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INVESTMENT CRITERIA OF VENTURE CAPITAL COMPANIES

Sakorn Suksriwong

ABSTRACT

This paper reviews research literature pertinentht criteria venture capital
companies use when deciding whether or not to trimes particular business deal.

Development of literatures in the field is discuss¢ length and taxonomized
into three stages: (1) exploratory research st@®eyalidation research stage, and (3)
advanced research stage. In the exploratory stagearchers focus on indicating
investment criteria and identifying the entire istraent process within an American
setting. In validation stage, researchers seekagtylity and implications of the criteria
to investors’ performance and strategy within antsiole the U.S. In advanced stage,
researchers employ advanced statistical toolsniwlate and create multi-dimensional
models of evaluation criteria and the investmentess.

Two theoretical frameworks regarding competitiveatdage, namely industrial
organization and the resource-based views, areogmeblto systematically integrate
existing evaluation criteria into one model. Thelustrial organization framework
encompasses criteria outside an investee contekile vihe resource-based view
considers internal characteristics of entreprenandstheir firms.
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Subject significance and knowledge gap

Drawing from the works of Hoffman (1972), Wells ), Poindexter (1976),
Dorsey (1977), and Timmons & Gumpert (1982), TyelfeBruno (1984) modeled five
salient steps which venture capital companies\olioring the investment process: deal
origination, deal screening, deal evaluation, dsw@lcturing, and post-investment
activities.

This paper focuses on the third step, in which wentcapitalists assess the
potential risk and return of a specific businesal.dentuitively, venture capital firms
will pursue final investment agreements with enteeeurs if the expected returns are
greater than the risks. Empirically, the ventuapit@al industry shows an economic
efficiency because its higher risks are compendayeldigher returns (Poindexter 1976,
Charles River Associates 1976). It is the cerdomicern of this paper to explore which
criteria venture capital investors use to measweh gisks and returns during their
decision-making.

The findings would enable entrepreneurs to becomeenaware of investor
expectations, knowledge entrepreneurs can use ddupe more effective business
proposals and thus increase the chance of finglidaals. As Hall and Hofer (1993) put
it, “Blindly sending business plans with a genecmver letter was not a successful
approach in the proposals studies.” These findimgsid be useful to venture capitalists
as a checklist to review their own operations. idyainakers, such as the government,
could use the findings to become more aware of lmwestors and investees interact,
knowledge that could be applied to creating moriecéize national policies that
promote the venture capital industry as a whole.

Given that there are already a considerable numibgrevious studies along this
line, why is more research is necessary? This papdresses three major gaps in
knowledge.

First, after extensive research to uncover a sisgildy that covers all possible
criteria, it is clear that no such single studysexi More recent works have added new
variables while leaving previous criteria behindr Example, Tyebjee and Bruno (1981
and 1984) added more extensive criteria to Poimilex1976 study. MacMillan and his
colleagues (1985), though following up to Tyebjeel &8runo’s 1981 work, excluded
certain criteria after the preliminary telephonevsy.
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Second, there seems to be no consensus amongssaudiebetween venture
capitalists and scholars about the relative weddlgpecific evaluation criteria. Is there
a key criterion that outweighs all others? Tabkufinmarizes the different findings from
major studies. A few examples: Tyebjee & Bruno @P&und that, in the U.S,,
attractive market characteristics had the strongeptct, and cash-out method was
statistically insignificant. Feeney and her cajjeas (1999) interviewed 311 Canadian
participants and found that overall business opitt was the key criterion. When
similar categories of the evaluation criteria, whicombined criteria employed in
Tyebjee & Bruno (1984), MacMillan et al (1985), aRdndey (1995), were tested in
three Asian countries by Chotigeat and his tead®®v/, they found that Taiwanese and
Sri Lankan investors see financial consideratiars éharacteristics of the management
team as most significant; for Thais, charactesstaf the management team and
entrepreneurs are most significant. Tyebjee & Br(t084) also reported that though
they categorize the capabilities of the managerearh as one of the best indicators of
risk level, some venture capitalists view it asettdr indicator of return, not risk, level.
They also reported that some investors did notseparate criteria for risk and return,
invalidating any study that separate risk and refactors from each other.

The third reason is derived from the second. Uinslear whether the differences
in the findings stem from location, time, or otli@ctors. This is particularly the case if
the variations originate from geographically diwenegions, because most previous
studies were based on U.S. data. In addition,0Sisiad Zopounidis (1985) maintain
that “[T]he decision maker learns his preferenda®ugh a trial-error process and,
gradually, structures his own model, based on & ariteria.” Therefore it is
compelling to conduct research locally and perialtijcbefore advising entrepreneurs,
venture capitalists, and public policy makers abiowestment decision criteria and
process.

In light of these knowledge gaps, the followingtgets of this paper attempt to
achieve two goals. First, review major literatwedevant to the investment decision
process, with the main focus on evaluation critdtieing the decision process. Second,
extract all possible evaluation criteria from thiéerbture under well-established
theoretical frameworks. The expected final ressilan integrated list of evaluation
criteria, which can be used in local and periodieakarch in the future.

Resear ch progression and literaturerelated to evaluation criteria

Fried and Hisrich (1988) maintained that acadensisearch in the field of
venture capital was rare before 1980. Howeves; thend 16 studies between 1981 and
1987 which surveyed and provided recommendationsumre research on venture
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capital investment decisions from five major reses—American Journal of Small
Business, Journal of Business Venturing, JournalSafall Business Management,
Proceedings of the Babson Research ConferesmeProceedings of the Academy of
Management (Entrepreneurship Division)

An extensive search on academic literature shoasWells’ 1974 dissertation
marks the first and most inclusive research dom@aring venture capital decision
criteria. This section is aimed at thoroughly esving the progress in academic research
since Wells’ contribution. Here, the chronologidaivelopment is divided roughly into
three overlapping stages according to the natur@ e@ontent of the literatures:
exploratory research stage, validation researgestand advanced research stage.

Exploratory Research Stage

Zacharakis and Meyer (2000) concluded the studiesarly exploratory stage
depended on surveys and questionnaires and detlivedriteria that experts would
include in a “bootstrap” model. They describee blmotstrap model as follows:

In essence, the questionnaires and surveys yielcciles that experts
believe are most important to the decision to acoepeject investing.
In other words, a bootstrap model reaches the samelusion as an
expert since it uses the same information as theréex

Basically, this research stage focuses on undelisignwhat constitutes
investment activities and on finding specific invesnt criteria consistent with the
academic paradigm. The studies that fit this deson are Wells (1974), Poindexter
(1976), Tyebjee and Bruno (1981 and 1984), and Méaet al (1985).

Wells (1974) conducted personal interviews with heigventure capital
companies. The criteria which his respondents tsexvaluate business proposals and
deals include, in order of significance managememinmitment, product, market,
marketing skill, engineering skill, marketing plaimancial skill, manufacturing skill,
references, other participants in the deal, ingltsithnology, and cash-out method.

Poindexter (1976) added to Wells’s criteria (19@4y re-ranked them with a
more extensive sample size of 97. The new critevithh modified rankings according to
their significance, include quality of managemexpected rate of return, expected risk,
percentage equity share of venture, managemerg stafrm, financial provisions for
investor rights, venture development stage, rdsteiccovenants, interest or dividend
rate, present capitalization, investor control, endshelter considerations.
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Tyebjee and Bruno (1981) interviewed 46 ventureitahghouses over the
telephone. They found that the primary barriethe size of the venture capital industry
was the lack of investment opportunities. Potérf@®I, calculated from pro forma
financial statements, was commonly used to evalingteleals. Tax policy was revealed
as the most important governmental policy to thetwes capital industry.

In 1984, conducting telephone surveys with the satfe venture capital
companies, Tyebjee and Bruno published a semindlysivhich modeled the steps of
venture capital investment activities. They sumpea the criteria which venture
capitalists mentioned most frequently: managemekill sand history, market
size/growth, rate of return, market niche/positiinancial history, venture location,
growth potential, barriers to entry, size of invesht, market/industry expertise, venture
stage, and stake of entrepreneur. They categotieedriteria into five groups: market
attractiveness (size of market, market need, magkeivth potential, and access to
market), product differentiation (uniqueness ofduat, technical skills, profit margins,
and patentability of product), managerial capabgit(management skills, marketing
skills, financial skills, and references of entesprur), resistance to environmental
threats (protection from competitive entry, proi@ctfrom obsolescence, protection
against downside risk, and resistance to econogul@s), and cash-out method. They
also modeled that market attractiveness along witbduct differentiation are the
indicators of return prospect, and that managesgphbilities together with resistance to
environmental threats are the indicators of riskele

MacMillan, Siegel, and Subba Narasimha (1985) cotethia follow-up study,
replicating criteria used in Tyebjee & Bruno (198T)he criteria were grouped into five
categories: the entrepreneur’s personality (capablsustained intense effort, able to
evaluate and react to risk well, articulate in dgging venture, attends to detail, and
compatible personality with investors), the entesy@ur's experience (thorough
familiarity with the market, leadership in pastdk record relevant to venture, being
referred by trustworthy source, and reputationgrabteristics of the product or service
(proprietary product, market acceptance of the yegddevelopment of functioning
prototype, and high-tech attribute of the produatharacteristics of the market
(significant growth rate, existing market, investofamiliarity with the market, low
threat of competition during the first three yeansd ability to create a new market), and
financial considerations (at least 10 times retunrb-10 years, investment is easy to
liquidate, at least 10 times within at least 5 geasubsequent investment, and
participation in latter round of investment). Thesceived mail questionnaires back
from 102 respondents who were members of the Natigenture Capital Association
(NVCA) and found ten most frequently rated critegapability for sustained intense
effort, thorough familiarity with the market, atalt 10 times return in 5-10 years,
demonstrated leadership, evaluates and reactstwvelbk, investment can be made
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liquid, significant market growth, track record eeant to venture, articulates venture
well, and proprietary protection.

Validation Research Stage

Most research studies on the exploratory stagerastingly, were not explicitly
built on a theoretical framework (Fried & Hisrict988). Despite the absence of theory-
driven research, scholars moved to the next stagere attempts have been made to
validate the applicability and implication of thexigting criteria.  Significantly,
researchers outside the U.S. also replicated ieritestablished by their American
counterparts and validated them within their |eettings.

Taken as a whole, validation stage research (gEmaftis to relate evaluation
criteria to performance and strategy of the invesst¢2) attempts to find applicable
criteria for venture capital in countries outsithe 1J.S., and (3) extends the search for
the most important set of criteria in the U.S. adlas in other parts of the world. The
research literatures that contain these charatitsrere discussed below.

MacMillan and Subba Narasimha followed up their398search with Zemann
in 1987. They attempted to disclose how the evinacriteria in use predict the
success of ventures after the investment (MacM#liaal, 1987). They asked 67 venture
capitalist respondents to rate highly successfdl lighly unsuccessful ventures, 150
ventures in total, on 25 screening criteria andsewmeral performance criteria. They
found two categories of evaluation criteria thagdict the success of an entrepreneur:
initial insulation from competitors and degree o#érket acceptance of the product.
Employing cluster analysis, they found three classieunsuccessful entrepreneurs: (1)
entrepreneurs who lack experience, staying poweptoauct prototype, and a clear
market demand; (2) entrepreneurs who in spite obdgeredentials face early
competition; and (3) entrepreneurs with excepti@taling power but who easily lose
the market to competition because of lack of proguatection.

Khan (1987) mailed questionnaires to 36 venturatalapompanies to validate
the investment decision model. The answers shahatdinvestees’ desire for success
and the nature of their products are most critioalenture capitalists in approving a
deal. Additionally, the owners’ creativity and egtity are the most significant
predictors of the venture’s success.

Fried and Hisrich (1994) revisited the existing laaéion criteria without
statistical manipulation by re-categorizing theesta into three sets of generic criteria
based on three basic constructs: concept, manageamehreturns. Four components of
the concept include potential for earnings growihpility and novelty of the project,
competitive advantage, and reasonable overall alagtjuirements. Several attributes
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that venture capitalists want to see in managegsparsonal integrity, track record,
realistic risk identification and risk dealing, atig work ethic, flexibility, thorough
understanding of the business, general managemepérience, and leadership
capabilities. Finally, the three components ofime$ that have been found include exit
opportunity, potential for high rate of return, gmatential for absolute returns.

Muzyka, Birley, and Leleux (1995) found that it eferable to select an
opportunity, which offers a good management teachraasonable financial aspects, as
well as viable product and market characteristidhese preferences were confirmed
even if such an opportunity could not meet the deglirements. In this scenario,
venture capitalists have to prioritize their prefezes and sometimes even trade-offs
between various criteria in the evaluation process.

Reviewing research conducted outside the U.Ss, drucial to note that studies
by and large replicate existing criteria that happeared in the American literature,
seeking applicability and implications in their pestive settings. Ray and Turpin (1991)
validated the criteria of MacMillan and his colle@g (1985) within a Japanese context.
They found that the entrepreneur’s personalityhes most important characteristic for
Japanese venture capitalists. The most importaasiti@ion criteria are entrepreneurs’
familiarity with a target market, entrepreneurs’pahility for sustained effort,
entrepreneurs’ evaluation and reaction to risk ketagrowth rate, liquid investment, and
potential to create a new market.

Rah, Jung, and Lee (1994) applied the 1984 workyebjee and Bruno and the
1985 MacMillan list to tailor evaluation criteri@rf Korean venture capitalists. Their
classification of criteria is somewhat differemrir those of the Americans. In order of
average mean, the important investment criteria divédded into six clusters: (1)
managerial capabilities: credibility, concentratiand enthusiasm, organizational
management ability, insight and forecasting ahilgsist experience in related business,
risk management ability, degree of technical knolgks educational background and
careers, past management record, and outsiderg’ofiemanagement ability; (2) market
attractiveness: market growth potential, markee,sinarket acceptance of product,
degree of sales distribution channel, market dgretnt and sales strategy, and degree
of client procurement; (3) superiority of productdatechnology: degree of technical
manpower, degree of core technology, technologgldgwnent capability, superiority of
product performance, price competitiveness, degfggoduct margin, and unigqueness
of product; (4) financing ability: financing abifitinformal acquaintances, and collateral
status; (5) availability of raw materials: stablggly of raw materials, and price stability
of raw materials; and (6) production capabilitygoee of equipment facilities, ease of
labor procurement, and properness of facility layou
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By combining criteria suggested and used by Tyelged Bruno (1984),
MacMillan (1985), Pandey (1995), and Chotigeat,d@gnand Kim (1997) created a list
of evaluation criteria and tested it within TaiwaFhailand, and Sri Lanka contexts.
Significance of criteria was ranked differently amgahe different countries. However,
an entrepreneur’s characteristics are among the mgsortant criteria in all three
countries, confirming a similar finding in the U.Slapan, Singapore, and India
(Chotigeat et al 1997, Pandey 1995).

Karsai and Wright (1998) examined the screening\ahgation approaches used
by venture capital firms in Hungary, Poland, andv8kia and compared them to those
of the United Kingdom. In screening issues, thestmuotable differences are the
investee requirements for meeting financial raeadhmarks. Market conditions have a
greater influence in Hungary, Poland, and Slovékén in the United Kingdom on the
level of rate of return sought from investment pobg. In addition, product market
factors are more important in the three countrniegsisessing projects’ risk level.

Manigart and Wright (1997) investigated the investimappraisal and valuation
process of venture capitalists, including inforroatgathering, assessment of risk and
required return, and the choice of valuation methdtdhe study was conducted in the
United Kingdom, the Netherlands, Belgium, and Feai@even items were distinguished
as possible indicators of the risk level of a ptojeThe most important indicator of risk
is the contribution by management in terms of time@magerial skills, followed by the
nature of the product market of the company, arel fthancial contribution by the
management team. Much less important are the t&egh&ine horizon to the exit of the
company, the expected time horizon to the redemptigreference shares, the expected
participating dividend yield, and the nature of tdagpital market.

At the time of this writing in late 2002, Knight424) is the first and only global
research on evaluation criteria. Comparing Americ@anadian, Asia Pacific, and
European venture capitalists, Knight (1994) repdéidaand validated the five categories
of criteria suggested by MacMillan and his team8@)9 Table 2.1 summarizes the
findings. He also found additional evaluation emi&i, adopted in Table 2.2, which are
suggested by Canadian, European, and Asia Paeffituke capitalists.
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TABLE 2.1: Comparative Essential Criteria

- Canadian | Asian Pacific European
Criteria US Rank Rank Rank Rank
Capable of sustained intense effort 1 2 1 2
Thorough familiarity with market 2 1 2 3
At least 10 times return in 5-10 years 3 11 7 8
Demonstrated leadership in the past 4 5 6 4
Evaluates and reacts well to risk 5 3 3 1
Significant market growth 6 6 4 6
Track record relevant to venture 7 8 8 5
Investment can be made liquid 8 13 12 11
Articulates venture well 9 7 11 10
Proprietary protection 10 15 13 12
Attends to detail 11 9 10 13
Demonstrated market acceptance 12 10 9 9
Will stimulate existing market 13 14 14 14
Prototype available 14 4 5 7
High Tech 15 24 23 23

Adopted from Knight (1994)

TABLE 2.2:
Additional Criteria Suggested by Canadian, European and Asia Pacific Venture Capitalists

Industrial Organization View

e Characteristics of the product or service

Export potential, competitive advantage, econorygaktifiable

e Characteristics of market

Known distribution system, sound business plaopsgtfinancial management
e Financial consideration

Exit Route

e Other criteria

General business conditions, trend venture, cajpittilvity

Resour ce-Based View
1. The Entrepreneur’s personality
Honesty and integrity, self-confidence, doer, tedayer
2. The Entrepreneur’s experience
Functional areas ability, technical understandimglling to hire for weakness
3. Financial consideration
Entrepreneur's commitment, strong financial manageim

Adapted from Knight (1994)
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Note that in the American literature, no attemptieate a new list of evaluation
criteria after the exploratory stage exists. Hosvein 1999, Feeney and her colleagues
used a qualitative approach to create differetd ki criteria for the Canadian venture
capital industry. They asked 194 investor respotgdéo answer two questions—
shortcomings and essential factors of businessrapptes—that eventually resulted in
two lists: attributes of owners and attributes o$ibesses. Attributes of owners include
management track record, realistic assessmentstehtml, integrity, and openness of
the entrepreneurs. Meanwhile, attributes of arfess opportunity include potential for
high profit, a reasonable exit plan, security ofastment, and level of involvement of
investors. The important revelation is that thasons for rejecting proposals are not
simply the converse of reasons for investing.

Advanced Resear ch Stage

A major finding from validation stage research Imtta particular criterion
possesses different levels of significance foredédht types of venture capitalists, and in
different places in the world. Also, researchasagree on which criteria are the best
predictors of portfolio performance and venturecgss. They also disagree on how to
identify the fithess between criteria and investioategy.

Fried and Hisrich (1988) underscored this gap iovledge at the end of their
research review. They raised a concern that applyieory to venture capital research
has run into problems because of four major reagdnsrhere are not enough capital
markets for the investee’s securities (also Brop®§6, Kierulff 1986, Tyebjee & Bruno
1984, and Wetzel 1982). (2) Investment of ventagitalists involves high risk, raising
a major doubt whether or not the expected valubeasappropriate investment criteria
(also Lopes 1983, 1981). (3) Sahlman and Steve(s@8b) demonstrated evidence in
which venture capitalists are not totally rationather boundedly rational, making it
difficult to operationalize the research variabl@g. Venture capitalists offer more than
financial contribution, but most existing modele &named under a risk/return paradigm.

The aforementioned shortcomings call for a multreinsional study inclusive
enough to accommodate all contingencies venturéatiaps encounter, such as the
irrational nature of decision making, uncertaintyisk and return in different life stages
of a venture, and changeable interaction betweasstors and investees during the deal
approval process.

To address this gap in understanding, researchergrate investment decision
models, evaluation criteria, and other multi-valegb into a single study. The
advancement of computer programming and statistioizdt make possible studies that
employ high-level multivariate statistical modelirmpmputerized simulation, and multi-
dimensional analyses. The following section doauséhose efforts.
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As early as 1985, Siskos and Zopounidis executedudii-criteria decision
support system, then a state-of-the-art computegram and multivariate regression
modeling. They created an interactive assessmenheo evaluation model, which
simulated criteria together with the entire decaisprocess suggested by Tyebjee and
Bruno (1984) and Wells (1974). They eventually ctoded that in evaluating a
business deal, venture capitalists’ decision m@ddi/namic and subject to case-by-case
adjustment.

Stevenson, Muzyka and Timmons (1987) applied a Bl@drlo simulation to
create a realistic model that explains investmexttepns of venture capital companies.
In general, a Monte-Carlo model is a computer satnh with a built-in random
process, allowing users to see the probability ifferdnt possible outcomes of an
investment strategy (Wright 2002). It accommodatasables with both dynamic and
continuously changing characteristics, fundamepntatieeting the nature of venture
capital investment contingencies. The outcome frbw@ simulation shed light on
conditions leading to higher rate of return on stwegent. The conditions include multi-
staged investment objective evaluation, parlayuingl§, persistence of returns from one
round of investment to the next, and long-term iImgaf investment.

Zacharakis and Meyer (2000) suggested applyingaaeludecision models to
improve venture capital investment decisions. Tkis prime example of advanced
research in which researchers attempt to apply hmagdchniques and theories outside
the field of venture capital to the existing bodkoowledge. As they put it,

An actuarial model optimally combines decision cug@slevant

information) to derive an answer. Thus actuarialdels decompose
decisions into component parts. Just as an insaractuary statistically
derives the payoff risk associated with differembups of people (i.e.
age, gender, etc.), actuarial models can assegwdbability of certain

outcomes based upon information available to tloesate.

Like other multi-dimensional models, the actuartcision model aims at
improving the efficiency of decision making. Zadkds and Meyer (2000) posited that
the actuarial models result in better decisionesurey, which increases the possibility of
investment success over time and across differealsd They maintained that unlike
human decision makers, who are subject to biaseartbdifferent information cues,
actuarial models always weight information cues #ame, reducing the risk of
misinterpretation and the chance of ignoring imaatrcues.
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Theoretical Framework
So far this paper has reviewed the research preigres the field of evaluation

criteria. Undoubtedly, the evaluation criteria wegy important in the evaluation process
since venture capital companies seek optimal bssirgeals, which ensure them
lucrative return on their investment. In practitteey approve a proposal only if they
foresee, from their evaluation process that it péiform well and have a high chance of
survival and success. There has been a contiratterapt in the academic arena to help
practitioners identify such company. It is foumdr research that only a company with
competitive advantage will perform well and havagh chance of survival and success.
Following this insight, competitive advantage thesrhelp explain factors in an
organization’s superior performance (Ma 1999), &ay factors for an organization’s
long-term success and survival (Coulter 1998). id&=ss Bateman and Snell (1999)
further point out that to survive and to win in qostition, a company must obtain
advantage over its competitor. As a consequencethSWalley & Thwaites 1996)
argued that the acquisition of competitive advaatsga fundamental objective or even
philosophy of business. On the other hand, acogrth Cravens’ study in 1988 (cited
in Walley & Thwaites 1996) the loss of competitiaelvantage is the prelude to
corporate demise and ultimate failure.

From the above discussion, it can be seen that efitimp advantage has played
an important role in determining performance of ampany. So venture capital
companies must learn how they could effectivelyluat@ a proposal in order to find out
an organization with the required competitive adaga. Also, they need to know from
the evaluation process, what are the investmenua&an criteria that would help them
detect the required competitive advantage. Irelotd answer such questions, it is
needed to understand important aspects and thedroesnpetitive advantage.

The following section would explain certain views @mpetitive advantage.
Then the investment evaluation criteria would besteypatically extracted and
amalgamated into a single model built from wellbtished theoretical frameworks
according to the major views of competitive advgeta Let’s first look at the existing
views of competitive advantage and then employ themodel building.

Major views of competitive advantage

It is found more than 5,000 references to competiadvantage in an on-line
literature search on certain electronic databas&om the search, there are two
competing views upon which competitive advantageoties build: industrial
organization and resource-based views.
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The industrial organization (I/O) view focuses twe structural forces within an
industry, the competitive environment of firms, amow these influence competitive
advantage (Coulter 1998). Hoskisson et al (199@)cated that one of the more
significant contributions to the development ofattgic management came from
industrial organization (I1/0O) economics, specifigahe work of Michael Porter (1980,
1985). Additionally, Coulter (1998) even admittéat the best known proponent of the
I/O approach to competitive advantage was MichaeteP and also concluded that
Porter's 1980 and 1985 works provided a comprekendescription of how and why
organizations develop competitive strategy and asitipe advantage. These works’
structure-conduct-performance framework and thenatf strategic groups, as well as
providing a foundation for research on competiilygmamics, are flourishing currently
(Hoskisson et al 1999).

The resource-based view (RBV), with roots from Edfenrose’s work in the
late 1950s, became a dominant framework in the 49@@oskisson et al 1999).
Wernerfelt coined the term in 1984 (Wernerfelt 198#d in Fahy 2000). The main
concept of this view is that resource selection aoclmulation are a function of both
within-firm decision-making and external stratefgctors (Oliver 1997). In addition,
Conner (Oliver 1997) indicates that within-firm, nagerial choices are guided by an
economic rationality and by motives of efficieneffectiveness, and profitability.

TABLE 3: Comparison of 1/0 and Resour ce-Based Views*

/0 Resour ce-Based Views
Competitive advantage Positioning in industry Possessing unique
organizational assets and
capabilities
Deter minants of Characteristics of industry, Type, amount, and nature of
Profitability Firm’s position within industry| firm’s resources
Focus of analysis External Internal
Major concern Competition Competencies-Resources
Strategic choices Choosing attractive industry, | Developing unique resources
appropriate position and capabilities

Adopted from Coulter (1998)
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Coulter (1998) offered a thorough comparison ofustdal organization and
resource-based views, as illustrated in Table 8coAding to Hoskisson et al (1999),
Porter's models and strategies not only made timeequ of industry structure and the
I/O view clearer by specifying various aspects rafustry structure but also indicated
how well a firm positioned and differentiated ifselithin an industry, thus indicating
the firm’s ability to make profits. However, Wajland Thwaites (1996) point out that
Porter's framework is criticized on the groundstthaas little empirical justification:
the generic strategies are poorly defined; the esimn that companies should compete
on only one strategy is wrong (in practice they logth); and there is an implied choice
of strategy when in practice factors such as fiize slictate which strategy a firm must
adopt. The assessment of RBV can begin with thetiiat recently the popularity of the
resource-based view has once again returned ous foside the firm (Hoskisson et al
1999). Fahy (2000) has also stated that the REMtyr enhances our understanding of
the nature and determinants of competitive advantag

A Two-View Model for Evaluation Criteria

Up to this point, it is safe to conclude that nertl/O nor RBV is complete in
itself. A combination of both views is requireddntirely accommodate all possible key
factors of competitive advantage that venture edipis should review during their
investment decision process. From the two viewshld 4 summarizes evaluation
criteria found during the exploratory stage.

TABLE 4
Summary of Evaluation Criteria from Industrial Organization and Resour ce-Based Views
during the Exploratory Research Stage

Evaluation Criteria Wells | Poindexter | Tyebjee& Bruno |MacMillan et al
(1974) (1976) (1984) (1985)

Industrial Organization View
Barriers to entry X
Competitive threat X
Growth potential X
Market acceptance X
Market growth X X X
Market size X X
Potential to create new market X
Product attributes X X X
Product differentiation X
Proprietary product X X
Prototype X
Technology X
Resour ce-Based View
Ability to evaluate risk X
Capable of sustained effort X
Cash-out method X X
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Evaluation Criteria Wells | Poindexter | Tyebjee& Bruno [MacMillan et al
(1974) (1976) (1984) (1985)

Entrepreneur personality X
Expected risk X
Expected ROR X X
Financial provision for investors X X
Liquidity X
Management skills and experience X X X X
Management stake in the venture X X
Percentage of equity X
Personal motivation X
References made to entrepreneprs X
Size of investment X X
Teamwork X
Venture development stage X X X

As mentioned earlier, after the exploratory sta$)&. research makes no attempt
to create a new list of evaluation criteria, butioy the validation stage many cross-
cultural studies add a sensible number of critéviathe list. Table 4 organizes all
possible criteria from these two stages under/tBeahd resource-based views.

Wells (1974) began the list creation with majoreatp: entrepreneur, product,
market, and financial characteristics. Poindexi&76) only considered entrepreneur
and financial characteristics but provided a seminsight that the significance of
criteria at a certain level depended on the devetop stage of the ventures. Tyebjee
and Bruno (1984) add more items to Wells’ (1974) énd established a more concise
classification of the criteria. MacMillan and hislleagues (1985) added more items to
the list and offered another classification of tngeria. Entering the validation stage,
scholars play a mixed role in merely verifying tigt and adding new items, which fit
into different cultural contexts. Table 5 summasizhe additional items suggested
during the validation stage. Let’s delve into theasdlditions.

TABLE5:
Evaluation Criteria Suggested by Rah, Jung and L ee (1994)

Industrial Organization View

e Degree of client procurement
Degree of core technology
Degree of equipment facilities
Degree of product margin
Degree of sales distribution channel
Degree of technical manpower
Ease of labor procurement
Market acceptance of product
Market development and sales strategy
Market growth potential
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Market size

Price competitiveness of product
Price stability of raw materials
Properness of facility layout

Stable supply of raw materials
Superiority of product performance
Technology development capability

Resour ce-Based View

e Collateral status
Concentration and enthusiasm
Credibility
Degree of technical knowledge
Educational background and careers
Informal acquaintances
Insight and forecasting ability
Outsider’s view of management ability

Ray and Turpin (1992) compared the criteria usedAmerican and Japanese
venture capitalists. They replicated the MacMiltaam’s 1985 work but did not add
new items to the list. Chotigeat and his team inw@a, Thailand, and Sri Lanka
followed suit.

Meanwhile, Rah and his colleagues created thé&lidforean venture capitalists.
Though they categorized their list of criteria ipatern similar to that used by Tyebjee
and Bruno (1984) and MacMillan et al (1985), thdade are tailored for Korean
entrepreneurs. Take for example characteristics aa availability of raw materials and
distribution channels. Many items on their list @nhancements of previous research.
For example, entrepreneurs’ personality and caipalikre further detailed into insight
and forecast ability, concentration and enthusiastucational background, and so forth.

Knight (1994) published a seminal study on analyzimternational evaluation
criteria by comparing American, Canadian, Asiarg Baropean venture capitalists. He
originally designed his survey after MacMillan’'s98b6) work. Thanks to the
geographically extensive scope of his study, Kni@®94) found many other criteria
that are significant outside American culture. Hdelitional criteria, mentioned earlier,
are illustrated in Table 2.2.

In 1999, Feeney and her colleagues developed afdistCanadian venture
capitalists. Instead of building on the previoudbtailed American criteria, they asked
venture capital companies two open-ended questiainst considerations go into
rejected a proposal, and what considerations go astepting a proposal? Their two
types of attributes they derived fit nicely int®lland RBV models. /O criteria are
equivalent to what they called “attributes of owajérincluding management track
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record, realistic assessments of potential, intggand openness of the entrepreneurs.
They named RBV criteria as “attributes of opportyfiiwhich consist of potential for
high profit, a reasonable exit plan, security ofestment, and level of involvement of
investors.

TABLE 6:
Integrated Evaluation Criteria

Industrial Organization View

Barriers to entry

Competitive advantage
Competitive threat

Degree of client procurement
Degree of core technology

Degree of equipment facilities
Degree of product margin

Degree of sales distribution channel
Degree of technical manpower
Easiness of labor procurement
Economically justifiable

Exit route

Export potential

General business conditions
Growth potential

Known distribution system

Market acceptance

Market acceptance of product
Market development and sales strategy
Market growth

Market growth potential

Market size

Potential to create new market
Price competitiveness of product
Price stability of raw materials
Product attributes

Product differentiation

Properness of facility layout
Proprietary product

Prototype

Sound business plan

Stable supply of raw materials
Strong financial management
Superiority of product performance
Technology

Technology development capability
Trend venture

Resour ce-Based View

Ability to evaluate risk

Capable of sustained effort
Cash-out method

Collateral status

Concentration and enthusiasm
Credibility

Degree of technical knowledge
Doer

Educational background and career
Entrepreneur’s personality
Entrepreneur’s commitment
Expected risk

Expected ROR

Financial provision for investors
Functional areas ability

Honesty and integrity

Informal acquaintances

Insight and forecasting ability
Liquidity

Management skills and experience
Management stake in the venture
Outsider’s view of management ability
Percentage of equity

Personal motivation

References made to entrepreneurs
Self-confidence

Size of investment

Strong financial management
Teamwork

Venture development stage
Willing to hire for weakness
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Future Research

The major contribution of this paper is that alspible evaluation criteria from
research literature published between 1974 and 2082Zintegrated into a single list
framed under two major views of competitive advgetéheories. The most important
finding is that not all criteria are equally sigo#nt. Significance varies depending on
time, geographic location, and development stage wénture. As a consequence, it is
pivotally important for researchers to test craebefore making recommendations to
entrepreneurs, venture capitalists, or public policakers on the use of evaluation
criteria. Basic questions become crucial: ask yvhen, and why a particular criterion
is important, as well as how it applies in a paic region at a particular time. The
answers to such questions would help entreprendavelop more attractive and
effective deals that win. Venture capitalists wohtome wiser and more thorough in
evaluating proposals, without limiting themselvesstandard academic concepts which
may not keep pace with fast-evolving business nsmddPolicy makers such as the
government would be able to facilitate the develeptrand prosperity of the venture
capital industry as a whole by issuing rules amliaions that streamline the evaluation
process.
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