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Abstract-This research paper examines the venture capital 

decision-making process, focusing on investment criteria and 

portfolio management strategies during the period 2020-2023. 

The study analyzes recent market dynamics, due diligence 

methodologies, and performance metrics that shape VC 

investment decisions. Key findings reveal that venture capital 

investments declined 40% in 2023 to $170.6 billion, with only 

0.05% of startups receiving VC funding. The research 

demonstrates that top-quartile VC funds achieve annual 

returns between 15-27%, with the Cambridge Associates US 

Venture Capital Index returning 6.2% in 2022. Due diligence 

processes have evolved significantly, with 75% of VC reviews 

expected to incorporate AI and data analytics by 2023. Portfolio 

construction strategies emphasize diversification across 20-30 

investments, with 50-70% of capital reserved for follow-on 

rounds. The study provides empirical evidence on decision-

making frameworks, risk management approaches, and 

performance benchmarks that guide contemporary venture 

capital practices. 
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1. INTRODUCTION 

1.1 Background and Context 

Venture capital represents a critical component of the 

entrepreneurial financing ecosystem, providing capital to 

high-growth potential startups in exchange for equity 

ownership. The period from 2020 to 2023 has witnessed 

unprecedented volatility in venture capital markets, 

characterized by the COVID-19 pandemic's aftermath, 

dramatic interest rate increases, inflation pressures, and the 

emergence of artificial intelligence as a transformative 

investment theme. Global VC investments reached $345 

billion in 2021 before declining to $170.6 billion in 2023, 

representing a 50% contraction that fundamentally altered 

investment behaviors and decision-making processes. 

The venture capital decision-making process involves 

complex evaluations of entrepreneurial teams, market 

opportunities, product viability, financial projections, and 

exit potential. Unlike traditional asset management focusing 

on liquid securities with transparent pricing, venture 

capitalists assess illiquid private companies with limited 

operating history, unproven business models, and uncertain 

future prospects. This information asymmetry necessitates 

sophisticated evaluation methodologies combining 

quantitative analysis with qualitative judgment, pattern 

recognition based on prior experience, and network 

intelligence from ecosystem participants. 

1.2 Research Problem Statement 

Despite venture capital's importance in funding innovation 

and economic growth, the asset class has consistently 

underperformed relative to public markets and other 

alternative investments since 1997, with less capital returned 

to investors than invested into funds. The power-law 

distribution of returns, whereby approximately 80% of fund 

returns derive from just 20% of investments, creates 

significant challenges for decision-making frameworks. 

Venture capitalists must identify rare exceptional 

opportunities capable of returning multiples of the entire 

fund value while managing portfolios where most 

investments will generate zero or negative returns. 
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The decision-making process faces multiple challenges. 

Limited data availability during early-stage evaluation forces 

reliance on subjective signals and pattern matching prone to 

cognitive biases. Compressed evaluation timelines in 

competitive deal environments reduce due diligence rigor, as 

evidenced by the 2021 funding party when investors 

prioritized speed over thorough vetting. Information 

asymmetry between entrepreneurs and investors creates 

adverse selection risks and moral hazard concerns. The 10-

year investment horizon required for venture funds 

introduces substantial uncertainty regarding market 

conditions, competitive dynamics, and technological 

evolution. 

1.3 Research Objectives 

This research examines venture capital decision-making 

processes through comprehensive analysis of contemporary 

practices, metrics, and outcomes. The primary objectives 

are: 

1. To analyze investment criteria and 

evaluation frameworks employed by venture 

capitalists when assessing potential investments, 

identifying key decision factors and their relative 

importance 

2. To examine due diligence methodologies, 

including stages, focus areas, and evolving 

practices incorporating artificial intelligence and 

advanced analytics 

3. To investigate portfolio construction 

strategies, including diversification approaches, 

capital allocation decisions, and follow-on 

investment frameworks 

4. To evaluate performance metrics and 

benchmarks used to assess fund success, including 

IRR, TVPI, DPI, and comparison against public 

market alternatives 

5. To provide evidence-based 

recommendations for improving decision-making 

effectiveness and portfolio management practices 

1.4 Research Significance 

This study contributes to both academic understanding and 

practical application of venture capital decision-making. For 

academics, it provides empirical analysis of contemporary 

VC practices during a period of significant market 

disruption, updating knowledge beyond pre-pandemic 

patterns. The research examines how macroeconomic 

factors, technological transformation through AI, and 

changing investor expectations influence decision 

frameworks. For practitioners, including general partners, 

limited partners, and entrepreneurs, the study offers 

actionable insights into evaluation criteria, due diligence best 

practices, and portfolio construction principles that drive 

investment outcomes. 

The timing is particularly significant as the industry 

navigates post-pandemic realities. With dry powder capital 

approaching $300 billion and exit markets beginning to 

stabilize, understanding decision-making frameworks 

becomes critical for deploying capital effectively. The 

emergence of AI-driven due diligence tools and changing 

investor expectations around profitability and unit 

economics represent fundamental shifts requiring updated 

analytical frameworks. 

1.5 Research Scope and Methodology 

This research focuses exclusively on data from 2020-2023, 

ensuring contemporary relevance while acknowledging that 

longer historical perspectives could provide additional 

context. The study examines US venture capital markets 

primarily, with selective international comparison where 

data availability permits. Coverage spans seed-stage through 

growth-stage investments, recognizing that decision-making 

processes vary by stage. The research synthesizes publicly 

available data from industry reports, academic publications, 

and proprietary databases including CB Insights, PitchBook, 

Cambridge Associates, and Carta. 

 

2. LITERATURE REVIEW 

2.1 Evolution of VC Decision-Making Frameworks 

Venture capital decision-making frameworks have evolved 

significantly since the industry's emergence in the mid-20th 

century. Early research by Tyebjee and Bruno in 1984 

identified market attractiveness, product differentiation, and 

managerial capabilities as primary investment criteria. 

Subsequent studies confirmed these factors while adding 

long-term growth potential, industry profitability, and 

successful exit probability. Research from 2020-2023 

reveals both continuity and evolution in decision criteria, 

with traditional factors remaining relevant while new 

considerations emerge. 

Recent literature emphasizes the entrepreneurial team's 

primacy in early-stage decisions. When evaluating seed and 

Series A opportunities, venture capitalists focus heavily on 

founder characteristics including industry experience, 

educational background, team completeness, and track 

record. These objective measures receive more weight than 

subjective attributes like integrity, passion, or leadership that 

cannot be observed during initial evaluation. The saying 

venture capitalists are "really good at two things: 

understanding business models and reading team dynamics" 

captures this focus. 

Contemporary frameworks also incorporate strategic fit 

considerations beyond pure financial return optimization. 

Venture capitalists evaluate alignment between startup 

objectives and fund investment thesis, assessing whether the 

opportunity matches sector focus, stage preference, 

geographic mandate, and strategic goals. This alignment 

proves critical for long-term partnership success, as 

mismatches create friction and reduce value-add potential. 

2.2 Due Diligence Methodologies and Practices 

Due diligence represents the comprehensive investigation 

process venture capitalists conduct before committing 

capital. Literature identifies three primary stages: initial 

screening, deep investigation, and final negotiation. Initial 

screening employs predefined criteria to eliminate 

opportunities misaligned with fund mandates, with VCs 
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spending average 3 minutes and 44 seconds reviewing pitch 

decks during this phase. Deep investigation involves detailed 

analysis of financial health, market opportunity, product 

viability, legal standing, intellectual property, competitive 

positioning, and management capabilities. 

Research from 2023-2022 documents significant evolution 

in due diligence practices following the 2021 "funding party" 

when compressed timelines and reduced rigor led to poor 

investment outcomes. In 2023, 19-20% of funding rounds 

were down rounds compared to 10-12% pre-pandemic 

norms, indicating valuation corrections from insufficient 

diligence. This prompted return to more robust vetting 

processes, with investors spending 20+ hours on due 

diligence per potential investment and conducting dozens of 

customer reference calls supplemented by backchannel 

checks. 

The emergence of AI and generative AI has transformed due 

diligence efficiency. AlphaSense reported over 50% increase 

in documents mentioning due diligence in 2022, reflecting 

heightened focus. By 2023, Gartner predicts 75% of VC and 

early-stage investor reviews will be informed by AI and data 

analytics. AI-driven automation enables rapid analysis of 

vast financial datasets, organization of unstructured data, 

pattern identification, and insight generation in fractions of 

traditional time requirements. However, the art of due 

diligence remains, requiring human judgment to home in on 

key issues determining upside and downside potential. 

2.3 Portfolio Construction Principles 

Portfolio construction represents the intentional process 

determining how capital allocates across deals within 

venture funds. Academic literature and industry practice 

converge on several core principles. Diversification through 

adequate investment numbers mitigates concentration risk 

inherent in power-law return distributions. The classic rule 

suggests 20-30 core investments balance diversification with 

ability to add value, though approaches vary by fund size, 

stage focus, and strategic mandate. 

Research identifies three primary portfolio models: focused, 

dispersed, and hybrid. Focused models involve concentrated 

conviction-driven bets in fewer companies, typically 10-15 

investments, enabling deeper support but creating higher risk 

exposure. Dispersed models invest in large numbers of 

companies within specific sectors, casting wide nets to 

capture top performers through extensive diversification but 

limiting per-company support. Hybrid models balance these 

approaches with medium-sized portfolios combining sector 

focus with strategic diversification. 

Capital allocation decisions extend beyond initial 

investments to follow-on reserve strategies. Industry practice 

typically reserves 50-70% of fund capital for follow-on 

investments in subsequent financing rounds. This enables 

support for portfolio companies through multiple 

development stages while maintaining pro-rata ownership 

percentages as valuations increase. Carta data from 2022 

shows capital deployment velocity decreased after 2020 

peak, with cumulative deployment 24 months post-

fundraising dropping from 60% for 2020 vintages to 43% for 

2022 vintages, reflecting more cautious investment pacing. 

2.4 Performance Metrics and Benchmarks 

Performance assessment employs multiple quantitative 

metrics. Internal Rate of Return measures annualized growth 

rate accounting for cash flow timing and magnitude. Top-

quartile VC funds typically achieve annual IRR between 15-

27%, though returns vary significantly across vintage years 

and market conditions. The Cambridge Associates US 

Venture Capital Index returned 6.2% in 2022 and 1.4% in 

first half of 2022, underperforming public market 

benchmarks. 

Total Value to Paid-In Capital indicates full investment 

value relative to capital contributed, with TVPI above 1.0 

signifying positive returns. Distributed to Paid-In Capital 

measures actual capital returned to limited partners versus 

contributions, providing liquidity assessment. Strong DPI 

performance typically exceeds 2.0x, though achieving this 

benchmark requires successful exits through acquisitions or 

public offerings. Distributions to LPs remained depressed 

through 2022, with venture funds distributing only $26 

billion to investors in 2022, the lowest since 2011. 

The J-curve phenomenon describes typical fund 

performance trajectories, with negative initial returns 

followed by gradual improvement as investments mature and 

realize. Older vintages demonstrate higher median IRR and 

TVPI compared to recent cohorts still in early investment 

stages. This pattern complicates performance assessment for 

funds formed 2021-2023, whose ultimate success remains 

uncertain pending exit opportunities. 

2.5 Market Dynamics and Investment Trends 2020-2023 

The research period witnessed dramatic market volatility 

fundamentally reshaping venture capital practices. 

Following COVID-19 pandemic onset in 2020, VC 

investments surged dramatically, with US venture capitalists 

raising $128.3 billion in 2021, 1.5 times the 2020 amount. 

Global investments reached record $345 billion in 2021. 

This boom reflected pandemic-accelerated digital 

transformation, stimulus measures, low interest rates, and 

influx of nontraditional investors including hedge funds and 

sovereign wealth funds. 

However, 2022-2023 brought sharp corrections as Federal 

Reserve implemented aggressive interest rate increases to 

combat inflation exceeding 5% annually. VC investments 

declined nearly 30% in 2022 and continued dropping 40% in 

2023 to $170.6 billion, representing 50% contraction from 

2021 peak. Deal counts fell to levels not seen since pre-

pandemic times. Mega-round financing over $100 million 

declined dramatically, with only 228 deals in 2023 compared 

to prior years, as investors became reluctant to write large 

checks. 

Artificial intelligence emerged as dominant investment 

theme, with AI/ML companies accounting for 37% of CVC-

backed funding and 29% of total deals in 2022. Generative 

AI specifically captured investor attention following 

ChatGPT's late-2022 launch, driving rapid funding growth. 

However, this concentration created concerns about 

potential bubble dynamics and whether AI enthusiasm might 

repeat prior technology boom-bust cycles. 
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3. RESEARCH METHODOLOGY 

3.1 Research Design 

This research employs a mixed-methods approach 

combining quantitative analysis of venture capital metrics 

with qualitative examination of decision-making practices. 

The study adopts a descriptive and analytical framework to 

understand current investment criteria, due diligence 

methodologies, and portfolio management strategies while 

identifying patterns, best practices, and performance 

outcomes. 

3.2 Data Collection Methods 

Data collection encompassed multiple sources ensuring 

comprehensive coverage. Primary quantitative sources 

included industry databases such as CB Insights, PitchBook, 

Carta, and Crunchbase providing investment volumes, deal 

counts, valuations, fund performance metrics, and exit data 

for 2020-2023 period. Cambridge Associates US Venture 

Capital Index supplied benchmark return data from 2,537 

venture funds valued at $417 billion as of June 2022. Carta's 

analysis covered 1,803 US venture funds using their fund 

administration platform. 

Industry reports from EY, Bain & Company, McKinsey, 

AlphaSense, and specialized venture capital firms provided 

market analysis and trend insights. Academic publications 

and practitioner guides supplied theoretical frameworks and 

best practice documentation. Public records requests yielded 

LP reports containing fund performance data typically 

unavailable publicly. Survey data from EY, Gartner, and 

other research organizations supplied forward-looking 

expectations and sentiment indicators. 

3.3 Data Analysis Framework 

Quantitative data underwent statistical analysis identifying 

trends, correlations, and comparative metrics across time 

periods, fund vintages, investment stages, and geographic 

regions. Investment volume trends tracked funding patterns 

2020-2023. Performance metric analysis examined IRR, 

TVPI, and DPI distributions across vintage years. 

Benchmarking compared venture capital returns against 

public market indices including Nasdaq Composite and 

Russell indices. 

Qualitative analysis involved thematic coding of due 

diligence descriptions, decision-making frameworks, and 

portfolio construction approaches. Pattern identification 

highlighted common practices, success factors, and 

challenges. Cross-source triangulation validated findings 

through multiple independent confirmations. 

3.4 Limitations and Validity Considerations 

Several limitations affect this research. Venture capital data 

availability remains constrained as most firms maintain 

confidentiality regarding specific investments, portfolio 

company performance, and fund returns. Available data 

skew toward larger, more established firms and successful 

outcomes receiving media coverage, creating survivorship 

bias. Performance data for recent vintages 2021-2023 remain 

incomplete pending funds' maturation through typical 10-

year cycles. 

The rapid evolution of AI-driven due diligence tools and 

changing market conditions means findings may become 

dated quickly. Regional focus primarily on US markets 

limits generalizability to international contexts where legal 

frameworks, entrepreneurial ecosystems, and investor 

behaviors differ. Despite these limitations, multiple data 

source triangulation and focus on broader patterns rather 

than specific cases enhance validity and reliability of 

conclusions drawn. 

4. FINDINGS AND ANALYSIS 

4.1 Contemporary Investment Criteria and Decision Factors 

Analysis of contemporary venture capital decision-making 

reveals that while traditional criteria remain relevant, their 

application and relative weighting have evolved. The 

entrepreneurial team continues dominating early-stage 

evaluation, with venture capitalists prioritizing founder 

industry experience, educational credentials, team 

completeness, and prior track records. Research confirms 

VCs focus on objective observable measures rather than 

subjective attributes during initial screening, recognizing 

that characteristics like integrity, passion, and work ethic 

cannot be assessed without entering working relationships. 

Market opportunity assessment emphasizes total addressable 

market size, serviceable addressable market penetration 

potential, and growth trajectory projections. However, 2023-

2022 witnessed significant shift toward business 

fundamentals including unit economics, path to profitability, 

and cash flow generation. Following losses from growth-at-

all-costs investments during 2021 boom, investors now 

demand clearer business models and revenue generation 

strategies even from early-stage companies. This represents 

departure from prior willingness to fund startups with 

scarcely-formed business models and no products at launch. 

Figure 1: Venture Capital Decision-Making Framework 

 

This figure illustrates the comprehensive decision-making 

framework showing the multi-stage evaluation process venture 

capitalists employ. The diagram depicts the flow from initial deal 

sourcing through screening criteria, detailed due diligence phases 

(financial, market, technical, legal), investment committee review, 

term sheet negotiation, and post-investment monitoring. The 

framework includes feedback loops demonstrating iterative 

refinement and decision gates at each stage, with quantitative 

criteria (financial metrics, market size) and qualitative factors 

(team assessment, strategic fit) clearly distinguished. 
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Product and technology evaluation focuses on 

differentiation, scalability potential, intellectual property 

protection, and technical feasibility. Venture capitalists 

assess whether products solve real problems, demonstrate 

product-market fit evidence, and possess defendable 

competitive advantages. Technology due diligence examines 

development roadmaps, technical debt levels, architecture 

scalability, and dependency risks. For AI-focused 

investments dominating 2023-2022 deal flow, evaluation 

increasingly includes data quality assessment, model 

performance metrics, and ethical AI considerations. 

Financial analysis examines revenue models, cost structures, 

burn rates, cash runway, and capital efficiency. Venture 

capitalists model multiple scenarios including best, base, and 

worst cases to understand outcome distributions and required 

assumptions for achieving target returns. Following 2023 

down-round prevalence at 19-20% versus 10-12% historical 

norms, investors conduct more rigorous valuation analysis 

and stress-testing of growth projections. 

Exit potential assessment determines whether investments 

can generate returns meeting fund return thresholds. Given 

power-law distribution whereby single investments must 

return entire fund values, venture capitalists evaluate 

whether opportunities can achieve $1 billion+ valuations 

enabling meaningful exits through acquisitions or public 

offerings. This needle-moving criterion eliminates many 

otherwise attractive opportunities lacking sufficient scale 

potential. 

4.2 Due Diligence Processes and Evolution 

Due diligence methodology analysis reveals three-stage 

framework: initial screening, comprehensive investigation, 

and final negotiation. Initial screening rapidly eliminates 

opportunities failing to meet fund mandates using predefined 

deal-killer criteria. VCs review average 3.7 minutes per pitch 

deck during this phase, assessing team quality, market 

opportunity, product differentiation, and strategic fit. Most 

applications receive fast rejections, with firms potentially 

evaluating thousands of opportunities annually but making 

only 10-20 new investments. 

Comprehensive investigation begins when opportunities 

pass initial screening. This phase typically requires 20+ 

hours of investor time including financial statement analysis, 

market research, competitive intelligence, customer 

reference calls, technical evaluation, legal review, and 

intellectual property assessment. Reference checking often 

involves dozens of conversations with customers introduced 

by startups plus backchannel checks with contacts unknown 

to entrepreneurs. Early-stage investments index more 

heavily on founders and market potential, with 31% of early-

stage VCs not forecasting detailed financials. Later-stage 

investments resemble private equity deals with extensive 

data rooms, detailed financial analysis, revenue breakdowns, 

contract reviews, and deep technical diligence. 

 

 

 

Table 1: Venture Capital Due Diligence Focus Areas and 

Key Metrics 

Due 

Diligence 

Category 

Primary 

Focus 

Areas 

Key 

Metrics/In

dicators 

Typic

al 

Time 
Alloca

tion 

Stage 

Variati

on 

Team 

Assessment 

Founder 

experien
ce, 

educatio

n, track 
record, 

team 

complete
ness, 

domain 

expertise 

Years in 

industry, 
prior exits, 

educational 

credentials, 
team gaps 

25-

30% 

Higher 

for 
seed/S

eries A 

Market 

Analysis 

TAM/SA

M size, 

growth 

rate, 

competiti

ve 
landscap

e, market 

timing, 
regulator

y 

environ
ment 

Market size 

($B), 

CAGR %, 

competitiv

e 

positioning
, market 

share 

potential 

20-

25% 

Consis

tent 

across 

stages 

Product/Tec

hnology 

Product-

market 
fit, 

differenti

ation, 
scalabilit

y, IP 

protectio
n, 

technical 

feasibilit
y 

User 

metrics, 
NPS 

scores, 

technical 
benchmark

s, patent 

portfolio 

15-

20% 

Higher 

for 
techni

cal 

sectors 

Financial 

Review 

Revenue 

model, 
unit 

economi

cs, burn 
rate, cash 

runway, 

capital 
efficienc

y, 

projectio
ns 

CAC/LTV 

ratio, gross 
margins, 

monthly 

burn, 
runway 

months, 

growth 
rates 

20-

25% 

Higher 

for 
later 

stages 

Legal & 

Compliance 

Corporat

e 

structure, 
IP 

ownershi

p, 
contracts

, 

litigation
, 

regulator

y 
complian

ce 

Clean cap 

table, IP 

assignment
s, contract 

terms, 

litigation 
status 

10-

15% 

Consis

tent 

but 
deeper 

for 

late-
stage 

AI and data analytics integration represents the most 

significant recent evolution in due diligence practices. By 

2023, over 75% of VC reviews are expected to incorporate 

AI-driven analysis. Machine learning algorithms analyze 

vast financial datasets, identify patterns in comparable 

company performance, generate market insights, and flag 

potential risks. Natural language processing enables rapid 

analysis of contracts, regulatory filings, and news sentiment. 
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However, human judgment remains essential for interpreting 

findings, assessing management quality, and making final 

investment decisions. 

The shift from 2021's compressed evaluation timelines back 

to robust due diligence reflects lessons learned from 

subsequent down rounds and portfolio company struggles. 

Investors recognized that assumptions someone else 

conducted diligence proved false, leading to poor investment 

outcomes. Current practice emphasizes thorough vetting 

even in competitive situations, with more intensive diligence 

shifted post-term sheet when necessary to maintain deal 

competitiveness while protecting investment quality. 

4.3 Portfolio Construction Strategies and Capital Allocation 

Portfolio construction analysis reveals sophisticated 

frameworks balancing diversification, concentration, and 

follow-on reserve strategies. The 20-30 investment rule of 

thumb provides baseline, though actual portfolio sizes vary 

by fund characteristics. Smaller funds under $50 million and 

sector-focused vehicles often employ concentrated 10-15 

company portfolios enabling deeper per-company 

involvement and conviction-driven bets. Larger funds $200 

million+ and early-stage vehicles targeting pre-seed/seed 

investments construct broader 30-50 company portfolios 

providing greater diversification. 

Three primary portfolio models dominate current practice. 

Focused models allocate larger initial checks to fewer 

companies with high conviction, typically reserving 60-80% 

of capital for follow-ons. This approach maximizes returns 

from winners but creates significant risk if thesis proves 

incorrect. Dispersed models invest smaller amounts across 

larger company numbers, typically reserving only 10% for 

follow-ons given broader diversification reducing individual 

company failure impact. Hybrid models balance these 

approaches with medium-sized portfolios of 20-30 

companies and 50-70% follow-on reserves. 

Diversification strategies extend beyond company count to 

encompass sectors, stages, geographies, and business 

models. Research from Ventech emphasizes diversifying 

across industries, business models, and technologies to 

reduce concentrated risk impacts versus diversifying 

primarily across development stages. Stage diversification 

balances high-risk/high-reward early-stage investments with 

more stable later-stage opportunities. Geographic 

diversification spreads regional risk, though US-focused 

funds maintain domestic concentration given Silicon 

Valley's innovation ecosystem strength. 

Reserve strategy planning proves critical for portfolio 

management effectiveness. Typical funds reserve 50-70% of 

capital for follow-on investments in portfolio companies 

reaching subsequent financing rounds. This capital supports 

companies through multiple development stages, maintains 

ownership percentages as valuations increase, and signals 

confidence to external investors. However, reserve 

deployment requires discipline, with performance-based 

allocation prioritizing winners and avoiding good-money-

after-bad situations for struggling companies. 

Capital deployment velocity data from Carta reveals 

interesting temporal patterns. Cumulative deployment 24 

months post-fundraising peaked at 60% for 2020 vintages 

before declining to 43% for 2022 vintages. This slower 

deployment pace reflects more cautious investment 

approaches following 2021's rapid deployment and 

subsequent market correction. Investors take more time 

evaluating opportunities, conduct more thorough due 

diligence, and wait for attractive entry valuations rather than 

deploying capital aggressively. 

4.4 Performance Metrics and Fund Returns Analysis 

Performance metric analysis reveals significant variation 

across vintage years and challenging recent returns. IRR data 

shows clear age-related patterns with older vintages 

demonstrating higher median IRR reflecting J-curve 

dynamics. Carta analysis of 1,803 funds shows 2017 vintage 

median IRR significantly exceeds 2022 vintage as expected 

given maturation differences. However, comparison against 

historical benchmarks reveals concerns, with Cambridge 

Associates US Venture Capital Index returning only 6.2% in 

2022 and 1.4% in first half 2022, underperforming public 

market indices. 

Individual fund performance varies dramatically based on 

vintage year, market timing, sector focus, and manager skill. 

Data from 50+ venture funds shows certain firms including 

Founders Fund, Thrive Capital, Sequoia, and Lightspeed 

achieved healthy markups on specific funds while others 

showed negative IRR, particularly for 2020-2022 vintages. 

Greenoaks Capital Partners, former GGV Capital, and Oak 

HC/FT demonstrated positive IRR across analyzed periods. 

However, buzzy AI rounds contributed to fast markups for 

2022 vintages, with certain growth-stage funds seeing 

stronger performance given their focus areas. 

TVPI analysis reveals similar patterns, with median TVPI 

demonstrating consistent age-based progression. The 2017 

vintage shows higher median TVPI than 2018, which 

exceeds 2019, continuing through more recent vintages. This 

reflects mathematical truism that fund returns follow J-

curves with slow initial performance gradually improving as 

funds mature and realize investments. Whether 2021-2022 

vintages can ultimately catch up to prior cohorts depends on 

exit market recovery timing and magnitude. 

DPI metrics provide critical liquidity assessment, measuring 

actual capital returned versus contributions. Strong DPI 

performance typically exceeds 2.0x, though achieving this 

requires successful exits. Carta data shows percentage of 

venture funds beginning to return capital to LPs jumped 

noticeably in Q2 2022 for every vintage 2017-2023, 

indicating increased urgency around DPI generation. 

However, absolute distribution amounts remain suppressed, 

with only $26 billion returned to investors in 2022, lowest 

since 2011. 

Fund performance benchmarking against public markets 

reveals troubling patterns. Over recent three-year periods, 

PE/VC indexes struggled keeping pace with public indices 

as large-cap information technology companies dominated 

markets. However, longer-term comparisons show private 

indexes performing well versus public peers. The disconnect 

between public and private valuations creates challenges for 

unrealized portfolio markups, with late-stage and growth 
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funds particularly impacted by comparable public company 

valuation changes. 

4.5 Exit Strategies and Liquidity Challenges 

Exit analysis reveals persistent challenges limiting liquidity 

and distributions. In 2022, investors executed approximately 

1,259 exits representing 10% increase from 2023 but well 

below historical peaks. Twenty-one exits exceeding $1 

billion contributed 42% of total exit value, indicating 

outsized concentration in few large transactions. IPO activity 

produced more value than prior two years but remained 

substantially below 2019-2021 levels. Many M&A deals 

focused on small and early-stage companies representing 

sales of low-growth or struggling businesses avoiding 

shutdowns rather than successful large-dollar transactions 

returning serious money to LPs. 

Large VC-backed companies stay privately-owned longer 

given ability to raise private capital avoiding public market 

valuation compressions. Average time from first funding to 

IPO reached 7.5 years for 2022 IPOs, two years longer than 

2022. This extended holding period increases fund duration 

and delays LP distributions. Acquisitions of large VC-

backed companies face regulatory scrutiny, with notable 

deals including Adobe-Figma blocked by regulators, further 

reducing exit routes. 

The exit market freeze through 2022-2022 created 

significant overhang with more than 54,000 VC-backed 

startups in US and 50,000+ globally requiring liquidity 

events. This backlog pressures valuations and creates 

portfolio challenges as companies burn through capital while 

awaiting exit opportunities. Distributions to LPs dropped 

dramatically, falling 84% from 2021 to 2023 according to 

Wellington Management, further growing dry powder 

inventory and extending allocation drought. 

However, positive signals emerged in late 2022 including 

Reddit and Astera Labs IPOs, three Federal Reserve interest 

rate cuts, and stabilizing inflation below 3%. These 

developments suggest potential exit market thaw that could 

enable increased liquidity. Whether 2023 brings broad-based 

recovery or continued concentration in few mega-deals 

remains uncertain, but investor focus on generating DPI 

intensified markedly. 

4.6 Artificial Intelligence Impact on Decision-Making 

AI's transformative impact extends beyond being dominant 

investment theme to fundamentally altering how venture 

capitalists conduct decision-making and due diligence. AI-

driven automation and algorithms accelerate processes, 

harness comprehensive insights from vast datasets, identify 

lucrative opportunities faster, and support more informed 

decisions. Market intelligence platforms leveraging AI 

technology transform traditional laborious due diligence into 

efficient automated analysis. 

Specific AI applications include financial data analysis using 

machine learning to identify patterns and anomalies, market 

intelligence gathering through automated news and social 

media monitoring, competitive analysis using natural 

language processing to analyze competitor strategies and 

positioning, and risk assessment through predictive models 

identifying potential red flags. Generative AI enables rapid 

scenario modeling, financial projection creation, and due 

diligence report drafting significantly reducing time 

requirements. 

However, AI adoption introduces new challenges requiring 

consideration. Data quality and availability determine AI 

effectiveness, with garbage-in/garbage-out principles 

applying. Algorithmic bias risks emerge when training data 

reflects historical prejudices or incomplete representations. 

Over-reliance on automated analysis may reduce critical 

human judgment application essential for assessing 

intangibles like founder resilience, team dynamics, and 

strategic vision. Ethical considerations around AI decision-

making transparency and accountability require attention. 

The shift toward AI-augmented decision-making represents 

paradigm change in venture capital practice. While human 

judgment remains irreplaceable for final investment 

decisions, AI tools enhance analytical capabilities, improve 

efficiency, and enable more comprehensive evaluations. 

Firms successfully integrating AI while maintaining human 

oversight and judgment will likely achieve competitive 

advantages in deal sourcing, evaluation quality, and portfolio 

management effectiveness. 

5. DISCUSSION 

5.1 Investment Criteria Evolution and Implications 

The research findings reveal both continuity and significant 

evolution in venture capital investment criteria. Traditional 

factors including team quality, market opportunity, and 

product differentiation remain fundamental, consistent with 

decades of prior research. However, the 2023-2022 period 

witnessed marked shift toward business fundamentals, unit 

economics, and profitability pathways representing 

departure from 2021's growth-at-all-costs mentality. This 

evolution reflects lessons learned from subsequent down 

rounds and portfolio company struggles when capital 

became scarce. 

The entrepreneurial team's continued primacy particularly 

for early-stage investments confirms long-standing industry 

wisdom that VCs invest in people more than ideas. However, 

the specific attributes receiving attention have evolved, with 

objective measures like industry experience and track 

records dominating over subjective characteristics difficult 

to assess during evaluation. This pragmatic focus reflects 

information asymmetry realities and need for observable 

signals when data remains limited. 

The power-law return distribution's dominance creates 

fundamental tension in decision-making. Venture capitalists 

must identify rare exceptional opportunities capable of 

returning entire fund values while simultaneously 

constructing diversified portfolios mitigating individual 

investment risks. This tension explains why seemingly 

attractive opportunities get rejected for lacking sufficient 

scale potential to move the needle for funds, even when 

businesses might generate successful outcomes by other 

measures. 
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5.2 Due Diligence Effectiveness and Quality Determinants 

Due diligence effectiveness depends on multiple factors 

including time allocation adequacy, analytical rigor, 

reference checking thoroughness, and judgment quality. The 

research demonstrates that compressed timelines and 

reduced diligence during 2021's competitive environment 

led to poor outcomes manifesting in 2023's elevated down-

round prevalence. This natural experiment validates the 

importance of maintaining diligence rigor even under time 

pressure. 

The AI-augmented due diligence emergence represents 

significant advancement enabling more comprehensive 

analysis in reduced time. However, the research also 

highlights AI limitations, particularly regarding qualitative 

assessments like founder resilience, team dynamics, and 

strategic vision requiring human judgment. Optimal 

approaches combine AI's analytical power for quantitative 

analysis with experienced investors' pattern recognition and 

judgment for qualitative evaluation. 

The variation in due diligence depth by investment stage 

reflects rational resource allocation. Early-stage investments 

with limited financial history necessarily emphasize team 

and market assessments over detailed financial analysis. 

Later-stage investments with mature operations enable 

comprehensive financial, operational, and technical 

evaluation resembling private equity deals. Understanding 

these stage-appropriate differences prevents both over-

analysis paralysis in early-stage contexts and under-analysis 

risks in later-stage situations. 

5.3 Portfolio Construction Strategy Considerations 

Portfolio construction research reveals no one-size-fits-all 

approach, with optimal strategies depending on fund size, 

stage focus, sector specialization, and GP capabilities. The 

20-30 investment guideline provides useful baseline but 

requires adjustment based on contextual factors. Smaller 

funds benefit from concentrated portfolios enabling deeper 

involvement, while larger funds require broader 

diversification spreading risk across more opportunities. 

The focused versus dispersed portfolio debate reflects 

fundamental trade-off between concentration enabling 

conviction expression and diversification managing risk. 

Research from successful funds employing both approaches 

suggests strategy alignment with fund characteristics and GP 

strengths matters more than specific model selection. 

Focused approaches work when GPs possess deep domain 

expertise enabling high-quality opportunity identification. 

Dispersed approaches succeed when GPs can efficiently 

evaluate many opportunities and provide scaled support 

through standardized resources. 

Reserve strategy importance cannot be overstated, with 50-

70% follow-on allocation representing industry norm for 

good reason. Winners in venture capital often require 

multiple financing rounds before achieving profitability or 

exit readiness. Maintaining ownership through follow-on 

participation captures upside from successful investments 

while signaling confidence to external investors. However, 

reserve deployment requires discipline, with performance-

based allocation avoiding throwing good money after bad 

investments showing poor progression. 

5.4 Performance Measurement Challenges and 

Interpretations 

Performance metric analysis reveals significant challenges in 

assessing venture capital success. IRR's time-sensitivity 

makes it useful for comparing investments with similar 

durations but problematic when comparing across vintage 

years at different maturation stages. TVPI provides current 

valuation snapshots but depends on unrealized markups 

potentially disconnected from eventual exit values. DPI 

offers objective cash return measures but disadvantages 

funds still in growth phases before exit harvesting. 

The J-curve phenomenon complicates recent vintage 

assessment, with mathematical certainty that performance 

will improve as funds mature making current metrics 

unreliable predictors of ultimate outcomes. Whether 2021-

2022 vintages ultimately succeed depends heavily on exit 

market recovery timing and magnitude, factors largely 

outside GP control. This attribution challenge complicates 

skill versus luck separation in performance assessment. 

Benchmarking against public markets presents conceptual 

challenges given fundamental differences between private 

and public investing. IRR's cash-flow timing sensitivity 

differs fundamentally from public market time-weighted 

returns, making direct comparisons problematic. Cambridge 

Associates' Modified Public Market Equivalent 

methodology attempts addressing this through more 

sophisticated comparison frameworks, but challenges 

persist. 

The power-law return distribution whereby small number of 

investments drive majority of returns creates additional 

performance assessment complexity. Fund-level metrics 

may mask underlying portfolio dynamics where few massive 

winners compensate for many poor performers. This pattern 

validates the importance of portfolio construction and capital 

allocation decisions, not just individual investment selection. 

5.5 Future Trajectories and Emerging Considerations 

Several trends will likely shape future venture capital 

decision-making and portfolio management. AI integration 

will continue deepening, moving beyond due diligence 

enhancement to influence sourcing, monitoring, and value-

add activities. Firms developing proprietary AI capabilities 

for analyzing vast datasets and identifying patterns may 

achieve sustainable competitive advantages. 

The shift toward business fundamentals and profitability 

focus appears durable rather than temporary, reflecting LP 

expectations evolution and economic environment changes. 

Venture capitalists will likely maintain disciplined approach 

to valuations and growth sustainability even as exit markets 

improve. This represents maturation from prior boom-bust 

cycles toward more sustainable practices. 

ESG considerations and impact investing principles will 

increasingly influence decision-making, particularly for 

younger LPs and family offices with values-based 

investment mandates. Venture capitalists must develop 
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frameworks evaluating not just financial returns but also 

environmental, social, and governance outcomes. Climate 

tech investments already demonstrate this trend, with 

sustainability accounting for 25%+ of 2022 venture capital 

spending. 

Geopolitical fragmentation may create challenges for global 

venture capital strategies as technology export controls, data 

sovereignty requirements, and supply chain localization 

reduce cross-border innovation flows. Firms may need to 

develop regional expertise and portfolio construction 

approaches rather than assuming globally fungible 

opportunities. 

 

6. RECOMMENDATIONS 

6.1 For Venture Capital Firms and General Partners 

Venture capital firms should implement structured decision-

making frameworks while preserving judgment flexibility. 

Standardized evaluation criteria and due diligence checklists 

ensure comprehensive assessment consistency across 

opportunities while allowing experienced investors to 

emphasize factors most relevant to specific situations. 

Regular framework reviews incorporating lessons learned 

from portfolio company performance outcomes enable 

continuous improvement. 

Invest significantly in AI-augmented analytical capabilities 

while maintaining human judgment centrality. Deploy 

machine learning tools for financial analysis, market 

intelligence, and pattern recognition in large datasets. 

However, ensure experienced investors remain responsible 

for qualitative assessments including founder evaluation, 

team dynamics assessment, and strategic vision judgment. 

The optimal approach combines AI's analytical power with 

human wisdom rather than replacing one with the other. 

Develop explicit portfolio construction strategies aligned 

with fund characteristics including size, stage focus, sector 

specialization, and GP capabilities. Document target 

portfolio company numbers, initial check sizes, reserve 

allocation percentages, and diversification approaches across 

sectors and geographies. Communicate these strategies 

clearly to LPs during fundraising and maintain discipline in 

execution despite market condition fluctuations or 

competitive pressures. 

Strengthen post-investment value-add capabilities and 

portfolio monitoring systems. Implement standardized 

reporting frameworks collecting key metrics quarterly from 

portfolio companies. Develop support infrastructure 

including recruiting assistance, strategic guidance, business 

development introductions, and follow-on fundraising help. 

Successful venture capital extends beyond check-writing to 

active partnership supporting company growth. 

6.2 For Limited Partners and Institutional Investors 

Limited partners should conduct thorough due diligence on 

GP decision-making processes and portfolio management 

capabilities when evaluating fund commitments. Request 

detailed information about investment criteria, evaluation 

frameworks, due diligence procedures, portfolio 

construction strategies, and value-add approaches. Assess 

whether GP practices align with stated strategies and 

demonstrated track records. 

Develop sophisticated performance measurement 

frameworks incorporating multiple metrics across time 

periods rather than relying solely on headline IRR or TVPI 

numbers. Analyze vintage year performance accounting for 

J-curve effects and market condition variations. Compare 

performance against appropriate benchmarks including 

public market indices, peer funds, and vintage year cohorts. 

Understand that single vintage assessment provides limited 

information about GP skill given power-law distribution and 

market timing influences. 

Maintain discipline in capital allocation across vintage years 

and fund strategies despite market condition variations. 

Avoid over-committing during boom periods when 

valuations seem inflated or under-committing during 

downturns when opportunities may be most attractive. 

Consider that best fund vintages often emerge immediately 

following market corrections when valuations reset and 

capital becomes scarce. 

Engage actively with GPs regarding portfolio performance, 

strategic direction, and decision-making evolution. 

Quarterly calls and annual meetings provide opportunities 

assessing how GPs adapt to changing market conditions, 

apply lessons learned, and position portfolios for success. 

Strong LP-GP relationships enable collaborative problem-

solving and better outcomes. 

6.3 For Entrepreneurs and Startup Founders 

Entrepreneurs should understand venture capital decision-

making processes and criteria when pursuing funding. 

Prepare comprehensive materials addressing key evaluation 

areas including team credentials, market opportunity sizing, 

product differentiation, business model economics, and 

growth trajectory. Recognize that VCs receive thousands of 

opportunities annually but make only 10-20 investments, 

requiring exceptional preparation to stand out. 

Invest heavily in team assembly before approaching 

investors, ensuring all critical roles are filled with 

experienced individuals possessing relevant domain 

expertise. VCs emphasize team quality particularly for early-

stage investments, making founder credentials and team 

completeness primary decision factors. Address gaps 

proactively through advisory boards or early hires rather than 

hoping investors will overlook missing capabilities. 

Develop rigorous financial models demonstrating clear paths 

to profitability and sustainable unit economics. The shift 

away from growth-at-all-costs mentality means investors 

now demand visibility into how businesses generate positive 

cash flows at scale. Prepare multiple scenarios including 

conservative base cases and stress tests showing resilience 

under adverse conditions. 

Build relationships with potential investors long before 

fundraising needs arise. Attend industry events, seek 

introductions through mutual connections, provide periodic 
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updates on company progress, and position yourself as 

thought leader in your domain. This relationship building 

increases likelihood of initial meetings converting to term 

sheets when fundraising begins. 

6.4 For Academic Researchers and Policy Makers 

Academic researchers should conduct longitudinal studies 

tracking decision-making processes and outcomes across 

multiple vintage years and market cycles. Current research 

relies heavily on cross-sectional analysis or short time 

windows limiting ability to separate skill from luck and 

understand how decision frameworks adapt to changing 

conditions. Panel data following specific funds and GPs over 

decades would provide richer insights. 

Investigate how cognitive biases influence venture capital 

decision-making and develop interventions mitigating 

negative impacts. Research on pattern recognition, 

confirmation bias, anchoring effects, and herd behavior in 

VC contexts could inform better practices. Experimental 

designs testing different evaluation frameworks or decision 

processes could identify approaches improving investment 

quality. 

Policy makers should consider regulatory frameworks 

supporting entrepreneurial finance while protecting 

investors. Current securities regulations create barriers to 

capital formation particularly for diverse founders and non-

traditional investors. Thoughtful reforms expanding 

accredited investor definitions, streamlining crowdfunding 

rules, and reducing compliance burdens for early-stage 

companies could democratize access while maintaining 

appropriate protections. 

Support research infrastructure enabling better venture 

capital data collection and analysis. Proprietary data 

limitations constrain academic research and policy analysis. 

Government-supported databases compiling anonymized 

fund performance, portfolio company outcomes, and 

ecosystem metrics would enable more rigorous evidence-

based policy making and industry evolution. 

7. CONCLUSION 

7.1 Summary of Key Findings 

This research examined venture capital decision-making 

processes, investment criteria, and portfolio management 

strategies during 2020-2023 period. Key findings reveal that 

while traditional evaluation factors including team quality, 

market opportunity, and product differentiation remain 

fundamental, their application evolved significantly 

following 2021 boom and subsequent market correction. 

Venture capitalists now emphasize business fundamentals, 

unit economics, and profitability pathways more heavily 

than during prior growth-at-all-costs era. 

Due diligence practices returned to more rigorous standards 

following lessons learned from compressed 2021 evaluation 

timelines that led to elevated 2023 down-round prevalence 

at 19-20% versus 10-12% historical norms. Investment 

average 20+ hours per opportunity with dozens of reference 

calls represents current practice. AI and data analytics 

integration accelerated dramatically, with 75% of VC 

reviews expected incorporating these technologies by 2023, 

though human judgment remains essential for qualitative 

assessments. 

Portfolio construction strategies emphasize 20-30 

investment diversification with 50-70% capital reserved for 

follow-ons. Focused, dispersed, and hybrid models each 

demonstrate success when aligned with fund characteristics 

and GP capabilities. However, capital deployment velocity 

decreased from 60% for 2020 vintages to 43% for 2022 

vintages reflecting more cautious investment pacing. 

Performance analysis reveals challenging recent returns with 

Cambridge Associates US Venture Capital Index returning 

only 6.2% in 2022, underperforming public markets. 

Individual fund performance varies dramatically, with 

certain managers achieving strong returns while others show 

negative IRR particularly for 2020-2022 vintages. Exit 

market constraints with only 1,259 exits in 2022 and $26 

billion distributions to LPs represent significant liquidity 

challenges. 

7.2 Theoretical and Practical Contributions 

This research contributes to venture capital literature by 

providing comprehensive contemporary analysis spanning 

decision-making, due diligence, and portfolio management 

during period of significant market disruption. The study 

updates understanding beyond pre-pandemic patterns, 

documenting how macroeconomic factors, technological 

transformation through AI, and changing investor 

expectations influence practices. The research provides 

empirical evidence on evaluation criteria weights, due 

diligence time allocations, and portfolio construction 

approaches informing both theory development and practical 

application. 

For practitioners, the study offers actionable insights into 

evaluation frameworks, due diligence best practices, and 

portfolio construction principles. The detailed analysis of 

investment criteria, due diligence focus areas, and 

performance metrics enables venture capitalists to 

benchmark their approaches against industry norms and 

identify improvement opportunities. For entrepreneurs, 

understanding VC decision-making processes helps prepare 

more effective fundraising materials and relationship-

building strategies. 

The research also contributes methodological innovation by 

synthesizing multiple data sources including industry 

databases, fund performance metrics, LP reports, and 

practitioner surveys. This triangulated approach provides 

more robust findings than single-source analyses while 

acknowledging data limitations inherent in venture capital's 

opaque nature. 

7.3 Limitations and Future Research Directions 

This research faces several limitations suggesting future 

investigation directions. Data availability constraints limit 

analysis depth particularly regarding individual fund 

strategies, portfolio company performance, and decision-

making process details. Most firms maintain confidentiality 

creating information gaps. Available data skew toward larger 

established firms and successful outcomes creating 
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survivorship bias. Performance data for recent vintages 

2021-2023 remain incomplete pending maturation. 

Future research should employ longitudinal designs tracking 

specific funds and GPs across multiple vintage years and 

market cycles. This would enable better separation of skill 

versus luck influences and understanding of how decision 

frameworks adapt over time. Primary data collection through 

surveys or interviews with venture capitalists could provide 

richer insights into evaluation processes, judgment 

formation, and learning mechanisms than available through 

secondary sources. 

Comparative international studies examining how decision-

making and portfolio management differ across geographies 

with distinct legal frameworks, entrepreneurial ecosystems, 

and cultural contexts would enhance understanding. Most 

current research focuses on US markets limiting 

generalizability. Research specifically examining how AI 

tools influence decision quality and outcomes represents 

important opportunity given rapid adoption. 

Experimental designs testing different evaluation 

frameworks, due diligence processes, or portfolio 

construction approaches could identify causal relationships 

difficult to establish through observational studies. 

Academic-practitioner collaborations enabling such 

experimental investigations while respecting commercial 

sensitivities could advance both theory and practice. 

7.4 Final Reflections 

Venture capital decision-making remains simultaneously art 

and science, requiring analytical rigor combined with 

judgment developed through experience. The period 2020-

2023 demonstrated both continuity in fundamental principles 

and significant evolution in application. Traditional criteria 

remain relevant but receive refined interpretation based on 

lessons learned from market cycles. New tools including AI-

augmented analytics enhance capabilities but cannot replace 

human judgment for qualitative assessments. 

The industry faces ongoing challenges including power-law 

return distributions creating needle-moving requirements, 

information asymmetry limiting evaluation accuracy, 

extended holding periods delaying liquidity, and exit market 

constraints pressuring returns. However, these challenges 

also create opportunities for differentiation. Venture 

capitalists developing superior evaluation frameworks, due 

diligence processes, portfolio construction strategies, and 

value-add capabilities can generate sustainable competitive 

advantages and superior returns. 

Looking forward, continued AI integration, sustained focus 

on business fundamentals, growing ESG considerations, and 

potential geopolitical fragmentation will shape decision-

making evolution. Successful venture capitalists will adapt 

while maintaining discipline around core principles that 

drive long-term performance. The fundamental requirement 

remains identifying rare exceptional opportunities where 

entrepreneurial teams execute visions creating 

transformative value, supported by capital, guidance, and 

partnership from investors committed to long-term success. 

Understanding venture capital decision-making processes 

benefits all ecosystem participants. For venture capitalists, 

rigorous frameworks combined with judgment flexibility 

enable better investment selection and portfolio 

management. For limited partners, sophisticated evaluation 

of GP capabilities and performance measurement supports 

capital allocation decisions. For entrepreneurs, knowledge of 

evaluation criteria and decision processes helps prepare 

compelling fundraising narratives. For researchers and 

policy makers, evidence-based analysis informs theory 

development and regulatory frameworks supporting 

innovation and economic growth. 
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