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Non-Technical Abstract 

A crucial strategic decision in entrepreneurial ventures is the choice of financier, as this may 

ultimately affect the shape of the company and the way goals are pursued. This is particularly 

true for the initial steps as it often entails significant dilution of the entrepreneurial stakes and 

thus the ability of the entrepreneur to sustain appropriate incentives to work hard and thereby to 

ultimately create successful companies. To mitigate dilution costs, the financing of such firms is 

very often staged in several rounds, with the investment amounts increasing from round to round. 

This paper investigates the optimal choice between business angel and venture capital finance in 

the context of stage finance in entrepreneurial firms.  It considers an entrepreneur that requires 

early-stage finance for an innovative project that can be implemented in two stages, an early-

stage and a later-stage. We consider two different types of investors, business angels and venture 

capitalists. We assume that a business angel can only finance the first round due to limited 

resources, while a venture capitalist can also participate in follow-up rounds. This means that if 

the project is started with a business angel, the entrepreneur still needs to rely on venture capital 

finance for the second round. 

From the entrepreneurial perspective, this could lead to the following trade-off. By selecting a 

financially-constrained investor (a business angel), the entrepreneur opts for an investor that has 

the right incentives to add value in the firm, since this is needed in order to secure follow-up 

finance without being diluted by the entry of a venture capitalist. Alternatively, when taking 

venture capital in the first round instead, the entrepreneur opts for a financially unconstrained 

investor (a venture capitalist) that is able to secure continuation of the project, even when the 

prospects have become less promising at the interim stage; this however goes at the expense of 

increased risk of a "down round", since an unconstrained investor has less incentives to add 

value to the entrepreneurial project to the same extent as a business angel. This is because a 

venture capitalist does not face discontinuity risk, since he can finance the follow-up round 

himself (so that only the entrepreneur gets diluted). Therefore, while each type of investor 

creates its own costs and benefits, the entrepreneur needs to weight them based on his own 

project characteristics. 

This tradeoff finds empirical support from recent studies. For instance, one (Stanco and Akah, 

2005) documents that 58% of the responding business angels declared their previous experience 

with venture capitalists as "negative", primarily due to disagreements in the exit strategy and 

"onerous agreement in their terms" at the time of their entry. In particular, when the entrepreneur 

could not show clear signs of success at the time the venture capitalist arrives, the business angel 

and the entrepreneur face great risk of getting highly diluted and thus losing equity value and 

control rights.

This theoretical study provides several empirical implications about the optimal investor choice. 

As a direct consequence of their limited resources, business angels are more likely to provide 



more value adding, given that the risk of dilution in case of an unsuccessful round. As a result, 

expected returns should be higher on average (keeping everything else constant) for ventures that 

started with investors with limited capacities, because of their greater incentives to add value. 

Investors with large resources (such as large venture capitalists) have less incentives since they 

are able to finance follow-up rounds even when no new investors are willing to participate. 

The theoretical framework also has empirical predictions with respect to important changes in 

the supply of venture capital by institutional investors (e.g., Cressy, 2002, and Ibrahim, 2008), in 

particular when a gap may appear subsequent to large capital inflows into the venture capital 

market (as witnessed during the IT bubble and again now, though at a lesser extent). This is 

likely affecting the supply of early-stage finance, since venture capitalists then avoid smaller 

transactions. Business angels, in turn, face less competition from venture capitalists for smaller 

investments. Our model predicts which entrepreneurs are most likely affected adversely from 

such a supply-driven shock (even if the supply of business angel is highly competitive), namely 

those who would otherwise prefer to be funded by a financially unconstrained investor. When an 

equity gap arises, less valuable ventures are at highest risk of incurring important economic 

costs, since then venture capital finance is more likely to be optimal for these ventures while not 

being available to them. On the other hand, most valuable ventures do not seem to be affected 

since for them business angel finance is preferred anyway in which case the inefficiency costs 

are likely to be negligible. 
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