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mary macpherson: welcome

Good morning and welcome to Coffee & DoughNets. I'm Mary MacPherson, Executive Director of Morino Institute’s Netpreneur. On behalf of the team, thanks for coming this morning.
	In the early part of 2001, the Mid-Atlantic Venture Association (MAVA) began conducting a survey of the attitudes of its members. As we at Netpreneur watched the survey unfold, we saw an opportunity to learn the degree to which the attitudes of entrepreneurs were in sync with those of the venture funding community. We began conducting quarterly companion surveys of entrepreneurs last summer, and the most recent results of both surveys are now available.
	Those surveys are what sparked the idea for our program this morning. What we had hoped to achieve in doing them was to identify differences between the perceptions of entrepreneurs and private equity funders in our region. The data showed that there is a disconnect between these two groups, in part because many entrepreneurs are not aware of some of the dynamics of the venture industry. We’ll try to remedy that today with “VC Confidential: Understanding What Drives Venture Capital Investing.”
	Before we begin, however, let me acknowledge the volunteers who helped us this morning: Harish Bhatt of SingleSignOn.Net, John Grespin of i-Base Data Services, and Anje Berger of We Grow Companies. We couldn't do these events without the help of our volunteers. Also thanks, of course, to the Netpreneur team members who work tirelessly to make these events happen, to TVworldwide.com, which produces and hosts our video, and Web Surveyor, which we use to conduct post-event surveys.
	Now, without further ado, let me introduce John Burke of ABS Ventures who will lead us through our discussion.


the panel: inside the venture industry

Mr. Burke: Thank you, Mary, and thank you all for coming today. We hope this is going to be a great opportunity for all of us to learn something about a part of the VC process we don't normally see.
	The news is filled with arguments between Limited Partners (LP) and General Partners (GP). Perhaps I should say “disagreements” rather than arguments. For example, funds are giving back or releasing LPs from capital commitments. We tried to bring in some of the LPs from the area who can talk about this, and about how they think through their relationships with venture funds.
	Before we get started, I want to cover a little bit about the process of how a fund works. Jack Biddle, you've raised a couple of funds at Novak Biddle Venture Partners and have been very successful at it. Talk about how that process works, and, if you could, walk us through the fund-raising process.

Mr. Biddle: In the venture business, most of the capital comes from very large institutions. Interestingly, it used to be illegal for institutions to invest in venture funds because it was considered too risky. In the 1970s, the law was changed -- the “prudent man” rule was changed -- and it was deemed prudent to have a small percentage of your portfolio in alternate investments. The fact is that, statistically, the venture business has not been very risky. It has been the highest performing asset class, so a lot of the large insurance companies, endowments, and pension plans typically allocate 5-10% of their portfolios to private equity. Like any business, there are people who are better at it, and those are the institutions that we've worked hard to try to get as investors in our fund. They understand it's a long-term business, and we wanted people who would stick with us during times like these.
	You hear a lot about defaults. We haven't had any defaults. We have a blue chip limited partner base, but it's taken us years to develop those relationships. In a lot of cases, we have investors that we've been courting for six years. It's tough to raise a fund and it's really tough to get the kind of investors who will stick with you in times like today.

Mr. Burke: Before we get into the discussion, why don't we introduce our panel. George, why don't we start with you?

Mr. Wilcox: I'm George Wilcox, Managing Director of Bessemer Trust. We manage about $35 billion for about 1,500 families. A little over $3 billion of that is allocated to private equity and split evenly between venture capital and buyout. We participate in venture capital through our own firm, Bessemer Venture Partners. On the Bessemer Trust side, when we invest in venture capital, we do it through a “fund of funds” approach, which is simply raising a pool of money, and, rather than investing it directly into companies, we invest it into other venture capital funds. We've got a fairly rigorous process for screening those funds.

Ms. Burkett: I'm Catharine Burkett, Director of Private Investments at the University of Richmond. We have a $1 billion endowment of which aggressively about 30% is earmarked for a broad category called “opportunistic.” That includes early stage ventures and things like oil and gas partnerships and subordinated debt funds. We have about 40% of that in the early stage, where we invest only in funds and do not make direct investments.

Mr. Wade: Good morning, everyone. I'm Brian Wade from the Virginia Retirement System (VRS). I'm the Senior Investment Officer there, responsible for our private equity portfolio. The VRS has approximately $36 billion in assets, and our private equity portfolio is currently valued at about $2.2 billion. We have a balance between venture, special situations, and buyouts. I think we're one of the longer-standing limited partners in the asset class. We've been investing in private equities since 1989.

Mr. Burke: Great. When the entrepreneurs in the audience approach a venture capitalist, it's critical for them to understand how you get paid so that they can think through their approach. Jack, could you explain how a venture capitalist gets paid?

Mr. Biddle: Well, the economics has two parts. There's a management fee, which we'll talk about later, usually between 1.5% and 2.5% of your commitment to the fund. You will pay that for as long as 10 years. These are 10-year partnerships.
	The real money in this business comes from the carried interest. Historically, you typically got 20% of the profits on the portfolio, so, if you turned $100 million into $1 billion, you were going to make $180 million. The last few years, the carries for firms like Kleiner Perkins Caufield & Byers have gone to 35%.
	When we had a return environment that was 50%-80% internal rate of return (IRR), it didn't matter. In a 17% IRR environment, however, those management fees will kill your returns, so that's where a lot of the friction is coming from now.
	When I started in the venture business in 1983, our four limited partners were the four largest venture funds in the country. Each had $100 million. The economic model was built along these lines: with $2 million dollars you pay your rent and your salaries and your staff, and you don't make very much money. Now, when you run into $1 billion and you're getting $20 million dollars in management fees, some of these VCs are making $5 million and $10 million salaries with no risk. That's the problem right now.

Mr. Burke: When you started, Jack, $100 million was the largest fund, now we have multi-billion dollar funds. How has that changed your outlook?

Mr. Biddle: I've been pretty public that I don't think the economics work for an investor in a billion dollar partnership.

Mr. Burke: Why not?

Mr. Biddle: Historically a $100 million profit on an investment was a once-a-career event for a rock star venture capitalist. If you're running $2 billion, you have to have 20 of those. Having these companies bought for $2 billion, none of this stuff ever worked. They got shut down. Historically, to make a billion dollars on an investment, you had to invest in DEC in 1954 and hold it for 30 years. It just doesn't happen.
	Our $125 million fund is considered tiny. In fact, a lot of our limited partners were saying that we should raise $400 million to be taken seriously. With $125 million, I think I can make $25-$50 million on a couple of deals and return capital, then have a couple more deals that will generate the profits that people expect.
	The important thing to understand with a group like VRS is that with $36 billion they have a lot of options. They can buy Guatemala. They don't have to invest in venture capital, so we have to outperform the other investment options they have, and that's not easy to do. The returns have been high, it's attracted competition, and competition destroys profits. That's the hard part.

Mr. Burke: What about the LPs? George, you represent wealthy families. How do you look at these $100 million funds in comparison to the multi-billion dollar funds?

Mr. Wilcox: Over the years, we've been in probably 60 to 70 funds. Some of them are the billion dollar funds. We don't mind placing money with the billion dollar funds, because, if they're focused on later stage, the rounds are typically much larger and it's easier to deploy a fund that size. I would agree with Jack that if you're doing early stage investments and you've got a billion dollar fund, you have to have a pretty big staff to be able to effectively screen the number of deals you need to look at and do the due diligence to get that money to work within a four to five-year period. That’s the typical deployment window for a new fund.
	We're not opposed to the billion dollar funds. We're in a number of them and we watch them closely for style or stage drift, which is something that's important to us. When you go into a fund and they say they're software-specific, for example, you want to make sure they're not investing in optical networking companies or otherwise leaving their area of expertise. Funds have to stay focused just like entrepreneurs are expected to stay focused.

Mr. Burke: As an LP, can you pull out of a fund if it is performing poorly and not doing what they said they were going to do?

Mr. Wilcox: Not without some problems. Legally you're bound not to. You make a monetary commitment upfront, and it's called down by the VC over a period of years. You deliver the funds at each capital call, and you are legally obligated to meet them. We've never done it, but there have been a number of instances where, for one reason or another, other LPs have failed to meet capital calls. Typically it's because the LP is distressed, in which case they try to find a replacement. In fact, an enormous secondary market has emerged for private equity interests.

Mr. Burke: Catharine and Brian, how do you look at these large funds?

Ms. Burkett: We are absolutely opposed to the large funds. We do not participate in the large funds, with one or two exceptions for funds that grew over time and have been very successful for us. We definitely have a value bias and prefer the smaller funds, usually a venture capital firm at about its third fund when they're gathering momentum but haven't gotten so big that they're no longer hungry and are still very well disciplined.

Mr. Wade: We're in several of the larger funds. Internally, we made a commitment to actively increase our venture exposure in the 1995-97 time frame, but, as the mega-funds emerged, some of those that we already had exposure to we looked to cut back, or, in some cases, we didn't make follow-on investments.

Mr. Burke: As a result of the performance?

Mr. Wade: As a result of the performance and the issues that George and Jack already brought up.

Mr. Burke: How closely do the LPs look at the investments that the fund has made? Do you only concentrate on the fund level, or do you look at the portfolio companies, too?

Mr. Wade: We definitely review the portfolio companies. We look at it from a macro perspective, but we also drill down to the portfolio companies. We've got software in-house that specifically enables us to monitor portfolio companies.

Mr. Burke: Are any of you LPs at all involved in any of the investment decisions for the fund? Do you look that closely?

Mr. Wade: No.

Mr. Wilcox: No, I think you would be shot down pretty quickly if you tried to get involved in the general partner’s investment decisions. We do monitor the portfolio companies for style and stage drift. If it's an early stage fund and they start making late stage investments, we're going to want to know why. In 1999 and 2000, a lot of later stage funds became seed and Series A round investors, and that's a problem.

Mr. Biddle: Limited partners do get involved at one level.
	We're prohibited from investing dollars from one partnership into deals of another partnership. They each have to stand on their own. The reason is that if you get 20% of the profits but none of the losses, it creates an incentive to put all of your winners in one fund. So, we're not allowed to do what's called “crossover investing” without the approval of our institutional investors. I have a call later today because I have a third fund and we've got $115 million of dry powder. I have a company in my second fund that's doing a financing that will happen with or without us, but I think it's attractive. I have to get their permission to do that.

Mr. Burke: How closely will they scrutinize that decision?

Mr. Biddle: It will vary. I got five emails yesterday from limited partners who said, “We trust you. Use your judgment.” If I call today, I'll probably have a couple of people who will push and make sure that we're not . . .

Mr. Burke: And ask detailed questions?

Mr. Biddle: Yes.

Ms. Burkett: As to scrutinizing portfolio companies, you're doing it to monitor performance, to make sure that they're doing what they said they were going to do. You're probably also going to be faced with the decision of committing more capital to the same group, who will undoubtedly raise another fund before they're through the 10-year cycle of this fund. It's very, very important to keep that monitoring going so that you can be prepared to make the next decision.

Mr. Biddle: I have two limited partners on this panel. One of them talked to every single CEO of every company we've ever been involved with. Before the commitment is made, there's a lot of due diligence.

Mr. Burke: Was that a first-time investment or a second fund that they were going to participate in?

Mr. Biddle: First time, but they had been following us for six years.

Mr. Wilcox: I would add only that institutional investors don't typically get involved with portfolio companies. There are special limited partners, however, who are typically successful former entrepreneurs. They have invested in the fund and they sometimes help generate deal flow. If they've got expertise in a particular area, they'll contribute it to the general partner on an as-needed basis.

Ms. Burkett: Otherwise, we only get to meet entrepreneurs at the annual meetings, at the cocktail hour, or at lunch. For most of us, that's a good way to keep in touch with how our fund and their portfolio companies are doing.

Mr. Burke: Given all the advice we give to entrepreneurs about “focus, focus, focus,” and “target the venture capitalists you want to approach,” should they also look at the limited partners of a fund? Do you think that should make a difference to the entrepreneur, or is all money green, so it doesn't make a difference?

Mr. Biddle: Well, the people who thought all money was green and took the highest price a couple of years ago are out of business. In the last three investments we made, there were multiple term sheets on the table. Ours had the lowest price and the entrepreneurs went with us. I think the reason is that we've stuck with our companies when we've had companies in trouble. We fight to the last dog. For the entrepreneurs, this is their one shot. We do deals all the time. If we lose a company, it averages out, but for the entrepreneurs, they get one shot. Today they want to go with the guys who have a 60% on-base percentage instead of a 20% on-base.

Mr. Burke: Do you think the entrepreneurs know who your LPs are?

Mr. Biddle: I don't think so.

Mr. Burke: Do you think it matters?

Mr. Biddle: I think today they don't, but a lot of hot money came into this business and is leaving the business. They came in at the peak and they're gone. Accenture just shut down their venture group -- $500 million, just gone. When we started our fund, we saw the industry crash in the 1980s. It was predictable. Groups like VRS are committed to the asset class. They understand the game. You have to be in it all the time. You don't go crazy, just nice and steady. Those are the people we wanted in our fund. We have capital. The majority of the funds in the region are not going to be able to raise another fund. Some of it is because they haven't done a good job, but some of it is that they have the wrong kind of limited partners.

Mr. Burke: What are you limited partners seeing on a macro level now? You see lots of pitches, you evaluate lots of funds, what are the general trends that you are seeing?

Mr. Wilcox: First-time funds are having a very difficult time raising money. You have to have a track record. If you've made money with a fund before, there's a good chance you'll go back to them.

Mr. Burke: But, as Jack was talking about, it's a 10-year partnership. They'll make investments for the first four, then they're going to start raising a fund again. In that case, you're going to be evaluating funds that may not have any returns yet. How do you evaluate that?

Mr. Wilcox: We typically don't. We generally won't invest with a firm if they're on their first or second fund, or if they don't have some exits under their belt that they can show us.

Mr. Burke: So you'll just wait?

Mr. Wilcox: Yes. We typically invest with the firms that have been around for a number of years. We do make exceptions, especially when the general partners are from other firms and have transferable track records, such as a number of exits that they can show. For people starting a first-time fund who don't have a number of exits under their belt, however, there isn't anything that we can look at, so the chances of them getting funded from Bessemer are very slim.

Ms. Burkett: There are first-time funds in the market right now that are getting funded mostly by their friends and family. Institutions just aren't looking at them now because the situation has cooled considerably.
	I would also say that the high profile funds, if they can, are staying out of the market at this time and working their portfolios so when they must come to market, they will come with some results, or at least some understanding of the direction in which their portfolio is going. As a result, you're definitely seeing a lack of urgency and a calmer market than there was even a year ago.

Mr. Burke: So Catharine, would that affect your judgment at all? If a VC comes to you that has raised one fund from friends, family, and individuals, and now they have some track record, would you think about it? Would it make a difference to you?

Ms. Burkett: It might make a difference. It might not tip me over the balance, but I might give them more of a hearing than I would have the prior time.

Mr. Biddle: You also have to understand the psychology of being a business. If an institution invests money in one of the high-profile VCs, such as New Enterprise Associates (NEA), and loses money, it's NEA's fault. If they invest in me and lose money, it's their fault. There's a strong institutional bias to back the IBMs and NEAs of the world.

Ms. Burkett: You don't get shot for that.

Mr. Wade: The majority of our general partners, specifically our venture managers, came back to market in 2000 or the beginning of 2001 and significantly decreased their investment pace. Most of them seem to be concentrating their efforts on their existing portfolios. As a result, most of the GPs we have exposure to aren't coming back, or we don't foresee them coming back, in the near term. Those we do see, as Catharine and George said, are the first-time funds, those with maybe some small, discernible track record working into their second fund. While we may take a meeting with them, it would be very difficult for us to get to the end.

Mr. Burke: So, the environment for funding these venture funds has changed. Lots of entrepreneurs think that the process is broken, for lack of a better word. It's very difficult, particularly for early stage companies, to get funded. How is this pressure that we've been talking about affecting that?

Mr. Biddle: There are two sets of issues. One is just raw economics. It's going to take twice as long and twice as much money for half the return to make an investment successful. As a result, the wealth that the company has to create to justify the investment is much higher than it was a couple of years ago. The economics have changed.
	The other issue, from my standpoint, is that these people on our panel are very high quality investors, and I'm going to go to all three of them in a year or two and ask them to invest in my next fund. Our numbers for the last few years aren't going to be terrific. I think they're going to be better than the vast majority of people that we compete against, but, as I said earlier, LPs have alternatives. They own bonds and real estate and office buildings. I would rather outperform their alternatives, and I think it's going to be very tough to do that in venture because there's still too much money in the business. I need to make investments that not only return, but are sensible, logical, and make sense to my limited partners. I'm not going to take any companies public in the next year or two, and you're crazy to sell a good company today, so the companies we sell are our bad companies. I'm not going to have a lot to point to in terms of results, so I need to do deals that make the economic hurdle. I also have to do deals that are sensible to limited partners so they can see that I'm a better investment than buying an office building. That's what they'll do with the money if I don't deliver.

Mr. Burke: You've got investments that are illiquid, they're tied up for years, and they've been tanking for the last couple of years. What are LPs doing investing in venture capital these days? What percentage of your total investments is private equity as an asset class? Is it going down? Going up?

Ms. Burkett: It's declining in value, that's for sure.

Mr. Wade: We got as high as 10% of the value of the fund in very early 2000, and we're fortunate enough, through some of our stronger general partners, to take a significant amount of money off the table. Now we're down to a little over 6% of the fund.

Mr. Burke: What has it been historically?

Mr. Wade: It's been somewhere between 5% and 10%. We typically don't like to get above 10%, but we did, essentially because of valuations. As Catharine said, our percentage has decreased because the value of our portfolio has dropped, but we're not going to change our direction as far as dropping out. We'd never make it trying to time the market and we don't expect to do it now. In some respects, now is a decent time, from our perspective, to ensure that you stay active.

Mr. Burke: So you're committed?

Mr. Wade: Yes.

Mr. Burke: George?

Mr. Wilcox: We're at about 10%. We manage about $35 billion, and about $3.5 billion of it is in private equity.
	You touched upon something in terms of vintage risk that's changed for us in the last 24 months. When we deploy capital in private equity, we look at diversification by sector. We invest in some firms that are generalists, some with an optical networking focus, some software. We want diversification across sectors, and we want diversification by geography, especially with regard to early stage funds which tend to have a very narrow geographic focus. We want diversification by stage. We don't want to just invest with early stage investors, so we place money with expansion and later stage funds also.
	Something that most investors hadn't really looked at was vintage risk. Typically, we would raise a fund every three or four years, a $600-$700 million dollar fund, then we'd be out of the market for three or four years, then we'll raise another one. There's inherent risk there. When you look at the numbers historically, the returns that you'll get out of a fund depend heavily upon its vintage year, so we've moved to a vintage model. We raise a fund every year, a smaller fund, and we're putting money out in the market every year. This way we get the vintage diversification that we think is critical.
	Yes, private equity valuations have come down, and funds have been marking down their portfolio companies. That will probably continue for another 12-18 months. The worst of it is probably behind us. The past 24 months have brought out a couple of phrases that we haven't heard around our shop in a long time. The first is, "Recessions catch what the auditors miss." The second is "Investing money is easy, getting it back isn't."

Mr. Biddle: A key point, though, is that venture, as an asset class, has beaten the public markets by 400 basis points. That's a lot over a decade, but it's not a huge difference.
	Something like two-thirds of all the venture capital invested since Columbus has been invested in the last 36 months. In the venture business, what we're going to do as an industry is assume that you've invested in all of our funds since 1970 and we're going to show great numbers. That's really not the way it's worked. If you gave me $100 million in 1990 and I gave you back $300 million, then you gave me $1 billion and I gave you back $500 million, I can report a great IRR, but you lost your shirt.
	Right now we're in the situation where the absolute dollars are so big during these terrible vintage years, they'll be the worst ever. That's going to create a lot of pressure from the boards that oversee these institutional investors. Maybe they’ll say, “We want to do less private equity and buy Guatemala.” There's going to be pressure, I think, to shrink the pool. My competition is getting a lot tougher because we're going to be fighting for less money.

Ms. Burkett: We are looking at ways to diversify our private equity, including in the venture stage. One of the things we have in our early stage portfolio -- which I'm not really sure belongs, but has certainly helped us a lot in terms of our performance -- is venture lending and leasing kinds of opportunities. There are other ways to participate in the category and balance your returns in the process.

Mr. Burke: As LPs you have a unique view into venture funds. Most of these funds are private. They don't have to report results publicly, so you see what's behind the curtain in terms of the blood-letting that's been going on. When you look out over the next 18 months, is the blood-letting over? Have we seen the worst of these returns?

Mr. Wade: I think we've seen the worst, but it's definitely not over. I think there's another round, say, in the next two to three quarters. Companies that were over the hurdle in the last go-around aren't going to make it.

Ms. Burkett: We've seen some bad news. Some of the funds I've been looking at lately, in terms of their annual meetings, have one or two really good companies that are coming along. If those don't make it, the fund is not going to make it. We're at a critical juncture. We may not see the drastic number of write-offs, but some of the write-offs going forward could be key.

Mr. Wilcox: I think we'll still have write-downs in the next 18-24 months. There will still be companies that get shut down, but the worst is definitely behind us. It's not all doom and gloom for the entrepreneurs. There's a tremendous amount of money on the sidelines. We raised a $600 million dollar fund in 1999, 100% of it is committed, and only about 30% of it has been called, so it's probably time to start putting some money to work.


the audience: q&a

Q: I'm Walter Ludwig with a new company called Difference Engines. The sort of dramatic errors of the last three years on the part of VCs and entrepreneurs have created a reduced set of expectations for entrepreneurs as they seek venture capital. I'm wondering whether or not you have reduced your internal expectations for IRR in a similar fashion.

Mr. Biddle: A couple of years ago, everybody was saying that if you're not generating 100% IRR, you're not doing your job. You could do it on the back of an envelope. $100 billion was the commitment amount to a VC two years ago. With 100% IRR, the 1999 vintage startups would have to produce the entire gross national product in seven years. It's not likely to happen. You knew the numbers were going to come down.
	Before something like 1986, not one single institutional venture fund ever lost money. It might take eight years to get hold, but nobody ever lost money in this business. This is the first time that people are losing money. I'm an investor in venture funds personally, so I see the numbers. There are big franchise venture funds, big household names, that may return 20 or 30 cents on the dollar for some of these periods. It's that order of reduced returns.
	However, I think that the asset class has a competitive advantage -- the barriers to entry, the difficulty of raising the first fund, the fact that good funds tend to get the good deals -- it feeds on itself. I think that venture capital will continue to outperform the public markets forever, but that may not be saying a lot for a couple of years.

Ms. Burkett: A lot of venture funds are doing what we do to our boards, they are managing our expectations. They were telling us two, three years ago that these 100% returns weren't going to continue. Certainly, if they were rational people, they were telling us that. We, in turn, having been managed by them, are trying to manage our constituencies, too, “Be realistic about returns going forward.”

Mr. Biddle: I know one university that took the numbers the GPs provided and discounted them another 35%. What they're doing now is lowering their discount as the portfolio value drops. They're telling their board that it's flat, because they set the right expectations.

Q: My name is Cy Weinstock, I'm in the uncrackable encryption area. I find that when I talk to investors, their technical expertise seems to be limited, which affects their knowledge of the investment activity. While I've had people wanting to give me money, I didn't feel it would work out if they didn't understand the market and the expected return. I find that losing the money is tied in some part to the lack of technical expertise, which is tied to the business decisions.

Mr. Biddle: We have a very good relationship with some of the top experts in the field. Your stuff is going to go straight to them, and, if they tells us it's awesome, we're going to take a serious look at it. At our shop, our people are pretty technical and we have very good relationships with people who are extremely technical.

Mr. Burke: That goes to what we always tell the entrepreneurs: Focus on the VCs who have the expertise in what you're trying to do.

Mr. Wade: It's one of the key things that we look for.

Mr. Wilcox: Even so, it's unrealistic to expect most VCs to know your technology as well as you know it. You've been living that technology for years, presumably. They're going to get outside help. They can't know it as well as you do.

Ms. Burkett: And technology isn't the only thing. We're counting on our venture capital firms to build companies that are going to provide returns.

Mr. Wilcox: Technology is actually secondary. When we invest in funds, just like when funds look at entrepreneurs, they're looking first at the people, then, second, at the product or the technology. We do the same thing when we look at funds. We're more interested in the people.

Mr. Burke: I have some questions on cards from the audience and some sent by email. Here’s one: What is your time horizon for profitability?

Mr. Biddle [Laughing]: Before we run out of money. 
	Seriously, it's a difficult question. If you've got a company that's burning $30 million a year and co-investors who aren't particularly strong or haven't done a good job, the company needs to be profitable tomorrow or I'm going to lose all my money. If I have a strong syndicate and a company that's got a manageable burn rate, it could be three or four or five years.
	The thing we're trying to do in venture capital is build what I call a “magic box” where you put in a dollar, turn the crank, and two dollars come out. That's what we do. We invest before that box is built. Once the box is built and it works, you want to pour money into the machine because it works. I have companies and they can lose all the money they can raise because the model works. It varies.

Mr. Burke: During the rigorous due diligence process, what considerations or weightings are given to the strengths and weaknesses of the management staff, both from the company's standpoint and then when the LPs are looking at the funds?

Mr. Biddle: It depends on what they're trying to accomplish. There's usually two or three things that are the “secret sauce” in a deal that have to be pulled off. Those are the things we've got to focus on. If we have an inventor who has come up with something that's just over the top, we'll build a management team. If we have somebody with a pretty good idea and they haven't been top of their class in everything they've ever done, we're probably not going to make the investment. It depends what the secret sauce is. Most companies have a good idea, they've got an advantage, they've got a year. The management team is going to be the key.

Mr. Burke: From the LP’s perspective I would imagine there are fewer secret sauce ingredients. How would you view the management team?

Mr. Wilcox: For us, it's the people -- their character, honesty, integrity. Do they have some entrepreneurial scar tissue? That's important. Beyond the people, it's the track record. Do you have some exits you can show us?

Mr. Wade: One of the things that's important for us is whether this group has worked together previously. Is the track record such that they're not coming together in one cohesive unit for that present fund?

Ms. Burkett: In the process, we ask what they do to build management teams, and what their success record has been in building management teams or filling certain slots. Do they work with headhunters? Do they have good networks among the entrepreneurial community to fill those vacancies?

Q: I’m Ike Broaddus with GURU NETworks. We are a software company. We have products, customers, revenue, and we're looking to raise a number that seems to be somewhere in No Man's Land between the angels and the VCs. I'm wondering, do we pare down the business plan and go angel, or do we bulk it up and go for VCs? We're looking for $1-$1.5 million. What is the dividing line and has it changed in the last year or so?

Ms. Burkett: I've heard the angels flew away.

Mr. Biddle: One of our investors has the expression: “The tourists have left.”
	If you've got $1 billion, it's not economic to make investments at that size. The numbers don't work to write a small check. However, you've got a lot of funds in the area with $50 million, $100 million, $200 million. We've invested as little as $50,000, and I want to be able to get $1 million to $5 million into the company over time.
	That's part of the reason why we're small. Our definition was: If 10X on a $1 million investment is immaterial to your returns, you can't make million dollar investments. With a $125 million fund, $10 million is material to me and my limited partners. We'll make $1 million dollar investments, just getting traction. It's fashionable compared to a couple of years ago, but it's not enough.
	In venture, most of the people who got rich in the computer industry were software people, and they couldn't raise any venture money. Before 1990, venture capitalists wouldn't touch software companies. They had to build it themselves and they ended up owning 30%-40% of their companies, whereas the hardware people, the Gene Amdahls of the world, ended up owning 2% of their companies because of the capital requirements. In a business like you're talking about, you should be able to grow the business and be profitable without me. I'm just gravy.

Q: Good morning. My name is Keith Bickel with The Bickel Group. Could you comment on this term that seems to have crept into the lexicon, “dry powder?” Everyone is talking about dry powder, meaning that there’s lots of capital sitting on the sidelines. From a limited partners’ point of view, is this becoming a bone of contention, particularly with respect to management fees since these guys are still paying themselves a nice, rich management fee without having deployed the capital? Is there enough capital leaving that it will be business as usual going forward in the next decade? Could we see another boomlet on the horizon because there's a ton of dry powder waiting to be put into businesses?

Mr. Burke: Before you answer that, does anyone have an idea of how much dry powder is actually out there on the sidelines?

Mr. Biddle: The number I see is $150 billion.

Mr. Bickel: So, it is emerging as a point of contention?

Ms. Burkett: It is.

Mr. Biddle: Let me address the dry powder issue, because the rules here have changed a little bit. Back in the 1980s when we had a meltdown like this in a much smaller industry, you hunkered down and found a rancher where you would put a quarter of a million dollars and the company stayed alive. Today, if you're burning $1 million, $2 million a month, there's no rancher who's going to finance that; it's got to be venture capital.
	The financings today are brutal. There's a router company in California that raised $150 million. My understanding is that this thing works and it's incredible. They just raised $100 million as a Series A at a $5 million valuation. The $150 million turned into $5 million dollars worth of common stock. The hot money who put up the $150 million, they're wiped out. The big franchise funds who put up a lot of that money, the new $100 million, they wiped themselves out, but now they own the whole company.
	In areas like communications, every financing that's being done today is a restart financing, so all the prior money gets wiped out. If there's another financing after this, that money will get wiped out. The last guy left is going to own the whole company. You can't do that without dry powder. We're not allowed to crossover invest.
	I've called 92% of my 1997 partnership. The fact that I have a lot of money, if you're in my '97 fund, means that I've got reserves for you, but I can't put $5 million or $10 million dollars into a deal. Each fund, when it runs out of money, is dead. They will be wiped out in future financings.  If I have the ability to threaten to write a check, to say, “The terms you're offering are ridiculous, I'm going to do it myself,” then I may not have to. The ability to write that check potentially can protect you in the future financing.
	There’s another side to this. If I wipe out the prior investors that includes the company’s management who are left with no incentive. That's terrible, so the management gets reloaded. In a lot of these companies -- maybe they raised $70 million of preference that we get first before the entrepreneur sees a nickel -- well, when the VCs get wiped out, the entrepreneur moves way up the food chain. As a result, these are good for the entrepreneurs, but they're terrible for the investor who ran out of money.

Q: I’m Bill Wakefield with Hypergrowth Advisors. It was mentioned earlier that a lot of VCs are going to have difficulty raising a future fund. What sort of due diligence should entrepreneurs do on the funds that they're targeting in order to make sure that the VC will be around in the future?

Ms. Burkett: You can go to their websites and find out a lot of information about them. Most of them will tell you the kinds of investors that stand behind them, and, if they have good, strong institutional investors, the chances are that they're going to hang in there with that fund.

Mr. Biddle: You can also look at the co-investors in their deals. The really good investors in good companies usually have their pick of whom they want, and they'll pick the best groups. Look at the syndicates that they invest with. The fact that you can raise another fund, as I said before, is not going to save you, however, because you're in the last fund. The important thing you want to know is where you are in the fund. How much capital have they called? What are their reserves? Do they have dry powder for you? That's important.

Mr. Burke: A number of funds are affiliated with a strategic LP or partner with an interest in a particular space. How does this impact the decision by other LPs to invest and how does it impact the way those funds invest?

Ms. Burkett: For me, if I'm in a fund with a corporate or strategic partner, I have to be concerned about it because they have an agenda that's different from mine. Mine is a return agenda; I'm not looking for opportunities to broaden my base of business the way they are. The mix of limited partners that I am involved with makes a difference to me because of their agendas.

Mr. Wade: Historically, we haven't made very many investments in funds that have a strategic limited partner or some kind of strategic focus. I don't see where that would really be a good fit for us going forward.

Mr. Wilcox: We may be in a few funds that may have a few strategic limited partners, but I agree that they sometimes have a different agenda that may conflict with ours.

Mr. Burke: Jack, looking out 18 months, where do you see the bulk of the investment dollars going?

Mr. Biddle: Into Series A rounds and promising companies that have raised $100 million.
	Part of the problem with the business is that startups are built on the Fortune 1000. You can't make money selling to little guys or schools; you have to sell to Caterpillar and DuPont and Rockwell, and it's hard to do. A lot of VCs and a lot of entrepreneurs have forgotten who their customer is. They think their customer is Goldman Sachs, then Fidelity Funds for their IPO. That's not your customer. Your customer is Caterpillar. We should be investing in things that a $60,000-a-year programmer at Caterpillar will bet his job on. He’s willing to bet it on a startup if you can make his life better. People who have value propositions to the Fortune 1000 can build real companies, and, at the end of the day, if you have a real company, you will get paid. The focus is on real companies. What you're hearing about “traction, traction, traction,” is people remembering who the customer is, and showing that this guy at Caterpillar will bet his job on a startup. He is betting his job because there's no other employer in Peoria. It's not trivial. The investor is saying, “Prove it. Prove that the guy will bet his job.” Historically, the IBMs of the world were successful because people literally bet their jobs if a supplier went out of business. It has to be a heck of a value proposition for you personally to take that kind of chance.

Mr. Burke: We've talked a lot about early stage companies. A couple of people in the audience want the panelists to comment on the opinion that VCs are not doing the best job in transitioning companies from early stage to later stage. Do you agree with that opinion?

Mr. Biddle: It's very true. VCs have different backgrounds, and some are very good at helping companies with systems and control in the later stage. The hardest thing in the business is knowing when to step on the gas, and that comes from experience.
	We focus on the early stage, and, as our companies get to be pretty big, other investors have come in who are probably better at that than we are and tend to take the lead. We have companies that are $100 million companies. That's a different animal than the two guys in the garage we backed earlier. We're not as active there as we were in the earlier stage because we're not as good at it.

Mr. Burke: From the LP’s perspective, you have the portfolio with early stage, later stage, and mezzanine funds. How does it break out for you, and how do you think through weighting the stages?

Mr. Wilcox: We see it as three stages -- early, expansion, and later stage -- and we try to weight each stage equally. Again, we watch them closely for style drift, because we don't want the early stage guys becoming expansion stage and we don't want the late stage becoming early stage.

Ms. Burkett: We overweight on the early stage with the theory that we're going to buy low and sell high. Historically, the later stage is where we started, but it has not been as successful for us of late, and a lot of my late stage funds are telling us that they're getting early stage pricing on their deals. I'm happy with the over-weighting on the early stage with less on the later stage because, in our portfolio, those are our bigger funds and they have more capital to put to work.

Mr. Wade: We have a balance, but, as of today, we're looking to underweight the later stage. If we were to add a new general partner it would be in the early stage because we think that's where the upside and the better opportunity would be.

Mr. Burke: One last question from the mail bag. How valuable are the intangibles from the LP perspective and how much of this is just a dollars game? How much do you pay attention to the funds and the people in the companies versus it just being a returns game?

Mr. Wade: It's very important to actively develop relationships with your general partners and to pay attention to what they're doing; specifically, to try and hone in on whether or not there is some kind of drift. When I get in a large setting like an annual meeting, I typically don't try to talk to the Jack Biddles of the firm, I talk to the senior associates, find out their insights, and see how things are going from that level. I enjoy the opportunity, and I think it's usually helpful.
	[Laughing] Jack, I shouldn't have told you that, but it's served me pretty well in the last couple of years.

Mr. Burke: What do you hope to find out by talking to them?

Mr. Wade: What they're really doing, how things are actually working in the organization, and where they think the opportunities lie.

Ms. Burkett: The entrepreneurs are also important in that mix. They can tell you where the fund is going, how they're performing, and how their different investors are contributing to the growth and value of the company.

Mr. Burke: So you will actively seek out entrepreneurs who have been backed by the fund that you're looking to invest in?

Ms. Burkett: When they give me the chance, yes.

Mr. Burke: I'm curious. With a show of hands from the audience, how many of you have actually talked to the portfolio companies of a venture fund? A pretty small number. It's some due diligence that I want or should do.

	That’s all for us. Thank you, all.

Ms. MacPherson: I think it's interesting to look at the parallels between entrepreneurs who are looking for private equity funding and the funds that are looking for institutions to invest in them. Listening to the panel, I observed a number of similarities.
	Certainly, the LP’s perception about first-time funds is much like the way funds look at first-time entrepreneurs. They both look at focus, discipline, performance over time, the right people, market dynamics, and the competition.
	The entrepreneurs know that the rules have changed for them, and we heard today that the rules have also changed for the VCs. For both, cash is king. The entrepreneurs look as it as “runway;” the funds look at it as “dry powder.” They are two things that you don't want to run out of.
	Finally, the right people are so important for both. Whether it's  Jack trying to get the right LPs into his fund, or entrepreneurs getting the right VCs into their companies, it all turns out to be about the people.
	Thanks to our panel, and thank you all for coming. We look forward to seeing you at the next event.


