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Forward to the Past

My remarks today are directed to my fellow venture capitalists, though you’re all invited to listen in if you’d like. (And why wouldn’t you?  Who knows how long it will be until we oftentimes-arrogant VCs get our comeuppance again quite as dramatically and painfully as recently!).

What a year we’ve just been through!  From hotter than hell to the very depths thereof, and virtually overnight!  In my 33 years in the business, I’ve been through three industry implosions along the lines of last November’s, but I’ve never seen a climate as cold as the current one.  Indeed, the head of CALPERS’ Investment Committee recently described the venture capital industry as (quote) “being in the midst of utter carnage (unquote).”  Don’t ask me to distinguish between “utter” carnage and regular old, garden-variety carnage, but I’m almost certain that the distinction is not  a positive one for us.  In any event, he’s not far from right, if not dead-on.  And boy do we deserve it.  With the industry having gone on a bender beyond any ever before, it should expect a hangover to follow the likes of which it has never before experienced.  And it’s got it.

For several years on end, insanity was all around us.  I put together a David Letterman-like Top 10 List of the era, and here’s what it looks like:

The Top 10 Signs That Things Were Insane

When Things Were Insane

10.  The CIA starting a $28 million venture fund called In-Q-Tel to invest in companies developing high-tech gadgetry for the espionage trade (when I heard about this, I thought to myself, “Gee, what ever happened to old-fashioned government research contracts?!”).

9. A Kauffman Fellow, upon the completion of his venture capital fellowship, had the great good fortune to join a firm which was then sitting on $400 million worth of the stock of a recently IPO’d B2C company.  Now I ask you… if you owned four hundred of something, would you miss two of it?  Of course not!  And that’s what they figured, so they gave him $2 million of the stock as a “signing bonus.”

8. Webvan luring Andersen Consulting CEO George Shaheen with $100 million of Chinese paper.  I remember the day his career shift was announced in Venturewire.  I kid you not – I turned to my partner Glen Bressner and said, “Glen, can you imagine leaving the helm of the largest and most successful consulting firm on the planet?!  For that?!  They must have offered him a hundred million dollars!”  And the very next day VentureWire confirmed that they had done exactly that, in stock of course.  (And in the interest of decency, I would ask that you refrain from multiplying the number of George’s shares times yesterday’s closing Webvan quote).

7. High school drop-outs becoming paper millionaires day-trading.  (And please don’t accuse me of hyperbole here, because I know one).

6. Over in Hong Kong, the son of legendary entrepreneur Li Ka-Shing, momentarily blowing by the $11 billion personal net worth his dad had accumulated over the course of 30 years of blood, sweat, tears and hard work, only to report three months ago that his firm, Pacific Century Cyberworks, lost $886 million last year, including a (quote) “$627 million provision for a decline in the value of certain of the company’s investment securities that the Board believes was other than temporary (unquote).”  (This press release, by the way, has provided us VCs with a useful new phrase we can use if we ever want to soft-pedal bad portfolio news to our limited partners – “These problems, dear investors, are believed by us to be ‘other than temporary’.”) 

5. Starbucks and Maytag doing tech VC deals; indeed, 20% of Fortune 1,000 companies were operating in-house venture funds in 2000, up from 1% in 1998!  (Gee, I wonder what the % will be next year?).

4. Countless companies with sales less than $10 million and losses in excess of $10 million with multi-billion dollar market caps.  Surely this provided unprecedented depth to the meaning of the phrase “easy money.”

3. If I asked you to name a firm that has masterfully dominated its market niche for decades on end, you would be hard pressed to come up with a better answer than ToysRUS.  Yet, soon after its IPO,       E-toys’ market cap exceeded that of industry 8000-pound gorilla ToysRUs.

And finally, my two favorites:

2. The May, 2000 Red Herring story on 24-year old British wunderkind Jonathan Rowland, who talked his super-rich family out of $15 million to capitalize his personal venture fund, Jelly Works.  When critics made disparaging comments about the lack of value he could add to his deals, he retorted, “I think we … add lots of value.  For one thing, we move a lot faster than most VC firms.  An entrepreneur can walk into our office and leave that afternoon with funding in his hands.”  

And the # 1 sign that things were insane when things were insane ( the people who were making Internet investments.  Forget about Jesse Jackson, Sammy Sosa, Barbra “I Hate Capitalism” Streisand, Billie Jean King and John Elway doing Internet deals ( I ask you to name for me the dowdiest, least-hip woman on the planet… yes, Queen Elizabeth was doing Internet deals!  And scoring!  I submit to you that we’d all be retired now and sipping mai-tais on the beach in Bora Bora had we shorted Internet stocks the day it was announced that Queen Elizabeth had succumbed to the fever. 

In February of this year I wrote my limited partners for the first time since the VC market crashed at the end of November.  After describing the Crosspoint Venture Partners press release that triggered the current Siberian climate in the venture capital industry, I shared my view of what I believed would be the six implications of the change, four negative and two positive.  

On the negative side:

1. Every investment made in the past two years was, in today’s light, over-priced.  Those companies have real value to build just to get the fund back to even.

2. Second round financing has, for the most part, dried up and blown away.  When it is available, it’s going to be very expensive.

3. Premature IPOs are dead until further notice, and don’t hold your breath for the latter.  Even historically deserving companies are likely to find the IPO door bolted shut for a long time.

4. Deal flow is well off and will stay well off.  Most would-be entrepreneurs have fled to real-job caves.

And on the positive side:

1. Valuations are down – wayyyy down.  Start-up salaries are down.  Teams are putting money into their own companies again. 

2. The competitive landscape is already prettier, and will almost certainly get a lot more so.  There are going to be some firms and some angels that go down with this, and maybe a lot of them.

I turn now to the subject that I know is foremost in your minds… the Clinton legacy.  I’ve given the matter considerable thought, and have concluded, without doubt, that the highlight of the 8-year term is the ex-President’s coining of the phrase “It’s the (fill-in-the-blank), Stupid.”  And so, with undying and boundless thanks to William Jefferson, I offer up some Clintonian “lessons learned” observations on the period from the Netscape public offering in May of 1995 until the start of what some have called the industry’s “nuclear winter” last November. 

And what are these observations?  I’ll give you a hint… there aren’t any new ones among them!  Indeed, I would suggest to you that we need only return to our past to find them, as well as the path to our renewed prosperity. 

Here they are:

· It’s the quality of the team that counts, and not hot market “space,” Stupid.

· It’s the gross margin, Stupid.

· It’s the earnings, Stupid.

· It’s the cash flow, Stupid.

· It’s respect for the value of a dollar, Stupid.

· Internal Rate of Return is calculated from a combination of purchase price, exit price and elapsed time in-between.  The only one of those that we control is purchase price, Stupid.

· Teams perform more responsibly when they have their own money in the deal, Stupid. 

· Copycat, “me-too” entrepreneurial surfers trying to catch the back of someone else’s wave inevitably die ugly, embarrassing deaths, Stupid.  

· Trees don’t grow to the sky, Stupid.

· And, most importantly, never doubt that which you know to be true, Stupid! 

So… we’re all sadder but wiser, some more so than others.  And what can we expect in the near- and intermediate-term future?  Well, on the bad news side, I think that we can expect that we have almost assuredly not yet hit bottom; indeed, I am as certain as I can be that that moment in time will take place 6-9 months from now, and I’ll tell you why:

Before all of the debris had even hit the ground from the Crosspoint explosion, every venture fund manager in the country put his or her portfolio company managements on notice that they could support them for a while, but  that at the end of 2001 they were on their own.

And so thousands of venture-backed companies went back to their 2001 drawing boards and slapped artificially brighter assumptions into their spreadsheet models.  If the old plan was to lose $22 million on $8 million of sales, now their projection said that they were going to lose “only” $7 million on $17 million of sales.

And you know what the 2001 model of each of these companies looks like on a quarterly basis:

The 1st quarter sucks beyond description

The 2nd quarter just sucks

In the 3rd quarter, there’s a glimmer of light

And in the 4th quarter, a miracle happens, and sometime late in the afternoon or early in the evening of December 31, the company turns cash flow-positive 

It ain’t going to happen, and my personal prediction is that hundreds of venture-backed companies are going to be abandoned late this year and early next.  Plan to allocate 15 minutes a day to get through the Bad News section of VentureWire each day in January of next year, and pray that you don’t see your firm’s name in there too often.

On the good news side of my predictions of the near- and intermediate-term of course, there will be a much needed and therapeutic industry cleansing, just like there was in the early-70s and late-80s.  More importantly, there will be a rebound, albeit a painful one.  While things were never as good as they seemed during the long heyday, they are not as bad as they seem right now, and even with the worst yet to come.  And, as noted Harvard Business School professor Rosabeth Moss Kanter has said, (quote) “Everything can look like a failure in the middle (unquote).”  Tomorrow’s blockbuster/return-the-fund winners are today sitting in our portfolios and tomorrow sitting on the other end of the phone lines in the person of entrepreneurs calling to raise the capital from you that they need to transform their dreams into miracles.  And of one thing I am truly certain… for long-term investors (which, after all, is what we’re supposed to be!), right now is the best time to be investing in at least the past decade.  If you were investing at a breakneck pace last year (and pretty much all of us were), and are investment-paralyzed now, you were doing the wrong thing then and you’re doing the wrong thing now.  There’s nothing any of us can do about last year, but there’s definitely something we can do about this one… and what better place to find tomorrow’s winners at fair prices than right here at Early Stage East!!

But, as I said, the path forward will be a rocky one for a while, so I would suggest to you that when you’re having a funky day next week or next January, remember these three things:

1. In what other business on the face of the earth do you get to spend almost all of your time with truly exceptional people ( gloriously wonderful, inspiring, achieving entrepreneurs, and the super-bright, incredibly special and stunningly capable professional service providers who assist them?

2. In what other business on the face of the earth can you take 1% of the risk and reap fully 20% of the gains, with no downside should you fail beyond having to go find a real job?

3. What other business on the face of the earth features the ability to overcome ten or more massively flawed decisions via one good, or even lucky one?

Those of us in the venture capital business are truly blessed.

Now, as I always like to close my luncheon talks on a light note, I offer up the two best current-climate press releases I’ve seen since the Big Fall – we might consider these to be among the wages of insanity.  Names have been changed because we’ve got some stories as sad as these in our own portfolio, and I wouldn’t want anyone telling stories about them by name in public.

ArtEventFinder.com Loses Funding, Wants to Turn Non-Profit

ArtEventFinder.com, an online provider of arts events listings, art content and ticketing services in cities across the country, said it is trying to become a not-for-profit company because of a lack of funding… its investors decided to withdraw further funding last month, citing the state of the stock market.  The company’s goal is to raise $500,000 in pledges within the next three weeks, ten to one hundred dollars at a time.

And…

Inter-e-incubator No Longer Incubator, Now Pipe Technology Firm

Inter-e-incubator, a technology company incubator, said it is changing its business model and will now develop technology for repairing underground pipe systems.  The company has changed its name to Subterranean Systems.

And so, I leave you with a blessing:

May your ventures never want to turn non-profit, and may your investment outcomes take you to greater heights than underground pipe systems.

Thank you, and good luck.










