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Objectives: Prior research has established that informal investment activity in Wales lags behind much of the UK. The objective of this research is to study the motivations and reasons for Business Angels investing in their portfolio of companies in Wales.   

Prior Work: The European Commission (2003) documents that Business Angels provide both financing and managerial experience, which increase the likelihood of start up enterprises to survive.

For the last two decades, the investment activities of business angels and their motives have been the subject of study and analysis in a number of countries This study is trying to build upon this existing body of work by examining the motives of Business Angels in Wales for investing in their portfolio companies.

Approach: A realist research philosophy has been adopted in conducting the research. Harrison and Mason (1992) describe three methods used to identify and collect data from informal investors, namely the use of mailing lists to send out questionnaires, contacting investors through the companies in which they have made investments and identifying investors by using the “snowball” method. This study adopts a combination strategy and follows two of the methods recommended by Harrison and Mason (1992): A distribution of questionnaires to Business Angels registered with the Wales Business Angel Network and the “snowball” method.

Results: The analysis of the data provides evidence that economic motives are the main reasons why business angels get actively involved in their portfolio firms in Wales, although other motives such as “having a greater control over their investment” and “sharing knowledge and experience” were also important.

Implications: This research has implications for both policy makers and SME’s regarding informal investment in Wales. For policy makers, given that economic motives are most important for Business Angel investment and active involvement in portfolio firms, initiating policy’s that create more opportunities for financial reward should induce greater Business Angel activity. For SME’s seeking Business Angel investment, any increased knowledge they have regarding potential investors motives for investment can only improve the “equity gap” for SME’s.

Value: The value of this study is that even though there has been limited prior research on the motives behind Business Angel investment, this study looks at the situation particular to Wales and also makes a further contribution to the growing literature base explaining the relationship between informal investment and SME’s.
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Introduction

Small firms play a critical role in the development of any economy, accounting for 37% of private sector turnover and 44% of private sector employment in the UK (Murphy et al 2004). The finance of new firms is seen as a key issue in developing a more entrepreneurial economy (Jones Evans and Brooksbank 2005). However, non-financial support is argued to be very critical for firms, especially at the start up stage. Murphy et al (2004) argue that a strong relationship between the small firms and finance providers is a strong ingredient for promoting enterprise and growth, yet relatively little is known about the role played by the financers in the growth and development of the start up firms in Wales. In particular, beyond finance, what role, if any, do the business angels play in their portfolio firms and why?

The business angel is sometimes referred to as an informal venture capitalist, which is a type of financial intermediary, whom is specialised in the financing of early stage entrepreneurial ventures (Bygrave et al 2003; European Commission 2003, Mason and Harrison, 2000). The business angels role is argued to extend beyond the provision of finance for the small business, to include other activities that add non-financial value ( Berger & Udell, 1998, Harrison and Mason 2000, Sorheim 2005). However, researching the informal venture capital market has often proved to be problematic, due to problems of identifying the business angels

The significance of the role of business angel finance, particularly the extent to which angels can add non financial value in firms is still contentious. Many (Harrison and Mason 1992,1996, 2000, Bergher & Udell, 1998, Sorheim 2005) argue that the non- financial role can be important, but others (Barry 1994, Prowse 1998, Wong 2001, Chemmanur and Chen 2003) believe that the informal venture capitalist do not add significant non-financial value to their investee companies. 

The European commission (2003) documents that business angels provide both financing and managerial experience, which increase the likelihood of start-up enterprises ability to survive. The importance of a business angel in a business derives not only from the nature of their investment (Madill et al, 2005) but also contributions in the form of strategic advice, networking and their role as coach / mentor.

Furthermore, business angels are known to co-invest and are active in several strategic and managerial activities of portfolio firms (Landstrom, 1993, Stevenson and Coveney, 1996, Mayfield and Bygrave 1999, Mason and Harrison 2000, Sorheim and Landstrom 2001). 

Business angels role as financiers of entrepreneurial firms is well documented and they can be viewed as more important than venture capital firms (Harrison and Mason 2000), as they can provide small amounts of external equity capital where others “fear to tread”. A growing body of studies provide evidence that business angels add value beyond financial capital (Ehrlich et al 1994, Mason and Harrison, 2000a). Entrepreneurial firms often struggle to obtain financing from banks when they are in the very early stage of development and lack a track record, accounts and often collataraliseable assets. Such a “financial gap” can affect a businesses acquisition of other resources and restrain it’s growth and development (Tyebjee and Bruno 1984, Hughes 1996). The business angels are recognised to effectively feel this “financial gap” (Harrison and Mason 1992, Sorheim 2005).

Business Angel investments can thus be both early stage and expansion and they can have a leveraging effect for other sources of funding including bank loans and formal venture capital (European Commission, 2003). Business angels may be viewed as a key link in the financing and business development chain, from start ups to listed companies. This is also in line with empirical evidence from Harrison and Mason (2000) of complementaries between business angels and the institutional venture capital market.

There are however critics who believe that the business angel can be inconsequential. Chemmanur and Chen (2003) argued that “angels are not able to add significant value” to their portfolio firms. They noted that unlike the venture capitalist who engages in privately costly effort to add value to the firm, “ the angel is a pure supplier of capital; he cannot affect the probability of project success through his effort”. Chemmanur and Chen further argue that for a financier to add value, he has to engage in costly effort, so he has to be given appropriate incentives to make these efforts on behalf of the firm. 

Size of the Business Angel Market

The fundamental nature of the business angel market is informal. Business angels are known to operate in obscurity (Prowse 1998) as most angels share a desire for anonymity and are unwilling to divulge information about their investment activities. The European Commission (2003) argues that “all inferences about the true and potential size of the angel investment market are based on guesswork”. In the UK, Mason and Harrison (2000a) estimated that there are between 20,000 and 40,000 business angels who invest between £500 million and £1 billion per annum in around 3,000 to 6,000 businesses. More than half of these investments is in businesses at their seed, start-up and early stages of growth. According to BVCA reports, venture capital funds invested in 1182 businesses in the year 2,000, of which only 409 (35%) were seed, start-up or early stage (BVCA 2001).  Freear et al (1992) suggest that angels provide the largest amount of capital amongst early stage financiers. They are believed to fund more than ten times the number of firms as venture capitalists. Mason and Harrison (1990) argued that for the UK, angel investors finance at least 5 times as many small firms as venture capitalists.

Globally, in a study of 37 nations included in the 2002 Global Entrepreneurship Monitor (GEM) research, it documents that informal funding of (US$298 billion) provided to new firms in 2001 was five times greater than the formal venture capital (US$59 billion) allocated for start –up activities. The study notes that the share of new companies receiving formal venture capital funding was only about one in ten thousand. On the other hand, informal funding was provided by 1 to 7% of the adult population to tens of millions of individuals involved in the start up process (Reynolds, Bygrave,Autio, Cox et al, 2002). On average, the volume of informal venture investment in the 37 countries was 1 percent of the GDP, whereas the value of formal venture capital investment was 0.2% of the GDP (Reynolds, Bygrave, Autio and Hay, 2002)

Wales Business Angel Market

The only business angel network in Wales is Xenos limited, which was incorporated in 1997 by the Welsh Development agency as part of Finance Wales Plc. The network is managed by Finance Wales Plc, an independantly manged body that works in partnership with other public and private sector organisations to close the “capital gap” from which Welsh firms suffer in comparison with those in more prosperous parts of the UK (Jones-Evans and Brooksbank, 2000)

Official records from Xenos indicate that there are presently about 140 business angels registered with the Wales business angel network (XENOS). 

Business angel activity in Wales is amongst the lowest in the UK, although there has been a major increase in recent years. The 2000 GEM Wales executive summary report found Welsh business angel participation rate in start up businesses to be just 0.5%, thus placing Wales business angel activity as the lowest of all 23 nations sampled (Jones-Evans and Brooksbank, 2000). The 2005 GEM Wales executive summary (Jones-Evans and Brooksbank, 2005) shows that business angel participation rate has increased to 1.1%. 

These figures alone are not sufficient to give a “complete picture” as the business angel investments have potential to range from a few hundred pounds to hundreds of thousands. The average business angel investment made in Wales over the 3 years covered by the 2005 GEM Wales executive summary is amongst the lowest of all UK regions.

Xenos reported that a total of £1,004,000 in deals were brokered in by the network in 2004, this figure represents a 50% increase on the combined total of the previous two years. Despite the increase recorded in 2004/2005, the activities of the Wales angel network remains low compared with other regions in the UK and other nations that form part of the GEM 2005 assesment.

Methodological Approach

The overall aim of this research is to understand the motives why business angels invest in their portfolio companies, within Wales. In the process of research design, an extensive survey of materials available in the area was carried out. This was necessary to understand how previous research in the subject area had been conducted and to develop an effective methodology. Both primary and secondary data sources were used for the study, which were put together in order to povide balanced research and also allow comparison of the existing research findings with findings from the empirical investigation. To asses the primary data, methods adopted by previous research in the area were followed. However, before  research could begin, there was a need to ensure access to sources of primary data. Accordingly contact was made with Xenos limited, the Wales Business Angel Network.

Harrison and Mason (1992) describe three methods used to identify and collect data from informal investors:

i) Using mailing lists to send questionnaires to a large number of persons assumed to have made this type of investment (this appears to be the most common method and was used by Mason and Harrison 1994, Stevenson and Coveney, 1996, Reitan and Sorheim, 2000; Madill et al, 2005)

ii) Contacting infomal investors through companies in which they have made investments

iii) Identifying investors by using the “snowball method”, in which case, when one investor is found, he or she is asked to give details of other investors that they know, who may also be contacted (used by Short and Riding 1989; Landstrom 1993)

The snowball method involves the location of members of a rare population by referrals (Zikmund, 2000). In the case of this dissertation, the population was located through Xenos, The Wales Business Angel Network.

Some studies have also utilised a combination of different methods (e.g Harrison and Mason, 1992). It is however, important to note that the different methods may lead to different findings, even within the same population. For instance, studies in the UK by Mason and Harison (1994) and Stevenson and Coveney (1996) have yielded different view on the British informal venture capital market. These were considered in adopting a strategy for this dissertation and in drawing conclusions from this research.

This study adopts a combination strategy and has followed two of the methods recommended by Harrison and Mason (1992). To ensure a more representative sample, the research has combined a large scale distribution of questionnaires to business angels registered with  the Wales Business Angel Network, using a mailing list from Xenos Limited and the “snowball” method, following referral. Xenos was asked to identify a convenience sample of fifty business angels within its network, that may be willing to participate in the research process. This represents 37% of the angel population in the Xenos Network, which was found appropriate for this study and also following arguments that there are no hard and fast rules for sampling (Riley et al, 2000). 

Many noteable researchers on business angels (e.g, Harrison and Mason 1992, Freear et al 1994; Stevenson and Coveney, 1996) have produced valid and reliable findings using the questionnaire strategy. The use of a formal questionnare has enabled generalisations about the population to be made, by collecting information from a relatively large sample.

The limitations of using a questionnare were born in mind. Of central importance was the validity and reliability of the data collected and to ensure a response rate that will allow generalisation for the population. A level of randomness was introduced by allowing Xenos officials to select the sample using the convenience technique. To reduce the non-response rate, Xenos assisted by making follow up calls to the angels.

In determining a suitable sample for the survey, time and cost constraints were born in mind, as well as the elusive nature of business angels. Saunders et al (2003) noted that the larger your sample size, the lower the likely error in generalising the population. To operationalise the research, a decision was made that at least one third of all angels registered with Xenos would be surveyed. According to Mason and Harrison 2002a), business angels who are registered with networks clearly come under the category of a sample of convenience and as such, a convenience sample was found appropriate for the research. The convenience sample was used, due to business angel characteristics and the time available.  This approach has been used in previous research on business angels.

A total of fifty questionnares were distributed by Xenos, using a mailing list of 140 business angels registered with them. Eighteen questionnares were returned, giving a response rate of 36%.

Statistical tools such as tables and charts were found very useful in presenting and analysing the data generated for this study. In analysing the data, these tools were used in such a way, that the findings are easily gleaned in summary form.

Results

The findings of this study are that there are a variety of reasons why business angels invest and become involved in portfolio firms. A question asked was “what are your main reasons for investing as a business angel?”, respondents could state more than one reason. 14 respondents (78%) invested to earn more money, 13 respondents (72%) invested to share knowledge and experience, 7 respondents (39%) invested as a business angel to have greater control over their investments. An interesting aspect of the findings is that only 3 respondents (17%) considered fulfilling societal obligation as part of their reason for investing as business angels.

5 respondents (28%) invested because of their relationship with the business owner. The other reasons indicated by some of the respondents for investing as business angels, were to remain active in business and for general interest and enjoyment.

Table 1:

Distribution of the motives for business angel investment (n=18)

	Motive
	Frequency
	%

	To earn more money
	14
	78

	To have greater control over investment
	7
	39

	To share knowledge an experience
	13
	72

	To fulfil societal obligations
	3
	17

	Relationship with the business owner
	5
	28

	Others
	6
	33


(respondents were able to give multiple responses)

The study has also considered the main motives for business angels becoming actively involved in their portfolio firms. 14 respondents (78% of the business angels) indicated that they got involved in their portfolio firms in order to protect their investment. 13 respondents (76%) got involved because of the expectation that their involvement will lead to greater financial reward from the investment. This backs up the most important motive for making the investment in the first place, namely to earn more money. 11 respondents (67%) indicated that they were motivated by the perceived opportunities in the business. Their experience and knowledge in the business sector motivated 11 respondents (67%). 7 respondents (44%) believe they were motivated by the availability of an exit route, whilst 6 respondents (33%) were motivated by co-investment with other angels. 2 respondents (11%) indicated that they were motivated to get actively involved in the portfolio firm because of a feeling of sense of social responsibility.

Table 2:

Motivations for Business Angel Active Involvement in a portfolio firm (n=18)

	Motive
	Frequency
	%

	To protect investment
	14
	78

	Expectation of greater financial reward
	13
	72

	Co investment with other angels
	6
	33

	Perceived opportunity in the business
	12
	67

	Experience and knowledge about the business sector
	12
	67

	Sense of social responsibility
	2
	11

	Availability of exit routes
	8
	44


(respondents were able to give multiple responses)

It is evident from the findings of this research that economic motives, namely to protect their investments are the main reasons why business angels became actively involved in portfolio firms. Only 11% of business angels included social responsibility as part of the reasons for their active involvement in the portfolio firms.

The survey indicates that two thirds of the angels had board representation in the portfolio firms. Such board representation gives the angels the ability to control and influence decisions in the firm. 

Thus, the findings from this research indicate that the desire for higher earnings creates a strong intention for business angels to engage in supportive behaviour. Previous studies; Freear et al, 1994; Mason and Harrison (2000a) as well as Politis and Landstrom (2002) document that business angels are typically well educated people with entrepreneurial skills. For this study, 11 (61%) of respondents were of at least graduate level. Respondents were asked if they possessed the skills and experience to start and run a new business. All respondents answered in the affirmative. This study provides further evidence that business angels are typically well educated, entrepreneurial people.

Conclusions
The primary question set out to be answered in this study is “what motivates business angels to invest in Welsh business”. The results indicate that economic reasons are the main motives behind the initial investment and involvement in the portfolio firms. The majority of business angels invested in order to earn more money and got actively involved in order to protect their investment and make a larger return. Very few angels considered hedonistic and altruistic reasons as part of their motives. Secondly, the business angel posseses the skills and experience with which to add non-financial value to their portfolio firms

This study also provides further evidence that the majority of business angels are educated to at least degree level and perceive themselves to posses the knowledge and skills with which to start a new business.

These motives have implications for both policy makers and small businesses. For policy makers, initiating interventions that create more opportunities for greater financial reward will induce greater business angel activity. As a consequence, entrepreneurial activities will be improved, since the business angels have a motivation to use their skills and experience to improve the performance of the enterprise. Many business angels may be discouraged by higher tax on dividend incomes and higher rates of capital gains tax. The recent reduction of tax payable under the enterprise investment scheme should have the effect of increasing the business angels activities in Wales and may very well encourage other wealthy individuals with skill and experience to become business angels. In addition, further amendments and waivers for angels, including investing in specialised areas where skill and experience is limited may improve entrepreneurial activities in these areas.

The fact that business angels have skill and experience for a business start up, implies that economic development authorities in Wales would do well to integrate these knowledge and skills into the business, by making economic returns more attractive. What may be required is a comprehensive approach that incorporates initiatives to identify industries in which business angel can invest and also encourage the business owners to invest in them at the start up stage. Business angels may then further invest in these businesses if they see an opportunity that satisfies their investment criteria and use their skills and experience to assist in the development of the enterprise.

Business owners also need to recognise the potential of involving business angels in their businesses. Business owners should also be encouraged by government agencies and business angel networks to understand the expectations and potentials of business angels. Perhaps business angel networks could be encouraged to expand their activities beyond matching business angels with the business owners and consider educating the market place on the potential of business angels. 

The findings from this study have provided a more accurate picture of the “why’s” of business angels investment and active involvement in their portfolio firms. This adds to the existing research on the motives of business angels and is among the first to understand and explain business angel motives in Wales.
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