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CONCEPT CHECK

when the venture fund calls
upon the investors to deliver
their investment funds

CONCEPT CHECK

of business plans and
sheets involved in the

e capital investing
53

m defvelopjng 2 successful venture portfolio that will become the basis for soliciting fu-

lt]‘;rvee ;{T;Cisr-ﬁ"slehls :is one reason that VCs tend to stick to investing_ inv areas wlhere they

Hert B i PreV10u§ success. It’s all part of the job of establishing a solid reputa-
successful venture Investing and subsequent fundraising.

* What is the [ar

¥ gest source of funds for professi i
* List five differg professional venture capitalists?

Nt types of investors in venture capital funds.

 secTioN RT3
OBTAINING COMMITMENTS FOR A SERIES OF

CAPITAL CALLS

As we mentioned in earlier chapters, it is common to stage the investments in a new
venture. Consequently, the total size of a fund is not necessarily achieved at its inception.
For the fund described in Figure 11.3, the capital call policy was summarized as follows:

Installments paid within thirty days of call notice; each call of no more than 20
percent of total committed capital; expect all calls in first four years.

It is common for a fund to stage its own capital infusion in this manner. Typically,
the fund will allocate a certain amount of the total to initial investments in the venture
and reserve some for the venture’s future funding needs.

When an investor has decided to invest in a venture capital fund, an agreement will
be signed stipulating initial and subsequent investments consistent with the level of the
investor’s contribution. Once the fund has reached its minimum, the fund’s (partnership)
legal structure can be completed, initial capital calls can be made, and there is money to
invest. The venture capitalist’s focus can then change to placing the money in deserving

new ventures.

% What is a capital call?
% What is the purpose of staging in venture capital fundraising?

[SecrioN kUt
CONDUCTING DUE DILIGENCE AND ACTIVELY

INVESTING

It always helps to understand the structure and.mcl)tivations of a potential investor, par-
ticularly one who is a professional venture c.apltahst. Now that we have a basic under-
standing of the fundraising side o.f professional venture capital, we will consider the
aspect of professional venture capital most relevant to the entrepreneur: determining
the ventures in which to invest. P

It is important to remember that venture capitalists are almost constantly on the look-
out for new technologies and worthy ventufes, even whe.n.th.ey are in the process of rais-
ing funds. The deal flow is necessary to their existence; it is in their best interest to foster

the environments and processes that give rise to new and rapidly growing ventures,
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Throughout the history of professional venture capitgl, it has been c-oxnr??:?n f(]:r Venture
capital firms to develop and maintain relationships with research _FnCllvemllles.f or exam.
ple, Doriot’s ARD was closely affiliated with MIT and Harvard. Tos lay, % lo the "}ajor
venture investing regions are in proximity to prominent research }mw#sxt;{s (<e.g,, Stan-
ford University, University of California at Berkeley, Harva.rd University, as_sachuseus
Institute of Technology, University of Minnesota, University of Nortb Ca‘rohna, Duke
University, University of Colorado, University of Washington, and'Umvers'nty of TeXas),
Research universities provide a fertile environment for the formulation, testing, and com,.
mercialization of new technologies. ; :
Although new technology investment is not the only target for venture investing, it j
the main driver. Many of these research universities have centers 'for ent‘repreAneurship,
incubators for new ventures, technology transfer offices for licensing 9“1VCYS‘W-0wned
technologies, and faculty and students eager to develop and con'lmeraally profit from
new technologies. It is common for venture capitalists to take actlvet roles ¥n _SupPOrting
the entrepreneurially inclined members of the university community. This is a classic
example of a mutually beneficial arrangement. However, it would not be. accurate to say
that, historically, most venture capitalists have actively entered universities looking for
new technologies to commercialize."® The relationship usually has been more indirect,
Recent venture investing appears to have greatly increased the number of ventures
sprouting from formerly university-affiliated entrepreneurs. It is now common for ven-
ture capitalists to become involved with university business plan competitions (acting as

sponsors and judges) and with mentoring and internship programs for entrepreneurially
inclined students."®

PT CHECK % Why is it reasonable to expect that research universities may attract venture capital firms to their geographic areas?

]
vesting

aining the
iness plan

Even though contributing to, and fostering, the environments from which new business
concepts and plans emerge is a central part of the venture capital process, it is not as
widely studied or understood as the screening, gatekeeping, and monitoring processes
for which VCs are known and frequently vilified. Once the business plan pump has
been primed and plans are flowing, the VCs must select those plans worthy of further
consideration, investigate the suitability of investing in the worthy candidates, and (po-
litely) redirect or dispose of less worthy concepts and plans. The process of investigating
a potentially worthy concept or plan is known as conducting due diligence.
The well-primed business plan pump can produce an overwhelming number of busi-
ness proposals. Remembering that there are only twenty-four hours in a day and that

occasional sleep is required makes one slightly more sympathetic to the incredible task
we ask venture capitalists to conduct throughout the year. It is not uncommon for even
small (three to four partners) venture firms to review more than a thousand business

15 An interesting example of a venture firm that concentrates on commercializing “ivory tower technologies” is ARCH

Venture Partners. A Fortune magazine article (“Extreme Venture Capital,” October 26, 1998) discussed ARCH's strategy
and provided several other examples of fruitful university entrepreneurial endeavors. In a contrary tone, however, the
article stated, “Most venture capitalists regard such places as Byzantine backwaters populated by fractious
eggheads.” To its credit, the article does point out that the propensity of venture capitalists to locate close to univer
sities may not be due to any desire to redirect academics into business. After all, academics are not necessarly

gifted in, or in_clined to, running emerging commercial ventures. Nonetheless, universities do contribute significant
new technologies that they are not particularly adept at commercializing.

16 See, for example, Robert Strauss, “Class Action,” in “Going Public 2000 Supplement “ Red Herring. October 2000.
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F a year. The process is noisy”; entrepreneurs are fortunate to have the freedom to

discuss their business plans with several venture capital firms to get more than one shot

n Vinture funding and, in the process, to get a more reliable signal of the venture’s
merits.

: For Fhose of us who are active observers of the venture investing industry, it is always
mterestmg to watch VCs assess a given venture’s prospects differently and, in rare cases,
on 0pp951te ends of the feasibility spectrum. As we examine some of the documented char-
acteristics of venture capitalist screening processes, remember that no two VCs (even in
.the same firm) are identical. The diversity of opinion in the venture investing community
is part of the reason that this critical element of our capitalist economy works so well.
With that said, it is still helpful to discuss some of the regularities you can expect to en-
counter in dealing with venture capitalists considering your business plan.

; A venture capitalist may participate in funding and assisting a venture in a variety of
different ways. The screening process must not only identify successful candidates for
funding, but must also determine the extent of the venture firm’s financial, managerial,
and executive involvement in the governance and day-to-day venture activities. In boom
times, when entrepreneurs hold some bargaining power in the venture funding negotia-
tions, it is frequently the extent and quality of the nonfinancial contributions that deter-
mine which venture capital firm’s money will be taken. Of course, in normal times, when
entrepreneurs have less bargaining power, there may not be much freedom to negotiate
the nonfinancial contributions. Nonetheless, the initial due diligence process significantly
affects the venture capital firm’s expectations regarding financial and nonfinancial con-
tributions to the venture. These expectations will be an important component (probably
the most important component) of the VC’s position when negotiating any actual
financing.

The initial VC screening focuses on the basic characteristics that make a venture attrac-
tive to venture investors. Many VCs specialize in industries where they have significant
managerial and financial expertise. Consequently, it is not difficult for VCs to provide a
quick initial “laugh test” on the basic market being addressed by the venture, the feasibility
of the venture’s business concept, and the potential financial rewards offered in the ven-
ture’s general market and those specifically offered by the venture seeking funding. Owing
to their current and former affiliations with the industries in which they invest, relevant
external expertise is readily accessible when required. VCs can quickly render praise or
condemnation for your new venture’s business plan; they are in the business of making
quick decisions, many of which will be justified, others that they will regret.

What do VCs look for in a venture seeking funding from them? This question has re-
ceived considerable scrutiny in the academic literature on venture capital. Most of the insight
we have into what venture capitalists look for is based on surveys where VCs are asked what
they look for. Of course, such methods are subject to the criticism that what VCs say and
what they actually do may be quite different (and VCs may not even realize it).

Early academic research on VC decision making emphasized the possible venture
characteristics that are critical to the funding decision.'” It has always been clear that
the two primary venture characteristics that matter most are the entrepreneurial team
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ture investing market, when a com
less than a year. The lon
plan is a significant aid i

; n be replaced and that

and the market. Many VCs believe that a xx]gna}g;n'liirgetceizzzncsaare hea\}:ﬂy R b;;
strong market is very forgiving. SH-L'h VCs Cl,almht iemure G (E
their perceptions of the quality of the matrltet t ere et AT
probably would be fair, however, to say _.h¢‘1t mod S

trepreneurial team will adapt and modify in or er p o RE i
and that without such a team the venture 1s a lost cause even g
malrxll(ez:. useful summary, John Hall and Charles. Hofer c'oml%are.d the f{l;en:ei:zzdte}:eg
in five different academic studies of VC decision making. .Flgure' : p‘ eir
classification scheme. More recent research has applied a variety of mterestl}?g methods
to get a better picture of what goes on in a VC’s mind when she evialuates the prospects
of a new venture. It is a mysterious process but not completely veiled to the entrep‘re_
neur, thanks to some interesting research that considered actual comments made dl}r{ng
recorded VC review sessions. In an examination of the relevance of the ch.aractenstlcs
suggested in the survey literature, Hall and Hofer cla§51ﬁ§d actual evla;luatlv.e rem;?rks
made by VCs while screening business plans for posmbl.e 1nyestment, Their ﬁnlegs
suggest that the initial screening lasts, on average, about six mlnutes: Such a short review
results in a large number of rejections for a variety of reasons, ranging from the shall<')w
(not in the VC’s investment area) to the relatively deep (consumer product, not proprie-
tary, no management team, organization of company, unrealistic numbers). Interestingly,
two proposals considered by Hall and Hofer's VCs were rejected due to the absence of
financial information. They suggest that financial information in a business plan is an
important signal of competence or effort but need not be an important basis for forming
the VC’s view of the venture’s future. The rejection comments Hall and Hofer observed
were typically based on inadequacies in the management team or the venture’s target

market, with several comments addressing inadequacies in the venture’s approach to
the market. Their summary remarks are:

Based on the observations made by the venture capitalists in the protocols, an idea
for a product or service—no matter how brilliant—must be presented in a profes-
sional package. The plan also should be simple, including all relevant information
while keeping extraneous information to a minimum. Despite the number of books
and articles written as aids in preparing a business proposal, a well-written plan was
no guarantor of success. However, a professionally presented proposal appeared to be
a necessary but insufficient criterion for acceptance. The thrust of the protocol com-
ments was that venture proposals should be short documents that provide the major
pieces of information the venture capitalist needs to make a decision. This informa-
tion includes an overview of the proposed business, the amount of funding requested,
the use of these funds, a brief listing of the management of the proposed business,
and a summary of both current financial information and financial projections.

In the spirit of the old adage, “The exception proves the rule,” we note that during the
last part of 1999 and the first quarter of 2000 there was at least one VC who stated that,
if an Internet or e-commerce venture had taken the time to write a business plan, then it
was not the type of firm that would attract his funds. That was a heated time in the ven-

pany could go from startup to publicly traded firm in

ger run shows that a properly prepared business proposal or
n attracting venture capital.
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