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Trends and Changes: Q4 2001

�������� Our study of technology corporations’ venture capital
arms is evaluating structural models for venturing,
identifying best practices, and tracking trends and
changes triggered by the ongoing declines in the
public and private equity markets.

�������� Our research team at the Lundquist College of
Business conducted our third round of telephone
interviews in April 2001, speaking with 24 informants
in participating technology corporations, venture
capital firms, and industry analysts.

�������� This preliminary report was prepared for our research
partners.  It summarizes what you told us.  Thank you
for sharing your experiences and insights.

���� Contact Us:

Alan Meyer      541.346.5178 Vibha Gaba    541.346.4179
ameyer@oregon.uoregon.edu vibha@oregon.uoregon.edu
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Our Research Partners

Corporate Participants:

•  Adobe Systems

•  Comcast Corporation

•  Compaq Computers

•  Dow Chemical Company

•  Intel Corporation

•  Oracle Corporation

•  Sun Microsystems

•  Tektronix

•  Motorola Ventures

•  Novell Ventures

Venture Capital Participants:

•  Advent International

•  Allegis Capital
•  Atrium Capital
•  Comcast Venture Investments
•  Granite Ventures

Industry Analysts:

•  Asset Alternatives
•  International Business Forums

Angel Networks:
•  Portland Angel Network
•  Angels Forum

The Study’s Objectives

Our third round of interviews had four key objectives:

1. Analyzing the adoption of corporate venture investing (CVI) units. We wanted to
understand which corporations are most likely to adopt at venturing programs at different
stages of the venture capital cycle.

2. Finding out what changed during Q4 2001.  We asked what changes had occurred in your
program’s structure, deal flow, practices, and policies.  We also asked about changes
within your parent corporation, and the overall VC sector.

3. Identifying best practices.   We asked you to tell us about any new practices your program
had developed that you regarded as exemplary.

4. Identifying changes in your network.  We asked you to tell us about changes in the kinds
of people that you are interacting with regularly, and your allocation of time.

Adoption of Corporate Venture Investing Units

In May, our ongoing analyses addressed this question:  When and why do corporations
adopt corporate venture investing (CVI) units?

Our key hypothesis was that corporations that have greater exposure to venture capital
community are most likely to be early adopters of CVI programs. In addition, we expected that
the overall level of activity within the venture capital community would influence adoption. In
general, as the venture capital cycle peaks, late adopters climb on the bandwagon.

We gathered data from a sample of 500 top information technology corporations over a 9-year
time period (1992-2000). We determined whether and when each of these firms had adopted
CVI units. Our analyses suggest that the venture capital cycle can be divided into four distinct
stages.  We found that the characteristics of the new adopters of CVI units change dramatically,
according to the stage in the overall venturing cycle. The figure shows the changing profile of
new corporate adopters.
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In Stage I of the cycle, newly adopting corporations tend to be younger in age, have had prior
experience in venture investing, and are located closer to Silicon Valley. However, as venture
capital activity starts to accelerate over time, the profile of the corporations most likely to adopt
CVI programs changes as well. In Stage II, the new adopters of CVI programs shift to the older
firms, still with prior experience in venture investing and located nearer to Silicon Valley. Then in
Stage III, as the venture capital cycle continues to build, the firms setting up new CVI programs
are older and have less prior experience in venturing, but they still tend to be located near the
Valley.  Finally, in Stage IV, as the venture capital cycle peaks, older firms, with no prior
experience in venture investing, located farther away from Silicon Valley become the most likely
to adopt a CVI program.

In venture investing, as in stand-up- comedy, timing is everything.  The prospects for successful
corporate venturing are greatest, of course, for programs that undertake investments in the
earlier stages of the cycle.  Our analyses suggest that those corporations most likely to
optimally time the establishment of CVI programs are ones that are younger and have regular
social and financial contacts with the VC cluster in the Valley.
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Changes in Q4 2001

Our corporate and VC informants reported on changes that had occurred during the
fourth quarter of 2001.  We inquired about changes occurring within your own venturing
programs, deal flows, venturing practices, and deal structures.  We asked “corporates” to
describe the shifts you had observed in your program’s relationship with the parent
corporation and with partners in the private equity sector. Our VC informants reported on
changes in relationships with their corporate investing partners, and with colleagues in
the private equity sector.

Overall, we found that the trends that you reported to us in the third quarter continued in Q4.  All
of you continue to focus on managing investments already in your portfolios, revaluing them, and
aggressively writing down investments with gloomy future prospects. With few liquidity options
available, you worked more closely with your portfolio companies.

The most striking change you described, however, was the increasing importance of the top
management commitment to the survival of the venture investing program. Both private and
corporate VCs reported spending more time analyzing their programs and practices.  As the
volume and velocity of deals dropped, you used your time to revitalize and restructure your
programs based on what they had learned—codifying practices that you thought worked well and
refining ones that needed improvement. All investors said they were more cautious and most
reported investing in very few new deals.

Venture capitalists often commented that corporate investors brought more value to deals than
they had previously. However, VCs expressed renewed doubts about the long-term commitment
of corporations to venturing. Similarly, many corporations voiced concern that should the value of
their portfolios continue to decline, their programs may come under closer scrutiny of top
management, perhaps threatening their survival.

Macroeconomic Changes

•  The economic downturn continued to slow the rate of investing throughout the venturing
community.  Investments in new deals were minimal. However, some corporate players
said they remained eager to invest in new deals but found few opportunities to do so.

•  Many investors expressed interest in security related investments.

•  The public markets offered no viable exit options in Q4. This especially posed problems
for those portfolio companies funded in the last two or three years that either had a high
burn rate or needed to raise a lot of capital. The survival prospects for many formerly
promising companies seemed gloomy. “The issue is no longer whether the company
has a good technology but whether it’s going to get funded.”

Competitive Changes in the Venturing Sector

•  Corporations continue to throttle back on their venture programs—either scaling down
drastically their investments or shutting down their programs altogether. Many corporate
and private VCs commented that angel activity had dropped considerably. They also
observed few new startups seeking venture investments.  “The entrepreneurs are still
out there, but they are dormant.”
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•  Secondary markets for venture funds and portfolio companies expanded dramatically,
as more and more investors sought to sell their shares in the secondary markets.

•  In general, all investors reported spending disproportionate amounts of time managing
their existing investments, and less time searching for new ones.

•  Overall, investors appear to have adopted a far more conservative approach to
venturing. In part this is because raising funds from limited partners was very difficult
during Q4.  Other investors with money available said they are holding back, waiting for
valuations to bottom out.

•  Both corporate and private venture capitalists felt that they no longer had to compete for
deals.  Rather, investors were working on building strong syndicates with reliable
coinvestors.  “If you are willing to invest in a round, I don’t think you have to worry about
being out bid by other investors.”

•  Corporates reported seeing some creative deal structures in Q4. For example, some
portfolio companies were being liquidated and relaunched with old investors giving up
their share and the new investors putting in capital at much lower valuations.

•  Informants from all corners of the venture capital community underscored their desire to
partner with coinvestors in whom they trust, who bring in in-depth knowledge and
expertise about the relevant space, and who are likely to continue participating in future
rounds.

Changes in Program Strategy and Structure

•  Corporates did not report any significant changes in their relationships with VC
partners. They commented, however, on an increased level of cooperation with other
investors.

•  On the other hand, VCs who have built up specialized expertise in investing alongside
corporates told us they see corporate partners as an important source of competitive
advantage.

•  Some corporates in our sample said that their programs became more vulnerable
during Q4.  Most, however, reported continuing commitment from top management. But
many of you also said that you were devoting more time and other resources to
communicating with senior management.

Deal Flow Changes

•  Not even one of our informants identified a “hot new investment sector.” Several of
you said that the game had shifted from picking a sector and investing rapidly and
somewhat indiscriminately, toward making more judicious investments in quality
deals across all sectors. Some of you said that this was a welcome change,
because the money gets spread more widely, and you don’t end up funding too
many companies in the same niche.

•  A number of deals were still being circulated on a C round at a lower valuation than
it received in A and B rounds.
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•  Early stage investing was minimal in Q4. “If you think valuations are still dropping,
you tend not to put in money because you are afraid that the round is going to be
overvalued.”

•  Very few investors reported doing deals outside US. This is a reversal from what
some of you told us in earlier quarters, when many VC firms and corporations were
looking to invest in Europe and Pacific Rim. In Q4, the resources and attention had
once again shifted to managing existing deals and looking for new ones the U.S.

•  In terms of deal selection, you said you were placing more emphasis on
understanding the markets, technology, cash requirements, and management’s
understanding of the need to manage cash.

•  Some investors are becoming more interested in technologies coming out of
university labs and technology transfer offices.

•  Many corporate investors told us that they had narrowed their horizons, with more
investments restricted to technologies lying close to the corporate parent’s existing
core businesses.

Changes in Corporate Venturing Practices

•  CVI units are working harder to integrate their operations with the traditional business
development activities of the corporation. They are actively seeking opportunities to
identify prospective acquisition and licensing deals for their business development
counterparts inside the corporation.

•  Some corporates with a track record of investing alongside venture capitalists said they
had now gained enough confidence in their skills to take on new deals independently.

•  The depth of involvement with portfolio companies has continued to increase. Investors
agree that in Q4, they had to work harder to make their investments succeed.

•  Deal structures continue to be favorable for investors. “Entrepreneurs are getting a lot
less free money and they are having to give up many things that favor investors.”

•  The top management teams of many corporations are getting involved much earlier in
the investment process, and in some cases, top executives are more involved in
interacting with portfolio companies.

•  Corporates are spending much more time developing, elaborating, and codifying
practices for tracking the burn rate and performance of the portfolio companies.

•  They are also working to formalize methods for measuring the strategic returns from
investments.

Changes in your work schedules

None of you reported profound changes in your work schedules as compared to Q3. Some
corporate VCs said they were spending even more time with internal business unit managers,
with corporate research labs, and with top executives.
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Best Practices

Identifying, describing, and analyzing best practices in corporate venturing is one of our study’s
central goals.  We asked each of you to tell us about any new practices your program had
developed during Q4 2001 that you regarded as exemplary.

You didn’t have very much to tell us – far less than in our earlier rounds of interviews.  Most of
the “best practices” you described were refinements or extensions of practices you had
developed previously.  It appears that Q4 was marked by efforts to codify things that were
working well and to consolidate past gains – not by efforts to blaze new trails.

One thread ran through a number of your responses: Many of you are capitalizing on the
slowdown to document venturing processes, reflect on them, and transfer your learning to
colleagues within your organization.  Here are three examples:

“We are still learning from the fund experts about deal structuring but I think we are also
doing a lot better in leveraging our brand equity.”

“I think we are getting better at distinguishing between venture investing deals and market
development deals.”

“We are making efforts to communicate our strategic focus to the private venture capital
firms which helps us with our deal flow.”

In conclusion

Thanks again to our informants for providing insights in our third round of interviews.




