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Where are investors investing?

Over 10,700 venture-backed companies received a combined $136.5 billion in funding in 2019,
and the year saw double the exit value of 2018." As stocks, real estate investments, and
venture capital reach record highs, what are investors thinking about where to invest?

The answer depends on the type of investor:

e Large funds such as university endowments, pension funds and funds-of-funds have
been allocating a part of their portfolio to venture capital for many years now and have
seen success. Universities like University of Minnesota', Stanford and Yale" have done
very well with venture investments. For fiscal year ending June 2015, the University of
Minnesota invested 26.1% of its capital in private investments, with 14% of the private
allocation invested in venture capital. The overall fund returned 5.7%, private capital
returned 16.1%, and venture capital returned 28%." This has increased the appetite for
venture investments among endowments.
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e High net worth individuals who have built their wealth in tech are reinvesting in tech
venture funds.

e High net worth individuals who have traditionally invested in the stock market, real
estate, or private equity, are warming up to tech venture investing.

e Family offices are increasingly doing the same. In a recent tally of the attendees of a US
family office event, 35 out of 60 firms expressed interest in venture capital.

Is this a good time for venture investing?

If the economy continues to do well, venture investments will do well. If the economy falters or
if there is a stock market correction, this may still be a good time to invest in venture capital.

This is because stock market corrections (and corrections in the real estate market, which
usually follows the stock market) follow business cycles, which can last 4-7 years. Venture funds
usually invest over a 9-10 year investment cycle (i.e., a 5-6 year investment period followed by
a 4-5 year harvest period). A slower business climate or stock market correction ahead could
well be bracketed within the life of a new fund. And if needed, with due approvals from the
limited partners, venture funds can extend their term to time their exits better.”

Is there benefit in investing in venture funds in down cycles?

Let us look at the dynamics of different asset classes in downturns.

Real estate

During the 2008 financial meltdown, real estate crumbled. As people lost their jobs, renters
could not pay their rents, and property owners could not cover their mortgages. As defaults
grew, real estate prices dropped. The Case-Shiller index dropped from 195 in 2005 to 116 in
2011." Considering the leverage of real estate investments, the losses for investors were much
higher.

Stocks, ETFs

The stock market similarly took a serious hit. The DJIA dropped 54% from 14,164 to 6,469 over
17 months.

Venture capital

From Q1 2008 to Q1 2009, venture funding fell by 50% nationally to $3.9 billion (Dow Jones
Venture Source).

Why did venture capital fare better than real estate or stocks?
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First, lean times promote capital efficiency. As is often heard, recessions are the best time to
start new companies, which is where early-stage venture capital is focused.

Second, venture capital firms mark up or mark down their investments over their life cycle.
However, as actual valuations are pegged only by liquidity events, the real IRR is not known
until the investments achieve liquidity. During the holding period, capital-efficient companies,
and venture companies that focus on capital efficiency, do well, i.e., are counter-cyclical. They
suffer fewer dislocations during downtimes. They can maintain their strategies, continue to do
business as usual, and get ahead of those that slow down. Employees of such companies are
more secure and loyal. And if needed, high-quality talent not available during good times can
be hired, with loyalty that again pays dividends over the long term.

The capital efficiency of the Upper Midwest

Companies in the Upper Midwest inherently tend to be capital-efficient because there is less
capital available. Similarly, smaller funds such as in the Upper Midwest are inherently more
capital-efficient as they have less to invest.

44% of venture capital flows into Silicon Valley."i! This sets the consumption set-point of Silicon
Valley companies at much higher burn rates than in regions where availability of venture funds
is limited. The relative lack of available capital in other regions, including the Upper Midwest,
instills caution in spending.

Employee wages

While most other expenses are comparable across the US, with legendary real estate prices,
Silicon Valley employees cannot survive at less than Silicon Valley wages.

This is not true in the Upper Midwest. Though other expenses are comparable, housing costs
may vary from 1/3™ to 1/10" of the Bay Area, enabling much greater capital efficiency for
employers. For example, Google employees can buy 5 houses for the price of one by moving to
one of Google’s locations across the country.
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E Zillow
Chinese and U.S. Real Estate:
Sale Price per Square Meter, Major U.S. and China Metros

Shenzhen I 57,768
Beijing | 56,536
Shanghai I <6448
San Francisco, CA | —— 4,888
Los Angeles, CA I, 54,023
Guangzhou I 3,603
San Diego, CA I, 3,462
Nanjing I 53,367
New York, NY I 53,327
Tianjin I, 52,979
Hangzhou I §2,921
Washington, DC I 52,725
Seattle, WA I $2,585
Denver, CO I 52,346
Qingdao I 52,200
Baltimore, MD I 52,162
Minneapolis, MN NG 51975
Riverside, CA IIININIENGN 51278
Miami, FL I S1,819
Boston, MA I §1.740
Wuhan I §1,688
Chicago, IL I 51678
Jinan I §1.675
Philadelphia, PA I §1637
St. Louis, MO I 51434

Phoenix, AZ GGG $'.425 '
Tampa, FL I §417 B China
Detroit, M| G $'.526 [l United States

Notes: Chinese data are mean sale price per square meter for existing homes sold in July 2016. Yuan renminbi values are converted to US dollars using the average exchange rate prevailing
in July 2016, about 6.67 RMB per USD. US data are median sales price per square meter of all homes - new and existing -- sold in July 2016. Both series are not seasonally adjusted.
Sources: Lianjia (China) and Zillow (US).

Figure 1. The real estate cost advantage of the Upper Midwest compares well against not only
the most expensive regions in the US, but also against what may be incorrectly perceived as
lower-cost overseas regions (e.g., China). Seven cities in China and an equal number of cities in
the US are listed above Minneapolis.

Fold? Hold? Or double down?
Not only can capital-efficient companies continue without disruption during slow times, given

the lag between investment and market benefit, those that increase their investment can
emerge even stronger in a recovery.

Intel applied this counter-intuitive strategy across many recessionary cycles, and invested
several billion dollars in down cycles.* When their new semiconductor fabrication capacity
resulting from these investments came online a few years later, their timing coincided with
market rebound. On the other hand, competition (e.g., Atmel, Fairchild, Intersil/GE, IBM,
Motorola, Raytheon, and several others) weakened from retrenchment and lost market share.
As the industry consolidated during down cycles, Intel gained market share, and cumulatively
over several cycles, emerged as its leader.
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Some investors may feel that liquidity is useful during a downtime. Others argue against it, as
getting out of the game when entrepreneurs are especially capital-efficient has a higher
opportunity cost, and to use the Intel analogy, puts the winners further ahead of the losers.
According to a prominent Silicon Valley investor, “you got to stay in the game”. At GNL, we
believe that like Intel, there are opportunities to go one step farther and double down.

Are smaller funds better than larger funds?

The statistical odds of a unicorn (company valued at over $1B) are lower than, say, of a ‘deci-
corn’ (company valued at over $100M). Larger funds invest larger amounts per deal. To return
high multiples, they need unicorns, which are rare. Smaller funds invest smaller amounts and
can get the same multiples from ‘deci-corns’, which are much more common.

Advantages for Midwest venture capital

There are other tactics used by, and attributes common to, small Midwest VC’s that safeguard
against downturns:

1. Global investments that require skills available in the Upper Midwest. While staying
abreast of the latest trends in Silicon Valley to stay competitive, Midwest VC’s can take
advantage of expertise available in the Upper Midwest to serve global markets. In so
doing, they avoid the valuation markups and early-round dilutions of Silicon Valley yet
seek global parity in later rounds and exits.

2. Local investments, global exits. An emphasis on the Upper Midwest inherently allows
investing at a discount compared to the investments in overheated markets such as
Silicon Valley. This roughly translates to a 60% discount in term sheets offered on
companies in the Upper Midwest. Global businesses rooted in the Upper Midwest still
attain exit valuations that correlate with global valuations. Thus, if a down cycle may
require 50% markdowns for some Silicon Valley funds, Midwest VC’s can still record a
10% (=60-50%) markup at the bottom of the trough, emerge stronger from
uninterrupted progress from investees’ capital efficiency, and exit with a markup
brought to parity with global valuations in strong economic times.

3. Emphasis on product-market fit. With the reduced capital investment now possible in
many tech businesses, the barrier to entry has been lowered. Smaller venture funds can
adjust criteria to focus investments on product-market fit, early revenue, and early
break-even and profitability, instead of being limited by the number of affordable
investment options. Nothing demonstrates product-market fit and staying power than
paying customers and profit; for customers, employees and investors alike, there is
nothing more powerful than profitability. Judicious investment in such businesses and
mentorship to focus teams on profitability facilitates survival in lean times.
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4. Operators as investors. Operators as investors. Small venture funds are often started by
former operators with past successful exits, and the Midwest is no different. Many
Midwest VC’s have a history of building profitable businesses the old-fashioned way, a
dollar at a time. This experience of running a company, of managing payroll through
good times and bad, of knowing the revenue and cost management discipline required
to make money operationally and sustainably (i.e., not with short-term financial
engineering), is invaluable for VC’s to have. So much so, that even accomplished
operators will supplement their teams with experienced industry advisors.

i https://pitchbook.com/news/reports/q4-2019-pitchbook-nvca-venture-monitor

i https://www.bizjournals.com/twincities/news/2018/03/15/how-the-leader-of-the-university-of-
minnesotas.html

i https://www.wsj.com/articles/robert-f-wallace-named-ceo-of-stanfords-endowment-1427138729

v https://news.yale.edu/2017/10/10/investment-return-113-brings-yale-endowment-value-272-billion
v http://www.pionline.com/article/20151014/ONLINE/151019943/university-of-minnesota-endowment-
reports-57-fiscal-year-return

vi https://www.strictlybusinesslawblog.com/2017/06/29/the-life-cycle-of-a-private-equity-or-venture-
capital-fund/

Vi https://en.wikipedia.org/wiki/Case%E2%80%93Shiller index

vii According to the National Venture Capital Association website

* https://www.cnbc.com/2017/04/07/you-can-buy-multiple-houses-for-the-cost-of-one-near-google-
hg.html

X https://www.reuters.com/article/us-intel/intel-to-invest-7-billion-in-u-s-as-recession-deepens-
idUSTRE5196WR20090210
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