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WHAT QUESTION SHOULD WE BE ASKING?

The Future of the Venture Capitalist?




WHAT QUESTION SHOULD WE BE ASKING?

How about....
What is the Future of Venture Capital?
or...
Is the Venture Capital Model Broken?

or...




WHAT QUESTION SHOULD WE BE ASKING?

Should we be asking a different question.....
....such as....

What is the future of innovation in this country?
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WHAT FORCES SHAPE VENTURE CAPITAL?

In a broad context, the following forces contribute a significant amount of where venture
capital is headed.

ate of
ovation

Green - forces acting on portfolio companies Purple — forces acting on venture firms




A PERSPECTIVE OF THE CURRENT OUTLOOK

An evaluation of current perspectives on these determinants to venture capital might shed a
little light on where we are heading.

Strategic Options (Portfolio companies) @
1 M&A, Partnering.....

Public Equity Options (Portfolio companies)

1 IPOs, Reverse mergers.....

Financing Substitutes (Portfolio companies) <:>

1 SBIRs, State grants/funding....
Global Forces (Both)

1 Regions of innovation, Other sources of capital......

Rate of Innovation (VC firms) <:>
1 The Tech/Biotech booms, Punctuated equilibrium.....

Capital Sources (VC firms)
1 LP leverage, Rebalancing.....

Financial Regulation (VC firms)
1 ERISA “prudent man” rule, Taxation issues.....




BUT, WE SHOULD REVIEW HISTORY FIRST....

The Genesis (1946). Formation of American Research and Development

More Fuel to the Fire (1958). Small business investment companies (SBICs) created
and Prudent man rules changed to allow investment from broader based of LPs

Maturity (1970s). Change in organizational structure and separation of quality firms

Foundation for the Tech Evolutions (1980s). The rapid evolution of software, telecom,
biotech and computer technologies provide a myriad of investment opportunities

Notable NoTech Venture Investments. Home Depot, Starbucks, Staples, Whole Foods

Notable High Tech Venture Investments. Microsoft, Intel, Medtronic, Apple, Google,
JetBlue, Genentech
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‘ VENTURE FIRMS ACTIVELY INVESTING

The number of U.S. firms actively investing since 1985 is shown below.
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The average number of firms actively investing for each year since 1985 is 350. Last year,
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there were 462 firms actively investing, which means we are still above the average with
the potential for more firms to go out of business.




‘ TOTAL CAPITAL COMMITTMENTS

The following chart shows the level of capital committed to U.S. venture funds since 1985.
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The mean level of capital committed to U.S. venture firms in 2010 was $14.5 billion,
substantially below the long term average of $21.3 billion.




CAPITAL COMMITTED PER ACTIVE FIRM

The level of capital committed per active U.S. firm is below.

JHIEHE/2Y Y IGISR LIS Tofo 10HAS +SyidS ciny
$120 -

$100 -

$80 -

S60

S40
$20
$0 -

1985 1988 1991 1994 1997 2000 2003 2006 2009
Source: NVCA

Capital Committed per Active Firm (SM)

Year

The average level of capital committed per active U.S. firm is $59.4 million. For 2010, the
level of $31.4 million was substantially below that and continued a unique trend of a
decrease in this metric for five straight years.




‘ TOTAL VALUE OF INVESTMENTS

The yearly amount invested in U.S. private companies is shown below.
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The amount invested in U.S. private companies in 2010 was $23.3 billion, which was
below the long term average of $28.3 billion since 1995.




‘ TOTAL NUMBER OF INVESTMENTS

The yearly amount of companies receiving investments in the U.S. is shown below.

Total Number of Investments
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The number of private companies in U.S. receiving financing in 2010 was 3,447, which
was below the long term average of 3,793 companies per year since 1995.




‘ AVERAGE INVESTMENT IN U.S. COMPANIES

The yearly amount of companies receiving investments in the U.S. is shown below.
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The average investment in private companies in the U.S. receiving financing in 2010 was

$6.75 million, which was close to the long term average of $6.79 million per year since
1995.




TABLE OF CONTENTS

[ Introduction

[_Venture Capital: Forces at Work and the Current
Environment

[ U.S. Private Financing Historical Data

B _UIS. Life Science Private Financing Historical Data
[Colorado Private Financing Historical Data
[Some Additional Considerations

[CSammary




‘ SECTOR RANKING OF AMOUNT RAISED

The following data shows the rankings from 1995 to 2010 using the percentage amount raised on a

yearly basis.

18 -+

15 -

wlyly3 27 1Y 26y6 wiHasR
(o]

wliyty3 27 LyRazaiiie {S0i21 68 1Y 2dzyf wiHaSR 2y 1- tSI0Syal-aS . 1aia

MAXpP U2 HAM
* (]
* L 2 [ | L g .
[ L 4 ¥ L 4 * 2 L 4
g * ]
it © 2 *
¢ - L 2
* L 2 . D [ ] *®
L 4 ] L 4 * L 4
* L 2 D
L 2 L 2 =
L 2 -
L 2 L 2
[ ] *
4
L 2

L 2R 4

SRR X X 2K 4

M

»eéeeoo

Source: PWMT

The best sectors on an average ranking over the years 1995 to 2010 is based on the
percent attributed to that sector on a yearly basis. The results of this analysis shows
five sectors above all others. Only three of them were still in the top five in 2010.




‘ PERCENT THAT ARE LIFE SCIENCE-NUMBER

The percent of total financings that were Life science financings (biopharma, device, diagnostic and HC
services) since 1995 is reflected below.
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The number of Life Science transactions getting completed on a percentage basis to
all U.S. private financings has remained at 20-25% since 2003, right around the
average of 21%.
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‘ PERCENT THAT ARE LIFE SCIENCE-VALUE

The percent of total value of financings for Life science companies (biopharma, device, diagnostic and HC

services) as a percent of the total since 1995 is reflected below.
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The value of Life Science transactions getting completed on a percentage basis to all
U.S. private financings has remained at 25-307% since 2003, right around the average
of 24%. Although in late 2010 it reached its lowest level since 2002.
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‘ AVERAGE TRANSACTION SIZE-LIFE SCIENCE

The average level of a transaction for Life Science financings since 1995 is reflected below.

Average Financing (SM)
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Across these years, the average size of a Life Science financing was $7.4 million,
which is right below the level for 2010 of $7.5 million. Also, there has been a
consistent decrease in the average transaction size since the record breaking year of

2007.
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‘ HISTORICAL BIOPHARMA FINANCINGS: STAGE

The average amount raised for biopharmaceutical companies is stratified according to stage of
development.

Average Amount Raised Per Transaction by Lead Stage of Development for U.S.
Private Biopharma Companies - Three Quarter Moving Average
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The later stage companies have maintained their separation according to the average
amount raised.
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RANKING INVESTMENTS BY STATE

The total level of financing for private companies according to their location is shown below by the rank
order of each state and percent of total for 2010 U.S. financings.
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Colorado ranked 8™ in total investments into local companies in 2010 and ranked
fourth on a funding per capita basis.
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‘ NUMBER OF INVESTMENTS-CO COMPANIES

The number of private companies based in Colorado that have received financing since 1995 is shown
below.
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The number of Colorado private companies has started to trend away from the
average of 104 over the last few years, with the 2010 level of 83 financings.
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‘ PERCENT OF CO INVESTMENT-LIFE SCIENCE

The percentage of private companies based in Colorado that were Life Science related and had received
financing since 1995 is shown below.
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In the last few years, the percentage of Colorado, Life Science companies receiving
financing had increased from the mean of 12.8%, although that number appears to be
coming down.
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‘ AVERAGE INVESTMENT-CO COMPANIES

The average amount raised per financing for Colorado-based companies is shown below.
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Across these years, the average size of a private financing for a Colorado company
was $7.2 million, which is above the level for 2010 of $5.8 million. It also has been
relatively consistent over the last six years.
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‘ AVERAGE INVESTMENT-CO LIFE SCIENCE

The average amount raised per financing for Colorado-based Life Science companies is shown below.
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Across these years, the average size of a private financing for a Colorado-based Life
Science company was $7.1 million, which is above the level for 2010 of $5.8 million.
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VENTURE CAPITAL RETURNS

Returns of Venture Capital funds according to the previous time horizon from September 2010 are
shown below.

Venture Capital Returns (Previous to Q3 2010)
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The most recent returns for venture capital funds over the last ten years have not
come close to matching the previous fifteen years to that time horizon.
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‘ VENTURE CAPITAL RETURNS OVER S&P 500

Returns of Venture Capital funds according to the previous time horizon from September 2010 are shown below
with the delta compared to the S&P 500 shown in comparison.
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When compared to the S&P 500, the delta return for venture capital looks even more

dismal.
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‘ VENTURE RETURNS ARE AN ISSUE....

The chart below provides graphic representation of the relationship of investment return to risk, or
volatility. Perhaps the most important tenant in finance - what is the return for the risk taken?

Return

Comparing Returns of Different Investment Instruments
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The chart reflects the typical relationship that exists with risk and return, the higher
the volatility (risk) the higher the return.
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....BECAUSE OF THEIR RISK/RETURN RATIO

Now we have used the chart on risk and return from the previous page and included some historical
returns from the venture capital industry.

Comparing Returns to Historical Venture Capital Returns
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Assuming the volatility is the same for all of these venture returns, the risk-return
relationship for venture capital has shown some strain over the last ten years.
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‘ POSSIBLE CAUSES FOR LOW RETURNS?

The comparison below of the S&P 500 monthly close to venture capital returns illuminates one of the
reasons for the relatively recent lackluster venture capital returns.

a2yl /23S 121 {st pan

1,800 -
1,600 -
1,400 -
W
;_SNG
g 1,200 -
5_9
X i
=3 1,000
N
T 800 -
=
=
- 600 -
n
)
400 -
200 - 20 Year Venture Return (25.6%)
0 rrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrirrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrrid
1980 1985 1990 1995 2000 2005 2010

Source: Cambridge Associates
Year

Overlaying the venture returns with the S&P 500 monthly close illuminates a possible
reason for the historical venture returns.
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‘ IPOs AND M&A: WHAT DOES IT SHOW?

The ratio of initial public offerings and M&A transactions involving venture backed companies is also an
interesting comparison to make.
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The drop in the IPO to M&A ratio over the last fifteen years is magnified by how far the
recent trend has moved away from the average long term ratio of 0.47.
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‘ ARE THE RICH FIRMS GETTING RICHER?

In order to evaluate the potential change in funding breakdown of venture capital firms, an analysis was
completed looking at what percentage of recent venture capital closings were attributable to the top two

closings.
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Although not the best proxy for size breakdown of the venture capital industry, the
analysis shows that since the economic meltdown more funding has been
concentrated in the top two venture funds closings for each quarter. The last quarter
was 417%, which is substantially above the long term average of 33%.
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‘ RETURN ON INVESTMENT AND FUND SIZE

According to Lerner, et al there is a point that the size of a venture capital fund becomes too large and will
start to effect the rate of return of the fund.

Predicted Relative IRR
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The data seems to indicate the optimal size for a venture fund, with respect to IRR, is
around $200 to $300 million.
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WHAT FORCE(S) SHAPES VENTURE CAPITAL?

Public equity appears to be one of the most important drivers of the future of the venture
capital industry.
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THOUGHTS ABOUT THE FUTURE?

In the current environment, it is hard to make any predictions with great clarity, but
perhaps we can make a few educated guesses.....

1 Venture capital will never die

1Most likely venture returns aren’t going to improve in the near term

[ Limited partners will continue to have leverage

1Public equity plays a major role in venture capital returns

1 The increase in size of the major players may have dramatic effects on
returns and the industry

1Venture capital will continue to contract potentially dramatically affecting
innovation in the U.S.
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