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Preface

In spite of the robust development of venture capital that has occurred
over the last three decades (as measured by the amounts of fundraising
and investing), returns from venture capital have been declining. This
book focuses on a simple question: why? The answer lies in the context of
multiple deformations that have occurred throughout the venture capital
process. This process, comprised of six specific phases (fund formation,
deal generation, screening and evaluation, and deal completion, monitoring, and exiting), serves as a canvas for our analysis. In short, value destruction in venture capital occurs throughout these phases. This unique
perspective permits us to delineate in which phase of the process financial
returns are compromised.
Deformations in venture capital occur at two broad levels. Firstly, venture capital deformations and value destruction occur as a result of the
interactions between venture capital firms (commonly known as general
partners, or GPs) and their investee firms (i.e., entrepreneurial firms). GPs
struggle to provide the most optimal combination of capital and know-
how assistance to entrepreneurial firms. As a result, venture capital may
have sub-optimal or even negative effects on entrepreneurial development, value creation, and innovation. Moreover, venture capital financing
makes a relatively small contribution to entrepreneurial development.
Deformations and value destruction also occur between GPs and their
capital providers (namely, limited partners or LPs). There has been growing dissatisfaction among LPs with respect to GPs’ performance and conduct on multiple fronts; areas of issue include declining financial returns,
compensation structures, misalignment of incentives, information
vii
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 isclosure, contractual arrangements, and so on. Consequently, LPs are
d
either increasingly questioning the validity of the venture capital model or
entirely avoiding the venture capital asset class.

The Structure of the Book
This book has a simple, transparent, and easy-to-follow structure (see
figure below) consisting of three sections: two chapters (i.e., a introduction to venture capital), six chapters (i.e., a description of each phase of the
investment process), and two concluding chapters.
Fund
formation

Deal
generation

Screening &
evaluation

Deal
completion

Monitoring

Exiting

The venture capital investment process and the venture capital value chain

The introductory section of the book includes two chapters. Chapter 1
focuses on the definition of venture capital, its characteristics, and the
advantages and disadvantages of venture capital from the perspectives of
LPs and entrepreneurs. The introductory chapter also differentiates
between the “j-curve” and “n-arch” in venture capital investing. It is
important to note that to simplify matters, this book uses the term venture
capital as the primary description of investing into private firms. This
means that we also include private equity in our considerations. Chapter 2
discusses the maturation of the venture capital industry and distinguishes
the two major market sub-segments in which venture capital firms compete; this information is presented on the basis of Michael Porter’s six
forces model.
The second section is dedicated to describing the six phases of the
venture capital investment process. Chapter 3 focuses on key issues
related to venture capital fund formation. Here, we specifically focus on
constitutional, structural, operational, and compensation deformations
and discuss how these areas contribute to value destruction in venture
capital. Chapter 4 focuses on deal generation or “deal flow” in the context of two models of value generation: the “natural” and “accelerated”
modes of entrepreneurial value creation. Chapter 5 focuses on venture
capital screening and due diligence. In this chapter, we highlight some
of the key problem areas in venture capital due diligence and decision
making. Chapter 6 focuses on deal completion and some of the inequities in financial contracting that occur between venture capitalists and
entrepreneurs. Chapter 7 discusses the actual hands-on assistance provided
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to entrepreneurial firms by venture capitalists. Chapter 8 focuses on
venture capital exits, namely, the “financial monetization” of venture
capital’s illiquid investments.
The third section of the book offers concluding remarks. Chapter 9
focuses on the financial returns generated by venture capital in the context
of the venture capital process. This chapter presents a “value chain” analysis of the venture capital investment process and discusses in which phase
of the process financial returns are likely to be “compromised.” The last
chapter of the book focuses on the future of venture capital in the context
of potentially improving the substandard business model.

The Book’s Unique Perspectives and Features
Venture capital is a popular subject for books; in the last five years alone,
there have been more than 40 books written on the subject. The proposed
book is distinguished from other books focusing on venture capital in a
number of ways. Firstly, our book aims to understand the key reasons
behind declining venture capital returns—this is the primary focus of our
analysis. Secondly, the book assesses the long-term impact of venture capital on entrepreneurial development. Thirdly, we provide a comprehensive
view of venture capital through the eyes of the various stakeholders in the
venture capital ecosystem, including advisors, consultants, LPs, and entrepreneurs. Lastly, the book focuses on some of the most controversial topics in venture capital today, such as venture capital compensation and
lawsuits against venture capital firms, and so on. This critical assessment of
venture capital is presented in a uniform and comprehensive manner.
The book aims to provide readers with a comprehensive examination of
venture capital and its impacts. We believe that academics, students, practitioners, and especially entrepreneurs need to be more cognizant of venture capital’s many underlying weaknesses; these drawbacks are especially
pronounced in relation to entrepreneurs. Secondly, the book aims to
counterbalance other books that are predominantly “affirmative” on the
subject of venture capital. Thirdly, the book offers a balanced combination
of theory and practice—it provides sound theoretical foundations, yet has
many useful, practical recommendations and observations for both entrepreneurs and LPs. This practical orientation is a strong feature of the project. Fourthly, the book offers “in-chapter inserts”—special supplements
that provide real-life examples of specific issues covered in specific chapters.
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This supplementary material was developed on the basis of actual case
studies and illuminates some of the key points of our discussion. In many
cases, these inserts highlight points that are either entirely omitted or
poorly discussed in most academic studies.
We have followed a hybrid approach to generating information for this
project; this was necessary because many of the book’s key areas of focus
have not been exhaustively covered by specific streams of writing and there
is no complete research on certain topics. We first conducted a thorough
review of academic literature and aimed to reconcile some divergent views.
Secondly, we relied on industry reports and studies, which allowed us to
note that mainstream academic literature has some “knowledge gaps” in
research with respect to venture capital. This review was also important
because it allowed us to make some of the most practical and experiential
observations found in the book. Thirdly, we completed a thorough search
of newspaper articles and online material. This material seemingly appears
to offer singular reflections or cases, but if reviewed jointly, it allows one
to discern key themes and questions previously unexplored by academics.
Fourthly, we have conducted interviews with industry players to test our
initial hypotheses and conjectures. Lastly, where necessary, we supported
available secondary research with proprietary data.
Brandon, MB, Canada
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PART I

Introduction to Venture Capital

CHAPTER 1

Venture Capital: A Closer Look
Behind the Curtain

Venture Capital: Definitions, Characteristics,
and Forms
Although the definition of venture capital has evolved over time, it can be
broadly defined as the provision of capital and know-how by institutional
investors to entrepreneurial firms. English language dictionaries describe
venture capital as a business endeavor involving chance, risk, or even danger, and outline venture capital as money invested or earmarked for acquisition of shares, especially those of new and speculative entrepreneurial
firms. Webster’s dictionary, for example, predominantly defines venture
capital as a very risky investment. The Collins English Dictionary characterizes venture capital as financing directed toward potentially high-return
investment opportunities, which may be totally lost. On the other hand,
business dictionaries (such as the Cambridge Business English Dictionary,
or A Dictionary of Business and Management) categorize venture capital as
a search for significantly above-average and long-term investment returns
achieved through equity ownership with risky start-ups and emerging or
expanding firms.
It is important to differentiate between the various financial terminologies used to describe the act of investing into private firms. Let’s present
the key variations among definitions used in Europe and the United States
(the US)—the major venture capital markets. The National Venture
Capital Association (NVCA) in the United States defines venture capital as
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a method of financing early-stage entrepreneurial firms within the fastest
growing sectors of the economy. The term “venture capitalist” normally
describes a financial institution focused on investing into early-stage and
expanding entrepreneurial firms. The phrase “private equity” defines
larger expansion transactions and buyout deals. Private equity may also
refer to investment cases related to infrastructure, real estate, distressed
situations (such as debt restructuring), explicit sectors of the economy
(natural resources, infrastructure, energy, military, and health services), or
government-owned firms. US institutional investors have historically preferred to invest in early-stage entrepreneurial firms; hence, their investments have been regarded as venture capital. In contrast, Invest Europe
(IE), formerly known as the European Private Equity and Venture Capital
Association (EVCA), defines private equity as equity provided to entrepreneurial firms not quoted on a public stock exchange. Consistent with IE’s
definitions, the terms venture capital and private equity mean financing
used to develop new and innovative products and services, support working capital needs, make acquisitions, or strengthen the firm’s balance
sheet. Financing from private equity can be utilized to address ownership
and management issues through the implementation of leveraged buyout
transactions. Venture capital, on the other hand, is broadly defined by IE
as capital co-invested alongside the entrepreneur for the purpose of providing capital and know-how to firms in the early stages of development
(including seed, start-up, and first-stage expansion). IE defines venture
capital as a subset of private equity where investments are made during the
early stages of new venture development. European investors have historically pursued later-stage expansion deals and therefore prefer using the
term private equity to signify investments in private firms. To simplify matters, this book uses the term venture capital as the primary description of
investing into private firms. This means that we include private equity in
our considerations.
Venture capital can be differentiated from other types of financing in
numerous ways. For one, venture capital focuses on investing into the
equity of entrepreneurial firms (funds are normally provided through a
capital increase and, from time to time, through debt-like financial instruments including convertible debt). The most common security held by
venture capitalists is a convertible preferred share (though this is not true
for all the international markets), a hybrid financial instrument that entails
the preferential protection of capital provided to the entrepreneurial firm
by venture capitalists combined with the upside potential enshrined in a
common share. Venture capital financing is often subordinate to other
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forms of financing (i.e., it has lower priority of repayment in the event of
bankruptcy, liquidation, winding-up, or other forms of business closure).
Venture capitalists are highly selective in their choice of investment projects, investing in one or two out of every one hundred business plans they
review; this means that the vast majority of entrepreneurial firms will not
receive venture capital financing. For example, statistics from the US market indicate that only one in 1541 firms receive financing (Table 1.1
provides data from other markets as well). Venture capital is also illiquid.
Venture capitalists make medium- to long-term investments in entrepreneurial firms. The average duration of these investments is usually between
three and five years, although it can be longer if the entrepreneurial firm
Table 1.1 The contribution of venture capital to financing entrepreneurial firms
in selected countries
Selected
countries

Belgium
Czech
Republic
France
Germany
Hungary
Holland
Italy
Poland
Spain
The United
Kingdom
European
average
The United
States
Canada
Israel

Number of
SMEs

Number of
VC deals

Adjusted
number of
VC deals

One in × SMEs Percentage
financed by
of SMEs
VC
financed
by VC

565,136
1,006,019

242
10

218
9

2595
111,780

0.039
0.001

2,800,172
2,179,098
523,631
861,203
3,773,244
1,516,886
2,382,328
1,697,653

989
1505
70
407
101
76
149
796

890
1355
63
366
91
68
134
716

3146
1609
8312
2351
41,510
22,177
17,765
2370

0.032
0.062
0.012
0.043
0.002
0.005
0.006
0.042

25,095,120

5484

4936

5085

0.020

6,049,655

4361

3925

1541

0.065

1,181,333
369,981

292
48

263
43

4495
8564

0.022
0.012

Note: Definitions of SMEs may vary from country to country. For example, in the United States, SMEs
are firms with up to 500 employees, while in Europe they are defined as employing up to 250 employees
(other conditions, such the value of fixed assets or revenue, may also apply). Data comes from various
sources including Eurostat, Invest Europe (formerly, EVCA), the National Venture Capital Association
(NVCA), Statistics Canada, and the Canadian Venture Capital Association (CVCA). European and the US
data is for the year 2014. Data for Canada and Israel is for the year 2013. Abbreviations: SMEs small- and
medium-sized enterprises, VC venture capital
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requires significant development or simply underperforms. This long
period of illiquidity is the chief reason why venture capitalists expect to
generate a rate of return that exceeds the rate available from public markets; simply put, venture capitalists should be expected to produce for
their investors a premium above the rate of return available from a stock
exchange. Subsequently, venture capitalists promise to generate this extra
premium for limited partners (LPs). This premium is expected to compensate venture capitalists for their inability to dispose of shares in a timely
manner and for other risks inherent in investing into entrepreneurial
firms. Another characteristic of venture capital is that returns are expected
from growth in the value of an entrepreneurial firm rather than from collecting any ongoing payments, dividends, coupons, or other charges.
Venture capitalists are involved in their investee firms and are typically
appointed as the firm’s board of directors. Lastly, venture capitalists seek
to dispose of their ownership stake in the venture. The exit is a “must
have” for venture capitalists.
Venture capital can flow into entrepreneurial firms at different stages of
development (the provision of venture capital financing is often referred
to as stages of financing). Venture capitalists can broadly provide two
forms of capital: “new venture” financing or expansion financing. New
venture financing is provided to young entrepreneurial firms and is utilized to cover the cost of market research, product feasibility studies, or
the development of a complete business plan. This is called seed financing.
Early-stage financing may also be provided to more established entrepreneurial firms that have been working on prototypes and are ready to test
their products or services in the marketplace. If the market trial proves
successful, the process of developing a management team commences.
Capital provided at this stage of development is often referred to as startup financing. First-stage financing is provided to entrepreneurial firms that
have successfully passed the market test and are ready to commence production on a larger scale. At this stage, the entrepreneurial firm needs to
develop all of the functional components of the business, including production, management and staff, a distribution structure, back-office operations, marketing and promotional activities, customer service, and so on.
The second category of financing (i.e., expansion financing) is directed
toward entrepreneurial firms beyond their inaugural years of development.
Later-stage or expansion financing is provided to firms that are already fully
operational and have proven the viability of their products or services in
the marketplace. Second-stage financing is directed toward entrepreneurial
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firms operating at more advanced stages of development. Such firms
typically already enjoy strong growth in revenue, but may not yet be profitable. Capital is normally directed toward working capital (rapid growth
in revenue often requires investment into working capital), product development, expansion, additional product development, the balance sheet
(i.e., improving debt-to-equity ratios), and so on. Other types of financing
include mezzanine financing, bridge financing, and buyouts. Mezzanine
financing comes in the form of debt or equity and is provided to finance
expansion. This form of financing is provided on short notice (with limited due diligence), but it is aggressively priced and can require interest or
coupon payments (similar to debt instruments). Bridge financing is temporary financing directed toward firms looking to go public. Buyout
financing is provided to management to purchase the business (management buyouts) or to allow independent managers from outside of the firm
to purchase shares in the business (management buy-ins). Leveraged buyouts refer to deals where a substantial amount of debt is used to acquire a
part of or the entire business. Debt raised for the purpose of leveraged
buyouts often directly or indirectly encumbers the balance sheet of the
entrepreneurial firm being purchased.
Before considering the advantages and disadvantages of venture
capital, it is important to understand the basic venture capital ecosystem (we describe this ecosystem in more detail in Chaps. 2 and 3; see
Figs. 2.3 and 3.1). The underlying venture capital environment consists
of four main components: entrepreneurs, investors (called limited partners
or LPs), venture capitalists (known as general partners, or GPs), and the
general public. Entrepreneurs form the most critical component of the
ecosystem because they generate ideas, contribute the initial capital and
“sweat equity,” assemble management teams, test product, or service ideas
in the marketplace, generate clients, and take disproportionate risks.
Entrepreneurs convert new (or existing) ideas into a business venture in
order to successfully pursue opportunities available in the marketplace. On
a macro scale, entrepreneurs play a key role in driving general business
development and are critical for economic growth. A significant amount
of employment in the economy is created by the entrepreneurial sector.
Moreover, entrepreneurs are at the forefront of societal transformations.
Entrepreneurs are also responsible for industrial innovations. Many
entrepreneurial firms are also leaders in developing global markets. LPs,
who are the actual capital providers to the ecosystem, are another key
component of the venture capital structure. LPs take no active part in
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running the business; instead, they are passive investors. In the middle of
the ecosystem are the actual venture capital firms—the financial opportunity arbitrageurs. GPs serve as the financial middlemen, gatekeepers,
matchmakers, connectors, and intermediaries; they are the only part of the
ecosystem that cannot exist without the other two aforementioned components (LPs and entrepreneurs can operate successfully without venture
capital). Finally, there is the broader general public that feeds capital to
limited partnerships through pension funds, endowments, insurance companies, and so on. The general public also directly invests into the underlying entrepreneurial firms, which are listed on the stock exchange. If
venture capitalists excel at their investment mandate, the general public
has the opportunity to secure a “double benefit” from venture capital. If
venture capital firms underperform, the public potentially takes “two hits”
on its savings. This is why venture capital (and its underperformance) may
be considered as an important public policy issue.

Venture Capital and Other Modes
of Entrepreneurial Finance
Entrepreneurial finance is a field of business study that focuses on resource
mobilization, resource allocation, risk moderation, financial contract optimization, value creation, and monetization within the entrepreneurial
framework. At the core of entrepreneurial finance is the ability of the
entrepreneurial firm to secure capital.
Even though the vast majority of university courses in entrepreneurial
finance solely focus on venture capital, in practice, entrepreneurial finance
mostly involves other modes of finance. There are many opportunities for
entrepreneurs to access finance. Most importantly, there is “bootstrapping,” which represents a creative use of the entrepreneurial firm’s internal
resources and perhaps the purest form of entrepreneurial finance; note
that bootstrapping also includes family-and-friends financing, which is
often called “love money.” It is a manner of conducting business rather
than a discrete strategy of generating and managing cash over an interim
period of time; in other words, bootstrapping can be regarded as an internal source of financing. Evidence demonstrates that bootstrapping has a
positive impact on entrepreneurial survival and perpetuation. More importantly, self-funding is consistent with the “pecking order theory,” which
predicts the preference of entrepreneurial firms for internal financing
ahead of external means of financing (i.e., equity or debt). Bank financing,
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on the other hand, may also account for a significant percentage of the
financing needs of entrepreneurial firms. Other modes of entrepreneurial
finance include business angel financing and other alternative means of
providing capital (i.e., government assistance programs, corporate venturing, crowdfunding, and business incubation). It is important to note that
all of these modes of entrepreneurial finance have jointly made a significant
impact on business formation and entrepreneurial perpetuation, far beyond
the contribution made by venture capital financing. Evidence suggests that
entrepreneurial firms can secure these forms of entrepreneurial finance and
successfully grow their ventures without access to venture capital.
Figure 1.1 depicts the financing alternatives available to entrepreneurial
firms. Various capital providers are situated on the graph along the two
axes: the level of know-how assistance provided by specific financiers to
Preferred quadrant

Low

Level of assistance

High

CVC/CV

BAs

VC

Gov’t
Incubation

Banks
Bootstrapping
Crowdfunding

PM
Low

High

Probability of securing finance
Fig. 1.1 The universe of entrepreneurial financing options
Abbreviations: VC venture capital, CVC/CV corporate venture capital/corporate
venturing, BAs business angels, PM public markets, Gov’t government assistance
programs
Note: The results presented in this figure are based on a number of studies including,
among others, Berger and Udell (1995), Steier (2003), Cassar (2004), Colombo
and Grilli (2007), and Robb and Robinson (2014)
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entrepreneurial firms and the probability of securing capital by these firms.
In the graph, two basic levels of know-how assistance to entrepreneurial
firms are anticipated: low and high. The second X-axis captures the probability of securing various forms of capital; again, high and low probabilities are considered. The graph illustrates that capital can be obtained from
a wide range of financing sources (i.e., business incubators, crowdfunders,
business angels, business incubators, corporate venturing or corporate
venture capital, venture capitalists, banks, public markets, and bootstrapping). The graph clearly delineates between capital providers who provide
know-how assistance and those who do not and demarcates them in terms
of the actual odds of obtaining the desired finance. Ovals of various sizes
represent the extent to which financing is available to entrepreneurial firms
and capture the average estimated size of the market for each capital
source. In terms of contribution to financing entrepreneurial activity, as
noted above, bootstrapping is the most prevalent form of entrepreneurial
finance. The largest ovals in terms of external finance are found for business angels and banks (this is confirmed by various academic studies).
In Fig. 1.1, venture capital is situated on the left side of the graph (indicating a low probability of obtaining finance) and around the middle line of
the assistance continuum (this placement reflects our detailed discussion in
Chap. 7). It is important to note that a number of capital providers may offer
a more advantageous trade-off between the desired level of hands-on assistance and access to finance than venture capital, especially business angels. It
is also important to note that the various financing methods can overlap.
In terms of the actual placement of different capital providers in
Fig. 1.1, the quadrant “low assistance/low probability of finance” (the
lower left quadrant) has limited value to entrepreneurial firms as the vast
majority of firms would not have a reasonable chance of obtaining capital
(and if they do, they would be statistical outliers). Only a minor group of
entrepreneurial firms who have less need for know-how assistance are
able to secure financing from capital providers in this quadrant (i.e., public markets). Venture capital is partially positioned in this quadrant due
to the low probability of entrepreneurial firms obtaining capital and the
questionable value of venture capital assistance (as we noted in Chap. 7).
The quadrant “high assistance/low probability of finance” (the upper
left quadrant) may be useful to entrepreneurial firms due to the beneficial assistance component, but funders in this quadrant may prove difficult for entrepreneurial firms to access. This quadrant is predominantly
filled by capital providers, which may “overflow” to neighboring quadrants;
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these include strategic investors (through corporate venture capital or
corporate venturing programs) and business angels (note that entrepreneurial firms have considerably higher chances of obtaining capital from
business angels than venture capital). A number of “higher quality” venture
capital firms with a superior ability to provide worthwhile assistance would
typically represent a desirable choice for most entrepreneurial firms (such
venture capital firms would be placed in the more upper part of Fig. 1.1),
but securing capital from these firms can be extremely difficult. The “low
assistance/high probability of finance” quadrant (the lower right quadrant)
may also be suboptimal; entrepreneurial firms have a relatively high probability of obtaining finance from capital providers or through self-
generation, but the financing does not come with any assistance even
though the entrepreneurial firms may obtain some assistance from vendors, suppliers, and family and friends (of course, bootstrapping is ideal for
entrepreneurial firms that do not require significant know-how assistance).
Bootstrapping does not require any formal application process but rests on
the internal discipline of the entrepreneurial firm. In this quadrant, entrepreneurial firms have opportunities to obtain finance from business incubators, crowdfunders, friends and family, and banks. Of course, the most
desired quadrant is “high and to the right,” where the entrepreneurial
firm obtains valuable assistance and has a strong likelihood of obtaining
capital. Note that only a select group of capital providers are positioned in
this quadrant. Venture capital is located outside of this preferred zone
because it is situated in the middle of the assistance continuum and at the
lower end of the spectrum for securing finance.

Perspectives on Venture Capital:
Advantages and Disadvantages
This section of the chapter aims to focus on the advantages and disadvantages of venture capital. These advantages and disadvantages are discussed
from the perspectives of LPs and entrepreneurs. As noted above, entrepreneurs and LPs are major players in the venture capital ecosystem and cross-
influence each other in a variety of manners: the level of entrepreneurial
activity drives the need for funding, while financial contributions from LPs
establish the amount of capital available for investment purposes (including resources dedicated toward entrepreneurial firms). While this section
focuses primarily on the advantages of venture capital, it also illuminates
instances where these benefits are less likely to materialize (see Table 1.2).

VC is permanent capital

VC firms generate innovation through their investment
in entrepreneurial firms

VC provides “invaluable” assistance

For entrepreneurs:
VC “frees” entrepreneurs from capital constraints

VC firms invest in a wide range of entrepreneurial firms
and economic sectors

For limited partners:
VC generates above-average returns

1. Firms can obtain capital from other sources
2. VC can “overfund” firms to the detriment of future development
1. Smart money may not be so smart—firms may obtain suboptimal advice
2. VC officers may be too busy to add any real value
3. “Generic professionalization” rarely delivers desired benefits to firms
1. There is no causal effect between VC and innovation
2. VC firms do not promote spending on R&D and innovation—IPO exits further,
negatively influencing innovation
3. IP protection does not equal value creation
4. VC focuses on select industries
5. VC centers on incremental improvements to existing products and services rather
than true innovation—unconventional innovations are often too risky for VCs
1. Due to capital “tranching,” firms may not receive all agreed-upon capital
2. VC may attempt to “claw back” promised capital

1. The average VC fund loses money for LPs
2. Venture capitalists may create various problems in firms
3. The average VC firm may not beat public market returns
1. VC firms invest only in select sectors
2. VC firms exhibit “herding” investment mentality
3. VC firms omit “outlier” sectors, invest in “Wall Street-approved” sectors

Actual situations

Alleged advantages of venture capital financing versus actual situations from the perspective of LPs and entrepreneurs

Alleged advantages

Table 1.2

12
D. KLONOWSKI

Abbreviations: VC venture capital, LP limited partners, R&D research and development, IPO initial public offering, IP intellectual property

1. The VC concept of accelerated value creation is flawed
2. Accelerated growth effectively forces entrepreneurs into uncontrolled,
haphazard, and chaotic growth
3. Revenue growth ≠ value creation
4. Accelerated growth often implies acquisitions; it seldom works
No personal collateral
1. VC deal failure may equate to personal bankruptcy for entrepreneurs
VCs share their networks with entrepreneurs
1. VCs rarely use their contacts to help entrepreneurs
2. VCs often damage their own networks
VC involvement increases entrepreneurial firm’s credibility 1. VC is not able to certify quality (given its track record of returns)

VC offers an accelerated path to value creation
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It is important to note that the advantages of venture capital are widely
promoted by the venture capital community (which understandably seeks
to offer its services to the most attractive entrepreneurial firms in order to
“cherry-pick” the best entrepreneurial investment prospects) and the
media (which often lacks a rudimentary understanding of the concept).
While the general tendency in venture capital is to promote the advantages
and downplay the disadvantages, the implications of venture capital are
rarely well understood by entrepreneurs. Our objective in this book is to
challenge these seemingly realizable advantages and further illuminate
their potential disadvantages. While venture capitalists’ actions may potentially become important in mitigating the financial, operational, and legal
risks associated with entrepreneurial ventures, they may also occur less
frequently than expected and can be less far reaching than anticipated. In
certain circumstances, the actual contribution of venture capital to financing entrepreneurial activity proves to be relatively minimal compared to
other forms of entrepreneurial finance. Furthermore, venture capital
financing may produce more challenges than benefits for entrepreneurial
firms. Finally, in some cases, venture capitalists’ conduct may actually be
considered as destructive to entrepreneurial firms.
The second part of this section focuses on some of the commonly recognized challenges associated with venture capital. These disadvantages
often understate the actual experience that LPs and entrepreneurs have
with this asset class. Some of the disadvantages of participation in venture
capital for LPs include declining financial returns, the cyclical nature of the
industry, and investment illiquidity. Shortcomings of venture capital for
entrepreneurs include diluting their ownership of the firm, having a long-
term partnership with limited possibility of “divorce,” working with a
partner who may have different aspirations for the venture, and the need
to orient its sole focus toward achieving exit.
Advantages of Venture Capital for LPs and Entrepreneurs
Venture capital associations around the world customarily produce long
lists of benefits of venture capital that can accrue from investing in or
obtaining financing from venture capital funds. The mainstream media
promotes venture capital by illustrating its spectacular successes, perhaps
deceptively implying that these are the standard outcomes of its participation in entrepreneurial ventures. In their coverage, business newspapers
and magazines have often mythologized venture capital and venture-backed
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entrepreneurial firms like Google, Groupon, Zynga, YouTube, Dell, Intel,
Microsoft, Federal Express, Home Depot, Starbucks, and many more. The
mainstream popularity of venture capital is also manifest in television programs such as Dragon’s Den or Shark Tank. Venture capitalists are often
regarded as the “masters of the universe” (as captured in book titles), often
maintain “rock-star” status in the business world, and are glamorized
beyond rationality. This promotion of venture capital has perpetuated the
view among entrepreneurs that their firms must seek and obtain venture
capital in order to “make it big” in the marketplace. Consequently, entrepreneurs internalize the belief that their ultimate goal is to raise venture
capital, perhaps hoping that the underlying entrepreneurial business will
then develop. As we note in Chap. 7, entrepreneurs often blindly trust
venture capitalists about their claims of value-added contributions and
assistance.
The following section not only discusses the advantages of venture capital but also focuses on counter arguments in each area. Let’s begin the
discussion by understanding the advantages of venture capital for LPs—
many of these alleged benefits have profound implications for our further
analysis of the entrepreneurial experience with venture capital.
 Ps’ Perspectives on Venture Capital
L
Virtually all fundraising presentations by venture capitalists to LPs convey
the same message: the intended venture capital fund has a unique team,
proprietary deal flow, and exceptional market orientation. Moreover, the
“early day” returns from the present fund show remarkably promising
results “on paper.” The conclusion is that all of these interrelated components are a virtually bullet-proof way of assuring LPs above-average returns.
Most importantly, these financial returns are pledged to be well above
returns available from public markets—this is the venture capital “promise.” So, what is the track record of venture capital in generating financial
returns? The track record of creating value by venture capital firms for LPs
is chronically disappointing (see details in Chap. 9). Many venture capital
funds have not been able to deliver on the most fundamental promise they
have made to their LPs. Most venture capital firms achieve a track record
of about two-six-two on their portfolio of investee firms. This means two
sound investments; six investments, which grossly underperform, where
venture capitalists either receive their capital back (with or without a small
nominal return) or take significant write-downs (where they lose a part of
their invested capital); and two total write-offs (where venture capitalists
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receive nothing). Note that many venture capital firms report that only
two (or even one) out of ten deals are really successful. At the portfolio
level of venture capital investee firms, about eight (or even nine) out of ten
investments are likely to underperform compared to initial expectations. In
a nutshell, “expert” investors in private entrepreneurial firms are getting it
right roughly one or two out of ten times. These results are even more
surprising considering that venture capitalists spend considerable time and
expense investigating these investment opportunities, claim to make significant value-added contributions, and assert that they time markets
exceptionally well in initial public offerings (IPOs). Since venture capitalists often exhibit a “batting average” and “spray and pray” mentality
toward investing, they may also quickly become disinterested with underperforming entrepreneurial firms and focus solely on one or two best performers in their portfolio. If such a singular approach were to be exhibited
by the entire industry on a large scale (which is reasonable to conjecture),
venture capital may actually cause impairment to entrepreneurial firms.
Venture capitalists often claim that they invest into entrepreneurial
firms in sectors of the economy that no other investment vehicles can target or reach; in other words, only venture capital can reach a unique universe of entrepreneurial firms. But is this the reality? Evidence suggests
that venture capitalists often exhibit a “herding” investment mentality. If
deals in a specific sector become successful or if a sector is identified by
other “experts” as attractive, venture capitalists uncritically pursue these
opportunities (often to their own demise) by flooding the market with
capital and effectively cannibalizing their own chances of success. While it
may make sense to financially support a handful of entrepreneurial firms in
the sector, backing a large number of competitors is unlikely to work.
Venture capitalists often argue that they only seek “exposure” to attractive
sectors of the economy. In practice, the most attractive venture capital
returns may actually be generated from areas in which the majority of
venture capital firms may not be looking. The strongest venture capital
successes may come from “outlier sectors” of the economy, not those
identified by Wall Street as attractive.
 ntrepreneurial Perspectives on Venture Capital
E
Venture capitalists claim that through their capital, entrepreneurial firms
can receive financing that is otherwise not possible to obtain from other
sources; in short, they profess to free entrepreneurs from capital constraints. There are a few arguments against such a declaration. First, as we
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noted above, entrepreneurial firms are capable of generating capital
through a variety of internal and external means; in particular, entrepreneurial firms in the later stages of development can take advantage of a
wide array of financing alternatives. Venture capital’s allegations of unique
financing are disproportionate to the actual input venture capital makes to
entrepreneurial activity. Quantitatively, venture capital makes only a minimal contribution to overall entrepreneurial finance (as noted in Tables 1.1
and 1.2). Other modes of entrepreneurial finance have jointly made a
more significant impact on new venture formation and entrepreneurial
perpetuation than venture capital. As an example, the size of the informal
finance market in the United States is estimated to exceed institutional
investors in dollars by a factor of at least five times. Secondly, venture capital firms are notorious for “overfunding” entrepreneurial firms. Excessive
capital is often directed at entrepreneurial firms with the hope that it will
accelerate their development, increase profits and cash flows, and secure a
unique market position in an expedited manner. In many ways, venture
capital encourages entrepreneurial firms to engage into strategic and business decision making beyond their immediate level of strategic and operational comfort; in essence, the entrepreneurial firms receive too much
capital too soon. This may cause them to increase their burn rate, delay
testing new products or services (with real, paying customers), defuse
their financial and human resources to too many projects, or overspend on
unanticipated and superfluous items. Too much capital too early in the
development of an entrepreneurial venture can be detrimental to an entrepreneur’s inner discipline, efficiency, and flexibility. A moderate capital
constraint is likely to force entrepreneurs to solve many of their problems
sooner. For venture capitalists, directing excess capital at entrepreneurial
firms also may unrealistically alleviate their own expectations for exit and,
ultimately, returns.
Venture capitalists often allege that they provide invaluable assistance to
entrepreneurial firms and commonly promote themselves as active and
“value-added” participants. Academic research makes claims that venture
capital-backed firms are more expedient at introducing products and services to the marketplace (even if acceleration ultimately proves detrimental
to the entrepreneurial firm), that venture capitalists are adept at “professionalizing” entrepreneurial firms (even if this “professionalization” often
proves generic and destructive), and that they time IPOs more efficiently
compared to other investors (even though IPOs, while surely providing
the desired exits to venture capitalists, may harm the long-term innovation
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orientation of entrepreneurial firms). Venture capital-backed firms also
generate higher valuations post IPO (though the valuation can easily be
pressed downward thereafter). Let’s examine some of these alleged benefits in detail. What is the reality that the entrepreneur is likely to encounter
when interacting with venture capitalists?
Given the disappointing track record of returns from venture capital
firms to LPs, it is justifiable to question how expert “smart money” really
is. If we recognize that venture capitalists have less expertise than we initially
assumed, then we can reasonable conclude here that entrepreneurial firms
may be receiving suboptimal advice and assistance, which is not value generative (we discuss this topic in detail in Chap. 7). If venture capitalists are
failing to create value for their own investors, it is reasonable to question
how value generative they are likely to be for entrepreneurial firms. In many
situations, venture capitalists may actually have less knowledge, industry
experience, and expertise than the management team of the entrepreneurial
venture. The vast majority of venture capitalists come from finance, consultancy, or generalist backgrounds (albeit frequently from Ivy League business
schools), have inadequate “hands-on” industry experience, and demonstrate
limited executive know-how; instead, they exhibit proficiency as “consultants” (without any practical business experience, implementation, or execution practice). Simply put, venture capitalists may make restricted proprietary
value-added contributions to entrepreneurial firms. While venture capitalists
are often skilled at generating and re-running financial numbers and can
provide assistance on specific finance-related processes and activities (like
affecting mergers and acquisitions, instigating public offerings, raising
external capital, writing business plans, and so on), they often lack the valuable real-life operational and strategic foresight necessary to make an entrepreneurial firm successful. If the entrepreneur and his or her team require
considerable operational and strategic assistance, trusting this assistance to
venture capitalists may result in a case of “the blind leading the blind.”
This is perhaps why it is so difficult to find consistent confirmation that
venture capitalists have exceptional skills in preventing business failure
(please note that evidence confirms that business angels have fewer cases of
business failure compared to venture capitalists). The notable exceptions to
this “knowledge deficiency” in the venture capital community are individuals with strong industry experience, individuals who have operated
their own businesses, or professionals who come from a more “technical”
educational background (such as engineering, science, computer technology, and so on). Anecdotally, entrepreneurs often observe that “the worst
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types of venture capitalists are MBAs and consultants,” while the best ones
often come from a science background. Additionally, venture capitalists
typically participate on the board of directors of three or four investee firms
at any one time in addition to processing between one to two deals
per annum (such a high level of activity is often necessary as GPs typically
operate multiple venture capital funds). The amount of commitment necessary for closing deals, in addition to the ongoing commitment to monitor existing deals, often entirely nullifies any value venture capitalists may
bring into the boardroom. While venture capitalists often claim to help
professionalize the entrepreneurial firm, these efforts are usually quite
“generic” and are typically limited to accelerating the velocity of the firm’s
development, hiring external managers, introducing management incentive programs (like stock options), and replacing the founder/entrepreneur as CEO with an external appointee (note that internal appointments
to the CEO post are evidenced to be more successful than external appointments). Evidence suggests that venture capitalists often unveil a set of
“uniform professionalization” efforts out of the standard venture capitalist
“playbook,” which may actually harm value creation in the long-term.
Venture capitalists rarely recognize that because entrepreneurial firms carry
distinctive risks and follow unique maturity patterns, they require a unique,
non-uniform, and non-generic financing and development path. Finally,
through the search for “mega investment hits,” venture capitalists may
actually disproportionately and inadvertently increase the operational and
financial risks for the entrepreneurial firm, which may further predispose it
for business failure.
One of the most frequent claims that venture capitalists make is that
innovation goes hand in hand with venture capital. Venture capitalists
often assert that the size of the venture capital industry in an economy is a
good barometer of the innovation activities occurring in that economy.
Venture capitalists further claim that venture capital-backed entrepreneurial firms are leaders in patent applications and these patents are generally
perceived to be of “higher quality.” While there is some academic evidence
that venture capital-backed entrepreneurial firms tend to be more innovative, this may be because venture capitalists are selecting only those firms
that are already innovative; by extension, this implies that innovation is
already present in these firms before venture capitalists actually invest in
them. Venture capitalists themselves often admit that they are not in the
business of funding inventions and innovations. Evidence suggests that
venture capital follows innovation; it does not precede it. After all, the very
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presence of innovation in an entrepreneurial firm is likely to be the chief
reason why venture capitalists have pursued the specific investment in the
first place. Simply put, venture capitalists are attracted to quality innovations, but are not causing them.
Venture capital is often viewed as a “permanent” capital, which does
not require repayment. Venture capitalists claim not to have any expectations of fixed payments, interest payments, dividends, or any other payments. However, the lack of permanence in venture capital financing may
be observed on numerous levels. Most importantly, the entrepreneurial
firm may never actually receive the total amount of financing promised by
venture capitalists. Venture capitalists commonly provide financing in
tranches; capital normally flows against the entrepreneurial firm achieving
specific annual operational and financial milestones. If the achievement of
these operational goals is delayed, venture capitalists may outright cancel
their commitment to fund the entrepreneurial venture (it is important to
note that the initial ownership stake that venture capitalists receive in a
firm is often based on the total amount of capital flowing into the venture
as opposed to a proportion of capital). Not receiving the promised capital
can severely impact an entrepreneur’s ability to build their young venture
along their desired development path. The closest analogy in this situation
relates to the field of construction. Imagine that one agrees to build a
house on an accelerated timeline and the total funding is theoretically in
place. At some point in the building process, the construction firm learns
that it will not get the entire amount of funding because it took too long
to build the basement. In extreme situations (which occur often in venture
capital financing), venture capitalists, perhaps citing the operational or
financial underperformance of the entrepreneurial firm, may cancel their
commitment to fund the firm. Venture capitalists’ orientation toward permanent capital provision is also tested when the desired exit scenario is
delayed or if disagreements emerge around the exit timing or exit mode.
In such circumstances, venture capitalists often focus on withholding
promised capital, claiming “capital protection” (any capital unused for
deals is taken back to avoid potential loss). Venture capitalists may also
invoke legal clauses that allow them to claim special dividends (which
accrue only to them), insist on share redemption or other means of repaying their capital, sell the entrepreneurial firm (by exercising “drag along”
rights, which may occur at discounted prices), or outright liquidate the
entrepreneurial venture. Some of these circumstances may force the entrepreneurial firm to borrow additional financing from the bank just to pay
back the capital provided by venture capitalists.

VENTURE CAPITAL: A CLOSER LOOK BEHIND THE CURTAIN

21

Venture capitalists often maintain that they offer entrepreneurs an
“accelerated” conduit to value creation. This is another contentious claim
where no uniform view exists. While venture capital can work to accelerate
the development of an entrepreneurial business, increasing a business’s
developmental velocity can actually magnify existing risks and generate
new ones (we discuss this topic in more detail in Chap. 4). The accelerated
value development promoted by venture capitalists appears to be a flawed
development construct. While venture capitalists promote the idea that
accelerating development allows entrepreneurial firms to secure market
opportunities in a timely manner, they often do not appreciate that the
most critical component of any entrepreneurial firm is not capital, but
rather human resources (i.e., people). Specific talent cannot be quickly
self-generated internally, at will, or even bought. Moreover, venture capitalists’ aspirations to achieve swift revenue growth (often driven by their
desire for timely value realization) may pressure entrepreneurial firms to
embrace an accelerated growth trajectory as their main development focus.
Adopting a strategy of uncontrolled growth often brings substantial stress
upon an entrepreneurial organization, its management, and its employees
and can stretch the firm’s financial and human resources to the breaking
point. Uncontrolled, haphazard, and chaotic growth can be fatal to an
entrepreneurial firm, and such growth invariably violates the two most
essential principles of successful entrepreneurial expansion: the entrepreneurial firm should grow at a rate that it can control and afford; the entrepreneurial firm should grow at a rate commensurate with its ability to
secure appropriate human resources. Venture capital may not be suitable
for patiently growing an entrepreneurial firm and reaching a critical mass
in business development along the entrepreneurial firm’s “natural” growth
trajectory. Venture capitalists also seem to believe that the mere pursuit of
revenue growth may be value generative whether or not revenue increases
actually convert into increased profits and cash flows; in simple terms, we
do not believe that revenue growth ≠ value creation. Lastly, accelerated
growth often implies growth by external means (i.e., acquisitions).
Evidence in various studies suggests that the vast majority of acquisitions
are outright failures, with the percentage of failure lying between 50 and
70 percent (only about 20 percent of acquisitions are recorded to be marginally or moderately successful). The most damaging and discouraging
evidence from acquisitions is perhaps that the majority of acquisitions are
actually unwound shortly after the event.
Venture capitalists profess not to burden entrepreneurs with requirements
for collateral, personal guarantees, and other obligations. This point is often
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raised by venture capitalists when contrasting the merits of venture capital
with other forms of financing, specifically debt financing (banks normally
require significant personal collateral and liabilities). While limited direct
encumbrances are required, venture capitalists often ensure that entrepreneurs have their “total skin in the game” in terms of their committed personal capital and sweat equity. While looking for tangible signs of
entrepreneurial commitment is an important consideration, venture capitalists often make it clear to entrepreneurs that they are likely to “be personally bankrupt if the venture fails.”
Further to making arguments related to “invaluable” assistance, venture capitalists often promote their willingness to introduce entrepreneurs
to their network of contacts (i.e., consultants, advisors, industry specialists,
financial analysts, clients, end-users, and so on). While venture capitalists
seem to have a wide network of contacts (with other venture capitalists,
bankers, consultants, executives, and so on), evidence suggests that they
are rarely willing to share their rolodex with entrepreneurial firms.
Furthermore, there is evidence to suggest that venture capitalists often
cause damage to business relationships when they behave aggressively and
unfairly. For example, in instances of underperformance or “down rounds”
where a new round of capital is required, venture capitalists effectively
“wash out” the level of ownership of other shareholders (i.e., other entrepreneurs, business angels, other venture capital firms, etc.) if these shareholders are unable to provide additional financing.
Lastly, venture capitalists allege that their presence improves the credibility of entrepreneurial firms in the eyes of clients, business partners, suppliers, other stakeholders, and broader financial markets. Venture capitalists
often present themselves as “verifiers” of the quality of the underlying
entrepreneurial asset. Evidence suggests that the ability of venture capitalists to increase the credibility of entrepreneurial firms in the marketplace is
largely exaggerated; in fact, given the poor track record of venture capital
returns, the opposite may perhaps be argued.
Disadvantages of Venture Capital
Many of venture capital’s disadvantages can be more severe than originally
believed by entrepreneurs, who are perhaps unable to fully appreciate their
impact. Conversely, LPs have more ways to moderate the disadvantages of
venture capital. Let’s start by discussing the disadvantages of venture capital for LPs.
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Disadvantages for LPs
We must reiterate the point that LPs have been disappointed with financial
returns from venture capital. Returns from the asset class have been stagnant and declining in the last two decades. Venture capital has not generated meaningful, above-average returns; LPs are not being successfully
compensated for investing into private firms. Venture capital net returns
have been comparable with those achieved in public equities markets. The
“illiquidity premium” (i.e., the difference between returns from venture
capital less returns from public markets) is about one percent in the long
term. This is below LPs’ desired minimum illiquidity premium, which is
widely understood to be equal to three percent (see Chap. 9 for a more
detailed discussion).
As we discuss in more detail in the following chapter, venture capital is
a cyclical business. Venture capital cycles do not always coincide with economic cycles (measured by GDP movements), but rather, movements in
GDP drive firms’ operational and strategic choices. Experienced venture
capitalists realize that these cycles impact an entrepreneurial firm’s financial performance and result in positive or negative exit prospects.
As previously noted, venture capital investments are illiquid. The same
is also true for limited partnerships, which are normally established for a
period of ten years, with the possibility of extension; these partnerships are
rarely structured to include an option to reduce their duration. The only
option for LPs to unwind their existing commitment to the partnership is
to sell their stake in the secondary market (i.e., to another limited partner
or another financial institution). In these secondary markets, the value of
LPs’ holdings may be discounted between 25 and 75 percent.
LPs have also been frustrated with venture capital firms’ disclosure (see
Chap. 3). The venture capital industry follows a long-standing tradition of
“keeping information close to the vest.” The problem in this area is becoming so pronounced that many venture capital firms simply refuse to comply
with information requests from LPs. Consequently, there are a considerable number of lawsuits against venture capitalists from a wide range of
stakeholders in the venture capital ecosystem (i.e., LPs, entrepreneurs,
buyers, etc.) related to weak, misleading, and even fraudulent information
disclosure. In some cases, LPs have to rely on “freedom-of-information”
legislation to gain access to relevant information.
There has also been growing dissatisfaction among LPs on other fronts:
GPs’ compensation structures, misalignment of incentives, legal arrangements between GPs and LPs, and so on (we explore these topics in detail
in Chap. 3).
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Disadvantages for Entrepreneurs
The involvement of external financiers such as venture capitalists (who
take an ownership stake in the entrepreneurial firm) dilutes the entrepreneur’s ownership in his or her firm. Instead of retaining complete ownership of the venture, the entrepreneur now shares it with a new partner.
Venture capitalists generally aim to acquire a meaningful minority position
in an entrepreneurial venture equal to 20–30 percent (by contrast, there is
no dilution when the entrepreneurial firm issues debt); as a result, venture
capital is often regarded as one of the most expensive forms of financing.
In buyout deals, venture capital firms become sole owners of the entrepreneurial firm.
Venture capital financing requires a long-term relationship between
entrepreneurs and venture capitalists; the legal arrangement between the
two parties can only be terminated at exit. While some relationships
between entrepreneurs and venture capitalists are effective, certain
situations and arrangements, “interpersonal chemistry,” and behavioral
patterns between both parties can become unbearable and intolerable,
resulting in severe strategic, operational, and financial distress, decision-
making gridlock, operational paralysis, and a loss of value.
A partnership with a venture capital firm often requires that an entrepreneurial firm must seek approval for certain operational, financial,
human resource, and legal decisions. Entrepreneurs often argue that
because of this additional layer of approval, the involvement of venture
capitalists can make the firm inflexible and slow. Many entrepreneurs argue
that the participation of venture capitalists results in them losing their
operating flexibility in decision making, often the key competitive advantage for developing their business in the past. Venture capitalists often
require “veto” powers. In addition, entrepreneurs must also persuade the
often less knowledgeable partners of the merits of these decisions.
Moreover, entrepreneurial decision-making autonomy may often be limited or entirely lost. An extreme manifestation of the complicated nature
of the relationship between venture capitalists and entrepreneurs is that
entrepreneurs run the risk of losing total control over the firm they have
built. This may occur due to a variety of legal means inserted into the legal
documentation surrounding the business. For example, under the terms
of the “voting flip-over events,” venture capitalists can seize control of the
board, fire the founder/entrepreneur (founder dismissal occurs frequently
in venture capital), and insert their self-selected CEO at the helm of the
firm. Simply put, the entrepreneur can be forced out of the very firm he or
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she founded. While founders/entrepreneurs often understand the need to
improve the firm’s performance, they often argue that given more time,
they would be in a position to rectify the situation personally. Entrepreneurs
often struggle with the notion that venture capitalists can swiftly and often
without hesitation conclude to dismiss the person who, along with management, has built the firm; after all, they were part of the reason why the
venture capitalists invested into the venture in the first place.
Another disadvantage of venture capital relates to mandatory exit. As
noted earlier, venture capitalists manage funds on behalf of LPs and must
work to achieve liquidity events from their investee firms. Sometimes, this
exit orientation becomes the predominant strategic focus of venture
capital-backed entrepreneurial firms.

Illuminating the J-Curve in Venture
Capital Investing
Many scientific constructs (i.e., in medicine, economics, and physics)
employ the use of a diagram depicting a curvature known as the
“J-curve”—a line that initially falls and then subsequently rises over time.
The venture capital industry “internalized” this concept, which is purported to describe the dynamics of developing a venture capital fund,
deploying capital into investee firms, and exiting from them.
The venture capital industry promotes its value creation process in the
form of a J-curve. The curve is purported to capture the overall propensity
of venture capital firms to generate negative returns in the early years of
their operations, as well as achieve gains during the subsequent years of
the fund (see Fig. 1.2a). The curvature may be divided into three distinct
phases: investing (the initial phase of directing capital toward investee
firms), harvesting (the period of achieving exits from investments made
during the previous phase), and closing (where the venture capital firm
exits from the majority of its deals and focuses on restructuring, turnaround, or liquidation of its remaining deals). During the investing period,
the majority of capital is committed to deals. When realizations are made,
the venture capital firm’s returns are alleged to begin to increase, thereby
compensating for the venture capital firm’s initial losses. Of course, LPs
only know the actual returns when the venture capital firm concludes its
operations at the end of the ten-year period and when all the portfolio
holdings are sold or otherwise liquidated.
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a
Investing
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Alleged returns

Normalized returns

IRRs
10 years
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b
Investing

Harvesting
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Actual returns

IRRs
10 years

Years

Normalized returns

Fig. 1.2 The distribution of venture capital returns across the “J-curve” and
“n-arc.” (a) The theoretical shape of the “J-curve.” (b) The more realistic shape
of the “n-arc”
Note: the characteristics of the “n-arc” were explicitly noted in the report prepared
by Mulcahy et al. (May 2012)
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The distribution of returns as captured by the J-curve is purported to be
driven by the nature of venture capital, namely, expenses drawn from committed capital (i.e., start-up costs, management fees, investment costs, deal
abort costs), the methodologies used to valuate portfolio firms, the competitive nature of the industry, phases within economic cycles, the proportion
of strong and non-performing deals in the portfolio, and the timing used to
achieve exits. In the early years of its operations, the venture capital firm
normally generates negative returns (on average, this period lasts about
three years). While venture capitalists should adhere to conservative practices when valuing their investments (investments should be recognized at
or below cost unless a liquidity event occurs in the investee firm), this rarely
happens. There is a tendency within the industry to be overly aggressive
when reporting the values of performing and non-performing deals. This
usually occurs at about the time when venture capital firms are looking to
raise their next fund—a time to show off the value of the portfolio.
The “n”-Curve in the Venture Capital Industry
Many careful observers of venture capital activities suggest that the concept of the J-curve generally does not relate to venture capital. The actual
“J-curve” can only be observed in a small number of venture capital firms
(about ten percent of industry participants) and does not apply to the
average venture capital firm. The dynamics of venture capital are instead
likely to resemble an “n-arc” rather than the widely promoted J-curve
(see Fig. 1.2b).
There are certain specific characteristics of the venture capital industry
that may cause returns to be similar to the “n-arc” rather than the J-curve.
Firstly, the investing phase of the curve is often more prolonged—it can
take a long period of time to find, nurture, and deploy capital toward
optimal investment opportunities. Some of the reasons for this include the
competitive nature of the industry, a lack of preparation on the part of the
private firms seeking capital (which, in turn, extends the courtship and due
diligence phases), the relative inexperience of many venture capital firms,
the industry-wide propensity of venture capital firms to overvalue their
portfolios, “too much capital chasing too few deals,” and exiting from
portfolio firms too early in order to signal to the marketplace readiness to
raise another fund. Secondly, investee firms “poised to fail” may not
become visible to venture capital firms until later in the investment process.
Financial, operational, and strategic problems often occur within firms for
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some time before venture capital firms take decisive action; this may speak
of the relative inexperience of some venture capital managers, who may
keep their investee firms on life support longer than necessary to avoid
“pulling-the-plug” on underperforming investments. Thirdly, as observed
earlier, working with investee firms can be a lengthy process. The average
deal duration has been increasing over the past 20 years, from an average
of three to five years to five to seven years. The process of achieving a suitable exit is also becoming lengthier and more cyclical. The consequence of
all of these circumstances superimposed onto each other is the n-arc,
which realistically captures the returns of the average venture capital firm.
The reality of the average venture capital firm is that there is a disproportionately high probability that it will lose money.
As a result of the many challenges found within the venture capital
industry, the return curve on investments declines at the beginning of the
process, rises sharply, flattens out, and declines. This indicates that the
early day returns are generally not indicative of the overall performance of
the venture capital fund. Furthermore, the extension of the investing and
harvesting stages can force the traditional investment process to be
extended beyond the ten-year investment horizon; consequently, the
actual return break-even point is actually never reached.

The Venture Capital Investment Process
Most venture capital firms engage into a step-by-step process of processing deals. We highlight these specific parts of the venture capital process
for three reasons. First, entrepreneurs are subjected to the process. Second,
we also discuss the process because value in venture capital is either created
or destroyed along this potentially value-added chain (venture capital
underperformance is inherently related to a loss of value along this value
chain). Third, our book is organized along this process.
Of course, before the deal can be processed and capital can be directed
as an investment to an entrepreneurial investee firm, the venture capital
firm needs to be established. Fund formation is defined as the process of
acquiring financial resources from investors, negotiating appropriate legal
agreements with these investors (including the compensation package),
and determining the nature of internal operations. Once the fund formation process is complete, a deal is processed through a number of other
pre-orchestrated actions, which include deal generation, screening and
evaluation, and deal completion, monitoring, and exiting.
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Deal generation involves obtaining leads on the most attractive
investment projects. Access to high-quality investment opportunities is a
priority for venture capital firms. Venture capitalists rely on their extensive
relationships with investment bankers, deal brokers, consultants, lawyers,
and accountants to obtain leads on deals. The most popular avenues for
obtaining a strong deal flow include self-generation (where entrepreneurial firms seeking capital pursue venture capitalists on their own or through
professional advisors) and direct marketing (where the venture capital
firm’s efforts are focused on identifying deals in the desired industry, stage
of development, size-range, and so on). Deal generation also requires venture capital firms to focus on key sectors of the economy that are likely to
perform well in the future and then pursue specific firms from within these
sectors. Venture capitalists also compete for deals with other investment
intermediaries or agents (i.e., other venture capital firms, investment advisory firms, or brokerage houses) to locate suitable investee firms; these
intermediaries may attempt to persuade attractive entrepreneurial firms to
go public or be sold to strategic investors.
The screening and evaluation steps involve analyzing investment projects
against predetermined criteria, choosing viable investment projects (and
quickly rejecting the less suitable investment projects), and conducting
analysis (due diligence) on the most attractive investment opportunities.
Venture capitalists commonly receive many business plans and proposals, of
which only less than five percent convert into actual investments. In order
to filter out the vast majority of investment proposals, venture capitalists use
the specialized process of screening. Venture capitalists swiftly eliminate the
proposals that are unable to meet the venture capital firm’s investment criteria, have been previously unsuccessful in certain sectors, or seem generally
unpromising. The proposals that successfully pass the initial screening phase
are more heavily scrutinized. Information included in the documents provided to venture capitalists by entrepreneurs is confirmed, and financial
forecasts are investigated as part of the evaluation process; the potential
investee firm’s key employees, customers, suppliers, and creditors are also
consulted. The key evaluation criteria include product, management, market, market share, and the firm’s financial position (i.e., liquidity, cash flow,
profitability, and growth dynamics). Venture capitalists also analyze any
potential financial returns from the deal.
If the due diligence process does not identify any major areas of concern (or “deal breakers”), venture capitalists proceed to negotiate the deal.
Deal completion requires agreement between entrepreneurs and venture
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capitalists on the most important components of the transaction (deal
pricing, investment vehicles, deal terms, etc.). This often leads to converting terms initially captured in the letter of intent or terms sheet (which are
not formal legal agreements) into a binding legal document that guides
the future relationship between the parties.
The involvement of the venture capital firm with its investee entrepreneurial firms is referred to as deal monitoring. As part of monitoring,
entrepreneurs and venture capitalists focus on specific operational and
financial milestones. There are two critical objectives for venture capitalists
during this development phase: growing the business according to an
agreed-upon, often accelerated development plan and grooming the business for a successful disposal.
Achieving an exit, or divestment, is of critical importance to venture
capitalists. Divestment is driven by venture capitalists’ need to generate a
profit for their capital providers. This process can be achieved through two
common routes: an IPO or a trade sale to strategic investors. Regardless,
each exit route has different consequences for both venture capitalists and
entrepreneurs. Entrepreneurial investee firms generally favor a public
offering because it preserves the independence of both the firm and the
entrepreneurs, in addition to providing the firm with continued access to
finance. For venture capitalists, a public offering rarely concludes their
relationship with the investee firm as the underwriters often prevent venture capitalists from disposing of all their shares at the time of the
IPO. Trade sales, by comparison, almost certainly end venture capitalist
involvement with an investee firm.
Chapter Summary
1. Venture capital is defined as the provision of capital and know-how
by institutional investors to private entrepreneurial firms.
2. Venture capital makes a minimal contribution to financing entrepreneurial firms. Other methods of entrepreneurial finance—including
(among others) bootstrapping, “family-and-friends” financing, and
bank financing—jointly make a more significant impact on new venture formation and entrepreneurial perpetuation.
3. The venture capital “promise” of value creation and meaningful above-
average returns to LPs appears to be false. Evidence confirms that venture capitalists “get it right” with respect to achieving entrepreneurial
success roughly one or two times in ten (other investee firms
underperform or go bankrupt). The implication of venture capitalists’
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“batting average” mentality is that, in totality, venture capital may
actually cause impairment to the entrepreneurial finance ecosystem;
this raises the question of how expert “smart money” really is.
4. The mainstream media tends to describe venture capitalists as a
“super-breed” of financial intermediaries. Evidence, however, points
to the contrary, suggesting that the benefits of venture capital may
rarely materialize. Moreover, the common disadvantages of venture
capital are more pronounced and severe for entrepreneurs.
5. While the venture capital industry promotes its value creation process in the form of a J-curve (which, in reality, may only apply to
about ten percent of venture capital firms in the industry), evidence
suggests that the performance of venture capital may actually resemble an “n-arc” in which returns decline, rise, flatten out, and decline
again. The n-arc reflects the chronically poor performance of venture capital.
6. Because of their reliance on venture capital, entrepreneurial firms
may be obtaining suboptimal advice and assistance, which is not
value generative. The promise of an “accelerated” development path
for entrepreneurial firms appears to be flawed.
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CHAPTER 2

Maturation, Segmentation, and Competition
in the Venture Capital Industry

The Maturation of the Venture Capital Industry
The venture capital industry can be characterized by four rudimentary
statistics: fundraising, investing, exiting, and financial returns. Fundraising
activity indicates the attractiveness of the market to potential investors
looking to deploy capital to the most attractive geographical regions.
Investing activity indicates the amount of investment deals completed by
venture capital firms. Exiting activity captures the monetization of illiquid
investments and the amount of proceeds that result from this. Finally,
financial returns (often expressed in the form of an internal rate of return)
illustrate the outcome of the venture capital process (from fundraising to
realization). Unfortunately, data on venture capital activities is not universally or homogenously collected around the world. For many markets,
there is limited or no data related to realizations; this restricts the calculation of financial returns.
The most classic description of any given industry’s evolution suggests
that, over time, it will progress from initial development and growth to
maturity and eventual decline—we refer to this evolution as the industry’s life cycle. At the point of inception, most industries are fragmented—
no single firm has a commanding leadership position in the marketplace.
For a time, the industry’s originators, early entrants, and subsequent followers are able to command premium pricing because their unique products or services fill a distinctive niche in the marketplace. However, as
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more competitors emerge, prices begin to decline—this negatively affects
revenues and margins. Over time, competitors differentiate their commercial propositions by better defining their market strategies, most commonly on the basis of price or quality. Buyers also become more
sophisticated with respect to price and quality, and customers begin to
have more access to information about various competitors. Eventually,
industries mature and become consolidated around a few large entities
that dominate the marketplace. Industry retrenchment usually begins
with firms in the weakest competitive position. The growth rate in the
industry slows down and even declines. Profits are converted into losses.
At such points in an industry’s development, firms have a number of
options. Firstly, they may employ “profit strategies” to reduce expenses
and defer capital expenditures in order to temporarily stabilize profits
(perhaps in hope of the industry’s resurrection). Such firms may dispose of
their product or service lines, or even entire divisions. Of course, such
strategies can lead to a further deterioration of the firm’s market position.
Secondly, firms may “retool” their operations for alternative uses if they
have developed strong competencies, capabilities, and experiences that are
transferable. They may also engage in turnaround strategies. Thirdly, firms
may resort to basic survival strategies such as giving up their independence
either through “captive strategies” (i.e., exchanging their independence
for part-ownership in their operations) or selling themselves outright to a
willing buyer. Lastly, firms may initiate the process of an orderly wind-
down of operations or liquidation. Such “business closure” strategies are
most suitable in situations where firms are severely financially distressed
and unable to generate value on an ongoing basis. Of course, it is important to make an obvious point that industries do not need to decline if
they “reinvent” themselves in some meaningful manner.
One of the most fundamental questions facing the venture capital
industry is whether it has already entered into the maturity stage (or even
the decline juncture) of its life cycle. Note that the transition to maturity
may not be easily perceived by participants in the venture capital ecosystem, or may simply be denied. Many industry participants may fail to recognize the subtle shifts in their industry. While industry maturity can be
conceptualized in various ways, we propose five key parameters to capture
the maturity of the venture capital industry: size, diversity, competence,
financial performance, and the industry’s evolution (see Table 2.1). Note
that some of these parameters, such as the industry’s size and financial
performance, may be easier to discern on the basis of tangible data, while

MATURATION, SEGMENTATION, AND COMPETITION IN THE VENTURE…

Table 2.1

35

Characteristics of the maturing venture capital industry

Key industry General description
characteristics

The case of the VC industry

Size

Fundraising and investing statistics decline
Number of funds decline

Diversity

Volume of business
(i.e., critical mass)
Strong growth, but with
diminishing growth rates
over time
More market segmentation
Availability of different
products
Ability to diversify various
business risks
Innovation

Competence

Improvement of service
to customers
Continued education
and learning
Ability to attract talented
people into the industry
Quality control
Trust and shareholders’
oversight

Financial
performance

Premium pricing initially
allows for sustainability of
strong profits and margins
Profits and margins decline
over time
Profits become losses
Firms adopt different profit
strategies over time
Industry’s evolution moves
from fragmentation to
consolidation
Penetration of new entrants
Limited sustained leadership
position at the outset
Leaders emerge in the
industry over time

Industry’s
transition

GPs invest into a wide range of investee
firms (i.e., different stages)
GPs focus on provision of various types of
financing (i.e., debt, equity) for diverse
purposes (i.e., real estate, infrastructure,
buyouts, etc.)
GPs focus on different industries,
but “herding” mentality prevails
Only about 15 percent of venture capitalists
are able to provide effective assistance to
investee firms (Chap. 7)
Flow of less competent professionals during
the VC industry’s rapid growth; quality
of assistance to investee firms is declining
Venture capital is increasingly perceived as
less “competent capital”
GPs become more specialized (i.e., from
generalists to specialists)—this process is slow
Venture capitalists’ cognitive shortcuts lead
to decision errors (Chap. 3)
More deals are syndicated
Returns decline (Chap. 9)
Compensation terms for GPs are “sticky”—
GPs can easily live off of fees (Chap. 3)

“Inverse” consolidation of the VC industry
(consolidation → fragmentation →
consolidation)
Emergence of market leaders as captured by
fundraising statistics
LPs aim to reduce their number of GPs
Consolidation process is slow, but
underway, predominantly by attrition

Abbreviations: VC venture capital, GPs general partners, LPs limited partners
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others are more descriptive. The five parameters may or may not influence
each other in various ways. It is important to note that the maturation
process is not uniform across various geographical markets.
The size of the industry can be described in terms of two statistics—
fundraising and investing—and their growth rates over time. Industry size
can also refer to the number of funds in the marketplace. The venture
capital industry requires a critical mass to support participants in its ecosystem—especially investee firms and limited partners (LPs). Diversity is a
multidimensional concept reflecting the breadth of market segmentation,
the industry’s ability to address underlying risks, the extent of innovation
within the industry, and the industry’s system of quality control. The competence of the industry illustrates its ability to satisfy the needs of its key
stakeholders in the most effective manner. Industry competence also
involves the continuous process of internal improvements and innovation.
Financial performance relates to a venture capital firm’s own profit potential (whether arising from fees or carried interest) and, most importantly,
the financial results generated for capital providers. Lastly, the industry’s
evolution refers to any transition concerns.
The venture capital industry has grown rapidly. The industry emerged
in the late 1960s and the early 1970s (mainly in the United States and the
United Kingdom), accelerated in the middle of the 1980s, and grew exponentially in the 1990s. In the early 2000s, the industry entered a period of
previously unseen volatility (see Fig. 2.1). In the middle of the 2000s, the
industry experienced a significant boom in fundraising and investing activities, followed by a major decline a few years later during the 2008 financial crisis. In the last 15 years (between 2000 and 2015), global venture
capital firms have raised $6.1 trillion and disbursed $5.8 trillion toward
investments. While the average growth rates for fundraising and investing
activities were equal to 19.3 and 27.5 percent, respectively, over the same
time period, the growth rates in recent years have been irregular and have
decelerated in the last five years (fundraising: 2011, 17.7 percent; 2012,
15.1 percent; 2013, 35.1 percent; 2014, 1.5 percent; 2015, −5.0 percent;
investing: 2011, −5.1 percent; 2012, 36.5 percent; 2013, 5.5 percent;
2014, 28.5 percent; 2015,−4.5 percent). As of June 2015, global venture
capital firms had about $2.4 trillion under management (as reported by
Preqin, a research firm focusing on venture capital). There are about 2000
new venture capital funds being raised every year, and most capital is
directed toward buyout and expansion deals. The average fundraising
takes about a year and a half to complete. Since the recent financial crisis,
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fundraising has strongly outpaced investing: fundraising amounted to
$4.1 trillion while investing was equal to $2.9 trillion. Since the crisis, the
capital deployment efficiency ratio (CDER, defined as a longitudinal ratio
of cumulative investing to fundraising activities) has been equal to 70.4
percent (compared to 95.2 percent in previous years); this reflects generally weaker economic conditions, problems related to identifying suitable
investment opportunities, and exit challenges (note that these three
matters are perceived by venture capital managers to account for about 50
percent of the biggest challenges in the industry). Consequently, the discrepancy between investing and fundraising has led to a substantial accumulation of un-invested capital (commonly called “dry powder”). At the
end of 2016, “dry powder” was estimated to equal $1.3 trillion (see the
dotted line in Fig. 2.1). The existence of “dry powder” creates the threat
of alienating capital providers (i.e., LPs) from the asset class who expect a
timely deployment of capital and above-average returns. Excessive “dry
powder” is also likely to have a negative impact on general partners (GPs)
and their future chances of successful fundraising. Lastly, it is important to
note that venture capital investing has grown from 0.35 percent of global
stock market capitalization in 2002 to 0.69 percent in 2015.
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The diversity of the venture capital industry is reflected in several ways.
Firstly, while the industry shows a strong preference toward expansion
deals, it also continues to support early stage firms. Secondly, venture capital firms have expanded the breadth of their activities to include various
financial instruments which are not traditionally a part of the venture capital offering; these include various forms of debt and private credit which
are put toward a wide variety of investment purposes such as real estate,
infrastructure, buyouts, and commodities. Surprisingly, many large GPs
have also invested into hedge funds—this may indicate that they have been
experiencing problems finding suitable investment opportunities and are
moving toward fund-of-funds management (traditionally the worst returning sub-category in venture capital). Thirdly, the largest venture capital
firms have gone public; this reflects LPs’ desire for liquidity, transparency,
and efficiency. Fourthly, there has been an emergence of secondary markets to facilitate the timely disposition of LPs’ stakes in selected GPs.
Lastly, the intensity of competition between venture capital firms for deals
and LPs’ commitments has increased (as demonstrated later in the chapter
in our analysis using the Porter’s approach).
The competence of the venture capital industry should reflect GPs’
ability to assist entrepreneurial firms and to invest LPs’ capital in the most
prudent manner, but the evidence is against GPs in this matter. In terms
of the industry’s ability to assist entrepreneurial firms, there is growing
academic evidence that only a small group of venture capitalists are truly
able to provide the assistance needed by investee firms. Many other GPs
are likely to demonstrate significant shortcomings in their assistance
efforts; this reflects their lack of practical experience, poor decision-making
skills, poor business judgment, and so on. The lack of competence in
venture capital is especially evident during periods of rapid expansion,
when fundraising and investing activities increase—a flow of suboptimal
professionals promptly enter into the industry. In fact, as we note in
Chaps. 4 and 7, venture capitalists may destroy value rather than create it
in entrepreneurial firms.
GPs face multiple challenges with respect to providing optimal investment services to LPs. Most importantly, LPs continue to be dissatisfied by
the returns generated by the venture capital industry. Furthermore, LPs
are disappointed with GPs’ disclosure. LPs commonly require more ad hoc
information; some LPs have resorted to paying unannounced visits to GPs
in order to test their ability to generate on-demand reports, release relevant information, and disclose sensitive information (i.e., fees charged to
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investee firms). Note that such requests create significant challenges for
most GPs because the vast majority of them do not have the required
internal systems to handle complex and timely information disclosure
requests; GPs may also simply not want to share some of this information
with LPs. Many GPs have not made any meaningful investments into their
internal reporting systems. Of course, some notable exceptions exist, such
as large and public GPs. In the future, “public firms-like” disclosure of
information is likely to be a new standard of reporting for GPs.
LPs have also begun to pose questions regarding GPs’ team stability,
carry distribution schemes, bonus and reward structures, executive succession, and so on; these questions are awkward for GPs. Additionally, the
days of the industry’s so-called self-regulation seem to be over. The industry is likely to be continually subjected to more regulation and government oversight. Many GPs are already required to register with local
securities regulators or government agencies. It is now widely recognized
that greater freedom and flexibility for the industry has not translated into
above-average returns; instead, this freedom has resulted in multiple
abuses of the venture capital ecosystem (see Chap. 3 to review lawsuits
against GPs). This places more pressure on GPs to employ compliance
officers, investor relation specialists, record-keeping personnel, and so on.
GPs may also need to rely on external advice from lawyers and accountants, which is likely to increase GPs’ operating costs in the face of industry-
wide pressure to reduce fees. Most interestingly, many GPs have claimed
that recently introduced regulatory changes have effectively “held back”
any substantial changes and innovations in the venture capital industry. In
addition, LPs have increasingly focused on building their own in-house
capabilities to invest in private entrepreneurial firms.
LPs are redefining the LP-GP relationship by developing “separately
managed accounts” (i.e., venture capital accounts managed by a single GP,
which are dedicated to a single LP; this grants LPs more discretion over
asset disposal in the fund), increasing LPs’ co-investment rights (co-
investment deals have been proven to generate better returns to LPs),
establishing joint ventures or partnerships with existing GPs, and, ultimately, moving into direct investment. The initiatives to bypass GPs are
based on the assumption that LPs are able to successfully replicate GPs’
operations, thereby substantially reducing fees (of course, LPs incur the
costs of any newly formed venture capital operations). Actions to establish
independent operations in the industry may easily be interpreted as a loss
of confidence by LPs in the current venture capital model. Lastly, it is
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important to note that even though there have been some evolutionary
changes in the industry (as noted earlier), there has not been a major shift
in the venture capital paradigm for a long time.
The lack of competence within the venture capital industry results in
verifiable and undesirable financial performance. Venture capital returns
have been stagnant and declining; this may reflect the trend of “commoditization” within the industry. Venture capital returns have been comparable with those achieved in public equities markets; the “illiquidity premium”
(i.e., the difference between returns from venture capital less returns from
public markets) is about 1 percent over the long term. Simply put, venture
capital is not generating meaningful, above-average returns and LPs are
not being successfully compensated for investing into private firms. This is
below LPs’ desired minimum illiquidity premium equal to 3 percent (see
Chap. 9 for a more detailed discussion). There is also an increasing disparity of returns between GPs from the top quartile and all other quartiles.
GPs are also relying more on financial engineering as opposed to making
operational improvements to investee firms to generate returns.
Nevertheless, the trends in venture capital compensation and the use of
leverage are slowly changing. Pressures to reduce fixed management fees
within the venture capital industry are massive and GPs are facing the real
possibility of “pricing themselves out of the market” with their investment
services. If we conservatively assume that GPs receive fees equal to 1 percent (the average is between 1.5 and 2.5 percent and fees may taper off
over time), the total amount of fees paid by LPs would be equal to about
$24 billion per annum (as noted earlier, GPs have $2.4 trillion under management). Fees on $1.3 trillion of “dry powder” alone (i.e., LPs’
un-invested capital) amount to $13 billion per annum (given our conservative assumptions on fee structures). The numbers are staggering if we
calculate the amount of total cumulative fees paid to GPs between 1995
and 2015. The total fees would equal to about $0.3 trillion if we conservatively assume that, on average over the last 20 years, the industry has
had $1.5 trillion under management.
The venture capital industry continues to operate in a fragmented manner. The industry was established by a limited number of founders and has
become increasing fragmented over time. For example, the two largest venture capital firms in the world, the Carlyle Group and Apollo, are estimated
to maintain a similar market share equal to 7.4 and 7.2 percent, respectively. Other firms have a smaller market share (i.e., KKR, 5.3 percent; the
Blackstone Group, 4.0 percent; Bain, 3.1 percent). Jointly, the five largest
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venture capital firms have a market share equal to 27.0 percent while the
top ten firms have a market share equal to 41.0 percent. For many years,
there were no dominant market players; this is slowly changing now that a
handful of market leaders have taken disproportionately large amounts of
global fundraising capital. The emergence of dominant market players
reflects LPs’ desire for “flight-to-quality” in order to increase returns and
“flight-to-size” to reduce fees. Examples of substantial fundraisings include
recent efforts by Apollo, the Carlyle Group, Warburg Pincus, KKR, CVC,
and TPG (each has raised funds in excess of $10 billion). At the same time,
there have been a record amount of failed fundraisings that have led many
GPs to effectively wind-down operations. In 2011, for example, from a
combined total of $706 billion of fundraising initiatives, only $304 billion
was actually raised (this represents 43.1 percent of target fundraising).
It is important to highlight that the most distinctive sign of industry
maturity—consolidation—may not yet be clearly evident in the venture
capital industry (note that consolidation has been a major part of other
sectors in the financial industry such as insurance, banking, financial services, and investment banking). Market consolidation is likely to occur by
attrition (i.e., GPs leaving the industry due to failed fundraising and poor
performance); this is likely to be a protracted process because many LPs
(as a result of their irrational behavior, naivety, poor judgment, and occasional desperation) allow underperforming GPs to operate through at
least two fundraising cycles. In other words, withdrawing capacity from
the marketplace is likely to be quite slow. GPs also operate funds, which
last at least ten years, thereby prohibiting timely adjustment in the industry.
The combination of stagnate fundraising, declining GP profits, delayed
carried interest payments, LPs’ desire to reduce their number of relationships with GPs (by as much as one-third), and an excessive number of GPs
in the market place create ideal conditions for market consolidation in the
venture capital industry. For example, in the United States (as noted in the
next section), the number of venture capital firms increased sharply
between 1993 and 2003 (from 370 to 951 firms), but declined slowly to
874 by 2013. Industry contraction is unlikely to occur through mergers
and acquisitions. There may not be much to acquire. The vast majority of
GPs have not invested to generate a continuous proprietary deal flow of
high-quality projects nor have they improved their internal decision-
making architecture, provided necessary value-added assistance to their
investee firms, generated superior monitoring instruments, or established
timely reporting systems for LPs.
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However, even though there may not be consistent signs of industry
maturity, there are distinctive indicators, which point to the venture capital
industry’s transition to maturity. As GPs and LPs have been voluntarily
“locked” into the venture capital ecosystem and operating model, they are
likely to experience some distress during the changeover period. We conjecture that GPs are likely to be more affected by this evolution than LPs.
There are also no indications that the transition to maturity may be postponed by some incremental re-orientation or a more quantum innovation
to the existing venture capital model. The transition to maturation has
been confirmed by a broad-based slowdown in fundraising and investing
statistics, more intense competition among GPs (i.e., GPs have been unable
to effectively segment the marketplace to locate attractive investment
opportunities), GPs’ increased focus on other investment categories (other
than entrepreneurial firms), increased pressure on profits (note that smaller
GPs are likely to be more disproportionately affected by competition compared to large funds), and the number of failed GP fundraisings. Additionally,
GPs’ track record of declining returns has been increasingly “unmasked”;
this underperformance is most pronounced during an industry transition
to maturity and decline. Moreover, venture capital has suffered from a crisis
of reputation in the eyes of entrepreneurs. Despite regular media coverage,
venture capital generates less glamor and exhilaration now than in the past.
GPs are increasingly looking toward emerging markets as a way to escape
the transition to maturity in developed countries—this represents an
attempt to “ride” a different return and cost curves. LPs, on the other
hand, are slowly transforming their approach to venture capital. Over the
years, many LPs have become more sophisticated buyers of venture capital
services; they are developing more “cost/benefit consciousness” and pay
more attention to quality and repeatable results. This new awareness is
likely to increase LPs’ future bargaining power within the venture capital
ecosystem (as noted below, LPs have not used their bargaining influence
vis-à-vis GPs effectively in the past). Unfortunately, many LPs still continue
their “automatic” (i.e., commonly called “bucket filling”) allocations to
venture capital. Nevertheless, many LPs are beginning to focus on reducing the number of their relationships with GPs (thereby contributing to
market consolidation) and decreasing fees.
Some observers note that the venture capital industry has already passed
the maturity stage and is in decline. The most pronounced sign of a decline
may be protracted periods of declining financial returns and pressures on
profits for a wide group of GPs. This decline is coupled with profit surges
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for select GPs that have increased their bargaining with LPs and are able
to extract even better compensation packages from them. Note that these
GPs are gradually becoming more entrenched as leaders in the transitioning industry. There are also wide fluctuations in the number of active GPs
and professionals within them (this is well demonstrated in the case of the
US market). Senior partners who have traditionally maintained strong
emotional attachment to the business are becoming more interested in
disposing their stakes in the partnership to junior staff. On the other hand,
as noted above, LPs continue their growing “price sensitivity” to GPs’
fees. LPs are also demonstrating more appetite to “insource” (i.e., note
that insourcing reduces capacity in the industry by “abandoning” underperforming GPs and reducing exposure to smaller or first-time GPs; here,
capacity is likely to be withdrawn from the industry in a more systematic
manner). LPs’ “product” expectations may also be changing, with many
LPs preferring to establish relationships with publicly listed GPs.

Venture Capital in the United States
We use the example of the United States to provide a single-country example of venture capital dynamics and cycles (note that we continue this discussion in Chap. 9 in the context of financial returns). Venture capital in
the United States dates back to the late 1960s and early 1970s and represents the youngest sub-segment of the broadly defined US financial sector
(note that other sectors were developed in the more distant past—for
example, the first state-run bank was established in 1781, the first national
bank was founded in 1792, and the first insurance firm was initiated in
1959). Secondly, the foundational blocks of the US industry were established when the American Research and Development Corporation
(ARDC)—a closed-end, publicly traded fund—was formed. ARDC aimed
to provide private sector financing and know-how assistance to newly created firms. Thirdly, the US government enacted the Small Business Act
(SBA) in 1958, which allowed for the establishment of Small Business
Investment Companies (SBICs). The SBICs aimed to supply capital and
know-how to small entrepreneurial firms. SBICs are private corporations
licensed under the SBA, which are allowed to supplement private capital
with SBA loans (note that a number of SBICs have raised capital from public markets). The initial SBA licensees raised about $0.5 billion in financing.
Currently, there are about 300 SBICs in existence in the United States,
managing about $25 billion (note that SBICs are currently organized

44

D. KLONOWSKI

under the National Association of Small Business Investment Companies
[NASBIC]). Fourthly, even though the venture capital industry of the
1970s struggled with lack of illiquidity, transaction sizes were small, entrepreneurial firms were perceived as unattractive candidates for public markets, and there was a limited pool of qualified investment professionals, the
industry was able to generate annual returns ranging from 30 to 40 percent. Fifthly, the period of rapid growth after the industry’s initial development phase reflects a rapid inflow of capital into the venture capital industry,
a reduction in capital gains tax from venture capital realizations, and the
growth of pension funds (which also showed interest in the newly formed
asset class). Sixthly, subsequent phases of the US venture capital industry
reflect cyclical variants of booms and busts in fundraising, investing, and
financial returns.
The two graphs in Fig. 2.2 illustrate the key venture capital statistics of
the US market over the last 20 years (covering the period between 1995
and 2015). Numerous conclusions can be reached from the figure. Firstly,
the last peak period of fundraising and investing was experienced more
than 15 years ago, during the heights of the “dot-com” boom and bust in
1999 and 2000 (see Fig. 2.2a). Fundraising and investing activities were
rather uniform between 1995 and 2008 (i.e., similar amounts of fundraising and investment were directed to the industry) and became uneven
thereafter. Secondly, investing activity exceeded the amount of fundraised
capital by a total of $121.0 billion. The decoupling of fundraising and
investing activity began in the aftermath of the 2008 financial crisis. During
this time, GPs seemed to struggle with directing capital to attractive investment opportunities while new capital from LPs continued to pour into the
industry. Thirdly, fundraising and investing activities increased steadily as
long as GDP growth rates continued to persist at a sustainable positive
trajectory and above a certain GDP growth threshold (i.e., 3 percent).
Any declines in GDP growth rates were immediately echoed in disproportionate declines in investing and fundraising activities. A “positive” venture capital cycle is between five and seven years; this is followed by a
correction that lasts between two and three years. We also note that correlation between GDP growth rates and returns are positive, but low
(equal to 0.16). Such correlation is not strong enough to support venture
capitalists’ widely publicized declarations that they are superior generators
of value across all economic cycles. Fourthly, the venture capital industry’s
“boom and bust” cycle coincided with those experienced in public equities
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markets. In this respect, venture capital returns were not decoupled from
public markets as venture capitalists often try to claim; divergence of
returns is often cited as a reason why venture capital is seemingly superior
to public markets (this aspect is not specifically presented in Fig. 2.2, but
we discuss it in more detail in Chap. 9). Lastly, Fig. 2.2b highlights an
explosion in fundraising activities for buyout and mezzanine transactions.
Perhaps not surprisingly, more LPs’ commitments to buyout funds coincide with declining returns from these investments (see Chap. 9).
It is also important to note that there is a strong negative relationship
between fundraising and returns (in our case, based on US data, this correlation is equal to −0.4; note that other academics have also confirmed
this relationship). In simple terms, the more capital is committed to venture capital, the more financial returns decline.

The Dual-Segment Structure of the Venture
Capital Industry
Overview of Industry Analysis
In order to analyze the structure of the venture capital industry, we will use
the most classic tool for industrial analysis: Porter’s six force model.
Developed by Michael Porter in the late 1970s and early 1980s, Porter’s
model has traditionally been applied to individual firms in order to understand their competitive position, strength, advantage, power, and profit
potential in the marketplace. However, Porter’s model can also be equally
successfully applied to entire industries. Porter’s model illustrates six basic
market forces that influence the intensity of competition in the industry and,
consequently, its profit potential. The competitive environment is a byproduct of a lively interaction of these forces, and industry participants must
understand them in order to compete effectively in the marketplace; additionally, a pragmatic strategy to address these forces must also be in place.
Porter’s model is based on the fundamental concept of creating and sustaining a competitive advantage, which, in turn, translates into an ability to earn
above-average short-term returns and create value in the long-term. The six
forces in Porter’s model include the bargaining power of buyers, the negotiating (or bargaining) power of suppliers, the threat of substitute products
and services, the risk (or threat) of new entrants into the industry, rivalry
among firms, and the relative power of other stakeholders (in order to reflect
the growing impact of communities, governments, institutions, public, and
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other participants—this force has become increasingly important in recent
years). The essence of this analysis is to understand the cumulative impact of
these forces on the industry (in the most basic form of application, these
forces can be rated as low, medium, or high in terms of their impact). The
net effect of the six forces reflects the competitive intensity and profit potential of the entire industry—the more intense the impact of the six forces on
the industry, the less profit potential for the industry (note that the reverse
is also true). Let’s briefly discuss the general construct and definition of
these six forces.
Clients may affect industry dynamics by searching for products or services characterized by superior prices, higher quality, extra features, more
innovations, and so on. The bargaining power of buyers comes from their
ability to purchase large quantities, to buy from different suppliers (especially when products or services are similar or commodity-like), and to
switch between suppliers (if switching has limited or no cost associated with
it). Suppliers, residing on the “opposite” side of the industry’s value chain
and being a mirror image of buyers’ bargaining power, may also influence
industries by changing prices, varying quality standards, offering features,
and so on. The bargaining power of suppliers rises when they supply products or services to multiple buyers, when their commercial proposition is
unique, when switching costs for buyers are high, and when alternative
products or services (i.e., substitutes) are not readily available. The threat of
substitutes arises when alternative products or services exist that are able to
satisfy the same basic consumer needs. Substitutes are often perceived to set
limitations on industry size and growth rates and can be especially powerful
when the costs of switching to alternative products or services are limited or
negligible. Furthermore, new entrants into the industry can influence the
profitability of incumbents and newly formed entrepreneurial firms. New
entrants can impact industries by increasing industry capacity, draining
available (and often limited) resources, providing new buyers with alternatives, and changing the industry structure through shifts in market share.
When excess new entrants (enticed by an industry’s profit potential) appear,
they are likely to erode the profit potential for all participants throughout
the entire industry. New entrants are sensitive to entry barriers, which can
act as natural deterrents to them; these deterrents are difficult barriers to
overcome for new entrants eager to replicate the operations of existing
industry participants in an economic manner. Some of the most durable
barriers to entry include economies of scale (i.e., cost advantages), product
differentiation (i.e., products or services which are difficult to imitate),
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intellectual property (i.e., inventions which are difficult to imitate), brand
identification, (i.e., strong customer loyalty), capital outlay requirements
(i.e., high capital outlays required to establish operations), access to distribution structures (i.e., ability to access consumers through normal distribution channels), switching costs (i.e., buyers incur high costs of switching),
and government actions (i.e., licenses, permits, and other requirements).
Cross-competitive dynamics also exist between market participants;
these determine how profits and value are dispersed among them.
Competitors may amend their market behaviors by changing prices, altering quality, introducing new offers into the marketplace, and so on; these
actions, of course, vary, depending on the number of competitors and their
capabilities in the industry. Such market behaviors rarely remain without
noticeable competitive engagements, such as counter-reaction and retaliation. The intensity of the rivalry among existing firms is most likely to
increase when the number of industry competitors increases, when select
firms begin to dominate the marketplace, when the rate of industry growth
diminishes, when products or services are perceived as “commodities” (i.e.,
characteristics that are similar or identical), when excess capacity endures,
and when exit barriers exist. Lastly, there may be other stakeholders in the
industry’s ecosystem who hold relative strength and power. The most
dominant influencers include governments and government institutions;
these influencers can erect various protection measures (i.e., custom duties)
or introduce regulations (i.e., foreign ownership rules). Other influencers
include certain institutions, private or public groups, local communities,
other industries, associations, labor unions, and, of course, the public.
Lastly, it is important to emphasize one area of Michael Porter’s research
that is not explicitly highlighted in the six force model, namely, “barriers
to exit.” Barriers relate to situations where firms are unable to exit the
industry in a timely manner due to operational rigidities, legal constraints,
or regulatory restrictions. Constraints may include high exit costs, intense
strategic business relationships, which may be difficult and costly to break,
assets, specializations, contractual arrangements (which may last for long
periods), and government regulations.
An Industrial Analysis of the Venture Capital Industry
Figure 2.3 presents the competitive structure of the venture capital industry
in the context of Porter’s six force model. Porter’s model is ideally suited
for analysis of the venture capital industry for a number of reasons. Firstly,
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as we noted above, changes in the venture capital industry have been slow
(e.g., there have been limited changes to the venture capital investment
process, venture capital firms’ compensation, or the mode of co-operation
with investee firms). Secondly, the structure of the venture capital industry
has remained relatively static—the industry continues to be fragmented,
even though some changes have occurred in recent years. Thirdly, the
industry has not seen any significant disruptions to its business model.
Technological changes and innovations have had limited impact on GPs.
As noted in Fig. 2.3, the overall industry structure is made up of two
interrelated, but separate market sub-segments in which GPs compete.
GPs are at the epicenter of the competitive analysis in Fig. 2.3; they simultaneously act as “intermediary” suppliers of capital to investee firms and
“buyers” of capital from LPs. GPs compete for viable investment projects
as well as for capital from LPs. The six forces in Fig. 2.3 (presented twice
to describe the two market sub-segments) capture the increased intensity
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Fig. 2.3 The two distinct segments of the venture capital ecosystem in the context of Porter’s six forces
Source: Based on Porter’s analysis (1998)
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of competition in the venture capital industry. The intensity of competition seen in these two market sub-segments has inherently translated into
depressed financial returns across the industry; this is likely to discourage
any inflow of capital into the industry in the long-term. All of these forces
jointly impair the industry’s profit potential and accentuate the relative
“commoditization” of venture capital.
We focus on each market sub-segment in the following section.
The Investee Firms Market Sub-segment
Entrepreneurial firms act as buyers of capital (these activities are represented on the left side of Fig. 2.3). On average, entrepreneurial firms do
not maintain a strong bargaining power in the venture capital ecosystem;
we assess this power as “low → medium.” Conversely, we assess the bargaining power of GPs as “medium → high.” There are a few reasons for
the relatively weak negotiating position of entrepreneurial firms. Firstly,
GPs are very selective; they only invest in one out of every one hundred
proposals they review. For example, in the European Union, only one in
about every 5000 entrepreneurial firms receives venture capital financing.
As we observe in Chap. 6, venture capital negotiations are often quite
inequitable for entrepreneurs; this is reflected in the number of draconian
clauses GPs tend to insert into their legal documentation upon deal
closing (venture capitalists are often able to secure these clauses despite
holding small or moderate minority stakes in the underlying investee
firm). Secondly, as we described in Chap. 1, entrepreneurial firms often
equate the presence of venture capital in their firms as equivalent to commercial success in the marketplace; there may be some desperation on the
part of entrepreneurial firms to receive venture capital financing. Many
firms intuitively (but mistakenly) interpret that venture capital offers “success certification.” After all, entrepreneurs often construe that if “smart
people” commit their capital to their ventures, they must be valuable. Of
course, entrepreneurs are persuaded of this “certification” without actually understanding venture capital’s true track record. It is important to
note that the most attractive entrepreneurial firms have more negotiating
power with GPs. The superiority of these firms comes not only from the
strength of the underlying business (such as strong profits, cash flows, and
revenue growth prospects), but also from their wide access to capital
sources (note that comprehensive access to finance is not available to an
“average” entrepreneurial firm).
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There are numerous alternatives to venture capital financing (although
it is important to note that these alternatives are not direct substitutes for
venture capital financing). An entrepreneurial firm’s ability to secure
another form of financing depends on its level of development, its profitability, the nature of the industry, the desired investment program, the
firm’s preference for external partners, and the tolerance for risk exhibited
by the firm’s capital providers. External financing options include debt,
public equities markets, family and friends, angel investors and corporate
venture capital (these are perhaps the closest substitutes for venture capital; note that angel investors are increasingly interested in establishing
their own venture capital operations), government-support programs, and
crowdfunding. Additionally, entrepreneurial firms may rely on bootstrapping—the process of acquiring, allocating, and co-ordinating various
resources (physical, social, and institutional) and developing firms without
external capital. Firms can also invite their existing shareholders to contribute additional capital. As noted in the previous section, entrepreneurial
firms have a relatively weak negotiating power with venture capitalists—
this reflects their potential inability to access finance from other sources. It
is well documented in academic literature that “average” entrepreneurial
firms generally struggle with access to finance. As noted above, a wide
selection of financing sources (or substitutes for venture capital) may only
be available to select entrepreneurial firms; the contribution of this force
to the industry’s intensity is designated as “low → medium.”
GPs intensely compete in the marketplace for attractive investment projects; the intensity of this competition may be regarded as “high.”
Competition is multidimensional. Most importantly, GPs compete for
access to the most attractive investment opportunities. Deal generation is
perceived as the most important function in the venture capital investment
process because deal flow is pivotal to GPs’ long-term survival and success.
Competition for deals is fierce and often spurs aggressive retaliation. GPs
often aim to develop a proprietary deal flow in attractive market segments,
but this is difficult to achieve in practice; they also aim to approach the most
promising investment prospects first, which allows them an opportunity to
develop a sound relationship with founders, to conduct due diligence in an
orchestrated manner, and to negotiate a transaction with the most favorable
terms. The most competitive GPs in this area dedicate significant resources
to deal generation and are able to source deals from a wide network of
contacts; their reputations also make them sought after by entrepreneurial
firms. Secondly, because GPs provide a relatively “commoditized” service
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(namely, capital), they compete on their ability to add value to entrepreneurial firms; this is often an important differentiator to founders (note that
this capability is not easily verified by entrepreneurs). While GPs often claim
to provide hands-on assistance to investee firms (through their appointment to the board of directors), in practice, they struggle to add “true”
value to entrepreneurial firms due to their lack of experience (as noted in
detail in Chap. 7). Lastly, it is important to observe that while venture capital firms desire investment success (and lucrative carried interest distributions), they are often satisfied with collecting fixed fees (see Chap. 3).
Since new entrants into the industry further exacerbate competition for
attractive deals, the “contribution” of new entrants to the intensity of the
industry may be regarded as “high.” Of course, the chief force and motivation behind any entry into the industry is financial—the promise of aboveaverage returns, higher carried interest distribution, more favorable
allocation of bonuses, and so on. Existing GPs have many important advantages over new entrants: established networks, a longer track record, and
brand recognition. While many GPs have a “natural” talent for fundraising,
they vary in their ability to locate suitable investment opportunities and to
work effectively with investee firms. Some newly formed GPs may enter the
industry with a robust deal flow, but the vast majority of new entrants are
less fortunate. GPs with less robust deal generation often become desperate
to close deals; as a result, these GPs may “undercut” other venture capital
firms in the marketplace by offering unnecessarily lucrative (or even foolish)
terms to investee firms. In short, deal pricing may become too generous,
terms may become too loose, or approvals rights may be omitted. Some
new GPs behave more like non-profit institutions and may “crowd-out”
other commercially oriented GPs. Providing capital to entrepreneurial
firms that do not warrant such financing is not helpful to these firms. The
intensity of competition in the industry has recently been amplified by new
entrants that have traditionally worked on the periphery of the industry’s
ecosystem; these include LPs setting up their own in-house operations,
investment consultants, consulting firms, “data gatherers” who provide
research services to the industry, business angels, and so on.
Other stakeholders may also influence the investee firm sub-segment,
but in various ways. These stakeholders may only become “active” during
various specific phases of the venture capital investment process. For example, in the deal generation phase, GPs rely on a wide network of contacts
including portfolio firms, investment bankers, deal brokers, commercial
bankers, lawyers, accountants, recruitment specialists, various consultants,
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and so on. During the external due diligence stage, GPs are likely to
engage accountants, lawyers, environmental specialists, and other consultants; these consultants may also be used at other stages. GPs may also
employ investment bankers, underwriters, and other specialists. External
stakeholders hold relatively low bargaining power and their impact on the
industry’s intensity is denoted as “low.” The exceptions are bankers, as
they are especially important for leveraged buyout deals and may have a
strong impact on the industry’s structure and returns. Lastly, governments
may influence the venture capital ecosystem with respect to investee firms,
especially if investees operate in regulated industries (i.e., industries related
to pharmaceuticals, media, natural resources, telecommunications, etc.).
The LP Market Sub-segment
A steady inflow of capital is one of the most important foundational building blocks of the venture capital ecosystem (note that competition among
GPs for capital is represented on the right side of Fig. 2.3). Despite this,
LPs—who act as suppliers of capital to the venture capital ecosystem—
have maintained relatively limited bargaining power over the years (we
weigh LPs as “low → medium” contributors to industry intensity). LPs’
bargaining power may rise in future, as more LPs become increasingly
mindful of GPs’ declining returns, excessive fees, and poor disclosure
practices. As we also note throughout this chapter, more LPs are setting
up their own “in-house” venture capital operations. LPs’ perceived lack of
power in the industry today is viewed as one of the key contributors
toward the industry’s overall dysfunction. Many LPs have maintained
“programmed” allocations to venture capital based on a percentage of
total capital under management; this is to LPs’ disadvantage. Consequently,
LPs are required to look for the most suitable placement of capital in this
asset class. If LPs do not have established relationships with top performing GPs, they are unlikely to be given any allocations of fundraising.
Instead, LPs need to seek out the best investment opportunities from an
often suboptimal pool of GPs (as we noted earlier, there are significant
differences in returns between venture capital firms from the top quartile
of performers and the remaining pool). Although the bargaining power of
LPs may be theoretically better when they deal with new entrants into the
industry, actual practice suggests that LPs rarely use the full extent of their
negotiating power. The bargaining strength of new LPs entering the
industry is worse than that of established LPs.
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Contrary to an “average LP,” a limited number of other LPs ignore
venture capital as an asset class and instead focus on other forms of investing (i.e., public equities, debt instruments, real estate, infrastructure, etc.).
These LPs often relocate capital out of the asset class; the cost of this
switch for LPs already committed to venture capital may be moderate, but
it is not prohibitive, especially considering the declining returns seen in
venture capital. It is important to note that other investment choices available to LPs may generate superior returns. Returns from alternative investments often serve a useful reference point for LPs, as they establish a
reference for a “floor” return. As we briefly noted in this chapter and as
illustrated throughout this book, venture capital returns have been declining over the years (see Chap. 9 for more details); this has empowered LPs
to look elsewhere. LPs’ desire to liquidate their positions in GPs (and
perhaps consolidate their holding to a handful of GPs) is reflected in the
robust growth of secondary markets, where shares in GPs are freely traded
(often at a discount) to interested buyers. We perceive this force as a
“medium” factor contributing to the industry’s intensity.
GPs have significant bargaining power over LPs in the venture capital
industry (we perceive this factor as “high”). The strength of GPs comes
from their perceived ability to provide access to the most attractive and
rewarding opportunity set; of course, we need to qualify that LPs’ perception of venture capital superiority is incorrect. GPs are able to secure standard and generous compensation packages from LPs, which include
management fees and carried interest allocations (top performers are able
to improve both of these financial structures in comparison to an “average” GP). In addition to monetary rewards, GPs are able to secure suitable
legal terms which afford them significant operating freedom and flexibility.
The relative strength of GPs is also reflected in their resistance to providing suitable access to information to LPs (as noted earlier, LPs often need
to extract information through extraordinary or often legal means).
Competition among GPs to secure capital for management may be
considered as a “medium” factor and reflects the existence of excess capital
in the marketplace. More intense competition for capital tends to occur
after economic downturns, when LPs hoard capital and seek exposure to
more liquid asset classes. There is likely to be more intense competition
among GPs in the future because of new clusters of non-traditional
entrants into the industry. Additionally, competition is likely to increase
because LPs have already begun to reduce the number of relationships
they have with GPs. A moderating factor in the competitive spectrum is
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that poorly performing GPs are likely to exit the industry on their own
accord. GPs compete by adopting various strategies that reflect variances
in their orientations with respect to the entrepreneurial firms they deal
with (i.e., early stages, expansion, etc.), the types of venture capital deals
they focus on (i.e., traditional, buyout, buy-ins, restructuring and turnaround, etc.), the types of industries they are interested in, their anticipated expenditure per deal, and so on. LPs are also increasingly looking to
place capital into more specialized GPs (rather than generalists). LPs also
want to be assured that GPs are capable of generating significant operational improvements rather than implementing complex financial mechanisms (note that in recent years, financial engineering has run ahead of
operational improvements). Of course, one of the most critical differentiators of GPs is their actual track record of returns. It is important to note
that GPs face exit barriers when they have been established for a long
period of time, enabling LPs to liquidate them in a timely manner without
incurring any costs. From this perspective, the venture capital industry
presents a worst-case scenario for profit generation potential (as noted by
Michael E. Porter), where entry barriers are low and exit barriers are high.
The barriers to entry into the venture capital business are relatively low
for newly formed GPs. The costs of starting venture capital operations
may not be difficult to overcome for new entrants, with the cost of industry entry effectively equal to the cost of fundraising. The financial outlay
to complete a successful fundraising may be equal to not more than $2.0
million for a $0.5 billion fund (this is a very low cost of entry into the
industry in order to secure a guaranteed stream of fees equal to about
$100 million over a ten-year period). Of course, these expenses are clawed
back by founding partners when fundraising is completed (i.e., these costs
are covered by LPs); of course, they represent actual costs to founding
partners if the fundraising fails. Moreover, there is the experience factor—
new entrants may be perceived as suitable GPs if they have suitable investment experience gained through multiple means (i.e., being a business
angel, investment banker, consultant, etc.). Professionals with a few years
of experience, some industry contacts, and good networks can easily set up
independent operations. Additionally, the limited innovation seen in the
industry also poses reduced barriers to entry. Industry incumbents are
limited in their ability to discourage new entrants; they may not be able to
erect any definitive barriers nor be aware that new fundraisings are underway. If one cannot identify new potential threats in a timely manner, retaliation becomes difficult. In some cases, LPs may even encourage a new
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entry to the industry, especially if they are frustrated with existing GPs.
LPs may unintentionally “assist” in intensifying the industry by allowing
new entrants an easy passage into it. Entry into the industry is mostly
driven by financial reasons. Some institutions or individuals (such as banks
and investment bankers) may enter the industry with ease; they already
have capable employees, physical infrastructure, know-how, access to capital, strong networks of contacts, and so on. One notable barrier to entry
is the increased time of the fundraising period seen in recent years; this
adds more expense to the entire entry process. Overall, the impact on new
entrants on the industry is “medium.”
Multiple stakeholders play important roles on the LP side of the venture capital ecosystem; these include advisors (lawyers, accountants, and
consultants) who are critical toward fund structuring (note that their role
is growing in importance and expense as GPs have adopted more complex
organizational and legal structures in order to optimize movement of capital and tax). The role of local governments in monitoring or “regulating”
the industry has been relatively low in the past. The venture capital industry has traditionally been self-regulated without much interference from
governments. This is now changing—governments can influence the flow
of venture capital into and out of the industry by “manipulating” tax rates
(e.g., there is a positive relationship between a favorable capital gains tax
in venture capital and the amount of capital flowing into the industry).
The approach of governments toward venture capital has changed in the
aftermath of the recent financial crisis. Since then, governments around
the world have been reassessing the tax treatment of capital gains in the
venture capital industry, information disclosure requirements, compensation, and so on. Government assessments of the industry have been fueled
by a growing number of academic studies that have challenged the positive views on the actual contributions of venture capital toward economic
growth, job creation, and innovation. The public has also become a part
of this debate as a result of employee exposure to venture capital through
pension plans. The most critical issues seen in public pension plans have
been declining returns and the excessive amounts of fees paid to the venture capital community. Lastly, there are the “gatekeepers” that act as
intermediary consultants between GPs and LPs. Many LPs work with
external consultants who are employed to screen potential GPs. Due to
the growing influence of these external shareholders on the venture capital
industry, we rate their relative power as “low → medium.”
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Interactions Between the Two Market Sub-Segments
A “normal” cycle within the venture capital industry usually begins with a
small number of venture capital firms making successful investments and
exits. At this early stage, investment opportunities may be easily generated,
and GPs are able to acquire investee firms at discount valuations and on
favorable contractual terms. Encouraged by the initial success of these market participants, new GPs are established and LPs dedicate significant
amounts of capital toward the market. Increased amounts of capital are
made available for investment purposes and ultimately create more competition for attractive investment opportunities. Deals become more expensive
and legal and business terms become less robust for GPs, thereby adversely
affecting financial returns (evidence suggests that GPs may overpay for
entrepreneurial assets for behavioral reasons—either to boost their own
brand names or because they wish to be associated with “hot logos” or leading entrepreneurial firms). In effect, “too many dollars are chasing too few
deals,” and the result is a period of evident “capital over-capacity” within
the industry. Additionally, GPs may make investments into less attractive
investment prospects, thereby unnecessarily risking operational problems,
liquidation, or even bankruptcy. These unattractive prospects discourage
GPs as well as LPs, who now become less willing to provide capital to GPs.
Consequently, many GPs leave the market. Over time, the amount of capital
available in the marketplace declines, the equilibrium between capital providers and capital seekers is restored, and a new cycle begins.
As we previously noted, the two market sub-segments of the venture
capital industry (i.e., the investee firm sub-segments and the LP sub-
segments) are distinct fragments of the venture capital ecosystem—they
have different characteristics, dynamics, competitive intensities, and business drivers. Most importantly, the two sub-segments are “self-cyclical.”
The cycles for the two market sub-segments may not be congruent or
overlapping. There are at least three fundamental reasons for the potential
disharmony between these sub-segments. Firstly, there is a significant
time delay between committing capital to GPs and the realization of
financial returns. In fact (as noted in Chap. 1), the preliminary reporting
of returns by GPs to LPs is often misleading. Early returns are not indicative of the overall performance of GPs at the end of their life; in fact, the
opposite is usually true. Secondly, GPs are normally established for periods of at least ten years. Even though trading activities in secondary markets for disposing LPs’ stakes in GPs are on the rise, the liquidation of
LPs’ commitments to GPs can be difficult to achieve. Thirdly, LPs often
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maintain “excessive” capital which is disjointed from the number of
investment opportunities available to GPs. Consequently, the abovementioned conditions effectively prevent stakeholders in the venture capital
industry (and most importantly, LPs) from affecting any meaningful
structural shifts, adjustments, and fine-tuning within the industry. We
consider four possible scenarios for industry analysis (the key points of
this analysis are summarized in Table 2.2).
In the first scenario (see scenario I in Table 2.2), the venture capital
ecosystem embodies thriving circumstances for GPs; the two market sub-
segments experience positive conditions for sustainable industry growth.
With respect to the investee firms’ sub-segment, new investee firms are
established in attractive sectors of the economy, existing entrepreneurial
firms grow their revenues rapidly and are nicely profitable (and cash generative), and many firms invest into innovation (resulting in new product
and service development). Robust growth demands expansion capital to
be available from different sources, including venture capital. Owing to
the strong growth and development of the entrepreneurial sector, GPs
have strong access to attractive investment projects; these projects are also
easily identified. At the same time, GPs are required to exert some effort
with respect to closing deals, as other capital providers (i.e., bankers, public markets, business angels, and other financiers) also present viable financing alternatives. Note that other capital providers are unlikely to directly
“threaten” GPs for deals because sufficient numbers of investable projects
are available to different types of financiers. Broadly speaking, these favorable investment conditions persist during periods of economic expansion
and sustained GDP growth. During economic booms, LPs also respond
positively to optimistic investment conditions for GPs, especially when
returns from the venture capital industry have been persistent for some
time and have exceeded the returns generated from other investments
(including those from public equities markets). It is important to note that
it is during these periods that LPs often overcommit capital to the venture
capital industry (as we note in Chap. 10, this may not be optimal).
In the second possible scenario, there is a structural deviation between the
two sub-segments of the industry (see scenario II in Table 2.2). In essence,
GPs perceive a strong presence and influx of existing and new investment
opportunities, but LPs are unwilling to extend capital into the industry. The
sub-segment for investee firms is positive when entrepreneurial firms’ business
fundamentals and financial performance are strong; these circumstances normally occur during periods of economic growth. Positive investment conditions for GPs also exist in periods of economic recovery, when entrepreneurial
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Table 2.2 Four possible scenarios of interaction between the investee firm and
LP market sub-segments
Characteristics Scenario I
in market
sub-segments:

Scenario II

Scenario III

Scenario IV

State of the
economy

Sustained
economic
expansion

Slow growth and
post-recession
periods

Economic
slowdown

Recession

Attractive
investment
opportunities
persist for GPs
Active demand
for VC by
entrepreneurial
firms
GPs compete
with other
capital
providers for
good prospects

GPs may encounter
“positive”
investment climate
due to depressed
valuations and
weaker competition
for deals
Entrepreneurial
firms’ performance
may be less robust,
but future
prospects are good

Investment
prospects are poor
Entrepreneurial
firms struggle on
multiple fronts,
make strategic
errors to maintain
growth
GPs tend to
“style-drift” and
are unlikely to
produce attractive
returns in the
short- and medium
term for LPs

Entrepreneurial
firms continue
to struggle
with their
operational and
financial
activities

LPs actively
support the
VC industry
with capital
LPs are likely
to overcommit
to VC

LPs have negative
perception of VC’s
inferior returns
GPs struggle to
persuade LPs of
VC’s superiority
LPs look toward
top quartile GPs
LPs may desire
timely liquidity

“Too much capital
is chasing too few
deals”—returns fall
LPs are willing to
continue to fund
GPs; GPs “take
the money” in
spite of poor
investment climate
Many LPs aim to
fulfill “automatic”
allocations to VC

VC is poorly
perceived by
LPs
LPs may
become active
in secondary
markets to
dispose stakes
in selected GPs
LPs focus on
consolidating
GP relationships

Investee firms

LPs

Abbreviations: VC venture capital, GPs general partners, LPs limited partners
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firms’ valuations are depressed (due to lower profitability and inconsistent cash
flows). Of course, lower valuations do not diminish the future prospects of the
underlying entrepreneurial firms. Similarly, positive investment surroundings
for GPs are created in periods immediately preceding economic slowdowns,
when investee firms experience persistent capital shortages—this coincides
with situations in which other capital providers begin to “hoard” capital and
public markets become unreceptive to new issues. During such periods, LPs’
perceptions and actions may differ. This mismatch of opportunities and capital
may occur for a number of reasons. Firstly, LPs may be coming out of a period
of disappointing returns; if venture capital returns have been declining for
many years, such a scenario is expected to occur in the future. Secondly, many
LPs have been increasingly questioning the ability of venture capital to generate above-average sustained returns. These LPs have often “stress-tested”
GPs’ claims by asking them to “prove” that they have been able to generate
premium returns by computing “public market equivalent” (i.e., PME)
returns. In many cases, GPs are unable to document that they can actually beat
the returns available from public equities markets (the exceptions here are the
top-ranked GPs). Thirdly, LPs may simply wish to place their capital into liquid assets; this scenario results in a frustrating period for GPs because although
they may perceive attractive investment opportunities in the marketplace, a
lack of funding prevents them from capitalizing on them. Of course, GPs that
have timed their fundraising well (or still have some “dry powder”) may benefit from these periods because there is less competition for deals.
The third scenario (see scenario III in Table 2.2) represents another iteration of the structural incongruity seen between the two market sub-
segments. This third scenario represents a mirror image of the second
scenario, but in a more severe manifestation. This scenario represents the
most classic case of “too many dollars chasing too few deals”—a frequently
experienced instance in venture capital. In such cases, GPs experience difficulties identifying attractive investment opportunities while LPs look to
eagerly employ capital (which they often hold in surplus). With respect to
the investee firms market sub-segment, limited attractive investment prospects reflect persistent economic slowdowns, irregular and uneven economic growth, or structural economic problems (i.e., demographic
challenges, high unemployment, high debt, changes in patterns of GDP
composition, etc.). During these periods, entrepreneurial firms’ revenue
growth is unequal and diminishing, profits are uncertain and volatile, margins are declining, and repeatable cash flows are rare. In order to boost their
financial performance, entrepreneurial firms often mistakenly choose to
grow through acquisitions—this mode of expansion rarely results in the
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desired financial results and commonly leads to financial and operational
distress. Firms may also suppress their growth or simply try to survive.
Moreover, entrepreneurial firms are unable to transition to higher levels of
development. While there are always new entrepreneurial firms ready to
exploit newly identified market opportunities, new business formation slows
down. The poor prospects for entrepreneurial firms result in fierce competition for deals among GPs; this leads GPs to pursue deals that are outside of
their natural “comfort zones” and targets (GPs are unlikely to generate
strong returns in their immediate future as a result). In regard to the LP
market sub-segment, LPs often act in desperate ways during poor economic
periods; this desperation is most pronounced when LPs have generated significant past losses and wish to “catch up” on their lost returns. In such
instances, LPs tend to resort to venture capital for “rescue”; unfortunately,
the timing to generate premium returns often proves incorrect. GPs, on the
other hand, are reluctant to turn down opportunities to generate additional
fees even if they intuitively recognize that they will likely not be able to place
LPs’ capital into attractive investment opportunities. GPs often adhere to a
tested proverb: “if they give you money, take it!” Accepting capital to manage buys GPs time to continue their operations until the next phase in the
economic cycle, to figure out a temporary solution to their problems, or to
ride into retirement from the industry on the wave of another fundraising.
The fourth scenario represents the most pessimistic case for both LPs
and GPs (see scenario IV in Table 2.2). Here, LPs and GPs both face
adverse prospects, as described in scenarios II and III. GPs see a challenging universe for deals, while LPs stockpile capital. Interestingly, while this
scenario is undesirable for both GPs and LPs, it may actually help the
entire industry in the long term. Lower amounts of available capital for
GPs may cause them to adopt a more selective approach when choosing
investee firms, make wiser investment choices, negotiate appropriate entry
valuations, and generate consistent returns. Such a “cleansing process”
may also last beyond the normal economic cycles of the industry.
Chapter Summary
1. A number of qualitative and quantitative measures and characteristics demonstrate that the venture capital industry appears to be in
the maturity stage of its life cycle.
2. The venture capital industry comprises two distinct market sub-
segments: investee firms and LPs.
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3. An analysis of the venture capital industry, based on Michael
Porter’s six force model, confirms the existence of a strong rivalry
between GPs.
4. The interactions of the two market sub-segments are not congruent
and overlapping. Each market segment operates on the basis of its
own cycle, resulting in four different interaction scenarios.
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PART II

Venture Capital Deformations
Throughout the Investment Process

CHAPTER 3

Fund Formation: Structural and Operational
Deformations in Venture Capital

The mission of any venture capital firm is to continually establish and
operate multiple venture capital funds. However, before a venture capital
firm can be fully prepared to provide capital to its investee firms, it must
undertake a number of foundational steps. The first of these steps is the
fundraising process. As we noted in Chap. 1, venture capitalists do not
manage their own money, but rather obtain financial resources from institutional investors such as endowments, foundations, pension funds, insurance companies, banks, corporations, and other investors (i.e., private
wealthy individuals). The act of encouraging investors to allocate their
excess cash to venture capital has a number of legal consequences that
ultimately lead to the launch of a fully operational venture capital fund.
Fund formation requires three major actions. Firstly, venture capitalists
have to establish a legal structure to serve as an investment vehicle through
which capital can flow to investee firms. This legal vehicle, often established
in the form of LPs, also becomes a party to the fund’s negotiated agreement with its investors (i.e., LPs). Secondly, the fund manager—commonly
referred to as a GP—must conclude the details of a suitable compensation
package with investors. Thirdly, the GP must establish the fund’s internal
operations and structures; this process includes determining the fund’s
human resource strategies and internal decision-making functions.
In this chapter, we do not aim to specifically focus on fundraising—we
have already discussed some aspects of fundraising in the context of the
global environment in Chap. 2. Instead, this chapter is predominantly
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focused on fund formation, in particular, on fund structure, compensation,
and operations. These functions all relate to our investigation of value
destruction in the venture capital process.

Structure and Operations of Venture Capital Funds
Venture capital funds are typically structured in the form of limited partnerships. Figure 3.1 presents the organizational construct of an average venture
capital firm. We use the example of a European venture capital fund in
Fig. 3.1a (where we exhibit the key stakeholders, their relationships, and the
major associated documents) and present the more simplified legal structure
used in the United States in Fig. 3.1b. Figure 3.1a highlights the complexity
of the configuration and positions all of the interrelated activities into three
separate activity channels: the legal channel (which defines the partnership
structure encompassing all of the stakeholders in the venture capital ecosystem and various legal documents, agreements, and so on), the decision channel (which highlights the various participants involved in the venture capital
investment process, including fund managers, investment committees, and
supervisory boards), and the funding channel (which expresses the formal
means through which investors’ capital flows to investee firms and subsequently back to them; a bank or an administrator facilitates these actions).
The three major stakeholders in the venture capital system are LPs (who
provide capital to venture capital fund managers), GPs (who are directly or
indirectly responsible for management of capital), and investee firms (which
receive capital). In addition, there may also be a “founder partner” (more
common in European venture capital structures but uncommon in the United
States) or “feeder funds” (briefly described below). Note that all the constituents to the partnership agreement may be established onshore or offshore.
The partnership structure may also include “gatekeepers” (who offer
initial screening of fund managers on behalf of LPs; they are not specifically delineated in Fig. 3.1a), intermediaries (who connect venture capital
firms with capital seekers), banks (which offer cash custodial services for
LPs and GPs), external advisors (i.e., accountants, lawyers, environmental
specialists, various consultants, etc.), and fund administrators (who provide administrative functions and may maintain control over bank
accounts). The ecosystem also includes other “stakeholders” such as
investment consultants, consulting firms, data “collectors” and providers
as well as fund-of-funds operators. There are also investment committees
(which are responsible for approving, monitoring, and exiting from
investee firms) and supervisory boards (which provide strategic directions

a

Legal channel

Decision channel

General Partner

$

Side letters

Limited Partners
(LPs)

Feeder fund
(offshore)

General Partner
(LP)

Founder
Partner (LP)
Management
agreement

Feeder fund
(onshore)

Partnership agreement

Custodian
bank or
administrator
Instruction letter

Fund Manager

Investment committee

The Fund LP

$

Supervisory board

(Master fund)

Investment agreements

Funding
channel

Operating
agreement
Local fund manager

Investee firms

b

General Partner (GP of GP)
(LLC)

Limited Partners
(LPs)

Fund Manager
(LLC)

General Partner
(LP)

The Fund
(LP)

Investee firms

Fig. 3.1 Examples of the legal and organizational structures of venture capital
funds. (a) A comprehensive example of a European structure. (b) A simplified
legal structure in the United States
Note that in the structure found in the United States, commonly established in
Delaware, the manager receives fees directly from the fund. The carried interest is
directed to the GP
Abbreviations: LP limited partner, GP general partner, LLC limited liability corporation. In the United States, these LP, GP, and LLC legal entities may be Delawareregistered partnerships. Other standard structuring components (such as feeder
funds, investment committees, and so on) also apply to the US fund structure
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and guidelines to fund managers); they are both a part of the decision-
making channel. Furthermore, GPs may subcontract management decisions to other fund managers, who, in turn, may also mandate decisions to
local managers who execute the fund manager’s strategy in a specific
country or geographic region.
LPs are passive investors (i.e., financial investors) who contribute capital to the partnership; while exceptions may exist, they normally do not
participate in the operations or decision making of the venture capital
firm. LPs’ capital contribution is usually phased-in or staged to the partnership on a “just-in-time” basis to reflect the actual timing of investments
and the partnership budget. In entering into a relationship with GPs, LPs
effectively acquire investment management services from GPs, which are
directly responsible to LPs for fulfilling these responsibilities. In doing so,
LPs delegate the task of selecting, structuring, monitoring, and exiting
from investee firms to GPs. The most common categories of LPs include
pension funds, endowments, foundations, insurance companies, financial
institutions, banks, multinational corporations, and private individuals.
LPs are liable only for the amount of capital they have contributed into the
partnership. LPs often outline that their motivation to invest in venture
capital is grounded in achieving portfolio diversification, generating
above-average returns, and gaining access to investment opportunities
that they may not otherwise have. Having said this, academic evidence
suggests that LPs rarely commit more than 15 percent of their capital
under management to venture capital; note that the percentage contribution has gone up in recent years to reflect LPs’ desire to “catch-up” on
poor returns generated during the 2009 financial crisis and thereafter. At
the same time, LPs generally perceive venture capital as a more risky, illiquid, and cyclical asset class in comparison to other investments. Of course,
in addition to “subletting” capital directly to GPs, LPs may also obtain
exposure to venture capital by investing themselves into investee firms or
by participating in fund-of-funds (as we noted in Chap. 2, these entities
represent one of the most expensive avenues of gaining exposure to venture capital, as fund-of-funds take additional “rents” from LPs).
Management and operation of the partnership are vested in GPs. The
fund manager may itself be constituted as a limited liability corporation
(LLC) or a limited partnership (as noted in Fig. 3.1). The GP being an LP
within the partnership agreement may confuse the situation as it may become
unclear, from a legal point of view, who actually benefits from limited liability and who takes ultimate responsibility for day-to-day operations of the
fund. GPs also maintain the books and records of the partnership and retain
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custody of partnership securities. In fulfilling these duties, GPs incur
operating costs. Note that each venture capital fund partnership is often
“paired” with its unique GP solely dedicated to its own activities (and nothing else); in other words, with multiple funds, there are multiple GPs (which
may further subcontract their responsibilities out to a single common fund
manager). The owners of GPs may include founding partners, principals,
directors, and possibly other related stakeholders who may have assisted GPs
throughout the fundraising process.
As noted above, in European venture capital fund structures, there is
commonly a “founder partner,” which is established by the founding partners of the fund for the purpose of receiving a performance-based compensation called “carried interest” and making a capital contribution into
the fund. In cases where the founder partner is established, it co-exists
alongside the GP. This vehicle is often set up to optimize taxation of carried interest. Note also that since the founder partner only exists in some
venture capital fund structures, going forward in this chapter, we assume
that the GP is the main beneficiary of carried interest.
Venture capital fund structures may also include the so-called feeder
funds (note that these structures are commonly seen in hedge funds).
Feeder funds are known to be used in over 50 percent of venture capital
legal structures. These separate legal entities are able to effectively pool
different groups of investors (i.e., LPs) together into distinct mini-funds
due to their different domicile legal rules (related to offshore and onshore
investment activities), investment exclusions, economic terms, taxation
regulations, and so on (note that many legal experts believe that these
structures exist predominantly for reasons of tax efficiency and optimization). In addition to tax efficiency, LPs desire to limit tax (or pay no tax)
at the fund level, limit their liability, reduce litigation risks, avoid compromising their tax position, and protect their investment identity. In a nutshell, LPs provide capital to these legal vehicles, which, in turn, transfer
funds to the “master fund” (i.e., “The Fund” in Fig. 3.1a) through which
investments are made (in terms of structure, they are treated as just another
LP). Of course, some LPs may still invest into the “main” partnership
without the use of feeder funds. The venture capital structure commonly
involves at least two types of feeder funds established in a specific country
(i.e., onshore) and incorporated in a tax-neutral offshore jurisdiction
(Cayman Exempted Limited Partnership, Jersey and Guernsey Limited
Partnerships, Dutch Limited Partnership, and so on). The separation
between onshore and offshore investment vehicles occurs because the
presence of one group of investors may adversely impact the tax situation

72

D. KLONOWSKI

of other participants (in the United States, there may be taxable investors,
tax-exempt investors, and foreign investors). Additional feeder funds may
also be added to the structure. All profits and costs are divided pro rata
among all LPs in the structure.
While GPs hold day-to-day operational responsibility for the fund, LPs
do not aim to provide GPs with unrestricted “carte blanche” power. LPs
aim to address many corporate governance challenges and agency problems inherent in the venture capital structure. Unfortunately, too many
LPs are not sensitive to all the “traps” related to corporate governance and
agency issues. Therefore, we must briefly discuss corporate governance
and agency problems in the venture capital context.
Corporate Governance and Agency Issues in Venture Capital
Corporate governance generally refers to interference between management,
shareholders, and the board of directors and is an interactive conduit that
brings the interests of these parties together in order to establish sustainable
value creation for the business. Corporate governance is the formal process
by which rights, obligations, and responsibilities of the parties are distributed
to the key players in the business; it is also a mechanism through which managers are responsible to owners. In broad terms, corporate governance refers
to the manner in which the activities and affairs of the firm are directed and
controlled. In short, corporate governance is an implicit and explicit structure that defines the exchange of power within the organization.
There are many tangible benefits to strong corporate governance. For
one, corporate governance can be an effective tool to deal with opaque
business activities, unethical behavior, self-interest, self-dealing, and self-
serving. Strong corporate governance structures also often result in a
more balanced treatment of all shareholders.
Corporate governance structures normally consist of four components.
The first is information disclosure, which relates to the adequacy and completeness of relevant information on the basis of which business decisions
may be made. The second is conflict of interest, which arises when one
individual’s actions or intentions have the potential to benefit his or her
personal interest at the expense of others; the most common problem categories involve self-dealing, self-policing, exchanging influence, exploiting
benefits, using business property for personal use, exploiting confidential
information, and extending false employment. The third component is the
board of directors, who oversee the hiring and firing of the CEO, approve
corporate strategy, control and supervise senior management, approve the
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use of resources, establish internal policies, and install corporate governance structures. Finally, there is ownership and rights, which define the
nature of the ownership structure and the rights associated with it.
In the venture capital context, there are multiple areas where these
corporate governance structures may fail. In a nutshell, GPs may have
abundant opportunities to exploit, manipulate, and even abuse LPs.
Table 3.1 highlights some of these most common areas of exploitation
organized along the four spheres of corporate governance (i.e., information disclosure, conflicts of interest, the board of directors, as well as ownership and rights). Some of these potential areas of abuse are general (any
may relate to any business), while others specifically relate to venture capital (please note that some problem areas appear multiple times in the table
as these problems may generate multiple consequences). For example,
poor information disclosure or misleading presentation of information
may affect multiple problem areas related to exploiting information,
exchanging influence, self-serving, or self-dealing.
At the heart of many corporate governance considerations are agency
issues (we present agency issues separately in Table 3.1). In broad terms,
an agent is an individual who possesses actual or implied authorization to
act on behalf of another person or group. The owners of the businesses
(i.e., the shareholders) whom the agents represent are the principals; agents
effectively run firms on behalf of the principals and for their benefit. Agency
problems arise when the goals of agents and principals conflict. There are
two common methods used to align the goals of each side (i.e., LPs and
GPs in venture capital, respectively). The first method relates to linking an
agent’s compensation to their performance. This alignment of goals is only
theoretically safeguarded by LPs by having a performance-based component in their venture capital compensation. As we will examine in more
detail later, this performance-based incentive rarely achieves its desired
effect, as venture capital firms are predominantly compensated by fixed
fees; these fixed fees are the most significant component of a GP’s revenue
stream. The second manner of reducing agency problems involves converting agents into principals by offering them a meaningful ownership stake
in the underlying business. Here again, LPs may supposedly moderate
agency problems by requiring GPs to make financial contributions to the
partnership. Studies confirm that these GP contributions (usually equal to
one percent of the overall capital committed to the fund) do not appear to
be meaningful enough to align the incentives of the two sides; these contributions do not seem to make a difference for GPs in terms of performance. Furthermore, in order to address some of the information

Information N/A
disclosure

• Adequate information is
critical to proper decision
making
• Information disclosure is
likely to affect decision
making
• Information disclosure is
about quality rather than
volume
• Monitoring and control are
achieved by financial audits,
which may not increase
reliability and transparency of
information provided to LPs
• Information disclosure
relates to non-financial
commercial matters (i.e.,
market, competition, trends,
regulations, etc.) and other
compliance areas (i.e., law)

Sub-categories Definitions and comments
(if any)

Areas of
corporate
governance

• In many cases, GP reporting to existing and potential LPs is often perceived as insufficient;
in other cases, it may be misleading
• No reporting standards exist for GPs to adhere to
• LPs customarily deny GPs’ requests for information regarding allocation of carried
interest, partners’ financial compensation packages, allotment of bonuses, equity stake in
GPs, division of partnership profits, and other economic agreements
• GP information disclosure to “public” LPs (i.e., pension funds) continues to be problematic
• GPs typically write up value of their investments; this is difficult to verify for LPs and auditors
• Early returns data from venture capital may be misleading and may not convert into
actual superior long-term performance
• Many investment measures related to performance suggested by venture capital
community (such as IRRs, top-quartile performance, vintage year, gross returns,
and so on) may be misleading
• Information problems by GPs may also extend to other stakeholders in the venture
capital ecosystem (i.e., buyers of investee firms; here, information disclosure problems
may relate to manipulating financial statements of portfolio firms)

Common practices in venture capital firms

A summary of corporate governance and agency issues in venture capital

Table 3.1

Conflict
of interest

Exchanging
influence

Accepting
benefits

Self-policing

Self-dealing

N/A

• Misalignment of financial rewards between GPs and LPs; GPs may excessively focus on
fixed management fees, while LPs seek above-average returns
• Other general areas related to conflicts of interest include cross-investing among various
funds and reinvestment of LPs’ capital
• Transfer of intellectual property between portfolio firms or new firms established by GP

(continued)

• Founding partners may award themselves disproportionate financial rewards
(i.e., salaries, bonuses, and carried interest)
• Founding partners may neglect developing junior partners
• GPs may unduly influence management of portfolio firms to work in their interest
(rather than all shareholders)
• Monitoring and controlling • No budget-approval process
one’s own activities and
• Investment committees are appointed and responsible to the fund manager
conduct
• Investment committees may only include “insiders” whose personal financial interest
may be vested in the current venture capital (VC) model
• Members of investment committees may be unlikely to challenge the VC operating model
• Partners may be unlikely to challenge each other; they rarely override each other’s decisions
• Investment committee's decision processes may not be clear (i.e., unanimous, majority,
or one person-one vote)
• Receiving personal benefits, • GPs may invest LP capital into portfolio firms that they have direct or indirect interest in
which may or may not be
• Early distribution of carried interest may act as advanced “loans”
related to official business
• Carry distributions may be paid out without knowledge regarding the ultimate value
of the fund
• Soliciting benefits in
• GPs may redirect attractive investment opportunities from one partnership to another
exchange for advancing
another individual’s interest

• Conflict of interest may
involve divergence of
interest, personal gain,
favoritism, etc.
• Undermines professional
business judgment
• Causes individuals to lose
impartiality, objectivity,
and fairness
• Using one’s official
professional position to
obtain a benefit

Sub-categories Definitions and comments
(if any)

• Benefiting from knowledge
acquired during business
dealings
Use of
• Personal use of business
business
property of the firm for
property
outright or engaging in a
barter transaction
Improper
• Extending employment
employment
to “own” staff
Related party • Business dealings or
transactions
arrangement between
parties who are connected
by a unique relationship
prior to transaction
• Often lead to fraudulent
behavior, illegal business
practices, misleading financial
information, and scandals
• Difficult to detect

Areas of
corporate
governance

Conflict
of interest

Exploiting
information

(continued)

Table 3.1

• Partners may insist that investee firms extend employment to pre-selected personnel
(i.e., consultants) or related parties
• “Related party transactions” may be poorly defined; limited or no restrictions on GP
activities apply
• GPs may use LPs to invest in deals where they personally and disproportionately benefit
• GPs may use fees to cover expenses unrelated to the current fund

• Asymmetric information may allow GPs to affect assigning specific levels of valuation
to portfolio firms to their benefit (i.e., early distribution of carried interest)
• Presenting information in “special ways” may improve chances of future fundraising
• GPs may use LP capital to cross-subsidize other activities from the existing fund; most
commonly, this relates to fundraising activities
• Such transactions and activities are unlikely to be visible to LPs
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N/A

N/A

Board of
directors

Ownership
and rights

• Corporate governance
includes mechanisms that
define the nature of
ownership and the rights
associated with it
• Ownership is grounded in
commercial laws, the
partnership’s constitutional
documents, and the
shareholders’ agreement

• Important part of
corporate governance and
value creation structure
• Key functions include
hiring and firing of CEO,
approving strategy,
controlling and supervising
senior management,
approving resource use,
establishing internal
policies—these are
“forward” looking activities

(continued)

• Limited actual oversight of venture capital activity by LPs
• Many venture capital firms do not have a formal board of directors; if existing, these
boards are passive, dormant, and inactive and are usually made up of the largest (i.e.,
“anchor” or “lead”) investors
• Smaller LPs may not have rights to appoint members to any of the supervisory functions
(i.e., the board of directors, the investment committee, or the supervisory board)
• LPs rarely work effectively with each other in the same fund
• Investment committee often consists of “insider” directors; if “outsiders” are involved,
they are unlikely to truly contest the majority decisions (GPs normally nominate
external participants)
• Partners in venture capital firms may be unlikely to challenge each other’s investment ideas
• GPs may choose to maximize short-term investments
• GPs may focus on investee firms that yield immediate positive effects and payoffs
• LPs may have limited approval and veto rights
• Existing rights may be poorly enforced; LPs are concerned that their “excessive”
oversight is likely to displease GPs and result in them being omitted from future
fundraising activities

N/A

Agency
problems

Self-serving

Sub-categories Definitions and comments
(if any)

Areas of
corporate
governance

• Most agency problems
relate to separation of
ownership and management
• Arise because goals of agents
and principals diverge
• Agents may be self-serving,
engage in risky behavior,
or avoid risk entirely
• Acting in self-interest and
against the interest of others

(continued)

Table 3.1

• GPs lock-in high level management fees, which allow for high personal income; this
compensation is often unrelated to the performance-based reward scheme
• GPs may or may not contribute own cash to the partnership; if “one percent”
contribution is made, it may not be sufficient to align interests of GPs and LPs
• Common problems relate to “grandstanding” (i.e., disposing shares of portfolio firms
earlier than needed to signal readiness for fundraising; selling shares pre-maturely “leaves
money on the table” for existing LPs) and portfolio valuation based on subjective measures
(i.e., writing up the value of portfolio firms; GPs often engage in “window dressing”)
• Financial audits are prepared on the basis of the value of portfolio firms as per GP
estimate (i.e., no independent verification by auditors); investments are often held at
costs even if reductions in value are warranted
• Financial audits are often “unqualified” (i.e., without any raised issues)
• GPs may exert effort in deals where they have made disproportionately higher personal
investments (whether directly or through GPs)
• Using new LPs to make follow-on deals to support underperforming investee firms from
previous funds
• Partners may dedicate time to deals that allow them the best chances of career advancement

• As academic evidence suggests, the current compensation structure in venture capital
may not remove agency problems between GPs and LPs
• Audits may be unlikely to identify all critical areas unless LPs specifically instruct auditors
to specifically assess targeted areas
• LPs may not be sufficiently compensated with returns from venture capital to continue
supporting many venture capital firms

Common practices in venture capital firms
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asymmetries between the parties, LPs require regular quarterly reporting
from GPs (along with face-to-face meetings) outlining the value of the
portfolio, the statement of account for the partnership, and other details.
Evidence suggests that GPs vary greatly in the quality of their reporting to
LPs. Some LPs receive comprehensive quarterly “board packs,” while others receive incomplete (and often misleading) information. Financial audits
do little to address agency issues as the auditor generally relies on disclosures and statements made by GPs (including valuations of portfolio firms).
Information Disclosure by Venture Capital Firms
Even though we have briefly outlined the problems related to information
disclosure by venture capitalists, we must further discuss this topic, as even
minor challenges here are likely to cumulatively perpetuate problems in
other areas. There are three main themes related to information disclosure.
Firstly, and most importantly, there are a considerable number of lawsuits
against venture capitalists from a wide range of stakeholders in the venture
capital ecosystem (i.e., LPs, entrepreneurs, buyers, etc.) related to weak,
misleading, and even fraudulent information disclosure; note that many of
these lawsuits are settled out of court and, therefore, are not fully scrutinized by the public, academics, researchers, and other LPs. Recent trends
suggest that venture capital firms are reducing access to information for
LPs; information disclosure is simply getting worse. The venture capital
industry follows a long-standing tradition of “keeping information close to
the vest.” The defense of venture capital “secrecy” by limiting access to
information has been quite vigorous. One of the most prominent figures in
the venture capital community recently compared information requests
from LPs to GPs being “harassed.” The problem is becoming so pronounced that many GPs simply refuse to comply with information requests
from LPs, while others go as far as rejecting capital from LPs who require
“excessive” information. Lawsuits against venture capital firms related to
information disclosure typically involve fraudulent disclosure to LPs (often
occurring during fundraising and concerning financial returns and the quality of potential investment opportunities), withholding important information from the purchasers of investee firms, manipulating the financial
statements of portfolio firms, providing “materially false and misleading”
information, distorting information about the quality of portfolio firms,
and so on. Other lawsuits documented by academics concerning LP–GP
relationships relate to illegitimate transfers (transferring intellectual p
 roperty
from one portfolio firm to another), investing capital into firms controlled
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by related parties (or firms where venture capitalists have direct or indirect
interests), redirecting attractive investment opportunities away from one
fund and toward another (and to their own personal benefit; i.e., where a
more profitable carried interest scheme exists), and using capital from one
partnership to “bail out” investee firms from another partnership. Other
studies outline lawsuits related to entrepreneurs or portfolio firms; these are
less related to information disclosure. These include allegations of draining
off wealth from founders, unjustified ownership dilutions, unfair CEO or
founder dismissal, expropriations of portfolio firms’ assets, transferring of
portfolio firms’ specific assets to other firms, and forced mergers between
portfolio firms (often to the benefit of one portfolio firm over another).
The most damaging lawsuits relate to fraudulent “cash transmissions” in
which venture capitalists declared and paid themselves dividends ahead of
their portfolio firms’ bankruptcies. Academics confirm that lawsuits in this
particular area involve some of the biggest players in the venture capital
industry (i.e., Kleiner Perkins, Charles River Ventures, the Carlyle Group,
Citicorp Venture Capital, J.P. Morgan, and the Blackstone Group).
Secondly, the venture capital industry has for some time been without
obligation to disclose information to the public (especially in cases where
the general public is a shareholder in venture capital). Of course, the
exceptions to this are the public funds like KKR, The Carlyle Group, and
The Blackstone Group (see Fig. 3.2 for a description of selected financials). This lack of obligation reflects the fact that GPs solicit capital from
a limited number of LPs, thereby avoiding disclosure requirements related
to public securities under securities laws. Venture capitalists’ non-disclosure agreements also reflect the complex and opaque legal structures
adopted by most GPs. The requirements for information disclosure for
GPs have only recently started to change, as the industry has been increasingly scrutinized in the aftermath of the 2009 financial crisis. Regulators
around the world (including local securities commissions) have focused on
venture capital in order to “gauge particular issues related to performance
reports and cost disclosures.” As a consequence of these investigations,
regulatory actions have highlighted serious legal transgressions in the venture capital industry (as confirmed by academics) related to failing to disclose relevant information, reporting false returns, violating valuation
principles and guidelines, charging fees from portfolio firms, hiring too
many external consultants (being paid by portfolio firms), engaging
directly or indirectly in corruption (particularly with foreign officials in
cases where venture capital firms invest abroad in emerging markets),
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 isallocating fees, and failing to disclose conflicts of interest. The scale of
m
these violations within the venture capital industry is substantial. As an
example, evidence from the United States suggests that more than 50
percent of the investigated venture capital firms were found to violate
some regulations or laws. Investigations have also identified smaller legal
infractions that nevertheless also relate to this “material weakness” in
information disclosure. To make the optics of venture capital disclosure
even worse, LPs often have to rely on “freedom-of-information” l egislation
to gain access to relevant information. When even the world’s largest LPs
(like CalPERS) have problems accessing satisfactory information, these
problems become significantly more pronounced for smaller LPs.
Lastly, it is important to recognize that there is a delicate balance
between “the-right-to-know” and “the need for confidentiality.” Venture
capitalists often state that their need for secrecy, privacy, and silence relates
to their unsubstantiated claims that they are able to find more investment
“winners,” operate more efficiently, and generate above-average returns
out of the public eye. These arguments appear incorrect, as venture capital
has underperformed in recent years. It may appear that the lack of transparency and disclosure in venture capital aids only to dis-illuminate venture
capital underperformance and perhaps delay the reaction of LPs in properly
assessing their GPs rather than dilute the GPs’ competitive advantage in
the marketplace. One aspect of “secretive” investing that does hold true
(although this argument is rarely used by venture capitalists) is that untimely
disclosure of information may negatively affect the value of portfolio firms.
Of course, without proper information disclosure, LPs are unable to
properly conduct their own oversight of investment activities and suitably
perform their own fiduciary responsibilities. Recent legislation, to the discontent of the venture capital community, seems to strike the right balance
between protecting the confidential information of venture capital-backed
portfolio firms while requiring venture capital firms to fully disclose information related to their management fees and performance.
Legal Documentation in the Venture Capital Structure
Any legal structure requires appropriate legal documentation to animate all
the relationships. A venture capital partnership is no exception. The most
important document in the venture capital construct is the partnership
agreement between a specific GP and LPs; this sets out the rights, responsibilities, and obligations of each party. The second critical agreement
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signed by LPs and the GP is the management agreement, which describes
the more operational aspects of the partnership. There are also the socalled side letters, or documents, signed between the GP and LPs, which
are signed outside of the partnership agreement; these outline any additional terms that the LPs may want to include and benefit from. Of course,
if all LPs request the same provisions, they will be written into the partnership agreement at the final close.
The covenants included in the partnership agreement normally refer to
two major types of operational provisions, namely, investment restrictions
and fund operations. Investment restrictions are normally connected with
the size of investment, the timing of investment, the amount of leverage
used in deals, the level of co-investment or syndication, reinvestment of
capital, the distribution of realized profits, follow-on investments, bailing
out of underperforming investee firms, and so on. Fund operations relate
to the GPs’ co-investment rights, the timing of drawdowns, the expected
timing of exit, the sale of the GPs’ fund interest to other parties, extension
of the fund’s life, changes to key personnel, restrictions on fundraising,
release of information to the general public associated with the partnership
and LPs, removal of GPs in “for-cause” or “without cause” cases, withdrawal from funding the partnership, and so on. It should be noted that
the vast majority of clauses included in the partnership agreement essentially relate to various legal procedures related to capital contributions,
transfer of partnership interest, duration and liquidation of partnership,
distribution of profits, allocations of net gains or losses, and so on. While
such operational and legal aspects of share movement are important, none
of these clauses are principally developed with the objective of resolving,
moderating, or minimizing corporate governance and agency issues. While
research has confirmed the presence of various legal covenants in LP agreements in venture capital, academics are less sure about the actual usage and
enforceability of these covenants. Various industry reports and academic studies suggest that these covenants do not constitute sufficient protection for
LPs against the wide range of GP behaviors. While LP protections are written
into most partnership agreements, they are poorly used. LPs essentially fail at
executing these rights and protections for various behavioral reasons.
As noted above, some behavioral characteristics of GPs are likely to influence the GP–LP interaction. Firstly, GPs generally do not want any interference, supervision, or guidance from LPs; they often make it clear to LPs that
their oversight and requests for full disclosure may not be welcome and may
even result in a “deal breaker” and the cessation of further relationship building (cases such as University of California vs. Sequoia Capital, or University
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of Michigan vs. Charles River Ventures demonstrate this well). GPs prefer
LPs view them as “knowledgeable” or “expert” and fully trust them. LPs are
often allowed into funds only if they “promise” not to interfere with the
operations of the partnership and to limit their information requests to a
bare minimum. GPs also tend to avoid new LPs or novice LPs unless they
have no other fundraising choices. GPs claim that new or novice LPs do not
know the venture capital business and, consequently, tend to exert excessive
supervision, demand unnecessary reporting, or request extra regulations
(coincidentally, these LPs seem to exhibit the right business instincts vis-à-vis
GPs, as these are the key mechanisms that need to be secured by LPs).
Furthermore, many novice LPs often believe that venture capital funds need
more regulation, supervision, scrutiny, and inspection. Over-active and overanxious LPs can be unduly “punished” by GPs by not being invited into
subsequent funds or not being offered certain rights granted to another,
perhaps less inquisitive LPs (such as co-investment rights into specific
investee firms). Secondly, GPs prefer to retain existing LPs as follow-on
investors. GPs often claim that these LPs are more comfortable with them,
and that “seasoned” LPs cause less trouble for GPs by not asking uncomfortable questions, raising difficult concerns, verifying numbers, voicing
their opinions on GP conduct and business judgment, and so on. GPs often
strategically use these “seasoned” LPs to set the standard and tone for
incoming LPs; consequently, new LPs come under the protective wings of
the “seasoned” LPs, who often exhibit a “herding” mentality and appear to
lose their business instincts with respect to GPs (the “seasoned” LPs habitually develop “venture capital scotoma” for GPs—a blind spot). The novice
LPs subsequently refrain from raising issues when they observe that
“seasoned” LPs are not noting, recording, or signaling any concerns. Of
course, when more “experienced” LPs accept and tolerate certain GP practices and behaviors, novice LPs tend to “go along to get along.” Consequently,
“seasoned” and novice investors fall into the same trap; they take their eyes
“off-the-ball” with respect to GPs.

Compensation in Venture Capital
A growing corpus of academic literature highlights that the current compensation structure in venture capital creates significant misalignment,
incongruence, and conflict of interest between GPs and LPs. Academics
argue that, historically, this compensation structure was suitable when venture capital funds were relatively small; in the early days of industry
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development, management fees reflected actual operating expenses.
Furthermore, academic evidence confirms that the majority of the revenue
stream generated by GPs comes from non-performance-based charges (i.e.,
management fee, transaction fees, advisory fees, and so on) as opposed to
variable performance rewards (i.e., carried interest). Studies indicate that
fixed fees can be as high as two-thirds of the overall venture capital compensation1 (note that venture capital funds covered in academic studies are of
an average size; it is important to note this fact because it may be widely, but
mistakenly, understood that only exceptionally large venture capital funds
are able to live off of fixed fees). Venture capital firms actually live off of
fixed management fees and may not greatly benefit from performancebased financial rewards (as they frequently claim). As we noted in Chap. 2,
total management fees paid to venture capital firms are equal to about $24
billion per annum. Fixed fees are in fact more than sufficient to generate
handsome profit for GPs. These fees appear to guide GPs’ behavioral patterns and help to explain GPs’ propensity for fundraising follow-on funds as
quickly as possible (evidence confirms that GPs are able to raise new venture capital funds every three to five years). Academic studies also note that
the overall payout of venture capital compensation (in whatever form) can
be easily influenced by GPs. Of course, there are GPs that generate strong
carried interest payouts in addition to management fees (see Fig. 3.2, which
describes the cases of KKR, the Carlyle Group, and the Blackstone Group).
We view venture capital compensation in the context of five observations. Firstly, GP compensation is complex and based upon numerous
interrelated financial components. Venture capital compensation is based
on both non-performance and performance-based structures. The most
common compensation in venture capital is “2/20,” which denotes a two
percent fixed fee and a 20 percent performance-based reward; this is the
most lucrative financial structure in the entire financial industry. Managers
of mutual funds also rely on a similar percentage of fixed compensation,
but only venture capitalists are compensated with carried interest. While
mutual fund managers commonly receive between 1.5 and 2.5 percent of
the invested value (or net asset value) per annum, this amount may well
exceed five percent for venture capitalists (including carried interest), even
if they have not generated returns better than in public markets. This compensation structure has been pervasive in venture capital in the last four
decades. The 2/20 arrangement may also be presented as a “2/20/1”
structure, which denotes that GPs may hold one percent ownership in the
partnership in addition to the other compensation components.
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As noted above, academics have conjectured that a proper alignment of
goals and objectives would go a long way toward reducing agency and
corporate governance challenges. Of course, if structured well, venture
capital compensation may also potentially play an instrumental role in
developing a sustainable financial ecosystem that would benefit both GPs
and LPs. Unfortunately, this has not been the case. The current
compensation structure in venture capital is inequitable, one-sided, misaligned, and discriminatory to LPs. In a nutshell, the compensation
scheme does not seem to benefit LPs, but serves GPs extremely well. The
combination of a high fixed fee and “gratuity-like” variable performance
means that GPs get lucrative financial premiums whether or not they actually generate above-average financial returns (in accordance with the “venture capital promise”). Unfortunately, research evidence points to a major
disconnect between performance and compensation; this detachment is
similar in nature to other academic evidence related to CEOs’ performance and their compensation, mutual fund managers’ accomplishments
and their compensation, and so on.
Secondly, academics recognize that GPs’ financial compensation may be
viewed as an option contract. As noted above, the management fee is usually equal to two percent, which implies an inherent and significant absolute
value to owning and operating a venture capital partnership; if we assume
that a venture capital firm manages $500 million and charges a two percent
fee during the ten-year life of the fund, the value of the option contract is
equal to $100 million. GPs generally act in the most cautious manner possible so as to preserve, maintain, realize, and collect this fixed compensation. The fee is typically locked-in by GPs for a period of at least ten years
(many venture capital firms take much longer to liquidate their venture
capital funds and charge additional fees during the extended time period).
Academics observe that performance-based compensation gives rise to an
implicit incentive to disproportionately increase investment risk given that
GPs have already secured the fixed fee; this represents an example of moral
hazard in venture capital, directly related to GPs’ residual claim. GPs do
not risk losing anything by engaging in additional incremental risks. In
venture capital terminology, GPs’ “downside” is fully protected by the virtue of locked-in management fees, while the performance-based fee provides additional “upside potential” (which may be significant if it is actually
realized). The investment attitude presented by venture capitalists may be
as follows: “GPs win if they are successful, but they do not lose if they are
not.” Such a compensation structure cannot be described as one that aligns
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the interests of GPs and LPs. In practical terms, it implies that a combination of a high guaranteed fixed fee and carried interest provides an economic incentive for GPs to target investment “mega-hits.” Under such
conditions, GPs effectively engage in “risk shifting” to LPs, which are ultimately “punished” by poor returns if the investment bets do not materialize. Of course, there is no “systemic penalty” for non-performance. In a
nutshell, GPs cannot do any worse financially than the value of cumulative
fees captured throughout the life of the fund.
Third, we need to scrutinize venture capital compensation in view of
the “venture capital promise”—namely, that venture capitalists pledge to
deliver financial returns in excess of those available from public markets.
LPs normally expect to receive, at minimum, a three percent “illiquidity
premium” from venture capitalists.
Fourth, venture capital compensation has been treated by academics,
public officials, LPs, and venture capitalists themselves as a forbidden or
“taboo” discussion topic. There has been extraordinarily little academic coverage on this subject matter over the years (note that this may only be partially explained by the confidential nature of LPs agreements in venture
capital)—hence, our extended discussion here. Until about 2009, there had
been only four academic studies in this area; the academic coverage has marginally improved in the last five years with notable reports and academic
publications, but these have surfaced mostly outside of the traditional channel of mainstream academic finance (the most comprehensive studies have
actually appeared in law journals, management quarterlies, and trade reports).
Many times, academic studies tend to complicate the subject matter by providing confusing conclusions. For example, researchers conclude that “paying higher fees in venture capital does not lead to worse performance.” In
other studies, academics focus on venture capital compensation and “gross
returns” when only “net returns” matter to LPs (as they represent the actual
profits distributed to them from GPs). Public officials, on the other hand,
seem interested in venture capital and compensation only during times of
crisis; only then do they appear interested in understanding the actual impact
of venture capital on entrepreneurship and economic development. The
eagerness of public officials to introduce changes and regulatory frameworks
diminishes considerably in other, non-crisis times. LPs are reluctant to raise
the topic of changes to compensation structures with GPs out of fear of
being omitted from subsequent rounds of fundraising and not meeting their
allocation targets. Some GPs, in order to better differentiate themselves from
an average money-losing GP, have become more aggressive in setting their
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compensation structures by insisting upon higher fixed fees (i.e., an increase
to three percentage points) and higher carried interest allocations (an increase
to 30 percentage points). Evidence suggests this market “skimming” strategy is especially pronounced during fundraising booms. During boom times,
GPs are often able to successfully “persuade” LPs to relax some of the other
contractual provisions in their partnership agreements.
Lastly, there is public perception. As noted in Chap. 1, the mainstream
media promote venture capital by illustrating its sporadic and irregular
successes. The growth of venture capital is based on its false but widely
believed reputation of exceptional financial performance. In their coverage,
business newspapers and magazines have often mythologized venture capital
firms. As an extension of these claims, the general public is often led to
believe that venture capitalists are rewarded based on their performance and
for directing their LPs’ capital into high-risk, high-return investment opportunities that generate significant above-average returns. This public perception is not correct. As academic evidence illustrates, on average, venture
capitalists receive the vast majority of compensation from fixed fees rather
than from performance-based rewards (of course, exceptions are duly noted).
Components of Venture Capital Compensation
There are five components to the venture capital compensation model: the
GP’s cash contribution into the partnership, the management fee, the success payment, the various distribution arrangements and rules, and the
“basic-return” rate. Venture capital firms may also engage in other revenue-generating activities. Of course, various trade-offs between these five
components are possible. Research confirms that more experienced GPs, as
well as those aiming to invest in “higher-risk” industries (e.g., “high-tech”
or early-stage investee firms), prefer higher performance fees and lower
fixed fees, while novice or risk-averse GPs prefer the opposite (i.e., higher
fixed fees and lower incentive rewards). Additionally, research confirms
that GPs operating the largest funds have slightly lower fixed fees (equal to
about one percent since dollar amounts received in annual fees would be
prohibitively excessive). Moreover, GPs operating in opaque legal environments (i.e., emerging markets) tend to draw higher management fees.
LPs normally provide 99 percent of capital to the venture capital partnership (note that LPs may provide 100 percent of capital to newly created funds
or even follow-on funds from previously created new funds, which implies
that GPs may avoid the one percent contribution for at least two subsequent

88

D. KLONOWSKI

fundraising activities). LPs require that GPs make a contribution to the partnership in order to better align their incentives. While LPs generally believe
that the GPs’ contribution assures proper “skin in the game” (GPs seem to
have “something to lose” if the fund underperforms), GPs may treat this
contribution as the cost of doing business and securing a ten-year management contract (in the case of a $500 million fund, GPs may “pay” $5 million
to secure $100 million in management fees). Of course, this motivation and
alignment structure is less optimal compared to what LPs may naively
anticipate. GPs themselves may simply borrow the necessary funds to make
their one percent contribution into the partnership or simply delay the payment until sufficient excess management fees are paid or other revenue
streams appear. In the case of borrowing the necessary funds, contributions
into the partnerships may be later repaid to the bank from profits generated
by GPs (i.e., excess of annual management fees over operating expenses), offbalance sheet revenue streams that GPs generate (i.e., transaction, monitoring, or other fees as noted below), salaries, bonus payments, early distributions
of carried interest, or other sources. In any case, GPs’ contributions are ultimately “paid” for by LPs and rarely come from venture capitalists’ own pockets. Some contributions may also come from fees charged by the portfolio
investee. In the case of a legal structure involving the founder partner (i.e., a
vehicle that receives carried interest distributions), these contributions may
be paid by the founder partner (note that cash is directed to this vehicle from
GPs). Tax optimization occurs since any revenue from carried interest is
reduced by the relevant cost (i.e., the contribution that the founder partner
has made into the partnership effectively using LPs’ money) in order to
reduce the founder partner’s taxable base; in other words, the founder partner pays less tax. In addition, in order to achieve full protection of their financial interests, GPs acquire suitable insurance that protects them against any
losses of capital under management, thereby limiting any downside risk for
the partnership and themselves (of course, the cost of insurance is indirectly
covered by LPs). Such insurance provides indemnity for GPs against any
“credibility loss” in the marketplace, as any underperformance is only likely
to temporarily deter them from raising another fund. In other (quite common) circumstances, GPs may simply not be required by LPs to commit any
capital of their own to the partnership, or may simply refuse to do it.
Secondly, LPs pay an annual fixed, flat management fee equal to one to
three percent of capital committed to the partnership; this represents risk-
free compensation for GPs (subject, of course, to some extreme provisions
and conditions that may lead to cancellation or termination of the partnership agreement). This payment does not change with economic cycles; it
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is economic “cycle-protected.” As noted by academics, the rules and regulations related to fixed fees in the partnership agreement are often quite
complex in comparison to carried interest regulations (which appear to be
quite simple). The complexity of fixed fee arrangements signifies a desire
by GPs to “guarantee” this compensation at any cost and in all circumstances. The many complex rules and regulations work in GPs’ favor
because LPs have a difficult time challenging them—yet another area of
misalignment between GPs and LPs. Management fees are usually payable
in advance and in quarterly installments so as to cover GPs’ salaries, travel,
rent, due diligence, reporting, insurance, audit costs, and other expenses.
These fees are more than sufficient to cover the fund’s operating costs,
especially when GPs simultaneously operate multiple funds (note that for
smaller venture capital firms operating below $250 million, the fixed fee
may be more related to their actual operating budget, thereby providing
them with accurate incentives to seek performance-based financial
rewards). Since management fees normally exceed operating costs, GPs
may secure significant annual profits, which can generously accumulate
over time (of course, these cumulative profits do not correlate with performance); this can result in a substantial financial windfall for venture capitalists at the end of the useful life of the fund. This compensation model is
so financially robust for GPs that, in most cases, they do not even engage
in the process of forecasting their future expenses (operating costs in venture capital firms are quite stable and predictable). Of course, GPs may
retain their cumulative profits for some time in anticipation of success (or
lack thereof) in the next rounds of fundraising. For example, if they secure
a follow-on fund, they may freely pay themselves from these accumulated
profits as the next set of LPs would effectively cover their operating costs;
if they anticipate delays in fundraising, they may delay any distributions
until later. In a nutshell, GPs can accumulate profits until their concerns
related to follow-on fundraising are resolved. Box 3.1 provides a real case
example from a European venture capital firm of the cumulative financial
effects of fixed management fees, operating costs, and GP profits.
It is also important to note that GPs are often able to operate their businesses without adding substantial incremental expenses to their operating
budget (even if they raise another fund). In some situations, there may be
reduced percentage fees (i.e., a “flexible flat fee”), which decline either by 10
or 25 basis points per annum beginning in year six (the first five years are
often treated as an “investment period” for GPs), by a flat amount of 50 basis
points from a specific moment in time (most commonly after five years), or
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Box 3.1 Cumulative Effects of Fees and Operating Costs on GP
Profits in a European Venture Capital Firm
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In 2011, a European venture capital firm (here called Innovative Capital,
or IC, to avoid disclosing its identity) successfully completed its first
round of fundraising equal to $384 million. The fund was established by
four partners, all with significant international industry experience. The
objective of the fund was to focus on a number of countries in Europe
with strong inflows of high-quality investment projects and robust
entrepreneurial climates. Consequently, the firms established a central
office in one country in Continental Europe and two satellite offices in
other countries. The initial costs of operating the fund were equal to
about $6.7 million. IC negotiated a two percent fixed fee, which was
expected to decline to 1.5 percent in the ninth year of operations (i.e.,
the investment period was effectively equal to eight years). In 2013 and
2015, IC raised two more funds, with the first fund worth $252.0 million in 2013 and the subsequent fund equal to $288.0 million in 2015;
by the end of 2015, IC had $924.0 million under management. About
50 percent of LPs from the first fund subsequently joined the second
fund. The compensation terms for the second fund were lower in comparison to the first one; the investment period was defined as five years,
after which the two percent fee declined to 1.5 percent. By the end of
2019, the operating costs of the two funds were expected to equal $8.4
million. Note that IC did not achieve any exits from its portfolio firms
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Box 3.1 (continued)

by the time the second fund was raised; LPs did not know what the
actual returns of the fund were prior to its subsequent fundraising. IC is
expected to raise its fourth fund (targeted at $600.0 million) in 2020.
We can make a number of observations about this fund in connection to its operating costs, management fees, and GPs’ cumulative
profits. Firstly, the value of annual fixed fees increased from $7.7 million in 2011 to $18.5 million in 2015 (this same level will also be
achieved in 2016 and 2017). If IC has a successful fundraising in
2020, the total amount of fees would increase to about $20 million
per annum, with a peak of $25.9 million in 2020. Secondly, the operating costs of IC were relatively fixed (equal to $8.5 million
per annum) and increased by small amounts from year to year (about
one to five percent per annum). The largest percentage increases
(equal to about ten percent) were experienced during and after successful fundraising. Third, IC has been able to generate a profit at the
GP level. The initial GP profits (the difference between charged fees
and operating costs) were around $0.5 million in 2008, but improved
to $9.5 million in 2015; this profit is expected to peak at $13.9 million in 2020. The cumulative effect of these fees for IC is surprising.
By 2019, IC’s cumulative profits are expected to equal $49.0 million.
This amount would be reduced by $9.2 million if we consider that
the fund had to make a one percent contribution to the fund (which
technically comes from LPs). The adjusted figure would equal $30.5
million—this is the amount that a GP can direct for its own use (covering expenses, paying additional bonuses, and distributing profits to
its partners). If IC successfully raises the 2020 fund, by the end of
2024, it would generate cumulative profits of about $81.6 million
(this amount would be equal to $57.2 million when adjusted for coinvestment contributions). Note that the level of these fees is unrelated to the actual level of performance; in others words, these are the
fees paid to IC before any distribution of carried interest. Please note
that even if we assume that IC delays its fundraising for two years or
never raises another fund (and moderately reduces its operating
costs), it would still generate cumulative profits of $57.6 million or
$21.6 million, respectively (without adjusting for co-investment payments). Lastly, as already noted, IC will have no problem meeting its
(continued)
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Box 3.1 (continued)

one percent contributions to its funds. The total contribution to the
partnership would equal $9.2 million for its first three funds and
$15.2 million for all funds (including the anticipated 2020
fundraising). In a nutshell, no money out of the pocket for the partners is necessary to cover these one percent co-investment
contributions.
Note: This case study was developed on the basis of information
obtained from a European venture capital fund. Names and dates
were changed to protect the anonymity of the fund. Certain assumptions were made regarding the missing historical and future data on
the basis of available information.

by five or ten percentage points per annum from the outset. Another scheme
may involve retaining the same level of management fee (i.e., two percent),
which can then be calculated in relation to different “reference amounts”
(whether it be net invested capital or a market value of the portfolio; usually
the lower of the two values is selected). Changing the basis of compensation
to net invested capital (which is equal to the amount of actual investment less
any returned capital) may actually prevent GPs from dealing with underperforming portfolio firms or “living dead” deals because disposing of these
investments at compromised values or liquidating them outright would
effectively lower fees (this is because returned capital reduces net invested
capital). GPs may also offer discounts on a percentage fee to LPs on the basis
of the amount of contributed capital (i.e., larger contributions may command “big bird” or “large investor” discounts), on the timing of contributions into the partnership (i.e., early entrants often enjoy “early bird” or “first
close” discounts), or on the basis of participation in subsequent funds (i.e.,
“loyalty” discounts); these discounts tend to range from a half to one percent. Other fixed-fee structures may involve a combination of the different
schemes described above.
Evidence from public venture capital firms (such as KKR, the Carlyle
Group, and the Blackstone Group) further supports the notion that venture capital firms can easily and comfortably live off of management fees
and generate strong annual net profit (see Fig. 3.2). Whatever these, funds
generated from carried interest represent an extra bonus (which in the case
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of the above-mentioned funds is quite substantial and exceeds average
annual and cumulative profits), while their downside is fully protected by
management fees. For example, on average, during the 11-year period
between 2004 and 2014, the Blackstone Group has generated profit equal
to $123.0 million per annum (maximum = $287.1 million in 2006; minimum $46.2 million in 2010). The total cumulative profits based on management fees alone during this period for the Blackstone Group are equal
to $1.3 billion. For KKR, the accumulated profits are equal to $1.7 billion
for a period of eight years (maximum annual profit = $416.4 million in
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Fig. 3.2 Financial characteristics of KKR, the Carlyle Group, and the Blackstone
Group for venture capital
Note that revenues, operating costs, profits, and realized carried interest are presented as annual averages in relevant time periodss For KKR, the time period of
analysis is equal to eight years; for the Carlyle Group, six years; and for the
Blackstone Group, 11 years. Total cumulative profits and realized carried interest
are calculated in relevant time periods. The total capital under management relates
to 2014. 1Relevant fee credits apply. 2The Blackstone Group combines management and advisory fees into a single number
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Fig. 3.2 (continued)
Source: annual reports and IPO prospectuses [see www.kkr.com, www.carlyle.com,
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2007; minimum $151.6 million in 2014; average annual profit = $210.3
million), while the Carlyle Group earned $0.7 billion for a period equal to
six years (maximum annual profit = $182.0 million in 2010; minimum
$41.0 million in 2013; average annual profit = $121.9 million).
Thirdly, LPs rely on a reward structure to encourage GPs to achieve
above-average financial success. This motivational scheme is referred to as
“carried interest,” or simply “carry.” Carried interest aims to better align
incentives between GPs and LPs. Under the terms of carried interest
arrangements, LPs receive 80 percent of profit generated by the partnership (profits are defined as the difference between the net realized value of
the fund and the value of initial capital contributions made by LPs to the
partnership), while GPs receive the remaining 20 percent. As we note
below, various legal arrangements may change this 80/20 split.
Academics confirm that LPs are inferior at keeping track of the amount
of cash paid out to venture capital firms in the form of carried interest and
often lack a historical perspective on this matter. Moreover, LPs also do
not seem to verify and confirm the monetary amounts they receive from
GPs, which are presented to them net of carried interest. The laisse-faire
approach toward carried interest by LPs reflects at least three perspectives.
Firstly, LPs are dismissive of carried interest because paying it confirms
that they have made at least some profit; it is a confirmation of investment
success. Secondly, LPs view carried interest as “an allocation of profits”
between partners doing business. This view is further perpetuated by the
accounting profession (especially in the United States), where carried
interest is not regarded as an expense to LPs. Thirdly, LPs dislike the
logistical problems of tracking carried interest values given their often vast
commitments to a significant number of venture capital firms (e.g.,
CalPERs has investments in about 250 venture capital funds). Of course,
these arguments are relatively weak since the amount of carried interest
paid out fundamentally changes the net amounts LPs receive; it is a cost of
doing business.
Academics confirm that significant carried interest may be paid even if
limited profits are generated. A simple example demonstrates this. Let’s
assume that a pension fund has invested in multiple venture capital funds
and that these funds are equally represented by two groups: funds A (underperforming funds) and funds B (profitable funds). Funds A generated a loss
of 20 percent (funds A generated only $800 million from its initial $1 billion) and funds B realized $1.1 billion in value ($100 million profit).
Applying the 2/20 rule, the pension fund would have lost six percent on its
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$2 billion investment (i.e., a $120 million loss) and had to pay $20 million
in carried interest.
Fourthly, there are various arrangements and rules, which relate to the
actual distribution of carried interest to GPs, or, in other words, how
carried interest is paid to GPs (note that GPs have an inherent personal
incentive to maximize total distributions as early as possible in the venture
capital investment process). Broadly speaking, these rules apply to the timing of carried interest payments (i.e., when payments are triggered), the
payment value (i.e., how much is actually distributed), the payment basis
(i.e., how distributions are calculated), and so on. The arrangements and
rules around this topic are often poorly defined in partnership agreements,
but are inherently valuable to GPs (they have significant economic value,
as previously noted). For example, a significant amount of economic value
may be generated by GPs through a “catch-up” arrangement—this relates
to the priority of distribution of profits. The initial return (equal to the
amount of invested capital) goes to LPs; then, LPs receive a preferential
return; then, the remaining 100 percent of capital goes toward GPs until
the value of all distributions is equal to 20 percent; then, the remaining
capital gets split 80/20. Among other things, this means that GPs receive
significant value from the partnership before the 80/20 rule actually kicks
into the distribution calculations. Such an arrangement effectively “circumvents” the “80/20 rule.”
There are four major carried interest distribution schemes: “entire-
fund-carry” arrangements (i.e., carry distributions are paid at the end of
the partnership; these are common in Europe), “deal-by-deal” carried
interest schemes (i.e., GPs receive carried interest upon realization of each
successful deal; these are predominantly used in the United States and may
be less common elsewhere), “meet-the-threshold” schemes (i.e., distributions are paid when the net asset value exceeds certain levels), and “priority
capital” structures (i.e., carry distributions are only made to GPs after LPs
receive their full capital). The first carried interest scheme is straightforward to implement, execute, and monitor because financial rewards are
only distributed to GPs at the end of the fund when all realizations have
been made and all costs have been accounted for. In the second scheme,
GPs receive a percentage of each distribution as investee firms are profitably realized, subject to a portion of distribution proceeds being placed
into an “escrow account.” The biggest disadvantage of this scheme is that
it encourages venture capitalists to focus on deals potentially yielding
lucrative financial returns for GPs while ignoring lesser performing portfolio firms. In the “meet-the-threshold” arrangement, GPs receive carry
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distribution when the net asset value of the partnership (after accounting
for carry distributions to GPs) exceeds a certain predetermined value
threshold (i.e., 100 percent, 125 percent, or 150 percent of the net asset
value of the fund) or on the basis of a pre-arranged distribution formula.
The lower the threshold, the sooner carried interest payments are made to
GPs. In both early-distribution schemes (i.e., “deal-by-deal” and “meet-
the-threshold”), GPs pocket carry distributions without regard for the
actual performance of the entire fund; there is also a risk that GPs may be
overpaid early on in the life of the fund. Since there is an industry-wide
practice of systematically inflating the values of portfolio firms (especially
in the early years of the fund to signal readiness for additional fundraising),
GPs effectively declare the value and timing of carry distributions for
themselves, by themselves. Academics claim that these two carry distribution schemes may effectively act as “interest-free” loans to GPs. Within
these two arrangements, GPs initially receive a disproportionate share of
the partnership’s profits; GPs may be chronically overpaid and may only
return these overpayments once the partnership is wound up. While claw-
back provisions (which refer to the act of returning any unearned capital
to LPs) apply when profit distributions are eventually equalized or normalized, LPs’ experience suggests that extracting unwarranted GP distributions is not always a straightforward process (e.g., GPs would have
likely already paid some taxes on these distributions and this could complicate unwinding payments to GPs). In the “priority capital” carried
interest distribution structures, GPs wait for any carried interest until LPs
receive their capital back (plus any “preferred returns” if applicable).
Fifthly, there is the hurdle rate, another important component of the
financial agreement between LPs and GPs. The hurdle rate (often also
referred to as a “preferred return” or “preferential return”) is defined as a
minimum “priority” rate of return on the initial capital that is paid to LPs
before GPs are entitled to receive their carried interest allocation of 20
percent. The minimum hurdle rate is set at the level of a small annual rate
or risk-free rate of return (i.e., a return offered on treasury bills). This
preferential rate often ranges between five and ten percent for the entire
ten-year holding period (i.e., with an average being eight percent).
Academic studies suggest that this component of venture capital compensation actually incentivizes venture capitalists to undertake more risk than
they would otherwise pursue.
Furthermore, as noted above, GPs can be quite creative in generating
other revenue streams that benefit themselves. Note that such activities are
often not fully disclosed to LPs, or if disclosed, may not be shared with
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LPs. Unfortunately, this incremental revenue is frequently secured from
the investee firms GPs typically aim to support. These payments appear
idiosyncratic, odd, unjustifiable, and controversial since GPs are already
compensated through their management fee for exerting their investment
efforts; GPs effectively extract capital from the portfolio firms they aim to
financially support. These payments are also difficult to anticipate since the
arrangements are entered ex post into the GP/LP contracts. Specifically,
GPs may extract transaction, monitoring, and service fees from their
investee firms (note that transaction fees are most typical in buyout funds
and less common in traditional venture capital funds). Transaction fees
(equal to one to two percent of the transaction value) are similar to fees
that an investee firm would likely pay to an advisory or consulting firm for
a specific financial transaction such as executing a merger or acquisition,
arranging debt or equity, and so on. Since the GPs orchestrate and navigate a specific transaction on behalf of, but also with the assistance of,
investee firms, they deem themselves entitled to collect associated advisory
or consulting fees. Monitoring fees (often called “board fees”), on the
other hand, reflect GPs’ effort and hands-on “contribution” to investee
firms. These fees are relatively sizeable and can equal to one to five percent
of EBITDA (earnings before interest, taxes, depreciation, and amortization), EBIT (earnings before interest and taxes), or EAT (earnings after
taxes). Note that these fees are often “accelerated” when the holding
period of investee firms is shorter than anticipated by venture capitalists
(e.g., when an exit occurs earlier). Intriguingly, certain GPs have been
found to charge these board fees in the face of their portfolio firms entering into bankruptcy proceedings (i.e., the case of alleged Bain Capital’s
behavior in Cambridge Industries). Moreover, GPs may “pocket”
substantial discounts on services they purchase from external parties such
as lawyers, accountants, and various other advisors. GPs do not redirect or
flow these cost savings back to the partnership, but rather consume them
for their own benefit in other transactions. Evidence from public venture
capital firms suggests that venture capital funds are able to charge substantial monitoring and advisory fees. KRR, for example, has generated, on
average, $186.2 million per annum in monitoring and transaction fees
(net of fee credits)—this amounts to cumulative revenue from monitoring
and transaction fees equal to $1489.2 million in eight years (net of fee
credits). See Fig. 3.2 for further details on fees for KKR as well as two
other public venture capital firms.
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The Distortion of LP Behaviors
As we alluded to earlier in the chapter, the current structural framework in
the venture capital industry would not have existed if not for LPs’ defective behavior, which permits, perpetuates, and even encourages the
malfunctioning configuration of the venture capital model. At the same
time, we do not wish to imply here that LPs are solely responsible for the
current structure of venture capital. By maintaining steady allocations to
venture capital and permitting GPs to raise larger funds, LPs are effectively
harming themselves.
The destructive behavior demonstrated by LPs occurs at three different
levels. First, LPs continue to supply capital to underperforming GPs. The
size of this misallocation can be staggering. On average, LPs commit
about $400 billion per annum into venture capital. Given that the average
venture capital firm fails to return capital after accounting for management
fees and other charges, the misallocation may run as high as $200 billion
per annum, equal to 50 percent of venture capital allocation and representing a capital flow from LPs to a sub-optimal pool of GPs. Most discouragingly, such misallocations often reflect LPs’ internal policy
considerations, which reflect a “must-invest” investment orientation or
capital disposition. It is important to note that these misallocations are
habitual, continual, and persistent.
Secondly, LPs fail to perform effective due diligence on GPs. This weakness occurs on a wide range of analytical fronts. LPs often do not have the
appropriate experience, know-how, expertise, and robustness to properly
oversee GPs. In a nutshell, LPs tend to dedicate their capital toward “investment schemes” without sufficiently understanding their components,
structures, mechanisms, and incentive levers. LPs, who sit on the supervisory boards, advisory boards, or investment committees of the venture
capital funds they invest in, typically expect GPs to conduct in-depth,
detail-oriented, and disciplined due diligence on their investee firms, but at
the same time these LPs fail to apply these same methodological standards
to investigating GPs. Some of the most critical areas of LPs’ neglect relate
to understanding GPs’ actual cost base and structure (i.e., whether GPs
actually make sufficient profits on fees alone), the salary structure of the
investment team (founding partners usually pay themselves excessive salaries and bonuses in comparison to other junior partners and often retain
the full or the majority control of GPs), the distribution of carried interest
among partners (founding partners often take a disproportionate allocation
of carried interest based on their fundraising success; see Box 3.2 for a case
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discussion later in the chapter), succession planning (founding partners
inadequately plan to transition junior partners into management roles),
and the actual performance of the fund. On the topic of actual fund performance, initial returns are not indicative of the actual performance. More
importantly, some performance measures of venture capital returns are not
evidenced to persist over time and cannot be viewed as predictors of future
performance; for example, GPs often use peak internal rate of returns
(IRRs), which are achieved by “flipping” investee firms in order to raise
subsequent follow-on funds.
Third, LPs do not appear to negotiate sufficient rights in their partnership agreements to properly, responsibly, and effectively monitor GPs’ activities. LPs often fail to secure sufficient information about the actual
performance of their funds; very few LPs receive quarterly board packs from
GPs that are detailed enough to properly assess GP performance. Moreover,
LPs do not actively and directly participate in the fund, be it by sitting on
supervisory boards, investment committees, boards of directors, or advisory
boards. LPs also lack the right to approve GPs’ annual budgets.

The Ultimate Decision Makers in Venture Capital:
The Investment Committee
An investment committee is a formal collection of individuals appointed
by and responsible to the fund manager (not the partnership as noted in
Fig. 3.1) that has the power to legally bind the venture capital firm toward
executing a deal with investee firms (note that venture capitalists negotiating with entrepreneurs do not have this right). The final authority to make
investment decisions rests with this group. Members of the investment
committee should ensure that “misfit” investment opportunities (i.e., proposals that are unattractive or simply unsuitable for funds) are rejected
quickly and early in the investment process, that deal teams secure the
right legal and business protections, and that key business assumptions are
realistic and achievable. The committee should also ensure that due diligence (both internal and external) is comprehensive and addresses all business risks of potential investee firms, that any follow-on capital directed to
investee firms is carefully evaluated and provided on suitable terms, and
that suitable efforts are made in relation to troubled investments. The
objectives of the investment committee may diverge significantly from task
to task. In broad terms, the committee may either focus on investment
proposals submitted by deal teams or oversee the entire investment process (this includes managing deal flow, making decisions, monitoring
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investments, and planning and executing exits). The committee may also
perform certain administrative functions: confirming compliance with
partnership agreements, managing human resources, apportioning deal
abort costs (i.e., costs incurred in investigating investment opportunities,
which were not actually completed), or simply managing the partnership.
Investment committees may function under various operational and
decision-making constructs (i.e., formal, informal, interactive, cooperative, participative, or so on) depending on their LPs’ characteristics (i.e.,
large institutional funds, corporate investors, endowments, foundations,
etc.), the professional experience of their staff, the regional focus of the
firm (i.e., regional orientation versus international coverage), and so on.
Investment committees tend to be small and usually consist of three to
five people. Most investment committees meet on a regular basis, typically
once a month or bimonthly. Prior to meetings, members receive an information package—either a preliminary report during the early stages of the
deal or an information memorandum at the more advanced stages of deal
investigation and negotiation. During official meetings, deal teams usually
make a short presentation, and questions and discussion follow (these
meetings may be informal or scripted). There are multiple instances in
which deal teams interact with members of the investment committee. In
the normal course of deal completion, deal teams will prepare at least three
internal documents for the investment committee including a preliminary
deal qualification memorandum (a five- to seven-page document describing the commercial realities of the investment proposal), an investment
memorandum (a business and financial analysis of potential investee firms,
including deal terms), and an exit memorandum (an analysis of the implications of disposing funds’ holdings to potential buyers such as strategic
investors, public market investors, or other venture capital firms; this
memo also presents potential realization amounts and returns).
There are two types of decisions investment committees are likely to
make with respect to a deal: to accept or to reject. However, during the
screening and due diligence stages of deal investigation, investment committees may not be able to reach a definitive conclusion and may recommend further investigation into specific aspects of certain investee firms.
In the later stages of processing a deal, investment committees may also
request that the deal be renegotiated with entrepreneurs and, at the time
of exit, with potential buyers. Once these additional requests are addressed,
deal teams issue a summary memorandum to the committee, and the merits of a new situation are discussed.
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Weaknesses in the Operations of Investment Committees
Investment committees can serve as important conduits to making the
right investment decisions; they may recognize the strengths and weaknesses of potential investee firms as well as the expertise and shortcomings
of deal teams. If all investment committees were well-functioning, this
would result in an immediate positive impact for the entire venture capital
industry. Although the main role of an investment committee is supervisory in nature (the operational role is solely vested with fund managers),
by asking the right questions, the committee can influence the strategic
direction of venture capital operations. In this section, we focus on three
main challenges to investment committees: their operational construct,
the dynamics of the deal approval process, and the administration of asset
allocation strategies. These three functions are critical as they may directly
contribute to venture capital’s overall underperformance.
The most fundamental issue at hand with investment committees is that
they are appointed by fund managers who have subcontracted the management activities of the fund from GPs. From Fig. 3.1, we can assume
that these committees operate quite far from the legal and operational
constructs outlined in the partnership agreements, even though, in practice, these agreements may apply to the investment committee in some
loosely defined manner (note that some partnership agreements may be
quite specific, especially in newly created funds; they may even go as far as
naming individuals to the investment committee). Investment committees
are typically comprised of senior partners from the venture capital firm.
“Outside” committee members may not participate on investment committees unless specifically asked to by LPs. In cases where LPs request
outside members, fund managers tend to include one or two “friendly”
outsiders who may effectively “rubberstamp” all investment and operational decisions (note that more formal committees are more common at
large venture capital firms, where members from investment teams may be
excluded from participation in investment decisions; “outsiders” are
uncommon here as well). It is important to observe that a structure in
which fund operators effectively appoint their own partners to monitor
their own activities (without any outside participation) represents a classic
case of a conflict of interest.
Secondly, there is the approval process. There are two fundamental
problems with the approval process: misrepresentations and “over-
collegial” team dynamics. First, investment committees often set standards
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for the preparation of internal documents, analysis and due diligence,
usage of external advisors, and so on. For each deal, committees may also
define “deal breakers,” preferred deal terms, investment timelines, deal
budget, risk/return profiles, and returns. Despite the presence of these
theoretically robust screening processes, there may be multiple d
 istortions,
biases, and cognitive shortcuts that enter deal consideration (we discuss
biases and cognitive shortcuts in venture capital in more detail in Chap.
6). These distortions and biases are often generated by deal teams prior to
deal closing and are difficult to mitigate even if rigorous questioning of
deal teams occurs during committee meetings. In fact, if the distortions
and biases persist, investment committees are unable to properly fulfill
their fiduciary responsibilities toward LPs. The potential distortions and
biases introduced by deal teams are multiple and may include misjudging
the competences of founders and management, overestimating the market
potential for products and services, presenting partial business facts,
adjusting financial projections (deal teams may unduly “massage” initial
financial projections produced by potential investee firms—see a case study
related to this topic in Chap. 8, Box 7.1), overestimating potential returns,
downplaying or even ignoring business risks, underestimating potential
implementation and execution problems, and presenting partial conclusions from external due diligence. While venture capitalists intuitively
understand that doing “bad” deals hurts their careers and diminishes their
chances of carried interest, they often succumb to intense internal pressure
to get money “out-the-door” as quickly as possible; this is often driven by
fund managers’ desire to invest current capital into another fund (note
that many partnership agreements specifically outline that GPs must spend
a certain percentage of their current capital before they are permitted to
engage in subsequent fundraising). Unfortunately, many venture capitalists subscribe to the notion (which is often fueled by senior partners) that
if they do not close any deals, they may get dismissed from their job
quickly, whereas if they make bad deals, they may get terminated in five or
six years, or move on to another venture capital firm before the bad deals
materialize. Second, some undercurrents within specific teams can lead to
an “over-collegial” and “kudos-driven” consideration of investment proposals. Senior partners may “go easy” on each other’s deals and avoid
unduly critiquing each other’s business logic, judgment, and acumen. This
practice is especially prevalent if investment committee decisions are
“internally” made or if “outside” members’ opinions are ignored or downplayed. Such undercurrents may often lead to an overall decline in the
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quality control function found in venture capital firms, thereby leading to
excessive problem deals and disaster for LPs. Unfortunately, too many
venture capital firms allow this practice to continue in the face of problems
with investee firms (i.e., poor returns and persistent problems with investee
firms).
Moreover, the proper allocation of capital among suitable portfolio
firms is critical to the overall performance of venture capital firms. According
to financial theory, portfolio allocation is the single most important determinant of financial returns. A sound allocation of capital to investee firms,
industries, and sectors is likely to result in superior returns. Discussions
with venture capitalists indicate that the vast majority of venture capital
firms do not deliberately design and “construct” their investment portfolios. Portfolio allocations are done in a rather spontaneous, reactive, speculative, and opportunistic manner; this may reflect the habitually impulsive
and opportunistic nature of deal making. Investment committees are a part
and parcel of this process because they consider (and eventually okay) deals,
which are presented by deal teams. There are three key issues related to
portfolio allocation, namely, diversification (i.e., reduction of unsystematic
risk in the portfolio), over-allocation (overexposure to specific investee
firms, sectors, and industries), and correlations between investments (pursuit of investment opportunities in sectors whose movements may or may
not be correlated with each other). It appears that deal teams focus on a
single deal (i.e. their deals at hand), and investment committees, in turn,
consider these singular investment opportunities (often with no relation to
other deals, which are either already in the portfolio or being contemplated). Consequently, limited attention is given to portfolio allocation
issues; this ends up as no one’s function. Since there is no ownership of this
specific issue, portfolio allocation continues to be largely unaddressed
throughout the life of the fund. An exception is in situations where members of committees “administratively” react only if the partnership exceeds
single deal or sector exposure limits as set out in the partnership agreement;
this is often done when capital exposures are bluntly excessive and extreme.
Since investment committees are generally responsible for monitoring the
entire investment process, they should be responsible for supervising,
observing, and questioning portfolio allocation strategies. Furthermore,
investment committees should keep fund managers accountable in this
area. Of course, an obvious problem arises when committees are “internally” constituted; in such cases, investment committees and deal teams are
effectively the same people. An additional complication (which necessitates
even more careful scrutiny of this subject matter) is that during the course
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of the investment process, fund managers often “drift” from their initial
target sectors, further compromising their strategies. Deal teams, driven by
locating mega-hit deals, pursue investment opportunities in “hot” sectors
with minimal regard for portfolio allocation strategies.
Lastly, the multiple layers of decision making found within venture
capital firms result in at least two implications for entrepreneurial firms
and the relationship between the founding entrepreneur and the venture
capital firm. Firstly and most obviously, multiple interactions may cause
delays in the decision-making process, thereby paralyzing key strategic
considerations and operational undertakings at the entrepreneurial firm’s
level. A sustained decision-making paralysis can be detrimental to the early
and subsequent success of an entrepreneurial firm. Secondly, the internal
interactions between the venture capitalist and his or her investment
committee can actually strain venture capitalist–entrepreneur relations if
the entrepreneur realizes that someone else personally unknown to the
entrepreneur—a phantom decision maker—is effectively making all of the
critical decisions affecting the entrepreneurial venture.

Human Resource Management in Venture
Capital Firms
One of the most important components of any successful business is the
team—the people involved in the day-to-day operation of the business.
Venture capital firms are no exception to this rule. In the venture capital
setting, the team may consist of the founding partners, senior and junior
partners, associates, principals, and the back-office staff. Individuals contribute to finding deals, processing them, and exiting from them. The
composition of the team is critical to the overall performance of the fund.
The key challenges within human resources relate to composition, turnover, and succession. Many of these problems are deeply rooted in and
perpetuated by the current structure of venture capital compensation.
Team Composition
Team composition refers to the actual organization of human resources
within the venture capital firm; team members’ experience, education,
industrial background, entrepreneurial experience, and other characteristics all come into play. Figure 3.3 presents two patterns of composition in
venture capital firms and their evolution over time. The top of the figure
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Associate-based model

Partners’ model
Partner
Seniority

Partner
Seniority

Initial structure

Associate

Associate
Number of people

Number of people
Partner
Seniority

Partner
Seniority

Subsequent evolution

Associate

Associate
Number of people

Number of people

Description of
structure

Two or three founding partners
with disproportionate salaries and
carry
Multiple junior staff
Junior staff is either promoted or
leaves
Over time, the “junior layer”
remains

Multiple senior partners in a fund
Salaries and carry suitable to all
partners
Responsibility of senior partners for all
functions of the investment process
Usage of junior staff for “background”
jobs
Over time, addition of senior partners

Advantages

Less expensive and more flexible
organizational structure at
inception
Many people on the team (ability
to draw from various backgrounds)
Less potential for conflict among
partners
Limited impact of departing senior
partner upon the partnership

High combined level of expertise
Potentially strong impact on portfolio
firms
Partners’ credibility in the marketplace
strong networking and deal
generation
Fund not adversely impacted by
departure of one or two senior partners
Ease of co-ordination (i.e., smaller
group)

Disadvantages

Time consuming supervision and
“on-the-job” training of junior staff
weak organizational “engine
room”
Junior team less likely to positively
impact portfolio firms
Senior partners may be
uncommitted to long-term
employee development
Lack of credibility for junior staff
Departure of talented, but
underpaid staff

Expensive and less flexible
organizational structure at inception
Relatively few people possibly
overstretched organizational structure
Potential for “turf wars” between
partners

Fig. 3.3 The evolution of human resources in venture capital firms
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presents the initial organizational structure and the one below illustrates
its subsequent evolution. The figures portray the level of seniority and the
number of people in the organization. Each structure has its own unique
advantages and disadvantages (see Fig. 3.3 for details).
The first common structure (the associate-based model) refers to a
situation where two or three founding partners establish their own
venture capital firm and subsequently employ a wide spectrum of junior
staff; these junior employees effectively work as the organizational
“engine room.” This junior staff layer remains a fundamental part of
the organizational construct, and a distinct demarcation between
senior and junior functions continues for a long period of time.
Financial rewards are disproportionately divided—founding partners
secure the majority of benefits from the firm (ranging from salaries to
bonuses to carried interest), while junior staff are invited to consume
the financial “leftovers.” The main advantages of this structure include
lower costs, more operational flexibility, less potential for conflict
between partners, and increased availability of staff (albeit operating at
lower levels of expertise and experience). The major disadvantage of
the structure is that significant supervision is required for junior staff.
Junior staff, even if they are eventually promoted in the organizational
hierarchy, may never truly develop to their full potential because senior
partners fail to commit to and recognize the importance of long-term
employee development and training. Senior partners believe that training and development means on-the-job training; as a result, they often
fail to provide sufficient mentorship and counseling to junior staff.
Given the paradoxical nature of this organizational structure (i.e., relying on junior staff while failing to develop them), junior staff are rarely
able to make a significantly positive impact on investee firms (especially
in their early years of tenure) and end up lacking credibility in the
marketplace.
Another common model is the partners’ model. In this model, a number of senior partners constitute a venture capital fund, and partners are
effectively responsible for all functions of the investment process from the
outset. The financial rewards are equitably spread among the partners.
Over time, more senior partners are added to the organization as it grows.
The chief advantages of this structure are the combined level of experience, the strong potential to make a positive impact on investee firms,
high credibility for senior partners in the marketplace, and ease of organizational coordination (due to the fewer number of people in the firm).
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The main disadvantages include high costs, less people to perform background tasks, and potential for conflict among partners.
Turnover
Employment turnover is generally defined as the rate at which an employer
loses and acquires employees. Academic research illustrates the disruptive
nature of employment turnover—reduced productivity, low performance,
high training and replacement costs, undue pressure on existing staff, and
low morale are just some of the problems associated with it.
Disruptions resulting from staff turnover in venture capital are often
observed to be cyclical—a recruitment “drive” for talent is likely to
follow a period of strong fundraising and a subsequent need to deploy
capital. The cyclical recruitment initiatives in venture capital are disruptive for at least three reasons. First, the actual pool of qualified
venture capital investment officers in any country is generally quite
shallow, and competition for talent is severe, particularly among new
entrants. Second, training industry newcomers to be effective deal processors takes time. While there is always an appetite in the venture capital industry for talented professionals from other disciplines and
specializations (i.e., accounting, finance, consulting, operations, and
so on), it can take between five and seven years to groom these professionals into independent and industry-competent participants. Third,
some professionals may be reluctant to enter the industry, as they may
have previously witnessed some venture capital firms underperform or
cease operations.
During industry booms, venture capitalists often leave their firms.
The reasons for these departures vary, but the most common are financial considerations or leadership opportunities at another fund. The
departures are often driven by a disproportionate division of financial
benefits among founding partners and the rest of the team. Many GPs
become “monopolized” by one or two dominant personalities (likely
to be founding partners) who effectively make all key decisions related
to the allocation of salaries, bonuses, and carried interest. In such firms,
it is not uncommon for the dominant partners to allocate in excess of
80 or even 90 percent of carried interest to themselves, leaving the
remaining 10 or 20 percent to be spread among the rest of the team
(see Box 3.2 for a case study related to this topic). Such an approach to
the distribution of financial benefits ultimately results in organizational
turbulence.
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Box 3.2 An Example of Disproportionate Allocation of Carried
Interest in One European Venture Capital Firm

A small European fund, here called Star Capital (“SC”), was established in 1994. The fund had less than $100 under management and
focused on one European country. SC was established by two individuals, Maurice Neely and John Gradual. A third senior individual, John
Strel, was hired shortly after the fund was established. Less senior people were also employed, along with office staff. Note that John Gradual
left the firm in 1998, with Maurice Neely remaining as the sole founding partner of the firm (no other staff members achieved this level of
seniority and carried interest allocation). SC also operated as an affiliate
of one of the world’s leading venture capital firms, which had provided
capital to the fund. Note that it is a common strategy of large international venture capital firms to seek exposure to markets unserved by
them through an affiliated office before establishing their own operations. SC established a carried interest scheme based on a point system;
the following paragraphs describe the main allocations of these points.
The carried interest scheme was based on a 2000-point allocation
scale. These points were to be converted into dollar amounts upon
realization of the fund or when a certain threshold of the value of the
fund was exceeded, allowing for early distribution of carried interest.
The GP, Star Capital Ventures Limited (SCVL), was established by
three individuals from the consulting firm (i.e., Maurice Neely and
two of his colleagues) and John Gradual. Under the terms of the
partnership agreement with SCVL, 1000 points of carried interest
were allocated to these four individuals, which were meant to reward
them for their successful fundraising initiatives. Note that Maurice
Neely’s colleagues from the consulting firm were not involved in the
day-to-day operations of the fund from the moment SC was established. One of Maurice Neely’s colleagues became a chairman of the
fund and was compensated for this role. The remaining 1000 points
were allocated to the rest of the team to be distributed to them over
a period of ten years. The annual allocations of carried interest toward
staff (with the exception of Neely and Gradual) ranged from a few to
about 20 points per annum. The table below shows the proposed
allocation of carried interest over ten years of fund operations.
(continued)
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Box 3.2 (continued)
Life of the fund
Year
Formation
Deal doing
Monitoring
Administration
Total

1
250
75
–
15
340

2
–
100
50
15
165

3
–
75
50
15
140

4
–
50
50
15
115

5
–
–
50
15
65

6
–
–
50
15
65

7
–
–
25
15
40

8
–
–
25
15
40

9
–
–
–
15
15

10
–
–
–
15
15

Total
250
300
300
150
1000

Although this is a single example, this case is quite representative
of the “financial domination” of founding partners in the venture
capital industry. First, a significant portion of carried interest (equal
to 50 percent of carry allocations) was dedicated to the GP founders
in recognition for their fundraising efforts; this underlies the importance of fundraising in the overall operational construct of venture
capital firms. Additional 250 points from the staff pool was also allocated toward fundraising and a further 150 points to administration.
The remaining operations (i.e., deal generation, closing, monitoring, and exiting) were valued as less than 50 percent contribution.
Note that deal making was recognized to make a 15 percent contribution (300 points divided by 2000 points) to the overall performance of the fund. Fundraising was effectively viewed as more than
a 50 percent contribution to the overall value of the fund. Of course,
this allocation is disproportional to the overall efforts of the fund
throughout its entire duration. Secondly, Maurice Neely allocated
himself about 93 percent of the 1000 points earmarked for the operational team. A disproportionate distribution of carried interest contributed to the high staff turnover seen at SC over the ten years of its
existence. Thirdly, executing deals exceeded the proposed time of
carried interest allocations; no adjustment to the carried interest
scheme was made with this respect. Fourthly, the LPs of SC had
limited input into the creation and allocation of carried interest. It is
likely that LPs would have reacted in a negative manner to such a
disproportionate allocation of carried interest had they been
informed or consulted.

FUND FORMATION: STRUCTURAL AND OPERATIONAL DEFORMATIONS…

111

There are other reasons for investment officers to seek employment
with a new firm or leave the industry outright. Some investment professionals choose to raise their own funds in order to provide themselves with
independence, new opportunities, or a higher allocation of carried interest. Additionally, because venture capital is a high-pressure business, the
stress of working in venture capital can become overwhelming for deal
professionals who have to deal with underperforming portfolio firms or
situations involving restructuring or liquidation. Some investment officers
may also depart the industry due to a personal shift in values or because
they simply desire a change of lifestyle.
Developing effective human resources within a venture capital firm
requires training; this is especially important in the associate-based model,
as noted above. Training can include “internal” coaching (i.e., apprenticeship opportunities with a higher degree of responsibilities, job rotation,
etc.), external educational programs (i.e., training programs at venture
capital and private equity associations), education at a university or institute (i.e., executive MBA programs), participation at conferences, and so
on. Senior partners at most venture capital firms poorly support external
human resource development; this is unfortunate because external training and education have been proven to increase job satisfaction, improve
productivity, enhance creativity, and reduce staff turnover.
Succession
Succession refers to the process by which key senior personnel are replaced
within the firm. According to academic research, the average tenure of a
senior executive is about ten years (although this number is on the decline).
Executive succession is important because a well-managed change at the
top level can minimize transition risks, allow viable internal candidates
time to be groomed for senior jobs (as compared to bringing in untested
senior executives from outside of the firm), and protect the firm against
unanticipated interruptions. Succession is not only limited to senior executives or partners; it also involves the younger professionals who are
assuming increasing amounts of responsibility within the firm. Succession
planning in the lower ranks often involves developing a clear organizational structure and outlining how key personnel can migrate along a predetermined organizational grid.
Succession is a rare consideration in venture capital firms; only a small
list of market players has dedicated any substantial effort toward this issue.
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In the venture capital setting, another component of human resource
planning in the context of succession is the development of a robust incentive plan that includes equitable distribution of rewards, a separate performance pool for “super achievers,” and a financial reward system for
non-partners and administrative staff to participate in the success of the
venture capital firm. Unfortunately, such planning rarely occurs in the
venture capital setting.
Chapter Summary
1. Venture capital fund structures are complex. GPs and LPs are the
key components of the venture capital ecosystem. Management and
the operations of venture capital partnerships are vested in GPs.
2. Corporate governance is an important conduit of value creation.
Corporate governance structures in venture capital may be likely to
fail in a variety of areas; as a result, GPs may have abundant opportunities to exploit LPs. The key challenges relate to problems with
information disclosure (i.e., weak and misleading information disclosure to LPs), poor alignment of financial incentives, and complex
legal documentation (that disallows LPs effective control over GPs).
3. The compensation structure in venture capital is most commonly
based on a “2/20” scheme (i.e., a 2 percent fixed fee and a 20 percent performance-based reward). Total management fees paid to
venture capital firms have been equal to about $24 billion per annum
in recent years. GPs seem addicted to these management fees, which
are paid despite declining financial returns from venture capital.
4. A growing corpus of academic literature confirms that the current
compensation structure in venture capital creates significant misalignment, incongruence, and conflict of interest between GPs and
LPs. Research confirms that fixed fees can be as high as two-thirds of
the overall venture capital compensation. Venture capital firms (i.e.,
large- and medium-sized GPs) can easily live off of fixed management
fees. LPs seem to perpetuate the current fee structure by supporting
underperforming GPs, failing to perform effective due diligence on
them, and negotiating insufficient rights and protections in their
partnership agreements.
5. An investment committee is a formal body inside of the venture
capital fund with the power to legally “bind” GPs to deals. While
such formal structures provide an important channel for making
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correct investment decisions, they often result in significant problems with respect to the deal approval process, the proper allocation
of capital among portfolio firms, and internal conflicts of interest.
6. The investment officers employed by GPs are important to venture
capital success. Most investment teams are commonly organized
along an associate-based or partners model.

Note
1. See article by Andrew Metrick and Ayako Yasuda. The mean size of a venture capital fund in the study was equal to $322 million, while the mean size
of a buyout fund was equal to $1.2 billion.
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CHAPTER 4

Deal Generation: Optimal Modes
of Entrepreneurial Value Creation

Deal generation is the true “lifeblood” of venture capital. A strong pipeline
of high-quality investment prospects is likely to subsequently convert into
superior returns. Strong deal flow is not only critical to the fund’s present
performance, but also for any successful fundraising. Deal generation
includes gaining access to the most attractive investment prospects—this is
a priority for venture capital firms.
GPs can be classified into two groups with respect to deal generation:
passive or active. Passive GPs normally wait for deals to come their way
and rely on their relationships and contacts with investment bankers, brokers, consultants, lawyers, and others to obtain deal leads (they may also
rely on referrals from their portfolio firms). Deal generation for passive
GPs is unsystematic, unorganized, unfocused, and chaotic. Passive GPs
typically do not have a proprietary deal pipeline and rarely participate
in “good deals”; instead, they receive “default deals”—deals that other
venture capital firms do not wish to pursue—or deals that are widely
“shopped around.” Entrepreneurs often select suitable venture capital
partners on the basis of a tender process. When a “passive” group of GPs
wins a tender process, their returns are often poor due to excessively high
pre-money valuations (such deals are frequently overpriced).
Active GPs, on the other hand, self-generate deals, rely on direct
marketing, and focus on identifying deals in their preferred size, valuation
range, industry, stage of development, and so on. Active GPs typically
have a proprietary deal pipeline, which has resulted from a thorough
© The Author(s) 2018
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investigation of the marketplace (i.e., market dynamics and market growth
rates, key consumer trends, competitive structure, and so on). This active
approach to generating deals is grounded in a detailed marketing plan,
certain specific actions (i.e., updating internal contact registries, performing “cold calls,” and so on), and consistent networking initiatives (such
as participating in conferences, contacting professional associations,
attending trade fairs, and participating in various networking events).

Active GPs spend a significant amount of time on the road visiting potential investee firms, even if they do not immediately classify them as investment prospects. Active GPs are also often “first at the door,” which gives
them an advantage over their competitors in that they are able to develop
strong interpersonal relationships, conduct due diligence in an orchestrated manner, and negotiate a satisfactory deal without time pressures.
Developing strong relationships is important for this process, even if the
founders ultimately decide to engage into an auction-like process to select
the most suitable provider of capital; in such a situation, active venture
capitalists often win.
Deal generation requires venture capital firms to focus on strong
industry analysis, proper diversification, and appropriate investee firm

selection (we discussed these concepts briefly in Chap. 3 when we d
 iscussed
the role of the investment committee in the venture capital process). Deal
generation involves paying attention to social trends, demographic shifts,
consumer trends, business cycles, and so on. At the heart of the decision
to generate the right investment opportunities is a consideration of the
nature of the entrepreneurial firms venture capitalists wish to pursue. As a
result, in this chapter, we focus on deal generation but from a different
point of view—namely, that various entrepreneurial firms offer different
trajectories of value generation. In other words, deal generation for
venture capital firms is inherently connected to the different types of
entrepreneurial firms and their potential value creation patterns.
Consequently, in this chapter, we discuss deal generation in the context of
different value creation patterns. This perspective on deal generation is
important because venture capitalists instinctively pursue the entrepreneurial firms that present the most expedient routes for value creation and
realization. In other words, venture capitalists are intrinsically attracted to
entrepreneurial firms that embrace “accelerated” modes of value creation
and monetization. Consequently, venture capitalists often ignore entrepreneurs that pursue slower trajectories with respect to value creation,
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even though this is a more “natural” tendency of entrepreneurial firms.
The distinction between “accelerated” and “natural” modes of entrepreneurial value creation is the central feature of this chapter.

Entrepreneurs and Value Creation
Entrepreneurship is the process of converting ideas into business ventures
in pursuit of opportunities in the marketplace. Specifically, entrepreneurs
generate new business ideas, develop them into entrepreneurial ventures,
and oversee their subsequent development. Entrepreneurship is not only
about new business formation, but also about the continual “migration”
of the entrepreneurial firm through its subsequent phases of development.
This migratory pattern differs from firm to firm, and the trajectory of
development is not uniform. In other words, each entrepreneurial firm
undergoes its own “natural” development journey impacted by the
complexity of the firm’s products and services, the industry the firm

participates in, the nature of the competitive dynamics in the marketplace,
and the firm’s management team (especially its experience, expertise,
depth, talent, creativity, innovativeness, and so on). In this developmental
journey, entrepreneurial businesses generate value for the founding entrepreneur and other shareholders who have supported the entrepreneurial
venture along its development path (be it through capital, in-kind contributions, or know-how). Inherent to entrepreneurship is the acceptance of
experimentation, risk, and failure in exchange for potentially extraordinary
value creation.
Although it can be challenging to identify what defines an “average”
entrepreneur, the profile of an average entrepreneur can serve as a useful
reference point for comparing “accelerated” and “natural” paths of value
creation in entrepreneurial ventures; as we noted above, the differences
between these two modes of development in the context of venture capital
represent the focus in this chapter. As noted earlier, the average entrepreneur is an individual who generates a business idea, tests it in the marketplace, and converts it into a functioning business venture. The average
entrepreneur is also willing to sacrifice his or her own personal wealth and
contribute significant “sweat” equity. In terms of management style, the
average entrepreneur may choose to operate his or her venture on the
foundation of his or her own skills, capabilities, and vision, but always on
the basis of a proper management team. The typical objective for the average entrepreneur is value creation, although value creation may not be
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apparent or even important at the point of new venture formation and
along the entrepreneurial development. As we note further into this
chapter, the value creation objective can be achieved by numerous means
and may convey different business and individual priorities.
Entrepreneurial firms exist to create value. Entrepreneurs instinctively
realize that value can come in different forms for the firm’s shareholders
and stakeholders. Value cannot be too narrowly defined, as entrepreneurial
firms rely on multiple inputs. Entrepreneurs must view value creation
through the eyes of their customers, employees, and shareholders because
value can mean different things to these important stakeholders.
Entrepreneurs recognize that the interests of these three groups are interdependent. For customers, value often means access to superior products
and services that solve their day-to-day and strategic concerns. Customers
look for a compelling commercial offer and an appropriate balance between
quality and price. For employees, value is generated when they are treated
with honesty, respect, and generosity. Employees perform well when they
are allowed time for training and development, experimentation, and decision making; they also provide their best efforts in situations of high
morale, satisfaction, appreciation, and contentment. Employees also like
to be recognized for their efforts financially through respectful compensation, bonuses and rewards, stock options, or other means. For shareholders, value is often generated through the achievement of c onsistent (and
above-average) returns in order to ensure continuous access to capital.
For venture capitalists, value creation is defined in a simpler manner
but often anchored in a number of erroneous beliefs. For one, venture
capitalists often define value generation in financial terms. Venture capitalists often believe that revenue growth translates into value creation;
this single economic metric is often placed ahead of other financial measures. Secondly, venture capitalists habitually believe that the decisions
and actions of an entrepreneurial firm must be governed by speed. The
drive to increase the velocity of entrepreneurial development is dictated
by venture capitalists’ internal time horizon (i.e., their own “exit
clock”) and “market timing” (i.e., their conviction that if a suitable
market p
 osition is not secured, market opportunities are permanently
lost). Thirdly, venture capitalists are rarely interested in implementing
action plans related to social responsibility; Friedman’s orientation toward
profit maximization often prevails. Interestingly, academic research on
new business approaches to value creation heavily discounts Friedman’s
approach (it is viewed as outdated).
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In this chapter, we argue that slower, more measured, and deliberate
growth may be better suited for entrepreneurial firms compared to
accelerated entrepreneurial development (which is frequently promoted
by venture capitalists). Consequently, we conjecture that the inherent
entrepreneurial need to develop in a systematic manner (which also allows
for experimentation, mutation, mistakes, and failure) may be largely
incompatible with venture capital’s desire for growth “on steroids,” which
is more prevalent in the venture capital industry today than in the
past. Note that such hurried growth may be achieved by external means
(i.e., acquisitions, mergers, alliances, partnerships, joint ventures, etc.) or
in-house development, but along the accelerated or “unnatural” development trajectory (this strategy may be equally or even more damaging to
entrepreneurial firms compared to external means of expansion). In our
view, accelerated means of expansion (whether accelerated internal or
external) are likely to act as “revenue accelerators” rather than value generators. Successful entrepreneurial development is about “healthy”
growth—not the type of unhealthy growth, which may destroy the entrepreneurial firm’s profits, cash flow, and, ultimately, value creation (as we
illustrate in Box 4.1).

Optimal Entrepreneurial Growth
and Value Generation
Growth, a priority for entrepreneurial firms, means movement beyond the
early stages of venture development. Growth is the process of entrepreneurial adaptation and maturation and encompasses two interrelated
aspects of entrepreneurial development: return and risk. On the one
hand, the reward for growth is a strong, sustainable market position. On
the other hand, there are risks. For entrepreneurial firms, risks normally
involve taking incrementally larger business decisions. In order to grow,
entrepreneurial firms often need to put their past successes at risk. These
placements of ever-higher bets can be accomplished in a revolutionary
manner (through external means such as mergers, acquisitions, joint ventures, or haphazard internal growth) or as part of an evolutionary approach
through careful (not accelerated) “organic growth.” While a revolutionary
approach may eventually generate a successful outcome for entrepreneurial firms, the trade-off between risk and reward may be positioned out of
balance, meaning that entrepreneurial firms take on a disproportionate
level of risk to generate a moderate level of return.
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For the entrepreneur, the central issue is not about growing the venture, but rather deciding upon the desired growth velocity and trajectory;
managing growth is one of the most essential components of entrepreneurial success. The key question is how to prepare for growth, how
to pursue and implement it, and how to avoid the misleading paths of
“incorrect” growth. There are three fundamental pillars of growth. Firstly
and most importantly, the entrepreneurial firm should grow at the rate
commensurate with its ability to secure appropriate human resources.
A shortage of talented, capable, and innovative employees and managers
is often cited as one of the key reasons for entrepreneurial business failure.
In terms of contribution to entrepreneurial success, we place the importance of labor ahead of capital. If we further embrace the notion (based on
academic evidence) that internally promoted employees perform better
than externally hired employees, it becomes rational that the process of
preparing for proper development and expansion takes time. Secondly, the
entrepreneurial firm should grow at a rate that it can control and afford.
Managing entrepreneurial growth is one of the most essential components of entrepreneurial success. Growth also requires preparation, which
generally involves “perfecting” the entrepreneurial firm’s organizational
infrastructure (in terms of processes, mechanisms, budgets, and other functions). There is always a temptation for entrepreneurial firms to grow faster,
bid for larger contracts, engage into more product development with insufficient resources, open new locations, and penetrate new domestic or foreign markets; it is much more difficult for the founder of the entrepreneurial
venture to say “no” to haphazard development. Uncontrolled growth can
be fatal to entrepreneurial firms. Moreover, growth can disguise significant
and profound business shortcomings by masking them in new products,
services, or locations. Of course, growth based on masking such fundamental business problems rarely equates to value creation. The outcome of
uncontrolled entrepreneurial growth often follows the same advancement
pattern: the entrepreneurial firm pursues new clients (hence, the revenue
line increases temporarily), existing customers leave (hence, some revenue
streams decline), costs are reduced (hence, valuable employees may be
encouraged to leave), profits deteriorate (in spite of cost reductions), and
cash flows suffer (leading to undesired consequences such as liquidation,
bankruptcy, restructuring, and so on). In short, the entrepreneurial firm hits
the proverbial “growth wall.” Thirdly, growth must be value generative.
Entrepreneurial firms can exhibit two broad orientations toward
growth: to grow “organically” or to develop through accelerated means
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(either through external growth or through accelerated in-house development). Accelerated growth can involve a number of possible strategic
moves such as mergers, acquisitions, joint ventures, partnerships, alliances,
or leveraged buyouts; these methods are often viewed as a swift way to
increase revenues (and are often favored by venture capitalists). An acquisition is a purchase of another firm that is completely absorbed into the
acquiring business. A merger is a transaction placing two or more firms
together in a scenario where there is only one survivor. A joint venture is
defined as a separate entity involving a partnership of two or more firms
that have combined their resources and know-how to develop, produce,
and sell products and services in the marketplace. Leveraged buyouts are
business transactions that involve the use of long-term debt financing to
purchase an existing business for cash (this transaction represents a specialized version of a traditional acquisition). Partnerships are close unions
where firms or their subdivisions forge long-term business relationships
with other business entities. Alliances are special categories of strategic
partnerships developed to achieve specific strategic objectives. Licensing is
a contractual relationship where the licensing firm provides rights to other
firms to produce, promote, and sell their products and services. Franchising
is an arrangement where the franchisor (the provider of specific know-
how) allows the franchisee (the recipient of know-how) to use its name,
operating systems, and special know-how to deliver products or services in
the marketplace.
Academic evidence suggests that the most successful entrepreneurial
firms rely on evolutionary and incremental processes rather than organizational revolutions, abrupt business transformations, and developmental
acceleration. Spectacular successes can often be achieved through simple
progression and the compounding effects of seemingly small business
decisions. In fact, successful entrepreneurial firms often introduce subtle
and seemingly unobservable shifts in business strategy, operations, marketing, and product development. Research is critical in entrepreneurship
because it can prevent the mindless pursuit of growth in undesirable
directions.
We argue that growth at any cost is not regarded as a viable business
concept in entrepreneurship and business; growth should not be pursued
for the sake of growth. Growth along a strict and accelerated developmental “script”—which is promoted by venture capitalists on the basis of
mergers, acquisitions, and other means as well as accelerated in-house
means—appears to be on the opposite side of the spectrum from “growth
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by mutation” (which is normally and naturally observed in entrepreneurial
ventures). Successful entrepreneurs instinctively realize that the size of
their business does not equate to value creation.
At the core of successful entrepreneurship are superb social organizational systems. The ultimate success of an entrepreneurial firm is determined by the organization of the firm, as it must have the internal capability
to continually generate superior products and services, develop superb
managerial capabilities through talented managers, select valuable long-
term capital budgeting projects, and generate sufficient internal financial
resources (i.e., cash flows). Venture capitalists often fail to grasp this basic
concept; after all, they rarely have time to watch the organizational
infrastructure of a firm unfold naturally and tend to rely on tactics aimed
at artificially speeding up this process. A firm’s internal infrastructure is
not built upon bureaucracy, hierarchy, and externally hired managers; at
the center of a superb organizational structure are long-term, committed
employees who are team-oriented, self-disciplined, and motivated and
share common norms, values, and beliefs. The most successful employees
often operate under minimal supervision, share responsibility in decision
making, and are offered the freedom and time to experiment. Consistently
with the theme of building a superior organizational infrastructure,
managers focus on managing systems rather than on people. While organizational professionalization is important, extreme administration can
prove fatal to an entrepreneurial venture. Entrepreneurial firms must be
designed to accept moderate amounts of experimentation and business
failure. As we note in Chap. 7, entrepreneurs and venture capitalists define
“professionalization” in very different ways.
Figure 4.1 provides a diagram depicting two axes of strategic considerations, namely value generation (either high or low) and the degree of
control of entrepreneurial development (again, either high or low). The
figure also includes a 45-degree line signifying the most optimal trade-off
between value generation and the degree of control and which delineates
between the different modes of entrepreneurial business expansion.
Value generation was chosen as one of the axes for the graph because this
metric is important to entrepreneurs and their stakeholders (value creation
is, of course, paramount to venture capitalists). The other axis (ability to
control entrepreneurial development) was chosen because uncontrolled,
haphazard, and chaotic development is perceived as the most severe enemy
of an entrepreneurial firm; a lack of developmental control multiplies the
likelihood of various business risks (i.e., financial, operational, and so on).

Low

Value Generation

High
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Internal growth

Franchising
Alliances
Partnerships
Joint ventures

Licensing

Acquisitions
Mergers Accelerated internal growth
Leverage buyouts

Low

High

Ability to Control Development
Fig. 4.1 The universe of entrepreneurial expansion possibilities

The term “degree of control” is defined here as a multidimensional
developmental concept encompassing the entrepreneurial firm’s ability to
influence the trajectory and velocity of its growth and its ability to hire the
“right people,” secure appropriate funding, and establish a desirable internal infrastructure (i.e., processes, budgets, methods, procedures, mechanisms, and so on). Of course, the most desirable quadrant of Fig. 4.1 is high
and to the right (high value generation and a high degree of control).
Internal growth is presented as the best category of development for
entrepreneurial firms. As noted below, there may be some exceptions to
this conclusion, assuming that different directional strategies may be
adopted by the entrepreneurial firm. Note that franchising, licensing,
alliances, and partnerships are the expansion modes located closest to the
desired quadrant. Franchising offers the ability to generate new revenues
through royalties and fixed fees. However, franchisees require a tested
system and external assistance. Additionally, a significant portion of candidates may not become suitable franchisees. In short, even though the pace
of development may be somewhat controlled by the entrepreneurial firm,
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franchisees can exert significant pressure on the franchisor. Licensing also
offers an opportunity to generate additional revenues (without incurring
significant incremental costs) and to recoup any initial product development costs. On the other hand, the licensee may one day turn into a
competitor. Furthermore, licensing contracts can become exclusive,

thereby foregoing revenue opportunities from other sources. Partnerships,
alliances, and joint ventures offer access to valuable resources, strong innovation potential, cross-learning opportunities, potential synergistic benefits, and risk moderation strategies; however, they also require experience,
venture management, and complex decision making by business partners—
skills and abilities entrepreneurial firms may not yet have fully developed.
The key advantages of internal “natural” expansion relate to significant
control over development, prudent management of financials, and
operational flexibility. The main advantages of employing external expansion and accelerated in-house development modes are the opportunity for
rapid revenue growth, the potential to achieve synergies (which are often
more of a theoretical advantage rather than actual and realizable benefits),
and the possibility to improve management.

Value Creation Patterns: “Natural”
Versus “Accelerated”
The process of value creation is not homogenous—value growth patterns
can be robust, conservative, moderate, steady, cyclical, or simply flat. Value
growth patterns are dependent on risk, rewards, ability to secure managerial talent, management styles, ease of access to finance, and overall business
objectives. The value creation curvature is also likely to reflect the nature of
the entrepreneurial firm (i.e., service vs. manufacturing focus), its industry,
the stage of the entrepreneurial firm’s life cycle, the technology orientation
of the firm, and so on.
Figure 4.2 illustrates two distinct groups of value creation patterns for
entrepreneurial firms relevant to our discussion: the “accelerated” value
growth pattern (promoted by venture capitalists) and the “natural” value
growth pattern (likely to be experienced by an average entrepreneur).
These patterns have different implications for entrepreneurial firms.
As Fig. 4.2 demonstrates, a value creation pattern can be divided into
three distinct phases: value uncertainty (the initial phase of committing
resources to the entrepreneurial venture), value progression (the period of
generating value), and value perpetuation (where value growth increases at

DEAL GENERATION: OPTIMAL MODES OF ENTREPRENEURIAL VALUE…

127

Time

Value growth pattern:

D

Value progression
C

B
A

Value perpetuation

Value uncertainty
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Value progression

Value perpetuation

Value uncertainty

Value

E

Time

“Accelerated”

“Natural”

Curvature pattern:

Hockey stick development

Step-wise progression

Likely pursued by:

Venture capitalists

Entrepreneurs

Strategic orientation:

Preference to acquire to shorten time to exit

Inclination to build from within
Focus on “organic” growth

Time horizon:

Short- to medium-term
Value realization drives duration of holding period

Long-term
Limited orientation toward value realization

Robust growth
Growth by “scripted” design

Moderate growth
Growth by constant mutation

Decrease in “non-essential costs” in order to
maximize profits

A balanced approach between current and future needs
Continued support of R&D and innovation

Reduction of expenditures on R&D and innovation
(especially ahead of IPO or trade sale)

Costs are viewed as valuable future investments

Financial characteristics:
Revenue
Cost

Profit

Profits may be choppy and cyclical

Profits are reasonable and sustainable

Cash flow

Financing revenue growth

Reinvestment in company development

Capital budgeting

Underinvestment in long-term projects, R&D, and
innovation

Long-term capital budgeting projects are important,
sacrificing short-term cash flows

Human resource strategy:

Employment of external CEO and senior managers

Staff promotion from within

Value growth focus:

Development to climax value on a desired schedule
Accelerated pattern of value growth unlikely to be
viable in the long-term

Perpetual development and value creation
Structure for long-term sustainability and viability

Fig. 4.2 Comparison of value creation patterns: “accelerated” versus “natural”

diminishing rates). As noted in Fig. 4.2, value creation does not occur from
the outset of new venture formation. The initial part of the value creation
curvature tends to portray a decline in value; this captures the fact that for
some time in the life of a new entrepreneurial firm, it is unclear whether or
not the venture will actually survive. At the beginning of the entrepreneurial firm’s life cycle, business risks are compounded, operational risks
are frequent, management teams are incomplete, markets may not be fully
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developed, clients are skeptical, and cash is scarce. In addition, at this stage of
entrepreneurial development, all the financial and non-financial contributions
(i.e., in-kind contributions like equipment, machinery, computers, etc.) that
have been made to the entrepreneurial firm are at the risk of a complete loss.
The uncertainty surrounding the actual survival of the entrepreneurial venture lasts for some time, usually until the initial developmental “teething”
problems have passed and the venture appears to be on a relatively unobstructed path to value creation. For some entrepreneurs, value creation may
occur quickly, while for others it is a more protracted process.
In the following sections, we differentiate between “natural” and
“accelerated” value creation patterns.
“Natural” Value Growth Pattern: The Entrepreneurial Style
Entrepreneurs pursuing the “natural” value creation growth pattern
believe in systematic creation of value over time (no matter how long it
takes). These entrepreneurs believe that strong value creation comes
from building robust internal systems and superb organizational infrastructure; they are architects and builders of internal structures, systems,
processes, and practices. To paraphrase Jim Collins from his book Good
to Great: Why Some Companies Make the Leap…and Others Don’t, entrepreneurs who pursue natural value growth are “clock builders” rather
than one-off “time tellers.” The product or service offering is usually
based on a single unifying business idea or concept.
While the cultivators of a natural growth pattern exhibit a deep desire
to “get it right” in business from the very beginning of their entrepreneurial journey, they also believe in business experimentation. While p
 reparation
for the business launch and subsequent rollout is critical, the paradigm of
evolution or constant mutation of the venture is believed to be the key
business ingredient. During the initial preparation of the business venture,
it is not uncommon to take a substantial amount of time to perfect the
firm’s internal workings.
Entrepreneurs embracing “natural” value creation focus on “organic”
growth. Such entrepreneurs realize that a solid, loyal, and repeat customer
base is built by “mushrooming” their product or service propositions.
New products or services are added to the commercial mix, and the
organizational structure of the business operates on the basis of guarding
the “business nucleus” (usually the starting point of the entrepreneurial
venture) and expanding on the “peripheries” of current operational
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 usiness constructs that are working well. Over time, the organization of
b
the business may look different than it did at the outset of the firm’s
operations, but the business orientation, the firm’s reason for existence, its
mission statement, and its organizational mantra are likely to remain the
same. Natural value growers rarely engage into acquisitions, mergers, and
other means of external expansion as such modes are deemed costly,
excessively risky, organizationally disruptive, financially fruitless, culturally
incompatible, and value degenerative; they also shy away from accelerating
their development paths unnaturally. Natural value growers also do not
believe that value creation is equal to revenue growth (in a nutshell, revenue growth ≠ value creation). In addition, natural value growers do not
believe that “speed” is a viable business paradigm.
The natural growth approach to financial management is based on the
assumption that a balanced approach between revenue generation, capital
conservation, and spending is the right formula for success. Revenue is
expanded consistently. Incurred costs (including expenditures on human
resources) are viewed as a valuable investment into the future development of
the organization. Since to survive and flourish in the marketplace these entrepreneurs have needed to rely on creativity and ingeniousness in the past, they
continue to approach all business projects in that manner. Consequently, profits and cash flows are often steady, consistent, and repeatable. These financial
results are the consequence of doing the right things across all functional
departments in the business—they are never the means. Capital investments
are viewed as financial outlays made for the development of the entire entrepreneurial firm rather than to simply generate more revenues at any cost.
Entrepreneurs who embrace the natural growth strategy recognize that
successful entrepreneurial firms are rarely built around a single creative
leader; instead, most successful entrepreneurial firms benefit from the symbiotic co-operation of a dedicated management team. Therefore, at the
center of the value creation process are talented, inspired, and dedicated
people—the “right” people for the entrepreneurial organization. Employees
are perceived as the most valuable and intricate parts of the entrepreneurial
organization’s fabric. Employees of natural growth firms are nurtured
internally and promoted from within; this ensures workplace loyalty,
reliability, dedication, and commitment. The best employees are promoted
to higher levels in the firm’s management structure; such employees have
often been with the entrepreneurial organization for a long period of time.
It is not uncommon for staff of natural growth firms to retire with substantial amounts of cash at the end of their service. In a nutshell, entrepreneurs
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embracing the natural pattern of value creation believe that the competitive
advantage of their entrepreneurial venture comes from people, not access
to finance (as we noted above). Exceptional entrepreneurial firms are often
labor constrained rather than finance constrained.
The curvature depicting the “natural” pattern of value growth resembles a step-wise configuration compared to the hockey stick pattern that is
anticipated (but rarely achieved) in the cases of the “accelerated” growth
pattern. At the beginning of their operations, cultivators of natural growth
moderate their appetite for risk and assume less business, operational, and
financial risk; this often leads to lower capital outlay, more use of bootstrapping techniques, less reliance on external capital, and so on. Natural
growth entrepreneurs lead their entrepreneurial ventures to reach a break-
even point as quickly as possible; they do not have the financial resources
to sustain being “in the red” for long periods of time. Consequently, the
value curvature initially declines (denoting the initial uncertainty about
the fortunes of the entrepreneurial venture). The amplitude of the initial
decline, however, is lower than that seen in the case of the desired “hockey
stick.” The curve declines at the beginning, flattens out, and then rises
slowly but consistently in a step-wise manner from one level of development to another. At the beginning of the value growth pattern, it takes a
longer amount of time (as noted by the time period between A and B) to
grow value. Once the internal infrastructure of the firm is in place and
“organizational plays” are well rehearsed, the incremental improvements
in value growth become shorter and shorter (the time between C and D is
less than between A and B). Over time, organizational actions grow more
effortless despite requiring some preparation (entrepreneurs are not able
to grow their business exponentially without doing the necessary groundwork). Entrepreneurs build up speed by building up their necessary organizational infrastructure. The value growth trajectory also becomes steeper
(as noted by the slope of the line) as the entrepreneurial firm matures.
“Accelerated” Value Growth Pattern: The Venture Capital
Preferred Mode
Venture capitalists tend to pursue entrepreneurs who are willing to
embrace an “accelerated” development pattern. In their deal generation
pursuits, venture capitalists either directly focus on entrepreneurial firms
who intrinsically embrace this type of rapid development or attempt to
persuade other entrepreneurs (who may initially have a preference for the
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“natural” value pattern) to adopt the accelerated value creation configuration. Either way, venture capitalists are attracted to entrepreneurial firms
who desire accelerated growth. The desired accelerated mode of value
creation is best described visually as a “hockey stick” (note that many scientific constructs are described as “hockey sticks” as they initially fall and
then subsequently and abruptly rise). The curve illustrates the accelerated
value creation process, wherein the entrepreneurial venture is expected to
generate substantial losses at the beginning of its operations (or for a few
years after) and to achieve substantial value gains during subsequent years.
The value curvature declines sharply, indicating the risks and uncertainty
surrounding the new venture; these risks are effectively underwritten by
venture capital financing. Thereafter, the value curvature is expected to
increase sharply (and almost infinitely), and the robust value growth pattern is expected to be sustained over a long period of time. The graph
eventually flattens, but this does not occur within the context of the value
creation curvature (which is of less interest to venture capitalists).
In order to embrace or promote this accelerated pattern of development and value creation, venture capitalists resort to numerous strategies
and tactics. First, venture capitalists rely on external modes of expansion
(like acquisitions, mergers, and joint ventures). Venture capitalists undertake these activities in the name of “consolidating” a marketplace in which
the entrepreneurial firm is expected to establish a strong competitive
advantage on the basis of size (which, in turn, is expected by venture capitalists to convert into superior market share, profitability, cash flow, and
value creation). Unfortunately, academic evidence on acquisitions and
market leadership points to major challenges. Evidence suggests that the
vast majority of acquisitions and mergers are outright failures. Acquisitions
fail to achieve operational and financial efficiencies and tend to alienate
customers, who are evidenced to be less satisfied with the performance of
acquiring and acquired companies post-acquisition. Moreover, acquisitions fail to provide returns better than or equal to the cost of capital.
There is also no evidence that firms grown through acquisitions outperform those firms that engage in internal growth. Furthermore, the majority of these transactions are actually unwound after the event; this is the
most damaging evidence on acquisitions. The key reasons for severe problems with acquisitions include an excessive price paid for the acquisition,
the lack of a post-acquisition plan, lack of accountability for managing the
acquired venture, and cultural incompatibility. Of course, for obvious reasons, the impact of acquisitions is more severe on entrepreneurial firms
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compared to larger firms (which may have infinitely more financial and
other resources compared to smaller business concerns).
Venture capitalists are inherently attracted to investing into market leaders (i.e., defined by the size of revenue and market share). In terms of market
leadership, there are certain advantages that can accrue to followers or late
movers compared to market leaders—these strategic considerations are
often ignored by venture capitalists. Academic evidence suggests that a follower generally incurs less risk and cost. A skillful follower can easily surpass
the market position of the leader in a relatively short period of time.
Academic evidence confirms that market power comes from precisely ascertaining consumer needs, developing the right permutation of product characteristics, and providing superior customer value (the right trade-off
between price and quality); it may not come from market timing or speed.
Note that in most industries and market segments, achieving a superior market position is a slow and grueling race rather than a 100-meter sprint.
There are at least seven circumstances in which it may be advantageous to be
a follower rather than a market leader: situations where innovating is more
expensive than imitating (leaders may have negligible experience along the
“learning curve”); situations where imitating the technological advances of
others is easy; situations where the follower can learn from the leader’s experience; situations where the leader’s products do not meet consumer expectations (this often occurs as a result of poor market research and incomplete
consumer information); situations where the pace of technological change is
rapid (later movers can easily “jump” to newer technology or a new technological paradigm, which allows for the development of more attractive product capabilities); situations where it is expensive to establish a new market (a
market leader often commits significant marketing and promotional
resources to persuade consumers to use a new product or an existing product in new ways); and situations where smaller but equally attractive market
segments are ignored (this is often a regular tendency of market leaders,
which tend to be preoccupied with the most attractive market segments).
Second, venture capitalists insist on employing external managers in
key functional areas. They are rarely interested in helping internal employees reach their full potential. Academic evidence indicates that the most
successful entrepreneurial firms tend to promote employees from within
the organization rather than relying upon external expertise. A massive
hiring of external managers is often promoted by venture capitalists ahead
of an initial public offering.
Third, as previously noted, venture capitalists often terminate the
founding entrepreneur as CEO and bring in an external CEO to run the
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business. Venture capitalists often claim that founding entrepreneurs lack
the experience needed to take their ventures to the next level of development and appear credible in the public market; this is especially surprising
since many venture capitalists embrace the “genius-founder paradigm” or
“solo entrepreneur” model. To this end, venture capitalists often terminate the very person they perceived to be the mastermind behind the
development of the venture. There is no evidence to suggest that bringing
an outside CEO into an entrepreneurial firm correlates with business success and value creation; outside CEOs at best correlate with short-term
bursts in revenue and earnings. The best CEO is often the one who
engages in deliberate succession planning where any one of the internal
CEO candidates can effectively lead the entrepreneurial firm. Long-term
succession planning is not a concept venture capitalists easily adopt.
Venture capitalists tend to embrace the accelerated development pattern in value creation for several reasons. Firstly, venture capitalists are
time constrained; they believe that they only have limited time to employ
cash into the entrepreneurial venture, develop it, and achieve a suitable
exit. This process is assumed by venture capitalists to take between three
to five years; in reality, the duration of a venture capital deal may extend,
reflecting the fact that entrepreneurial development cannot be accelerated
through business tricks and paranormal solutions. In short, venture capitalists’ need to realize value determines the optimal timing of value realization and other activities leading to this climactic event. Secondly, venture
capitalists often wrongly assume that the entrepreneurial firm’s market
activities have to be reflective of the dynamic nature of the marketplace. If
the entrepreneurial firm does not develop along an accelerated development path, venture capitalists believe that market opportunities will be lost
forever or competitors may assume dominant market positions. Thirdly,
venture capitalists persuade themselves that they can achieve a valuation
premium by consolidating the marketplace on the basis of the entrepreneurial firm they financially support or by selling the “market consolidator” to a strategic investor (or trade buyer). Evidence suggests that
strategic investors are less willing to place a premium on their acquisitions,
especially when they already have a presence in the marketplace.
While we have already discussed the organizational implications of
“accelerated” growth in value creation, let’s reiterate the financial consequences of such development. The entrepreneurial firm embracing the
“accelerated” growth pattern is likely to experience a robust growth in
revenue generated through a combination of excessive product introductions, an unduly higher number of new business relationships, and e xternal
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expansion modes (mergers, acquisitions, joint ventures, etc.). Revenue
growth is achieved through venture capitalists’ “rigid” design rather than
through evolution, adaptation, and experimentation (“scripted design” is
defined as a business orientation where venture capitalists rigidly rely on
the business plan generated at the outset of the relationship with entrepreneurs; experienced entrepreneurs, however, often realize that a significant
part of their future business is based on products and services that are not
in existence today and therefore cannot be reflected in the business plan).
The accelerated approach to value creation often leads to choppy and
cyclical profits. Cash flow appears to be directed toward unnaturally boosting revenue growth rather than organizational development. Because of
the short-term determinism of venture capitalists, long-term projects are
often neglected or poorly executed. The key areas of developmental
neglect include R&D, innovation, invention, and modernization. Costs
are often reduced as much as possible to inflate profits. As noted in academic literature, cost reductions are especially prevalent ahead of a liquidity event (whether an IPO or a trade sale). Lastly, the financial performance
of entrepreneurial firms in the aftermath of venture capital involvement
may often be problematic (see Box 4.1 for a discussion of “RestCo”).

Box 4.1 The Expansion of a Restaurant Operator (RestCo) and the
Involvement of Venture Capitalists: The Case for Long-Term Value
Destruction

The history of our example restaurant operator—referred to here as
“RestCo”—dates back to 1995 when owner Joe Smith opened his first
restaurant in Europe. The firm’s initial years of development were relatively measured, with one or two restaurants opened incrementally
each year. RestCo opened more restaurants between 1999 and 2001
than in the initial period of 1995–99 (6, 1999; 11, 2000; 9, 2001). In
2002, the firm signed a deal with a local venture capital firm (referred
to here as “VenCap”), which invested $7 million in exchange for a 32
percent equity stake in RestCo (a pre-money valuation equal to $15
million). As a part of the venture capital deal, the founder agreed to
hire a new “professional” management team, which was tasked with
executing an aggressive expansion program; the founder was moved to
the role of chairman of the board of directors with no direct day-to-day
(continued)
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Box 4.1 (continued)

influence over the firm’s operations. The deal also included securing
additional debt to support the expansion program. In 2003, the firm
began its “accelerated” development program, and nearly 60 restaurants were built in a period of four years. The expansion program also
included an acquisition of another restaurant operator in the local market and an international expansion into three neighboring countries
(note that the founder was opposed to the acquisition and the international expansion, but was outvoted at the board meeting by VenCap).
In 2006, RestCo went through a successful initial public offering, at
which point VenCap sold all of its shares. The IPO was presented to
the market as an “expansion story,” pointing to the strong development of the firm in the previous four years. VenCap generated a strong
financial return from the deal equal to about 6.8 times cash-on-cash (it
received $48 million from its $7 million investment). The total market
capitalization of the firm was equal to $150.9 million at the time of the
IPO. The key economic and operational indicators between 2002 and
2013 are presented below.
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(continued)
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Box 4.1 (continued)

Since 2006, the financial performance of RestCo has been deteriorating. In 2008, the firm reached a loss at the operating profit level
(EBIT) equal to $20.2 million. The firm continued to generate
EBIT losses until 2013 (when it generated a small operating profit
equal to $0.9 million). In 2008, the firm became the target of a corporate takeover from a local competitor, Casual Dinning Incorporated
(or CDI), which after purchasing a 32.9 percent stake in the business, effectively assumed a control over RestCo. After the takeover,
CDI installed its own management team at RestCo. Due to the
financial and operating difficulties of RestCo—as well as the threat of
bankruptcy (RestCo was severely overleveraged)—CDI decided to
sell its shares to a private individual associated with the founder (note
that for some time, CDI contemplated whether or not to “milk”
RestCo from its cash resources, bankrupt the firm, and use RestCo’s
locations for its own coffee concept it was planning to roll out). In
2009, RestCo began a restructuring program, which is on-going.
The founder and the private investor who acquired the shares in the
firm have become involved in the day-to-day business of the firm as
a part of the management team.
The case of RestCo demonstrates the effect that venture capitalist
involvement may have on an entrepreneurial business. Unfortunately,
this case is not an isolated occurrence. While venture capitalists
made an exceptional return from the deal, the firm and the founder
were severely compromised. We can draw a few reasonable conclusions from this case study. Firstly and most obviously, RestCo experienced a consistent decline in value for a period of six years; this is
perhaps the most observable repercussion of venture capitalists’
“accelerated” expansion program and short-term orientation aimed
at climaxing value at a specific point in time. The operating and
financial standing of RestCo after venture capitalists’ departure was
suboptimal and a case for value destruction can easily be made.
Secondly, the expansion plan, which venture capitalists supported,
involved significant expansion initiatives that were beyond the
firm’s abilities to manage. In four years, RestCo built twice as many
restaurants as it had at any point in its past. Thirdly, RestCo’s shares
were sold into the public market before all the costs of expansion
and operations became visible in the firm’s financial statements.
(continued)
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Box 4.1 (continued)

Since the expansion was financed by cash flow and a significant portion of the expenditure was capitalized rather than expensed
(thereby negatively influencing the income statement), the operating costs of additional restaurants began to negatively affect the
firm’s financials. Lastly, the founder was removed from the day-today operations of the business and a new management team recommended by venture capitalists was installed.
It is also interesting to note some observations from the strategic
investor who acquired RestCo and subsequently exited the investment
by selling it to a private investor, thereby unwinding its acquisition
transaction. CDI noted four important points. Firstly, upon a closer
examination of RestCo as a part of their due diligence program, CDI
realized that about 30 percent of RestCo’s restaurants were underperforming; they required either closure, relocation, or restructuring. The
high percentage of underperforming restaurants was related to poor
location decisions, inconsistent quality, high frontline staff turnover,
and poor supervision. Secondly, CDI found the professional team
brought on by venture capitalists to be insufficiently experienced and
lacking the competence required to manage the rapidly expanding restaurant chain and the complex expansion program. Thirdly, CDI
admitted that international expansion and local acquisitions were considerable strategic errors because RestCo was unable to handle the
complexities of the moves. Finally, RestCo lacked the effective internal
systems needed to properly manage and supervise the chain; this
prevented them from reacting promptly to problem situations.

Consolidating “Natural” and “Accelerated”
Modes of Value Creation
It is important to note that many entrepreneurial firms that do not rely on
external finance (including venture capital) and “natural” developmental
patterns have grown their businesses to achieve the same value as other
firms financed by venture capital; however, the trajectory and velocity of
such value creation is different (i.e., longer). If we carefully analyze Fig. 4.2
and consider our discussion above, we can reasonably conclude that
the “average” entrepreneur and venture capitalists may be somewhat incompatible; this statement is perhaps more true today than it was in the past.
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Entrepreneurial experience suggests that business success and value
creation occur as result of adaptation to unforeseen circumstances, experimentation, and often-accidental discoveries rather than as a result of a
scripted design. Entrepreneurs are built with an internal DNA set for
experimentation. This experimentation often serves as the basis of an
entrepreneur’s competitive success in the marketplace; again, undue professionalization is likely to destroy these results. Research confirms that a
significant percentage of entrepreneurs do not have formal business plans
in place. Of course, this is not to suggest that entrepreneurs do not plan—
only that their plans are silent, tacit, and unwritten. A written business
plan is no guarantee of business success. The entrepreneurial process is
opportunistic and even myopic. Entrepreneurs also operate on a more
fluid time horizon than venture capitalists. In fact, entrepreneurs often do
not have a set timetable. The ultimate entrepreneurial test is to “get things
right,” and the time horizon to do this is of secondary importance.
Venture capitalists prefer to operate in an environment of relative
certainty; this is what they promise to their LPs and investment committees (which approve their unique prospective on deals for funding).
Significant deviations from these plans are unwelcomed and “difficult to
sell” internally, especially if these aberrations include subsequent rounds
of financing. Substantial changes to an entrepreneurial firm’s business
prospects may often be viewed as a personal assault on venture capitalists’
expertise, know-how, business judgment, intelligence, and aptitude.
Venture capitalists may not handle business adaptation well, and the
venture capital p
 rocess does not easily accommodate change or provide
flexibility. Many venture capitalists want to remain attached to the firm’s
“original” business plan even if the plan has become somewhat redundant
or outdated; after all, how could they have not seen those changes coming? Of course, the entrepreneurial process is by its very nature unpredictable—it can produce negative consequences and strong upside potential,
and it cannot be precisely scripted in a business plan.
Because venture capitalists are also driven by their need to exit, they
may tend to promote transient and temporary value creation rather
than long-term sustainability and prosperity. The notion of “accelerated”
development appears to be flawed. Imagine that in the world of aviation,
we want to accelerate a landing or takeoff. Even the worst pilots realize
that that they must go through a necessary preparatory step-by-step
checklist and take time to complete their required responsibilities. A pilot
must also reach the required speed before takeoff. Venture capitalists wish
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to defy the laws of “entrepreneurial physics” by attempting to speed up
the entrepreneurial process; they assume that a natural business evolution
can be somehow changed, accelerated, and hurried. Venture capitalists
rarely recognize that every entrepreneurial business has its own natural
growth trajectory. Accelerating the process can only steer the entrepreneurial effort off the runway. In pressing for “accelerated” value creation,
venture capitalists lack the confidence to allow entrepreneurial development to unfold naturally.

Value Creation and Value Recognition
As we have noted in earlier chapters (most notably in Chap. 3), venture
capitalists aim to generate profit for LPs (and, of course, themselves). As
a part of their interactions with capital providers, venture capitalists are
required to report the value of their portfolio; this is usually done on a
quarterly basis. Common sense suggests that creation of value at the
level of the entrepreneurial portfolio firm should normally coincide with
the recognition of value at the level of a venture capital fund manager
(the more the value created by entrepreneurial firms, the more valuable
the venture capital fund). In other words, value creation at the portfolio level should correspond to recognition of value by GPs and a subsequent disclosure of value creation to LPs. In contrast, if no value is
created at the portfolio level, then there should not be any value recognition flowing to LPs. While the topic of value recognition is perhaps more
pertinent to venture capital fund operations, we discuss it here because
the value of the fund is inherently related to the value creation. As we
discuss in more detail later, the process of information disclosure by venture capitalists to LPs can be quite complex and often misleading.
As noted in Chap. 3, GPs convey the performance of their portfolio
of investee firms to LPs as a part of their investment monitoring; this
involves disclosing the value of each entrepreneurial firm in their portfolio. Through this information, LPs are provided with an overview of the
performance of each investee firm as well as the entire fund. Through the
quarterly exercise of portfolio valuation, GPs are expected to formally
review their deals and set their internal priorities.
Various venture capital associations around the world often outline the
basics of the valuation methodologies recommended to GPs; these guidelines are set in relation to the entrepreneurial firm’s developmental stages.
For early-stage firms, it is often recommended to apply the cost-based
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approach as the first valuation metric. However, this valuation should
be made to “expire” after one year. The cost-based approach reflects that
early-stage entrepreneurial firms have limited revenues, poor cash flow,
and often no profits. The second option is to use the most recent valuation
at the time of a liquidity event, be it a share sale or a capital increase. If the
investment is older than one year and there were no liquidity events, it is
recommended to apply the discounted cash flow (DCF) approach as the
valuation basis. The most common problems with this valuation approach
relate to rapid deterioration of value (even in the face of a recent capital
increase) and the lack of robustness inherent to the DCF approach (firms
may have a limited track record; therefore, any financial projections may
not be reliable and valuation may not be trustworthy). For later stage
entrepreneurial firms, it is often recommended for GPs to rely on industry
valuation benchmarks (i.e., industry multiples) or, alternatively, the most
recent valuation at the time of a liquidity event. The major shortcoming of
the valuation guidelines relates to the comparative nature of the applied
valuation multiples.
Academic evidence confirms that GPs notoriously overvalue their
portfolio of entrepreneurial firms by assigning more value to them than
would otherwise be prudent or realistic. There are three related observations that can be made on this topic. First, GPs tend to ignore that their
investments may be impaired. An entrepreneurial firm’s value can quickly
erode if its development is lagging behind what is outlined in the business
plan. Other conditions that are likely to lead to value impairment include
adverse changes to the firm’s future business prospects, meaningful adverse
changes to the firm’s external environment (legal conditions, economic
outlook, regulatory framework, new technology, etc.), breaches or defaults
on any banking provisions, significant changes to the management team,
and the deterioration of general market conditions. Second, confirmation
of value erosion can emerge when potential investors into the entrepreneurial firm invest at significantly worse pricing and contract terms than
those seen in the initial valuation. Third, value impairment may occur for
GPs if other “soft” circumstances arise. An example would be if the existing shareholders were to become unsupportive of exit and actively resist
any efforts in this direction.
There is also strong evidence confirming the inherent impairment of
value at the venture capital fund level; this has less to do with the underlying portfolio firms and more to do with the behavioral propensity
of 
venture capitalists. Specifically, academic evidence points to GP
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“grandstanding” and situations in which GPs effectively dispose of their
portfolio firms in the marketplace sooner than would otherwise be
optimal in order to signal their readiness for a subsequent round of
fundraising (note that during fundraising periods, the GPs are also
looking to conceal any underperforming investments or write-offs).
Of course, such a behavioral pattern on the part of GPs is not in the best
interests of their existing LPs and serves to highlight a pattern of selfpreservation and access to future capital and management fees (we
noted this in Chap. 3).
Chapter Summary
1. Deal generation (i.e., access to attractive entrepreneurial firms) is
critical to venture capital firms; it represents “lifeblood” of the industry. It could be proactive or passive. Deal generation is inherently
connected to the nature of deals venture capitalists wish to pursue.
2. Entrepreneurial growth is a process of adaptation and maturation.
For the entrepreneur, the central issue is not whether or not to grow
the venture, but rather deciding upon a desired growth velocity and
trajectory.
3. Achieving successful entrepreneurial growth means expanding at a
rate the entrepreneurial firm can manage, control, and afford. The
most successful entrepreneurial firms rely on evolutionary and incremental processes rather than on organizational revolution and
abrupt business transformation.
4. The “natural” value growth pattern of entrepreneurial development
is based on a balance between revenue generation and capital conservation. The “natural” growth pattern of value creation resembles
a step-wise configuration.
5. The “accelerated” growth pattern embraced and promoted by venture capitalists often relies upon employing external modes of expansion (i.e., acquisitions), overfunding, terminating the founding
CEO, and bringing in external managers. For venture capitalists,
revenue growth often equates to value creation. However, the
notion of “accelerated” development may be flawed. Venture capitalists may wrongly assume that natural business development can
be somehow changed, accelerated, or hurried.
6. “Natural” entrepreneurial development and “accelerated” value creation may be largely incompatible.

142

D. KLONOWSKI

7. Academic evidence confirms that venture capitalists notoriously
overvalue the entrepreneurial firms in their portfolios; this problem
is especially pronounced during fundraising.
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CHAPTER 5

Screening and Evaluation: Misguided
Investigation of Entrepreneurial Firms

Venture Capital Investigation
of Entrepreneurial Firms
Venture capitalists evaluate entrepreneurial firms over three distinctive
phases: screening, internal due diligence, and external due diligence (see
Table 5.1). The size of circles in the figure (i.e., low, medium, and high)
indicates the depth of investigation within each time frame of due diligence (i.e., past, present, and future). Table 5.1 serves to highlight that
venture capitalists’ investigation of entrepreneurial firms’ performance is
unbalanced with respect to time. Venture capital analysis (especially screening and external due diligence) concentrates, for the most part, on historical perspectives; only internal due diligence centers on the future, as it
involves assessing financial forecasts and determining business valuation.
Additionally, there is a significant disconnect that occurs between the various aspects of due diligence activities. The different phases of venture
capital due diligence are discrete, disconnected, and not complementary
to each other; there is also limited knowledge transference from phase to
phase. External advisors rarely have complete access to information available to venture capitalists, financial due diligence reports are seldom
shared with lawyers (and vice versa), and different advisors seldom meet
one another to discuss key issues. The only connectors between these evaluative phases are, of course, venture capitalists, who may or may not have
the necessary skills and experience to appropriately construct a comprehensive picture of the entrepreneurial opportunity.
© The Author(s) 2018
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Table 5.1

The various phases of the venture capital due diligence process

Due diligence phase

Focus of analytical time horizon
Past

Present

Future

Initial screening
Internal due diligence
External due diligence

It is important to note that screening and internal due diligence are
performed on the basis of information available to venture capitalists (i.e.,
business “teasers,” business plans, company presentations, and so on), their
internal “knowledge base,” and face-to-face interactions with entrepreneurial firms. This requires no or limited expenditure for venture capitalists.
In order to filter out the vast majority of received investment proposals,
venture capitalists use a process known as screening. During the screening
phase, venture capitalists attempt to identify “deal breakers” across a wide
spectrum of commercial and deal-related issues. Once venture capitalists
are satisfied with their preliminary analysis, they commence more intense
interactions with entrepreneurs. These communications relate to two basic
areas: financial forecasting and business valuation. This phase is normally
labeled as internal due diligence. Evaluation here focuses on the entrepreneurial firm’s future performance (which should be grounded in a thorough understanding of the firm’s past performance) and value creation
potential. Unfortunately, it is here that a proper analysis of an entrepreneurial firm’s fortunes begins to break down. A proper interpretation of
financial forecasts depends on venture capitalists’ abilities, and talents,
skills, and not just their financial acumen. Most importantly, this analysis
requires relevant real-life practical business experience, which the vast
majority of venture capitalists do not have (see Chap. 7 for more discussion
on this topic). Without relevant experience, venture capitalists must rely
on their best-effort judgments, loosely formulated opinions and hypotheses, personal intuition, and other subjective feelings. Consequently, venture capitalists’ assessment of entrepreneurial firms’ future potential may
be imperfect. To compensate for this apparent lack of business experience,
venture capitalists often resort to cognitive shortcuts (which we discuss
later in the chapter). Venture capitalists’ inability to properly assess business
plans further extends into assigning proper valuations to entrepreneurial
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firms. Problems in this area necessarily exacerbate other challenges.
If entrepreneurial firms are overvalued, poor financial returns may result; if
they are undervalued, investment opportunities may be lost, as entrepreneurial firms may leave the market in search of other financing options (or rely on
internal finance and bootstrapping).
The next phase in venture capital investigation is external due diligence, which occurs after the deal has obtained internal approval from the
investment committee. The basic premise of external due diligence is to
invite independent advisors to examine entrepreneurial firms’ activities,
such as accounting, legal, and environmental matters (other areas such as
operational and personal matters may also be considered, but are less
common). In comparison to screening and internal due diligence, external due diligence is an expensive process. These costs can potentially be
quite high for venture capitalists. If the deal does not close, external due
diligence costs are covered “out-of-pocket” by venture capitalists.
Expenses related to external due diligence are classified as “abort costs,”
which reduce the venture capital firm’s management fees; note that for
some venture capital firms, these costs are “capitalized” given that the
deal has obtained approval from the investment committee. If the deal is
successfully closed, the value of purchased shares and all deal-related costs
are completely absorbed by LPs. A portion of these costs may also be
covered by entrepreneurial firms.
The venture capital due diligence process is often standardized to the
point where common checklists are used. While such lists may be comprehensive, they often do not alert venture capitalists to critical issues and
frequently provide a false sense of completeness and assurance. Standardized
lists can also lead to misallocation of time and internal resources, as peripheral issues can be over-researched at the expense of more critical factors.
Areas that are often poorly examined include intellectual property (especially in situations where its value is not readily apparent), human resources
(i.e., internal training and development, employee turnover, and so on),
the market, and so on. The misallocation of time and resources seen
during the due diligence process raises the question of whether venture
capitalists not only misunderstand the key determinants of entrepreneurial
success and value creation, but also miscomprehend their own internal
decision-making processes; academics confirm that venture capitalists
often have problems verbalizing how they actually reach their investment
decisions. Less formal descriptions of venture capital activity confirm that
venture capitalists “have no idea which deals will be successful.”
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Due diligence also serves another purpose for venture capitalists: it
often provides cues for them to make changes to management, including
founder dismissal. As noted in Chaps. 6 and 7, venture capitalists are
notorious for terminating employment with the founding entrepreneur
shortly after deal closure; this often produces suboptimal results and disappointment for venture capitalists. Founder dismissal is not surprising if
venture capitalists place unwarranted significance on the interpersonal
“chemistry” (or lack thereof) between them and entrepreneurs and treat
this as one of their key investment decision criteria (while ignoring other
facts). Prior to deal closure, venture capitalists frequently insist on installing a new finance director, the process for which they often lead, orchestrate, navigate, and finalize on their own. While such changes seem to be
standard operating procedure in the industry (as we note in Chap. 7), that
doesn’t make them right.
Another temptation that venture capitalists rarely resist is adjusting the
financial forecasts prepared by entrepreneurial firms. Venture capitalists
often prepare their own financial forecasts, which represent a sort of a
subjective interpretation of entrepreneurs’ forecasts. While the act of
adjusting financial forecasts may provide some actual benefits to venture
capitalists (i.e., helping them to better understand firms, confirming
whether certain financial models were correctly prepared, and so on), it
can also create many complications and drawbacks. The re-casting of
financial forecasts is a critical area in which evaluative errors are likely to be
made. Some venture capitalists downgrade entrepreneurs’ forecasts, while,
in other cases, overly optimistic scenarios are developed (these upwardly
configured forecasts are particularly troublesome.) Often, the venture
capitalist forecasts are significantly more aggressive than those of entrepreneurs. The revised forecasts are often subsequently presented for approval
to colleagues and the investment committee as the investment “base case.”
Such “uplifted” scenarios often help venture capitalists justify the high
business valuations that they place on entrepreneurial firms.
Of course, due diligence also needs to be considered in the view of
venture capitalists’ actual financial performance. Since most venture capital firms have a relatively poor record, it is important to always ask which
venture capitalists’ actions create or destroy value. Poor returns from venture capital do not intuitively “agree” with extensive due diligence. Of
course, a logical assumption is that more due diligence should help elevate
venture capitalists’ financial performance. As we note in Chap. 8, industry
research confirms that venture capitalists are successful in one or two deals
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out of every ten investments they complete. Furthermore, a substantial
proportion of venture capital deals is completely written off. We believe
that a significant part of this poor record is rooted in inadequate screening, poor due diligence, misuse of external advisors, and weak decision
making. In the following pages, we argue that venture capital due diligence does not add any significant value to the venture capital investment
process and certainly does not seem to help to discriminate between entrepreneurial winners and losers.
Lastly, this introductory section would not be complete without a brief
mention of business angels. Research indicates that business angels spend
limited time on due diligence (on average, they spend less than 20 hours
on due diligence and investigation) and rarely use external advisors in their
decision making. In terms of performance record, they generate fewer
investment write-offs than venture capitalists.

Venture Capital Decision Making
The investment decision process lies at the heart of venture capital. This
process is a combination of “art” and “science.” The science refers to the
application of concrete decision-making criteria or cues to a detailed and
technical investigation of entrepreneurial firms. By relying on internal and
external due diligence, venture capitalists aim to arrive at definite conclusions about a potential investee firm’s future prospects. The art of venture
capital decision making refers to making unqualified, less tangible, and nonconcrete evaluations. Errors occur in both the science and the art of the
decision-making process, but challenges with respect to the art of venture
capitalism may be more pronounced, problematic, bias-driven, and, consequently, destructive to venture capitalists; this is because these challenges
are more subtle as well as less visible, recognizable, detectible, and measurable. In order to highlight the importance of these problems, we dedicate
this entire section to a discussion of cognitive shortcuts and biases in venture capital decision making. In subsequent sections, we focus more on the
science of venture capital in the context of discussing the commercial determinants of entrepreneurial success. The most successful venture capitalists
always exhaust the science before the art.
There are many factors that ultimately influence investment decisions
made in venture capital. We can divide these decisions into the commercial
attractiveness of the underlying investment opportunity, deal do-ability
and exit-ability, and other considerations. The commercial attractiveness of
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entrepreneurial firms relates to the entrepreneur and management, market
size, market, merchandise, meaning, and so on (see Fig. 5.2 for more
details). The second area relates to the probability of the venture capital
deal being successfully completed on satisfactory terms and achieving suitable financial returns after the exit. This component specifically relates to
deal issues (i.e., deal structuring, terms, and pricing), exit potential,
expected returns, risk, and so on. Venture capitalists want to be confident
that they have secured various rights and protections, including exit provisions, corporate governance, approval processes and mechanisms, employment termination, events leading to a change of control, and so on. Note
that business valuation and exit provisions are among the most common
deal breakers in venture capital negotiations. Venture capitalists must also
be satisfied with projected financial returns and with the existence of preferred exit options. The third component in the venture capital decision
environment involves fund strategy and operational considerations.
Figure 5.1 presents the three components of the venture capital decision environment: the commercial attractiveness of entrepreneurial firms,
deal do-ability and exit-ability, and other considerations. The composite
of decisions related to these three areas ultimately lead to outcomes as
captured by venture capital financial returns. Figure 5.1 also highlights
that venture capitalists erroneously use various “compensatory” mechanisms to counteract weaknesses in one area with strengths in another
(note that research in decision sciences confirms the superiority of non-
compensatory models of decision making over compensatory ones). As
Fig. 5.1 notes, these compensatory mechanisms in venture capital may be
horizontal (i.e., compensating within each broad decision category) or
vertical (i.e., across various decision-making components). For example,
in terms of horizontal compensation in the commercial attractiveness section, venture capitalists may maintain excessive faith in the entrepreneur
when faced with fundamental weaknesses in the firm’s competitive position in the marketplace; in this case, seemingly strong management is
believed to counteract weaknesses in the firm’s competitive position.
Venture capitalists may also place excessive confidence in the entrepreneur’s past record to compensate for another commercial weakness, or
place excessive focus on interpersonal “chemistry” with entrepreneurs
while overlooking their actual managerial skills and business acumen. On
the other hand, venture capitalists may use a vertical compensation axis in
which excessively strong deal terms may be used to protect against weaknesses in the firm’s underlying business. For example, venture capitalists
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Fig. 5.1 The venture capital decision-making environment

may compensate for poor management with the ability to freely dismiss
the founder in the event of financial underperformance. The “overcompensation” strategy is generally the most prone to errors.
In addition to the commercial and deal-related considerations, there
are two other considerations that may influence the venture capital
decision-making process: the overall fund’s strategy and fund operations
(see the bottom of Fig. 5.1). It is important to note that these factors
often enter into venture capitalists’ decision-making process early on. In
terms of the overall fund’s strategy, venture capitalists may choose not to
pursue deals because they have conflicts of interest with other investments, have exceeded the investment limits in a specific sector, or because
they may wish to continue to look for other opportunities. Additionally,
entrepreneurial firms may not operate in sectors that venture capitalists
view as attractive. In terms of operational considerations, venture capitalists may lack expertise in properly evaluating specific investment opportunities and efficiently managing them post-closing; they may also lack
sufficient human resources. Venture capitalists often blame insufficient
time as a critical factor in early deal rejection.
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It is important to note upfront that venture capitalists make decisions
in an environment where information is not only imperfect, but also evolving. There is either too much information (from business plans, due diligence reports, consultants, and other sources) resulting in information
overload or too little information to be able to perform the most rudimentary business analysis. In our view, this situation does not reflect “information asymmetry” between venture capitalists and entrepreneurs (where
venture capitalists one-sidedly lack information), but rather a situation
where no one has adequate information—entrepreneurs and venture capitalists alike. At the same time, in the face of incomplete and evolving information, venture capitalists often display a limited propensity to improve
their decision-making apparatus by revamping their internal knowledge
base (experts suggest overhauling an individual’s internal knowledge every
seven years), hiring external consultants to assist with key decisions (not
external advisors, which are used in due diligence), attending conferences
(which may not be specifically related to venture capital), keeping abreast
of broader socio-economic trends (which can make venture capitalists
more sensitive to consumer shifts), keeping up-to-date with scientific discoveries (for recognizing new technological innovations and their impact
on the marketplace), understanding innovations in management (for
understanding new management practices, which may be applicable to
investee firms), and so on. Venture capitalists may also be typically unaware
of academic research focusing on venture capital, even though this research
often outlines best practices in the industry and solutions to key problems
they may face. Again, venture capitalists blame time for their lack of
perpetual education, or suggest that they have already acquired sufficient
expertise through a combination of formal education and industry
apprenticeship.
Entrepreneurs confirm that venture capitalists take a long time to assess
their firms and reach an investment decision. On average, venture capitalists take between six and nine months to close a deal; a significant chunk
of this is consumed by due diligence. While there may be multiple explanations for venture capitalists’ long decision times, the chief reason is that
they may not actually know where to precisely direct their investigative
efforts; consequently, they attempt to cover all possible due diligence areas
by gathering as much information as possible. Venture capitalists’ tendency to assess all conceivable business points may be based on a paranoid
viewpoint of trying not to miss anything of importance. Research, on the
other hand, confirms that more information does not necessarily lead to
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increased decision-making accuracy (we discuss this aspect more in the
external due diligence section).
As noted earlier, academics believe venture capitalists not only struggle
with what information to gather, but also what information to actually
use. Studies suggest that, in practice, venture capitalists use less information than what they claim to use; they tend to rely on a small number of
decision factors or “cues” even when additional information is available.
They have also been found to be inconsistent in applying specific cues to
their decision making (they assign different “weights” to the same decision factors from one deal to another), have problems deciding which
factors really matter (i.e., the 80/20 rule of “vital few and trivial many”),
and frequently shift their focus between issues (not being clear about their
relevance for decision making). This non-systematic approach to decision
making creates problems, and as a consequence, venture capital success is
often non-repeatable.
Cognitive Biases in Venture Capital Decision Making
Conventional logic suggests that as venture capitalists gain experience,
they become superior decision makers; hence, their financial performance
should improve over time. However, research suggests that in the long-
term, there is diminishing impact of experience on reliability and accuracy
in decision making (note that venture capitalists are not the only professionals who experience this negative correlation between experience and
decision accuracy and reliability; cognitive psychology confirms that
medical doctors, judges, corporate executives, engineers, and managers
also suffer from cognitive impairments). Research confirms that “apprentice” venture capitalists may initially improve their decision-making reliability and accuracy as they gain experience. Young apprentice venture
capitalists may more efficiently process information, methodically appraise
key business concerns, and question key assumptions. However, this incremental benefit can quickly disappear; the relationship between venture
capital experience and decision-making reliability and accuracy is curvilinear. Over time, decision-making reliability and accuracy decrease. Venture
capitalists begin to rely more and more on their “gut feelings” or intuition,
become cognitive “hoarders” (engaging in less mental effort even if more
information becomes available), and cease systematically evaluating issues.
With more experience, venture capitalists become “trapped” by their own
historical heuristics, counterfactual thoughts, over-generalizations (based
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on a small sample of events), fixated judgment patterns, inflexible modes
of thinking, cognitive problems, “automatic information processing,” and
various other cognitive shortcuts; these, in turn, lead to evident decision-
making errors, faulty logic, poor decision quality, limited reliability and
repeatability, and, ultimately, declining financial returns.
There are two factors that further complicate the decision-making
environment in venture capital. Firstly, venture capitalists develop a relatively shallow pool of decision-making experience over their professional
careers. Most venture capitalists make only a handful of meaningful decisions per year (one or two deals per year plus additional business decisions
related to deal monitoring) and limited deals over their entire careers
(four or five deals per fund and about 20 deals in total). Secondly, venture
capital decisions receive postponed feedback. Such decisions are only positively or negatively verified in future practice. This delayed feedback prevents venture capitalists from making anything other than limited causal
interpretations and inferences, and further prohibits them from fully
developing and testing their analytical and predictive “apparatus.” In
other words, most venture capitalists are not properly and fully “calibrated” decision makers.
There are multiple biases that enter into venture capital decision making. The most common biases are “decision bias” (recalling only successful investments and using their characteristics as proxies for future decision
making), “representativeness” (judging risks based on their resemblance
to previous historical cases and situations, whether good or bad), “confirmation” (ignoring information that does not supports one’s thesis while
“admitting” information that supports it), “anchoring” (placing excessive
value on a single decision factor or cue while ignoring others), “similarity”
(categorizing people on the basis of similarity to oneself and judging them
on this basis), “self-serving” (attributing success to personal factors and
failure to external ones), “better than average” (overestimating one’s abilities and skills compared to the average), and the “illusion of control”
(overstating one’s influence over outcomes based on one’s perceived
skills). These biases cause venture capitalists to overlook information that
suggests whether investee firms are likely to be successful or fail. Biases
also cause venture capitalists to incorrectly process, compile, and use available information in decision making, which can lead to multiple errors and
poor judgment. Such judgment errors are not random, but systematic; in
other words, venture capitalists constantly make the same mistakes. Lastly,
these biases are not widely recognized in the venture capital community.
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One of the most studied cognitive biases is the impact of overconfidence on venture capital decision making. Studies confirm that venture
capitalists are widely perceived to be overconfident; nine out of every ten
venture capitalists tend to exhibit these characteristics in experimental
studies. Overconfidence may be broadly defined as the state of being
overly positive about the accuracy of one’s judgment with regards to a
certain outcome than is warranted on the basis of knowledge, facts, and
other cognitive estimates. Excessively misjudging the precision of one’s
estimates, overestimating the probability of occurrence of events, being
too sure about one’s knowledge base, and “over-claiming” unique access
to knowledge are all symptoms of overconfidence. Overconfidence is most
often seen in individuals who lack the ability to see their limitations, inabilities, or even incompetence. Overconfidence may also be characterized as
an egocentric bias, which normally increases with complicated tasks and
uncertain environments. Moreover, overconfidence also works to enhance
one’s social status—overconfident individuals are perceived by others to
hold or generate more respect, prominence, envy, and influence. They are
also perceived as more competent even if this first impression later proves
to be artifice and deceptive. In social settings, overconfident individuals
often speak more and first, converse with a factual tone, recall facts quickly,
and deceptively appear more relaxed. Higher social status, in turn, fuels
more overconfidence.
Venture capital studies confirm that overconfidence does not relate to
decision accuracy and reliability. Overconfident venture capitalists not
only wrongly predict the probability of success for entrepreneurial firms,
but also reject entrepreneurial firms with superior opportunities for financial returns. Furthermore, overconfident behavior fuels other biases.
Overconfidence, for example, further propels “illusion of control.” Here,
venture capitalists believe that they have full control of outcomes due to
their “better than average” skills, competences, capabilities, and acumen.
Such an attitude is not only hazardous to themselves but also to their colleagues in the firm and LPs.
Lastly, it is worth highlighting that there are decision sciences models,
which can aid venture capitalists in their decision making and help them to
avoid biases. These models include the “bootstrapping,” actuarial, and
equal weighting approaches. Such models recognize that small risks can
quickly amount to significant uncertainties. Most importantly, the models
are able to predict outcomes better than venture capitalists. Unfortunately,
decision sciences models are rarely used in the venture capital industry.
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Commercial Attractiveness of Entrepreneurial Firms
Over the years, management specialists, investment practitioners, consultants, and academics have attempted to discern the key determinants of
entrepreneurial success and value creation. Early observations have focused
on certain entrepreneurial characteristics such as tolerance for risk, flexibility, determination, ambition, motivation, “street smarts,” ability to operate on a trial-by-error basis, and so on. Subsequent studies have focused
on a wider range of factors, including the industry, the market, competitive dynamics, the management team, proper financial management, the
business concept, the product, and so on.
The “formula” for entrepreneurial success is not precise for a number
of reasons. Firstly, as markets and business opportunities evolve, entrepreneurs may require different combinations of entrepreneurial skills. The
management skills and operational practices needed to succeed for one
time period may not be applicable to other entrepreneurial firms’ development periods. Secondly, value creation is an evolving process that can be
defined in a variety of ways. Value may reflect not only finance-driven
metrics such as cash flow, profitability, and dividends, but also broader
market factors such as market share, market potential, customer loyalty,
and so on.
Extensive research (conducted between the mid-1980s and early
2000s) has examined the importance of the various decision criteria used
in venture capital. This research has identified five types of risks inherent
to venture capital investing: management risk, investment risk, competitive risk, operational risk, and cash out risk. Other studies have discerned
similar decision criteria such as the importance of management, the market, products, the external environment, and cash out. Other academics
have identified a long “laundry list” of decision criteria including the
product, the market, strategy, competitive position, and management.
Extensive academic research has established the importance of certain
financial and non-financial factors that contribute to entrepreneurial success and value creation. Eight key success factors (see Fig. 5.2), described
as the “8Ms,” outline the commercial attractiveness of investee firms.
These components include the management team (including the founding entrepreneur); the market (i.e., size and growth rates); the meaning
(a broader, internal, and often personal purpose behind the founder or
management’s pursuit of business); the merchandise (the entrepreneurial
firm’s commercial proposition reflected by specific products and services);
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the mode of operations (i.e., business model); market share and competitive dynamics; margins; and money management (i.e., cash flow). It is
important to note that the 8M factors are not stand-alone determinants of
entrepreneurial success and should not be viewed in isolation; they are
harmonizing and complementary factors.
As Fig. 5.2 illustrates, the 8Ms are all closely intertwined with each other.
A selective analysis of only some of these 8M factors is likely to lead to inappropriate conclusions. The 8Ms represent the most intricate web of business performance connectors and enhancers. Great businesses normally
start as thoughts or ideas in entrepreneurs’ minds. In addition to these
ideas, however, successful entrepreneurs often seek a deeper “meaning” for
their business endeavors; this fuels creativity, innovation, persistence, and
the pursuit of improvements. These behavioral characteristics are subsequently channeled into merchandise, which, in turn, translates into significant impact on the entrepreneurial firms’ competitive position (impressive
merchandise commands superior market share). Entrepreneurial “meaning,” passion, and values work to attract other talented people, who, in
turn, influence the way the entrepreneurial business operates (i.e., the mode
of operations). A unique business composition further enhances the entrepreneurial firm’s stance in the marketplace. Strong market share in a desired
market translates into strong revenue growth, which converts into profitability and, later, into sustainable cash flow (i.e., money management).
Human
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Fig. 5.2 The interconnection between various determinants of entrepreneurial
success and value creation
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Note that Fig. 5.2 does not explicitly present other important connections
between these determinants to avoid unnecessarily complicating the figure.
The most influential links include mode of operations → margins; management → money management; mode of operations → money management;
market share → margins.
It is important to note that a comparison of the key determinants
of entrepreneurial success (independent of venture capital) with those
described within the framework of venture capital financing yields interesting (but not surprising) results. The two lists include a similar set of entrepreneurial success factors. Of course, deal terms add complexities in venture
capital. As we illustrate below, venture capitalists appear to be looking at
the right success factors when investigating entrepreneurial firms, but their
assessment appears sub-optimal. As we have previously noted, venture capital evaluation is also negatively influenced by various biases.
Let’s delve into a detailed assessment of the “8M” determinants and
discuss how venture capitalists “process” them. The discussions below
note some of the most critical areas where venture capitalists’ inadequate
and compromised appraisal is likely to be found.
Management
Ideas about what merchandise to offer in the marketplace, how to serve
customers, what business strategy to pursue, and how to develop and sustain a competitive advantage come from people. The presence of the “right
people” in an entrepreneurial firm is one of the most important variables for
creating business success and value in the long-term. A well-chosen management team can be a source of multiple talents, produce infinitely more
business ideas, and access a wider network of contacts. Moreover, a diverse
management team ensures the existence of constructive debate, alternative
points of view, and value-added deliberation within the firm. Successful
entrepreneurial firms focus on employee training, development, and incentive programs, which aim to attract, motivate, and retain employees.
Academic research and business practice suggests that the entrepreneurial
firms with the most complete management teams have the highest rates of
success. Superior entrepreneurial firms are built on the basis of internal
mechanisms, processes, and procedures focused on innovation, organizational change, and internal competition; such structures are the hallmark of
successful entrepreneurial ventures, as they represent the best protections
against external threats. Of course, a superior management team does not
form on its own—it is often a product of visionary founders.
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Venture capitalists struggle to properly assess management for a number
of reasons. Many venture capitalists maintain a single and often erroneous
profile of a model entrepreneur in their minds; as such, they are attracted to
“their” version of a “visionary leader.” Typically, venture capitalists gravitate
to individuals who may be characterized as aggressive, dynamic, self-assured,
and bravado-driven. At the same time, venture capitalists dismiss softspoken, mild-mannered, modest, withdrawn, quiet, and fact-driven leaders,
even though research confirms that these types of entrepreneurs tend to
achieve more business success than the leaders often championed by venture capitalists. In a nutshell, venture capitalists are often attracted by the
wrong kinds of entrepreneurial characteristics. Moreover, venture capitalists also often believe in the myth of a “sole entrepreneur” as a viable
human resource and business model (this myth is especially pronounced in
situations where a solo entrepreneur has achieved some notable success in
the past).
Secondly, venture capitalists often do not conduct robust evaluations of
other team members. Initial interactions between founding entrepreneurs
and venture capitalists frequently occur without the participation of management team members. The chief reason for excluding other people from
participation in this process is because these interactions typically relate to
deal-making activities rather than due diligence—and deal making is the
area venture capitalists are most comfortable with. As we note throughout
this book, venture capitalists mistakenly assume that securing additional
legal terms will sufficiently protect their interests in the event of firm
underperformance. While venture capitalists may intuitively feel that successful value creation is deeply grounded in a complete management team,
they often disregard this principle in practice. Interactions with other
members of management normally begin during discussions related to
future planning; these interactions are often limited to a few hours, which
is insufficient time for venture capitalists to understand the strengths and
weaknesses of an entire management team. Because of these limited interactions, venture capitalists are not able to confirm whether members of the
management team possess the right combination of relevant market experience, training, and capabilities. The right arrangement of the right individuals with the right skills is a pre-requisite for entrepreneurial success.
Thirdly, venture capitalists often have problems distinguishing between
entrepreneurs who are long-term “organizational builders” (who often set
transcending and stimulating goals that exceed the tenure of a single
leader) and those who are short-term “arbitrageurs” of a single concept or
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idea; venture capitalists may actually prefer this category of entrepreneur.
Any entrepreneur can stumble upon a single idea for a product or service,
exploit a concept or market imperfection, and generate transient revenue
and profits. Building an entrepreneurial firm based on long-term organizational value creation should be appealing to venture capitalists, but this
is rarely a focus of their detailed investigation. Moreover, venture capitalists rarely look “beyond the surface” with respect to human resources in
order to investigate matters such as employee turnover (“star performers”
often leave when the organization begins to hire inferior individuals),
employee retention (a hallmark of successful entrepreneurial firms are
employees with a long, ten years-plus tenure), employee training and
development (which results in higher job satisfaction, more innovation,
added creativity, and higher productivity), and internal promotions
(internal promotions tend to be superior to external hires). Venture capitalists’ lack of focus in this area may be driven by their attitude that they
can always change management. Venture capitalists often claim that they
have long lists of experienced managers that they can bring into entrepreneurial firms at will and on short notice.
Fourthly, venture capitalists have problems deciding which characteristics of management are most applicable to specific business situations.
Venture capitalists often look for individuals with “big firm” experience
even though they may be ill-suited for smaller firms (in large corporations,
managers have access to unlimited human, operational, and financial
resources). Also, when considering early-stage entrepreneurial firms, venture capitalists often do not recognize that these firms may not be able to
initially employ their preferred people (often due to financial reasons). In
such cases, venture capitalists may consider the incomplete management
team to be a deal breaker instead of recognizing that, as has been the case
for many successful entrepreneurial firms, the management team comes
after the funding is in place—not before.
As noted above in the section on biases and cognitive problems, venture capitalists tend to place excessive value on interpersonal “chemistry”
with entrepreneurs; this chemistry is frequently judged on the basis of
similarity of personality, behavioral traits, interests or hobbies, and backgrounds (i.e., education, work experience, and so on). This phenomenon
is termed a “similarity bias”—the more similar the profiles, the more
favorable the venture capital evaluation. If the relationship “feels” right,
venture capitalists are eager to continue and may overlook fundamental
weaknesses in the underlying business (and with the founder). In some
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instances, unwarranted rejection of deals occurs on the basis of poor
interpersonal chemistry between entrepreneurs and venture capitalists—
even if the entrepreneur possesses numerous fundamental strengths. The
most unwise manifestation of the excessive placement of value on interpersonal rapport occurs when “overconfident” venture capitalists gravitate toward “overconfident” entrepreneurs; such scenarios are not
difficult to imagine in the venture capital environment and are recipes for
investment catastrophe.
Finally, research confirms that venture capitalists are not gender neutral
in their assessment of entrepreneurs. Since the vast majority of venture
capitalists are male, many tend to ignore female entrepreneurs by systematically discounting their competencies, abilities, ambitions, and passions.
Venture capitalists’ poor judgment in this area disregards academic studies, which confirm that female entrepreneurs have higher business success
rates and lower rates of failure.
Market
The market represents the aggregate behavior of consumers. Entrepreneurial
firms can typically succeed without complications in favorable market
conditions where market demand is sizeable and rapidly growing, competitive pressures are low, market entry barriers are high, and no dominant players exist. As the saying goes, “a rising tide raises all ships.” On
the other hand, many successful firms have been built in the midst of
seemingly unattractive market conditions. In these circumstances, it was
the strong management and a superb execution that ultimately led to
business success. The most essential components of market analysis should
be market size and growth rates (both historical and forecasted).
Entrepreneurial firms must aim to define the market size in terms of
volume (i.e., number of sold units) and value (expressed in dollar terms).
Most importantly, these market numbers allow entrepreneurs to determine
their firms’ revenue and profit potential.
Conventional logic suggests that understanding market conditions
should be of critical importance to entrepreneurs since they are not able to
control the market conditions, the market size, and the market growth
rates. Accordingly, entrepreneurial firms should regard market risk as one
of the worst adversaries to the successful development of their ventures; a
proper analysis of the market must be regarded as the foundation of strategic analysis and market execution. Unfortunately, entrepreneurs struggle
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to understand the market (or the “addressable market’) in terms of market
size and growth rates even when their initial business ideas have been
properly grounded in market observation. Practice suggests that the market section is the most poorly prepared part of most business plans.
Entrepreneurs struggle with market considerations for a number of reasons. Firstly, entrepreneurs often argue that it is difficult to estimate market size, especially when market forecasts, industry reports, and expert
opinions are not readily available. What entrepreneurs rarely recognize is
that basic market research, a few friendly discussions (with customers, suppliers, or even competitors), and other limited investigation can provide
sufficient background information (i.e., inputs) that, along with quality
assumptions, can assist in establishing key market data (of course, establishing the market size for a new product or service that has not yet been
offered in the marketplace is infinitely more challenging). Moreover,
entrepreneurs often find it difficult to convert market size and growth
rates into coherent revenue lines for their financial forecasts. In other
words, entrepreneurial firms’ revenue lines are often established in isolation and do not reflect the market size and projected growth rates. Lastly,
entrepreneurs rarely engage in a regular process of monitoring, evaluating,
collecting, and disseminating information about the market within their
firms. Such environmental scanning normally includes an analysis of economic forces, technological variables, legal and political issues, and socio-
cultural underpinnings. Of course, without a comprehensive, in-depth,
and regular market analysis, entrepreneurs cannot understand underlying
market trends, their probability of occurring, and their impact upon the
entrepreneurial firm; this, in turn, can lead to decision-making anxiety
about how best to drive the venture in the right strategic direction.
Venture capitalists also demonstrate multiple problems in the area of
market analysis. Venture capitalists often accept entrepreneurs’ poor market analysis as is, and fail to recognize the potential problems with it.
Interestingly, weak market analysis may not deter venture capitalists from
positively evaluating entrepreneurial firms. Furthermore, venture capitalists pursue investment opportunities according to a “group mentality”
with respect to certain “darling” sectors of the economy or markets. If
other venture capitalists, other financial investors, or “Wall Street” recommend investments into a specific market, the average mainstream venture
capitalist is likely to seek opportunities in it without performing a detailed
market analysis or confirming the market potential. Instances of sudden
shifts in the venture capitalists’ interest from industry-to-industry are well
documented in newspaper articles.
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Moreover, it is important to note that only a limited number of venture
capital firms maintain research departments, which are able to track industry information in a systematic manner.
Meaning
Guy Kawasaki defines “meaning” as the entrepreneur’s almost altruistic
intention or desire to develop merchandise that may change the world (or
make it a better place), alter the future of humanity in some consequential
manner, fix something that appears to be ruined, address a basic human
problem or need, or prolong the continuation of something righteous.1
Meaning may come from salient personal experiences that have moved the
entrepreneur and consequently propelled him to develop his venture; such
life-changing personal experiences may be either positive or negative, but,
in either case, they create a strong personal drive. Meaning may also derive
from “temporal” or “structural” tensions, which connect the entrepreneurial firm’s present position with the founder’s future vision. Of course,
the greater the structural tension, the greater the motivation to achieve.
Meaning entices the entrepreneur’s intellect and consumes his heart
and spirit. Meaning also has to be authentic in order to become part of an
entrepreneurial firm’s inner fabric. A commitment to specific alluring personal causes may manifest itself in an entrepreneur in a variety of ways. For
example, a common behavioral pattern may relate to dropping out of
school or quitting a well-paid executive position. This meaning is further
translated into strong personal missions, visions, and goals, which are
often (but not always) inked on paper. Strong visions, missions, and goals
are common to all successful entrepreneurs. Robust missions, visions, and
goals are also associated with strong business growth. Although the level
of intensity in meaning may be difficult to measure precisely, it may serve
as the most powerful motivator and navigator for entrepreneurs, and may
often translate into a superb entrepreneurial work ethic; this work ethic is
critical for persistent business execution and value creation. Meaning also
serves as an anchor for entrepreneurs in moments of difficulty, stress,
underperformance, hesitation, lack of belief, doubt, or even failure.
Meaning places entrepreneurial sacrifices into their proper context—true
meaning is never about making money, power, or prestige. Most importantly, meaning limits overconfidence by keeping entrepreneurs grounded.
There is another critical component that contributes to entrepreneurial
meaning—passion. In practice, many entrepreneurs tend to act with
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emotion and passion (note that the emotional characteristics of
entrepreneurs have only recently been investigated by academics in a systematic matter). Passion may be defined as high-intensity, long-term
feelings, which are meaningful to the entrepreneur and his identity. Passion
reflects the special connection between entrepreneurs and their ventures.
Research confirms that passionate entrepreneurs are more creative, enthusiastic, persistent, motivated, and dedicated; they also accept more challenges, maintain a need for independence, behave in a self-assured manner,
and are flexible. Research connects these qualities and characteristics to
successful entrepreneurship. Passion also often influences cognition,
which, in turn, can influence the perception, identification, and evaluation
of opportunities. Passionate entrepreneurs are more inspired and tend to
work harder; they also see their job as “play,” meaning their work comes
to them more effortlessly and work is a more pleasant experience for them
(their passion moderates any less enjoyable but necessary activities).
Entrepreneurial passion is contagious and easily transfers to employees,
further enhancing their attitude and commitment. Passion can also serve
as a conduit for harmonizing personal goals within an organization; this
passion-driven goal alignment creates enthusiasm and progress. For this to
occur, passion, of course, has to be real and observable by others through
intense body language, animated facial expressions, and enthusiastic body
movements. It is also important to note that entrepreneurs may exhibit
different levels of passion in activities such as product invention, strategic
evaluation, planning, and business operation.
Another behavioral component of entrepreneurial engagement relates
to values, which cover a wide spectrum of personal beliefs such as respect,
freedom, friendship, honesty, courage, love, forgiveness, care for others,
work–life balance, comradery, and so on. Research confirms that, through
different organizational mechanisms, values influence analysis, decision
making, and judgment. Values often become integral parts of organizational policies, processes, procedures, and mechanisms. Values also influence corporate strategy through problem solving and planning. Researchers
have found that values positively affect business performance.
Venture capitalists generally neglect the behavioral aspects of entrepreneurship. Most venture capitalists do not recognize the importance of
meaning as a relevant input for decision making; this is surprising because
their external consultants readily recognize the behavioral aspects of entrepreneurial conduct even if these advisors cannot precisely name them.
External advisors often note that these often silent behavioral characteristics
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can make the biggest difference in entrepreneurial performance because
such qualities allow entrepreneurs to avoid operational problems, steer clear
of potential challenges, resist the temptation to unnecessarily diversify their
interest into peripheral projects, and avoid a general loss of focus. Venture
capitalists unfortunately seem to be intrinsically attracted to individuals
who, like them, wish to “make money and not meaning” (i.e., they exhibit
a “similarity bias”)1. For venture capitalists, meaning may be optional,
unnecessary, or even pathetic; consequently, they rarely understand and
investigate the reasons why entrepreneurial firms were founded, survived,
or have persisted—in other words, they simply do not understand the
entrepreneurial reasons for “being.” Venture capitalists rarely realize that
omitting the behavioral aspects of entrepreneurial activities can produce a
“false negative” investment signal or even an outright rejection, especially
in relation to entrepreneurial firms, which appear to initially struggle.
Venture capitalists appear incapable of performing formal evaluations of
entrepreneurs’ “expressive” conditions and values. Entrepreneurial drivers
often appear to venture capitalists as “fuzzy,” vague, or undefined. While
venture capitalists may be able to observe entrepreneurial passion, they
may attach minimal importance to it and fail to recognize the positive
impact this passion can have on the business. In addition to passion, most
venture capitalists also have difficulty assessing entrepreneurial values.
It is important to note that venture capitalists often have difficulty
understanding that entrepreneurs may exhibit different levels of intensity
or passion toward different business functions (i.e., inventing, planning,
and operating); this may lead them to terminate employment with
entrepreneurs who clearly display passion for some business functions over
others. A lack of proper perception in this area can lead to a classic case of
“throwing the entrepreneur out with his entrepreneurial bathwater.”
Lastly, as noted above, venture capitalists may not understand, nor
appreciate that for the vast majority of entrepreneurs, the entrepreneurial
journey is not about money. Many entrepreneurs exhibit a strong orientation toward social value creation, and perceive their social contribution as
a lifelong ethical commitment. Additionally, non-economic goals are often
a priority for entrepreneurs; these often translate into high levels of
personal satisfaction, which, in turn, contributes to strong financial performance. The non-monetary orientation of some entrepreneurs constitutes
perhaps the most profound behavioral difference between many entrepreneurs and venture capitalists, and is where their behavioral and motivational compatibilities diverge.
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Merchandise
When entrepreneurs operate in the milieu of “meaning,” it becomes much
easier for them to develop merchandise for the marketplace. Products and
services represent a tangible manifestation of entrepreneurial aspirations,
and merchandise enhancement is a process of continuous refinement and
experimentation. Many successful entrepreneurial firms search for the
“right” merchandise to focus on for a considerable period of time. Clearly
defining customer preferences, decision criteria, purchasing behavior,
price considerations, and sales cycles allows entrepreneurs to further
demarcate customer needs. Superior entrepreneurial firms have a direct
and deep knowledge of their customers and understand their unique needs
and preferences. Customer intelligence is regularly solicited through
research and direct contact.
Innovation is inherently connected with merchandise development.
Unlike larger enterprises, entrepreneurial firms will often spearhead the
development of innovative merchandise. Innovation also impacts a firm’s
organizational systems, internal processes, and modes of operation. The
drive for innovation in many entrepreneurial firms is continuous rather
than intermittent; this habitually leads to a unique, high-value customer
proposition, which helps reduce customer costs, increases profitability,
and improves organizational effectiveness. Innovation is also a strong
contributor to revenue and profitability growth (however, it should be
noted that lower margins are often seen in the initial years of merchandise
development).
Venture capitalists often ignore the possibility that entrepreneurial firms
sometimes lack a unified and cohesive business concept at the outset of
their operations. As noted above, entrepreneurs can sometimes operate in
an undefined manner for a considerable period of time. Venture capitalists
often claim that such an approach to business development is “not investable.” As noted in Chap. 4, this inflexibility confirms venture capitalists’
misunderstanding of the entrepreneurial process and its incompatibility
with venture capital financing. Moreover, venture capitalists rarely have
direct experience with investee firms’ merchandise—entrepreneurs claim
that investors are rarely genuinely interested in it.
The connection between merchandise innovation and venture capital is
a key discussion point. As we noted in Chap. 1, one of the most challenging claims that venture capitalists make is that venture capitalists cause
entrepreneurial innovation. While there is some academic evidence to
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confirm that venture capital-backed entrepreneurial firms tend to be more
innovative, this claim is mainly the result of venture capitalists selecting
only those firms that are already innovative. Evidence suggests that venture capital follows innovation and it does not precede it.
There is also limited evidence to suggest that venture capitalists
positively influence increased spending on merchandise innovation; in
fact, academic evidence suggests that the contrary is true. This is because
venture capital’s short-term outlook and exit orientation tend to result in
fewer investments into long-term R&D, innovation, and commercialization (this is done to boost short-term profitability, cash flow, and valuation). A drive to reduce innovation budgets is especially common in
entrepreneurial firms going public or in existing public entrepreneurial
firms; the pressure to achieve quarterly financial results often acts as a
robust deterrent of innovation.
Evidence also suggests that venture capitalists focus on an increasingly
narrow range of industries, especially those where innovation cycles are
short. In other words, venture capitalists are not interested in promoting
investment across a wide range of industries or in instances where long-
term innovation development is required. Moreover, there is growing evidence to suggest that venture capitalists support conservative merchandise
ideas rather than innovative technologies.
Market Share
An entrepreneurial firm’s competitive strategy predominantly focuses on
improving its sustainable competitive position within a specific addressable
target market. Market share refers to the percentage of the total market that
is owned by the entrepreneurial firm’s specific merchandise. Market share
demonstrates the entrepreneurial firm’s performance relative to its competitors and can be expressed in absolute or relative terms. Of course,
achieving a strong market position should be among the most critical objectives for any entrepreneurial firm. Improved market share confirms that the
entrepreneurial firm offers competitive merchandise to loyal customers.
Surprisingly, venture capitalists pay more attention to market share than
the market itself (even though an understanding of the firm’s competitive
strengths cannot occur without a thorough investigation of the marketplace). This interest in market share is often motivated by venture capitalists’ aspirations to support market leaders (as we noted in Chap. 4), which
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is not always possible. Of course, an investment strategy in which venture
capitalists pursue only market leaders can be flawed, as entrepreneurial
firms with seemingly weaker market positions could assume lead roles in
the marketplace, especially if the competition is weak, complacent, and
inattentive to customer needs.
Regardless of whether venture capitalists invest in market leaders or followers, they may recommend defective, short-term-oriented strategies to
entrepreneurial firms. When investing in market leaders, venture capitalists
commonly encourage them to cut their budgets for merchandise innovation, invention, and improvements; such strategies reflect venture capitalists’ desire to sharply improve short-term financial performance. When
investing in market followers, venture capitalists usually suggest acquisition strategies, which aim to rapidly grow market share and presumably
achieve synergies (which, as noted in Chap. 4, are rarely realized in
reality).
Mode of Operations or Business Model
Successful entrepreneurship is necessarily based on developing and executing the right mode of operations. A business model may be defined as a
broad operational framework that the entrepreneurial firm adopts to conduct its business. A business model serves as the internal architecture of
the firm and captures the way by which management rationalizes and
coordinates its various functions. Business models may lead to a competitive advantage rooted in operational aspects such as achieving superior
research (Merck), developing a strong brand name (Starbucks), simplifying a distribution chain (Uber), delivering best deals (Priceline), aggregating products (Amazon), and so on. Business models may also represent
the formal or tacit descriptions of the inner workings of the firm and how
these components fit together in a single, coherent mechanism that produces revenue, profit, cash flow, and, ultimately, value.
Venture capitalists believe that business models are fixed and that there
is often one model way to do business. However, practice suggests that
business models are not static; they are often prone to evolutionary transformations and may be paradigm-shifting. While achieving sustainable
success in reality is always challenging, business model innovation has
become a mainstream management practice. Innovation in business delivery has proven to be a powerful tool for reinvigorating an entrepreneurial
firm’s merchandise, strengthening its financial position, and generating
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value. The best example may be Apple with its iTunes platform (for music
distribution), iPod (for music consumption), and iPhone (for connectivity
needs). Other firms that have achieved business success with respect to
business model innovation include Google, MySpace, Dell, Walmart,
eBay, and Amazon.
Margins and Money Management
The last two components that factor into value creation for entrepreneurial firms relate to financial matters, namely margins and money management. Margins (or profitability analysis) refer to a basic understanding of
the entrepreneurial firm’s efficiency at the micro and macro levels. At the
micro level, margins define the economic efficiency of individual merchandise, contracts, projects, and clients. This analysis investigates whether
smaller units of the firm operate in an economic manner; in other words,
margins focus on whether minute business units are able to make a meaningful contribution to the firm’s overall financial standing. Macro analysis
of profitability captures the firm’s economic efficiency at the aggregate
level with respect to EBITDA and EBIT.
The other critical component of financial analysis is money management or cash flow analysis. This analysis is critical as cash flow mismanagement is often regarded as the primary cause of business failure. Cash flow
can be most simply defined as the movement of capital in and out of the
firm over a specific period of time (these movements are normally presented in the cash flow statement). Cash flow reflects a balance between
generating profits, managing working capital, and investing in long-term
assets and serves as a true test of management’s capabilities. Strong cash
flow provides security against business failure and acts as a guarantor of the
firm’s future sustainable growth.
Venture capitalists are instinctively drawn into financial matters and
habitually turn to an analysis of profits and cash flow due to their preoccupation with short-term value creation (note that both profits and cash
flow are predominantly used as basic inputs for key business valuation
methods, namely, the EBITDA multiple method and the discounted cash
flow method). The venture capital industry places significant emphasis on
financial analysis compared to other areas of non-analysis such as business
execution, implementation, and operational capabilities; this is because
the financial analysis is usually the strongest.
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However, venture capitalists’ financial analysis is not without problems.
First, while EBITDA or EBIT analysis is common, venture capitalists
rarely investigate profitability at the micro level and often assume that
entrepreneurial firms will be able to solve problems related to uneconomic
micro projects by growing revenues. Moreover, venture capitalists are
rarely able to identify the most profitable and money-losing parts of entrepreneurial ventures. Secondly, venture capitalists automatically assume
that margins are likely to gravitate toward industry averages. If a firm is
underperforming, venture capitalists assume that its margins must increase;
however, they fail to understand that increasing margins is one of the most
difficult objectives to achieve in business.
Conclusions on Venture Capitalists’ Commercial Analysis
There are some key conclusions that can be derived from our analysis of
the venture capital due diligence process thus far. First, while venture
capitalists broadly focus on some key areas of entrepreneurial success and
value creation, their analysis is often incomplete, misplaced, and inadequate. Because venture capitalists may not comprehensively assess many
of the “8Ms,” they may not be able to properly recognize and assess
risks. One of the consequences of this is that venture capitalists have
challenges distinguishing between good and bad investment opportunities. An inability to judge risks also makes it difficult for venture capitalists to assign appropriate business valuations to potential investee firms
(note that we discuss this “adverse selection” problem in Chap. 7).
Secondly, venture capital decision making is often driven by biases rather
than systematic, extensive, and in-depth research. Interestingly, these
biases often affect more senior venture capitalists rather than their
younger colleagues. Venture capitalists often resort to the “art” of venture capital rather than continuously relying upon the “science” of venture capital investing. Third, we argue that venture capitalists spend
excessive time and financial resources on issues that matter less and less
time on issues that matter more; they also try to guard themselves against
underperformance with clever legal protections. As many venture capitalists intuitively recognize, no amount of legal protections can counteract severe underperformance.
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Venture Capitalists’ Rejected Deals
An interesting area of consideration that provides insight into the major
problem areas of venture capital screening, due diligence, and decision
making is entrepreneurial firms that were initially received by one group of
venture capitalists and subsequently funded by others. Interestingly, final
venture capital funding often comes shortly after these initial rejections
(often within a few months), a period of time in which the commercial
proposition of these firms could not have dramatically changed. Many of
these initially rejected and subsequently funded firms have become “mega”
successes; some have reached multi-billion dollar valuations in short periods of time. What could the initial group of venture capitalists not see?
How could they ultimately reject such blockbuster deals? While limited
academic work has focused on this area, we offer some observations.
While academics have not recently investigated the outcomes of initially
rejected deals (early studies date back to mid-1980s), the mainstream
media has extensively reported on this issue. There are a number of observations that can be made from these articles. First, many entrepreneurs
seeking finance are rejected multiple times by venture capitalists before
actually securing venture capital. In other words, multiple venture capital
firms had opportunities to recognize these firms’ value, but did not;
instead, these entrepreneurial firms were chosen by the “wise few.” On
average, most entrepreneurs experience between 20 and 50 rejections;
some “record holders” have received hundreds of rejection letters
(Pandora, e.g., supposedly received over 300 rejection letters over a period
of two and a half years). Second, entrepreneurs often feel that they are
“auditioning” for capital rather than making a business presentation to
potential partners. Once they are invited to present, entrepreneurs are
expected to bring venture capitalists to an “aha!” decision climax within
minutes and develop an interpersonal relationship and “chemistry” on the
spot; at the same time, they must coherently and persuasively present their
business venture. To do all of this in a single presentation is nearly impossible. Entrepreneurs further complain that venture capitalists generally do
not seem interested in most firms’ actual merchandise, do not understand
the marketplace, do not comprehend the “nature of the proposed business,” and exhibit poor business judgment. A vivid example is Jack Ma
from Alibaba, a Chinese e-commerce platform—venture capitalists rejected
this deal on the basis of China’s poor infrastructure, perhaps not understanding that the entrepreneur precisely aimed to solve this problem.
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A list of start-ups rejected by venture capitalists include some of the
most prominent ventures today: Apple, Airbnb, Cisco, Dell, eBay,
Facebook, Fedex, Fitbit, Google Groupon, Intel, PayPal, Skype, Twitter,
Tumblr, and so on. Some of the greatest venture capital “misses” in the
United States are described by Bessemer Venture Partners in their “anti-
portfolio”—perhaps the only honest disclosure of this type in the world.
Some of the most common reasons for these mistaken deal rejection
include entrepreneurial firms entering too early or too late into the marketplace or being valued too high. Markets are frequently being estimated
as too small or too competitive. Other rejections involve venture capitalists
“perceiving” poor execution and “limited customer traction,” being
“uncomfortable” with technology, being “uneasy” with the founder and
management, or being the “only venture capital firm interested in the
deal” (“herding” or “group think” mentality in venture capital is described
in the introductory chapter). While these reasons for rejection may be
perfectly justifiable after a thorough investigation of the investment
opportunity, they are often the result of unsubstantiated opinions and
judgments reached shortly after a brief meeting with entrepreneurs or
after a short glance at their business plan. Other common rejection criteria, such as venture capitalists’ being “not sure” or “too busy,” are more
difficult to defend.

External Due Diligence
External due diligence is the formal process by which entrepreneurial
firms’ commercial activities are examined by independent advisors. This
investigation allows for any unknown or little known additional facts about
the underlying business to be discovered and examined. The scope of
external due diligence differs from deal to deal and reflects the unique
qualities and characteristics of entrepreneurial ventures—specifically, their
size and stage of development, their financial profile, and the nature of the
transaction (i.e., asset purchase, new firm creation, or share purchase). Key
elements of due diligence include financial, legal, and environmental
reviews, as well as operational reviews and personal background checks.
Compared to internal investigations, external due diligence can be quite
expensive. It is important to note that some venture capital firms maintain
their own dedicated due diligence teams, which perform all the functions
of external advisors.
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External due diligence is driven by venture capitalists’ fundamental
belief that more information causes better decision making. This presumption has proven to be inaccurate—research confirms that when more
information is available, venture capitalists either ignore it, or use it inadequately, or resort to preexisting biases and cognitive shortcuts. Venture
capitalists often summon their modes of processing information from
memory and endeavor to fit new situations into existing mental frameworks and pathways (i.e., something that they are already familiar with).
They apply these “true and tested” modes of response, but they are
unlikely to fit new situations; hence, they provide false decision signals.
Framing information in a familiar way causes venture capitalists to be
attracted to salient information factors or cues while ignoring some of the
more pertinent decision factors. Unfortunately, cues recalled from memory are often sub-optimal at discriminating between different dynamic
situations. Overall, more information negatively impacts decision accuracy
and reliability for venture capitalists. Moreover, access to additional information has an incremental impact on venture capitalists’ confidence; this
diminishes their predictive accuracy and reliability. In a nutshell, venture
capitalists become more confident about making the wrong decision.
During informal discussions with advisors, many openly admit that
although there may be limited value to be gained from external due external diligence of entrepreneurial firms, they will gladly charge their fees for
this service anyway. This opinion stands in contrast to venture capitalists,
who portray external due diligence to their potential investee firms as necessary and beneficial. External advisors view due diligence as an opportunity to discover if there are any “skeletons in the closet.” Advisors view the
due diligence process as “negative screening” rather than “positive confirmation” or verification of the entrepreneurial firm’s future success potential; it is more about assurance.
External advisors frequently recall instances where they questioned why
venture capitalists rejected investing into a particular entrepreneurial firm
that they considered to be a good investment opportunity. The advisors
often conclude that the reason for this was that the venture capitalists did
not understand the fundamentals of the underlying business because they
did not invest sufficient time and resources to investigate it properly. On
the other hand, venture capitalists appear to invest into entrepreneurial
firms that do not always appear to be as attractive to advisors. Venture
capitalists typically invest into these inferior projects because of their “fixation” on a specific investment cue; these investment fixations can be a
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specific market sector (which appears to be “hot” at the time of the investment), an explicit type of venture (i.e., consolidating the market place), or
a particular form of transaction (i.e., leveraged buyouts). In these moments
of situational “fascinations” with respect to certain deals, advisors observed
that venture capitalists often tended to overpay for these businesses; this
meant that a significant value increase would have needed to occur in
order for them to generate any returns. Advisors also observe that venture
capitalists tend to close deals for behavioral reasons. Some of the most
common reasons for closing a sub-optimal deal include internal pressures,
individual pressures, and commencement of fundraising activities.
Venture capitalists also require different pricing options from advisors
in order to anticipate two eventualities—namely, whether they actually
close a deal or not. In the case of not closing a deal, venture capitalists seek
“price discounts” because these costs are considered “deal abort” costs
and are charged directly against operating budgets; these costs reduce venture capitalists’ management fees, which can further reduce salaries and
GPs’ accumulated profits. In the event that a deal closes, venture capitalists are willing to offer “price premiums” to advisors. When the total costs
of due diligence are added to the actual value of the transaction and
directly charged to LPs, this has no impact on reducing management fees.
Table 5.2 highlights the “8M” determinants of entrepreneurial success
presented in the context of external due diligence. The main conclusion
from the figure is that external due diligence provides minimal assistance
to venture capitalists when it comes to expanding their knowledge and
understanding the key factors of entrepreneurial success; the figure has
plenty of unfilled spaces. Additionally, external due diligence predominantly provides historical perspectives.
Each area of due diligence has its own unique characteristics. Financial
due diligence provides the basis to validate all financial information
received from entrepreneurial firms. Venture capitalists often perceive
financial reviews as one of the most important due diligence areas. Financial
investigation has a unique focus—it is performed as a limited financial
review (not a full financial audit) and represents an “agreed-upon procedure” that is pre-arranged between venture capitalists and financial advisors. The investigation focuses on many areas, which include reviewing the
potential investee firm’s historical financial data (and current financials)
and, if necessary, restating it under international accounting standards,
identifying off-balance sheet and contingent liabilities (i.e., tax matters,
contingent liabilities, internal loans, undocumented liabilities, etc.), and

Market share
Margins
Mode of operations
(business model)
Description

Management
Meaning
Money management
(cash flow)
Merchandise
(products & services)
Market

Based mostly on
historical perspective
Covers the next six
months
Evaluates the finance
function and MIS

Financial

Environmental

Unrelated Some
operational
observations
Limited study
of management

Legal

Types of external due diligence

Performed sporadically
Some evaluation of
operational efficiencies
Comprehensive
assessment of product
and service quality
Limited analysis of
management

Operational

Unrelated (mainly
limited to criminal
verification and
background checks)
Not useful for detailed
scrutiny of
management

Personal

The analytical matrix for areas of external due diligence vis-à-vis key due diligence areas

Key areas of due diligence

Table 5.2
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ascertaining the professionalism of the accounting department (i.e., functions and procedures, management information systems, and accounting
policies). All of these issues reflect a historical perspective. Financial advisors note that because they are not privileged to the other aspects of the
firm’s commercial activities, their analysis is often incomplete and inadequate. Without a broader background to work from, advisors may be
looking at the “wrong” areas when conducting their analysis. Accountants
also confirm that they often assess standard due diligence “themes” (as
noted above) but do not assess more company-specific issues; this is
because they rarely receive any specific briefs from venture capitalists that
would help to make their investigation more focused. Venture capitalists
may also request that financial advisors assess entrepreneurial firms’ financial forecasts and consider their accuracy (of course, external advisors
heavily note in their writing that they do not take any responsibility or
assume any liability for the accuracy of this analysis). Although financial
advisors typically look at forecasts for six to nine months, it is questionable
whether they are in a situation to perform this task well; other external
consultants may be better qualified. Financial advisors confirm that some
of the most negative aspects of venture capital investing relate to excessive
business valuations and investments into unappealing sectors of the economy. Accountants also confirm the existence of certain behavioral aspects
in venture capital investment decisions. For example, a preference is often
exhibited for “not losing a job today rather than in five years” at the
expense of doing “bad” deals. The most common problems in this area
relate to the financial review; issues include poor quality and unreliable
financial information, revenue recognition problems, non-compliance
with tax regulations, and transfer pricing.
The objective of the legal review is to assess the general “legal health”
of the entrepreneurial firm. The legal review aims to discover present and
potential future legal problems as well as develop legal strategies to minimize exposure to expensive claims and lawsuits (note that the risk of
litigation and associated legal costs can be substantial). The legal review
also helps venture capitalists to develop warranties and representations in
their financial contracting. The legal investigations focus on issues related
to title of assets, agreements with external parties (i.e., clients, employees,
suppliers, financial institutions, and so on), the proper legal constitution of
the venture and proceedings, and so on. The most common problems in
this area relate to poor documentation of contracts, informal arrangements, and related party transactions.
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The environmental review aims to provide a systematic analysis of environmental risks, highlights the actual impact on the environment, and quantifies the value of any environmental liabilities. The environmental assessment
generally focuses on waste management and disposal, employee safety issues,
and other environmental concerns important to the public (note that some
firms are likely to have minimal impact on the environment).
There are other reviews that venture capitalists may commission,
although, ordinarily, they are not performed in every situation. An operational review, for example, focuses on a comprehensive review of the firm’s
operational matters. Operation reviews tend to focus on operational efficiencies as well as analyzing functional departments, departmental processes, control mechanisms, organizational structures, knowledge
transfers, and so on. Commercial reviews, on the other hand, focus on the
firm’s strategic plans. Commercial reviews provide a comprehensive analysis of the firm’s external environment. Commercial reviews can be one of
the most valuable reviews for venture capitalists, but are rarely undertaken.
The best providers of commercial due diligence are often the small, boutique consulting firms who employ a smaller number of highly expert individuals. Personal background checks can also be useful for developing
detailed personal profiles of entrepreneurs. These reviews focus on revealing the personal traits and characteristics of venture capitalists’ future
partners and center on confirming the accuracy of any provided information and uncovering any unknown facts.
The Costs and Benefits of External Due Diligence
Venture capitalists may benefit in some ways by involving external advisors. Firstly, external advisors may provide independent analysis and evaluation of potential investee firms; these appraisals can confirm venture
capitalists’ initial and subsequent observations about the business, debunk
them, or shed an entirely new light on the situation. Secondly, external
analysis may amplify venture capitalists’ understanding of key business
risks. Thirdly, external advisors may allow venture capitalists to obtain
greater certainty around the affairs of the business. Lastly, venture capitalists often believe that due diligence may increase the flow of information
between them and potential investee firms.
However, the most elementary question is whether external due diligence results in better decision making for venture capitalists. The answer
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appears to be negative. What is clear is that external due diligence offers a
sort of “downside” protection for venture capitalists. Some external reviews
can provide valuable information for venture capitalists, but these are rarely
performed. The best examples of underutilized investigations are commercial reviews, which cover critical business areas such as feasibility studies,
market conditions, competition and sustainability of competitive advantage,
ability to achieve the business plan, and so on. External reviews are commonly performed in isolation from each other, and information from one
due diligence function is rarely shared. Most due diligence reports also
appear to be incomplete. Lastly, external due diligence may provide an
“alibi” for venture capitalists should entrepreneurial firms underperform or
become total write-offs. After all, how could venture capitalists have possibly
seen or predicted these business risks if their external advisors were silent
about them?
Finally, it is important to state that the quality of due diligence reports
depends on the quality of advisors employed by venture capitalists.
Chapter Summary
1. While venture capitalists focus on some of the key areas that result
in entrepreneurial success and value creation, their assessment may
often be incomplete and inadequate.
2. Venture capitalists frequently “sabotage” their own due diligence by
adjusting entrepreneurial firms’ financial projections and over-
standardizing the venture capital process.
3. When processing an investment transaction, venture capitalists often
enter into erroneous compensatory mechanisms to counteract weaknesses in one area with perceived strengths in another. Such compensations rarely work in practice.
4. There are multiple biases that enter into venture capital decision
making. Venture capitalists use cognitive shortcuts, which lead to
poor investment decisions.
5. Venture capitalists are overconfident investors and “poorly calibrated” decision makers who demonstrate a high probability of
making a wrong decision.
6. While external due diligence may bring some “downside” protection and assurance to venture capitalists, it does not seem to translate into superior decision making. Moreover, external due diligence
incorrectly focuses more on the past than on the future.
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Note
1. In Guy Kawasaki’s book The Art of the Start. London: Penguin Group.
2004.
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CHAPTER 6

Deal Completion: Inequitable Agreements
in Venture Capital Contracting

The relationship between entrepreneurs and venture capitalists is complicated,
multifaceted, and multidimensional; it can evolve or even completely change
over time. The complex nature of this peculiar affiliation is manifested in the
intricacy of financial contracting. Venture capitalists often deal with entrepreneurs who are seeking venture capital financing for the first time. In such situations, they have to play the dual role of educator (to entrepreneurs and often
their advisors) and counterpart to a financial contract; this can result in potential conflicts of interest and may place venture capitalists in an uncomfortable
and compromising position. Furthermore, venture capital contracting
includes numerous legal clauses and provisions that guide the relationship
between the two parties from inception to the final exit point (when venture
capitalists completely distance themselves from the venture). Setting up such
a complex agreement upfront can prove extremely difficult. Entrepreneurs,
even those with significant knowledge of legal matters and financial contracts,
tend to find venture capital arrangements difficult to understand, digest, and
accept (later in the chapter, we explore the main clauses in venture capital
contracting and entrepreneurs’ opposition to them). The process of negotiating a deal can become significantly easier for entrepreneurs if they are assisted
in the process by knowledgeable financial and legal advisors who have had
prior experience with venture capital. Entrepreneurs and venture capitalists
involved in this complex ecosystem also simultaneously act as agents and principals (this is why arrows between different stakeholders of the venture capital
ecosystem point in both directions in Fig. 6.1). In the most basic application
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Fig. 6.1 The complexity of the venture capital ecosystem with multiple stakeholders

of the agency relationship in venture capital, entrepreneurs normally act as the
agents for venture capitalists (the principals), who endow entrepreneurs with
capital. As the agents, entrepreneurs may act against the interest of venture
capitalists. On the other hand, through their involvement in the entrepreneurial firm, venture capitalists (here, being defined as the agents) may also
serve the entrepreneur (here, acting as the principal). In such a function,
venture capitalists may provide different levels of assistance to the entrepreneur (lower, higher, or none) or “free-ride” entrepreneurs and other partners
(i.e., other venture capital firms participating in the deal, business angels,
other investors, and so on). The simultaneous and interchangeable roles of
principal and agent complicate the behavioral construct and patterns of both
venture capitalists and entrepreneurs. Lastly, and most importantly, various
agency problems (i.e., moral hazard, adverse selection, and agency issues) are
negatively related to value creation; in other words, the lower the agency
problems in the venture capital ecosystem, the higher the value that can be
expected.
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Agency Considerations
As we noted in Chap. 3, at the center of financial contracting considerations are agency issues. In a business setting, an agent is defined as an
individual who possesses actual or implied authorization to act on behalf
of another person or group. The owners of the business (i.e., the shareholders) whom the agents represent are the principals. Agents run the firm
on behalf of the principals (theoretically for their benefit). Agency problems most commonly relate to the separation of the management and
ownership functions. While the goals of agents and principals are intended
to be similar, this is rarely the case, and when these goals conflict, agency
problems arise. While the principals incur costs to address agency problems, they are not able to fully monitor agents. Agents are often tempted
to engage in self-serving behavior rather than pursue the mission, strategic
considerations, market objectives, and value maximization goals of the
principals; in this respect, they can work against the interest of the principals. Agents may also engage in risky activities (i.e., haphazard acquisitions) in order to develop a reputation of strong business leadership (such
activity may lead to a better and higher paying position in the future) or
may avoid risk entirely (if specific projects fail, they may be terminated).
The activities of agents can prove quite expensive for firms and their shareholders if the goals of the agents are not aligned properly with the interests
of the shareholders. Occasionally, such activities may even threaten the
existence of the business.
As observed in Chap. 3, the venture capital milieu offers multiple opportunities for agency problems to arise; agents can become principals (and
vice versa) or act as agents and principals at the same time vis-à-vis different
stakeholders in the ecosystem. Figure 6.1 demonstrates the affiliations
occurring among the different stakeholders found within the venture capital ecosystem; these include LPs, GPs (i.e., fund managers), entrepreneurial
firms (ENTs), and corporate partners (CPs). There are also indirect participants such as financial institutions (banks) and business angels (BAs).
Complexities arise at numerous levels. Firstly, LPs frequently invest in multiple venture capital funds; they claim that exposure to different GPs allows
for diversification and improved returns (please note that this claim is not
supported by academic evidence). At the same time, LPs are not able to
obtain exposure to all GPs operating in the venture capital marketplace. For
example, LP III would commit capital to GP I and GP III, but may not be
able to provide capital to GP II (see lines: a, a′ for example). It is important
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to note that financial institutions (such as banks) can be directly involved in
the provision of capital to entrepreneurial firms as well as active in the system as LPs. Secondly, LPs tend to negotiate co-investment rights in LP
agreements in order to invest into entrepreneurial firms; this permits LPs to
provide capital directly to underlying investee firms. Such a scenario occurs
when LPs wish to extend their financial exposure to a specific venture capital deal, perhaps due to its attractive return prospects or other reasons (see
the specific lines: LP I → ENT 1 [line: b] or LP II → ENT 4 [line: b′] for
examples). Two or more LPs can directly invest into a portfolio firm; this is
demonstrated when both LP I and LP II directly invest into ENT 4 (lines:
c, c′). Thirdly, GPs may syndicate deals (although this does not occur in
every deal situation). The most common rationales for syndication are to
limit risk exposure to a single deal (the maximum amount of deal exposure
can be constrained by a dollar amount or as a percentage of the total
amount of capital under management) and to bring more “intellectual
power” to the transaction. Examples of syndicated deals are GP I and GP
II investing into ENT 2 (lines: d, d′). Syndication can occur between GPs
which have the same or various LPs. Fourthly, GPs often establish longterm relationships with strategic investors, CPs, or, occasionally, government institutions (i.e., research institutes, agencies, or universities); these
CP programs are a hallmark of some GPs (i.e., Advent International, The
Blackstone Group, The Carlyle Group). Under the terms of the partnership agreement, GPs co-invest into entrepreneurial firms (i.e., CP and GP
III directly invest into ENT 6; see lines: e, e′). Even though these programs
are typically operated on a GP–CP exclusive basis, multi-level relationships
can exist. Fifthly, GPs often encourage their portfolio firms to work together
(though this may not always be possible). The resulting economic symbiosis can range in form from simple information exchange or client sharing
(multiple firms can sell different products and services to the same clients)
to more complex arrangements involving raw material sourcing, shared
production, R&D partnerships, and so on (see ENT 2 working with ENT
3 under the umbrella of GP I in line: f and ENT 5 collaborating with ENT
6 in GP III in line: f′). Sixthly, other financiers can directly provide capital
to entrepreneurial firms (some of these financiers may become LPs in the
venture capital fund as demonstrated in line: h). Additional funders commonly include financial institutions, BAs, and family and friends (e.g.,
banks and BAs invest into ENT 6 as shown in lines: g, g″).
In the last two decades, academics have made a significant effort to
model the complexity of financial contracting in venture capital; there is a
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growing corpus of economic theory in this area. While some academics
have worked to develop conjectural constructs that assume agency problems can be effectively mitigated through financial contracting, others
have proposed that the agency problems inherent to venture capital are
unlikely to be addressed. In other words, financial contracts are likely to be
incomplete, imperfect, and defective given the complexity of cross-
relations illustrated in Fig. 6.1. Nevertheless, in the next three sections, we
review the most fundamental building blocks of these theoretical constructs. The key components relate to information asymmetry, moral hazard, and adverse selection. It is important to review these building blocks
before discussing the specific components of financial contracting.

Asymmetric Information
Academics concentrating on financial contract theory have long assumed
that venture capitalists have sub-optimal access to information about
entrepreneurial firms; this is broadly defined as information asymmetry
(by contrast, symmetric information requires that all parties to a financial
contract have access to the same information). Information asymmetry has
often been used as one of the most fundamental reasons for venture capitalists to maintain strong contractual controls over entrepreneurs.
Academics typically view information asymmetry as “one-sided,” meaning
that only venture capitalists operate under the assumption of incomplete,
unequal, and imperfect information; as we note later in the chapter, this
assumption of a one-sided information deficiency may be incorrect.
So, what does information asymmetry mean in the context of venture
capital? There are two key points about the intersection between information asymmetry and venture capital contracting to consider. Firstly, venture capital practice suggests that information asymmetry in venture
capital is not constant. Access to information shifts and is likely to evolve
throughout the relationship between venture capitalists and entrepreneurs. Some information asymmetry may occur at the beginning of the
relationship when venture capitalists are introduced to the entrepreneurial
firm and are looking to learn about the business concept, the management
team, the commercial proposition, the business model, the firm’s customers, and so on. Information asymmetry should diminish over the course of
a number of formal and informal meetings, the due diligence program,
and the negotiating process; this should theoretically allow for any knowledge gaps that venture capitalists may have to be closed prior to entering
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the deal. After closing the deal, any remaining information gaps should be
equalized through venture capitalists’ subsequent participation on the
board of directors of the investee firm. We can assume that if information
gaps are continually arising, then venture capitalists may have problems in
efficiently processing information throughout the progression of the
entrepreneurial venture through its development cycles. If information
asymmetry constantly persists for extended periods of time and venture
capitalists are unable to close information gaps, it may be assumed that
venture capitalists may be less expert, capable, and knowledgeable—they
may lack proper business judgment about placing available information in
the proper context, or may simply be preoccupied with other matters to
do this efficiently. If we extend this logic further, we may infer that one-
sided financial contracts do not result from information asymmetry, but
rather aim to “overcompensate” for venture capitalists’ inabilities and lack
of expertise. Secondly, while it is true that venture capitalists may have
access to uneven and incomplete information for a short period of time,
entrepreneurs are likely to be no different. Entrepreneurs can have difficulty judging venture capitalists’ experience, expertise, and familiarity
(note that entrepreneurs generally do not contract external parties to perform due diligence on a venture capital firm). Entrepreneurs, however, are
not compensated for information asymmetry; this fact is not reflected in
financial contracting in any manner. Worse yet, no reparation or compensation is offered to entrepreneurs if venture capitalists prove less knowledgeable and expert than originally anticipated or if they just “do not
deliver” on the promises made during the courtship stage of deal making.
Information asymmetry makes venture capital contracting even more
biased in favor of venture capitalists and more inequitable to entrepreneurs. Moreover, entrepreneurs may also be unsure about the actual market potential for their products and services, the ability to hire superior
managers, the potential tactics of competition, and so on.

Moral Hazard and Adverse Selection
in Venture Capital
In the following section, we outline the two most pronounced agency
problems: moral hazard and adverse selection (note that the section on
agency issues follows logic outlined by Douglas Cumming and Sofia
Johan in their book Venture Capital and Private Equity Contracting: An
International Perspective, perhaps one of the best analysis of financial
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contracting issues in the venture capital setting; Cumming and Johan, in
turn, follow the theoretical construct proposed by Stiglitz and Weiss).
Academics have also observed other types of agency problems in venture
capital; these tend to occur prior to the financial contracting stage of deal
making and include multilateral moral hazard (parties can simultaneously
act as agents and principals), multitask moral hazard (placing effort where
parties maximize returns), “free-riding” (exploiting initiatives, energy,
and efforts of other parties), “window-dressing” (making situations
appear better than the reality), “asset stripping” (appropriating property
from other shareholders), and so on. While we refer to these concepts
from time to time throughout the chapter, we do not discuss them in
great detail. Adverse selection, on the other hand, arises before the financial contract is entered into. This is especially fascinating because it
directly influences the types of venture capitalists and entrepreneurs who
are attracted to each other—we refer to it as “relational magnetism.” The
challenges associated with moral hazard and adverse selection are among
the most critical to address in the venture capital ecosystem because they
are often cited as among the most fundamental reasons for financial market failure. In the case of venture capital, the significance of market failure
is that attractive entrepreneurial investment opportunities are either not
capitalized at all or simply underfunded.
Moral Hazard
Entrepreneurs and venture capitalists apply effort, energy, and determination over the course of a venture capital deal. Moral hazard captures the
notion that an agent is not applying his or her best effort, and if effort is
applied, it may be employed by agents against the interest of the principals.
Examples of moral hazard include participating in excessive risk-taking,
engaging in inappropriate or immoral behavior, or acting contrary to the
negotiated agreement (note that these social patterns often do not result
from asymmetric information). Some agents engage into such behavioral
patterns because they know that others bear the burden of their risk taking; in other instances, the agents simply lack responsibility, accountability,
or liability. It is difficult to verify and observe what an appropriate amount
of effort is. Both parties in venture capital take unobservable and unverifiable actions that affect value creation. Moral hazard can be reduced by
equally distributing risks and rewards between the parties involved in the
financial contract. Unfortunately, this scenario rarely occurs in venture
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capital contracting, and entrepreneurs are often expected to bear the brunt
of most risks and responsibilities. Furthermore, academic evidence suggests that entrepreneurs are poorly compensated for these risks.
Most theoretical frameworks pertaining to moral hazard have been
focused on the development, motivation, and provision of effort in venture capital. Many theories suggest that an agent’s effort is directly related
to the agent’s residual claim, which is defined as the value he or she ultimately receives upon realization. Theoretical constructs are often developed on the basis of two basic assumptions. The first assumption relates to
a “dual-effort” model (or the so-called double moral-hazard model),
where both venture capitalists and entrepreneurs are exerting effort.
However, the complexity of the venture capital ecosystem (see Fig. 6.1)
implies that these relationships are not simply dualistic; the stakeholders in
the venture capital ecosystem are influenced by multiple (and simultaneously arising) relationships, motivations, and arrangements. The dualistic
model offers an oversimplification of venture capital relationships and may
lead to incorrect conclusions. Furthermore, relationships in venture capital may modify, evolve, or completely alter over the course of the deal; this
further implies that venture capitalists, entrepreneurs, and other stakeholders need to rely more on a good rapport, effective communication,
and trust rather than “uniform” financial contracting. Unfortunately, evidence suggests that venture capitalists invest much more effort, financial
resources, and time toward perfecting financial contracts than toward relationship building. Venture capitalists often assume that they do not need
to nurture their relationships if they can rely on a standard and uniform
financial contract; in their mind, the contract more suitably motivates and
monitors entrepreneurial effort and performance. The other supposition
of the theoretical construct correlates with the fact that all parties must be
effectively incentivized throughout the duration of their relationship (not
only at discrete points in time, as many theoretical models assume). For
example, if venture capitalists hold debt, they do not have much incentive
to provide effort; they instead believe that their “down-side” (and capital)
is fully protected. In such an instance, venture capitalists may cherry-pick
portfolio firms and apply effort to some of them at the expense of others.
Venture capitalists may also focus on fundraising rather than on assisting
investee firms and enhancing the value of their existing portfolio (this is
normally termed as “multi-task moral hazard”). On the other hand, venture capitalists are likely to employ considerable effort if they hold common equity, as they now have something to lose.
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The last important point related to moral hazard is that venture capital
practice suggests that venture capitalists (especially inexperienced venture
capitalists) are rarely aware that their behavior is contributing to the creation of moral hazard and adverse selection.
Adverse Selection
The other most noticeable problem in venture capital financial contracting
is adverse selection. Adverse selection (also referred to as “anti-selection” or
“negative selection”) can be defined as the consequence of one participant’s
actions that influences the behavior of others. In the context of venture capital contracting, adverse selection refers to the notion that different forms of
contractual offers of finance provided by venture capitalists (especially
regarding the type and design of financial instruments) are likely to attract
distinctive types of entrepreneurs (note that the reverse can also be true
where different entrepreneurs are matched with a selected group of venture
capitalists; e.g., different behavioral patterns and signals from entrepreneurs
attract different venture capital firms). Academics generally argue that
adverse selection occurs if one side of the transaction has access to better
information, but evidence suggests a lack of information may not immediately translate into or cause adverse selection; instead, there are other conditions that may affect adverse selection, including a wide variety of behavioral
patterns (as noted later in this section). The existence of asymmetric information is less damaging when information does not carry “value,” meaning
that it can be used to obtain a tangible or intangible benefit.
Adverse selection either affects strong relational attraction (i.e., “magnetism”) or causes relational resistance (i.e., “polarization”). Through their
market behavior, venture capitalists may attract different types of entrepreneurs by offering unique forms of finance (i.e., common shares, preferred
shares, convertible preferred shares, straight debt, and so on). Venture capitalists may also be “forced” to choose from a sub-optimal pool of entrepreneurial projects or may only be able to offer financing to a distinct (and
often adversely selected) group of entrepreneurial ventures. In contrast,
different entrepreneurs seek distinct clusters of financiers. Alternatively,
entrepreneurs may not pursue venture capital financing at all and instead
seek other forms of entrepreneurial finance, thereby departing from the
venture capital market. If this relational attraction generates effective
“matches” of financiers and entrepreneurs, venture capital firms are likely to
perform well; hence, efficient relational magnetism occurs. If, on the other
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hand, entrepreneur–venture capitalist harmonization is poor (i.e., relational
polarization), venture capitalists can expect adverse financial outcomes.
Venture capitalists consider a wide variety of projects and types of entrepreneurs (see Fig. 6.2 for a quick summary). For the sake of simplifying our
argument, let’s divide the entire universe of entrepreneurial opportunities
into two distinctive sets (in Fig. 6.2, we call it “opportunity set one” and
“opportunity set two”). First, there are entrepreneurial projects that have
common returns (or value generation) and variant risks (captured by the
Venture capitalists’ suboptimal opportunity set

High

”NUTS”

”LEMON” versus

”SUPERIOR”

versus

Risk

”LEVEL-HEADED”

Low
Low

High

Value

Opportunity set one
Entrepreneur type:
Statistical construct:
Project risk
Value creation potential
Entrepreneurial
characteristics:

Preferred security type
for entrepreneurs:

“NUTS”
Low
Aggressive expansion
More demand for “allin” capital (no staging)
Over-optimistic about
the venture’s future
potential
Debt

Opportunity set two

“LEVEL-HEADED”

Same

High
Conservative growth
anticipated
Less capital requirements
Capital required in
increments over time

Equity

“LEMON”

Low

“SUPERIOR”
Same

Exaggerates future
prospects for the venture
May involve inappropriate
use of external capital
Engages in “window
dressing”

High
Confident in future
performance and value
creation
Likely to have previous
track record of success

Equity

Debt

In the case of preferred
convertible shares:

Debt with weaker
conversion rights

Adverse selection:

VC rejects LEVEL-HEADED entrepreneurs

Higher-quality projects leave the market

Likely “pairing”:

Majority of VC firms “pair” with NUTS entrepreneurs

Majority of VC firms “pair” with LEMON entrepreneurs

Equity with weaker debtlike protections

Equity with weaker debtlike protections

Debt with weaker
conversion rights

Fig. 6.2 Different types of entrepreneurs and their value creation profiles, entrepreneurial characteristics, and financial instrument preferences
Note: Based on Douglas J. Cumming and Sofia A. Johan (“Venture Capital and
Private Equity Contracting: An International Perspective”, London: Elsevier, 2009)
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probability distribution structure). On the other hand, there are
entrepreneurial investments that have a similar risk profile, but vary in
terms of probable returns (or value generation). In the first instance, venture capitalists consider two entrepreneurial firms, which are expected to
generate the same value, but offer different risk. In this case, we assume
that venture capitalists will have difficulty judging the risk profile of the
entrepreneurial firm but will more precisely be able to determine the potential for average value generation. On the one hand, there is a “binary”
entrepreneur who may either generate a “super-star” performance or be
financially ruined. Due to high risk of bankruptcy (about a 50 percent
chance), the first entrepreneur is deemed to be “NUTS” with respect to his
or her business proposition (this term has been widely used in economics
and behavioral sciences). A NUTS entrepreneur is likely to have aggressive
expansion plans, indulges in new technology, has insatiable demand for
capital, has the maximum appetite for risk-taking, and so on. Because the
entrepreneur perceives himself as “confident” in his ability to succeed, he
does not wish to share in the upside of success. Consequently, the entrepreneur is attracted to financial offers of debt or debt-like financial instruments
(including preferred shares and preferred convertible shares). A NUTS
entrepreneur will reluctantly accept equity (i.e., common shares) since it is
dilutive to perceived success and value creation; the entrepreneur does not
wish to share the upside potential of the venture. If the entrepreneur is not
successful (i.e., goes bankrupt), he is not personally liable for the loss and
only loses what he has contributed to the entrepreneurial venture; the personal financial loss of the entrepreneur is limited and the investment is
effectively a sunk cost. In contrast to the NUTS business owner, there is a
“LEVEL-HEADED” entrepreneur who is more conservative in his or her
financial plans. This kind of entrepreneur is perhaps more realistic about
the financial prospects and value-generation potential of the entrepreneurial venture. A LEVEL-HEADED entrepreneur has a good chance of modest success, combined with much lower probabilities of bankruptcy or
super success. Generally, this type of entrepreneur prefers financiers (including venture capitalists) to offer equity. Financiers are viewed as potential
contributors to the success of the venture; equity promotes partnership,
collaboration, co-operation, and contribution. LEVEL-HEADED entrepreneurs are less attracted to investors providing debt-like instruments
because they count on the provision of value-added services by their potential partners; they instinctively recognize that debt providers may be less
hands-on investors concerned with capital protection. He or she may wish
to give up equity to provide a proper incentive to a potential financier.
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The existence of NUTS and LEVEL-HEADED entrepreneurs in the
marketplace is not inconsequential to the actions of venture capitalists,
which scan the universe of entrepreneurial firms. Venture capitalists process these different types of entrepreneurs in different ways. As an example, venture capitalists exhibit a tendency to view LEVEL-HEADED
entrepreneurs as being too conservative—their expansion plans are too
modest and they generally seek lower amounts of capital (venture capitalists prefer to dispose capital in greater increments). Simply put, the
LEVEL-HEADED entrepreneurs may not “offer” sufficient risk and
upside potential for venture capitalists. When interacting with venture
capitalists, LEVEL-HEADED entrepreneurs are not often motivated or
persuaded by the accelerated growth scenarios typically outlined by venture capitalists; they also avoid taking too much capital because they are
concerned about their ability to employ it efficiently. When venture capitalists’ returns are calculated on the basis of conservative expansion plans,
they are unlikely to meet their desired IRRs. Because these entrepreneurial
projects do not measure up to their desired return expectations, venture
capitalists effectively reject them. In short, LEVEL-HEADED entrepreneurs are adversely selected from consideration and are effectively excluded
from the venture capital market as potential investments, while much
more risky projects remain. Consequently, venture capitalists are left to
consider a disproportionately large pool of NUTS entrepreneurial projects; aggressive expansion plans contemplated by NUTS entrepreneurs
may be a better match for venture capitalists anyway. Ultimately, the
majority of venture capital firms pair with NUTS entrepreneurs.
Another set of entrepreneurial firms must be considered in instances
where venture capitalists are presumed to misjudge the value creation
potential of certain entrepreneurial firms. “LEMON” and “SUPERIOR”
(or peaches) entrepreneurs have the same risk profile (as evidenced by the
same structure of probability distribution), but differ on their ultimate
value-generation outcomes (LEMON entrepreneurs produce low value,
while SUPERIOR owners generate high value). LEMON entrepreneurs,
who seek financial support from external funders, often offer mediocre
products or services to customers, have a substandard management team,
operate in a competitive market, struggle to reach their desired financial
results, and have a high “cash burn” rate. LEMON entrepreneurs may
also act to make their entrepreneurial ventures appear more attractive by
exaggerating customer interest, inflating their revenue potential, hiding
costs (or settling them through other means), concealing losses, engaging
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in “empire building,” fabricating prestige, or providing misleading information; this is often called “window dressing” (note that venture capitalists are also known to engage in such activities, particularly during
fundraising). LEMON entrepreneurs also use external financing in inappropriate ways and to their benefit. LEMON entrepreneurs typically seek
equity partners as companions to help along the business; the motivation
to do this is similar to that of LEVEL-HEADED entrepreneurs, but
LEMON entrepreneurs seek partners that have something to lose if the
venture does not succeed. As a result of this behavior, LEMON entrepreneurs effectively shift the risk associated with the entrepreneurial firm to
their potential financiers by offering equity (a process referred to as “risk
shifting”). SUPERIOR entrepreneurs, on the other hand, are more confident about their commercial proposition and the value creation potential
of their business. SUPERIOR entrepreneurs have characteristics entirely
opposite to those of LEMON entrepreneurs. Because of their confidence,
they seek financiers who offer debt-like financing and see high opportunity costs in accepting equity partners.
As in the case of NUTS and LEVEL-HEADED entrepreneurs, venture
capitalists offer a certain behavioral reaction in the marketplace. Due to
their inability to properly perceive value generation into the future
through screening and due diligence (as we noted in Chap. 5), venture
capitalists place average valuations on all considered entrepreneurial ventures (good and bad alike). SUPERIOR entrepreneurs are unlikely to
accept average valuation offers as they are confident in the firm’s ability
to generate value; effectively, higher-quality entrepreneurial ventures
(i.e., the SUPERIOR entrepreneurs) are being undervalued, and lower
quality entrepreneurial projects effectively “crowd-out” the more worthwhile firms. As SUPERIOR entrepreneurs leave the venture capital market
in search of other financing options, venture capitalists are left with a lopsided number of LEMON entrepreneurs to consider; top-quality entrepreneurial firms are forced out of the market or adversely selected. In a
nutshell, the m
 ajority of venture capital firms pair with LEMON entrepreneurs because they are the only active seekers of capital that remain in the
marketplace.
As we discuss the concept of adverse selection, it is important to note
that the convertible preferred share may be a confusing financial instrument for both entrepreneurs and venture capitalists alike (see Box 6.1.
later in the chapter). On the one hand, the convertible preferred share
attracts all categories of entrepreneurs because it has components of equity
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and debt. On the other hand, inappropriate or even confusing signals can
be given to entrepreneurial firms, who then focus on one component of
the firm (debt, for example) while downplaying others (i.e., equity). When
the convertible preferred share is paired with the suboptimal behavior of
venture capitalists, financial outcomes suffer.

Financial Contracting in Venture Capital
At the beginning of their interactions, venture capitalists and entrepreneurs sign a relatively short document called the heads of terms, terms
sheet, or letter of intent. This milestone document encapsulates the most
important points of agreement (and disagreement) on the basis of which
the two sides ultimately proceed to develop comprehensive legal documentation. The terms sheet is not binding, although there are some legally
binding clauses such as the confidentiality clause, the exclusivity clause,
and the break-up provision. Ultimately, venture capitalists and entrepreneurs sign a set of complex legal documents. These documents can be as
long as 300 pages and typically include major legal documents such as the
shareholders’ agreement, the subscription agreement, registration agreements, and amendments to the entrepreneurial firm’s constitutional documents (i.e., articles of association, statutes, and deeds).
There are some key observations (grounded in practice) that can be
made about venture capitalists’ approach to financial contracting. First,
venture capitalists often use a “uniform” approach to financial contracting, meaning they present entrepreneurs with a standard term sheet where
terms vary to a small degree. This uniform approach to financial contracting is internally convenient, especially for junior members of the venture
capital firm’s team. The chief problem with this uniform approach is that
standard terms may not reflect the actual risk profile of the unique entrepreneurial venture. Secondly, venture capitalists often approach venture
capital contracting from the point of view of “downside protection.” Cash
flow and control rights are often lopsided in favor of venture capitalists—a
reflection of this downside protection mentality. Venture capitalists often
insert some type of “stick” into the financial contract to “motivate” entrepreneurs, whether by staging capital (venture capitalists effectively have
the right to “hold up” the development of the entrepreneurial venture),
inserting a “voting flip-over” event (the right to terminate the founder
and his or her management team), or re-distributing actual proceeds upon
realization (a compensatory mechanism for adjusting the entry valuation
and level of shareholding).
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The terms sheet normally deals with three fundamental areas: deal pricing, security types, and rights and provisions. These components are discussed in more detail below.
Deal Pricing
There are two main methods of business valuation commonly used in the
venture capital setting: the DCF method and the EBITDA multiple
method. The DCF method represents a special application of time and
value of money principles and generally involves projecting the entrepreneurial firm’s cash flows for a period of three to five years into the future;
these cash flows are then subsequently discounted to the present point in
time, with a discount rate representative of the venture capitalists’ expected
rate of returns (equal to between 20 and 50 percent per annum). The
DCF method also includes the calculation of the terminal value of cash
flows, which accounts for the period of time beyond which imprecise cash
flows can be estimated into infinity. Special adjustments are made at the
end of this process (i.e., adding assets and deducting liabilities) to arrive at
the firm’s net market value of common equity. Conversely, the EBITDA
multiple method is grounded in the concept of enterprise value (EV),
which is presumed to represent the economic value of the firm from the
point of view of the aggregate of all financing sources. The EBITDA valuation method is regarded as one of the most fundamental and comprehensive metrics used in business valuation and is a measure of the theoretical
takeover price that an investor would need to pay in order to acquire a firm
free and clear of all financial obligations. In a simplified form, enterprise
value is calculated using the following equation: EV = Ec + D − C, or
EV = Ec − nD (enterprise value = equity plus debt minus cash; enterprise
value = equity minus net debt). Consequently, the market value of common equity is equal to Ec = EV − nD. EV is calculated on the basis of the
EV/EBITDA multiple multiplied by the EBITDA generated by the firm
in a specific year. For example, if the EV/EBITDA multiple in a particular
industry is equal to 5 and the entrepreneurial firm’s EBITDA is equal to
$2 million, then EV is equal to $10 million. If the nD component is equal
to $3 million, the market value of common equity is equal to $7 million.
In addition to the DCF and EBITDA methods, there are other methods that can assist in establishing the market value of the common equity.
For example, the net book value is determined by subtracting the value of
the firm’s liabilities (including any preferred shares) from the value of its
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assets; this valuation method often establishes the floor price for the firm.
Another method, the liquidation value method, is similar to the net book
value, but uses a more realistic (i.e., market-based) estimate of assets and
liabilities. Liquidation value is the amount the common shareholders
would receive if the firm closed, sold all of its assets, paid off all liabilities,
and distributed all proceeds to common shareholders; this valuation often
establishes the maximum price an investor would be willing to pay.
Business valuation is critical for establishing how much equity entrepreneurs ultimately relinquish to venture capitalists. Of course, the higher the
pre-agreed market value of equity, the lower the percentage the entrepreneur surrenders to venture capitalists in exchange for their financial contribution. For example, if the business valuation is equal to $16 million and
venture capitalists contribute $4 million in the form of new capital, then
venture capitalists receive 20 percent of the entrepreneurial venture (4/
[16 + 4] = 20%). If the entrepreneurial venture is valued at $20 million,
then (under the same amount of capital contribution) venture capitalists
receive 16.7 percent (4/[20 + 4] = 16.7%). The initial valuation is often
called the “entry valuation” or “pre-money valuation” (the valuation of
the entrepreneurial business before venture capitalists’ financial contribution). The valuation of the business that occurs after the provision of new
capital is known as the “post-money valuation.” The pre-money valuation
is equal to the post-money valuation if venture capitalists buy shares from
existing shareholders; in this case, the equity base of the entrepreneurial
venture stays the same.
Determining an appropriate business valuation can be a complex process. In addition to developing a preliminary estimate of the entry valuation, venture capitalists must also forecast what the entrepreneurial firm
will be worth at the end of the holding period; this is commonly known as
“exit valuation.” Determining the entry valuation and the percentage
stake the venture capital firm takes in exchange for the capital it provides
are the first steps in this process. Shortly thereafter, venture capitalists must
calculate the rate or return (IRR) from the anticipated transaction. Venture
capitalists typically aim to offer an entry valuation that assures their desired
rate of return (at least on paper) given the assumed exit valuation of the
business and the proceeds that would result from the disposal of their stake
in the business. It is important to note that many exit valuations are prepared on the basis of conservative assumptions (note that precise financial
forecasts are not available for firms into the future years of their operations, so the discounted cash flow method may not be applied). If the “on
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paper” IRR (developed on the basis of the financial forecasts and additional assumptions made by venture capitalists) is lower than the required
rate of return on the deal, then the venture capital firm usually offers a
lower entry valuation to the entrepreneurial firm. The business valuation
is decreased to such a point until the desired IRR (again, on paper) is
achieved. Lowering the entry valuation, of course, translates into venture
capitalists taking a larger ownership stake in the entrepreneurial firm.
As an example of how these calculations are performed, let’s imagine
that after making the initial calculations, a venture capital firm determines
the valuation of the entrepreneurial firm ABC to be equal to $8 million.
Let’s further assume that financing from the venture capital firm is provided in the form of a capital increase equal to $4 million (this appears as
a cash outflow in Table 6.1). The venture capital firm’s ownership stake in
ABC is presumed to equal 33.3 percent. Let’s further assume that the
venture capital firm determines the exit valuation on the basis of enterprise
value and EBITDA multiples (as noted above, E = EV − nD). In this
scenario, the venture capital firm is expected to exit in 2020. To determine
the EV for 2020, venture capitalists must multiply EBITDA by a conservative and discounted EV/EBITDA multiple equal to 4. The average EV/
EBITDA2020 multiples for transactions in the sector are equal to 8 times;
in this case, the discount to the average sector multiple is equal to 50 percent. In our example, the multiplication of the EBITDA multiple (equal
to 4) and EBITDA2020 (equal to $7.6 million) provides the total amount
of proceeds (equal to $22.8 million). Since venture capitalists are presumed to own a 33.3 percent stake in the entrepreneurial firm, their total
proceeds would equal $10.1 million; this represents a 2.53 cash-on-cash
Table 6.1

Venture capitalists’ approach to portfolio firms’ valuation

IRR calculations based on venture capitalists’ assumed exit in 2015
Cash-on-cash
(multiple)

Years of investment and exit in 2020
(in $ millions)
IRR (%)

1.90
2.53
3.17
3.80

17.4
26.2
33.4
39.6

2015
−4
−4
−4
−4

Note: The “base-case” is set in italics

2016

2017

0
0
0
0

0
0
0
0

Assumed EV/
EBITDA multiple

2018 2020
0
0
0
0

7.6
10.1
12.7
15.2

3
4
5
6

200

D. KLONOWSKI

return from the deal (see Table 6.1). The exit is anticipated to occur in
2020. The total IRR in this case is equal to 26.2 percent. Table 6.1 shows
other IRR calculations based on different EV/EBITDA exit multiples.
The IRR can be calculated using the spreadsheet or a financial calculator
(CF0 = −$4 million; CF1 = 0; CF2 = 0; CF3 = 0; CF4 = 0; CF5 = $10.1 million; IRR equals 26.2%). If we assume that the desired rate of return is 30
percent, the initial valuation of $8 million will not be acceptable to venture capitalists (as 26.2 percent is less than 30.0 percent).
As noted above, venture capitalists would not accept an IRR equal to
26.2 percent. Of course, venture capitalists can make their calculations on
the basis of a higher EV/EBITDA multiple (i.e., 5 or 6 times), but most
venture capitalists rarely employ multiples that are not heavily discounted.
So, why would venture capitalists apply low multiples for entry and exit
valuations? Venture capitalists generally subscribe to the idea that “well
bought is half sold.” In this case, the question becomes to what extent do
venture capitalists need to negotiate the reduction in the entry valuation
of the entrepreneurial firm in order to achieve their desired IRR of 30
percent (given their assumptions about the exit valuation). In our example
(the base case), the IRR is equal to 26.2 percent. Venture capitalists are
likely to re-calculate the IRR, assuming that all of the parameters of the
exit valuation stay the same but allowing for a change in the ownership
interest they hold in ABC. Different ownership interests for venture capitalists, of course, imply different pre-money valuations of the business.
Table 6.2 presents these calculations. The first line of the table presents
the base case, in which the IRR is equal to 26.2 percent—this is based on
venture capitalists holding a 33.3 percent interest in ABC. In the second
scenario, venture capitalists’ interest is assumed to increase by one percentage point (starting from 34 percent and going up to 39 percent). If
venture capitalists assume a 34 percent stake, this is not sufficient, as the
IRR is equal to 26.8 percent; venture capitalists would continue to press
the entry valuation down. When the implied pre-money valuation is made
equal to 6.5 million, the IRR is equal to 30.4 percent; venture capitalists
would believe that this point effectively represents the cut-off point for
them in terms of pushing down the entry valuation of the firm. In other
words, venture capitalists would not be able to assign a pre-money valuation for the firm higher than $6.5 million; any capital increase higher than
this value would result in a projected IRR less than the desired value.
There are at least five problems with venture capitalists’ approach to
business valuation. The first problem relates to the high actual rate of
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Venture capitalists’ approach to portfolio firms’ valuation

The different ownership interests for venture capitalists and implied pre-money valuations
Cash-on-cash
(multiple)

Years of investment and exit in
2020 (in $ millions)
IRR (%) 2015

2.53
2.58
2.66
2.74
2.81
2.89
2.96

26.2
26.8
27.7
28.6
29.5
30.4
31.2

−4
−4
−4
−4
−4
−4
−4

2016

2017

0
0
0
0
0
0
0

0
0
0
0
0
0
0

Assumed VC
ownership (%)

Implied
pre-money
valuation

2018 2020
0
0
0
0
0
0
0

10.1
10.3
10.6
10.9
11.2
11.6
11.9

33.3
34.0
35.0
36.0
37.0
38.0
39.0

8.00
7.76
7.43
7.11
6.81
6.53
6.26

Note: Valuations based on exit EV/EBITDA (enterprise value divided by earnings before interest, taxes,
depreciation, and amortization) multiples equal to 4

return expected by venture capitalists. Venture capitalists expect that the
“on paper” rate of return (i.e., when the financial projections are developed for the entrepreneurial firm) be between 20 and 50 percent; these
return expectations may be even higher if venture capitalists perceive
excessive risk in the investment situation. The second challenge is that
venture capitalists’ attitude to business valuation is nuanced; their exit
valuations tend to be conservative. In terms of expected returns, venture
capitalists are unlikely to invest into firms unless they can secure an “on
paper” return equal to 20–50 percent per annum. Of course, the higher
the risk perceived in the deal, the higher the return expectations. Over the
span of an average three- to five-year holding period, venture capitalists
look to multiply each dollar invested by anywhere from 2.2 to 3.7 times.
For example, if venture capitalists invest $10 million, they expect to realize
between $22.0 million and $37.1 million at the time of a liquidity event
(whether by sale to strategic investors or through an initial public offering). Venture capitalists establish the business valuations of entrepreneurial firms on the basis of such expectations and subsequently attempt to
“persuade” entrepreneurs to accept business valuations that assure their
desired IRR. The exit valuation for the entrepreneurial firm is a best-guess
estimate made by venture capitalists, based on conservative assumptions
per the appropriate EV/EVITDA multiple (of course, a conservative
approach to exit valuation calculations [in terms of the applied EV/
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EBITDA multiples] works against the entrepreneur’s interest because it
effectively lowers the exit valuation and, indirectly, the entry valuation).
Venture capitalists count on the fact that if the calculations of the internal
rate of return are suitable on the basis of lower EV/EBITDA multiples,
the actual returns may be higher if the increased EV/EBITDA multiples
are realized in reality; this represents an added bonus to venture capitalists.
The conservative guesswork made by venture capitalists is aimed to provide them with sufficient “downside” protection or a sort of a financial
cushion in the event the entrepreneurial business underperforms. Venture
capitalists often say to entrepreneurs that the only true flexibility in negotiations revolves around the entry valuation (which they pressure downward); they do not fully disclose to entrepreneurs that the exit valuation
(and the calculation of the IRR) is often made on the basis of conservative
guesswork. Of course, venture capitalists rarely compensate entrepreneurs
if the exit valuation proves to be higher than their initial estimate; this
represents an upside return fully captured and unshared by venture capitalists. In a nutshell, the actual entry valuation of the business effectively
reflects whether venture capitalists are likely to secure their desired rate of
return. Thirdly, and related to the previous point, venture capitalists normally discount EV/EBITDA multiples (usually between 25 and 50 percent); these discounts are calculated as the average of multiples from
publicly listed firms and market transactions (as represented by merger and
acquisition activities). Venture capitalists habitually assert that discounts to
EV/EBITDA multiples have to be “severe” for entrepreneurial firms they
invest into because these firms do not have the same quality of earnings
compared to public firms and their earnings are more cyclical. Venture
capitalists further argue that because public firms are subjected to regular
audits, their financial disclosure is more “safe.” There is no academic
evidence to support these claims. Fourth, it is important to note that many
venture capitalists tend to ignore the value of nD in their calculations.
Since most entrepreneurial firms at some point in their development are
cash-generative (and often capable of accumulating significant cash balances), this procedure indirectly places further pressure on reducing the
entry valuation. Of course, the conservative approach of ignoring the nD
component works in venture capitalists’ favor. Lastly, and unsurprisingly,
venture capitalists are reluctant to disclose their expected rate of return to
entrepreneurs; instead, they claim that their objective is to increase the
value of the business by a specific factor (let’s say three to five times). Of
course, knowing that venture capital firms expect to be invested for a
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period of three to five years, entrepreneurs are able to calculate the venture
capitalists’ desired IRR.
In contrast to venture capital firms, entrepreneurs can determine the
equity value of their business in a variety of formal and informal ways.
Entrepreneurs commonly aim to grow their ventures without ascertaining
their value on a regular basis; in most cases, the entrepreneurs are not
aware of the value of their business, especially at the outset of their entrepreneurial journey. For entrepreneurs, the valuation of their business is
“discovered” through four basic means. Entrepreneurs often obtain an
initial “feel” for the value of their business when interested strategic investors emerge and begin to prepare financial or commercial offers for the
firm. Such valuations are often prepared on the basis of limited information provided to the interested buyer; this limited disclosure may include
select financial information or even sketchier outlines of the future plans of
the entrepreneurial business. Even though these valuations are prepared
on the basis of aggregate data, entrepreneurs tend to get “emotionally
attached” to these preliminary valuation figures; such values are often
raised in discussions with venture capitalists and serve as a reference point
when negotiating a transaction. Additionally, entrepreneurs can hire external consultants to prepare a formal valuation analysis. Consultants are
often employed when a strategic investor or venture capital firm expresses
interest in the business. Consultants will prepare a set of financial forecasts
and, subsequently, a valuation analysis; these valuation reports are often
more comprehensive, exhaustive, and inclusive than those created internally. Typically, consultants are invited to assist with negotiations when the
business value of the entrepreneurial firm is being discussed. Entrepreneurial
firms may also produce their own valuations; this process proves relatively
simple if a full set of financial projections for the firm is already available.
Internal valuations of the firm are typically conducted by the firm’s finance
or accounting department, especially in instances where the entrepreneurial firm employs professional accountants who have undergone additional
training as “certified business valuators.” Lastly, business valuation may be
assigned by an underwriter or investment banker if the entrepreneurial
firm wishes to pursue an IPO. In the early stages of the underwriting process, the entrepreneurial firm will invite a handful of underwriters or
investment bankers to prepare their underwriting offers (which include
price considerations for the underlying asset). While the final valuation of
the business is ultimately confirmed by the market during the “road show”
and the book-building process, the actual value may prove lower than
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initially anticipated by the underwriter during the initial pitch to the
entrepreneurial firm. Ultimately, the market allows for a true “discovery”
of the market price for any asset, including the valuation of the entrepreneurial firm.
Security Type and Design
Venture capitalists hold and may offer to entrepreneurs different types of
financial instruments, including preferred shares, convertible preferred
shares, common equity, debt (whether non-convertible or convertible),
warrants, or a combination of the above. The securities held by venture
capitalists reflect the entrepreneurial firm’s characteristics, its level of
maturity, the negotiating skills of the entrepreneur, perceived business
risks, and so on. Security types also reflect venture capitalists’ perception
of risk, their risk appetite, return expectations, and so on.
While academics recognize that venture capitalists around the world
hold different types of financial instruments, they argue that the convertible preferred share is the most optimal form of finance due to its ability to
mitigate agency problems, particularly moral hazard and adverse selection.
In this section, based on our above analysis, we argue that the opposite
may be true: agency problems may be more pronounced with the use of
the convertible preferred share.
A convertible preferred share has a number of features and characteristics. Convertible preferred shares are hybrid securities in that they are composed of characteristics of common shares and debt. A convertible preferred
share resembles a common share because it is regarded as a form of the
entrepreneurial firm’s equity base and is entitled to dividends and votes.
A convertible preferred share also has a priority of claim over common
shares upon any realization or liquidation; venture capitalists are able to
force the entrepreneurial firm into liquidation or bankruptcy to get their
capital back. The convertible preferred share also has debt-like features
since it contains a fixed obligation on the part of the entrepreneurial firm
and offers a fixed return in the form of preferred share dividends (often
expressed as a percentage of the value of the share). The conversion feature
of the convertible preferred share allows venture capitalists to convert their
holdings into common shares; this conversion occurs when the conversion
value is higher than the value of the convertible preferred shares. Venture
capitalists may also convert their convertible preferred shares when certain
risks associated with the entrepreneurial firm are removed or when the firm

DEAL COMPLETION: INEQUITABLE AGREEMENTS IN VENTURE CAPITAL…

205

actually goes public. In such instances, venture capitalists are often forced
to convert their holdings into common shares by underwriters.
To fully appreciate the disproportionate power granted to venture capitalists over entrepreneurs, it is important to understand the full meaning of the
term “preferred” or “preference” in the context of convertible preferred
shares (academics rarely include a full and complete explanation of this in
their analysis). The term is also poorly understood by entrepreneurs. A convertible preferred share provides venture capitalists with a preference (i.e., a
priority in liquidation, meaning that they get their capital back first) not only
in the event of liquidation or bankruptcy, but also in any ordinary sale of the
entrepreneurial venture. In many cases (especially in early-stage financing
deals), the preference in the convertible preferred shares carries an extraordinary “protection” of venture capital in that the conversion is often pre-determined and based on venture capitalists’ initial capital contribution multiplied
by two or three times; this is often called a “Bay Area” model. Under the Bay
Area model, venture capitalists receive two or three times their initial investment before the entrepreneur is able to realize any value. For example,
assuming that venture capitalists invest $5 million into an entrepreneurial
venture and that the value of the firm is equal to $25 million, venture capitalists receive the first $15 million (assuming three times liquidity preference for
venture capitalists) before dividing the remaining proceeds from the disposal.
The remaining proceeds are often split according to the level of ownership
position, which represents a “double-dip” for venture capitalists. In other
words, venture capitalists try to ensure a two or three times cash-on-cash
multiple before any further distribution of proceeds occurs.
As noted earlier, financial instruments offer important signals for entrepreneurial ventures to recognize. Different types of entrepreneurs are
attracted to specific types of securities. For example, debt entices the NUTS
(or SUPERIOR) entrepreneurs. Equity most commonly magnetizes
LEMON (or LEVEL-HEADED) entrepreneurs. If we extend our previous
discussion about “crowding-out” (LEMON businesses crowd-
out
SUPERIOR entrepreneurs as SUPERIOR entrepreneurs leave the market)
and venture capitalists’ rejection of LEVEL-HEADED entrepreneurs
(these entrepreneurs offer more rational but conservative investment propositions), the effects of venture capital relational attraction prove suboptimal for venture capitalists. Even though venture capitalists claim that
the convertible preferred share offers a “downside protection and upside
potential” and they are better able to screen some types of entrepreneurial
firms through the due diligence process (venture capitalists are effectively
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able to screen out LEMON entrepreneurs from NUTS entrepreneurs,
especially when syndicating deals), they are still predominantly attracting
NUTS and LEMON entrepreneurs (debt attracts NUTS entrepreneurs
and equity attracts LEMON entrepreneurs). In a nutshell, the venture capital marketplace becomes overcrowded with lower quality entrepreneurial
investment opportunities as a result of the convertible preferred share.
Furthermore, the convertible preferred share also impacts the behavioral patterns of venture capitalists. Given the intense nature of venture
capital (venture capitalists normally participate on the board of directors
of three to four entrepreneurial firms and look to make one or two new
deals per year) and its orientation toward “downside protection,” venture
capitalists often insist on offering the convertible preferred share as their
“opening” position in negotiations. Additionally, venture capitalists
wrongly assume that the convertible preferred share offers an effective
manner of protection for their capital; this, of course, is false because the
entrepreneurial venture may be worth much less than the residual value of
the claim upon liquidation or bankruptcy. The preferred convertible share
also represents a potential high-value option agreement, which may cause
venture capitalists to behave like unsecured lenders who rely on the
strength of the cash flows of the underlying firm for part of the contractual
relationship. Lastly, the share can provide a significant lack of incentive for
venture capitalists, especially if they hold the convertible preferred share
without conversion (this situation is equally discouraging for entrepreneurs). Such a situation is described in more detail in Box 6.1.
Rights and Provisions in Venture Capital Deals
When venture capitalists commit to making an investment into an entrepreneurial firm, they require various rights and provisions. Many of these
rights are “asymmetric,” meaning that they only accrue to venture capitalists; the entrepreneur does not benefit from these rights. For example, it is
interesting to contemplate why entrepreneurs should not be able to enjoy
a symmetric right to dismiss a venture capitalist from participation on the
board of directors of their firm if he does not provide significant value to
the venture (of course, venture capitalists frequently obtain founder dismissal rights, which they use frequently, as we note in Chap. 7). In such a
case, entrepreneurs could request an “alternate” venture capitalist from
the same firm. Some of the rights and provisions sought to be venture
capitalists include “drag-along” rights, voting flip-over rights, “ratchets,”
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Box 6.1 Convertible Preferred Shares: The Case of Mountain View
Capital and Swiss Magic Treats

In 2014, Mountain View Capital (MVC) invested $8 million for a
25 percent stake in the entrepreneurial firm “Swiss Magic Treats”
(SMT). SMT produces a wide range of premium quality Swiss
chocolate snacks and was valued at $32 million. In 2013, SMT
achieved annual sales of $47.1 million and a net profit equal to
$2.7 million. Venture capitalists have held their capital in the form
of convertible preferred shares. Three years into the deal and after
the industry-wide recession, MVC solicited offers to sell the business using a “drag-along clause” (discussed later in this chapter).
At this point (2015), SMT achieved revenue of $56.3 million, but
has generated a loss of $5.4 million. The best offer MVC received
valued SMT at $7 million. Venture capitalists were disappointed
with this valuation because it was well below their entry valuation;
on the other hand, they were willing to accept the offer since they
were able to recover a significant portion of their initial investment
of $8 million. At the same time, the founding entrepreneur, Pierre
Lazarus (who had made a cumulative investment of $1 million to
SMT), was unwilling to accept the offer because, given the proposed price for the entire business, he was not able to receive any
of his committed capital and cash out his “sweat equity.” With
SMT’s valuation below $8 million, Lazarus had no incentive to cooperate with the venture capitalists in the disposal of the business
(venture capitalists, holding the convertible preferred shares, would
take all the proceeds). Lazarus hoped that with the potential
improvement of the firm’s performance and an increase in valuation above $9 million, both venture capitalists and the entrepreneur would receive their capital back. However, Lazarus found
venture capitalists unwilling to wait for the firm’s performance to
improve, nor would they assist in this process; they only sought to
get their cash back as quickly as possible. Lazarus realized that the
convertible preferred share actually provided venture capitalists
with a disincentive to work on the project because they would need
to see a significant improvement in the value of the firm in order to
(continued)

208

D. KLONOWSKI

Box 6.1 (continued)

exert any effort toward the deal. Of course, MVC would have been
more interested had Lazarus been able to lift the valuation of SMT
beyond $32 million—a point where the value of their convertible
preferred shares ($8 million) would be equal to the conversion
value (25 percent times $32 million = $8 million). In other words,
SMT would have had to achieve its original valuation before any
incremental value could accrue to venture capitalists.
We can make some observations about this simplified case. First,
the decline in the value of SMT from its initial value provided significant disincentives to venture capitalists to exert any effort in a
specific range of valuation. Depending on the range of the business
valuation, either Lazarus or MVC had disincentives to exert effort.
Second, the lack of effort on the part of MVC did not reflect any
information asymmetries, but rather the unsympathetic realities of
the marketplace; the willing buyers were not willing to place high
valuation on to SMT, and the value ultimately achieved was unsatisfactory for venture capitalists and entrepreneurs alike. Third, the
convertible preferred share offered confusing signals to Lazarus,
who, depending on the success of the venture, was more or less
satisfied with the value at realization. For example, had SMT been
truly successful, Lazarus may have wished that the convertible preferred share was actually a debt instrument (venture capitalists, of
course, would convert their holding into common shares at this
point). If SMT was less successful, Lazarus could have pursued
equity partners (venture capitalists prefer to hold on to the debt
portion of the convertible preferred share). In a nutshell, depending on the valuation range, different incentives are needed; in this
case, convertible preferred shares did not provide them. On the
other hand, MVC seemed to enjoy holding the convertible preferred share in this specific case because it offered them “the better
of two worlds.” Either way, MVC may have felt as though they had
won no matter what the performance of SMT ended up being. The
exception would be in the event of a total meltdown of SMT,
where even holding the convertible preferred share is unlikely to
result in any real value.
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and so on; these rights are also asymmetric. Certain rights are more commonly extended to the founding entrepreneur; these include rather basic
provisions such as preemptive rights, rights-of-first refusal, and “piggy-
back rights.” Table 6.3 provides a summary of the most common venture
capital rights, the reasons why venture capitalists secure them, the nature
of these rights (symmetric versus asymmetric), the likely resistance to these
rights by entrepreneurs, and the possible impact of the rights on entrepreneurs. As confirmed in the table, a majority of the rights sought by venture
capitalists are asymmetric. The main legal provisions from Table 6.3 are
discussed in greater detail below.
Preemptive rights, rights-of-first refusal, co-sell or “piggy-back” rights,
and lock-in rights are designed to restrict the movement of shares between
shareholders. Preemptive rights allow venture capitalists to acquire new
shares issued by the entrepreneurial firm in direct proportion to the level
of ownership that they hold in the firm at the time the new shares are
issued; this ensures that venture capitalists’ level of shareholding cannot be
diluted without their agreement. The exercise of these rights may occur,
for example, when an emergency round of financing is provided to the
entrepreneurial firm. Participation in this capital increase is deemed to
protect venture capitalists from diluting their ownership position. It is
worth noting that when an emergency round of financing is raised and
some shareholders do not participate (or do not have available financing),
venture capitalists normally insist that their capital be provided to the firm
at low nominal value, thereby diluting non-participating shareholders virtually to zero. Issuing shares at low nominal value in order to achieve a
significant dilution of ownership to non-participating shareholders is normally called a “wash-out” round. Any management shares are also heavily
diluted, effectively removing any motivation from management or other
remaining shareholders to exert any meaningful amount of effort. Of
course, preemptive rights can also be exercised by venture capitalists in
more positive circumstances where the entrepreneurial firm is developing
well or even better than anticipated. In such a scenario, venture capitalists
may wish to increase their exposure to the deal in anticipation of strong
returns. The impact of this right to entrepreneurs is likely to be limited as
these rights are symmetric and provide equal opportunities to all stakeholders. Of course, entrepreneurs are always in a more vulnerable position
since their financial resources are more limited.
The right-of-first refusal allows venture capitalists to purchase shares
being sold by existing shareholders. In such a case, if any of the existing

Protection against ownership dilution
Extension of upside profit potential
Protection against uncontrolled share disposal
Protection against unwelcomed shareholders
Protection against uncontrolled share disposal
Protection against unwelcome shareholders
Total disposal if new buyers attain majority
Protection against sales of shares before
venture capitalists’ full exit
Timely access to information
Use of external advisors

Preemptive
rights
Right-of-first-
refusal
Co-sell or
“piggy back”
Low

Symmetric

Asymmetric

Medium/
high

Low/
medium
Low

Low

Symmetric

Asymmetric

Low

Symmetric

Inability to cash out value
Inability to dispose shares in a timely manner
Potential access to sensitive commercial material and
documents by external parties (i.e., consultants, advisors)
Time-consuming
Costly
Venture capitalists normally do not share reports with
entrepreneurs
Potential for “high compensation” to venture capitalists
through additional shares
Potential for personal liability
May result in adjustments to valuation and
ownership position

Potential for excessive dilution of ownership
(i.e., wash-out rounds)
Blockage of potential investors unwanted
by venture capitalists
Constrains the founder’s ability to dispose shares

Symmetric or Likely
Possible negative impact on entrepreneurs
asymmetric
resistance
rights
from
entrepreneurs

Representations Confirmation of legal, accounting,
Asymmetric
and warranties operational, environmental status of the
entrepreneurial firm
Compensation if representations prove untrue

Inspection and
information
rights

Lock-in rights

Venture capital tool for

Summary of key venture capital rights and provisions and their possible impact on entrepreneurs

Key terms

Table 6.3

Drag-along
rights

Right to sell the entire venture to willing buyers Asymmetric

Asymmetric

Approval rights Right to approve and veto all major decisions

Asymmetric

Asymmetric

Assurance of arm’s length transactions
Prior approval of such transactions

“Voting
Ability to assume control of the venture
flip-over rights” Ability to appoint new management
or change of
control

Related party
transactions

High

Medium/
high

High

Medium

(continued)

Cancellation of some important and worthwhile
“related” party transactions
Potential damage to some long-term relationships
Loss of control over the venture
Termination of the founder and other team members
Employment of new members to management; the new
cadre is often more loyal to venture capitalists
Venture capitalists may be in charge of the venture
either temporarily or permanently
Loss of decision-making independence
Delay in decision making
Necessity to “persuade” venture capitalists about
certain undertakings
Areas of potential conflicts
Venture capitalists’ veto rights may paralyze the
decision-making process
Forced disposal of the venture
Disposal may occur under “unwanted” circumstances
and timing
Potential loss of value
Conflicts between entrepreneurs and venture capitalists
about the timing of the optimal sale
No say in or control over disposal

Change in the firm’s entry valuation
dependent on financial performance
or capitalization

Protection against entrepreneurs negotiating
with other parties

Share
adjustment
mechanism
or “ratchet”

Exclusivity*

Low
Medium

Asymmetric

Medium

High

Asymmetric

Asymmetric

Asymmetric

Reduction to the founder’s ownership position—loss of value
Reduction in the initial valuation of the business
Venture capitalists are fully or partially compensated for
the venture’s underperformance
The entrepreneur is unable to “unwind” the adjustment
if the venture performs well thereafter
Inability to pursue funding opportunities from other
financiers for a period of time
Inability to select financiers on a competitive basis
Inability to use prior negotiating experience in future
deals
Financial burden
Expensive

Symmetric or Likely
Possible negative impact on entrepreneurs
asymmetric
resistance
rights
from
entrepreneurs

Note: The last three rights (marked with the asterisk “*”) are included in the term sheet, not in the final legal documentation

Confidentiality* Protection against disclosing contents of
negotiation
Break-up fees* Financial compensation for breaking up
confidentiality and exclusivity
Financial incentive to continue discussions

Venture capital tool for

(continued)

Key terms

Table 6.3

DEAL COMPLETION: INEQUITABLE AGREEMENTS IN VENTURE CAPITAL…

213

shareholders wish to sell their shares to a third party, venture capitalists
have the right to acquire these shares on the same terms as offered by the
third party. Venture capitalists generally exercise these rights to increase
their exposure to the deal or to protect against a new party becoming a
shareholder in the venture (venture capitalists view new shareholders as
potential complications to the exit); in this respect, it acts as a blocking
right. Co-sell or “piggy-back” rights are similar to the right-of-first refusal
in that an existing shareholder can dispose of his or her shares in the venture to a third party. If any of the existing shareholders plan to dispose of
any of their shares, venture capitalists have the right to co-sell the same
proportion of shares. The terms of the offer for the shares being purchased
are normally the same as those offered to the shareholders soliciting the
offer. Venture capitalists normally extend this provision by stipulating that
if the selling shareholders wish to dispose of a sufficient amount of shares
to allow new shareholders to take a controlling interest in the entrepreneurial firm, venture capitalists have the right to dispose of their entire
pool of shares in priority to any other shareholders; this is based on the
assumption that venture capitalists may no longer wish to participate in
the entrepreneurial firm if a new owner appears on the scene with whom
they do not have a relationship or share the same objectives.
The lock-in right is another provision that restricts share movement;
this right constrains the entrepreneur’s ability to dispose of shares without
venture capitalists’ consent and applies only to the time period prior to the
disposal of shares by venture capitalists (i.e., in the initial public offering).
Lock-in rights are designed to keep entrepreneurs fully committed and
invested in the business. Venture capitalists assume that an entrepreneur
with less financial exposure to a venture where the majority of his or her
shares are cashed out may have less incentive to perform well and therefore may be less motivated to achieve the objectives outlined in the business plan.
Inspection and information rights provide venture capitalists—as well
as their consultants, advisors, or specialists—with the right to inspect the
entrepreneurial firm’s premises and to review any materials or documents
of interest (i.e., financial statements, legal agreements, off-balance sheet
transactions, and so on). Under this provision, venture capitalists have the
right to appoint external experts to investigate the affairs of the entrepreneurial venture; venture capitalists customarily use lawyers, accountants
(including forensic or investigative accountants), operational specialists,
and environmental experts to do this. Employing these consultants can be
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costly. While venture capitalists typically request these investigations, costs
are normally covered by the entrepreneurial firm, and although venture
capitalists argue that bringing in external consultants is to the benefit of
the entrepreneurial firm, they often retain these reports for themselves and
treat them as confidential. Furthermore, venture capitalists may use the
reports as ammunition to change the management team, terminate the
founding entrepreneur, renegotiate or introduce changes to the original
agreement, or affect specific actions (i.e., exit). Additionally, under the
terms of this provision, management and the entrepreneur are required to
provide any necessary documents to and co-operate with external advisors. While venture capitalists often claim asymmetry of information as the
reason for invoking such provisions, their use may reflect that venture
capitalists are not as knowledgeable about the business or the industry as
they may have initially indicated. Another negative impact of this clause is
that sensitive information must be shared with external parties who may
not be bound by the confidentiality agreement.
There are two additional areas that relate to the disclosure of information to venture capitalists. The first is representations and warranties.
Venture capitalists customarily expect standard representations and warranties from entrepreneurs with respect to the firm’s activities, the entrepreneur’s personal background (criminal records, for example), the legal
standing of the firm, the state of the firm’s assets and liabilities, and so on.
Venture capitalists claim that “normal” due diligence is unable to uncover
all of the minute aspects of an entrepreneurial firm’s activities, which is
surprising because they perform due diligence on the entrepreneurial firm
personally and in consultation with external specialists who conduct thorough investigations into the firm’s accounting, law practices, environmental protections, and operations. As a part of the representations and
warranties provisions, venture capitalists insist that entrepreneurs be financially responsible for whatever problems may arise. Through these provisions, venture capitalists effectively try to distance themselves from
anything that has occurred in the entrepreneurial firm’s past, even though
it is the past activities of the firm that attracted them to the deal in the first
place. In fact, venture capitalists customarily wish to be compensated with
extra shares or other means for any “perceived” decline in value, which
may arise as a result of the firm’s past activities. A good example for the use
of warranties would be in the instance of a case dispute. Let’s assume that
an entrepreneurial firm is awarded an “innovation-based” tax credit under
which the firm is able to deduct 50 percent of expenditures committed to
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R&D against profit before tax for a period of five years. Let’s further imagine that as a part of the government tax audit, the officials dispute that
some costs are not related to R&D activities, that the entrepreneurial firm
effectively underreported its profits before tax, and underpaid the amount
of tax in the last five years (such an amount could be quite sizeable given
the high interest rates normally applied by government agencies). Such tax
disputes may occur even in circumstances where the entrepreneurial firm
has provided every and any reasonable effort to correctly calculate the
appropriate amounts by hiring professional accountants or external consultants from the accounting firms. The standard approach of venture
capitalists in these instances would be to claim that the tax dispute has
arisen as a result of the past “misbehavior” of the entrepreneurial firm and
that they would want to legally and financially distance themselves from
such activities. Venture capitalists would insist that the entrepreneur deal
with such issues personally; if this is not possible, then they are to be compensated for any perceived decline in value if the entrepreneurial firm has
to settle the tax claims (in some cases, venture capitalists may insist that
the entrepreneur be personally accountable for these liabilities).
Entrepreneurs often view such requests as not being in the spirit of partnership and co-operation.
Approval rights enable venture capitalists to participate in key decisions
related to the entrepreneurial firm. Through approval rights, venture capitalists can effectively veto certain actions proposed by the management
team or existing shareholders. Approval rights often extend to operations,
external financing, legal matters, compensation, profit distribution,
changes in strategy, and so on. While entrepreneurs understand that they
need to consult their business partners in matters related to legal agreements, general commercial law, external financing, and strategic changes,
they may rightly question venture capitalists’ heavy-handed involvement
in their operations (venture capital financiers often require that they be
consulted in every minute aspect of the firm’s operations). Entrepreneurs
perceive such legal provisions as a direct assault on their operational independence, flexibility, agility, action velocity, decision making, and business
judgment. Veto rights are especially concerning to entrepreneurs if they
view venture capitalists to be less knowledgeable and experts than they are
about the firm’s industry, competition, products and services, and
operational matters; after all, these operational characteristics and components are what makes an entrepreneurial firm successful in the first place.
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Approval rights further extend to “voting flip-over rights” or change-
of-control rights. Under these rights, venture capitalists may either automatically appoint additional members to the board of directors or be
issued an additional number of shares to effectively take full control of the
firm (this often means increasing their voting rights rather than re-
adjusting the distribution of economic interest). Standard practice is for
venture capitalists to exercise these rights if the founding entrepreneur or
a member of the management team commits a crime or becomes incapacitated, or if the entrepreneurial firm has fallen significantly behind the
financial indicators anticipated in the business plan (in terms of revenue
and/or profit). Venture capitalists may choose to exercise these provisions
if they estimate that the exit timing and perceived value of the entrepreneurial firm have been negatively affected by entrepreneurial behavior.
Evidence suggests that venture capitalists frequently and unhesitatingly
use this provision to terminate the founding entrepreneur as CEO if financial underperformance occurs. In fact, as shown by academic evidence,
there is a high probability that the founding entrepreneur will be terminated from his or her own firm by venture capitalists; venture capitalists
rarely assist founding entrepreneurs when problems arise. Entrepreneurs
frequently argue that temporary problems do not warrant such drastic
measures and actions. In some cases, entrepreneurs may be able to negotiate changes to the standard “voting flip-over rights” provision if they have
a period of time to rectify the problem and termination does not occur, or
if they can demonstrate that the financial underperformance is the result
of industry cyclicality. Furthermore, venture capitalists often use this
clause to make changes to their accounting personnel in order to appoint
their own financial director with more expertise (the appointment of a
financial director may also occur prior to the actual investment).
Exit is one of the most critical issues for venture capitalists and can also
be a sensitive issue for entrepreneurs. Most venture capital deals fall apart
because of venture capitalists’ instance on exit clauses (especially “drag-
along” rights). Consequently, the most draconian provisions are developed around the exit. Since venture capitalists need to return capital to
LPs within a specific time horizon (i.e., ten years), one of the most “user-
friendly” provisions (both to entrepreneurs and venture capitalists) is to
achieve a listing of the entrepreneurial firm’s shares on the public equities
market. Through this liquidity event, venture capitalists are often able to
dispose of their entire stake in the firm. A less ideal but much more common scenario is for venture capitalists to dispose of a portion of their hold-

DEAL COMPLETION: INEQUITABLE AGREEMENTS IN VENTURE CAPITAL…

217

ing at the time of an IPO and then dispose the remaining shares some time
thereafter. Another exit provision involves share redemption rights. If venture capitalists have not exited from their investment by a particular date,
they can force the entrepreneurial firm to redeem or buy back venture
capitalists’ shares either at market value, an agreed-upon price, or according to a set formula. The most common exit clause insisted upon by venture capitalists is “drag-along” rights. Drag-along rights provide venture
capitalists with the means of forcing an involuntary exit by delivering full
ownership of the entrepreneurial venture to the willing buyer. If venture
capitalists hold a minority (smaller or larger, but less than the majority)
stake in the entrepreneurial venture, they are able to solicit an offer for the
entire business and sell all of their shares or deliver a sufficient enough
amount of shares to satisfy the offer. In other words, the entrepreneurs
have to go along with the offer or else they are effectively “dragged along”
to participate in the sale of the entire venture. Of course, the entrepreneur
and other shareholders have the right-of-first refusal and can theoretically
match the offer, but arranging the proper financing to do so can prove
difficult. The key drawback of exit provisions for entrepreneurs is the
potential for total loss in value; venture capitalists can exercise these rights
in circumstances that may prove unwanted and untimely for entrepreneurs
and their use may result in a significant loss of value for entrepreneurs,
particularly if the venture capitalists are motivated to dispose of their
shares and want to exit the venture at any cost.
In the event that entrepreneurs and venture capitalists are unable to
reach a consensus on the value of the underlying entrepreneurial firm,
venture capitalists may employ a mechanism called a share adjustment
mechanism, otherwise known as “ratchets.” A dispute over valuation
commonly arises if the two sides have different opinions on the future
profitability of the venture (as measured at the EBITDA or EBIT levels),
its growth trajectory, and management’s ability to execute the business
plan; these disputes most generally relate to the perception of risk. The
entry valuation is commonly adjusted according to an agreed-upon formula that compensates venture capitalists fully or partially for any underperformance of the entrepreneurial firm at exit. Adjustments may be
developed on the basis of changes in profitability or total capitalization
(i.e., “capitalization ratchets”). The key disadvantage of this provision for
entrepreneurs is that a share adjustment mechanism allows for a retroactive
change to entry valuation on the basis of the actual financial results and a
change to the level of shareholding venture capitalists hold in the business.
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Ratchets moderate or entirely remove operational risks for venture capitalists. If the entrepreneurial firm underperforms, the venture capitalists’
level of shareholding increases; this grants a larger proportion of the disposed value. Another disadvantage is if the entrepreneurial firm underperforms, venture capitalists are issued additional shares (and hence, increased
shareholding) while the entrepreneurial firm is sold at its full value. In
such a case, the entrepreneur is “punished” for underperformance and the
venture capitalists benefit twofold under the same circumstances.
Chapter Summary
1. Financial contracts in the venture capital ecosystem are likely to be
incomplete, imperfect, and defective. Most financial contracts aim to
“overcompensate” for venture capitalists’ inabilities and lack of
expertise rather than address information asymmetry. Note that the
assumption of a one-sided information deficiency for venture capitalists is generally not true.
2. Venture capitalists seek disproportionate, one-sided, and asymmetric
protections in financial contracts. Two of the most draconian clauses
and provisions sought by venture capitalists include the “voting flip-
over event” provision (venture capitalists frequently and without
hesitation terminate the founding entrepreneur as CEO) and “dragalong” rights (venture capitalists implement a forced disposal of the
entrepreneurial venture).
3. A unique agency problem called “adverse selection” influences “relational attraction” between venture capitalists and entrepreneurs and
causes “relational resistance” between these parties. In a nutshell, the
majority of venture capitalists pair with either LEMON or NUTS
entrepreneurs.
4. Venture capitalists bring a “uniform” approach to financial contacting that is unlikely to reflect the actual risk profile of the unique
entrepreneurial firm. This standardized approach to financial contracting highlights venture capitalists’ inability to properly understand the strengths and weaknesses of their underlying investee firms.
5. The convertible preferred share is not an optimal security type for
venture capitalists. Insisting upon holding this security type further
exacerbates venture capitalists’ tendency to select LEMON and

NUTS entrepreneurs for their portfolios.
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CHAPTER 7

Monitoring: The Venture Capital Barren
Toolbox for Entrepreneurial Firms

When looking to support their businesses, entrepreneurs can choose from
a wide range of financing options (as noted in Chap. 1), each with their
own distinct advantages and disadvantages. To distinguish themselves
from other types of financiers, venture capitalists promote themselves
as active, “hands-on,” value-added financial backers. Their promotional
pitch to entrepreneurs often includes assurances of day-to-day assistance
and help with daily struggles in the “business trenches.” Academic research
and practice, however, demonstrate that venture capitalists may “oversell
and underdeliver.” Venture capitalists’ sub-optimal value-added contributions occur mostly as a result of numerous and simultaneously occurring
constraints. Firstly, most venture capitalists lack real-life business operating
experience. Writing checks against investment proposals is a relatively
effortless activity when compared to making value-added contributions
to an entrepreneurial firm post-deal closure. This lack of operating experience negatively impacts the extent to which venture capitalists can meaningfully add value to entrepreneurial activities. Secondly, venture capitalists
are time constrained by their often self-imposed organizational constructs
and structures (as observed in Chap. 3); they are simultaneously involved
in deal identification, due diligence, and negotiating new investment
projects while participating in their existing investee firms (not to mention fundraising initiatives). Venture capitalists are normally expected to
participate on the board of directors of two to four investee firms at any
one time in addition to processing between one to two new deals
© The Author(s) 2018
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per annum. Experience suggests that most venture capitalists rarely find
sufficient time to review the investee firm’s quarterly reports ahead of
board meetings. The trade-off involved with simultaneously negotiating
new and existing deals may often represent a “zero-sum” game for venture
capitalists—the more time they dedicate to searching for and processing
new deals, the less time they effectively have for value-adding interactions
and contributions. Research indicates that, on average, venture capitalists
spend about ten hours per month with one investee firm—this roughly
equates to one day per month per investee firm. Based on this information,
one may reasonably question whether or not venture capitalists can actually provide any meaningful assistance or contribution to entrepreneurial
firms given the need for entrepreneurial firms to simultaneously engage in
numerous business processes (as captured in Fig. 7.1, which is described
later in the chapter). Even with the best of intentions (and assuming the
presence of relevant business operating experience, which in reality the
majority of venture capitalists do not actually possess), it would be difficult
for venture capitalists to convert one day of interaction into a consequential relationship or for this to be considered of significant value. Thirdly, by
their own design, venture capital firms tend to employ only a small number
of employees (i.e., partners); this further exacerbates time constraints.
The academic literature related to venture capital value creation falls
into three general clusters. Some academics point to venture capitalists’
positive contribution to the development, growth, and success of entrepreneurial firms (this literature, however, generally ignores and omits the
destructive nature of the venture capital—entrepreneur relationship).
Academics from this group often view venture capitalists as “super-breed
financial intermediaries” and frequently highlight success stories throughout their investigation. Another cluster of academics question venture
capitalists’ value-added contributions, noting that under certain complex,
multifaceted, and intricate conditions, meaningful value-added assistance
to entrepreneurial firms may occur. These academics rightly observe that,
on a comparative basis, venture capitalists are perhaps more involved with
their portfolio firms than the fund managers of public firms (note that it is
widely evidenced in academic literature that about five percent of these
managers are actually able to “beat” the market and therefore represent
a poor comparative performance benchmark). Lastly, there is considerable academic evidence (although this is less promoted in the most
widely read academic journals) to disprove venture capitalists’ assertion
that they p
rovide value-added assistance. These academics do not
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 erceive venture capitalists to be valuable supporters of entrepreneurial
p
pursuits. Longitudinal research confirms that venture capital-backed
entrepreneurial firms not only have a lower probability of survival (in
comparison to non-venture capital-backed entrepreneurial firms), but also
maintain high chances of bankruptcy.
In this chapter, we challenge the widely held perception of venture
capitalists’ positive value-added contribution. We contend that while
venture capitalists have succeeded at breaking down their interactions
with entrepreneurs into a detailed operational investment process that
can be mastered by anyone with limited training (note that there has not
been any meaningful amendment or improvement to this process in the
last three decades), in general (or perhaps with some exceptions), most
venture capitalists have not been able to add significant value to their
entrepreneurial firms. In a majority of cases, venture capitalists act as
short-term opportunity-driven “travelling companions” to entrepreneurial
firms. Moreover, the standardization inherent to the venture capital
approach and venture capitalists’ inability to accept business failure have
contributed to significant value reduction in venture capital-backed
entrepreneurial firms. The standardized venture capital approach often
promotes hierarchy, procedures, and short-term value determinism,
meaning that venture capitalists tend to focus on short-term economic
efficiency rather than on long-term value creation. The venture capital
process may also destroy entrepreneurial flexibility and adaptation by not
providing incentives for employees to achieve exceptional performance
(evidence suggests that flexibility, adaptation, and experimentation lead
to “top-line” and “bottom line” growth; experimentation in the entrepreneurial setting is superior to excessive planning). Moreover, venture
capitalists may not respond well to unorthodox business conduct, solutions, and behavior; unconventional business approaches and processes
may often be acutely distressing to venture capitalists (entrepreneurship,
conversely, cannot be boxed into standard rules and procedures). In this
respect, venture capitalists may act as “financial bureaucrats” who instill
structures, procedures, and strategies that often prove mistaken. The
venture capital business appears to be structured to oversee, control, and
administer rather than to allow for operating freedoms and movement
within desired structures, goals, and objectives.
In addition to demonstrating the poor alignment of venture capitalists’
behavior with entrepreneurial pursuits, we also highlight venture capital’s
potentially destructive nature. Value destruction can occur if venture
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capitalists impede entrepreneurial development by providing erroneous
operational advice, ill-founded strategic guidance, inappropriate input, or
unsuitable and unrealistic operational constraints. As evidenced in many
real-life situations, venture capitalists can cause serious business impairment to entrepreneurial activity. For example, venture capitalists have
been evidenced to charge high management fees to entrepreneurial firms,
excessively terminate employees, dispose of company assets to pay off
“their” debt (especially during leveraged buyouts), issue themselves
extraordinary payments or special dividends, and underfund or even
“plunder” employee pension plans. The most extreme manifestations of
negative venture capital involvement in entrepreneurial businesses involve
multiple lawsuits (especially in the case of leveraged buyouts) against some
of the biggest names in the industry over charges related to alleged
collusion, price-fixing, submitting artificial bids, and concealing valuable
information (note that most of these alleged charges were settled out of
court for millions of dollars in damages to avoid detailed public inquiry
and information disclosure). Academics also note the variety of venture
capitalists’ unethical behaviors and questionable conducts, including
investing into competitors, attempting to integrate entrepreneurial firms
into competing firms, making false claims (regarding their level of e xpertise
and access to networks and information), or eliminating minority shareholders through dubious means. Other damming evidence, which at least
questions venture capitalists as value-added investors, is venture capitalists’
neglect of underperforming entrepreneurial firms in their portfolio. Since
only about one or two out of every ten entrepreneurial firms venture
capitalists invest into generate significant returns for venture capitalists,
they may effectively neglect the remaining entrepreneurial firms that
experience adversity and various challenges. In simple terms, venture capitalists may tend to only concentrate on entrepreneurial firms that have the
potential to become “home runs.” This “batting average” mentality
underscores that venture capitalists may quickly lose interest in their
underperforming investee firms. Moreover, because of their single-minded
pursuit of the “home-runs,” venture capitalists may actually disproportionately and inadvertently expose other entrepreneurial firms to excessive
operational and financial risks in pursuit of above-average returns, causing
further underperformance or even business failure for struggling entrepreneurial firms.
While it is important to highlight the predominantly negative impression of venture capital on entrepreneurial firms, we must also acknowledge
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upfront that about fifteen percent of venture capitalists (many of whom
possess relevant, real-life operating experience) are able to make
meaningful, long-lasting, and value-generative contributions to their
investee firms. This means, that in any mid-size venture capital industry,
there is about a handful of value-adding venture capital firms.

Understanding Venture Capital Beyond
Its Cash Contribution
Once an entrepreneurial firm negotiates a venture capital agreement with
venture capitalists, financing begins to flow into the venture. From there,
the orientation of venture capitalists changes from the investigative mode
to the exit mode; most activities undertaken by venture capitalists in this
phase of co-operation are generally aimed toward the single-minded
pursuit of achieving successful value realization. Entrepreneurs, by virtue
of admitting venture capital into their firms, are also inherently and
indirectly bound by this purpose, but their objectives and goals are often
more multifaceted. In addition to value creation, entrepreneurs may wish
to ensure the firm’s long-term prosperity, develop a loyal and committed
management team, generate and embrace new ways to serve customers,
develop innovative products and services, and share their wealth in the
local community. The differences in the goals and objectives of venture
capitalists and entrepreneurs are often the root cause of conflicts that
occur between the two groups.
As noted above, a broadly held public supposition is that venture
capitalists provide value-added contributions to their investee firms.

Through various studies (many of which investigate venture capitalists’
own perceptions of and satisfaction with their own contributions and commitment to entrepreneurial firms), academics have developed long laundry
lists of areas where venture capitalists claim to be helpful to entrepreneurial
firms. Unfortunately, these lists of claimed contributions are often quite
broad, incoherent, and inconsistent. The lists often include activities such
as helping to hire senior management, replacing CEOs, shaping strategies,
assisting in strategic planning, populating boards of directors with “knowledgeable” members, helping to secure additional financing (though gaining additional capital through a public offering is more about achieving a
liquidity event for venture capitalists than for the entrepreneurial firm), and
introducing corporate governance structures (venture capitalists often
regard corporate governance structures as value-added contributions when
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they, in fact, act as control mechanisms; v enture capitalists seldom realize,
as supported by academic evidence, that altruism, kinship, and co-operation often reduce agency problems just as effectively as corporate governance structures). Some academics also cite other, less loosely defined
benefits such as venture capitalists acting as personal “confidants”—even
though most academic evidence suggests that venture capitalists may be
less-than-loyal business partners and tend to be more committed to achieving a short-term financial windfall than the long-term success of the venture. Although some of these venture capital inputs can be attractive to
entrepreneurial firms, academics have difficulty drawing consistent and reliable conclusions about these inputs and their value; this is often because
the studies measure perceptions rather than actual contributions in terms of
concrete financial metrics. In other words, the academic studies poorly
connect venture capital inputs to measurable financial outputs. Even the
most robust academic studies only look at the time continuum when venture capitalists are actually “invested’ into e ntrepreneurial businesses (e.g.,
calculating an IRR helps measure the financial return to venture capitalists
and not actual value creation). Consequently, many studies fail to observe
the fortunes of these firms in the long-term, at which point true value creation can be observed.
Academic studies often provide evidence regarding the benefits that
may accrue to entrepreneurial firms from venture capitalists in different
facets of business activities. For example, some academics suggest that
venture capital-backed entrepreneurial firms suffer less underpricing in
IPOs; such initial underpricing, however, may be totally irrelevant to the
actual value realized from the business, which can significantly fall after the
IPO (note that entrepreneurs are often bound by a lock-up period of
18–24 months, during which they are unable to sell any shares). Venture
capital-backed firms are also thought to have higher valuations after the
IPO, although the founding entrepreneur may generate less wealth with
venture capital backing compared to financing through other means.
Venture capital-backed firms are also perceived to bring products and
services into the market place more quickly; however, there is no evidence
as to whether or not this actually translates into a sustainable competitive
advantage and value creation. Moreover, products and services introduced
prematurely into the marketplace often magnify operational and financial
risks for many firms. Venture capital-backed firms are thought to enjoy
high levels of success, but this success is often defined by financial performance (and predominantly, revenue growth); other long-term business
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metrics—such as market share, customer loyalty, and employee satisfaction—may be ignored. Other studies confirm that the mere presence of
venture capital translates into higher “reputational capital” that benefits
entrepreneurial firms in generating new contacts and securing additional
financing; unfortunately, these studies do not attempt to calculate the
actual impact of these benefits to entrepreneurial firms.
Profiles of Venture Capitalists and the Futility
of Their Hands-on Involvement
Before profiling the various clusters of venture capitalists, let’s make an
important distinction regarding the nature of academic inquiry into
venture capitalists’ value-added behavior. When researchers investigate
this topic, they regularly segregate venture capitalists’ contributions into
functional departments of the business (i.e., marketing, strategy, human
resources, accounting, finance, production, and so on). However, the
functional context for understanding value creation may be incomplete,
misleading, and ambiguous. More importantly, this approach may deceptively “over-promote” venture capital contributions. In this chapter, we
focus on critical business processes (i.e., internal systems and structures)
rather than functional departments, and superimpose venture capitalists’
alleged contributions onto these business processes. Venture capitalists
should be more interested in assisting entrepreneurial firms along these
business processes because these processes can assure short-term business
survival, medium-term prosperity, and long-term value creation. The
focus on business processes also highlights the importance of business
execution rather than just the classification of discrete business activities
(note that execution is rarely reflected in the functional composition of
business activities).
A business process may be defined as a collection of interrelated tasks
established to accomplish a specific organizational objective, or a set of
activities that are organized in time and space. Business processes are
normally rational, continuous, and natural and provide a step-by-step,

sequential, and systematic methodology for behavior and action. Many
business processes are represented in the form of a diagram or flowchart and
are composed of a number of clearly defined action-oriented steps. Each
component of the business process may also be divided into specific business
sub-processes and decisions. Some business processes are clearly observable
while others may be invisible, silent, tacit, and intangible; n
 evertheless, they
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provide employees, managers, and shareholders with a sense of direction
and guidance with respect to their more immediate business tasks and the
most distant activities. Business processes can also serve as useful reference
points for experienced as well as novice managers. Business processes delineate complex business problems into visibly detailed collections of tasks
(often structured differently than those found in traditional organizational
structures and hierarchies); in this respect, business processes break away
from traditional organizational structures such as functional departments.
Moreover, business processes are not fixed; they are often flexible, adjustable, and adaptable within a desired framework of business objectives (unlike
functional structures, which are more fixed).
The upper part of Fig. 7.1 includes a summary of the ten most important
business processes, including capital budgeting, project management,
training and development, knowledge and intellectual property (IP)
management, hiring and promotion, resource procurement, relationship
management, strategic planning, business reviews, and monitoring and
control. Let’s briefly define these processes.
Capital budgeting is the formal process by which an entrepreneurial
firm decides whether a specific investment project is worthwhile through
the application of financial analytical tools. Project management refers
to planning, organizing, and controlling available resources by clearly
defining inputs and outputs. Training and development focuses on the
practice of improving the future performance of individuals in the organization by unambiguously defining and developing their knowledge, skills,
and capabilities. Knowledge and IP management denotes the process
of creation as an expression of human creativity, imagination, and resourcefulness. Hiring and promotion captures the manner through which
individuals are appointed and subsequently elevated through the organization’s hierarchy. Resource procurement involves the acquisition of tangible
and intangible assets (i.e., physical, human, organizational, and financial
assets) that collectively form the foundational blocks of the business.
Relationship management focuses on facilitating and enhancing various
business relationships (with existing and new business stakeholders) with
an aim toward achieving the firm’s strategic objectives. Strategic planning
captures a systematic set of management decisions and activities (i.e., investigations, commitments, and actions) that impact the long-term performance of a firm. Business reviews represent comprehensive and systematic
assessments of the firm and segregate its most important goals into a set of
contributing factors; these factors are then examined, and comprehensive
plans to improve each factor are developed. Monitoring and control refers
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Universe of possible hands-on involvement
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disconnectors (7.6%)
Business companions
(6.0%)

Fig. 7.1 Profiles of venture capitalists and their value “additions” across a range
of business processes
Note: This table was prepared on the basis of a review of 250 randomly selected
profiles of venture capitalists from 11 major funds operating in the United States

to the firm ensuring that it achieves its mission, goals, and objectives by
way of a comprehensive and timely assessment of its key success factors, key
performance indicators, and value drivers.
Value-added contributions can potentially occur at two different levels
of hands-on involvement: operational and supervisory (as outlined in
the upper part of Fig. 7.1). Operational involvement signifies venture
capitalists’ regular, hands-on participation. The extent of venture capitalists’ operational involvement is important because research confirms that
venture capitalists’ operating experience appears to have the greatest
impact on the quality of the value-added contributions provided by them
to entrepreneurial firms. Figure 7.1 also illustrates the importance of the
supervisory or monitoring function at the level of the board of directors,
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which can encompass activities ranging from “rubber stamping” to
crafting strategy. The number of points or “stars” (ranging from one to
five) below each business process represents the extent to which the different clusters of venture capitalists have the background to provide valuable
hands-on assistance toward a specific business process.
Figure 7.1 presents four discernible categories of venture capitalists:
“financial propeller heads,” “untested promoters,” “entrepreneurial disconnectors,” and “business companions” (note that this analysis was prepared
on the basis of 250 profiles of venture capitalists operating in the United
States). The first two categories (namely “financial propeller heads” and
“untested promoters”) best illuminate the strategic disconnect between
entrepreneurial needs and venture capital expertise (this misalignment is
well documented in academic literature). Most entrepreneurial firms openly
admit that their most significant challenges relate to operating difficulties,
which can effectively threaten a business’s existence and its ability to create
value. But it is real-life business operating experience that the vast majority
of venture capitalists lack; this allows for the significant gap between actual
needs and contributed services. Moreover, these two clusters of venture
capitalists lack the ability to build proper organizational structures, develop
robust business processes, create and manage 
knowledge (including
innovation, invention, R&D, and other forms of intellectual property), and
establish transformational business practices. It is important to note that
studies confirm that more years of experience in the venture capital industry does not translate into meaningful entrepreneurial value-added assistance and contribution; we argue that experience in the venture capital
industry is not a substitute for actual operating e xperience. In fact, evidence
suggests that more experience in the venture capital industry converts to
less value-added impact on entrepreneurial firms. The last two clusters of
venture capitalists (“entrepreneurial disconnectors” and “business companions”) are best equipped to assist entrepreneurial ventures due to their
operating experience; nevertheless, they vary in their ability, capacity, and
competence to properly assist entrepreneurial firms (“business companions” tend to rank ahead of “entrepreneurial disconnectors”). We describe
the four categories of venture capitalists in more detail below.
Financial Propeller Heads This is the most predominant category of
individuals populating venture capital firms, accounting for 58.4 percent
of the pool (i.e., 146 profiles). This elevated percentage highlights the
importance that the industry places on financial analysis (in comparison
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to real-life operating business experience), despite the fact that financial
analysis unfortunately omits an examination of key strategic considerations,
market potential, competitive dynamics, discoveries and innovations, and
so on. Without reference to commercial realities, sole financial analysis can
be misleading. The individuals in this category can be best described as
“financial MBA-types” and are likely to come into venture capital from a
broadly defined financial industry such as investment banking, commercial
lending, underwriting, or equities management. They are also highly
educated—many possess MBA degrees from the top business schools in
the United States (such as Harvard, Stanford, or Wharton) or Europe
(HEC Paris, INSEAD, IE Business School, or the London School of
Economics). Financial propeller heads normally lack any hands-on
operating experience, but are likely to have observed the operating activities of entrepreneurial firms (albeit from across a limited range of sectors
or industries). Their comfort zone lies in financial analysis and financial
processes, which include the preparation of financial forecasts, business
valuation, risk analysis, acquisition of capital, mergers, and acquisitions.
A lack of practical experience in any industry prevents financial propeller
heads from providing any meaningful hands-on, value-added assistance at
the operating level of the entrepreneurial firm, be it in capital budgeting,
project management, or training and development; consequently, they are
likely to score poorly on their ability to provide hands-on operating assistance across most of the processes outlined in Fig. 7.1. In terms of operations, this cluster of venture capitalists is more experienced at procuring
resources, especially in the area of finance. Their “supervisory” contribution can be slightly more effective than their operating functions (although
still sub-optimal compared to actual needs) as the supervision function
may be grounded in financial analysis. Financial propeller heads are also
good at self-efficacy—they tend to get involved with activities that come
natural to them while omitting those they are less comfortable with.
Specifically, this means that financial propeller heads are likely to focus on
financial considerations at the “helicopter level” (such as financial projections and business plan writing) while avoiding issues related to business
implementation, execution, and operations. In short, financial propeller
heads may be defined as the poltergeists of the venture capital industry.
Untested Promoters Similar to financial propeller heads, this group of
venture capitalists is likely to lack real-life operating perspectives, making
them inexperienced, untested, and unproven value-added contributors to
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entrepreneurial firms. Untested promoters account for 28.0 percent of the
venture capitalist pool (i.e., 70 profiles). These venture capitalists often
have professional experience and educational backgrounds, which are
likely to allow them a more comfortable position in the venture capital
industry compared to the finance types. There are two broad categories of
untested promoters. The first category involves individuals who join the
venture capital industry from a consulting firm. Individuals in this category are also highly educated at the MBA level but tend to come from
more diverse educational backgrounds than financial propeller heads. In
terms of their studies, this first category of untested promoters is often
focused on strategy, marketing, or management (rather than on finance
alone). During their consultancy tenure, they have likely been exposed to
different industries (and therefore have an understanding of key success
factors, market growth dynamics, competitive structures, and profitability)
and advised various clients on a wide number of business challenges
(including strategy, distribution, organizational structures, general management, marketing and promotions, and finance). Their consulting focus
is often on achieving economic efficiency, synergy, and growth, and they
are likely to have been only minimally involved in the implementation of
their recommendations (they often act as distant observers rather than
hands-on participants when it comes to implementation activities).
Untested promoters often prove to be over-analytical compared to entrepreneurs, who tend to be more pragmatic. This overly analytical handling
of entrepreneurial activity does not pair well with the entrepreneurial process in general—in fact, the over-analytical approach is opposite to what is
typically seen in the entrepreneurial process. This category of venture capitalists is also likely to make value-added contributions, which are more
advanced than those provided by financial propeller heads, especially in
the areas of project management, knowledge management, strategic planning, and monitoring and control. A second category of untested promoters are individuals with professional backgrounds and designations,
including accountants and lawyers. Practice proves that these individuals
are often regarded as inferior supporters of entrepreneurial activity (especially in comparison to the next two categories of venture capitalists).
Individuals in this category of untested promoters may have been hired
into the venture capital industry because of their knowledge of accounting
(accounting skills can be useful for conducting financial due diligence,
advising on taxation matters, and so on) and law (legal skills can be useful
for deal structuring, legal investigations, performing due diligence, advising on legal disputes, negotiating various legal contracts, intellectual
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property registrations, and so on). A third cluster of professionals may
include career politicians and ex-military senior personnel. Practice suggests that all of these specialists mentioned above rarely move outside of
their professional comfort zones and make sub-optimal contributions in
virtually all critical aspects of entrepreneurial business.
Entrepreneurial Disconnectors This group of venture capitalists is considerably superior to financial propeller heads and untested promoters but
accounts for a mere 7.6 percent of venture capitalists (i.e., 19 profiles).
Entrepreneurial disconnectors possess a robust combination of practical
experience and education, and their specialty is in operational matters. In
comparison to the previous clusters of venture capitalists, entrepreneurial
disconnectors possess real-life operating experience from within large multinational corporations and tend to have diverse educational backgrounds
(usually at the undergraduate level) in the sciences (i.e., biology, computer
science, physics, chemistry, or even medicine) and engineering; this practical experience makes them attractive acquisition targets for venture capital.
As a result of their practical experience, entrepreneurial disconnectors are
able to make meaningful and long-lasting contributions to entrepreneurial
firms in the areas of strategic management, project management, intellectual property, hiring and promotions, and monitoring and control.
However, while this group of venture capitalists is superior to the first two
groups, they also have their shortcomings. Firstly, because many of these
individuals have often worked in large corporations (which have strong
competitive positions, hierarchical structures, availability to abundant
resources, access to finance, and various “talent pools”), their experience
may not be as directly applicable and transferable to entrepreneurial firms
as initially anticipated; entrepreneurial disconnectors would feel more
comfortable in more mature entrepreneurial firms or corporate structures.
Secondly, the professional experience of these venture capitalists tends to
come from a single industry. Thirdly, since they have not obtained a formal business education, this group of venture capitalists may lack critical
business and financial knowledge (although such gaps are typically
addressed with on-the-job preparation, internal training and development, subsequent executive education, or a formal graduate education).
Business Companions This is undoubtedly the best category of venture
capitalists. Business companions are distinguished from the other groups
of venture capitalists by the practical experience they have gained through
different types of firms (small and large alike), incremental management
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responsibilities, multiple management assignments, and different industries; they account for 6.0 percent of the reviewed pool (i.e., 15 profiles).
Business companions have sometimes been successful entrepreneurs themselves; consequently, these individuals tend to join the venture capital
industry late in their career. The predominant strengths of this group are
in strategic management, recognition of highly talented individuals, and
project management. Business companions have limited weaknesses; they
offer a complete package of practical experience, a strong educational
background, executive experience, and implementation capabilities. Like
entrepreneurial disconnectors, business companions also come from technical educational backgrounds (often supplemented by formal management education or executive training).

High
Low

Venture capitalists’ operating
experience

Figure 7.2 presents potential areas of value-added contribution by venture
capitalists with varying degrees of operating experience (the shaded area represents the space where the most optimal value-added contribution is feasible). As noted above, venture capitalists with previous operating backgrounds

Seed

Start-up

1st-stage
expansion

Subsequent Others
expansion

Stage of entrepreneurial development
Fig. 7.2 The areas of venture capitalists’ potential value-added contributions
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(especially those with experience across different types of business operations) are especially valuable for entrepreneurial firms (whether in the early
stages of development or subsequent expansion phases). The shaded area of
value-added contribution achievable by v enture capitalists represents about
15 percent of the total value-added universe.
Figure 7.2 reflects the underlying truths about venture capitalists’ valueadded contribution. Firstly, entrepreneurs frequently know more about
their specific industries than venture capitalists, which, because of “light”operating experience, may be unlikely to add any meaningful value to
entrepreneurial firms. Venture capitalists often have less expertise
than entrepreneurs, and their assistance tends to be sub-optimal, non-
proprietary, and non-value-generative. As noted earlier, if an entrepreneur
requires significant operational and supervisory assistance, trusting the
assistance of venture capitalists may result in a case of “the blind leading the
blind.” The significant experience gap between the two groups also leads
to conflict. Venture capitalists’ often overbearing approach (similar to that
of a dominant boss or an over-aggressive business partner, in that the
approach is rooted in heavy-handed controls and approval mechanisms) is
likely to be more destructive than nourishing to entrepreneurial firms.
Secondly, while academic research confirms that venture capitalists tend to
be more involved with younger entrepreneurial firms (during the seed,
start-up, and the first-stage expansion phases), Fig. 7.2 confirms that only
a limited number of venture capitalists are likely to be effective when assisting them; the vast majority of venture capitalists may not be prepared to
handle the difficulties, complications, and challenges related to newly born
entrepreneurial firms. Thirdly, when selecting their investee firms, research
confirms that venture capitalists may be overconfident of their capacity to
contribute value and incorrectly pride themselves as superior strategists and
tacticians. Figures 7.1 and 7.2 jointly highlight that venture capitalists’
value addition to entrepreneurial activity is minimal. Fourthly, Fig. 7.2 outlines the notion that some entrepreneurial firms may exhibit a preference
for passive investors, especially if the entrepreneurial firm has a tested and
proven management team, already possesses a strong competitive advantage in the marketplace, and has numerous tangible and intangible resources
at its disposal. In such instances, passive venture capitalists, while not
directly adding value, are actually deterred from destroying value. Venture
capitalists’ realization of their substandard knowledge and operating experience can effectively be recognized as value addition. Fifthly, venture capitalists tend to interact more with an entrepreneurial firm if they perceive
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significant agency risks. Unfortunately, venture capitalists believe that the
way to mitigate agency problems is through legal contracts rather than
through interpersonal contributions.

The Venture Capital “Professionalization” Toolbox
“Professionalization” is broadly regarded as a social and multidimensional
concept that describes the continuous diffusion of institutionalized and
formal structures in an organization in order to improve overall business
capabilities and practices. These structures include formal processes,
procedures, and mechanisms pertaining to the firm’s financial management, ownership, strategic plan, allocation of resources, business model
operation, and employee development. The term further encompasses a
desire to achieve complete and complementary improvements across all
business processes (described in detail in Fig. 7.1) and adopt professional
norms of behavior and a moral code of conduct. Moreover, professionalization involves establishing and following key business and financial
metrics (even though excessive focus on financial metrics can easily
lead to “tyranny of bottom line”). The role of professionalization is to
evolve and change the norms and values of an entrepreneurial firm.
Professionalization involves activities which are complete, comprehensive,
complementary, and widespread. By contrast, professionalization does not
involve p
 erforming discrete, singular, or disconnected tasks.
Venture capitalists often claim to help professionalize entrepreneurial
firms. Specifically, evidence suggests that they usually unveil a set of
uniform professionalization efforts from their professionalization “toolbox”; these efforts typically relate to either accelerating the velocity of
the entrepreneurial firm’s growth (i.e., revenue growth) or “grooming”
the entrepreneurial firm for exit (note that none of these activities are
particularly useful for improving the entrepreneurial firm’s long-term
performance). Venture capitalists often fail to recognize that entrepreneurial firms carry distinctive risks, follow unique development patterns,
face industry-specific challenges, and struggle with precise operational
problems. To addresses these firm-specific challenges, entrepreneurial
firms require unique, non-uniform, and non-generic financing patterns
as well as value-added assistance and contributions. The “off-the-shelf”
professionalization efforts used by venture capitalists may have negative
long-term consequences for entrepreneurial firms and value creation.
Venture capitalists often insist on professionalization; in the view of venture capitalists, the founding CEO must change his or her entrepreneurial
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approach or conduct and become “more professional.” Venture capitalists’
definition of professionalization includes replacing founding CEOs, hiring
“professional” managers, employing external consultants, implementing
“stock option” programs, providing information, and facilitating access to
their important networks of contacts. We term these six actions as the “venture capital toolbox” (see details in Fig. 7.3). Note that these six actions are
discrete, singular, incomplete, non-complementary, and often mutually
exclusive; they are assumed by venture capitalists to address the most significant pool of problems found in entrepreneurial ventures. Beyond providing
these components, venture capitalists do not play an extensive role in any
other professionalization efforts. Even though the components included in
the “venture capital toolbox” may have some lasting impact on an entrepreneurial firm (if done well), venture capitalists typically underperform when
measured across the six components of their professionalization toolbox.
Figure 7.3 describes the six components of the venture capital
“professionalization” toolbox. The upper part of Fig. 7.3 outlines the key
components of the toolbox charted along two axes: exit “grooming” and
performance enhancement. “Grooming” the entrepreneurial firm for exit
is of ultimate benefit to venture capitalists and may not result in long-term
value creation for the entrepreneurial firm. The first four components of
the venture capital toolbox represent a forceful intervention in the area
of the firm’s human resources. The other axis relates to “performance
enhancement”—a long-term objective and an important business objective for entrepreneurs and venture capitalists alike. The lower part of the
figure summarizes the likely impact of the professionalization “toolbox”
upon the entrepreneurial firm. While the toolbox’s components have the
potential to provide new strategic directions for the investee firm, improve
its “talent pool,” reduce its agency problems, improve its operational
performance, and enhance its value creation potential, such impacts are
rarely manifested. We will now discuss each of the components of the
venture capital toolbox in more detail below.
Venture capitalists are notorious for dismissing founder entrepreneurs
from the CEO positions of their investee firms. Removing the CEO is one
of the most drastic, forceful, and draconian ways by which venture capitalists can interact with an entrepreneurial firm. There are numerous reasons
cited in academic literature to justify the founder’s dismissal. For one,
venture capitalists argue that a new CEO is needed to take an existing firm
to a new level of development. In this case, the founder’s dismissal occurs
as a consequence of differences in growth orientation between the founder
and venture capitalists. Venture capitalists buy into the proverb that “what
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got you here is not going to get you there,” arguing that only a new CEO
is able to elevate an existing business to new developmental heights.
Second, venture capitalists argue that entrepreneurs cannot effectively
become effective corporate leaders; this argument is perhaps most valid for
entrepreneurial firms in the very early stages of development (i.e., seed,
start-up), but falls apart completely if the founder has been successfully
operating the venture for some time (and has achieved considerable success). Third, evidence suggests that most CEO dismissals coincide with
some type of crisis in the entrepreneurial firm related to financial performance, organizational structure, or market presence. Of course, it is
important to observe that if venture capitalists were capable of mentoring
and coaching the existing CEO and properly monitoring the venture
(and perhaps if venture capitalists had a better appreciation of strategic
considerations themselves), there would be no need to replace the founder
in response to a crisis situation. The need to change CEOs in the face of
crisis speaks to the reactive (rather than proactive) nature of venture
capital and its poor oversight of entrepreneurial ventures. Through CEO
dismissal, venture capitalists also aim to signal to the marketplace that they
are effectively strengthening the entrepreneurial firm. Venture capitalists
often justify CEO dismissals by arguing that a new CEO appointment is
likely to generate a short-term “pop” in the value of the firm (evidence
from public markets suggests that a short-term burst in value is often
observable post-CEO replacement). Of course, venture capitalists hope
that the new CEO will have a positive impact on value creation prior
to exit. However, research confirms that CEO dismissal often creates
significant damage to the entrepreneurial firm in the long-term, particularly in areas related to the firm’s employees, management, shareholders,
and other stakeholders. For example, new CEOs are evidenced to rarely
add significant value to a business immediately upon their arrival; newly
appointed CEOs must “learn” the intricacies of the entrepreneurial
venture, properly assess its key challenges, develop suitable strategic
action plans, seek buy-in from key managers and staff, and execute
their plans before any impact can be felt. It is extremely rare for a new
CEO to “waltz” into an organization with a ready-made implementation plan, and if such a plan is immediately available, it is usually quite
generic and involves standard executive moves (i.e., slashing costs, closing units, terminating people, hiring new people, and so on). A firm’s
problems can also become compounded if the new CEO brought in by
venture capitalists comes from an unrelated industry; evidence suggests
that managerial capabilities are poorly transferable between different
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industries. Moreover, CEO dismissal is evidenced to be negatively
related to business performance, as the removal discounts and depreciates the historical achievements of the founding CEO. Lastly, the most
damming evidence for venture capitalists’ inability to select a proper CEO
comes from the fact that they typically change CEOs frequently (or at least
more than once) during their tenure; this may confirm venture capitalists’
inability to properly assess, distinguish, and select a proper candidate for
the CEO post (see Box 7.1 to review a case study related to this topic).
This is perhaps not surprising given that the vast majority of venture
capitalists, who come from either finance or consulting backgrounds, tend
to be attracted to individuals who have backgrounds similar to their own.
If venture capitalists are required to change CEOs multiple times, we can
assume that their initial decision to dismiss the founding CEO may have
also been inaccurate.

Box 7.1 Frequent Changes to the CEO Position in an Entrepreneurial
Business (Radio Blue) and the Role of Venture Capitalists

Radio Blue (RB) is a radio broadcaster in a European capital. John
Smith and Lina Strew (20 percent) owned the entrepreneurial firm.
The historical financial performance of the radio station was impressive.
RB achieved growth of 52.7 percent per annum between 2006 and
2009. In 2009, RB had revenue of €10.7 million and an EBITDA of
€3.0 million (or an EBITDA margin equal to 27.7 percent). RB was a
key player in the capital city market where it controlled 20 percent of
the local advertising expenditure, despite having a listenership of only
eight percent of the market; this reflects RB’s strong and loyal customer
base and the unique structure of its sales force (direct to businesses).
In early 2010, Initiation Capital International, a local venture capital
firm with over €1 billion under management, purchased a 59 percent
stake in the business from John Smith for €6.3 million. RB represented
the second acquisition for Initiation Capital in the radio sector; in 2007,
it purchased a 40 percent stake in EuroTune (ET), a national radio
broadcaster, and one of the only two successful national broadcasters in
the country. Initiation Capital’s plan was to use RB as the cornerstone
from which a national network, a superregional network, and a group
of local stations could be built. Additionally, based on its experience
(continued)
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Box 7.1 (continued)

with ET, Initiation Capital believed that RB’s EBITDA margin could
be improved to 35 percent. Initiation also believed that there was strong
synergistic potential between ET and RB. While RB’s management
team prepared an initial set of financial projections for the station,
investment officers from Initiation Capital developed their “own vision”
of what the radio station should be able to achieve (these financial projections are illustrated in the venture capitalists’ “projected” revenue
and EBITDA figures in the figure below; see “Projected Revenue” and
“Projected EBITDA” lines on the graph). Note that venture capitalists
from Initiation Capital, as majority owners, were responsible for driving
the recruitment process for senior management at the station.
Prior to the acquisition of its stake in RB, Initiation Capital terminated the employment of Lina Strew because of strong disputes between
her and John Smith related to changes in RB’s articles of association,
which were inserted at the insistence of the venture capital firm (note
that Lina was against providing a portion of the approval power to the
fund). Prior to terminating Lina’s employment, Initiation Capital perceived her to be a strong manager who could infuse talent into the ET
group over the long-term. Lina was also thought of as the station’s
visionary and as a skilled operator with the talent to successfully grow
RB. Lina spent over six years at a number of radio stations in the United
States, including Stoner Broadcasting, where she worked as sales director. Her key contributions to RB included developing a sales function
and implementing changes to the station’s format. She was also responsible for changing the station’s format from “news and talk” to music,
with notable success. After Lina’s termination (which triggered the
beginning of an ongoing legal dispute between Strew and the radio station), Yvonne Banks was hired by venture capitalists as manager for the
interim period. At the end of 2011, venture capitalists hired Tom Baker
as the station’s CEO. Baker, who was responsible for achieving the venture capital-projected financial targets for the upcoming year, came
from ET, where he was responsible for recruiting and educating ET’s
sales force and personally oversaw major client accounts. A year later,
after Baker was unable to achieve Initiation Capital’s financial targets, he
was terminated from RB. Baker later sued the station for wrongful and
unjust dismissal as CEO, a dispute which went on for two years. In
(continued)
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Box 7.1 (continued)

2012, venture capitalists made another CEO change, hiring Bea
Livingstone from ET; she too was dismissed as CEO for her inability to
achieve the desired financial projections. Livingstone also entered into a
dispute with the station, this time over a bonus payment. Note that during the period between 2011 and 2013, venture capitalists insisted that
RB hire an external consultant; in this case, a former sales director from
BBC. The most significant complaint from both Baker and Livingstone
was that the external consultant provided relatively elementary business
advice; the consultant did not participate in the implementation and
execution of the firm’s business strategy, did not know the local market
conditions, overcharged the company (compared to local consultancy
rates), and spent time on the telephone with other clients while visiting
RB. In late 2013, Initiation Capital sold their 80 percent stake in RB for
€3.2 million to Lina Strew at 47.5 percent below the purchase price.
Smith, who initially pocketed €6.3 million from the initial sale and
proved to be the biggest winner from the venture capitalists’ participation, also disposed of his 20 percent stake to Strew.
RB’s key financial indicators (actual and expected) between 2006
and 2013 are presented below.
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Note that actual financial performance is presented in lines while
Initiation Capital’s projected financials are represented as columns.
(continued)
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Box 7.1 (continued)

RB’s case demonstrates the effect that venture capitalist involvement can have on an entrepreneurial business from a human resources
perspective. Initiation Capital terminated the employment of three
different CEOs (Strew, Baker, and Livingstone) and effectively
changed CEOs on a yearly basis. Note that all of the CEOs were
unable to achieve the financial results anticipated by venture capitalists. While Strew had a strong operating background, the venture
capitalists hired CEOs who did not have any experience running a
radio station and had only been exposed to a limited part of the radio
business (namely sales). Of course, it is plausible that even the best
CEOs could not have achieved the financial forecasts “desired” by
venture capitalists, in which case the CEO terminations would have
proved to be unnecessary—it was venture capitalists’ poor business
judgment regarding market conditions, the competitive landscape,
and the internal operating capabilities of the station that proved to
be the critical problem. Secondly, bringing on an external consultant
did not prove helpful to RB for a variety of reasons. The venture
capitalists also abandoned their plan to build a national n
 etwork,
thereby cancelling their initial value creation plan. Ultimately, the
venture capitalists sold their stake in the business well below their
acquisition costs, recording a nearly 50 percent loss from their investment. The station also severely underperformed during the period of
2010–2013 during venture capitalists’ tenure with the business.

As a further extension to professionalizing entrepreneurial firms, venture capitalists insist upon employing “professional” managers from outside of the entrepreneurial firm’s talent pool. Venture capitalists frequently
desire to drive this recruitment process, especially in the areas of marketing and sales; this is consistent with their desire to grow the business along
an expedited growth trajectory. Similar to CEO dismissal, there are many
negative consequences to hiring external managers. Firstly, by insisting
upon hiring external managers, venture capitalists provide a negative signal to their existing employees and managers that they do not value their
human resources; as a result (and because of their frequent omission from
stock option programs, which can create a severe perception of injustice),
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the firm’s most talented managers and employees begin to look for other
employment opportunities and eventually leave the firm. Studies and business practice confirm that successful entrepreneurial firms always have a
few individuals within the lower ranks of the organization who are likely
to make a disproportionately high contribution to the firm (these “secret
weapons” may be salespersons, production staff, engineers, marketers, and
so on). Note that venture capitalists rarely realize that a prerequisite
for developing a business is improving human resources beyond simply
offering stock options and bringing people in from “the outside.”

Secondly, the external managers appointed by venture capitalists often
come from a venture capital-“tested” pool of advisors; these individuals
are often “recycled” from other entrepreneurial firms backed by venture
capitalists. The first managerial addition or replacement usually occurs in
the area of finance, as venture capitalists often prefer to have “their own”
individual overlooking the firm’s financial matters. These new finance
directors or CFOs have likely worked with venture capitalists on previous
projects, but in different industries, and often have a generic finance skill
set perceived by venture capitalists to be equally suitable for any industry,
market segment, stage of the firm development, and so on. While they
have strong general skills in accounting and finance (i.e., preparing financial statements, developing business plans, applying for further financing,
and so on), the outside managers appointed by venture capitalists often
lack sufficient experience in strategic management and operational matters; most importantly, they lack the relevant industry experience, which
would allow them to demonstrate effective cost management. Moreover,
outside managers often decrease their costs associated with R&D, innovation, invention, and employee training and development—all critical
determinants of a firm’s future success. A subsequent area of external
manager replacement involves marketing. Once again, candidates brought
into these positions come from venture capital-“tested” pools of marketers and tend to be general marketing specialists with no direct experience
in the firm’s industry. Thirdly, because they lack any loyalty to the entrepreneurial firm, the founder, the industry, or the firm’s unique products
and services, the external managers appointed by venture capitalists often
leave the entrepreneurial venture after venture capitalists achieve full exit
(after having first cashed out their stock options, of course). Lastly,
evidence also suggests that external professional managers lack an understanding of the firm’s human resource issues and excessively focus on the
firm’s short-
term financial performance (this is perhaps why they are
favored by venture capitalists).
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Venture capitalists often pride themselves on introducing “stock option”
programs to their investee firms; they regard this as one of the foremost
ways by which they professionalize entrepreneurial ventures. Venture
capitalists normally insist that about five percent of equity be dedicated to
the stock option pool. While the objective of venture capitalists is to reduce
agency costs by aligning the incentive structure, the options program often
results in numerous shortcomings. For one, these programs are often only
provided to external managers brought into the firm by venture capitalists;
existing staff are often omitted from this gesture. The options are also
often established to maximize short-term financial objectives such as
revenue growth, profitability, share price (i.e., total valuation), and so on
(note that these key indicators for granting share options ignore long-term
performance enhancement and other associated measures). Lastly, many
entrepreneurial firms often already have these programs in place, so any
initiatives introduced by venture capitalists are redundant in this area.
Another “professionalization weapon” commonly used by venture
capitalists is to appoint external consultants. These appointments often
coincide with the employment of a new CEO or external managers. The
external consultants are either installed on the board of directors or remain
as freelance consultants. The costs associated with these consultants are
enormous, with investee firms having to cover expenses such as travel and
accommodation at a minimum rate of $1000 per day or $150 per hour.
Moreover, the short-term assignments of most consultants often result in
longer-term contracts. The actual experience of entrepreneurial firms
when interacting with external consultants is often negative. The shortcomings may relate to the fact that the consultants often come from
corporate backgrounds and have limited entrepreneurial experience; they
may also have been imported from different countries or unrelated industries, exhibit little knowledge of local business realities, or limit their interaction with investee firms. Experience suggests that existing managers and
CEOs rarely benefit from the presence of external consultants. In addition,
“freelance” consultants often maintain multiple assignments and are not
able to dedicate the required assistance needed by entrepreneurial firms.
As part of their professionalization efforts, venture capitalists claim to
share valuable information with their investee firms. Unfortunately, the
information generated by venture capitalists and shared with the entrepreneurial firm is not proprietary, unique, or distinctive; it is also often outdated. As noted above, entrepreneurs often have more industry knowledge
and expertise compared to venture capitalists, and their information tends
to be more reliable and current. Academic research confirms that venture
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capitalists are not able to bring any valuable information to an entrepreneurial firm that can make any significant strategic impact on the venture
(even though the information may increase an entrepreneur’s understanding of the broader competitive forces at work in the firm’s marketplace).
Lastly, venture capitalists’ “professionalization toolbox” includes an
attempt by venture capitalists to facilitate access to their important business
contacts (i.e., networking). Venture capitalists often promote to entrepreneurs their willingness to introduce them to their vast networks of business
contacts (i.e., industry specialists, financial analysts, bankers, potential clients, end-users, business partners, and so on). Evidence is disappointing in
this area, as well. Venture capitalists’ provision of valuable contacts to entrepreneurial firms rarely goes beyond simple introductions (i.e., providing
appropriate business cards, names, contact details, email addresses, and so
on). Evidence also suggests that venture capitalists are rarely willing to share
their rolodex with entrepreneurial firms; they guard such information closely.
Entrepreneurial Professionalization Versus Corporatization
One of the more nuanced areas of professionalization relates to the transition of the firm from the entrepreneurial phases of development to a more
corporatized business structure; venture capitalists believe that this
transition can be accomplished through the act of professionalization. By
definition, small business venturing requires entrepreneurial spirit, a more
relaxed attitude with respect to processes and procedures, informal human
resource policies, an easygoing internal culture, loosely specified strategies
and financial plans, less established and entrenched management practices,
and so on; this informal working atmosphere often allows firms to approach
their various business processes with intuition, experimentation, and innovation in a manner that formal business structures do not allow.
Corporatization, on the other hand, is a different business construct, as it
transforms the firm into an administrative structure focused on formal
procedures, processes, structures, and mechanisms (such structures may
easily lead to bureaucratization; see Table 7.1 for a comparison of entrepreneurial and corporate business structures along a number of defining
characteristics). The transition to corporatization can easily undermine the
existing entrepreneurially rooted organizational structures of the firm and
become debilitating for the entrepreneurial venture. As a result of venture
capitalists’ participation, the original spirit of entrepreneurship found
within the venture may be abruptly or gradually lost.
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A transition from entrepreneurial to corporate business structures

Characteristics
Decision making
Ownership
Governance
Controls
Power
Economic orientation
Networks
Motivation
Management orientation
Leadership
Education

Entrepreneurial
Intuitive, organic
Concentrated
Internal domination
Social, opaqueness
Responsibility
Non-economic outcomes
Personal
Behavioral, altruistic
Personal, co-operation
Long-term, deeply rooted
Informal, individual, technical

Business structures

Professionalization

Corporate
Formal, analytical
Dispersed
External guidance
Administrative, transparency
Authority
Financially oriented
Business relationships
Stock options
Impersonal, delegation
High turnover
Formal, group

While moderate professionalization of an entrepreneurial venture is a
worthwhile organizational goal (even though there is no consensus
around the positive impact of professionalization on entrepreneurial
firms), becoming too corporatized will result in several significant disadvantages for the firm. Evidence suggests that a sole focus on professionalization (as a primary business concept) is not likely to be a source or
driver of a competitive advantage in the marketplace. Secondly, professionalization requires hierarchical structures of decision making to be
established, which leads to slower decision making. Venture capitalists’
insistence on professionalizing entrepreneurial firms often stems from
their desire for a military-like system of command over their entrepreneurial ventures; such structures allow venture capitalists easier control
and exercise of authority. Thirdly, the so called professional norms may
come into conflict with certain entrepreneurial routines, goals, and values.
For example, venture capitalists’ economic goals may be in contrast to the
founder’s non-economic goals (family firms are perhaps the best e xamples
of firms where significant conflicts like these may arise). A well-balanced
combination of causal routines, unique culture, and some formal procedures offers the most unique method of developing hard-to-duplicate
organizational structures and business capabilities (research has not
concluded that bringing professional managers into entrepreneurial firms
has improved their effectiveness). Fourthly, professionalization by force
(rather than as a result of organizational evolution) is likely to create
internal resistance. Lastly, corporatized structures often inhibit a firm’s
pursuit of opportunities available in the marketplace; corporatization and
bureaucratization block any required organizational changes that may be
needed to do so. This can prove disastrous to the entrepreneurial firm in
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the long-term; blocking changes can thwart further pursuit of opportunities and restrain experimentation rather than provoking, encouraging,
and instigating it. Furthermore, the corporate “tyranny of the bottom
line” is so ingrained in the fabric of venture capitalism that it removes any
resource slack required for experimentation, development, and i nnovation.
Of course, the key is to grow the entrepreneurial venture in a way that
enhances rather than destroys the structures that were responsible for
achieving initial entrepreneurial success and subsequent development.
On a less obvious note related to professionalization, venture capitalists’
desire for increased corporatization reflects the fact that they do not like
any surprises in their investee firms; professionalization-to-corporatization
is likely to minimize any potential business adversities. In addition, any
deviations from the original business plan may reflect poorly on venture
capitalists’ ability to discover, recognize, and manage opportunities emerging in the marketplace. Venture capitalists are also poor at handling any
disappointments, frustrations, shortcomings, and underperformance
related to their investee firms, as these are viewed as professional and personal failures for venture capitalists.

Venture Capital and Innovation: Breaking the Myth
One of the most frequent claims that venture capitalists make is that
innovation goes hand-in-hand with venture capital. It is true that venture
capitalists are easily aroused by innovation, but this excitement quickly
passes if a long-term financial commitment to innovation has to be made.
On a macroeconomic scale, venture capitalists proclaim that the size of
the venture capital industry is a good barometer of innovation occurring
in the economy. The nuanced message from the venture capital industry is
that if the economy is to create more innovation (and jobs and labor
productivity), it needs more venture capital. The implication, of course, is
that the government needs to establish preferential conditions for the venture capital community, usually in the form of reduced taxation (note that
capital gains from venture capital are preferentially taxed). Lower taxes
encourage more venture capital—hence, more innovation, more jobs, and
a more productive economy. While some academic studies have claimed
that venture capital has a strong positive impact on or effectively instigates
innovation (many of these claims have been based on statistical correlation
rather than on causation arguments), follow-up studies confirm that
venture capital does not cause, generate, or trigger innovation. The latter
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studies also highlight that that the initial interpretation of the positive
correlation between venture capital and innovation may has been incorrect. In these studies, venture capitalists are presented as poor custodians
of innovation; in a nutshell, venture capital ≠ innovation. Below, we briefly
summarize the growing amount of literature in this area, which unsurprisingly paints a much different view of venture capitalists from that found in
the initial academic studies.
Let’s begin with some introductory comments on the connection between
venture capital and innovation in entrepreneurial firms. First, it is important
to note that venture capitalists have often stated that they are not active supporters of innovation. In fact, academic evidence suggests that venture capital’s short-term determinism, profit-line orientation (the “tyranny of the
bottom line” promoted by venture capitalists), and exit orientation often
result in less investment toward long-term R&D, innovation, and commercialization in entrepreneurial firms (studies confirm that the presence of the
venture capital industry in certain industrial sectors is evidenced to impede
entrepreneurial progress). Venture capitalists often insist upon reducing
expenses and capital expenditures related to innovation in order to maximize
profits and cash flow, especially ahead of achieving a liquidity event. This
behavior is especially promoted for entrepreneurial firms going public or for
existing public firms backed by venture capital—the pressure to achieve quarterly financial results often acts as a robust deterrent of innovation. Secondly,
evidence suggests that venture capitalists focus on an increasingly narrow
range of industries and do not impact the entire economy. Venture capitalists
prefer investments where innovation cycles are short (in recent times, venture capitalists have shown a preference for social media deals). Venture capital’s desired time frame to exit is too short for a firm to develop any meaningful
long-term innovations. Venture capitalists also appear disinterested in promoting innovation across the majority of industries where long-term development cycles and financial commitments are required. Note that some
“academic promoters” of venture capital state that venture capital is responsible for between 8 and 15 percent of all industrial innovations; such statements are simply indefensible, given venture capitalists’ poor “hands-on
assistance,” weak operating preparation, limited industry experience, and
“generic” approach to professionalization. For example, based on data from
the United States, venture capital finance accounts for about 0.0625 percent
of all financing contributions to entrepreneurial firms. If we assume that the
claim that venture capital is effectively responsible for eight percent of all
innovations is correct, venture capital’s “impact factor” would be equal to
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128 times (this impact factor would equal to 240 times if we assume that
venture capital generates 15 percent of all innovations). In a nutshell, these
academics claim that venture capital accounts for an abnormally
disproportionate contribution to innovation when compared to other types
of financing. This conclusion does not seem possible, given our previous
arguments about venture capital’s fundamental weaknesses. Thirdly, there is
growing evidence that venture capitalists prefer to support conservative
innovation ideas rather than truly groundbreaking or disruptive technologies. Venture capitalists rarely finance entrepreneurial firms that climax in the
next big innovations. Moreover, they typically focus on singular service or
product innovations rather than fostering “innovative businesses” (while
notable exceptions exist, they are relatively rare). The more avant-garde ideas
are often rejected or deemed too risky, too costly, and too time-consuming;
instead, venture capitalists are attracted to entrepreneurial firms that offer
incremental modifications to their existing products and services that “plug
holes” in specific sectors of the marketplace (these products or services are
“fillers” in the marketplace). Fourthly, the majority of venture capital-backed
firms are not able to o
 perate in the m
 arketplace on a stand-alone basis for
extended periods of time. Most venture capital-backed entrepreneurial firms
are quickly sold to larger corporations because venture capitalists are not
capable of building a sustainable business centered on innovation. Fifthly,
only a limited number of venture capitalists understand that true innovation
comes from advances in organizational structures and systems rather than
unique products or services. Success comes from instilling co-operation, consultation, and collaboration within the entrepreneurial venture. Breakthrough
products or services rarely grant a long-lasting leadership and competitive
position because they are quickly mimicked in the marketplace. Lastly,
the venture capital industry exhibits a strong tendency for cyclical booms and
busts, which makes any focus on innovation irregular, uneven, and unsteady.
Venture capitalists also state that venture capital-backed entrepreneurial
firms are leaders in the amount of filings for intellectual property protection (i.e., patents) and that these patents are generally perceived to be of
“higher quality.” However, experience suggests that the act of intellectual
property protection is not equivalent to value creation and may not be
even necessary. While intellectual property often represents one of the
most valuable assets on the entrepreneurial firm’s balance sheet, it is only
worthy of protection when entrepreneurs embrace the right technological
change, when the introduction of the innovation into the marketplace is
well timed, or when the intellectual property is incrementally developed
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and tested over a long period of time. Intellectual property protection can
also be valuable if there is no “dominant design” in the marketplace, if the
innovation is a source of a competitive advantage, or if the entrepreneurial
firm operates in the “right” type of industry (note that intellectual property
protection proves more useful in the biotechnology, chemical, and pharmaceutical industries than in the computer, high-tech, or automotive
industries). Most importantly, intellectual property can be protected
through a variety of other operating mechanisms, processes, and methods
rather than through legal means (note that some of the most innovative
products and services are actually not legally protected).
The existence of more patents in venture capital-backed entrepreneurial
firms implies that venture capitalists are attracted to those investee firms
that have already developed innovative products and services. Of course,
this suggests that innovation is already present in these firms before
venture capitalists actually invest in them. The most damming evidence for
venture capitalists and their attitude toward innovation involves the fact
that the tendency for patenting disappears once venture capitalists begin
to work with investee firms—the amount of patents is significantly reduced
after venture capital investment is made. This implies that venture capitalists claim “bragging rights” and credit for fostering innovation, which is
already present or has been developed in the entrepreneurial firm for some
time, all the while impeding and obstructing innovation thereafter.
Venture capital effectively slows down the rate of innovation.
Evidence suggests that venture capital follows innovation; it does not
precede it. After all, the presence of innovation in an entrepreneurial firm
is likely to be the chief reason why venture capitalists pursued the specific
investment in the first place. Innovation is perfected and converted into
products and services long before venture capitalists show up in the entrepreneurial venture. At best, venture capitalists perpetuate what has already
been discovered, researched, and developed—a worthwhile contribution,
but not consistent with claims that venture capital creates innovation.
Simply put, venture capitalists are understandably attracted to high-quality
innovations, but are not causing them.
There is one category of venture capitalists that is worth distinguishing
from the mainstream pool of venture capitalists with regards to innovation: corporate venture capitalists. Research confirms that corporate
venture capital-backed entrepreneurial firms are more innovative in comparison to venture capital-backed entrepreneurial firms and are evidenced
to produce higher-quality patents (these patents are also better used, more
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commercialized, and referenced in citations). There are numerous reasons
for this phenomenon. Firstly, corporate venture capitalists are likely to
have more industry and operating experience (as noted above, mainstream
venture capitalists possess relatively poor operating experience). Corporate
venture capitalists also have significantly better access to resources,
employees, and market intelligence. Secondly, corporate funders exhibit
more tolerance, openness, and acceptance for experimentation, risk, and
failure (venture capital typically has a low risk-tolerance and an adverse
reaction to failure). Corporate venture capital is more supportive of risky
undertakings and does not appear to “punish” managers for innovation
failures (note that there is a positive correlation between initial failure
and long-term propensity to innovate). Corporate venture capital also
tolerates failure in the short-run and provides proper incentive and
compensation structures in the long-run (in comparison, venture capitalists poorly tolerate failure in the short-run and there is no long-term to
consider as venture capitalists are short-term investors). Thirdly, corporate
venture capitalists factor a longer life span into their business
considerations—they are not restricted by the ten-year life span of the
venture capital fund and have no internal pressure to achieve a timely exit
and above-average returns. This difference in the operating timeframe also
means that corporate venture capitalists allow for long-term value creation
while also seeking moderate financial returns. Fourthly, corporate venture
capital-backed entrepreneurial firms are evidenced to commit more financial resources to R&D than venture capital-backed entrepreneurial firms
(this does not seem to affect the profitability of these ventures in the
long-term).

Conflicts Between Venture Capitalists
and Entrepreneurs
Conflict—broadly defined as current or future apparent incompatibilities,
obvious incongruities, contrary opinions, or simple disagreements—can be
immediate or unfold over time in a business environment, and is almost
always stimulated by “value-driven” intense participation and involvement
(which creates further opportunities for disagreement). As noted earlier in
the chapter, conflict is also escalated by unethical behavior or its perception. Academics generally observe that conflict is common and unavoidable
between venture capitalists and entrepreneurs. However, this does not have
to be the case—relationships built on trust, respect, and co-operation can

MONITORING: THE VENTURE CAPITAL BARREN TOOLBOX…

253

almost entirely avoid severe and damaging types of conflict. Academics
agree that conflict negatively affects value creation in entrepreneurial firms
through its adverse impact on relationship longevity, business performance,
and confidence in a business partner. At the same time, a cademics note that
the two major types of conflicts that occur in the v enture capitalist–entrepreneur ecosystem—relationship conflict and task conflict—affect value
creation in different ways. Relationship conflict—defined as differences
that arise between various personalities—unequivocally and unmistakably
destroys value. Conversely, academics claim that task conflict—described as
contrary opinions about strategic choices, action plans to affect chosen
strategies, and execution (i.e., differences with respect to “what,” “how,”
and “when”)—can have both positive and negative impacts on performance and value creation. In the context of our earlier discussion on venture capitalists’ behavioral patterns, we argue that given venture capitalists’
lack of expertise, poor value-adding behavior, “batting average” mentality,
and standardized approach to entrepreneurial activity, task conflict is
unlikely to elevate the level of interaction between venture capitalists and
entrepreneurs to a more superior position. Of course, in ideal conditions
and for a limited group of venture capitalists (i.e., true “business companions”), a constructive and low-level conflict could allow the parties to “tenderly” and respectfully challenge each o
ther’s points of view, thereby
leading to new, innovative, and breakthrough solutions. Unfortunately,
this ideal paradigm does not apply to the vast majority of venture
capitalists.
As noted above, the “divergence of perspectives” between venture
capitalists and entrepreneurs can manifest itself at virtually every point
of the venture capital process (from strategic considerations to exit
choices), and can lead to misunderstandings and conflict. This divergence
is grounded in perceived differences between the two parties with respect
to what is necessary, required, and desired. As we observed earlier in the
chapter, the perspectives of entrepreneurs and venture capitalists are often
incompatible. One of the most penetrating illustrations of conflict in the
venture capital–entrepreneur milieu (which specifically relates to exit) is
observed by Zacharakis et al. (2010) in their case study. One of the entrepreneurs from their article notes severe conflicts begin to emerge when
venture capitalists commenced to “dress up the bride” in preparation for
the business disposal. The entrepreneur noted that venture capitalists
aimed to improve the “bottom line” by aggressively reducing expenses.
He perhaps cynically described that a business could achieve a handsome
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bottom line in the short-term by eliminating the sales department, product
development, and other functions; while such practices may be acceptable
to venture capitalists, they may be completely destructive to the long-term
success of the entrepreneurial venture.
While conflict may often appear in the venture capital setting, academics
observe that it does not have to be prevalent. Venture capitalists, as more
experienced business people and as parties to the venture capital agreement, can choose one of two behavioral options. Firstly, they can create a
relationship with the entrepreneur based on co-operation, trust, and
commitment. Alternatively, they may choose to develop a relationship
based on opportunistic, non-cooperative, argumentative, and heavy-
handed behavior. As we observed in Chap. 6, venture capitalists often
choose the latter behavioral mode, which is grounded in and further
supported by their inequitable and one-sided financial contract. Limited
venture capital firms are better able to develop a relationship with an
entrepreneur on the basis of an equitable balance of control and trust.
On the basis of our discussions pertaining to venture capitalists’ level of
expertise and the high probability of conflict in a venture capitalist–entrepreneur environment, one may make the following counter-intuitive and
perhaps bold observation: given that more investor involvement is likely
to precipitate conflict, it would perhaps be best for venture capitalists to
limit their participation in entrepreneurial firms and allow them to develop
in a more natural manner. Venture capitalists may be surprised to discover
that their investee firms are performing better than expected.
Chapter Summary
1. Contrary to widely held public perceptions, venture capitalists tend
to “oversell and underdeliver” to entrepreneurs (this typically results
from their lack of operating experience).
2. Venture capitalists can impede entrepreneurial development by providing erroneous operational advice, ill-founded strategic guidance,
and inappropriate inputs, or by imposing unsuitable and unrealistic
operational constraints.
3. There are different profiles of venture capitalists. The most sub-optimal categories of venture capitalists (which account for the vast
majority of firms in the entire venture capital pool) include “financial
propeller heads” and “untested promoters.” The most suitable venture capitalists are “business companions.”

MONITORING: THE VENTURE CAPITAL BARREN TOOLBOX…

255

4. Venture capitalists’ attempts at professionalization may generate
significant negative consequences for entrepreneurial ventures. The
venture capital “professionalization” of entrepreneurial firms will
most likely involve dismissal of the founder.
5. Venture capital does not cause innovation in entrepreneurial firms; it
follows innovation and does not precede it. At best, venture capital
perpetuates innovation that has already been discovered. Venture
capital’s short-term determinism and profit-line and exit orientation
often result in less investment toward long-term R&D, innovation,
and commercialization in entrepreneurial firms.
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CHAPTER 8

Exiting: Distressed Value Realization
in Venture Capital

Achieving an exit (also called a divestment or realization) concludes the
venture capital investment process. An exit represents the coordinated
manner of converting an illiquid venture capital investment into cash. This
act of monetization can be partial or complete. Typically, exits maximize
the value provided to LPs by fund managers (i.e., GPs), although this is
not always the case (see the section on “grandstanding” and premature
exits). Exits normally serve as the finale of the business relationship
between venture capitalists and investee firms. A notable exception is an
IPO, where only a portion of venture capitalists’ shares may be sold (due
to lock-up periods often insisted upon by underwriters or investment
bankers), while the other shares remain in the resulting aftermarket. Exits
traditionally occur three to five years after closing a deal, although recent
years have seen this realization period become increasingly prolonged
(i.e., about seven years). A successful exit can be a joyous moment for GPs
(and LPs), but these moments are relatively few—only one or two out of
every ten venture capital deals provide superior returns. The overall poor
success rate of venture capital in this regard often comes as a surprise to
the general public, which falsely believes in venture capitalists’ alleged
unique capabilities and “business touch” in making superior investments.
This overtly positive message of venture capital performance has been
reinforced in the media as a result of venture capitalists’ “outlier” financial
returns from selected entrepreneurial firms.
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Venture capital realizations can be complex to arrange, steer through,
and conclude. The most adverse circumstances relate to certain specific
business, financial, and market risks related to the underlying investee
business or the process itself. These risks vary, depending on the investee
firm’s stage of development, market positions, industry evolution, and so
on. Additional exit challenges may arise from changing shareholders’
desires, which can result in a misalignment of goals and objectives upon
realization. This misalignment most commonly relates to business
valuations—that is, that founders believe the business is worth much
more than venture capitalists are willing to dispose of it for. Furthermore,
founders may not be prepared to retire or let go of the business.
Entrepreneurial firms’ managers may also resist exit, potentially leading to
job losses. Syndicate-partner GPs or lead GPs in the deal may also change
their views on exit timing; they may insist upon a more expedited exit,
sacrificing business valuation in anticipation of fundraising for their follow-on funds. Timing is also critical in value monetization. Timing means
seeking the optimal match between market conditions and the performance of investee firms. Exit opportunities can be cyclical and sporadic; if
venture capitalists miss a window of opportunity to sell, the next occasion
may not arise for some time.
It is important to note that the exit is not just a discrete next phase of
the venture capital investment process—it is a consequence. The exit
either confirms or invalidates venture capitalists’ decisions and actions
throughout the entire investment process. If exits are successful, GPs will
have performed well with respect to deal generation, business screening,
due diligence, negotiations, hands-on assistance, and so on. If exits are not
prosperous, we can assume that there were major problems throughout
the investment process, even if such challenges are not immediately visible
without a thorough analysis. Investment problems can be small in caliber
but cumulative in impact.

Modes of Venture Capital Value Realizations
Figure 8.1 presents the exit value-generation pyramid. The graph is organized with respect to the actual value of investee firms; this consideration
is important because maximizing value is important to GPs and LPs. Exit
options are presented in three sections; they include preferred, compromised, and undesirable exit scenarios.
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Fig. 8.1 Exit opportunities and value generation in venture capital

The top of Fig. 8.1 (i.e., high business valuation) presents the most
preferred exit modes for venture capitalists. These exit choices most commonly include trade sales and IPOs. To achieve these preferred exits,
underlying investee firms must have performed well in terms of financial
indicators (i.e., growth in revenue, profitability, and cash flow), operational characteristics (i.e., strong management team, robust business
model, solid distribution structure, and innovation), and market indicators (i.e., market share, strong customer base, customer loyalty, strong
product or service offerings, and so on). In these circumstances, investee
firms are likely to have attracted strong interest from potential buyers or
will have been approached by underwriters with the promise of a successful IPO. Trade sales or IPOs occur in about two or three out of every ten
investments venture capitalists make. Of course, achieving a trade sale or
IPO should not automatically suggest that above-average returns have
been generated for GPs—a substantial realization of value is likely to occur
in only one or perhaps two cases where cash-on-cash multiples are robust.
Venture capitalists are predominantly attracted to trade sales because
they offer prompt payouts and liquidity (subject to any escrow arrangements with buyers), generate satisfactory valuations (strategic investors
may still pay a “premium” for investee firms even if they are not performing
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as expected financially), and grant venture capitalists a special “merit
badge” (recognition that GPs picked investee firms which are of interest
to strategic acquirers). It is important to note that strategic investors have
a long-term strategic orientation; they aim to capture operational, distribution, purchasing, and production synergies and value over time and
search for targets that allow them opportunities to improve their market
position and market share. While venture capitalists may benefit from
trade sales, entrepreneurs may experience at least three major disadvantages. First, venture capitalists often rely upon “drag-along” rights to execute a trade sale. As discussed in Chap. 7, “drag-along” rights are one of
the most draconian privileges venture capitalists have, granting them the
opportunity to dispose of an entire business to a buyer while holding a
small or moderate ownership position in the investee firm. Secondly, buyers often require disclosure of sensitive and confidential information
related to products, future expansion plans, financial forecasts, market
strategy, intellectual property, management, and so on. Acquiring firms
may initially express interest in an entrepreneurial firm only to later present a “low-ball” offer amid a threat to develop a competing business based
on the information they have gathered during the due diligence process.
Such behavior poses significant operational and strategic risks to an entrepreneurial firm; of course, these risks multiply if venture capitalists choose
to engage multiple buyers. Lastly, it is important to note that acquirers
often seek to “extract” the most valuable business components from their
acquisition targets (such as their client base) but thereafter may terminate
staff, fire management, or relocate or even close existing facilities; this can
result in the complete annihilation of the entrepreneurial firm.
Another potentially lucrative exit for venture capitalists is the IPO.
Investors in public equities normally look for strong short- or near-term
returns, strong growth prospects, repeatable cash flows (and dividends),
and proper reporting. Public equities investors also look for “plug-and-
play” investment opportunities where limited changes are made to firms
that have strong business fundamentals. Public markets usually assign the
highest values to firms. IPOs may also prove attractive to other shareholders and managers who have stock options and can time their own disposals. Venture capitalists can fully dispose of their shares at the time of an
IPO due to strong market demand or achieve a partial exit (often between
one third and a half of their holding) due to “lock-up” restrictions. The
foremost disadvantage of IPOs is their potential to cause a rapid deterioration in share price. Evidence also suggests that venture capitalists are
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inferior at managing public listings over a longer period of time. Despite
the many advantages of IPOs for GPs, founding entrepreneurs often question the benefits of going public for two key reasons. Firstly, there are high
costs associated with achieving and maintaining public listings. Secondly,
public firms are under constant pressure to achieve regular profits, strong
cash flows, and consistent dividends—any deviations from their forecasts
are often “punished” with a disproportionate decline in share price.
Please note that there is another option listed among those in the top
portion of Fig. 8.1: sale to a financial institution. This option involves a
sale to another venture capital firm with a different time horizon for
achieving liquidity (i.e., the firm is able to hold on to shares for longer
periods of time due to being in a different fundraising cycle) or that wishes
to extract value through some other means (such as a financial engineering
plan through the use of debt). An exit by selling shares to another venture
capital firm is effectively a “recycled” deal between one venture capital
firm and another rather than a “true” exit achieved “away” from the venture capital industry. Because this option rarely yields the desired exit valuation and is only available to select entrepreneurial firms (i.e., those with
strong cash flow and regular dividends), we consider it close in proximity
to compromised exit options.
The lower parts of the value-generation pyramid consists of multiple
exit scenarios that are generally sub-optimal for venture capitalists.
Regrettably, these options are disproportionately common in venture capital. Exit scenarios from this portion of Fig. 8.1 describe cases in which
multiple events have cumulatively and negatively affected investee firms
and moved them off of their desired development paths. Cases of underperformance normally arise due to financial reasons (i.e., insufficient business funding, excessive cash burn, persistent financial losses, difficulty
raising additional capital, strong declines in revenue and profits, rapidly
declining cash flows, etc.), operational challenges (i.e., inadequate management, expensive products or services, overly aggressive expansion, new
technologies, etc.), or market-related causes (i.e., market too small, limited product or service acceptance, loss of market share, or declining market demand). Such circumstances may be permanent or temporary.
Exit-market conditions can also change—for example, a stoppage or postponement of trade buyers’ acquisition activity may occur, trade buyers’
market entry or penetration strategies may change (they may decide to
build rather than acquire), or the exit market may become unreceptive
toward new issues. Disputes may also occur between entrepreneurs and
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venture capitalists. As noted in Chap. 7, internal conflicts have adverse
consequences on business valuation and exit opportunities. In a nutshell,
this quadrant includes problematic exit scenarios because GPs either
receive capital back (or maybe a nominal, low single-digit return, equivalent to a bank interest rate), limited cash back (i.e., a substantial reduction
in their invested capital) or nothing at all (i.e., a total write-off). GPs may
choose to dispose of their shares to the highest bidder in the most expedient manner possible; time is the key focus here for venture capitalists (note
that such expedited realizations are often called “fire sales”). Additionally,
as noted in Chap. 6, venture capitalists’ preferred form of security—
preferred convertible shares—may generate multiple problems and result
in compromised exit strategies.
It is important to note that compromised exits occur in roughly five out
of every ten deals venture capitalists conclude. In the event of a compromised exit, venture capitalists have five basic options. First, investee firms
may merge with another business. While this option does not offer immediate liquidity, it can lead to a higher business valuation in due course. The
chief reason for a merger is to increase the size of the merging businesses
in order to command more market share and, hopefully, improve the overall financial performance of the enlarged group. The drawbacks of this
option include a diminished role and weaker rights for venture capitalists.
Secondly, entrepreneurs may buy back venture capitalists’ ownership stake
in the business. This buyback can arise either through a call option exercised by entrepreneurs or a put option employed by venture capitalists, or
as part of an entirely new path to be explored in the absence of other viable
exit options. The biggest issue for GPs with respect to buybacks is low
price. Thirdly, there are share redemption options. A redemption option
involves a situation where venture capitalists force investee firms to buy
back shares from them if other options are unlikely to materialize (these
share redemptions may be spread over time). Again, valuation is the most
pronounced problem here. Venture capitalists may also insist that shares
be redeemed through the usage of external debt (undertaken by investee
firms, thereby increasing their chances of bankruptcy). Fourthly, GPs may
aim to dispose shares to their investee firms’ management teams (i.e., in
the form of a management buyout or MBO). Management may buy shares
from venture capitalists or all shareholders with an aim toward business
turnaround or restructuring. Shares may also be sold to a new, incoming
management team, especially if the firm requires a turnaround or restructuring and the current management team is unlikely to be effective in such
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a situation. Lastly, as we noted earlier, venture capitalists may dispose of
their investee firms to a financial institution (under specific circumstances)
or to another venture capital firm.
Venture capitalists often face a number of undesirable exit cases (see
the bottom of the exit value-generation pyramid); these arise in roughly
two (or three) out of every ten venture capital deals. The main options in
this category include liquidations, bankruptcies, and asset sales. GPs are
unlikely to be actively involved in these proceedings unless they either see
some prospects for payback or are obligated by law to contribute. GPs
may also face lawsuits from creditors or other shareholders directly targeting them. Scenarios such as these typically arise because investee firms
have severely underperformed (i.e., declining customers, falling demand,
lack of cash, poor future business prospects, etc.). Liquidation (which
may be compulsory or voluntary) refers to the orderly winding-up of
business affairs. Liquidation is a process of selling assets, paying off liabilities (in order of priority), and distributing any remaining assets to shareholders. It is important to note that GPs often maintain preferred shares
or convertible preferred shares, which allow them to capture all proceeds
from liquidation. Venture capitalists may also maintain some interest if
they anticipate proceeds from liquidation. Bankruptcy, on the other hand,
arises when investee firms are unable to pay their creditors. As such, bankruptcy may not be strictly viewed as a realization method. Compared to
liquidation, bankruptcy aims to address firms’ financial distress, allows for
their rehabilitation, and extends their existence, giving creditors their best
chance of maximizing their claim recovery. The benefit of this option is
that bankruptcy theoretically provides an “extension of business life” to
underlying investee firms and a chance to create some future value.
Bankruptcy courts tend to overlook this process. Lastly, in some cases,
buyers may wish to acquire selected assets of certain firms; this is called an
“asset sale.” As we note throughout the book, venture capitalists “bury
their dead on the quiet.”
Venture Capitalists’ Adverse Behavioral Patterns in Exits
Academic research, non-academic studies, mainstream media coverage,
and business practice suggest that there are numerous ways GPs can use
exits to their advantage at the expense of LPs. Such behavioral patterns
create obvious conflicts of interest between GPs and LPs. Even though the
main objective of the venture capital exit should be to maximize the value
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of investments to LPs, GPs can skillfully use exits to their own gain. One
of the most common manners by which this is done is through “premature” exits. Even though GPs can profitably sell their ownership stakes
either to trade buyers or through IPOs, their ultimate profits (as measured
by cash-on-cash multiples) can be substantially larger if GPs continue to
stay invested in investee firms. Shortening a holding period is meant to
establish or confirm GPs’ reputation as fund managers capable of identifying and exiting portfolio firms; this signals to the marketplace their readiness to raise follow-on funds. This process is commonly referred to as
“grandstanding.” The biggest disadvantage of “grandstanding” is that
premature exits diminish financial returns to LPs. Such a strategy may be
particularly enticing to GPs if the current fund is unlikely to realize its
desired financial returns; a well-timed sale of investee firms can be appealing to potential LPs. If the fund is not expected to perform well (and
proceeds from carried interest may be limited), GPs have little to lose by
disposing of selected firms earlier than would otherwise be rational (especially when management fees from the next follow-on fund are the primary decision-making criteria). Alternatively, GPs may engage into this
strategy if they are confident of crystallizing some value in the form of
carried interest. “Grandstanding” offers a good trade-off between lower
carried interest from the current fund and ten-year guaranteed fees from
the next follow-on fund.
Achieving an exit is a continuous priority for venture capitalists, if not
an obsession. About two years before the anticipated exit, GPs tend to
shift their attention (and, consequently, their discussions with management, the founders, and other shareholders) away from operating issues
and toward those related to the exit, the mode of exit, the amount of realized value, and the timing. This exit orientation may result in a number of
negative consequences for entrepreneurial firms. Firstly, GPs may pressure
the firm to focus on a “pump-and-dump” strategy, where short-term profitability and cash flow are inflated at the expense of long-term product
improvement, R&D, innovation, business expansion, and so on. Secondly,
excessive exit orientation may cause entrepreneurial firms to lose focus on
their longer-term growth strategy. As a result, firms may forego strategies
to correctly place products into the marketplace, identify new customers,
develop internal infrastructure, engage into expansion plans, and so on.
Here, GPs discount the fact that superb exits are only achieved on the
basis of strong business fundamentals and not “cosmetic” improvements
or “window dressing” (see section below).
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Around the time of the anticipated exit, venture capitalists engage into
a set of activities normally intended to groom their investee firms for disposal. While some of these “grooming” activities may indeed prove to be
positive for investee firms, they are likely to be value destructive if they are
done in an untimely and hurried manner. Many of these activities resemble
last-minute “window-dressing” actions rather than deliberate and long-
terms efforts undertaken to create sustainable value creation. The most
pronounced of these window-dressing efforts is bolstering senior management, especially ahead of an IPO. Such actions are quite common in venture capital financing, where specific efforts are driven by end-of-holding
motivations and investee firms are “molded” into the most attractive possible package for potential buyers. Of course, different buyers look for
different things. Strategic investors, for example, look for superior market
share, an excellent geographic footprint, sustainable brand awareness and
customer loyalty, talented local management, robust internal reporting
systems, effective distribution structures, and, of course, profitability. If a
trade sale is anticipated, some of the most common “grooming” strategies
involve abruptly increasing revenue and reducing costs to increase profitability. In order to increase revenues, venture capitalists strongly encourage their investee firms to sell on credit (thereby putting pressure on the
firm’s cash flow), expand into new geographic markets (thereby unnecessarily stretching the firm’s financial and human resources), enter into new
business relationships (to present a better order book), and acquire other
firms in the marketplace (thereby placing excessive debt on investee firms’
balance sheets). To reduce costs and enhance interim (but not perpetual)
profitability, venture capitalists often decrease or entirely cut marketing
expenditures (and the marketing function) and cut the R&D budget to
the bare minimum. “Window-dressing” can also involve filing multiple
applications for protection of intellectual property; this is meant to provide the illusion to potential buyers that their investee firm possesses access
to superior inventions, even though these patents may not be required in
practice. On the other hand, if venture capitalists anticipate that the exit is
likely to occur through an IPO, they engage into other distinct preparations. One of their foremost objectives is to build public confidence in the
firms’ management and corporate governance structures by appointing
prominent individuals to the management team and the board of directors
and developing robust corporate governance procedures. It should be
noted that these “grooming” activities are different from “sell-side due
diligence,” which is often promoted by consulting firms—this involves a
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360° evaluation of all underlying businesses and often leads to corrective
actions (note that venture capitalists may engage into more intensive due
diligence in instances of severe underperformance on the part of their
investee firms). Venture capitalists rarely engage into this form of comprehensive assessment.
Venture capitalists often do not affect the exit on their own; instead,
GPs frequently rely on external advisors. Even though strong advisors
“pay for themselves,” this fact is especially disappointing when we consider that the vast majority of venture capitalists are unable to add any
significant value to their investee firms in terms of hands-on assistance.
After all, orchestrating and executing an exit should be natural for GPs
given their backgrounds and ability to develop financial projections, write
memoranda, deliver presentations, and so on. If the decision is made to
pursue an IPO, venture capitalists commonly rely on underwriters or
investment bankers to unfold the entire process. If venture capitalists
believe that a trade sale is likely to occur, they frequently rely on external
advisors who come from large accounting firms or smaller but more specialized investment boutiques. Note that external advisors often have their
own agendas (based on the maximization of their fees) and incentive
structures. Of course, additional fees also adversely influence LPs’ ultimate
proceeds from the sale.
Venture capitalists claim to be superior arbitrageurs of exit “timing.”
The timing of an exit is difficult to predict. At the beginning of a positive
economic business cycle, trade buyers (i.e., strategic investors) may be
actively looking for suitable acquisition targets and willing to pay premium
prices for acquisitions. During these times, price-to-earnings (P/E) multiples may grow and allow for increased business valuation (without necessarily achieving profit improvements) as investors become more confident
and demonstrate an increased appetite for investments. Such conditions
reverse in economic downturns or recessions. To understand and pinpoint
ideal exit conditions, GPs must consult with economists (they rarely retain
economists on staff), dedicate adequate time toward analyzing broad-
based economic trends, follow relevant industries in sufficient depth (firms
should build “knowledge libraries” in-house), conduct a comprehensive
analysis of financial markets, and so on. In a nutshell, while the occurrence
of economic cycles is generally understood, venture capitalists are rarely
prepared to truly take advantage of exit opportunities in an orchestrated
manner at the most optimal time. In the normal day-to-day venture capital
frenzy, GPs are predominantly focused on processing new transactions,
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“monitoring” their existing deals, and, of course, fundraising; only limited
time is dedicated to analysis. While there is nothing worse for venture
capitalists than to be stuck in their investee firms for long periods of time,
their analysis of their exit prospects is normally quite weak prior to deal
making, during monitoring, and before exiting. Exit “preparations” are
often done on the basis of guesswork and without any thorough analytical
groundwork. The description of exit opportunities for investee firms is
normally one of the weakest sections of most investment memoranda
approved by investment committees (limited rigorous work is actually
done in this area). It is perhaps assumed that a well-performing entrepreneurial firm will self-generate a suitable exit.
GPs display self-interest with respect to executing exits and will often
push to realize their own desired exit scenario. Entrepreneurs are rarely
encouraged to provide their insight or feedback on exit value and timing.
As we noted earlier, there can be a temptation for GPs to maximize valuation in the shortest possible timeframe to secure excessively high IRRs,
even though this is contrary to the best interests of other shareholders.
GPs also tend to optimize their tax position with respect to proceeds from
the exit sale (entrepreneurs are rarely considered in these deliberations).
Note that sound tax planning takes up considerable time and effort in
advance of the actual exit. Moreover, venture capitalists rarely offer stock
options to a wider pool of employees; shares are typically offered to a
small, hand-picked number of top senior managers, including the CFO;
middle- and second-tier managers and other key employees who may be
responsible for key functions or tasks in the business tend to be excluded.
Retaining these employees may be critical to future business success; key
employees can also prove invaluable to trade buyers.
Lastly, as we noted in Chap. 7, venture capitalists take a portfolio
approach to investing in entrepreneurial firms. The adverse consequences
of this “portfolio behavior” have a negative impact on investee firms
because venture capitalists either dedicate less time to them or ignore
them completely. This represents a case of GPs’ “moral hazard” because
venture capitalists exert minimum effort toward assisting the portfolio
firms they do not perceive to be “superstars” or “fund makers” (note that
academics commonly discuss “moral hazard” with respect to entrepreneurs but ignore it in regards to venture capitalists). As noted above, if
GPs have already achieved successful exits and generated handsome financial returns, they are likely to “sacrifice” other investee firms. To venture
capitalists, these underperforming investee firms require a significant
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investment of their time and offer less compelling exit avenues. In practice,
this means that GPs discontinue their efforts to actively work with underperforming investee firms, creating significant problems for those firms
that had counted on venture capitalists’ assistance prior to making a deal.
The European Experience in Venture Capital Exits
In this section, we briefly highlight the European venture capital experience
in exits (see Fig. 8.2). Analysis suggests that European venture capitalists
generally struggle with this stage of the venture capital investment
process.
Figure 8.2a presents the key exit statistics for GPs operating in the European
Union (consistent with our earlier discussion, we focus on the division
between preferred, compromised, and undesirable exits) in the period
between 2007 and 2015 (as reported by Invest Europe, formerly EVCA, the
European Private Equity and Venture Capital Association). The preferred exit
modes (IPOs and trades sales) account for 31.6 percent of all exits in this time
period, with the lowest percentage (equal to 22.6 percent) occurring in 2012.
Compromised exits account for 53.6 percent of exits, with the highest percentage (equal to 58.5 percent) occurring in 2014. Undesirable situations
account for 14.8 percent of exits, with the highest percentage (equal to 23.6
percent) occurring in 2009. While Fig. 8.2a presents the general composition
of the different exit modes over time, it does not allow for a proper comparative perspective in relation to the number of actual investments.
Comparing the number of completed deals and exits yields interesting
results. This statistic is generally not reported in mainstream venture capital analysis or academic studies. If we compare the number of preferred
exits (i.e., trade sales and IPOs) with the number of actual deals made in
the same year, the investment realization ratio (defined as the ratio of the
number of deals entered into and exited from) is equal to 11.6 percent for
the period between 2007 and 2015. Of course, this ratio requires further
adjustment since there is considerable lag between investments and exits.
This “time-shifted” analysis is presented in Fig. 8.2b. Here, the number of
actual deals is compared to their exit timing. Note that the number of deals
is shifted five years forward to account for the average holding period in
venture capital (e.g., investments from 2007 are matched with exits from
2012; investments from 2008 correspond to exits in 2013, and so on).
Given an average five-year holding period, the average realization ratio is
equal to 12.5 percent for the period between 2012 and 2015; the number
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Fig. 8.2 The exit statistics from the European Union between 2007 and 2015
(a) The composition of different types of exits (i.e., preferred, compromised, and
undesirable) (b) The comparison of investments and exits adjusted for the same
time period (i.e., a five-year holding period)
Source: Invest Europe (2016)
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of exits is disproportionately low compared to actual deals (also note that
this number is not dissimilar from a simplified calculation that can be made
based on the same-year simplified investment realization ratio). If the
holding period is extended by one year (i.e., a six-year holding period), the
investment realization ratio goes up slightly to 13.6 percent.
Chapter Summary
1. Venture capital exiting is the complex process of monetizing venture
capital’s illiquid investments. Exiting is the final phase of the venture
capital process.
2. The success (or lack thereof) of venture capital exits is a consequence
of all decisions made by venture capitalists throughout the entire venture capital process.
3. Exit options can be classified as preferred, compromised, or undesirable. The most attractive exit choices for venture capitalists are trade
sales and IPOs.
4. Substantial realization of value is likely to occur in one (or maximum
two) out of every ten venture capital exits. Compromised exits occur
in five (or six) out of every ten deals venture capitalists conclude.
Undesirable exit cases such as liquidation or bankruptcy occur in two
(or three) out of every ten deals.
5. There are numerous ways venture capitalists can use exits to their
advantage, at the expense of entrepreneurial firms and LPs. The most
predominant of venture capitalists’ adverse behavioral patterns include
forcing premature exits (or “grandstanding”), implementing a
“pump-and-dump” strategy, and engaging into “window dressing.”
6. The European venture capital experience confirms multiple challenges with respect to the monetization of venture capital deals.
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PART III

Conclusions: The Venture Capital
Industry at the Crossroads

CHAPTER 9

Venture Capital: “Subprime” Returns
and the Value Chain Analysis

Venture Capital’s “Subprime” Financial Performance
Different stakeholders within the venture capital ecosystem (i.e., academics, consultants, LPs, and so on) have undertaken initiatives to estimate
venture capital returns. Two major observations can be made from these
initiatives. Firstly, studies focusing on venture capital returns outline
inconsistent results. Some studies (especially for GPs operating in the
1980s and late 1990s) illustrate above-average returns from venture capital (it is important to note that most “average” GPs have not been able to
generate annual returns equal to 30–50 percent as the industry has promoted to the public for decades). Other studies (focusing on similar time
periods) dispute venture capital’s ability to generate above-average returns.
Secondly, while academics diverge on their assessment of venture capital
performance, they seem to consistently confirm deteriorating returns from
venture capital. In spite of this, many academics have argued that venture
capital continues to be superior and “create economic value.”
Table 9.1 presents five columns comparing venture capital’s returns to
returns from public equities markets (i.e., venture capital returns being
worse than public market returns; equal to public markets; better than
public markets, but less than three percent; better than public markets by
more than three percent; and better than public markets by five percent).
The third column in Table 9.1 highlights that average venture capital
returns have been able to beat the returns seen in public markets during
some specific periods, but not recently. Most importantly, these studies
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BCG (2008)

L’Her et al.
(2016)
Hooke and
Walters (2015)
Mulcahy et al.
(2012)
Phalippou and
Gottschalg (2009)
Phalippou (2009)
Manigart et al.
(1994)

Hooke and Yook (2016)b

VC returns > public returns (LPs’
desired minimum illiquidity
premium <3%)

VC returns > public returns
(LPs’ desired minimum
illiquidity premium >3%)
Ljungqvist and Richardson
(2003)h

VC returns > public returns
(LPs’ desired illiquidity
premium >5%)

Notes
a
This study investigates a time period between 1980 and 2001. It is based on actual realized returns (as opposed to assumptions about potential exit values).
The study covers a time period of significant “outlier” returns when market conditions for GPs were exceedingly favorable. Research findings illustrating strong
“outlier” returns generally apply to other studies (as outlined below) using data from the 1980s and 1990s
b
The study covers the 18 largest venture capital funds, operating 301 separate funds founded between 1994 and 2007
c
Returns for buyout funds outperform the S&P by 1.75 percent in the 1990s and 1.5 percent in the 2000s, but performance declines. The study uses average

Bygrave (1994)
Brophy and Guthner (1988)

Kaplan and
Robinson and Sensoy (2016)c
Schoar (2005)a
Moskowitz and Harris et al. (2016)d
Vissing-
Jorgensen
Harris et al. (2014)e
(2002)
Phalippou (2014)f
Jegadeesh et al. (2015)g

VC returns ≈
public returns

The major studies of venture capital performance

VC returns <
public returns

Table 9.1

278
D. KLONOWSKI

PMEs (note that “averages” inflate returns) and a shortened holding period of the fund equal to five years (which exaggerates illiquidity premiums). The 3.3
percent return claimed by the authors (on the basis of PME = 1.18 with a five-year life of the fund) becomes less than 1.7 percent over a normal fund life of
ten years. Only GPs ranked at the 75% percentile exceed the three percent premium. The study covers the period 1984–2010
d
The study covers a period between 1984 and 2010. Suggested PMEs do not exceed the three percent premium
e
The study investigates buyout funds. Note that PMEs equal to 1.2 or 1.27 do not translate into illiquidity premiums exceeding three percent as authors
claim. The study used S&P 500 (such benchmarking unduly magnifies illiquidity premiums). The study is based on a dataset from Burgiss, which, on average,
presents the most inflated returns among all available commercial databases. The study also covers a period of strong “outlier” returns
f
This study focuses on buyouts. It shows that if benchmarks are changed to small and value indices, buyout funds underperform by about three percent
g
This study focuses on a small sample (26 respondents) of publicly listed fund-of-funds, which invest in venture capital. Illiquidity premiums are estimated to
be equal to one percent per annum
h
The study covers 73 venture capital funds started between 1981 and 1993 (this is a small sample relative to the universe of 2199 funds) from one institutional
investor in the United States. The IRR for the entire period (1981–2001) is equal to negative 14.6 percent (rather than 18.8 percent for 1981–1993). These
issues represent major sample selection bias problems. An unpublished paper
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have not been able to conclude that average venture capital returns have
been able to meet or exceed LPs’ minimum returns in any consistent manner. LPs are expected to generate at least three percent more from venture
capital returns than from public equities markets (see our further discussion on LPs’ expectations below). One exception comes from an unpublished academic study, which covers a period of strong “outlier” returns;
this study suffers from severe sample selection problems (see notes at the
bottom of Table 9.1). The right hand side of Table 9.1 is relatively empty
(short of one study). Note that we re-classified results obtained from some
academic studies based on our own analysis. In some cases, in order to
confirm outsized returns from venture capital, studies may have resorted
to some distortions or unwarranted adjustments.
Research on venture capital performance also illustrates a pronounced
discrepancy between returns for LPs and GPs, indicating that GPs are able
to generate positive returns for themselves (including carried interest),
but not for LPs. GPs’ excessive fees and carried interest payouts significantly reduce LPs’ profits. Researchers also differentiate between various
types of LPs and confirm that endowments tend to generate the highest
returns. Research also illustrates that more specialized GPs that have wider
networks of contacts, rely on syndication, and employ partners with
industry-
specific and real-life operating experience deliver stronger
returns. Poor performance is associated with strong competition for deals,
weaker returns from public equities markets, and larger fund sizes.
Academics also confirm that most returns are actually earned by GPs in
the top quartile of all GPs (we discuss this topic in more detail later in the
chapter).
It is also important to note that venture capital returns vary from region
to region. Studies confirm that venture capital returns from the United
States are higher than those in Europe (note that some studies confirm
that buyout funds perform in the same manner in both markets). There
are also different return prospects in emerging markets, which have seen
extraordinary growth in their public equities markets since the 2008 financial crisis. According to the Emerging Markets Private Equity Association
(EMPEA; based on 2015 data), ten-year returns are highest in Asia (14.3
percent), Latin America and the Caribbean (9.7 percent), and Africa (7.2
percent). Central and Eastern Europe (including Russia) has generated
ten-year returns equal to 6.7 percent.
Before we delve into a discussion about venture capital returns, we
must reiterate the critical point that GPs enter into a contract with LPs to
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generate above-average (or outsized) returns or “illiquidity premiums”
(defined as a premium return generated from venture capital returns that
is above the returns from public equities markets or other alternative
investment opportunities). In a nutshell, if this is the “venture capital
promise,” what do LPs expect from GPs in exchange for offering them
lucrative compensation packages (i.e., fees and carried interest)? LPs look
for returns that exceed returns from public markets by three to five percent
(i.e., 300–500 basis points). The bare minimum “illiquidity premium”
expected from venture capital is widely understood to be equal to three
percent. This illiquidity premium reflects the many incremental risks inherent in venture capital compared to other forms of investing. There are at
least three major risks, which merit premium returns from venture capital.
Firstly, LPs commit capital for a defined period of time (i.e., at least ten
years) without the ability to withdraw it (note that LPs may sell their interests in GPs in the secondary market, but this often occurs at a significant
cut to the face value of committed capital). Secondly, GPs’ portfolio firms
are likely to experience multiple operating risks—there is a high probability of underperformance or bankruptcy (this is especially true given GPs’
sub-optimal ability to provide hands-on assistance). Thirdly, there are
significant financial risks. GPs customarily burden their portfolio firms
with excessive debt, a strategy which may lead to bankruptcy.
Quantitative Measures of Venture Capital Performance
There are numerous metrics, measures, means, and formats used to
evaluate venture capital performance. These measures commonly include
IRRs, distributions to paid-in capital (DPI), and PMEs, and can be
reported as gross or net values (see Table 9.2 for a brief summary).
IRRs are implicit rates of return earned from an investment over a
defined period of time. IRRs consider the timing of cash flows over an
entire period of analysis, including drawdowns, distributions, fees, other
incomes (i.e., dividends), and any anticipated residual values. While IRRs
have been broadly discredited by academics, they continue to be one of
the primary performance measures in finance, including in venture capital.
IRRs can be reported in gross, net, or net/net values. GPs frequently
report gross IRRs to LPs because they are more sizeable and do not
include GPs’ operating costs (including fees and carried interest). The
advantages of using IRRs include their simplicity and ease of comparison.
However, there are major problems with IRRs as well. First, IRR reporting

Most commonly used and widely understood
measure of financial returns
Easy to calculate
Intuitive
Easy to compare to other investment
opportunities in the marketplace
Deals well with multiple (and changing) cash
flows over time
Allows project ranking regardless of deal size

Simple expression of returns
Shows the scale of returns
Easy to recognize value creation
Intuitive
Takes a longer view of investing in private firms
Allows for comparison between investment size
deals
Omits issues related to valuing unrealized deals
Compares actual returns with benchmark returns
(other measures are unable to do this)
Captures opportunity costs of investing in VC
versus other benchmarks

Internal rate of return (IRR)

Distributions to paid-in capital
(DPI)

Public market equivalent (PME)

Advantages

Percentage returns are not immediately visible
Exaggeration of performance, especially when
public markets underperform
May lead to false claims of over-performance
PME does not account for deal scale

Easy to manipulate (IRRs can be inflated by
changing timing of distributions)
Early GPs’ reporting of IRRs is often
misleading in comparison to actual realized
returns
Does not show actual dollar amounts
generated (high returns may produce low
monetary values if invested over a short period
of time)
May not capture performance persistence
IRRs do not reflect actual returns due to
re-investment assumption problems
There may be multiple IRRs with irregular
cash flows
Ignores time value of money principles
Ignores time horizon
Difficult to assess how different deals
contribute to overall returns

Disadvantages

Advantages and disadvantages of various measures of venture capital performance

Measure

Table 9.2
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is likely to inflate actual returns and create “re-investment rate assumption”
problems. In other words, in order to achieve the rates of return equal to
a calculated IRR, proceeds have to be re-invested at the exact rate of
return for a specific investment period to effectively realize such returns in
practice; most of the time, this is not possible. Secondly, there is the problem of partial realizations or subsequent capital increases that may occur
midway through the investment process; the non-traditional nature of
some venture capital projects can create multiple IRRs. Thirdly, IRRs are
sensitive to the actual timing of distributions (i.e., exits). As described in
Chap. 8, GPs’ desire to show high IRRs may cause GPs to prematurely
dispose of their portfolio firms, thereby inflating returns to make themselves look better (of course, returns calculated over a shorter period of
time give the illusion of excessively high return rates). Lastly, IRRs do not
express returns on a risk-adjusted basis.
There are a wide range of “multiples” that can be used by LPs to highlight how many times their initial capital has been multiplied. Multiples
generally divide the value of dollar-denominated returns by invested capital and present the actual scale of returns. Such measures may include DPI,
residual value to paid-in capital (RVPI), total value to paid-in multiple
(TVPI), and paid-in capital (PIC). One of the most common measures is
DPI, which captures the ratio of capital distributed to LPs and the amount
of capital LPs actually provided to the venture capital fund. A measure of
DPI equal to one indicates that the fund has broken even (i.e., distributed
capital is equal to provided capital). DPI is traditionally used for funds at
more advanced stages, when a significant number of investments have
already been realized. A measure such as the TVPI is commonly used earlier in the fund’s life, when many unrealized investments still exist.
PME represents a weighted benchmark comparative and relative ratio,
which captures GPs’ actual dollar-denominated returns in relation to dollar
returns that would have been produced by investing into public equities
markets for the same duration (i.e., cash flows are exactly timed). The
PME effectively represents the opportunity cost of investing into public
equities markets versus venture capital. For example, if we assume that a
GP invested $100 million in 2005 and realized $200 million in 2015, but
could have realized $220 million by employing cash in public equities markets, the PME is equal to 0.91 and serves to underline GPs’ underperformance. If the PME is equal to one, this indicates that GPs performed equal
to the market. If the PME is greater than one, then GPs outperformed
returns from public equities markets. A PME equal to 1.25 indicates that
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the GP outperformed the market by 25 percent over a specific period of
time. If the PME is less than one, the GP underperformed the market. The
most significant advantage of using PMEs is their comparative nature.
However, PMEs also exhibit meaningful defects. Firstly, PMEs may exaggerate performance, especially when returns from public markets are
depressed (we provide an example of this in the next section). Secondly,
PMEs deflect attention away from the fact that LPs’ commitment to funding GPs is based on the fundamental promise of above-average “percentage” returns; this promise should be delivered in the form of illiquidity
premiums equal to at least three percent per annum. For example, a GP
performance equal to a PME of 1.25 achieved over a period of ten years
effectively translates into an average annual compounded illiquidity premium equal to 2.2 percent (note that this return is lower if the fund
stretches its operations beyond its anticipated mandate of ten years). Of
course, this 2.2 percent return does not meet LPs’ required minimum
illiquidity premium. GPs need to generate PMEs equal to at least 1.35 in
order to generate a three percent illiquidity premium over ten years. Note
that the exclusion of LPs’ minimum required premium from consideration
is one of the biggest omissions in academic studies focused on this area.
Another problem with PME-based performance measures is academics
may arbitrarily shorten the actual duration of the fund, thereby unjustly
improving or inflating the illiquidity premiums (see notes in Table 9.1).
Since the use of PMEs is gaining prominence among academics and
practitioners, it is worth noting some examples of how misleading PMEs
and the reporting of venture capital returns can be. Below are three basic
examples progressively show how misleading venture capital returns can
be. As our first example, let’s take the actual percentage returns from the
S&P 500 generated between 2001 and 2010 (a ten-year time period,
which includes the 2008 financial crisis). Average annual compounded
returns during this period were equal to 3.6 percent. Let’s further assume
that a venture capital fund commenced its operations in 2001 with a $100
million fund and upon its liquidation provided total net proceeds equal to
$190 million to LPs. If $100 million was invested in 2001 in the S&P
index, LPs would achieve proceeds equal to $142 million. The PME in
this case was equal to 1.33. LPs received an illiquidity premium equal to
three percent; they therefore generated IRRs of 6.6 percent from their
venture capital investment. The question, of course, is whether or not LPs
should be content with such returns. To provide another point of reference, average annual compounded returns from some emerging market
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counties (i.e., Poland) were equal to 14.2 percent over the same time
period, resulting in total proceeds equal to $377 million; the PME in this
case would be equal to 0.50 (note that such a comparison is not unreasonable, given the strong geographic mobility of capital today). For our second example, let’s assume that we calculate a ten-year PME assuming
average annual compounded S&P returns equal to negative 0.76 percent
(such returns actually occurred in the period between 2000 and 2004). If
we assume that the venture capital fund was also able to generate an illiquidity premium of three percent, the total amount of proceeds would
equal to $125 million (versus $93 million from investment in the S&P).
This scenario produces a PME equal to 1.35 (similar to the first scenario),
but proceeds to LPs are significantly lower ($125 million versus $190
million). By comparison, the same investment made in the Polish stock
market would produce $274 million (PME = 0.46). Thirdly, let’s assume
that the S&P 500 sustained an average annual compounded loss of four
percent (note, for example, that such returns are not unrealistic from public markets; for example, the S&P has generated such average annual
returns between 2000 and 2003). The proceeds from investing into the
S&P would equal $66 million from a $100 million initial investment.
Let’s assume the PME is equal to 1.36 (similar to our previous examples);
this would result in total proceeds equal to $90 million (note that this
scenario also generates an illiquidity premium equal to three percent).
While the PME number is “respectable,” it is also highly misleading. The
monetary return (or loss) upon liquidation of the venture capital fund
would be highly disappointing to LPs.
A general question is which performance measurement metric to use
in venture capital. There are no industry standards with respect to
benchmarking and the usage of standard metrics. Each measure seems to
have its unique strengths and weaknesses. The most common method,
the IRR, is seriously defective. The newest method, the PME, is also
problematic. The multiples method ignores timing considerations. There
is also the issue of gross versus net value in these metrics, which indicates
how efficiently GPs are operating their funds.
GPs should ideally be evaluated based on a combination of metrics and
on the premise that venture capital should be able to outperform public
equities markets by at least three percentage points (as expected by LPs).
Venture capital should also be able to generate no less than at least two
times cash-on-cash value as an absolute floor return for LPs. Such an
approach is based on the assumption that LPs should be interested in
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outperforming public equities markets by a meaningful and consequential
percentage. At the same time, in order to “decouple” or “detach” GPs’
performance from public equities returns, GPs should be accountable if
they fail to achieve a minimal cash-on-cash return. In other words, LPs
should be able to understand how much money they are likely to receive
at the end of the fund’s life in absolute terms. Otherwise, we would need
to accept that GPs performance is only driven by returns from public equities markets and GPs just have to time their offerings a little better than
other fund managers. If that is the case, there is limited justification for
why LPs should consider investing into venture capital.
Databases of Venture Capital Performance
There are three major commercial databases that gather, process, and
report data on venture capital performance. These databases rely on various methods of sourcing, processing, and benchmarking data from LPs
and GPs; it is important to note that this data is not complete and exhaustive. The databases vary in terms of quality, robustness, sample selection,
and so on. The three most well-known commercial databases are
Cambridge Associates, Preqin, and Burgiss. In this chapter, we also refer
to Thomson Venture Economics, which no longer exists (although historical datasets still exist from Thomson and are referred to in various academic studies). In addition to these, there are a number of other recently
established advisory firms focused on data gathering such as Pitchbook,
Dealogic, Peracs, and Portico. National or regional venture capital associations and academics (who often re-process data from various sources) also
collect data.
Cambridge Associates, established in 1973, is a major international
investment advisory firm focused on the provision of general portfolio
management strategies to institutional investors and private clients.
Cambridge Associates’ services include investment advising, outsource
investment solutions, research, and performance monitoring as well as
asset allocation and diversification. The firm employs over 1200 employees and has more than 1000 clients worldwide. Cambridge Associates
obtains data from both LPs and GPs (who have either already closed funds
or are in the process of doing so). Preqin, founded in 2003, is an international provider of data and information services to GPs and LPs and operates in a wide range of investment fields, including venture capital, real
estate, hedge funds, infrastructure, and debt. Preqin operates six offices

VENTURE CAPITAL: “SUBPRIME” RETURNS AND THE VALUE CHAIN ANALYSIS

287

and employs over 200 employees. The firm also generates research reports
and news publications. Preqin obtains data from public listings of pension
funds as well as selected GPs and LPs (disclosure is done on a voluntary
basis). Preqin predominantly relies on IRR data reported by GPs and LPs
(it does not have access to GPs’ cash flows). Burgiss, established in 1987,
is a consulting firm that provides investment decision tools to the venture
capital industry (mainly LPs). Burgiss provides portfolio management,
data gathering, and analytical services to both GPs and LPs, as well as
administrative services. Burgiss employs over 140 individuals and claims to
assist institutional clients with over $2 trillion under management. Lastly,
Thomson Venture Economics, part of the publicly listed global information provider Thomson Reuters, also provides data on venture capital.
Information was obtained from voluntary disclosure by LPs and GPs, but
no access to specific cash flows was available. As of 2014, Thomson Reuters
stopped collecting its own data and now sources it from Cambridge
Associates, making it available to its own clients.
Academics cite numerous problems with these commercial databases.
Firstly, the databases have limited access to GPs’ actual cash flows. Venture
capital returns are often reported by GPs on the basis of IRRs. IRRs are
calculated on the basis of GPs’ assumptions related to their interim valuations of unrealized portfolio firms. Of course, GPs have full discretion to
assign “fair value” to their portfolio investee firms on the basis of their
“best” judgment call (this may or may not be consistent with the valuation
guidelines promoted by venture capital associations). The values of any
unrealized portfolio firms also go unverified by GPs’ independent financial
auditors; auditors generally rely on GPs for these matters. Secondly, the
sample size used by these databases is usually quite small compared to the
universe of venture capital firms found worldwide. On average, commercial databases obtain data from between 500 and 1000 venture capital
funds. Small sample sizes and selection biases may be the reason for the
inflated returns allegedly “generated” by venture capital in the 1980s and
1990s. Thirdly, as noted above, databases use different comparative
indexes (such as Russell 2000, Russell 3000, S&P 500, and others). Using
different benchmark indexes produces differences in illiquidity premiums
from venture capital. Fourth, many databases report data on the basis of
averages rather than medians. Averages tend to inflate returns; this has
been confirmed in multiple academic studies. Finally, GPs self-report.
Because GPs insist upon confidentiality, they rarely disclose to LPs how
they actually produce their financial reporting. GPs are likely to avoid
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disclosing problem cases, and as such they may be omitted from certain
datasets. Moreover, some of these databases may have conflicts of interest
arise if they inappropriately use their data in their advisory practice. Even
though there are advantages and disadvantages for each database,
Cambridge Associates—in our view and on balance—offers the most credible data on venture capital; for this reason, we use data from it throughout
this chapter. Cambridge Associates is also the longest-standing database
solely focused on venture capital.
Figure 9.1 presents estimated PMEs from the four commercial databases (Cambridge Associates, Burgiss, Preqin, and Thomson Venture
Economics) for the period between 1993 and 2007 (as presented in one
academic study). We also include a reference line where the PME is equal
to 1.35, which is equivalent to an illiquidity premium of three percent
over a fund life equal to ten years. There are three main observations that
can be made based on an analysis of Fig. 9.1. Firstly, PMEs from commercial databases are relatively consistent; they point to similar trends, durations, and changes. The highest average PME scores are calculated by
Burgiss (average PME = 1.51) and the lowest are calculated by Thomson
Venture Economics (PME = 1.30). Burgiss consistently shows the highest
illiquidity premiums and is often preferred as the basis for calculation by
“affirmative academics.” Preqin and Cambridge Associates present lower
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Fig. 9.1 Public market equivalent (PME) measures of venture capital performance from various commercial databases for the period between 1993 and 2008
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PMEs compared to Burgiss, equal to 1.39 and 1.38, respectively. Secondly,
the graph confirms that PMEs in the venture capital industry have been
positive throughout the 1990s (average PME between 1993 and 1998
based on the four commercial databases was equal to 2.18). Since 1999,
average PMEs have oscillated at around one, meaning that venture capital
performs comparably to public equity markets. In 1999, PMEs dropped
below one; this lasted for a period of five years, followed by a rise to
slightly above one (2004: 1.02; 2005: 1.07) and a drop to below one
(2006 and 2008). Thirdly, the average PME for this period is equal to 1.4,
which is above the desired PME of about 1.35. However, this average is
strongly influenced by high PMEs during the period between 1994 and
1996 (i.e., PME1994 = 2.1, PME1995 = 1.9, and PME1996 = 3.3).
Venture Capital Returns from the United States
In Chap. 2, we briefly described the dynamics of the venture capital industry in the United States; here, we continue this discussion but with a focus
on GPs’ returns. We base our analysis on data from Cambridge Associates
(CA) and information from the NVCA. Both graphs in Fig. 9.2 present
venture capital returns from the United States. However, in this chapter
(as the only exception), we wish to delineate between returns from venture capital (which NVCA defines as a method of financing and a way of
building young entrepreneurial firms within the fastest growing sectors of
the economy) and private equity (large expansion transactions and buyout
deals).
Figure 9.2 presents a historical perspective on returns from venture
capital in the United States between 1985 and 2013, a period of nearly
three decades. Figure 9.2a presents return trends from venture capital in
comparison to returns from the CA’s Nasdaq Composite modified public
market equivalent (mPME) index benchmark as illustrated by mPME
returns; note that the Nasdaq Composite index is perhaps the most appropriate benchmark for younger entrepreneurial firms. We also calculate the
illiquidity premium; as we noted earlier, in this case, the premium is the
difference between venture capital returns and returns from the Nasdaq
Composite mPME index. In Fig. 9.2a, we have placed a horizontal reference line at the three percent mark throughout the entire time period;
note that a minimum illiquidity premium equal to five percent would
likely be more appropriate in this case in order to better reflect the risky
nature of investments into start-ups and early-stage entrepreneurial firms.
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Fig. 9.2 Financial returns from venture capital and private equity in the United
States (U.S.) (a) The key performance statistics from venture capital in the United
States between 1985 and 2013 (b) The key performance statistics from private
equity in the United States between 1985 and 2013
Source: Based on data from Cambridge Associates and the National Venture
Capital Association (NVCA)

A number of conclusions can be made from an analysis of Fig. 9.2a.
Firstly, the illiquidity premium between 1985 and 2013 was equal to 11.7
percent; this represents a solid illiquidity premium from venture capital
over the selected period. However, this average included extraordinary or
“outlier” returns generated by venture capital between 1995 and 1997
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(namely, 60.3 percent in 1995; 77.1 percent in 1996; and 78.7 percent in
1997). These outlier returns came from time periods when competition
for deals was limited, GPs had more choice of investee firms, and business
valuations were low. A stock market bubble was also observed in the midto late 1990s. The illiquidity premium in the shorter-term horizon (i.e.,
between 2000 and 2013) was equal to a meager 1.4 percent (1.8 percent
since 1998). LPs’ compensation for the multiple risks inherent to venture
capital appears to be marginal. During the 15-year period between 1999
and 2013, the illiquidity premium only exceeded LPs’ desired threshold of
three percent three times (in 2010, 2011, and 2012). Secondly, there were
multiple periods of time in which the illiquidity premiums were outright
negative (i.e., 1999–2002; 2004–2006, 2008) or negligible (i.e., 2003
and 2005). In fact, venture capital generated negative illiquidity premiums
eight out of fifteen times during the 15-year period. As noted above, a
decline in venture capital returns tends to follow broader deteriorations in
returns from public equity markets; these trends, in turn, follow periods of
declining gross domestic product (GDP) growth rates. Thirdly, the 15-year
period illiquidity premium (between 1999 and 2013) was equal to 1.2
percent—note that the premium would have been considerably lower if not
for the strong excess returns equal to 18.3 percent in 2010. This 1.2 percent premium was below LPs’ desired minimum of three percent.
Other observations can be made by combining information from different data sources like NAVCA, Cambridge Associates, and others (note
that we have not specifically included some information in graphs, but we
describe it here). Venture capital exits have been clearly dominated by
trade sales; for example, between 1995 and 2015, there have been more
than 7500 trade sales of venture capital-backed entrepreneurial firms.
Trade sales have been cyclical but have grown robustly over the years.
IPOs, on the other hand, have grown steadily with a notable slowdown in
the post-dot.com era. After this period, GPs were less successful at placing
their investee firms in public markets. Interestingly, venture capital returns
have been more closely associated with IPOs (σ = 0.4) than with trade
sales—this further confirms that venture capital returns are closely related
to returns from public equities markets, not decoupled from them as venture capitalists often claim. The venture capital industry’s boom and bust
cycle in returns coincides with those experienced in public equities markets. It is important to note that there is a strong negative correlation
between venture capital returns and trade sales (σ = −0.6). In other words,
an increase in trade sale activities has not translated into meaningful
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positive returns for GPs from venture capital—trade sales may be unduly
depressing returns in venture capital.
Figure 9.2b presents returns from “private equity” in the United States.
Private equity returns are compared with the CA benchmark index developed on the basis of Russell 2000 (again expressed in the form of “modified public market equivalent” returns). Compared to venture capital,
returns from private equity are more choppy and cyclical; they are also
inconsistent and non-persistent. The long-term liquidity premium from
private equity is equal to 4.3 percent (lower than from venture capital,
which was equal to 12.4 percent in the same time period). Private equity
is also less influenced by extraordinary “outlier” returns. Between 1986
and 1999, the liquidity premium was equal to 7.1 percent. Similarly to
venture capital, strong and consistent returns (and healthy liquidity premiums) were grounded in returns from between 1991 and 1994; positive
returns were also visible in the period between 2001 and 2003. The
15-year period (between 1999 and 2013) generated an illiquidity premium equal to 1.8 percent—below LPs’ desired three percent premium
(the illiquidity premium for the ten-year period was equal to negative 1.9
percent, during which time premiums were negative seven out of ten
times). It is also important to note that the correlation between trade sales
and private equity’s illiquidity premium is negative (σ = −0.59).
Other studies and reports have focused on returns from venture capital
and private equity (again, we refer to these jointly as “venture capital
returns”). One such report is the Kauffman Foundation report, which
analyzes the foundation’s investments into GPs and associated returns.
This insiders’ account delivers a powerful blow to the venture capital
industry and its performance. The report outlines that only about 25 percent of about 100 GPs in the foundation’s portfolio have been able to beat
the returns from public equities markets by at least three percentage points
(less so by five percent). Furthermore, about 50 percent of GPs were not
able to provide any returns on invested capital, 34 percent generated
between 1 and 2 times net cash-on-cash, and only 16 percent generated
returns in excess of two times net cash-on-cash multiple. The report further notes that the average venture capital fund has barely broken even.
These academic studies and industry reports confirm that strong venture capital and private equity returns in the United States may have been
a historical phenomenon. In recent decades, returns have been declining;
they have also been inconsistent and non-persistent. It appears “improbable” that average GPs will be able to beat the returns available from public
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equities markets in the future. In a nutshell, LPs should not be allocating
capital to the 75 percent of GPs that are unable to justify their existence
given their fees, poor returns, and the risks inherent to this asset class. As
we noted in Chap. 4, this misallocation is the equivalent of about $300
billion of capital per annum. The unjustified management fees paid to GPs
resulting from this misallocation are estimated to equal $6 billion. Finally,
contrary to their claims, it may be interpreted that the vast majority of
venture capitalists do not seem to exhibit any unique investing skills, which
would translate into superior returns. The ability to generate a consistent
illiquidity premium in excess of three or five percent seems to be possessed
by only a handful of GPs in any given geographic market.
It is also important to highlight evidence based on quartile performance. Various studies differentiate between top quartile performers and
the rest of the pack. These reports outline a disparity between the top and
remaining quartiles and serve to illustrate a meaningful drop-off in performance between the top and remaining quartiles (even though the difference in performance has been narrowing in recent years). In fact, GPs
performing in the top quartile seem to drive average returns, pulling them
upward. For example, in 2013, the top quartile GPs in Europe generated
annual net returns equal to 20.8 percent, while the second quartile performance was equal to 5.9 percent. In the Unites States (according one
academic study), the performance divergence for buyout funds has been
narrowing in recent times (e.g., top quartile PME = 1.46; bottom quartile
PME = 0.82; average PME = 1.19; median PME = 1.09). Note that a top
quartile performance translates into an annual compounded return of
3.85 percent, which is just above LPs’ minimum illiquidity premium (the
other PMEs fall short of LPs’ desired three percent mark). In another
study of buyout funds, top quartile PME performance in the 1990s was
equal to 1.91, which equates to an illiquidity premium of 6.68 percent,
versus a bottom quartile PME of 0.54. In the 2000s, top PME was equal
to 1.73, with an illiquidity premium of 5.59 percent, versus a bottom
quartile PME of 0.73. In the 2010s, top PME has been equal to 1.19,
with an illiquidity premium of 1.75 percent, versus a bottom quartile
PME of 0.63. The performance gap is more pronounced for GPs, which
invest in younger entrepreneurial firms compared to other forms of venture capital investing. Evidence suggests that while top quartile GPs are
able to generate strong illiquidity premiums, the remaining 75 percent of
funds struggle.
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Lastly, we wish to highlight evidence of performance from venture capital. The key question to ask here is whether well-performing GPs have a
high probability of repeating their superior performance in subsequent
funds. While research has shown persistence of performance for funds in
the 1980s and 1990s, this persistence has completely disappeared in the
years since 2000. According to academic studies, current GPs have about
a 20 percent chance of becoming a top quartile performer in their subsequent fund; in other words, past performance is no longer a reliable predictor of future success.
Financial Returns from Buyout Deals
Buyouts are a unique category of venture capital deal in which a small slice
of equity and a large portion of debt are jointly used to buy firms or control them. The venture capital industry often claims that buyouts are
strong return generators for GPs and LPs. We argue here that this is inaccurate. Buyout deals have traditionally underperformed and have not been
able to exceed LPs’ desired illiquidity premiums. Moreover, there is evidence to suggest that since the early 1980s, returns from early-stage entrepreneurial firms have, on average, exceeded the returns from buyouts—a
fact that is quite surprising given that deals with early-stage firms are on
the decline worldwide.
The key statistics for global buyout deals (i.e., fundraising, investing,
exiting, and illiquidity premiums) are presented in Fig. 9.3a. These statistics highlight that, similar to other types of venture capital transactions,
buyout fundraising and investing activities are cyclical. Between 2003 and
2015, LPs committed $5.5 trillion into GPs with a buyout orientation—
this represented an annual average global fundraising equal to $425.9 billion. LPs are often naively seduced by GPs’ claim that a venture capital
ownership model based on “consolidated” control achieved through buyouts (which GPs claim allow for more operational focus, employment of
superior managers, more shareholders’ oversight, and so on) is superior to
a “public equities market ownership” model. According to venture capitalists, the buyout model should translate into superior and persistent illiquidity premiums. LPs are particularly attracted to buyouts because they
believe that they can use them to “catch-up” on foregone returns from the
past; this desperation allows GPs to raise funds faster and close funds above
their fundraising targets. Between 2003 and 2015, GPs invested $3.7 trillion in buyout deals. As we noted in Chap. 2, GPs generally struggle to
employ capital in deals commensurate with the velocity of their fundraising
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Fig. 9.3 Key statistics for buyout deals between 2003 and 2015 (a) Key statistics
for global buyout deals between 2003 and 2015 (b) A comparison of illiquidity
premiums and discounts for global and US buyout markets between 1986 and 2013
Source: Global Buyout & Growth Equity Index and Selected Benchmark Statistics
(June 30, 2014). Data for 2013 was obtained from the report dated December 31,
2014
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activities, and buyout deals are no exception. The general deal climate has
been challenging for buyouts in recent years: lending conditions have
deteriorated, with banks requiring more equity and limiting lending for
overpriced deals, and there is more competition for deals. There are also
more GPs, which compete with strategic firms, which have excess cash.
Consequently, between 2003 and 2015, there was a considerable build-up
of un-invested capital (i.e., “dry powder”) equal to $1.8 trillion. The existence of “dry powder” is significant because it foreshadows potential
declining returns. In periods when the dollar amounts from fundraising
and investing are lower and relatively balanced, there is a greater potential
for stronger illiquidity premiums. When the rate of growth in fundraising
begins to outpace that of investing, returns start to decline (this is clearly
noted in Fig. 9.3a). This is yet again a classic case of too many dollars chasing too few deals. There has also been a sharp increase in realizations in
recent years, especially between 2013 and 2015. Increased amounts of
distributions, in turn, have fueled a better fundraising climate for GPs and
have acted as an “investment lure” for LPs, creating an illusion of superior
performance and positive cash flows from the asset class (note the levels of
cash distribution from 2013 and 2014 do not appear to be sustainable).
Partial distributions are not indicative of ultimately strong returns at the
end of the fund’s life—numerous academic studies confirm this. In terms
of exit routes, trade sales account for the majority of exits in buyouts.
GPs mostly pursue two types of deals with respect to buyouts. The first
is a “buy-and-build” strategy, which is predominantly used in fragmented
industries. “Buy-and-build” schemes are often executed through external
means such as mergers and acquisitions, which (as we argue in Chap. 4)
frequently result in multiple operational and financial problems, rarely
produce the anticipated synergies, and often destroy value. Another favorite deal category for GPs is the “public-to-private” deal, in which shares of
public firms are bought out by venture capitalists and subsequently de-
listed from the exchange. GPs often claim that there is a sweet spot for
buyout deals in the small to mid-size market (i.e., entrepreneurial firms
valued at below $250 million, which may be attractive to strategic
investors).
The elaborate “financial engineering” schemes pursued by GPs (supported by operating in an environment of near-zero interest rates) have
not been able to provide meaningful returns to LPs. Figure 9.3b illustrates
that the average illiquidity premium for global and US buyout deals over
a period of 27 years rose from 2.1 percent in 1986 to 2.2 percent in 2013
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(note that the S&P 500 mPME index is selected as buyout transactions
tend to be considerably larger than other deal types)—this is below the
three percent minimum illiquidity premium desired by LPs. Again, the
average illiquidity premium in the 27-year period was unduly affected by
returns generated during the “dot.com” era (i.e., 1999 and 2002); we
regard the “dot.com” era as an outlier period of economic development,
where sustainable value was often not created. The illiquidity premium
peaked in 2000 (14.8 percent) and in 2001 (19.6 percent). It is important
to note that the illiquidity premiums were below the three percent required
by LPs in 14 out of 27 times for global markets and 13 out of 27 times for
the US market (about 50 percent of times in both cases).
Figure 9.3b confirms that buyout returns have been disappointing in
recent years. The graph confirms that between 2005 and 2013 (nine out
of eleven years), global buyout illiquidity premiums have been negative,
indicating venture capital’s inability to outperform the returns from public
equities markets (note that similar trends have been visible in the United
States since 2006). This performance contrasts starkly with claims from
the venture capital industry, which insists that the buyout industry continues to deliver outsized returns. The ten-year average returns calculated
between 2004 and 2013 were equal to negative 5.5 percent for global
buyout deals and negative 5.4 percent for the US buyout market. Between
2010 and 2013, “illiquidity discounts” to global buyouts were significantly negative (2010 = −9.0 percent; 2011 = −10.2 percent; 2012 = −9.3
percent, 2013 = −25.7 percent) and equally negative in the United States
(2010 = −4.1 percent; 2011 = −8.8 percent; 2012 = 26.9 percent,
2013 = −19.7 percent).
Other studies point out that long-term buyout PMEs (based on a
dataset from Burgiss between 1984 and 2010, which also confirms PMEs
at about one or below since 2006) are equal to 1.2, which is below the
1.35 threshold, signifying LPs’ desired minimum illiquidity premium of
three percent. The poor performance of buyout funds reflects the significant excess capital LPs have dedicated to the marketplace, strong competition for deals among GPs, and, consequently, increases in the
acquisition prices of assets (which have risen steeply in recent years).
Some academics have conveniently argued that buyouts no longer look
attractive because “public equities have surged,” while others claim that
venture capital operations have simply become “more expensive,” causing an apparent distortion in the returns seen in venture capital versus
public equities markets.
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Lastly, it is important to note some of the negative aspects of buyout
deals for entrepreneurial firms and the economy in general. First, there is
evidence that buyouts in fact destroy employment and stagnate labor wage
growth. Employment reduction occurs as a consequence of the broad
cost-cutting measures GPs employ to “improve” their efficiencies and cash
flows and service borrowings, which were initially used to finance the
acquisition. A significant number of these firms end up in bankruptcy due
to the high leverage placed on them; bankruptcies never create jobs.
Secondly, broad cost-cutting measures to maximize cash flow and pay off
debt impede entrepreneurial firms’ growth. Thirdly, even if entrepreneurial firms survive the initial round of borrowing tremors (and debt levels
stabilize, become more manageable, or are simply paid down), venture
capitalists often engage into subsequent rounds of “shock-debt-therapies”
in order to pursue additional rounds of acquisitions. In many instances,
incremental borrowing may be used by GPs to pay themselves special dividends. A good example of this is European Phones4you, a well-known
case of venture capitalists’ abusive behavior in which a venture capital firm
paid itself £200 million before the investee firm went bankrupt.

The Value-Chain Analysis of Venture
Capital Performance
As noted in the preface, the objective of this book is to ascertain why venture capital returns have been falling. This section focuses on providing a
composite answer to this intriguing question. We provide our analysis in
the context of the traditional value chain analysis. Value chain analysis
focuses on the parts, tasks, and operations in business that create or destroy
value. Here, we apply this analysis to the context of the venture capital
process, from fundraising to exiting.
Figure 9.4 provides the value chain analysis for the venture capital
industry; it is along this value chain progression that value is lost and
returns are diminished. The graph includes each stage of the venture capital process, with the specific determination of whether a particular phase of
the process creates and destroys value (and returns). It is important to note
that we do not regard any of the stages of the process as value generative
for an average venture capital firm (an exception is the last stage—exiting
is regarded as marginally positive). This confirms that the venture capital
model is not only broken, but also completely malfunctioning. The
fundraising and monitoring stages of the process are regarded as the most

Value

Creation

Destruction

3

● Excess capital
provided to VCs
creates issues in the
VC process
● Overfunding GPs
depresses returns
● GPs’ addiction to fees
● LPs’ “automatic”
allocations to VC
● LPs’ weak oversight
and control of VCs

Strongly negative

Fund formation

Negative

Screening &
evaluation

4

5

● Looks at key areas,
● Excessive
but weak evaluation
competition for deals
● “Herding” mentality ● Cognitive problems
● Nonsystematic
in VC decisionmaking
approach to deal
● Excessive use of
generation
● VC’s mistaken focus
external consultants
on value creation by
external means

Negative

Deal
generation

6

● Agency problems in
financial contracting
● Inequitable contracts
with entrepreneurs
● Attracts LEMON and
NUTS entrepreneurs
through misguided
financial contracting
● Overreliance on
financial contracts rather
than relationship

Marginally negative

Deal
completion

Fig. 9.4 The value-chain analysis of the venture capital investment process

Chapter coverage

Comment s

Impact on returns

–

+

Marginally positive

7

8

● VCs unprepared to add ● Single-minded focus on
exit
effective assistance
● VCs’ tool box is
● VCs’ adverse behavioral
“empty”
patterns in exits
● Only select VCs able to
add value
● Erroneous
“professionalization” of
investee firms
● Frequent relationship
conflicts destroy value

Strongly negative

Monitoring

Exiting

VENTURE CAPITAL: “SUBPRIME” RETURNS AND THE VALUE CHAIN ANALYSIS

299

300

D. KLONOWSKI

value-destructive stages of the venture capital process. The fundraising
stage is particularly negative for venture capital returns because it has a
cumulative negative “snowballing” effect on deal generation and deal
completion. The horizontal dotted line in each of the boxes illustrates the
performance of the average venture capital firm along the value chain. Of
course, different venture capital firms have different strengths and weaknesses and thereby move the dotted average one way or the other.
Ultimately, though, it is the cumulative effect of these factors that is ultimately captured in returns. Lastly, in spite of engaging into what venture
capitalists describe as “value added” (and very expensive) activities, GPs
are unable to produce above-average returns that meet LPs’ expectations.
Fund formation and constitution is one of the most essential stages of
the venture capital process—without properly established fund, legal
structures, and LPs’ capital commitment to GPs, the venture capital ecosystem would not exist. Entrepreneurial firms have several choices from
which they can gain access to capital that may be superior to venture capital (most notably, business angel financing); for this reason, entrepreneurs
can exist and excel without venture capital. As we noted in Chap. 1, venture capital contributes only a relatively minimal amount of capital to
entrepreneurial development; less than one percent of entrepreneurial
firms obtain venture capital financing. The problem is that the amount of
fundraising in the venture capital industry is disconnected with the actual
number of attractive investment opportunities and the venture capital
“promise” of outsized returns. While this “promise” was fulfilled in the
early stages of the industry’s development (especially in the 1980s), it no
longer holds true. In the last 15 years, GPs have failed to generate returns
that are commensurate with LPs’ minimum expectations of “illiquidity
premiums.” In spite of these disappointing returns and an apparent disconnect between fundraising and investing activities (as demonstrated by
a strong accumulation of “dry powder”), LPs continue to be lured toward
the venture capital industry. LPs wrongly provide the benefit of the doubt
to GPs and provide capital to follow-on funds before there is tangible
evidence of positive returns (as we noted before, early positive returns are
not indicative of overall actual performance).
Even though excess capital is flooding the venture capital ecosystem, LPs
are slowly beginning to change their approach to venture capital. LPs are
dissatisfied with the level of access to information, the quality of information
disclosure, and, of course, returns. LPs are also beginning to ask GPs
uncomfortable questions about their internal team stability, carried interest
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 istributions, succession issues, and so on—matters that seem to impact
d
returns in the long-term. There is also the matter of regulation. LPs have
been seeking to reduce their number of GP commitments, and some LPs are
leaving the market and ignoring venture capital as an asset class. Of course,
GPs do not mind an over-allocation of capital to the industry; they are happy
to take the money, which arrives to them in the form of management fees and
potentially lucrative payments from carried interest. GPs are addicted to these
“guaranteed” cash inflows, as these fixed fees may be as high as two-thirds of
GPs’ total overall compensation. In fact, the larger the fund, the larger the
management fees. Furthermore, deals with a moderate IRR achieved on a
sizeable deal are capable of generating a considerable level of carried interest.
Sizeable deals with lower IRRs are valuable for GPs, but not for LPs. The
venture capital investment process is also quite expensive for LPs. The current compensation structures in venture capital create misalignment, incongruence, and conflicts of interest when GPs can comfortably live off of their
fees. Moreover, GPs are content with weak LP oversight and control of fund
partnerships. Corporate governance often fails within LP–GP structures; GPs
have abundant opportunities to exploit, manipulate, or even abuse LPs. In a
nutshell, the excess allocation of LPs’ capital to GPs is one of the most significant value destroyers in the venture capital investment process. “Too much
capital is chasing too few good deals,” and depressed returns are the result.
Deal generation is regarded as one of the most important functions in
venture capital. However, deal flow can be problematic on multiple fronts.
Firstly, competition for deals is fierce; new entrants into the industry
exacerbate competition, as new GPs are desperate to close deals. As noted
above, the imbalance between fundraising and the investment opportunities available to GPs has a negative “snowballing” effect on other phases of
the venture capital investment process. If excess capital is floating around
the venture capital ecosystem, GPs will inadvertently engage into excessive
competition, which results in unwarranted high-entry valuations, loose
legal terms, less thoughtful exit considerations, and omission of rights. As
such, new GPs tend to “crowd-out” more incumbent GPs. Secondly, GPs
look for investment opportunities in which they can accelerate the development of entrepreneurial firms. GPs tend to pursue entrepreneurs who
wish to pursue an “accelerated” development pattern over a more “natural”
development path based on organic development (this organic development pattern is based more on evolutionary and incremental processes).
Alternatively, GPs attempt to persuade more “conservative” entrepreneurs
to engage into a more aggressive expansion program; this often means
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expansion through external modes of expansion such as acquisitions,
which, on average, result in strong business growth. Venture capitalists
ignore the fact that revenue growth does not equal value creation. By
engaging into a “pump-and-dump” strategy (or a “fast, furious, and famine” approach, as described by one academic), venture capitalists fail to
recognize that developing entrepreneurial firms in an excessively fast manner destabilizes and weakens their business fundamentals. Thirdly, many
GPs rely on a passive approach to deal generation that is non-systematic.
Fourthly, venture capital firms face severe adverse selection problems
because the more appealing and lower risk entrepreneurial firms tend to
leave the market in search of other financing options due to venture capitalists’ behavior. Consequently, GPs have to choose investments from a
sub-optimal set of investment opportunities (i.e., higher-risk entrepreneurial firms). Lastly, GPs rarely pay attention to portfolio diversifications.
Deal generation is problematic because the average GP competes for
investment opportunities by compromising on deal terms, taking shortcuts on screening and evaluation, and unduly rushing the closing of deals.
As a result, deal generation modestly contributes to value destruction.
In order to filter out the vast majority of funding proposals from entrepreneurial firms, venture capitalists engage into a process called screening
and evaluation. In this phase of the venture capital investment process,
venture capitalists evaluate entrepreneurial firms across three distinctive
stages: initial screening, internal investigation, and external due diligence
(this phase of evaluation is especially expensive). Even with these three
phases of evaluation, venture capitalists struggle to distinguish between
superior and inferior investment opportunities. There are numerous problems with respect to venture capital screening. Firstly, as part of their due
diligence investigations, GPs (and their advisors) tend to focus only on
some of the most important determinants of entrepreneurial success (such
as management, market, market share, and so on) while completely missing other areas; as such, their analysis is often incomplete, unfocused, and
inadequate. Moreover, venture capitalists’ investigations are unbalanced
with respect to their time horizon; for example, screening and external
due diligence concentrate, for the most part, on historical perspectives.
Secondly, the different phases of screening and evaluation are often
discrete, disconnected from each other (with limited overlap), and non-
complementary; limited knowledge is also transferred from one phase of
the process to another. Thirdly, proper screening and evaluation of entrepreneurial firms require relevant business experience, which the vast
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majority of venture capitalists do not have. This lack of real-life operating
experience causes venture capitalists to have severe problems evaluating
business plans and assigning appropriate valuations to entrepreneurial
firms. Without suitable experience, venture capitalists can rely only on
their best-effort judgments, loosely formulated opinions, personal intuitions, and other subjective opinions. Fourthly, there are multiple biases
that enter into the venture capital decision-making process. GPs use cognitive shortcuts rather than relying on systematic, extensive, and in-depth
research based on decision science. Fifthly, venture capitalists are overconfident and “poorly calibrated” investors who unfortunately demonstrate a
high probability of making wrong investment decisions. Evidence suggests that the reliability and accuracy of decision making by venture capitalists is diminishing. Venture capitalists have a relatively shallow pool of
decision-making experiences to draw from and their decisions are subject
to delayed feedback, which disallows a proper calibration of their decision-
making apparatus. In summary, the screening and evaluation stage of the
venture capital investment process is done poorly and significantly
contributes to sub-optimal returns.
The next phase of the venture capital process is deal closing or completion. Here, venture capitalists and entrepreneurs engage into a long-lasting
negotiating process, which culminates in the signing of a complex legal
contract; this contract guides the mutual interaction between the two
parties in the future. There are multiple problems with this agreed-upon
legal construct. Firstly, venture capitalists often use a “standardized”
approach to venture capital contracting. GPs secure standard forms of
securities, rights, approvals, and control mechanisms. Through these
rights and provisions, venture capitalists aim to control virtually every
aspect of an entrepreneurial firm’s decision making. This “standardized”
approach to financial contracting reflects venture capitalists’ underlying
weakness at being able to properly assess the business, commercial, financial, and legal risks inherent in financing entrepreneurial firms. Venture
capitalists’ “unique” approach to financial contracting is also likely to
exacerbate their tendency to “relationally attract” NUTS and LEMON
entrepreneurs. Secondly, venture capitalists often secure disproportionate
and one-sided protections; these rights are also asymmetric. Many rights
and clauses deal excessively with “downside protections” for venture capitalists. The most draconian clauses include “change of control” provisions
and “drag-along” exit rights. Thirdly, the excessive rights and controls in
venture capital contracting tend to “overcompensate” for venture
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c
apitalists’ inability and lack of expertise rather than actually address
problems related to asymmetric information (as some academics claim).
Fourthly, there are many agency problems that arise during the interactions between venture capitalists and entrepreneurs. Lastly, and most
importantly, venture capitalists believe that their strong and one-sided
legal protections do not necessitate any need for building a positive and
nourishing relationship with entrepreneurs. This over-reliance on legal
means rather than proper interpersonal rapport can be disastrous to entrepreneurial ventures if unanticipated problems arise. In the absence of
proper interpersonal foundations between the two sides, value destruction
to the business is likely to occur. To surmise, deal completion or closing is
perhaps one of the least value-destructive stages of the venture capital
process, but we nevertheless assess its impact as negative on returns.
To distinguish themselves from other forms of financing, venture capitalists promote themselves as active, hands-on, and value-added financiers;
this promise of hands-on involvement contains assurances of daily assistance to entrepreneurial firms. However, entrepreneurial experience with
venture capitalists sheds a different light. In short, the venture capital
promise is not fulfilled—entrepreneurs quickly discover that venture capitalists over-promise and underdeliver. Most importantly, as noted above,
the vast majority of venture capitalists lack real-life, business-grounded
operating experience, which precludes them from conducting a proper
diagnosis of business problems and making meaningful, value-added contributions to entrepreneurial firms. Moreover, venture capitalists are time-
constrained. The average venture capitalist is only able to dedicate a few
hours per month to each portfolio firm—an insufficient amount of time to
make any real difference or develop any meaningful relationship with the
founders or managers. Furthermore, venture capitalists may impede entrepreneurial development by providing erroneous operational advice, ill-
founded strategic guidance, or unsuitable operational constraints. As their
interactions with venture capitalists increase, entrepreneurs swiftly realize
that they have more expertise with respect to their industry, products, and
competitors than venture capitalists. Many entrepreneurs also come to
recognize that they are being unjustifiably “forced” to take strategic and
operational advice from non-experts; this creates conflicts and value
deterioration. Entrepreneurs also come to realize that venture capitalists
act as “financial bureaucrats” rather than value-added participants in
entrepreneurial development. As a result of their sub-optimal involvement, venture capitalists expose investee firms to excessive operational,
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strategic, and financial risks. The most extreme manifestation of venture
capitalists’ value-destructive nature can be found in the multiple lawsuits
that have been filed against venture capitalists for a wide range of
p
roblematic and unethical behaviors. Additionally, venture capitalists’
standard modus operandi involves their alleged “professionalization” of
entrepreneurial firms—this process often involves replacing the founding
CEO, hiring temporary “professional” managers (who often leave after a
liquidity event), employing various external consultants, and implementing “stock option” programs (often to pre-selected individuals, including
their own appointed CFOs). These efforts are typically “window dressing,” focused on achieving a short-term value boost rather than long-term
value creation. Lastly, it is important to note that venture capitalists do not
cause innovation in entrepreneurial firms. Venture capital follows innovation and does not precede it, and tends to perpetuate innovation that
already exists in entrepreneurial firms. In a nutshell, we regard the deal-
monitoring stage of the venture capital process as one that potentially
creates the most amount of value destruction; hence, deal monitoring,
along with fundraising, is among the most significant contributors to venture capital’s poor and declining returns.
As we have noted in this chapter, the exit represents the actual conversion of the illiquid investment into cash. The exit is the last step of the
venture capital investment process and the conclusion of an often strenuous
business relationship between venture capitalists and entrepreneurs. It is
important to note that strong exit scenarios that culminate in superb value
creation occur infrequently; compromised and distressed cases occur in
venture capital far more regularly. An average entrepreneur will observe
multiple adverse behavioral patterns from venture capitalists, including
executing pre-mature exits, losing focus on entrepreneurial firms’ long-
term strategic and operational perspectives (in order to seek a short-term
increase in profits and cash flows), conducting “window dressing” efforts,
and engaging into “pump-and-dump” tactics. Nevertheless, the single-
minded focus on exit enshrined in the venture capital model may be beneficial to serial entrepreneurs who “build-to-sell.” Serial entrepreneurs do
not typically require venture capital advice, hands-on assistance, or strategic imagination; they work best when venture capitalists stay out of their
way. For these types of entrepreneurs, venture capital can be beneficial.
It is for this reason alone that we regard venture capital contribution to
the exit stage of the investment process as marginally positive.
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Chapter Summary
1. Although venture capital firms were able to generate significant
returns in the 1980s and 1990s, venture capital returns have been on
the decline over the last 30 years.
2. LPs expect to generate at least three percent more from venture capital compared to returns generated from public equities markets; this
is referred to as an “illiquidity premium.” Average venture capital
returns have not been able to meet or exceed LPs’ minimum return
requirements in any consistent manner.
3. There are numerous metrics, measures, means, and formats used to
evaluate venture capital performance, including IRRs, DPIs, and
PMEs; these measures can be reported as gross or net values. Each
measure has advantages and disadvantages; none of these methods
are optimal for measuring venture capital performance.
4. The 15-year period illiquidity premium (between 1999 and 2013)
from the United States is equal to 1.2 percent (note that the premium would be considerably lower if it was not for strong excess
returns equal to 18.3 percent in 2010). Returns from buyout deals
are equally disappointing for the same period.
5. The value chain analysis of the venture capital industry confirms that
venture capitalists effectively destroy value throughout the various
phases of the venture capital process. Five phases of the venture capital process are not regarded as value generative for the average venture capital firm. The exception is the last stage; exiting is expected to
make a marginally positive contribution toward value generation in
venture capital.
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CHAPTER 10

Improving the Substandard Venture
Capital Model

What Business Is a Venture Capitalist Really In?
As we noted in Chap. 9, the vast majority of venture capitalists do not
generate “illiquidity premiums” commensurate with LPs’ expectations.
A reasonable and fundamental question therefore arises about the nature
of venture capitalism: what type of business is a venture capitalist really in?
Although venture capital firms have existed for more than 50 years, there
is no obvious answer. One obvious supposition is that venture capitalists
are in the business of providing capital to entrepreneurs. In our view, however, GPs are the chief providers of financial management services to LPs;
GPs are “perpetual” fundraisers. As we noted in Chap. 2, GPs are the only
part of the entrepreneurial ecosystem that can be removed without any
adverse consequences to the system.
It is clear that GPs are addicted to management fees. Such a fee orientation is most profoundly manifested in GPs’ passionate propensity to raise
larger follow-on funds. Only a small group of venture capital firms tend to
resist the temptation of raising bigger funds; these funds perhaps intuitively realize that returns are inversely correlated with fund size, or may
have seen such occurrences in practice. Given the average underperformance of venture capital, a revenue stream generated from fixed management fees from subsequent fundraisings can be quite attractive to GPs
when compared to the possible payoffs arising from carried interest.
Academic evidence confirms that the venture capital compensation
model is not structured around achieving repeatable financial results and
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fine-tuned skills, but rather the management of financial assets. The
disproportionately generous fixed-fee components of GPs’ compensation
unduly contribute to the misalignment of the incentive structure between
LPs and GPs. While some LPs are aware that the fee-based orientation of
GPs essentially contributes to the destruction of the delicate relationship
and incentive structure between LPs and GPs, other LPs remain ignorant
of this reality. LPs, perhaps unaware of growing academic research on this
subject, allow GPs to raise larger funds, thereby contributing to the diminishment of their own financial returns. In many cases, GPs fully understand that the actual “sweet spot” for employing capital in the marketplace
is below their desired fund size and yet they are unable to resist their
appetite for increased management fees. Slowly, but surely, this undue
“bloating” contributes to the ultimate demise of the venture capital industry. As has been noted by academics, venture capital investing may be a
case of “money for nothing.”
“Industry experts” often claim that the consistent poor performance of
GPs should deter LPs from making further follow-on investments. While
academic research suggests that higher returns lead to subsequent fundraisings and higher fees, this same research is mute on the fact that poor
returns do not preclude underperforming venture capital firms from raising follow-on funds. On one hand, evidence suggests that average or
below-average GPs who are (or perceived to be) extremely skilled fundraisers are able to raise multiple funds. Evidence also suggests that LPs
tend to give at least two chances to newly formed GPs to succeed in their
efforts; this may result in a time period of two decades before any meaningful adjustments can be made to the industry. Furthermore, some LPs
rely on the historically fixed allocations toward venture capital as a
percentage of their total assets under management. In the United States,
allocations to venture capital hover around 15 percent of total market
capitalization; this implies that allocations to venture capital are more or
less automatic, or even fixed. If GPs continue to lose money, break even,
or generate returns below those available from public markets, they may
ultimately fall out of favor with LPs. At this point, underperforming partnerships are liquidated and underperforming GPs or venture capitalists
reconstitute themselves under a different umbrella as “new” GPs established on the basis of a new investment thesis, market focus, competitive
strategy, geographic focus, personnel composition, and so on. It is
astounding how many senior partners from underperforming or moneylosing venture capital firms float around the industry. If all else fails,
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the most persistent venture capitalists move to join other segments of the
venture capital ecosystem (i.e., intermediation or consultancy). Ironically,
many unsuccessful venture capitalists join LPs (i.e., pension funds, private
endowments, or fund-of-funds) as professional advisors, claiming significant venture capital industry experience. Moreover, “industry experts”
often assert that some of the biggest venture capital funds have
recently reduced their management fees (i.e., from 2 percent to 1.75 or
1.5 percent) as an example of a fundamental shift in their venture capital
compensation structure. What these experts fail to mention is that the
small percentage reduction in management fees has been offset by increases
in fund size; this ultimately results in a higher dollar value of actual compensation generated by management fees.

LPs’ Tolerance of “Subprime” (and Declining)
Returns from Venture Capital
In the previous chapter, we focused on venture capital returns and came to
three main conclusions. Firstly, venture capital returns have been on a
downward spiral since the highs of the 1980s and 1990s in virtually all
sub-sectors of the venture capital asset class, including buyout deals.
During the 1980s and 1990s, the historical “illiquidity premium” (i.e.,
venture capital returns exceeding returns from public equities markets)
generated by LPs was substantial; such healthy illiquidity premiums justified the risks integral to investing in private entrepreneurial firms. Secondly,
there has been declining performance among GPs. While venture capital
firms’ historical performance has been a strong indicator of GPs’ future
performance in the past, this is no longer the case. Thirdly, GPs have not
been able to generate an illiquidity premium above LPs’ minimum illiquidity premium equal to three percent. In view of these conclusions, we
must investigate why LPs continue to tolerate venture capitalism. Why
does the entire venture capital ecosystem continue to flourish?
GPs often claim that they operate within an investment business model,
which is grounded in successfully “riding out” negative stages of economic cycles. In other words, venture capitalists claim that there is always
a good time for venture capital investment. GPs claim that they are actively
engaged throughout economic cycles, whether buying entrepreneurial
firms or selling them. LPs, governments, and the public are often attracted
by venture capital’s supposed “immunization” against economic cycles.
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However, our analysis in Chap. 2 reveals that the correlation between
GDP growth rates and venture capital returns is too low for venture capitalists to legitimately claim that they are superior value generators
throughout different phases of economic cycles.
LPs continue to maintain a high appetite for risk. Furthermore, they
tend to erroneously believe that high-risk investment behavior must be
automatically “matched” with handsome financial returns. Unfortunately,
venture capital appears to take disproportionate risks in order to generate
returns commensurate with those available from public equities markets
(note that average venture capital funds are not able to typically match the
returns from public markets). As we argued in Chap. 2, the venture capital
compensation system is designed to incentivize the top-heavy risk-taking
behavior of venture capitalists.
While LPs over- or underweigh venture capital in their asset allocation
strategies, they continue to provide relatively automatic allocations to
venture capital; these allocations echo the diversification strategies
adopted by LPs, which have now become a part of mainstream investing.
LPs often pursue “bucket filling” tactics that focus on gaining some exposure to venture capital. They also focus on allocation algorithms in which
allocations reflect a percentage of total assets under management (or
another metric). Of course, these allocation strategies can prove problematic without first inquiring into the effectiveness and profitability of the
venture capital model. The main concern here is not about the benefits of
diversification, but rather how decisions pertaining to diversification and
allocations are made by LPs.
One of the more academic explanations for the disproportionate interest shown toward venture capital by LPs is the influence of the modern
portfolio theory (MPT), which outlines the benefit of a diversified portfolio in order to generate above-average returns. While diversification offers
some obvious benefits, the MPT may unduly pressure LPs to pursue venture capital (or even riskier asset classes) for the sole purpose of “fulfilling”
generalized diversification objectives.
Because of high costs and disappointed returns from venture capital,
LPs have continued to establish their own in-house venture capital operations. This action effectively overcommits LPs to the venture capital
ecosystem for a considerable period of time. LPs with in-house functions
are likely to continue their exposure to venture capital; they wish to test
whether this new venture capital model is financial viable.
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Investment “home runs” and spectacular exits (which are quite rare in
the venture capital business)—such as Facebook, Instagram, Twitter,
Zynga, Groupon, and others–unduly encourage LPs to vigorously pursue
venture capitalism (these mega successes are well covered by the mainstream media). These singular “investment hits” conveniently conceal the
realities related to the financial performance of an entire portfolio of venture capital firms. Financial returns from an entire portfolio often look
much different from those generated by individual deals.
GPs serve as revenue generators to their various advisors, consultants,
and other stakeholders; as we noted in Chap. 2, venture capital firms have
an innate need for advisory services. Such interconnections may be difficult to detach. The business relationships between venture capitalists and
advisors are not just symbiotic, but in many cases “parasitic”—especially
when we consider the discussion in Chap. 5 in which we concluded that
there is limited value in using external advisors to significantly improve
venture capital decision making. External consultants (i.e. accountants,
lawyers, environmental specialists, investment bankers, and other advisors) benefit from venture capital fees. Global advisory fees directly
connected with the venture capital industry may be equal to between
$8.3 billion and $15.4 billion per annum.1 Similar to the structure seen
between GPs and LPs, fees are often fixed and are not dependent on
whether or not GPs and LPs actually make any significant profits. In other
words, fees are paid regardless of whether or not venture capital firms are
successful. It is important to note that advisors can play a number of useful roles for GPs. As we noted in Chap. 5, advisors are frequently used as
“scape goats” in circumstances in which GPs’ have made poor investment
decisions, allowing for convenient “risk shifting” or for GPs to redirect
blame and responsibility for their poor decision making. The extensive
advisory ecosystem within the venture capital industry also increases the
perception of legitimacy across the venture capital industry. Adding to
the problem is the fact that some LPs (whether endowments, foundations, pension funds, or the general public) may be ultimately responsible
for paying these advisory fees.
Governments around the world have been attracted to stories of entrepreneurial growth and innovation. In the minds of many government officials, innovation is connected to venture capital (see our discussion in
Chap. 7 on this interesting topic). Unfortunately, because of misreporting
by the mainstream media and other publications, as well as lobbying by
industry representatives, governments have embraced venture capitalism
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as a conduit for entrepreneurial growth, innovation, job creation, and
moderation. The unduly favorable view of venture capital held by most
governments has had two main consequences for venture capitalism.
Firstly, the venture capital industry has been allowed to operate without
any considerable public and regulatory oversight; this is now changing,
especially in the areas of transparency and information disclosure.
Secondly, on the basis of claims related to venture capital’s impact on the
economy, job creation, and innovation, the venture capital industry has
been able to extract numerous concessions from governments, mostly
related to favorable taxation.
Lastly, it is important to note that venture capital has also benefited
from a “loose” global monetary policy. Operating in an environment of
low interest rates has been especially beneficial to the leverage buyout
subsector of venture capital. Access to “cheap money” has helped to shape
venture capital and has resulted in a scenario where engaging into financial
engineering can prevail over making operational improvements to entrepreneurial firms.

Adjustments to the Venture Capital Industry
The venture capital industry is not interested in change. Many venture
capital firms, as well as interconnected stakeholders in the venture capital
ecosystem (such as advisors), are highly content with the industry’s over-
bloated size, fragmented structure, supposed prestige, and positive media
coverage. As we noted in Chap. 2, GPs are particularly protective of their
lucrative compensation packages, which are the most profitable in the
entire financial industry.
While the venture capital industry is reluctant and resistant to change,
the triggers that could force the industry to implement changes may come
from at least two main sources. First, entrepreneurs could completely reject
venture capitalism as an optimal or even desirable mode of entrepreneurial
finance. Entrepreneurs increasingly view venture capital as a “commodity”
service. Of course, entrepreneurs’ perspective would change if venture
capitalists were to completely re-design or update their “toolbox,” but this
would require a substantial shift in their human resources model. Secondly,
LPs may increasingly withdraw their support for the venture capital asset
class. In some respects, this is already happening; GPs are often unable to
manufacture persuasive evidence to convince LPs of the superiority of venture capital in comparison to other investment asset classes.
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While it is not our objective to be prescriptive in this book (as detailed
suggestions would need to be proposed for every phase of the venture
capital investment process), we would like to highlight some critical areas
of adjustment for the venture capital industry. There are at least five
important areas of consideration: “right-allocating” capital to the industry, human resources in venture capital, venture capital decision making,
fund selection by LPs, and GP selection by entrepreneurs.
“Right-Allocating” Capital to the Venture Capital Industry
One of the most common themes repeated throughout this book relates
to the notion of “too much capital chasing too few deals.” Academics,
industry consultants, and practitioners have focused on this theme over
the years—that there is excess capital flowing into the venture capital
industry. Some observers note that the desirable amount of capital flowing
into the industry (in the form of fundraising dollars) should be equal to
about 50 percent of the levels seen currently. This number would be consistent with our discussion from Chaps. 2 and 3, where we noted that
about 75 percent of GPs underperform and should otherwise have significant difficulty justifying their compensation packages.
Reducing the flow of capital into the industry may be a simple and
elegant solution to some industry problems, but it is unlikely to resolve
the problem of the relationship between the amounts of fundraising and
financial returns from venture capital. Using data from the United States
in the period between 2000 and 2013, our simulation shows that a reduction of capital between 15 and 25 percent would benefit the venture capital industry in terms of maintaining more sustainable “illiquidity
premiums” (note that our proposed reduction is not as severe as some
observations from other specialists and academics). A detailed analysis of
trends in fundraising, GDP growth rates, and venture capital “illiquidity
premiums” shows that securing sustainable returns is less about the
amount of capital directed to the industry and more about timing of
these inflows.
The simulated analysis provided in Fig. 10.1 allows us to make a number of observations. Firstly, there is the obvious issue of LPs overfunding
venture capital (note that there are also periods of underfunding). Based
on the data simulation presented in Fig. 10.1, the average overfunding
over the selected time period appears to be equal to 292.0 percent. In
other words, on average, there is about three times more capital flowing
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Fig. 10.1 The simulated model of a comparison between actual and optimal
fundraising statistics in the United States between 2000 and 2013
Note: The horizontal line at the percentage value of 100 percent indicates the switch
point between overfunding and underfunding. Values above 100 percent indicate
overfunding, while percentage values below 100 percent indicate underfunding

into the industry than is optimal to generate a sustainable “illiquidity premium.” In extreme cases, the actual amounts exceed the optimal fundraising levels by 20-fold (2000), 7-fold (2001), 3-fold (2007), and 2.5-fold
(2008). Secondly, there are periods of sub-optimal underfunding. Note
that these periods are just as frequent as overfunding, but less substantive.
In other words, there are fewer mismatches between actual and optimal
funding levels. Thirdly, the periods of overfunding and underfunding are
grouped together, and their duration is relatively similar. Lastly, there is
only one ideal period (2005) where the actual and optimal fundraising
amounts are matched.
In general terms, Fig. 10.1 implies that GPs (and LPs) are choosing
sub-optimal times in which to pursue their fundraising activities—capital
flows into the industry at the wrong times. A consistent allocation of
capital by LPs to the venture capital industry is unlikely to have much benefit; this speaks against LPs’ commonly accepted and adopted strategies of
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“automatic allocations” or “bucket filling” toward venture capital.
Furthermore, there is evidence to suggest that fundraising (and investing)
in the middle of a positive economic cycle is more beneficial than fundraising (and investing) at its onset. As we noted in Chap. 2, the optimal and
ideal periods of fundraising into the venture capital industry (and investing
into entrepreneurial firms) are when GDP growth rates are on the decline;
this should continue until the beginning of a new economic cycle. In addition, capital commitments to the industry should be stopped toward the
end of a positive economic cycle and, ideally, two or three years ahead of
the cycle’s reversal.
We must highlight that the concept of “right-allocating” capital to the
venture capital industry is not an attempt to blame LPs for the industry’s
problems. While overfunding is a contributing factor toward many dysfunctional activities within the venture capital industry, there are also
multiple other factors that negatively impact financial returns much more
than periods of overly bloated fundraising. Complications in the venture
capital industry arise throughout the venture capital investment process
rather than in one specific stage (i.e., fundraising).
Improving Human Resources in Venture Capital
One of the most fundamental changes to be made within the venture
capital industry relates to human resources. Human resources will determine venture capital’s ultimate future potential for success. As we noted
in Chap. 7, the current cohort of venture capitalists may not be able to
provide optimal hands-on assistance to entrepreneurial firms. There are
limited quick remedies for this challenge; possible improvements are likely
to take significant time and include numerous endeavors.
There have been both negative and positive developments in regards to
personnel issues. In terms of negative advances, there are three main
points to consider. Firstly, “senior” venture capitalists who essentially
founded or inaugurated venture capital activities in their respective geographic regions in the early 1970s, mid- to late 1980s, and early 1990s
have been slowly retiring from the industry. These individuals remember
the industry’s humble beginnings and struggles, and held a philosophy in
which venture capital was a “business of building businesses”; strong
financial rewards, which may not have been the ultimate objective, have
followed this philosophy. This particular human resource loss is significant
because the industry was most successful during their participation; such
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individuals could perhaps bring the industry back to what it once was.
Without the involvement of these founding venture capitalists, any meaningful changes may be unlikely to occur. Secondly, today’s venture capital
firms intake and rely upon MBA-types and consultants as their main
human resource forces. As we noted in Chap. 7, such individuals often
lack the necessary practical real-life business experience that is likely to
translate into value creation for entrepreneurial firms. Thirdly, while training for apprentice (and more senior) venture capitalists is generally considered to be desirable, most venture capital associations offer only limited
educational opportunities that more strictly focus on improving investment managers’ ability to be more effective “deal processors.” Venture
capital education rarely focuses on venture capitalists’ shortcomings with
respect to real-life, practical business situations. This discrete education
also omits other critical areas of focus, such as a decision sciences-based
approach to decision making.
There have also been some encouraging advances for human resources
in venture capital. The most significant of them is the continuous entry of
business angels into the institutional venture capital industry. The entry
of these business angels has occurred directly as a result of their investment operations becoming more formalized (or even institutionalized),
or indirectly through their employment by established venture capital
firms. As we noted in the introductory chapter, business angels are much
more successful than institutional venture capital firms at providing superior hands-on assistance to entrepreneurial firms, lowering entrepreneurial firms’ failure rates, and generating consistently superior average
returns. Moreover, LPs are beginning to develop their own internal, inhouse operations. This is a hopeful development for the venture capital
industry because many LPs have continued to learn from the mistakes of
the GPs they once supported with capital. LPs are often able to detect
sub-optimal human resources functions in venture capital and would
hopefully move to address such critical issues. It is therefore reasonable to
expect that they would build their own in-house venture capital operations on the basis of a distinctly different cohort of investment managers.
Lastly, corporations are showing increased interest in venture capitalism;
this is a positive development, as these institutions tend to have superior
human resources and capital.
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Venture Capital Decision Making
We noted in Chap. 5 that venture capitalists commonly rely on cognitive
biases and shortcuts when making investment decisions. We also noted
that venture capitalists are not well-celebrated decision makers because
their decision sample size tends to be relatively small and decision events
are “decoupled” in time and space with actual results. Venture capitalists
are overconfident investors who have demonstrated a high probability of
making wrong decisions; consequently, they struggle to properly screen
and evaluate entrepreneurial firms.
Presenting a comprehensive model for venture capital decision-making
is beyond the scope of this book. Nevertheless, it is important to highlight
that there are actuarial (statistical) models, which can assist venture capitalists in their decision making. These models can moderate, reduce, or
entirely eliminate many of the problems related to venture capitalists’ cognitive impairments. As we noted in Chap. 5, such models recognize that
small risks can quickly amount to significant uncertainties and unpleasant
business outcomes. Most importantly, experimentation proves that these
models are able to predict outcomes better than venture capitalists.
Unfortunately, these models are rarely used within the venture capital
industry. Venture capital decision making can also benefit from even more
basic tactics, such as developing alternative hypotheses and cases, collecting information in a systematic manner, and embracing less quantifiable
information.
Fund Selection by LPs
As noted in Chaps. 2 and 3, LPs possess a relatively weak bargaining power
with respect to GPs. LPs’ bargaining power can be significantly enhanced
through the right selection process or even an outright rejection of venture capital (if it is found to be sub-optimal). The process of selecting GPs
is complicated by two recent developments. Firstly, the most recent academic research indicates that there has been limited persistence with
respect to venture capital performance; in other words, the venture capital
super-performers of the past may not be in a position to repeat their success in the future. Secondly, selecting the top performing GPs over the rest
of the GP pool can result in significant differences with respect to financial
rewards; there is a significant drop-off in returns between the top quartile
funds versus others.
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The selection of the right GP is inherently difficult for LPs because the
ultimate selection depends on LPs correctly assessing the many intangible
qualities of GPs’ operations, such as general investment techniques, operational styles, treatment of entrepreneurs, and so on. Any analysis of GPs
should include a combination of quantitative measures (i.e., returns, exit
execution, and deal flow) and qualitative measures (i.e., management,
market strategy, target ownership, investment approach, market strategy,
investment themes, deal terms, and so on). While LPs predominantly
focus on quantitative measures, they often lack the expertise to conduct
proper due diligence on the “softer” aspects of GPs’ operations.
The Pursuit of Superior Venture Capital Experience
by Entrepreneurs
An entrepreneurial firm’s experience with an “average” venture capital
firm is likely to be a disappointing endeavor both in terms of financial
performance and value creation. The most relevant question to ask in light
of this is how can an entrepreneur seek out the best venture capital firms.
While venture capital firms perform investigations into their investee
firms, most entrepreneurs naively assume that all venture capital firms are
created equal; of course, this is not the case. Entrepreneurs view securing
capital from any venture capital firm as a major accomplishment in its own
right, never mind the venture capital firm’s credentials, past track record,
returns, or management. We argue here that if the entrepreneur is faced
with the choice of co-operating with an “average” venture capital firm or
receiving no capital at all, the entrepreneur should choose the latter. This
conclusion is based on the fact that value creation built upon an entrepreneurial venture’s own merits is likely to exceed the value creation that may
result from the participation of an “average” venture capital firm. As noted
in Chap. 4, entrepreneurs should draw significant comfort from the fact
that developing a young entrepreneurial venture on their own merit or
through the use of other modes of entrepreneurial finance can be a viable
developmental strategy. Academic evidence suggests that without venture
capital backing, entrepreneurial firms are still able to grow their business
and achieve strong market and financial success (albeit at a slower pace).
There are a few items for entrepreneurs to keep in mind when selecting
the best available venture capital firms. Firstly, evidence suggests that “firsttime” venture capital firms are likely to be money-losers for their LPs and
poor generators of value for entrepreneurial firms. While notable exceptions
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may exist, first-time venture capital firms should be avoided. Secondly, the
venture capital firm’s track record in its relevant industry is extremely
important. The most critical determinant of business success is to “bet” on
the right market. If the potential partner lacks relevant industry experience,
they will be unable to exercise proper judgment on this critical component
of value creation. Thirdly, one should understand the characteristics of different venture capitalists. Entrepreneurs are advised to avoid “financial propeller heads” and seek true “business companions.” Moreover, checking
references is vital. Entrepreneurs should request at least five contact details—
three from past investee firms and two from current investee firms. Any
hesitation to provide references should lead to that venture capital firm
being immediately deleted from consideration. Questions to reference
investee firms should relate to the firm’s level of involvement, value-added
behavior, fairness and equity in financial contracts, and ability to deal with
conflict or crisis situations. Due diligence should also involve a one-word
summary recommendation: yes or no. Furthermore, top venture capital
firms rarely look at unsolicited offers of investment. Entrepreneurs should
seek appropriate networking opportunities and introductions to secure
the right partner or continue to develop the business and wait for another
chance to do this. Lastly, running a competitive tender process among
venture capital firms is important. Signing a long exclusivity period is not
advisable, as most venture capital firms never do this.
Chapter Summary
1. In the past, venture capital defined itself as being “a business of building businesses;” today, it is unclear what business venture capital
firms are really in. While GPs continue to satisfy a small portion of the
capital demanded by entrepreneurial firms, they are not able to provide optimal hands-on assistance, nor are they able to provide satisfactory returns to capital providers.
2. Even though GPs generate “subprime” and declining returns, the
venture capital ecosystem continues to flourish; this may be explained
by LPs’ incessant appetite for risk and above-average returns, false
conceptions of venture capitalism and the returns it generates, automatic allocations toward venture capital, a continuous search for
investment home runs to “make up” for losses or poor returns on
previous investments, and the seemingly “perpetual” interconnection
between the various stakeholders in the venture capital ecosystem.
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3. Most venture capitalists are generally pleased with the venture capital
industry’s current structure and dynamics; this satisfaction is driven
by their addiction to management fees.
4. There are multiple adjustments that should occur within the venture
capital industry; these adjustments include “right-allocating” of capital to the industry, improving human resources within venture capital, enhancing venture capitalists’ decision-making abilities, and
performing more comprehensive due diligence.

Note
1. This calculation was made on the following main assumptions: the total
global venture capital industry size: $2.4 trillion; the average venture capital
fund size: $350 million; the average annual amount of deals closed per fund:
4 deals; the average deal costs: $0.3 million; the average annual number of
IPOs and trades sales: 4800; the average “success fee” in an exit situation:
two percent; the average fixed costs to advisors to achieve an exit: $0.2
million.
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