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To Members of the 103™ Legislature of the
State of Nebraska:

We are pleased to submit this report, Research and Analysis of Best Practices with State Venture
Capital Programs and Recommendations to Support and Increase Venture Capital in the State of
Nebraska. With guidance from Dan Hoffman and the team at Invest Nebraska, we designed this
report to serve as a reference tool for Legislators evaluating venture capital initiatives as a
component of more general job creation economic development initiatives.

In a portfolio of state-sponsored economic development programs, initiatives that support high-
potential small businesses from the earliest stage of conception complement more traditional
company recruitment and retention initiatives. They support the spirit of innovation and the kind of
entrepreneurial optimism that drives perceptions about the quality of life and business climate in
regional economies.

Figuring out how to provide greater accessibility to venture capital investors is an essential task for
the developers of regional innovation ecosystems. Over the past 20 years, many states have
experimented with various approaches to increasing venture capital accessibility. We were asked to
author this report due to our extensive knowledge and experience working with state-sponsored
venture capital initiatives.

Ultimately, there is no single approach that works for all states, and measuring or projecting
outcomes for venture capital initiatives is an inexact science. Consistent with the nature of the
subject, this report includes many of our opinions for which we are solely responsible. We hope this
report contributes to the better understanding of state venture capital initiatives. We would
welcome an opportunity to answer questions or elaborate on our perspectives upon request.

Sincerely,

Cromwell Schmissens rtc

Cromwell Schmisseur LLC
Brentwood, Tennessee
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I. Executive Summary

Venture capital represents a specialized niche of private equity investing within the financial services
industry. In the U.S., the venture capital industry is highly concentrated, with 50% or more of the
nation’s venture capital supply invested in small businesses in a single state.!

Venture capital is used to finance a very small number of “high-potential” small businesses. Less than
5% of the 2 million businesses created in the U.S. every year are likely even interested in venture
capital investment, were it available to them.’ Most small businesses secure capital from the
company founders, friends and family, credit card loans and banks (assuming the borrower has
personal assets for collateral) to cover startup costs. Some entrepreneurs operate business models
that require little to no start-up costs and can attract paying customers to finance growth.

While all states in the U.S. have banks serving the needs of small business customers, many states
like Nebraska have very few, if any, resident venture capital funds capable of investing significant
amounts of capital in high-potential small businesses. In Nebraska, the rate of venture capital
investment per capita is a small fraction of the national per capita average.

Nebraska is a great state for starting, operating and growing a business. It is the home of five
Fortune 500 companies. In 2014, CNBC ranked Nebraska as the 4™ best state in the country for doing
business. If Nebraska doesn’t have a lot of venture capital, does it really matter?

% ¥ %k 3k k

The authors of Legislative Bill 1114 were convinced that it matters enough to appropriate state funds
for “research, analysis of best practices in other states, and... recommendations on ways to support
and increase venture capital in Nebraska.” This report, prepared for Invest Nebraska, is intended to
partially satisfy this legislative mandate.

The short answer is, “Yes, it matters.”

The majority of job creation in the U.S. comes from “young businesses” — those that are less than 5
years old." The high-growth business stars emerging from the upstarts are more often than not
backed by venture capital investors. Far beyond the potential for vast job creation and the standard
economic multipliers derived from employment, small businesses with the potential to transform
global economies also carry the potential to create substantial, transformational wealth for its
founders, employees and investors. Job creation sustains regional economies. Wealth creation
transforms regional economies, creating greater demand for products and services and a new
generation of investors and philanthropists.

Economic development is an area where perceptions heavily influence reality. Regions with small
amounts of venture capital under management and minimal venture capital investment activity will
be perceived as regions to avoid for entrepreneurs with high-growth aspirations. There will likely be
entrepreneurs who persist and find success in the region, but there will be others who want to stay
but are forced by business realities to seek success elsewhere.

©Cromwell Schmisseur LLC 2014 1



I. Executive Summary

Perceptions about a region’s innovation ecosystems can be improved with support from effective
state initiatives. An attractive entrepreneurial environment is primarily about culture and capital,
and through targeted economic development programs, regions with adequate innovation capacity
can effectively address both of these shortcomings at realistic scale.

The goal should not be to become “the next Silicon Valley” or to create some branded variation for
marketing purposes. The goal is to effectively manage addressable factors that currently impair the
accessibility of venture capital for the region’s future transformational companies.

Eventually, the “supply side” of venture capital must be addressed. Regional innovation ecosystems
benefit from having multiple venture capital funds backed by institutional investors actively working
in the region. Professional venture capital investors form national networks and collaborate in
evaluating high-potential companies, syndicating investment rounds and preparing companies for
larger investments or acquisitions at higher valuations. Active and nationally-respected venture
capital investors are a necessary ingredient for any innovation ecosystem to reach its true economic
development potential.

While government programs can play a role in providing venture capital funds an opportunity to
develop a successful track record of investing, governments cannot simply “fix” supply side issues by
creating large pools of capital for investment in regional funds. Billions of dollars of taxpayer funds
have been invested by other states to “support and increase venture capital” and leverage
investments in innovation infrastructure for economic development outcomes. Unfortunately for
taxpayers and entrepreneurs, a significant number of these initiatives failed because they were
poorly designed, were not given adequate time to mature, and/or were not appropriately attuned to
market realities that doomed the initiatives to fail.

In the near term, much can be accomplished with relatively small economic development program
investments. The most important near-term objective is to support the state’s innovation ecosystem
by increasing the demand for venture capital investment and creating a foundation for future
programs that effectively address issues pertaining to the supply side of venture capital.

The Nebraska Business Innovation Act created a portfolio of programs with the potential to increase
the supply of innovation into the state’s regional entrepreneurial ecosystem and to increase the
number of new businesses started with the potential to raise venture capital. In our opinion, these
programs are necessary, but not sufficient by themselves, to support and increase venture capital
investment in Nebraska.

k* ¥ %k %k k
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I. Executive Summary

This report identifies 5 key takeaways for Legislators to consider when developing any venture capital
initiative:

1. State funding for venture capital initiatives should be allocated exclusively to efforts that “prime
the pump” for innovation and private investment. This is accomplished by seeding high potential
companies for angel investor co-investments and increasing the supply and accessibility of early
stage, equity-based venture capital. State incentives for later stage venture capital are generally
not addressing market inefficiencies and have greater risk of competing with private interests.

2. Aventure capital initiative should include a “portfolio” of investments that is judged over a long
period of time. Champions of legislative initiatives should be prepared to defend the portfolio of
programs for at least 10 years, even if the early returns from some investment initiatives look

unsuccessful.

3. One “yes” trumps a dozen rejections. Just because a small number of venture capitalists pass on
an investment doesn’t mean that the small business can’t or won’t be successful. Networks to
connect entrepreneurs with venture capital need to be substantial in scale. True “access” to
venture capital in a state like Nebraska requires a combination of sophisticated angel investors,
resident venture capital investors, and an intentional, strategic effort to facilitate local
entrepreneurs connecting with venture capital investors nationally and even globally.

4. Active early stage venture capital investors play an essential role in regional innovation
ecosystems. They effectively educate the region’s innovators and entrepreneurs about the
venture capital investment model and provide role models, mentors and other intangible
benefits for entrepreneurs and early stage investors that cannot be replicated solely by angel
investors and later stage venture capital funds.

5. Job creation is a lagqging indicator of economic growth. Robert Louis Stevenson famously wrote,
“Don’t judge each day by the harvest you reap but by the seeds you plant.” In the near term,
programs like the Nebraska Business Innovation Act should be compared to “best practices” from
similar programs. Over time, leading indicators such as R&D investment and venture capital
investment should be the measures by which Technology Based Economic Development (TBED)
and venture capital initiatives are measured.

k* %k ¥ % k
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I. Executive Summary

To support and increase venture capital investment in Nebraska, Cromwell Schmisseur recommends
the following:

“;

1. Consistently support the state’s “innovation farm system” through long-term (i.e., more than 10
years) and increasing financial support of programs launched by the Nebraska Business
Innovation Act. These programs provide small prototype grants, convertible debt and equity
investments and R&D grants. They rarely demonstrate immediate job creation or windfall
investment gains but fundamentally and profoundly support the state’s innovation ecosystem
and will produce “but for” impacts if the state support is consistent and structurally sound.

The rate of state investments in similar programs across the U.S. has varied significantly. Too
little funding produces insignificant results; too much creates opportunities for waste. Based on
Nebraska’s population and research base, combined with our cumulative knowledge and
experience working with state programs in the technology-based economic development
industry, we recommend annual funding in the range of $8-12 million for the current portfolio of
Nebraska Business Innovation Act programs.

2. Create a specialty function within, or sponsored by, the Nebraska Department of Economic
Development to actively promote and recruit venture capital and private equity investment in
Nebraska small businesses. Economic development organizations can do a lot at the margins of
deals to facilitate investments without directly investing in the deals. Many existing state
incentives could be packaged to lure a growing venture-backed company to relocate. Moreover,
west coast and east coast venture capital funds will often take a look at investment opportunities
they might not otherwise see as a courtesy to their Nebraska-based limited partner investors.
Sometimes all it takes is the right person to know and how to ask, or someone with enough
knowledge of existing state incentives to package them for high-growth small businesses.

3. Anticipating success with the Nebraska Business Innovation Act programs, begin planning for a
state-sponsored “fund-of-funds” venture capital program that includes a focus on financing
“emerging managers” of venture capital funds based in Nebraska. Any state-sponsored venture
capital initiative should adhere to four key principles:

a. Programs should be capitalized efficiently;

b. Managers should be selected competitively;

c. Scope of investments should be restricted to a stage of investing not reasonably served
by private investors; and

d. State should have similar financial interests in investments made as private investors.

Consistent with these principles, Nebraska could develop a fund-of-funds model that attracts
interest from respected investment managers while also supporting new or emerging Nebraska-
based venture capital funds managed by professionals with existing relationships in prolific
venture capital networks. The economic development goal is for the region to build credibility
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I. Executive Summary

with regional and national investors as a location capable of generating competitive investment
returns. A longer term objective is to build additional in-state investment capacity by helping
emerging managers develop a successful track record of investing so that they will be more
competitive when pitching institutional fund investors for future capital investments.

k* %k ¥ %k k

Transformational economic development outcomes are neither fast nor cheap nor guaranteed. It can
be highly counterproductive for sponsors of technology-based economic development initiatives to
embrace unrealistic expectations.

The goal of any state-sponsored economic development goal should be to reach a future reality
where state intervention is no longer required. When Nebraska-based innovators can raise venture
capital funding as readily as similarly-situated entrepreneurs anywhere in the world, then there will
be no need for further investments of taxpayer funds.

Realistically, this is a 20-year goal. Our industry knows much more today than it did when the first
experimental programs were developed in the 1980s. Increasingly, the federal government is co-
investing in state-sponsored initiatives with similar goals." All factors considered, the timing is right
for states to increase their investments in state-sponsored venture capital initiatives.

For illustration purposes, the following chart shows a progression of the annual rate of state
expenditures over a 20-year period with the potential of achieving transformational outcomes for the
Nebraska economy. Importantly, it should be noted that the indirect economic development returns
from Phase 1 and Phase 2 programs combined with direct financial returns from a successful fund-of-
funds could dramatically lower the net fiscal impact to the state from operating successful programs.

Annual 520
Rate of 518
State 516
Support 514
[Smillions) 512
510
S8
56
4
52
Phase 1: Nebraska Phase 2: Expanded Phase 3: Add State- Phase 4: Scale Back to
Business Innovation Support for NBIA Sponsored Fund-of- Opportunistic
Act, 2011-14 Programs, 2015-16 Funds Venture Capital Initiatives As Long-
Program, 2017-2029 Term Goals are

Achieved, 2030-
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Il. Venture Capital: What It Is and Why It’s Important for Innovation Ecosystems

Ill

The term “venture capital” is often misunderstood, and at times misrepresented, to state legislators.
Understanding what venture capital is —and what it isn’t — is critical to designing state policy that
attracts the right inputs to the state. Following are five key elements from a widely-cited definition of
venture capital', with commentary:

1. Venture capital (VC) is financial capital provided to early-stage, high-potential, growth
startup companies. The typical venture capital investment occurs after the seed funding round as
the first round of institutional capital to fund growth (also referred to as Series A round) in the
interest of generating a return through an eventual realization event, such as an IPO or trade sale
of the company.

4 Venture Capital Public Markets

Founders, Strategic Investors »
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( t Secondary
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The first observation is that venture capital is not pre-seed, angel and most often not seed capital.
Pre-seed capital includes research funding or grants used to develop an innovation or prove that it
works. Seed capital, often provided by angel investors, government supported seed funds (like
Nebraska’s Business Innovation Act) and at times specialized investment funds, is generally used to
cover business start-up costs and begin operations to prepare for customer acquisition.

“Angel investors” is the term for individuals investing personal capital in small businesses. Active
networks of angel investors are critical to the development of high-potential companies that attract
venture capital investment. Many state technology-based economic development (TBED) initiatives,
such as the 2011 Nebraska Business Innovation Act, are effective in increasing the flow of innovation
from scientists and inventors into small businesses. Accelerators are also value creators in an
innovation ecosystem, as they help first-time entrepreneurs position their innovations for angel
capital investments and potentially venture capital as they meet early development milestones.

The second observation is that “later stage” venture capital does not truly align with the spirit of the
definition of venture capital. There is a reasonable supply of later stage venture capital available to
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Il. Venture Capital: What It Is and Why It’s Important for Innovation Ecosystems

companies anywhere in the U.S. that have survived the most challenging early development stages.
Many later stage venture capital investors require small businesses to have at least $5 million of
revenue and positive cash flows from operations to even consider them for an investment.

Regions with a reasonable supply of or access to early stage venture capital (Series A and B) have
little trouble attracting later stage investment. Regions that focus on attracting later stage venture
capital without a reasonable supply of or access to early stage venture capital are surprised and then
disappointed when the later stage investors complain that the region lacks quality deal flow.

Key takeaway for Legislators: State funding for venture capital initiatives should be allocated
exclusively to efforts that “prime the pump” for innovation and private investment. This is
accomplished by seeding high potential companies for angel investor co-investments and increasing
the supply and accessibility of early stage, equity-based venture capital. State incentives for later
stage venture capital are generally not addressing market inefficiencies and have greater risk of
competing with private interests.

2. A venture capital fund earns money by owning equity in the companies it invests in, which
usually have a novel technology or business model in high technology industries, such as
biotechnology and IT. Venture capital is a type of private equity investment.

The mindset of a venture capitalist making equity investments is completely different than the
mindset of a banker lending capital through a rules-based decision process to small businesses. A
banker’s primary mission is to lend money to borrowers that are virtually guaranteed to pay them
back. They typically look for small businesses with assets for collateral, two or more years of
operations with positive cash flows demonstrating an ability to service the debt, and owners with
personal assets and a willingness to personally guarantee repayment. Whether a small business is
wildly successful or merely able to survive, the end result is the same for a lender. If one out of
twenty small businesses receiving loans from a bank fails to repay its loan, the banker will not make a
profit on its portfolio.

A venture capitalist’s mission is to generate financial returns for Limited Partner investors by helping
a small number of high potential small businesses achieve their full potential. A portfolio of venture
capital investments will generally include several complete write-offs — failed investments that with
the benefit of hindsight may appear foolish and wasteful of investor capital. However, by fully
participating in the upside of successful businesses through equity ownership, venture capital funds
have the potential to generate substantial returns for investors from just one or two highly successful
investments.

To illustrate a highly successful venture capital fund, consider the published results of the first Kleiner
Perkins (KP) venture capital fund, which invested just over $7 million in 17 companies, primarily
during a four year investment period from 1973-77."1

©Cromwell Schmisseur LLC 2014 7



Il. Venture Capital: What It Is and Why It’s Important for Innovation Ecosystems

KP First Fund (1972-1984)
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Seven investments completely failed. 41% of the small businesses and 36% of the fund’s capital

yielded a 90% loss. KP invested 6% of its capital in a small business that repaired athletic shoes. This
investment was made at a time when Nike was still a development stage company just up the
coastline. Another 6% of its capital was invested in a small business developing word processing
systems with an 8-year head start on the Microsoft development team that created Microsoft Word.
This investment yielded just 22 cents on the dollar. 14% of its capital was invested in a waste
treatment system developer — not exactly a prototypical Silicon Valley investment. Two failed
investments were probably just ahead of their time, as technologies related to light-emitting diodes
and speech recognition systems have become commercially viable much more recently.

A reasonable investor in the first KP fund would not dwell on the seven failed investments and the
loss of 90% of the $2.5 million invested in those companies, because eight investments yielded $18.6
million of returns on $2.8 million invested. Combined with the losses, the “solid hits” from the
portfolio yielded a “3.5X” return on $5.3 million invested over a 12-year period. These results alone
would likely have earned KP an ability to raise a second fund of greater value from institutional
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Il. Venture Capital: What It Is and Why It’s Important for Innovation Ecosystems

investors.

But the first KP venture capital fund is legendary for the two “grand slam” investments in its
portfolio. A large equity $1.5 million investment in Tandem, a computer company that was eventually
acquired by Compagq (which in turn was acquired by HP), eventually returned $152 million to KP. And
a small $200k equity investment in biotechnology pioneer Genentech eventually returned $47 million
to KP investors.

So despite its unproductive investment in an athletic shoe repair company and a number of other ill-
timed bets, the venture capitalists with the first KP fund became legends in Silicon Valley for
generating a 51% IRR on its first $7 million fund. The firm’s “carried interest” on the fund likely
enabled them to personally share more than $40 million of profits. The “limited partner” investors,
possibly pension funds benefiting school teachers or state employees, or possibly a university
endowment using a portion of investment proceeds to offer scholarships or recruit research faculty,
likely earned $175 million on $7 million invested.

Key takeaway for Legislators: A venture capital initiative should include a “portfolio” of investments
that is judged over a long period of time. Champions of legislative initiatives should be prepared to
defend the portfolio of programs for at least 10 years, even if the early returns from some
investment initiatives look unsuccessful.

3. In addition to angel investing and other seed funding options, venture capital is attractive
for new companies with limited operating history that are too small to raise capital in the public
markets and have not reached the point where they are able to secure a bank loan or complete a
debt offering. The challenge is that investment decisions are highly subjective, and even seasoned
venture capital investors are often wrong.

Venture capital investors can surprise entrepreneurs unfamiliar with the venture capital investment
model when they tell the entrepreneurs that their targeted “market isn’t big enough” to warrant
further consideration. Decisions about venture capital investments are highly subjective compared to
bank lending decisions that are based largely on quantitative data, and venture capitalists are very
often wrong in their early judgments. In fact, the most successful venture capitalists have the self-
confidence for self-deprecation when they share information about the investments they didn’t
make. For example, the highly regarded and successful Bessemer Venture Partners, a firm that made
highly profitable investments in startups like Skype, LinkedlIn, Pinterest, Yelp and Staples, shares its
misjudgments on the “anti-portfolio” page of its website — stories of passing on opportunities to
invest in Apple, eBay, Google, FedEx, Intel, Intuit, PayPal and Cisco.

Key takeaway for Legislators: One “yes” trumps a dozen rejections. Just because a small number of
venture capitalists pass on an investment doesn’t mean that the small business can’t or won’t be
successful. Networks to connect entrepreneurs with venture capital need to be substantial in scale.
True “access” to venture capital in a state like Nebraska requires a combination of sophisticated angel
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Il. Venture Capital: What It Is and Why It’s Important for Innovation Ecosystems

investors, resident venture capital investors, and an intentional, strategic effort to facilitate local
entrepreneurs connecting with venture capital investors nationally and even globally.

4. In exchange for the high financial risk that venture capitalists assume by investing in
smaller and less mature companies, venture capitalists usually get significant control over company
decisions, in addition to a significant portion of the company's ownership (and consequently value).

You see this on Shark Tank all the time — the delightful but naive small business inventor with a great
product invention but woefully inadequate high-growth business experience and possessing a fatal
reluctance to give up control of the company. Venture capitalists that have been investing long
enough will have at least one story of a promising company that failed due to a fatal lack of self-
awareness of the founder.

Silicon Valley has hundreds of stories of entrepreneurs that scuttled their businesses with self-
inflicted wounds, but a key difference between Silicon Valley and areas with limited access to venture
capital investors is the socialization of the venture capital investment model. A faculty inventor at
Stanford will know a dozen colleagues with experience licensing technologies to startups or even
taking a leave of absence to launch a startup and raise venture capital. They have peers driving really
nice cars that ended up with just 1.5% of a company that sold for $400 million. You don’t need to
explain to a Silicon Valley entrepreneur that a small piece of a really big pie can produce a life-
changing event.

Key takeaway for Legislators: Active early stage venture capital investors play an essential role in
regional innovation ecosystems. They effectively educate the region’s innovators and entrepreneurs
about the venture capital investment model and provide role models, mentors and other intangible
benefits for entrepreneurs and early stage investors that cannot be replicated solely by angel
investors and later stage venture capital funds.

5. Venture capital is also associated with job creation, the knowledge economy, and used as a
proxy measure of innovation within an economic sector or geography. According to the National
Venture Capital Association, 11% of private sector jobs come from venture backed companies and
venture backed revenue accounts for 21% of US GDP.""

In economic development, perceptions matter. Regions known for innovation ecosystems with
reasonable access to venture capital will be more likely to recruit or retain companies known for
innovation. They will be more likely sustain a large class of creative, self-employed professionals
working with multiple startups as independent contractors while perpetually developing their own.
When new breakthrough companies emerge in their regions hundreds or even thousands of high-
wage jobs, they will likely point to venture capital financing as integral to their successful
development. Regions without reasonable access to venture capital may learn about graduates from
their colleges that moved to other regions before finding entrepreneurial success.
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Although the venture capital industry can clearly point to large employers that emerged from early
development stages with venture capital backing, the industry suffers by comparison from the
immediacy of job creation resulting from established company relocations or expansions. Most
venture capital does not translate immediately into new jobs but may be used for contract
development, intellectual property development, marketing and other business development
activities with mostly indirect employment outcomes not even tied to the region. When the primary
measure is job creation relative capital invested, near-term results will mostly likely fall short of
expectations.

On the other hand, venture capital investment offers the potential for local wealth creation that
traditional economic development programs cannot match. When a mature, public company
negotiates major tax incentives to build a manufacturing plant with 1,000 employees, incremental
wealth created for the company from the profits of the new plant will accrue to the company’s global
shareholders. When a local startup supplements employee compensation with “stock options” and
then finds breakthrough success, the wealth created will largely be shared by the founders, investors
and employees. Despite a number of significant business recruitment successes, the single greatest
economic driver for vibrant “technopolis” known as Austin, Texas was the creation of more than
2,000 “Dellionaires” in the 1990s. Job creation sustains regional economies. Wealth creation
transforms regional economies, creating greater demand for products and services and a
generation of investors and philanthropists.

Key takeaways for Legislators: Job creation is a lagging indicator of economic growth. Robert Louis
Stevenson famously wrote, “Don’t judge each day by the harvest you reap but by the seeds you
plant.” In the near term, programs like the Nebraska Business Innovation Act should be compared to
“best practices” from similar programs. Over time, leading indicators such as R&D investment and
venture capital investment should be the measures by which Technology Based Economic
Development (TBED) and venture capital initiatives are measured.
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lll. Overview of State Experiments with Innovation, Entrepreneurship and Venture Capital Programs

Advocates of limited government have no shortage of failed government programs to point to as
case studies for why government should only intervene in free markets when absolutely necessary.
Even when the evidence of inefficient capital markets is overwhelming — and Nebraska consistently
performing 90% below the national per capita average for venture capital investment is
overwhelming evidence — government leaders need to be cautious about the programs they design
to ensure that they first and foremost “do no harm.” Besides wasting taxpayer funds, faulty program
designs can interfere with the economics of transactions that would likely happen without
government stimulus, and they can deprive resident investors from providing capital to private
companies on reasonable terms when faced with government-subsidized competition.

A. What Can Go Wrong with State Innovation, Entrepreneurship and Venture Capital Programs?

At the state level, where most government supported venture capital programs are initiated, the
impacts of poorly designed programs can have disastrous results. Some of the worst cases —
Louisiana’s certified capital companies (CAPCO) program and Hawaii’s high technology investor tax
credit — resulted from uncapped tax credits exploited by opportunistic applicants to the tune of
$600+ million™ and $1+ billion* of foregone state tax revenue, respectively. It is reasonable to expect
that state financial commitments of that size would have created a lasting legacy of private venture
capital investors able to sustain funds without public funding, but in fact, the residual value from
poorly designed programs is surprisingly small, with Louisiana reporting $14.8 million of venture
capital investment in 2013 and Hawaii just $2.5 million.*

In 2009, Harvard Business School professor Josh Lerner published Boulevard of Broken Dreams: Why
Public Efforts to Boost Entrepreneurship and Venture Capital Have Failed — and What to Do About It.
The thesis of the book is not “don’t do it” but rather “do it right.” However, the case study method of
learning requires looking at failures first to learn important lessons on government interventions.

Lerner notes that initiatives can fail due to either “conceptual” or “implementation” issues.”"
Frequently encountered issues mentioned by Lerner include:

e Timeframe — many states have abandoned initiatives after a few years, failing to realize the
economic reality that venture capital programs take many years to produce measurable results;

e Scope — many state initiatives are either too small to produce a measurable impact or so large
that they overwhelm private sector efforts;

e Awareness — many state programs overreach and attempt to make a market where the private
sector is uninterested in participating;

e Fairness — whereas the private sector obsesses over incentive programs to ensure that
performance is rewarded for results, many state programs reward program participants for

©Cromwell Schmisseur LLC 2014 12



lll. Overview of State Experiments with Innovation, Entrepreneurship and Venture Capital Programs

suboptimal behavior (such as double-dipping on government incentive programs), creating
situations where the program fails to achieve objectives while the participants are handsomely
rewarded;

e Evaluation — many programs reward participants for being adept at procuring public funds rather
than being those with the greatest potential to deliver transformational results; and

e Geography — many programs fail to recognize that venture capital is a national if not global
industry, and that policies designed to restrict movements of capital or firms post-investment can
deter the important bottom line financial performance of programs.

Of these issues, we have observed some of the most significant design flaws fall under the “fairness”
category and the most significant implementation flaws relate to the “evaluation” category.

1. Programs that reward investors with a tax credit for merely making an investment do not align
investor interests with taxpayer interests. When a tax credit is issued to an investor, the state’s
direct financial “cost” is fixed at the amount of the tax credit and the amount of its direct
financial return is fixed at zero. Proponents argue that the state benefits indirectly from jobs and
wealth created. The problem is that direct-to-investor tax credit programs do not tie the value of
tax credits to the results of the investment for the state. Furthermore, there are no effective
controls to prevent tax credits for being awarded for investments that would have been made
with or without the incentive. If taxpayer funds are effectively used as investment capital,
whether in a fund or a small business, then state government should retain its right to receive its

share of the direct financial returns from that investment.

2. Programs should require subjective investment evaluations by independent experts and
empower independent boards to make investment decisions. The highly subjective nature of
investment decisions — whether choosing fund managers or evaluating small businesses for an
investment — will create perceptions of political influence, real or imagined, if government
officials are directly involved. Investment decisions should be made following a comprehensive
due diligence process which would include private co-investors, and should be made by

independent, qualified professionals vested with the authority to make the final decisions on
how taxpayer funds are invested.

3. Too many programs “talk like venture capitalists” and “walk like bankers.” From our earlier
definition, venture capital is equity capital provided to early-stage, high-potential, high-growth
startup companies. The typical venture capital investment occurs after the seed funding round as
the first round of institutional capital to fund growth (also referred to as Series A round) in the
interest of generating a return through an eventual liquidation event, such as an IPO or trade sale
of the company. If the policy goal is to support and increase venture capital in the state, then
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program designers need to ensure that bona fide venture capital funds participate, and that they
are restricted to making bona fide venture capital investments.

B. What Can Go Right with State Innovation, Entrepreneurship and Venture Capital Programs?

Fortunately, there are many examples of states that have operated successful TBED programs
inclusive of venture capital initiatives, but even the managers of those initiatives are looking to tweak
the formula or improve their models. As Dr. Lerner concedes, “Our understanding of the ideal
policies to promote new ventures is still at an early stage. But the desire for information on how to
encourage entrepreneurial activity is very real.”

Two highly-regarded TBED programs with a record of successfully investing public funds directly into
small businesses are the Maryland Venture Fund (MVF) and the Ben Franklin Technology Partners
(BFTP) in Pennsylvania.

MVF primarily invests alongside seed and early stage investors and facilitates relationships with
venture capital funds for follow-on financing rounds. Seeded $25 million of state capital for its initial
fund, MVF investments have returned $68 million of proceeds on $52 million of investments in 114
companies, all while creating substantial indirect economic benefits for the state. X With its
credibility established with public and private leaders, the Maryland Department of Economic
Development supported the 2012 legislative effort to create the $100 million Invest Maryland
program, which added $21 million to MVF and created a $56 million fund-of-funds program managed
by the newly created Maryland Venture Capital Authority.

In Pennsylvania, BFTP has a 30-year track record of providing pre-seed, seed and early stage capital
and business development assistance to high-potential early stage companies. With a consistent
methodology of serving “clients” through four regional offices, BFTP is able to show that companies
seeking its assistance generally outperform peer companies, producing $3.60 of incremental tax
revenues to the Commonwealth for every $1.00 of taxpayer funds invested to provide BFTP support
services.® Many of the BFTP assisted companies fail because they work with startups at the earliest,
riskiest stages of development; however, there have been several that have grown into extraordinary
companies long after BFTP received a return on its investment. For example, in 2013, ViroPharma, a
Pennsylvania-based pharmaceutical company, was acquired for $4.2 billion.® Founded in 1994,
ViroPharma received a $50,000 investment from BFTP in 1995.*Vi

Like MVF, BFTP has supported its state’s experiments with various programs including a couple of
venture capital programs. In 2013, BFTP supported the development of a $100 million Innovate in PA
initiative that, starting in 2015, will provide incremental funding for BFTP operations and fund the
development of a $35 million fund-of-funds venture capital initiative.

Massachusetts is another state that has operated a successful venture capital program. Although this
state is the #2 state in the nation in terms of total venture capital investment and #1 in per capita
venture capital investment, the state has recognized that even prolific financing markets for early
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stage companies can produce market gaps that undermine the state’s innovation ecosystem. Key
success factors for the Massachusetts Technology Development Corp. (MTDC) include:*it

e Exclusive focus on viable companies in market gaps. Perhaps tempered by its prolific investing
environment, MTDC is restrained from co-investing in the most lucrative deals that private capital
readily serves, but it also expects to make a profit on its investments and will not invest in
companies that fail to meet its rigorous due diligence tests.

e Investing in industries overlooked by or out-of-vogue with venture capital. Many for-profit
venture capital funds are as concerned about timing the market as they are concerned with
finding high-potential companies. There can be big picture issues, such as Wall Street trends in
the “IPO” market (initial public offering), or FDA trends related to the regulatory costs and
hurdles of bringing new drugs or medical devices to market. MTDC is more likely to sit out the
next social media business model for an investment in a clean energy startup, even as that
market has recently cooled.

e Backing less experienced entrepreneurs. MTDC recognizes that every great entrepreneur was at
some point a first-time entrepreneur. Many venture capitalists greatly prefer working with
experienced entrepreneurs, recognizing that while many entrepreneurs learn from previous
failures, they would prefer those failures to have been financed with someone else’s capital.
While not measured by any known methodology, anecdotally we understand that serial
entrepreneurs are economic development dynamos that can produce a generation of economic
benefits long after the first venture. Giving first-time entrepreneurs the capital and support for
the opportunity of success can build great loyalty to the region and help retain economic benefits
related to a lifetime of future ventures.

Over 30+ years of investing, MTDC reports a 16.5% internal rate of return on its investments, which is
lower than the venture capital industry rate of 21.7% over the same period of time. MTDC attributes
its sub-average ROI to its focus on investing in market caps and backing companies that are struggling
to raise capital rather than those whose offerings are oversubscribed with private venture capital.

C. State Experiments with Innovation and Entrepreneurship Programs

Regional innovation ecosystems vary greatly from state to state, making it impractical to forecast
whether a specific program model working well in one state would have comparable success in
another. The best approach is to begin with a detailed assessment of a regional ecosystem’s assets
and deficiencies to determine where government stimulus is most needed.

The State Science and Technology Institute (SSTI) has a dated (2006) but still relevant report, “A
Resource Guide for Technology-Based Economic Development: Positioning Universities as Drivers,
Fostering Entrepreneurship Increasing Access to Capital,” which provides a wealth of information
about various state program experiments.**
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According to SSTI, there are five key components to a high-performing technology-based economy:

AW

A research base generating new knowledge;
Mechanisms for transferring knowledge to the marketplace;
An entrepreneurial culture;
Sources of risk capital; and
A technically-skilled workforce.

The following table expounds on these five components and describes how state programs can be
designed to support a state’s innovation ecosystem:

Component

Key Elements

Key Metrics

State TBED Programs

Research base

Tier 1 research universities, non-profit
research institutions, medical schools and
teaching hospitals, corporations with
significant R&D expenditures, and small
businesses competing for SBIR grants.

Per capita R&D
expenditures;
eminent scholars; per
capita patents issued;
SBIR grants received

Eminent Scholars
programs; State R&D
tax credits; technical
assistance for SBIR
applications and
matching grants

Knowledge transfer

University and research institution programs
and policies designed to transfer intellectual
property rights to high-growth companies;
corporations

# of licenses issued
and # of startup
companies launched
with intellectual
property from
research institutions

Pre-seed and seed-
stage investment
funds; angel investor
co-investment funds
or tax credits.

Entrepreneurial
culture

4-H programs; university entrepreneurship

programs; technology business accelerators
and incubators; business plan competitions;
awards and recognition programs.

Participation levels
by entrepreneurs and
mentors/advisors in
entrepreneurship
support programs

Statewide business
plan competitions;
entrepreneur-in-
residence programs

Risk capital

Angel investor groups, early stage venture
capital (Series A), growth-stage venture capital
(Series B)

VC investment per
capita; actively-
investing VC under
management

Seed-stage co-
investment funds;
Fund-of-funds
programs

Technically-skilled
workforce

Supply of scientists and engineers from
universities; major employers with R&D base

# of engineering
graduates, jobs

State R&D tax credits

In Nebraska, programs created by the Nebraska Business Innovation Act programs primarily address
the “innovation” and “entrepreneurship” components. The following page summarizes features of
these programs and our analysis of how these programs align with the categories of technology-
based economic development programs we have observed in other states:
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Program / Budget

Features

Cromwell Schmisseur Analysis

Small Business
Innovation Research
(SBIR) Program

$1 million/year

e Phase 0 grant — This grant provides up to
$5,000 for small businesses that qualify
under the SBIR program, to plan and submit
an application under the Program.

e Phase | grant - Nebraska businesses

receiving an SBIR Phase | Award can also

receive an additional state grant up to 65%

of the federal grant (maximum $100,000).

Phase Il grant — Nebraska businesses

receiving an SBIR Phase Il Award can also

receive an additional state grant up to 65%

of the federal grant (maximum $100,000).

Nebraska ranked 43" nationally in 2011
with 11 SBIR awards to resident small
businesses.” SBIR is an “innovation”
program.

Growth in SBIR grants can best be achieved
through providing information, mentoring
and technical assistance to entrepreneurs
without prior SBIR grant awards. Program
managers should advise angel investors to
encourage investees to pursue SBIR grants
for non-dilutive development funding.

Persistence is key. Colorado is a state with
an “SBIR culture” that could be emulated.

Nebraska Research and
Development Program

$3 million/year

Businesses operating in Nebraska using
faculty or facilities of a public or private
college or university in Nebraska are eligible
to apply for two grants under this program:

1.R&D Phase | grant provides up to $100,000
2.R&D Phase Il grant provides up to
$400,000.

Both grants must be matched by the business
on a 1:1 basis with non-state resources.

Another “innovation” program. This model
is designed to encourage university
collaborations with private sector business.

Nebraska ranked 34t nationally in industry
R&D performance and 35 in academic R&D
expenditures in 2011.

This is an example of a program that takes
time to mature and should be given a 7-10
years prior to evaluating efficacy.

Nebraska Innovation
Prototype Grant

$1 million / year

Small businesses located in Nebraska or
willing to locate to Nebraska are eligible to
apply for a grant of up to $50,000 for the
purposes of creating a prototype of a product
or a process.

The grant requires a 50% match or a 25%
match for value-added agriculture projects
from non-state government resources.

An “entrepreneurship” program that helps
innovators build a prototype, thereby
improving the probability of raising seed
capital for a startup business.

This is another program that should be given
a long runway and perhaps a funding
increase to $2 million per year to determine
the cost/benefit of continued state funding.

Nebraska Innovation
Seed/Commercialization
Fund

$2 million / year

Small businesses located in Nebraska or
willing to locate to Nebraska are eligible to
apply for an investment of up to $500,000 for
the purpose of commercializing a prototype
of a product or process.

The investment can either be a convertible
note or equity and is held by Invest Nebraska.
There must be a 100% match or a 25% match

for value-added agriculture projects from
non-state government resources.

Even though the program involves an
investment of capital, this program is really
more of an “entrepreneurship” program as
it provides small amounts of co-investment
capital for primarily angel-backed seed and
early stage companies.

This program is arguably more valuable to
angel investors than an angel investor tax
credit and provides state taxpayers an
opportunity to participate in the upside
returns of successful investments. If demand
is unmet, an increase to $3-5 million per
year of annual funding may be warranted.
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D. Various State Experiments with Venture Capital Programs

The Nebraska Business Innovation Act programs, given consistent funding over at least 10 years, will
support an innovation ecosystem that should increasingly produce young small businesses with the
potential for venture capital investment. However, these programs alone will not “support and
increase venture capital investment in Nebraska.” Eventually, Nebraska will need a “venture capital
strategy” that may require a substantial commitment of state capital to fully execute.

In the past two decades, other states have committed more than $2 billion experimenting with
programs intended to support and increase venture capital investment with mixed results.

Following is a summary of the common types of venture capital programs with some prominent
examples:

1. Direct Investment Funds

Recognizing an unmet need for seed stage equity investors capable of leading investment rounds and
syndicating co-investments from institutional venture capital funds as well as angel investors, several
states support venture capital funds restricted to in-state investing. These state supported funds are
most often operated by a quasi-governmental entity with a focus on generating investment returns
but a strategic mission to invest in underserved markets and facilitate economic development. The
aforementioned Massachusetts Venture Fund is an example. Others include:

e Connecticut Innovations — Since 1995, ClI’s venture capital fund has invested $260 million in 204
companies, with private capital leverage of more than $1 billion. From its portfolios, Cl has
participated in capital gains from 7 IPOs and 40 acquisitions. Its investments played a role in
recruiting 26 high-potential small businesses to relocate to Connecticut.™

e Maryland Venture Fund — Created in 1994, MVF has invested $52 million in 114 early-stage high-
technology companies, realizing $68 million in returns from those investments. MVF requires at
least a 3:1 match on its initial investments of up to $500k. MVF investment decisions are based
on recommendations from a 10-person Advisory Board based on their assessment of the returns
potential as well as other economic development factors such as potential job creation.*

e i2E (Oklahoma) —i2E is a state-sponsored non-profit venture development organization that
manages a portfolio of equity investment “proof-of-concept” and “seed” funds for the state of
Oklahoma. Over a 12-year period, concurrent with or subsequent to i2E’s investments of $20.9
million, its portfolio companies received more than $478 million of private investment for a 23:1
leverage ™"

2. Fund-of-Funds
The primary objective of a “fund-of-funds” investment program is to create greater accessibility to
institutional venture capital funds through state capital investments in the funds. Some state
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programs allow for the state’s investment capital to be invested nationally, requiring only a “best

effort” from the participating venture capital funds to review investment opportunities in the state.

Others restrict the state’s capital to investments only in small businesses within the state, often using

a “sidecar” structure to track state capital investments. Still others negotiate a “side letter”

agreement in which fund managers agree to invest a ratio of the state’s equity investment (typically

1:1 but sometimes 3:1 or more) in small businesses within the state. Notable fund-of-funds programs

include the following:

e Utah Capital Investment (formerly known as Utah Fund of Funds) — UCI has invested $107
million in 28 private equity funds ranging from venture capital, growth equity and buyout funds.
million state-backed fund that has made investments in 2 seed funds, 17 venture capital funds
and 9 growth equity funds. " 55 Utah-based small businesses have received a total of $266
million of venture capital and growth equity investments from funds that received UCI
investments. Importantly, more than 350 Utah-based companies have been reviewed by fund
managers, providing valuable feedback to small businesses in the state’s innovation ecosystem
whether or not the review ultimately led to an investment. This program was financed with an
innovative “contingent tax credit” model, in which the loans of program underwriters are
guaranteed by state tax credits that will only be issued to cover program losses.*

¢ New Jersey Economic Development Authority — NJEDA has invested $39 million in 11 venture
funds with a focus on investing in New Jersey technology companies with less than $3 million in
revenue. Through 2011, New Jersey companies receiving investments from the participating
venture capital funds had received $850 million of private capital investments.*"

e Maryland Venture Fund Authority — Capitalized by two-thirds of the proceeds from the $84
million Invest Maryland program, MVFA operates a $56 million venture capital fund of funds
program. State capital invested in regional venture capital funds must be invested in Maryland-
based companies. The program was noteworthy for its use of deferred insurance premium tax
credits to finance the capital investments. (Cromwell Schmisseur provided advisory services to
the Maryland Venture Fund during the legislative development process.)

3. Certified Capital Companies (CAPCO)

More than $2 billion of state capital has been invested in CAPCO models in the past 20 years. ™!
These programs award deferred tax credits to funds that meet the minimum application
requirements by the statutory application date. If oversubscribed, tax credits are allocated to
applicants on a pro rata basis. In some states, programs provide for a nominal share of investment
profits to accrue to the state, but importantly, the state loses ownership rights to the investment
principal derived from the tax credits.

CAPCO programs have been widely criticized for unfair economics, excessive financing costs,
investments structured as loans to mature companies and disputed job creation claims. If the stated
goal is to support and increase venture capital investment, this model is not recommended.
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Cromwell Schmisseur, LLC has had the privilege of supporting the U.S. Treasury’s State Small Business
Credit Initiative since 2012 as technical advisors on state venture capital programs. Through SSBCI,
thirty-five states have allocated more than $450 million of capital to support existing or new venture
capital programs. Invest Nebraska is investing $3.6 million of SSBCI capital for direct investments in
seed and early stage small businesses in Nebraska. In a report published by the U.S. Treasury in 2013
about SSBCI venture capital programs, Information and Observations on State Venture Capital
Programs, we were asked to include a section titled “Principles of Well-Designed Venture Capital
Programs” based on our pre-SSBCI experience in this niche economic development industry. This
section reproduces these “principles” with commentary specific to our understanding of the
opportunities/needs for Nebraska:

1. Understand the supply of and demand for venture capital. In order to design a state venture
capital program that alleviates market inefficiencies and increases access to risk capital, it is
necessary to have a realistic understanding of capital supply and demand unique to a specific
geographic region. Venture investing can vary greatly from state to state and region to region.
Program managers who communicated knowledge of the current financing lifecycle in their state
—# of resident VC funds, # of transactions, $ amounts invested, funding sources, funding stages —
are more likely to develop programs with targeted investment strategies implemented at an
appropriate scale to support small businesses and create value.

Nebraska clearly has unmet demand for venture capital that exceeds the supply, because the
supply is virtually non-existent. Nebraska does have a reasonable amount of angel capital and
other stimulus capital, such as that provided by SSBCI, to “prime the pump” with pre-seed and
seed-stage companies that could eventually be attractive to venture capital, but until the state’s
innovation ecosystem has greater access to Series A venture capital, the perceptions and realities
of a lack of venture capital will persist.

2. Focus on capacity building with an ecosystem approach. The potential comprehensive benefits
of a state venture capital program will be limited if the program operates as a stand-alone
initiative rather than integrating into a larger small business support system. Program managers
committed to building entrepreneurial capacity and a sustained venture capital presence are
more likely to design strategies aligned with market-based principles. Several state program
managers communicated how SSBCI will interact with and support complementary development
strategies while building innovation capacity within their state’s economy.

The Nebraska Business Innovation Act is an important first step to capacity building in Nebraska,
and it will be important for the state to consistently build this infrastructure. It is critically
important to design a portfolio of capital formation and venture development programs that are
synchronized to support companies through the different stages of growth. Small business
financing programs need to be synchronized to be available as ecosystem needs move from pre-
seed support to attracting risk capital from institutional venture capital.
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3. Create pathways to the next investment round. Nearly all state program managers
communicated their expectation that the SSBCI funds allocated to venture capital would be
readily absorbed by market demand. However, with a majority of VC programs focused on the
seed/early stage of investment along the capital continuum, the greater challenge that faces
program manages may well be in securing follow-on investment rounds in markets underserved
by institutional venture investors. The most successful private VC investors continually plan for
the next financing event, actively communicating about investment opportunities and expanding
professional networks to the benefit of portfolio of companies. If pathways to the next financing
event are not created, small businesses receiving seed investments might not survive.

This is an area where Nebraska’s corporate leadership could serve as an effective partner with the
state in recruiting Series A venture capital to the state. The ability to attract a major corporate
customer to help prove the value of its innovation, is critically important to young companies.
Nebraska’s corporate leaders have the innate power to get the attention of the venture capital
industry and satisfy corporate procurement needs, all while supporting the state’s economy.. Are
they willing to use it to bring a spotlight to Nebraska small businesses with the potential to attract
venture capital investment?

4. Plan for the long-term and manage expectations. State venture capital programs are long-term
development initiatives, and the term “patient capital” is used to describe VC for a reason.
Venture investing, and particularly early-stage venture investing, is dynamic and unpredictable,
so experienced program managers understand the need to plan for a six to ten year maturation
cycle. Furthermore, when communicating about VC programs, it is important to manage
expectations for achieving “comprehensive returns” that includes both financial ROl and
economic development calculations. In any investment portfolio, there will be good investments
and bad investments (and some likely total write-offs), so program leaders should be proactive in
educating partners and stakeholders on a program’s processes and expectations.

Comprehensive returns means state government fully participating in the financial upside of good
investments and incorporating intangible values into the returns equation, such as the
investments in building the innovation ecosystems that do not translate directly into financial
returns. Most importantly, comprehensive returns implies direct and open communications with
state legislators about realistic expectations and maturation periods for venture capital
programs.

5. Specifically address the potential for conflicts of interest and political influence. Several state
VC program managers acknowledged the potential for conflicts of interest and/or political
influence in a state-managed capital formation initiative. It is not unheard of for a manager of a
VC program to receive correspondence from a state official (elected or appointed) about an
investable deal that has their interest. Similarly, state capital programs commonly engage
volunteer civic leaders to serve on advisory committees with responsibilities for vetting
opportunities and making investment recommendations. Well-designed initiatives specifically
address the potential for conflicts and influence by having clearly stated policies and processes in
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place to govern activities and investment decisions.

Legislators should recognize that elected government officials should not put themselves in
potentially bad situations by directly evaluating and selecting investment managers or small
businesses for an investment of taxpayer capital. Furthermore, legislators should be wary of
removing competitive selection processes by dictating in legislation qualifications for fund
managers or setting up “first come, first served” allocation processes.

6. Attract the most capable leaders to manage resources. A critical success factor for state capital
programs is the ability to attract capable investment managers to manage public resources. Some
state programs have demonstrated success with engaging high-performance leaders as part of
the internal team or through a state-sponsored organization. Other state programs seek capable
managers by contracting with for-profit investment managers rather than building duplicate
internal capabilities. Both strategies can deliver expected outcomes; however, successful
programs are built on the understanding that success is determined largely by who is involved
with managing funds.

National credibility with private investors is a critical success factor. Fund managers in a venture
capital fund-of-funds program should demonstrate abilities to lead investment rounds and
syndicate investments with elite venture capital funds in Silicon Valley and Boston. Also, it’s
critically important that fund managers have a business model aligned with the bona fide venture
capital industry. If they don’t raise capital like real venture capital funds, invest capital like real
venture capital funds (meaning equity, not debt), or make money like real venture capital funds,
then they will not be able to leverage the state experience to raise private capital for future,
unsubsidized investing in the state.

7. Measure results accurately with defensible logic. Some state program managers have significant
experience with evaluating key metrics for VC program performance and reporting results.
Although there are currently no recognized national standards for evaluating the direct and
indirect impact of state VC programs, potential best practices are emerging, and SSBCI could be
helpful in bringing clarity to the national debate by offering sound, logical methodologies for
calculating value. Program managers have communicated perspectives on this important topic
and expressed interest in sharing information on how to move towards a best practice approach.
Key measurement issues with VC programs relate to calculations of investment leverage, job
retention/creation, causal impact on investment transactions, etc.

For state venture capital programs, the purest measurement criteria is the amount of venture
capital invested in the state as reported by NVCA. Nebraska should have a laser focus on this
metric and find a 10-year trajectory to achieve the national per capita average for venture capital
investment. Using 2013 numbers, this would mean increasing venture capital investment from
S11 million to $175 million in Nebraska-based companies.
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8. Align state economic development interests with the financial interests of fund managers and
limited partner VC fund investors. “Double bottom-line” rhetoric has persuaded some state
policy leaders to trust that private sector interests will focus equally on creating jobs as well as
maximizing their personal financial interests. In the Consultants’ view, the two goals do not
always coincide. State policy leaders should recognize that indirect economic development
benefits such as the creation of high-wage jobs and the development of new industries are
achieved indirectly from profit-motivated investing, not by placing new priorities on professional
investors that perform best when singularly focused. In the Consultants’ view, states can best
target economic objectives by influencing the parameters of allowable investments, and then
fully participate in the sharing of financial returns so that successful investments create new
sources of capital for future investments.

One cannot overstate the critical importance to the success of state venture capital programs for
the state fully participate in the upside of successful investments. Legislators should not allow
program advocates to use sponsored economic impact studies to justify the state foregoing its full
rights to providing capital for investments in private companies.
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As context for our recommendations, the key points of this report are as follows:

1. Why is venture capital important to states?

Venture capital has financed the development and growth of dozens of transformational businesses
that employ tens of thousands of workers, often highly-skilled and well-paid. Innovative businesses
responsible for ushering in the information technology revolution, for developing medicines and
devices that cure diseases and improve our quality of life, and for creating new business models
impacting what we eat, wear and drive and how we interact with other people, are
disproportionately financed with venture capital.

Regions and states without an adequate supply of venture capital to meet the legitimate financing
needs of high-potential entrepreneurs cannot expect to be the home of as many transformational
businesses as those with an abundance of risk capital. Venture capital will not help save 50 jobs at a
struggling manufacturer today or help recruit 500 jobs for the next major corporate expansion
tomorrow. Venture capital in reasonable supply and with reasonable accessibility signals to
businesses, entrepreneurs and private investors that a region has the right business conditions for
innovation, wealth creation and economic growth.

2. Does Nebraska have a “venture capital problem”?

Yes. Nebraska is one of 45 states with per capita venture capital investments below the national
average. How far below? If based on 2013 U.S. Census Bureau population data and 2013 National
Venture Capital Association (NVCA) investment data, Nebraska would have $175 million of venture
capital investments in 2013 if it were at the national per capita average. How much venture capital
was actually invested in Nebraska in 2013? $11 million. Vi

3. Why is the rate of venture capital investment in Nebraska more than 90% below the
national per capita average?

This is not a problem of not enough innovation in Nebraska. Based on National Science Foundation
data, Nebraska’s academic R&D expenditures were 9% above the national per capita average in 2011.
This is not a problem of not enough wealth in Nebraska. Per capita personal income was 1% above
the national average, and GDP was 9% above the national per capita average. Many states do not
have the advantage of five Fortune 500 company headquarters anchoring regional economies.

The venture capital issue in Nebraska —and in a majority of states —is in part caused by perpetual
biases influencing subjective “supply side” decisions of capital allocation and perceptions of regional
ecosystems capable of supporting viable investment opportunities. The “supply” of venture capital is
national in scope. Pension funds, university endowments and family offices of wealthy individuals are
the major investors in illiquid, long-term, high-risk, and potentially high-reward venture capital funds.
A majority of states “export” risk capital from their “alternative investments” portfolio to venture
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capital funds in California and Massachusetts at the recommendations of investment advisors using
fund qualifications that effectively eliminate smaller and younger middle-U.S. funds.

When venture capital fund managers raise capital, their sole purpose is to invest the capital
efficiently and effectively to maximize the financial returns to investors. Because their time is limited,
venture capitalists managing sizable funds prefer to invest in companies within a short drive or quick
flight from their home base. For this reason, entrepreneurs seeking venture capital are encouraged
to migrate to regions where venture capitalists are based, with talent flowing to capital rather than
capital flowing to talent.

According to the NVCA, there is $94 billion of venture capital under management by California-based
venture capital funds, and 68% of the $10.1 billion invested by California-based funds in 2013 was
invested in California-based small businesses. Without a resident base of venture capital investors to
mentor entrepreneurs and lead the syndication of investments with out-of-state funds, Nebraska saw
only $11 million of venture capital invested in Nebraska-based small businesses in 2013.

4. Why should governments — federal and/or state — be involved with venture capital?

Governments can play a prudent, stimulating role in capital markets when markets are inefficient to
the disadvantage of its taxpayers and citizens. The flow of venture capital in the U.S. is considered by
many to be an example of an inefficient market with structural concerns. More than 50% of venture
capital is managed within or invested within one state. According to the Wall Street Journal, 70% of
startups with the potential to become “the next big thing” are located in one state. While the U.S.
leads the world in innovation, our innovation economies are highly concentrated in a handful of
regions where the cost of living and the cost of doing business are among the nation’s highest. With
high-potential entrepreneurs, research infrastructure, individual investors, and industry clusters
distributed across the country, it is unreasonable to conclude the geographic concentration of
venture capital is a model of efficiency. The nation’s innovation ecosystem may not be broken, but it
is badly in need of a tune-up.

The extreme concentration of our nation’s innovation ecosystems is a national problem that the
federal government has predominantly left up to individual states to manage by maintaining its focus
on credit support programs. Funding from the new and innovative U.S. Treasury State Small Business
Credit Initiative has been used by 35 states (including Nebraska) for venture capital initiatives, but
the scale of federal equity-financing programs is relatively small compared to what individual states
have been able to do on their own. If Nebraska legislators recognize venture capital as an essential

economic development driver that needs to be addressed, it will need to take action with or without
future federal government assistance.
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5. What can state government do to support and increase venture capital in Nebraska?

The goal of a state-sponsored venture capital initiative should not be to replicate Silicon Valley, which
will lead to unrealistic and unachievable expectations. Silicon Valley has led important industries in
the U.S. innovation economy for three decades and likely will for many decades more. The goal is to
improve Nebraska’s innovation ecosystem where Silicon Valley investments are accessible to
Nebraska-based small businesses and the overall supply and utilization of risk capital is increased.
This goal cannot be accomplished at significant scale without a modest base of venture capital funds
with operations in and around Nebraska.

When seeking to develop a base of venture capital funds in a state, the first fundamental objective is
“do no harm.” Several states have implemented flawed initiatives costing state taxpayers hundreds
of millions of dollars with no perceptible benefits beyond the wealth transferred to out-of-state
program proponents. Other state programs are designed too small to be impactful. Even others say
“venture capital” when they mean late-stage “private equity,” and there’s an important difference
between the two if the goal is transformational economic development outcomes and sustainable

entrepreneurial ecosystems.

The second fundamental objective is to protect taxpayer interests in the upside of successful
investments. Many state economic development programs are designed with government forgoing
income via tax credits (thereby placing a greater burden on taxpayers) and forgoing a market-
standard fair share of financial gains on investments that perform spectacularly. Private venture
capital funds expect some investments to completely fail and a small number of investments to be so
successful that the gains deliver profits for the entire fund. When government-backed programs limit
or forgo direct financial returns, they should expect to engineer their own failure. Structured
correctly, government-backed venture capital programs can participate in receiving financing returns
alongside private investors and then reinvesting these returns in ongoing small business financing
programs.

* % % % %

Cromwell Schmisseur recommends that Nebraska Legislators pursue a venture capital industry
development strategy with three key components:

1. Consistently support the state’s “innovation farm system” through long-term (i.e., more than
10 years) and increasing financial support of programs launched by the Nebraska Business Innovation

Act. Programs providing small grants, convertible equity investments and R&D support rarely
demonstrate immediate job creation or windfall investment gains, but they fundamentally and
profoundly support the state’s innovation ecosystem and will produce “but for” impacts if the state
support is consistent and structurally sound. Towards this purpose, the current demand for the
state’s prototype program and seed-commercialization program may warrant an immediate increase
in state funding.
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The rate of state investments in similar programs across the U.S. have varied significantly. Too little
funding produces insignificant results; too much creates opportunities for waste. Based on
Nebraska’s population and research base, combined with our cumulative knowledge and experience
working with state programs in the technology-based economic development industry, we
recommend annual funding in the range of $8-12 million for the portfolio of Nebraska Business
Innovation Act programs.

2. Create a specialty function within the Nebraska Department of Economic Development to
actively promote and recruit venture capital and private equity investment in Nebraska small

businesses. Economic development organizations can do a lot at the margins of deals to facilitate
investments without directly investing in the deals. Many existing state incentives could be packaged
to lure a growing venture-backed company to relocate. Moreover, west coast and east coast venture
capital funds will often take a hard look at investment opportunities they might not otherwise see for
nothing more than creating a good impression with their Nebraska-based investors. Sometimes all it
takes is the right person to know when and how to ask, or someone with enough knowledge of
existing state incentives to know how to package them for high-growth small businesses.

3. Anticipating success with the Nebraska Business Innovation Act programs, begin planning for
a state-sponsored “fund-of-funds” venture capital program that includes a focus on financing

“emerging managers” of venture capital funds based in Nebraska. Any state-sponsored venture
capital initiative should adhere to four key principles:

a) Programs should be capitalized efficiently;

b) Managers should be selected competitively;

c) Scope of investments should be restricted to a stage of investing not reasonably served by private
investors; and

d) State taxpayers should participate in fund gains on the same terms as other investors.

Consistent with these principles, Nebraska could develop a fund-of-funds model that attracts interest
from respected investment managers while also supporting new or emerging Nebraska-based
venture capital funds managed by professionals with existing relationships in prolific venture capital
networks. The economic development goal is to build credibility with regional and national investors
as a location capable of generating competitive investment returns. A longer term objective is to
build additional in-state investment capacity by helping emerging managers develop a successful
track record of investing so that they will be more competitive when pitching institutional fund
investors for future capital investments.
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VI. About Cromwell Schmisseur LLC

Since its formation in 2010, Cromwell Schmisseur LLC has earned a reputation as a trusted resource
to state governments and state-sponsored non-profit venture development organizations and has
become a national leader in the field of entrepreneurial development and state-sponsored venture
capital programs. A focus of the firm is to share best practice models for the development of
customized strategies and new program offerings that achieve comprehensive economic
development returns over the long term. A partial client and project list includes: The Federal
Reserve Bank of Atlanta (Small Business Research Initiative), The U.S. Department of the Treasury
(State Small Business Credit Initiative), Maryland Department of Business and Economic
Development (Invest Maryland), Ben Franklin Technology Partners (Innovate in PA) and Empire State
Development (New York State Innovation Venture Capital Fund).

Eric Cromwell is an entrepreneur and strong advocate for improving the business climate for
innovation and entrepreneurship in America. Eric led the restructuring and re-launch of the
Tennessee Technology Development Corporation (now operating as LaunchTN) as its president and
CEO. This private, nonprofit corporation, was created by the Tennessee General Assembly to
strengthen the innovation-based economy in Tennessee. Prior, Eric served as Tennessee’s first-ever
Director of Technology Development to be the point of contact for supporting technological
innovation in Tennessee.

Eric started in the technology-based economic development field in Memphis, Tennessee, as the
founding director of EmergeMemphis, a technology business incubation and accelerator program and
later as part of the founding team that launched the FedEx Institute of Technology, a public-private
initiative seeded by FedEx Corp to support advanced research and education. He is a subject matter
expert and frequent speaker on development strategies related to entrepreneurial support systems,
technology transfer and venture capital formation.

Dan Schmisseur is an entrepreneur and experienced tech-based economic development consultant.
Dan was recruited to Tennessee as the vice president of operations and strategy for the Tennessee
Technology Development Corporation, where he was responsible for strategy formation and
partnership development to plan and implement a comprehensive competiveness agenda for
innovation-driven economic development throughout Tennessee.

Previously, Dan was vice president of strategy and policy with the Kansas Technology Enterprise
Corporation, where he managed the development of a strategic plan for implementing the Kansas
Economic Growth Act legislation, a 15-year, $581 million initiative to support bioscience-related
economic development. Dan also managed the development of a comprehensive business plan for
the IC? Institute at The University of Texas at Austin to develop an outreach entrepreneurship
education and support services program called The Texas Entrepreneurship Network.
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