
In response to Aanand’s Substack post/twitter thread on VC, which is great (we, a community 
of LPs/GPs/entrepreneurs/and tech professionals all benefit when we test ideas like Aanand 
has, so please fire away at my response): 
 

• 1) A 3x bar for VC seems too high, especially in today’s market with high public equity 
and fixed income valuations 

o A 3x multiple on a ~10-year fund is producing a ~25% IRR using these 
assumptions: 

 
 It’s incorrect to assume a VC fund calls 100% of capital on day 1 and then 

annualizes at 12% for 10 years before selling the entire NAV (which 
produces a ~3x): 

  
o A ~1.7x could be done with a ~13% IRR (I only reduced the annual NAV growth 

assumptions): 

https://twitter.com/AanandBajaj1/status/1363354868082212868


 
o In an environment in which equities are flat to negative over 10 years (which is 

very possible—ie, the US in the 1970s, Europe since the GFC, Japan since 1990—
a mid-single digits IRR/~1.4x TVPI would be great for LPs, even if the cost is 
illiquidity. 
 What Eric Woo points out (though I’d emphasize that VC isn’t a diversifier 

like fixed income or a lower beta/trading-oriented strategy that LPs can 
use to rebalance from into public equities) 

 In a low rate environment, GPs’ businesses still probably work since most 
GPs, especially early-stage, charge carry on profit, not over a 8% hurdle 

• In contrast, GPs that have a hurdle (most of PE and growth equity, 
and to a lesser extent, late-stage VC) could face a lot of pressure 
in a world where they can’t charge LPs for beta 

• However, GPs raising late-stage vehicles that are more likely to 
sell off in line with a broader market sell-off creates GP business 
risk (“Hi LP. I know your $-weighted returns from investing in both 
our early and growth-stage funds are negative, but our early-stage 
fund generated a nice IRR/TVPI. So you’re in for the next series of 
funds, right?”) 

• I also disagree with the notion that we can create expected returns for VC by summing 
expected returns for large US stocks + illiquid premium + additional risk premium; 
instead, I think VC is a bet on whether new tech companies will be innovative and be 
able to grow; if so, which has been the case in the US (and China), returns are good; if 
not, returns are bad. In essence, VC beta is much different than public equity beta. 

o We can only use historical returns to make weak estimates of future returns. 
Kauffman’s prediction that >$500mm funds would produce bad returns is a great 
example of relying too much on historical data. 

https://twitter.com/ericjwoo/status/1363872685822939142


o Alex Danco explains how VC pricing isn’t economically sensible and is simply 
discounting terminal value that we can’t estimate with any precision (but can 
collectively, make more likely to obtain if investors, entrepreneurs, and 
employees at start-ups buys into the hype). Early-stage VC breaks CAPM. 

• 2) Returns for VC have actually been pretty good: 
o Harris, Jenkinson, Kaplan, and Stucke data, which is as of June 2019 (so 9 more 

years than Kauffman’s), shows that, for VC funds, “the average net IRR across the 
sample is roughly 15% per annum, with an average MOIC of 2.11. VC funds, 
overall, also have out-performed public markets with the average PME of 1.22 
across the sample.” And “it is worth noting that, across the whole sample, funds 
in the top three quartiles have average PMEs that exceed one. This, too, is at 
odds with the conventional wisdom that only top quartile VC funds have beaten 
the S&P 500” (Page 11) 

o In addition, “It is worth noting that VC funds in the 2nd quartile also have PMEs 
above 1.0, overall and for both pre-2001 and post-2000 vintages. This goes 
against the conventional wisdom that only the top quartile or top decile VC 
funds outperform public markets.” (Page 8) 

• 3) VC returns aren’t unique in having right skewness; the distribution of returns within 
the US stock-market is extremely right-skewed: 

o Do Stocks Outperform Treasury Bills?  
o Sequoia’s Roelof Botha pointing out this week that if Sequoia had held onto their 

best companies post-IPO, they would have generated more profit for LPs than 
what they generated pre-IPO  

o In addition, I suspect the distribution of US equity manager returns also has a 
(right) skew that is similar to the distribution of VC fund returns. Several 
tech/SaaS funds have compounded at 30+% IRRs, for example. 

• 4) While a LP might have exposure to 900 underlying companies via 30 funds, and may 
assume that the underlying GPs would have to own at least 18 home-run companies to 
get to a 3x LP VC program return, those 18 companies don’t have to be distinct. Most 
unicorns have multiple seed investors. 

• 5) The 2012 Kauffman report is weak and may have hurt funding for emerging VCs more 
than any other report. 

o First, it’s as of 2012, which was before “unicorns” were a thing—literally. 
 Yes, Stripe and Coinbase may be overvalued at >$100bn; even so, they 

are way different companies than the winners of 2010 (Isn’t it crazy that 
FB bought Instagram for just $1bn in 2012?) 

o Second, it’s based on Kauffman’s own performance, which doesn’t represent the 
entire asset class (and Kauffman could have been bad at investing in funds) 

o Third, it’s focused on 1996-2005 vintage years and this 10-year sample includes 
two recessions, which is rare: 

https://alexdanco.com/2020/02/28/vcs-should-play-bridge/
https://www.nber.org/papers/w28109
https://www.kiplinger.com/article/investing/t052-c007-s001-why-most-stocks-are-stinkers-and-what-to-do-about.html
https://news.crunchbase.com/news/sequoia-capital-exits-returns-roelof-botha-interview/?utm_source=cb_daily&utm_medium=email&utm_campaign=20210222&utm_content=intro&utm_term=content
https://www.kauffman.org/wp-content/uploads/2012/05/we_have_met_the_enemy_venture_capital_report_kauffman_foundation.pdf
https://techcrunch.com/2013/11/02/welcome-to-the-unicorn-club/


  
 In addition, 2004-2006 VYs, and certainly 2006-2010, were young when 

they published the report 
• 6) This PB report likely doesn’t include the performance of good funds that don’t have 

public pension LPs (the Harris report above is based on Burgiss data): 

o   
• 7) The study on persistence is also based on super old data.  

https://corpgov.law.harvard.edu/2020/02/26/the-persistent-effect-of-initial-success-evidence-from-venture-capital/


•  
• 8) Instead of trying to back GPs spinning out of firms, I think a more useful heuristic for 

LPs wanting to build VC exposure is to try and avoid GPs that have a high chance of 
failing. 

o According to Harris (above), there is more persistence in VC than buyouts; 
however, the strongest persistence is in bottom quartile, especially for VC. So 
the goal for a LP should be avoiding bottom quartile, not picking top quartile, 
right? 
 Question I have: Why more persistence in bottom quartile? Because it 

takes 2 funds for LPs to determine the trajectory of a GP? 
o Investing in spinouts would have probably missed the last 15-year run of 

operator-turned-VCs (a16z, First Round, Founders Fund, many of the seed funds 
that are in FoFs like Cendana) and platform funds like YC that have done really 
well. 

• 9) Data that suggests emerging managers outperform is decently strong: 
o From TIFF: 

o  
o From Harris (above): 

 “First-time funds perform at least as well as any of the groups based on 
prior fund quartile rankings.” (Page 2) 

o Greenspring’s findings, which Aanand cited:  

https://www.cendanacapital.com/
https://tiff.org/wp-content/uploads/2019/09/The-Case-for-Emerging-Fund-Managers_Private-Equity-1.pdf
https://blog.greenspringassociates.com/venturecapitalsaccessmyth


  
o The Cambridge’s chart isn’t that helpful because it doesn’t account for the n of 

emerging managers growing substantially (and the more emerging managers, 
the more likely a % of emerging managers will be top performers) 
 I think this is what David Clark (VenCap) references and what Aanand 

acknowledges 
 

https://twitter.com/daveclark85/status/1363880988309356545

