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By Craig Marmer, Founding Partner, Probitas Partners

The alternative investment market has been subject

to severe strain over the last 18 months as the global
KEY POINTS recession has affected both investment returns
e The venture capital market is witnessing a and fundraising. Venture capital has not escaped
number of secular trends that are challenging unscathed. More importantly, the venture capital
limited partners’ commitment to the sector. market is seeing the culmination of a number of

secular trends that are challenging limited partners’
commitment to this sector. While fund managers in
a number of private equity sectors such as middle-
market buyouts and growth capital are anticipating
Venture managers can still yield a successful a rebound in investor interest and fundraising
fundraise by implementing a number of in 2010 with the change in the economic cycle,
strategies to build new relationships and present venture capitalists will likely face a more challenging
an attractive investment opportunity. environment that will impact their capital-raising
plans. Fund managers should be prepared for these
challenges and may benefit from certain strategies to
attract investor capital.

The fundraising market has been challenging
due to the global economic environment and is
likely to remain difficult in 2010.

Comparative Investor Interest

Probitas Partners oversees an annual survey of
institutional investors on their attitudes towards private
equity, tracking responses from over 275 North
American, European and Asian investors. Chart |
details the responses of investors in the latest survey,
which was completed in November 2009, looking
towards investors’ plans for 2010. US venture capital
ranked only 8th in the survey among the options, with
cleantech/green-focused funds (many of which are
venture vehicles) ranking 13th and European/Isragli
venture capital ranking 17th and last among the pre-
set options. Interest in venture capital is strongest
among North American investors, and relatively weak
among European and Asian respondents. Notably,
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Table I: Percentage of Survey Respondents Targeting Venture Capital &
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Table Il: US Venture Capital Index Returns

For the Period Ending Quarter 1 Year 3 Year
September 30, 2009 2.3 -12.4 1.3
June 30, 2009 0.2 -17.41 1.3
September 30, 2008 -2.9 -0.9 10.2

Source: NVCA/Cambridge Associates

European venture capital placed last even among
European investors, further indicating weak interest
levels in that specific sector.

The low ranking of venture capital in 2010 investor
interest does not appear to be the result of a sudden
change brought on by the latest market cycle. Table |
highlights the rankings for US and European venture
capital over the last four annual surveys. In 2007,

US venture capital was ranked 3rd in overall investor
interest and was one of the core sectors of private
equity interest for many investors. Since then, interest
in US venture capital has fallen fairly consistently over
the period. Interest in European venture capital has
never been strong in our surveys, but it managed

to reach a new low in 2010, with only 0.5% of
respondents saying that they were focused on

the sector.

In Probitas Partners’ individual conversations with
limited partners over the last four years, the tenor

of comments regarding venture capital has become
increasingly negative. Complaints range from “the
venture model is broken” to “why is it taking so long
to find the next new thing” to “when am | going to get
distributions.” However, the most frequent criticism
recently has been, “I have been investing in the sector
for almost 10 years and | haven't made any money —
why should | keep investing in VC.”

This last complaint was highlighted in an analysis
done for the National Venture Capital Association
(NVCA) in late 2009 by Cambridge Associates, with
the key data displayed in Table Il. The 10-year horizon
return data for US venture capital (the strongest and
deepest sector in the venture market, and the one the
rest of this review will focus on) has begun to decline
dramatically as the high returns of the late 1990s roll

5 Year 10 Year 15 Year 20 Year
4.9 36.6 231
5.7 36.3 22.7
10.7 33.3 22.2

out of that index. While recent weak returns affected
by the general market downturn over the last 18
months have not helped, the earliest returns in any
IRR calculation have the most significant impact on
the calculation. As the strong returns of the late 1990s
are eliminated from the data, the bleakness of the past
decade as far as overall investor returns is becoming
increasingly evident.

The returns of the last decade stand in stark contrast
to the returns of the 1990s. As detailed in Chart Il

top quartile vintage year returns for venture capital
dominated returns in the buyout sector throughout
most of the 1990s, reaching unprecedented levels

for vintage 1995 through 1997 funds. Those soaring
returns also attracted a wave of capital and new funds
(see Chart lll for details) that overwhelmed the sector.
Subsequently, pricing discipline eroded as general
partners competed to gain access to an Internet
sector that seemed to only keep going up in value.
The result was predictable — a collapse of returns and
a dramatic fall in fundraising as the market sought
equilibrium. Nearly 10 years on, top quartile IRRs for
vintage 1999 funds are still less than 1%, while median
returns are a negative 5.8%.

Chart Il also shows that buyout funds, considered by
many to be a laggard in the late 1990s, outperformed
venture over the last 10 years. Although buyout
returns have been negatively impacted by the latest
market downturn, many institutional investors see the
problem for buyouts, especially in the middle market,
to be a cyclical and not a systemic issue driven by an
oversupply of capital from 2004 through 2007 and
accelerated by a dramatic recession. However, many
investors seem to believe that the cycle has turned,
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Historical US Private Equity Fund Performance, 1984-2007
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and that now is the time to invest in order to generate
superior returns.

Institutional investor concerns over venture capital,
however, are not just focused on comparative
opportunities within the private equity universe or short-
term cyclical shifts. Chart Il also tracks top quartile
returns through vintage year 2007, the latest year in which
returns have some degree of meaning. From vintage
1999 through 2007, top quartile returns were roughly
equal to high-quality corporate bonds. Median returns,
however, were much worse, with only vintage year 2003
showing positive median returns to date, at 2.9%.

Long-Term Secular Issues

In light of this weak performance, many investors are
beginning to question whether venture capital remains
a viable sector of the private equity market worthy

of strong focus, as opposed to a niche market with
occasional opportunities. They are concerned that
there are a number of key issues unlikely to improve in
the near term that are dragging the sector down.

e Lack of a deep IPO market for venture-backed
companies: In the past, the IPO market has served
as an important source of outsized returns that
made venture capital an attractive investment at the
fund level. Chart IV tracks the market for venture-
backed IPOs over the last 20 years. The market
peaked in 1999 and 2000, in terms of both dollars
raised and number of IPOs, but has since been
quiet, with both metrics falling significantly. When
the Internet bubble burst, investors expected the
market to rebound after its correction, but that has
not been the case. Most of the boutique investment
banks that focused on venture capital in the 1980s
and 1990s were acquired by larger institutions in
the boom market, and their successors have shifted
to focus on larger opportunities. Even the two
most recent years where the dollar volume of IPOs
spiked were aberrations, with Google’s IPO making
up 37% of the 2004 total (and SMIC, a Chinese
semiconductor manufacturer, raising a further 11%)
and MetroPCS comprising 15% of the 2007 total
(with China Nepstar raising a further 6%). The lack
of a deep IPO market has negatively impacted one
of the most important channels used by venture
capital firms to generate superior investment
performance.

e While M&A exit activity has increased, its
returns are less profitable: Chart V shows that
as IPO activity has decreased, M&A activity as a
method of exit has increased. Though certainly an
important means of exit, it is often less lucrative
with a lower multiple of return for venture investors,
making it difficult for venture capitalists to generate
adequate “outsized returns” to compensate for the
investment losses that typically occur in a venture
portfolio.

e Venture investments in new firms have outpaced
the ability to exit current holdings: Though
M&A activity has taken up some of the slack of
the IPO market decline, M&A and IPOs combined
have not kept pace with new investments. Holding
periods for venture-backed portfolio companies
have extended considerably, with the median time
to IPO increasing from 3 years in 2000 to nearly 8
years in 2009, and the median time to an M&A exit
increasing from approximately 2.5 years in 2000
to 5 years in 2009. These delays have negatively
affected IRRs and distributions to limited partners
that could be recycled into new commitments.

e Lack of a transformative investment
opportunity: In the late 1980s, the personal
computer and related products became a catalyst
for the venture capital market, capturing both
private market and public market attention. In the
1990s, the Internet (from web-based products and
delivery to the build-out of the telecommunications
backbone of the Net) played a similar role in driving
new investments and superior returns. The last
10 years have not seen a comparable opportunity
that has transformed the investment market.

While there has been talk at various points about
nanotechnology or cleantech being “the Next New
Thing,” clear success is still over the horizon.

e Continued oversupply of capital and VC firms:
Many investors feel that there are still too many
venture capital funds in the market with too much
capital to invest. Though the number of funds and
capital in the market since the 1999 to 2001 peak
(see Chart lll for details) has declined, the industry
has not returned to what was a much smaller, niche
market in the early and mid-1990s (notwithstanding
that nearly 25% of the funds that raised their first
vehicle in the 1999 to 2001 period have failed to
raise a follow-on fund). Some institutional investors
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Venture-Backed IPOs, 1990-2009
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feel that, on a steady-state basis, the US venture
capital market should be raising only $10 billion to
$15 billion a year.

For all of the reasons above, there is a growing
sentiment among investors that only the “Top 10” or
“Top 25” venture capital firms are worthy of investment,
though agreement on exactly which firms fall into those
categories is open to debate. Still, the fundraising
market maintains clear distinctions between a very
small group of “must haves” that tend to raise money
in weeks or a few months, and a much larger group

of funds that take many months or years to raise
capital — or increasingly, fail to raise capital at all.

Recent Fundraising Market

In addition to larger secular issues within the industry,
venture capital firms have suffered further setbacks
due to the global recession. This downturn had a
profound global impact on institutional investors,
including those active in venture capital investing,

and caused overallocation and liquidity issues for
many limited partners. Reeling from the now well-
documented “Denominator Effect,” a number of
investors could not add new commitments to their
portfolios, and many sought relief from this imbalance.
Additionally, a number of investors faced significant
liquidity pressures as the complexion of their portfolios
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changed and their cash demands remained constant
or increased.

As a result of these factors, the venture capital market
(like the rest of the private equity market) experienced
the following trends in 2009:

Limited new commitments — Investors had limited
available capital, if any, for new fund commitments,
and many investors with available capital began
focusing solely on reinvesting with their core
relationships as well as seeking new relationships
which had previously been difficult to access.

Delayed fundraising — With uncertainty in the
market and distractions caused by portfolio company
challenges, many general partners delayed their plans
to fundraise in 2009. A number were concerned about
the response they would receive, while others had to
attend to portfolio issues in the face of an uncertain
market. Two results of this development are that

(i) the options for primary fund commitments available
to investors became more limited in 2009, and

(i) partly as a result of that delay, an overwhelming
number of fund managers are expected to fundraise
in 2010.

Selling assets on the secondary market — A number
of investors sought to address their allocation or
liquidity issues by selling assets on the secondary
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Venture-Backed Exits: M&A Deals With Announced Values
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market. Their goal was either to rebalance their

overall investment portfolios and/or to raise capital

to fund short-term requirements. As has been widely
publicized, executing transactions in the secondary
market became a challenge as a wide bid/ask spread
dominated through much of 2009. As a result, many
investors were unable to achieve the relief they were
seeking, keeping capital locked in the hands of those
same investors and unavailable for commitment to new
investment vehicles.

Buying assets on the secondary market —

A somewhat unforeseen impact of the economic
downturn on the fundraising market was the
cannibalization of the primary fundraising market

by the secondary market. An increasing number

of traditional investors in private equity and venture
capital began to seek opportunities on the secondary
market in order to (i) build new relationships,

(i) increase exposure to existing relationships,

(iii) seek good-valued, opportunistic investments, or
(iv) construct new alternative asset portfolios with a
shorter J-curve effect. As a result, while less fund
managers were out raising a new investment vehicle,
investors had numerous competing options for their
capital with the broadening of the secondary market.

Long-term secular challenges, coupled with the added
pressure of recent macroeconomic trends, made for
an especially challenging fundraising market in 2009.
The fundraising time frame stretched from an average
of 12 to 18 months to 18 to 24 months. Competition
was fierce — only 119 US venture capital funds
successfully raised money last year, compared to 205
in 2008. These fund managers raised just $11.4 billion
in capital, down 57% from the $26.6 billion total for
2008, according to Private Equity Analyst. In 2009,
many general partners failed to secure their expected
targets or halted fundraising completely, while others
postponed fundraising, hoping to restart the process
when economic conditions improve.

Fundraising in the Current Environment

A fund manager bringing a new vehicle to market must
believe in his fund’s value proposition or there would
be no reason to proceed. However, unless a manager
is one of the few favored “must haves,” he must be
prepared for the degree of skepticism which he is likely
to encounter, not only on his fund in particular but the
sector in general.

So what are institutional investors looking for in
venture capital?



e A strong track record of realized returns: Many

investors have spent too much time over the last
several years listening to presentations about
specific sectors or current portfolio companies

that promise to drive future returns, and more often
than not, these investments have failed to do so.

As such, investors are keenly focused on those fund
managers with a demonstrated history of generating
superior returns — more so if those returns were
generated in the last 10 years as opposed to the
mid-1990s.

The commitment of a strong, cohesive and
relevant team: Many venture capital groups have
contracted over the last 10 years while others have
faced substantial succession issues. Institutional
investors are strongly focused on senior turnover,
not because all turnover is necessarily bad, but
because it could indicate future fund instability.
Fund managers must manage turnover in a
forthright manner or risk potential investors quickly
moving on to the next opportunity. Moreover,
investors want to see an economic alignment to
ensure cohesiveness and teamwork throughout

by mid-1990s transactions that were led by partners
no longer with the firm, that track record will likely
be viewed as irrelevant in helping to determine the
prospects of the fund currently being raised.

A clear, differentiated value proposition: Though
investors are focused on a successful history, they
also want to know how a fund manager intends to
create value in the future. Most important is how the
firm differentiates itself from its competitors and how
it plans to deliver attractive returns within the current
environment.

The “cleantech” conundrum: There is one area

of venture capital that is somewhat set apart -
cleantech. Though interest in the sector as a “pure
play” is somewhat lower than for venture overall
(see Chart 1), there are a few institutional investors
who, for strategic reasons, have established specific
allocations for this sub-sector. However, there are
few fund managers with a deep history and track
record in cleantech and there have been very few
large exits to date.

Referring back to the Probitas Partners Annual Investor
Survey, following is an illustration of the sectors that
investors are most interested in investing in.

the organization. Additionally, the team must
demonstrate experience that is relevant to the track
record presented. If a track record is entirely driven

Chart IV
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Venture capital firms need to prepare themselves
adequately for the challenges of the current fundraising
environment. The following is a list of helpful hints for
fundraising in today’s market:

e Maintain strong investor relationships: A critical
step in fundraising is to establish the support of
existing limited partners prior to launching a new
fundraise. Additionally, prior to formally starting a
fundraise, managers should begin to build new
relationships with prospective investors. One could
say a venture capital firm is always in fundraising.
While these endeavors require a commitment
of time and resources, their importance to a
successful fundraise cannot be overstated. These
established and early-moving relationships will
hopefully deliver fundraising momentum, which
is mission-critical to success. Managers should
always bear in mind that personal relationships with
limited partners matter, and traits like transparency,
consistency and high ethical standards build the
trust that limited partners need to have in managers
with whom they invest.

¢ Differentiate yourself: It is important to differentiate
your firm from other venture capital firms. Unlike 15
years ago, when a number of investors were in the
early stages of constructing their venture capital
portfolios, many now have a diverse group of firms
with whom they invest. A venture manager coming
to market must be able to complement a limited
partner’s existing portfolio, whether by covering new
markets, utilizing a new approach or investing with
a unique perspective. At the same time, successful
firms should not portray themselves as so different
to the point that their strategy, process, or team
becomes difficult for investors to evaluate or
appears too risky. Funds can effectively differentiate
themselves by identifying and highlighting their key
competitive advantages, whether that be sector
focus, team attributes, or unique networks.

About the Author

e Be prepared before you go to market: Firms
should set the same expectation for themselves
as they would a management team with whom
they are meeting — be prepared. A marketing
presentation should be rehearsed and presented
in an honest, clear, concise and organized fashion.
Importantly, fund managers should be prepared up
front concerning what information they are willing
and not willing to provide to prospective limited
partners, recognizing that thorough diligence
is a key element of most investors’ investment
processes. These diligence materials should be
prepared and provided quickly after meetings and
in a form that is easily understood. Importantly, one
should see the exchanging of diligence information
as another opportunity to connect and build a
relationship with a potential investor.

e Maintain consistent follow-up: After meetings,
fund managers should strive to be persistent about
follow-up but not bothersome. Knowing when to sit
back is critical and, at some point, “no means no.”

In these situations, firms should try to get candid
feedback to ensure they can be prepared to address
similar issues with other investors going forward.

Conclusion

The venture capital market is suffering from long-term
secular issues which are affecting its profitability as an
investment sector. A number of institutional partners
that have been active in the sector have begun to

lose faith in the market as a primary sector of interest
and, as a result, are limiting new commitments and
trimming past relationships. Furthermore, recent
challenges within the broader global economy have
further impacted the venture capital fundraising
market. Venture capital fund managers coming to
market must be aware of institutional investor issues
and concerns, and must be prepared to address those
concerns as well as highlight their strengths in order to
achieve a successful fundraise.

Craig Marmer has 16 years of industry experience and is responsible for Probitas Partners’ primary fundraising project
management activities as well as leading its secondary practice. Prior to founding Probitas Partners, Craig served as a
Vice President at Credit Suisse First Boston (formerly Donaldson, Lufkin & Jenrette) in the Private Fund Group.
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Ernst & Young is a global leader in assurance, tax, transaction and advisory services. Worldwide, our
144,000 people are united by our shared values and an unwavering commitment to quality. We make a
difference by helping our people, our clients and our wider communities achieve their potential. For more
information, please visit www.ey.com. Emnst & Young refers to the global organization of member firms of
Ernst & Young Global Limited, each of which is a separate legal entity. Ernst & Young Global Limited, a UK
company limited by guarantee, does not provide services to clients.

About Ernst & Young'’s Strategic Growth Markets Network

Ernst & Young’s worldwide Strategic Growth Markets Network is dedicated to serving the changing needs
of rapid-growth companies. For more than 30 years, we've helped many of the world’s most dynamic and
ambitious companies grow into market leaders. Whether working with international mid-cap companies or
early-stage venture-backed businesses, our professionals draw upon their extensive experience, insight and
global resources to help your business achieve its potential. It's how Ernst & Young makes a difference.

Proskauer (www.proskauer.com) is a leading international law firm with over 700 lawyers that provide a
range of legal services to clients worldwide. Our lawyers are established leaders in the venture capital and
private equity sectors and practice in strategic business centers that allow us to represent fund sponsors
and institutional investors globally in a range of activities including fund structuring, investment transactions,
internal governance and succession planning, acquisitions and sales of interests on the secondary

market, liquidity events, distributions, tax planning, regulatory compliance, portfolio company dispositions,
management buyouts and leveraged recapitalizations, risk management and compensation and estate
planning for partners.

Headquartered in New York since 1875, the firm has offices in Boca Raton, Boston, Chicago, Hong Kong,
London, Los Angeles, New Orleans, Newark, Paris, Sao Paulo and Washington, D.C.

Liquidnet is the premier institutional investment community, bringing together the world’s largest asset
managers and public companies on a single network that directly connects traders, portfolio managers,
analysts and corporate issuers. Liquidnet enables members of its community to achieve greater
performance by moving from investment idea to implementation faster, ultimately retaining more alpha
throughout the entire institutional investment cycle. Launched in 2001, the Liquidnet community extends to
30 equity markets across five continents. Liquidnet is headquartered in New York with offices in Boston,
London, San Francisco, Chicago, Toronto, Tokyo, Hong Kong, Sydney and Singapore. For more information
on the Liquidnet community, its liquidity, block executions, and additional investment capabilities,

visit www.liquidnet.com.

Sonnenschein Venture Technology Group, a Top 10 national venture law practice as ranked by Dow Jones
Private Equity Analyst, is renowned for providing nimble, fast-paced counsel at the convergence of finance,
strategy, policy and law to cutting-edge emerging growth and Fortune 500 technology and life sciences
companies moving at breakneck speed in competitive markets. For high potential entrepreneurs, our
recently expanded Sprout Incubation/Acceleration Initiative has been a growth catalyst for more than 100
successful start-ups from Silicon Valley to Boston and New York and around the globe. Our success is
driven by a multidisciplinary team comprised of more than 200 attorneys and other professionals specializing
in venture capital, incubation services, IP and patent litigation, licensing and IT transactions, corporate
governance, Recovery Act and legislative strategies, M&A and strategic advisory, fund services, capital
markets/IPOs and outsourcing/Asia. Sonnenschein Venture Technology Group leverages its deep expertise
in IT, life sciences, and medical devices, digital media, clean technology, telecommunications, health
information, technology and data privacy, along with a global network of venture capital and investment
banking firms to remove hurdles to your success.

Probitas Partners is a leading independent knowledge, innovation and solutions provider to private markets
clients globally. It has three integrated global practices that include funds placement, portfolio management
and secondary fund advisory within the private equity, venture capital, real asset and hedge fund markets.
These services are offered by a team of employee owners dedicated to leveraging the firm’s vast knowledge
and technical resources to provide the best results for its clients.
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