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I. Introduction

 Access to venture capital is recognized as important for new business start-ups and rapid business expansion. Consequently, the economic development prospects for communities and states are linked to the availability of venture capital for local entrepreneurs and businesses (Gaston, 1990; Florida and Smith, 1990; Thompson and Bayer, 1992; Waddell, 1995; and Parker and Parker, 1998). Yet the supply of venture capital is concentrated geographically and venture capital investments are focused on a small number of regions and industries. For example, according to the 1998 PriceWaterhouseCoopers survey, 52.4% of U.S. venture capital investments were in California or Massachusetts, and 67.3% of total monies invested by venture capital firms were in businesses in the software and information, communications, and healthcare services sectors (see Appendix Tables A1 and A2).1

 The industrial and geographic focus of venture capital investments have contributed to the perception

 that specific regions of the country (geographically isolated and/or sparsely populated) and certain

 industries (traditional, non-high tech) are under-served by private venture capital firms and that this lack

 of venture capital may have an important inhibiting impact on economic development. A common

 response to this perception of a venture capital shortage is the initiation of public programs to enhance

 the availability of venture capital for local entrepreneurs and businesses. The goals of these public

 programs may be categorized in five general ways. One, encourage general economic development by

 encouraging business creation and/or expansion and, as a result, job creation. Two, enhance economic

 opportunities for geographically isolated regions or economically disadvantaged populations, for

 example, by investing in rural or minority-owned businesses. Three, enhance availability of early stage

 or seed capital investments. Four, create or enhance venture capital infrastructure and management

 capacity within the state, including demonstrating the potential for venture capital investments. Five,

 increase the supply of venture capital, both to fill perceived gaps and as a means of retaining existing

 businesses as they expand.

 The specific institutional structure of public involvement in venture capital funds will depend to a large

 extent on the goals articulated for the program. Typically, public involvement in the venture capital

 market occurs in one or more of five ways: 

· State funded and managed venture capital funds, 

· Public investments in private rate of return driven or private developmental venture capital programs, 

· State tax credits for venture capital investments, 

· Public support for the development of angel investor networks, and 

· Venture capital fairs to facilitate the interaction between investors and local entrepreneurs and businesses. 

 Public involvement can be viewed as a continuum along which the state makes tradeoffs between

 control over investment decisions and a share in both the upside and downside of investment returns. At

 one extreme, publicly funded and managed programs provide the greatest public control over investment

 decisions, thus permitting the targeting of investments to achieve explicit economic development

 objectives. However, as some of the case studies show, the state also bears total responsibility for any

 financial losses or gains that occur under state management. At the other extreme, the state may

 create enabling legislation, such as they did for certified capital company legislation, that provides a

 framework within which private sector venture capital funds operate. Public control is limited in this

 model to the restrictions placed in the enabling legislation. The state does not, however, share in the

 financial losses these funds may incur (or in the gains unless specified by legislation.) The state may

 also take on a purely facilitative role by supporting angel networks and venture fairs. Again, the state

 exercises no control over investment decisions and has limited financial risk.

 The purpose of this paper is to review the experiences of state assisted venture capital programs and

 assess the advantages and disadvantages associated with different program types. The focus of this

 analysis is on three program types:

· Programs where the public sector controls both investment decisions and financial risk and rewards--publicly funded and publicly managed venture capital funds, 

· Programs where the public sector has less control over investment decisions and also bears less financial risk--publicly funded, privately managed venture capital funds, and 

· Programs where the public sector creates enabling legislation for private sector venture capital institutions, minimizing both state control and state financial risk and rewards--certified capital companies (CAPCOs). 

 The experiences of thirteen state assisted venture capital programs are presented as examples of the

 three general program types. The thirteen programs selected represent a variety of organizational

 models. They are not an attempt to document "best practices," indeed three of these programs are no

 longer active. Instead, the goal of our analysis is to better understand the advantages and shortcomings

 associated with alternative program structures. 

 Our analysis of public involvement in venture capital funds is organized as follows. First, we present an

 overview of state-sponsored or state-assisted venture capital programs. Second, we review the literature

 addressing the characteristics or attributes associated with "successful" programs. Third, we

 summarize the organization, operation, and history of our thirteen case-study programs and draw the

 lessons learned from the experiences of these programs. Finally, the advantages, disadvantages, and

 implications for public policy of alternative program types are provided.

 II. State and State-Assisted Programs

 In 1999, questionnaires were mailed to directors of state offices of economic development and

 commerce requesting the identification of state and/or state-assisted programs related to venture

 capital. Questionnaires were returned by 40 of the 50 states, and programs identified through the survey

 are summarized in Table 1 by principal program type: publicly funded and managed, state support for

 private or quasi-public programs, state tax credits or incentives, state sponsored angel networks, or

 state sponsored venture capital fairs.2

 The findings summarized in Table 1 indicate that almost all responding states provided one or more

 programs targeted at enhancing or assisting the state's venture capital market. Only Montana, Nevada,

 South Dakota, Washington, and Wyoming reported that no programs were available. Among the states

 offering programs, four states (Georgia, Michigan, New York, and Oregon) provided activities in four of

 the five program areas, ten states provided efforts in three areas, and nine states reported two program

 types.

 Somewhat surprisingly, the most frequently reported type of state assistance is state support of private

 and non-profit (quasi-public) venture capital funds. Twenty-one states reported investing public funds in

 private or quasi-public venture capital funds with the purpose of assisting state businesses and/or local

 economic development. Eighteen states reported participation in sponsoring or assisting venture capital

 fairs, a relatively low-cost program area. State tax credits or incentives, including CAPCO programs,

 were used by 17 states, though the number of states offering tax credits may increase markedly in the

 near future due to the promotion of CAPCO programs. Fourteen states sponsored or assisted in the

 development of statewide angel networks, often in conjunction with the SBA ACE-Net program. Finally,

 only 12 states reported venture capital funds that were both publicly funded and managed. Additional

 states have experimented with publicly funded and managed venture capital funds, but some of these

 funds were closed due to a lack of success or change in the political climate (e.g., Iowa and Montana)

 and other funds were re-organized as non-profit or quasi-public entities (Minnesota).

 III. Determinants of Program Success

 Public venture capital programs have been the subject of research since their inception.3 These earlier

 studies generally took one of two approaches: an in-depth case study of a specific program or

 comparisons across states of program characteristics (goals, funding amount and sources, organization

 and management, investment portfolios, and economic impacts in terms of business start-ups,

 employment, and leveraged funding). In one comparison of public venture capital programs, Thompson

 and Bayer (1992) concluded that public venture capital appears "different" from private funds in terms of

 total capitalization, deal size, and locational restrictions; but "similar" in terms of preferred industry

 types and in having professional financial managers. Thompson and Bayer suggest that the similarities

 and differences between public and private venture capital funds are attributable to an institutional

 compromise arising from introducing social goals and legal constraints into a traditionally private

 function. And differences between various states' public venture capital programs are attributed to

 characteristics of the host state (e.g., sources of funding, existing private venture capital infrastructure,

 industrial base, state economic history, and political support).

 Sahlman (1990) and Daniels and Lynch (1998) suggest, however, that the structure and governance of a

 venture capital organization, public or private, is critical to the long-term success of the organization.

 That is, public venture capital programs with specific characteristics are more likely to succeed than

 programs structured differently. Daniels and Lynch (1998) refer to these characteristics as their eight

 "Success Factors."

 1. Adequate Deal Flow. The market should be large enough to generate deal flow sufficient to attract

 quality management to the fund.

 2. Goals Focus on Rate of Return. The goal of the program should be to provide an IRR similar to that of

 a private fund. 

 3. Fund Management Must Be Skilled and Compensated Appropriately. Skilled management is critical

 for attracting outside investors and for insuring the success of the fund, and management compensation

 should be at a level similar to that provided by private funds. 

 4. Financial Structure Focuses on IRR. The source and timing of funding and tax credits from the state

 should be such that fund management is encouraged to invest to maximize IRR. 

 5. Fund Size is Optimal for Goals of the Fund. The fund should be large enough to permit diversification

 of the portfolio but not so large that management is forced to look for deals outside its area of expertise.

 6. Legal Structure is Limited Partnership. The legal structure should be such that it is attractive to

 private investors, thus permitting the leveraging of state monies with private funds. 

 7. Marketing Generates Deal Flow. Fund marketing must be aggressive to generate sufficient deal flow

 to insure competitive rates of return to the fund and to attract private investors to leverage state

 contributions. 

 8. Public Oversight Should Be Limited to Portfolio IRR. Political pressure to invest in certain companies

 or communities is an oft-stated problem of public venture capital programs. Program oversight and

 accountability should be structured so that the public monitoring of the fund is concerned only with

 maximizing the value of the fund. 

 In contrast to Daniels and Lynch, we did not find that all eight of these factors were necessary for

 success among the funds we studied. Two of the success factors they identified, goals focused on rate

 of return and financial structure focused on IRR, are based on the assumption that only a purely returns

 driven fund can be successful. However, the goals of some public programs, i.e., economic development

 or targeting disadvantaged populations, may be in direct conflict with pure profit maximization. And, we

 did find examples of public programs with a developmental focus that were financially sustainable. The

 sixth success factor, insuring that the legal structure is a limited partnership, was based on the need to

 attract private investors in order to leverage state money. Since attracting private, purely profit-oriented

 investors was not an objective for all the funds, we found that alternative structures could be equally

 effective.

 The success factors that we found to be critical for all the funds in this study were:

      Skilled and Experienced Management. We found that skilled management was important to the

      success of public venture capital programs. However, unlike Daniels and Lynch, we did not find

      that salaries comparable to those in private venture capital funds were necessary to attract good

      managers. Other considerations, such as geographic preferences and a mission orientation,

      were often equally important, especially for managers of developmentally focused funds. Most

      funds did, however, provide incentives to managers based on the performance of the fund's

      investments. Nor did managers necessarily need traditional venture capital experience. Such

      experience could in fact be a limitation when a manager was confronted with limited deal flow and

      developmental objectives. 

      Focus on Generating or Identifying Adequate Deal Flow. Most of the funds we studied were

      geographically restricted and did not have access to optimal levels of deal flow. The successful

      ones, however, put significant resources into generating deals via marketing or deal creation. 

      Fund Size that is Optimal for the Goals of the Fund. In addition to the factors identified by

      Daniels and Lynch, we also found that the successful funds had access to their capital up-front,

      or at a predictable rate of disbursement. This enabled them to make both original and follow-on

      investments and protected them against loss of funding from a change in the political climate. 

      Public Oversight Limited to Monitoring to Insure Mission Fulfillment. As Daniels and Lynch

      argued, the opportunity to pressure fund managers to make specific investments must be

      eliminated. They advocated an oversight role for the state that focused on maximizing the value of

      the fund. This, however, ignores other objectives pursued by state-sponsored funds. We found

      that the most effective programs limited oversight to monitoring to insure mission fulfillment,

      whether that mission was profit maximization or some other goal. 

      Attention given to fund IRR. Long-run sustainability (politically and financially) of a public venture

      capital program requires that fund managers invest only in companies with good prospects for a

      positive rate of return on equity capital. Equity investments that create only short-term

      employment benefits but long-term loss of capital should be avoided since such investments

      jeopardize both political support and future fund investments in other firms. However, public

      venture capital programs can be successful with an IRR less than that of a private fund. 

 In the following section, we review the operations of thirteen state venture capital programs with special

 attention to structural and managerial characteristics and the association between these characteristics

 and program success.

 IV. Case Studies of Venture Capital Programs

 Our case studies of publicly sponsored venture capital programs are divided into three principal program

 types. Publicly funded, publicly managed programs are capitalized through state appropriations or bond

 sales and management is provided by a state agency or quasi-public agency established by the state

 (with oversight provided by a state appointed board). Publicly sponsored, privately managed venture

 capital programs involve the investment of state monies in private, venture capital funds, both for-profit,

 rate of return driven funds and developmental funds. The state generally participates as a limited partner

 in these funds, though state participation may be contingent upon limiting the geographic scope of the

 fund's investments. Certified Capital Companies (CAPCOs) are private, for-profit venture capital firms

 where capitalization of the CAPCOs' investment funds is provided by the private sector in exchange for

 state tax credits. CAPCOs must meet state statutes with respect to organization, characteristics of

 portfolio companies, and timing of investments. The state is not, however, involved in determining which

 CAPCOs are funded or in which businesses CAPCOs must invest.

 These case studies are meant to be illustrative of the program types outlined above, not exhaustive. In

 addition, many of these examples are drawn from what we refer to as "small market states," states that

 typically have small metro centers, large and dispersed non-metro populations, and greater isolation

 from centers of venture capital investing. Because such environments are more challenging ones for

 making successful venture capital investments, these programs can offer insights that will help policy

 makers in other places consider the value of creating specific institutional arrangements to address

 public sector goals related to venture capital availability.

 The Rural Policy Research Institute advisory group on equity markets identified the thirteen

 state-sponsored programs selected for our case studies. The advisory group consists of representatives

 of federal agencies (e.g., U.S. Department of Agriculture, U.S. Small Business Administration, and

 Federal Reserve Bank), bankers' associations (American Bankers Association, Independent Community

 Bankers Association), non-profit foundations, community development venture capital programs, and

 private venture capital funds. Site visits were conducted for each selected program with the exception of

 the Magnolia Venture Capital Corporation.4

 Site visits generally included interviews with current program directors/managers, founders or champions

 of the program, and, when possible, owners of two or three of the program's portfolio companies.5

 Information collected included history of the program, sources and uses of funds, program organization

 and operations, characteristics of investment portfolio, constraints/concerns with current operations, and

 goals or directions for future operations.

 A. Publicly Funded, Publicly Managed Venture Capital Funds

 Publicly funded, publicly managed venture capital funds are likely to have goals related to the economic

 development of the state or region. These goals may be general, focusing on job creation statewide

 through business investment, or targeting different groups within the state economy, e.g., specific

 industries, regions, populations, or stages of business. These programs are generally not well suited to

 achieving a goal of creating venture capital infrastructure, since private investors are reluctant to invest in

 public funds and, private, return driven funds may be reluctant to co-invest with public funds. The

 following cases highlight, by example, the strengths and limitations of this organizational model. 

 MIN-Corp. The Minnesota Technology Corporation Investment Fund (Fund) was established in 1991 as a

 non-profit supporting corporation for Minnesota Technology, Inc.(MTI). MTI is a state-sponsored, 501C3

 established by the state of Minnesota to assist small and medium sized companies in becoming more

 competitive through the application and/or development of technology. MTI provided the Fund with an

 initial allocation of $7 million and covered its overhead expenses. The $7 million was to be used for

 equity investments in small and emerging companies, with 80% restricted to the state's nonmetropolitan

 counties. The Fund's mission was to provide assistance in the creation of employment and economic

 opportunities through the provision of capital and technical assistance in the development of

 entrepreneurial and management skills. Program goals included strengthening the Minnesota

 manufacturing sector by increasing the competitiveness of small and medium-sized firms and

 supporting the development of technology-based companies. 

 By the end of 1997, the fund had invested $5.5 million in sixteen companies. Eleven of the sixteen were

 seed or start-up investments. The most common instruments for investments in portfolio companies

 were common stock (50%), preferred stock (30%), and subordinated debt with conversion privileges and

 warrants (20%). A member of the Fund's staff or investment committee generally served on the portfolio

 company's board as a condition of the investment. The Fund also required a two-to-one cash match of

 its investment in portfolio companies, and assisted in arranging financing from other sources. The Fund

 estimated that it had facilitated in raising $40 million (in addition to its direct investments) for its portfolio

 companies. 

 In order to maintain some follow-on reserves, the fund stopped considering new investments once it

 reached the $5.5 million level. The state of Minnesota was not willing to authorize any additional capital

 for the Fund and the Fund's management believed that its public connection (and the resulting

 perception of potential political interference) did not readily permit fund raising from the private sector,

 foundations, and the federal government. 

 In 1998, the Fund's management convinced the MTI board to allow the Fund to become an independent

 nonprofit organization in order to more readily raise additional capital. The Fund's management hoped

 that this new structure would enable the Fund to raise additional funds from corporations and

 foundations and to increase total capitalization from $7 to $12 million. 

 MTI agreed to subsidize the Fund's overhead for two years and to allow the Fund to maintain its existing

 $5.5 million investment portfolio. MTI also gave the Fund two years in which to raise at least $2 million

 in outside capital. If the Fund were successful in doing so, MTI would also allow the fund to keep the

 $1.5 million reserve. If the Fund were unable to raise the additional capital, MTI would take back its

 initial $5.5 million investment portfolio. The new entity, renamed the Minnesota Investment Network

 Corporation (MIN-Corp), was launched in July 1998. By October 1999, it had obtained additional

 commitments of $4.5 million from a Minnesota bank and the federal government's Community

 Development Financial Institutions Fund. 

 MIN-Corp is staffed with a manager, two investment professionals, and an administrative assistant. In

 addition to deal due diligence, MIN-Corp staff also provides potential portfolio companies with oversight,

 planning, and troubleshooting advice. Assistance provided by the staff includes preparation of business

 plans, financial management (debt restructuring, identifying financing sources, cash flow analysis and

 projections), marketing strategies, staffing, and legal advice. The fund's seven-person board of directors

 approves all investments. MIN-Corp's budget for overhead is currently $500,000, or 7% of the fund's

 initial allocation. This is significantly higher than the 2.5-3% charged by traditional venture capital funds.

 The extra cost reflects the small size of the fund and the higher travel and technical assistance

 expenses associated with serving rural businesses. 

 In addition to its structural changes, MIN-Corp is also attempting to expand its investment activities in

 two areas. First, it is working to establish a limited partnership SBIC with capitalization of $10-25 million

 to make later-stage investments in local businesses that have outgrown the scope of MIN-Corp, but are

 too small to be of interest to larger venture capital funds. Second, MIN-Corp will assist in setting up six

 to ten regional investment networks throughout Minnesota. These networks will consist of approximately

 20 local "angel" investors that pool their money to fund area businesses.

 MIN-Corp provides an interesting example of the evolution of a fund from public management to private

 management. Although the Fund's management has not changed, the Fund is no longer controlled by

 MTI. Whether this change impacts the performance of the Fund and its ability to meet state objectives

 will become apparent as MIN-Corp develops an investment track record under its new organizational

 structure.

 Small Enterprise Growth Fund. The Small Enterprise Growth Fund (SEGF) is a publicly funded, publicly

 administered program of the State of Maine that provides investment capital for companies preparing to

 commercialize an innovative product or service. SEGF was started in 1997 with the mission "to fill

 capital gaps that exist for early stage companies that have established market demand and developed a

 strong management team but need capital to support the commercialization process." The Fund targets

 early stage, high growth, high public benefit businesses in marine sciences, biotechnology,

 manufacturing, exporting, software development, environmental services and technologies, financial

 services, and value-added natural resources. Eligible businesses are those that have 50 or fewer

 employees, sales of $5,000,000 or less in previous years, and the potential for both high growth and

 public benefits. 

 The SEGF was established as a self-perpetuating investment fund, capitalized through a state bond

 issue of $5,000,000. The Fund does not pay interest on the monies provided for investment purposes

 since such payments would force SEGF to structure their investment instruments to generate some

 cash flow to cover interest payments. However, since the funds for capitalization of the program were

 raised from bond sales, the implicit cost of funds to the state is the interest paid to bond holders.

 The Fund is administered by the Finance Authority of Maine (FAME) with management and oversight

 provided by an 11 member board appointed by the governor. FAME is a state agency that manages loan

 guarantee and direct lending programs. FAME's responsibilities for SEGF include: developing and

 distributing promotional materials, distributing and reviewing applications, providing completed

 applications to the Board, and arranging and coordinating site visits. The SEGF Board, by law, is

 constituted of 10 volunteers appointed for one-year terms plus the Commissioner of Economic

 Development as an ex officio member. Board members include one commercial lender, one attorney,

 five individuals with venture investment experience, and three individuals with high-tech development

 experience. Board members are responsible for reviewing applications, making site visits to companies,

 providing due diligence, and making final investment decisions.

 FAME and the Board subsidize the administrative and management costs of SEGF. FAME estimates

 that approximately 1.5 FTEs of FAME staff are devoted to SEGF operations, and the Board devotes a

 minimum of one day a month to SEGF activities. These activities include reviewing business plans,

 selecting businesses for follow up site visits, and serving on subcommittees to conduct due diligence for

 prospective portfolio companies. FAME estimates that the true operating costs for a program like SEGF

 would be the cost of a two-person office, including one investment specialist, and one assistant, with

 contracting expenses for outside legal assistance. The need for staffing may increase in the future if

 greater due diligence is required as a result of greater interest by Maine businesses and/or an

 expansion of SEGF capitalization. In addition, greater SEGF staff commitments may be necessary as

 the staff assumes more responsibility for monitoring past investments as the Board turns over and new

 Board members are less familiar with the operations of portfolio companies.

 Initially, SEGF was prohibited by legislation from taking a strictly equity position in its portfolio

 companies. Consequently, SEGF investments were structured as convertible debentures with the

 conversion rights diminished over time as the portfolio company paid down the debenture. Effective

 September 1999, the state legislature authorized SEGF to take an equity position in portfolio

 companies. With a preferred stock investment, the Fund could take a more active role on the boards of

 its portfolio companies, and the portfolio companies have more flexibility regarding exiting their deals. A

 pure equity position also allows the portfolio companies to avoid the cost of short-run debt repayment.

 Firms acquiring investment capital from SEGF are required to have matching funds from another source

 at risk in the company, a stipulation included to provide for due diligence by an "outside" party. SEGF

 does not take a seat on companies' boards as part of their investment deal. However, they do reserve

 the right to take a seat on the board. And, going into a deal, SEGF's Board will make recommendations

 to the company regarding conditions that need to change before an investment can be made. After the

 deal, SEGF has limited leverage with the portfolio companies. 

 SEGF has funded nine businesses and signed funding commitments with four others. To date, no deals

 have been exited, and two businesses have failed. While it is too early to assess the success of the

 program, one business has already increased employment from 122 to over 500 employees, achieving

 one of the objectives established for SEGF. 

 FAME staff recognizes shortcomings or concerns with the current program structure, and changes in

 SEGF structure and operations are being considered. SEGF is investigating means of improving Board

 efficiency in terms of management and making appropriate investments. The Board needs to develop a

 revolving structure so that there is some institutional memory on the Board and the Board does not have

 complete turnover of members at one time. Funding for SEGF needs to be increased from $5,000,000 to

 $10,000,000 to permit larger initial investments and follow-on investments. Currently, SEGF has only

 $300,000 available for investment until some deals are exited. The Board and FAME staff are also

 considering the management structure of SEGF. One model would have management of SEGF

 conducted by a private fund manager with delegated authority by the Board. Such a structure would

 provide a greater ability to leverage private capital to support the Fund's mission and better maintain due

 diligence with portfolio companies. Finally, programs need to be instituted to develop or ensure

 adequate deal flow for SEGF.

 In sum, SEGF is a unique public venture capital program developed within the constraints imposed by

 state government and economy. FAME staff have identified the shortcomings in the current fund

 structure and initiated efforts to address them.

 Iowa Product Development Corporation/Iowa Seed Capital Corporation. The Iowa Product Development

 Corporation (predecessor of the Iowa Seed Capital Corporation) was started in 1983 as one of several

 state responses to the severe downturn in the state's farm economy. The Program's mission was to

 "support qualified Iowa entrepreneurs in need of financial assistance when such assistance cannot be

 acquired from conventional sources due to risk levels inherent in young companies..." The underlying

 goal of IPDC/ISCC was to help diversify the state economy and promote economic development by

 providing seed capital to small businesses with innovative products, services, or ideas. 

 IPDC was established as a quasi-state agency with a seven-member board of directors appointed by the

 Governor. Early funding for IPDC was limited to annual state appropriations of $729,000 in 1984,

 $200,000 in 1985, and $285,000 in 1986. IPDC initially was housed in the Iowa Department of Economic

 Development (IDED) and relied on part-time assignment from an IDED staff member for investment

 assistance. The limited state appropriations and the lack of staff support resulted in a relatively obscure

 existence for IPDC in the early years.

 Starting in 1987, annual appropriations for IPDC increased to approximately $1,000,000 to $2,000,000

 per year. Additional funding was made possible by the dedication of state lottery receipts for economic

 development programs. At this time, the Board of Directors hired a staff (president and clerical person)

 to manage the fund. However, adherence to state payroll guidelines precluded the hiring of an

 experienced professional venture capitalist. IPDC's mission continued to be facilitating new business

 start-ups rather than financial performance, and the program continued to have the reputation as a "deal

 of the month" venture/seed capital fund. In addition, political pressure was present to make deals in

 geographic areas in the state outside of Des Moines, Ames, Iowa City, and Cedar Rapids.

 In 1994, the IPDC was renamed the Iowa Seed Capital Corporation and restructured as a private,

 non-profit corporation. Restructuring occurred in an effort to avoid a merger with another state program

 and as a response to the State Auditor's questions as to whether IPDC's equity investments were in

 violation of the Iowa Constitution. ISCC staff included a professional fund manager and management

 investment decisions were more insulated from state politics than those of IPDC. However, pay for

 ISCC's staff (president, investment manager, investment manager/executive assistant, and office

 manager) continued to be limited by state regulations to levels below that paid at private venture capital

 funds. ISCC's investment strategy focused on investing in businesses that generate jobs (economic

 development) rather than those that offered the potential for greater financial returns to the fund (IRR).

 Although the financial performance of the fund improved under ISCC management, ISCC's overall

 investment portfolio was weak due to poor investments made in earlier years. In addition, the program

 lost its supporters (champions) in the state legislative and executive branches due to retirements and

 election turnover. State annual appropriations for ISCC ended in fiscal year 1997, and the program was

 forced to operate out of its limited reserves and investment returns. ISCC remained a target of legislators

 wanting to cut the size of government or start competing programs. ISCC was shut down on June 1,

 1998 with responsibility for liquidating the portfolio turned over to the ISCC Liquidation Corporation.

 From 1983 until 1988, IPDC/ISCC received total state appropriations of approximately $13,500,000 and

 invested in 70 Iowa businesses. Investment activity by the program did not result in many "home runs"

 and those "home runs" realized did not return enough to the IPDC to sustain its operation for two

 reasons. First, because of the condition of the Iowa economy in the 1980s, the principal objective of

 IPDC was to promote economic development and not to maximize the portfolio's internal rate of return.

 Thus, the program's portfolio contained investments to businesses that would not have received funding

 from private venture capital funds. Second, most early investments were royalty-based venture

 investments with payback set at 300% of the original investment. These royalty-based investments

 significantly reduced the programs upside gains from investments in successful companies.

 Royalty-based investments were used because there was some uncertainty (disagreement) regarding

 whether the Iowa constitution permitted the use of equity investments by a state agency. Third,

 IPDC/ISCC did not take a seat on the boards of its portfolio companies; thus the program had little

 leverage with firm management. IPDC/ISCC could make recommendations but it could not force

 changes or replace company management.

 ISCC management believes that the program would have succeeded if it had been structured as a

 private, not for profit, state sponsored venture capital fund. The fund should be independent of the state

 bureaucracy, subject only to annual audits by the State. In addition, other structural changes

 recommended include: capitalization up front at $10-$15 million, life of fund limited to 10 years, ability to

 hire professional venture capitalists and pay competitive salaries plus profit sharing, and not subject to

 state restrictions on travel expenses and entertainment. Finally, management's goals should be

 explicitly stated as either encourage new business and employment opportunities (i.e., take risks

 beyond traditional venture capital firms) or maximize value of the fund, and performance measurements

 should be related to the state's goals.

 Lessons Learned. These three case studies of publicly funded, publicly managed venture capital funds

 present a number of lessons for states wishing to set up venture capital programs to address economic

 development objectives. These lessons include:

      Be clear and explicit about the objectives of the fund and set up performance measurements that

      relate to those objectives. A fund that is focused on job creation and economic development

      should not also be expected to maximize profit. Indeed, funds that have industry, stage, or

      geographic restrictions on investments are not likely to generate market rates of return. This was

      particularly problematic for ISCC, which was created with an economic development objective,

      was expected to make developmental investments, but was ultimately held accountable for not

      being sufficiently profitable. 

      Insure that the fund has sufficient up-front capitalization or a guaranteed and reliable source of

      incoming capital. All three funds were confronted with insufficient or unpredictable capitalization.

      Because publicly funded, publicly managed programs are perceived as vulnerable to state

      influence in the investment process, they are unable to leverage state funds with private capital.

      Publicly funded, publicly managed funds are also vulnerable to loss of political support in their

      early years because investment losses often precede positive investment returns. Thus, program

      capitalization through annual budget appropriations invites political interference. 

      Hire full-time, professional management with the experience appropriate for a specific fund's

      mission and do not rely on volunteers. MIN-Corp, SEGF and ISCC had very different approaches

      to what was required to run a developmental venture capital fund. MIN-Corp believed that the job

      called for an individual who combined economic development and venture capital skills. SEGF is

      trying to get by with a volunteer board, an arrangement that makes it difficult to insure

      consistency or the preservation of an institutional memory. ISCC began with an inexperienced

      fund manager, but was able to bring on a more seasoned person when it became a nonprofit

      organization. Although ISCC attributed part of its early problems to its inability to pay salaries

      high enough to attract a traditional venture capitalist, this did not prove to be an issue for

      MIN-Corp. Furthermore, experience with other developmental funds indicates that many qualified

      individuals are motivated by social convictions and geographic preferences and are willing to take

      lesser financial compensation. 

      Limit the state's ability to influence investments by restricting its role. Publicly funded, publicly

      managed funds are very vulnerable to political interference in the investment process. The

      structures of all three funds allowed for significant state influence, or at least the perception of

      such influence, over the investment process. This may lead not only to poor investments but it

      may also contribute to a lack of credibility that makes it difficult for funds to find co-investors and

      leverage the state's capital. Restricting the state's role to oversight of how well the fund fulfills the

      stated objectives can minimize such interference. 

      Institute programs to develop or ensure adequate deal flow for the fund. Deal flow was identified

      as a problem by all three funds. MIN-Corp's strategy of creating an angel capital network

      designed to feed deals to the fund from all over the state may prove to be an effective, proactive

      approach to developing deal flow. It is important for publicly funded, publicly managed funds,

      particularly those focused on economically depressed regions, to devote resources to identifying

      potential deals or creating deal flow should that become necessary. 

 B. Publicly Funded, Privately Managed Venture Capital Funds

 Publicly funded, privately managed venture capital funds can be designed to meet a broad range of

 goals. The public sector may invest in private, for-profit, rate of return driven funds as a way of increasing

 the supply of professionally managed venture capital in the state or region and/or enhancing the venture

 capital infrastructure and management capacity. Alternatively, the public sector may invest in

 developmental venture funds, both for-profit and nonprofit, that target specific groups (e.g., minority

 firms), regions (e.g., rural areas), or types of firms (e.g., start-up or early stage firms) and consider both

 social and financial rate of return objectives in investment decisions. In both cases, the advantages of

 private, professionally managed venture funds is recognized. The state gives up control over investment

 decisions in return for the more limited financial risk involved in these partnerships with private funds. As

 the following cases demonstrate, however, the choice of private institutional partner reflects the public

 sector goals for the program. 

 Kansas Venture Capital, Inc. (KVCI). KVCI is a for-profit, Small Business Investment Company (SBIC)

 that provides equity and mezzanine capital to Kansas-based businesses. Principal sources of capital for

 KVCI are Kansas-based banks and national and regional financial institutions with branches in Kansas

 (common stockholders) and the State of Kansas (holder of non-voting preferred stock). The operating

 mission of KVCI is "to provide equity capital, loans, and management assistance to Kansas-based

 small businesses having potential for significant growth and long-term equity appreciation." KVCI's goals

 are (1) build long-term shareholder value, (2) enhance the Kansas economy, (3) establish a

 self-sustaining entity, and (4) become the largest and most active Kansas-based venture fund. KVCI

 investments historically have been focused on manufacturing firms, though a small shift in investment

 activity to services and more technology oriented businesses is anticipated in the future.

 KVCI was started in 1976 as a subsidiary of the Kansas Development Credit Corporation (KDCC), a

 state program that pooled loan funds from Kansas banks in order to provide a source of loanable funds

 for investments that were considered too risky for an individual bank. KDCC investment activities were

 restricted to loans, but KDCC "learned the hard way" that interest earned on sound investments was not

 sufficient to cover losses. Thus KVCI was created to provide a source of equity financing for Kansas

 businesses and provide an investment strategy where returns from "good" investments are sufficient to

 cover the costs associated with "bad" investments.

 Initial capitalization of KVCI was provided through the sale of common stock to Kansas banks. Funds

 raised through the initial stock offering were modest (approximately $1,000,000), and KVCI was

 relatively dormant from 1977 to 1986. However, a downturn in the Kansas economy in the late 1980s led

 to the promotion of a set of economic development initiatives before the State legislature. One of these

 legislative initiatives (Kansas Venture Capital Risk Credit Act) authorized the use of state funds for the

 capitalization of KVCI. Another legislative initiative (Kansas Venture Capital Company Act) authorized

 the use of income tax credits for private investments in certified Kansas venture capital companies.

 The Kansas Bankers Association (KBA) championed the concept of revitalizing KVCI and creating a

 public/private partnership between state banks and state government. KVCI was lifted out of KDCC and

 operated as a stand alone SBIC. The State did not want to be actively involved in the management of

 the fund in order to avoid the political fallout that would occur when investment losses preceded

 successes.

 KVCI was recapitalized at this time (1986-87) with $6.5 million raised from Kansas banks and a $5

 million match from the State of Kansas. State money came from general state funds. Kansas banks

 were encouraged to participate in stock purchases based on a percentage of bank capital, and

 approximately 350 banks became common shareholders and continue to hold most (99%) of the

 common stock. Banks purchasing stock in KVCI were provided tax credits (25% of state privilege tax).

 The State of Kansas is a nonvoting, preferred shareholder. With the recapitalization, KVCI became

 independent of the Kansas Development Credit Corporation and hired a professional management team.

 KVCI operates with a budget based on a 2.5% management fee supplemented by interest earned on

 capital reserves, and management compensation is at a level competitive with private, for-profit venture

 funds.

 State support came with the requirement that investments be made only in Kansas businesses or those

 with a significant percentage of their operations in Kansas. Legislation also required a 15-member board

 including eight bankers, five individuals from the business community, and two venture capitalists. Board

 members serve three-year terms and the board selects replacements. The board plays a policy and

 oversight role and has been responsible for some deal generation.

 KVCI's mission has dual objectives: promote economic development in Kansas and make money for the

 common shareholders (i.e. banks). Originally, these two objectives were given about equal weight in

 decision making, but more recently, KVCI has emphasized IRR over economic development in order to

 accommodate shareholder concerns about return and position themselves to raise additional capital in

 the future.

 Since 1978, KVCI has made 26 investments, 14 of which are current, seven were exited successfully,

 and five no longer are in business. Preferred stages of investment activity are expansion/acquisition

 (49%) and recapitalization/turnaround (37%). Only 14% of KVCI's investments were in start-up or early

 stage businesses. KVCI's preferred investment tools are subordinated debt with warrants (43.0%) and

 preferred stock (27.0%). Typically, KVCI will be a minority shareholder in its portfolio companies, with a

 seat on the board and some input into board size. KVCI also provides managerial services to their

 portfolio companies, particularly in terms of strategic planning and acquisition.

 KVCI is viewed as a "success story" among public-private partnerships in providing venture capital. Total

 capitalization, through re-investment of investment proceeds, has increased from $10 million to almost

 $14 million, and privatization of KVCI is planned for the near future. Legislation was passed July 10,

 1998 allowing KVCI to redeem the State's preferred stock at cost ($5 million) at a rate of $1 million/year

 for five years. This legislation will serve the interests of both the State and KVCI. The State is interested

 in moving away from partnerships with private firms for investment purposes, and KVCI is ready to

 position itself for future growth. After the state is paid off, KVCI will likely broaden its focus to the larger

 region, though the fund will likely maintain its Kansas focus since their network and contacts are

 primarily in Kansas. However, according to KVCI management, the move to privatize the institution did

 not occur because KVCI felt geographically constrained. First, KVCI believes that having the state as a

 partner made them more conservative than they want to be in the future. State involvement also

 increased pressure to expand the number of deals and make investments in specific areas of the state.

 Second, KVCI feels that they can participate in bigger deals in the future (perhaps at less risk) through

 partnering with other investment companies (out-of-state). And, out-of-state investors may be more

 willing to co-invest in large Kansas deals if KVCI could reciprocate and share in non-Kansas deals.

 Third, KVCI wishes to attract other private investors as shareholders. KVCI's investment portfolio is

 achieving returns in the low teens, but returns must increase to the 18-22% range to attract other

 investors. Because of these factors, privatization is viewed as an important step in the process of

 improving KVCI's rate of return. 

 Oklahoma Capital Investment Board.  The State of Oklahoma developed an innovative program for

 enhancing and targeting private venture capital investments.  The Oklahoma Capital Investment Board

 (OCIB) is a state-beneficiary public trust that functions as a “fund of funds” for private venture capital

 limited partnerships whose investment strategies are consistent with OCIB’s objectives.  The mission of

 OCIB is “to mobilize equity and near-equity capital for investment in such a manner that will result in a

 significant potential to create jobs and diversify and stabilize the economy of the State of Oklahoma.” 

 OCIB believes building the infrastructure of an equity capital industry in Oklahoma rather than investing

 in individual companies best attains this mission.             

 The Oklahoma program is based on a funding mechanism and structure designed to minimize the

 likelihood that public funding assistance will be necessary, insulate the program from political

 interference, and insure qualified professionals manage funds.  Oversight and management of

 Oklahoma’s venture capital program is provided by the Oklahoma Capital Investment Board, consisting

 of five trustees appointed by the Governor, three full-time employees (president, comptroller, and

 administrative officer), and an outside due diligence advisor (to provide an additional opinion on the

 investment process).  The OCIB operating budget is approximately $350,000 per year.  The capital for

 venture investments comes from institutional lenders and investors (through the Oklahoma Capital

 Formation Corporation).   Principal and interest, if necessary, are guaranteed by $50 million in tax

 credits, with limits of $10 million of tax credits per year.  The tax credit purchasers currently are

 comprised of a consortium of public utility companies that have contractually agreed to purchase tax

 credits on a dollar-for-dollar basis, annually through 2015.  Proceeds from OCIB guaranteed lenders and

 investors are in turn invested in limited partnerships of existing venture capital firms. Returns from

 investments in these funds will be used to meet OCIB's guaranty obligation, and to make future

 investments in other limited partnerships.  State tax credits will be used (sold to the utilities) only in the

 case that investment returns are insufficient to meet OCIB's guaranty commitment.6 OCIB is currently

 borrowing private capital and is guaranteeing both principal and interest.  OCIB hopes that eventually the

 returns from their investments in LPs are of sufficient magnitude that funds for future investments come

 from investment returns instead of guaranteed private capital. 

 OCIB investigated over 600 limited partnerships and selected eight of these based on the fund’s track

 record, industry emphasis, interest in the state, and plans for generating deal flow and conducting

 business in the state.  OCIB seeks to invest $1 million to $5 million in each partnership and maintain a

 10-20% share of the fund.  The Board estimates that a $1 million to $5 million investment will be

 sufficient to encourage the fund to actively seek Oklahoma deals, but the 10-20% share insures that a

 number of other investors (limited partners) are conducting due diligence on the fund’s investments.  A

 small share for the state also helps to insure that state politicians will have little leverage on the general

 partner’s investment decisions.   Finally, venture capital companies generally focus their investment

 activities by industry type (e.g., communications, health care) and stage of business development (e.g.,

 research and development, start-up, expansion).  The division of OCIB investments among multiple

 funds better permits the targeting of investments and diversification of the state’s investment portfolio.

 OCIB closed its first partnership in 1993, and has committed a total of $26 million to eight private funds. 

 These funds have drawn $18 million and invested (including co-investments) $66 million in 11 Oklahoma

 firms.  The annual internal rate of return since the inception of the program is 29.6%.  However, OCIB

 believes it has designed a program with numerous advantages over more traditional state sponsored

 programs.  First, if the limited partnerships are successful, the state will realize significant economic

 benefits at no cost.  No current state appropriations are made and no future tax revenues are sacrificed

 to initiate the program. Second, the program can become self-financing and self-sustaining through

 surpluses generated by earlier investments.  Third, the selection of portfolio companies for investments

 is conducted by professional venture capitalists with their compensation related to the success of their

 investments (i.e., appropriate incentive systems in place).  Finally, the experiences of the private venture

 capitalists in Oklahoma will alert them to the state’s investment opportunities and contribute to the

 development of a venture capital infrastructure in the state.

 Northern Rockies Venture Fund. The Northern Rockies Venture Fund (NRVF) is a private, limited

 partnership venture capital fund formed for the purpose of investing in early stage entrepreneurial

 businesses in Montana and other states in the northern Rocky Mountain region. The General Partner

 and manager of NRVF is Colorado Venture Management, Inc. (CVM) of Boulder, Colorado. The State of

 Montana, through the Montana Science and Technology Alliance (MSTA), provided $1,000,000 of the

 $2,055,000 for fund capitalization. Individuals, corporations, pension funds, and other business entities

 provided the remaining capital. NRVF had no specific state guidelines with respect to product or

 industry focus, stage of investment, community preference, or economic development impacts (e.g.,

 jobs created). However, the state required that 75% of the Fund's investments must be in Montana firms

 or firms with a significant Montana presence. The MSTA's expectation is that NRVF will provide returns

 similar to those produced by a successful venture capital fund, and the impetus for investing state funds

 in NRVF was the prospect of market rates of return as well as ancillary returns such as improving

 Montana's business climate for entrepreneurial development. NRVF is viewed by the state as a

 "demonstration" project to show that private venture capital funds can be successful in Montana, and

 the state has not indicated a willingness to provide matching funds for other private venture funds.

 The State of Montana's participation in the NRVF is one part of what was a multi-faceted economic

 development effort to stimulate the state's economy through new business development related to the

 development and commercialization of innovative applied technologies. The Montana economy

 experienced severe income and employment losses during the 1979 to 1982 recession, prompting the

 state government to undertake several initiatives including the Montana Economic Development Project,

 creation of a Department of Commerce, the Build Montana Program, and the Governor's Advisory

 Council on Science and Technology. A major recommendation of the Governor's Advisory Council on

 Science and Technology was the development of the Montana Science and Technology Alliance

 (MSTA). The MSTA's goals were to strengthen research and development capabilities in the state,

 encourage the development of new products from public and private R & D organizations, facilitate

 technology transfers, and assist in the commercialization of new applied technologies. The MSTA

 began operating in 1987 with a Seed Capital Fund and a Research and Development Fund, and through

 1997, MSTA invested approximately $30 million in R & D and seed capital. 

 The MSTA investment programs were considered by some to be very successful, but MSTA had limited

 success in attracting private investors to co-invest with the state in specific R & D or seed capital

 investments. Thus efforts were undertaken to stimulate the private capital market through the

 development of an angel network (Montana Private Capital Network), an SBIC (Glacier Fund), and a

 private venture capital fund (NRVF). In 1993, MSTA set aside $1 million from the Coal Severance Fund

 to match private equity investors for the capitalization of a private venture capital fund. Colorado Venture

 Management, Inc. (CVM) was selected to manage the venture capital fund because CVM had earlier

 advised MSTA regarding its R & D and seed fund programs, and because of CVM's history as an early

 stage venture fund manager. All of 1994 was required by CVM to raise the $1 million match from 16

 private investors. CVM considered raising more than $1 million from private sources but had little

 success in locating high-net-worth individuals who were interested in investing in a fund that would invest

 primarily in Montana. NRVF was the only private venture capital fund in Montana, and the absence of a

 track record in Montana or the "demonstration effect" of other private funds made it difficult to raise

 private capital. NRVF was fully funded ($2,055,000) in March of 1995, and by 1998 NRVF had made six

 investments totaling over $1,000,000.

 The NRVF prospectus states that "the NRVF is seeking investment opportunities in high technology,

 biotechnology, services and light manufacturing." Special areas of interest include computer-related

 products, medical products and applications, communications, electronics, and consumer products.

 Deal flow in Montana was not expected to be sufficient to limit deals to a narrowly focused segment of

 the state's businesses, thus, NRVF does not restrict itself to the above listed industries. However,

 NRVF does maintain a distinct preference for investments in pre-seed, seed, or early stage deals

 because such investments are more likely to result in rapid firm growth and high returns. Colorado

 Venture Management's investment experience also is in early stage deals. 

 NRVF typically invests no more than 10% of its capital in any one portfolio company, and investments

 usually are made in the form of direct equity. NRVF anticipates having 10 to 12 companies in its

 portfolio at the time it is fully invested, and NRVF's goal is to liquidate the Fund within its 10-year life

 and realize a competitive IRR. Fund managers hope to start another venture capital fund serving

 Montana and the Northern Rockies region some time after investments made by the first fund begin to

 become liquid. 

 NRVF management suggests that future publicly assisted limited partnerships providing venture capital

 in Montana would be improved if structured differently than NRVF. First, the fund should be at least $5

 million so that larger investments could be made; more funding would be available to support staffing for

 fund marketing, management, and administration; and investments could be large enough to provide the

 fund with greater leverage in structuring its deals and relationships with portfolio companies. Second,

 the fund should be placed on the public employees pension fund's list of acceptable investments. Such

 a designation would provide access to a very large pool of capital from which the State invests in venture

 capital funds around the country. Third, the fund should not be mandated to make 75% of their

 investments in Montana, since there is insufficient deal flow for a larger fund to be successful according

 to venture industry standards. Geographic restrictions on fund investments also reduce the fund's ability

 to raise capital from private investors and attract co-investors.

 Colorado Rural Seed Fund. Colorado Rural Seed Fund (CRSF) is a state sponsored venture capital fund

 managed by Colorado Venture Management (CVM) of Boulder, Colorado. CRSF was started in 1990 as

 part of a state effort to stimulate and support new economic activity in rural areas of the western half of

 the state, and CRSF's Board of Directors was appointed by the Governor to ensure that it functioned

 within the mandated state guidelines. The state viewed CRSF as a pilot project that if successful could

 be replicated in other parts of the state. 

 Initial capitalization of CRSF was $500,000; $250,000 from the Colorado Housing Authority (CHFA),

 $150,000 from the general partner (CVM), and $100,000 from two private investors. The Colorado

 Housing and Finance Authority, a quasi-state agency, received appropriated funds from the state for the

 purpose of starting CRSF. CHFA provided the funds to CRSF on a non-resource basis; thus, CRSF was

 obligated to repay only the original investment if the Fund was profitable. Because the state did not

 require a return on its investment, the other investors in CRSF received significant leverage on their

 contributions to the Fund (i.e., CVM and the two private investors would realize rates of return double

 the rate of return on the Fund). The state was willing to provide the leverage to private investors because

 it recognized that investment opportunities in the targeted region would be limited and returns on

 investments would likely be lower than "normal" venture capital fund rates of return.

 The leverage provided by the state and the investment environment of rural Colorado encouraged CVM to

 reduce its target annual rate of return for acceptable investments from 50% or more to 30%. This

 reduction in target rate of return provided CVM and its private investors with a 50 to 60% effective rate of

 return and permitted less promising companies to qualify for funding. In retrospect, CVM believes it was

 a mistake to alter their investment criteria. In an effort to increase deal flow, primarily to satisfy the

 state, they took on investments that had higher levels of risk and lower rates of expected return than

 they normally consider. CVM believes that a better long-term strategy would have been to screen

 investments more stringently and accept the fact that they would have to wait longer to recover their

 capital.

 A major problem of CRSF was generating adequate deal flow. CRSF's target area included

 approximately 60% of the state's territory but only 10% of the population and no cities larger than

 30,000. The economic base of the area was very limited, with tourism, mining, agriculture and related

 service businesses comprising the dominant activities. The local transportation infrastructure in the area

 also was fairly rudimentary, making it difficult to reach many places without long driving times.

 To try to develop investment prospects, CRSF placed advertisements in local newspapers; contacted

 local banks, economic development organizations, and Chambers of Commerce; and made

 presentations at local meetings. However, deal flow was hampered by an economy that lacked many of

 the sectors that are normal candidates for venture capital, a limited entrepreneurial culture in the local

 population, and a significant unwillingness by businesses to consider giving up any ownership share.

 Distance also proved to be a major problem. For a start-up fund it is important that the fund managers

 be in close contact with portfolio businesses-particularly if there are any management weaknesses in

 the firms. In this case, both long distances and limited travel funds for CRSF management constrained

 the fund manager's ability to monitor firm performance.

 The major problems that CVM encountered with its investments were concentrated in firm management

 and product marketing. In general, the basic ideas of the portfolio companies were sound, but in some

 cases the personnel could not adequately implement production, while in other cases the remote

 location and lack of contacts with markets made it difficult to get the product into broad enough

 distribution to allow growth. By the time CRSF was able to identify these problems, major damage had

 occurred to the investments. More timely identification was not possible because of the difficulty of

 monitoring the investments. In addition, personnel problems were not easily resolved in the remote rural

 areas of Western Colorado. CRSF could not always find replacement people who wanted to relocate to

 these firms, or because the fund had such limited financial resources, it could not afford to hire new

 people even when they could be identified.

 In summary, CRSF was unable to identify many firms as prospective portfolio companies, and as a

 result, the state agreed to expand the eligible territory to include portions of rural eastern Colorado. But

 quality deal flow remained low and the Fund continued to struggle financially. By 1998, only one of the

 CRSF's investments remained operating, and Fund value had declined to approximately $100,000. 

 Magnolia Venture Capital Corporation. In April of 1994, the State of Mississippi passed the Venture

 Capital Act of 1994. The act provided for the creation of a private, non-profit corporation (Magnolia

 Capital Corporation) which provided capitalization to a private, for-profit corporation (Magnolia Venture

 Capital Corporation) for the creation and management of a private, for-profit limited partnership venture

 capital fund (Magnolia Venture Capital Fund). The purpose of the public-private venture capital program

 was "to increase the rate of capital formation, stimulate new growth-oriented business formations,

 create new jobs for Mississippi, develop new technology, enhance tax revenues for the state, and

 supplement conventional business financing." In addition, the act stipulated that 70% of investments

 were to be in start-up businesses (less than three years old) with existing businesses eligible for the

 remaining 30%.

 Funding for the Mississippi program came from two sources. First, the state issued $20,000,000 in

 general obligation bonds with proceeds deposited in the state treasury's venture capital fund. The state

 loaned MCC $20,000,000 with the requirement that $6,176,000 be re-invested in zero-coupon bonds to

 repay the $20,000,000 loan in 15 years. MCC then used the remaining $13,823,400 to pay costs of the

 bond offering, support operations, and capitalize MVCC. MVCC then created the Magnolia Venture

 Capital Fund Limited Partnership to act as the partner in making capital investments in businesses and

 sought a minimum of $4,500,000 of private investments for additional capitalization of the Fund (the

 minimum private contribution required by law). One investor (Clements Limited Partnership) provided all

 private contributions to the Fund ($5,000,000). 

 MVCC provides the classic example of potential problems with publicly sponsored venture capital

 programs if public oversight is inadequate and the incentive systems do not reward making sound

 investments and growing the fund. The Mississippi Legislature Joint Committee on Performance

 Evaluation and Expenditure Review (PEER) concluded that the State Department of Community and

 Economic Development was negligent in compelling MCC to comply with statutory reporting

 requirements, MCC failed to compel MVCC to produce annual report information, and the MVCC board

 failed to oversee MVCC's business activities. However, the mismanagement of program funds was

 further encouraged by not incorporating a system that rewarded fund managers for allocating fund

 expenses in a way that increased fund value. That is, the Mississippi program failed primarily because it

 did not adhere to one of the Daniels and Lynch "Success Factors"--hire skilled management and

 compensate appropriately.

 MVCC was organized with a five-member board and six employees. Lax management and oversight by

 MVCC's board and questionable business practices by employees resulted in a program with high costs

 but no desirable economic benefits--the epitome of a bad publicly sponsored venture capital program.

 During its two and one-half year history, MVCC incurred expenses of over $4,500,000 while approving

 only one venture capital investment of $650,000. The largest expenses consisted of $2.2 million for

 salaries, benefits, and bonuses for MVCC employees and approximately $1.1 million in management

 fees to a company owned by MVCC's chair and CEO. The Chairman/CEO of MVCC personally

 benefited from approximately $1.98 million in direct and indirect payments from MVCC. MVCC also

 spent lavishly on office furnishings, entertainment, and travel. Other expenses included contracts

 between MVCC and companies owned by MVCC board members. In sum, MVCC's expenses during its

 brief history accounted for about one-third of its initial funding from the state ($13,791,906). Management

 misappropriation of funds encouraged MVCC's private investor to withdraw most of its contribution, and

 the program was placed under the protection of Chapter 11 reorganization.

 Lessons Learned. The case studies provide a number of useful observations for states that are

 interested in using public resources to leverage private equity capital investment. These lessons point

 out the tradeoff that often exists between achieving traditional venture capital rates of return on a private

 fund and achieving goals established by the state.

      Recognize the tradeoffs between geographic restrictions on investments and fund rate of return.

      There appears to be a tradeoff between the goal of increasing venture capital in a state through

      geographic restrictions on investments and maximizing rate of return to a fund. The case of the

      Colorado Rural Seed Fund suggests that when geographic restrictions are too limiting, success

      of the fund is less likely. Kansas Venture Capital, Inc. is a fund that made successful

      investments while being geographically restricted. However, investment returns did not reach the

      level of a more traditional venture capital fund. In the absence of geographic restrictions, however,

      it is not clear how well the goal of increasing venture capital investment within a state is

      achieved. An evaluation of the long run performance of the Oklahoma program would help us

      better understand these relative tradeoffs. 

      Minimize the role of the state in order to avoid even the appearance of political influence with

      private funds. Having the state as a limited partner can affect a private fund in at least two ways.

      First, political influence over investment decisions may occur. In Oklahoma, the state share of

      any private fund is restricted to 10-20% in order to minimize the influence of state politicians on

      fund managers' investment decisions. Second, private investors may be reluctant to invest in a

      fund when the state is a limited partner, particularly when there are geographic restrictions on

      investments as well. Northern Rockies Venture Fund had problems raising private funds because

      of their focus on Montana investments. 

      Define an explicit role for the state in monitoring the performance of private funds. Monitoring can

      serve two functions. One, better monitoring can help minimize the possible misuse of public

      funds, as occurred in Mississippi. Two, monitoring can provide the information needed to evaluate

      how well a particular public-private partnership is achieving the state's goals. 

      Insure that private funds have professional venture capital managers and that the incentive

      structure encourages sound investments. The case of the Magnolia Venture Capital Corporation

      points to the importance of professional managers whose compensation, at least in part, is tied

      to the performance of the fund. 

      Insure that fund size is consistent with fund goals and potential market size. The funds described

      in the case studies ranged from $14 million down to $500,000. The smaller funds were designed

      as demonstration projects, with some expectation that more private funds would be attracted to

      the state to support the activities these funds initiated. Fund size can be a limiting factor, as

      suggested by the experience of Northern Rockies Venture Fund. NRVF's $2 million capitalization

      restricts the size of initial investments, limits follow-on investments, and restricts the resources

      available to support marketing and deal flow development. NRVF fund managers suggest a

      minimum fund size of $5 million. However, the case of the Colorado Rural Seed Fund suggests

      that it is possible to have a fund size that is too large if geographic restrictions limit the potential

      market. In this case, the geographic restrictions were relaxed in order to identify sufficient deal

      flow for a $1 million fund. 

      Allocate resources for deal flow and entrepreneurial development. The more geographically

      restricted a fund, the more resources must be devoted to developing and identifying deals. The

      Colorado Rural Seed Fund was not successful, in part, because of limited deal flow, lack of an

      entrepreneurial culture in the region, and limited understanding of venture financing on the part of

      business owners. The state can be involved in supporting entrepreneurial education and

      development activities as part of the partnership with private funds. 

      Expect an evolution in the state's role over time. With fund success may come an opportunity to

      reduce the state's role in a private venture fund. For example, through successful venture

      investing within the state, Kansas Venture Capital, Inc. has grown the fund to the point where

      repayment of the state's initial investment is possible. This "privatization" will return resources to

      the state and allow Kansas Venture Capital, Inc. to attract other private capital and extend its

      investment activities to its broader geographic region, while continuing to do deals in Kansas. In

      Oklahoma, returns from successful investments in private funds are expected to support

      additional partnerships in the future, diminishing the state's role in the process. 

 D. Certified Capital Companies (CAPCOs)

 Public involvement in venture capital programs can occur in a more passive way through enabling

 legislation that encourages private sector investment. To this end, one program that has received

 increased attention by states in the past 10 years is the Certified Capital Companies (CAPCOs)

 Program. This program allocates tax credits to encourage investment in private venture capital firms

 certified under the legislation. The first CAPCO legislation was passed in Louisiana (1983), with more

 recent adoptions in Missouri (1997), New York (1997), Wisconsin (1997), and Florida (1998). Over a

 dozen states have considered CAPCO legislation. CAPCO legislation is proposed for a variety of

 reasons usually related to economic development. However, in most cases, this approach is promoted

 as a means of increasing the supply of privately managed venture capital in a state and creating a pool

 of experienced venture capital managers that can become part of a state's permanent venture capital

 infrastructure. Although individual state legislation varies (see Table 2 and 2a), a typical CAPCO model

 has the following characteristics.

 Source of Capital. In most states, tax credits are allocated to insurance companies in return for

 investments in certified capital companies (CAPCOs). The tax credits are structured as 100% credits,

 i.e., $1 in credits for each $1 of capital invested. The tax credits are available at 10% a year. The credits

 are usually transferable or saleable by the insurance companies. Most states place a cap on the total

 and annual amount of tax credits available and then determine a process for allocating credits among

 CAPCOs.7

 The regulated nature of the insurance industry usually precludes insurance companies from investing in

 CAPCOs as limited partners, a model common to more traditional venture capital funds. As a result, the

 CAPCOs have created an investment tool that is attractive to insurance companies because it is

 classified as a #1 rated investment by the National Association of Insurance Commissioners (NAIC).

 The insurance company receives a guaranteed rate of return on its investment in the CAPCO rather than

 a share of future profits. In this way, the insurance company is basically investing in a guaranteed

 security, rather than in a relatively risky equity investment. More detail about this structure is provided in

 the discussion of the Louisiana program below.

 Certification Process. CAPCOs must meet specific certification requirements established by the state.

 They must have minimum capitalization (typically $500,000) and principals with minimum venture capital

 investing experience (2-5 years). The CAPCO must maintain an in-state office, although the

 headquarters can be outside the state. To maintain certification (and retain the tax credits for the

 insurance company investors), CAPCOs must meet specific investment milestones, e.g., 25% of

 certified capital invested within 2 years, 40% within 4 years, 50% within 5 years. The CAPCOs must

 invest the equivalent of 100% of certified capital before any liquidating distributions can be made, i.e.,

 before any gains from the investments can be distributed to the partners. The CAPCOs are permitted,

 however, to make qualifying distributions which include a management fee (usually a maximum of 2½%

 of capital available for investment) and other expenses necessary to the operation of the fund. All of the

 CAPCO investments must be in "qualified businesses" as determined by the state.

 State legislation also provides a means for CAPCOs to decertify, either voluntarily or as a result of

 noncompliance with the rules governing CAPCOs. In most cases, voluntary decertification occurs either

 when a CAPCO fails to meet requirements for raising certified capital and chooses to voluntarily

 decertify or when a CAPCO has met the investment requirements under the legislation and chooses to

 decertify. Based on the experience in Louisiana, decertification for noncompliance and decertification

 because of fundraising constraints occur rarely. With the exception of Louisiana, however, CAPCOs can

 voluntarily decertify once an amount equivalent to 100% of certified capital is invested. After

 decertification, the CAPCO is no longer required to invest capital in qualified businesses as defined by

 the state. 

 Qualified Businesses. States define qualified businesses to meet their own economic development

 objectives. Generally, the businesses must be small, by at least the SBA definition. Businesses must

 be located and operate within the state and draw most of their employees from within the state.

 Qualified businesses are usually manufacturers or others engaged in commerce and the export of

 services. Certain sectors are usually specifically excluded, including banking, real estate, professional

 services, insurance, and retail.

 State Returns. The return to the state is in the form of future tax revenues from the businesses that

 start, expand, and remain within the state. Only recently have some states crafted or amended their

 legislation to permit state participation in the returns to CAPCO investments. For example, Louisiana

 and Missouri require that 25% of any liquidating distribution in excess of that required to yield a 15%

 IRR (including value of tax credits used) be returned to the state. Florida takes 10% of the distribution in

 excess of the original certified capital. Through these changes, states can share in the upside returns

 from investments in state businesses along with the additional tax revenues that may be generated

 through these investments.

 Reporting Requirements. In most states, CAPCOs are required to report to some regulatory authority on

 an annual basis. Information reported across most states includes identity and amount of capital

 received from each investor; the amount of tax credits allocated to each investor; the identity, type, size,

 and location of qualified businesses in the portfolio; the amount of investment made in each business;

 jobs created by these companies (reported by the CAPCO but not independently verified by the

 regulatory authority); and audited financial statements. 

 While these general features apply to most state CAPCO programs, each state has created unique

 features to the program. Tables 2 and 2a summarize the key features of legislation either passed or

 proposed in states across the country. The sections that follow summarize the experiences in

 Louisiana, Missouri, New York, and Florida.8

 The Louisiana CAPCO Program. The Louisiana CAPCO program was authorized by the 1983

 legislature. The goals of the program included diversifying and stimulating the state economy, attracting

 and preserving jobs, developing a venture capital infrastructure and attracting experienced venture capital

 management. The program was initially structured as a 200% tax credit program for insurance

 companies (taken over 10 years) and a 35% income tax credit for other investors (taken in the year of

 the investment). However, there was little activity under the CAPCO program until 1988. This inactivity

 was a function of (1) a weak state economy and, consequently, a weak pool of potential investments,

 and (2) regulatory restrictions within the insurance industry that made equity investments relatively

 unattractive. The program became attractive to insurance companies when the CAPCOs developed a

 guaranteed bond-type instrument (fully insured, fully guaranteed, #1 rated by the NAIC) that provided a

 guaranteed rate of return. Attempts by the CAPCOs to attract insurance company investment using a

 more traditional venture capital LP structure with a 80/20 split of returns were not successful.

 The structure of this guaranteed bond-type instrument is included in the private placement memorandum

 that is negotiated between the CAPCO and each insurance company. However, the general structure

 involves the set-aside of 40% of the certified capital in zero coupon bonds that guarantee the principal

 invested by the insurance company. The CAPCO also guarantees the stream of tax benefits over the

 10-year period, either through a parent organization, e.g., a bank, or through a third party guarantor. In

 most cases, the insurance company takes no equity position in the CAPCO and, as a result, does not

 share in any future liquidating distributions of the fund. 

 The Louisiana program has been amended over time. The 200% tax credit was reduced to 120% in 1989

 and to 110% in 1998. The original legislation placed no limit on the total amount of premium or income

 tax credits the state would provide. In 1998, the legislature placed an annual limit ($72,727,272) on

 investments in CAPCOs that would result in premium tax credits. However, no limit on income tax

 credits was enacted. In 1999, the Office of Financial Institutions, the state regulatory authority,

 proposed an annual limit on income tax credits of $11,428,571. This proposal was in response to

 CAPCO investments received at the end of 1998 that resulted in sizeable income tax credit liabilities for

 the state.

 As of December 1998, there were 22 CAPCOs certified in Louisiana. Of these 22, 10 were organized by

 Advantage Capital, two by Bank One, and the remaining 10 by other companies within the state. From

 1988-91, the CAPCO program raised an average of $4.5 million in certified capital annually. This average

 increased to $27.5 million over the 1992-96 period. In 1997-98, the average jumped to $180.7 million as

 a result of almost $180 million raised via income tax credits. For the entire period of 1988-98, CAPCOs

 raised over $517 million in certified capital (committing the state to more than $570 million in future tax

 credits) and invested over $149 million in 122 qualified businesses. The total number of jobs created or

 retained through these investments was 3,834. This employment figure is reported by the CAPCOs to

 the regulatory authority but is not independently verified. 

 As the CAPCOs increased in size, they sought larger investments and later stage investments. The

 average investment in portfolio companies over the 1988-98 period was $1.2 million. To re-target

 investments toward smaller companies, the state will require that, beginning in 2000, up to 10% of

 certified capital be invested in either approved capital management funds focused on pre-seed, seed or

 early stage investments of less than $1 million or CAPCOs whose primary focus is investments of less

 than $1 million in businesses located in economically distressed areas or certified economically

 disadvantaged businesses.

 To retain their certification, Louisiana CAPCOs must follow a schedule for investing certified capital.

 Within three years, at least 50% of the investment pool must be invested, with 30% in qualified

 businesses. Within five years, at least 80% must be invested, with 50% in qualified businesses. For

 funds certified before December 31, 1998, the CAPCO may voluntarily decertify once 60% of the

 investment pool has been invested in qualified businesses. For funds certified after this date, voluntary

 decertification can occur only when 100% of certified capital has been invested in qualified businesses.

 No distribution to equity owners, i.e., the CAPCO partners, can be made before these decertification

 thresholds are reached, with the exception of qualified distributions, e.g., management fees, debt

 payments to the insurance companies.

 The 1983 legislation provided no return to the state from investments made by CAPCOs. In 1998, the

 legislature added a state profit sharing component to the CAPCO program. In part, this change was

 implemented to expedite the investment process. The state will receive 25% of the returns above the

 amount necessary to achieve a 15% IRR on a specific pool of certified capital (including value of tax

 credits). (Appendix A Exhibit 1 provides an example of this type of profit sharing.)

 Several observations can be made about the Louisiana CAPCO program. One, the Louisiana legislation

 was the result of efforts on the part of state economic development officials to stimulate the economy

 during a period of decline and to create venture capital management resources within the state.

 According to state officials, Louisiana businesses have a source of venture capital they did not have

 prior to the CAPCO programs and there has been a demonstration effect for other venture funds in the

 state. Two, the lack of a cap on tax credits issued, particularly in terms of the income tax credit,

 created large, unexpected obligations on the part of the state. These obligations have forced

 negotiations between the state and CAPCOs to postpone realization of tax credits over time. Three,

 during the certification process, the emphasis in the management review appears to be on familiarity

 with CAPCO regulations rather than on venture capital investment experience. As a result, the structure

 does not ensure that the most experienced venture managers will become certified as CAPCOs. Four,

 CAPCO investment decisions are relatively insulated from political pressures that are typical of state

 direct investment programs. However, the legislative process is not insulated from CAPCO and/or

 insurance company influence. There are strong lobbying efforts on the part of the CAPCOs in support of

 continued reauthorization of the CAPCO legislation. This process creates a situation where industry

 resources are devoted to lobbying activities rather than investment activities. 

 The Missouri CAPCO Program. The Missouri CAPCO program was authorized in 1997 with the purpose

 of inducing private investment in new or expanding small businesses. The original legislation was

 championed by a coalition including a St. Louis regional economic development group and Advantage

 Capital, a partnership that operated CAPCOs in Louisiana, with a sponsor in the legislature. The

 Department of Economic Development supported both the concept and the modifications to the bill as it

 moved through the legislative process. The result was legislation that is more restrictive than Louisiana's

 model. In addition, several factors made a tax credit program attractive to policy makers in Missouri.

 First, Missouri is constitutionally prohibited from making any direct investments in businesses, so

 economic development strategies in the state generally rely on tax credits. Second, Missouri has a limit

 on state tax revenues and revenues collected in excess of this cap are returned to taxpayers. As a

 result, tax credit programs have been attractive, particularly during the recent economic expansion.

 Third, the Missouri State Retirement Fund's past experience with venture investing was not positive,

 suffering from poor management and political pressures.

 The Missouri program provides a 100% tax credit, taken over 10 years, to insurance companies who

 invest in CAPCOs. The legislation allocated $50 million in tax credits in 1997 and $50 million in 1998.

 The state viewed this initial $100 million as a demonstration program to see how well the CAPCO

 program performed. An additional $40 million allocation of tax credits was made in 1999, with the money

 targeted to "distressed communities" in the state. Businesses in these distressed communities could

 have up to $5 million in revenue as compared to the $4 million limit for businesses in other parts of the

 state.

 When CAPCO legislation was passed, the state placed an initial cap of $25 million on total capital that

 any CAPCO could raise. This cap was designed to encourage creation of CAPCOs in the state, other

 than established CAPCOs, such as Advantage Capital and Bank One. These existing CAPCOs had a

 competitive advantage in raising funds from insurance companies relative to newer CAPCOs because of

 their established relationships with insurance companies and an existing investment instrument.

 Similar to the revised Louisiana legislation, Missouri legislation allows the state to capture some of the

 return on investments made in portfolio companies by the CAPCOs. The Missouri Development Finance

 Board will receive 25% of any distribution in excess of the investment return that, in combination with

 the value of the tax credits, yields a 15% IRR. Given the short operating history of the program, it is

 unclear what the magnitude of the return to the state will be.

 The Missouri legislation provides a more restrictive definition of "qualified businesses" than does

 Louisiana. CAPCO investments must be made in Missouri businesses with fewer than 200 employees,

 80% of whom must be employed in Missouri. Annual revenues cannot exceed $4 million, or $3 million if

 the firm is less than three years old. The business must also demonstrate a need for venture capital and

 show an inability to obtain conventional financing, i.e., unable to qualify or turned down for a bank loan.

 Since 1997, four CAPCOs have been active in Missouri, one established by Advantage Capital, one by

 Bank One (Gateway Ventures), and two established by other Missouri firms (Stifel CAPCO and CFB

 Venture Fund). In 1997, three CAPCOs certified $50 million in capital (committing the state to $50

 million in future tax credits) and made investments of over $27 million in 12 firms. Average investment

 per firm was $2.2 million. In 1998, another $50 million in capital was certified by the three CAPCOs

 involved in the first round of credits and one additional CAPCO. These CAPCOs invested $5 million, all

 but $504,000 invested as follow-on investment in existing portfolio companies. The CAPCOs reported

 total jobs created after these investments of 726.

 Several observations can be made about Missouri's CAPCO program. One, according to state officials,

 the program has improved the infrastructure and environment for venture capital in the state. The

 program provides a demonstration effect for other venture funds and has functioned to attract additional

 venture capital to the state through co-investment on CAPCO deals. One state official described the

 program as "priming the pump." Two, the CAPCOs lower cost of funds allows them to offer more

 favorable terms to their portfolio companies than other venture funds. However, this process may

 influence the valuation of portfolio companies, reducing the rate of return and "crowding out" investments

 by other venture capital funds. Three, although Missouri's CAPCO legislation is more restrictive in

 defining qualified investments, the legislation has not encouraged seed capital investment within the

 state. According to CAPCO representatives, more restrictive legislation, in fact, may encourage the

 CAPCOs to do fewer seed deals. That is, fewer restrictions on investments would encourage more seed

 investment since the CAPCOs can offset the higher risk seed deals with investments in larger, less

 risky ventures. The experience in Louisiana, however, suggests that when CAPCOs have no size

 restrictions, they will focus on relatively large companies and large deals. The lack of seed capital

 investment in Missouri led to the creation of the Missouri Seed Capital Coalition and passage of new

 legislation in 1999 designed to get professional venture capital management attention to the issue of

 commercializing university research and other early stage ventures.

 The New York CAPCO Program. The New York CAPCO legislation was signed into law in 1997 with the

 stated objective of encouraging investment of private financial resources in state venture capital markets

 as a means of encouraging the creation and expansion of new small business enterprises. The

 legislation created a 100% tax credit for insurance companies, taken at a rate of 10% over 10 years. A

 total of $100 million was allocated to the program by the 1997 legislation, with $50 million in tax credits

 available in 1999 and the remaining $50 million in 2000. An additional $30 million in funding for the

 program was authorized in 1999, with all $30 million available for tax credits in 2001.

 Initially, six CAPCOs qualified for certification in the state. However, one of these CAPCOs opted to

 manage Bank One's New York CAPCO, reducing the number of CAPCOs to five. The remaining four

 CAPCOs are Advantage Capital New York Partners, New York Small Business Venture Fund, Wilshire

 Advisers and Exponential Business Development Company. The initial $100 million allocation was

 distributed as follows: approximately $31 million each to Advantage Capital and the New York Small

 Business Venture Fund, approximately $28 million to Bank One Capital Corporation, and approximately

 $3 million each to Wilshire Advisers and Exponential Business Development Company. Some of the

 Wilshire allocation fell through, so $4,545,454 of tax credits were unfunded and will be reallocated to the

 other CAPCOs. 

 The New York legislation differs from the standard CAPCO model in that early stage businesses are

 targeted. CAPCOs must invest 25% of certified capital within two years, 40% within three years, and

 50% within four years, of which at least 50% must be in early stage businesses as defined by the

 legislation. The remaining capital can be invested in any qualified business. New York's definition of

 qualified businesses is firms with fewer than 200 employees and less than $5 million in gross revenues.

 The $30 million appropriation that New York State authorized for CAPCOs in 1999 was significantly less

 than the $150 million proposed initially. In addition to the $30 million, however, the New York legislature

 also authorized the State Controller to invest up to $250 million of state pension funds in New York

 venture capital funds. The venture capital funds must match the state's investment and place the capital

 in New York firms that meet the CAPCO definition of qualified businesses. Legislation was also

 proposed but not passed, enabling banks to receive a 100% tax credit for investing in certified capital

 companies. 

 The Florida CAPCO Program. The Florida CAPCO program was authorized in 1998 with the goal of

 stimulating investments in new and expanding businesses in Florida. The legislation allocated $150

 million in tax credits at 10% a year over a ten-year period. The program provides a 100% premium tax

 credit for insurance companies doing business in Florida. Unlike in other states, the program is

 administered by three agencies. The Department of Banking and Finance (DBF) certifies and decertifies

 the CAPCOs; the Governor's Office of Tourism, Trade, and Economic Development (OTTED) allocates

 the premium tax credits and reports on the program; and the Department of Revenue oversees tax

 filings, audits, and credit forfeiture.

 The implementation of the Florida CAPCO program is illustrative of a potential shortcoming of CAPCO

 legislation, in general. On December 31, 1998, the DBF certified 15 CAPCOs. On January 26, 1999,

 OTTED notified the CAPCOs that they had until March 15, 1999 to obtain binding investment

 commitments from insurance companies. Unlike the other state programs, each CAPCO had to receive

 commitments of at least $15 million. Similar to New York, each CAPCO could not submit commitments

 of more than the $150 million appropriation. Only three of the 15 certified CAPCOs were able to raise

 $15 million in commitments, and these three CAPCOs requested $274 million in tax credits. The credits

 were allocated among these three on a pro rata basis with Advantage Capital receiving almost $82

 million, Banc One receiving approximately $31 million, and Wilshire Partners receiving about $37

 million. It is important to note that all of these CAPCOs were operating in other states at the time of

 their certification in Florida. This experience supports the idea that existing CAPCOs have a competitive

 advantage in fundraising over newer CAPCOs because of (1) their expertise in designing an investment

 instrument that is acceptable to insurance companies and (2) the contacts that existing CAPCOs have

 developed within the insurance industry through their activities in other states.

 In Florida, the certification requirements for CAPCO managers are more stringent than in most other

 states. Managers must have at least five years of venture investing experience in a private venture fund,

 including investing in early stage businesses. This experience is important because Florida requires, as

 does New York, that 50% of certified capital be invested within five years with at least 50% of these

 investments in early stage technology businesses. In fact, Florida also places more restrictions on the

 definition of a qualified business than do some other states. In addition to having fewer than 200

 employees, businesses must agree to keep their headquarters and any manufacturing facility financed

 with CAPCO investments in Florida for 10 years. And, there should be a reasonable expectation that the

 business will grow to have $25 million in revenues within five years of the investment.

 The Florida legislation provides for state participation in returns to CAPCO investments. No distributions

 can be made until 100% of certified capital is invested in qualified businesses. If distributions to the

 investors exceed the original amount of certified capital, the CAPCOs must pay 10% of the excess to

 the state. 

 As is true in other states, the legislation passed in Florida was significantly different than that first

 proposed. One, supporters of the initial CAPCO legislation sought tax credits of $500 million with no

 annual tax credit limit. The amount authorized was $150 million, with an annual limit imposed. Two, the

 original legislation contained no provision for the state to share in the gains from CAPCO investments.

 Three, CAPCO principals were required to have only two years of experience, with no reference to early

 stage investing experience. Four, small businesses were defined more broadly, according to the SBA

 definition, and there were no additional requirements in terms of workforce size, remaining in Florida, or

 types of industries that were qualified for investment.

 Lessons Learned. As the CAPCO program has been adopted by different states, the legislation has

 evolved to better focus on the economic development objectives of each state and to address perceived

 shortcomings observed in previous legislation. In general, the changes have attempted to target CAPCO

 investments to particular types of businesses identified by the state and/or to increase the potential

 return to the state via some profit sharing arrangement. Other issues considered include limiting the

 total amount of credits allocated per CAPCO to improve the competitive environment for new CAPCOs

 relative to existing CAPCOs.

 The CAPCO programs in Missouri, New York, Florida, and Wisconsin are too new to evaluate their long

 run impact and the first comprehensive evaluation of the Louisiana program is scheduled to take place in

 October 1999. Nevertheless, there is sufficient information within the four case studies presented above

 to draw a number of observations that may be useful to states as they consider CAPCO legislation in

 the future.

      The financial incentives provided by the 100% CAPCO tax credits encourage insurance

      companies to capitalize venture funds. CAPCOs have been successful in attracting significant

      resources from insurance companies through the use of tax credit incentives. These resources,

      in turn, have contributed to an expansion of venture capital resources and investments in those

      states with CAPCO legislation. 

      The investment milestones included in CAPCO legislation ensure timely deployment of certified

      capital in the state via investments. All states establish investment timetables, e.g., 25% of

      certified capital invested within 2 years, that CAPCOs must meet in order for their insurance

      company investors to retain their tax credits. These benchmarks help ensure that at least 50% of

      the certified capital is invested quickly in qualified businesses. 

      CAPCOs are a costly way of increasing equity capital in the state. State sponsored venture

      capital programs result in new costs (state appropriations or tax revenues foregone) and new

      revenues (returns from investments) for the state treasury. The net cost of CAPCOs to the state

      treasury (costs - revenues) is smaller than that of alternative programs if the investments by the

      two programs decline in value by 25% or more (see Appendix for example). In all other

      investment return scenarios, however, CAPCOs have a higher net cost to the state treasury than

      a comparable investment in a privately managed venture capital fund. Even those programs, like

      Missouri and Florida's, that recapture some profits by the state do not eliminate the relative cost

      disadvantage of the CAPCO model. As Table A4 shows, at every level of return, the state

      receives a smaller return on the investment from CAPCOs than from a similar private venture

      capital investment. 

      Most insurance companies invest in CAPCOs in exchange for a guaranteed, fixed debt

      instrument; thus the incentive to select CAPCOs that have the most qualified venture capital

      investors is diminished. Insurance companies do not benefit from any upside in the CAPCOs

      performance or risk losing capital should the CAPCO investments fail to perform. As a result,

      they make investments in CAPCOs based on familiarity and the CAPCO's ability to design a

      debt instrument that the insurance company finds attractive. 

      Existing CAPCOs have an advantage over new CAPCOs when obtaining commitments of capital.

      Venture capitalists in a state often are unsuccessful in starting new CAPCOs (to compete with

      existing or out-of-state CAPCOs). There are several reasons why this may occur. First, existing

      CAPCOs have an established relationship with insurance companies. Second, established

      CAPCOs have a ready-made debt investment instrument that is attractive to the insurance

      industry and difficult to imitate. Third, state legislation does not always provide sufficient time for

      new CAPCOs to develop a competitive debt investment instrument and market it to insurance

      companies. Fourth, developing such a debt instrument is expensive, excluding some of the

      smaller in-state funds from participation. Finally, even those in-state funds that are able to obtain

      some capital commitments may not be able to meet the minimum capitalization stipulated in

      some state legislation (for example, the $15 million minimum included in the Florida legislation.)

      The result has been that established CAPCOs have received the majority of capital appropriated

      in Florida, Louisiana, Missouri, New York, and Wisconsin (see Table 3). 

      CAPCOs and insurance companies devote considerable resources to lobbying for additional

      appropriations in states with existing CAPCO programs and for new CAPCO legislation in states

      where CAPCOs do not already exist. In all the states that currently have CAPCO legislation

      except Louisiana, the legislation was introduced through the efforts and financial investment of

      the existing CAPCO industry. In general, CAPCOs identified champions in the state legislature

      to promote the concept and hired lobbyists to push for the legislation's passage. The advantage

      existing CAPCOs have in obtaining new capital commitments and the program's profitability also

      encourage them to devote their resources to lobbying for additional rounds of appropriations. 

      CAPCOs can offer more favorable terms to portfolio companies because of their cost advantage

      over other venture capital firms in a given state. However, this advantage may lead to the

      crowding out of other in-state venture capital providers and may ultimately discourage new

      venture capital formation in the state. 

      CAPCOs make limited seed and start-up investments. CAPCOs try to maximize profitability

      within the parameters allotted by individual state requirements. As such, they tend to invest at

      the upper end of the size limit permitted by state law because such investments generally have

      lower risk and cost than seed and start-up investments. 

 IV. Conclusions--Advantages and Disadvantages of Three Program Alternatives 

 This paper has described three types of publicly (state) assisted venture capital programs, provided

 case studies, and suggested the lessons learned for each program. State policy makers can use this

 information as they begin to assess the rationale for public involvement in venture capital markets.

 However, these program alternatives must be evaluated within the context of the state political

 environment and the goals the state hopes to achieve through its involvement in venture capital markets.

 Each alternative has distinct strengths and limitations, particularly in terms of achieving specific

 objectives, such as investing in early stage businesses or maximizing return on investment. For all

 these programs, if the funds are economically successful, there is a strong demonstration effect for

 others in the venture capital industry. If, in turn, the programs are not economically successful, it may

 prove difficult to encourage more public and/or private sector venture investing in the future. 

 We conclude this paper with a comparison of the advantages and disadvantages of each program type.

 Policy makers can use this information, in conjunction with an understanding of their state economy,

 the availability of venture capital resources, and the political environment, to develop models for public

 involvement in venture capital markets that are appropriate for their state. 

 Publicly Funded, Publicly Managed Venture Capital Funds

 Advantages

      Program can be designed to encourage the meeting of policy objectives, such as economic

      development, or the targeting of specific geographies, industries or stages of investment

      (pre-seed, seed or expansion). 

      Policy objectives (economic and social impacts) are more likely to be considered when making

      all decisions, including the impacts of exit strategies. 

      The program's positive economic performance directly benefits the state's treasury. 

 Disadvantages

      Fund may be pressured to make investments in specific firms or communities, interfering with

      the fund manager's ability to make the most appropriate investments. 

      Program may lose political support if it experiences the early losses typical of venture capital

      investments (portfolio failures usually precede successes). Short-term policy orientation and lack

      of experience with venture capital on the part of state policy makers could lead to pressure to

      make premature changes in the program. 

      Private investors may be reluctant to invest in publicly managed funds, making it more difficult to

      leverage the state's capital with private capital. 

      Private venture capital funds may be reluctant to co-invest with publicly managed funds because

      of the public fund's vulnerability to political influence or perceived lack of competence. 

      States find it politically difficult to pay the high salaries that may be necessary to attract the

      most talented fund managers. 

      Some state constitutions may not permit equity investments by state agencies. 

 Public Policy Options

      Hire professional managers for these programs and design an incentive structure that rewards

      fund managers for making sound investment decisions, e.g., profit sharing arrangements. 

      Find sources of funds, other than annual appropriations, to capitalize the venture capital fund and

      make a long-term funding commitment so resources can be devoted to investing rather than

      lobbying for new appropriations. 

      Consider establishing a publicly funded and managed fund with a limited life, after which the fund

      must convert to private management, similar to the Minn-Corp experience. 

 Publicly Funded, Privately Managed Venture Capital Funds

 Advantages

      Political pressure to make specific investments is diminished or eliminated relative to publicly

      funded, publicly managed funds. 

      Program can be designed to encourage the meeting of policy objectives, such as economic

      development, or targeting of specific geographies, industries or stages of investment. 

      Program can be designed to benefit the state's treasury if the fund produces a positive economic

      rate of return. 

      Fund may be able to offer higher salaries, benefits, and profit sharing, making it easier to attract

      experienced fund managers. 

      Greater likelihood of experienced management may increase the fund's economic performance,

      also increasing the returns to the state's treasury. 

      Private investors may be more willing to invest in privately managed funds, making it easier to

      leverage the state's capital with private capital. 

      Private venture capital funds may be more willing to co-invest with other privately managed funds,

      increasing the fund's ability to participate in syndicated deals. 

 Disadvantages

      Political pressure may be present when selecting the private venture capital fund(s) in which the

      state will invest. 

      For profit maximizing funds, the state's economic development policy objectives may be

      undermined by fund managers' focus on maximizing rate of return. 

      Profit maximizing funds tend to focus on specific industries and investment stages, possibly

      leaving many worthy in-state businesses without a source of equity capital. 

      The most experienced private profit maximizing venture capital firms are reluctant to manage

      funds that have geographic or other restrictions on their investments. This may force the fund to

      hire less experienced management and affect the fund's performance. 

      Economic performance of the fund may be limited by state restrictions regarding geographic

      location or characteristics of acceptable portfolio companies. 

      Developmental funds may have difficulty raising private capital because of the need to match

      investors' goals with fund's developmental objectives. 

 Public Policy Options

      Balance requirements to target investments to particular sectors against the private sector's

      reluctance to invest under these restrictions, e.g., require that some percent of investments go to

      specific sectors, while other investments are less restricted. 

      Establish specific qualifications that fund managers must have in order to receive state

      investments, e.g., require that fund managers meet the same requirements that the SBA uses in

      approving SBIC managers. 

      Provide some insulation from political influence by establishing a quasi-public agency that can

      invest state monies in qualified venture capital funds. 

      Choose evaluation criteria that recognize that the economic performance of these funds may be

      constrained by state-imposed restrictions on investments. 

 Certified Capital Companies (CAPCOs)

 Advantages

      Programs capitalized via tax credits, such as CAPCOs, do not require current state budget

      expenditures or bond sales. 

      The actual cost (present value) of the CAPCO program to the state is reduced by the allocation

      of tax credits over a ten-year period. 

      For states that are constitutionally restricted from making direct equity investments, tax credit

      programs may provide the only opportunity for states to support venture capital programs. 

      Political pressure to make investments in specific businesses is diminished (or eliminated)

      relative to publicly funded, publicly managed funds. 

      Political pressure to place state monies in specific private venture capital firms is eliminated

      since the state's role is limited to certifying capital companies. Insurance companies individually

      select in which of the CAPCOs to place their funds. 

      CAPCOs are able to offer higher salaries and benefits, making it easier to attract experienced

      fund managers. 

      Private venture capital funds may be more willing to co-invest with other privately managed funds,

      such as CAPCOs, increasing the fund's ability to participate in syndicated deals. 

 Disadvantages 

      CAPCOs are a relatively costly way of increasing equity capital in the state (See Appendix

      Exhibit 1). 

      Insurance company investors in CAPCOs have reduced incentive to select the most competent

      fund managers since the insurance companies are compensated via an insured debt instrument

      as opposed to compensation based on the CAPCOs investment performance. 

      Reliance on insurance company investments gives existing CAPCOs a significant advantage over

      new CAPCOs when obtaining commitments of capital. This advantage results from their existing

      relationships with the industry and their experience in structuring investment instruments. This

      advantage may inhibit newly formed CAPCOs from participating in the pool of tax credits

      available in a state. 

      CAPCOs tend to invest at the upper end of the size spectrum permitted by state law in order to

      minimize risk and cost; thus, they do relatively little seed or start-up investing. 

      The high state subsidy rate in the CAPCO program lowers the cost of capital for CAPCO funds,

      giving them a competitive advantage versus other in-state venture capital providers. This may

      disadvantage other funds in competing for deals versus CAPCOs and may ultimately discourage

      new venture capital formation in the state. 

      Given the advantage existing CAPCOs have in obtaining new capital commitments, the program's

      profitability encourages such funds to devote resources to lobbying for additional appropriations in

      states with existing CAPCO programs and for new CAPCO legislation in those states where it

      does not already exist. Thus CAPCO resources are diverted from making and monitoring

      investments. 

      CAPCOs are allowed to keep up to 40 or 50% of their funds in secure instruments such as zero

      coupon bonds, in order to guarantee a specific rate of return to their insurance company

      investors, reducing by half the amount of certified capital available for investment at any given

      time. As a result, CAPCOs must roll over their investments quickly to meet the 100% investment

      milestone required for liquidating distributions. 

      The generally large capital appropriations of the CAPCO program may lessen state willingness to

      initiate or support other venture capital programs. 

 Public Policy Options

      Expand qualified CAPCO investors to include corporations and individuals. This encourages

      CAPCO investors to participate as equity rather than debt providers, increases the amount of

      capital the CAPCOs can invest at any given time, and reduces the incentive for lobbying by one

      special interest group. 

      Increase the state's due diligence in certifying CAPCO managers, e.g., require that managers

      meet standards established by SBA for the SBIC program. 

      Encourage new, in-state CAPCOs by expanding the number of qualified investors, providing a

      longer time for fundraising, placing no minimum on certified capital raised, creating a cap on total

      certified capital raised per CAPCO. In addition, allocate tax credits equally among qualified

      CAPCOs, e.g., Louisiana, rather than on a pro rata basis based on insurance company

      commitments per CAPCO, e.g., Florida. 

      Place an annual and total cap on tax credits allocated, for the program as a whole and per

      CAPCO, to limit overall program costs and to encourage the creation of smaller CAPCOs that

      may target earlier stage deals. 

      If the state wants to target investments to particular sectors or stages, require CAPCOs to place

      a specified percent of investments in these targeted areas. 

      Provide for significant state profit sharing in the legislation. 

      Require that 100% of certified capital be invested before liquidating distributions are allowed and

      before voluntary decertification can occur. 

 Table 1. 

 Availability of State and State-Assisted Venture Capital Programs, 1999.

      State

              Publicly Funded/

                 Publicly/

                 Managed

                VC Funds

                            Private and

                           Quasi-Public VC

                          Funds with State

                             Support

                                       State Tax Credits

                                       or Tax Incentives 

                                                   State Sponsored or

                                                    Assisted Angel

                                                      Networks

                                                               State Sponsored or

                                                                Assisted VC Fairs

     Alabama

                                        Did not respond

     Alaska

                               X

                                                        X

                                                                     X

     Arizona

                                                                     X

     Arkansas

                                        Did not respond

    California

                               X

     Colorado

                                        Did not respond

    Connecticut

                   X

                               X

                                                                     X

     Delaware

                               X

                                                                     X

     Florida

                   X

                               X

                                            X

     Georgia

                   X

                               X

                                                        X

                                                                     X

     Hawaii

                                        Did not respond

      Idaho

                                            X

     Illinois

                   X

                               X

                                                                     X

     Indiana

                                        Did not respond

      Iowa

                               X

                                                        X

                                                                     X

     Kansas

                               X

     Kentucky

                                            X

                                                        X

    Louisiana

                               X

                                            X

     Maine

                   X

                                            X

                                                        X

     Maryland

                                        Did not respond

   Massachusetts

                               X

     Michigan

                   X

                               X

                                                        X

                                                                     X

    Minnesota

                   X

                               X

                                                        X

    Mississippi

                                        Did not respond

     Missouri

                                            X

     Montana

                               X

     Nebraska

                                            X

                                                                     X

     Nevada

   New Hampshire

                   X

                                X

                                            X

    New Jersey

                   X

                                X

                                                                     X

    New Mexico

                                X

                                                        X

     New York

                   X

                                X

                                            X

                                                                     X

   North Carolina

                                X

                                            X

   North Dakota

                                        Did not respond 

      Ohio

                                            X

                                                        X

                                                                     X

    Oklahoma

                                X

                                            X

                                                                     X

     Oregon

                   X

                                X

                                                        X

                                                                     X

   Pennsylvania

                                X

                                                        X

                                                                     X

   Rhode Island

                   X

                                            X

   South Carolina

                                                                     X

   South Dakota

    Tennessee

                                        Did not respond 

     Texas

                                        Did not respond 

      Utah

                                X

     Vermont

                                            X

                                                        X

                                                                     X

     Virginia

                                            X

                                                        X

    Washington

   West Virginia

                                            X

    Wisconsin

                                            X

                                                        X

                                                                     X

    Wyoming

 Table 2. 

 Comparison of Key Features of CAPCO Legislation Across States--Passed Legislation

     State

            Total $ Allocated

                        Structure of

                          credits

                                 Who is eligible

                                              Qualified

                                             businesses

                                                       State share in

                                                        distribution

                                                                   Timing of

                                                                  investments

 Florida -

 CS/HB1575

 (passed 1998-99)

            $150 million

                       100% premium

                       tax credit; max.

                       10%/year

                                 Insurance

                                 companies

                                           <200 emp.; 75%

                                           emp. in state

                                                      10% of amt. in

                                                      excess of

                                                      original certified

                                                      capital

                                                                 20% w/in 1 yr.;

                                                                 30% w/in 2 yrs.;

                                                                 50% w/in 4

                                                                 yrs.-50% early

                                                                 stage

 Louisiana

 (passed 1983)

            Unlimited;

            1998-$8 m. cap

            on premium tax

            credits; 1999-$4

            m. cap on income

            tax credits

                       110% premium

                       tax credit; 35%

                       income tax

                       credit; max.

                       10%/year

                                 Insurance

                                 companies;

                                 individuals;

                                 corporations

                                           SBA definition

                                                      None

                                                                 50% w/in 3 yrs. w/

                                                                 30% in qual. bus.;

                                                                 80% w/in 5 yrs.

                                                                 w/50% in qual.

                                                                 bus.

 Missouri

 1. (MO Certified

 Capital Company

 Law, passed

 1997)

 2. (SB 518,

 passed 1999)

            1. $50 million

            1997; $50 m.

            1998; $40 m.

            1999; max. $25

            m./yr./CAPCO

            2. $20 m. (max.

            $4m./yr.)

                       1. 100%

                       premium tax

                       credit; max.

                       10%/year

                       2. 100% tax

                       credit

                                 1. Insurance

                                 companies

                                 2. Any taxpayer

                                           1.<200 emp.;

                                           80% emp. in

                                           state; < $4 m.

                                           revenues

                                           2.start up

                                           businesses w/o

                                           positive cash flow

                                                      25% of excess

                                                      over amt.

                                                      required to yield

                                                      15% IRR

                                                                 1. 25% w/in 2 yrs.;

                                                                 40% w/in 3 yrs.;

                                                                 50% w/in 4 yrs.

 New York -

 Chapter 397 of

 1997 Laws

            $100 million

            (max of $50 m. in

            1999)

                       100% premium

                       tax credit; max.

                       10%/year

                                 Insurance

                                 companies

                                           <200 emp.; 80%

                                           emp. in state;

                                           <$5 m. gross

                                           revenues

                                                      None

                                                                 25% w/in 2 yrs.;

                                                                 40% w/in 3 yrs.;

                                                                 50% w/in 4

                                                                 yrs.-50% early

                                                                 stage

 Wisconsin -

 SB333 (passed

 1997)

            $50 million

                       100% premium

                       tax credit

                       max. 10%/year

                                 Insurance

                                 companies 

                                           <100 emp.; 75%

                                           emp. in state

                                                      None

                                                                 30% w/in 3 yrs.;

                                                                 50% w/in 5 yrs.

 Table 2a. 

 Comparison of Key Features of CAPCO Legislation Across States—Proposed Legislation

    State

            Total $ Allocated

                        Structure of

                         credits

                                 Who is eligible

                                             Qualified

                                            businesses

                                                       State share in

                                                        distribution

                                                                   Timing of

                                                                  investments

 Arizona - 

 SB1415

 (proposed 1998)

           Not specified in

           the draft

           legislation

                       100% premium

                       tax credit; max.

                       10% / year

                                Insurance

                                companies

                                           SBA definition;

                                           headquartered in

                                           state

                                                      None

                                                                 30% w/in 3 yrs.;

                                                                 50% w/in 5 yrs.

 Illinois - 

 HB0144

 (proposed 1999)

           $30 million/year

                       100% premium

                       tax credit; max.

                       10%/year

                                Insurance

                                companies

                                           SBA definition

                                                      None

                                                                 30% w/in 3 yrs.;

                                                                 50% w/in 5 yrs.

 Iowa - 

 HB513

 (proposed 1999)

           $60 million

                       100% premium

                       tax credit; max.

                       10%/year

                                Insurance

                                companies

                                           <100 emp., <$2

                                           m. net income;

                                           75% emp. in state

                                                      None

                                                                 25% w/in 2 yrs.;

                                                                 40% w/in 3 yrs.;

                                                                 50% w/in 4 yrs.

 Kansas - 

 SB315

 (proposed 1999)

           $50 million;

           max. $10 m.

           credit/CAPCO

                       100% premium,

                       income, or

                       privilege tax

                       credit; max.

                       10%/year

                                Person or entity 

                                           <50 emp.; 50%

                                           emp. in state

                                                      25% of excess

                                                      over amt.

                                                      required to yield

                                                      15% IRR

                                                                 25% w/in 3 yrs.;

                                                                 40% w/in 4 yrs.;

                                                                 50% w/in 5 yrs.;

                                                                 70% w/in 7 yrs.

 Michigan -

 HB4137

 (proposed 1999)

           $100 million

                       125% tax

                       credit; 

                       max. 12.5%/yr.

                                Any "taxpayer"

                                           SBA definition

                                                      None

                                                                 25% w/in 3 yrs.;

                                                                 40% w/in 4 yrs.;

                                                                 50% w/in 5 yrs.

 Texas - 

 SB899

 (proposed 1999)

           $100 million

                       100% premium

                       tax credit

                       max. 10%/year

                                Insurance

                                companies

                                           <100 emp.; 80%

                                           in state

                                                      None

                                                                 30% w/in 3 yrs.;

                                                                 50% w/in 5

                                                                 yrs.-50% early

                                                                 stage

 Vermont -

 HBH-113

 (proposed 1999)

           $25 million/year

                       100% premium

                       tax credit

                       max. 10%/year

                                Insurance

                                companies

                                           <$3 m. gross

                                           revenues

                                                      None

                                                                 25% w/in 2 yrs.;

                                                                 40% w/in 3 yrs.;

                                                                 50% w/in 4

                                                                 yrs.-50%early

                                                                 stage

 Table 3. 

 State Allocations of Tax Credits, by CAPCO

         State

                             CAPCO

                                                Total Certified Capital

                                                                    % of Total

 Missouri (total 1997-99

 allocations)

                           Advantage Capital Partners

                                                          $50,685,000

                                                                         36.2

                          Bank One/Gateway Ventures

                                                          $47,395,000

                                                                         33.8

                                   Stifel CAPCO

                                                          $26,941,000

                                                                         19.2

                               CFB Emerging Fund

                                                          $12,525,000

                                                                          8.9

                                 CAPCO Holdings

                                                          $ 2,454,000

                                                                          1.8

 New York (1999-2000

 allocation)

                                Advantage Capital

                                                          $30,912,844

                                                                         32.4

                        NY Small Business Venture Fund

                                                          $30,912,844

                                                                         32.4

                         Banc One Capital Corporation

                                                          $28,281,264

                                                                         29.6

                                 Wilshire Advisers 

                                                          $ 2,673,797

                                                                          2.8

                      Exponential Business Development

                                     Company

                                                          $ 2,673,797

                                                                          2.8

 Florida (1999 allocation)

                      Advantage Capital Florida Partners,

                                         LP

                                                          $81,862,834

                                                                         54.6

                        Banc One Capital Finance, LLC

                                                          $30,753,138

                                                                         20.5

                              Wilshire Partners, LLC

                                                          $37,384,028

                                                                         24.9

 Wisconsin (1999 allocation)

                     Advantage Capital Wisconsin Partners

                                        I, LP

                                                          $16,666,667

                                                                         33.3

                              Wilshire Investors, LLC

                                                          $16,666,667

                                                                         33.3

                      Banc One Stonehenge Capital Fund

                                      WI, LLC

                                                          $16,666,667

                                                                         33.3

 Louisiana (1999 allocation)

                        Stonehenge Capital (Banc One)

                                                          $21,300,000

                                                                         35.1

                                Advantage Capital

                                                          $21,000,000

                                                                         34.6

                                 Wilshire Advisers

                                                          $16,400,000

                                                                         27.0

                                  Source Capital

                                                          $ 2,000,000

                                                                          3.3

 Endnotes

   1.Interested readers may refer to the PriceWaterhouseCoopers Web site (

      http://www.pcwglobal.com ) for results of the National Venture Capital Survey.

   2.Availability of state-sponsored programs varies significantly from one year to the next. For

      example, in 1997, Montana had a state-funded, state managed program and a state sponsored

      private fund. By 1999, state support for both programs had ended. 

   3.See, for example, U.S. Small Business Administration (1985); Fisher (1988); Bingham, Hill, and

      White (1990); Thompson and Bayer (1992); Waddell (1995); Finance Authority of Maine (1995);

      Huntington (1996); Parker and Parker (1998): and Daniels and Lynch (1998). An excellent review

      of earlier literature is provided by Thompson and Bayer (1992).

   4.Information on the Magnolia Venture Capital Corporation came from the Mississippi Legislature

      PEER Committee report (1997).

   5.The following individuals provided information to the research team during the site visits and/or

      telephone interviews:

      IA Product Development Board / IA Seed Capital Corp.: George Lipper

      MN Technology Corp. Investment Fund: Steve Mercil (MIN-Corp.), Catherine Stine (MN

      Technology)

      Small Enterprise Growth Fund (ME): Charles Spies, Theresa Hodge

      CO Rural Seed Fund: Pete Bloomer (CO Venture Management)

      Kansas Venture Capital, Inc.: John Dalton

      Northern Rockies Ventures Fund (MT): Steve Huntington

      OK Capital Investment Board: Michael Tharp

      FL CAPCO: Monique Cheek, formerly Governor's Office

      Mike Ramsden, Department of Banking and Finance

      LA CAPCO: Dennis Manshack, LA Economic Development Corp.

      Mike Williams, LA Economic Development Corp.

      Darin Domingue, Office of Financial Institutions

      Tom Adamek, Banc One / Stonehenge Capital

      MO CAPCO: Bill Borgmeyer, Department of Economic Development

      Stacy Hurst, Department of Economic Development

      Chip Cooper, MO Innovation Center

      Scott Zajak, Advantage Capital Partners

      NY CAPCO: Anna Lemecha, Department of Insurance

      Tim Roche, NY State Senate Information Office

      WI CAPCO: Colleen Holtan, Department of Commerce

      For more information on these site visits or other aspects of RUPRI's Rural Equity Capital

      Initiative, contact Deborah M. Markley via E-mail at dmarkley@nc.rr.com, or contact

      RUPRI at (573) 882-0316.

   6.The OCIB differs from the CAPCO program in that the tax credits are not provided to a third party,

      e.g., insurance companies, in return for investment in a private venture fund, but are used only as

      a guarantee for private capital raised by OCIB.  In addition, the state, through OCIB, exercises

      some control over which private venture funds are selected as partners.

   7.Allocation methods vary by state. For example, in Louisiana, the total pool of premium tax

      credits is divided equally among applicants, with any excess returned to the pool and

      redistributed on a pro rata basis. In Florida, the allocation is based on the percent of the total

      pool that is requested by each CAPCO. As a result, the larger CAPCOs (those who can garner

      larger commitments from insurance companies) are able to obtain a larger share of the total

      credit pool (see Table 3).

   8.The rules guiding the Wisconsin program were approved only recently and three CAPCOs were

      certified in October 1999. As a result, this program is not described in detail here.
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 Appendices 

 Table A1.

 Venture Capital Investments by State, 1998

      State 

      Investments ($ in millions) 

      Percentage of Total

      California

      $5,779.2

      40.6%

      Massachusetts 

      1697.3 

      11.9

      Texas 

      816.4 

      5.9

      New York 

      562.2 

      3.9

      Colorado 

      489.7 

      3.4

      Virginia 

      430.7 

      3.0 

      Washington 

      401.2 

      2.8

      Illinois 

      396.4 

      2.8

      Pennsylvania 

      335.8 

      2.4

      Georgia 

      303.2 

      2.1 

      Florida 

      301.4 

      2.1

      North Carolina 

      300.4 

      2.1

      Maryland 

      297.7 

      2.1

      New Jersey 

      266.0 

      1.9

      Connecticut 

      245.7 

      1.7

      Minnesota 

      229.7 

      2.1

      Ohio 

      173.6 

      1.2

      Arizona 

      141.4 

      1.0

      New Hampshire 

      137.3 

      1.0 

      Missouri 

      130.4 

      1.0

      Michigan 

      114.5 

      0.8

      Alabama 

      76.7 

      0.5

      Tennessee 

      67.5 

      0.5

      District of Columbia 

      66.8 

      0.5

      South Carolina 

      66.1 

      0.5

      Wisconsin 

      61.0 

      0.4

      Utah 

      56.9 

      0.4

      Louisiana 

      47.9 

      0.3

      Idaho 

      41.2 

      0.3

      Kentucky 

      36.6 

      0.3

      Oregon 

      35.1 

      0.2

      Oklahoma 

      31.5 

      0.2

      Indiana 

      25.6 

      0.2 

      Iowa 

      24.2 

      0.2

      Kansas 

      18.1 

      0.1

      Rhode Island 

      13.7 

      0.1

      Delaware 

      10.0 

      0.1

      Maine 

      8.5 

      0.1

      Arkansas 

      7.2 

      0.1

      Mississippi 

      5.0 

      0.0 

      Nebraska 

      4.5 

      0.0 

      Nevada 

      4.2 

      0.0 

      New Mexico 

      4.0 

      0.0 

      Vermont 

      1.4 

      0.0 

      West Virginia 

      1.1 

      0.0 

      Hawaii 

      0.6 

      0.0 

      North Dakota 

      0.5 

      0.0 

      Montana 

      -- 

      -- 

      Puerto Rico 

      -- 

      --

      Total 

      $14,266.1 

      100.5% 

           Source: PricewaterhouseCoopers (1999).

 Table A2. 

 Venture Capital Investments by Industry, 1998

      Industry 

      Investments ($ in millions) 

      Percentage of Total

      Software & Information 

      $4,548.3 

      31.9% 

      Communications 

      3,954.4 

      27.7

      Healthcare Services 

      1,100.9 

      7.7

      Medical Devices/Instruments 

      686.6 

      4.8

      Biotechnology 

      638.5 

      4.5 

      Business Services 

      636.7 

      4.5

      Consumer 

      586.3 

      4.1

      Computers & Peripherals 

      436.6 

      3.1 

      Industrial 

      424.9 

      3.0 

      Distribution/Retailing 

      372.5 

      2.6

      Pharmaceuticals 

      324.7 

      2.3

      Electronics & Instrumentation 

      306.2 

      2.1

      Semiconductors/Equipment 

      226.9 

      1.6

      Environmental 

      13.2 

      0.0

      Other 

      9.4 

      0.0

      Total 

      $14,266.1 

      99.9%

           Source: PricewaterhouseCoopers (1999).

 Exhibit 1

 Comparisons of Costs and Returns to State Treasury of Increasing Venture Capital Investments Through

 Certified Capital Companies versus Public Investments in Private Venture Capital Limited Partnership

 Funds

 I. Introduction

 Many states are investigating alternatives for stimulating venture capital investments in state

 businesses. Among the alternatives considered are: (1) providing tax credit incentives for insurance

 companies to invest in certified capital companies (CAPCOs), and (2) the investment of public monies in

 private venture capital limited partnership funds. Both strategies increase the pool of funding available for

 equity investments in new or expanding businesses. And both strategies may result in increases in

 state employment and income, and new sources of state tax revenues if the investments result in

 sustained business development. Thus similar positive economic development impacts may result from

 either tax incentives for insurance companies (CAPCOs) or direct investment of public funds in private

 venture capital limited partnerships.

 Important differences between the two approaches are the sources of funding and total cost to the state

 budget. For CAPCOs, the principal source of funding is insurance companies, and the cost of the

 program to the state is the present value of future tax revenues lost due to annual tax credits. For public

 investments in private venture capital funds, the cost to the state is the present value of funding invested

 by the state. The cost to the state of the public investments in private venture capital funds will be offset

 to the extent that proceeds from the private venture capital funds are distributed to the state as a limited

 partner in the funds. Alternatively, proceeds from CAPCO’s investments generally are distributed to the

 insurance companies providing funding to CAPCOs and to CAPCO management. Thus the cost to the

 state of the CAPCO alternative is not affected by investment returns unless CAPCO regulations (for

 example Missouri and Florida) stipulate that the state receive a share of the returns.

 The following hypothetical example compares the relative cost to the state treasury of using public

 investments in private venture capital limited partnerships versus CAPCOs assuming no return from

 CAPCOs to the state treasury (Wisconsin model). The second hypothetical example compares the

 relative costs of the two alternatives assuming the CAPCOs distribution to the state is 25 % of the

 excess over the amount required to yield a 15 % IRR including tax credits (Missouri and Louisiana

 model).

 II. Example 1: No Return From CAPCOs to the State Treasury

 A. Assumptions

      1. Public Funding of Private Venture Capital Limited Partnership

           State invests $10,000,000 from current budget allocations. Present value of

           investment equals $10,000,000.

           The state, as limited partner, receives all distributions from the fund up to

           $10,000,000 and 80% of all distributions above $10,000,000 (carried

           interest).

           Distribution of earnings occurs at the end of year 10.

           The discount rate is assumed to be 7% per year.

      2. Public Support Of CAPCOs Through Premium Tax Credits For Insurance Companies.

           CAPCOs raise $10,000,000 in certified capital from insurance companies,

           thus insurance companies are eligible for $10,000,000 in tax credits.

           A maximum of 10% of the tax credits ($1,000,000) is available each year.

           The credits are transferable, thus it is assumed that all credits will be used.

           Tax credits ($1,000,000 per year) are taken at the end of year 2 through the

           end of year 11. The present value of the stream of tax credits (discount rate

           equals 7%) is $6,564,096.

           CAPCOs make liquidating distributions at the end of year 10.

      3. Investment Activities of CAPCOs and Private VC Companies

           CAPCOs and private VC funds invest in similar companies.

           The portfolio companies of CAPCOs and private VC funds have similar direct

           income and employment impacts and similar multiplier effects.

           The portfolio investments of CAPCOs and private VC funds have similar

           impacts on future state tax revenues.

 B. Comparison of Cost Estimates to State Government

      Table A3 provides the costs (or gains) to the state for six hypothetical investment

      situations. In Cases I, II, and III the portfolio value at the end of Year 10 is less than the

      $10,000,000 invested in Year 1. Case IV compares the costs to the state of CAPCOs

      versus the private venture capital option if the portfolio value in Year 10 is equal to the

      original investment of $10,000,000. Cases V and VI provide the net costs to the state

      assuming a 10 % (Case V) or 20 % (Case VI) average annual rate of return on the initial

      $10,000,000 investment.

      The estimates provided in Table A3 indicate that the CAPCO alternative will cost the state

      less than the private venture capital fund alternative if the portfolio investments of the

      CAPCOs and private venture capital funds depreciate significantly. Specifically, if the value

      of the investment portfolio after 10 years is approximately 30 % or less than the original

      investment ($10,000,000), then tax credits to support CAPCOs will cost the state less

      than the direct investment of state monies in private venture capital limited partnerships

      (Cases I and II). Alternatively, if the investments by CAPCOs and private venture capital

      funds depreciate less than 30 % (Cases III and IV), then the state will lose less money by

      directly investing funds in private venture capital funds. The state loses less money under

      the private venture capital fund alternative because these funds return a share of the

      proceeds of their investments to their limited partners. Finally, the state will realize a

      significant positive net return (gain) from its investments in private venture capital funds if

      the annual rate of return on these investments is typical (10 to 20 %) for private funds

      (Cases V and VI). The present value of the cost to the state of the CAPCO alternative

      remains $6,564,096 regardless of the rate of return on CAPCO investments if CAPCOs

      are not required to return a portion of their returns to the state treasury .

 III. Example 2: CAPCOs Return to State Treasury 25% of Distributions Above 15% IRR (including value

 of the tax credits).

 A. Assumptions/Conditions

      1. Public Funding of Private Venture Capital Limited Partnership

           Assumptions for public investments in private limited partnerships are the

           same as those made in Example 1.

      2. Public support of CAPCOs Through Premium Tax Credits for Insurance Companies

           Assumptions for tax credits available ($10,000,000), certified capital raised

           ($10,000,000), and timing of distribution and tax credits are the same as

           those made in Example 1.

           For $10,000,000 in certified capital, a return of $22,787,000 at the end of

           year 10 plus $1,000,000 in tax credits for years 2 through 11 provides an

           IRR of 15%.

           The state treasury receives 25% of CAPCO liquidating distributions above

           $22,787,000.

 B. Comparison of Returns to the State 

      The cost to the state treasury of the two program alternatives (private venture capital

      limited partnership versus CAPCOs with returns to the state) will be the same as in the

      previous example if the fund’s IRRs are less than about 8.5 % (the IRR associated with a

      distribution of $22,787,000 at the end of year 10, excluding value of the tax credits). Thus,

      the following example (Table A4) provides comparisons of present value of costs and

      revenues to the state treasury for programs with IRR exceeding 10 %.

      The cost to the state of a CAPCO program may be reduced by legislating a return to the

      state of 25% of the distributions above that associated with a 15% IRR (including value of

      the tax credits). In the hypothetical example, CAPCOs return $788,250 if IRR = 10%

      (excluding tax credits); $4,415,750 if IRR = 15%; $9,778,250 if IRR = 20%; and

      $17,578,250 if IRR = 25%. Comparisons of the present value of returns to the state with

      the present value of cost of tax credits indicate that the returns will not cover costs if the

      CAPCO realizes an IRR less than 20%. The state treasury will realize returns (present

      value) exceeding costs (present value) only if the CAPCOs realize an IRR on their

      investments exceeding 22%. An IRR above 20% may not be easily attained by CAPCOs if

      a significant portion (30 % to 50 %) of their certified capital is held in zero coupon bonds

      to guarantee the certified capital investments by insurance companies.

      In sum, returns to the state from CAPCO distribution may reduce the net cost to the state

      of a CAPCO program. However, the CAPCO program remains more costly to the state

      than the private venture capital LP option because returns from CAPCO investments are

      realized primarily by the insurance companies and CAPCOs while 80% of the carried

      interest from private LP investments are distributed to the state. 

 Table A3. 

 Present Value of Cost (Revenues) to State Treasury of CAPCOs vs. Private Venture Capital LP Fund

 Option

 CASE I. Portfolio Value of CAPCOs and Private Venture Capital Fund Equals 0 at the end of Year 10.

                            PV Cost

                                            PV Revenue

                                                            PV Net Cost (Revenue)

 CAPCOs

                            $ 6,564,096

                                            0

                                                            $ 6,564,096

 Private LP Fund Option:

                            $10,000,000

                                            0

                                                            $10,000,000

 CASE II. Portfolio Value Equals $5,000,000 at End of Year 10 (50% depreciation in original $10,000,000 invested by the

 state).

                            PV Cost

                                            PV Revenue

                                                            PV Net Cost (Revenue)

 CAPCOs

                            $ 6,564,096

                                            0

                                                            $ 6,564,096

 Private LP Fund Option:

                            $10,000,000

                                            $2,541,746

                                                            $7,458,254

 CASE III. Portfolio Value Equal to $7,500,000 At the End of Year 10 (25% depreciation in original $10,000,000 invested by

 the state).

                            PV Cost

                                            PV Revenue

                                                            PV Net Cost (Revenue)

 CAPCOs

                            $ 6,564,096

                                            0

                                                            $ 6,564,096

 Private LP Fund Option:

                            $10,000,000

                                            $3,812,618

                                                            $6,187,382

 CASE IV. Portfolio Value Equal to $10,000,000 At the End of Year 10 (no depreciation or appreciation on original

 $10,000,000 invested).

                            PV Cost

                                            PV Revenue

                                                            PV Net Cost (Revenue)

 CAPCOs

                            $ 6,564,096

                                            0

                                                            $ 6,564,096

 Private LP Fund Option:

                            $10,000,000

                                            $5,083,492

                                                            $4,916,508

 CASE V. Portfolio Value Increased at an Average Annual Rate of 10% ($10,000,000 x (1.10)10 = $25,937,425). The State,

 as Limited Partner, receives original $10,000,000 investment (PV of $5,083,492) plus 80% of carried interest of

 $15,937,425, (PV of $6,481,419). 

                            PV Cost

                                            PV Revenue

                                                            PV Net Cost (Revenue)

 CAPCOs

                            $ 6,564,096

                                            0

                                                            $ 6,564,096

 Private LP Fund Option:

                            $10,000,000

                                            $11,564,111

                                                            ($1,564,911)

 CASE VI. Portfolio Value Increased at an Average Annual Rate of 20% ($10,000,000 x (1.20)10 = $61,917,364). The state,

 as Limited Partner, receives original $10,000,000 investment (PV of $5,083,492) plus 80% of carried interest of

 $51,917,364, (PV of $21,113,712). 

                            PV Cost

                                            PV Revenue

                                                            PV Net Cost (Revenue)

 CAPCOs

                            $ 6,564,096

                                            0

                                                            $ 6,564,096

 Private LP Fund Option:

                            $10,000,000

                                            $26,197,207

                                                            ($16,197,204)

 Table A4. 

 Present Value of Costs and Returns to State Treasury of CAPCOs vs. Private Venture Capital LP

 Option, CAPCOs Return 25 % of Distributions over 15% IRR

 IV. Summary

 The previous two comparisons indicate that CAPCOs will cost the state treasury less than participation

 in a private venture capital LP if the return on investments is poor. Thus, in retrospect, state involvement

 in a CAPCO program would have been more fiscally prudent than state programs with outcomes similar

 to that of Mississippi’s Magnolia Fund or Colorado’s Rural Seed Fund. Alternatively, the state treasury

 will realize less additional revenue or higher net costs with CAPCOs than participation in private venture

 capital LPs if the return from investments is fair or good. Thus, a program such as Kansas Venture

 Capital, Inc. (IRR around 17% and eventual return of state contribution) will impact the state treasury

 less than a CAPCO program. The cost to the state of a CAPCO alternative can be reduced by

 legislating a return to the state out of CAPCO’s liquidating distributions. However, in the example

 provided here, CAPCOs will need an IRR above 20% before the present value of the return from

 CAPCOs equals the present value of tax revenue lost due to the annual tax credits (assuming the

 Missouri model).

 It is important to note that the above fiscal impact analysis assumes that: (1) the investment

 experiences of CAPCOs and private venture capital LPs were similar and (2) the companies (and their

 employees) in the CAPCOs’ and private venture capital LPs’ portfolios had similar impacts on state

 costs and revenues. If the CAPCOs’ portfolio companies provide more revenue (and/or fewer costs) to

 the state treasury than private venture capital LPs’ portfolio companies, then these secondary fiscal

 impacts should be estimated and included. Secondly, the provided fiscal analysis does not include the

 cost to the state of program oversight for the two program alternatives. State costs associated with

 program oversight should be estimated and included in the comparisons. Thirdly, the previous fiscal

 impact comparison analyzes only the potential impact on the state treasury. The two programs also

 provide potentially different impacts on the state’s long-run venture capital market through the

 development of human capital and infrastructure. These potential long-run impacts need to be factored

 into the decision process when selecting among state program alternatives for stimulating venture

 capital. Fourthly, insurance companies may be eligible for tax credits on their premium tax outside of

 the CAPCO program. Thus, the cost to the state of CAPCOs (lost tax revenue) will be less if insurance

 companies use CAPCO tax credits in place of an alternative tax credit. Finally, as noted earlier, the two

 programs provide different advantages and disadvantages with respect to insulation from political

 interference, targeting investments, and appropriate incentive structure. Consideration of relative

 advantages and disadvantages should be included in program selection along with potential fiscal

 impacts.
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