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The venture capital industry in the 
United States has undergone a major 
expansion over the last three decades, 
starting from a handful of funds in the 
early 1980s to an industry with more than 
$50 billion in invested capital per year 
today. However, this expansion has not 
been entirely smooth: the venture capi-
tal industry experienced a dramatic boom 
and growth period in the late 1990s, but 
a subsequent bust led to consolidation of 
the industry after 2001. In the aftermath 
of the tech bubble’s bursting, the aver-

age performance of the venture capital 
industry in the United States over the last 
decade has been poor. 

When compared to the R and D bud-
gets of the largest public firms in the 
United States, the size of the venture capi-
tal industry is small in absolute terms. But 
there is intense interest in the perfor-
mance and functioning of this industry 
because of its central role as a catalyst in 
providing risk capital to entrepreneurs. In 
this context, the poor performance of 
venture capital over the last decade is of 
great concern for policymakers and mar-
ket participants alike. 

My research aims to understand the 
factors that drive the efficiency of fund 
flows and performance in the industry 

and ultimately the role of venture invest-
ments on entrepreneurial firms. In a series 
of research papers, my co-authors and I 
have studied the role of investor and fund 
manager heterogeneity in an attempt to 
understand industry performance and 
investment behavior.

Persistence and heterogeneity  
in fund returns

Steven Kaplan and I provide the 
first large-scale documentation of private 
equity returns at the fund level, using a 
novel dataset of individual fund perfor-
mance collected by Venture Economics.1
We document three stylized facts about 
the industry that have not been closely 
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examined before. First, when we inves-
tigate the performance of private equity 
funds, we find that venture capital (VC) 
fund returns on average are lower than 
the S&P 500 on an equal-weighted basis, 
but that they are higher than the S&P 500 
on a capital-weighted basis. We also find 
a great deal of heterogeneity in returns 
across funds and time. 

Second, we find substantial persis-
tence in VC fund performance. General 
partners (GPs) — that is, the managers of 
VC funds — whose funds outperform the 
industry in one fund are likely to outper-
form the industry in the next fund, and 
vice versa. Furthermore, we find persis-
tence not only between two consecutive 
funds but also between the current fund 
and the fund that preceded it. These find-
ings are markedly different from the results 
for mutual funds, where persistence has 
been difficult to detect and, when detected, 
tends to be driven by persistent underper-
formance. We investigate whether selec-
tion biases, risk levels, or industry differ-
ences can explain the results, but conclude 
that they are unlikely to do so. 

Third, we study the relationship 
between fund performance and capital 
flows, fund size, and overall survival of the 
GP. When we analyze the fund’s track 
record in terms of capital flows, and con-
sider both individual GPs and the industry 
overall, we find that fund flows are posi-
tively related to past performance. 
However, in contrast to the convex rela-
tionship found in the mutual fund indus-
try, the relationship in private equity is 
concave. Similarly, new partnerships are 
more likely to be started in periods after 
the industry has performed especially well. 
But funds that are raised and partnerships 
that are created in boom times are less 
likely to raise follow-on funds; this sug-
gests that these funds perform poorly. 
Therefore, a larger fraction of fund flows 
during boom times appears to go to funds 
that have lower performance, rather than 
to top funds. Finally, the dilution of over-
all industry performance in periods when 
many new funds enter is driven mainly by 
the poor performance of new entrants. 
The performance of established funds is 
less affected. 

These results are puzzling, since we 
do not find long-term persistent return 
differences in other asset classes. We con-
jecture that underlying heterogeneity in 
the skill and quality of GPs could lead 
to heterogeneity in performance and to 
more persistence if new entrants cannot 
compete effectively with existing funds. 

Several forces might make it difficult 
to compete with established funds. Many 
practitioners assert that unlike mutual 
fund and hedge fund investors, private 
equity investors have proprietary access 
to particular transactions. In other words, 
better GPs may be able to invest in better 
investments. In addition, private equity 
investors typically provide management 
or advisory inputs along with capital. If 
high-quality GPs are scarce, then differ-
ences in returns between funds could 
persist. However, if heterogeneity in GP 
skills drives the persistence results, then 
it is surprising that the returns to supe-
rior skill are not appropriated by the GPs 
through higher fees and larger funds in 
our sample period, as has been suggested 
for mutual funds.2

Investor selection

One reason why heterogeneity in 
returns between venture funds might per-
sist over time is if these funds voluntarily 
restrict the amount of funding and the 
type of investors from whom they raise 
capital. Josh Lerner and I 3 present a the-
ory that relies on the idea that managers 
use the liquidity of securities as a choice 
variable to screen for deep-pocket inves-
tors, those who have a low likelihood of 
facing a liquidity shock. We assume an 
information asymmetry about the qual-
ity of the manager between the existing 
investors and the market. The manager 
then faces a lemons problem when he has 
to raise funds for a subsequent fund from 
outside investors, because the outsiders 
cannot determine whether the manager 
is of poor quality or the existing investors 
were hit by a liquidity shock. Thus, liquid 
investors can reduce the manager’s cost of 
capital in future fundraising. 

We test the assumptions and predic-
tions of our model in the context of the 

private equity industry. Consistent with 
the theory, we find that transfer restric-
tions on investors are less common in 
later funds organized by the same private 
equity firm, where information problems 
are presumably less severe. Also, partner-
ships whose investment focus is in indus-
tries with longer investment cycles display 
more transfer constraints. Finally, we pres-
ent evidence consistent with the assump-
tions of our model, including the high 
degree of continuity in the investors of 
successive funds and the ability of sophis-
ticated investors to anticipate funds that 
will have poor subsequent performance. 
Overall, the research suggests that hetero-
geneity in the characteristics of investors 
might impose constraints on how (even 
good) funds expand their capital.

Heterogeneity in investor 
performance

To further shed light on the puzzle 
of return heterogeneity in venture capi-
tal, especially at the lower end, Lerner, 
Wongsunwai Wan, and I investigate the 
differences in investment strategies and 
sophistication across types of institutional 
investors.4 Almost parallel to the findings 
on the fund side, we find that different 
classes of investors in private equity have 
enjoyed dramatically different returns 
over the past two decades. Using detailed 
records of the composition and perfor-
mance of funds that different classes of 
investors select, we document very sub-
stantial differences in the returns that 
those investors enjoy. On average, endow-
ments’ average annual returns from pri-
vate equity funds are nearly 14 percent 
greater than returns of the average inves-
tor. Funds selected by investment advisors 
and banks lag sharply, even after we con-
trol for fund characteristics. 

What drives this difference in returns 
across investors? We find that both endow-
ments and public pension funds generally 
appear to be better able to use informa-
tion about the fund’s prospects that they 
obtain during the investment process. 
These investors are much less likely to 
reinvest in a given partnership, and they 
seem to be better at forecasting the per-
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formance of follow-on funds. Those funds 
in which endowments (and to a lesser 
extent, public pension funds) decided to 
reinvest show much higher performance 
than funds where endowments decided 
not to reinvest. Other Limited Partner 
(LP) classes do not display these perfor-
mance patterns. In fact, corporate pen-
sion funds and advisors are more likely to 
reinvest if the current fund had high per-
formance, but this does not necessarily 
translate into higher future performance. 
These findings suggest that endowments 
proactively use the information they gain 
as inside investors, while other LPs seem 
less willing or able to use information that 
they obtained as an existing fund investor.

We also rule out the possibility that 
the superior performance of endow-
ments or public pension funds is the 
result of historical accident: that is, that 
through their early experience these LPs 
may have had greater access to estab-
lished private equity groups that man-
age high performing funds. To test this 
hypothesis, we examine investments in 
young private equity groups (those estab-
lished after 1990) across all classes of LPs. 
When we repeat our analysis condition-
ing on young GPs, we still find a per-
formance premium for endowments and 
public pension funds, although the dif-
ference is somewhat smaller than in the 
analysis using all GPs. This finding does 
not support the idea that the superior per-
formance of these LPs is merely driven by 
historical accident. 

In a related paper, Lerner, Wang 
and I 5 show that even within the set of 
endowments and foundations there are 
big differences in the performance of their 
portfolios. We investigate the underly-
ing drivers of this return heterogeneity 
and show that performance is related to 
the size of endowment, the quality of the 
student body, and the use of alternative 
investments.

This documented heterogeneity in 
the sophistication of how investors use 
information about past fund performance 

to make investment decisions might have 
broader implications for the governance 
of the industry overall. The most effec-
tive (if not the only) governance tool that 
investors in private equity can bring to 
bear is the threat of not reinvesting in the 
next fund of the partnership. More direct 
interference and oversight of investors in 
fund management is not possible because 
of the limited liability structure of the 
funds. However, the presence of a critical 
mass of inefficient investors allows poorly 
performing GPs to raise new funds and 
thus can even make the governance mech-
anism by sophisticated LPs less effective. 
This governance externality therefore can 
lead to a worsening of industry perfor-
mance overall, if there is an inflow of 
investors with lower return expectations 
or who are unable to monitor managers. 
The illiquidity and very long time hori-
zon of venture capital and private equity 
investments further aggravate the gover-
nance challenge.

Going Forward

While earlier research often was 
severely limited by the quality of the avail-
able data about this notoriously “private” 
industry, a number of very welcome recent 
efforts by academics and industry organi-
zations will allow for more comprehensive 
research on the topic. Still, a lot remains 
to be explained. The recent financial cri-
sis has highlighted the importance of 
managing liquidity risk in private equity 
and venture capital. At the same time, the 
venture capital industry itself is undergo-
ing big changes. Investors are experiment-
ing with new fund structures, and greater 
variation in fund sizes, in response to a 
widening range of investment opportu-
nities: we see the entry of super angels 
who often have only a few million dollars 
under management and of multibillion 
dollar funds investing in clean energy or 
health care solutions. Moreover, there is a 
growing focus on investments of U.S. ven-
ture capitalists in emerging markets, not 

just to help U.S. companies build a more 
efficient supply chain abroad but also to 
directly take advantage of opportunities 
in emerging economies. 

In the current economic environ-
ment there is enormous policy interest 
in understanding the potential for ven-
ture capital to be a catalyst for economic 
growth and job creation. In light of the 
unique governance challenges that pri-
vate equity investors face described in this 
article, it will be of immense interest to 
understand how these changes affect the 
performance and ultimate sustainability 
of the industry. 
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