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This study examines the methods that venture capitalists use to assess the senior
managers of new ventures prior to making an investment decision. The lack of theory
and empirical research in this area has led scholars to call for studies to examine the
process of human capital valuation (HCV) in venture capital due diligence (Siegel,
Siegel, & MacMillan, 1993; Timmons & Sapienza, 1992). This study heeded their call
and combined field research (N = 86 cases) with theory from psychology and economics
to attempt to generate new theoretical and empirical insights. The core research
questions in this study were: 1) What methods do venture capitalists use to conduct
human capital valuations? 2) What relationships exist between the methods that are used
and the resulting accuracy of human capital valuation? 3) Why do venture capitalists use
different methods? An a priori conceptual model was tested that accounted for over
70% of the variance in HCV accuracy. Venture capitalists allocated the most hours to
the “work sample” method on average. However, the “past-oriented interview”
represented the strongest predictor of HCV accuracy. Inductive analysis yielded several
distinct typologies of venture capital approaches to the process of human capital

valuation. These typologies represent fundamental differences in assumptions and



beliefs about the process of human capital valuation. This study presents a platform
from which to launch future research to advance a theory of human capital valuation.

Implications for scholars and practitioners are discussed.
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CHAPTER I
BACKGROUND AND SIGNIFICANCE
“Nearly every mistake I’ve made has been in picking the wrong people, not the wrong

idea.”
--Arthur Rock, venture capitalist, cited in Bygrave & Timmons (1992, p.6).

Introduction

When a venture capitalist makes a decision to invest in an entrepreneur, one of
two things is likely to happen. The new venture will use the funding to grow, create
jobs, and contribute to economic prosperity. Or the venture will die, waste the scarce
funding dollars, destroy jobs, and fail to create value. Venture capitalists realize that
often, they are betting on people when they make investment decisions. They hope that
their assessments of the people are accurate. How do venture capitalists assess people?
Advancing our understanding of this important process, which is given the term “human
capital valuation,” is the focus of this study.

This study has three main research questions: 1) What methods do venture
capitalists use to conduct human capital valuations? 2) What relationships exist between
the methods that venture capitalists use and the resulting accuracy of their human
capital valuations? 3) Why do venture capitalists use certain methods? In the field of
industrial/organizational psychology, research on assessment began with the need to
match people with jobs during the military buildup during World War II. The first 30
years of research in this area were focused almost exclusively on selecting people for

entry-level or middle-management jobs in large organizations (Campbell, Dunnette,
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Lawler, & Weick, 1970). Very few studies exist that examine the methods used to
assess senior managers (DeVries, 1993). Of these studies that included senior
managers, nearly all were limited to large, traditional corporations like AT&T (Howard
& Bray, 1988). Not one empirical study in the industrial/organizational psychology
body of literature has examined the specific methods that are used to assess senior
managers in the context of a venture capital due diligence process. Due diligence is the
research process that venture capitalists typically conduct before making a decision of
whether to invest in a young company called a new venture.

The context of venture capital is an interesting place to continue to advance our
understanding of senior-level management assessment. The first reason to study
venture capital is that small organizations are becoming an increasingly important force
in our society, yet our study of assessment has been limited to large, traditional
corporate contexts. Echoing the words of Peter Drucker (1985), Wetzel (1995, p. 52)
described a transition in the United States from a “decaying industrial economy to an
emerging entrepreneurial economy.” The entrepreneurial economy, made up of small
organizations, is providing American society with a larger source of jobs than larger
organizations. Since 1979, companies in the Fortune 500 have had a net decrease in
employment by 4 million jobs; the entrepreneurial economy has created a net increase
of 20 million jobs during the same time frame (Bygrave & Timmons, 1992). Venture
capital firms provide direct investments to small, entrepreneurial companies. This
money is often used to develop new technologies and allow companies to increase its
number of employees. The first reason to study this context is that it is becoming an

increasingly important part of society.
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The second reason to study management assessment in venture capital is
because there is less “noise” in this context, compared to large corporations.
Researchers often choose to study phenomena in laboratories in order to reduce the
number of potentially confounding variables. Venture capital due diligence is more like
a laboratory because of its small size, compared to examining the same phenomenon in
a $5 billion company with 10,000 employees in 60 countries. The researcher can “put
his or her hands around” a small venture, account for behaviors more easily, and
potentially produce more vivid insights into cause-and-effect relationships, processes,
and outcomes.

Finally, by examining the context of venture capital, we can bridge theory and
research on management assessment with the existing body of literature on new venture
creation to make progress in both areas. Management assessment researchers tend to
lament the fact that so few practitioners follow the lessons learned over the past half-
century in the assessment literature (DeVries, 1993). However, it is possible that
practitioners have been slow to adopt advanced assessment methods because the
language and theory of psychology has not been properly blended with theory that is
more familiar to them, such as the area of economics.

Consider the state of the new venture literature. Over the past 20 years, scholars
have asked the question “What factors lead to the success of new ventures?” They have
examined this question from many angles. They have measured the effects of various
factors directly (Cooper, Gimeno-Gascon, & Woo, 1994), identified criteria that venture
capitalists use to evaluate new ventures for investment (MacMillan, Siegel, &

Narasimha, 1985), recorded retrospective ratings by venture capitalists of factors
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leading to success or failure (MacMillan, Zemann, & Subbanarasimha, 1987), and have
used self-reports of venture managers that were correlated with financial performance
(Chandler & Jansen, 1992; Stuart & Abetti, 1990). After all of this scholarly work,
many scholars agree that the human capital is a very important--if not the most
important--determinant of new venture performance (Timmons, 1990; Stuart & Abetti,
1990; Gladstone, 1988; MacMillan, Siegel, & Narasimha, 1985). Some researchers
suggest that human capital is important but maybe is not the most important factor
(Cooper, Gimeno-Gascon, & Woo, 1994; Hall & Hofer, 1993).

Progress in this field has been plagued by one persistent problem. It is not clear
how to accurately assess the human capital of a venture factor prior to making an
investment decision. Scholars have expressed frustration over the difficult challenge of
assessing the human capital. The three other primary factors that are assessed during
venture capital due diligence (product, market, money) each have models to aid in their
measurement, but no models exist in this field for assessing human capital. Porter’s
(1985) models for analyzing industries help to assess product and market factors. These
models provide a framework for analyzing suppliers, buyers, competitors, and possible
new entrants. To assess financial factors, basic accounting models and business
valuation models are available (Higgins, 1995). These models rely on assessing the
value of an enterprise through making forecasts and calculations about future cash
flows.

Scholars in neither the psychology literature, nor the entrepreneurship literature,
have provided models or methods for conducting human capital valuations in the

context of venture capital due diligence. Perhaps one reason for this void in the
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literature is that human capital has been considered an “intangible” factor for many
years by economists and finance scholars--meaning that it cannot be accurately assessed
during due diligence (Eskew & Jensen, 1992). Why study it, since it cannot be
measured? Other scholars believe that it can be assessed accurately (Harvey & Lusch,
1995), but do not provide any theoretical models or methods to suggest how such an
accurate assessment might take place. One scholar expressed frustration that--although
good management is so universally believed to be of paramount importance--our
knowledge of how to accurately assess this factor is limited (Stuteville, 1988, p. 211).
Leaders in the field of entrepreneurship have recently called for research to
address the question of how venture capitalists assess human capital in the context of
venture capital due diligence (Timmons & Sapienza, 1992). lan MacMillan, the

Founding Editor of the Journal of Business Venturing and colleagues wrote: “Research

and practice [on management assessment] suggest this can be quite a challenge. . . a

method of systematically selecting successful entrepreneurs has yet to be developed

(emphasis added, Siegel, Siegel, & MacMillan, 1993, pp. 178-179).”

What is surprising is that no scholar has gone out into the field yet to examine
how venture capitalists actually conduct management assessments. What methods do
venture capitalists use to assess the human capital? Which ones are related to accuracy?
Why do venture capitalists use these methods?

To sharpen the precision of the discussion of this phenomenon, I propose
replacing the term “management assessment”--which suffers from inconsistent
definitions and measurement--with “human capital valuation.” Human capital, as it is

defined for this study, is the propensity of a person or group to perform behaviors that
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are valued by an organization. It has several dimensions that are discussed in Chapter
VI. Human capital influences the behaviors that are performed by the members of an
organization. These behaviors have economic value to the organization. Venture
capitalists attempt to assess the degree to which the human capital embodied in the
company’s managers is likely to lead to the behaviors that are valued by the
organization. Figure 1 describes the conceptual link between human capital, behaviors,
and value to an organization (see Figure 1). A more detailed discussion of the construct
of human capital is provided in Chapter VI.

Figure 1.

Human Capital, Behaviors, and Value to Organization

. . Value to
Human Capital —> Behaviors —> Organization

Organization of the Dissertation

This dissertation is organized into seven chapters. Chapter I provides the entry
point where this study fits into the literature. In Chapter II, background information is
given on venture capital firms as well as existing research on assessment methods.
Towards the end of this chapter, several hypotheses are presented that address the
second research question in this study: what relationships exist between the methods

that are used and the resulting accuracy of human capital valuations? In Chapter III, the
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research methodology is explained. Quantitative results on research questions #1 and
#2 are presented in Chapter IV. In Chapter V, qualitative results are presented that
address research question #3, which is why do venture capitalists use certain methods to
conduct human capital valuations? Chapter VI explores the construct of human capital
in the context of venture capital. A discussion of conclusions, results, limitations, and
future directions is presented in Chapter VII. Since readers from several different fields
will be reading this dissertation, a glossary of terms is provided in Appendix A. Note

29 <4<

that the use of the terms “the author,” “primary investigator,” and singular personal

pronoun all refer to the author of this dissertation.
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CHAPTER I

LITERATURE REVIEW AND HYPOTHESES

About Venture Capital Firms

The primary goal of venture capitalists is to make a wise investment decision
based on their assessment of a new venture during due diligence. A wise investment
decision is investing in a company that succeeds and grows. An unwise investment
decision is investing in a company that performs poorly. From a societal standpoint,
venture capitalists provide scarce financial resources needed to fuel early business
inception and growth. They create an “acceleration effect” by compressing the time
span and increasing the velocity at which new technologies are brought to societal
utility (Timmons & Bygrave, 1986). The field of venture capital is relatively young. It
was launched soon after World War II by General Georges Doriot, who founded the
first venture capital fund, called ARD on June 6, 1946 (Bygrave & Timmons, 1992).

Venture capital firms specialize in several ways. One difference is the “stage” of
development of their investees (how old the venture is). The most common stages are
from earliest to latest: Seed, startup, first stage, second stage, third stage, and fourth
stage (which is also called mezzanine, or bridge-financing). Seed financing refers to
capital provided by a venture capitalist to an entrepreneur to develop a concept. It
rarely exceeds $500,000. Start-up financing is used to produce the product or service
and initially market it. First-stage financing is provided to companies that require funds

to initiate larger-scale manufacturing and sales. Second-stage financing is working
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capital used for the early expansion of a company that is producing and shipping a
product but perhaps is not yet profitable. Third-stage financing funds major expansions
(i.e., building new plants, improving marketing, etc.) Finally, fourth stage financing is
used to help a company “go public” through an initial public offering or IPO
(Kozmetsky, Gill, & Smilor, 1985). Going public refers to the transfer of ownership
from private to public through the sale of the company’s shares of stock to the public.

In making investment decisions, venture capitalists are very selective.
Typically, a venture capital firm may receive over 200 business proposals annually.
Only about 20 make it past the initial screening process. Then, approximately 5-10 of
these are funded per year (Kozmetsky, Gill, & Smilor, 1985).

Due diligence is the term to describe the process of investigation that venture
capitalists conduct to decide whether or not to invest in a company. At this stage, a
systematic tool that venture capitalists use to assess product, market, and money factors
is an approach called “business valuation” in the financial economics literature
(Higgins, 1995). The human capital valuation model is framed in this study in the spirit
of business valuation. Consider the parallels. Business valuation has to do with making
projections of future cash in-flows and then figuring out what these future streams of
cash in-flows are worth today. Human capital valuation has to do with making
projections of future behaviors that human capital is likely to perform, and then figuring
out the present value of that future stream of behaviors. Business valuations typically
use past financial performance as a guide in making estimates of future performance.
Human capital valuations may use past behaviors as a guide in making estimates of

future behaviors. An accurate human capital valuation is expected to help contribute to
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the overall accuracy of the business valuation and therefore help venture capitalists
make better investment decisions.

Investment decisions have several possible outcomes. The outcome of an
investment decision either produces a very high level of value (called a mega winner),
high level of value (called a winner), fails to produce value (called walking dead),
destroys a high level of value (called a loser), or destroys a very high level of value

(called a mega loser). See Figure 2 for a flow diagram of this process.
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Figure 2.
Flow Chart of Venture Capital Due Diligence, Investment Decision,

and Performance
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Two kinds of errors may occur when venture capitalists conduct human capital
valuations. These errors are analogous to Type I and Type II errors in statistics
(Howell, 1992). Type I error in human capital valuation is rejecting human capital that
should not have been rejected. To use financial terms, this would be an example of
“undervaluing the human capital.” This type of error can influence a venture capitalist
to decline an opportunity to invest in a company that, in reality, has sufficiently strong
human capital.

In contrast, Type II error in human capital valuation is failing to reject a
management team that should have been rejected. This comes from overvaluing the
human capital. The consequence of committing a Type II error for the venture capitalist
is enduring the frustration associated with management-related problems, and owning a

venture that delivers disappointing financial performance.

HPMM Model of Factors Influencing Venture Capital Firm Performance

To put into context the research questions in this study, I will briefly review the
factors that venture capitalists assess when making an investment decision. After
reviewing the literature on new ventures, one is struck by the lack of consistency in
describing factors that affect venture capital firm performance. In an attempt to
“standardize” the discussion in this domain, I suggest a parsimonious four-factor model
based on the work of Roure and Keeley (1990), Dubini (1989), Kozmetsky, Gill, and

Smilor (1985), and MacMillan, Siegel, and Narasimha (1985).
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When deciding whether to invest in a young company, venture capitalists assess
the four main factors that are expected to influence the performance of the new venture.
This four-factor, or HPMM model is comprised of factors relating to: 1) the human
capital, 2) the product, 3) the market, and 4) the money. The human capital has to do
with the characteristics of the people in the venture. It is the propensity of a person or
group to perform behaviors that are valued by an organization. The product assessment
is comprised of elements associated with the technology, design, patents, and
production of venture’s products or services--what it is that the company is selling or
plans to sell. The market assessment has to do with any elements external to the firm in
the marketplace (Porter, 1985). These include issues related to customers, competitors,
distributors, industry trends, and the growth in gross domestic product of a nation or
global geographic region. The money assessment addresses any issues related to the
financial position of the new venture (assets, liabilities, equity, income, expenses, cash
flow, size of the investment required, etc.). Money also includes capital requirements,
the cost of capital, structure of ownership, legal issues, and issues related to the firm’s
ability to secure short- and long term financing. Each of these four factors is typically
assessed by venture capitalists before they decided whether to invest.

Venture capitalists have rigorous methods for assessing the product, market, and
money factors, but no real model for assessing the human capital factor. This would not
be a problem if the human capital factor had a trivial effect on the performance of new
ventures. However, the evidence in the literature, which is discussed later in this
chapter, suggests that human capital is an important factor with a large effect on the

performance of new ventures, and thus venture capital firm. See Figure 3.
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Figure 3.
The HPMM Model of Factors Predicting Venture Capital

Firm Performance

Accuracy of
Human Capital
Valuation

Venture Capital Firm
Performance

Accuracy of
Product
Assessment

Accuracy of
Market
Assessment

Accuracy of
Money
Assessment

The arrows connecting the four factors to the outcome are depicted as dotted
lines because these relationships were not the focus of this study. We present this figure
for the sole purpose of clarifying what has been discussed already in the literature on
venture capital.

In their study of 150 ventures, MacMillan and colleagues (1987) found that
when venture capitalists perceive a critical weakness in any one of the four major
factors, they make a rejection decision. This is described as a non-compensatory
decision rule, meaning that a minimum threshold must be attained on each of the four

factors in order for a venture capitalist to decide to invest. It is reasonable to suggest



28

that in order to make wise investment decisions, venture capitalists need an accurate

assessment of all four factors that predict performance--not just two or three factors.

Human Capital and Hypotheses

What is human capital? What is the evidence that it influences the performance
of a new venture? In this section, the origin of the construct of human capital in the
literature is presented. Then the evidence is evaluated that suggests that this factor
plays a substantial role in new venture performance. In subsequent chapters, a modified
version of human capital based on the findings of this study is presented.

The term “human capital” was originally used by Nobel economist Gary Becker
(1964) to refer to the “stored value” of knowledge and skills of members of the U.S.
work force. Workers could increase their human capital through education (which
referred to formal education) and training (which referred to formal training programs
and on-the-job training). He attempted to use regression equations to measure salary
differences in the labor force as a function of knowledge. He operationalized
knowledge to be years of schooling. What he found was not surprising. The more years
of schooling, the higher the salary. At the core of the concept of human capital is the
idea that people possess potentials that manifest themselves in behaviors that have
economic value to organizations. Up to now, “knowledge” and “skills” have been the
primary dimensions of the construct of human capital. Knowledge is defined as a body
of information that can be directly applied to the performance of tasks (Heneman &

Heneman, 1994). This is also called “declarative knowledge” by Campbell (1990),
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which refers to technical knowledge of facts and figures. Knowledge in this paper does
not include what is called “procedural knowledge” or knowledge of a process
(Campbell, 1990). Procedural knowledge is considered a skill in this paper. Skill refers
to an observable competence to perform a particular task. Also, see Timmons (1990)
for text that describes the “entrepreneurial mind,” which is relevant to this context. In
this work, he describes the personality and skill variables that are characteristic of

entrepreneurs.

Human Capital and New Venture Performance

How strong is the effect of human capital on new venture performance, or the
performance of their venture capital investors? Performance is often measured as
financial performance (i.e. commonly expressed as what is called internal rate of
return). The consensus among scholars who study the performance of organizations is
that human capital contributes to the performance of a venture (Elango, Fried, Hisrich,
& Polonchek, 1995; Stuart & Abetti, 1990; Dubini, 1989; Stuteville, 1988; Kozmetsky,
Gill, & Smilor, 1985; Porter, 1985; MacMillan, Siegel, & Narasimha, 1985). The
following studies can be categorized into two types. One type of study measures
directly the effect of human capital on new venture performance. The other type of
study is where venture capitalists respond to surveys or interviews in which they
provide retrospective attributions for the success or failure of ventures. It should be
noted that the latter type of research is more vulnerable to respondent bias than the

former.
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In their classic study of 102 venture capital firms, MacMillan, Siegel, and
Narasimha (1985) found that the top two criteria that venture capitalists considered
“essential” when making an investment decision pertained to human capital. These two
elements were: 1) the entrepreneur’s capability of sustaining intense effort (cited by
64% of the respondents), and 2) the entrepreneur’s familiarity with the market targeted
by the venture (62%). The first element is neither knowledge nor a skill. It is included
in the new “motivation” dimension of human capital that I discuss in Chapter VI. The
second element is a type of knowledge. Rated less important than these dimensions of
human capital were factors relating to product, market, and money. In his review,
Sandberg (1986) concluded that venture capitalists agree that the human capital
embodied by the lead entrepreneur is the primary criterion for evaluating a proposed
venture. However, Sandberg was not able to empirically report a statistically significant
effect of the entrepreneur’s management competence on new venture financial
performance. This absence of an effect may be due to small sample size (N=17) and
instrument insensitivity due to a survey questionnaire with modest content validity.

In their study of 52 entrepreneurial firms in New England, Stuart and Abetti
(1990) found that the human capital was a stronger predictor of venture performance
than factors related to the product or service of the new venture. Human capital was
defined as the “entrepreneurial experience of the leader.” Basically, they found that the
presence of an entrepreneur with prior senior management experience in new ventures
was the best predictor of financial performance of the new venture. Taking the
contrapositive angle on this issue, the causes of poor performance in new ventures were

widely attributed to deficiencies in human capital. Gorman and Sahlman (1989) mailed
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surveys to 100 U.S.-based venture capitalists. They received data from 49 respondents.
One section of the survey dealt with identifying reasons for “troubled investments” in
new ventures. Ninety-five percent of the respondents reported that a reason for the poor
performance was related to deficiencies in human capital. Deficiencies in human capital
were defined as “ineffective senior management.” In contrast to the human capital
factor, other factors in the HPMM model were cited far less often: 43% cited market
factors, and only 18% cited product factors as a cause of poor performance. The top
two reasons for failure dealt with human capital. The next eight reasons (in decreasing
rank) were: the market failed to materialize, distribution problems, competition, poor
product/market fit, development delayed or unsuccessful, manufacturing failure, poor
product performance, and inadequate quality control. Translated into the HPMM
framework, the ten most important factors in this study influencing performance from
most to least important were: human capital, human capital, market, market, market,
product, product, product, product, and product. The “money” factor was not included
in the top ten reasons for success or failure of new ventures.

Having reviewed an estimated 90,000 new venture proposals in his career,
venture capitalist Arthur Rock wrote that human capital is critical to a new venture’s
success. Good ideas and good products are a “dime a dozen”’; good management and
good execution are rare (Rock, 1987). Veteran venture capitalist David Gladstone
(1988) hypothesized that human capital accounts for at least 20% of the financial
performance of the business, and in most circumstances 50% of the performance of the
companies in which he has been involved. Empirical evidence to support or reject these

last two hypotheses was not provided.
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In their empirical study of 73 venture capital firms, Ruhnka and Young (1991)
found that concerns about the human capital were ranked among the top concerns about
investing in later-stage ventures. A subsequent empirical study involving eighty
venture capital firms found that the primary reason cited for the stagnation of financial
performance of both high- and low-technology firms was the human capital (Ruhnka,
Feldman, & Dean, 1992) as opposed to product, market, or money factors. This study
looked at the “living dead phenomenon” which describes the situation in which new
ventures cease to grow, but do not die either. These studies suggest that human capital
is an important factor in determining venture performance.

But what specific human capital attributes are universally important for new
ventures? This is a seductive but potentially unproductive road to explore. Much of the
scholarly work done by psychologists in the domain of entrepreneurship has sought to
describe characteristics of entrepreneurs. McClelland’s (1965) work suggests that
entrepreneurs are more likely than the average population to have higher need for
achievement. Brockhaus’ work tells us that entrepreneurs tend to have a higher internal
locus of control (Brockhaus, 1980a, 1980b). However, this line of research has failed to
identify psychological dimensions that distinguish successful from unsuccessful
entrepreneurs. Greenberger and Sexton (1987) concluded that this particular research
stream generally is inadequate. Besides, venture capitalists do not need to know how to
identify an entrepreneur. They see many entrepreneurs in a year whether they care to or
not. What they do need is to know how to accurately assess an entrepreneur who is

likely to succeed rather than fail. Since new venture situations differ so greatly, it is not
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clear--theoretically nor empirically--that a generic set of psychological qualities defines
successful v. unsuccessful entrepreneurs (Sandberg, 1986).

The line of research of psychology in entrepreneurship mirrors the difficulties
that were associated with leadership research throughout this century. Early in the
century, scholars attempted to identify certain psychological traits that determined
leadership effectiveness across all situations. Shortly after WWII, Ralph Stogdill
(1948) completed a large study and concluded that the trait approach was not advancing
leadership theory. This led to the genesis of the well-known Ohio State Leadership
Studies (Stogdill & Coons, 1957) that attempted to characterize behaviors of effective
leaders across all situations. Again, researchers were unable to come up with a fixed set
of behaviors that predicted leader success. Finally from the late 1960s until present,
contingency theories dominate the literature with their mantra, “It depends on the

"’

situation!” (Chemers, 1984). Indeed, in light of the extraordinary complexity of
situational factors (i.e., products, markets, competitive environments, etc.), it is
reasonable to suggest that the specific human capital that is needed to succeed in any
given situation probably depends on the situation.

Heeding this advice, this study does not focus on universal traits or behaviors.
The focus of this study is to examine the venture capitalist’s methods of human capital
valuation. Consider the following metaphor. When purchasing a vehicle, is it “better”
to have four wheels, two wheels, two doors, four doors, a sliding side door, big tires,
small tires, a hatch back, a flat-bed, etc.? The answer will depend largely on what the

need is. Is one planning to ride on narrow trails, transport a group of children to soccer

practice, or transport large containers? Only then can we say that the purchaser may
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need a motorcycle, mini-van, or pickup truck. Sensible traits for one scenario are not
always sensible traits for another scenario. However, whatever the scenario, it is always
better to identify what is needed, and then gather accurate and complete information
about the vehicle. Similarly, when buying a companys, it is better to identify what
human capital is needed for a certain situation, and then gather accurate and complete
information on the new venture’s human capital rather than rely on inaccurate and
incomplete information.

Despite my criticism of studies that focus on “universally important” dimensions
of human capital, it is interesting to consider what human capital attributes are
frequently cited as important in new venture performance. Elango and colleagues
(1995) identified human capital attributes which venture capitalists generally considered
most important across situations. In decreasing order of importance they were: whether
the managers are capable of sustained effort, able to evaluate and react well to risk,
articulate in discussing the venture, have demonstrated leadership ability, are thoroughly
familiar with the market, and have a track record relevant to the venture. In one study
including responses from 95 CEOs, Hall (1992) found that basic “operations
management” (as opposed to specific functional management) topped the list of desired
competencies in the leaders of new ventures. In their study of newly-founded U.S.
semiconductor firms, Eisenhardt and Schoonhoven (1990) found that the following
human capital factors influenced the survival and growth of new firms: a senior
management team that had worked previously together prior to starting the venture,
larger founding teams, and heterogeneity of industry experience of founders. Jeffry

Timmons (1990) offered an extensive summary list of what he called “management
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competencies,” which were skills considered by researchers and practitioners to be
important for new ventures. The categories of skills that he identified were:
leadership/vision/influence, helping/coaching and conflict management, teamwork and
people management, administration, law and taxes, marketing, operations/production,
finance, computers, and technical skills.

Not all studies suggest that human capital affects new venture performance or is
of interest to venture capitalists during due diligence. Roure and Keeley (1990) did not
find that human capital predicted success in new ventures. However, these researchers
admit that the distribution of variables measuring human capital had very high means
and low standard deviations, making an effect less visible. Hall and Hofer (1993)
suggested that venture capitalists are not very concerned with human capital in
screening deals. However, two large weakness in this study exist. First, the time frame
in this study was limited to preliminary screening of proposals only--not final
investment decisions. Therefore, this study only measured how much venture
capitalists cared about human capital in the very early phases of deal screening. Did the
venture capitalists care about the human capital at the later stages of the deal screening
process? The study does not say. The second limitation of this study was that it
included only N= 4 venture capital firms and therefore its claims of external validity are
very weak.

Some studies concluded that only certain dimensions of human capital matter,
while other dimensions of human capital do not influence new venture performance. In
their study, Cooper and colleagues (1994) found that the following human capital

factors had an impact on the performance of new ventures: 1) industry experience 2) the
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number of founding partners, and 3) what they called “general human capital,” which
included education. But in this same study, the researchers claimed that knowledge of
how to manage effectively had little or no effect on the performance of new ventures in
their sample. However, upon closer inspection, one finds that the operationalization of
the “general management know-how” variable was rather obscure and indirect. Two
variables that were used to measure management know-how were: 1) whether the
entrepreneur worked previously at a non-profit organization, and 2) whether he or she
has previously managed one person or more. To what extent is this measuring the
strength of a person’s management know-how by measuring whether he or she worked
for a non-profit and whether he or she has managed one person previously?

To summarize: first, what is clear is that human capital has to do with the
“stored potential” of people, typically in the form of knowledge or skills. Second, there
is a high level of consensus among researchers that human capital has an influence on
new venture performance. There is some disagreement about the size of the effect.
Third, consensus is low on which specific attributes of human capital always deliver
value to a new venture. Fourth, neither the ways in which the human capital needs are
analyzed by venture capitalists, nor the methods with which human capital is assessed in
new ventures have been empirically addressed in the literature. Before presenting the
method and results of this study, it is worthwhile to review the industrial psychology
literature to review what is known about methods for assessing people in the traditional
context of employment interviewing in established organizations. The reader is

reminded that this next section provides a review of only what is known about methods
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of assessing human capital in the context of lower- to middle-management positions in

large organizations.

Assessing Human Capital

Assessing human capital is difficult for venture capitalists. Though no prior
research exists to suggest what are venture capital “accuracy rates” when assessing
human capital, anecdotal evidence suggests that this is the most troublesome factor of
the four HPMM factors to assess accurately (Harvey & Lusch, 1995; Dubini, 1989).
“The talent criteria [human capital], perhaps the most important quality a venture
capitalist looks for in a portfolio company, is also one of the most difficult areas to
assess” (Kozmetsky, Gill, & Smilor, 1985, p. 5). David Gladstone (1988), when
president of the largest public venture capital firm in the United States concluded, “The
problem with the venture capital business is that when we analyze people, our
perceptions of others are usually wrong (p.30).” Some in the new venture literature
seems to suggest that the “management” (as they call it) is a factor that is simply
impossible to assess accurately. The literature on assessment, as well as the findings
from this study, challenge the assumption that it is impossible to assess human capital
accurately.

The majority of the research on assessment has focused on samples of entry-
level to middle-level supervisors in large organizations. We know what methods are
available with which to assess people for these jobs, and we know how valid these

methods are. However, few studies have examined the methods used to assess senior
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managers in any context (DeVries, 1993). The author of this dissertation could not find
one study on what methods are used to assess human capital in the context of venture
capital due diligence. Therefore, one of the main research aims of this study is to gather
empirical evidence to discover what methods are used by venture capitalists. I will
examine the frequency and average hours of use of the universe of possible methods for

assessment, according to two chapters in The Handbook of Industrial & Organizational

Psychology, Vol. 1 and Vol. 2 (Guion, 1991; Campbell, 1990). The available categories
of methods are: job analysis, resumes, different formats of interviews, work sample,
assessment center, reference interviews, and psychological tests. The first two research
questions in this study are motivated by the need in various bodies of literature for an
examination of the methods that are used by venture capitalists to conduct human

capital valuation.

Research Question 1: What methods do venture capitalists use to conduct human

capital valuations?

Research Question 2: What relationships exist between the methods that are used and

the resulting accuracy of human capital valuation?

For this study, data were collected on what methods are used by venture
capitalists across a sample of actual cases (what % of venture capitalists used which

methods and for how many hours on average).
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This population has not been studied by assessment scholars. So it is
appropriate to consider what assessment methods have been studied in the traditional
context and discuss how these methods might look if employed during venture capital
due diligence. Researchers claim that the most frequently-used method to assess people
in traditional organizations is the “informal, unstructured selection interview” (Dipboye,
1994; Fear, 1990). Many journal articles on assessment begin with the customary
comment that the most widely-used method that practitioners use is the informal
interview. However, I was unable to find one study that empirically measured the
frequency of use of this method in the United States. In a survey done in the U.K.,
Clark (1992) found that 100% of the large companies in the sample (N=55) used the
informal interview as well as reference checks.

The irony is that this apparently widely-used method is considered the least
valid of all assessment methods. The informal interviewer does not identify critical
behaviors that are required for a position. He or she also tends to ask haphazard
questions that often do not measure a candidate’s actual past behaviors (Fear, 1990).
According to Heneman and Heneman (1994), the average unstructured interview may
include one or more of the following characteristics:

It is unplanned (e.g., just sit down and “wing it” with the candidate).

It is “quick and dirty” (e.g., under an hour).

It consists of casual questioning (e.g., Tell me a little bit about yourself.)
It has obtuse questions (e.g., What type of animal would you most like to
be and why?)

5. It has highly speculative questions (e.g., Where do you see yourself

ten years from now?)

6. The interviewer is unprepared (e.g., forgot to review the job analysis or
failed to perform one in the first place).

7. The interviewer makes a quick and final evaluation of the candidate (e.g.,
often in the first couple of minutes).

BN
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These informal interviewers seem to think that they can “get a gut feel for” a
candidate and make an accurate assessment simply by conversing casually. The validity
coefficient for this type of interview is low. The validity coefficient refers to the degree
to which the performance predictions made by interviewers before a person is on the job
correspond to the person’s subsequent on-the-job performance ratings. The validity
coefficient for this type of informal interview tends to be between r = .15 tor = .20 and
is usually not statistically significant (Van Clieaf, 1991). In the context of venture
capital due diligence, an informal interview was expected to resemble an informal
interview in the traditional context. Venture capitalists have, in many cases, weeks or
months of interaction with the people in a venture. There is ample opportunity for
informal interviewing to occur during meetings, or lunches and dinners. This method of
assessment was not expected to be any more valid in the context of venture capital due
diligence than it is in the traditional context.

For many years, social scientists were skeptical of any kind of pre-employment
interviewing (Roth & Campion, 1992). Interviews were thought to be invalid.
However, by 1988, researchers began distinguishing among various types of
interviewing formats, as opposed to grouping all interviewing into one category, and
some interesting findings resulted. A major distinction emerged between the
unstructured interview format and the structured interview format. Researchers in the
late 1980s and 1990s consistently suggest that structured interviews are considered to be
the most valid of all assessment methods, and unstructured interviews (which include

informal interviews) are considered the least valid of all methods.
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The evidence that structured interviews are more valid than unstructured
interviews is compelling. A meta-analysis by Wiesner and Cronshaw (1988) found that
structured interviews produced mean validity coefficients over three times as high as
unstructured interviews. These two researchers reviewed a total of 150 validities with a
sample size of 51,459. Unstructured individual interviews had a mean corrected
validity of .20. In contrast, structured individual interviews had a mean corrected
validity of .63. A later meta-analysis by Wright, Lichtenfels and Pursell (1989) also
supported the claim that the structured interview was a valid selection approach and that
the unstructured interview was a far inferior predictor.

The most recent meta-analysis published on this (N=86,311 cases) supported
claims that the structured interview is a more valid assessment method for predicting
future job performance than the unstructured interview (McDaniel and colleagues,
1994). Dipboye’s review of the literature concludes that structured interviews are
effective, and unstructured interviews are not effective for predicting future job
performance (Dipboye, 1994). It is important to remember that these studies included
only interviews of lower-level employees for specific jobs.

What do structured interviewing methods look like? The following components
are typically included in a structured interviewing process: a written job analysis of
what important human capital dimensions are needed to succeed in the job, asking
questions during the interview that specifically cover key dimensions that were
identified in the job analysis, having a consistent pattern of questions across candidates,
and recording ratings of each person along the behavioral attributes identified in the job

analysis. Additionally, using skilled interviewers and having multiple interviewers have
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been shown to increase criterion related validity when predicting job performance.
Each of these components will be discussed in greater detail.

One very important component of “structure” in the structured interview is
performing a job analysis prior to the interview (Pulakos et al., 1996). A job analysis is
typically thought of as a process of identifying “what traits are required in the job
(Dipboye, 1994).” Makers of pizza dough need a different set of traits to succeed,
compared to hospital technicians, so the argument goes. However, for venture capital
due diligence, there is no “job” per se. There is a company in its environment that
needs human capital in o