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VENTURE CAPITAL. . .
. . . IS A POOLING OF FUNDS
A venture capital fund collects money from dozens or hundreds of investors into a pool of funds.  After the fund reaches its goal of raising 10 or 100 million dollars or more in venture capital, the fund is closed to new investors.  Then the funds are disbursed to new or growing businesses in exchange for a percentage of each company.  
 
VENTURE CAPITAL. . .
. . . REDUCES RISK (THE MORE THE MERRIER)
Venture funds tend to share their investments with other venture funds to spread the risk.  So a company that is funded at $5 million, to start, might receive investments of a million dollars from five different funds.  Each venture fund will also invest in several different companies, rather than putting all its eggs in one basket.  So the risk is spread in two ways:  
--each deal receives investment from several venture funds, 
--and each venture fund spreads its own risk across several companies, on the calculated risk that although not every investment will pay off, some will be so successful that they cover the risk of the other companies and provide a tremendous overall return.  
So for every ten companies like GO Corporation, which burned through $90 million before giving up on creating a pen-based computer, there's a COMPAQ or an Apple or an Amazon.
 
VENTURE CAPITAL. . .
. . . PROMOTES INNOVATION
Venture capital invests in new ideas, the kind that might need millions of dollars to develop and market before the business shows a profit.  That's why another term for venture capital is RISK CAPITAL.  Banks don't lend money for risky deals, unless they can hold something like a building or another asset as collateral.  But high risk often yields high returns, which is why venture capital funds are willing to risk their money.  
 
The result is that new ideas find funding that can make them possible.  Without venture capital of some kind, many of these ideas would never be developed.  Even though many venture-funded companies eventually fail as companies, if the technology is good, the company may still be sold off to a larger firm--for the technology and the people behind it.
 
VENTURE CAPITAL. . .
. . . FUNDS RAPID GROWTH
Most companies try to pull themselves up by their own bootstraps.  They try to make a profit, then use the profit to help improve the business.  After they're established, they can take out bank loans to help their business grow, but the bank loans are always collateralized, meaning that they can rarely be for more money than the business would be worth if it were sold off.  In a sense, a business growing out of its own profits is usually limited to a low-yardage ground game.  
 
Venture capital takes a different approach:  they see each opportunity as a Hail Mary pass--hopefully with Joe Montana throwing the pass and Jerry Rice catching it.  That's how a company like Packet Engines can grow from nothing and 18 months later be sold for over $300 million.  Or how Amazon.com can grow from nothing to a billion dollars in annual sales after less than five years (not to mention a stock market valuation higher than General Motors).  
 
But that kind of growth takes a lot of money, and in the case of Amazon.com, for example, it doesn't come out of profits, because there aren't any.  At first, Amazon was funded entirely by venture capital--nearly a hundred million dollars was invested over several rounds.  How well do you think the venture funds were repaid for that investment when Amazon went public?
 
What VCs generally look for is a company in a booming industry, where all the players can grow rapidly.  But they're also looking for an idea with HIGH BARRIERS TO ENTRY--some kind of proprietary knowledge, a patent, or a process that is difficult to duplicate.  They hedge their bets by choosing businesses that will have high growth, but less competition.
 
Most investments are in high technology, because the technology alone can be a barrier to entry.  In addition, most venture capitalists have had successful careers with several technology startups before they became venture capitalists, so they fund what they know.
 
VENTURE CAPITAL. . .
. . . FUNDS PEOPLE
Although it would appear that venture capitalists fund businesses, their primary concern is that the businesses have, or can find, the kind of people who can make the business succeed royally.  So, although they pay a lot of attention to the numbers, they know that without the kind of dedicated, knowledgeable founders and employees who can make those numbers happen, the numbers are meaningless.  If a founding team has some gaps in it, venture capitalists have a huge NETWORK OF CONTACTS that they use to help businesses recruit the people they need to complete their team, and to provide management advice.
 
A brilliant idea poorly executed can fail.  A lesser idea excellently executed can succeed.
 
THE STRUCTURE OF A DEAL
Each deal is different.  Funding may be available at several levels.  An initial investment of a few hundred thousand may come from what is called a SEED FUND or from individual investors known as ANGEL INVESTORS.  This money allows the company to create a prototype and develop a BUSINESS PLAN.  The seed fund might get 10 or 20 percent of the company for its investment.  
 
When the company has a strong business plan and is ready to market the product, other funds will invest, usually over several stages.  These investments can range from a million to tens of millions of dollars.  The later-stage investors tend to receive smaller portions of the company in exchange for larger investments, because their risk is reduced.  The further along a company is in development and marketing of the idea, the less of the company the founders have to give up to venture capitalists for a given amount of money.  BRIDGE FUNDING (also called MEZZANINE FUNDING) is a large investment made at a late stage, used to keep the company growing in the very last stages before going public or being sold.
 
EXIT STRATEGIES
Venture capitalists expect a return of roughly ten times their initial investment within five years or so.  When they review a business plan, they look for an EXIT STRATEGY that will meet their goals.  Usually a company plans either to go public or to be acquired at a valuation that makes the venture capitalists happy.  Going public, the INITIAL PUBLIC OFFERING, or IPO, means selling stock to the general public.  Amazon.com went public and its stock has continued to soar ever since, even though it has yet to make a profit.  That was a good exit strategy.  Other companies, like Packet Engines, have been sold to larger firms, but the founders and venture capitalists still made a tremendous return on their investment.
 
Suppose a company has four founders.  The leader owns 50% and the others share 50% of the company.  But the company is worth almost nothing.  The founders own 100% of a $100,000 company.  
 
Then in the first round of financing, the VCs take 20% of the company for $5 million.  The founders' share has been reduced to 80%--the leader has 40% and the others have 40%.  But the company is now valued at $25 million--$5 million for the VC and $20 million for the founders.  Their ownership of the company has dropped, but the value of their share has grown from $100 thousand to $20 million.  Not a bad deal.  In the final round of financing, another set of VCs buy 20% of the company for $20 million.  The company is now valued at $100 million.  The founders now own only 60% of the company, but their share is valued at $60 million.  The company now has 1,000 employees, who all have stock options.  The janitor has 1,000 shares.
 
Finally, the company goes public.  Shares amounting to 25% of the company are issued.  The stock is valued at $20 a share, and 10 million new shares are issued.  At the IPO, the company is valued at $800 million.  The founders now own only 45% of their own company.  Are they big losers because they gave up 55% of their company?  Or are they big winners because their shares are now worth $360 million?  On the second day of trading, the stock has doubled in value, and the janitor's 1,000 shares are now worth $40,000.  The founders retire and each starts another company with part of his or her share.  The janitor buys a boat from Bill Trudeau and takes a job for more stock options at one of the founders' new companies.
 
With a venture capital success story, everyone can win:  the founders, the venture capitalists, and the community.
 
