New Models in
Entrepreneurial Finance

GP Perspective
Nikhil Sinha, CEO at GSVlabs, led a panel discussion with a group of general partners. The panelists were Anne Dwane,
co‐founder and partner of Village Global; Aaron Gershenberg, managing partner of Silicon Valley Bank; and Mike Maples,
founding partner of Floodgate.

With an es mated $80 billion invested in venture capital in 2017 and $170 billion of capital on the sidelines to be deployed,
the GP panel agreed that the industry’s compe ve dynamics have been upended. A par cular concern of the funders was
how to diﬀeren ate themselves in a world in which seed round funding seems to be basically “free” for entrepreneurs.
Being early is essen al for investment success, but it is also important to avoid the mindless compe on driven by too
much money and the fact that everyone wants to be in the seed round.
Faced with these new challenges, VC groups have successfully responded in a variety of ways:


When inves ng, VC ﬁrms need to posi on themselves as value‐add partners to entrepreneurs by leveraging their
insights and industry networks to facilitate access to capital, customers, and commercial partners. VCs can also act as
valuable strategic advisers and sounding boards.



While providing value‐added services is important for success, being trustworthy and transparent is also very crucial for
establishing and maintaining long‐term rela onships.



To avoid buying into “craziness”, GPs should challenge themselves to rethink their deal sourcing approaches. Finding
the next area of opportunity is extremely diﬃcult, as there seems to be no direct correla on between capital invested
and the magnitude of outcomes. Thus, it is very cri cal for GPs to con nuously search for new things in new, diﬀerent,
and even old spaces (e.g., the rebirth of investments in the life sciences, machine learning, ins tu onalized project
ﬁnance, etc.), as well as expand geographically to iden fy investment opportuni es.



Some mes the best strategy to avoid hyper‐inﬂated valua ons is not to invest at all, par cularly with the ever‐present
danger of “fake growth.” There are many false growth metrics that can make it look like a company is more valuable
than it actually is (e.g., hiring a lot of employees and increasing oﬃce space), but are unrelated to the ul mate
proﬁtability and success of the business.

As the compe ve landscape for venture capital evolves, VC managers are showing a tendency to take money oﬀ the table
considerably sooner than before. They are likely to be more proac ve about managing toward early exit op ons by
establishing rela onships with private equity ﬁrms and strategic investors. Also, some VC ﬁrms may take advantage of the
later‐stage liquidity markets provided by large venture investors, like So bank’s $100 billion Vision Fund. Furthermore,
inves ng in ini al coin oﬀerings could also oﬀer further liquidity in the VC markets in the future. With the growth of these
op ons for early liquidity, the big decision for VCs has morphed to become whether it is be er to s ck to their compe ve
advantage of early‐stage inves ng and liquidate early, or to con nue to pile money into poten al winners and avoid the
scru ny brought on by a sales process or going public.
Ul mately, the focus of VCs has to be on returns, not just on ﬁnding the next big opportunity. Good founders do not
necessarily care about money, they just want the best ideas and technology. With supergiant rounds and “money bombs”
being lobbed into the venture industry, companies, even in the absence of a clear catalyzing event or other performance
improvement metric, can raise more late‐stage capital than what many companies raise in their IPOs. The shi toward
preemp ve funding has changed the tradi onal role of VC ﬁrms of just wri ng seed checks. They need to have a sharper
focus on capital eﬃciency and the drivers of long‐term value crea on.

Academic Perspective
Josh Lerner, from Harvard Business School, led a panel discussion with a group of academics, including Ramana Nanda
from Harvard Business School, Rick Townsend from the University of California‐San Diego’s Rady School of Management,
and Toby Stuart from that University of California‐Berkeley’s Hass School of Business.

Ramana Nanda presented research (conducted with co‐authors Chris an Catalini from MIT and Chris Foster at HBS) on the
use of machine learning to evaluate applica ons by early‐stage startups to accelerator programs. As the cost of star ng
ventures has fallen and the number of startups have sky‐rocketed in recent years, early stage investors in general and
accelerators in par cular face an increasing challenge to screen these applica ons. The vast majority of applica ons are of
low quality, but a few ‘unicorns’ such as Airbnb and Dropbox nevertheless ﬁrst developed trac on by joining accelerators.
Nanda and his colleagues sought to assess whether ar ﬁcial intelligence could be used as a scalable way to eﬀec vely
screen the high volume of applica ons while preserving or even increasing the chances of iden fying such ‘needles in a
haystack’.
The researchers started with a set of 14,000 applica ons received by one of the largest accelerator programs in the US
between 2013 and 2016. They ﬁrst collected the amount of money raised by the applicants to the accelerator by December
2017 (as an intermediate measure of success), regardless of whether the applica ons were accepted to the accelerator
program. They then used machine learning techniques, including natural language processing, to study the extent to which
success could be predicted from characteris cs of the applica ons, and whether machines could do so more eﬀec vely
than the human judges. To do so, they trained two sets of models: the ﬁrst model was trained to mimic the score given to
applica ons by the accelerator’s judges, as a way to replicate the considera ons used by the humans when screening
applica ons. A second model was trained to pick the most successful startups as measured by the amount of money raised,
regardless of whether judges scored the applica on highly.
The researchers had three main ﬁndings. First, models trained to mimic judges were able to replicate the heuris cs of
these investors extremely well. Second, models trained to maximize success did signiﬁcantly be er in picking successful
ventures than the actual judges (and the models trained to mimic the actual judges). When comparing the emphasis placed
on a ributes of the applica ons by the two diﬀerent models, the researchers found that the model trained to mimic
humans tended to emphasize a few variables extremely highly, and en rely miss others. As an example, Table 1 below
shows the Rank versus Importance of the various characteris cs of the diﬀerent startups when considering the startup’s
revenue model. The model that best mimics the judges, on average, assigned nearly half the total weight to whether the
start‐up employed a subscrip on‐based business model, showing the human judges strongly prefer ventures with recurring
revenue. The ‘unconstrained model’ that maximizes the amount raised also put a high weight on ﬁrms with a subscrip on
model, but the weights were more evenly distributed across characteris cs. This diﬀerence implied that while recurring
revenue was important, several other factors were also relevant for success – many that the models mimicking humans did
not end up emphasizing due to the large weight but on applica ons with a recurring revenue model.
Overall, this research suggests that human judges follow an iden ﬁable pa ern that can be replicated by machine learning.
More importantly, this research ﬁnds that machine intelligence, which does not face the cogni ve limita ons and biases of
humans, may do substan ally be er than human judges in ﬁnding successful startups in terms of money raised when
processing the large volumes of applica ons received by early‐stage startup ﬁnanciers.

Table 1
Rank vs. Importance within category

*Source: NBER Produc vity Lunch Presenta on, April 10, 2018. Authors: Chris an Catalini (MIT), Chris Foster (HBS),
Ramana Nanda (HBS)

In the second presenta on, Rick Townsend described his research1 (with Michael Ewens from Caltech) that explores
whether early‐stage male investors were biased against female entrepreneurs. The data show that there is a signiﬁcant
gender gap in both VC funds and in VC‐backed entrepreneurs: for instance, studies of startup ac vity in the U.S. ﬁnd that
only 10‐15% of funded startups are founded by women. Table 2 below provides a Gender Distribu on on investments from
three diﬀerent informa on sources. Many have speculated that part of the gender gap may, in fact, be due to a lower
propensity for investors to fund female entrepreneurs seeking capital.
Table 2
Gender distribu on on AngelList, Crunchbase and VentureSource
Angel List

Crunchbase

Venture Source

% ﬁrms with female CEO/founder

15.8

13.0

11.0

% ﬁrms with any female founder

20.9

13.4

17.3

% female investors

8.0

5.0

6.5

*Source: Ewens, Michael and Townsend, Richard, “Are Early‐stage Investors Biased Against Women?”
April 29, 2018 working paper.

The table reports the percent of women in entrepreneurial ﬁrm founder posi ons or as investors in three databases. The
AngelList sample includes the startups and investors ac ve on the pla orm star ng in late 2009. Startups are those that
sought capital publicly on the website. Crunchbase is a wiki‐style website of startups, investors and exits maintained since
2010. VentureSource is a database of venture capital ﬁnancings and investors provided by VentureSource. Gender of both
founders and investors was iden ﬁed using the algorithm and manual assignment detailed in Sec on 4.3. Crunchbase
numbers for founders are for ﬁrms founded between 2010 and the present and headquartered in the U.S. The
VentureSource founder sta s cs are for ﬁrms founded between2010–2015. The VentureSource investor sta s cs report the
frac on of board members of ﬁrms ﬁnanced between 2010–present that are women.

1

Ewens, Michael and Townsend, Richard, “Are Early‐stage Investors Biased Against Women?” April 29, 2018 working
paper. Available at SSRN: h ps://ssrn.com/abstract=2953011

The researchers use data from AngelList, which provides detailed investor‐founder interac ons for a large sample of fundraising
startups, some of which succeeded in raising capital and some of which failed. Using these unique data, they ﬁnd that female
founders are signiﬁcantly less successful in garnering interest and raising capital from male investors, as compared to similar
male founders. The researchers also ﬁnd that female entrepreneurs are more likely to be funded by female investors rather than
male investors. Lastly, they ﬁnd that female‐led startups are more successful when funded by female investors and, in fact, are
more successful than male‐led startups supported by male investors. This research demonstrates that there is clearly gender
bias in early‐stage investments and that in order to boost female entrepreneurship, there needs to be an increase in the number
of female investors.
Lastly, in the ﬁnal presenta on, Toby Stuart shared his current research (with co‐authors Weiyi Ng and Mosche Barach). Toby
began by explaining that many leading technology companies in the Silicon Valley have been buying start‐up companies. In
many of these transac ons, the buyer has li le interest in acquiring the startup’s projects or assets. Instead, the buyer’s
primary mo va on is to hire some or all of the startup’s so ware engineers. In this research, Toby looks at the reten on rate
of these “acqui‐hires” as compared to engineers of similar background and skills who were directly hired by the ﬁrm. Toby
ﬁrst gathers a database of 60 million resumes by scraping LinkedIn proﬁles and then, using machine learning, he creates two
samples of employees who are observably similar: those who were organically hired and those who joined the ﬁrm through
an acquisi on.
Toby ﬁnds that the reten on rate of acqui‐hires in the year of a merger is 50% lower than that of similarly skilled organic
hires. He also ﬁnds that higher‐ranked employees have lower reten on rates. Being in Silicon Valley further decreases the
average reten on rate. Also, he ﬁnds that acqui‐hires are more likely than organic hires to leave their ﬁrms to start their own
companies. These results suggest that a strategy by publicly‐traded leading technology companies to undertake acquisi ons
to sa sfy the high demand for engineering talent is not a good strategy in the long‐term and that the shareholders of these
companies lose in the process.

Limited Partnership Perspective
Carlos Monﬁglio from State Street Global Advisor led a panel discussion on new models in entrepreneurial ﬁnance with a
group of limited partners: Jagdeep Singh Bachher from the Regents of the University of California, Robert Ross from
California State Teachers Re rement System, and Stephen Whatmore from Queensland Investment Corpora on.

Does venture capital inves ng s ll makes sense for asset owners? While there is skep cism, as illustrated by some LPs who
have recently dropped out of VC, the consensus among the panelists was that VC adds value to ins tu onal
por olios. However, they argued that LPs can no longer depend on the tradi onal VC model, in which they had o en found
themselves begging top VC ﬁrms for an alloca on and paying high fees. Instead, the LPs have found themselves exploring
new ways to get direct VC exposure.
VC has always been a tough asset class for LPs, they argued. The current environment, with bigger funds inves ng in bigger
rounds, is making it even harder to overcome barriers to ﬁnding and accessing the “winners” in an arms race
environment. There has been an inﬂux of funding from new angel investors, from sovereign wealth funds into mega venture
funds, and from non‐equity capital providers, such as the Silicon Valley Bank. As a result, VC is ubiquitous and with the
advent of the ini al coin oﬀerings, retail and ins tu onal investors may have the ability to buy and sell investments on the
open market, circumven ng the VC ﬁrm altogether.
What stops the fundraising surge remains to be seen. But the prevailing compe ve dynamic has forced ins tu onal
investors to move up the value chain to get much closer to the entrepreneur. Before doing so, however, they must evaluate
what they bring to the table, such as a specializa on in a certain space (e.g., exper se in ar ﬁcial intelligence), human
capital, or having a diﬀeren ated process to evaluate investment opportuni es. That said, there is no formula that applies
to each asset‐owning organiza on. It is impera ve for capital allocators to iden fy a clear and compelling compe ve
advantage that makes their capital more valuable than others on comparable terms. For instance, LPs that are part of an
academic system may use the strategy of ge ng access to the entrepreneur by leveraging the exper se on their academic
campuses (for example, the Massachuse s Ins tute of Technology has a $250 million fund to fund student start‐ups, which
is also open to some outside investors, and the University of California has set up its $250 million arms‐length VC ﬁrm as
well). Another strategy might be having exper se in inves ng in seed and accelerator funds. Lastly, for some LPs, being able
to help entrepreneurs expand globally may be advantageous. While these strategies were compelling, the panelists
emphasized that successfully execu ng them posed substan al challenges.
So, is the tradi onal model of serving as a limited partner in VC funds completely gone? The consensus is no, but there is a
need to rework the rela onship between the LPs and VC ﬁrms. They pointed out that VC ﬁrms need to provide more
transparency, scalability, and have more ﬂexibility on fee structures. For example, some LPs have emphasized co‐inves ng
with the funds in which they invest, in the hopes that they will have be er alignment with VCs. Lastly, LPs need to be more
though ul about funds that target inﬂated early rounds. Most importantly, with billions of dollars con nuing to ﬂow into
new venture capital funds challenging return outcomes, it has never been more important for LPs to be clear about how the
VC asset class ﬁts into their broader por olio and to the necessity of having a clear plan to generate sa sfactory returns in
exchange for the risks they are taking on.

