Chapter 1

The Basics

Venture capital (VC) is a specialized form of high-risk, high-
reward financing business in which substantial sums are
invested in early-stage companies—most often based on
visionary ideas, unproven technologies, and exceptionally
ambitious founders who aim to fundamentally transform
industries or create entirely new markets.

This section begins as a primer on venture capital. It intro-
duces the essential terminology, decodes the industry’s dis-
tinctive jargon, explains the fundamental structure of the
“game,” identifies the key participants, and illuminates why
venture capital remains one of the most exciting—and
perilous—domains in modern finance.
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Why does VC exist?

Traditional debt financing, such as bank loans, is structured
primarily to preserve capital and avoid significant risk.
Banks extend credit only when there is tangible collateral
that can be claimed in the event of default. Their revenue
model is based on collecting interest payments, and their
core objective is to protect the principal while achieving a
predictable, modest return. Consequently, conventional
lenders are highly risk-averse: the lower the probability
of loss, the more attractive the loan. This conservative ori-
entation creates a natural ceiling on the amount of risk the
traditional financial system is willing and able to absorb
through debt instruments.

Venture capital fills the gap that lies beyond this boundary.
It is a specialized form of equity financing designed specifi-
cally for high-uncertainty, high-potential ventures—those
that fall outside the risk parameters acceptable to conven-
tional lenders. These are typically early-stage companies
characterized by:

« No meaningful tangible assets or collateral

No established revenue or predictable cash flows

» No proven product-market fit

Oftenjustanidea, avision, a prototype, or early conviction

The only security for the investment is the quality of the
idea, the capability and determination of the founding
team, the size of the market, and their willingness to dedi-
cate years of effort to an outcome that most institutional
lenders would consider unfinanceable. Within the venture
ecosystem, participants sometimes wryly observe that the
earliest stage of funding epitomizes this profile. In this
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pre-seed stage, there is no working technology, no code, no
customers, no revenue, no formal team—and yet capital is
still deployed.

Venture capital exists, therefore, to finance the outliers: the
exceptional, improbable opportunities that lie beyond the
reach of conventional credit but that hold the potential for
disproportionate returns if they succeed.

The fuel of dreams

Venture capital is the lifeblood of innovation, the cash that
turns audacious ideas into reality. It's money invested
in young, unproven companies (i.e., startups) with the
potential to become the next big thing. Startups chasing
bold moonshots, tied to tectonic inflection points that can
redefine industries, are the type that investors get excited
about. Yet startups are risky. They lack revenue, customers,
or even a finished product. Investors step in, offering capital
in exchange for an ownership slice of the company, known
as equity. Investors then help the founders turn startups into
giant companies. When a company can attract large cus-
tomers and generate revenues at a rapid pace, the innova-
tion, growth, and sizzle becomes attractive to an incumbent.
They often come knocking and acquire the startups, while
the investors cash out with returns that make the entire jour-
ney, the risk, and the gamble worthwhile.

VC is about a belief in the future and an investment in future
cash flows. Sometimes all of it can feel more like a mirage.
When an investor backs a startup, they're betting on a vision,
execution, and a founder’s tenacious ability to convince the
world that it needs their idea. But the odds are brutal. Most
startups fail, some limp along, and only a rare few soar. That's
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what makes VC so exhilarating: the stakes are sky-high, and
the rewards can be astronomical and asymmetric.

The cast: Stakeholders in venture capital

The VC world has three starring roles, each with distinct
motivations and responsibilities.

General Partners (GPs): These are the venture capitalists,
the partners who form the funds and run the VC firms. GPs
are dealmakers, strategists, and risk takers. They raise funds/
capital/money, hunt, source, and select promising startups,
and guide them toward success. Part strategist, part coach,
part gambler (even though it's uncouth to say so), they live
for the thrill of spotting the next unicorn. Their reputation
hinges on their track record, i.e., picking winners and driving
financial returns. A GP’s life is a whirlwind of pitch meetings,
late-night strategy sessions, and high-pressure decisions. In
this book, we use the term GP and investors interchangea-
bly. All GPs are investors, but not all investors are GPs (more
on this later).

Limited Partners (LPs): These are the money behind the
magic. The LP is the investor behind the investor. A typical
fund has anywhere from a handful to hundred LPs—the
investors who fund the vision, seeking superior returns.
LPs encompass a wide range and include individuals
(often called high net worth [HNW] individuals), family
offices (private wealth management firms investing on
behalf of families), and institutional investors, which
include pension funds, university endowments, sovereign
wealth funds, and corporations. LPs see VC as an asset
class, a way to grow their wealth through a risk-adjusted
return, a profit that justifies the gamble. They entrust their
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capital to GPs and expect results/returns that exceed what
they can generate from the public markets, given the illi-
quidity of VC.

GPs and LPs form an entity called the limited partnership.
The entity has a predetermined life span of 10 years, by
which investments are expected to be liquidated and all
proceeds distributed to investors.! The mandate of the GPs
is to invest in a portfolio of, say, 25 companies in the first
four to five years and generate returns by the 10th year,
when the partnership is dissolved. The LPs provide the
cash, while the GPs work tirelessly to generate the returns.
It's a marriage of trust, ambition, and cold, hard perfor-
mance metrics like internal rate of return (IRR), total value
to paid-in capital (TVPI), and distributions to paid-in capital
(DPI), with both sides chasing the same goal: out-
sized returns.

Founders and Startup Teams: The founders are the ones
who envision, innovate, and build companies that can gen-
erate revenues very rapidly (and occasionally profits). They
have the vision and build the technology, product, and
team. These founders are ambitious and are in a hurry, per-
petually in a dire need of capital to fulfill their vision. The
two sides, investors and founders, are wheels of the same
cart. If they work well together, society benefits and pro-
gresses. If one side gets stuck, the other suffers.

The venture fund: Building the war chest

At the heart of VC is the venture fund, a pool of money
raised to invest in startups. Think of it as a war chest, care-
fully assembled to wage bets on innovation. The following
is how it comes to life.
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Raising the Fund: A Grueling Quest

Before any investor can invest a dime, they need to con-
vince LPs to invest in their fund. Like any founder, the inves-
tor too needs to raise capital before they can put it to work.
This process of fundraising can be a grueling, multiyear
odyssey often compared to “crawling uphill on broken
glass.” GPs must sell their expertise, strategy, and track
record, weaving a story that screams, “I'm the one who'll
find the next big thing.” They need a compelling invest-
ment thesis, a clear plan for what kinds of startups they'll
back and why.

Finding the right LPs for your fund is like searching for a
“black cat in a dark room” (sometimes, the cat doesn’t even
exist). The quantum proposition of Schrodinger’s cat is per-
fectly analogous to raising funds. The LPs exist but as soon
as a GP starts to look for them, they vanish. Many fund man-
agers have faced the paradox of quantum rules (where par-
ticles exist in multiple states) in the venture world. Many LPs,
otherwise great human beings, turn into stonewalls or
ghosts once a GP spots them.

Typical LP Constitution in a Seed Fund Typical LP Constitution in Large Multistage Fund
Fund of Funds

10.0%
h
20.0% .

University Endowments

Family Offices

Corporations Family Offices

Public Pension

"
Corporations 5.0% Funds

Sovereign Wealt
Funds

Individuals (HNWs)
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GPs pitch hundreds, if not thousands, of potential investors,
from pension fund managers to billionaire family offices.
Each meeting is a high-stakes sales pitch, requiring charm,
tenacity, and a touch of mystique (that elusive X factor, a
blend of skill, instinct, and luck that sets top VC investors
apart). Rejection is constant, feedback is vague, and momen-
tum is fragile. If one LP pulls out, others may follow, collaps-
ing the effort like a house of cards. For every fund that
crosses the finish line, many others crash and burn, littering
the VC graveyard with unfulfilled dreams.

Typical Reserved for
Investment Follow-On
per Company Number of Investments Approx. Fund
Type of Fund (m) Companies (%) Size
Seed Fund $1 25 50 $30M to $50M
Early Stage $5-$10 20 30 $100M to $150M
Growth Stage $30-$50 20 25 $600M to $1B

Venture funds can fall into three broad categories—say,
seed funds, early-stage, and growth-stage funds. The inves-
tor or a GP decides to raise a certain size of the fund, based
upon the types of investments they can make—the stage of
investment, as well as the number of companies you would
invest in would factor into the fund size calculation.

The Team Behind the Fund

The team of professionals that manages the fund, led by
GPs who make the decisions, includes analysts, associates,
principals, venture partners, operating partners, chief finan-
cial officers (CFOs), and administrative staff. The firm might
manage multiple funds over time, each with its own strategy
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and timeline. For example, “Sequoia Early Stage Fund”
might focus on inception and pre-revenue stages, while
“Sequoia Growth” targets later-stage bets, where compa-
nies are growing at a much faster clip.

If you ask a GP at a “mega-fund” why they need billions of
dollars, they will talk about “platform shifts” and “multi
stage lifecycle support.” If you ask a micro-VC investor why
they raised only $10 million, they will talk about “alignment”
and “price discipline.” If you buy them both a drink, the
truth comes out: fund size is destiny. It dictates everything
from how many boards a partner sits on to whether they fly
commercial or private.

Fund sizes can vary significantly. At the nimble end of the
spectrum, we have the seed and micro-VC investors. Their
funds range from $10 million to $100 million. For these
investors, the mathematics are brutal but beautiful: they
don't need a $10 billion exit to return the fund. A modest
$500 million sale of a portfolio company can make them
look like geniuses. They are in the business of discovery,

=233

1
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writing checks when a startup is just two engineers and a
vision. The strategy here is high velocity and conviction;
they are buying options on the future before the future has
a price tag.

In the center, we find the traditional early-stage funds. The
gold standard here remains Benchmark Capital. While their
peers ballooned into asset aggregators, Benchmark has
stubbornly kept its fund size relatively smaller for decades.
Why? Because constraint breeds discipline. When you have a
small fund, every dollar acts as a vote of extreme confidence.

Micro and Seed Mid-Range Mega/Multistage
Funds Venture Funds Funds
Typical Fund Size  $10M-$100M. $300M-$400M. $1B-$5B+.
Primary Check $250k-$4M. $5M-$15M. $20M-$100M+.
Size
Investment Discovery: Concentration: Aggregation:
Strategy Invest early and High convic- Full lifecycle
often. Rely on tion, fewer investing (seed
outliers to cover deals, heavy to IPO). Fees

Typical Portfolio

Exit

the losses of the
many failures.

20-50 companies.

A smaller exit can
return the entire

fund.

board involve-
ment. The
“Art" of VC.

20-30 companies.

Needs at least
one multi-
billion-dollar
exit to move
the needle.

pay for massive
service
platforms.

20-30 companies
per stage.

Needs several big
exits to meet
return targets.

Then, there are the mega funds. Firms like Andreessen Horowitz (a16z)
and Sequoia Capital have transcended the definition of “venture cap-

|II

ita

to become full-stack financial institutions. Such funds raise
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several billion dollars across not just one fund but multiple
strategies, such as “American dynamism” and “Al applica-
tions.” These firms operate less like stock pickers and more
like talent agencies or consulting firms, offering portfolio
companies an army of recruiters, marketers, and policy
experts. Their fund sizes, often worth of $1 billion per fund,
create a different set of opportunities as well as challenges
for their investment team.

The investment game: Searching for outliers

Once the fund is raised, the real action begins. GPs have
three to five years, known as the investment period, to
deploy the capital. And within this finite window, investors
have to find the outliers—the companies that are going to
define the next decade. Venture capital can be understood
as a long, strategic game played under conditions of
extreme uncertainty. The objective is not to avoid losses
but to assemble a portfolio in which a few exceptional
winners outweigh many inevitable failures. Like any
game, it has players and rules—capital allocation, govern-
ance rights, and market cycles—that shape how players
behave. Skill lies in judging founders, timing markets, and
seeing inflections before they are obvious. Patience is
essential, because outcomes unfold over longer periods of
time—five years, or a decade rather than a quarter. The best
players know when to lean in with conviction and when to
step aside with discipline. Social relationships function as
the game’s connective tissue, determining access to oppor-
tunities and talent. Ultimately, venture rewards those who
combine competitive instinct with humility, accepting that
even great decisions often depend on luck.

13
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A fund builds a portfolio of startups, spreading their capital
to balance risk. Here's how it works:

1. Searching for or “Sourcing” Startups: GPs are like tal-
ent scouts, sifting through thousands of pitch decks
(slide presentations startups use to sell their vision) try-
ing to find the one founder who has the potential to
change the world. VC investors meet founders, scruti-
nize their business models, and assess their potential. It's
a mating dance. Founders want cash, VC investors want
equity that can grow in value quickly, and both sides
try to maximize their interests as they start the journey.
This leads to interesting dynamics, which will be covered
in subsequent sections of this book.

2. Signing the Term Sheet: When a venture capital firm
completes its diligence and decides to invest, the found-
ers and investors negotiate a “term sheet”—a docu-
ment that outlines the key economic and governance
terms of the deal. Core elements typically include:

e Valuation and Equity: The agreed value of the
startup determines the equity ownership the investor
receives. For example, a $10 million investment in a
company valued at $50 million would represent a
20% equity stake.

+ Pre-Money Valuation: The value of the company
immediately before the new investment. In this
example, the pre-money valuation is $40 million.

+ Post-Money Valuation: The company’s value after
the investment closes, which in this case is $50 million.

» Board Representation: Investors may seek a seat on
the board to participate in strategic oversight and key
decisions. Some VC investors, typically those who
lead the investment round with the largest check size,
will often require full board seats, others opt for
observer rights, and some choose not to take any for-
mal board role at all.
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3. Building the Portfolio: A typical fund invests in 15-30
startups, depending on a number of parameters such as
stage of the company, sector, geography, and entry valu-
ation ranges. This is done over an “investment period”
typically 4 or five years and the fund follows a J-Curve
path of deploying capital and later, generating returns.
The fund's “investment strategy” determines these
parameters. A $100 million fund might back 20 compa-
nies, investing $5 million each. The portfolio is a mix of
early-stage bets (riskier, higher potential) and later-stage
ones (safer, lower upside). Some GPs aim for diversity
(different industries, stages, and geographies) to hedge
their risks. Others go for high concentration. There is no
single formula for success.

The J-Curve of venture fund investments
30.00%

22.00%

20.00%

10.00%
Investment Period

0.00%

—10.00%
—10.00%

Internal Rate of Return (IRR)

~20.00% O

—30.00%
4 6 8

Year - Fund Life Cycle

Why the “J” Exists

e The J-Curve reflects the economics of venture invest-
ing over a fund'’s lifecycle.

» The Dip (Years 1-4): Returns are negative because the
fund is deploying capital in companies (through capital
calls) and paying management fees, but portfolio com-
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panies haven't matured enough to generate exits.
Early-stage companies typically need 10 years to reach
exit events like IPOs or acquisitions. Any early exits dur-
ing this period tend to be write-offs or modest returns.
The Inflection (Years 4-6): The fund reaches its lowest
point (the bottom of the “J") as capital deployment is
complete but meaningful exits haven't yet materialized.

e The Rise (Years 6-10+): Portfolio companies mature
and begin generating exits. Successful IPOs and
acquisitions return capital to LPs, often generating
substantial multiples that turn the cumulative returns
sharply positive. The best-performing companies typ-
ically exit later in the fund’s life, creating the steep
upward curve. This is why venture capital funds require
patient capital over a 10+ year fund term.

4. Guiding the Startups: The term sheet and investment

are just the beginning. Investors roll up their sleeves,
advising founders on strategy, hiring, and fundraising.
They leverage their networks to connect startups with
capital, customers, partners, or talent. The best VC inves-
tors differentiate themselves in terms of the value they
add to founders; they serve as part mentor, part cheer-
leader, and part taskmaster. Not all founders are eager
to receive any guidance—all they wanted was your
money—and this often leads to all kinds of friction after
the journey begins.

The Exit: Cashing Out: The ultimate goal is the exit, when
the VC investors sell their stake in a startup for a profit.
Exits typically happen in two ways—Ilarger companies will
acquire startups, or if your portfolio company grows to a
significant size, it can be publicly traded on stock markets.
Thanks to the risks involved, going public is a rare occur-
rence with less than 10% of all venture-backed companies.
Secondary exits—where other investors often buy your
shares—are becoming more commonplace.
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Typical Holding

Exit Type Description Period
Acquisition Another company pur- 4-7 years on
chases the startup for average

strategic value, technol-
ogy, customers, or talent.

Initial Public The company lists on a 6-10+ years
Offering (IPO) public exchange (like

NYSE) and sells shares to

public investors.

Secondary Sale  Existing investors sell 3-8 years, often
shares to new private before full exit
investors while the
company remains
private.

The Score Board

Investment returns are measured by returns generated—for
every dollar invested, what was the outcome? Here are a
few key metrics that define the score in this game:

e Total Value to Paid-In Capital (TVPI): Expressed as a
multiple, what is the total “paper” value of your invest-
ments? LPs want to know if you invested $50, has it grown
to $75? Or has it fallen to $35? Is it 1.5x or 0.8x? Another
metric, Multiple of Invested Capital (MOIC), is a slightly
nuanced version of TVPI if you factor in the fees paid
by LPs.?

« Distributions to Paid-In Capital (DPI): How much capital
has been returned to investors, a metric that LPs watch
carefully. While TVPI is value on paper and is subject to
ups and downs, DPI is cash that has been sent back to
investors. TVPI may be artificial. DPI is real.
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e Internal Rate of Return (IRR): The annualized return, fac-
toring in the holding period. The IRR for a 10x return in
three years beats the IRR of a 10x return in eight years
because money now is worth more than money later. This
time value of money principle makes speed of returns
critical. Faster is better. Or as they say, time is your enemy.

The ability to allocate risk across 20-25 companies allows a
fund manager to generate strong returns—that is the pri-
mary goal. The topic on management fees and profit shar-
ing is covered in the following sections but a short summary
is that an investor makes money in two ways:

e Management Fee: An annual fee, usually 2-2.5% of the
fund’s total committed capital, is paid to investors. For a
$100 million fund, that's $2 to $2.5 million a year and is
used for salaries, travel, legal costs, and operations. As
investors hunt for opportunities (sometimes referred to
as deals®), this fee pays for the salaries and expenses.

 Carried Interest (Carry): A share of the profits, typically
20%, is shared with the fund investors. LPs keep 80% of the
profits, and GPs take 20%. This tradition of sharing 20%
dates back to ancient Phoenician traders in 1200 CE, who
claimed a fifth of the profits from successful voyages. Carry
is the big prize, aligning GPs' incentives with LPs’ goals.

The Harsh Reality: Winners, Losers, and Flameouts

VC is a game of extremes, governed by the power law: a few
massive wins drive most of the returns, while the rest fizzle
or fail. While every investor wants the outlier, a company
that returns the entire fund 10 times over, a typical portfolio
splits into thirds:

e One third are home runs (5x=10x MOIC or more). These
are the unicorns, the rare hits that make a fund’s reputa-
tion. Think of early bets on Facebook or Tesla.



The investment game: Searching for outliers

e One third are modest wins (1x-2x MOIC). These barely
cover costs after fees, like a horse that finishes but
doesn't place.

e One third are total losses (0x MOIC). These are the “les-
sons learned” or “scars on the back” and relegated to
the “experience” bucket.

This brutal math means most startups fail. For every unicorn,
dozens crash and burn. A single grand slam, like a 100x
return on a $1 million investment, can outweigh 20 failures,
returning the entire fund and more. That's why VC investors
chase the big hits, even if it feels like playing the lottery.

On the surface, VC looks glamorous: writing big checks, rub-
bing elbows with visionary founders, and podcasting or writ-
ing about your “investment thesis” on LinkedIn. But beneath
the surface, it's a roller coaster. Raising a fund is a slog, with
constant rejection and uncertainty. Investing is a high-wire
act. Every deal is a gamble, and the clock is ticking. Even after
investing, GPs face sleepless nights as startups teeter on the
edge of failure or success. As Sequoia Capital’s Michael
Moritz once said, VC is “a business of a thousand soap ope-
ras,” full of drama, competition, and stress.*

Challenges and Criticisms

VC isn't perfect. The odds of winners and losses haven't
improved much in 50 years. The business is equal parts
subjective and objective. And despite all the rational minds
amidst some of the world's smartest people at the table,
most startups still fail. The investment world’s reliance on
rare hits draws comparisons to gambling. Critics argue VC
investors lack self-reflection, burying failures under the
glow of big wins. Others point to biases. Many VCs favor
founders who have an lvy League pedigree, white skin, and
blonde hair, who look, talk, or think like them. The pressure
to deploy capital with speed can lead to rushed, sloppy bets.

19
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Getting Started in VC
A beginner’s quick guide:

* Understand the Basics of the Business: A VC investor
makes money in two ways—a management fee (or a sal-
ary) and a share of profits (or carried interests). The risks
are high, and the odds are stacked against you.

e Learn the Lingo: Terms like LPs, GPs, TVPI, DPI, IRR, and
carry are your new vocabulary. Understand and study them.

e Follow the Players: VC companies like Andreessen
Horowitz, Sequoia, Union Square Ventures, First Round
Capital, Accel, and Y Combinator are well-established
players. Read about them. Study their moves. Question
them. Compare and contrast them.

e Getln:

« Join a VC Firm: Get a job as an analyst or associate. As
an entry-level career move, this path is the most com-
mon. VC is a relationship game. Attend startup events,
meet founders, and connect with investors. The best
move an entry-level candidate can make is to identify a
strong opportunity and alert a partner. Later, we
describe how some professionals were recruited by
firms because they had the innate ability to “pick win-
ners” or identify the right opportunities.

+ Raise a Fund: This is a long hard road, of pitching
many individuals and institutional investors. But first,
ask yourself: Do | have the right team? What is my
unique insight in a highly competitive, rapidly chang-
ing market? Am | willing to risk several years of my life
for little to no outcome? It is often best to start small as
an aspiring investor. Explore angel investing (making
smaller bets on startups). Several investments later,
you may either want to raise your own fund or set your
hair on fire and never do this again.
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Why Venture Capital Matters

Despite the risks and a steady stream of criticisms and occa-
sional ridicule, VC is here to stay and is growing rapidly.
After all, it is the engine of progress. It funds the companies
that redefine our lives. Think about major innovations like
autonomous cars, robots, your Zoom sessions, and space
satellites. For LPs, it's a chance to earn returns that dwarf
traditional investments like stocks or bonds. For GPs, it's a
shot at glory, blending strategy, instinct, and luck to shape
the future. For founders, it's the fuel to turn dreams into
reality. And for society, it's the spark that drives progress,
creating jobs, technologies, and possibilities we can't
yet imagine.

The Bottom Line

Venture capital is a wild blend of art, science, luck, and sheer
guts. As one Silicon Valley business coach confessed,
“I could never be a VC investor—how can anyone live with
all those losses?” Indeed, he could never digest the risk
and chose to run venture conferences instead. The failure
rate, risks, embarrassment, potentially suffering losses in
the majority of your investments, anxiety, frustration, multi-
ple times each day of panic-induced moments, inability to
live with the consequences of your decisions. . . . The sur-
face is shiny, and beneath it lie corpses of many venture
martyrs who never made it. No statues were built in their
memory. This business is about betting on the future, navi-
gating uncertainty, and chasing the rare wins that change
everything. Whether you're an aspiring investor, a curious
observer, or a founder looking to understand an investor’s
psychology, understanding the business of venture capital
unlocks the financial machinery behind the startups shaping
our world.
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