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Abstract

Entrepreneurial ventures are considered of crucial importance for economic growth and development worldwide. However, these companies often lack sufficient availability and access to funding sources. This problem is extremely acute when banks are reluctant to lend money to these companies, and/or the formal venture capital market is not highly developed. Funding provided by business angels (BAs) could be a potential solution to this problem as they do not only provide capital but also value added contributions by means of their personal skills and networks.

By summarizing and structuring current research dealing with the characteristics of BAs, their relationship towards investees and the way they impact the companies they are funding as well as the influence of institutional settings, the paper presents a state-of-the-art picture of angel finance. The analysis reveals that the relationship between BAs and investees is less driven by formal contracts and monitoring but more by relational governance, resulting in mutual trust and an emphasis on mentoring. BAs' investment style is characterized by geographical proximity and – normally – active involvement. Thus, they support the entrepreneurial venture with industry expertise, entrepreneurial knowledge and management skills (know-how) as well as with their personal networks (know-who). The relationship between the entrepreneur and the BA as well as the impact of BA financing on the investee company are contingent on numerous factors including the characteristics of the BA, the entrepreneur, and the venture as well as institutional conditions.
Although BAs play an important role in closing funding gaps at early stages, can address regional gaps in the availability of finance and seem to be extremely well suited to deal with less developed institutional regimes, BAs' activity developed slowly or is still missing in transition economies. Consequently, insights into the role and function of BAs are not merely limited to general aspects, but also place a particular focus on the context of transition economies. Drawing on lessons from developed countries, the creation and advancement of business angel networks (BANs) as well as tax incentive schemes appear promising measures to stimulate BA investing. In the long run, however, other aspects of the institutional environment such as corporate governance, investor regulation, and capital market development, in particular the advancement of the stock market should be addressed as well in order to fully exploit this potential crucial funding source. 
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Introduction

Entrepreneurial ventures are considered of crucial importance for economic growth and development worldwide (Minniti, 2008). However, especially in Europe they often lack sufficient availability of and access to funding sources to set up, maintain, develop and grow their businesses (Lilischkis, 2011). This problem is extremely acute when banks are reluctant to lend money to these companies, and/or the formal venture capital (VC) market is not highly developed. Funding provided by business angels (BAs) could be a potential solution to this problem (Danson et al., 2007). Since they do not only provide capital at very early stages of company life but also offer their investees business skills (know-how) and personal networks (know-who), they play a significant role in the development and growth of entrepreneurial firms (Politis, 2008; Lahti, 2011a, 2011b).

While most research on entrepreneurial finance focused on venture capital, business angels are less widely recognized and researched (Ibrahim, 2008; Bruton et al., 2010), although they are at least equally (Wong et al., 2009) or even more important in the financing of entrepreneurial ventures (Riding, 2008; Collewaert et al., 2010). This paper therefore aims at tackling this research gap by addressing the following questions:

· What are the characteristics of BAs?

· What does the relationship between BAs and investees look like?

· How do BAs impact the companies they are funding?

· Do institutional settings affect angel finance and in what way?

By summarizing and structuring extant research concerning these questions and by linking them to theoretical perspectives, the paper provides a state-of-the-art picture on angel finance. However, insights into the role and function of business angels in the financing of start-ups should not be merely limited to general aspects, but should also place a particular focus on the context of transition economies. Evidence suggests that BAs' activity developed slowly or is still missing in many transition economies (see part 5), indicating that this potential crucial funding source has not been fully deployed yet or used at all. Consequently, current research and findings are analyzed in order to determine what lessons can be drawn for transition economies in terms of implications and public policy issues. 
The reminder of the paper is structured as follows: The next part delineates the term "business angel" and develops a conceptual framework that serves in the following parts for structuring extant literature concerning the above mentioned research questions. Based on these empirical findings, implications for angel financing in transition economics are deducted. The paper concludes with a summary.
Theoretical basis and conceptual framework
BA research is characterized by a lack of a uniform definition (Avdeitchikova et al., 2008). Nonetheless, the key features that delineate BAs from other types of investors remain robust (Mason and Harrison, 2008). These include the description of BAs or angel investors as wealthy individuals who offer risk capital to unlisted firms in which they have no family connection. Contrary to institutional venture capitalists (VCs) who raise the capital to be invested from others, business angels invest their own money and at their own account. While some authors (e.g. Ramadani, 2009; Wong et al., 2009) use the terms "informal venture capital" and "BA" interchangeably, others (e.g. Szerb et al., 2007; Riding, 2008) segment the informal market into BAs (narrow definition of the informal VC) and love money investors (family and friends).
Although less researched than VC, there are a number of empirical studies on BAs from a wide range of countries in particular the USA and the UK (Politis, 2008; Lahti, 2011b). Empirical evidence, however, is scattered across various contexts with different levels of detail (Kelley, 2007; Politis, 2008). Therefore, a conceptual model (see figure 1) was developed that served as an organizing framework for the analysis and structuring of research on BAs. The paper's aim is to provide a systematic overview and state-of-the-art picture of BA research concerning the areas of inquiry contained in the conceptual framework; neither are these areas meant to be an exhaustive set of issues studied to date, nor is this paper meant to be an exhaustive survey of the literature on the issues listed in the framework.
Figure 1: Conceptual framework
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Business angel and investee characteristics
According to the contingency approach (Donaldson, 2001) the design and outcome of the relationship between BAs and portfolio companies may be dependent on conditions in the internal and external environment of the BAs and the investees. Examples of internal influencing factors concerning BA characteristics are personal traits such as age, industry and entrepreneurial experience, investment motive and affiliation with a business angel network (BAN) or other institutions. Concerning the investee, a firm’s life cycle stage, its industry, management/founder characteristics and the company’s strategy may have an impact.
Although BAs exhibit great heterogeneity in personal characteristics (Wong et al., 2009), previous empirical studies have revealed a fairly robust description of the “typical” BA, who is a middle aged male often with a college or university degree that invests a relatively large amount of his personal wealth in entrepreneurial firms (see Morrisette, 2007; Politis, 2008; Ramadani, 2009 for reviews). Most BAs have an enterprise background stemming from previous entrepreneurial or management experience (see Morrisette, 2007 and Politis, 2008 for reviews; Lahti, 2011b). Another generality among BAs is their involvement with the investee (Mason and Harrison, 2008) as most of them do not only provide the entrepreneurial firms with equity but also with non-financial support (Wong et al., 2009; Mitter and Kraus, 2011). In order to find potential investment candidates, BAs rely on a network of business associates and friends (Kelley, 2007). 

The bulk of angel investments are made informally and in secrecy, making it extremely difficult to measure the size of the market and/or the number of BAs (Mason, 2009). Since the mid- to late-1990s, however, there are tendencies to formalization by creating BANs (Berger and Udell, 1998; Ibrahim, 2008). Among the reasons for forming a BAN are a steadier stream of deal flow, increased opportunities for interactions with other BAs and VCs and the advantages from the pooling of resources such as the chance to fund larger deals (Ibrahim, 2008).
Contrary to VCs, monetary motives do not seem to be the only investment criterion for BAs. Although many, if not most, invest primarily for profit (Prowse, 1998; Lahti, 2011a), they appear to have significant non-economic motives as well deriving from the desire to actively participate in the entrepreneurial process (hedonistic motive) and/or the felt obligation to give something back to society (moral or altruistic motives) (Sullivan and Miller, 1996). 

Concerning investees, BAs primarily focus on start-ups and early stage firms (Prowse, 1998). A study in the USA indicates that a majority of angel-backed firms have not earned revenues when they receive funding from BAs (Wong, 2002). Consequently, angel-backed ventures receive financing earlier in the lifecycle than VC-financed companies. Such early stages involve high informational risks (see below) for potential investors, so that “angels are more willing to finance firms with greater uncertainty about the prospects of success than venture capitalists” (Wong et al. 2009, p. 224) and are often the only financing source available at this stage (Denis, 2004; Ibrahim, 2008). For an optimal benefit of their enterprise background, BAs particularly invest in entrepreneurial ventures in their region (Prowse, 1998; Wong, 2002; Morrisette, 2007; Ramadani, 2009; Lahti, 2011b) and in industries they are familiar with (Wong et al., 2009). Most BAs focus on high-tech industries for investment (Månsson and Landström, 2006) and provide investees – compared to VCs – with relatively smaller amounts of funding (Wong et al., 2009). In order to mitigate risks, angels typically form syndicates and co-invest with others rather than alone (Kelley, 2007; Wong et al., 2009; Lahti, 2011b). Evidence from the US shows that companies that receive funding from BAs typically seek lower amounts of capital coupled with higher revenue and profit projections (Manolova et al., 2009).
Relationship between angel investor and entrepreneurial firm
The essential criterion of young ventures is their opacity (Beck et al., 2006; Hyytinen and Pajarinen, 2008) concerning their relationship to suppliers, customers, employees and other stakeholders, the quality of their products as well as the founders’ management skills and personal characteristics (Berger and Udell, 1998). Because the company has not yet been founded or has only existed for a very short time, there is no track record investors can rely on. This results in an entrepreneur-investor relationship which is characterized by large information asymmetries (Denis, 2004; Mitter and Kraus, 2011). 
Agency theory (Jensen and Meckling, 1976) describes interactions, in which the better informed agent performs actions which are delegated by the principal. Agency problems or agency costs arise when agents make use of their superior knowledge in an opportunistic manner in order to maximize their own utility, which, due to divergent interests of the principal and the agent, simultaneously limits the utility of the principal. In the case of entrepreneurial finance, the information asymmetry can prevent a financing relationship a priori (adverse selection problem) or lead to the phenomenon of moral hazard, that creates an incentive for entrepreneurs to misallocate the funds received from outside investors, e.g. BAs, by using them in a way that benefits themselves but not necessarily the BAs (Denis, 2004; Lahti, 2011a).
All corporate governance instruments in essence serve the purpose of decreasing the above mentioned agency costs by reducing the asymmetrical information or by aligning the interests of the principal and agent via an appropriate incentive structure. In the case of entrepreneurial finance, this can be done by designing the financing contract in a way that the interests of the entrepreneur and financier are harmonized and/or intensive monitoring rights are granted to the investor (Mitter and Kraus, 2011).
Instead of contracts (as proposed by agency theory), theories of relational governance and social capital stress the importance of social embeddedness and norm-driven definitions of proper behavior to regulate relationships between economic actors (Shepherd and Zacharakis, 2001; Shane and Cable, 2002; Sørheim, 2003). Therefore, mechanisms such as network ties, trust and a shared vision become a necessary and efficient complement to formal contracts (Politis, 2008).
Empirical evidence shows that compared to VCs (e.g. Kaplan and Strömberg, 2003) BAs rely to a much lower extent on contractual features such as board rights, staging, preferred stock or certain contractual clauses in order to deal with agency problems (Prowse, 1998; Wong, 2002). There are several reasons for this. First, designing and executing a complex contract is quite cost-intensive. Since BAs only invest small sums, the transaction costs outweigh the benefits (Ibrahim, 2008; Wong et al., 2009). Second, due to the small amount of funding, BAs typically own less than a quarter of the entrepreneurial firm while the founders' still hold a large residual claim. Consequently, the interests of the founders and BAs are aligned and the threat of expropriation is minimized (Wong et al., 2009). Even if this were not the case, protective clauses and control mechanisms would be of little benefit. At the early stages, much of the venture's value is embodied in the human capital of the founders, meaning that a replacement would not increase the value of the firm (Wong et al., 2009). As a result of these arguments, BAs use much more simple contracts and make less use of post-investment monitoring than VCs. Moreover, in the case of BAs gaining control through active involvement (see next part) seems to be a more effective form of monitoring than through contracts (Lahti, 2011a).
Theories of relational governance and social capital provide further explanations. By focusing on local and relationship-driven investments, BAs gain access to private information and can overcome the problems of information asymmetry (Shane and Cable, 2002). BAs rely on social capital in numerous ways. First, they generate deal flow form trusted referrals from their personal network (Ibrahim, 2008). Secondly, personal characteristics of the entrepreneur and/or management team, in particular their integrity and trustworthiness are among the most important investment decision-making criteria (e.g. Sudek, 2006; Manolova et al., 2009; Maxwell et al., 2011 for a review). Demanding comprehensive, protective terms would signal a lack of trust in entrepreneurs that does not fit with BAs' altruistic investment motives (Ibrahim, 2008). Moreover, due to their enterprise background BAs perceive themselves as entrepreneurs rather than as financiers, facilitating the establishment of a relationship characterized by a shared vision and mutual understanding (Politis, 2008). Investing in close geographic proximity might additionally create a localized bond of trust between the BA and the entrepreneur (Wong et al., 2009). In sum, these arguments manifest BAs' mentoring role which is about being a helpful, open and trustful partner (Politis, 2008).
BANs resemble VCs in a number of ways. They are characterized by a more arms-length relationship with their investees, higher investment amounts and non-financial motives that are less focused on the development of the individual venture. All these factors lead to a higher use of formal contracts including higher levels of monitoring (Ibrahim, 2008). A longitudinal study from Finland (Lahti, 2011b) indicates that BAs put more emphasis on formal control than previously. This might not only result from BANs but also syndication as best practices concerning contracting are likely to be shared in BA syndicates (Lahti, 2011b). In general, the extent to which BAs use several contract features and perform their monitoring and/or mentoring role is contingent on their individual characteristics, their investment style as well as the characteristics of the investee company (see e.g. the clusters identified in Lahti, 2011a).
Impact on the company funded by angel finance
Along with risk capital, BAs are assumed to provide the companies they fund with a number of different value added activities that nurture their development. Apart from the influence of these activities on the relationship between BAs and entrepreneurs through mentoring and monitoring as described above, they can also impact the company directly. In this regard, BAs' activities can be broadly categorized in two distinct roles (Politis, 2008): On the one hand, they directly participate in the management of the firm providing it with entrepreneurial knowledge, industry expertise and business skills (know-how). On the other hand, they support young companies with their network and personal relationships (know-who). 
The first role can be linked to the resource-based view that assumes that a firm's comparative advantage is dependent on its access to resources (Barney, 1991). Given the lack of internal resources that characterizes entrepreneurial ventures, BAs and their specific knowledge can substantially broaden a firm's resource pool and might be of crucial importance in order to form a long-term competitive advantage. Ideally, entrepreneurial firms should search for BAs who provide the expertise they are lacking the most. 
A firm's survival and long-term success, however, does not only depend on internal resources. Instead, it also hinges on a company's ability to link with its external environment as suggested by the resource dependency perspective (Pfeffer and Salancik, 1978). Consequently, BAs seem heavily involved in the provision of contacts through their personal networks (see Politis, 2008 for a review) in order to help entrepreneurial ventures initiate and form stable business relationships. In this respect, BAs act as certifying agents bringing legitimacy to start-ups and entrepreneurs that have no prior track record (Steier and Greenwood, 2000) by signalling the entrepreneurial venture's quality through their own reputation and standing. This accreditation role is extremely important in order to enhance further financing (Harrison and Mason, 2000; Madill et al., 2005; Sørheim, 2005).
Both roles, the provision of expertise and the access to networks are extremely value adding when BAs reside in geographical proximity (Prowse, 1998). On the one hand, empirical evidence from the USA suggests that local investors provide more help to new ventures as they are more involved (Wong, 2002). On the other hand, they can better rely on their network if they are from the same region. The same is true for industry backgrounds. BAs can better provide critical knowledge and contacts if the investee company is from an industry where they have gained specific expertise. 
While empirical studies disagree on the extent to which BAs are active investors (Mitter and Kraus, 2011) and indicate that the degree of involvement varies by BA (Wong et al., 2009) and the development needs of the investee (Lahti, 2011a), a Canadian study (Madill et al., 2005) demonstrates that BAs' non financial contributions are valued either helpful or extremely helpful by the investees. However, recent evidence from longitudinal studies in Sweden (Månsson and Landström, 2006) and Finland (Lahti, 2011b) show a decrease in the BAs' active involvement. This decline might be the result of changes in the BAs' characteristics including lower levels of entrepreneurial experience (Lahti, 2011b) or syndication which allows BAs to be passive and benefit from an actively involved lead investor (Avdeitchikova et al., 2008; Lahti, 2011a).
Influence of institutional context
Variations in BA activity that have been found in empirical studies conducted at different times (Månsson and Landström, 2006; Lahti, 2011b) and in different countries (Chahine et al., 2007) imply that the external environment influences angel financing, as suggested by contingency theory. By affecting the information, legal, judicial, bankruptcy, social, tax, and regulatory environments in which BAs operate, the prevalent institutional regime impacts the informal VC market and the BAs' roles in numerous ways. Consequently, institutional factors such as the financial system, the legal environment or public policy support for entrepreneurial ventures may stimulate or hamper angel investments. 

The development of a country's stock market seems to be a crucial factor in determining BA activity as it defines whether and to what extent BAs can use IPOs as an exit route (Chahine et al., 2007; Lahti, 2011b). Even if it is argued that BAs due to their altruistic motives might not intend to take an investee firm public, they are usually followed by VCs and/or co-invest with VCs to whom the opportunity of an IPO is extremely important (Black and Gilson, 1998; Jeng and Wells, 2000). 
Given the important role that BAs play in early stages when financing gaps are extremely severe, public policies are increasingly focusing on the promotion of angel investments (Mason, 2009). Among the most common government interventions are tax incentive schemes and the establishment of BANs. Evidence suggests that BAs are extremely sensitive to taxation (Mason and Harrison, 2002; Lahti, 2011b). By increasing the rewards of investments in entrepreneurial firms, tax incentives compensate for the high uncertainty and risks involved and might lead to a higher supply of investors and capital (Mason, 2009; Lahti, 2011b). While empirical results reveal positive effects of tax incentives schemes (Månsson and Landström, 2006; see Mason, 2009 for a review), there are also drawbacks. Especially the counterproductive effect of encouraging "amateur" informal investors, leading to publicly subsidized ill-advised investments (Riding, 2008) must be tackled.
Due to the fragmented and invisible nature of the market, BAs (Prowse, 1998) as well as entrepreneurs (Collewaert et al., 2010) are encountering difficulties in information flow and the search for investment opportunities/investors. Therefore, the creation and further development of BANs as platforms where BAs and entrepreneurs can meet should be a promising stimulating measure (Lerner 1998). While BANs proved to decrease information and financing problems in Sweden (Månsson and Landström, 2006), Belgium (Collewaert et al., 2010) and Finland (Lahti, 2011b), evidence from the UK reports only a fairly limited impact (Mason and Harrison, 2002). In Finland, the increase in transparency and deal-flow also facilitated the syndication of investments (Lahti, 2011b).
Since not all BAs are financially sophisticated and experienced, they should be provided with the necessary skills to assess the risk of investment opportunities and to manage the process (Aernoudt, 2005). Entrepreneurs also lack skills in getting their business investment ready. Through actions classified as "investment readiness" programs and BANs training for BAs and entrepreneurs can be promoted (Heger et al., 2005; Mason, 2009; Collewaert et al., 2010).
Implications for transition economies
Evidence from transition economies suggests that BAs' activity developed slowly (e.g. in Poland, see Brzozowska, 2008; Danson et al., 2007, or in Croatia, Hungary and Slovenia, see Szerb et al., 2007) or is still missing in many transition economies (e.g. Ramadani, 2009 for the case of Macedonia; Vemić and Stamatović, 2010 for the case of Serbia), indicating that this potential crucial funding source has not been fully deployed yet or used at all. Among the reasons for this underdevelopment or non-existence are imperfections on the supply and demand side (Szerb et al., 2007). Concerning the supply side, individuals have in general accumulated less wealth as well as entrepreneurial experience and business skills than in more developed countries (Kosztopulosz, 2004; Szerb et al., 2007; Vemić and Stamatović, 2010). Entrepreneurial culture is still in its infancy. Consequently, local entrepreneurs lack entrepreneurial knowledge and market economy experience resulting in an insufficient number of high-quality investment opportunities (Szerb et al., 2007; Brzozowska, 2008). Moreover, entrepreneurs are often not aware of (Danson et al., 2007; Ramadani, 2009) and/or willing to use angel finance (Kosztopulosz, 2004). Concerning the institutional environment of transition economies, there have been tremendous improvements in governance, investor protection and the financial sector, however, they are still going through a catching-up period (Szerb et al., 2007; Groh and Liechtenstein, 2009). Evidence from a survey among institutional investors indicates that underdeveloped capital markets are considered as biggest investment obstacles in Central Eastern Europe, followed by bribery and corruption (Groh and Liechtenstein, 2009, see also Ramadani, 2009), making the environment for angel investing less favorable.
Since – apart from the sources quoted above – there is a paucity of research concerning BAs in transition economies, it seems rational to look for lessons in more mature markets and whether these lessons can be transferred to the context of transition economies (Danson, et al., 2007). Evidence suggests that BA characteristics (Kosztopulosz, 2004; Scheela and Isidro, 2009) as well as the drivers of informal investments (Szerb et al, 2007) are similar in transition and developed countries. Consequently, the following implications can be drawn for transition economies from the state-of-the-art picture developed through literature review. 
First of all, BAs appear to be extremely well suited to close financing gaps in transition economies given their willingness to invest in early stages with greater uncertainty. Secondly, as they prefer to invest locally, they are able to close the regional gaps in the availability of funding (Mason, 2009). In particular they might solve financing gaps in the less developed rural regions of transition countries (Vemić and Stamatović, 2010). Thirdly, since BAs in general provide a high degree of involvement with their investee, they can compensate for a lack of resources and networks, which might be exacerbated in transition economies given their less developed entrepreneurial culture. Moreover, BAs prefer relational governance over formal contracts and monitoring and invest on the basis of trust (Bruton et al., 2010). This leads to an emphasis on networking, which seems extremely effective in coping with a lack of formal institutions such as less developed legal and financial institutions, undersized IPO markets and intransparency (Scheela and Isidro, 2009). 
These findings highlight the importance of BAs in transition economies. Thus, public policy issues that stimulate BA investments seem extremely expedient. Drawing on the findings from developed countries and the status quo in transition economies, the awareness of the existence and benefits of angel finance should be increased (Ramadani, 2009) and the lack of experience on the supply and demand side tackled. Since the literature review implies that the personal characteristics and skills of BAs as well as entrepreneurs are of crucial importance for a successful financing relationship and for positive effects on the investee companies, training BAs and entrepreneurs seems worthwile. This would not only ensure that BAs have the experience and background to provide the portfolio companies with highly appreciated value added contributions, but would also help entrepreneurs to get their businesses "investment ready" in order to improve the number of investable opportunities. Evidence from developed countries (see above) indicates that BANs can be a valuable instrument to increase awareness as well as the skills of BAs and entrepreneurs. In this respect, the recent establishment of BANs in Eastern Europe (Mason, 2009) might be seen as an important first step.
Taxation is another important factor in increasing the BA market. However, it is important to stimulate wealthy and experienced individuals to become BAs. In order to avoid the negative aspects of tax incentives mentioned above, transition economies should be careful when drawing the qualifications for such incentives. Since investees appreciate BAs' contributions in monitoring, mentoring, resource provision and networking, the decline in BAs' involvement in Western countries seems undesirable. Given this trend as well as the fact that BANs and syndication contribute to such a trend, tax incentives should be designed to ensure that they enable a transfer of business knowledge from BAs to entrepreneurial ventures (Riding, 2008; Lahti, 2011a, 2011b). 
Although, BAs' can compensate – at least to a certain extent – for less developed institutional settings, approaches to enhance corporate governance, investor protection and the size and liquidity of the capital market appear warranted – at least in the long-run – given their central role (Groh and Liechtenstein, 2009). Especially the state of the stock market proved to be crucial for VCs and BAs and should therefore be focused on (Ramadani, 2009).
Conclusion

By summarizing and structuring extant research on BAs, a state-of-the-art picture of the characteristics, roles, functions and particularities of BAs in the financing of entrepreneurial firms is provided. The analysis reveals that the relationship between BAs and investees is less driven by formal contracts and monitoring but more by relational governance, resulting in mutual trust and an emphasis on mentoring. BAs' investment style is characterized by geographical proximity and – normally – an active involvement. Thus, they support the entrepreneurial venture with industry expertise, entrepreneurial knowledge and management skills (know-how) as well as with their personal network (know-who). BAs' activity and investment approach is contingent on numerous factors such as the characteristics of the BA, entrepreneur, and venture as well as institutional conditions. All of them appear less favorable in transition economies, providing proof for the slow or still missing BA development in these countries. 
Since BAs, however, play an important role in closing funding gaps at the early stages and regional level and are better suited than many other financiers to deal with less favorable institutional settings, public policy in transition countries should focus on the enhancement of BA activity. Two promising stimulating approaches are the creation and advancement of BANs as well as tax incentive schemes. In the long run, however, other aspects of the institutional environment such as corporate governance, investor regulation, and capital market development, in particular the advancement of the stock market should be addressed in order to fully deploy this potential crucial funding source. 
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