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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

February 15, 2013

Dear Colleagues:

On September 27, 2010, President Obama signed into law the Small Business Jobs Act of 2010 (the Act),
which created the State Small Business Credit Initiative (SSBCI) and provided almost $1.5 billion to
support new and existing state programs that support access to credit for small businesses and small
manufacturers. SSBCI is expected to help spur up to $15 billion in lending to and investments in small
businesses by requiring states to demonstrate a reasonable expectation that they will leverage in aggregate
$10 in private lending for each $1 in public funds. Participating states use the federal funds for programs
that help finance small businesses and manufacturers that are creditworthy, but who experience difficulty
accessing credit for the loans they need to expand and create jobs.

Participating states could choose to design their individual SSBCI programs to support financial
institutions’ lending or to support venture capital investing. In 2011 and early 2012, Treasury approved
over 140 different SSBCI programs for 57 participants, including 47 states, the District of Columbia, five
territories, and eligible municipalities in Alaska, North Dakota and Wyoming. Of the total, Treasury
approved 36 state-run venture capital programs in 30 states.

Under the leadership of Secretary Timothy Geithner, the Treasury Department undertook a series of
initiatives to expand access to capital for small businesses. Treasury requested the enclosed report—
Information and Observations on State Venture Capital Programs—from outside experts for their
perspective on the emerging best practices in this field. The report focuses exclusively on state-run
venture capital programs and reviews the following areas:

e The allocation of SSBCI venture capital funding by state;

e The distribution of SSBCI venture capital deployment strategies by state according to fund
structure and according to the stage of growth of firms targeted to receive investment;

e The consultants’ perspective on the principles of well-designed state venture capital programs.

Our hope is that this report will contribute to greater understanding of state venture capital programs and
their potential as a tool to foster a vibrant small business financing market.

Sincerely,

Don Graves Clifton G. Kellogg

Deputy Assistant Secretary Program Director

Small Business, Community Development, State Small Business Credit Initiative

and Affordable Housing Policy


http://www.treasury.gov/resource-center/sb-programs/Documents/SSBCI%20Title%20III%20-%20Public%20Law.pdf
http://www.treasury.gov/resource-center/sb-programs/Documents/SSBCI%20Title%20III%20-%20Public%20Law.pdf
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1. Executive Summary

1. Executive Summary

As the chief steward of U.S. economic policy, the U.S. Department of the Treasury manages a
large portfolio of programs and fiscal policies intended to strengthen the U.S. economy and
promote the conditions for stable economic growth by creating jobs and economic
opportunities. Within this portfolio resides a new initiative for fostering innovation and job
creation through a federal-state partnership that stimulates and leverages private sector
investment in high-potential small businesses — “state venture capital programs” within the
State Small Business Credit Initiative (SSBCI).

Congress created and President Obama signed into law the Small Business Jobs Act of 2010,
which includes the $1.5 billion SSBCI, a credit support program established to address concerns
that small businesses were having greater difficulty accessing financial capital in current
economic conditions. An analysis of financial support programs at the federal level indicates
SSBCl is unique as a federal program that provides funding and assistance for state-managed
venture capital investment programs.

An important feature of SSBCI is the flexibility allowed by the Act and Treasury administrators
for state program managers to assess market needs in their respective states and design
customized program structures, including an opportunity to invest allocated capital in existing
or new state venture capital programs. As such, SSBI empowers states to play an important role
as “laboratories of innovation” for designing effective programs.

SSBCI should create both near-term and long-term benefit to state venture capital programs
and capital markets:

1. SSBCI represents a meaningful federal policy response that addresses inefficiencies in
capital markets. States expect that total private investment stimulated by SSBCI VC
programs will be at least $4 billion over the five years 2012 through 2016, equal to 8
percent of the estimated $50 billion in venture capital investment in the participating
states over the same period.1

2. SSBCI has the potential to improve the practice of federal and state involvement in
capital formation by creating knowledge and facilitating information sharing among
practitioners. There is a recognized need for clarity on what works and does not work in
capital formation policies, and SSBCI offers a rare opportunity to evaluate a diverse set
of program experiments.

For state policy leaders, VC program managers, and participants in regional networks of
entrepreneurs and private investors who contribute to the formation and development of job-
creating, high-potential small businesses, SSBCI represents an opportunity to comment on the
appropriate roles of government in addressing critical market inefficiencies.

! This excludes venture capital investment in California and Massachusetts because they do not use SSBCI capital
for state venture capital programs.
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1. Executive Summary

This report summarizes information about SSBCI-funded state venture capital programs and the
diversity of strategies used by the 30 participating states. Because states received their
allocation in 2011 and early 2012, it is too early to draw quantitative conclusions of program
performances. However, this report includes the Consultants’ qualitative assessment of the
principles of a well-designed state venture capital program. The authors encourage leaders in
the “capital formation” industry to assist in the evaluation of the key attributes of state VC
programs alongside the broad range of federal and state financial assistance programs for small
business initiated in the past 20 years.

Initiative Context: Investment Environment Challenging for High-Potential Small Businesses

Venture capital (VC) is a category of financial capital invested primarily for equity ownership in
private small businesses with the potential to grow substantially in size and value. VC
investment activity in states and regions is often viewed as a leading indicator of future job
creation, economic growth and competitiveness. According to a study by the National Venture
Capital Association, companies backed by VC investments contribute disproportionately to job
creation in the U.S., with 11% of U.S. jobs and 21% of GDP attributable to the companies that
received VC investments at early development stages.2

Small businesses with the potential to grow rapidly and create high-paying jobs depend on an
adequate and accessible supply of risk capital. When the supply of risk capital is too low,
capable entrepreneurs developing fundable companies might be disadvantaged when
negotiating deal terms and either move to a geography where capital is available or discontinue
efforts to develop a high-growth business.

Since 2006, the national supply of venture capital has declined 32%, from $288 billion to $197
billion in 2011.% Many institutional investors have reduced capital commitments to VC funds at
the same time that firms began distributing capital to investors from large funds raised during
the 1999-2000 bubble. Also, for five consecutive years beginning in 2008, the rate at which VC
firms invested capital in high-potential companies has exceeded the rate of new capital
commitments to VC funds, indicating that the amount of VC available for new investments is
likely the lowest it has been since 1998.%

Another concerning trend relates to the extreme geographic concentration of VC investment
activity. Since 2008, companies headquartered in two states — California and Massachusetts —
received more than 60% of VC investments in the U.S., while these states represent 14% of
the U.S. population. As for capital supply, VC firms in these two states manage 63% of the
nation’s VC under management.5

% Venture Impact: The Economic Importance of Venture Capital-Backed Companies to the U.S. Economy, published
by IHS Global Insight and the National Venture Capital Association, 2009.

32012 NVCA Yearbook, p. 18, figure 1.04.

* Ibid, p. 11, updated for recent press reports on data from 2012.

° Ibid, p. 18, figures 1.04 and 1.06.
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1. Executive Summary

Geographic concentration of VC activity results in part from the positive factors that make
Silicon Valley and Boston leading epicenters for innovation. Excellent research institutions, a
highly educated workforce, and a culture of risk taking draws entrepreneurs and investors to
these regions that continue to prosper despite the substantially higher costs of doing business
there. However, regional excellence and entrepreneurial culture alone do not explain the
extraordinary concentration. For the U.S. economy as a whole, extreme geographic
concentration of VC depicts capital inefficiencies that may inhibit the nation from realizing its
full potential for innovation development and job creation.

By supporting state efforts to create and/or strengthen venture capital programs through
SSBCI, the Treasury is a significant contributor to the widely embraced policy objective of
increasing access to capital for high-potential small businesses. Well-designed state VC
programs can and should prime the pump for long-term private sector investment and improve
the overall business environment for small business to start and grow. Furthermore, state
venture capital programs should not discourage or displace private sector activity, but instead
should demonstrate that good investment opportunities exist in often-overlooked regions.
Ultimately, state financial assistance programs for small business should reduce market
inefficiencies so that private sector investment takes the lead in capital markets and innovation
ecosystems.

Snapshot of SSBCI VC Programs — Program Structures and Business Investment Characteristics

As of September 30, 2012, thirty states® had VC programs approved by the U.S. Department of
the Treasury (Treasury), representing a total of $403 million of SSBCI funds allocated to venture
capital. Many states allocated funds to existing state-sponsored VC initiatives. Other states
created new VC programs or launched previously designed programs that were dormant due to
challenging state budget environments.

Direct investment funds and fund-of-funds programs were the two most commonly selected
program structures for capital deployment, each representing just over one-third of the total
SSBCI capital allocated to VC programs. Two other investment structures, 3’d-party managed
funds and co-investment funds, collectively represent just over one-quarter of the SSBCI VC
program option funds.

e In direct investment funds, state program managers serve in the role of VC fund
managers; they actively network with entrepreneurs, source deal flow, perform due
diligence, assist in the recruitment of co-investors and may set terms of the investment
transaction.

e In co-investment funds, state VC programs invest alongside private sector investors in
deals meeting certain requirements, and the state program manager’s role focuses on
compliance rather than actively performing subjective evaluations of a company’s
investment potential.

® “State” is used to describe all SSBC allocation recipients, including municipalities and territories
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1. Executive Summary

e In fund-of-funds, state VC program managers allocate capital to more than one VC fund
that manages the processes of investing in businesses while monitoring compliance with
SSBCI program restrictions.

e In 3rd-party managed funds, the state contracts with a single external firm to manage
the investment process using a single fund structure that may or may not comingle
private funds.

State programs also vary in the stage of company development targeted for capital investment.

e Pre-seed describes “proof-of-concept” capital for entrepreneurs developing an
innovation and working through the company formation stage;

e Seed/early describes capital investments used to form a company or in companies
already formed but with insignificant revenues and no profits.

e Expansion or growth capital investments are made in small businesses with revenues
and perhaps even profits that need capital in order to “scale” the business into a larger
enterprise.

e Later-stage or mezzanine capital investments refer to the most conservative stage of VC
investments, which still carry a greater risk profile than loans from banks. In fact,
investors often structure mezzanine capital investments as subordinated debt with
equity options.

Compared to the overall U.S. market for VC investments, SSBCI state VC programs focus more
on pre-seed, seed and early stage investments — the stage of investment on the financing
lifecycle where market inefficiencies most often exist. More than 65% of SSBCI VC program
capital allocations focus on pre-seed, seed and early stage investments, compared to only 32%
of total U.S. VC investments in 2011.”

Potential Comprehensive Benefits from SSBCI Program Activities

While highlighting the benefits of SSBCI’s role in directly increasing the supply of risk capital for
small business investment, many state VC program managers expect to generate additional
intangible benefits from the SSBCI state VC option. Anticipated intangible benefits include:

e “Prime the pump” for private sector investment activity. Many states use SSBCI capital
to stimulate the development of private capital markets where market inefficiencies
exist. These states hope to fill gaps in capital markets, meet realistic market demand,
and build regional investment capacity until the need for government intervention is
dissipated.

e Support and retain innovation, entrepreneurs and the high-potential companies they
develop. State and local leaders seek the jobs and wealth created by successful
entrepreneurs, but their business environments too often lack sufficient capital
resources to support them at critical development stages..

" National Venture Capital Association Yearbook 2012, p. 27.
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Facilitate knowledge sharing and collaboration with peer state VC program managers.
SSBCI combines a federal capital program for all states with the flexibility for state
program managers to design unique VC program structures, an unprecedented
opportunity for states.

Development of new measurement standards, principles and best practices for state
VC programs. States invested in VC programs long before SSBCI, but with varying
results and no consistent measurement standards . Many state program leaders foresee
the development of new measurement standards built from common experiences and
verifiable data, giving states better tools to address the risk capital needs for future
programs.

Principles of Well-Designed State Venture Capital Programs

SSBCl is in the “early implementation phase” of the seven-year initiative (2011-17). While “best
practices” will emerge over time from SSBCI program-specific experiences, the Consultants
offer the following “principles” to the field of practitioners based primarily on their cumulative
prior experiences:

1.

Understand the supply of and demand for venture capital. Program managers with
detailed knowledge of the capacity for VC investments in their state (i.e., data on
number of resident VC funds, amounts of capital managed, transactions closed,
amounts invested, industry focus and preferred development stages, etc.) are more
likely to develop programs with targeted investment strategies that “prime the pump”
for accelerated private sector investing.

Focus on capacity building with an ecosystem approach. Program managers committed
to building long-term entrepreneurial capacity and a sustained venture capital presence,
rather than one-off investments, are more likely to design strategies aligned with
market-based principles. Several state program managers communicated how they are
using SSBCI capital to boost existing development strategies designed to build
innovation capacity.

Create pathways to the next investment round. The most successful VC investors are
continually planning for the next financing event, actively communicating about
investment opportunities and expanding professional networks to the benefit of
portfolio of companies. If pathways to the next financing event are not created, small
businesses receiving early-stage investments from state VC programs might not survive.

Plan for the long-term and manage expectations. Experienced managers set
expectations for achieving “comprehensive returns” across a diverse portfolio of long-
term investments that include reasonable projections for both financial returns and
indirect economic benefits.

Proactively address the potential for conflicts of interest and political influence. Well-
designed initiatives use clearly stated policies and processes to govern activities and
investment decisions.
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6.

Attract the most capable leaders to manage resources. Successful programs recruit
capable fund managers with specialized skills and credibility with elite entrepreneurs
and investors.

Measure results accurately with defensible logic. In an industry without recognized
standards for measuring results, experienced program managers define credible
measurement standards at the outset and then measure results consistently and with
third party validations.

Align state economic development interests with the financial interests of fund
managers and limited partner VC fund investors. States should participate in the
financial returns from successful investments in order to provide future capital
resources for new investments.

Recommendations Related to SSBCI State Venture Capital Programs

As a byproduct of the technical assistance provided to the Treasury’s SSBCI team, the
Consultants have drafted recommendations for consideration by the Treasury and the body of
SSBCI VC program managers, the details of which are described in the body of this report:

1.

Treasury should continue its efforts to work with the industry of state venture capital
programs in order to describe common challenges, clarify the lessons learned and
identify emerging best practices.

Treasury should encourage the sharing and review of transaction-level data and the
development of impact measurement policies, which are important to assessing the
performance of SSBCI VC programs over the program period that ends in 2017 and
beyond. Policy leaders should be cautioned that it is likely that state VC programs will
record some financial losses before 2017, while the financial successes and
comprehensive returns will come over a longer period.

Federal policy leaders should build on the foundation established by SSBCI to support
state venture capital programs that operate on the principles of a well-designed
program identified in this report.

Future federal venture capital initiatives should require relevant program-specific
training for VC program managers. VC program managers empowered by state
government leaders range from novice to expert with respect to their preparedness to
manage VC programs, and therefore need a common baseline of knowledge about
options for design and operation of a state venture capital program.

States should implement capital formation initiatives as part of a comprehensive
strategy for supporting entrepreneurial ecosystems, and the federal government
should seek to foster the development of regional innovation networks with
complementary development strategies.
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2. SSBCI Venture Capital Option

Congress created and President Obama signed into law the Small Business Jobs Act of 2010,
which includes the $1.5 billion State Small Business Credit Initiative (SSBCI), a credit support
program intended to address concerns that small businesses were having greater difficulty
accessing capital following the national economic crisis of 2008. SSBCI provides direct funding
to states, the District of Columbia, territories and approved municipalities for strengthening
existing programs that expand access to credit for small businesses.

An important attribute of SSBCI is the flexibility afforded state leaders in program design to
address local market conditions affecting small businesses and manufacturers. States can play
an important role as “laboratories for innovation” for designing effective programs. By
permitting states the leeway to customize venture investment strategies within given
parameters, the initiative may set a new precedent for federal-state economic development
collaborations that build on state capabilities with federal funding.®

The amount of SSBCI funds states received was based on a formula established by Congress
that took into consideration state populations and job losses following the 2008 economic
crisis. The minimum state allocation was $13.2 million. States were required to apply for SSBCI
funds using a standard application process that included planned uses of funds, projected
economic benefits attributable to the program and the projected amount of private sector
leverage. States were required to show a “reasonable expectation” that their program design
and overall financial projections would achieve a private leverage ratio of 10:1 by the end of

2016.

States that applied early for SSBCI funds began using the capital by June 2011, and all
participating states must use SSBCI funds for program purposes through March 2017. As

8 The existing federal and state financial assistance programs for small businesses are structured such that it is not
possible to compare the relative outcomes of federal programs that stimulate private sector investment. In
general, the federal programs conform to specific agency program goals, such as the DOD, EPA and NASA direct
investment programs, or are designed to enhance private investment vehicles, such as the SBICs, RBICs and New
Markets Tax Credit Programs. The existing state programs are diverse and not funded from a single source, which
inhibits state-to-state comparisons.

Program Structure

Federal Government

State Government

Direct Investment

DOD (DARPA, In-Q-Tel, OnPoint), EPA,
NASA, DOE (ARPA-E), SBIR/STTR

State-managed VC funds, co-
investment funds and proof-of-
concept fund initiatives

Fund-of-Funds

SBA (SBICs), USDA (RBICs)

State pension funds, state-financed
fund-of-funds programs

Tax Credit Financing

New Markets Tax Credits, Renewable
Energy Tax Credits, Investment Tax
Credits.

Angel investor tax credits, tax-
credit financed VC programs
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designed, states may retain SSBCI capital at the program’s conclusion to continue their SSBCI
programs or reallocate the resources for other purposes.

In addition to the credit support programs designed for financial institution’s commercial
lending, SSBCI provided states the opportunity to create or support “venture capital” (VC)
programs to serve the segment of high-growth potential small businesses carrying a risk/reward
profile underserved by banks.

Venture capital is financial capital provided to high risk, high-growth potential startup
companies. Professional investors managing VC generally specialize in emerging technologies
and the unique challenges of small companies with ambitions to grow rapidly. Managing a VC
firm requires embracing and managing risk as an opportunity to achieve extraordinary
outcomes. VC funds invest capital in exchange for ownership interests in companies positioned
to grow their overall value by several multiples of their current value. One “home run”
investment in ten could yield above-market returns for a VC fund, even with several write-offs
in the portfolio.

Even with the SSBCI VC option, there are fewer state VC programs than well-established lending
support programs. However, state leaders increasingly recognize that emerging high-potential
small businesses disproportionately create high-wage jobs and economic growth. The
Consultants believe that participating States requested to use their SSBCI allocation for VC
programs among eligible program types for a couple reasons:

e Several states reported that demand from lenders for enhanced loan programs was
lower than expected. Many banks are working to reduce portfolios of marginally
acceptable loans, and with interest rates historically low, some banks see the profit
potential from an incremental portfolio of small business loans as not aligned with the
risks inherent in a still-recovering economy.

e Several states saw SSBCI as an opportunity to begin or strengthen VC programs
constrained by state budgets beset by lower state revenues. Due to the inherent risks
and long maturation cycles for companies in the VC profile, state officials often devote
limited state funds to more traditional business support programs. With the availability
of new resources provided by SSBCI to stimulate capital investment, many states
recognized an opportunity to start or strengthen programs for which state funds have
been unavailable at scale.

As of September 30, 2012, thirty states and territories operated VC programs approved by the
U.S. Department of the Treasury (Treasury), representing a total of $403 million of SSBCI
capital. Six additional states and territories were in the process of modifying applications to add
VC programs and/or transfer funds previously allocated by the states to non-VC SSBCI
programs.
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2. SSBCI Venture Capital Option

States participating in SSBCI allocated funds to either Capital Access Programs (CAP) or Other
Credit Support Programs (OCSP), of which there were several options®, including one for VC
programs:

Venture capital programs: These programs provide investment capital to create and grow start-ups,

early-stage and mid-stage businesses, often in one of two forms: (1) a state-run venture capital fund
(which may include other private investors) that invests directly in businesses or (2) a fund-of-funds,

which is a fund that invests in other venture capital funds that in turn invest in individual businesses.
Many factors, particularly resources and available talent, inform a state’s decision on which form to
choose.™

° Eligible lending programs included Capital Access Programs, loan guarantee programs, loan participation
programs, and collateral support programs.
0y, Treasury SSBCI Program Profile: Venture Capital
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Exhibit 1

SSBCI VC program allocations by state, as percentage of total SSBCI allocations

State Total Allocation VC Allocation $ for VC as % of Total
($millions) ($millions) Allocation
American Samoa 10.4 0.0 0%
Anchorage, AK 13.2 13.2 100%
Alabama 31.3 0.0 0%
Arizona 18.2 18.2 100%
Arkansas 13.2 4.7 36%
California 168.6 0.0 0%
Colorado 17.2 0.0 0%
Connecticut 13.3 0.0 0%
Delaware 13.2 0.0 0%
District of Columbia 13.2 0.0 0%
Florida 97.6 43.5 45%
Georgia 47.8 0.0 0%
Guam 13.2 0.0 0%
Hawaii 13.2 13.2 100%
Idaho 13.2 0.0 0%
Illinois 78.4 20.0 26%
Indiana 34.3 34.3 100%
Iowa 13.2 5.0 38%
Kansas 13.2 2.6 20%
Kentucky 153 0.0 0%
Louisiana 13.2 5.1 39%
Maine 13.2 3.0 23%
Maryland 23.0 6.5 28%
Massachusetts 22.0 0.0 0%
Michigan 79.2 6.0 8%
Minnesota 155 1.0 6%
Mississippi 13.2 0.0 0%
Missouri 26.9 16.9 63%
Montana 13.2 0.0 0%
Nebraska 13.2 13.2 100%
Nevada 13.8 0.0 0%
New Hampshire 13.2 4.5 34%
New Jersey 33.8 5.0 15%
New Mexico 13.2 0.0 0%
New York 55.4 26.0 47%
North Carolina 46.1 10.0 22%
Northern Mariana Islands 13.2 0.0 0%
Ohio 55.1 15.0 27%
Oklahoma 13.2 13.2 100%
Oregon 16.5 0.0 0%
Pennsylvania 29.2 5.0 17%
Puerto Rico 14.5 2.0 14%
Rhode Island 13.2 11.0 83%
South Carolina 18.0 0.0 0%
South Dakota 13.2 0.0 0%
Tennessee 29.7 29.7 100%
Texas 46.6 46.6 100%
U.S. Virgin Islands 13.2 0.0 0%
Utah 13.2 0.0 0%
Vermont 13.2 0.0 0%
Virginia 18.0 0.0 0%
Washington 19.7 5.0 25%
West Virginia 13.2 7.7 58%
Wisconsin 22.4 16.0 71%
TOTAL 1434.8 403.1 28%
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2. SSBCI Venture Capital Option

Within the VC option category, states created, and are implementing, a variety of programs.
The most important variables within the VC option relate to the stage of investing that the
program targets, if any, and the structure of the VC program for capital deployment to small
businesses.

1. Stage of Investing

Many high-growth potential companies progress through a common development lifecycle, the
stages of which pose different types of risks to investors. Generally, early stage investments
carry relatively greater risk and the potential for greater returns than later stage investments.
As a company matures, the risk of financial loss to investors decreases, and the different phases
of company maturation along the “capital continuum” or “financing lifecycle” are served by
different types of investors.

Exhibit 2
“Capital Continuum”; source: Bessemer Trust

The Chasm The Wall
Venture Capital Public Markets

Angels Strategic Investors
Founders /
Early IPO >
Seed Capital Stage Later Stage Secondary
Offerings
Mezzani}e,
Cash Flows /

B/
A//

pd

Valley of Death Time

Source: Bessemer Trust

Most SSBCI VC programs designed by states focus on a particular stage of investing. The
Consultants classified investment stages similar to, but not exactly aligned with, the definitions
used in the MoneyTree™ report published by PricewaterhouseCoopers and the NVCA. For
SSBCI, the investment stages are described as follows:

a. Pre-seed and “Proof of Concept” Funds

At the earliest stages, the company may represent little more than an entrepreneur’s idea, or a
conceptual but unproven technological innovation developed by a scientist or engineer at a
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research institution. Companies at this formation stage typically have no full-time employees.
Investors put very small amounts of capital in the business, typically $15k to $150k, depending
on the degree of technology development work involved in providing evidence that the
innovation is viable technically.

Oklahoma (24% of allocation), Missouri (7%) and lowa (6%) allocated a portion of their VC
program funds to pre-seed investments, most of which will fall into the high-technology “proof
of concept” category. University technology transfer offices commonly refer opportunities to
proof of concept programs with the goal of introducing the researcher and his/her innovation
to strategic angel investors following successful outcomes from the pre-seed investment.
Failure rates from proof of concept investments can range as high as 80%, and even successful
technology experiments may not receive follow-on capital if investors perceive the market size
of the problem solved as too small.

Rhode Island committed 18% of its SSBCI VC program funds to a startup business “accelerator”
called Betaspring that provides pre-seed capital along with intensive training, mentoring and
relationship building. Business accelerators attract idea stage entrepreneurs with primarily low-
tech solutions to a perceived market need. The accelerator invests a small amount of capital
(S12k-$20k) in teams that enroll in an intensive 12-week mentoring program. At the conclusion,
the teams pitch angel investors for seed capital to launch their small businesses. Betaspring is
similar in design to national accelerator models such as Tech Stars and Y Combinator. Like proof
of concept funds, startup accelerators are expected to experience high failure rates for the
firms they support. However, success rates are bolstered by the value-add services provided,
and successful companies that raise subsequent rounds of investment capital can yield
substantial leverage and comprehensive returns on the small amounts of capital invested.

b. Seed Capital and Early Stage Funds

State VC programs commonly combine seed and early stage investments into a single category
when describing the scope of their investment programs. Seed capital is the first investor
money used to start the business and launch the first product/service. All seed capital
investments are early stage investments, the more expansive definition used to describe high-
potential small businesses that are rapidly developing and introducing new products but are
not yet profitable. Investment risks are lower in early stage investments than pre-seed
investments because early stage private investors generally do not begin funding market
penetration activities until there is an acceptable level of confidence that the technology is
viable. The tolerance for financing technology risk varies across industries with life sciences and
energy technology more likely to attract VC investment prior to market introduction. However,
failure rates at this stage remain very high — with an experienced-based estimate in the range of
40-60%"" - because the “market risk” is typically unproven until the products or services are

" Robert Wiltbank and Warren Boeker, Ewing Marion Kauffman Foundation, “Angel Investor Performance
Project,” November 2007. According to this report, 39% of reported angel investments returned less than 1X
original capital from all investments, of which 75% were seed/startup. Loss rate is expected to be higher for non-
responding angel investors and less for later stage investments in the survey.
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developed and efforts are made to attract paying customers. For this reason, seed/early stage
venture capital funds are less common outside Silicon Valley, and angel investors are the most
common sources of capital for seed/early stage high-potential small businesses across the
country.

This category encompasses more than 65% of SSBCI funds in VC programs (5257 million), with
23 out of 30 states with VC programs committing some portion of their funds to seed/early
stage investing. Technology-Based Economic Development (TBED) program leaders and the
communities they serve are strong advocates for government support of seed/early stage
investing. Most TBED program leaders see government capital programs such as SSBCI as
critical to helping high-growth potential small businesses accelerate the closing of capital
rounds. By increasing access to capital, state leaders endeavor to retain the company in their
own state rather than see the company relocate to areas of the country with greater access to
seed/early stage capital.

Program managers of seed/early stage VC programs should monitor “investment drift.” In prior
experiences unrelated to SSBCI, the Consultants observed VC funds apply for funds from
government-sponsored programs on the alleged merits of their expertise in seed/early stage
investing, only to favor more mature investments once in control of the funds. Although the
demand for seed/early stage capital far exceeds the supply, investment managers are tempted
to migrate to the least risky investments allowed.

c. Later Stage VC, Mezzanine and Debt Funds

“Growth” capital invests in small businesses that can demonstrate established demand for their
products and/or services and require capital to scale or expand. Investors often describe
growth capital investments as financing “execution risk,” meaning that the technology has been
proven to work, customers have shown a willingness to buy the products or services at
reasonable prices, and the risk-reward profile relates to whether the business can sufficiently
grow its market share to achieve profitability and/or sell the business to a competitor at a
premium valuation.

Compared to seed/early stage capital, there is a greater supply of later stage VC and
“mezzanine” capital — a broad term commonly used to describe subordinated loans to growth
stage companies with some kind of upside participation, either via warrants to purchase equity
or a royalty on revenues. Investors in later stage businesses provide less guidance/mentoring to
management teams than do seed/early stage investors, and they typically base investment
decisions more on business fundamentals than deep industry domain experience and future
high-growth projections.

Later stage and mezzanine funds appeal to government program managers because they can
more directly correlate investments to immediate jobs growth. Michigan, Ohio and Arizona
allocated their entire SSBCI VC fund