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Houston is experiencing renewed interest in
fostering a high-growth, high-technology
(HGHT) entrepreneurship ecosystem.!
Venture capital—typically associated with
equity-based investments into nascent
startups—is a crucial component of any
HGHT ecosystem. In this issue brief,

we explore the extent and nature of
venture capital in Houston as compared

to investment at the national level, and
explain why one particular type of venture
capital is vital to Houston’s future.

WHAT SHOULD COUNT AS VENTURE
CAPITAL?

Venture capital (VC) activity is frequently
measured in three ways: total amount of
investment, number of investment rounds,
and number of deals made. In the academic
literature,? a deal means the first venture
capital investment into a startup firm. Once
a startup receives venture capital funding,
it is said to be venture capital backed
(VC-backed). While some startups fail after
the first or second round of investment,

a successful startup will receive multiple
rounds of investment from a broad array of
investors. A successful startup stops being
VC-backed at its liquidity event, which is
typically an initial public offering (IPO) or a
lucrative acquisition.

HOUSTON BY THE NUMBERS

By our calculation, Houston VC-backed
startups received a total of $72 million
across 18 rounds of investment in 2016, but
only six of these were new deals.3 For 2015,
we estimate that $92.7 million was invested
across 17 rounds and eight deals.

A report released by Accenture in 2017
estimates that $161 million in venture capital
was invested in Houston in 2015 across
29 rounds, of which 21 were classified as
seed, early, or late-stage startup rounds.?
Despite the differences between Accenture’s
numbers and our own, each could be
considered correct: we are each counting
different things.> The stage of development
of companies at the time they received
their investment and the rationale for the
investment, as well as, to an extent, the
source of the investment, matter. Below,
we examine these issues and why they are
important for Houston, Texas.

GROWTH VS. TRANSACTIONAL VC

Venture capital investments can be classified
as either growth VC or transactional VC
investments.
Growth VCis an investment made
at the seed, early, or later stages of an
HGHT startup’s lifecycle. This investment
is made with the objective of growing a
firm from an idea to one capable of being

Simply put, growth
venture capital is crucial
to a high-growth,
high-technology
startup ecosystem, and
transactional venture
capital is not.
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While [growth] venture
capital investment
across the country is
growing back to year
2000 levels, Houston
has flatlined.

listed on a stock exchange or bought by an
established incumbent. New ventures that
are capable of this kind of rapid growth are
concentrated in a small number of industries,
particularly information technology (IT) and
biotechnology.

Beginning in the early 2000s, venture
capitalists started using their expertise
to provide transactional investment to
non-HGHT firms as well as startups.
Transactional VCis a private equity
investment in companies in need of
funding for expansion, new-market entry,
operations restructuring, or other large-
scale corporate finance needs, including
bridge loans before an initial public offering
or investment to complete or undergo an
acquisition. Many recipients of transactional
VC have never received growth VC. For
example, venture capitalists participated in
more than 95 percent of all U.S. IPOs and
acquisitions by publicly traded firms in 2015,
but did not invest growth VCin the vast
majority of them.® Including transactional
investments with growth investments
overestimates the finance flowing into
HGHT entrepreneurship ecosystems. Figure
Tillustrates the differences between growth
and transactional venture capital.

FIGURE 1 — GROWTH VS. TRANSACTIONAL VENTURE CAPITAL
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PRIVATE EQUITY VS. VENTURE
CAPITAL

Private equity (PE) firms further complicate
the differentiation between growth and
transactional capital, particularly because
some data sources mix private equity and
venture capital investments together.
Traditional private equity firms focused
on leveraged or management buyouts
of publicly traded firms. In the 1980s, PE
firms would provide capital to buy listed
firms off of stock exchanges with the
intention of restructuring and refocusing
them, before making a new public offering
under new management or with a new
ownership structure. But modern PE firms
primarily invest in privately held firms
instead.” These investments are seldom in
HGHT companies; their target companies
tend to be large and established, and in
traditional sectors like energy, real estate,
manufacturing, transportation, and retail.
However, private equity firms also
make investments on the secondary
market, buying stock from other PE firms
and from venture capitalists. And they
sometimes make direct (generally later
stage or transactional) investments into
privately held companies, some of which
are VC backed. In such cases, they are
most likely to participate as co-investors
or for a single round. When they do
participate in HGHT startups, they mostly
provide transactional investment. Table
1 summarizes the differences between
growth and transactional “venture”
investments.

GROWING AN HGHT ECOSYSTEM

Simply put, growth venture capital is
crucial to an HGHT startup ecosystem,
and transactional venture capital is not.
Transactional VC may assist mature HGHT
startups, but startups can, and frequently
do, go from later stage VC directly to
liquidity events. In addition, cities that
have large amounts of transactional VC
and little to no growth VC cannot sustain
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HGHT ecosystems. In these cases, the
transactional VCis either going to non-HGHT
firms, or the ecosystem only has HGHT firms
that are at the end of their lifecycle and
features little new startup activity.

We assess Houston through this lens:
we analyze growth venture capital and
transactional venture capital in the city
using data from 1998 to 2016, and compare
Houston’s results to national trends.

NATIONAL GROWTH VC

Figure 2 shows growth VC investment into
venture-backed startups in the United
States from 1998 to 2016. The green bars
represent the total dollars invested in
nominal amounts (i.e., not adjusted for
inflation), the grey line shows the number
of rounds of investment, and the orange
line shows the number of new deals.

The peak of venture capital investment
took place in the year 2000, at the height
of the dotcom bubble. By the end of 2001,
the majority of publicly traded dotcom
companies had folded, and trillions of
dollars of market capitalization had
vanished.8 The unusual peak in 2000
was driven by an oversupply of VC and
led to a significant decline of venture
capital activity in the years that followed.
A steady recovery then took place until
declines in 2009 and 2010, which were
affected by the 2007 global financial crisis,?
before resuming. VC investment is now
approaching year 2000 levels, but with the
supply and demand of venture capital in
apparent balance.

Despite the great recession of 2007,
U.S. growth VCinvestment nearly doubled
from 2006 to 2016, with an 81 percent
increase in nominal terms. This overall
steep upward trend was marked by two
peaks, one in 2011 of $25.6 billion, and
one in 2015 at over $41.4 billion. Totals for
2017 appear poised to approach or match
2015 levels.10 The number of rounds also
averaged 3,000 per year between 2006
and 20176, and both deals and total number
of rounds showed a moderate-to-strong
growth trend during that period.

TABLE 1 — DIFFERENCES BETWEEN GROWTH VC AND

TRANSACTIONAL VC

Growth VC

Transactional VC

Focused almost exclusively
on HGHT startups, which are

Selection of S .
companies concentrated in information
P technology (IT) and
biotechnology.
Source of Ventur_e capltallst_s, tho_ugh
. sometimes a PE firm will
capital

participate in a round.

Multiple rounds of investment
are common for startups that
ultimately achieve an IPO or

are acquired by another firm.

Future financial
capital needs

Available to any company that needs
financing for a transaction, such as
an IPO, acquisition, restructuring, etc.
Recipients are in a broad range of
industries.

Venture capitalists, PE firms, hedge
funds, investment banks, etc. Only
referred to as transactional VC when
made by a venture capitalist or PE

firm that self-identifies the investment
as “VCinvestment.”

Supports developed firms through a

specific transaction. The transaction
might be a stepping stone to further
investment—such as bridge funding

to reach an IPO—but this is generally
provided by other sources.

SOURCE Authors’ own analysis

HOUSTON’S GROWTH VENTURE
CAPITAL

From the late 1990s through the mid-
2000s, Houston appears to have followed
the national trends, albeit on a reduced
scale (Figure 3). For the last decade,
though, Houston deviated substantially
from the national pattern. While venture
capital investment across the country is
growing back to year 2000 levels, Houston
has flatlined.

In 2006, Houston’s total venture
capital investment was $83 million. By
2016, there was just $72 million in VC
investment; Houston ended the last
decade with 13 percent less VC investment
than when it started. Moreover, these
investment amounts are in nominal
dollars. In 2016 dollars, Houston's venture
investment fell from $100 million to $72
million—a 28 percent decrease.™

Houston risks being
shut out of America’s
future innovative
economy.
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FIGURE 2 — U.S. NATIONAL GROWTH VENTURE CAPITAL
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U.S. growth venture capital increased by 81%

between 2006 and 2016, while Houston’s growth

VC dropped by 13% during that same time.

Houston’s venture capital investment
shows a great degree of volatility, with
promising peaks followed by dramatic falls.
This is a trend commonly seen in nascent
ecosystems that have not achieved a critical
mass of startup companies.'2 Houston
recorded an overall high of $192.7 million
in VCinvestment for 2008, followed by a
46 percent decline the next year to $103.2
million. While this decrease could be partly
attributed to the 2007 global financial crisis,
the drop in national investment is much more
muted.!3 Further, Houston demonstrated the
same pattern in 2011, with a peak of $168.6
million followed by a 52 percent decrease in
2012 to $81.5 million.

Houston’s venture capital investment in
2016 was around half the amount invested
in 2013 and 2014. It would be tempting to
attribute this to the collapse of oil prices in
late 2014, as Houston's economy is heavily
focused on oil and gas, but HGHT startups are
seldom in the oil and gas sector.’

SHUT OUT OF THE FUTURE?

Overall, Houston's trajectory in venture
capital dollars invested is best described as
flat or a weak inverted U. The city's trend
in new deals and rounds is similar, ranging
between four and eight per year.

Houston ranked 39th in The Top 100
U.S Startup Cities for 2016 Report,'® down
from 21st in 2006. Much of this drop comes
from the rise of other cities, so Houston's
fall'is a relative one. But Houston is still the
only former top 25 city to have less venture
capital investment today than it did a decade
ago.l” With less than 1 percent of U.S. venture
capital now flowing into Houston—the
fourth-largest U.S. city by population and
sixth-largest metro area by GDP—and with
HGHT firms driving U.S. economic growth and
prosperity,'8 Houston risks being shut out of
America’s future innovative economy.

NATIONAL TRANSACTIONAL
VENTURE CAPITAL

There has been a clear upward trend in
transactional venture capital at the national
level following the dotcom crash (see Figure
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4). The total dollars invested have increased
by 93 percent in the last decade, rising

from nearly $26.6 billion in 2006 to around NATIONAL HOUSTON
$51.4 billion in 2016. The fall from $42 billion

in 2007 to $32 billion in 2008 might be * 93 0/ * 379 0/
associated with the financial crisis, and the o o

recent peak of nearly $55.8 billion invested

in 2015 came close to levels in 2000. U.S. transactional venture capital increased by 93%
Transactional VC tends to involve fewer between 2006 and 2016, and Houston’s transactional
rounds with larger investments than growth VCincreased by 379% during that same time.

VC, since the recipient firms are typically
well-established and seeking substantial
financing. The greater number of rounds per
deal is due to the transactional nature of
the rounds. Once a firm builds a relationship

with an investor, it may require a bridge FIGURE 4 — U.S. NATIONAL TRANSACTIONAL VENTURE CAPITAL
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Houston would need
to increase its nominal
investment by 75
percent year-on-year
over the next six years
to reach its goal. This
simply isn't feasible.

A realistic, but still
aggressive, goal for
Houston would then
be around a 15 percent
year-on-year increase
in growth VC.

separate worlds. Houston’s transactional VC
is, unsurprisingly, prevalent in the oil and
gas sector and has little if anything to do
with HGHT startups.

Even within a venture capital fund that
provides both growth and transactional
investment, these different types of deals
are usually handled by different partners
and associates, as they require specialized
expertise. There is, therefore, little hope
of spurring growth VC by attracting
transactional VCin general, and the
transactional VC focus on energy firms
makes this even less likely in Houston.20

CONCLUSION

The City of Houston has set the

ambitious goal of joining the nation’s top
entrepreneurship ecosystems, creating
10,000 new technology jobs, and luring

$2 billion in venture capital investment to
Houston-based startups by 2022.21 These
goals rely on growth venture capital, not
transactional venture capital. With 2016
growth VCinvestment standing at $72 million
for the city, Houston would need to increase
its nominal investment by 75 percent year-
on-year over the next six years to reach its
goal. This simply isn’t feasible.22

There are two good reasons to believe
that Houston will turn a corner, perhaps
even in its 2017 totals: Houston’s pipeline of
accelerator or incubator supported startups
grew 1,189 percent from 2011 to 2016,23
and its current policy efforts (including
various task forces,24 an innovation
district,2> Houston Exponential,26 and a fund
of funds)27 appear constructive. If these
policy efforts work to enhance, rather than
undermine, market forces, Houston's growth
VCinvestment should break out of its current
ranges with a clear upward trajectory.

A realistic, but still aggressive, goal for
Houston would then be around a 15 percent
year-on-year increase in growth VC. This
would allow Houston to reach around $170
million in growth VCinvested, with perhaps
14 new deals and a stock of almost 80
actively funded VC-backed startup firms, by
2022. Houston would then likely become a
top 25 U.S. city for HGHT startups, though

its ecosystem would still be emerging and
startups would remain a very small part

of Houston’s economy. With yet another
decade of sustained growth, Houston

could finally join the set of other giant
metropolises that are harnessing the power
of this century’s driving force for American
economic growth.
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