VENTURE CAPITAL REPORT 
A glimmer of hope for start-ups 
Young companies are attracting more investors 
By Beth Healy, Globe Staff | August 9, 2004 
For four years, the members of the Common Angels have skipped their August deal meeting. There just wasn't enough early-stage venture capital activity to warrant a day away from the beach in the hottest month of the year.

But this summer's different. James Gushier, managing director of the Lexington-based angel group, a club of wealthy investors and entrepreneurs who pool their money to provide seed capital to promising start-ups, said: "We're having an August meeting because we have too much to do."

Angel activity is just one indicator in a sea of data being closely watched these days for signs of life in the riskiest end of the venture spectrum. Entrepreneurs, investors, and academics are all hunting for evidence that financing for first-round deals -- the proverbial guys in a garage -- is making a comeback. The latest quarter offered a glimmer of hope, with the youngest start-ups accounting for 37 percent of all of the companies that secured funding, the highest level since the market's peak in 2000, when early-stage and seed companies garnered 44 percent of the money.

Investors directed $1.2 billion to 229 early-stage companies in the period from April through June, according to the Money Tree Survey by PricewaterhouseCoopers, Thomson Venture Economics, and the National Venture Capital Association. That was up from $958 million invested in 207 companies in the first quarter of 2004. It was the first time in four years that the number has not declined.

"Right now is an interesting time, because things are beginning to percolate and come back to life," Gushier said. The group has closed one deal this year, just lost one, and is presently mulling three new investments.

Other venture firms that specialize in early-stage companies report they're seeing a higher caliber of deals and entrepreneurs in the market, and more VCs competing for top prospects. At Kodiak Venture Partners in Waltham, managing general partner Lou Volpe said the firm this year has kept up its usual pace of about a deal a month. Kodiak, working from a $316 million fund, looks for brand new companies that have never taken outside money before and typically invests $1 million to $3 million in the first round. The firm backed three new companies in the second quarter, and did later rounds for seven other companies already in its portfolio. Across the industry, he said, "The activity is continuing to pick up in early stage."

Early-stage investments dropped dramatically after hitting a high of 791 in the second quarter of 2000. In that quarter, the category reaped $7.2 billion, or 36 percent of all of the money invested nationally -- and more than all of the venture capital invested in the latest quarter. In those heady days, 188 seed companies, or brand-new start-ups with little more than an idea and a couple of people, raised a stunning $1 billion, or 8 percent of all of the money invested in the quarter.

Companies in the seed stage quickly saw those riches disappear, however. Since the end of 2000, fewer than 50 of those green start-ups have raised money each year. In the latest quarter, 51 of them attracted $83 million, or 7 percent of all the money invested.

Joshua Lerner, a professor at Harvard Business School who studies venture capital, suggests that recent levels of attention to companies in the seed and early stages is "normal."

"During '99 and those hot markets, you tended to get people moving earlier and earlier," Lerner said. After a four-year retreat, he said, some mini-bubbles are forming in popular industry sectors. Where money flew into dot-comes and telecom start-ups in the last cycle, it's rushing now in areas like software, wireless, and security.

"Even though volume is down from late '90s, the money is so focused on a few interesting areas," Lerner said. Such sector concentration, he said, "is unusual on a historical basis."

Across all early-stage companies, the average round size rose to $5.1 million in the second quarter, up from a $4.6 million average over the previous four quarters.
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