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U.S. venture capital firms invested $25.5 billion in 2006, up 12% from the prior year and the
highest level in five years, according to a report set to be released Tuesday.

In the fourth quarter, venture capitalists invested $5.7 billion, down 13% from the third quarter
and flat vs. fourth-quarter 2005, according to the MoneyTree report. MoneyTree is produced by
PricewaterhouseCoopers and the National Venture Capital Association, based on data from
Thomson's (TOC) Thomson Financial.

Despite the fourth-quarter dip, venture capitalists liked 2006.

"It was a good year of growth and opportunity, and
I'm very encouraged about 2007," said Terry
McGuire, managing general partner at Polaris Venture
Partners.

Most encouraging, said the venture capitalists who
spoke in a conference call Monday, is that the number
of deals in the early startup phase rose to 1,175 in
2006, up 15% from the year before and the highest
level since 2001.

"That's encouraging," said John Taylor, research vice
president at the NVCA. "(It means) industry
practitioners are able to free themselves up from later-
stage investing and turn their attention to new
startups."

Early-stage investments, also known as seed
financing, are the acorns that grow and produce
mature, sturdy companies.

If all goes well, these youngest of startups will either
be acquired or make an initial public offering,

enabling VC firms to cash out their investments.

"The return to early-stage deals in 2006 represents a better valuation scenario (for IPOs) and a
better environment for mergers and acquisitions," said Steve Krausz, general partner at U.S.
Venture Partners.

Rebounding From Burst Bubble

Investments in early-stage deals plummeted when the dot-com bubble burst in 2000, but such
investing has been slowly ticking upward since 2003.
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Internet companies are among those securing seed investments. Investors are tapping into what's
called the Web 2.0 trend. This refers to a new phase of the Internet, one powered by the boom in
broadband communications and all the video, collaboration and other possibilities that come into
play.

Internet companies received $4 billion from the VC funds in 2006, up 25% from the year before.
The money was invested in 645 deals, up 30% from 494 the year before. The NVCA describes
Internet-specific companies as ones that are fundamentally dependent on the Internet, regardless
of their primary industry category.

According to the MoneyTree report, the year also saw significant growth in investments in the
life sciences sector, with biotech and medical devices both reaching record VC funding levels.
Other areas of growth include media, entertainment and energy.

Green Gets More Green

The energy sector, which includes so-called green technologies, has increased over the years as
oil prices have risen and raised interest in energy conservation. Investments in the energy sector
witnessed a sharp gain of 107% in dollars invested, with 183 companies receiving $1.8 billion.
That compares with 136 companies receiving $851 million in 2005.

"We're cautiously optimistic that the energy sector is an area of great returns for venture
capitalists," Krausz said.

Investing in energy is a relatively new trend for venture capitalists. They've shied away from the
sector in the past because it's sensitive to wild swings in commodity pricing and can be
hamstrung by government regulation.

Nonetheless, said Krausz, "The long-term trends look terrific in this space, and we'll continue to
look at it as a new area of investment."

In the media and entertainment field, $1.6 billion was invested in 299 deals, up from $1 billion
and 180 deals in 2005.

Venture capitalists also say they believe the times are right for an increase in initial public
offerings. An IPO can provide a more lucrative return on investment for VCs than can a merger
or acquisition. Far more venture-backed companies are acquired, however, than ever do an IPO.

Most venture investors considered 2006 a weak year for IPOs, especially compared with the go-
go days of the dot-boom era. But the number of IPOs for venture-based companies rose to 21 in
the fourth quarter. That's up from just eight in the third quarter and 16 in fourth-quarter 2005.
That's an encouraging sign for VCs.

"There's a sense of hopefulness out there," McGuire said. "A number of companies that managed
to go public (in 2006) have traded up (stock prices have risen), and it appears that the first quarter
has a pretty good pipeline of offerings."

According to the NVCA, 36 venture-backed companies are registered to make an IPO. That's
down from 51 as of Oct. 1, reflecting the fourth-quarter surge in IPOs.
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