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Business angels: potential financial engines for start-ups

ABSTRACT
 Business angels are becoming more important as an investor class that is able to bridge the investment gap that exists between the proximity financing of family and friends and formal venture capital. Business angels’ investments can be both early stage and expansion and they can have a leveraging effect for other sources of funding, including bank loans and formal venture capital. Though angel investing has both its advantages and disadvantages, it is widely agreed that the advantages of business angels generally outweigh their disadvantages, making an active informal venture capital market a prerequisite for a vigorous enterprise economy. 
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Introduction

Risk capital is increasingly recognized as an important source of financing, particularly for SMEs with high growth potential that are seeking substantial amounts of capital for expansion in return for a share of the business. 
Risk capital comes from both the formal market and the informal markets. The formal market is essentially venture capital companies managing third-party capital, private equity and initial public offerings (IPOs) on public markets. The informal market comprises business angel investments and investments from friends and family. 

There is a dispute that the informal venture capital market represents the largest source of external equity finance available for small and medium-sized enterprises (SMEs) and it is significantly larger than the professional venture capital market (Gaston, 1989). Recent studies in the US suggest that informal investment is more than twice as large as formal venture capital investment (Bygrave, 2006). Similar findings are available for the UK and Europe (Harrison and Mason, 1993; Lumme et all, 1994).
So called informal investors, business angels are private investors who invest in unquoted young entrepreneurial companies. Therefore, they are individuals who provide capital for a business start-up, usually in exchange for convertible debt or ownership equity. 

The term 'business angel' originally comes from England where it was used to describe wealthy individuals who provided money for theatrical productions. The same term was used centuries ago by traders searching the world for merchants. In 1978, William Wetzel, professor at the University of New Hampshire and founder of its Center for Venture Research, completed a pioneering study on how entrepreneurs raised seed capital in the USA, and he began using the term "angel" to describe the investors that supported them. 
More recently, the definition of (angel investor( was also traced to the world of show business, in which (angels( backed performances in return for the right to mingle with the cast, to get front-row seats and very occasionally to earn a financial return (The Economist, Sept. 14, 2006) 
Despite the definition confusion that plagues research on angel investing, an angel investor can be defined as a person who provides capital, in the form of debt or equity, from his own funds to a private business owned and operated by someone else who is neither a friend nor a family member (Shane and Heights, 2008). 

Business angels are usually “well-educated, middle aged person with considerable business experience and a substantial net worth.” (Wetzel and Seymour, 1981) They are willing to take high risks because the investments they make do not put them personally at risk since the investment they make may be only a very small part of their personal investment portfolios.

Angel investors are often retired entrepreneurs or executives, who may be interested in angel investing for reasons that go beyond pure monetary return. These include keeping up with current developments in a particular business arena, mentoring another generation of entrepreneurs and making use of their experience and networks on a less-than-full-time basis. Thus, in addition to funds, angel investors can often provide valuable management advice and important contacts.
Business angels: main types and features
The institutional investors such as venture capitalists and banks, trade creditors, the entrepreneur’s friends and family and other entities can provide capital to private businesses (Shane and Heights, 2008). Therefore, it is important to differentiate angel investors from other sources of capital and in order to minimize the confusion regarding the angel investor, the following definitions should be considered:

- Institutional investor: A corporation, financial institution, or other organization (e.g., venture capital firm) that uses money raised from another party to provide capital to a private business owned and operated by someone else;
- Informal investors which include:

· Friends and family investor: An individual who uses his own money to provide capital to a private business owned and operated by a family member, work colleague, friend, or neighbor;
· Business angel which is an individual (not an institution) who uses his own money to provide capital to a private business owned and operated by someone else. 
Therefore, every angel is an informal investor but not every informal investor is an angel. The fundamental nature of the business angel market is informal and most angels share a desire for anonymity and are unwilling to divulge information about their investment activities. Thus all inferences about the true and potential size of the angel investment market are mostly based on guess. 
Regarding the investor profiles, there can be distinguished different types of investors: 
- Corporate angels: private investors which use their severance or early-retirement payment from former senior management positions at large corporations to make entrepreneurial investment. Their motivation for being an angel is to help others achieve as they have, and to generate greater financial returns from higher risk ventures;
- Entrepreneurial angels: the most active of the angel investors, they invest the largest amount (generally up to $500,000). They have been successful entrepreneurs themselves, now looking for ways to diversify their portfolio or expand their current business;

- Professional angels: this group of investors achieved wealth and experience through their professional career (doctors, lawyers, bankers, accountants or venture capitalists). They encounter investment opportunities through their business dealings and through their professional networks. They prefer to invest in firms that offer a product or service with which they have experience, frequently offering their sector expertise to the investee firm;

- Enthusiast angels: less professional than their entrepreneurial counterparts, these angels invest in firms more as a hobby now that they are in their later years;
- Micromanagement angels: these angels prefer great control over their investments, often micromanaging them from a seat on the company board rather than through active participation;
From others points of view, the business angels can be grouped as follows:

a) Individual Angels and Angel Groups (Shane and Heights, 2008):
(Individual angel: a person who acts on his own to provide some of his money to a private business owned and operated by someone else, who is neither a friend nor a family member;
( Angel group member: a person who acts as part of a group to provide some of his own money to a private business owned and operated by someone else, who is neither a friend nor a family member

b) Experienced versus Inexperienced Investors (virgin angels):

- inexperienced investors are the high-net-worth individuals with entrepreneurial backgrounds who wish to make their first entrepreneurial investment or have done it. The statistics indicate that a significant minority have made only one investment in their lifetimes (Van Osnabrugge, 1998);
· experienced investors which made more than one investment.  
c) Active and Passive Investors:

• Active angel investor: An individual who uses his or her own money to provide capital to a private business owned and operated by someone else, who is neither a friend nor family member, and who invests time as well as money in the development of the company.

• Passive angel investor: An individual uses his/her own money to provide capital to a private business owned and operated by someone else, who is neither a friend nor a family member, but who does not invest time in the development of the company.

An important point that comes from these definitions is the heterogeneity among angel investors and this was underlined by specialists (Shane and Heights, 2008) (Freear et all, 1995) (Wetzel and Seymour, 1981). Thus, some angels are early-stage capital providers, while others put money into businesses that are cash flow positive at the time of investment. Some angels are passive investors, having low involvement with the companies or founders after they invest, while others get actively involved with the companies that they finance. 

Some angels are very sophisticated former entrepreneurs who offer assistance to the new business they finance; but other individual investors may be quite naive about the risks and delays associated with building an entreprenorial firm. In fact, in some cases the involvement of unsophisticated individual investors can make it more difficult for an entreprenorial firm to raise outside capital.  
Also, some angels are quite knowledgeable about investing in private companies, while others do not have much knowledge about entrepreneurship. Some angels take high risks to earn high returns, while others seek lower risks and lower returns. Some angels invest alone, while others invest as part of an organized group. 

All these different dimensions affect the range of businesses in which angels invest, the organizational arrangements, their investment criteria, their decision-making processes and other things and make describing business angels quite difficult.

In general, there should be analyzed the factors which can determine business angels to make or not to make the investment. The main reasons in order to decide against investing in a business are the followings:

· no confidence in the business owner and/or the entrepreneur management team;

· limited growth prospects of the business;

· limited market for the product/service;

· lack of proposals matching their investment criteria;

· proposed value of equity in the business is unrealistic,

· management's lack of expertise or talent necessary for success;

· the business depends totally on the owners skill;

· lack of experience in due diligence and monitoring.

On the other hand, the factors that most motivate angel investors are the followings:

· good trust in the entrepreneur and management team;

· co-investment with other more experienced investors;

· advice about making and structuring investments;

· better tax incentives;

· expectation of high financial return;

· playing a role in the entrepreneurial process;

· sense of social responsibility. 

Business angels are often viewed as preferring local projects because they want to be in regular contact with the manager of the enterprise. The business angels can exert closer control over the activities of a company when they are geographically close.

However, this model is changing nowadays. Particularly in sectors like high-tech, where the number of companies in a given niche market can be very small in the whole world, business angels do not see the geographic location of the company as a limiting factor. On the contrary, they are willing to invest in relevant companies all over the world.

International trends regarding the angel investors
Business angels in US
Business angels are active, in one way or another, in every country worldwide. For instance, in the US, there were 258,000 active angel investors in 2007 in comparison with 234,000 active angel investors in 2006 (an increase of 10.3% over 2006) according to the Center for Venture Research. Also, the total investments increased in 2007 to $26.0 billion, which represents an increase of 1.8% over 2006. The modest increase in total amounts, coupled with the increase in investments and more angels participating, resulted in a smaller deal size for 2007. 
In contrast to venture capital, in which money must be invested during the life of the fund and this is in part based on the size of the fund, angel investing is an individual decision and angels invest from their net worth. These data indicate that angels are exhibiting a cautious approach to investing in light of the recent volatility in the economy.
Despite these, the angel investments continue to be a significant contributor to job growth with the creation of 200,000 new jobs in the United States in 2007, or 3.3 jobs per angel investment (CVR, 2007). 
The sector analysis reveals that the software sector represents the largest share of investments, with 27% of total angel investments in 2007, followed by healthcare services and equipment (19%) and Biotech (12%). Industrial/Energy accounted for 8% of investments, potentially reflecting an appetite for green technologies, being followed by retail (6%) and media (5%) (figure nr. 1). 
Figure 1
Sector analysis of business angels (US) - 2007
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Source: Center for Venture Research, The Angel investors maket in 2007: market signs of growth (2007)

Since the angel market is essentially the spawning ground for the next wave of high growth investments, this sector investing provides an indication of investment opportunities that will be available for later stage institutional investors.
Beginning in the late 1980s, angels started to coalesce into informal groups with the goal of sharing deal flow and due diligence work, and pooling their funds to make larger investments. There are formed two important subsets of angel investors: angel groups and accredited angel investors.

Angel groups are generally local organizations made up of 10 to 150 accredited investors interested in early-stage investing. In 1996 there were about 10 angel groups in the U.S.; as of 2008, while there are no official statistics, data from the company that provides deal management services for the majority of organized angel investors indicates there are over 300 and these groups accounted for approximately 12,000 individual angel investors in 2008. The more advanced of these groups have full time, professional staffs; associated investment funds; sophisticated web-based platforms for processing funding applications; and annual operating budgets of well over US $250,000.

The accredited angel investor is an individual who meets Securities and Exchange Commission’s (SEC) accreditation requirements and who uses his or her own money to provide capital to a private business owned and operated by someone else, who is neither a friend nor a family member. At the level of the investors, only 23 percent of the people who made an investment in the previous three years in a business run by someone who is neither a friend nor a family member would meet SEC accreditation requirements (Shane, Heights, 2008). 

The past few years, in North America, have seen the emergence of networks of angel groups, through which companies that apply for funding to one group are then brought before other groups to raise additional capital. The development of the Angelsoft network, connecting a majority of existing angel groups, has led to an increase in the syndication of investments among more than one group. 

Business angels in Europe
In Europe, the most business angel network activity is concentrated in the large Member States, as the United Kingdom, Germany and France which have over 80 % of business angel networks (EC, 2003). 

The United Kingdom angel market is the most developed in Europe, and the surveys  indicate that the number of networks is stable, around 50, andalmost one third of the businesses supported by a business angel attracted other sources of finance as well (from banks, venture capital funds, governments, and other business angels). 

The estimated number of active angels in the UK is 20 000 to 40 000, who make about 3000 to 6000 investments yearly, investing £0.5 to £1 billion (Mason and Harrison, 2000). 

In Germany, the actual size of the informal market was about half as big as the formal venture capital sector measured in total invested amount, but the informal sector funded more companies (EC, 2003). 

Informal investment has been around in Europe for a long time, but business angel networks are a newer phenomenon. Business angel networks are organizations that are set up primarily to facilitate the matching of angels and entrepreneurs. The reason for matching services is that the angel investment market is characterized by an information gap on both sides. The entrepreneurs are not finding angels that would be interested in them and the angels are not able to find enterprises that would fulfill their criteria. These problems can be alleviated by business angel networks that make the matching process more efficient.

According to the European-level survey, the sampled business angel networks indicated that their average investment size was €200,000, although it varied between €40,000 and €750,000. In the United Kingdom, about half of angels invested more than £50,000 (€78,000), and in Germany 75 % of investments were less than €500,000 (EU, 2003).
Business angel networks facilitate the matching of investment demand and supply. Their services can include deal matching, training and investment preparation. The pioneer among European national networks has been the National Business Angels Network (NBAN) in the UK, which has been the model for several other national networks.

The development of business angel networks in Europe has accelerated since the establishment of the European Business Angel Network (EBAN) in 1998 with the collaboration of the European Commission by a group of pioneer business angels networks (BANs) in Europe and EURADA (the European Association of Development Agencies). EBAN is an independent and non-profit association representing the interests of business angels’ networks, early stage venture capital funds and other entities involved in bridging the equity gap in Europe. Its main purposes are to: represent the early stage investment market in Europe; carry out research on the angel market and produce facts and trends; identify and share best practice; promote the role and visibility of business angel networks and early stage funds in Europe; support the emergence of professional structures and quality standards across Europe; support the internationalization of the angel and early stage industry and movement. 

There are several types of European angel networks and most of them are small. Many regional networks can be more like investment clubs, whereas some of the larger regional networks resemble a national angel network. There are also networks that concentrate on a certain industry or sector and the frequency of meetings and contact forums of the networks vary greatly.

The average number of registered business angels per network in Germany was 25, and there were on average 9 deals per network per year. In France the number of angels per network was usually between 15 and 100, but two commercial networks had 300 and 500 potential investors (EC, 2003).

The legal form of business angel networks varies but in many cases they are non-profit entities. 

The number of business angel networks in Europe has grown rapidly in the last few years and most countries have a national network and several regional ones (figure 2). The sizes and operating methods of the regional networks vary between countries reflecting local conditions, but the rapid increase in the number of networks indicates that there has been a need for them and that they are serving a purpose. 

Figure 2
Business angels networks in Europe
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Source: European Commission, Enterprise Directorate-General, Benchmarking Business angels, Best Report No 1, 2003

Some angel networks have been set up – or are in the process of doing so – also in the candidate countries. This could provide the countries with an avenue towards an evolving entrepreneurial culture. A better availability of money can encourage entrepreneurs to come forward with their projects, and at the same time angel investments can increase confidence in the enterprise and in the whole economy.
Business angels financing 

As a consequence of the new economic circumstances caused by the international financial crisis, the changing banking sector, the increased sophistication of entrepreneurs, enterprises consider access to finance as a long-term constraint to growth. The main constraints for SMEs expansion are considered the cost of finance and the availability of long-term finance. This problem is worse for start-up companies without collateral, credit history, or track record. It is also particularly acute in countries where loan finance has traditionally been prevalent. 

Therefore Europe’s small and medium-sized enterprises are increasingly looking for alternatives to loan finance. These alternatives include equity, debt-equity combinations, leasing and guaranteed loans and equity.
The European risk capital market has developed considerably over the last years but it is still behind the US market. This gap is caused by factors such as: market fragmentation, institutions and regulations, taxation, paucity of high-tech SMEs, human resources and antreprenorial culture. The entrepreneurs and companies are highly dependent – much more than in the US – on bank loans and overdrafts for early-stage financing. Loan finance is usually a less flexible, more expensive, and less secure alternative than risk capital and frequently available only under favorable economic conditions. The collateral required by banks usually poses a particular problem for SMEs and loan finance is particularly inappropriate for high-tech start-ups where cash flow in the early stage is either negative or very limited.

It seems the supply and demand do not necessarily meet and therefore it is still difficult for start-ups to get enough capital for their early needs. Many institutional venture capital investors claim that there is no shortage of venture capital, only a shortage of good projects. However, this claim has to be seen in the context of the venture capital market, which is focused on larger projects at the later stage of enterprise development. Furthermore, under the present day difficult market conditions, venture capital funds are protecting their existing portfolios through additional investments in their existing clients and not investing in new start-ups.
The financing problem is particularly acute during the time the enterprise has not reached the size that most venture capital funds require. Business angels can be a crucial bridge between the initial investments of the entrepreneur, family and friends, and the later involvement of other investors, including venture capital funds and the public sector (figure 3). In fact, angels finance new technology-based firms and venture capital firms invest at a later stage in a company’s life (Berlund et al. 1996).

It should be taken into consideration that there are various forms of cooperation between angels and venture capital funds, including sequential investment, deal referral and co-investment. However, cooperation between angels and other investors is only achievable when there is enough trust between them, based on, for example, previous relationship. The different motives, expectations, and the exit horizons of angels and other investors can create difficulties that are sometimes hard to overcome, but cooperation has potential (Harisson and Mason, 2000).This points to a need for transparency, increased cooperation efforts between investors, and possibly a quality assurance scheme by the networks. 
Figure 3

The role of business angels on the firm’s development
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In the United States’ equity culture, the venture capital industry is more mature and the size of average venture capital investment has increased rapidly to over $10 million (NVCA Yearbook 2002). The US angels have historically financed ten times more start-ups than venture capital funds, and there are an estimated 400 000 business angels investing $30 to $40 billion per year in 50 000 enterprises US (Sohl and Sommer, 2007). 
In 2007, angels continue to be the largest source of seed and start-up capital, with 39% of angel investments in the seed and start-up stage. Angels also exhibited an interest in post-seed/start-up investing with 35% of investments in this stage. Expansion stage investing (21%) showed the biggest increase (CVR, 2007). While angels continue to represent the largest source of seed and start-up capital, market conditions and the capital gap are requiring angels to engage in more later-stage rounds. New investments represent 63% of 2007 angel activity, indicating a continued preference for new, as opposed to follow-on, investments (CVR, 2007).
In Europe, the high due diligence costs for small deals keep formal funds in many cases away from early stage financing, and the venture capital has been active in financing management buyouts and the later stages of firm development. Only 17 % of formal European venture capital went to seed and start-up investments – although measured by the number of companies, the only 40% of the companies received seed and start-up finance (EC, 2003). By its nature, the venture capital market is very selective and funds tend to concentrate on large investments. 
The European averages hide big differences between Member States and in some of them the venture capital situation is considerably worse.

Finance is only part of the contribution of a proper business angel to a company. Arguably the most valuable contribution is experience, both in the operating field of the company, and in general management. Lacking managerial experience is a problem for growing start-up companies, and contributes to their high mortality rate (more than half of European enterprises cease activities within five years of their creation) (EC, 2003). Furthermore, angels have usually a wide network of contacts that can benefit a start-up company.

Entrepreneurs are constantly emphasizing that the experience of the business angels is even more important for them than the actual financing (Lindström and Olofsson, 2001). Particularly for technology-oriented startups this is crucial, and these have ranked business and strategic advice as the first thing they wanted from their investors, followed by money and contacts. 
It is widely recognized that a different set of skills is needed in setting up a company, which is an entrepreneurial activity, and in managing the growth phase, where the emphasis is on managerial skills. As business angels are experienced entrepreneurs, they can provide crucial hands-on managerial experience, which reduces the risk of failure. 

Conclusions

Business angels are becoming more important as an investor class that is able to bridge the investment gap that exists between the financing of family and friends, and formal venture capital. The angels are also replacing bank lending, as these are reluctant to invest in risky start-ups. 

Business angels’ investments can be both early stage and expansion and they can have a leveraging effect for other sources of funding, including bank loans and formal venture capital. Thus, business angels are a key link in the financing and business development chain from start-ups to listed companies.

Business angels are individuals not just invest capital in, but bring entrepreneurial know-how and experience to enterprises with growth potential. Business angels can overcome the information problem plaguing banks and venture capital funds. They can make investment decisions using their knowledge of the field, and their appreciation of the potential of the company they are investing in. 

Angels provide both financing and managerial experience, which increase the likelihood of start-up enterprises to survive. The effect of angel investments can be increased by public or private sector co-investment, and it can have a signaling effect for venture capital funds at a later stage. For public sector investments, the respect of state aid rules is necessary.

Taking into account the heterogeneity of the angel market, it would seem that the best way of stimulating it would be to create favorable framework conditions. This would point towards policies promoting an entrepreneurial culture in general, raising awareness about the potential and benefits of an angel market, and formulating policies that support the market.
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POSLOVNI ANĐELI: POTENCIJALNI FINANCIJSKI ALATI ZA POKRETANJE POSLA

SAŽETAK
Poslovni anđeli postaju sve važniji kao klasa investitora koja je u stanju premostiti investicijski jaz koji postoji između najpristupačnijeg financiranja od strane obitelji i prijatelja i formalnog rizičnog kapitala. Investicije poslovnih anđela imamo kako u početnom tako i u stadiju ekspanzije te kao takve mogu imati veliki utjecaj na druge izvore financiranja, uključujući i bankovne kredite i formalni rizični kapital. Iako investicije anđela imaju i prednosti i mane, opće je prihvaćeno mišljenje da prednosti poslovnih anđela premašuju njihove nedostatke, stvarajući od aktivnog neformalnog tržišta poduzetničkog kapitala preduvjet za snažno poduzetničko gospodarstvo.

JEL: G32, L26, M13
Ključne riječi: poslovni anđeli, pokretanje posla/ start-up, financiranje, neformalni investitori, rizični kapital
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