probabilities of success (lower). Specifically, VCs will 

determine when the company is sold, if necessary using their preferred shares and the 

terms and conditions in their investment agreement (Peters 2009; Smith 2005) to block 

exits that would provide a good return to the entrepreneurs and angels but are not 

sufficiently high to enhance the overall performance of the fund. A second issue for an 

exit-oriented approach to investing is the careful consideration given to valuation, not least 

because a business that is over-valued at the seed stage will not attract an investor at the 

next round. While the norm appears to be that angels typically over-value, Shane (2009) 

suggests that successful (exit-centric) angel investors tend to under-value because this 
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increases their financial return: 1% decrease in the valuation of a company will increase 

the investor’s return on investment by more than 1%. This will also be reflected in the 

initial term sheet. Achieving alignment between the entrepreneur and investor is critical. 

Both will, therefore, want to structure a deal that offers the most flexibility when it comes 

to an exit, whenever that will be. This may involve the use of preference shares and 

convertible securities rather than ordinary shares, although in some jurisdictions tax 

regulations will restrict investment to ordinary shares, as is the case with the UK’s 

Enterprise Investment Scheme (EIS) (Harrison 2018).  

There are two critical exit-related choices facing angel investors: how to exit from their 

investment and when (Mason et al. 2015). The most likely exit route for an angel 

investment (and also venture capital investors) is the acquisition of the business by a larger 

company, often driven by their recognition that M&A is the best way for such companies 

to grow and is more effective than doing their own research and development (R&D). The 

majority of trade sales are relatively small, typically less than $30m valuation in the US 

(Peters 2009) and less than $25m in the UK and Ireland (Gray 2011), representing 

companies with fewer than 20 employees with strong technical and engineering teams and 

may still be pre-revenue. 

Two implications follow from this trend. First, for exit-oriented angel investors the 

emphasis needs to be on getting their portfolio companies to breakeven as soon as possible 

at which point they can become an attractive acquisition target, rather than patiently 

seeking to build high growth companies. Second, for public policy makers seeking to 

intervene in the early stage risk capital market to achieve economic development goals this 

suggests that such investment may not generate significant growth activities and may lead 

to the transfer out of the region/country of these intangible asset-based companies 

(Carpentier and Suret 2016). A further implication is that exit timing matters. First, value is 

not created linearly, and significant valuation increases usually occur in discrete steps 

rather than through smooth linear growth as specific strategies are successfully 

implemented (Peters 2010). Second, there is often a sector specific window of opportunity 

for exits, as sectors become ‘hot’, attracting VC, private equity and corporate investors and 

supporting a consolidation wave resulting in a flurry of acquisitions in the sector. Once that 

window has passed, however, companies that did not get acquired will find that option 

closed to them and will experience a decline in their competitive position as their 

competitors are no longer under-funded small independently owned companies but are 

now subsidiaries of large companies that have access to huge amounts of capital, strong 

brands and other resources (Peters 2012).  

2.5 Patient Capital: Timescales to Exit 

In assessing the nature and impact of exits, it is important to understand the role played by 

‘patient capital’ which underlies investor attitudes to and engagement in exits, and shapes 

the scope for government intervention in the market. Patient capital – defined as capital 

held by owners who have long time horizons, allowing them to endure the uncertain early 

years of an investment and reap returns in the longer term – is believed to be crucial for 

entrepreneurship, innovation, social (impact) investing and economic development (Deeg 

and Hardie 2016; Deeg et al. 2016; Harrison et al. 2016; Klingler-Vidra 2016). The 

fundamental implication of the concept of patience in this context is, of course, that exits 

and the realization of capital gains will be deferred for some time. In entrepreneurial 

ecosystems, therefore, the role of exits as a source of dynamism will be limited by the 

(patient) time lag between start-ups and exits. From a public policy perspective one 
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implication of the patient capital character of VC and angel investments, which is 

otherwise a positive feature supporting the evolution of new technologies, businesses and 

markets, is that returns to the public purse from investing in this space (through direct 

investments or, increasingly, through co-investments (EBAN 2017), will not be recorded 

in the short-term, but will take some time to emerge, and this timescale will likely be 

outside the normal parameters for the evaluation of public policy: however justified, such 

policy interventions are not a ‘quick fix’, a point to which we return below. 

The entrepreneurial finance literature acknowledges the patient capital issue in a number of 

domains (Harrison et al. 2016). First, the provision of patient capital (through relational 

rather than market transactions) is seen as a defining characteristic of the family business 

as an organisational form (Sirmon and Hitt 2003). As such it may provide a source of long-

term competitiveness (Arregle et al. 2007), supporting firm management to take a longer-

term view and provides the basis for its survivability. Second, there is an association of 

patient capital with the financing needs of social ventures (Emerson et al. 2007; Hockerts 

2006), including base of the pyramid venturing and venture philanthropy (Joy et al. 2011). 

Third, the availability of patient capital is seen as a prerequisite for the emergence of new 

industries, technologies and clusters (Black and Gilson 1998; Markusen 1996; Zahra 

1996). Ecosystem dynamics, in other words, in part rely on capital from investors with a 

longer-term perspective to see investee ventures through the start-up/scale-up process 

(Autio et al. 2018). 

Figure 1 Timescale and return expectations in entrepreneurial finance: the conventional view 

 

Source: Harrison R et al. (2016) 

Fourth, research on business angels associates them with the provision of patient capital 

(Figure 1). This is typically defined in terms of their exit horizons and expectations (Sohl 

1999) and is in contrast to the shorter-term perspective of institutional venture capital (Jorn 

Block et al. 2010; Joern Block and Sandner 2009). Conventional wisdom, based 

archetypically on the distinction between VC and bank finance, sees higher returns 

expectations as the compensation for higher illiquidity, longer holding periods to exit and 

commensurately higher risk. By contrast, this diagrammatic representation of the 

entrepreneurial finance market suggests that investors with the shortest time horizons have 
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the highest returns expectations. Some hedge funds, for example, may expect to generate 

returns in days or weeks from high-risk high frequency trading and similar activities, and 

private equity/VC fund investors are increasingly looking to generate returns through 

flotation/re-flotation, trade sale or sale to other PE/VC investors after a one to three year 

holding period (early stage VC, to the extent that it continues to exist, is an exception and 

is closer to angel investing as patient capital (Klingler-Vidra 2016). By contrast, venture 

philanthropy (and to a lesser extent some social impact investing – (Clarkin and Cangioni 

2016) has low financial returns and long time horizon expectations (Gordon 2014).  

In other words, as part of the debate over the theoretical underpinnings of financial 

markets, the patient capital debate (see Maxfield et al. 2016) has positioned VC and 

business angel finance as showing moderately high on the patient capital scale (Deeg and 

Hardie 2016). For business angels in particular this is typically defined in terms of their 

exit horizons and in contrast to the shorter-term perspective of institutional venture capital. 

Patience in this market appears to be more a matter of time horizon than returns, and has 

implications both for the dynamics of the relationship between investor and investee over 

the duration of the investment relationship and for how the exit process is conceptualised 

and the policy response is configured (Harrison et al. 2016). 

Harrison et al (2016) identify three inter-related dimensions along which more and less 

patient capital can be distinguished: First, and fundamentally, patient capital will be long-

term rather than short-term in investment time horizon, and is generally associated with 

intended holding periods of an extended multi-year or indefinite duration. Much of the 

research on business angel exits in the context of the patient capital debate has generated 

evidence on business angel investor attitudes to investment time horizons as reflected in 

their a priori expectations about anticipated outcomes and the exit process. Second, patient 

capital is associated with investor engagement in and with their investee companies, and 

specifically the extent to which they use voice (Hirschman 1970) to influence the 

management of portfolio companies to behave in ways that align managers’ and investors’ 

preferences. However, it is impossible in practice to judge ex ante the short- or long-term 

aims of, for example, venture capital or private equity investors, some of whom may be 

committed to their investments for the long term, prioritizing venture growth, while others 

may be more concerned with the sale of their investee company in the shortest possible 

time. Third, the extent to which investors will exit if management does not follow their 

wishes represents the final dimension for characterizing patient capital. In the case of angel 

investing, as with venture capital more generally, a relatively high level of patience is the 

outcome of both a focus on growth rather than efficiency and financial engineering and the 

low likelihood of realizing value prior to exit (Deeg and Hardie 2016). 

 Table 1 summarizes existing studies of business angels’ exit expectations. It has 

consistently been argued that angel capital can be construed as patient capital, relative to 

venture capital and other sources of investment, in terms of the anticipated holding period. 

First generation studies of business angels in both the United States and Europe (Mason  

and Harrison 1999; White and Dumay 2017) suggest that business angels give very little 

thought to future exit routes, do not have clear exit plans at the time of investing and are 

relaxed about the timing of the exit. The evidence is somewhat more ambivalent on 

anticipated investment timescale and holding period (Gaston 1989; Landström 1993; 

Mason and Harrison 2002). 

The time horizon for the majority of angel investors is less than five years, with inter-

country differences in exit opportunities (active stock markets, dynamic M&A markets and 
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access to sources of secondary financing) accounting for observed differences. Investors, 

however, exhibit considerable diversity of expectations about the length of holding period, 

and other studies confirm that angels are rather less patient than commonly represented: 

between 50% in Finland (Lumme et al. 1996) and 75% (Haar et al. 1988), for the US 

wanted to exit in three to five years. In terms of the continuum between patience and 

impatience (Deeg and Hardie 2016) this suggests business angels are patient at a medium 

or higher level. 

Table 1 Holding period and exit expectations 

 UK USA Sweden 

Holding period    

<5 years 59% 52% 41% 

6-10 years 21% 29% 24% 

Don’t know 5% - 20% 

Unimportant 9% 13% 10% 

    

Exit route    

Insiders 26% 64% 16% 

Other company 29% 9% 22% 

Public offering 25% 9% 11% 

Don’t plan to sell 8% - 24% 

Undecided 17% - 20% 

Sources: based on data from (Gaston 1989); (Harrison and Mason 1992); (Landström 1993) 

Furthermore, Harrison et al. (2016) go on to argue that the picture of angel investors as 

giving very little thought to the exit when they invest appears to be rather more consistent 

with the evidence. Exit considerations come very low in their investment criteria, or are 

not mentioned at all. In one study, for example, ‘potential exit routes’ was ranked 24th (out 

of 27) investment criteria by angels (Van Osnabrugge and Robinson 2000). Although there 

is contradictory evidence from a more recent study of the most prominent US angel group 

which found exits to be much more highly ranked (Sudek 2006), reflecting the 

‘professional’ approach to investing that angel groups are thought to adopt, the vast 

majority of managers of angel groups in a recent UK study (Harrison et al. 2016) did not 

exhibit a strong exit orientation when screening investment opportunities. This is attributed 

by (Gray 2011) to the widely held view amongst the angel community that “good 

investments will always find exits”. The same view has been articulated by Luke Johnson, 

the prominent UK entrepreneur, venture capitalist and angel investor (Johnson 2012): “if 

the business works you will be spoilt with choice of exit” (Mason and Botelho 2016). So, 

at least in terms of expectations, therefore, the extent to which business angel investment 

can be considered as patient capital is equivocal. First, a significant proportion of investors 

have a 3-5 year time horizon, others have a 6-10 year horizon or none at all. Second, their 

priority is to make good investments – which will in due course attract buyers, hence there 

is no need to focus specifically on the exit. Third, the exit is not a significant factor in their 
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decision making process. Fourth, business angels are also concerned about non-pecuniary 

returns from the project. These contributions are primarily relational rather than 

contractual engagements, focused, as one business angel investor summarized it, on 

‘contributing to managing the business in which I have invested rather than managing my 

investment in the business’ (Harrison et al. 2016) and are consistent with the view that the 

business angel investor is backing the jockey (entrepreneur) rather than the horse 

(business) (Harrison and Mason 2017). However, there is no evidence in studies of the 

post-investment involvement of angels in their investee business that preparing the 

business for an exit is one of their value-added contributions. Indeed, this activity was not 

mentioned in any of the studies reviewed by Politis (2008) nor in a more recent study of 

the post-investment activities of angels (Fili 2014). As such, and consistent with the 

emphasis of the business angel investor on backing the jockey rather than the horse, this 

confirms that business angel investing can be considered as patient capital. The final 

dimension that distinguishes more patient from less patient capital is the willingness and 

ability of the investor to exit (Deeg and Hardie 2016; Harrison et al. 2016). In this respect, 

business angel investors do exit their investments, notwithstanding their widespread failure 

to explicitly consider the exit event or timescale. This is because of the nature of angel 

investing which is based on achieving the return from a liquidity event rather than from an 

income stream. In a recent analysis, (Collewaert 2012) has extended this stream of research 

to suggest that goal conflicts in terms of timing and nature of exit may arise between 

between angels and entrepreneurs, often leading to earlier exit decisions among both 

parties to exit. 

What none of this research has addressed is the intentionality of patience on the part of 

business angel investors; that is, to what extent do they specifically consider themselves to 

be patient investors. Nor has prior research discussed the relationship between attitudes to 

exit (combining the first and third aspects of patient capital discussed above) and the 

characteristics of investor portfolios. These two issues have been addressed in a recent 

study of angel investment as patient capital (Harrison et al. 2016). Based on a detailed 

analysis of exit attitudes and practices of some 30 investors in Scotland, the largest (in 

relative terms) and most dynamic business angel market in Europe (Mason et al. 2016), 

this research suggests that in the contemporary entrepreneurial finance landscape business 

angel investment in particular can be considered patient, both by default and by intent. 

This reflects the circumstantial nature of business angel exits and allows us to distinguish 

between those investors who intend to exit (but exogenously may be prevented from doing 

so by the absence of exit opportunities) and those who do not intend to exit (or at least 

have not formalized their intention in terms of a time horizon). 

This is important in developing an understanding of the exit process and the implications 

for public policy, given the importance of business angel groups as partners in co-

investment schemes (see chapter 5). In the case of angel investing, as with venture capital 

more generally (Klinger-Vidya, 2016), a relatively high level of patience is the outcome of 

both a focus on growth rather than efficiency and financial engineering and the low 

likelihood of realizing value prior to exit. Drawing on both the detailed review above of 

previous research on investors’ investment time horizons, investor engagement and exit 

behaviour, and the new survey evidence reported in Harrison et al. (2016), it appears that 

relative to VCs only a minority of angels could be defined as being exit-centric investors, 

actively managing their portfolios with a view to the ultimate exit. The vast majority of 

angels, it would seem, are patient investors in terms of investment intentions, engagement 

and exit behaviour, largely by default rather than intent. Most do not consider the exit at 
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the investment appraisal stage nor do they actively articulate either the need for patience or 

the desirability of exits. 

Three conclusions can be drawn from Harrison et al’s (2016) paper which are relevant to 

the overall argument of this Report. First, the need for patience is highlighted by some 

angels as inherent in business angel investing with its focus on new and early stage 

businesses, with others emphasizing the time required to build a business that could be an 

attractive acquisition target and hence exit opportunity. Second, their research results do 

not indicate that angel investors take the exit potential into account while making a 

decision on whether or not to invest. Third, patience is not a characteristic of all business 

angels; however, the lack of exit-centeredness was more extreme than would have been 

expected on the basis of recent research which has highlighted the heterogeneity of the 

business angel population (Avdeitchikova 2008; Lahti 2011). 

In terms of the three suggested dimensions of patient capital – timescale, engagement and 

influence, and exit – we can draw three implications from this study. First, timescale 

matters, but in considering business angel attitudes to exit it is important to differentiate 

between intent and action (in terms of intent, business angels are more patient than their 

exit actions demonstrate in practice) and recognize variations in patience levels within as 

well as across investor categories. Second, engagement/influence and the practice of exit in 

the business angel context are more usually positive signals of investor-entrepreneur 

alignment, in the pursuit of long-term growth rather than short-term performance, than of 

conflict. Third, investor exit in angel investing is rarely driven by concerns over short-term 

performance, neither is it normally formally planned for. This has major implications for 

public policy: given the recent expansion in angel-led co-investment schemes as a means 

of leveraging public money into the early stage risk capital market without incurring the 

risks of trying to second-guess the market (Harrison 2018; Owen and Mason 2016), the 

impact and performance of such initiatives will be crucially dependent on the exit 

decisions made (or not made) by the angel investors leading these transactions. The 

general absence of a deliberate and conscious exit strategy among business angels, and the 

characteristics of angel investment as patient capital committed over the mid- to long-term, 

represent major challenges to the design, implementation and appropriate evaluation of 

effective policy interventions in this market. 

2.6 Exit as Planned Behaviour 

One implication of a cyclic approach to the investment process is that it implies that exit 

requires intention, a mental state that represents a commitment to carrying out an action or 

actions in the future and which requires planning and forethought. Given this concept of 

exit as an integral part of the investment cycle, Botelho et al (2017) examine how exits 

happen, what the motivations are to seek an exit and the extent to which they are 

opportunistic or planned. Their discussion of the exit process rather than just the event 

itself suggests that the exit process can be examined as an example of planned behaviour. 

The study is the first attempt to open the exit process ‘black box’, given the importance of 

exits to entrepreneurial ecosystems, to economic development through entrepreneurial 

recycling and to the debate over patient capital as discussed above. Botelho et al’s (2017) 

focus is on how angel investors exit investments that generate a positive return, defined as 

an outcome where the investor recovers all the original investment plus a premium. The 

emphasis on only on positive returns is justified on two grounds: first, exits with a positive 

return are a relatively rare outcome of angel investing (see section 2.6 below); and second, 



FINANCIAL EXITS: PERSPECTIVES, REGIONAL DEVELOPMENT AND POLICY INTERVENTIONS 

31 

investors will be much less involved, ceteris paribus, in a negative outcome than a positive 

exit (Burke et al. 2014). The theory of planned behaviour (Ajzen 1991) addresses 

behaviour where individuals have incomplete ability to exercise their own will and/or 

situations in which they have incomplete control of their behaviour. It proposes that 

volitional human behaviour is a function of the individual’s intention to perform the 

behaviour on the one hand and perceived behavioural control, their perceptions of their 

ability to perform a given behaviour on the other. Individuals’ intentions are determined by 

their attitudes towards the behaviour, subjective norms and perceived control over the 

behaviour. As a general rule, the more favourable the attitude and the subjective norm, and 

the greater the perceived control the stronger should the person’s intention to perform the 

behaviour in question. Further, the effect of all other cultural, environmental, biological, 

social and economic influences is hypothesised to be mediated by the theory of planned 

behaviour. In the only other application of this theory to the informal (angel) investment 

context it appears that attitudes, skill and experience are more important than investor 

demographics in the decision to make an informal investment, confirming the relevance of 

the TPB framework in explaining angel investment behaviour (Maula et al. 2005). 

Using data drawn from 14 exit case stories provided by seven UK-based investors, 

(Botelho et al. 2017) treat the TPB as an interpretative heuristic, where the ‘exit’ is the 

problem to be explained and TPB is the heuristic to explain that. In so doing they recognise 

that not all investors – angels, VCs and public sector – will necessarily display the same 

level of planning for exit, which constrains the generalisability of their findings and which 

has significant implications for public policy, which we address in chapter 6. 

Figure 2 Theory of planned behaviour 

 

Source: Ajzen (1991) 

In considering exit as a planned (or unplanned) behaviour, the following framework is 

applied (Figure 2). Botelho et al (2017) report the results of their analysis under four 

headings: attitudes to exit, whether strong or weak (the extent to which investors do or do 

not consider it highly, given that prior research highlights that angels do indeed think about 

the exit (Harrison et al. 2016; Mason and Botelho 2016); subjective norms, whether 

favourable or unfavourable (investor concern that others will approve/disapprove of exit 

behaviour, reflected in, for example, entrepreneur and wider social pressures (Collewaert 
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2012); perceived behavioural control, whether strong or weak (the extent to which 

investors believe in their ability to perform a given behaviour, in this case, exit, as 

reflected in the extent to which the investor was involved in the exit and how good the exit 

was); and intentions, which are shaped by attitudes, subjective norms and perceived 

behavioural control. 

Based on their analysis, Botelho et al. (2017) draw the following conclusions. First, on 

attitudes to exit, and notwithstanding evidence to the contrary from angel investors and 

angel group members (Mason and Botelho 2016; Mason et al. 2016), in the majority of 

cases (75%) investors exhibited a positive attitude towards achieving an exit. This was 

related to their desire to recover their investment and achieve a financial return: angel 

investing is not a hobby or an altruistic pursuit (Sullivan and Miller 1996; Wetzel and 

Seymour 1981). However, the results also show that external events can influence 

attitudes, and if investors believe that a focus on the exit is at the expense of attention on 

growing the business they may report neutral or negative attitudes to the exit. Second, on 

subjective norms, the influence of social pressure on the intention to perform a specific 

behaviour, in almost all of the exits analysed the importance of alignment between the 

investors’ interests and those of the entrepreneur was emphasised, whether the 

entrepreneur’s role was to enthusiastically support the exit or to passively go along with an 

investor-driven process. Although the attitude of the entrepreneur was the dominant social 

pressure, a positive pro-exit attitude from co-investors also shaped the investors; subjective 

norms. Third, on perceived behavioural control, this was measured as the extent to which 

investors reported that they were in control of the exit process and how difficult was it to 

attain the exit. Only in around half of the exits did investors report positive perceptions 

about their ability to perform the task, given the technical (legal and financial) issues 

involved and the time commitment required, suggesting this was the weakest influence on 

intentions and subsequent behaviour. Finally, on intentions, the immediate antecedent of 

behaviour, it is unsurprising that for the most part these were positive (as the behaviour – 

exit – had been performed). 

The overall conclusion of Botelho et al.’s (2017) analysis is that there is strong evidence to 

believe that a significant proportion of exits are indeed planned, but that opportunism still 

plays a significant part in the process. Even on the basis of a small sample of exits they 

conclude that exits occur in a variety of circumstances, for varying reasons and with 

varying outcomes, reflecting the heterogeneity of investors, differences in the 

characteristics of investee firms and the different contexts in which exits occur. Tentatively 

they suggest that exit performance, measured as average returns as a multiple of initial 

investment, is highest where angels had both the intention to seek an exit and adopted a 

proactive exit-oriented strategy. If supported by further replication research this conclusion 

has significant implications for government in deciding on the criteria for deciding with 

whom to partner as co-investors as they seek to enter the early stage risk capital market. 

2.7 Exits and returns 

 Despite the growth of angel investing and its importance in funding early stage ventures, 

rigorous investigation on angel returns has been limited, compared to studies on VC 

performance (e.g. Capizzi 2015; Mason and Harrison 2002; Shane 2008; Wiltbank and 

Boeker 2007), especially from a portfolio perspective. This is partly due to the inherent 

challenge of collecting data on angel investments (Mason and Harrison, 2002; 2008) and 

divergent opinions on how to measure returns (Capizzi, 2015). 
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2.7.1 The prevalence of successful exits by business angels 

Investing in early stage companies is high risk. This is illustrated by a survey of UK 

business angels who were asked to report the exits that they had achieved in 2016 (British 

Business Bank, 2017): 

• Written off: 45% 

• Less than a 1x return: 10% 

• 1x-5x return: 30% 

• 6x-10x return: 6% 

• 11x-15x return: 1% 

• Over 20x return: 7% 

Moreover, only a minority of investments achieve exits. 

• A survey of 18 Scotland based business angel groups and one based in Northern 

Ireland found that they had collectively made 37 exits which represent just 4% of their 

investments. The majority of groups – 12 of the 17 that provided data – had not made 

any exits. To some extent, this reflects the young age of many of the groups. Indeed, 

four of the five groups that have achieved exits were at least eight years old, with the 

three longest established groups accounting for 92% of total exits. Nevertheless, the 

vast majority of groups that were between five and eight years old had not made any 

exits (Mason et al. 2015; Mason et al. 2013).  

• 69% of the UK angels who responded to the British Business Bank (2017) survey had 

made no exits in 2016, 15% had made one exit, 9% had made two exits and 6% had 

made three or more exits. Half of the respondents did not expect to make any exits in 

the next 12 months. 

• Archangels – a leading Scottish business angel group that was founded in 1992 (and 

can therefore claim to be the oldest angel group in the world) - have invested in 80 

companies and have exited from just 18 since starting, fewer than one-quarter. Of the 

remainder, 23 companies were still active, 35 had failed and three were dormant 

(Kemp et al. 2017). 

• The New Zealand Seed Co-investment Fund – , a government fund that co-invests 

alongside angel groups – has invested in 133 companies since 2007, achieving 17 exits 

by June 2015 (NZVIF 2016). 

• The Northern Ireland Co-Investment Fund made 28 investments between 2011 and 

2015. They have achieved just one investment in this period while four investee 

companies have failed. (Invest Northern Ireland 2016). 

• Go Beyond, a European angel group based in Switzerland with members from 33 

countries, which began investing in 2008, has made 60 investments, achieving 4 exits 

and 5 failures, with 51 companies still in its portfolio (Go Beyond 2017). 

Moreover, as noted earlier, most exits are small. Gideon (2016) notes that over 45% of 

exits are less than $10m. Such investments may only generate returns of 1.5x or 2x (based 

on typical pre-money valuations of $2m, or even $2-$4m) – ‘singles’ and ‘doubles’ to use 

a baseball analogy: nevertheless, most business angels will regard this as a satisfactory 

return.  
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And in general exits take a long time to happen. In the case of Archangels, the average 

time taken to achieve an exit is 7.57 years. This reflects the young age of the companies in 

which they have invested (average of 2.02 years) (Mackenzie and Coughtrie 2016).  

It deserves to be emphasized that angel returns are highly skewed with only a minority of 

investments generating positive returns (Wiltbank and Boeker 2007). But this minority of 

successful exits are of critical significance in generating positive returns to an investor’s 

portfolio. This is underlined by the following examples. 

• Archangels has invested £95m in total. As noted above, it has achieved 18 exits, just 

22.5% of their investments. However, these successful exits returned £98.6m from an 

investment of £36.6m, a 3x return. (Total returns including dividends is £110m). 

£13.6m had been invested in the companies that had failed (15% of the total cash 

invested but 44% of the investments by number). £41.3m has been invested in the 23 

companies that are currently in the group’s portfolio (Kemp et al. 2017).  

• Go Beyond has invested CHF17.6m in 60 companies and already returned CHF15.7m 

in cash to its investors: 51 of its investee companies are still in its portfolio (Go 

Beyond, 2016). 

• The New Zealand Seed Co-Investment Fund, has invested NZ$38.2m in 133 

companies since 2007. Its exits have returned just NZ$4.5m. However, its portfolio of 

investee companies is valued on a conservative basis at NZ$33.2m (NZVCIF, 2016).  

2.7.2 Evidence on returns achied by business angels 

Notwithstanding different time-periods and geographical contexts, the small number of 

studies on returns to angel investing are remarkably consistent, finding that around half of 

all investments fail to generate a return while a minority of investments generate more than 

ten times cash return (Lumme et al. 1996; Mason and Harrison 2002; Wiltbank and Boeker 

2007; Vo 2013). However, the methods used to gather and compare angel returns data are 

highly problematic (Mason and Harrison, 2002), with low survey response rates, self-

selection and non-response biases and skewed results (Kollmann and Kuckertz 2009).This 

leads some commentators to claim that these returns are overstated due to survivor bias 

(unsuccessful investors are unrepresented in the samples), response bias (successful 

investors are more likely to respond) and recall bias (investors are more likely to remember 

and report successful investments) (Shane 2008). As a result, studies of angel returns may 

be subject to systematic, unreported and for the most part unacknowledged upward bias 

(Cochrane 2005; Cumming and Walz 2010), with Shane (2008, p.162). suggesting that 

“the returns on investments made by angels are not very high” (Shane 2008, p.162). The 

implication according to Shane (2008, page 161) is that “the typical angel investment does 

not perform as well as the typical investment in other asset classes”. 

However, the empirical literature on angel investment performance has generated a 

number of stylized factors which does seem to be systematically related to investment 

success (Mason et al. 2015). First, most successful investments are associated with the 

amount of due diligence undertaken by the investor and the familiarity of the investor with 

the sector (Wiltbank and Boeker 2007; Wiltbank et al. 2009). Second, follow-on 

investment are often less successful (Wiltbank and Boeker 2007; Wiltbank et al. 2009), 

often explained by the escalation of commitment hypothesis (Staw 1976). Third, deals 

which involve multiple investors often have higher returns (Mason and Harrison 2002), 

indicating the presence of social learning effect on behalf of investors (Harrison et al. 
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2015). Fourth, the involvement of venture capital funds in the investment tends to increase 

variance in outcome and thus be associated with more failures but also a greater number of 

larger exits (Wiltbank and Boeker 2007). Fifth, the impact on returns of the angel 

investor’s hands-on involvement in the business is less clear cut – this involvement may be 

less value-added than generally believed and, in keeping with the patient capital argument 

(see above), may be more equivocal in its role and purpose (Wiltbank 2009). Sixth, Mason 

and Harrison (2002, 2004) find no difference in the returns from technology and non-

technology-based firms, calling into question the dominance of technology-based firms in 

the discourse of both academic research and policy making. Finally, Vo (2013) notes that 

there is a positive relationship between distance and angel investment performance, with 

more distant investments generating higher returns. This is consistent with the hurdle 

effect, where investors impose a higher return requirement on distant investments to 

compensate for the costs associated with information disadvantages compared to local 

investors (Harrison et al. 2010).  

Gregson et al. (2017) review ten published studies which report on more than 100 

investment exits (Table 2.2). US and UK studies dominate the table, which is not 

surprising, given that most large angel groups and syndicates are located in these two 

countries. Two of the studies offer a range of IRRs rather than a calculated IRR. Sohl’s 

annual study of US angel investment activity (University of New Hampshire Centre for 

Venture Research), finds that IRRs range from 20% to 30%, but this research does not 

provide details of return calculations such as holding period for investments, the sample 

size, or the unit of analysis for the investment. Roach (2010) reported an investment failure 

rate of only 20%; lower than the rate of start-up failure in the U.S. The low failure rate and 

moderate but consistent returns (IRR range of 15-33%) suggest potential benefits to a 

diversified, portfolio approach to group-based angel investing. The DeGennaro and Dwyer 

study (2009) utilized a subset of the AIPP dataset reported in other studies, but the study 

restricted data to facilitate cash-based IRR calculations. This appears to have biased the 

data subset to higher returns investments; resulting in an average IRR of 69.9%.  

The remaining seven studies in Table 2 show a range of returns between 17.6 and 37.4 

percent, with an average IRR of 26.6%. The largest study, the 2007 Angel Investor 

Performance Project (AIPP), collected information from 539 angel investors who were 

members of 86 angel investor groups and who had experienced 1,137 exits from their 

investments. Over half the exits (52%) lost money (less than 1x return) while 7% of exits 

returned over 10x the original investment. Original IRR calculations for the AIPP data 

yielded an IRR of 27%. However, Wiltbank and Boeker (2007) calculated average return 

by weighting each investment the same, regardless of time to exit (an issue identified by 

DeGenarro and Dwyer, 2009). Revised calculations by Right Side Capital Management 

(RSCM 2010 ) used the average return multiple (2.6x) and the average holding period (3.5 

years), which yields an IRR of 31.4%; suggesting that the original approach 

underestimates IRR. Further analysis of the AIPP data finds that the top 5% of investments 

accounted for 57% of all return pay-outs.  
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Table 2 Summary of Investment Returns in Angel Studies (n>100 investments) 

Year of 

Study 

Author(s) Total 

Investments 

Exited 

Investments 

IRR 

2013 

US  

DeGennaro and Dwyer: 

"Expected Returns… by Angel 

Investors in Groups" 

588 419 69.9% 

2010 

US 

Roach: "Keiretsu Forum" 120 Unknown 15-33% 

2009 

UK  

Wiltbank: "Siding with the 

Angels“ 

1,080 406 24.6% 

2009 

US  

Band of Angels 200+ Unknown 18.0% 

2009 

US  

DeGennaro and Dwyer: 

"Expected Returns to Angel 

Investors"  

603 434 33.0% 

2008-

present 

US  

Sohl: "The Angel Investor 

Market in the US (Annual 

Report)  

Unknown Unknown 20-30% 

2007-

2012 

Italy 

Capizzi, : “The returns of 

business angel investments” 

553 143 17.6% 

2007 

US  

Villalobos and Payne: "Startup 

Pre-Money Valuation"  

117 117 24.3% 

2007 

US  

Wiltbank and Boeker: 

"Returns to Angel Investors in 

Groups" (AIPP) 

3,097 1,137 31.4% 

2002 

UK  

Mason and Harrison: "Is it 

worth it? The Rates of Return 

from Informal VC” 

372 128 37.4% 

Source: Gregson et al. (2017) 

The 2009 Wiltbank study, based on a survey of 158 UK-based angels, found a similar 

skewing of returns as in the 2007 AIPP study: 56% of exits failed to return capital and 9% 

generated more than 10x the capital invested. In this study, the original IRR was calculated 

at 22%. Revised calculations by RSCM (2010), using the same logic applied to the original 

AIPP data, used the average return multiple (2.2x) and the average holding period (3.6 

years), which yields an average IRR of 24.6%; again, suggesting that the original study 

calculation underestimates IRR. More evidence for the skewness of angel returns comes 

from Mason and Harrison’s 2002 study that showed 34% of exits at a total loss, 13% at a 

partial loss or break-even, and 23% showing an IRR of at least 50%. Only 10% generated 

IRRs in excess of 100%. Further analysis of Mason and Harrison’s data (RSCM, 2010) 

attempted to determine IRR by making assumptions on each of five original performance-

related data categories; yielding an average IRR of 37.4%. 

Despite the variation in underlying datasets and reported returns, Gregson et al (2017) 

draw a number of conclusions from these prior studies. First, angel investing appears to 

generate a relatively high IRR, at least comparable with, or possibly exceeding, published 

returns from venture capital. Second, the data on group-based investing, which is 

somewhat analogous to portfolio investing, suggests the potential for higher returns. Third, 

broadly speaking, larger datasets appear to generate higher IRR estimates. 
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2.8 Comparisons of VC and angel returns 

An issue of importance to both policy makers and academics is the comparison of VC and 

angel returns. Gregson et al (2017) point that comparisons between angel and VC returns 

requires caution, given differences in investment practices. While angels make their own 

investment decisions, VCs follow a limited partnership model: investors (i.e. Limited 

Partners: LPs) provide fund managers (i.e. General Partners: GPs) with funding, but have 

no say in investment decisions. GPs are under pressure to source deals in the early years of 

a fund and achieve returns within a finite time period (typically 10-12 years), requiring a 

high volume of potential deal sourcing (Gray et al. 2015; Gregson, 2014). VC is described 

as a ‘hits-driven’ business, where a few significant returns can offset losses from the 

majority of investments (Ball et al. 2011).  

One question is the extent to which ex-ante differences between angels and VCs affect exit 

returns. (Kerr et al. 2014) observe that angels engage in efficient selection and screening 

just as traditional VCs do, while (Cosh et al. 2009) find that angels invest in ventures that 

exhibit similar characteristics as those in which VCs invest. (Chemmanur and Chen 2014) 

argue that if researchers can control for the measure of value-adding activities of VCs and 

angels, then there should be no difference in an angel’s or VC’s portfolio exit rates. (A 

Schwienbacher 2009) argues that angels and VCs can both play value-adding roles, but 

that the key difference is that VCs have sufficient capital to refinance a company, whereas 

angels do not.  

Different ‘demand side’ dynamics between angels and VCs may also influence returns. 

VCs have shifted away from early-stage investing towards larger and later stage deals and 

tend not to invest in deals below around $3-4m (OECD 2011; Sohl 2012a) hence it is 

suggested that angel financing is chosen by entrepreneurs because VC financing is simply 

unavailable in the early stages of the firm (Hellmann and Thiele, 2015This pattern is also 

consistent with the pecking-order theory (Myers and Majluf 1984), which suggests that 

entrepreneurs seek financing in an order that minimizes ownership dilution, with internally 

generated funding preferred to external finance, debt financing preferred to equity (but 

typically unavailable for early-stage ventures), and angel funding preferred to VC.  

In terms of empirical evidence, the angel returns reported from prior studies (Table 2) are 

similar to VC returns in one respect, in that only a small percentage of investments 

generate the majority of liquidity. As Gregson et al. (2007) highlight, one key difference is 

the wider variation in reported VC returns compared to angel returns. This is a long-term 

trend. For example, (Bygrave and Timmons 1992) examined VC funds and found an 

average IRR based on net asset values of 13.5% for the years 1974-1989. By comparison, 

Chen et al (2002) examined 148 VC funds that had been liquidated before 1999 using 

Thompson Venture Economics (TVE) data set and found an annual average return of 45% 

(with a standard deviation of 115%). Analysis of data from the Thomson Financial US 

Private Equity Performance Index found that returns to early stage VC investments over a 

twenty-year period (1986-2006) were 20.5% (Cumming and Johan 2010). Total VC returns 

for this same period were 16.5%.  

This high variability in reported VC returns is attributed to a number of factors, including 

superior market timing abilities of fund managers during the harvest phase of the fund 

(Diller and Kaserer 2009), and exogenous factors, such as the economic climate for initial 

public offerings (IPOs), which may drive exit valuations (Ball et al. 2011).(Lerner et al. 

2007) suggest that VC fund performance is a good proxy for investor learning capacities. 

Other studies suggest that subsequent investments by an investor or group benefit from a 
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learning and experiential effect (e.g. Harrison et al. 2015; Wiltbank et al. 2009). Early 

stage ventures have a high failure rate. For example, (Headd 2003) suggests that the failure 

rate of new business is estimated to range from 24% to 34% after two years, approximately 

50% after four years, and approximately 60% after six years. However, angels seem to 

have fewer investments that lose money than VCs. Mason and Harrison’s (2002) study 

found that, compared to VCs, angels have fewer investments that lose money, a higher 

proportion of poor or moderately performing investments and a similar proportion of high-

performance investments. They suggest that angels are more concerned with avoiding bad 

Wiltbank and Boeker (2007) suggest that angel investors may positively influence their 

investment returns by increasing due diligence time, avoiding portfolios in unfamiliar 

industries, and actively participating with their portfolio companies at least two or three 

times per month. There are, however, significant issues of the directionality of causality in 

this research, and it is not clear whether higher returns are a direct result of these angel 

activities (DeGennaro and Dwyer, 2014). 

Goldfarb et al. (2009) find that angel and VC deals have similar success rates when the 

amounts involved are smaller, but that angel-backed companies are more likely to become 

‘living dead’ (c.f. Mason and Harrison 2002), with pure VC deals having a higher success 

rate when they involve larger sums. Echoing the implications of both the patient capital 

and horse-and-jockey arguments (Harrison et al. 2016; Mitteness et al. 2012), Goldfarb and 

colleagues conclude that entrepreneurs looking for more patient and less control-oriented 

investors seek angel financing whereas entrepreneurs looking for more managerial value-

adding choose VCs. 

In a recent study, Wiltbank et al. (2015) take a different approach to argue, in contradiction 

of Shane (2009) and others, that angel investment in the U.S. generates greater returns on 

capital than VC investment. The study is based on 3,160 private firms acquired by US-

quoted corporations between 1996 and 2006, differentiated into high capital-consumption 

firms, or ‘burners’, and low capital consumption firms, or ‘earners’ (Table 3). Angel 

investment is predominantly associated with earners and VC investment is concentrated 

with burners. Earners are more likely to fund growth with money from sales revenue and 

therefore require relatively less external investment. Although they take much longer to 

reach an exit for the investors, the returns are significantly higher than for burners. Burners 

use large amounts of equity capital to fund growth but this significantly reduces their rate 

of return in an apparent confirmation of the early exits thesis (Peters, 2009) discussed 

above. In summarizing their findings, Wiltbank et al. (2015) identify a strong 

‘diminishing’ effect of paid-in capital on valuations; in other words, additional capital 

beyond a certain point did not significantly influence total valuation of firms at time of 

acquisition. Their findings suggest the importance of ‘patient capital,’ commonly 

associated with angel investors (i.e. earners) and of company building activities over a 

longer time period and outwith the ‘high growth’ norms of PE investing, that may 

positively influence investment returns.  

Table 3 Comparing ‘Burner’ and ‘Earner’ Investment Returns 

 ‘Burners’ ‘Earners’ 

 high capital consumption low capital consumption 

paid in capital $25 million $95k 

average growth rate 366% 151% 

total cash out $58.1 million $23.5 million 

years held 7.0 13.4 
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return on capital 12.6% 50.7% 

Source: Gregson et al. (2017) 

2.9 Summary 

This chapter focused primarily on businesses angels who are by far the most important 

source of early stage finance. The vast majority of investors in entrepreneurial businesses 

are investing for capital gain. Hence, they require an exit event to realize these financial 

gains and make them available for reinvestment. This suggests that investors should adopt 

an exit-centric view of investing which considers the scope for the exit at all stages in the 

investment process. However, the evidence indicates that most business angels do not 

consider the potential for exit into account when considering whether or not to invest nor 

do they help prepare the business for an exit as part of their post-investment involvement. 

Most ibusiness angels can therefore be described as patient investors by default rather than 

intention. But the limited evidence available does indicate that the majority of their exits 

that occur are planned. Finally, only a minority of angel investments generate positive 

returns. Overall, returns are relatively high, but highly skewed. 
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3 Exit routes – evidence on how entrepreneurs 
exit their firms 

3.1 Introduction 

This chapter is largely concerned with venture capital-backed companies and considers the 

exit from the perspective of the entrepreneur.  First, we look at the preferred exit routes of 

investors and entrepreneurs . This raises the issue that the exit may be a potential source of 

conflict between entrepreneurs and venture capital funds. The advantages and 

disadvantages of different exits routes are then reviewed. Finally, the chapter highlights the 

importance of the exit for enabling entrepreneurs to reinvest in other entrepreneurial 

activities. 

3.2 Exit Intentions 

Whatever plans and strategies that entrepreneurs’ may have to exit from their ventures, the 

eventual exit routes taken may change on account of unforeseen circumstances. During the 

last ten years or so, the academic literature has explored common exit routes among 

entrepreneurs, as well as determinants of entrepreneurs’ choice of different exit routes. 

While it is sometimes assumed that exit routes will be more or less the same as the exit 

strategies envisions, empirical research refutes such a pattern by highlighting that (i) exit 

routes are often distinct from exit strategies envisioned, even if venture capitalists are 

involved, and (ii) exits are sometimes planned and carefully executed over a period of 

several years, but often also haphazard by acting on an opportunity for doing an exit or out 

of desperation due to sickness, age, interpersonal conflicts, or other personal reasons.  

The two fundamental exit routes for successful entrepreneurial firms backed by VCs are 

IPOs and trade sales. VCs typically invest in entrepreneurial firms for two to seven years 

prior to an exit event. A study by (Cumming and binti Johan 2008) examined the role of 

preplanned exits, legal conditions and investor versus investee bargaining power in the 

allocation of cash flow and control rights among VC funded ventures. A sample of 223 

entrepreneurial firms financed by 35 VC funds in eleven continental European countries 

over the period 1995-2002 was analysed, with the main findings that: 

• Exit is often preplanned as either an IPO or trade sale exit at the time of contracting. 

The 35 VC funds in the study had a preplanned exit in 31% of the invested firms. 

Preplanned trade sales were associated with stronger investor veto and control rights, a 

greater probability that convertible securities will be used, and a lower probability that 

common equity will be used. The converse was observed for preplanned IPOs. 

Preplanned trade sales increased the probability of the use of veto rights by around 

10% and the use of control rights with 5 %, compared to unplanned exits. 

• Preplanned exit strategies may influence contract formation between entrepreneurs 

and VCs through the allocation of control rights and cash flow. A primary reason why 

the preplanned exit strategy of VCs affects contracts is that, at the time of actual exit, 

VCs are financial intermediaries between the entrepreneurial firm and the new owners. 

The allocation of control rights is based on a trade-off between the enhanced 

credibility of foundational value in assigning the rights to the VC and the use of the 

entrepreneur’s superior information in decisions for which rights are assigned to her. A 

number of different VC and entrepreneurial firm characteristics can affect contractual 
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allocation of control and ownership rights, such as type of investor (capital or limited 

partnership), the industry and stage of development of the entrepreneur, the 

entrepreneur’s capital requirements, and economic conditions. See section 0 below for 

example of common contractual arrangements. 

Wang and Sim (2001) conducted an empirical study on the determinants of VC exit 

choices in Singapore using survey and interview data from 21 Asian VC firms that had 

made a total of 100 exits within the period 1990 to 1998. The results showed that family-

owned firms in high-tech industries tend to exit via IPO and that the total amount of 

venture financing and firm revenues were positively related to the likelihood of exiting by 

IPO. Looking specifically at a sample of 1,735 founder-manager entrepreneurs in the 

Swedish knowledge-intensive industries, Wennberg et al. (2010) developed a conceptual 

model of four distinct exit routes for individual entrepreneurs based on the level of success 

during the early stage of their firm (one to seven years) and whether the firm was sold or 

closed down: harvest sale, distress sale, harvest liquidation, and distress liquidation. These 

exit routes were defined as: 

• Harvest sale is defined as the sale of a highly performing firm and means that the firm 

continues while the entrepreneur exits as majority owneHarvest sale extracts some or 

all of the economic value from the investment. The sale of equity allows the 

entrepreneur to realize some portion of the firm’s wealth creation while allowing the 

firm to continue.  

• In a distress sale, the entrepreneur sells a poorly performing firm that is starting to 

generate losses before it accumulates further losses. Firm sale may be a preferred 

alternative to avoid bankruptcy or liquidation if the entrepreneur is unable to turn the 

situation around. 

• Liquidation refers to the termination of the firm and the distribution of the value of its 

assets to the owner/s and creditors. Harvest liquidation means that this occurs in 

profitable firms. Many reasons may exist for why entrepreneurs would choose harvest 

liquidation, for example desired career change or retirement. Reasons for harvest 

liquidation instead of sale of profitable firm might include aging or obsolete 

technology, inability to recognize a strategic buyer, or a capital-intensive firm with 

most of the value residing in marketable assets.  

• In a distress liquidation, entrepreneurs often choose to supply the firm with equity to 

avoid bankruptcy and instead liquidate it, sell the assets and pay off creditors since 

bankruptcy is associated with failure, which may stigmatize entrepreneurs.  

Wennberg et al. (2010) found large variation across the four exit routes and that 

entrepreneurs exit from both firms in financial distress and firms performing well.  

In particular, the study highlights the importance of earlier entrepreneurial experience 

which was found to be strongly associated with an exit by a harvest sale relative to both 

continuing the firm as well as relative to all other exit routes. Each year of experience 

increased the probability of harvesting the business relative to harvest liquidation by 1.61% 

in the sample, increased the probability of harvesting relative to distress sale by 3.65%, and 

increased the probability of harvesting rather than having to make distress liquidation by 

16%. The two last figures are particularly interesting since they support the relevance of 

separating different types of sales. Sale can reflect the ability of the entrepreneur to build a 

successful business and willingness to harvest its value, but a sale can also be a last resort 

to avoid an unwanted outcome. The study also showed that entrepreneurs whose firms that 
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start performing poorly tends to engage in failure-avoiding strategies, for example by 

injecting more equity in their firms or by taking an outside job to supplement their income 

It was found that taking an outside job decreases the probability of exiting through distress 

liquidation or distress sale. 

A US study by Arora and Nandkumar (2011) hypothesized that higher opportunity costs 

(in terms of better alternative job opportunities) among entrepreneurs will also trigger 

exits. The authors used a sample from the Corptech directory of 286 start-ups that entered 

the information security market (ISM) between 1989 and 2004. The start-ups were 

followed from the time of entry until 2004 or their exit (cash-out or failure). The authors 

developed and empirically tested a simple, formalized model in which entrepreneurs 

undertake riskier projects, because they have higher opportunity cost. In the empirical 

analyses, opportunity cost was proxied by years of work experience, wage in the founder’s 

industry (in 2004), and control variables for whether the firm was founded after the IT-

crisis 2000 and founder patents. The main findings were that: 

• High-opportunity-cost entrepreneurs will invest more aggressively, thereby increasing 

the chances of both cash-outs and failures. Entrepreneurs with high opportunity costs 

are both more likely to cash out more quickly and to fail fasteHigher opportunity-cost 

entrepreneurs are more impatient for success and willing to accept greater risks of 

failure in return.  

• Opportunity costs of entrepreneurship influence both success and failures. 

Entrepreneurs with high opportunity cost of entrepreneurship are both more likely to 

fail and more likely to succeed. The impact of opportunity cost is conditioned by the 

overall quality of the venture. For higher quality ventures, the chances of success climb 

faster with opportunity cost than with lower quality ventures. The reverse is true for 

failure: the chances of failure rise less rapidly with opportunity cost for higher quality 

ventures than for lower quality ventures. 

A recent study by Kammerlander (2016) examined the exit intentions for a sample of 1354 

owner-managers of Swiss SMEs, compared with 455 actual ownership transfers involving 

Swiss SMEs. Building on behavioural finance theories, the author investigated several 

antecedents influencing owner-managers’ non-economic considerations with regard to the 

intended pricing of the firm. The study focused on the firm sale exit strategy. The main 

findings were: 

• In accordance with behavioural finance theory, owner-managers pay attention to non-

economic considerations in their exit decisions such as high levels of affection to the 

firm. They are willing to compromise on the financial returns of an entrepreneurial exit 

in order to mitigate non-economic losses (e.g. firm failure or the lack of information 

and influence after an exit). 

• Owner-managers try to find the “best” successor rather than to maximize the 

transaction price. A high transaction price becomes a subordinate goal, and the owner-

manager is likely to sell the firm at a financial discount to a successor who will 

continue the firm’s operations in a way that the incumbent owner-manager perceives 

as desirable. 

• Owner-managers are willing to sell their firms at a discount to its actual market value 

which are rooted in non-economic, emotional considerations. Factors such as 

perceived firm performance, managerial tenure within the firm, and the relationship 

between the owner-manager and the successor enhance owner-manager’s willingness 
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to provide substantial discounts. Owner-managers consider selling their business at a 

30 % discount, with discount levels ranging from 11 % to 50 % depending on the 

expected exit path.  

Finally, a study by (Dehlen et al. 2014) investigated variance in the exit routes of family 

succession vs MBO among owner-managers of 613 SMEs in Germany, Switzerland and 

Austria. Analysing how both economic (signalling and screening) and non-economic 

factors (firm age) affect the choice of entrepreneurial exit routes, the authors found that 

owners prefer family succession and that the overall probability of external transfers was 

less than 25 %. 

3.3 Preconditions for a successful exit amongst venture-capital 
backed firms  

Venture capital is based on the industry logic of investing in selected high-risk ventures at 

an early stage, help develop these for a few years, and then exit their investment. 

Consequently, the time plan towards exit for venture-capital (VC) backed firms tends to be 

shorter compared to non-VC funded firms, and part of the investment decision (and re-

investment decision) of the investors.  

The question of when and how to stage the exit can easily lead to disagreement between 

the VC investors and the firm’s management. The objectives of VC investors and 

entrepreneurs may differ regarding exit strategy and timing. Typically, when exiting from 

the venture, VC investors need to end their relationship with the firm and to maximize the 

immediate value of their investment. Entrepreneurs also care about the exit return but they 

seek to preserve their private benefits as well (El Bouzaidi 2015). 

The academic literature has identified the following main exit routes for venture-capital 

backed firms: 

1. Trade sale/Acquisition: This is the most common exit route since it is faster and easier 

than an IPO. The shares may be sold for cash, for shares in the acquiring firm or a 

combination of the two. In some cases the buyer may impose an earn-out requirement. 

Since it usually generate an immediate or deferred cash payment, it increases owner 

liquidity. A share price is negotiation between the owners of the company and the 

acquiring firm. 

2. IPO: Initiation Public Offering (IPO) is an exit route often seen as highly attractive 

since it may yield the highest return on investment. However, the IPO market is highly 

cyclical in nature and in an economic slump for example, exit by IPO may be 

altogether impossible. 

3. Selling of investment to investment firm / private equity: This can be a quite common 

exit route when neither IPO nor acquisition is possible. This exit occurs in cases in 

which a portfolio company still needs assistance to prosper and allow new VC firms to 

help turn around struggling ventures. In an acquisition the acquirer is an industrial 

investor while in this case the company is sold to other VC firms that are financially 

motivated.  

4. Founder/management team buy-out of venture capital (MBO): In an MBO, the 

entrepreneur(s) will play the same role before and after the transaction while in an 

acquisition the acquirer may replace the founder-entrepreneur(s) with its own people. 

MBOs might be an option for companies in which the remaining management team 
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has sufficient skills and experience to continue to manage the company. MBOs are 

either debt or equity funded and the company value received from an MBO is typically 

less than what would be achieve through an acquisition. 

5. Write-off: where the investment is written off as a loss, the firm is liquidated or 

continues to be run by the entrepreneur or a new owner. 

6. Secondary sale: When one VC buys out another VC, which is a common exit strategy 

when VCs have different time horizons or need to reallocate their portfolio 

investments. In practice this type of exit is very similar to category (3) above. 

The VC exit stage is an important stage of the VC financing process because typically the 

entrepreneurial firms do not pay dividends, and the returns generated by the investments 

are realized at the exit stage. VCs typically raise their money in the form of a fund with a 

defined lifetime and invest in entrepreneurial firms for five to ten years before an exit 

event (El Bouzaidi 2015). VCs need to invest in, and exit from, their investee firms within 

a certain time period – usually in around five years – in order to be able to return profits to 

the investors in the fund and demonstrate a successful investment track-record to raise a 

further fund (Mason and Botelho 2016). This requires the exit to be planned and managed 

and that a portfolio of firms is concurrently managed in case some ventures do not develop 

according to plan, which will inevitably happen in many cases. 

The exit route in VC-backed firms is often pre-planned at the time of contracting 

(Cumming and Johan, 2008). The two fundamental exit routes for successful 

entrepreneurial firms backed by VCs are IPOs and trade sales.  

In a trade sale, both the entrepreneur and VC sell their shares to the acquiring firm and the 

entrepreneur is no longer the CEO. Entrepreneurs may seek to avoid this permanent 

removal from their firms, which explains why many may be reluctant to agree to a trade 

sale. In contrast, VCs are not likely to enjoy private benefits and are less actively involved 

in an investee firm that has been taken public (Cumming, 2008). Timing issues may create 

conflicts between the VC and entrepreneur. VCs are concerned about building a reputation 

for successfully growing and exiting companies and they may wish to exit on peaking 

stock markets to maximize the valuation (Eckermann 2006). Young VCs might rush their 

companies into early exits to quickly establish a track record (Gompers 1996) and to make 

new investments. The entrepreneur may wish to continue the VC process to receive further 

funding and support rather than exiting too early.  

In a recent article in the trade journal TechCrunch, Paley (2017) warns entrepreneurs that 

VC-backed start-ups face big pressures to perform and that VCs often compel inefficient 

companies to scale too early and quickly which lead to large failures. In another industry 

article, Forrest (2014) writes that founder-entrepreneurs usually do not appreciate VC 

funds’ incentive structures and that entrepreneurs should try to understand how the VC 

fund makes money to determine if it is suitable for the company. It is important to make 

sure that the entrepreneurs and VC have the same goals for the investment and to be aware 

of that the risk/return are different for entrepreneurs and VCs who have a legal 

responsibility to take into account the goals of the investors. VCs might push the 

entrepreneur to agree to an acquisition opportunity. 

A third type of exit strategy is management buy-out (MBO) in which members of the 

incumbent management team acquires a significant equity ownership (Bruining and 

Wright 2002; Howorth et al. 2004; Robbie and Wright 1996). Such buyouts range from 

small firms and divisions of large corporations to stock listed firms that are taken private. 
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Researchers have generally adopted an agency-based approach to buyouts, citing improved 

governance resulting from the incentive effects of concentrated ownership. In firms where 

ownership is largely based on current or new external investors (often in the form of 

private equity firms), the structuring of a buy-out involves the introduction of significant 

equity incentives for the managers involved, together with substantial external funding and 

active monitoring by investors. The main rationale for buy-outs has shifted from cost 

reduction and strategic reorientation in mature sectors to creating value in technology 

sectors through product development and innovation (Wright et al. 2001).  

The emphasis in buy-outs in the US has typically focused on the debt providers who 

provide substantial amounts of leverage while in Europe VC firms play a major role in 

funding buy-outs. MBOs backed by VC involve significant changes in a firm’s ownership 

composition, resulting in changes in strategy, organisational structure and entrepreneurial 

practices which may generate growth. 

3.3.1 Entrepreneurs’ and VC’s differing motives and priorities 

The selected exit route affects the entrepreneur’s ownership position after the VC exit 

stage. For example, in an IPO the VC investor(s) and other investors such as business 

angels sell their position while entrepreneurs may or may not sell, depending largely on 

whether they seek to remain in control of the firm or not, and whether their accumulated 

level of ownership dilution allow them to stay in control. However, in a trade sale exit, a 

new acquirer will buy the entrepreneur and VC investor positions, and both will exit the 

firm. Sometimes, the top management or part of the management team will stay in the firm 

after its trade sale. This may even be a precondition for the sale if there are strong reasons 

to believe that the managers’ tacit knowledge is vital for the firm – for example in terms of 

customer relationships. As entrepreneurs know that their private benefits of remaining in 

control of the firm are likely to be lost in the case of a trade sale exit, for those that seek to 

steer the long-term fate of their firm they are likely to prefer IPOs to trade sale exits, such 

as famous technology giants like Google, Facebook and Amazon (el Bouzaidi 2015; 

Schwienbacher 2008a; Smith 2005). 

These differences in motives and priorities are known by many entrepreneurs who may 

prefer to seek either commercial debt or government subsidies, debt, or government VC 

investments (GVC) to fund their firms, since GVC funds are often not limited in time (see 

section 0). The more heterogeneous preferences for exit among entrepreneurs compared to 

professional investors influence the type of financing entrepreneurs are more or less 

interested to consider.  

While founder(s) may often prefer IPO over trade sale, VC investors do not. Cumming 

(2008) studied the relation between VC contracts and exits with data on 223 VC 

investments in eleven European countries between 1996 and 2005. His findings suggest 

that stronger VC control rights increase the probability that a firm will exit by a trade sale 

rather than an IPO. For example, VC board control and the right to replace the founding 

entrepreneur as CEO are associated with a 30 % larger probability of a trade sale. 

For investors that seek to maximize their likelihood of an exit and minimize risk (but not 

necessarily profits, since IPOs can be immensely profitable) making large investments and 

writing contracts to implement control rights are important. Control rights give the 

investors the right to take a particular action as a residual right of control. It is likely that a 

VC that pre-plans a trade sale exit will seek stronger control rights in anticipation of a 

potential conflict of interests with the entrepreneur at the time of the sale. Effective control 
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rights include the right to replace the CEO, drag-along rights, redemption rights, and anti-

dilution rights (Cumming and binti Johan 2008).
2
 

VC control rights are relevant in the trade sale-versus-IPO exit decision because of the 

private benefits that the entrepreneur enjoys. For the entrepreneur, an IPO exit is the 

ultimate route by which to remain in control of the firm (El Bouzaidi 2015). Typically, in 

an IPO exit, VCs investors sell their holdings to new and diverse shareholders and the 

entrepreneur stays in the management of the standalone firm, thus preserving her/his 

personal benefits of control. Entrepreneurs are likely to obtain private benefits in an IPO 

through the gain in reputation associated with being the CEO of a publicly listed firm. 

Because of higher private benefits, an entrepreneur might prefer the IPO even when a trade 

sale is financially superior.  

The potential conflicting motives of investors and entrepreneurs give rise to a dilemma for 

founder-entrepreneurs who are still in control and have approached investors to further the 

development of their businesses. Popularized as ‘the founder’s dilemma’ by Noam 

Wasserman in a book and a series of papers, the dilemma accrues from the fact that as 

entrepreneurs seek to (and are often expected to or even contracted to by VCs) fulfil a 

series of important milestones to further the growth and development of their company, 

actually reaching those milestones increase the likelihood that they will eventually be 

ousted from the firm. In a paper, Wasserman (2003) describe these events using in-depth 

interview data and subsequently model the effects of reaching those events for founders’ 

staying in management, based on life histories of 202 US-based Internet firms. Wasserman 

finds that shipping products, having more investment rounds, raising more funds, having 

several different VC firms as investors (frequent tactical and sought-for milestones by 

entrepreneurs in their early stages of company growth) actually increase the likelihood of 

founders being forced to exit as CEOs.  

If the venture is less valuable to begin with, and/or the likelihood of a conflict in exit 

choice is higher, then the VC will seek and receive more control rights, which the 

entrepreneur will grant in order to get the firm financed. VCs with stronger control rights 

are better able to force the entrepreneur to agree to the trade sale while weak VC control 

rights might be associated with a greater probability of either an IPO or a write-off. If a 

successful firm is ready for an exit during a robust IPO market, then a conflict of interest in 

exit choice between a VC and the entrepreneur is unlikely. For problematic ventures in 

which VCs have weak control rights there is a higher likelihood of a write-off (Cumming 

2008).  

VCs that pre-plan trade sale exits and anticipate a potential conflict of interest with the 

entrepreneur may seek additional veto rights. Veto rights may be used as threat points in 

negotiation and could influence the exit outcome. Veto rights are passive rights that can be 

used to prevent certain actions taken by the Board of Directors and put to the shareholders 

for a vote. Veto rights typically cover issues relating to asset sales, asset purchases, 

changes in control and issuances of equity. Consistent with the theoretical work on the 

importance of bilateral moral hazard in shaping VC contracts, Cumming and Johan (2008) 

suggests that more sophisticated investors will have more control and veto rights and will 

use convertible securities for reasons of providing advice and monitoring to the investee. 

                                                 
2 Drag-along rights means that the holder can force the other stakeholders to sell their shares at the same terms 

as that which is being sold by the owner. The holder of redemption rights has the right to make the 

entrepreneurial firm redeem the shares as per the terms of agreement. The holder of anti-dilution rights is 

entitled to proportional equity allocations that maintain a constant equity ownership percentage in the firm. 
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The authors expect more sophisticated entrepreneurs to be financed with common equity 

and be faced with fewer veto and control rights imposed by the investors. 

Several firm characteristics such as industry, growth potential, capital needs and the size of 

the firm’s assets which for IPOs must meet minimum listing requirements can affect the 

choice of an IPO rather than a trade sale. Firms in industries with high market/book ratios 

have greater growth options and thus could be more likely to go public (Gompers and 

Lerner 1999). The new issued firms have to consider the cost of the preparation of 

obligatory legal and financial reports. Only those firms which are able to overcome the 

problem of information asymmetries faced by new shareholders and can shoulder the costs 

of listing will end up listed on a stock exchange (El Bouzaidi 2015). Stock market 

conditions are crucial for IPO’s VC-backed timing because they may determine the VC 

payoff. 

A major challenge for VCs is thus to handle the information asymmetry associated with 

the investment in young firms operating in new industries and having short historical data 

(El Bouzaidi 2015). VCs have a portfolio approach to investing and are seeking to 

maximize returns to the funds which typically is achieved by one or two very successful 

exits. As a rule of thumb, all of the returns come from 10-20 % of investments (Mason and 

Botelho, 2016). This in turn encourages an approach to investing in which the emphasis is 

on achieving large exits, typically through an IPO. These have been shown to generate 

superior returns and providing reputational benefits. However, IPOs are far less common 

in Europe than in the US. The IPO market is also very sensitive to general economic 

conditions, in booms the opportunities to go public are fairly good, but in economic 

contractions IPOs can be more or less impossible. And there has been a downward trend in 

the number of IPOs around the world over the past 25 years (Mason 2011; Weild and Kim 

2010). Hence, trade sales to another firm or investor (such as a private equity firm) are still 

by far the most common exit routes for VC-backed firms. What can be said of whether 

such exits are successful or not? Generally, VCs evaluate each investment from a portfolio 

perspective in that the one successful exit should generate 10 times the return on the 

money or more to pay for many unsuccessful investments. Huang and Pearce (2015) used 

interview data, a survey and an investment experiment with Silicon-Valley based investors 

to explain their trade-off between objective business viability data and subjective 

assessments of entrepreneurs in investment decisions as well as the likelihood of 

‘investment homeruns’ – i.e. generating 10 times to value invested or more. They found 

that investors were more likely to emphasize subjective assessments of entrepreneurs when 

making an investment, especially if objective business viability was difficult to validate.  

3.3.2 Empirical studies on Entrepreneurs’ exit contracting with VC 

The majority of work in VC contracting is based on empirical data from the US. However, 

US tax laws significantly biases the choice of contract structure towards convertible 

preferred equity. The most notable institutional differences between Europe and the US, in 

terms of private investor contractual governance, is the use of convertible securities in the 

US which is explained by tax considerations (Cumming and Johan, 2008). 

In a study based on survey data with a sample of 171 VCs, Schwienbacher (2008b) 

compared VC investments between US and Europe. The result show that convertible 

securities are used to a significantly larger extent in the US suggesting that VCs in the US 

engage in more monitoring and use a more hands-on approach to their portfolio firms. The 

authors also find that the duration of exit stage is longer in Europe and argue that this result 
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is likely to be driven by the difference in exit market liquidity, where the European exit 

market is less liquid.  

Most entrepreneurial businesses do not offer the growth potential to be of interest to VCs. 

There are several reasons for why those entrepreneurs who might be of interest to VCs 

may be reluctant to apply for VC financing. The emotional attachment of the founder/s to 

the firm might affect the decision whether to seek VC funding or not. Previous literature 

suggests that family firm owners may be averse to giving away control over the family 

business to outsiders, which may, in turn. affect their attitudes towards external investors 

such as VCs. Another factor that may have an adverse effect on entrepreneurs’ willingness 

to apply for VC funding is the appropriability hazards toward the technology of 

entrepreneurial companies, and the related fear of expropriation. This fear might 

discourage promising new tech start-ups from seeking VC funding (Ueda 2004). A third 

factor is that entrepreneurs might fear that VCs will intrude in the firm’s management. 

Entrepreneurs and VCs might have different strategic visions of the company which may 

lead to conflicts in which the entrepreneur wastes time and energy instead of focusing all 

the effort on the firm performance (Hellmann 1998). 

3.3.3 Summary of exit routes among venture-capital backed firms  

To summarize, the main exit routes available for VC-backed firms are acquisition (trade 

sale), IPO, selling of investment to investment firm /private equity, founder/management 

team buy-out of venture capital (MBO), and write-off/liquidation. The literature suggests 

that: 

• The two fundamental exit routes for successful VC-backed entrepreneurial firms are 

IPOs and trade sales.  

• VCs’ and entrepreneurs’ objectives may differ regarding exit strategy and timing. Both 

the entrepreneur and VC care about the financial return of the exit but VCs need to end 

their relationship with the firm and to maximize the immediate value of their 

investment while the entrepreneurs seek to preserve their private benefits as well. 

• The selected exit route affects the entrepreneur’s ownership position after the VC exit 

stage. Entrepreneurs who want to keep some ownership control and private benefits are 

likely to prefer IPOs to trade sale exits.  

• It is likely that VCs that pre-plan a trade sale exit and anticipate a potential conflict of 

interest with the entrepreneur at the time of the sale may seek stronger control rights 

and additional veto rights. Stronger VC control rights increase the probability that a 

firm will exit by a trade sale rather than an IPO. VCs with stronger control rights are 

better able to force the entrepreneur to agree to the trade sale. Veto rights may be used 

as threat points in negotiation and could influence the exit outcome. 

• VCs have a portfolio approach to investing and are seeking to maximize returns to the 

funds which typically is achieved by one or two very successful exits. As a rule of 

thumb, all of the returns come from 10-20 % of investments. This encourages an 

approach to investing in which the emphasis is on achieving large exits, typically 

through an IPO. 

• The IPO market is very sensitive to general economic conditions, in booms the 

opportunities to go public are fairly good, but in economic contractions IPOs can be 

more or less impossible. These cyclical trends in IPOs are superimposed on long-term 
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decline in the number of IPOs. Trade sales are by far the most common exit routes for 

VC-backed firms. 

3.4 Consequences of different exits for the founder-
entrepreneur(s) and investors 

The main exit routes for VC-backed firms identified in the academic literature are 1) IPO, 

2) trade sale/ acquisition), 3) buyback or MBO, 4) independent sale to another VC/ 

investment firm, and 5) write-off. For non-VC funded firms, family succession is another 

common exit routes which does exist but is very rare among VC-funded firms. The 

academic literature has identified several potential consequences of these exit routes for 

founder-entrepreneur(s) and to some extent also for investors. We here summarize those 

consequences and discuss how they may shape the preferences for exit route for the 

founder-entrepreneur(s) and the investor.  

IPOs and trade sales are risky and complex exit strategies, but offer potentially high returns 

(DeTienne and Cardon 2012). In high-growth ventures – often technology based – an IPO 

or trade sale is often the ‘final step’ for founder-entrepreneur(s) to obtain significant 

financial rewards for their entrepreneurial endeavours, and is even more important for 

investors. 

In the US, high-tech firms have increasingly used stock options to attract and retain key 

employees. Heavy equity participation of top managers and technologists implies that exit 

events attenuate the financial constraints of many high-potential entrepreneurs and that the 

financial gains of these events have extended to a larger group of insiders (Stuart and 

Sorenson 2003). The financial gains for exiting entrepreneurs make it possible for them to 

become business angels, to invest in and found new ventures which will benefit both the 

individual entrepreneurs and the economy. IPOs and acquisitions allow exiting 

entrepreneurs to join a team already in the process of developing a business plan to exploit 

a risky new opportunity. 

Based on the literature reviewed, we can summarize the generic stylized consequences of 

the various exit routes for the founder-entrepreneur(s) and investor as: 

1. Exit by IPO 

• Commonly regarded as the most profitable exit route 

• Generate funds for firm growth 

• Entrepreneurs can regain corporate control and keep non-financial benefits 

• Prestige and reputation for both the entrepreneur and VC 

• Generate fewer conflicts between the VC and entrepreneur 

• Going public is expensive. It can cost hundreds of thousands of dollars and is therefore 

only a possibility for large firms 

• Subjecting the company to new rules and regulations by governing bodies like SEC 

• A negative outcome of an IPO compared to a trade sale is that the VC does not achieve 

instant liquidity. Gradual exit may be legally required by a lock-up agreement with the 

IPO underwriters or securities laws 
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1. Exit by Trade sale/Acquisition 

• Normally immediate, full or partial liquidity to both the entrepreneur and VC 

• Entrepreneurs lose corporate control and non-financial benefits 

• Attractive for VCs since it provides immediate payments in cash or marketable 

securities and since it ends the VC’s engagement in the portfolio firm promptly 

• Mergers between dissimilar organizations can lead to conflict at acquired company 

• Acquisition by a dissimilar organization may induce turnover of senior-level personnel 

at the acquired company  

1. Exit by Secondary purchase 

• Relatively low risk of conflict 

• The entrepreneur maintains his/her position 

• The VC receives immediate cash 

• Allows the VC to turn around struggling companies that are unable to do an IPO or 

acquisition exit 

• Occurs in cases in which the company still needs assistance to prosper 

1. Exit by Independent sale 

• A relatively low-risk exit strategy: if the entrepreneur does not sell in the market, the 

entrepreneur has wasted few resources 

• Relatively simple: the entrepreneur typically contacts a business broker who markets 

the company to other individuals 

1. Exit by Buy back 

• Usually considered as a “back up” exit route 

• The entrepreneur’s control increases by eliminating the VC as a shareholder 

• Requires the entrepreneur to dispose additional capital to buy out the VC 

• The VC cannot expect to receive a high price if it decides on a buy back  

1. Exit by Family succession 

• Family succession allows existing entrepreneur to remain continually engaged in the 

firm due to family ties. This may enhance long-term firm value by preserving 

knowledge held by family members but could also lead to inefficiencies by sticking to 

what worked in the past 

• Firms that exit by family succession tends to exhibit higher survival rates than firms 

that exit by trade sale to outside investors, but at the potential cost of lower growth and 

profitability 
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3.5 How can entrepreneurial exit affect the founder-
entrepreneur(s) and the investor? 

While the academic literature has investigated the importance of exits for entrepreneurial 

companies and the regions in which they operate, there is less extensive evidence on the 

question how exits affect the behaviour and career path of exiting entrepreneurs and their 

investors. There is much anecdotal evidence – and a few studies – showing entrepreneurs 

using their funds and time to invest in other businesses or starting new firms on their own. 

If such a pattern becomes sufficiently prevalent it could spur the development of 

entrepreneurial ecosystems (Brown and Mason 2017). For investors, receiving liquidity 

from successful investments will increase their motivation to make further investments 

(Söderblom 2012). Successful investments – perhaps in particular IPOs or international 

trade sales with high valuation –also signal to international investors that a particular 

region or country is a good investment opportunities. The latest decade’s development in 

Germany (particularly Berlin), Finland (Helsinki and Tampere) and Sweden (in particular 

Stockholm) are but a few examples. However, the academic literature has not yet 

examined precise theoretical mechanism whereby investors ‘flock’ to such regions, or how 

less entrepreneurial regions come to grow into ‘entrepreneurial regions’. 

One study by (Cumming et al. 2016) examined where the founders go when they exit start-

ups they have founded, distinguishing if they go on to found another venture, become 

business angels, or turn to more regular employment. The analysis was based on a sample 

of 243 founders in 111 VC-backed start-ups in the US. The results suggest that VC 

investments have positive externality effects in which VC-backed ventures that generate 

substantial returns to the founders give rise to future entrepreneurial activities. However, 

these results only seem to hold for serial entrepreneurs where the founders had previous 

start-up experience rather than for first-time entrepreneurs. Experienced founders who exit 

from VC-backed ventures are likely to continue to pursue entrepreneurial activities in 

terms of starting new ventures as serial entrepreneurs or becoming business angels. 

A well functioning exit market is vital since exits provide business angels and VCs with 

both the financial liquidity and the motivation to make further investments. For regions 

and countries, this makes it possible to attract further investors by demonstrating the ability 

to make a financial return (Mason and Botelho, 2016). A lack of exits constrains the re-

investment process through its adverse impacts on investor liquidity and motivation. In a 

multiple case study, (Mason and Harrison 2006) found suggestive evidence that exits are 

likely to set off a process of entrepreneurial recycling in which members of the 

entrepreneurial team reinvest their newly acquired wealth, accumulated experience and 

time in other entrepreneurial activities, including starting another company, becoming an 

investor, mentoring and involvement in entrepreneurial support organizations. 

A recent report by (Skog et al. 2016) notes that Sweden has seen a revival of Internet-

related businesses since the dotcom crash and that the dotcom boom has caused an increase 

in the informal venture capital market. An example that the authors discuss is how the 

prominent business angel Jane Walerud, who was active during the dotcom boom, was an 

early-stage investor in Klarna. The example demonstrates how the capital, technology and 

networks from the IT boom have positively affected the conditions for the next generation 

of start-ups. Skog et al. (2016) write that entrepreneurs who became wealthy during the IT 

boom have become business angels and that key individuals from that era seem to have 

continued to stay engaged in the Swedish start-up scene through founding or investing in 

new firms.  
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A relatively large literature argues that serial entrepreneurship is important for economic 

growth and job creation and argue that serial entrepreneurs learn from their previous 

entrepreneurial experiences to create gradually better ventures (e.g. Stam et al. 2008). 

Investors are attracted to serial entrepreneurship since the latter’s experiences signals high 

levels of general and entrepreneurial-specific human capital, and serial entrepreneurs are 

expected to have better managerial and technical skills, better social networks and be better 

equipped to take advantage of business opportunities (Amaral et al. 2011). Some empirical 

evidence from the UK suggests that serial entrepreneurs are more likely than novice 

entrepreneurs to continue in entrepreneurship by acquiring a new firm (Flores-Romero 

2006; Flores-Romero and Blackburn 2006). A potential explanation is that serial 

entrepreneurs may have implicit entrepreneurial skills that novice entrepreneurs lack, for 

example better business expertise and managerial skills (Flores-Romero and Blackburn, 

2005). 

3.6 Summary 

This Chapter has reviewed the evidence on how entrepreneurs and investors exit from 

firms. The usual exit route for firms that are performing well are as trade sale and IPO.  

Other options include secondary purchase, independent sale, buy-back and family-

succession. Each of them has advantages and disadvantages for the entrepreneur and 

investor. The preferred exit route for venture capitalists is a trade sale. The exit therefore 

has the potential to be a source of conflict between the venture capitalist and the 

entrepreneur. The exit provides the opportunity for the entrepreneur to engage in further 

entrepreneurial activity. 
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4 The implications of entrepreneurial exits for 
regional growth and development 

4.1  Introduction 

Entrepreneurial exits impact on regional development in three ways. The first arises from 

the outcomes of the exit on the company. Entrepreneurial exit by necessity has 

implications for the company affected. These can be positive or negative, or a combination 

of the two. For example, firms that are acquired will benefit from the injection of new 

capital and management and access to the resources of the acquiring company which might 

be expected to boost growth, New management can also bring about an injection of new 

entrepreneurial zeal (Nordqvist et al. 2013). Similarly, an IPO will inject new capital into a 

business to support further growth. However, an acquisition may have negative outcomes. 

If the motivation for the acquisition is to access intellectual property and other intangible 

assets then the business may be closed and the intellectual property moved to the location 

of the acquiring company to be commercialised. Or the some or all of the firm’s activities 

may be relocated. This is often a particular concern of family enterprises on account of 

their strong connections to their locality (Salvato et al. 2010). Whatever is the outcome on 

the company this will have an impact on the region in which the firm is located. The 

second arises from the subsequent activities of the individuals involved in the company 

that has experienced an exit. The entrepreneurs, senior management team and other 

shareholders – who may recycle their financial gains and leaning in other entrepreneurial 

activities. Here again this will impact on regional development. And third, entrepreneurial 

exits have an impact on the regional entrepreneurial ecosystem which influences future 

start-up activity. The structure of this chapter will follow these themes. But it needs to be 

noted at the outset that the relevant literature is limited. 

4.2 The outcomes of the exit on the company and region 

The impact of entrepreneurial exits on regional development is dependent on the 

subsequent performance of the business following its exit event. Most of the research on 

the impact of acquisition has been focused on large public companies. There is a lack of 

studies on what happens to firms that experience an exit after the entrepreneur(s) have left 

for new owners. There may be positive effects if the new owner lets the acquired company 

develop as a stand-alone entity. How is the firm’s employment and productivity affected 

long-term? Does the firm remain in the region or is it relocated within the country or  

It is natural that public co-financiers (in the case of GVC funds, both regional and national 

funds) have a strong hope that public investment funds will lead to new jobs and 

strengthen business competitiveness. Hence, whether a post-exit company (i) stays in the 

region; (ii) moves to another region or (iii) moves to another country will play a major role 

in how the exits are perceived by authorities. If the company in question is strongly linked 

to other local businesses, then the outcomes of a move could be even more negative (Stam 

2007). A move may, of course, be rational from the point of view of the company (skills 

supply, market proximity, knowledge integration with the acquiring company, etc.) 

(Maksimovic et al. 2011). Regardless of whether the company develops positively in its 

new form (i.e. as a subsidiary or integrated into a larger enterprise) and location, it is hard 

to believe that firm migration outside the region or country of original would be considered 
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particularly successful from a regional perspective (Bertrand et al. 2012; Henrekson and 

Jakobsson 2012). 

Most evidence to date regarding the post-exit development of firms is limited to firm- and 

plant-level data looking at the firm-level or regional-level impact of acquisitions, but 

without knowing whether this acquisition was trigged by an entrepreneurial exit or by an 

incumbent firm selling off one of their plants. Some older US evidence on the acquisition 

of large (250 employees or more) firms during the 1980s and 1990s indicate that acquirers 

tend to sell 27% and close 19% of acquired plants within three years of the acquisition, 

especially in industries in which asset values are increasing, and in industries in which the 

acquirer does not have a comparative advantage (Maksimovic et al. 2011). 

Acquisition might be expected to result in the growth of the acquired company. First, the 

motive of companies being acquired is typically to overcome a range of barriers that are 

preventing them from reaching their aspirations - in other words, they are often 

approaching or have reached a ‘glass ceiling’ (Davenport 2009; Hopkins 2014). A second 

reason why acquisition by larger firms might be expected to promote their growth is on 

account of their ownership advantages, management skills, international networks and 

linkage to knowledge. A Swedish study using micro level longitudinal data finds that the 

existence of positive impacts on growth depends on the nationality of the acquiring firm. 

Acquisition by Swedish MNEs significantly improves the employment growth of the 

acquired firm, but not its sales. Acquisitions by foreign MNEs and Swedish domestic 

companies were not found to have any significant effects on either employment or sales 

growth. (Xioa 2015).  

A UK study of the effect on SME takeover on regional productivity finds that the more 

productive SMEs are more likely to be taken-over, although the effect is weaker in 

peripheral regions than in core regions (Foreman-Peck and Nicholls 2013). Takeovers also 

increased the chances of SMEs closing. But this is more likely in core regions than in 

peripheral regions. In Foreman-Peck et al’s study, takeovers raised productivity after 

acquisition but less than for the most productive SMEs. 

One of the few studies that has addressed this issue is by Carpentier and Suret (2014). 

They examine the exit of venture capital backed new technology firms in Canada. They 

find that most are sold to foreign – mainly US companies – with the acquisition motivated 

by strategic considerations. This has two adverse consequences for economic development. 

First, the majority of the NTBFs that are acquired by foreign firms are either migrated to 

the US by their new owner or are simply absorbed into the acquiring company. In either 

case they disappear from the Canadian economy. In the other cases the acquirer only 

maintains a small part of the bought-out firm’s activities in Canada, leaving only the R&D 

function and eliminating head office, sales and finance and production functions. This 

leaves a truncated business. They conclude that foreign trade sales have systematic 

negative effects on local economic development. And as these are driven by venture 

capital funds seeking exits they further conclude that the venture capital industry in 

Canada, including Government Sponsored Funds, is a significant source of migration of 

promising new technology based firms to the USA. However, it is not clear the extent to 

which these conclusions are generalisable. The Canadian and US economies and closely 

integrated. Contrasting evidence from Sweden, albeit now quite dated, found that foreign 

acquisitions had overall positive effects, in these cases likely because the acquiring 

company let the acquired SMEs retain their autonomy (Dahlstrand 2000). 
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A detailed study of acquisitions of Scottish companies (Hopkins 2014) found that 

acquisitions of Scottish companies can and does lead to additional benefits being created 

within Scotland, both for the firm and the wider economy. There were three principal 

motivations for acquisitions: to facilitate growth, to enable a management exit and to 

provide a return for investors. Each of these factors has acted as a trigger point for growth. 

It highlighted that inward acquisitions of Scottish companies can and do bring additional 

benefits to companies and the wider economy through growth in jobs, turnover, growth in 

the supply chain, investment in plants and machinery as well as staff. All of these benefits 

were above what the company would have been able to provide had it remained 

independent and may not have been able to provide through organic growth, certainly not 

at the same pace. One of the reasons the inward acquisitions in this study have proved to 

be more beneficial, not just for the company but the economy, is because the acquired 

Scottish companies have been embedded within Scotland. This is because in many cases 

the motivations of the buyer was to access the network of skills, public agency support, 

available expertise, and infrastructure, access to the Scottish and UK markets. These 

features lent themselves to an outcome which retained the company in Scotland post-sale. 

However, these benefits have to be balanced against the evidence that only around one in 

two Scottish companies that are acquired remain active post-acquisition. 

In contrast to high-tech firms that may strive for an IPO or acquisition exit, for family 

firms the founder-entrepreneur(s) usually try to exit through family succession or 

independent sale of the firm to outside owners. For example, (Wennberg et al. 2011) 

followed 3280 Swedish family-owned businesses with 10 or more employees during 1997-

2017, identifying which firms were sold to outside owners and which were transferred to 

new owners in the family. Comparing similar firms that were either kept in the family or 

sold to new owners, they found that firms with new owners tended to experience a drop in 

sales and financial performance (measured as earnings before interest and taxes, EBIT) 

which subsequently turned around and was higher among the firms with new owners after 

3–5 years (see Figure 3). However, firms with new owners were also more likely to fail 

and be closed after ownership transfer, compared to the firms that were kept in family 

ownership.  
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Figure 3 Growth in EBITA (top) and growth sales (bottom) for intra-family transfers and external transfers 
(from Wennberg et al.2011) 

 

Source: Wennberg et al. (2011) 

Another comprehensive study by (Bennedsen et al. 2007) studied family firms in Denmark 

where the founder-CEOs was succeeded by either a child or an outside manager, but where 

ownership did not necessarily switch hand. Also this study showed that outside managers 

tended to outperform family business managers in terms of realizing higher profitability in 

the firms. 

4.3 The outcomes of the exit on the individuals associated with 
the companies 

Entrepreneurial exits – by definition – involve the departure of the entrepreneur(s) from the 

business. This may happen at the time at which he ownership of the firm changes, or soon 

after. Some members of the management may also leave. Outside investors will also sever 

their connection with the company once their shares are bought by the new owner. Positive 

impacts on regional development will occur if these individuals re-engage with the 

economy through what Mason and Harrison (2006) have termed entrepreneurial recycling. 

This process was captured by Mason and Harrison (2006) in an in-depth study of the trade 

sale of five Scottish technology companies. The focus was on what the entrepreneurs did 
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after selling their companies. The case studies revealed that each of the entrepreneurs 

recycled both a proportion of the wealth that they had generated from the sale and also the 

learning and knowledge that they had acquired in a variety of new entrepreneurial 

recycling processes, including starting new businesses, becoming business angels and 

establishing entrepreneurial institutions that enriched the entrepreneurial ecosystem, 

including venture capital funds and entrepreneurial support organisations. Moreover, most 

of the businesses had two or more entrepreneurs and they each tended to separately 

undertake their entrepreneurial recycling activities which magnified the regional economic 

impact. 

The study therefore demonstrates that there can be a very significant positive dimension to 

trade sale that arises through the process of entrepreneurial recycling in which the financial 

wealth and learning which has been created by the growth of an entrepreneurial business is 

released through an exit event, enabling it to be recycled. This results in an enriching of the 

entrepreneurial ecosystem and deepening the entrepreneurial culture. 

There are few other studies that examine how exits affect the behaviour and career path of 

exiting entrepreneurs and their investors. One study by Cumming et al. (2016) examined 

where the founders go when they exit start-ups they have founded, distinguishing if they 

go on to found another venture, become business angels, or turn to more regular 

employment. The analysis was based on a sample of 243 founders in 111 VC-backed start-

ups in the US. The results suggest that VC investments have positive externality effects in 

which VC-backed ventures that generate substantial returns to the founders give rise to 

future entrepreneurial activities. However, these results seem to hold for serial 

entrepreneurs where the founders had previous start-up experience rather than for first-time 

entrepreneurs. Experienced founders who exit from VC-backed ventures are likely to 

continue to pursue entrepreneurial activities in terms of starting new ventures as serial 

entrepreneurs or becoming business angels. 

A relatively large literature argues that serial entrepreneurship is important for economic 

growth and job creation and argue that serial entrepreneurs learn from their previous 

entrepreneurial experiences to create gradually better ventures (e.g. Stam et al. 2008). 

Investors are attracted to serial entrepreneurship since the latter’s experiences signals high 

levels of general and entrepreneurial-specific human capital, and serial entrepreneurs are 

expected to have better managerial and technical skills, better social networks and be better 

equipped to take advantage of business opportunities (Amaral et al. 2011). Some empirical 

evidence from the UK suggests that serial entrepreneurs are more likely than novice 

entrepreneurs to continue in entrepreneurship by acquiring a new firm (Flores-Romero 

2006; Flores-Romero and Blackburn 2006). A potential explanation is that serial 

entrepreneurs may have implicit entrepreneurial skills that novice entrepreneurs lack, for 

example better business expertise and managerial skills (Flores-Romero and Blackburn, 

2006).  

Exits are also critical for investors. First, it gives business angels and VCs both the 

financial liquidity and the motivation to make further in the same region (Söderblom 

2012). Second, investment success enables them to raise further finance from investors. 

Angel group gatekeepers note that a long period without exits creates investor fatigue and 

a reluctance to make new investments through its adverse impacts on investor liquidity and 

motivation. Conversely, liquidity events encourage both the recycling of gains by existing 

investors and by demonstrating the ability to make a financial return attracts new investors. 

Skog et al. (2016) notes that a sizeable fraction of Swedish entrepreneurs who became 
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wealthy during the IT boom have become business angels and that key individuals from 

that era seem to have continued to stay engaged in the Swedish start-up scene through 

founding, and/or investing in new firms or becoming part of the top management team.  

The Scottish acquisitions study (Hopkins, 2014) takes a broader perspective on the 

recycling that is triggered following acquisition: 

1. Financial  

• With the deal, entrepreneurs who have exited companies have gone onto re-invest their 

return, across more than one company. 

• Throughout the lifetime of the company, financial benefits have come via salaries, tax, 

supply chain, etc. which have rippled out into the wider economy  

• Acquisition has led to additional benefits being paid to staff, which are then invested 

amongst the local economy through retail and services  

• Growth in the supply chain, with the subsequent impacts in the local economy  

1. Knowledge  

• Engagement with new practices, methods and companies at a global level has given 

Scottish leaders experience and skills previously unavailable.  

• Entrepreneurs who have exited companies have gone onto share their learning and 

experiences with multiple companies. Without their exit this knowledge could have 

been restricted to one single firm.  

• Employees of Scottish companies have been able to experience working practices in 

other nations, enhancing their skills and abilities, to increase their earnings elsewhere.  

1. Individuals  

• Staff who have worked within a company who has grown and through that, have a 

range of experiences which they can bring to enable future growth of the company or 

to apply in another company, potentially in starting one up.  

• Entrepreneurs within Scotland who have started up businesses with a specific focus on 

products and services, to sell them on and then go back and work on establishing a 

further product and service 

1.  Reputation  

• Sales and acquisition activity involving Scottish companies has raised the profile of 

Scotland, and its firms in certain sectors at an international level, which may lead to 

further investment opportunities 

4.4 The outcomes of the exit on the regional entrepreneurial 
ecosystem. 

Changing the focus from companies and individuals to regions also demonstrates that exits 

can stimulate further entrepreneurial activity. In a large statistical study investigating 

regions across the United States but focusing on the biotech industry in particular, Stuart 

and Sorenson (2003) analysed how the creation rate of new biotech firms in the US in 

relatively small geographic areas varies with the recent occurrence of liquidity events 
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(IPOs and trade sales) in the industry. They found that IPOs and cross-industry trade sales 

of biotech firms accelerate the founding rate within the local area, and that post-

employment non-compete covenants strongly moderate these effects. IPOs and cross-

industry trade sales experienced by established organizations may thus bring about positive 

externalities in terms of new ventures being founded. By enabling the liquidation of equity 

holdings, these events provide the financial resources and credibility that together enable 

employees to pursue latent entrepreneurial initiatives. Successful liquidity events also 

project signals of the viability and wealth-generating potential of a type of business in a 

given place. Witnessing IPOs and cross-industry trade sales may also induce nascent 

entrepreneurs, particularly those in close proximity to the principals of the affected firms, 

to begin the resource mobilization process to form a new venture. Interestingly, Stuart and 

Sorenson’s (2003) analysis also indicated that urban areas in states that refuse to enforce 

non-compete covenants (such as California) appear to experience higher rates of new 

venture formation in the biotech sector than do states that side with employers in the 

enforcement of these contractual provisos (such as Massachusetts).  

A related study by Pe'er and Vertinsky (2008) in Canada studied how the number of exits 

in regions affected the likelihood of new firms being created in the same region. The 

authors used data from Statistics Canada to identify entries and exits of Canadian 

manufacturing firms between 1984 and 1998, finding that: 

• Exits of old firms from a location and neighbouring locations increase entry of new 

firms that can combine the resources released by exiting firms in new ways to increase 

productivity.  

• Exit in younger firms also contribute to increases in entry but have a significantly 

lower impact. 

• Persistently higher exit rates in a location deter entry while persistently higher exit 

rates in neighbouring locations increase its attractiveness to new entrants. 

• The exit and turnover of mature firms may have positive economic welfare benefits. 

The study suggests that exits of firms in a location generate more opportunities in that 

location and therefore attract new entry.  

There is little understanding of whether a firm’s innovative knowledge dies with it or if 

instead significant diffusion of knowledge occurs even after a firm exits an industry. Exit 

means both loss of the private knowledge that embodied in a firm and loss of the 

possibility of using the firm’s activities as a template.  

Hoetker and Agarwal (2007) investigated the effects of firms’ retraction from the hard disk 

drive industry on knowledge diffusion to other firms, finding evidence that new firms 

benefited from recent exits from the industry by using exiting firms as templates from 

enhancing their knowledge base. Using patent citations as a measure of knowledge 

diffusion, the authors also examined the effects of firm exit on the characteristics of an 

innovation and its diffusion to other firms. The authors found support for the hypothesis 

that exit impairs the ability of other firms to draw on the knowledge generated by a firm; 

firm exit results in a significant decline in citations received by a focal patent. The higher 

the private component of a firm’s knowledge, the more pronounced is the negative impact 

of the firm’s exit on subsequent citations. Firms that exit an industry provide spillover 

benefits to others. 
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Successful exits – either as IPOs or an international trade sales with high valuation –also 

generate important signals to international investors that a particular region or country is a 

good investment opportunities. However, the academic literature has not yet examined 

precise theoretical mechanism whereby investors ‘flock’ to such regions, or how less 

entrepreneurial regions come to grow into ‘entrepreneurial regions’.  

An example of the transformative effect of a large acquisition on the entrepreneurial 

ecosystem of a region is provided by Radian6, a company in New Brunswick, Canada 

which was sold to Salesforce.com of San Francisco in 2011 for US$276 million in cash 

and US$50 million in stock. The company was founded in 2006 and become profitable in 

2009. It employed 350 people in New Brunswick and Nova Scotia when the deal closed. 

The company has continued to grow in Atlantic Canada as part of Salesforce.com. A year 

later, Salesforce.com did another Atlantic Canadian deal, buying GoInstant of Halifax, 

reportedly for more than $70 million. 

The exit of Radian6 resulted in getting the fastest growing software company in the world, 

Salesforce.com, to set up in New Brunswick. The company is creating leading edge-jobs, 

contributing to economic growth, investing in charitable causes, and developing top tech 

and business talent which are very important to the province’s future growth.” The deal 

also rewarded a group of angels, who reinvested in other companies. It helped to finance 

the regional accelerator Propel ICT which set a goal in 2011 to graduate 36 companies 

within three years. Propel ICT exceeded its goal in 2015 with 49 Atlantic Canadian start-

ups emerging from Propel’s Launch36 accelerator in 33 months. Several investors in 

Radian6 have created East Valley Ventures, which has invested in more than 30 start-ups 

in the past five years, all but one in the Maritimes (Entrevestor 2016). The New Brunswick 

government’s investment fund which made two investments in Radian6 totalling $326,973 

received an investment return of $9.25 million which has been used to make numerous 

investments in other companies in the province. It has also attracted other tech 

entrepreneurs into the start-up field and it established Salesforce.com on Canada’s east 

coast. According to the Information and Communications Technology Council of Canada, 

ICT sector growth in Atlantic Canada has surged since the Radian6 deal. New Brunswick 

saw its sector grow more than 8 percent since the deal while the ICT industry in Nova 

Scotia grew 8.3 per cent in 2014 alone. Prince Edward Island is one of only four Canadian 

provinces to experience positive ICT GDP growth each year since 2011. 

4.5 Summary 

There are surprisingly few studies that examine the impact of the exit of the entrepreneur 

on the subsequent performance of the business. The few studies that do exist focus on the 

impact of the acquisition of entrepreneurial businesses. This chapter has examined the 

impacts on the acquired firm, the entrepreneurs, investors and others involved in the 

acquired business on the economy of the region in which the business was located. The 

evidence is inconsistent. 

At the firm level there is evidence that indicates that acquisition can result in the growth of 

the acquired company. However, there is also evidence that it can result in truncation, 

relocations and closures. At the individual level there is stronger support for the positive 

outcome of acquisition through entrepreneurial recycling, and specifically serial 

entrepreneurship. At the regional level, there is evidence that IPOs and trade sales 

stimulate new firm formation, supporting the evidence of entrepreneurial recycling studies.  
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This ambiguous conclusion creates a challenge for regional economic development 

agencies. One of their main policy objectives is to increase the supply of venture capital 

through the creation of government venture capital funds. These funds typically co-invest 

with private VC funds and business angels who will want exits for their investments; 

indeed some are explicitly designed co-investment funds. Policy-makers therefore have to 

consider how these initiatives minimize the negative aspects of exits and maximise the 

positive impacts. One radical solution might be to create other financing vehicles and 

instruments.
3
  

                                                 
3 In February the Scottish Government announced that it was to set up a national investment bank  
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5 The Exit: investor strategies and processes 

5.1 Introduction 

Private investors – both venture capital funds and business angels – are investing for 

capital gain. Given the nature of the businesses in which they invest – early stage, growth 

oriented, often technology-based, it is very rare that do such investments generate a 

running yield of dividends. Indeed, investors want their investee businesses to re-invest 

any profits to grow the business. This approach to investing therefore requires an exit – 

sometimes termed a harvest event –in which a buyer will purchase their shares. Indeed, 

“harvesting is an essential aspect of entrepreneurial finance” (Smith et al. 2011). The first 

part of this chapter considers the extent to which different types of investors – venture 

capital funds, business angels and government venture capital funds – adopt an exit-centric 

approach to investing. The second part then considers the key elements in an exit-centric 

approach to investing. 

5.2 The Changing roles of venture capital funds and business 
angels in the exit process 

The typical exit for both venture capital- and angel-backed business is a trade sale – the 

purchase of the investee company by another, usually much larger, business. The other 

shareholders in the business, including the entrepreneur(s), would normally also exit at this 

point. The firm therefore continues to trade, but under new ownership and may not remain 

as an independent entity if the buyer absorbs the business into its existing organization. 

The entrepreneurs may not leave at this point with a large pile of cash. They may stay on 

and continue to run the business, sometimes with enough authority that it still feels like 

their company, in other cases with reduced authority, or they may be continue in post for a 

specified period of time to facilitate the management transition. Moreover, in some cases at 

least part of the transaction is in the form of stock in the acquiring firm rather than cash, 

and so is not immediately liquid. However, many entrepreneurs will leave immediately, 

and in the vast majority of cases go off to do other entrepreneurial activities (Mason and 

Harrison 2006). The experience of Archangels highlights the dominance of trade sales. It 

has made 18 exits, of which 15 were trade sales and just three were IPOs (Kemp et al. 

2017). 

The exit process was traditionally driven by venture capital funds. The funding escalator 

approach to financing entrepreneurial businesses was based on a complementary 

relationship between business angels and venture capital funds. (Benjamin and Margulis 

1996) described the process as follows: “It boils down to this. Angel investment runs the 

critical first leg of the relay race, passing the baton to venture capital only after a company 

has begun to fund its stride. Venture capitalists focus ... on expansion and later stages of 

development, when their contribution is most effective.” Freear and Wetzel (1990) have 

provided empirical evidence for this relationship in the USA. Thus, the key focus of 

business angels was on preparing their investee businesses to raise further finance from 

venture capital funds rather than on the exit. Venture capitalists would control the timing, 

method and terms of any exit. 

Business angel groups are now increasingly prominent in the exit process. Angel investing 

has been transformed from one that was dominated by solo investors operating on an 

individual basis to the present situation in which angels are increasingly investing as part 
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of a managed angel group (Mason et al. 2016). There are several factors which have driven 

this process.  

First, business angels increasingly recognized that they are unequal partners with venture 

capital funds because of the investment instruments which VCs use, notably, liquidation 

preferences, anti-dilution rights, special subscription rights and enhanced follow-on rights. 

This is most acute at the exit: (Klonowski 2018, p.206) observes that “the most draconian 

provisions are developed around the exit.” This asymmetry enables venture capital funds to 

gain the majority of the return at the expense of angels. Moreover, additional rounds of 

financing can substantially dilute the angel investor, significantly reducing their returns. 

And by extending the time to exit it can reduce the IRR even if the multiple is higher 

(Gideon 2016). Indeed, it is recognized that because venture capitalists come it to deals 

later than angels and hence at a higher valuation their return will be lower than for the 

angel investor in an early exit (Seraf 2015). Moreover, in their desire for ‘home runs’ 

venture capital funds will reinvest in their most promising investments in their portfolio, 

pushing them to grow aggressively. The consequence is that venture capital funds might 

block an exit that would provide a very good return for an angel. Most angel groups are 

therefore reluctant to invest in deals that anticipate needing venture capital investment 

(Mason 2018; Owen and Mason 2016). 

Second, venture capital funds have increasingly withdrawn from making small, early stage 

investments, particularly in Europe, forcing angels to make follow-on investment rounds. 

By aggregating the capital of their members angel groups have much greater investment 

capacity to make follow-on investments and hence able to fund their investee businesses to 

an exit without the need to involve venture capital funds.  

This has also been enabled by a third factor, the fundamental changes in ‘start up 

economics’. It costs considerably less to start a technology business now compared with 

ten years ago or longer as a consequence of such developments as cloud-based software, 

web and social media and e-commerce platforms. When combined with lean start-up 

techniques to provide capital efficiency (Blank 2012; Ries 2011) companies can start with 

little or no capital and sustain a low burn rate for some time before needing to raise 

external finance. By reducing their capital requirements this has enabled angels to finance 

businesses to the point where they achieve commercial feasibility, particularly in ITC 

sectors, without the need for venture capital funding. Indeed, angel groups are reluctant to 

invest in deals that are anticipated needing follow-on investment by venture capital 

investment (Gray, 2011).  

One of the implications is that an increasing proportion of angel group investments are 

follow-on investments. In Scotland follow-on investments account for more than half of all 

investments by angel groups, peaking at 80% in the aftermath of the global financial crisis 

(Mason et al. 2016). This trend also has implications for government venture capital funds. 

For example, the New Zealand Co-Investment Fund which invests alongside angel groups 

on the same commercial terms has noted that “over the last three years [2013-2015], the 

focus has shifted towards ‘follow-on’ investment versus ‘new’, as angel investors have 

developed their portfolios and then continued to invest in well performing companies. 

Three years ago, around two-thirds of angel investments were new. Now, new investments 

comprise around a third of the total invested. This pattern is in line with international angel 

investment trends” (NVCIF, 2016: 9). 

There are also several other advantages of angel groups. First, the greater visibility of 

angel groups compared with solo angels benefits their deal flow. Second, the collective 
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expertise enables the tasks involved in the investment process to be shared amongst 

members with the appropriate skills. The range of skills and experience also enhances both 

investment appraisal and the contribution of value-added skills. Third, it enables individual 

angels to achieve greater diversification. Fourth, as noted above, the greater financial 

resources of angel groups enables them to make follow-on investments. And finally, 

individual investors derive social benefits from being members of angel groups. 

But despite their importance, remarkably little consideration is given to the exit. Most of 

the academic literature focuses on the investment decision-making processes of venture 

capitalists and business angels. As a consequence there are very few studies of the exit 

process. (Sørheim 2012, p. 165) concludes from a review of the venture capital literature 

that “studies examining how investors actually facilitate exits (that is, what they actually 

do) are virtually non- existent.” He goes on to say (pages 165-166) that “most studies are 

quite instrumental and relate to types of exit, contractual mechanisms and so on but do not 

open up the ‘back box’ of the behavioural side of creating an exit (that is, how venture 

capitalists act as smart investors in the exit process).” Most of the practitioner literature on 

‘how to be a business angel’ has a similar focus on making the investment and there has 

been very limited coverage on the exit. Only in the past ten years has the exit started to 

attract attention (e.g. Gray 2011; Peters 2009; Seraf 2015). This reflects the dominant 

narrative that equates to success to making the investment rather than the outcome of such 

investments.  

The remainder of this chapter is divided into three sections. Section 5.3 reviews the 

different approaches of venture capital funds, business angels and government venture 

capital funds to the exit. Section 5.4 examines an exit-oriented approach to investing. 

Finally, section 5.5 considers the early exits approach to investing. 

5.3 The exit-centricness of investors: venture capital funds, 
business angels and government venture capital funds 

Research indicates that the three main investor types – venture capital funds, business 

angels and government venture capital funds – have very different attitudes to exit. In this 

section we outline these generic differences. 

5.3.1 Venture capital funds 

The exit dominates the approach of venture capital funds to investing. Klonowski (2015, 

p.114) observes that “the exit is always one of the most critical and sensitive issues to 

venture capitalists.” This is because most venture capital funds have a ten year life-span at 

which point they are expected to be able to disburse the original investment capital and 

capital gains to their investors (the limited partners in their funds). The role of the general 

partners therefore changes over this period from activities related to investing the capital 

(years 1 to 3), to managing and monitoring the investments (years 4 to 7) and finally to 

harvesting the investments (years 7 to 10). The harvesting phase will last two to three 

years. This long window provides fund managers to the time the exits in the light of market 

conditions and company-specific factors. However, limited partners can agree to extend 

the life of the fund beyond ten years to permit an orderly liquidation of investments (Smith 

et al. 2011).  

The consequence is that “achieving an exit is a continuous priority for venture capitalists, 

if not an obsession” (Klonowski, 2018, p. 266). This has several implications for their 

investment approach. First, exit possibilities and harvesting strategies are an integral part 
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of the initial investment decision. Klonowski (2015, p. 139) comments that “a lack of an 

exit is a deal-breaker for venture capitalists.” In similar vein, (Aernoudt 2017, p.105) notes 

that “a project with no exit possibilities is of no interest to venture capitalists.” Venture 

capitalists often determine their exit route before the investment is made (Cumming and 

Johan 2012). Second, exit considerations shape the valuation of the business and deal 

structure. This will include ‘drag along rights’, exit clauses that provide venture capitalists 

with the means to force reluctant entrepreneurs to exit, delivering full ownership if the firm 

to the buyer. Third, reflecting the skewed distribution of the returns, the overall returns to 

the fund are largely determined by the two or three investments that are profitable (the 

remainder either going bust and returning little or none of the original investment or 

ongoing concerns that generate mediocre returns). This means that venture capital funds 

strive to seek exits from their most promising investments in their portfolio, reinvesting in 

these companies to push them to grow aggressively to increase the chances of getting a 

‘home run’. In contrast, they are less concerned by those investments in their portfolios 

which will generate low returns – the so-called ‘living dead’ - which they might sell back 

to their management at a nominal price and those investee businesses which fail. Fourth, 

venture capital firms are actively involved in the exit process, using their extensive 

networks into the corporate sector to actively seek buyers for their investee businesses and 

to structure such sales. 

The majority of venture capital exits are small, early stage and are through acquisition (CB 

Insights, 2016) 

• The majority are small: over 50% of global technology exits are for less than $50m 

with a further 26% at $50-£200 million 

• For 52% of exits their last round of funding was at the seed stage. 

• In Europe in 2015-16 there were 208 exits via acquisition and just three via an IPO. 

The pattern is similar in other geographies. 

5.3.2 Business angels 

Business angels place much less emphasis than venture capitalists on the exit prior to 

investing (Van Osnabrugge and Robinson 2000). For example, the British Business Bank 

(2017) survey of UK business angels noted that just 1% of angels expected to exit within 

three years of investing, 57% in three to five years, 19% in six or seven years and 19% in 

over seven years. The mean expected time to exit is six years.
4
 

One reason is the dominant view amongst angels that “good investments will always find 

exits”. May and Simmons (2001, p.178) – angel investors and group leaders in the USA – 

note that “a good exit strategy is founded on good operating strategy. If a business is built 

and run well there will be exit strategies galore to choose from.” A similar view has also 

been articulated by the prominent entrepreneur, venture capitalist and angel investor 

Johnson (2012) who has stated that “if the business works you will be spoilt with choice of 

exit.” There are two other factors which may also influence this attitude. First, is the view 

that it is inappropriate to discuss exits with entrepreneurs prior to investing or to actively 

pursue exits post-investment as somehow this puts the entrepreneur and the investor on an 

unequal basis. Johnson (2012) has argued that it is off-putting to the entrepreneur who is 

passionate about their business to be asked about the exit in their first conversation with a 

                                                 
4 Most investors (87%) use the Enterprise Investment Scheme of the Seed Enterprise Investment Scheme which 

provides tax benefits. However, these investments require to be held for at least three years to qualify. 
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prospective investor. Second, the tax incentives that are now available in many countries 

encourage business angels to focus their attention on making the investment rather than on 

the return. 

Research on business angels in several countries indicates that they give very little thought 

to future exit routes, seldom have exit plans at the time of investing and are quite relaxed 

about the timing of the exit (e.g. Gaston 1989; Harrison et al. 2016; Landström 1993; 

Lumme et al. 2013; Seymour and Wetzel 1981). More recent research has indicated that 

business angels typically rate the exit low as an investment criterion (e.g. Mason and 

Botelho 2016; Mason and Harrison 2003). Furthermore, helping to prepare the business for 

an exit is not a significant post-investment role that angels play in their investee companies 

(Politis 2008, 2016). These attitudes may have been appropriate in the past when 

successful angel-backed firms would go on to raise venture capital (Freear and Wetzel, 

1990), thereby detaching angels from the exit process, and when angel investing was more 

of a hobby activity, with a significant part of the return taking the form of non-pecuniary 

income (Sullivan and Miller 1996; Wetzel and Seymour 1981). However, these 

considerations are no longer valid as angel investing has become increasingly organized in 

managed angel groups. As noted above, angel groups are likely to fund their investments 

to an exit, via follow-on investments (Harrison et al. 2010) and therefore responsible for 

achieving the exit.  

The emergence of angel groups should increase the emphasis on the exit. Anecdotal 

evidence indicates that angel group managers (often referred to as ‘gatekeepers’) recognise 

the need for exits both to give their members liquidity and to attract new members. 

Nevertheless, a detailed study (Mason and Botelho, 2016) of the investment decision 

making of angel group managers suggested that although they were attuned to the need to 

consider the exit at an early stage in the investment decision-making process, especially 

the likelihood of an exit, likely buyers and likely returns, in most cases this did not 

translate into a proactive approach to seeking an exit, nor to how to deal with the ‘living 

dead’ in their portfolio. Most were of the view that building value in their investee 

businesses would secure an exit. Indeed, when presented with a real investment 

opportunity to consider, the exit attracted the lowest share of comments of nine categories. 

Just three of the 20 gatekeepers interviewed took an exit-centric approach to investing
5
. A 

similar lack of exit-centricity was found amongst individual business angels who were 

given the opportunity to review the same investment opportunity. Here again, the exit 

attracted the lowest proportion of comments. Only one of the 30 angels in the study took 

an exit-centric approach to investing (Mason and Botelho 2016). The British Business 

Bank survey found that the exit route and its timing was cited by just 9% of angel 

respondents (most of whom were members of angel groups) as being a very important 

factor influencing an investment and 19% said that it was important, with 23% saying it 

was not very important and 13% not at all important. 

However, there is clear evidence – albeit based on a small sample – that most exits that 

occur are associated with the adoption of a proactive exit strategy by the angel. 

Nevertheless, some exits are opportunistic and can happen even though an investor has no 

intention of achieving such an outcome at that time. In some cases a buyer approached the 

business. This strategy was based on making the firm as appealing as possible to potential 

buyers but then waiting for an approach from a buyer instead of actively looking for an 

exit. In other cases investors were forced into an exit. This was typically the result of 

                                                 
5 An exit-centric investor was defined as one who made 10% or more of their comments about the exit. 
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circumstances – sometimes negative - dictating the need for an urgent exit (Botehlo et al. 

2017). 

5.3.3 Government venture capital funds 

Government investors – for example, regional venture capital funds – appear to have a 

more ambivalent attitude towards exits. Statements from politicians suggest their measure 

of the success of such initiatives is the number of businesses that have been financed and 

the amount of finance that has been invested in these companies. This is consistent with 

the motivation for establishing such schemes which is to fill finance gaps and thereby 

enable more firms to start and to grow which, in turn, will generate economic growth and 

jobs. However, public sector venture capital funds also need to be concerned about exits. 

First, these funds are often set up on an ‘evergreen’ basis, and so require capital gains from 

successful exits to reinvest in order to make further investments. This contrasts with 

private sector venture capital funds who return the capital gains their limited partners. 

Without returns public sector venture capital funds will be an ongoing drain on the public 

purse. Second, a significant motivation for government intervention is to demonstrate to 

private sector investors that it is possible to generate good returns from early stage 

investing and thereby overcome their reluctance to make such investments. This is 

reflected in the position of the New Zealand Venture Capital Investment Fund which 

publishes an annual report on the performance of its two funds: 

 “It should be noted … that NZVIF’s role is not to generate a rate of return on investment 

in the way, for example, the New Zealand Superannuation Fund and other Crown-owned 

commercial entities are expected to. Its core role is to catalyse private sector venture 

capital and angel investment, and to develop deeper capability within those sectors. The 

reason that NZVIF publishes reports on investment performance is because it recognises 

that success in developing early stage capital markets will, ultimately, be driven by 

investment success” (NZVCIF, 2016: 1). 

Government venture capital initiatives have increasingly adopted approaches which 

involve investing in partnership with private sector investors. This removes government 

from any active role in the exit process. In the case of hybrid funds (Baldock and North 

2015; Murray 2007) government invests alongside private investors in privately managed 

funds, often on different terms and conditions, to reduce the risk and enhance returns for 

private investors. Hybrid funds typically operate as Limited Partnership (LP) legal entities 

with a minimum 10 year lifespan although this can be extended to accommodate longer 

horizon ‘long game’ investment, enabling portfolio firms to exit at optimal times to 

maximize returns. So, just like any venture capital fund they need exits in order to generate 

financial returns for their investors. Moreover, with government typically operating as 

arms-length investor this leaves both the investment decisions and the exit process to the 

private fund managers. The other common approach is Co-Investment Funds in which a 

public sector fund invests alongside private investors – generally business angels – but on 

a passive basis. So here again, whereas government requires the financial returns from 

exits so that the fund can break-even or to reinvest, it is the private investors who drive the 

exit process. In summary, government venture capital funds also have a financial 

requirement to achieve exits (although are more flexible than private investors in terms of 

the timing of the exit and the capital gain) but they are generally not actively involved in 

the process. 
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5.4 An exit-centric approach to investing 

Exits are hard to achieve. John Waddell, the former gatekeeper of Archangels, a prominent 

Scottish angel group that was formed in 1992, makes the following comment: 

“The broad point about exiting from companies is that it is [extremely] difficult. …. Most 

people haven’t a clue how hard it is. You need to understand all the technical stuff, all the 

stuff about employment law and money, warranties and indemnities in different 

jurisdictions but you also need to be a social worker and a psychologist because mostly it’s 

about peoples’ feelings. It’s all about culture, integration and relationships – and it’s hard 

to manage. People who haven’t done it very often tend to get worked up about the wrong 

things.” (Kemp et al. 2017: 124-5) 

Moreover, achieving exits is becoming more challenging. (Mason et al. 2015) report one 

experienced angel who observed that “the overall impression when talking to Angels 

around the world is that they have become frustrated with the lack of successful exits or 

liquidity events, resulting in them not receiving the return on their investments they hoped 

for” (Gray 2011). Those exits which do occur are taking longer to achieve. John Waddell 

of Archangels, observed that “in 2005 the average time between investing and existing for 

early stage companies was about three years; it is now 10 years or more … There has been 

an exit drought” (Waddell 2013). The same problem has been highlighted by the National 

Angel Capital Association (NACO) of Canada in its most recent investment report (NACO 

2014, p. 44). “A main challenge for a number of angel groups is the length of time to exit. 

Long investment time horizons restrict the Angels’ ability to reinvest in new companies.” 

The resulting investor fatigue depresses investment activity. Klonowski (2018) reports that 

achieving an exit is also becoming a lengthier and more cyclical process for venture 

capitalists. He notes that their average deal duration has increased over the past 20 years 

from three to five years to five to seven years. This underlines the increasing the need for 

investors to adopt a more exit-centric approach to investing. 

Investors can either adopt a passive approach to exits, waiting for their investee businesses 

to be approached by potential acquirers – a ‘build it and they will come’ approach, or can 

adopt a pro-active strategy, actively seeking a buyer. There is an emerging – although still 

small – practitioner literature on exit-oriented investing. This material has been reviewed 

by Mason et al (2015. Four themes can be identified. 

5.4.1 Start with the Exit 

The conventional view of the investment process is one which comprises a series of stages 

that are undertaken sequentially (see Mason, 2006 for an overview). First, the angel 

generates a deal flow. This can be done with varying levels of pro-activity. Professional 

contacts and friends are the main sources. Opportunities are then subjected to an initial 

screening where the emphasis is on investor fit, the market potential and the characteristics 

of the entrepreneur (Mason and Rogers 1997). Between 70% and 90% of the deal flow is 

rejected at this stage (Riding et al. 1993). The remaining opportunities are then subjected 

to a detailed investigation and due diligence. The main emphasis here is on people factors, 

specifically the personal qualities of the management team (e.g. trustworthiness, capability 

for hard work, coachability) and a judgment of their capability to exploit the opportunity 

successfully (Feeney et al. 1999). In those cases where the angel wants to make an 

investment, a due diligence process would be undertaken to verify all material facts 

(Mason and Harrison 1996). If nothing negative emerges from that stage, the angel will 

then seek to negotiate the terms and conditions of an investment. Central to this process is 
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the valuation of the business. In some cases, this process ends in failure with both sides 

unable to agree. Legal documents are then drawn up and signed. In contrast to venture 

capital funds, because the size of investments made by business angels typically does not 

support high legal costs, and they are investing their own money, the legal documentation 

will be short and may take the form of a standard investment contract (Kelly and Hay 

2003). The money is then passed over. The post-investment stage may take several years. 

It may include one or more further funding round, possibly including additional investors. 

Here the angel will monitor the performance of their investment. Most will also seek to 

add value to their investments by giving advice and mentoring to the management team 

and various hands on contributions (Madill et al. 2005; Paul et al. 2003; Politis 2008 

2016). An exit is only considered towards the end of the process and is not pro-actively 

sought. 

An exit-centric approach to investing puts the exit at the core of the investment process. As 

an illustration, the Ohio Techangels (2012) documentation states that they will only invest 

“in companies that are scalable, led by a solid management team, and can articulate a well-

designed capital access plan and liquidity event” (emphasis added) – specifically “a clear 

path to a $30m-$50m exit via sale to a targeted strategic bidder within five years”. In the 

tradition of Stephen Covey’s Seven Habits of Highly Effective People (1987) this approach 

therefore starts with the desired outcome – an exit. Each of the preceding stages in the 

investment process is undertaken from the perspective of facilitating the exit. 

At the initial screening stage, one of the first considerations in an exit-centric investment 

approach would be to establish how much money is anticipated to be required to reach an 

exit. Angels might hesitate if they think that substantial follow-on investment will need to 

be raised from venture capital funds because of the risk of dilution that it creates and the 

control implications. Venture capitalists will determine when the company is sold, if 

necessary using their preferred shares and the terms and conditions in their investment 

agreement (Peters 2009; Smith 2005) to block exits that would provide a good return to the 

entrepreneurs and angels (because they paid less for their shares) but are not sufficiently 

high to enhance its overall fund performance. But the effect of delaying an exit in an 

attempt to achieve a ‘home run’ is to increase the risk of failure. As Wiltbank and Boeker 

(2007) show, the effect of venture capitalists investing in businesses backed by angels is to 

increase the proportion of failures and reduce the proportion of 1x to 5x returns, but also to 

increase the likelihood of a 5x-10x return (Peters 2009). However, some angels argue that 

there is merit in bringing a venture capital investor into a deal prior to an exit because of 

their expertise in achieving exits (Amis and Stevenson 2001).  

Angel investors then need to discuss the necessity of an eventual exit with the 

entrepreneurial team in the context of their ambitions and aspirations and the realism of 

their expectations. Ohio Techangels have an alignment question which they put to the 

Chief Executive Officer (CEO) of every company that they consider investing in: “if we 

invest in your company we’ll work really hard with you so that it can be sold in three to 

five years and generate cash proceeds for you personally of $3m-£5m, after taxes. Is that 

an adequate outcome for you and your family?” (Huston 2011). The response of CEOs 

indicates whether they recognize the need for an exit and their realism concerning the 

likely scale of the exit.  

At the due diligence stage the priority for an exit-oriented investor would be to identify any 

issues that would complicate an exit. For example, financial diligence would investigate 

the financial structure of the business, looking for such things as unusual kinds of paper 
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being sold, complex shareholder structures, unacceptable legal structures, unrealistic 

valuations in the last financing round (making a down round inevitable), bizarre valuation 

expectations, and an unwillingness to create a significant option pool to motivate current 

employees. Legal diligence would investigate intellectual property and its assignment. 

Investors would also investigate whether there were other factors that would complicate an 

exit. Examples include pre-existing agreements that could complicate an exit (e.g. veto 

powers held by the founder, or a right of first refusal held by a strategic partner), too many 

family members on the payroll (which usually dampens the enthusiasm for a liquidity 

event because their jobs become vulnerable) and co-investors who are unlikely to be able 

to do more than one round.  

An exit-oriented approach to investing would also give careful consideration to valuation. 

Of course, there is no recognized methodology for valuing early stage businesses because 

the value is in the future. Determining the value of an early stage investment is, therefore, 

highly subjective, with only rules-of-thumb available for guidance. However, it is critical 

that angels do not place too high a value on their investment. A business that is over-

valued at the seed stage will not attract an investor at the next round. Accordingly, exit-

oriented angels do not settle on arbitrary valuations but base them on a thorough analysis 

of the company. Industry variations in valuation also need to be taken into account.  

Exit considerations should also influence the initial term sheet. Achieving alignment 

between the entrepreneur and investor is critical. Both will, therefore, want to structure a 

deal that offers the most options and flexibility when it comes to an exit, whenever that 

will be. As different investment instruments – common stock, preferred convertible and 

convertible note – have different implications for the exit, a key consideration here would 

be the class of share that angels accept. Preferred shares give investors more rights. 

Frequently, the stock clause specifies a convertible security, meaning that it can later be 

traded in or converted to another class of share. The strategy of seeking an early exit (see 

below) also encourages the use of convertible notes (a financial debt instrument that can be 

converted into another financial instrument, such as ordinary or preferred shares). These 

instruments have the advantage of avoiding negotiation on price with the entrepreneur, 

limiting option pricing issues for the company (because it does not change the price of 

ordinary shares) and securing a liquidation preference in the event the company does not 

grow (Amis and Stevenson, 2001). However, this may not be possible if the angel is 

investing under a particular government programme. For example, the UK’s Enterprise 

Investment Scheme (EIS) requires investors to invest in ordinary shares. Other clauses in 

the term sheet also need to be considered because of their impact on an exit. Appropriate 

terms would include information rights, board rights, anti-dilution rights, pre-emptive 

rights and tag along rights, sale of shares to a third party, rights of first refusal if an owner 

decided to leave the company and any covenants on a company’s finances or operations 

(May and Simmons 2001). Bringing in a lawyer who is familiar with company and 

investment law to advise on the term sheet is, therefore, a sensible strategy. Similarly, the 

investor should ensure that the business meets standardized financial controls and 

accounting systems and that the tax position is optimum. Here again, involving an 

accountant is sensible (May and Simmons 2001). 

The exit should not be a one-time discussion (May and Simmons 2001). An exit-oriented 

investor would continue to have regular discussions on exit strategy after the investment is 

made. For example, the exit should be integral to the discussions at every board meeting. 

Hence every discussion topic and decision made would be influenced by its implications 

for an exit. If the angel is on the board, then he or she needs continually to ask exit-
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oriented questions. Keeping all parties aligned with the agreed exit strategy is also 

essential. It is also important that all the necessary documentation that a potential buyer 

would want to see in their due diligence, such as financial statements and tax returns, 

material contracts (such as insurance), trademarks, copyrights and any patent-related 

documents, sales funnel, product warranties and support obligations, leases, guarantees and 

banking agreements, are accessible and in good shape. When an exit is being actively 

sought, the angel should ensure that the CEO is not involved directly in the process, at 

least until the final stages, but should concentrate on keeping the business going. An ‘exit 

coach’ should be appointed to assist the CEO and Board in developing or aligning around 

an exit strategy, develop a budget and timeline to complete the exit, identify what specific 

action is necessary to complete the sale, and select Mergers and Acquisitions (M&A) 

advisers.  

5.4.2 Exit options 

There are two critical exit-related choices facing angel investors: how to exit from their 

investment and when. In terms of the method of exit, the expectation amongst some 

investors and entrepreneurs is that the exit will occur through an IPO. The reality is very 

different, with IPOs accounting for a small proportion of exits by venture capital funds and 

a very small proportion of exits by business angels. May and Simmons (2001, p. 177) 

comment that for business angels “an IPO is to an exit strategy what a royal flush is to a 

poker hand. It’s a rare event …” This is reflected by the evidence from (W. C. Johnson and 

Sohl 2012) who examined 636 IPOs in the USA which occurred between 2001 and 2007: 

268 of these firms had been venture capital backed whereas just 37 had been backed by 

angels, with a further 52 backed by both angels and venture capital funds. To put this into 

context US angels made investments in 55,000 businesses in 2009 alone (Sohl 2012b). The 

exit routes of those angels responding to the British Business Bank survey (2017) who had 

made exits in 2016 were also dominated by trade sales. 

Exiting via an IPO is unattractive for many investors. It is an onerous, highly regulated and 

expensive process which requires an investment banker to underwrite the offering, the 

filing of a prospectus and a road show to attract investors. It also involves exposure to 

public scrutiny which most entrepreneurs are ill-suite for (Gideon 2016). Moreover, 

because investors are subject to a ‘lock up’ period it does not provide immediate liquidity.  

IPOs, have become even less significant in recent years (Weild and Kim 2010). This 

reflects the rising costs of the IPO process and the greater scrutiny and restrictions imposed 

by securities regulators, which has raised the size of company for which it is economically 

viable. A study of one angel group in Canada reported that 51% of members had a clear 

preference for exits via trade sales. This reflects their negative perceptions of IPOs on 

account of the costs, delays, complexities associated with securities legislation and 

illiquidity (Carpentier and Suret, 2014).  

The most likely exit route for both venture capital and angel investments is the acquisition 

of the business by a larger company. Large companies – especially in technology sectors – 

are not very effective at coming up with new ideas, nurturing innovation and growing 

businesses inside their bureaucracies. However, they are very good at growing businesses 

once the business model is proven. Hence they recognize that buying young 

entrepreneurial companies is the best way to grow and is more effective than doing their 

own research and development (R&D). This is enabled by the large cash piles that these 

companies have accumulated and are under pressure from shareholders to spend. Indeed, 
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the majority of technologies used by large companies are of external origin, hence they 

need to continually scan the external environment for technology developments. Large 

companies are therefore seeking to acquire young companies that own patents, proprietary 

technology, or IP that they are unable to develop themselves; have developed new products 

that complement their own product line, that fills an emerging gap in their product line; 

that have developed disruptive products that have the potential to damage their market 

growth; are in a lucrative market niche that the buyer wants into; or that have strategic 

patents that they cannot risk falling into the hands of competitors (May and Simmons 

2001: Seraf 2015). Large firms are motivated not just to acquire the technology, patents, 

products and customers of the businesses that they are acquiring but also the talent of the 

company being acquired (‘acqui-hires’).  

Trade sales have the advantage that they are more liquid than IPOs. They can occur in two 

ways. The acquiring company may purchase the equity of the business for cash or in 

exchange for its own equity, or a mix of the two. The disadvantages of the an equity 

purchase are that, as for an IPO, there is likely to be restrictions on the immediate sale of 

the stock and that the value of the stock may have changed by the time that the investors 

and entrepreneurs are able to sell. 

Most trade sales are relatively small, typically less than $30m valuation (Peters 2009, 

2012). All of the Ohio Tech Angels group exits have been in the $30m-$50m range 

(Huston 2011). Gray (2011) cites data presented by Ascendant Corporate Finance that in 

the five years to 2010 over 50% of the exits of UK and Irish technology companies have 

been at valuations of less than $25m. One of Google’s senior M&A professionals is quoted 

as follows: “90% of our transactions are small transactions. So that would be less than 20 

people, less than $20 million and that is truly our sweet spot.” He goes on to say that “we 

do prefer companies that are pre-revenue.” This is because what they are actually looking 

to buy are technical and engineering staff and strong engineering teams and for the future 

success of Google (in Peters 2010). And Google is by no means the only company taking 

this approach. The implication for exit-oriented angel investors is that their emphasis needs 

to be on getting their portfolio companies to breakeven as soon as possible where they can 

become an attractive acquisition target, rather than patiently seeking to build high growth 

companies. Although there is the possibility of hitting a ‘home run’ with the latter strategy, 

it also increases the risks of no return. The implication for exit oriented investors is that 

they should focus their investments on companies that need relatively little capital to reach 

their target exit valuation.  

A further implication is that timing matters. There are two dimensions to this. First, value 

is not created linearly. Significant valuation increases usually occur in discrete steps rather 

than through smooth linear growth. These stepped increases in value occur when 

individual strategies – such as achieving proof of concept, gaining initial customers, 

establishing strategic partnerships, developing new locations and introducing new products 

or services – are successfully implemented (Peters 2010).These points will vary by 

industry. Investors, therefore, need to identify defined goals or objectives in conjunction 

with management. These create decision points for the investor either to retain their 

investment, make a follow-on investment or seek an exit. Second, investors need to be 

aware of industry cycles. (Peters 2012) argues that the optimum exit time is three years 

after the investment, with the sale based on the promise of future revenues rather than 

actual revenues. If it takes six to eighteen months to sell a company, the exit process needs 

to be started 18 months after the investment. Delaying the exit significantly beyond this 

point is likely to generate a much lower return and it may even not be possible to exit. He 
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suggests two reasons for this. First, sectors which become ‘hot’ will attract venture capital 

firms – in true myopia style (Sahlman and Stevenson 1985) – which will invest 

aggressively. Second, sectors eventually tends to get caught up in a consolidation wave 

driven by large companies seeking M&A opportunities which, in turn, flushes out 

companies that are willing to be acquired, resulting in a flurry of acquisitions in the 

sectoHowever, there will be a point at which buyer interest ceases. For companies that did 

not get acquired during the wave it will be virtually impossible to do so subsequently. 

Moreover, the competitive position of these companies deteriorates because their 

competitors are no longer under-funded small independently owned companies but are 

now subsidiaries of large companies that have access to huge amounts of capital, strong 

brands and other resources. The future of these companies that missed the opportunity to 

exit is, therefore, likely to be bleak, with profits under pressure and no opportunity to raise 

capital because investors recognize that the wave has ceased (Peters 2012).  

Peters (2009) further argues that good exits require multiple bidders. With a single 

unsolicited bidder it is impossible to know whether the valuation is fair: “it’s impossible to 

maximize business valuation where there is only one bidder, no matter how good the sales 

team is.” The best way to maximize valuation is to create competition between companies 

which are each bidding to buy the company. This is also good governance. 

Gray (2012) notes that geography also impacts on the exit process. Among ICT ventures, 

the acquisition process is dominated by US companies buying US companies. Large US 

companies dominate the acquisition process (e.g. Amazon, Apple, Facebook, Google, 

Microsoft). And US companies are most likely to be acquired. This is linked to the greater 

availability of venture capital in the USA. The greater competition for acquisitions also 

means that valuations in the US are higher. Many large firms – in ICT as well as in other 

industries – also have formalized venture capital subsidiaries (often called ‘corporate 

venture capital’) which facilitates early-stage investments in firms that are seen as 

potentially attractive aqusition or partner firms in the future.
6
 

In the case of businesses that have grown to become cash flow positive but have no exit in 

sight, investors can get their money out in a variety of other ways: dividends, royalties (not 

widely used), share buy-backs, and secondary offerings involving stock purchases form 

firm founders or early round investors (Gideon 2016). 

5.4.3 Financial vs. Strategic Exits 

The new thinking on exit-oriented angel investing also recommends that angels should 

invest in companies that will provide strategic rather than financial exits (McKaskill 2009 

2010; Peters 2009). Financial exits are bought on the basis of increasing revenue and 

profit. They assign value to the future profit generating power of the entity being sold. 

Consequently, they are sold on the basis of their profit generation poweHowever, from an 

investor perspective, investing in such companies will absorb significant capital to build 

sales, marketing, distribution and support channels and production capacity. As this is 

likely to require additional rounds of investment from other investors, such as venture 

capital funds, it will be dilutive for angels and other early investors. It also takes time to 

grow companies to the point where they are an attractive financial acquisition target. 

Moreover, such companies are likely to need to bring in new skills, notably management, 

                                                 
6 The exit process for ventures funded by corporate investment funds largely resembles that for ventures funded 

by traditional venture capital and we thus do not dwell on that as a separate topic in the report (Giot and 

Schwienbacher 2007; Riyanto and Schwienbacher 2006). 
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which carries the risk that they may turn out to be ineffective, and to change their focus 

from product development to sales orientation.  

Strategic exits involve the purchase of a business by a company – typically an industry 

player – that can assign value to the business not on the basis of the cash flow or profits it 

can generate but on the basis of what future profit could be generated by exploiting its 

technology, products, service or other underlying assets or capabilities of the business 

being acquired. One example of strategic value would be where the acquired firm has a 

product or service that has the potential to be scaled up and sold to the acquiring 

company’s existing customers through its international sales and distribution channels. By 

simply having the access to global customers, this might allow the acquirer to scale the 

revenue by 50 or 100 times. Another example is where a large company might like to 

develop a similar product or service but will instead make an acquisition to reduce the time 

to market and offset the risk that their own innovation may be unsuccessful. In short, 

businesses which appeal to strategic buyers will have developed some underlying assets or 

capabilities which a large company can exploit though its own organization. The key skills 

required are, first, to find a large corporation that can exploit this strategic value and, 

second, to communicate to this company the strategic value that can be accrued from 

acquisition. As Seraf (2015: 20) note, “selling the dream is often much easier than selling 

the reality.”  

Seeking a strategic exit has implications for the strategy of the angel’s investee company. 

As discussed above, a strategic exit assigns value to the business not on the basis of what 

profits it can generate but what future profit could be generated by the acquiring company 

as a result of buying its non-physical assets. So from a valuation point of view, revenue, 

customers and profits are largely irrelevant to potential acquirers. The driver is the revenue 

opportunity of the buyer. Paradoxically, a business with too many sales might reduce its 

strategic value. The acquiring company will not be able to claim that the product is new to 

market, there may be duplication in sales operations (offices, warehouses), employees will 

require their contracts to be changed, and distribution methods may have to be changed. 

What an acquiring company wants to do is to build the market using their own branding 

and existing sales force. This has two implications for exit-oriented angel investors. First, 

their investments must create value for the company at the exit and should, therefore, be 

focused on enhancing the value proposition rather than simply growing revenue. Second, it 

again emphasizes the crucial significance of the timing of the exit.  

This, in turn, has implications for valuation. Financial exits will be valued on a multiple of 

turnover or profits. Financial buyers will, therefore, carefully examine the books and 

analyze the financials, comparing them with others in the same industry. This is likely to 

discriminate against young companies which are typically loss-making as they build sales. 

In the case of strategic exits, the buyer needs to understand what its potential acquisition 

target company has to offer to the marketplace and how it adds extra value to its own 

business. The buyer is usually willing to pay more to secure this new leverage. However, 

the company that is being sold needs to work at effectively communicating the full 

strategic value to the buyer so that they are willing to pay the asking price. The strategic 

value to be derived from any particular acquisition will vary between different companies. 

It, therefore, follows that companies that are for sale need to attract multiple bidders if they 

are to maximize value from the sale. Peters (2012) argues that the number of companies 

looking to make small acquisitions, which are not confined to the global technology 

companies listed earlier, and the cash that large firms have available, means that the 

current M&A environment is a seller’s market. 
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5.4.4 Fast fail 

An exit oriented approach to investing also has implications for portfolio management. It is 

inevitable that angels will have within their portfolios companies that are likely to fail, 

companies that will continue to trade but will not generate a profitable exit (termed zombie 

companies or “the living dead”) as well as those that offer good prospects of achieving a 

successful exit. There is an emerging realization that successful angel investing is about 

minimizing the losses as much as maximizing the gains. As Huston (2011) observes, an 

exit strategy is about minimizing losses as well as maximizing gains. 

Two particular strategies are critical. The first is to have “good” failures, by which it is 

meant that angels must adopt tactics that minimize the losses when an investee company is 

closed down. Huston’s (2011) definition of a ‘perfect loss’ (sometimes termed ‘falling 

upwards’) is that the angel merely loses 100% of their investment. The angel can take the 

tax deduction, suffers no ongoing litigation, no wind-down expenses, no media coverage, 

no reputational damage and to damage to relationships with co-investors.  

The second strategy is to ‘fail fast’. A big dilemma for angels concerns those companies in 

their portfolio that are underperforming but not failing. The ‘living dead’ are making just 

enough money to keep trading but the entrepreneurs have invested too much financially 

and emotionally to give up. Venture capital funds are more ruthless than business angels in 

dealing with these types of investments, preferring to close them down than letting them 

absorb further time and money. One of the most striking differences in Mason and 

Harrison’s (2002) comparison of the returns profile of business angels and that of an early 

stage venture capital fund is that the venture capital fund had a much higher proportion of 

failed investments and a lower proportion that generated moderate returns, while both had 

similar proportions of high return investments. This is consistent with Gifford’s (1997) 

view that venture capitalists, more so than business angels, consider the opportunity costs 

of giving attention to their portfolio companies. In addition, it can be speculated that 

business angels have a greater emotional commitment to their investments. Zombie 

companies, in contrast, are slowly growing revenue and can survive on cash flow but this 

is not sufficient to make sufficient investment to grow faster and cannot attract external 

investment. They do not attract the interest of potential buyers. In effect they are lifestyle 

companies in disguise. The founding team have no motive to sell – they are drawing a 

decent salary and not working as hard as they did at start-up (Seraf 2015). 

The appropriate actions for business angels to take in such circumstances are threefold. 

First, they need to mentally write-off such investments. Second, they need to discontinue 

any more investment of time. Third, and hardest of all, they need to find ways in which to 

release the capital trapped in such companies, perhaps by selling their shares to a third 

party or to management. Alternatively, they might be able to create some kind of revenue 

sharing scheme in order to redeploy their capital. However, writing off their investment 

may actually be the most efficient strategy. A key requirement is, therefore, for angels to 

be able to recognize the symptoms of living dead and zombie investments at an early stage 

and take appropriate action (May and Simmons 2001). Managing ‘living dead’ and zombie 

investments has attracted surprisingly little attention in the venture capital literature 

(Ruhnka et al. 1992) and none in the business angel literature.  

5.5 The Early Exits Strategy 

A number of these themes are reflected in the early exits investment strategy developed by 

Peters (2009). His thesis is that the ‘swing for the fences’ approach to investing favoured 
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by venture capital funds is not appropriate for business angels and other early stage 

investors. This approach is favoured by venture capital funds because of the size of the 

funds being managed. With all of the returns typically coming from 20% of the 

investments, these investments have to generate a minimum of 10x to 30x to yield a 

respectable return for the fund as a whole. However, it takes longer to achieve such returns 

and the risks increase. However, angels do not need to adopt this “swing for the fences” 

approach to investing: for them a 2xor 3x return is a good exit if it does not take too long. 

For example, an exit in two years that generates a 2x return represents an IRR of 40% 

(Peters 2009). Peters therefore, advocates that angel investors should focus their 

investments on early stage businesses with limited capital requirements that have the 

prospects of being sold in an M&A deal for less than $30m in three or four years, looking 

to exit in less than four years, as soon as the business model is proven, and involving just 

one or two rounds of investment. This strategy involves avoiding investing in businesses 

that have financial requirements that are likely to require follow-on investment from 

venture capital funds because their investment approach noted above means that they are 

likely to block early exits that would be lucrative for the entrepreneurs and angel investors. 

Factors that favour this approach include the increasing difficulty of taking companies to 

IPO and the newly active market for small M&As by large cash-rich companies following 

a ‘buy rather than build’ high-growth strategy. Moreover, the much lower costs to start a 

business now compared with ten years ago combined with lean start-up techniques to 

provide capital efficiency (Ries, 2011), means that companies can now be launched for 

$500,000 or less and can sustain a low burn rate. This means that many new businesses 

need relatively little capital to develop a product or service and bring it to market. 

However, significant capital is still needed to scale-up the business. 

However, there are some important caveats to this discussion. First, Peters’ experience 

comes from being a fund manager – albeit of an angel fund. Nevertheless, fund 

management has a different dynamic to the deal-by-deal approach that characterizes the 

vast majority of business angel investments because its objective is to maximize returns to 

the fund. Second, the types of exits being discussed here are likely to be sector specific, 

primarily in software, digital, internet and social media. Third, most of the companies that 

these large technology companies are acquiring – around 80% – are US based. Gray (2011) 

cites data from Ascendant Corporate Finance that only 9 of the 276 acquisitions made by 

major tech companies were of UK and Irish tech companies. Thus, there may be fewer 

potential acquirers for companies in the UK, Europe and other parts of the world and, as a 

result, selling prices might also be expected to be loweHence, the nature of the exit 

opportunities that angels encounter will vary depending on their location and the types of 

businesses that they have invested in. Whether the ‘early exits’ investment strategy can be 

applied in non-technology sectors, thus remains unclear. 

5.6 Summary 

The objective of venture capital investing is to achieve capital gains. It is high risk. The 

majority of investments fail to generate a return. Returns are generated by the minority of 

successful investments. This requires an exit. The most common exit route is a trade sale - 

the sale of an investee business to another company. IPOs, by contrast, represent a 

minority of exits. Achieving exits is challenging. Investors therefore need to adopt an exit-

oriented approach to investing. This involves considering the exit at all stages of the 

investment process, notably the diligence and valuation stages, term sheet and post-

investment involvement. Early stage investors are recommended to seek early exits by 
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means of a sale to a strategic acquirer. However, investors also need to manage their 

disengagement from their unsuccessful managements and to ensure that their failures are 

“good”. 
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6 What should government venture capital 
consider regarding entrepreneurial exits? 

6.1 Introduction 

This chapter discusses the extent to whether government venture capital can yield good 

returns, and the specific problems with government venture capital as a market 

complement. We specifically consider the potential risk of “crowding out” private capital. 

We also discuss practical aspects such as whether government venture capital would be 

able to “follow” successful companies during several investment rounds, how to handle 

portfolio investments that do not grow enough for an exit to be executed, meaning that 

resources could be “locked in” to bad investments instead of being allocated to other 

growth opportunities. Finally, we discuss the extent to whether government venture capital 

should take account of firms’ importance in the local economy. 

6.2 Rationales for Government Intervention in Venture Capital 

Recognising the role of venture capital in driving innovation and firm growth (Lerner, 

2009), Governments around the world have since the 1970s initiated their own 

programmes with the aim to support growth, innovation and new business creation. 

Examples include the Small Business Innovation Research in the US (Lerner and Kegler 

2000), the Australian Innovation Investment Fund (Cumming, 2007), the Israeli Yozma 

program (Avnimelech and Teubal, 2006) and the New Zealand Venture Investment Fund. 

The “market failure” in the financing of high-tech entrepreneurial companies is one of the 

main arguments that has been used to justify governmental intervention (Armour and 

Cumming 2006). Government venture capital is supposed to solve “market failures” where 

there are systematic problems of the financial market not supplying funds for risky 

investments that could come with positive externalities. According to the “pecking order 

theory”, entrepreneurs prefer to use their personal savings to finance their firms to as large 

extent as possible, and then turn to external debt, and as a last resort external equity. 

Entrepreneurs may be liquidity constrained and lack sufficient capital to start and expand a 

new business. They might therefore have to turn to external financiers. The banks have 

become more restrictive in their lending to small and new ventures with increased 

requirements on personal guarantees and collateral and they are charging higher interest 

rates.  

VCs take higher risks than banks and can both invest financial capital and provide the 

firms with networks and strategic advice. However, after the financial crisis of 2008, VCs 

in Sweden as well as globally have preferred to invest in the expansion phase rather than in 

the earliest phases (i.e. seed and start-up phases). The total amount of VC investments and 

number of VC funds in Sweden has decreased after the financial crisis (Söderblom, 2012). 

Early stage-investments are both more risky and costly for VCs who have large transaction 

costs in conducting a thorough due diligence before investing. VCs may want to see that 

other external financiers have invested before they consider investing. 

Government venture capital is intended to be a complement rather than a substitute to 

private external financing. The rationale is that there is a “market failure” with incomplete 

capital markets in which there are firms who should receive financing but do not. There is 

a shortage of supply of external finance for young, innovative firms with high-growth 
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potential. This arises from the problem of asymmetric information between the 

entrepreneur and external financier in which the entrepreneur has more information about 

the viability of his/her business idea than the external financier. These firms have a 

difficulty in obtaining bank loans and VC investments due to their lack of track record, 

cash flow and tangible assets that can be used as collateral. The external financiers have to 

conduct due diligence to assess the viability of the business ideas and need credible signals 

from the entrepreneur that mitigate the problems. The problem of asymmetric information 

leads to credit rationing (Stiglitz and Weiss 1981) in which the banks lend less than they 

otherwise would have done or charge higher interest rates. 

The entrepreneurial finance literature has shown that there is an equity gap for many 

companies in the earliest stages of development (e.g. Harding 2000) in which there is a 

shortage of equity capital. There are several reasons for the equity gap that has been 

suggested in the literature (see e.g. Mason and Harrison 2004). Potential investors have 

fixed costs of due diligence, monitoring, and providing post-investment support which 

make investments in smaller firms more expensive compared to larger firms. Early-stage 

firms are perceived to be riskier due to their lack of track record. The highest returns for 

VCs have been generated by funds specialising in later stage investments which has made 

it more difficult for early stage funds to raise finance from financial institutions. The 

economic geography literature has highlighted geographical gaps in the availability of 

venture capital arising from the concentration of investors in major cities and the various 

costs that arise from making long distance investments (Mason, 2007; Avdeitchikova, 

2012). 

6.3 Previous research on government venture capital 

Making capital available to young and innovative firms represents a key policy issue for 

many governments. Policymakers around the world have established government support 

programs to stimulate VC financing to increase the total supply of capital and foster 

economic growth. Many governments have initiated their own VC programs through 

independent Governmental Venture Capital (GVC)
7
 investment funds. Statistics by the 

European Venture Capital Association show that, in 2013, about 40 % of all funds raised 

by VCs in Europe came from governments and that taxpayer’s money has been the largest 

source of funds to VCs in Europe (EVCA 2014). 

The governmental programs to foster VC financing may take three general forms: 

regulatory framework (”law”), indirect framework, and direct investment schemes. The 

direct investment schemes can be classified into three types: 1) the guarantee system, in 

which the government commits to covering potential losses of private venture capital 

(PVC) funds, 2) the fund-of-funds system, where the government co-invests with PVC 

funds, and 3) the direct investments in small and new firms by GVC funds. 

The economics of innovation literature suggests two motives for public interventions: the 

spillover hypothesis and the market failure hypotheses (Lerner 1999). The spillover 

hypothesis argues that SMEs can generate positive externalities by creating new jobs and 

ideas that other industries and the economy as a whole may enjoy. Because of knowledge 

spillovers, innovation has a social value beyond what is captured by the innovative 

companies (Arrow 1962). Knowledge spillovers have a very important local component, 

which means that the positive externalities of innovation will benefit local companies the 

                                                 
7 We here follow the international literature and refer to ’Public Venture Capital’ as ’Government Venture 

Capital’ in order not to confuse the acronyms with ’Private Venture Capital’ (traditional VC). 



FINANCIAL EXITS: PERSPECTIVES, REGIONAL DEVELOPMENT AND POLICY INTERVENTIONS 

80 

most (Audretsch and Feldman 2004). Hence, there may be positive externalities to 

investment in innovative companies in that the country or the region in which they operate 

becomes more innovative. 

The other fundamental reason why GVCs are created is to address a market failure (Lerner, 

1999). The aim of GVC funds is to complement the private supply of VC, to support 

regional development and promote innovation. GVCs may support innovative firms 

because they are instrumental to regional or national economic development. While both 

GVC and PVC funds face the issues of selecting appropriate target companies and 

coaching portfolio firms in growth and development, the type of funds differ substantially 

in terms of overall objectives. 

In general, GVCs: 

• Use or leverage public money for their operations (i.e. taxpayers’ money) 

• Often have an unlimited lifetime 

• Are generally not organized as limited partnerships 

• Objectives are not limited to financial returns 

• Are not subject to stringent financial return requirements 

• Have to respond to economic policy objectives of governments 

• May focus on long-term regional economic development and job creation 

• May lack a clearly defined exit strategy 

• Are unlikely to bear reputation constraints and do not need to worry about raising 

follow-on funds 

• May have a better connection to public institutions, universities and research centers 

than PVCs 

For several reasons, GVCs and PVCs might have different impacts on the growth of high-

tech entrepreneurial firms:  

7. GVCs and PVCs have different objectives. The growth of high-tech entrepreneurial 

firms is a priority from the EU policy perspective and is a consequent mission for 

European GVCs. PVCs are motivated by financial returns. Accordingly, they push the 

growth of their portfolio firms to increase the likelihood of an IPO or make them more 

attractive for trade-sale.  

8. GVCs and PVCs could differ in their ’value-added’ activities and their ability to reach 

their goals. On the one hand GVCs may not be as ‘smart’ as PVCs in terms of adding 

value on account of their inability to attract the most talented investment managers 

(Hood 2000; Schäfer and Schilder 2009). And on the other hand, GVCs use fewer 

contract mechanisms for the active monitoring of portfolio firms and fewer voting 

rights. PVCs actively monitor portfolio firms through the use of specific financial 

instruments and contractual clauses (e.g. stage financing, allocation of control rights), 

which create high-powered incentives for entrepreneurs to pursue growth.  

9. GVCs and PVCs might target different firms, according to their risk profile. GVCs 

might show less risk-averse attitudes in their investment choices to the extent that they 

also value the social benefits that are brought in by the selected targets.  
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6.4 Co-investments by government- and private venture capital 

Lerner (2002) discusses the ways in which GVC funds can be successfully implemented to 

work alongside PVCs. One of the most important items is the need for GVC funds to 

partner with, and not compete with, PVC funds. It is also important for GVC funds to work 

towards areas in the market where there exists a clear and identifiable market failure in the 

financing of companies. PVC and private equity funds may take on an insufficient number 

of deserving entrepreneurial projects at the earlier stages of development, possibly due to a 

lack of experience and expertize, risk intolerance, and/or structural features in the market 

that make it difficult to commercialize a new technology and exit an investment.  

The agency perspective of VC firms focuses primarily on problems resulting from the 

existence of information asymmetries between the VCs and entrepreneurs in investee 

companies. This information asymmetry leads to agency conflicts and the potential for 

opportunistic behavior in the relationship, which VCs typically try to mitigate with diverse 

sets of pre-investment (i.e. due diligence) and post-investment (e.g. monitoring and 

support) activities. It could therefore be useful for GVC funds to be structured in ways that 

minimize agency costs associated with the financing of small and high-tech firms. For 

example, it is useful for fund managers to have covenants controlling investment M&Ates 

and compensation incentives to add value to all of their investee companies. Covenants 

and compensation mechanisms have worked very well in mitigating agency problems 

among private LP VC funds. According to the agency theory, the effectiveness of a VC 

will be reduced when its objectives are broad and unclear (Leleux and Surlemont 2003; 

Lerner 1999). GVC funds however might be less effective than PVC funds in performing 

both pre- and post-investment activities which might impact the performance of the 

portfolio firms:  

10. Agency theory emphasizes goals and incentives as important variables that determine 

the relationship between government intervention and VC and VC fund performance. 

PVC funds have clear goals to maximize the returns on investment. In contrast, GVC 

funds tend to have less clear and multiple goals, including both financial and political 

objectives, such as enhancing local development, job creation or entrepreneurial 

culture. Agency problems between entrepreneurs and investors might be more 

pronounced for GVCs due to the ambiguous and conflicting definition of ultimate 

goals which might create disagreements on how to prioritize operating activities. The 

existence of incongruent goals between GVC funds’ managers and entrepreneurs fails 

to provide appropriate incentives for GVC managers, which likely leads to poor 

performance by the entrepreneurial venture.  

11. The professionalization of managers among GVC firms may affect their ability to 

mitigate information asymmtries and agency problems with entrepreneurs. Human 

capital theory suggests that VCs differ in the extent to which they possess skills and 

competences, which has implications for their ability to provide high-quality and 

value-added services to portfolio companies. From this perspective, the different types 

of education, industry experience, or start-up experience of the top management teams 

of VCs strongly influence the performance of portfolio companies. For example, GVC 

firms may be disadvantaged in attracting and retaining talented investment 

professionals compared with PVC firms. Hood’s (2000: 337) account of public sector 

venture capital in Scotland emphasises the “necessity to attract, reward and hold 

together experienced and committed venture capital executives to manage public 

funds.” However, the ability of public sector venture capital funds to attract capable 
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investment managers is constrained by their small size (i.e. funds under management) 

because the annual management fee is based on a percentage of the committed capital 

(up to 2%). The capabilities of public sector fund managers are therefore often 

questioned, both in terms of their ability to make good investments (quality of deal 

flow, domain knowledge, effectiveness of their due diligence) and to add value to their 

investee companies (e.g. mentoring skills, strategic insights, networks). 

Together, these arguments suggests that while in principle, government venture capital 

may ”follow” successful companies during several investment rounds, there are important 

theoretical mechanisms that may endanger such an approach. Notably, differing goals and 

incentives among GVC and PVC may impact each party’s willingness to engage in follow-

up investments at the same pace and level. Appropriate human capital in the management 

teams of GVC – which is expensive to maintain given that the private sector is competing 

for the same talent – is likely a key for GVC to ”follow” successful companies during 

several investment rounds together with private investors. 

6.5 Spillover effects of government venture capital 

In numerous examples, government interventions have been shown to trigger growth in the 

VC sector, such as in Australia (Cumming 2007), Israel (Avnimelech and Teubal 2006), 

New Zealand (Lerner 2010), Canada (Johan et al. 2014), and the US (Lerner, 1999). 

However, international evidence indicates it is a major challenge to design a successful 

GVC program. Below we review some of the most cited empirical studies from various 

countries and regions, especially in Europe. Most studies of potential spillover effects of 

GVC are based on specific countries, while some pools data across countries and some 

looks at regional differences within countries. 

Some studies reveal problems in the performance of GVC investments. In a study of VC 

firms in seven European regions, (Knockaert et al. 2010) find that investment managers at 

captive funds, including GVC funds, tend to be less involved in providing value-added 

activities to portfolio companies than PVC funds. (Luukkonen et al. 2013) reveal that GVC 

funds tend to be less engaged than PVC funds in professionalization activities, such as 

changing the management team, finding board members at portfolio companies or finding 

acquirers for a trade sale. Another example of an empirical study on government venture 

capital includes (Alperovych et al. 2015) who examined the implications of VC investor 

type (government or private) on the productivity of the recipient firms. They used a sample 

of 515 Belgian portfolio firms 1998 to 2007 up to three years after the investment. 

Focusing on the direct investments in SMEs by GVCs, they found that:  

• GVC-backed firms displayed significant reductions in productivity.  

• Significant reductions in efficiency exist in targets of GVCs compared to their non-

VC-backed peers.  

• No significant initial differences in efficiency were found in PVC-backed firms 

compared to GVC-backed firms.  

However, there are studies which show that GVC can be important complement to PVC. In 

another study, (Bertoni and Tykvová 2015) explored whether and how GVCs spur 

invention and innovation and how GVCs affect their patent stock. The authors used a 

sample of 665 young biotech companies in Europe, 125 of which were VC-backed. The 

authors also explored how GVCs affect their patent stock development. The findings 

indicate that:  
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• GVCs and IVCs impact on companies’ inventive and innovative activity differ. 

• GVCs, as stand-alone investors, have no impact on invention and innovation. 

However, GVCs boost the impact of independent venture capital investors (IVCs) on 

both invention and innovation.  

• GVCs are an ineffective substitute, but an effective complement of IVCs.  

• Development-oriented GVCs are better at increasing firm’s inventions than 

technology-oriented GVCs. 

One of the most direct evidence of positive spillover effects of government venture capital 

accrue from (Cumming 2007) who analysed 280 Australian VC and PE funds and their 

investments in 845 entrepreneurial firms over the period 1982-2005, comparing the 

performance of the governmental Innovation Investment Fund (IIF) funds relative to other 

types of VC and PE funds in Australia. Several evaluation criteria were compared between 

the funds: the propensity to take on risk by investing in early stage and high-tech 

investments; the propensity to monitor and add value to investees through staging, 

syndication, and portfolio size per fund manager, and the exit success. The study revealed 

that:  

• The IIF program is fostering the development of the Australian VC industry. The 

program has facilitated investment in start-up, early stage and high-tech firms and the 

provision of mentoring and value-added advice to investees. IIFs are 46 % more likely 

to finance seed stage companies, and 27 % more likely to finance early stage 

companies than other types of private funds. IIFs are 34 %, 14 % and 17 % more likely 

to finance biotech/medical, computer and Internet companies, respectively, than other 

types of private funds. 

• The vast majority of investments had not yet been exited as at 2005, and the exit 

performance of IIFs to date has not been statistically different than that of other private 

funds. Further evaluation of IIF performance and outcomes is warranted when 

subsequent years of data become available. Market conditions are the most important 

determinant of exit outcomes. IPOs are more likely in rising market conditions and 

acquisitions in falling market conditions. 

A recent European Union-sponsored firm-level dataset was analysed by (Grilli and 

Murtinu 2014) in an attempt to gauge the impact of GVC and PVC funds on the sales and 

employee growth of European high-tech entrepreneurial firms. The results differ somewhat 

compared to Cumming’s study in Australia, but show that: 

• The main positive effect is exerted by PVC investors on firm sales growth. The impact 

of GVC alone appears to be negligible. GVC-backed firms are inferior to those backed 

by PVC funds in terms of growth in sales, and in terms of IPO performance 

• There is a positive impact of syndicated investments by both types of investors on firm 

sales growth, but only when led by IVC investors.  

• The analysis casts doubt on the ability of governments to support high-tech 

entrepreneurial firms through a direct and active involvement in VC markets. If the 

European VC industry ever needed governmental aid, public intervention would 

preferably create a favorable environment for private VC initiatives through indirect 

forms of support rather than adopt a ”hands-on-approach”.  
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• A solution might be to replicate the design of the Australian IIFs, a specific type of 

public-private co-investment model that resembles the US and the Israeli programs, 

which were proven to be effective in enhancing the investments in the start-up and 

early-stage high-tech entrepreneurial firms and, more generally, in fostering the 

development of the Australian VC industry.  

There are also indications in the literature that the effects of and the effectiveness of GVC 

may differ across regions. Using a sample of 628 VC-backed companies in the UK during 

1998-2007, (Munari and Toschi 2015) analysed whether and how the impact of GVC 

funds varies across regions, depending on their level of innovation intensity and in 

comparison with PVC funds. The authors studied the ability of GVC funds to invest in and 

promote successful companies (measured by exit rates via IPOs and acquisitions), and the 

capacity of GVC funds to attract additional funding from qualified VCs in the region, 

through staging and syndication. The findings suggest that: 

• Regional characteristics matter for rigorous assesments of the effectiveness of public 

VC programmes.  

• There is a significant reduction in investments by private VC sources in the UK, offset 

by the greater availability of public sources. At the same time, these public VC funds, 

especially those with a regional focus, are less effective because of the distortions their 

tight geographic constraints introduce.  

• Public intervention in the VC market has become more important especially after the 

early 2000s. However, publicly backed VC funds, in comparison with private ones, 

also exert a lower impact on the three performance dimensions considered in the 

analyses: success rate, staging and syndication. 

6.6 Can government venture capital yield good returns? 

Key questions for policy makers dealing with government venture capital is whether those 

funds should be more “patient” than private capital, and the extent to which government 

venture capital should take account of firms’ importance in the local economy.  

There is an inevitable risk of government venture capital investing in portfolio companies 

that become living dead or zombie companies. Such companies are in fact common, 

especially in relatively uncertain high-tech industries and among research-based spin-offs. 

A recent population study of all 373 Norwegian research-based spin-offs between 1999 

and 2013 found that while most ventures failed (voluntary liquidations) or underwent a 

trade sale within 10 years, only about a third of those trade sales generated substantial 

value (Mathisen 2017). Four firms out of 373 have been listed on the Norwegian stock 

exchange, with one firm representing over 90% of total market capitalization of those four 

firms. Among the remaining firms, many are still surviving as ‘dormant’ firms with one or 

a few managers operating them as consulting businesses or as holding companies for 

intellectual property developed (Mathisen 2017). How could such ”living dead firms” be 

handled by investors? 

Generally speaking, “living dead firms” are companies that have not realised their initial 

promise of value creation but are neither likely to fail (Mason and Botelho 2016). These 

firms are making just enough money to survive but there is no or only a very small 

possibility that they will generate large returns to the investors. The entrepreneurs continue 

to run these firms because of what they have invested financially and emotionally. The 

management of “living dead firms” has received very little attention in the VC literature 
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(Ruhnka et al. 1992) and almost none in the business angel literature (Mason and Botelho, 

2016). These investments constitute a big dilemma for investors who might have 

companies in their portfolio that are underperforming but not failing. Among VCs, such 

investments are often written off, and shares are divested off at a loss, often back to the 

current managers or founding entrepreneurs. Sometimes, a non-profitable or loss-making 

trade sale is possible to recoup some of the investments made. Among GVCs, such 

investments may become more prevalent if they invest in firms where entrepreneurs are 

not ‘exit ready’. As an example, in 2009 the Swedish government launched a public policy 

initiative in which twelve regional co-investment funds were established to invest venture 

capital in SMEs in Sweden. The investments should be a complement to the market and 

not crowd out private invesments. Also, each investment had to be made within the fund’s 

geographical area, together with a private stakeholder and in early phases. Tillväxtanalys 

Tillväxtanalys (2016) has evaluated the policy initiative. From 2009 to 2015, a total of 3.4 

billion SEK was invested in 320 portfolio companies, of which 1.4 billion SEK was from 

the regional funds and two billion SEK from private co-financiers. Compared to private 

investors, the initiative has targeted a more diverse set of industries. Regarding exits, trade 

sales is the most common realized exit strategy to date, but the relatively large prevalence 

of exits by share buybacks to the original entrepreneur indicates that many investments in 

practice were used as long-term loans by the entrepreneurs. Such a development may not 

be surprising. The goal of the policy initiative was initially unclear. Several milestones 

were identified but in different documents and discussions. These included growth of the 

portfolio firms, improved regional capital structure, improved collaboration between 

stakeholders in the financial markets, and requirements on sustainability and equality.  

Consequntly, an increase in the supply of early stage VC will have a limited impact 

because many of the firms that apply for external equity are not “investment ready”. 

Mason and Harrison (2004) argue that some of the businesses that external financiers reject 

have the potential to become investable if they receive appropriate support to become 

“investment ready”. Several organizations have developed investment ready schemes with 

government support in which entrepreneurs can participate in seminars and workshops. An 

example of a study on the impact of investment readiness is a paper by Silver et al. (2010). 

The authors conducted empirical analysis with survey data from 459 SME owners in 

Sweden and found that investment readiness results in a higher level of commitment by the 

investors and closer working relationships with the financiers. 

Mason (2016) suggests several reasons for the modest impact of government venture 

capital funds: 

First is their inappropriate investment focus. GCCFs typically focus on ‘small’ 

investments, often below €1m. This is too small to meet the funding needs of growing 

firms, especially technology based firms, and are prevented from making follow-on 

investments. Many GVCFs also have a focus on technology sectors on the implicit 

assumption that there is a strong association between ‘high tech’ and high growth. 

However, this assumption is not supported by empirical evidence (Brown and Mason, 

2016). This preoccupation of GVCFs with technology sectors is potentially depriving 

innovative businesses in more traditional sectors – which dominate peripheral regions - 

that have high growth potential of the opportunity to raise finance. Moreover, GVCFs 

generally focus their investment on new and young businesses. However, a significant 

proportion of high growth firms are either management buyouts or employee buyouts 

(Mason et al. 2015) which GVCFs are typically precluded from investing in (because it 

involves buying out existing investors rather than injecting new investment into the 
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business). Yet, ownership change, particularly where it unites management with ownership 

or addressing owner-manager succession situations, are significant mechanisms for 

triggering growth.  

Second, the financing of growing businesses involves a series of investment rounds over 

time – seed, start-up, early stage, expansion, pre-public, alternatively seed, series A, series 

B, series C, etc. Growing firms will raise several rounds of finance. However, GCVFs 

typically focus on investing in the earliest stages while ignoring gaps in the supply of later 

funding rounds. Moreover, the focus of GVCFs on investing at the seed and start-up stages 

creates a ‘series A crunch’ – with too many companies which have raised seed and start-up 

funding from GVCFs and now seeking follow-on finance which is not available. 

Third is the ability of GVCFs to add the same level of value-added as PVCFs (e.g. 

mentoring, skills, strategic insights, networking). The evidence points to the conclusion 

that GVCFs are not as ‘smart’ as PVCFs in terms of adding value to their investee 

companies. This is linked to their inability to offer sufficient financial remuneration to be 

able to attract the most competent managers. These considerations have prompted 

governments to outsource management to private sector fund managers. But the small size 

of government VC funds again works to limit the remuneration of the private managers. 

Fourth, the creation of GVCFs assumes that there is a significant pool of potential high 

growth firms that could put venture capital to good use and build businesses of scale. 

However, this assumption is also suspect. There is not necessarily a large number of 

businesses, particularly in peripheral regions, that either want to raise venture capital or 

can offer the types of returns that venture capital funds seek. This can been termed the 

‘thin markets‘ problem (Nightingale et al. 2009). Without sufficient demand the creation of 

GVCFs may not result in a significant increase in high growth businesses which, in turn, 

will depress their returns. One UK study of firms that were recipients of government-

backed hybrid venture capital schemes did not exhibit significantly better performance 

than other firms (Nightingale et al. 2009). The limited number of companies in peripheral 

regions that have the potential to achieve significant growth creates the danger that GCVFs 

which are under political pressure to invest their funds will invest their money in poorer 

quality businesses that do not have the potential to scale. 

Fifth, businesses do not grow in a vacuum. Rather, they are embedded in geographical 

environments which provide them with the various resources that are necessary for their 

start-up and growth. However, the quality of this environment varies, hence whereas high 

growth firms can emerge in any location they are concentrated in certain distinctive 

environments – entrepreneurial ecosystems (Mason and Brown 2014) that offer the 

supportive culture, specialist resources, human capital and knowledge that firms require. 

GVCFs will not be as effective in regions with weakly developed entrepreneurial 

ecosystems. 

6.7 Will government venture capital crowd out private venture 
capital? 

A potential distortion that GVCs might cause is “crowding out” of private investments. If 

the GVC fund is too large, there is a risk that it will crowd out private investments and that 

promising projects already have been financed by the government which will discourage 

private investors. The empirical evidence on such potential crowding out is however 

mixed:  
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Lelux and Surlemont (2003) analysed the relationship between public and private sources 

of VC in Europe and the development of the VC industry, controlling for characteristics of 

the legal system in each country. The authors used data from the European Venture Capital 

Association (EVCA) on 15 European countries over the period 1990-1996. The results 

suggest that large public participation is correlated with smaller VC industries, but the 

authors did not find support for the view that public VCs crowd-out private funds. On the 

contrary, public involvement seems to cause greater amounts of money to be invested in 

the industry as a whole. 

In contrast, a Canadian study by Cumming and MacIntosh (2006) found evidence of 

crowding out. The authors examined whether Labour Sponsored Venture Capital 

Corporations (LSVCCs) have successfully expanded the amount of VC and the number of 

investments in Canadian entrepreneurial companies. LSVCCs are a government initiative 

introduced in the 1980s to increase the amount of VC in Canada, and that provide large tax 

credits to individuals as an incentive to invest. The authors aruge that LSVCCs have a poor 

performance compared with PVCs and that they are an inferior way to organize a VC fund 

due to financial regulations. Further, they argue that LSVCCs have displaced more 

effective VC funds and have lowered the level of capital available to Canadian 

entrepreneurs. 

Brander et al. (2015) used international data from 25 countries to examine whether GVC 

crowds out PVC. The authors used data from Thomson One and the Asian Venture Capital 

Journal with a sample of 20 446 companies that received VC finance during 2000-2008. 

Brander et al. (2015) argued that country-specific studies may be limited due to the lack of 

generalizability of the results and because individual countries are likely to have unique 

circumstances that may affect the government’s approach to supporting VCs. The results 

suggest that: 

• GVC finance augment rather than crowd out PVC finance. Companies funded by both 

types of VCs have a higher total investment than companies funded only by GVCs. 

Markets with more GVC funding have more VC funding per company and a larger 

number of VC-financed companies. 

• There is a positive association between mixed GVC/PVC financing and successful 

exits, as measured by IPOs and acquisitions, attributable largely to the additional 

investment. When GVC finance and PVC finance are both present, exit outcomes are 

better than with PVC finance alone or with GVC finance alone. 

In a study of European GVCs, (Guerini and Quas 2016) examined the certification and 

screening abilities of GVCs. They studied if GVC finance facilitates high-tech firms’ 

access to PVC financing and to what extent GVCs can select promising companies with 

the potential to receive PVC financing. The authors used a sample of 8277 high-tech 

companies in seven European countries from the VICO dataset, finding that: 

• GVC funding increases the likelihood that companies will receive PVC. Receiving 

GVC funding makes an entrepreneurial company three times as likely to receive a first 

round of PVC. 

• GVC-funded companies that have received a first round of PVC are at least as likely as 

other PVC-backed companies to receive a second round of PVC or to to have a 

successful exit (i.e. to be listed or acquired). 
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• Entrepreneurs should consider GVC a valuable source of finance that can increase 

their chances of obtaining finance from PVCs due to GVCs’ certification and 

screening abilities.  

6.8 Managing poorly performing portfolio investments? 

A key question for investors where regional development is as much of a concern as 

financial returns to their investment is how to handle portfolio investments that don’t grow 

enough (for an exit) but nevertheless can be healthy companies in terms of profitability and 

financial stability. On the one hand, forcing the sale of such assets would not necessarily 

bring sizeable revenues back to the (often public) investors and could jeopardize the long-

term stability of the firm. On the other hand, especially if re-investments are required to 

sustain non-growing or slow-growing firms, there is risk of resources being “locked in” to 

bad investments instead of being allocated to other growth opportunities. 

Given the often conflicting goals of making a healthy return on investments and addressing 

a (local) cap in the market for equity, GVC are as likely if not more than private investors 

to be prone to ‘escalation of commitment’ (Gunia et al. 2009) to their investor companies. 

Scrutinzing investments made by one of the largest Swedish GVC funds indicates that the 

largest single losses come from firms where several reinvestment decision have been 

made. The academic literature has documented that all types of investors might be biased 

by their initial commitment in which they have invested both their time and money in a 

promosing company, and in particular investment decisions made in a small group or by a 

sole individual are prone to lead to continued investments in the hope of recouping 

investments made, despite potential negative signals (Bazerman et al. 1984). Investors may 

be loss averse and reluctant to sell off their investments and instead continue to invest, 

hoping that the company will eventually start to grow. Another potential problem for 

GVCs may be requirements to conduct pro rata investments with private financiers. By 

using private investors as screening actors and to mitigate potential myopic decisions, 

GVCs also becomes prone to the ‘herding’ behaviour common in financial markets when 

equity is sheep and abundant (Shiller 2004).  

Research suggests that policy makers should not only focus on a supply side approach of 

the equity gap but that they also should address demand-side constraints (Mason and 

Harrison 2003). In another paper, Mason and Harrison (2004) argue that business angels 

and VC funds are unable to invest as much as they would like due to many low-quality 

investment opportunities that they see. In accordance with the “pecking order” theory, 

entrepreneurs may be reluctant to apply for external equity capital from business angels 

and VCs because they want to keep ownership and control. There might be entrepreneurs 

with business ideas with high-growth potential who abstain from applying for BA and VC 

capital. Another reason, is that many entrepreneurs who apply for VC capital are not 

“investment ready”, meaning that the entrepreneur/s are unable to sell a convincing and 

compelling story to business angels and VCs, for example because the investor perceives 

that the business opportunity is not clearly defined, that the management team are not 

sufficiently skilled or that the business model is not strong enough that (Mason and 

Harrison, 2004). The investor might believe that the business lack focus and credible 

market information.  
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6.9 Summary 

Governments are important sources of venture capital, especially in peripheral regions. 

This role has become even more significant since the Global Financial Crisis. The 

rationales for Government interventions are twofold: first, to address market failures, and 

second to generate spillover effects (e.g. jobs, innovation). GVC funds have different 

effects to those of PVCs. This reflects their different objectives, differences in their value-

added contribution and different types of investee companies.  Increasingly GVC co-invest 

with private investors (venture capital funds, business angel group).  However, the 

different objectives of GVC funds may be a source of tension with private investors.  

There is mixed evidence on the impact of GVC on the performance of their investee 

companies: however, the majority of studies find limited evidence of a positive impact on a 

variety of performance indicators (e.g. innovation, sales, growth).  This is attributed to the 

design of government venture capital programmes and to the available investment 

opportunities (the ‘thin markets’ issue).  However, there is no evidence that GVCFs crowd 

out private investors. Indeed, there is evidence that government and private investors have 

complementary effects when they have invested in the same businesses. 
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7 Policy recommendations 

7.1 Introduction 

In this final chapter we draw upon the evidence that we have reviewed to make the case 

that government venture capital funds must adopt an exit-centric approach to investing.  

We highlight the challenges that policy-makers need to consider and address in the 

implementation of this investment approach. 

7.2 The Need for An Exit-Centric Approach to Investment 

Initiatives to increase the supply of venture capital form a significant economic 

development strategy of governments. This is based on evidence that venture capital-

backed companies are innovative and achieve significant growth and wider economic 

benefits that benefit both national and regional economies. Access to venture capital is 

specifically seen as critical to innovation and commercialisation and internationalisation.  

These initiatives take two main forms: direct investments via Government Venture Capital 

Funds (GVCFs) and hybrid investments involving either investments in privately managed 

funds (a fund-of-funds approach) and co-investments in which a GVCF invests alongside 

private investors, typically a private venture capital fund or business angel group.  The 

rationale for such intervention is to fill gaps in the supply of venture capital by the private 

sector which restricts the availability of finance to particular types of firms, notably new 

and young companies and companies seeking small amounts of finance and firms in 

peripheral regions. Governments have become more active in venture capital funding 

initiatives since the Global Financial Crisis as private venture capital firms have become 

more risk averse, focusing their investments on larger and later stage businesses. 

However, based on their rhetoric, Governments that are actively involved in venture 

capital initiatives appear to measure success as the number of investments that they make 

and the amount that they invest in business. In other words, GVCFs is seen as being all 

about making the investment. We have argued in this Report that focusing on just one part 

of the investment cycle – the investment decision – is inappropriate. Moreover, investment 

decisions by GVCFs may also consider social and external spillover of the investment, and 

maybe even the political dimension, rather than just the potential success of the potential 

investee business. This might compromise the investment outcome. There are four reasons 

why GVCFs needs to adopt an exit-centric approach to investing. 

First, the key motivation of Governments to establish their own venture capital investment 

vehicles is to fill gaps in the supply of finance and demonstrate to private sector investors 

that good returns can be made. It is hoped that this evidence will provide positive signals 

that encourage private investors to start investing in these gaps which they had previously 

avoided. GVCFs need to achieve successful exits for this demonstration effect to occur. 

Second, successful investments that generate financial returns are required to provide 

finance to reinvest in the fund to enable it to make further investments. Without this the 

fund becomes an open-ended financial commitment for government, requiring ongoing 

injections of money. Government are unlikely to maintain this commitment over the 

longer-term. 

Third, the most common outcome of venture capital investments is that the investee 

businesses become ‘living dead’ or ‘zombie’ businesses which are make sufficient profits 
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to enable them to survive and continue to trade but not enough to grow and so are 

unattractive acquisition targets. These companies will never generate a financial return to 

their investors. Worse still, these companies are unable to buy-out their investors at the full 

value of their investment. In practice, such investments become grants. While such 

investment outcomes can never be entirely avoided they can be minimised with the 

adoption of an exit centric approach as discussed in Chapter 5. 

Fourth, businesses that achieve successful exits are likely to generate positive economic 

spillover impacts, both through the growth of the business itself prior to and after the exit, 

and the economic recycling that occurs as entrepreneurs, senior management and investors 

recycle their financial gains and leaning in other businesses and institutions, thereby 

enriching entrepreneurial ecosystems. GVCFs therefore need successful exits in order to 

achieve positive economic outcomes, which is another of the key reasons why 

governments become involved in venture capital initiatives. 

An exit-centric perspective on venture capital investing highlights a number of aspects of 

exits of which Governments must be cognisant.  

First, only a minority of investments generate positive financial returns. Returns from 

investing are therefore highly skewed. The implication is that any investor – government 

or private – needs to adopt a portfolio approach to investing as overall returns will be 

generated by just a small number of investments. Government that engage in venture 

capital therefore need to be aware that this requires a significant financial commitment. 

Second, failures happen quicker than successes. Governments need to understand this and 

resist the pressure to disengage from venture capital investing arising from criticism from 

the public and politicians as these failures emerge. This, in turn, raises the question of how 

open Governments should be about the investments that GVCFs make and the 

performance of their investee companies. 

Third, the converse of the previous point is that positive investment outcomes take many 

years to achieve. Venture investing is a long-term game. Politicians cannot expect to see 

these outcomes within a single government term of office. GVCFs have to be patient 

investors. However, as we discuss below, this is not the same as being a passive investor. 

Fourth, most exits that generate positive financial returns are small, typically selling for no 

more than €20m-€30m. Most of these companies are therefore still quite young and small 

in terms of employment and revenues. The consequence is that the amount of finance 

available for recycling is also small. The amount of entrepreneurial learning will also be 

quite limited, restricted to the start-up and early growth stages. This means that the impact 

on regional development is limited, although the cumulative effect of multiple small exits 

will be more significant. However, large exits are required for a transformative impact on a 

regional economy to occur. GVCFs therefore need to carefully consider their exit strategy 

in every investment that they make: is an ‘early exit’ strategy appropriate or is there the 

potential for a more lucrative but higher risk ‘home run’ strategy? 

Given the importance of exits, it follows that GVCFs need to adopt a proactive exit 

strategy in their approach to investing. This is because most exits that occur are planned 

rather an opportunistic. The key components of an exit oriented strategy were discussed in 

chapter 5. A pro-active investment strategy is needed when GVCFs are making direct 

investments. However, it is also important when GVCFs are co-investing with private 

investors. Without a proactive approach to exits GVCFs are allowing the private investors 

drive the exit process and their exit objectives may not be the same as those of GVCFs. 
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Moreover, given the likelihood of different objectives GVFCs need to consider what 

investment instruments they use and contractual terms that they seek to avoid private 

investors being able to drive the exit process in ways that are prejudicial to the GVCF.  

The experience of business angels when investing alongside venture capital firms, 

discussed in Chapter 2, illustrates some of the issues that may arise for GVCFs. 

7.3 Key Challenges for Policy-Makers 

A key challenge for GVCFs, particularly those operating in peripheral regions is that of 

‘thin markets’.  In other words, many of the businesses that GVCFs invest in may not have 

the potential to achieve significant growth and become attractive acquisition targets.  The 

consequence is that GVCF managers may not be able to achieve a profitable exit, or even 

an exit at all.  The implication is that governments also need to focus on the demand side.  

This may include initiatives to make firms more investment ready (Mason and Kwok 

2010), coaching and mentoring (for example via incubators and accelerators) (Hochberg 

2016), entrepreneur growth training programmes (Rotger et al. 2012) as well as enhancing 

the quality of the value-added support which GVCFs provide to their investee companies. 

Probably the most challenging issue that Governments need to explicitly address is the 

dilemma that the exit is at the core of venture capital investing, with a trade sale by far the 

most common exit route, hence successful investee companies will inevitably be acquired 

by larger companies based either in another part of the country or in another country. 

Companies that give their investors an exit route via an IPO, which represents a small and 

diminishing proportion of all exits, do of course remain independent but because their 

shares are traded in the public market they may subsequently be acquired. Indeed, the 

process can be seen an analogous to farmers who fatten up their animals and then take 

them to market to be slaughtered and sold. 

Does this process matter? There is only limited research evidence on the post-acquisition 

outcomes of entrepreneurial companies. The weight of the evidence that exists suggests 

that at least over the medium term the outcomes are negative from a regional development 

perspective, involving closures and truncations and the transfer of IP and staff. However, 

regardless of the consequences for the company exits do generate process of 

entrepreneurial recycling in which the entrepreneurial team will often leave the company 

after it is acquired and reinvest their financial wealth and learning in other entrepreneurial 

activities, including serial entrepreneurship, business angel investing, mentoring and 

institution building. The investors will similarly reinvest their financial gains in new 

businesses, while the positive signal from successful exits may encourage others to invest 

in the region. The tax treatment is capital gains which is clearly crucial in influencing the 

amount of financial recycling that occurs. Giving relief from capital gains on money that is 

reinvested in qualifying businesses within a specific time period is one way in which 

financial recycling can be stimulated. But, as noted earlier, the positive economic impact 

of entrepreneurial recycling is a function of the size of exit and most exits are small. 

So, can GVCFs mitigate the negative effects that arise from the exit process? They could 

impose investment terms and conditions that give them some influence on the acquiring 

company and impose post-investment conditions (e.g. on keeping the acquired company 

operational for a certain number of years). However, this might deter private investors 

from co-investing with GVCFs and might deter potential acquirers. They could encourage 

alternative types of exits, notably management buyouts (MBO) and management buy-ins 

(MBI) and employee buyouts (EBO), that are likely to maintain the company in its present 
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location. This strategy might require the establishment of new types of government funds 

that enables these potential buyers to finance the acquisitions. Arguably governments place 

too much emphasis on venture capital in their economic development strategies. Indeed, to 

use a golfing metaphor, this is akin to using a “one club” strategy. Governments therefore 

also need to consider alternative financial instruments that do not require an exit event 

involving acquisitions (e.g. debt instruments) alongside their venture capital activities. 

Finally, as (Mason and Brown 2013) have argued, Governments should develop pro-active 

“aftercare” policies aimed at mitigating some of the potential negative consequences of 

foreign acquisitions.  These could be modelled on the aftercare policies often found in 

regions with high levels of foreign direct investment (FDI), which are mechanisms 

designed to foster positive spill-overs from FDI such as local supplier linkages and local 

subsidiary upgrading (Brown and Raines 2000; Hood 1998).  It may therefore be 

appropriate to extend inward investment aftercare policies undertaken by regional 

development agencies, to indigenous firms which have been acquired by foreign-owned 

MNEs. 
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i
 According to the latest UK data (BVCA 2015) £36m was invested in seed, start-up and early stage 

VC and a further £50m in later stage VC in 2014, out of total VC/PE investment of £8,643m. 


