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After the go-go days of the dot com bubble, venture capitalists are dealing with the aftermath of exuberant and hasty investments. In the most unfortunate cases, liquidation of portfolio companies is the inevitable consequence of a business model that just ‘won’t hunt.’ Other VCs are ‘lucky’ enough to arrange a fire sale merger or acquisition of their underperforming companies -- usually in the form of a risky stock deal (these days cash is a scarce commodity). 

There is no doubt that times like these test venture capitalists’ commitment to their craft.  By its nature, as well as by definition, venture investing is highly risky and highly volatile.  While venture capitalists expect a 30 to 40 percent rate of return on their investments per year, the road to get there is harrowing.  The general expectation is that the majority of investments in a venture portfolio will fail. A few will be mediocre to good performers, and one or two really great deals will deliver the return.  Keep in mind that the historical timeframe for such outcomes is generally three to seven years, not six months. Little in that traditional framework has changed even over the past three years, except that the failures have come faster and more frequently, and are much more spectacular.  It’s one thing to talk about volatility, it’s quite another to be in its vortex.

In the face of a return-challenged portfolio, what’s a VC to do?  There are really three choices.  

First, and least inspiring, run like the wind.  We’ve all heard stories of VC firms that have returned capital to their investors, closed shop, or retrenched from further investing in early stage technology companies.  They have surrendered to the short-term pain of a market downtown and headed for the hills.  Not committed to the time and challenges it takes to build young companies, these investors are off searching for more conservative or easier returns, or other employment.  They are the weakest link.  Goodbye.

Second choice is to succumb to what I term ‘portfolio paralysis.’  These VCs made a lot of investments during the Internet boom and are now overwhelmed dealing with the bust.  They are managing down rounds, coordinating liquidations, attending strategy and recruiting meetings at their portfolio companies, creating annex funds, and spending a lot of quality time with their limited partners.  They are in the hole and digging out, but can’t see the light yet.  Feel bad for them.  

Finally, there are the investors that managed to limit dot bomb damage to a relatively small percent of their portfolio.  Either they didn’t get caught up in the fuss, or they stuck to a strategy of investing only in companies with viable business models.  These VCs are investing right through the downturn.  They are drowning in deal flow, seeing a lot of good ideas that are reasonably priced, and having few problems recruiting excellent management talent.  What they can’t find are co-investors (see #1 and 2 above). These are the true venture capitalists, who are staying the course, taking all the risk in this market and helping to fuel a turnaround and future growth.   They remain committed to building young companies and funding the development of new industries.   Thank them.
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