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Overview

The Oklahoma Seed Capital Fund (OSCF) makes early-stage equity investments to Oklahoma businesses
in industries with technologies and proprietary products, processes, or knowledge that provide high growth
opportunities. OSCF invests in high-growth small businesses based in Oklahoma with a goal of using the
state’s investment to attract additional private investment.! OSCF investments range from $0.2 million to
$1.5 million. In most cases, the investment is made with 100 percent matching from private sources.
Qualifying firms must have at least 50 percent of its employees and/or assets in Oklahoma. The OSCF is
funded through the Oklahoma Center for the Advancement of Science and Technology (OCAST) and
managed by i2e, a not-for-profit corporation that specializes in investing in innovative Oklahoma-based
small businesses.

Recommendation: Retain the program, with minor modifications.

The project team recommends retaining the program, because there is evidence of a lack of venture capital
funding available in the state, the program is well-designed based on best practices, and the fund is still
relatively early in its lifecycle.

Key Findings

= From 2008 to 2018, $22.9 million has been invested in 37 companies. Of the 37 companies,
24 are still in business in Oklahoma, 8 have gone out of business, 4 have been acquired, and 1
has relocated to Texas.

= From 2008 to 2018, total capital investment by companies receiving OSCF investments was
$222.3 million.

= Atotal of $364.5 million in private capital has been leveraged. The OSCF investment typically
has at least a 100 percent match from private sources. It is a best practice for government
sponsored venture capital funds to make investments only with significant co-investment from the
private sector. The Center for American Entrepreneurship recently suggested government
investment account for no more than 40 percent of a total investment.2

= The program invested $22.9 million between 2008 to 2018, received $9.1 million in
repayments, and generated an estimated $16.7 million of tax revenue for the State, creating
a net fiscal benefit of $3.0 million.

= The most common OSCF investment recipients are companies operating in the
biopharmaceutical or computer software industries. These industries account for 68.0 percent
of the total number of investments and 70.0 percent of the total dollar amount of investments
made.

= Oklahoma ranks low among nearby states and the nation in terms of venture capital
funding disbursed. According to data from the National Science Foundation, Oklahoma ranks
46 among all states in the average dollars of venture capital disbursed per state GDP from 2008
to 2017. Among nearby states, Oklahoma ranks lowest in this metric. However, Oklahoma’s 2008

' Small business, defined by the United States Small Business Administration

2 Center for American Entrepreneurship “Some Considerations for Governments Interested in Public Venture Capital Programs”
2019. Accessed electronically at https://www.startupsusa.org/blog/some-considerations-for-governments-interested-in-public-venture-
capital-programs/
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to 2017 average venture capital dollars disbursed per $1 million of state GDP has had the
strongest growth compared to the 1998 to 2007 average among nearby states.
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Figure 1: Dollars of Venture Capital Disbursed per $1 million of State GDP, 2008 to 2017
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= Data collection and reporting improvements are needed. Data reported by i2e is collected via
an annual survey of all participating firms. The response rate of firms varies from year to year, so
there can be no time-series trend drawn from the data. There is also no information collected that
identifies the sector where each job is created or at what stage in the investment's lifecycle it was
created. Other key data for measuring the impact the investment made on each company would
be reports of growth in sales and measures of profitability. This cannot be ascertained from
aggregate level data collected from the annual survey and reported annually by i2e.

Other Findings

= There are several positive administrative features of the OSCF, which include:

The fund is operated by a private third-party entity. Both the Center for American
Entrepreneurship and research by the National Bureau of Economic Research suggest that
government supported venture capital funds perform best when the government has limited
investment decision-making power. Reasons for this include the government often not
having the expertise to make investment decisions, and it limits the opportunity for
investment decisions to be politically influenced. Operating government supported venture
capital funds through a private third-party entity allows for professionals with extensive
experience in the private investment sector to lead investment decisions.

Non-financial support is provided. In addition to funding, consulting services, networking
opportunities, and investment industry expertise are provided by i2e. These services,
especially networking opportunities, are important in generating healthy entrepreneurial
environments. According to i2e’s annual survey, customer satisfaction with these services
was rated 4.31 out of 5in 2017.

The fund has reasonable expectations. Time horizon of funding series is generally 10 to
15 years. Investing in early-stage companies is a long process. The ability to make long
term investments is an advantage for government-supported venture capital relative to
private venture capital generally. Private venture capital funds may experience greater
pressure to target early exits.
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= The fund typically has at least 100 percent matching investment from private sources.
The statute authorizing the fund requires it to have at least one additional equity or near-
equity partner in each investment, but i2e guidelines include a goal of a one-to-one match
of private investment. This is a step in the right direction, but the Center for American
Entrepreneurship recommends that government venture capital funds contribute no more
than 40 percent of a total funding round.

= State appropriations to the fund have declined from $3.7 million in FY 2015 to $2.9
million in FY 2020. This follows the trend in OCAST appropriations overall, which have
declined from $16.8 million in FY 2015 to $14.3 million in FY 2020. As the fund matures,
the goal is for the fund to be self-sustaining, as all investment returns are reinvested in the
fund. Due to the high-risk nature of investments in seed-stage companies, the success of
this type of fund is usually determined by a small portion of portfolio companies that may
produce very high returns. The OSCF has had several very successful companies in its
portfolio, including Selexys, a biopharmaceutical firm, and WeGoLook, a computer software
firm. Both were acquired in 2016 and generated a return of 13.4X and 6.14X, respectively.

Recommended Program Modifications

= Improve data collection and reporting. Annual data collection and reporting should be
modified to collect and report data that better ties business performance to the initial
investment made by the fund. This would improve future evaluations and more accurately
describe the benefits of the program. An annual survey distributed by i2e collects
employment, wages, revenue levels, and other metrics of companies that have received
fund investments. The annual report of this data provides a cumulative snapshot of these
metrics at an aggregate level, but could be improved by providing an indication of net growth
in these categories relative to the fund’s initial investment, to the extent possible while
preserving anonymity of individual companies.

Seed Capital Fund Evaluation 6
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Incentive Evaluation Commission Overview

In 2015, HB2182 established the Oklahoma Incentive Evaluation Commission (the Commission). It requires
the Commission to conduct evaluations of all qualified state incentives over a four-year timeframe. The law
also provides that criteria specific to each incentive be used for the evaluation. The first set of 11 evaluations
were conducted in 2016, 12 were conducted in 2017 and an additional 11 were conducted in 2018.

The Oklahoma Seed Capital Fund is one of 10 incentives scheduled for review by the Commission in 2019.
Based on this evaluation and their collective judgment, the Commission will make recommendations to the
Governor and the State Legislature related to this incentive.

Industry and Incentive Background

Venture capital funding provides start-up companies with needed capital funding to support the development
of products and services at an early stage in the business lifecycle. More than three quarters of venture
capital investments are made in California, New York, and Massachusetts, leaving other states struggling to
compete and develop or keep start-up companies within their borders.> Oklahoma is one of many states
across the country that has developed programs to support in-state venture capital.

Oklahoma’s Seed Capital Fund (OSCF) focuses on investing in seed-stage companies based in Oklahoma.
The fund is supplied with capital through appropriations to the Oklahoma Center for the Advancement of
Science and Technology (OCAST) and is managed by i2e, a private not-for-profit corporation that specializes
in investing in innovative Oklahoma-based small businesses.

Criteria for Evaluation

A key factor in evaluating the effectiveness of incentive programs is to determine whether they are meeting
the stated goals as established in state statute or legislation. In the case of this program, the specific goal is
not established in legislation. However, based on the structure of the program and the investments it makes,
the program intends to fill a need for venture capital funding in the state and support Oklahoma start-ups
with funding and other business development support in order to maintain the presence of successful,
growing start-ups in the state.

Additionally, to assist in a determination of program effectiveness, the Incentive Evaluation Commission has
adopted the following criteria:

= Program use;

=  Amount of capital investment;

= Comparison of capital investment in general to capital investment in eligible projects;
= Oklahoma jobs created by firms receiving incentive;

= Financial performance of the fund;

= State return on investment.

3 National Science Foundation and Bureau of Economic Analysis data
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Industry Background

Venture capital provides risk capital for high-growth startups. It provides access to capital for entrepreneurs
that is necessary for developing and commercializing a product or service that can generally take five to
eight years or longer to become profitable. Venture capital funds make long-term investments in startups
and receive returns when a startup is acquired or goes public, often referred to as an “exit.” Inflows of capital
are typically needed at several stages of a startup lifecycle, and venture capital funds often focus on a
specific lifecycle stage. Oklahoma’s Seed Capital Fund focuses on the Seed Stage.

Figure 2: Startup Lifecycle

MATURITY

GROWTH

START-UP

Source: OCAST

Creating and capitalizing venture capital funds are a common government method to support
entrepreneurship. Although generating a sustainable rate of return is part of each venture capital fund’'s
goal, well-managed public venture capital funds have an additional focus on creating a healthy ecosystem
for entrepreneurship. Most private venture capital funding emanates in California, New York, and
Massachusetts, and firms based in these states invest in startups across the country. For example,
California-based funds invested in 44 other states in 2018.4 As a result, many public venture capital funds
are founded in an attempt to retain high-growth start-ups and promising entrepreneurs within their state
borders.

The Kauffman Foundation has tracked indicators of entrepreneurship since 1996, measuring the rate of new
entrepreneurs, startup early survival, startup early job creation, and the opportunity share of new
entrepreneurs.

= Startup Early Survival is the percentage of new employer establishments that are still active after
one year of operation;

= Rate of New Entrepreneurs is the annual average percent of adults becoming entrepreneurs in a
given month;

= Opportunity Share of New Entrepreneurs is the percent of entrepreneurs driven by opportunity,
rather than necessity;

= Startup Early Job Creation is the jobs created by startups per 1,000 people.

From 2008 to 2017, Oklahoma ranked among the top half of states overall (including nearby states) in each
of these indicators, except for startup early survival rate. These results suggest Oklahoma has relatively
strong entrepreneurial activity.

4 National Venture Capital Association 2019 Yearbook. Accessed electronically at https:/nvca.org/wp-content/uploads/delightful-
downloads/2019/03/NVCA-2019-Yearbook.pdf
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Table 1: Kauffman Foundation Indicators of Entrepreneurship, 2008-2017 Averages®
Startup Early Rate of New Opportunity Share of  Startup Early

Survival Entrepreneurs New Entrepreneurs Job Creation
Arkansas 76.83% 0.32% 79.61% 4.45
Kansas 77.89% 0.26% 85.51% 4.65
Louisiana 77.90% 0.35% 81.26% 5.12
Missouri 80.00% 0.28% 79.71% 4.67
New Mexico 76.15% 0.36% 78.06% 4.44
Oklahoma 78.93% 0.36% 83.81% 5.25
Texas 79.44% 0.39% 79.61% 5.46
Oklahoma Rank 3of7 3of7 20f7 20f7

Source: Kauffman Foundation

Despite these indicators, venture capital funding in the State is still relatively low. Oklahoma ranks 46t
among all states in venture capital disbursed per $1 million of gross domestic product. Among nearby states,

1nis disparity may be explain€d by tne type ot entrepreneuria . " Commented [RB1]: How is this possible, given the
activity taking place in Oklahoma. It is possible that a significant amount of the new entrepreneurs in . | Kauffman findings? | think we need to explain

Oklahoma are starting businesses outside of the typical high technology target industries for venture capital. - { Commented [KW2R1]: Attempted to explain.

Table 2: Venture Capital Disbursed per $1 million of GDP®

State 2008 to 2017 Average

Arkansas $264
Kansas $439
Louisiana $356
Missouri $681
New Mexico $736
Oklahoma $240
Texas $1,287
Oklahoma Rank 70f7

Source: National Science Foundation

The disparity between entrepreneurial activity and venture capital funding may also suggest that Oklahoma
is at risk of losing startups to outside venture capital investment as the supply of venture capital in the State
may fall short of demand. However, Oklahoma has shown the strongest rate of growth in this metric among
nearby states when comparing the 10 year averages between 1998 to 2007 and 2008 to 2017.

Figure 3: Dollars of Venture Capital Disbursed per $1 million of State GDP
@1998-2007 Average  m2008-2017 Average

$2,000.0 $1,762.6
$1,500.0 $1,287.2
8.3
$1,000.0 $727.0 $681.3 $735.5
$356.1 $439.1
$500.0 2982400 75 32642 gy456 $158.9 [ | |_| l l
Oklahoma Arkansas Louisiana Kansas Missouri New Mexico Texas

Source: National Science Foundation

5 Kauffman Foundation Indicators of Entrepreneurship, 2017. Accessed electronically at https:/indicators.kauffman.org/data-table
5 National Science Foundation, Science & Engineering Indicators 2018. Accessed electronically at https:/nsf.gov/statistics/state-
indicators/indicator/venture-capital-per-1-million-state-gdp/table
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Incentive Characteristics

The Oklahoma Seed Capital Fund (OSCF) provides concept, seed and start-up equity investments to
Oklahoma businesses in industries with technologies and proprietary products, processes, or knowledge
that provide high growth opportunities. OSCF invests in high-growth small businesses based in Oklahoma
with a goal of using the state’s investment to attract additional private investment.” Investments made by
OSCF range from $0.2 million to $1.5 million. In most cases, the investment is made with 100 percent
matching from private sources. Qualifying firms must have at least 50 percent of its employees and/or
assets in Oklahoma. The OSCEF is funded through the Oklahoma Center for the Advancement of Science
and Technology (OCAST) and managed by i2e, a private not-for-profit corporation that specializes in
investing in innovative Oklahoma-based small businesses.

Historic Use
Between 2008 and 2018, the most common recipients of OSCF commitments were companies operating in

the biopharmaceutical or computer software industries. These industries combined to account for 68.0
percent of the total number of investments and 70.0 percent of the total dollar amount of investments made.

Table 3: Total Seed Capital Fund Investments by Industr
- Total Number Total
ry of Investments Investment

Biopharmaceutical 1 $8,352,016
Computer Software 14 $7,707,034
Medical Devices 2 $1,515,000

Consumer Products 1 $1,300,000
Telecommunications/Internet 2 $925,000
Energy/Environment 2 $750,000
Transportation 1 $750,000
Subassemblies/Components 1 $651,316
Advanced Materials 1 $550,000

1

1

Manufacturing Equip/Processing $250,000

Chemicals $125,000

Total 37 $22,875,366
Source: i2e

The OSCF operates using state appropriations provided through OCAST. In FY 2020, OCAST was
appropriated a total of $14.4 million, with $2.9 million transferred to the Seed Capital Revolving Fund. In
recent years, the appropriations provided to the Seed Capital Revolving Fund declined and then remained
flat for the last three fiscal years. OCAST appropriations overall have also generally declined, although slight
increases in appropriations were provided during the last two fiscal years.

7 Small business, defined by the United States Small Business Administration
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Figure 4: Seed Capital Fund Appropriations, FY 2015 to FY 2020
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Figure 5: OCAST Appropriations, FY 2008 to FY 2020
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The Oklahoma Seed Capital Revolving Fund is permitted to receive loan repayments and investment
proceeds in addition to appropriation transfers. All investment proceeds generated by OSCF investments
are reinvested in the revolving fund. The following chart provides a summary of cumulative investments
made by the fund over time and the cumulative repayment of those investments. To date, the fund has
invested $25.2 million and has been repaid $9.1 million.

Figure 6: Cumulative Investments and Repayments, FY 2008 to FY 2019
ORepayments BInvestments

$30.0 $25.2

. $ $19.7
| 15.9
sg7 S110 $13-2$82 "
Hoe $ $35 $38 $44 956 $6.8 J _
1.2 . .
Y momom W N J I
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Source: I2e and OCAST

Millions

Investing in seed-stage companies is a high-risk venture. Many companies that receive early-stage
investment do not succeed. In both private and public venture capital funds, returns are often generated by
a small number of total investments made. Returns are realized by the fund following a firm exit. A
successful exit is typically due to a larger firm acquiring the startup, or the startup becoming a public company
through an Initial Public Offering. Selexys Pharmaceuticals, which was acquired by Novartis, and
WeGoLook, acquired by Crawford & Co. are two examples of high-return exits for OSCF. These exits
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occurred during FY 2017, causing the sharp increase in repayments that year. The Oklahoma Seed Capital
Fund is still a relatively new fund and many investments made by the fund are designed for a 10 to 15 year
exit. If enough return is generated by the fund once more exits take place, there is potential for the fund to
become self-sustaining and no longer need appropriations.

Incentive Administration

Applicants are commonly sourced from i2e’s pool of clients participating in its other venture advisory and
entrepreneurial development services and through its relationships with the Department and the Oklahoma
Manufacturing Alliance. If requirements are met during the initial assessment and application phase, a term
sheet is prepared determining valuation, structure, the amount of investment and other terms. The terms of
each investment vary significantly, as each is customized to meet the needs of the prospective company.
Once a term sheet is agreed upon, it is sent to OCAST for final approval. Before an investment is made, i2e
performs thorough research into the viability of the investment including a review of intellectual property,
current financials, background check, market assessment, customer validation and the creation of short-
term and long-term financial projections.

According to statute, an investment may be approved by OCAST if its board of directors determines the
following requirements, based on the company’s application and i2e’s analysis, are met:

= The proceeds of the investment or financial assistance will be used only to cover the seed-capital
needs of the enterprise;

= The enterprise has a reasonable chance of success’ and there is a reasonable possibility that the
Center will recoup at least its initial investment;

= The Center's participation is instrumental to the success of the enterprise and will assist in its
retention within the state;

= The Center's investment is leveraged by at least one additional equity or near-equity investor;

= The enterprise has a reasonable potential to enhance employment opportunities within the state;

= The entrepreneur and other founders of the enterprise have already made or are contractually
committed to make an appropriate financial and time commitment to the enterprise;

= Binding commitments have been made to the Center by the enterprise for adequate reporting of
financial data to the Center, which shall include a requirement for an annual report, or if required by
the board, an annual audit of the financial and operational records of the enterprise, and for such
control on the part of the Center as the board of directors shall consider prudent over the
management of the enterprise, so as to protect the investment or financial commitment of the Center,
including in the discretion of the board and without limitation, right of access to financial and other
records of the enterprise, and membership or representation on the board of directors of the
enterprise.

Throughout the duration of the investment, i2e regularly reviews company financial statements to ensure a
company is meeting its goals. In addition to reviewing financials, i2e also makes on-site visits when
appropriate to monitor product development.

Several measures of performance are tracked by i2e, including number of new employees, amount of new
payroll, average wage, portfolio diversity, revenues and paybacks, and private dollars leveraged. Much of
this data is collected via an annual survey sent to program participants. Although the survey is sent each
year to all companies that have received seed capital funds, not all companies respond to it each year, and
i2e tracks the data only on an aggregate basis. This prevents the collected data from being useful as a true
time-series indicator of performance for companies that have received funding. This method of collection
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also likely eliminates the very high and low performers among program participants.
companies that have either grown significantly or been acquired are probably too far removed from the
program to be interested in participation, while smaller companies or those that have exited unsuccessfully
likely do not opt to participate. However, it does provide a snapshot view of some participant activity in a

given year.

Very successful

Table 4: Reported Employment, Payroll and Revenue of Seed Capital Fund Companies

Calendar Total Reported Annual Payroll Reported Annual
Year Reported FTE in Reported Annual Revenue Average Wage

FTE Oklahoma (millions) (millions) Reported

$4.4 $102,000

$3.9 . $97,626

2010 50 33 $4.1 $3.0 $93,466
2011 66 49 $5.0 $4.7 $88,081
2012 104 65 $10.5 $6.2 $98,319
2013 130 71 $11.0 $8.6 $94,428
2014 62 58 $8.7 $5.4 $74,736
2015 174 164 $5.1 $12.6 $68,464
2016 243 218 $14.4 $26.5 $75,373
2017 244 227 $15.8 $24.5 $92,197
2018 206 187 $13.4 $24.0 $87,915
Total 1,375 1,145 $96.3 $126.9 $88,419

Source: i2e

Seed Capital Fund Evaluation




Economic and Fiscal
Impact

Seed Capital Fund Evaluation



Q

Economic Impact Methodology

Economists use a number of statistics to describe regional economic activity. Four common measures are
Output, which describes total economic activity and is generally equivalent to a firm’s gross sales; Value
Added, which equals gross output of an industry or a sector less its intermediate inputs; Labor Income,
which corresponds to wages and benefits; and Employment, which refers to jobs that have been created in
the local economy.

In an input-output analysis of new economic activity, it is useful to distinguish three types of effects: direct,
indirect, and induced.

Direct effects are production changes associated with the immediate effects or final demand changes. The
payment made by an out-of-town visitor to a hotel operator or the taxi fare paid for transportation while in
town are examples of direct effects.

Indirect effects are production changes in backward-linked industries caused by the changing input needs
of directly affected industries — typically, additional purchases to produce additional output. Satisfying the
demand for an overnight stay will require the hotel operator to purchase additional cleaning supplies and
services. The taxi driver will have to replace the gasoline consumed during the trip from the airport. These
downstream purchases affect the economic output of other local merchants.

Induced effects are the changes in regional household spending patterns caused by changes in household
income generated from the direct and indirect effects. Both the hotel operator and taxi driver experience
increased income from the visitor's stay, as do the cleaning supplies outlet and the gas station proprietor.
Induced effects capture the way in which increased income is spent in the local economy.

A multiplier reflects the interaction between different sectors of the economy. An output multiplier of 1.4, for

example, means that for every $1,000 injected into the economy, all other sectors produce an additional
$400 in output. The larger the multiplier, the greater the impact will be in the regional economy.

Figure 7: The Flow of Economic Impacts

Direct e Indirect L Induced — Ir-:\:t:::t

Economic and Fiscal Impact

To evaluate the economic impact of the incentive program, firms were group based on industry type. The
IMPLAN model multipliers for each of the industries were exported from the model. Next, using the annual
survey total payroll information, it was possible to calculate the total wages impact by year (direct + indirect
+ inducted). Because these are start-up firms, the typical ratios for output per worker do not apply. For
example, in many years total firm payroll exceeded annual revenue. The project team did not have access
to the detailed information by firm that would have been required to calculate the economic impact similar
to the other incentive programs evaluated. Therefore, the project team estimated the tax impact using
wages instead of gross state product.
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The following table highlights the average annual wage and state tax impact by year. These results are
based on the number of companies responding to the survey each year and does consider firms that are
no longer in business. In addition, some firms have repaid the OSCF. Over the past eleven years, the
companies receiving OSCF funds have generated $16.8 million in Oklahoma tax revenue based on annual
economic activity. A total $9.1 million has also been repaid per program rules. The combination of tax
revenue and repayment equals $25.9 million. Between 2008 and 2018, $22.9 million has been invested. In
aggregate, the program has generated (tax revenue based on economic activity plus repayment) $3.0
million more than what was invested. Therefore, the return on investment for this program is positive.

Annual E] Total Seed
Calendar Payroll Payroll Ok::homa Tax R/;\mount of Capital Fund Total Return
Reported Impact evenue epayment Investment
$4,400,000 $7,718,842 $896,917 ($1,932,160)  ($1,035,243)
$3,900,000 $6,841,701 $682,706 $3,112  ($1,673,702) ($987,884)
2010 $4,100,000 $7,192,557 $730,553 $5,231 ($403,171) $332,613
2011 $5,000,000 $8,771,411 $908,717 $800 ($496,079) $413,438
2012 $10,500,000 $18,419,964 $1,876,977 $12,500  ($2,088,803) ($199,326)
2013 $11,000,000 $19,297,105 $1,960,216 $20,000 ($1,066,209) $914,007
2014 $8,700,000 $15,262,256 $1,554,116 $0  ($2,248,853) ($694,737)
2015 $5,100,000 $8,946,840 $851,358 $0  ($2,886,801) ($2,035,443)
2016 $14,400,000 $25,261,665 $2,282,740 $3,708,990  ($1,192,102) $4,799,627
2017 $15,800,000 $27,717,660 $2,686,384 $4,592,508  ($5,087,500) $2,191,392
2018 $13,400,000 $23,507,383 $2,278,326 $803,931  ($3,799,986) ($717,729)
Total $16,709,009 $9,147,072 ($22,875,366) $2,980,716
Seed Capital Fund Evaluation 19
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Benchmarking

For evaluation purposes, benchmarking provides information related to how peer states use and evaluate
similar incentives. At the outset, it should be understood that no states are ‘perfect peers’ — there will be
multiple differences in economic, demographic and political factors that will have to be considered in any
analysis; likewise, it is exceedingly rare that any two state incentive programs will be exactly the same.?
These benchmarking realities must be taken into consideration when making comparisons — and, for the
sake of brevity, the report will not continually re-make this point throughout the discussion.

The process of creating a comparison group for incentives typically begins with bordering states. This is
generally the starting point, because proximity often leads states to compete for the same regional
businesses or business/industry investments. Second, neighboring states often (but not always) have similar
economic, demographic or political structures that lend themselves to comparison. In the case of the OSCF,
programs with a similar intent can be found across the country, but most commonly in states that struggle to
compete with the coasts to maintain startups.

State efforts to support startups with venture capital funding generally fall into four categories:

= Direct Investment in which the state acts in the role of fund manager. This structure is
becoming increasingly rare as most states take a more passive approach to investing that
more often falls into the following three categories.

= Third-party Managed Funds in which the state uses an external firm to manage the fund
and its investments. A 2016 review of the Federal Government’s SSBCI program found that
most states receiving SSBCI funding for venture capital programs used this method of
investment. OSCF would fall under this category. Other examples include Indiana’s Elevate
Ventures, Missouri’s IDEA Fund, and Pennsylvania’s Ben Franklin Technology Partners.

= Fund of Funds in which the state allocates capital to multiple funds. Examples of this
structure are lowa’s Fund of Funds, Florida’s Opportunity Fund, and the Indiana Seed Fund.

= Co-Investment Funds in which the state invests simultaneously with private investors in
deals meeting certain requirements. In this model, the state does not take an active
approach in evaluating individual companies. Arkansas’ Co-Investment Fund, Tennessee’s
INCITE Co-Investment Fund, and West Virginia’s Seed Capital Co-Investment Fund are
examples of programs with this model.

In addition to the method of investment, state programs are also differentiated by how investments are
financed. Smaller early-stage focused funds making are typically supported through appropriations. Several
larger venture capital funds have been funded at least partially using the sale of tax credits, including the
Ohio Capital Fund, the Michigan Venture Fund and lowa’s Fund of Funds programs are funded through tax
credits.

Due to significant variation among state approaches to venture capital, there are few programs that are truly
comparable to the OSCF. The examples of comparable programs include the following:

= Vermont Seed Capital Fund is focused on early-stage technology-based startups in
Vermont. Itis privately managed by the Vermont Center for Emerging Technologies (VCET)
but was initially funded with $5.1 million from the State of Vermont and U.S. Senator Patrick

8 The primary instances of exactly alike state incentive programs occur when states choose to ‘piggyback’ onto federal programs.
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J. Leahy, with about $4.1 million appropriated by the state.® Similarly to i2e, VCET offers
startups a wide range of services including networking, research, and active engagement
with startups as they move through the development cycle. All investment returns to the
state are reinvested in the fund, similarly to the OSCF.

An important difference between the Vermont Seed Capital Fund and OSCEF is the range of
potential investment. Vermont Seed Capital Fund guidelines offer investments ranging from
$25,000 to $250,000 while OSCF investments are typically larger and generally range from
$200,000 to $1,500,000."°

= The Arkansas Seed Capital Investment Program is designed to provide working capital to
technology-based startups in Arkansas. Investments are subject to a review process similar to
OSCF’s with investments of up to $500,000. Unlike OSCF’s model, investments are made
directly by the Arkansas Science and Technology Authority, with no third-party manager."!

= The Colorado Venture Authority makes seed-stage investments in Colorado startups through
its fund manager, High Country Venture. While this general structure is similar to the
relationship between i2e and OCAST, investment guidelines of the program differ. Portions of
the total amount invested by the fund must be made in businesses located in rural areas or
distressed urban communities. This program also differs significantly in that it was capitalized
by the sale of tax credits, rather than direct appropriation. The authority was permitted to sell
a total of $50 million of insurance premium tax credits, at the rate of $5 million per, over the ten
year period between 2005 and 2014. Following this period, the intent is for the fund to use
investment returns to sustain itself.'?

In addition to these investment approaches, it is also common for states to support venture capital investment
by offering tax credits to eligible investors. A total of 16 states were found to offer some form of tax credit
for qualified venture capital investment.

Benchmarking Program Evaluations

There have been few meaningful evaluations of the impact of state venture capital funds. Part of this may
be due to the long-term nature of these funds and the lack of complete results to date. However, there
have been several studies reviewing the characteristics of successful programs which will be discussed
during the remainder of this section.

The US Treasury Department has supported state venture capital funds through the State Small Business
Credit Initiative (SSBCI). In 2013, a report prepared for the Treasury Department reviewed several best
practices seen in funds that received allocations from SSBCI."® Many of the best practices included in the
report focus on the importance of using experienced, knowledgeable investment managers focused on
building a capacity for entrepreneurship in their state. These managers are better able to build long-term,
sustainable growth in an entrepreneurial ecosystem and align investment decisions with the state’s

9 Vermont Economic Development Authority Financial Statements, June 30 2015. Accessed electronically at
https://cdn2.hubspot.net/hubfs/367793/Borrower_Stories/Annual_Meetings /2015/VEDA Financial Statements 2015 FINAL.pdf
1 Vermont Seed Capital Fund website. Accessed electronically at https://vcet.co/capital/

" Arkansas Seed Capital Investment Program Rules. Accessed electronically at https://www.arkansasedc.com/docs/default-
source/s-t/seedcaprules.pdf?sfvrsn=ab7e8c36 2

12 Colorado Venture Authority statutory reference. Accessed electronically at https:/choosecolorado.com/wp-
content/uploads/2012/07/VCA-Statute-from-Roland.pdf

13 “Information and Observations on State Venture Capital Programs, Report for the U.S. Department of the

Treasury and Interested Parties in the State Small Business Credit Initiative,” February 2013.
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economic development interests. It also noted the importance of managing expectations for fund returns.
The best managers set realistic expectations for “comprehensive returns” which include both direct and
indirect returns of an investment over the long-term. In a subsequent report published by the Treasury
Department in 2016, Pennsylvania’s Ben Franklin Technology Partners was highlighted as succeeding in
this area for accounting for tax receipts and jobs created in the program’s impact report.'* The same 2016
report found that among the four major categories of state venture capital funds, third-party managed state
venture capital funds achieved the highest ratio private capital leveraged. In total, third-party managed
SSBCI venture capital funds were able to leverage almost $13 of private capital for each dollar of public
investment.

Many of the same best practices are echoed in a 2015 report published by the Kauffman Foundation, but
the report also places a particular emphasis on the opportunity for government sponsored venture capital
funds to facilitate networking and create a greater entrepreneurial ecosystem.' In order expand
networking opportunities, the report recommends venture capital funds make several small investments
that bring several entrepreneurs together to form a support group. It also recommends locating startups
that have received funding in incubators to further promote networking and support. The report goes
beyond the best practices in the Treasury’s report by suggesting best practices for data collection. It
recommends clear communication of criteria for success to all stakeholders. Possible criteria include
sustainability of the firm, sales growth, profitability, successful mergers, and IPOs. The authors suggest
that the number of firms invested and the amount of jobs created do not determine the impact of
investments.

A 2010 report by the National Bureau of Economic Research reviewed the impact of government-
sponsored venture capitalists (GVC) on firm success at an international level. The report had several
findings regarding how the level and method of government support impacted firm success. It found that a
modest amount of GVC support improved firm performance, while a high level of support was associated
with weaker performance. It also found that GVC finance is most effective when the government-sponsor
has little control over the fund’s business decisions.®

4 State Small Business Credit Initiative, “Program Evaluation of The US Department of Treasury State Small Business Credit
Initiative” Accessed electronically at https://www.treasury.gov/resource-center/sb-
programs/Documents/SSBCI%20Program%20Evaluation%202016%20-%20Full%20Report.pdf

'8 Ewing Marion Kauffman Foundation, “Guidelines for Local and State Governments to Promote Entrepreneurship.March 2015.
Accessed electronically at https://www.kauffman.org/what-we-do/research/2015/03/guidelines-for-local-and-state-governments-to-
promote-entrepreneurship

16 National Bureau of Economic Research, “The Effects of Government-Sponsored Venture Capital: International Evidence”,
November 2010. Accessed electronically at https://www.nber.org/papers/w16521.pdf
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