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Article Text:

During the late 1990s, the partners at Morgenthaler Venture Partners stood by as many rivals 
threw together dot-coms and rushed them to go public.

Not at Morgenthaler, one of the nation's oldest venture firms, which started in the Midwest and 
now has a sizable presence in the valley. At a partner strategy meeting in 1998, the firm's 
partners resolved to build companies slowly, and for the long term. The partners, led by founder 
David Morgenthaler, limited themselves to one or two investments per partner per year -- 
compared with four to six investments a year by many partners at other firms.

After last year's stock market crash, Morgenthaler's strategy is looking smart. True, the firm paid 
a steep price. The market kept booming for two years after Morgenthaler judged it overvalued. 
''The good news is, they missed the Internet Bubble,'' says one investor in Morgenthaler. ''The 
bad news is, they missed the Internet Bubble.''

Some ! of the younger partners worried about missing out on the New Economy bonanza: ''I 
remember saying: 'Oh gosh, we should be doing two to three deals per year,' '' recalls Gary Little, 
a 42-year-old general partner who joined the firm in 1998.

But the elders managed to persuade Little of the risks, even if they too had doubts: ''There was a 



while, I'll be honest with you, when it seemed we might be a little stodgy,'' says Gary 
Morgenthaler, a 52-year-old general partner at the firm and son of David, the 82-year-old 
founder. ''We considered altering the standard, but we looked at each other and asked, 'What 
happens when the market stops?' ''

The firm, started more than 30 years ago, and with a big presence in Cleveland and Menlo Park, 
invested in four Internet companies. They included iCargo, a Palo Alto business-to-business firm 
for the air freight industry, and online drugstore MotherNature.com, which went public and has 
since been liquidated.

But the wre! ckage is minor compared with that at other VC firms. Morgenthaler's ca utious 
approach meant the firm's returns in the mid- to late 1990s weren't as stellar as some other firms, 
but now many investors believe the firm is poised to do better after the crash.

The firm's partners are free to make new investments, unhampered bytroubled portfolio 
companies. That's good, because valuations are now lower -- meaning Morgenthaler is paying 
less for a bigger stake in start-ups.

Morgenthaler went on a tear in the first quarter, investing in eight new companies. About 65 
percent of the firm's most recent fund -- which Morgenthaler began investing in 2000 -- remains 
in reserve to help portfolio companies through tough times. ''That's real good,'' says Arthur 
Miltenberger, an investor representing the Mellon family, which invests in Morgenthaler funds.

That means Morgenthaler's fund might face fewer problems returning money to investors than 
other VC funds. As a result, the firm is having no trouble raising more money. It is about to ann! 
ounce a fund of more than $700 million.

At the same time, Morgenthaler diversified its risks. Unlike many firms, which scrambled to 
focus on tech, Morgenthaler refused to abandon its health-care and buyout investment arms.

Morgenthaler's investors say they're relieved, too, that Morgenthaler's previous fund, raised in 
mid-1998, has already returned a third of its value. ''When you're in a fund that was put together 
in a dangerous time, and you have a third of your money back already, you're pretty 
comfortable,'' says Miltenberger.

People familiar with the firm say the conservative direction was set by David Morgenthaler, the 
firm's eminence grise. Though he has entered semi-retirement, he still exerts strong influence -- 
one that encourages equality among partners rather than a breeding ground for superstars. He 
created a rule that the most junior member present his opinion first during meetings.

A self-made man, David Morgenthaler says he was di! smayed by the way his grandfather, a 
wealthy Cincinnati banker, provid ed his family with ''the money, but not the love.'' A visitor to a 
Morgenthaler bash last year was struck by the father-son affection Morgenthaler seemed to 
exhibit not only with his son, but with the firm's other partners.

David Morgenthaler has created a culture where no partner is more equal than the others. The 



partners did agree that general partner Bob Pavey would retain the right to a ''tie-breaker'' vote in 
the event of an impasse, but that was out of respect for Pavey's 33 years at the firm. However, no 
tiebreaker has ever been held, the partners say.

One of the firm's first big tech hits was Apple Computer in the 1970s, and since then, Atria 
Software and Premisys Communications, which was acquired by Zhone. Lately, the firm has 
gambled big on fiber optics.

David Morgenthaler's stature goes beyond his firm. He arguably played a major role in bringing 
about the nation's venture capital boom that began in the l980s -- one that has been credited fo! r 
transforming the U.S. economy into the most robust in the world.

Along with two other venture capitalists, Morgenthaler created the National Venture Capital 
Association, which lobbied for a 1978 law that created a capital gains tax at 28 percent, far lower 
than previously. The legislation was designed to give economic incentives for a generation of 
entrepreneurs to pursue opportunities at start-ups.

But the biggest lesson he learned, Morgenthaler says, came years ago. He began investing in the 
boom years of the 1960s, but then a recession in the early 1970s showed him the tough side of 
venture capital. ''Everything I touched turned to gold,'' he said at a recent breakfast in a San Jose 
hotel, recalling the good years. Then the recession hit: ''That's when I learned the difference 
between brains and a bull market,'' he said.
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General partner Bob Pavey, left, and founding partner David Morgenthaler posed for this shot at 
Half Moon Bay during a meeting of the firm's partners.
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David Morgenthaler, right, and Bob Pavey are two of the firm's partners that resolved to build 
companies slowly, and for the long term. They also limited their number of investments each 
year.Photos (2), Chart
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 SLOW BUT STEADY
 Here is a list of Morgenthaler's recent funds and their 
performance as of Sept. 30, 2000. Though Morgenthaler didn't 
enjoy the stellar returns of some of its competitors during the 
Internet boom, many investors believe its more recent funds might 
do better.

 % returned
 %           % internal       to investors
 Fund Year  Size($)  drawn down  rate of return   so far
 1990     67 mln   100         28             291
 1995     136 mln  100         63             130
 1998     303 mln  75          143            4



 2000     570 mln  12          n.a.           n.a.
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