Venture capitalists continue to back AI despite profit declines
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Investors across various sectors, including venture capitalists, are pouring substantial sums into artificial intelligence (AI), despite experiencing a notable decline in returns. According to PitchBook data, U.S. venture firms recorded the lowest amount of shares returned to investors since 2011, with a staggering $60 billion deficit between investments and returns in the previous year. As the landscape of venture capital evolves, these low profits are anticipated to persist into 2024, even as globally, venture capital firms allocated nearly $89 billion to AI in the first three quarters alone.
The decline in profitability among venture capital firms is rooted in a significant paradigm shift in funding dynamics. Historically, private investors provided initial funding through venture firms, who would subsequently publicise these companies via initial public offerings (IPOs) to enable further capital acquisition. This process also permitted early employees and investors to liquidate their shares for profit. However, over recent years, the volume of capital amassed by venture firms has allowed them to sustain company funding indefinitely, thus rendering IPOs less essential. Additionally, firms have started purchasing employee shares directly through tender offers, leading to a decrease in the number of companies opting to go public in AI and other tech sectors, which has resulted in diminished profits for venture firms.
Another contributing factor to the drop in profits is a near-complete halt in acquisitions due to regulatory constraints. Industry analysts have noted that some venture capitalists express hope that potential changes in the regulatory landscape, particularly with a new administration, could revitalise acquisition opportunities. The AI sector is primarily benefiting from substantial investments made by established tech giants such as Microsoft, Google, and Amazon, limiting venture firms' ability to engage in early-stage investments.
Amidst the challenges, venture capital firms remain undeterred in their pursuit of AI investments. These ventures accounted for one-third of all funding dispensed by U.S. venture firms during the first nine months of 2024, indicating a robust commitment towards this technology. Furthermore, AI deals are frequently among the largest transactions, with four of the ten biggest investments in the third quarter directed towards AI companies. The majority of these funds are concentrated on foundational aspects of the industry, specifically on the development and training of AI models. As the year draws to a close, venture capitalists display no intentions of curtailing their engagement with AI investment opportunities.
The landscape indicates a complex interplay of significant investment inflows into AI alongside noteworthy profitability challenges for venture capitalists, shaping the future of business practices in the tech industry.
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