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Executive Summary
Background

Informal risk capital is capital provided by private investors to growing small businesses. Informal
investment is the primary source of equity capital for new firms and for firms undergoing early stages of
expansion. Such expansion supports most new job creation in the economy. Facilitation of access to
informal capital would have several benefits, each of which would improve the viability of SME's.

. It would sustain the expansion of growing firms and the attendant job creation.
&W GEN-S . It would enable entrepreneurs to focus more on the development of the operational aspects
< B ’!_t; A of their businesses.

/"’ G (3 . It would incorporate the managerial talents of informal investors into the business.
5 ) ,6 é . It would allow for competitive bidding with the attendani reduction in the cost of equity
i b capital.

/ = ffj\“j ° It would permit larger more viable start-ups.

This study attempted to advance knowledge about the supply side of the informal market so that policy
initiatives can be founded on a stronger knowledge base. Informal investors and other individuals were
surveyed from across Canada. Of 411 respondents, 279 were informal investors. The other 132
respondents provided benchmark data against which the responses of informal investors could be
compared. The findings include the following:

Patterns of Informal Investment

. The informal market is a local marketplace and a personal marketplace.

. Interactions among investors form an important part of informal risk capital investing
decisions.

. Investments were uniformly distributed as to size and embraced all industrial

sectors. The natural resource, manufacturing, and service sectors accounted for
more than half of all investments.

. Investors tended to be male, were highly educated, had previous experience at the
managerial levels of new firms, were among Canada’s most wealthy individuals,
and had an average age of 50.

. Informal investors demonstrated more risk tolerance than did less wealthy non-
investors.




(2) Tax Policy

"The current exemption from capital gains tax is not particularly effective in
prompting informal investment. Investors would, of course, prefer some
exemption to none. :

Investors suggested such additional measures (among others) as:
. reductions in corporate taxes,

. the elimination of capital gains taxation on the proceeds of investments
in small businesses;

. expansion of the ability to write off investment losses against income.

Two aspects of taxation policy were problematic: instability occasioned by frequent changes to tax
.regimes, and tax benefits that distort capital markets.
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(3) Invesmment Vehicles SEP 2 7 2007

. Provincial venture capital corporations were seldom used by rgcgﬂ'ﬂo'\ t”Pge SieTs. .
The high cost of compliance and the bureaucratic burden wereeue&-afdewnentsr‘““”'
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especially for smaller investments.

Local municipal endeavours were found the most effective means of supporting
the informal market.

Local intermediation services (often including a matchmaking facility) have

evolved and require support. A national conference for the organizers of such
services would provide significant benefit.

Support of local endeavours is the most effective way to simulate incremental
informal investment.

(4) Addressing the 'Gap'

There are no shortages of capital, innovations, or enwrepreneurial ideas. Access
to a potentially large supply of informal capital can only be facilitated by
reducing the deterrent that investors perceive. The primary deterrent is the risk
associated with financing small businesses and start-ups. The primary source of
this risk is the pervasive perception that the principals of the firm lack the
managerial skills to convert effectively an innovation or idea to a business
opportunity. The gap, then, is one of education..

Based on these results, the gap that needs to be addressed is one of training, of
converting entrepreneurs into managers.
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1. Introduction

It is well known that financing is a constraint to growth faced by many firms. This is especially
true for those firms that are seeking equity in amounts less than $1,000,000.'! The costs of evaluating
and monitoring small investments limit the interest of institutional investors. Therefore, firms that require
/$50,000 1o $1,000,000 of equity capital must depend on the marketplace for informal capital.

In the informal marketplace, wealthy individuals invest their personal funds directly in the small
businesses of other individuals.’ Such individuals are known as informal investors.® The role of
informal investors in the risk capital market in Canada .is a crucial one. The size of the market for

! Strong evidence to this effect bas recently been reported in Competing in the New Global Economyv. Vol . I of the Repont
of the Premier’s Council. The researchers who prepared this report bave found that a "lack-of equity capital” was cited by 74%
of the 71 firms they interviewed as either a "major constraint”™ (54%) or "a constraint™ (20%) to growth. It should be noted that
the sample of firms on which this finding is based had "survived to tell the tale™; the degres to which a lack of equity capital
(or otber factors) might have contributed to the failure of other firms remains unkoown.

? Historically, informal investment predated organised stock exchanges and venture funds. It is by means of such

investment that most older firms originated. Litte is known about informal investors in spite of their historical
significance.

) After the fashion of show business angels.(pcople who provide financial backing for plays and musicals),
informal investors are also frequenty called angels.




informal capital has been estimated (in the U. S.) as being at least as large as (and according 10 one
estimate, several times larger than) the formal institutional market for venture capital. Informal investors
have been found to be the primary source of equity capital for new firms. Moreover, the time and effort
involved in the entrepreneur’s search for expansion capital invol ves a significant expenditure of managerial
time and attention. Other activities of the infant companies may suffer while their owners atiempt 10
procure investment capital. Constraints on expansion and the potential failure of the firm are likely
consequences of frujtless attempts to obtain growth financing.

Therefore. the facilitation of access to equity capital would have several benefits. First, it would
directly sustain the expansion of growing firms and the attendant job creation. Second, easing access to
equity capital would permit entrepreneurs to focus more on the development of the operational aspects of
their businesses, a focus that enhances the likelihood of business success. Third, the managerial talents
of informal investors can provide significant guidance for the business owners, guidance that also helps
ensure success. Fourth, improvements in the efficacy of the market for informal capital would provide
for a greater-degree of competitive bidding. This might result in reductions in the cost of equity capital.
Finally, once it becomes common to be able to obtain finanancing, firms would be better able to use it,
resulting in larger startups, startups that are better able 10 be sustained.

An improved understanding of how the informal investment marketplace functions and of the
nature of informal investors is necessary to obtain the above benefits. Little is known about informal
investors’ characteristics or about how the informal market functions;* less is known about the
motivations, decision-making processes, or salient characteristics of informal investors. In the absence of

“this knowledge, policy initiatives may lack a sound basis and might be ill-advised.® It is argued,

therefore, that public policy development requires a much more developed knowledge base than has
heretofore been available: hence this study.

This report outlines the findings of a cross sectional research study that seeks to identify more
meaningful and salient attributes of informal investors, and attempts to develop policy implications based
on these attributes. One objective of the research project is the identification and evaluation of specific
ways in which informal investors differ from otherwise comparable people who do not invest in small

* For example, Wetzel and Frear (1988) have found that in the U.S., the role of informal investors is
complimentary (o that of institutional venture capital sources and that informal investors are the single largest source
of equity financing for those business seeking less than $1,000,000. See W. Wetzel and J. Frear, "Equity Financing
for New Technology-Based Firms”, Babson Entrepreneurship Research Conference, Calgary, Alberta, May, 1988.

* Preliminary profiles of informal investors were compiled by Wetzel (1985) and by Gaston and Bell (1986)
based on data from the U. S., and by Short and Riding (1988) using data from one site in Ontario. Because of the

seminal nature of this literature, the profiles have, of necessity, been limited to superficial attributes and demographic
descriptions.

S A recent example is the COIN program, a national program that sought to use computer technology to match
invesiors with entrepreneurs. This program failed for a number of reasons, reasons that will be addressed
subsequently in this report. However, inherent in COIN's failure were the following misperceptions: that the
marketplace for informal capital was national, when, in fact it is a local marketplace; that the marketplace for
informal capital is impersonal, when, in fact, it is intensely personal; and that the investors in the marketplace desired

access to a wider range of investment possibilities, when, in fact, they perceive a more than adequate stream of such
opportunities.
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“firms. Additional objectives are: to document the processes according to which informal investors make

investment decisions; to identify the criteria behind their choices; to report on the nature of the
marketplace for informal risk capital; to learn about the psychological characteristics and motivations of
informal investors; and toidentify informal investors' perspectives regarding the barriers and opportunities
inherent in the market. '

This report documents the findings of this study. In Chapter 2, previous work is summarized and
examined critically. The third chapter presents the methodology used to draw the sample and reports on
the process by which the data were compiled. The fourth chapter describes background material pertaining

“to patterns of informal investment across industrial sectors, by size of investment, etc. In Chapter 5, the
‘process by which informal investors make decisions is detailed, along with rejection rates at various-stages

of the process, and analysis of the reasons that led to rejections. Investors’ expectations are also detailed
in Chapter 5. The factors that motivate informal investors to be active are reported in the sixth chapter.
The ways in which the informal marketplace operates are described in Chapter 7, along with reports on
two case histories of attempts to provide remedial assistance to the market. Personality profiles of
informal investors are described in Chapter 8. Investors' responses to and advice on public policy as it
relates to informal investment are reporied in the ninth chapter. The report closes with a summary of the

findings and recommendations.




2. Previous Research and Motivation for This Work

Research on informal investors is recent in nature and at an early, indeed, exploratory, stage. The
seminal research on the informal market for risk capital in the U.S. was carried out by William Wetzel.
In his 1983 study, he provided evidence that informal risk capital investors may represent one of the
largest pools of venture capital in the United States. Short and Riding (1988a) have reported some
‘preliminary estimates of the size of the pool of risk capital in the Ontawa-Carleton region. Their estimates
are consistent with Wetzel's contention that the market for informal risk capital is of a significant size.
These preliminary estimates of the size of the informal market rate it as at least as large, in dollar terms,

as the institutional venture capital market. Moreover, the potential size of the informal market is yet many
times greater.

“Wetzel found that informal investors often invested in those areas experiencing so-called capital
market gaps. (Here, a gap is defined as the difference between the demand for, and supply of, capital.)
Wetzel contended that while the perception of gaps is understandable, actual shortages in the supply of
risk capital may not exist! Wetzel argued that the perception that a gap existed was more a reflection of
the disorganized and fragmented marketplace for informal capital than a true fact. Wetzel therefore
advocated the formation of a central clearinghouse of investment information. As a result, he developed

the Venture Capital Network, a predecessor for other computerized matchmaking services. These services
attempt to mate investors with opportunities.

Profiles of informal investors compiled by Gaston and Bell ( 1986), Wetzel (1983), and Short and

Riding (1988a) suggest common elements in the profiles of informal investors. They are well-educated

individuals of means who have had experience, at the management level, in the start-up of new business

* ventures. The research is agreed that investors typically prefer to invest geographically 'close to home',

although exactly what 'close to home’ means is not completely clear. Investors exhibit a preference for
investing in common Stock and for syndicating with other informal investors in the financing deal.

Short and Riding have noted some differences between Ottawa-Carleton investors and their U.S.
counterparts. Investors in the Ontawa-Carleton region are characterized by higher levels of activity, lower
levels of involvement in the management of the firm, and higher rates of rejection of possible deals.

Investors in the Ottawa-Carleton region also have more capital commitied to individual investments than
do U.S investors.

Riding and Short (1987), in a related study, found that entrepreneurs perceived the marketplace
for informal risk capital to be inefficient. Entrepreneurs believed that gaps in the informal marketplace
were real and that these gaps were significant impediments to growth. These perceptions, however, were
contrary 1o the impressions of informal investors. Informal investors were satisfied that they were exposed
to a more than sufficient deal flow. Consequently, investors expressed a low level of interest in

matchmaking systems and they did not place a high priority on remedial action for the informal
marketplace.
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Short and Riding (1988b) also noted that Ortawa investors were convinced that the management
team in young or Start-up companies makes the difference between success and failure. The researchers
also noted that investors held realistic expectations regarding the outcome of their risk capital investments.

~ The study concluded that informal investors were sophisticated investors.

While investors recognize the risks inherent in investing in young or start-up companies, they do
not appear obsessed with those risks. Ottawa-Carleton investors expressed risk/reward expectations
consistent with those of investors from the San Francisco Bay area (Krasner and Tynes, 1983). They
perceived less risk than did New England investors. The similarity between the risk perceptions of Ottawa
and California investors may, in part, be explained by the concentration of technology-based firms in both
areas. This is what Wetzel (1985) calls the "silicon valley phenomenon". According to this phenomenon,
individuals in areas dominated by- high technology firms would perceive these firms to be less risky than
would individuals from other areas. It follows from this finding that the preferences of informal investors

may differ from region to region. Accordingly, it remains to be ascertained to what extent the findings
of Short and Riding are generalizable across Canada.

Nor is it clear to what extent gaps in the supply of early stage venture capital exist or to what
- extent policy initiatives have ameliorated ineffective market mechanisms, mechanisms that may contribute

to the perception of a gap. Thus, considerable further research about informal investing is also required
in order: ‘ :

to conduct a more comprehensive comparison of informal investors with non-
investors and to assess differences among investors;

to assess more extensively the impacts of, and responses to, government policy
initiatives;

to obtain a better understanding of the motivations of informal investors, so that
future policy initiatives may be targeted with enhanced precision;

to exémine the informal risk capital marketplace for operational and allocational

efficiency, its size, and its relative importance compared to the institutional-
segment of the venture capital market; '

to examine the impact on informal investors of a variety of public and private
sector jnitiatives; and, finally,

to determine what demographic or.personal anributes are characteristic of
informal investors.

Previous studies have shown that the informal market is very much a local marketplace and a
personal marketplace. Interactions among investors form an important part of informal risk capital
investing decisions. The investigation of the social interaction among investors may assist in determining

whether or not certain investors are more prominent in influencing the investment decisions of other
investors.




None of these issues yet appear 10 have been addressed in the published research literature. The
next section outlines the methodology used in this study, a study that seeks to build upon the findings of
previous research.
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3. Methodology

To accomplish the objectives of this study, two tasks need to be accomplished. First, the research
must identify characteristics that distinguish informal investors from people who do not invest. Second,
the predictive power of these characteristics needs to be assessed. As minimal empirical research has been
published about these issues, there is little to guide the a_priori selection of potentially germane
characteristics. The organjzational behaviour and finance literatures suggest that the constructs listed in
Table 1 may independently or in combination help discriminate between investors and non-investors.

Table 1: Potential Factors of Relevance to Informal Investors

Attribute Specifics

Demographics Gender. education, age. marital status. age and number of children, ethnic origin. life-cycle

stage, number of financial dependents.

Family Siwauon ‘Age and educauon of spouse. employment history of spouse, life-cycle stage of spouse,

career cycle stage of spouse, invesunent experience of spouse.

Investment Experience Past investments, value of investments, investment partpers, ipvolvement with investments,

geographic and sectoral preferences, requued rate of return, liquidation expectations.
expected fulure investment, performance of past ipvestments, previous invesument partners.
impacts of and responses to public policy incentive programs.

Financial Staws Family income. net worth. tolal persopal assets, Liquidity of assets, spousal income. spousal

net worth, spousal personal assets.

Communication Networks Sources of invesumnent opportunities, perceived usefulness and effectiveness of sources.

number of sources.

Personality Locus of control. need to achieve, peed for power, flexibility, tolerance towards risk, need

. for security.

Investment Opportuniies Geographic area. number and value of investment opportunites of which aware, famibarity

with available investment opportunities.

Employment History and Position in place of employment. business experiences, number and types of previous
Knowledge Base employers, awarepess of processes of informal investing..

This research had three stages. The objective of the first stage was to develop appropriate survey

" instruments for the balance of the study. In this first stage, investors and non-investors were interviewed

and gathered into "focus groups” to describe aspects of the investment process. On the basis of these
discussions, structured questionnaires were prepared and pre-tested. The various agencies that supported
this research all were provided with the opportunity to amend the questionnaire to meet their respective
objectives for the research. The result was a lengthy questionnaire and, therefore, one best administered
by personal interview. Reliable, valid, pretested measurement instruments from the literature were used

when possible. A copy of the questionnaire employed in this study is included as Appendix A to this
report.




The second stage of the research involved administering the questionnaires. The majority of
questionnaires were administered by personal contacts and interviews to verify and enrich the questionnaire
findings. Sampling was employed based on a nominated sample technique (see Short and Riding, 1988).
Data were collected from investors and.from non-investors encompassing a variety of geographic and
economic regions. This aspect of the research was carried out by a combination of personal interviews
and endorsed questionnaire mailout techniques. Interview subjects were identified in a variety of ways.
Initial contacts were established through the good offices of Canadian New Ventures Ltd., the Canadian
Opportunities Investment Network (COIN), and those of several Boards of Trade. Appendix B outlines
the specifics of the data-gathering phase.

Potential respondents were contacted and personal interviews carried out during the period May
1991 through December 1992, - In several instances, the intermediary assisting organization (e.g., COIN,
sevral Boards of Trade) chose not to identify the potential respondents to the primary researchers. In these
cases, the organizations mailed questionnaires to their contacts on behalf of the researchers. Such mail-out
packages included:

. a personal letter from the local Board of Trade to endorse the research;

. - aletter from the primary researcher that stated the goals of the study and which promised
' confidentiality;

. the questionnaire and-a self-addressed return envelope.

A total of 411 completed questionnaires were received.

Identification of investors and non-investors was accomplished by interpreting the responses to
the questionnaire.  An informal investor was defined as a person:

who had made multiple investments directly in small businesses (Question 25);
or,

who had made only one investment directly in small business but who did not
participate directly in the operation of the business (Question 43),

On this basis, 279 of the respondents were identified as informal investors. The other respondents
included 14 individuals best described as professional venture capitalists. Among the other respondents
were 23 entrepreneurs (people who had made only one investment and who were actively involved in the
management of that business) and 95 people who had not invested at all in small businesses.

Table 2 presents a breakdown of the geographic representation of the respondents. Because of
its size, Ontario is subdivided into five separate geographic regions.

The third stage of the research involved the analysis of the responses to the questionnaires and
the reporting to research supporters. The specific analytical procedures are described, in subsequent
sections of the report, in the context of the findings drawn from their usage. This stage is an iterative
process, with the principal researcher providing an initial report, then expanding and amending the report
to accommodate, where possible, additional findings of particular interest to the sponsors.
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Table 2: Geogrsphic Distribution of Respondents
- Geographic Region ’ Nop- Informal Entre- " Venture Total
Investors Investors preneurs Capitalists
|
Maritime Provinces 4] 58 - 7 4 110
Western Provinces 3 40 . 2 1 46
Quebec 3 19 2 1 25
Ontario Totals ‘ S - A e | a2 | 8 | 230
Ontario: Toronto 14 71 2 6 93
Ontario: Central 13 35 3 2 53
Ontario: North 1 5 0 0 6
Ontario: Niagara ' 7 13 1 0 21
Ontario: East’ 13 38 6 0 57
Totals ’ 95 279 23 14 411




4. Patterns of Informal Investment

4.1 Patterns of Investment Activity

The informal investors who responded to this research study reported having invested in 1,172
investments domestically and 162 investments located outside of Canada. Table 3 provides a breakdown
of these investments according to region.

Table 3: Breakdown of Investments by Region

_ Geographic Region l Investments in Canada | Offshore Investments ‘ Total n
Mantime Provinces 185 ‘ 29 214
Western Provinces 255 ' 28 283
Quebec 84 : 8 92
Ontario Totals ' 648 97 745

Onario: Toronto 330 57 387
Ontario: Central 112 14 126
Ontario: North 10 3 ' 13
Ontario: Niagara 64 : 1 75
Onuario: East 132 . 12 144
Totals 1,172 162 1334

The 1,334 investments represented a total stake of more than $171 million over the 1986-1991

period, an average of approximately $126 thousand per investor per year. The distribution of the number

of investments, by size of investment and by region, is reported in Table 4. It is seen that informal
investment activity is approximately uniformly distributed across size categories. However, because the
frequency of small deals is similar to that of larger deals, it is clear thal most of the money flows to the
larger deals. For example, more than 85 percent of the informal investment capital had been invested in
deals of greater.than $100,000.

10
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Table 4: Distribution of Investments by Size:
‘ Number of Investments
Size of Investments Maritime Quebec Ontario Western Total
) Provinces Provinces
Less thap $10,000 18.8 130 156 177 16.4
Between $10,000 and §24.999 19.8 © 152 15.1 124 15.2
Between $25,000 and 49,999 18.8 54 12.5 226 151
Between $50.000 and $99.999 116 17.3 159 13.8 14.9
Between $100,000 and $250.000 19.8 120 251 | 1.7 206
Greater than $250.000 11.1 - 370 159 21.9 17.8
Total 99.9 . 999 100.1 100.1 100.0

The distribution of the number of investments by industrial sector is reported in Table 5. These
data reflect that the commercial foci of the regions differ significantly from each other. The
preponderance of investments are in the manufacturing, resource, and services sectors. However, it should
be remembered that a disproportionate sampling of respondents was from Ontario, hence, the Canadian
totals are influenced towards the Ontario norms.

Previous work in both Canada and the U.S. found that 80 percent of investments were located
within 50 miles of home or office. While a majority of the investments reporied in this study lie within
this radius, a significant proportion, approximately 30 percent, of investments are located more than 300
miles from investors’ home bases. While many investments are indeed made nearby, for Canada as a
whole, and for each of its major geographic regions, a high proportion of investments is made at a
significant distance from the investors’ home bases. These results are at some variance with the previous
U.S.-based studies. This finding may reflect the geography of the country; however, this finding could
also be consistent with larger investment dollar commitments or. with a perceived scarcity of attractive
investment opportunities locally. ‘

It was also found that Canadian informal investors generally invest as members of svndicates.
Overall, 74.6 percent of the investments involved informal investors additional to the questionnaire
respondent. Investors other than informal investors were involved as participants to a much lesser extent:
8.7 percent of the deals included institutional venture capital companies, and.the FBDB was involved in
5.2 percent of the deals. Nationally, only 2.7 percent of the deals were structured as provincial venture
capital companies (e.g. SBDC in Ontario, etc.). Even in the province of Ontario, where SBDC's have
been most prevalent, only 3.9 percent of the deals employed the SBDC vehicle. This finding suggests that
the SBDC structure is not meeting the needs of informal investors and may need significant review and
remediation.

The primary means by which informal investors learned about investment opportunities were from
business associates and through active personal search. Investor respondents rated business associates as
the single most useful source by which they learned of business opportunities. Business associates were
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responsible for more than 60 percent of the referrals. Seventy percent of respondents confirmed that they
regularly refer entrepreneurs to other investors. The high incidence of referral activity and the frequent
use of syndication implies that the informal market may not be as fragmented or as inefficient as had been
commonly believed. These data, in fact, suggest that the market operates at a surprisingly high level of
efficiency despite its Iow profile in Canada’s capital marketplace.

This suggestion of efficiency is reinforced by the low levels to which institutionalized
matchmaking initiatives have been employed by investors. A majority of investors were simply not
familiar with COIN. Of the 279 investor respondents to this research, 23 had used COIN, less than ten
percent. Moreover, it is even this large because COIN cooperated with this research by sending every
investor on its database a copy of the questionnaire. Because of anonymity, it is not possible to estimate
the percentage of people listed as investors in the COIN database who did respond. Only five of the

respondents who stated they had used COIN indicated that they were frequent or very frequent users of
COIN, and only 11 indicated that they would use COIN again.

These negative findings lie in contrast to the relative success of the Investment Opportunities
Project (IOP) operated by the St. John's Board of Trade. The IOP, as near as can be estimated, has as
many investors listed with it, in Newfoundland, as did COIN nationally. In addition, 87.5 percent of the
investors who had used the IOP indicated that they would use it again. The differences berween COIN
and the IOP will be considered in more detail in a subsequent section of this report.’

7 For now, it should be noted that the IOP extends investors services that COIN did not provide. The IOP
provides advocacy to investors with respect to negotiating and structuring deals. The IOP operates at a local level
and has built up a reputation for integrity and professionalism within its sphere of influence. It also provides counsel
to entrepreneurs with respect to business plan presentation, referring them to consultants as necessary so that
investors are nol exposed to inchoate or unrealistic propositions. By taking advantage of the local nature of the
informal investment market. and ensuring that the entrepreneurs listed with it have reasonable business plans, the
IOP has apparenty succeeded where COIN has failed and at a fraction of the cost.
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- Table 5: Informal Investments: ‘Breakdown by Industrial Sector

Proportion of Investments
Maritime QueBec Ontario Western Total
Provinces Provinces
Retail & Wholesale Trade 137 10.7 123 36 1107
Manufacturing: High Tech 73 86 14.2 104 " 120
Manufacturing: Ind’l & Consumer 11.0 21.5 16.4 104 14.7
Service 23.7 11 12.9 9.4 13.1
Construction 16.9 54 43 5.8 6.6
Financial 7.3 75 6.1 5.0 6.2
Natural Resources 10.1 21.5 . 14.9 27.3 17.0
Real Estate 6.4 18.3 121 24.8 14.1
Other 23 5.4 5.1 2.9 42

4.2 Characteristics of Canadian Informal Investors

Almost all of the informal investors involved in this study were male (273 of the 279).
The age distribution of informal investors is shown in Table 6. Approximately 60 percent of the
investors were less than 50 years of age. This age dlsmbuuon i marginally lower than that

reported in previous studies.

Table 6: Age Distribution of Informal Investors

Age Category Number of Respondents Proportion of
Respondents
Less than 35 years of age 50 18.2
36 to 50 years of age 113 41.1
51 10 65 years of age 95. 345"
66 and over 17 6.2

Of the investors who responded to the question on marital status, 84 peréeht reported.
being married or living with a significant other, Of these spouses, 53 percent worked for pay,
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primarily in managerial or professional capacities. Informal investors were well-educated, with
almost forty percent of investors reporting a post-graduate degree. Table 7 presents a breakdown
of the education levels reported for informal investor respondents.

Table 7: Educational Backgrounds of Informal Investors

Educational Background Informal Investors
(% of total)
High School or less - 10.9
Community College _ 70
Some Univcrsity 120
University Degree 30.2
Post-Graduate Degree 39.3

One significant way in which informal investors differed from the other categories of
respondents was with respect to their financial resources. Table 8 summarizes the average
values, standard deviations, and number of cases for family incomes, total assets, and total
personal net worth for each of three categories of respondent.

Table 8: Aggregated Financial Backgrounds of Survey Respondents

Financial Attribute Informal Non-Investors
Investors

Family Income Mean 176.8 126.5

(5000) Standard Deviation '72.8 63.3
N Cases 256 86

Personal Assets Mean 1,469.5 775.7

(S000) Standard Deviation 7325 714.9
N Cases 259 86

Personal Net Worth Mean 1.362.9 681.3

($000) Standard Deviation 785.4 726.8
‘N Cases 248 75

The non-investors surveyed here reported financial resources that were much greater than
those of most Canadians. However, the resources of informal investors were greater still. On
average, personal assets reported by investors were almost twice those of non-investors. Personal
net worths of informal investors also averaged almost twice those of non-investors. Further,
income Jevels of informal investors were significantly more than those of non-investors.
Potentially, this is a finding that could prove of value for public policy targeting.
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With such substantial financial resources, it is hardly surprising that informal investors
did not limit their investments to small businesses. Of the informal investors who responded:

. 74 percent also reported investments on Stock Exchanges;

. 69 percent reported investments in real estate (other than principal
residence);

. 53 and 50 percent reported investments in GIC's and bonds,

respectively; and
. 46 percent reported investments in mutual funds.

A minority of investors reported yet other forms of investment. These results strongly indicate
that informal investors are highly diversified across a variety of investment categories.

Within the ranks of informal investors, it is also possible to discern sub-categories. For

example, Table 9 presents the distribution of the proportion of annual incomes derived by
investors from their risk capital investments. .

Table 9: Informal Investments as a Source of Income .

Proportion of Income Derived from Informal Investments Proportion of Respondents
Less than 2 percent of income 24
2 percent to 10 percent of income 21
11 percent to 25 percent of income’ 16
26 percent to 50 percent of income 6
More than 50 percent of income 33

The distribution shown in Table 9 is bi-modal: at one extreme are those investors who
glean a minor part of their income from their investments. At the other extreme are those
individuals whose incomes are heavily dependent on the proceeds of their risk capital
investments. This separation could be the result of poor investment decisions; - alternatively, it
may represent different types of investors within the informal investor definition.

4.3 Investor Demands

It is clear that equity investments in SMBs have a significant element of risk associated

with the investment. As compensation for assuming this risk, investors demand a risk premium.
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Since angel investing is characterized by the financing of start-up and young companies, the risk
associated with early stage investments is considerably higher than that at later stages.

Ruhnka and Young (1987) found that venture capital firms in the United States demand,
on average, an annual rate of return between 55-73% for seed and start-up financing, and 35%
for the later stages of development. Plummer (1987) also documented discount rates used by
U.S. venture capital firms that average between 41-75% for early stage ventures. Wetzel (1981)
recorded that American angel investors demand an average rate of return of 50% for seed and
start-up firms, yet only 22.5% for exit stage investments. On average, the informal investors
surveyed in this study expected an after-tax, non-compounded rate of return of 32.3%. Since

many angels are in the 51% tax bracket, a pre-tax rate of return of 51% is comparable with the
findings with other studies.

Risk diversification is commonly used by angel investors to reduce the risk profile of their
portfolio of investments. - Respondents to this survey invested, on average, in three different

industries and, as has been previously reported, typically invested in the stock market and other
forms of investment endeavour.

. Ruhnka énd Young (1991) outline some other commonly used risk reduction strategies
employed by venture capital firms. One is a long-term hold strategy so that the geometric
average of compound returns from the winners will offset the losers in the portfolio. The average

holding period anticipated by the investors who responded was 6.35 years. This conﬁrms the
notion that angels provide patien: capital.

Another way of reducing risk is by becoming part of the board of directors or advisors.
Participation in the management of the venture will increase the amount of control an investor
“has over his/her investment. Of the participants in this research, 89.5% of the respondents said
they expected to serve on a board of directors or advisors when they invested in a private
company. Moreover, 33.4% participate directly in a business as an operating principal. Again,
this study provides empirical evidence that angels provide more than equity financing to SMBs.
Ruhnka and Young's (1991) analysis of risk reduction strategies would suggest that the
motivation for involvement in investee companies is more than purely altruistic.

An investor will also protect his/her investment by placing operating covenants on the

entrepreneur(s). These covenants often take the form of periodic reports, authorization of cash -

disbursements over a preset amount, control over salaries and dividends, and control of the
financial structure of the firm. They ensure that the entrepreneur is acting in the best interest of
the company, rather than in his/her own best interest. These expectations were confirmed by this

study, which found that 62% of respondents stated that they had negotiated operating covenants
in the deals they had made in the past.

There are also legal means by which the rights of both investors and entrepreneurs may
be protected: namely, by means of a formal shareholder’s agreement. This document provides
investors with the legal rights to ownership of the company based on the amount of equity
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financing. Informal investors do, as a rule, draw up formal agreements: 89.4% of those
surveyed insisted on a formal shareholder’s agreement for their investments.

"Often, investors will hold both debt and equity positions in the investee firm. This may
-also be considered a risk reduction strategy. Equity may guarantee the investor a share in the
profits if the investment is a winner, but debt will guarantee some form of compensation if it is

‘a loser. Of those surveyed, 72% structure their deals to include both equity and debt positions.

The debt-equity arrangement often takes the form of conventible debt arrangements or of straight
debt with warrants attached.

4.4 Summary

This section documented characteristics of respondents to this research. The attributes of

‘informal investors were found to be, in general, consistent with those derived from previous

research. The investors were found to be significantly more wealthy that most Canadians, and
to occupy the top stratum (top one percentile) of wealth among Canadian households. In
general, they were found to be well-educated. The nature of the investments made by these
investors was documented and found to cross most sectors - industrial and geographxc - of

Canadian small businesses.

Investors were found to work within syndicates and to employ a variety of risk reduction

strategies, including diversification and involvement in the direction of the firms. They were

seen to demand rates of return that were approximately consistent with those expected by other
investors of risk capital. It was also found that investors have not, in general, availed
themselves of two important public. policy initiatives (COIN and SBDC's), initiatives that had
been intended as stimuli to informal investing. It is appropriate that more specxﬁc athbutes of
mformal mvestors be considered at this point.
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5. Investor Decision-Making

5.1 A Model of The Decision Process:

The decision process faced by informal investors was modelled as a three-stage process
as presented in Figure 1. This model was presented in the questionnaire completed by informal
investors. Most investors (79.2%) agreed that it was an accurate representation of their decision
making process. According to this model, the initial step occurs when investors first become
aware of a business investment opportunity. Typically this occurs through active personal search
or on the recommendation of business associates. At this point, the investor must decide
whether to consider the particular opportunity to reject it out of hand.

The second decision moment occurs if the business opportunity has not already been
rejected after the investor has contemplated the enterprise. At this point, having examined a
business plan and possibly having discussed the matter with associates, the investor must again
decide whether or not to pursue the opportunity by meeting with the principals.® Alternatively,
the investor could elect to reject the proposal.

The third decision point arises once the investor has met with (and perhaps even
negotiated with) the principals. The investor is yet again faced with the decision to reject or,
alternatively, 1o invest.

In order to further understand the decision-making process, informal investors were asked
to rate, on a 7-point scale, 10 criteria they may take into account when deciding whether or not
to invest in an opportunity. Investors were asked to provide these ratings for each of the
decision-making moments. Mean ratings give some indication of the relative importance of
certain criteria (see Table 10). The execution of the due diligence process is reflected by the
manner in which the importance of the various criteria changes through the stages of the
decision-making process. The investor becomes progressively better acquainted with all aspects
of the investment before an investment is consummated.

* The respondents who did not feel that the diagram was an accurate representation of their decision-making
process stated that very often Times O and 1 are not distinct. Often informal investors receive business plans by
mail. They become aware of and consider a business opportunity when they review the business plan. With that
caveat, this model was deemed to be a reasonable paradigm of the decision-making process, a representation from
which fairly accurate inferences may be made about informal investors™ decision making and due diligence.
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Figure 1: Schematic Representation of investor Decision-Making Process

Bscome Aware of and

Decide to Mest Declde to Declde to
Review Investment Opportunity Principaia Negotiate tnvest
Busineas Meost Negotiate
Time 0| —— | Time 1| —— |Time 2 | —— [Time 3
' Considered | pringipals brincipals '
Reject émct Reject Reject
Table 10:. Mean Ratings of'lmportance of Criteria
Criterion Time 0 Time 1 Time 2
Potential of Industry. 5.81 5.68 578
Potential Product or Idea 6.25 6.24 6.35
Having a Business Plan . 487 542 5.78
Realism of Business Projections 5.27 5.67 6.01
Opinion of Your Colleagues About the Oppontunity 4.12 431 4.53
Background of the Principals 5.81 6.12 6.10
Fit with Your Own Background 4.13 4.29 4.13
Fit with Other Investments - - 340 T340
Perceived Financial Rewards 5.89 6.01 6.25

A closer analysis of individual respondents’ ratings provides an alternative means of

reaching generalizations about the importance of each investment criterion. Table 11 presents
. the three criteria most frequently rated "very important” or given a score of seven on a seven-
point Likert scale for the three decision moments.

It should be noted that the present study cannot tell whether respondents employ- non-
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compensatory procedures, compensatory procedures, or some combination. A compensatory
decision procedure is one in which, for example, a very low industry potential can be made up
for by a very high rating on the background of the principals. A non-compensatory procedure
would reject the opportunity that had a very low potential of industry regardless of the ratings




of other criteria.’ This is an obvious area for further research. Nonetheless, based on the results

of this work, the following generalizations may be made about the decision-making process of
the average investor. :

Table 11: Most Important Decision Criteria
( Measured by Fraction of Investors that Rated Criteria “Very Important”)

Criterion Percentage of Respondents that Rated Criterion °7’
Time 0 Time 1 : Time 2
Potential of Product : 59.9 59.6 64.7
Potential of Industry 476 42.7 478
Perceived Financial Rewards 425 47.3 57.5
Background of Principals 41.5 55.1 554

Initial Impressions (Time 0). At the onset, informal investors judge an opportunity based on the
potential of the product, the industry, and its perceived financial rewards. The potential of the
producr is the most important criterion because it is a quick and simple way to assess the
investment's soundness. Since new businesses are often created from innovations, the legitimacy
of the opportunity is based on the investor's perception of a potential market. Similarly, the
potential of the indusrry allows a further measure of an opportunity’s viability because it
represents a broader classification of the product's potential. Perceived financial rewards
determine if further investigation is warranted because the cost of investigating the opportunity,

or conducting the due diligence process, must be offset by a return better than that of alternative
investments.

On average, 72.6% of opportunities presented to informal investors are rejected at this

point. If they decide not to reject the opporwnity, the business is considered and a due diligence
process commences.

Initial Investigations (Time 1). The importance of the Principals Background increases at this
stage; it becomes more important than any other criterion save only the Porential of Product.
A lawyer with a long history of informal investing stated that a typical background check
involves credit checks and employment history, as well as reference checks. This procedure is
a customary part of many of the transactions that this respondent processes.

At this point, investors reject, on average, an additional 15.9% of the opportunities
originally presented to them. The cumulative average of the rejection rate to Time 1 is 88.5%,
reflecting the high standards that investors require of the investments that they decide to finance.

* These two decision procedures are not mutually exclusive. Both could be employed by the same person at
different stages of the decision process.
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- Due Diligence (Time 2). This third decision making moment arrives after once the investor has
met with the principals, has performed due diligence, but before negotiations have started. In
actuality, it represents a decision of whether or not 10 negotiate. The three most important
criteria at this stage are: Porenrial of Product, Perceived Financial Rewards, and Background of
Principals. With the performance of due-diligence, the investor has a more informed opinion of
the opportunity's Perceived Financial Rewards, and this now becomes the second most important
criterion. Similarly, the ranking of the Realism of Business Projections is deemed very imporntant
and given a 7 score by 53% of the respondents, compared with 35% who had given it a score
of 7 at Time 1. This criterion is rated very important at this time as it is the foundation on
which negotiations are based, and as it provides the investor with a.means of checking on the
managerial abilities of the founders of the firm. The reason for the lower rating of Background

of the Principals is because if the investor does not like the entrepreneur, the opportunity will
already have-been rejected at Time 1. :

The mean rejection rate at this stage is a further elimination of 6.3% of the original
opportunity set. The cumulative rejection rate is 94.8%; in other words an investor will negotiate
a price with an enurepreneur for only 5.2% of potential investments.

Consummation (Time 4) The fourth decision-making moment arrives during the negotiations
surrounding the deal. Of the original opportunities, 2.82% are rejected at this stage. More than
half of the deals that reach the negotiation stage are not consummated. Investors have cited
reasons such as "could not agree upon price, or ownership structure”, "disliked principals", and
"discovered new information about the deal" as the most common reasons for walking away from

_ the investment at this late point.

These aggregate findings, however, are not uniform across all investors. There is
evidence that the decision processes of more experienced investors differs from that of less
experienced investors. This is in accord with other results in the decision-making literature. The
next section, therefore, examines the effect of investors’ experience on the decision-making
process.

5.2 Investors’ Experience and Investors’ Expectations

Findings of this study suggests that the decision-making process may be a function of
investor’s experience. To this end, it becomes necessary to measure "experience”. Two
alternative measures are employed: one based on investment intensity, the other based on age.
To derive the first measure of experience, respondents were classified according to investment
intensity. This wss measured by the number of investments made in Canada and abroad for the
five-year period prior to completing the questionnaire. Three intensity categories were -then
developed. The first category contained the 92 respondents who had invested in two or fewer
investments over the previous five years. This group is considered as "low-intensity" investors.
The second category comprised the 108 angels with three to five investments over the same
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period - "medium-intensity” investors. The third category contained 70 respondents who had
invested in six or more informal investments over the five-year period. These were cons:dered
to be "high-intensity” investors.

This intensity factor may not measure experience perfectly since investors were only
asked about the number of investments they had undertaken over a five year period. As an
alternative measure of experience, respondents were also classified by age. Age should offer an
additional surrogate for experience. Surprisingly, the two measures, intensity and age, are not
correlated significantly (rank correlation 0.0801). Generation gaps might be expected 1o exist for
no other reason than as a result of changing technologies. The age categories are presented in
Table 6.

The-five-year time interval used here spans periods of both very high growth (1986-88),
and recession (1990-91). It should be noted that in September of 1990, an N.D.P. government
was elected in Ontario. At the time the interviews were conducted, this government was
considering a Bill that would have made members of boards of directors personally liable for
employees wages in the event of bankruptcy (Bill C-70). Since many informal investors sit on
the boards of these SMBs (often without salary) to provide guidance, senliments about the
investment climate were negative. :

Table 12 presents investors’ expectations broken down according to the two alternative
measures of experience. The impact of experience is clearly evident from these data.
Specifically, younger investors expect, on average, a higher rate of return on their investments
than do older investors. This difference was statistically significant at a 90% level. It is not
clear why this is so. Perhaps younger investors provide more seed capital than older investors,
and therefore demand a higher rate of return. Evidence of this may not be extracted from this
data set as investors were asked for details of their investments in both start-up and young
companies without having to distinguish between the two. Another possible explanation is that
younger investors are more naive and therefore have higher expectations of their investments,
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Table 12: Expected Rates of Return and Holding periods by Experience

Sample Age Investment Intensity
< 36 36-50 51-65 >65 Low Medium High

n=226 n=43 =92 n=79 n=12 n=80 n=89 n=57
E(Rate of 32.29% 4834% | 29.77% 29.10% | 15.08% 30.98% 31.74% 35.01%
Retumn) (46.95) (60.63) (53.35) (29.02) (9.38) (45.51) (45.51) (35.36)
E (Holding 6.35 5.07 687 6.87 7.00%* 7.01* 6.18 581
Period) (2.80) (2.11) (3.62) (3.62) (2.86) (3.80) (2.58) 3.17)
(years)

. dlgnilicance tests:
Ho: There is no difference between means across categories. Ha: There is a difference between means across categories.

* denotes statistical significance at 90% level; ®* 95% level; bold denotes 99% level; ( ) brackets contain standard deviations

Young investors have the shortest expected holding period, as well as the highest expected
rates of return, of the four age categories. The difference among the under 35, the 36 - 50, and
the 51 - 65 age categories is significant at the 99% level, and 95% significant for the 66 and over
category. This might suggest that young investors do not employ an extended hold strategy to
reduce their risk profile.  Again, the younger investor may lack the patience displayed by older
investors. A significant difference was also viewed between the low- and medium-intensity
groups. A possible explanation is that high-intensity investors cannot afford to be as patient as
low-intensity investors because their personal stake in informal investments is larger.

It is interesting to speculate on these results. On the one hand, it is conceivable that the
lower expected rates of return demanded by older investors may represent the realistic
-experiences of more experienced investors. Alternatively, they may reflect the patience that ofien
accompanies age. On the other hand, perhaps those older investors who continue to invest are
those who always had lower, more attainable, expectations. Investors whose higher expectanons
may not have been realized may have abandoned the marketplace.

No other significant differences were observed in investors’ expectations. This is
probably a result of the high percentage of investors that expect to serve on boards of directors
or advisors, demand a formal shareholders agreement and negotiate operating covenants.
Analysis of investors’ decision making process should shed some light on the reasons why
differences exist between age and investment intensity groups.
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5.3 Impact of Experience on Decision-Making

Table 13 contains the mean ratings of each decision criterion by age categories'®. The
null hypothesis under consideration here is that age populations have the same distributions of
decison criteria. In both cases, rejection of the null hypothesis implies that the "bulk" of one
population’s ratings is higher or lower than the ratings of the other population. The mean ratings
are shown in order to better illustrate the differences between groups.'

When the data were segmented by age, certain significant differences were observed. The
under 35 age category rated the importance of industry higher than both the 36-50 and the 51-65
age categories at Time 1 and 2, with the significance level set at 90 percent. Similarly, the data
showed mean differences between the under 35 category and the next two older categories and
were significant at the 95 percent level at Time O for the rating of Fit With Your Own
Background. Older investors gave it a higher score, deeming it more impontant than younger

investors. Similarly, older- investors rated fit with other investments lower than younger
investors.

One investor explained that, in theory, it would be ideal if synergies between investments
could be realized. However he explained that the entrepreneurs who are focussed on a single
opportunity have egos that do not allow synergies to be a reality. These differences may be
explained by a comment made by a 28-year-old informal investor. He said industry was perhaps
the most important aspect an investor should consider because even if the product fails, valuable
industry knowledge is acquired for future investments, or to modify the original business. The
concept of acquiring knowledge through experience/experimentation is brought forth in the 28-
year old investor’s comment. The findings support the notion that younger investors experiment

more than older investors, perhaps in pursuit of knowledge. This supports Wetzel's (1983) claim
that schools for venture investors are on the streets.

These findings, along with the fact that the mean rejection rate was lower (not significant)
for investors under 35 years of age and for the older categories (see Table 16), would indicate
that older investors are quicker to reject proposals brought to them, perhaps based on industry.

It should be noted that the overall investment rate does not differ significantly between age or
investment intensity categories.

19 The data were also segmented by investment intensity, but findings were not conclusive,

" The Mann-Whitney U-test statistic and the Z statistic (for tests that contained samples with greater than 30
cases) were used to determine whether or not differences between groups within the age and investment intensity
categories existed. This test is the most practical alternative to the parametric r-lest. The Mann-Whitney mean ranks
do not illustrate the differences quite as clearly. However, the significance tests shown in the tables are computed
using the Mann-Whitney test statistic, which is more suitable 1o ordinal scale data.
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Table 13: Mean Scores of Investment Criteria by Dcrislon-M-lt:ng Moment and Age
Ho: There is - Gifesence between mean ratings of investment criteria across age categories
Ha: There is « diffcrence between mean ratings of investmicnt criferin across age categories

- .

Criterion Time 0 Time ?
Age . Age

Mecan Mcan
Importance of .. <3S 36-50 51-65 >65 up to 35 36 to 50 51 to 65 >65

n=95 n=21 n= 0= n= A:oz n=21 n=39 n=32
Poteatial of Industry 5.81 5.91 573 5.82 6.08 5.68 6.04%* 5.49%¢ 5.64* 5.92
Potential of Product or 1dea 6.25 6.16 6.25 6.28 6.39 - 6.24 6.26 6.14 6.31 6.42
Maving a Business Pan 4.86 a7 491 484 5.08 5.4 528 5.54 5.4 5.42
Realism of Rusiness Projections 5.27 5.14 Wi} 5.42 531 5.67 5.53 5n b | 5.67
Opinions of Colleagues 413 4.3! 426 3.")0 3RS 4.3 449 4.48¢ 397 4.50
Rackground of the Principals 5.81 5.86 - 5N 5.89 SRS 6.15 6.02 6.26 6.12 6.08
Fit with Your Own Background 414 3.49%¢ 4.33% 4294+ 4.14 4.9 3.94 437 4.46 4.08
Fit with Other lnvestments - - - - - 140 151 163 3.16 3.00
Pcrccivc;i Financial Rewards 5.89 5.63 6.06 5.82 6.00 6.00 5.85 6.15 592 6.09

* significs statistically significant at the 90% level; ** at the 95% level: *** at the 99% level
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Table 14: Mcan Scores of Investment Criteria by Dedslon-Making Moment and Age

Ho: There is no difference between mean ratings of investment critcria acrass age calegogics
Ila: There is a difference between mean ratings of investment criferia across age categonies

Criterion Tinic 0
Age )

Mecan -
Importance of .. <35 16.50 51-6S >65

n=95 n=21 n= n= =
Pote ntial of Industry 5.78 6.02¢ 5.67* . 5.71* 6.0R
Patential of Product or Idea 6.3 6.26 6.3§ 6.40 6.33
Having a Business Plan 5.77° 5.63 5.87 5.76 5.67
Realism of Rusiness Projections 600 5.80 622 606 . 6m
Opinions of Colleagues 4.54 4.57 4.61 44 492
Rackground of the Principals 6.10 6m 6.06 . 6l 6.50
Fit with Your Own Rackground 413 3.98 422 414 . 400
Fit with Other Investments 1.40 192 162 .o 2560
Perceived Financial Rewards : 6.25 632 6.18 6.26 6.36

* signifies statistically significant at the 90% lcvel: ** at the 95% level: *** at the 99% level
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Table 15: Rejection Rates by Investment Intensity, Age Categories and Decision-Making Moments

Group Time 0 Time 1 Time 2 Time 3 Overall Investment
' : ' : Rate
Sample n=234 72.55% 15.88% 6.30% 2.82% 2.38%
(25.45) (17.56) (8.13) (4.61)
Low 7047% 19.27% 6.04% 293% 1.29%
n=76 (30.48) (22.10) (7.83) (5.82) ‘
Investment Medivm 72.65% 14.64% 6.62% 2.78% 3.31%
Intensity | n=89 (22.29) (14.15) (7.46) (3.70)
High | 74.66% | 13.66% 6.16% 2.82% 2.71%
=61 (23.82) (15.70) (9.64) (4.29)
> 35 69.73% 18.05% 6.39% 2.70% 3.13%
n=45 (25.25) (17.46) (6.55) (3.78)
: 3610 50 71.42% 17.38% 6.22% 2.95% 2.03%
Age =96 (27.68) (19.23) (8.00) (4.31)
51065 || 75.56% 12.58% 6.60% 2.60% 2.66%
n=81 (21.97) (13.17) (9.38) (4.01)
>65 72.08% . | 18.54% 5.08% 4.00 0.3%
n=12 (30.56) (26.49) (6.29) (8.27)

( ) brackets contain standard deviations

Analysis of the reasons for rejecting opportunities shows surprising conformity (see Table
16). The overwhelming majority (80%) of respondents agreed that they had rejected investment
opportunities presented to them because of their lack of confidence in the managerial abilities of
the principals. This was the single most frequent reason for rejecting. Despite the fact that the
majority of angel investors offer guidance to the entrepreneur in their capacity as a member of
a board of directors or advisors, they still expect the entrepreneur to demonstrate the skill level
required to operate the venture. The angel is investing in the entrepreneur as well as the
business. '
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o Table 16: Reasons for Rejection by Age and Investment Intensity
Significance tests: ‘

Ho: There is no difference between % of respondents who agree across categories
Ha: There is a difference between % of respondents who agree across categories

Percentage of Respondents who Agreed they had Rejected an Investment
for Listed Reason
Reason for Rejection Mean Age’ Investment Intensity
, n=25
8 >35 | 36-50 | 51-65 | »65 | Low Mediu High
n=50 | n=106 | n=88 n=57 n=86 m n=63
n=108
Unfamiliar with Technology or 484 | 48 48 47 57 43 49 54
Nature of Investment
Market Potential Insufficient 56.2 60 - 54 59 42 56 53 64
Lack of Confidence in .| 802 76 81 81 86 | 73== 82 g7**
Management '
Unsatisfactory Risk/Return Ratio | 620 | 56 | 61 66 56 59 63 65
Inadequate or Unsatisfactory 415 30" 42 47+ 50 38 42 27
Business Plan :

* denotes statistical significance at 90% level; ®** at 95% level

A parametric r-test was used to determine if differences between groups existed for the
rejection rates for the various reasons for rejecting an investment. Once again, there were
differences among the different categories for the reason for rejection. The most notable
difference was between the low and high-intensity investors. High-intensity investors were more
likely to reject an opportunity because of a lack of confidence in management than were low
intensity investors. There are two possible explanations for this finding. The first is that high-
intensity investors do not have as much time to nurture an investment as do low-intensity
investors, and therefore are very careful to invest only in those opportunities with a good

management team. Alternatively, high-intensity investors have more experience, and realize that
informal investments are investments in entrepreneurs.

5.4 Conclusions

One of the most important findings of this study is that the stages of the decision-making
process used by informal investors in Canada can be modelled as a three-stage process. Itis a
decision-making process that sets high standards for ventures under consideration, and one that

leads to a very small percentage of investments actually undertaken. On average, one deal in 40
is financed.
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The majority of investments are rejected before the investor ever meets Lhe principals.
This finding argues strongly for well-developed and realistic business plans. The business plans
presented to investors must accomplish at least three tasks. They must demonstrate the financial
potential of the enterprise; and they must demonstrate the managerial abilities of the principals

‘of the opportunity; they must capture the attention of the investor and differentiate the

opportunity from the many others that come to the attention of the investor.

In the later stages of the decision-making process, the merits of the investment are judged
by financial as well as principal-related factors. Risk is only one component of the high expected
rate of return. Compensation for the time and effort invested in monitoring and guiding the
venture justiﬁes‘ an expected rate of return that exceeds the risk-free rate by a factor of 6-10.
This rate is comparable 10" expectations held by venture capuahsts and informal investors in
other areas.

The notion that informal capital is patient capital is confirmed with these findings. The
respondents’ expected holding period is, on average, just over six years. This is because the

_return is customarily realized in the form of a capital gain when the informal investor is bouom

out in a public offering or by a professional venture capital firm.

Age tends to affect an investor’s decision-making process. Younger investors are not as
hasty as older investors to reject opportunities presented to them, but there is no statistically
significant difference in the overall investment rate across ages. Similarly, older investors prefer
to invest in opportunities that fit with their background. These findings tend to indicate that
younger investors also attempt to acquire knowledge through their investment activity.
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6. Informal Investors’ Motivations

6.1 Introduction

Little is known about what motivates informal investors. This section outlines findings
drawn from the research data about what the motivations of informal investors might be. The
results could help entrepreneurs to better fashion their business plans to improve their chances
of finding equity financing. For academics, this research seeks to add to knowledge about how
this inchoate marketplace functions. Policy-makers can use the findings to better target initiatives

- designed to redress the perception of a ’capital market gap’. With a better understanding of the
motivations of informal investors, policy-makers can target future policy initiatives with enhanced
precision. Because informal investors are the target of important government policy initiatives,
it makes sense to identify what motivates them to be active in this primitive capital market. Such
knowledge may be useful to help encourage more investors to become active.

6.2 Methodology

From the previous section, it was found that investors rejected 97.2 percent of the
investment opportunities to which they had become exposed. In 72 percent of the instances, the
opportunities were rejected out-of-hand, before any serious investigation of the business. By far,
the primary reason for rejecting an investment opportunity was a lack of confidence in
management. On the other hand, investors did report a significant level of investment activity,
a level of activity that contributes to the importance of the informal marketplace as a vehicle of
economic development, enterprise expansion, and job-creation.

6.3 Empirical Findings

Among the hypotheses under investigation in this research is the proposition that informal
investors consider non-financial aspects of potential investments as important determinants of
their investreject decisions. To discern what prompted investors to reach favourable decisions,
the survey asked investors to rate the extent to which they agreed or disagreed with a series of
statements. These statements, shown in Table 17, related to why they had decided "to invest
directly in a business opportunity.” This table presents the mean scores (on a 7-point scale
where 1 corresponds to complete disagreement and 7 signals complete agreement). Note that

financial returns have the fourth highest mean rating; it is rated a *7° by only 27% of
respondents. '
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Investors protected themselves against risk by diversifying across markets and
industries, investing as members of syndicates, involving themselves in operating
the firms, establishing contractual arrangements and covenants with the other
owners, and using debt.

Investors expected pre-tax rates of return averaging approximately S1 percent.
This rate is consistent with rates required by venture capitalists.

Investors expected to hold their investments for an average of 6.35 years.

The Functioning of the Informal Marketplace

Investors had little use for impersonal matchmaking services or provincial venture
capital corporations such as . Ontario's SBDC's. Investors do not need
matchmaking services; they perceived a more than sufficient deal flow,

The potential supply of informal capital is vast, but remains largely untapped.
The gap in the market is the dearth of attractive opportunities. This shortage
results from the perception that the principals of firms lack managerial abilities.

Local matchmaking services were found to facilitate informal capital formation
because of the screening and advocacy in their operation.

Investors learn about potential opportunities primarily through personal means and
(especially for distant opportunities) from business associates.

References from business associates are imporant determinants of investment
decisions. . ‘

The informal marketplace functions at a high level of efficiency; communications
and syndication among investors and other participants occur with considerable
productivity.

Investor Decision-Making Process

A three-stage process, investors reject an average of 72.6 percent of proposals out
of hand and an additional 15.9 percent after initial investigation. Approximately
one proposal of 40 results in consummation of a deal.

The perceived potential of the product and industry, the perceived backgrounds
of the principals, and the antcipated financial payoffs were the primary
determinants of investment decisions. '




Motivations of Informal Investors

Three broad factors directed investors' decisions to invest:

. expectation of financial rewards;
. ~level of comfort felt about an investment; and,
. the degree of excitement and affiliation associated with the project.

Psychological Profiles of Informal Investors

‘Investors tend to be men with internal locus of control, very high needs for
achievement and dominance, and moderately high needs for affiliation and
autonomy. :

Investors are intrinsically motivated, highly involved with their work and their
investments, very satisfied with their jobs, and moderately satisfied with their
investments' performance. ‘

Investors report high levels of perceived stress and cope with this stress by
working harder.

Therefore, to improve their chances of attracting informal risk capital, entrepreneurs should:

present the investment as a challenge;

offer investors a formal leadership position in the organization and include
investors in the decision making process;

offer investors such non-monetary incentives as learning opportunities, media
attention, elc.;

keep informal investors advised on an on-going basis and provide them with
opportunities to contribute more than money.

Recommendations

(1) For intermediation

Boards of Trade and local economic development agencies should be used to
house intermediation services.

Intermediaries ought to incorporate well-known minimum 'listing requirements’.
Consideration should be given to establishing amendments to legislation such as

"Regulation D", used in the U.S., to qualify specific types of investors as
- 'sophisticated’ and exempt them from prospectus protection.
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Table 17: Reasons for Investing Directly in Small Businesses

Text of Statement Mean
Response

—— —

I have confidence in the business's principals (n=266) 6.20

m

I understand the nature of the business opportunity (n=267) 550

My research indicated the opportunity had potential (n=266) 549

I expect large financial returns (n=268) 5.37

I have confidence in my ability to manage the risks (n=267) ' 5.35

@ e |>fzlo

I value my participation with the individuals involved (n=268) 5.06

—

I valye the recommendations ... by people whose judgement I respect (n=266) - 490

o

It is important ... to be a part of creating something (n=266) ’ 481

M. My gui-feeling regarding possible investments is dependable (n=268) 4.63

I value the sense of excitement associated with my involvement (n=268) 4.51

I have had previous experience in this kind of business (n=266) 4.14

~ The business is the "be-all and-end-all" of the principals’ financial future (n=264) » 3.90

It is more fun than gambling (n=263) _ 346

z |7 oo o

I am lucky in such endeavours (n=265) ’ 3.01

respect to prompting a decision to invest in small businesses were: the investors' confidence in
the business’s principals, their understanding of the nature of the business opportunities, and that
their research indicated that the opportunity had potential. A factor analysis of these items,
however, provided further information.

Factor analysis was employed to associate statements with potential underlying motivating
factors. Factor analysis is a statistical technique used to identify a relatively small number of
factors which govern responses to a larger set of variables. It attempts to measure concepts that
are difficult to define using a single variable measure. For example, "athletic ability" may be
expressed as a function of agility, coordination, speed, and strength. "Athletic ability” is a
concept that is not, inherently, objectively measureable. However, a series of objective measures
of skills that relate to the unmeasurable concept can communicate the sense of 'athletic ability'.

: Factor analysis is a statistical means of identifying factors that govern responses to a variety of
seemingly disparate measures. :

031

l Examination of the individual items in this table suggests that the highest-rated items with




The results of factor analysis are typically interpreted in raw form as well as after
‘rotation’.  Pre-rotation results simply identify relationships but it is difficult to identify
meaningful factors, unequivocally, from the pre-rotation results. Often the variables and factors
do not appear correlated in any interpretable pattern (Norusis, 1989). Rotation is a mathmeatical
technique which allows factors to be identified from various 'views' of the data. The results
obtained after varimax rotation are used here. Table 18 illustrates the groupings and factor
loadings (weights) after varimax rotation. As noted in this table, factor analysis was able to
discern four general factors which, together, act as motivations for informal investment decisions:
affiliation, chance, comfort,'? and financial.

The first factor, affiliation, describes how investors agree that active participation, the
sense of being part of creating something, and the related excitement are part of informal
investing. A second factor also emerged, one that conveyed a sense of "chance’: gambling, luck,
intuition, risk, and principal’s financial involvement are related because they are all statements
that allude to the notion of a "quick and dirty” method of evaluating investment opportunities.
A third factor that was discerned was the expected financial factor. The fourth factor
corresponded to the level of comfort felt by the investor about an opportunity.

According to the Association of Canadian Venture Capital Companies’ 1992 annual report
(ACVCC (1992)), the most obvious indicator of management’s commitment to the project is the
financial commitment of the firm’s principals. The 'comfort’ factor relates understanding,
experience, research, and opinions of others. Compared to the chance factor, the comfort factor
may be considered "an educated guess”, based on the findings of due diligence, as to the success
~of an investment opportunity. The financial motivation factor is governed by an investor’s
perceived financial gain, his/her perception of the entrepreneur’s ability, and, to a lesser extent,
the entrepreneur’s invested interest.

Those variables (statements) that had factor loadings above .55 were averaged into four
general indexes, each conveying the investors’ scorings of the importance of the summed
variables associated with each factor. Cronbach-Alpha values were computed to measure the
association of the variables that constructed the factors. This internal consistency technique was
selected because it is particularly useful for variables which are measured from Likert 7-point
scales. The resulting alpha values may be found in Table 19.

12 Comfort is really not a motivation, but the variable statements that contribute to this factor all indicate some
sort of due diligence, or investigation process that the investor undertakes for informal investments.
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Table 18: Varimax Rotation Results of Factor Loadings

Statement . Factor 1 Factor 2 Factor 3 Factor 4
S " Affiliation” "Chance" "Comfort" "Financial”
B I value my panicipation with the individuals 7618
involved (n=268) ‘
D Itis important ... 10 be a pant of creating 7295
something (n=266)
G 1 value the sense of excitement associated .7290
with my involvement (n=268) '
N I amlucky in such endeavours (n=265) 7757
M My gut-feeling regarding possible investments . 6914
is dependable (n=268)
K It is more fun than gambling (n=263) 6493
J The business is the "be-all and end-all” of the 4949 4582
principals’ financial future (n=264) :
L I have confidence in my ability to manage the <.45
risks (n=267)
H My research indicated the opportunity had - |. ' 7027
potential (n=266) :
C 1 understand the nature of the business .6994
opportunity (n=267)
E I have had previous experience in this kind of 5926
business (n=266)
‘I 1 value the recommendations ... by people - 4502
whose judgement I respect (n=266)
F I have confidence in the business's principals ' 7675
(n=266)
A 1 expect large financial returns (n=268) .7303
33




Table 19: Reliability of Scales for Motivations

Motivation Contributing Variables . Cronbach a Mean Score
: n=268

Factor 1 BDG 7228 4.753

Affiliation

Factor 2 NMK 6565 3.714

Chance

Factor 3 HCE 4754 5.076

Due Diligence :

Factor 4 F A 5232* 5.740

Financial - °

'As an allernative measure of association, a one-tailed I-test showed a significant (99%) positive correlation
between variable statements A and F.

The financial and comfort (due diligence) factors have the highest mean scores, and it is
therefore reasonable to conclude that these two factors are the primary determinants of
investors’motivations. However, the affiliation factor cannot be ignored since the mean score is
higher than neutral, and rests on the 'agree’ side of the scale. The chance factor does not seem
to be important since its mean score is slightly towards the disagree’ side of the scale.

Essentially, these results indicate that there are three factors that prompt investment activity:
financial, risk amelioration or comfort level, and affiliation. Investors do undertake informal
investments for financial gain and they undertake a careful investigation process to assist them
in deciding whether or not to invest. Investors also consider group interaction to be an important
and attractive attribute of informal investing. Some investors acknowledge that luck and intuition

are contributing factors to an investment's success, but most agree that it does not influence their
decision to invest.

In order to explore the robustness of these results, the sample was partitioned according to
the four geographical regions: Eastern Canada, Quebec, Ontario, and Western Canada. Factor
analysis was repeated for the investor respondents from each region to ensure that the full sample
results were consistent with regional patterns. It was found that Canadian investors are very
much alike. There is a generalized conformity of responses concerning possible motivations.
Table 20 contains the mean rating of each statement of motivation by region.
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l' Table 20: Ratings of Statements bf Motivations
' - Mean Ratings
Statement of Motivation
Canada Eastern Quebec | Omntario Western
n=268 Canada n=18 n=155 Canada
n=55 n=40
{ -
l A. T expect large financial returns 538 4.93 5.56 550 546
B. I value my participation with the 1 508 . 4.93 5.56 5.06 -5.15
l individuals involved o
- C. I understand the nature of the particular 5.50 5.31 561 | 5.60 533
business opportunity
‘_ D. It is important to me to be part of creating 4.82 4.84 4.94- 4.80 4.82
something
5 E.. T've had previous experience in this kind of 413 4.66 3.28 3.99 4.32
| business :
F. I have confidence in the business's B 6.22 5.96 6.47 6.29 6.23
' principals '
. G. I value the sense of excitemnent associated 4.51 4.84 4,22 4.39 4.69
with my involvement :
" H. My research indicated the opportunity has 5.48 556 5.28 5.45 5.61
- potential
\ I. I value the recommendations about the 4.90 5.26 4.59 4.74 5.18
I business made by people whose judgement '
1 respect
© The business is the "be-all and end-all” of 391 3.70 453 3.85 4.18
l the principals financial future
K. It is more fun than gambling 3.47 3.53 3.65 343 347
I L. I have confidence in my abilif)' to manage 5.35 5.36 5.50 533 533
the risks ' :
. M. My gut-feeling regarding possible 4.63 4.67 (484 | 468 4.23
I ‘ investments is dependable ' '
. N. I am lucky in such endeavors 3.02 3.09 kR D| 3.02 2.84
- Table 21 provides more decisive evidence that Canadian informal investors are alike. The
' table shows the rank correlation results of the mean ratings, pairwise, between regions. All
\ correlations were statistically significant at the 99% level.




Table 21: Correlations of Mean Ratings
of Motivations between Regions

Region Eastern Canada Quebec Ontario Western Canada
n=55 n=18 n=185 n=40
Eastem Canada 1
Quebec .8080 1
Ontario .8926 .9559 1
Western Canada .9490 8276 .9381 1

Factor analysis was performed on each region to determine if non-financial motivations
‘were considered important by investors in each region. Table 22 is a summary of the underlying
motivations and their mean ratings. Note that no results are available for Quebec due to the

small sample size.

Table 22: Summary of Motivations and Mean Scores, by Region

Motivation Canada J- Eastern Canada Ontario Western Canada
Excitement 3.985 4.099
Comfort . 5.076 5.394 5.015

Camaraderie 5.444 5.679
Experience 4.982 5.101
Financial 5.740 4.927 5.882 5.118
Affiliation 4.753 . 4.760

Chance 3.714 3718

Instincts 3.526

Table 22 illustrates that non-financial motivations exist, and are considered important by
investors in all regions. The similarity of the motivating factors across regions is particularly
clear. In some regions, larger factors get subdivided into related subfactors; however, the

essence of the national findings is found to be consistent.

From these findings, it becomes apparent that informal investors are people whose
motivations are drawn from a variety of needs and personal characteristics. Informal investors
realize a sense of achievement in two ways: they expect to attain financial gain, and they
experience the excitement of being a part of a new creation. Social needs are also met by being
a part of the team involved in the development of the enterprise.

6.4 Summary and Discussion
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_ This section has presented the findings of empirical research which investigates the
smotivations behind informal. investment. Investors rejected 97.2 percent of the investment

- opportunities .to which they had been exposed. Based on investors’ answers to a series of

statements about why they invested, a factor analysis revealed four dimensions that accounted
for a significant part of the variation in responses. Primary among these factors were factors
associated with-investors' expectations of financial returns from their investment and the level
of comfort with the enterprise that results from the due diligence process. The other way in

‘which achievement may be experienced is through the senses of involvement and excitement
- which accompany the creation of a worthwhile enterprise.

These findings are important. They provide entrepreneurs with a better sense of the needs
which are important to informal investors. To the extent that entrepreneurs can use the business
plan to communicate both the financial rewards and the sense of excitement, achievement, and
affiliation inherent in the opportunity, their chances of acquiring financing are improved.

Policy-makers may also benefit from the findings. To date, policy incentives have
focused on the financial dimension. . These incentives typically relate to a variety of focused tax
shelters. This research shows that the financial dimension alone may not be sufficient to induce
job-creating investment in small firms. The management capabilities of the firms' principals
must meet the investors’ requirements. The investment opportunity needs to generate-a sense of
excitement in the investor and to provide the investor the chance to be part of the team involved
in the achievement of an exciting objective. Government policy, therefore, may be usefully
directed to support advocacy roles in local marketplaces. Trained intermediaries could. direct
entrepreneurs 10 management courses when needed. Fiscal mcenuves linked to JOb creation
results would be consistent with investors’ own needs.

. These results are also of value to academics Without claimiho to be either definitive or

comprehensive, this research represents an additional step beyond the compilation of mvestor
profiles. As such, new avenues for further research are indicated.
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7. Operational Issues Regarding The
Marketplace for Informal Investment

7.1 Introduction

Small and medium-sized businesses (SMB’s) have consistently lamented the apparent
absence of expansion capital, particularly equity capital. Lobby organizations and independent
research have both noted that small businesses cite the lack of capital as the most serious
constraint to growth. If growth is indeed inhibited by a lack of capital, then job-creation and
economic prosperity objectives may be compromised. The claim is that a "capital market gap”
exists; governments find themselves under pressure to ameliorate this perception. While pension
funds and institutional sources of venture capital abound, few invest in SMB’s. It seems a
contradiction that small businesses face difficulty obtaining equity capital. It follows that the
marketplace for equity capital does not appear to direct effectively capital from suppliers to users.
The role of this chapier is to report on an investigation of the nature of this marketplace.

, The specific purpose is to document three of the more important characteristics of the
marketplace for informal capital. First, it reports on an attempt to provide estimates of the
potential supply of informal venture capital. Second, it reports on an attempt to estimate the
proportion of the total that is actually in play. Both such estimates, by their nature, are somewhat
heroic. Finally, this section reports on the character of the marketplace for informal risk capital
and about the effectiveness of attempts at remediation. These findings may indicate the extent

to which policy initiatives may be able address the shortcomings of the marketplace,
shortcomings that may be either perceived or real.

7.2 Potential Gaps in the Market for Informal Risk Capital

According to the economic theory of efficient capital markets, a capital market gap ought
not to exist. If the demand for a commodity (e.g., capital) exceeds supply, economic theory
posits that the price of capital (investors’ required rate of return) would adjust until supply and
demand reached an equilibrium. This aspect of the theory of economics, however, is predicated
on several assumptions, including a basic assumption that the communications and information
flows within the marketplace are freely available to all participants. In marketplaces where this
assumption does not hold, it is not evident that a-market-clearing equilibrium is achieved. It has
been argued that the informal marketplace is indeed such an arena. The word 'gap’, as it has
been used in this context, has not had a clear meaning. Sometimes, it seems to mean that no
market exists at all. At other times, it appears to refer to a lack of effectiveness of a market

which does exist. Therefore, it is essential to identify more precisely the particular lament being
voiced by SMB’s and their lobbyists.

On the one hand, the claim that a gap exists in the face of received economic theory
implies that the market for informal capital has malfunctioned. This claim suggests that the
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marketplace is not at an.equilibrium and that the priée of capital exhibits rigidity. There are
centain well-known cases of government laws, rules, or regulations which may induce rigidity in

* financial markets. Appreciation of this is one factor that has given impetus to the worldwide

movement towards deregulation of financial markets. On the other hand, it is possible that
supply and demand are indeed in equilibrium. In this case, the problem is not that a capital
market gap exists; rather, the problem is that the price of equity capital is unacceptably high.

In short, there are four possibilities:

(a) the informal market functions efficiently and perceptions of capital market gaps
' simply reflect an unacceptably high cost of capital; or,

“(b)  the mforrnal market does not funcuon efficiently and a gap indeed e:usts between
* supply and demand; or,

(c) the marketplace is constrained from reaching an equilibrium by particular barriers
(such as poor communications between investors and entrepreneurs), with the
result that the price of capital exhibits rigidity; or,

(d)  a market for particular forms of financing simply may not exist at all.

These alternatives imply different remedial approaches.

7.3 Shortages and Surpluses

Economists hold specific meanings for the terms shorzage and surplus. A shortage is said
to result if the price of a commodity is too low; a surplus results if the price is too high. Taking
the broad view, if there exists a 'shortage’ of a good, there is just not enough to go around if
everyone is to get the quantity he or she would like to have (at a fixed price). Entrepreneurs
commonly complain about their perception of a shortage of venture capital. It is not clear what
is meant by this charge. Perhaps the entrepreneur seeks more venture capital than he or she now
has. But at what rate of returm? A limited supply is typically rationed on the basis of price.
In economic theory, if the entrepreneur’s firm -wants more capital, all it has to-do is to raise the
return it offers for investment capital. Hence, in a purely competitive market, there are only two
interpretations of the lamem that a shortage of capital exists, either:

(i) entrepreneurs don’t want capital badly enough to raise their offering price
‘significantly; or, _

(i)  they are precluded from raising the rate of return by some institutional or
: legal constramt_
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The first alternative is not a shortage in any economic sense. The second is, but the problem is

more evident if restated directly: entrepreneurs are unable to raise the return on capital as much
as they would like.

The idea, born of the theory of Economics, that supply and demand for capital would
equilibrate, relies on several assumptions. One such assumption is that the marketplace is
competitive. A second assumption is that the marketplace infrastructure permits the market to
clear. These assumption may not hold. At one extreme, the market simply may not yet exist.
It may be inchoate and primitive or it may be highly fragmented. Alternatively, the marketplace

may have once existed but has disintegrated. The survey data provide some insight about these
possxbﬂmes

First, the results indicate that the porential supply of informal capital is very large indeed.
Informal investors displayed a financial profile that differed significantly from that of non-
investors. When investors are compared with non-investors as to assets, net worth, and total

family income, it is clear that investors are significantly better endowed financially than non-
investors.

More than two-thirds of investors report assets in excess of one million dollars; sixty
percent of investors report net worths in excess of one million dollars and almost one-half of all
informal investors report total annual family incomes in excess of $200,000."* This profile
falls-into the top one percentile of Canadian families. That is, this income level compares. with

the income level of approximately one percent of Canada’s families, that is, approximately,
100,000 families.

The informal investors surveyed for this study report having made an average of 4.2
investments within Canada and .6 foreign investments for a tota] stake that averages $632,000
per investor (an average of $126,000 per year per investor) over the 1986-1991 period. Clearly,
if even a sizeable proportion of the 100,000 Canadian families who have this type of financial

wherewithal were active informal investors, there would be no capna] market gap. The potential
supply of informal capital is very large.

This estimate raises two questions. One question has to do with how much of the

potential is actually in play. The other question relates to why potential investors do not
participate in the informal marketplace.

As to the first question, some minimums can easily be established. The informal investors
who responded to this survey together account for annual investments of $34.9 million. The
overall response rate 10 this survey was 42.3 percent. If one supposes, therefore, that this survey
successfully identified every informal investor in Canada (which, of course, it did not), then a
minimum of $82.5 million of new investment is made by informal investors annually in Canada.

13 By ‘comparison, less than one-quarter of the non-investors reported assets or net worths in excess of one
million dollars; only 16 percent of non-investors reported annual family incomes which exceeded $200.000.
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Conservatively, therefore, it is fair to say that the annual rate- of new informal investment in
Canada is of the same order of magnitude as the annual rate of new institutional venture capital.
Due to the 'invisibility’ of the informal market, it is more likely that the rate of new informal
capital is approximately double the rate of new institutional ventre capital (of the order of $500
million to $1 billion).

Even under the most optimistic assumptions, it is also clear that the potential supply of

. informal capital is barely being tapped. - To investigate why this is so, the questionnaire asked

both investors and non-investors to rate particular aspects of risk capital investment in terms of

‘the extent to which each aspect encouraged them to invest, or discouraged them from investing.

Investors did not differ significantly from non-investors except for one dimension: non-investors
viewed informal investment as significantly more risky than did active informal investors. The
two categories of respondents shared perceptions that related to tax incentives, the number of
opportunities, the required size of investments, the lack of liquidity, the time required to search
for deals, and the time required to help in the management of the firm. Only in perceptions of
riskiness did investors differ from non-investors.

Non-investors were also asked, in a separate section of the questionnaire, if there were
specific reasons why they did not invest in small businesses. The most common reason (reported
by 40 percent of non-investors) was that too much risk was involved. The next most common

-reasons were that there was a lack of suitable opportunities (31 percent of non-investor

respondents) and that too much capital was required (29 percent of non-investor respondents).

The lack of suitable opportunities was also noted by investor respondents. When asked
to characterize the availability’ of "investment opportunities in which you would be seriously
interested”, 61 percent of active investors replied that such opportunities were "scarce”, 24
percent reported "adequate" availability, and only 15 percent typified the availability as
"plentiful". Investors agreed among themselves that it is getting more difficult to find high-
quality investment opportunities. Specifically, 58.1 percent of investors reported that, compared
with 5 years ago, good investment opportunities are scarcer. In general (44 percent of responses),
this was attributed to the recession; however, 27 percent of the replies indicated that the
marketplace for good opportunities was becoming more competitive. '

From the evidence presented here, it appears that the gap in the marketplace, if any, lies
more in the shortage of acceptable investment opportunities.than in a lack of capital. It is clear
that the potential supply of informal capital is very large and that informal investment activity
represents a very small fraction of this total. Both investors and non-investors agree that good
opportunities are scarce. Perceptions of risk are found to be the predominant factor that
discourages non-investors from becoming active. To attract new investors, entrepreneurs must
be able to reassure potential investors about the riskiness of their opportunity. One element of
this risk evaluation is the investors’ view of the entrepreneurs’ ability to manage the firm.
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7.4 The Mechanism of the Informal Market: Economic Theory

The Economic theory of price adjustments, a theory that argues against gaps in the capital

- market, is predicated on an assumption that markets operate efficiently. Akerlof (1970) presents
an analysis of one way in which inefficient markets might disintegrate. He considers markets
that are characterized by imperfect information and illustrates his reasoning by considering the
market for cars. He distinguishes between new cars and used cars and between good cars and
bad cars (lemons). The sellers of used cars are able to assess the likelihood that their car is a

lemon with greater accuracy than can a potential purchaser. This information asymmetry has
several implications.

First, it explains the existence of the large disparity between the average prices of new
cars and of old cars. Buyers would logically expect good used cars to be sold to family and
friends, leaving the lemons to go to the market. Second, it leads to a market in which good used
-cars sell at the same price as bad used cars. This is because a buyer cannot a priori tell the
* difference between the two: only the seller knows. In such a market, Gresham’s law applies
to the point that bad cars drive out the good: they sell at the same price. Under these
conditions, potential buyers exit the market. Without intermediation, the market degenerates.
This analogy is extended by Akerlof to explain why primitive capital markets, markets potentially
like the informal market, do not operate efficiently and ultimately disintegrate.

Campbell and Kracaw (1977) amended Akerlof’s argumentation, by introducing into a
credit market a financial intermediary who is able to distinguish good firms from bad.”
Without such an intermediary, the researchers showed that the market deteriorates in the manner

predicted by Akerlof. In the presence of such an intermediary, however, firms’ true values are
reflected in market prices.

Chan (1983) explicitly considers financial intermediation in a venture capital marketplace
in which information is asymmetric. Chan postulates the existence of entrepreneurs who put
effort into a firm and who use part of the returns from the firms' operations to satisfy their
current personal consumption. Potential investors cannot observe either the level of effort or the
entrepreneurs’ draw without an investigation. The investigation is, by assumption, costly. Chan
shows that such a market will also fail without at least one intermediary who can find and
evaluate opportunities at zero cost. Entrepreneurs will present only inferior projects. Investors
would then have to conduct additional (costly) searches before finding a non-inferior opportunity.
The total cost of serial searches reduces investors’ anticipated rates of return. Investors then exit
the market in favour of alternative investments. In short, marketplace degeneration is avoided

o'nly'if the market for investment projects is accompanied by a market for information about the
projects. o ' '

An alternative explanation of price rigidity is that the market infrastructure is inchoate.
- The extreme of this possibility is that no market exists. For example, researchers have remarked

'* One might think of this intermediary as a bond rating service, for example.
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on the "Silicon Valley phenomenon". According to this observation, informal investment
conforms to the local culture.’® That is, no market may exist for particular industrial sectors
of entrepreneurial endeavour in certain geographic locales. One should not underestimate the

- joint effect of: (a) the finding that the informal marketplace is local and personal; and, (b) the

hypothesis that informal investors invest in projects about which they have good information and
knowledge.

» Imperfect markets also can result from legislative barriers, both in terms of their nature,'®
and in terms of compliance. The cost of compliance with legislation can be significant. - For
example, the cost of a preliminary legal consultation can represent a large portion of the annual

.rate of return on the average informal investment of approximately $100,000.

Additional barriers can take the form of the absence of certain types of information. " In
particular, some types of information can go-a long way towards reassuring potential investors
about the riskiness of a given investment. For example, organized marketplaces for capital, such
as the stock exchanges, specify "listing requirements". The exchanges and governing bodies
(SEC, OSC, etc.) provide a fiduciary role and enforce these requirements. Such reassurance does
not exist for-informal markets.” The closest attribute to a listing requirement might be the role

of high profile "lead investors", who may provide comfont to others by their involvement with
an opportunity. '

-Organized exchanges also facilitate the engagement of buyers with sellers. However, in
the informal market, central clearinghouses seldom exist. Such clearinghouses can potentially
reduce the search costs associated with informal investing; however, the attempt to create a
Canadian matchmaking system appears to have failed. '

7.5 The Mechanism of the Informal Market: Empirical Findings

The survey data provide some insights about these issues. Fragmentation is assessed by
asking investors aboul their geographic or sectoral limitations. Reasons for rejecting investment
opportunities are solicited. The mechanics of the marketplace are evaluated from responses to

13 According to the silicon valley phenomenon, investment in high-tech opportunities are relatively more available

- in geographic areas in which high-tech firms are common, but invesunent in high-u:c_ih is relatively hard to find in

areas in which there is already little.in the-way of technology-based firms. In areas characterized by technology-
based firms, informal investors are willing to invest in technology (e.g, Cambridge, Mass., San Francisco Bay area,
Ouawa-Carleton). Conversely, in areas in which the culture does not involve technology-based firms (e.g., Sudbury,

Halifax), investors are reluctant to make such invesunents, and no market for capiattal for such firms exists in that
area. '

18 Recent legislative initiatives propose to modify the responsibilities of directors. Informal investors frequently

take an active role in management of the firm. Hence, investment activity could well be affected by changes to the
potential liability of investors.
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questions about how investors locate opportunities and matchmaking endeavours are appraised.
Respondents are asked to characterize the availability of investment opportunities and to identify
the extent to which they participale in management.

7.5.1 Informal Investor Networking

Virtvally all previous research about the informal marketplace has documented that
investors seldom invest very far from home base. As a result, it has been concluded that the
informal market is inherently local. This study, however, brings an additional dimension to
understanding how the informal market operates. First, it is true that a high proportion of
investments are made in the immediate geographic area and in industries that have a high profile
within the locality. In a somewhat surprising departure from results from the United States and
England, however, the findings of this research show that as much as 30 percent of the
investments were made more than 300 miles from the investors’ home bases. The percentage

frequencies of the geographic distribution of investments are listed in Table 23 for the various
regions in Canada. :

Table 23: Proximity Distribtution of Investments

Canada Eastern Quebec Ontario Western
Provinc<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>