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Where did all the start ups go?

Will we ever have another robust IPO

Market?


Since the Internet investment bubble burst in 2000, the world of high tech start ups has been in the grip of a frustrating paradox.  Many of the billions of dollars that were committed to the venture capital industry during the bubble remain un-invested.  But it has been almost impossible for start up companies to obtain venture financing.

As a result, very few new start ups are being funded.  While there is a backlog of pre-bubble companies waiting to go public, the pipeline for future IPOs is not being filled at historic rates.  Will there be enough companies to satisfy the demand when the IPO market finally recovers?

Why is this happening?  Will we ever get out of the present doldrums?  What will it take to cause a change in the behavior of the venture capitalists? 
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Current Venture Capital Market

t

Funding down from $29B in Q1 2000 to $4B in

Q3 2002 (Money Tree Survey)

t

Start up investments decreased from 60 in Q3

2001 to 34 in Q3 2002 (Money Tree Survey)

t

Overhang of $106B projected to be $65B in 2004

(Venture Capital Journal)

t

Includes reserve for future financings


From the peak of venture capital financing activity in early 2000, to the third quarter of 2002, funding dropped from $29 Billion to $4 Billion, a decrease of 86%.  The number of companies funded decreased by about 50%, but it has continued to drop.

As venture capitalists, reeling from the losses of the Internet bubble, tried to salvage portfolio companies, they stopped making new investments.  The “overhang” of un-invested capital in the industry has been estimated to be as high as $106 Billion by the Venture Capital Journal.  According to their estimate, the overhang will still be approximately $65 Billion in 2004, four years after the bursting of the Internet bubble.  These numbers are subject to interpretation and fluctuation because of funds held in reserve for future financings and also because some funds have either closed their doors or decided to return capital to their limited partners.

In any case, there is, and will be for some years, an enormous amount of un-invested capital in the venture capital industry.
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Why Is This Happening?

t

Venture Firms too large to do small deals

t

Few new funds or small funds

t

Angels fill the gap partially

t

Excess of capital flowed into VC industry during the dot-

com bubble

t

Some valuations still too high

t

VCs pre-occupied with troubled portfolios

t

Start ups suffering with Tech Sector

t

Issues with 

IPOs

, bankers and analysts

t

VCs can’t see liquidity for their investments


The present situation had its origins in the stock market crash of 1987.  When the market fell on October 19, 1987, the IPO market closed down for most high tech companies.  Venture capital funds had almost  no liquidity until mid-1991.  Moreover, it was very difficult to negotiate the sale of companies, because acquiring companies were having to use stock that had lost much of its value.  This extended lack of liquidity forced venture capitalists to make unexpected investments in their portfolio companies to keep them alive for a liquidity event.  It was not uncommon for companies to raise three or four rounds of financing through various “down rounds” and rights offerings.  As a result, the venture capital firms with large amounts of capital were able to protect their original investments.  But the smaller firms ran out of capital and were heavily diluted in their ownership positions.  Many funds smaller than $100 Million in committed capital went out of business.  At the same time, the “gatekeepers,” advisors to pension funds and other institutional investors in venture capital funds, channeled funds into the successful venture capital partnerships and refused to invest in new, “first time” funds.  As a  result, the present venture capital industry is very “top heavy.” 

When enormous sums of capital flowed into the venture capital industry to fuel the bubble, most of it went to these already-oversized partnerships.  Today,  there are venture capital firms with over $1 Billion under management in just one fund,  many funds of more than $500 Million, and very few funds having less than $100 Million.
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Why Is This Happening?

(Continued)


Because of the size of today’s funds, the venture capital market has divided into two very distinct segments:  1) VCs serving companies that need less than about $5 Million and 2) VCs serving companies that need larger amounts of capital.

It is almost impossible for companies to raise less than $5 Million from institutional venture capital firms.  If you’re investing $1 Billion,  you can’t afford to put $5 Million into 200 companies.

 During the bubble, venture capitalists were fueling start ups by investing $10 Million at excessive valuations.  But that practice stopped abruptly when the bubble burst.  At that point, it also became very difficult for even the larger portfolio companies to raise capital because the venture capitalists became pre-occupied with salvaging their troubled portfolio companies.

The problem is made worse by the relatively short term thinking of the venture capitalists.  They are reluctant to invest when they can’t see an exit opportunity, as is the case today with the IPO market in a state of slumber.  This strategy may be a self-defeating form of momentum investing.  It almost guarantees that these investors will open the purse strings just as valuations reach high levels again, but, after all these are the same people who created the Internet bubble in the first place.
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What Will It Take To Get Well?

t

Recovery of Technology Sector

t

Improved business activity for start  ups

t

Acquisitions increase as stock values increase

t

Recovery of IPO market

t

Liquidity for present investments

t

Reduced VC returns

t

NVCA Post VC Index:  -40.6%

t

Reversion to the mean?


Trees don’t grow to the sky, but their roots also don’t grow to China.  There will be an end to the current cycle, but when?  At least three things need to happen first:

The technology sector needs to recover from its present state of depression.  In the present climate, it is very difficult for start up companies to enter into contracts and sell products to larger, more established companies. Until this changes, early stage companies will be growth-challenged.

The IPO market needs to recover.  For better or worse, many venture capital firms will sit on their cash until they can see at least the beginnings of IPO activity for high technology companies.  Venture capitalists may have become spoiled during the late 1990’s, as, for a few brief years, it was possible to exit from investments at high valuations within several quarters of making the original investment.

In the meantime, rates of return on venture capital investment will decline substantially. We are already seeing this, as the National Venture Capital Association’s “Post VC Index” was –40.6% in early 2003.  Because of the excesses of the Internet bubble, this will probably get worse before it gets better. Because of the enormous supply of capital for later stage companies, valuations in that sector are still in excess of any measure of intrinsic value.

Because of the depth of the post-bubble recession in the technology sector, these negative factors are likely to persist for several more years.
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What Does History Tell Us?

t

Too much money in late 1980’s?

t

$4B largest annual in-flow

t

October, 1987 crash shut down IPO market until 1991

t

30% drop in 11 months

t

3 ½ years to recover liquidity

t

Only $.5 raised in 1991

t

3i Ventures closes in March,1991

t

IPO Market begins recovery in mid-1991

t

7 

IPOs 

in 1992

t

19 

IPOs 

by 1995


In the late 1980’s, there were lots of articles in the Wall Street Journal and other industry media, claiming that there was “too much venture capital and not enough deals to go around.”  This was after several years of record in-flows of about $4 Billion in commitments to venture capital funds. 

Beginning on October 19, 1987, the stock market indices fell by about 30%.  The IPO market closed down for almost all high tech companies, and the influx of venture capital commitments fell to a low of .5 Billion in 1991.  In that “bubble”, the NASDAQ recovered its pre-”crash” value within about 20 months.  The IPO market began its recovery in mid-1991, 3 ½ years later, but only after many venture capital firms, most notably the smaller ones, were forced to close their doors.

Against this backdrop, the current venture capital “bubble” appears massive.  The annual influx of capital grew to $105 Billion in 2000, as compared to the $4 Billion of 1989.  From February,  2000, to September, 2002, the NASDAQ lost 75%of its value. Approximately 40 months later, the NASDAQ has recovered to only 32% of its pre-bubble value.
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Outlook for IPO Market

t

Good News

t

Nasdaq 

predicts IPO activity

(

Merril 

Lynch)

t

Nasdaq 

up 20%

t

DJ Tech Index up 29% since

October, 2002

t

DJ Telecom index up 35% since

October, 2002

t

Low interest rates

t

647 Companies funded in 3Q

t

Bad News

t

Bigger bubble

t

$105B raised in 2000

t

Deeper hole

t

46% in S&P 500 in 25 months

t

Mediocre economic growth

t

Other issues affecting markets

t

Iraq/War against terror

t

Corporate scandals

t

Contrarian 

screens yield 0-5

technology companies (8732

co.’s)


If the level of IPO activity in the early 1990’s was at all related to the depth and breadth of the 1987 market dip, it sems likely that the IPO recovery will take much more than the 3 ½ years that it required in 1991.  

As of this writing, there has been some recovery of the technology indices, which can only be a good omen for the IPO market.

But valuations are still relatively high for pre-IPO companies, buoyed in part by the massive amounts of venture capital deployed to keep these companies alive.

Also as of this writing, a series of classical “contrarian” screens (Dreman, Buffet, Graham, Lynch, Lakonishok, and “insider buying”) showed from 0-5 high tech companies, out of a universe of 1,556 companies, another indication that valuations are not at attractive levels. To further support this notion, only 14 of 216 semiconductor companies have P/E ratio below 25, a P/E level exceeding historic averages.
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Possibilities

t

Tech sector continues gradual recovery in 2003-

2004 (Intel says 6 months to recovery)

t

Early stage companies get healthier in 2004-2005

t

Companies with solid revenue and profit growth

begin to get higher IPO valuations in 2004-2005

t

Huge demand for “later stage” companies in

2004-2005

t

Robust IPO market in 2005-2007


A strong argument can be made that this is an excellent time to be making venture capital investments, at least in early stage companies.  Valuations are well below “bubble” levels, and there is relatively little competition for these deals.  

But the majority of venture capital firms, possibly still pre-occupied with troubled portfolio companies and possibly spoiled by the short liquidity cycles of the bubble period, are still laying in wait.  What will it take to revitalize their investment programs?

Almost certainly, the broad sector of public technology companies must recover from its present state of depression.  This recovery will probably be led by the semiconductor industry, but it must broaden to other sectors, including Internet Infrastructure and possibly Wireless Communication. Once this happens, smaller companies backed by venture capital investments should be able to expand their sales to larger companies.  At the current pace, these events seem unlikely to be in full motion much before the year 2005.

As business activity increases and profits return to pre-bubble levels, we can expect some stock market recovery, and, eventually, a recovery of the IPO market.  Once these recoveries are in place, it seems reasonable to assume that even the most cautious of the venture capitalists will be back in the game, and we can expect an extraordinary demand for early stage investments.

Fred M. Haney
6
June 5, 2003
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What Will It Take To Get Well?

		Recovery of Technology Sector

		Improved business activity for start  ups

		Acquisitions increase as stock values increase

		Recovery of IPO market

		Liquidity for present investments

		Reduced VC returns

		NVCA Post VC Index:  -40.6%

		Reversion to the mean?





Trees don’t grow to the sky, but their roots also don’t grow to China.  There will be an end to the current cycle, but when?  At least three things need to happen first:



		The technology sector needs to recover from its present state of depression.  In the present climate, it is very difficult for start up companies to enter into contracts and sell products to larger, more established companies. Until this changes, early stage companies will be growth-challenged.

		The IPO market need to recover.  For better or worse, many venture capital firms will sit on their cash until they can see at least the beginnings of IPO activity for high technology companies.  Venture capitalists may have become spoiled during the late 1990’s, as, for a few brief years, it was possible to exit from investments at high valuations within several quarters of making the original investment.

		In the meantime, rates of return on venture capital investment will decline substantially. We are already seeing this, as the National Venture Capital Association’s “Post VC Index” was –40.6% in early 2003.  Because of the excesses of the Internet bubble, this will probably get worse before it gets better. Because of the enormous supply of capital for later stage companies, valuations in that sector are still in excess of any measure of intrinsic value.





Because of the depth of the post-bubble recession in the technology sector, these negative factors are likely to persist for several more years.
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Why Is This Happening?

		Venture Firms too large to do small deals

		Few new funds or small funds

		Angels fill the gap partially

		Excess of capital flowed into VC industry during the dot-com bubble

		Some valuations still too high

		VCs pre-occupied with troubled portfolios

		Start ups suffering with Tech Sector

		Issues with IPOs, bankers and analysts

		VCs can’t see liquidity for their investments





The present situation had its origins in the stock market crash of 1987.  When the market fell on October 19, 1987, the IPO market closed down for most high tech companies.  Venture capital funds had almost  no liquidity until mid-1991.  Moreover, it was very difficult to negotiate the sale of companies, because acquiring companies were having to use stock that had lost much of its value.  This extended lack of liquidity forced venture capitalists to make unexpected investments in their portfolio companies to keep them alive for a liquidity event.  It was not uncommon for companies to raise three or four rounds of financing through various “down rounds” and rights offerings.  As a result, the venture capital firms with large amounts of capital were able to protect their original investments.  But the smaller firms ran out of capital and were heavily diluted in their ownership positions.  Many funds smaller than $100 Million in committed capital went out of business.  At the same time, the “gatekeepers,” advisors to pension funds and other institutional investors in venture capital funds, channeled funds into the successful venture capital partnerships and refused to invest in new, “first time” funds.  As a  result, the present venture capital industry is very “top heavy.” 



When enormous sums of capital flowed into the venture capital industry to fuel the bubble, most of it went to these already-oversized partnerships.  Today,  there are venture capital firms with over $1 Billion under management in just one fund,  many funds of more than $500 Million, and very few funds having less than $100 Million.

















Pendulums swing too far – 1987 killed small funds.  Gatekeepers favor larger funds with track record.  Very few new funds
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What Does History Tell Us?

		Too much money in late 1980’s?

		$4B largest annual in-flow

		October, 1987 crash shut down IPO market until 1991

		30% drop in 11 months

		3 ½ years to recover liquidity

		Only $.5 raised in 1991

		3i Ventures closes in March,1991

		IPO Market begins recovery in mid-1991

		7 IPOs in 1992

		19 IPOs by 1995





In the late 1980’s, there were lots of articles in the Wall Street Journal and other industry media, claiming that there was “too much venture capital and not enough deals to go around.”  This was after several years of record in-flows of about $4 Billion in commitments to venture capital funds. 



Beginning on October 19, 1987, the stock market indices fell by about 30%.  The IPO market closed down for almost all high tech companies, and the influx of venture capital commitments fell to a low of .5 Billion in 1991.  In 1987, the NASDAQ recovered its pre-”crash” value within about 20 months.  The IPO market began its recovery in mid-1991, but only after many venture capital firms, most notably the smaller ones, were forced to close their doors.



Against this backdrop, the current venture capital “bubble” appears massive.  The annual influx of capital grew to $105 Billion in 2000, as compared to the $4 Billion of 1989.  From February,  2000, to September, 2002, the NASDAQ lost 75%of its value. Approximately 40 months later, the NASDAQ has recovered to only 32% of its pre-bubble value.
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Outlook for IPO Market

		Good News	

		Nasdaq predicts IPO activity (Merril Lynch)

		Nasdaq up 20%

		DJ Tech Index up 29% since October, 2002

		DJ Telecom index up 35% since October, 2002

		Low interest rates

		647 Companies funded in 3Q	



		Bad News

		Bigger bubble 

		$105B raised in 2000

		Deeper hole

		46% in S&P 500 in 25 months

		Mediocre economic growth

		Other issues affecting markets

		Iraq/War against terror

		Corporate scandals

		Contrarian screens yield 0-5 technology companies (8732 co.’s)





If the level of IPO activity in the early 1990’s was at all related to the depth and breadth of the 1987 market dip, it sems likely that the IPO recovery will take much more than the 3 ½ years that it required in 1991.  



As of this writing, there has been some recovery of the technology indices, which can only be a good omen for the IPO market.



But valuations are still relatively high for pre-IPO companies, buoyed in part by the massive amounts of venture capital deployed to keep these companies alive.



Also as of this writing, a series of classical “contrarian” screens (Dreman, Buffet, Graham, Lynch, Lakonishok, and “insider buying”) showed from 0-5 high tech companies, out of a universe of 1,556 companies, another indication that valuations are not at attractive levels. To further support this notion, only 14 of 216 semiconductor companies have P/E ratio below 25, a P/E level exceeding historic averages.
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Possibilities

		Tech sector continues gradual recovery in 2003-2004 (Intel says 6 months to recovery)

		Early stage companies get healthier in 2004-2005

		Companies with solid revenue and profit growth begin to get higher IPO valuations in 2004-2005

		Huge demand for “later stage” companies in 2004-2005

		Robust IPO market in 2005-2007





A strong argument can be made that this is an excellent time to be making venture capital investments, at least in early stage companies.  Valuations are well below “bubble” levels, and there is relatively little competition for these deals.  



But the majority of venture capital firms, possibly still pre-occupied with troubled portfolio companies and possibly spoiled by the short liquidity cycles of the bubble period, are still laying in wait.  What will it take to revitalize their investment programs?



Almost certainly, the broad sector of public technology companies must recover from its present state of depression.  This recovery will probably be led by the semiconductor industry, but it must broaden to other sectors, including Internet Infrastructure and possibly Wireless Communication. Once this happens, smaller companies backed by venture capital investments should be able to expand their sales to larger companies.  At the current pace, these events seem unlikely to be in full motion much before the year 2005.



As business activity increases and profits return to pre-bubble levels, we can expect some stock market recovery, and, eventually, a recovery of the IPO market.  Once these recoveries are in place, it seems reasonable to assume that even the most cautious of the venture capitalists will be back in the game, and we can expect an extraordinary demand for early stage investments.
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Current Venture Capital Market

		Funding down from $29B in Q1 2000 to $4B in Q3 2002 (Money Tree Survey)

		Start up investments decreased from 60 in Q3 2001 to 34 in Q3 2002 (Money Tree Survey)

		Overhang of $106B projected to be $65B in 2004 (Venture Capital Journal)

		Includes reserve for future financings





From the peak of venture capital financing activity in early 2000, to the third quarter of 2002, funding dropped from $29 Billion to $4 Billion, a decrease of 86%.  The number of companies decreased by about 50%, but it has continued to drop.



As venture capitalists, reeling from the losses of the Internet bubble, tried to salvage portfolio companies, they stopped making new investments.  The “overhang” of un-invested capital in the industry has been estimated to be as high as $106 Billion by the Venture Capital Journal.  According to their estimate, the overhang will still be approximately $65 Billion in 2004, four years after the bursting of the Internet bubble.  These numbers are subject to interpretation and fluctuation because of funds held in reserve for future financings and also because some funds have either closed their doors or decided to return capital to their limited partners.



In any case, there is, and will be for some years, an enormous amount of un-invested capital in the venture capital industry.
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Why Is This Happening?

(Continued)







Because of the size of today’s funds, the venture capital market has divided into two very distinct segments:  1) VCs serving companies that need less than about $5 Million and 2) VCs serving companies that need larger amounts of capital.



It is almost impossible for companies to raise less than $5 Million from institutional venture capital firms.  If you’re investing $1 Billion,  you can’t afford to put $5 Million into 200 companies.



 During the bubble, venture capitalists were fueling start ups by investing $10 Million at excessive valuations.  But that practice stopped abruptly when the bubble burst.  At that point, it also became very difficult for even the larger portfolio companies to raise capital because the venture capitalists became pre-occupied with salvaging their troubled portfolio companies.



The problem is made worse by the relative short term thinking of the venture capitalists.  They are reluctant to invest when they can’t see an exit opportunity, as is the case today with the IPO market in a state of slumber.  This strategy may be a self-defeating form of momentum investing.  It almost guarantees that these investors will open the purse strings just as valuations reach high levels again, but, after all these are the same people who created the Internet bubble in the first place.
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The Future of Venture Capital

Where did all the start ups go?

Will we ever have another robust IPO Market?



Since the Internet investment bubble burst in 2000, the world of high tech start ups has been in the grip of a frustrating paradox.  Many of the billions of dollars that were committed to the venture capital industry during the bubble remain un-invested.  But it has been almost impossible for start up companies to obtain venture financing.



As a result, very few new start ups are being funded.  While there is a backlog of pre-bubble companies waiting to go public, the pipeline for future IPOs is not being filled at historic rates.  Will there be enough companies to satisfy the demand when the IPO market finally recovers?



Why is this happening?  Will we ever get out of the present doldrums?  What will it take to cause a change in the behavior of the venture capitalists? 






















