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«& 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 second round of telephone
interviews in August, 2001, speaking with 22
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




Our Research Partners

Corporate Participants: Venture Capital Participants:
® Advent International

® Allegis Capital

® Atrium Capital

»  Compaq Computers ® Comcast Venture Investments
*  Dow Chemical Company ®  Granite Ventures

. Intel Corporation

. Adobe Systems
. Comcast Corporation

Industry Analysts:
: Oracle Corporation * Asset Alternatives
. Sun Microsystems * International Business Forums
e Tektronix Angel Networks:
. 3M Corporation * Portland Angel Network

* Angels Forum

The Study’s Objectives

Our second round of interviews had four key objectives:

1. Expanding our understanding of the venturing community. We added several firms to our
sample, and added two angel networks. We also used time series analysis to begin
modeling the dynamics of this community’s investing behavior.

2. Finding out what changed during Q3 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.

Modeling the Venturing Community

Our research addresses this overarching question: Are

corporate venturing arms charged with making direct Capital Investment
investments in startups a viable complement to Providers Brofessionals
traditional corporate R&D programs for the “Pension Funcs e
development and commercialization of technology? ~Corporations G
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We have concluded that that we can’t answer this question by

focusing solely on corporate venturing arms. We need to Lowers
. +*Consultants
broaden our scope of observation to encompass the larger set of Anvsiment Bankers
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actors that make up the “venturing community.” This community can e
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be viewed as an ecosystem composed of distinct populations. As
shown in the figure, the organizational populations within the venturing
community fall into three categories — providers of capital, investment
professionals, and service providers.

Service Providers



Since its emergence in the 1970s, the venture capital community has moved through three
distinct cycles of expansion and contraction. To probe the causes of these cycles, we are
modeling historical shifts in levels of venture capital investment in information technology (IT).
We used time series forecasting methods to model the patterned relationships of flows of private
venture capital investment, corporate venture capital investment, and stock values set in the
equity markets.

Our analyses reveal mutual causality. In line with conventional wisdom, we find that when
overall venture investments are rising, growth in private VC investment stimulates subsequent
growth in corporate investment. More intriguing is our finding that increases in corporate
investment activity also trigger increases in private VC investment. When overall investment
levels are falling, a similar pattern of mutual causality operates — retrenchment by VCs triggers
retrenchment by corporates, and visa versa.

The upshot is that private and corporate venture investing forms a system driven by positive
feedback, helping to fuel boom and bust cycles. VCs invest other people’s money, and when the
market drops, they withhold this money — but with a lag, dampened by pressure from the VCs’
limited partners to put their uninvested money to work. Since corporate venturing arms invest
their own money, as the market drops, many begin to exit struggling portfolio companies. At this
point, corporations who came in for financial returns often shut down their programs. Other
programs seeking strategic returns continue looking for new strategic deals, and grouse about
their VC partners’ preoccupation with triaging troubled portfolios and unwillingness to step in to
lead new deals.

A Biological Parable: To return to the analogy of an ecosystem, imagine “Venture Island”, a
land mass inhabited by three life forms: grass, rabbits (who are grass-eating herbivores), and
hedgehogs (omnivores who can eat either grass or rabbits). Now let’s imagine that the grass is
venture investment dollars, the rabbits are VCs, and the hedgehogs are corporate venture
capitalists. When the spring rains come, the grass grows high and the rabbits get fat and
multiply — like rabbits. The hedgehogs notice, start eating grass (along with the occasional
rabbit) and they begin to raise larger families too. Both species produce too many offspring.
Soon all the tasty grass is consumed, hedgehogs switch to eating rabbits, and both populations
crash. Winter arrives, the hedgehogs go into hibernation, while a small rabbit population forages
for whatever blades of grass they can find. Eventually, spring arrives, the rains return, the grass
grows high, and ...

| doubt that this “research finding” comes as a revelation to this audience. As our analysis
continues, we hope to get a better handle on the precise mechanisms driving the venturing cycle.
We will let you know what we find — in the meantime, let’s hope the rains arrive early this spring.

Changes in Q3 2001

Our corporate and VC informants reported on changes that had occurred during the third
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.

The single most striking change you described is the wholesale reallocation of resources
toward portfolio management. Venture capitalists diverted a larger percentage of their
investments to companies raising second and later-stage financing, at the expense of those
seeking seed and first-round funding. Many of you shifted your attention to 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 portfolio companies. As Q2’s frenetic pace slowed, some of you seized the
opportunity to refine and codify effective venturing practices, and to shore up your relationships
with top management and with trusted coinvesting partners.

Macroeconomic Changes

The economic downturn continued to slow the rate of metabolism throughout the
venturing community. All of you reported investing in fewer new deals during Q3.

Nearly everyone agreed that the events of 9/11 contributed directly or indirectly to the
uncertainty beleaguering the venture capital sector, delaying recovery in the public and
private equity markets.

Some of you think the shockwaves from 9/11 could tip some new or precarious
corporate programs into a death spiral. The consensus is that well-established
programs face less risk, particularly those that survived the last downturn.

Lots of attention is focused on predicting when NASDAQ will turn the corner. Especially
anxious are managers of venture funds with bloated portfolios, and corporate investors
holding equity in startups that have no strategic relevance to corporate parents.
“Everybody was counting on the NASDAQ turning around so they could push their
deals out of the door and they are not getting that. This means even more cash is being
consumed by the existing startups.”

Competitive Changes in the Venturing Sector

Our informants held divergent views about different players’ levels of activity during Q3.
Many corporates and independent venture capitalists reported that angel activity had
dropped off significantly in Q3. “We’re seeing a lot of deals that used to go to the
angels.” Angel investors, on the other hand, reported that they were actively soliciting
new deals, and some expressed eagerness to coinvest with corporations.

VCs reported a noticeable decline in commitment to venturing in corporate executive
suites, as well as waning interest within the venturing units themselves. However,
informants within corporate programs that are focused on making strategic investments
told us that they wanted to see more deals and make new investments, but could find
few VCs willing to lead rounds.

Competition for deals has fallen. Everyone in the sector appeared more willing to
cooperate, to coinvest, and to spend more time on deals.

Power shifted from entrepreneurs to investors. “You don’t see entrepreneurs carrying
four term sheets around in their pockets anymore, and you don’t see multiple investors
bidding on the same deal.”

VCs are scrutinizing their coinvestors more closely. “When our portfolio companies
need follow-on financing, we want to know that there are other deep pockets around the
table. There is less emphasis on hogging the deal, and more emphasis on syndicating
with strong partners.”

Several of you remarked on the pressure that some VCs applied to their limited
partners to participate in “Annex Funds”. “To ask your investors to bail you out of your



current portfolio is astounding—I never seen anything like this before in the venture
industry.”

Down rounds became commonplace. “In today’s environment, a down round just
means there was a previous round a year ago — and that’s all it means.”

Some down rounds offer attractive investment opportunities. However, the best deals
in a portfolio were often retained by the existing VC, and the mediocre ones were most
likely to get shopped around. “For the best deals, if there is a syndicate in place, they
fund the follow-on round without bringing in new investors.”

Deal Flow Changes

Deal flow continued to be down in the third quarter. Most of you reported making very
few new investments. However, some said the quality of new deals had gone up
marginally.

Nevertheless, some VC firms were starting to look at new deals, often in response to
pressure from institutional investors to put uncommitted capital to work.

There was increased interest in investing in security related deals. This is expected to
be an area of growth over next couple of years.

Some corporations reported that more of their new deals were coming from outside the
U.S. and some are participating in European funds.

Changes in Corporate Venturing Practices

Most corporate programs increased their strategic focus. “Unless we can articulate and
advocate our parent corporation’s strategy, we’re going to present them with a bunch of
irrelevant investments that waste everyone’s time.”

Compensation is nearly a dead issue. “No one is complaining about not getting carried
interest these days. Now it’s ‘Gosh, I'm happy to have my job’.” Staff retention is
another problem that has vanished: “I’'m no longer worried about losing my people —
where would they go?”

Many of you described a return to ‘the good old days” of venture investing. You said
the focus had shifted back to working with entrepreneurs to build viable, profitable
businesses. Seasoned investors were open to considering new deals. “True
entrepreneurs continue to get stuff done through garage-type operations, with lower
costs, and on the basis of pure equity.”

All investors were monitoring their portfolio companies’ burn rates more closely, often
stepping in to reduce burn rates. Cash reserves were affecting decisions about follow-
on investing. “These days, VCs only want to invest in companies that have at least 6
months of cash on hand — otherwise they won’t even talk to them.”

Investors of all stripes evaluated prospective deals more meticulously, and structured
those they did more carefully. Deals included terms more favorable to investors. Very
few entrepreneurs negotiated deals that brought them high salaries and substantial
control of the company.



» Corporations are more disciplined in their approach towards venture investing. They are
investing in fewer in ‘experimental’ deals and focusing more on technologies clearly
related to their core businesses.

» Emphasis on advising and coaching portfolio companies expanded. Senior members of
some corporate programs reported spending more time working with portfolio
companies even after a deal was handed over to a business unit. “The senior people
from the corporation are more involved and stay involved.”

» All investors are aggressively writing down their portfolios. For some the revaluation of
the portfolio is triggered by refinancing, for others it's done on a quarterly basis.

Changes in your work schedules

* VCs reported spending significantly more time working with portfolio companies, as did
corporates. However, several VCs reported that around quarter’s end, the focus was
shifting back to evaluating new deals.

» Corporate VCs became more internally focused. More time was spent working the
business units and developing strategic partnerships.

» Corporate VCs spent more time interacting with top management.

* VCs spent less time with corporate partners, and more time interacting with other VCs,
particularly those with whom they had worked previously.

* Not surprisingly, nearly everyone reported cutting back on travel.

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 Q3 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 Q3 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:

» Measuring Strategic Returns: “We’re finally getting a handle on tracking and measuring
strategic gains to [the corporate parent]. Our metrics are less rigorous than we’d like, but it’s
not impossible to measure this. The trick is to identify soft indicators of strategic gains —
alliances, licenses, meetings, press coverage, milestones, and so forth. Then you figure
out what processes are already in place that meter these indicators. Add a time clock and
install a program to calculate the rate, and you’ve got a metric.”

» Codifying and Transferring Practices: Several corporate programs invested time in
codifying informal rules of thumb and refining systems for tasks such as tracking deals or
identifying potential spinouts of internal technology. One of our informants crafted a system
for routinely communicating information on the past accomplishments and future prospects




of portfolio companies to targeted internal and external audiences. Another has developed
a new approach to helping portfolio companies form and constantly update networks cutting
across the parent’s business units.

» Transforming the Venturing Arm into a Learning Laboratory: It is widely understood that
venturing can deliver strategic value to a corporation by opening a window on emerging
technology and new business models. Certain corporations, however, are concluding that
their venturing programs can create a different type of strategic value, by becoming what
could be called a “learning laboratory”. Top executives of these corporations are realizing
that their venturing programs are repositories of unique knowledge — distinctive sets of
evaluative tools, professional skills, and networks of contacts. Learning laboratories can
add transfer this value by informing corporate strategy formulation, facilitating business
development, and accelerating corporate growth.

In conclusion

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






