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March 15, 1995

® The Honorable Angus 5. King, Jr. ® The Honorable Jefirey H. Butland ® The Honorable Dan A. Gwadosky

Governor President of the Senate Speaker of the House

State of Maine Maine State Senate Maine House of Represenlatives
Office of the Governor Office of the Senate President Office of the Speaker

State House Station *1 State House Station #3 State House Station #2

Augusta, Maine 04333 Augusta, Maine 04333 Augusta, Maine 04333

Dear Gentlepersons:

On behalf of the Finance Authority of Maine, [ am pleased to submit this report entitled A Study of the
Availability and Seurces of Venture Capital in Maine. In this report, the Finance Authority of Maine
explores the nature and types of venture capilal investment, the history of venture capital in Maine, models in other
states and recommendatiions to support expanded venture capital investment in Maine.

In submitting this report for your consideration, | want to extend my personal gratitude and appreciation to
Charles J. Spies Ill, FAME's Director of Natural Resources and the principal author of this study. His dedication of
time, effort, and enthusiasm to the research and writing of this report reflect his professionalism and commitment to
a job well done. This report also includes the hard work and diligent efforts of Ellen Curtiss, Donna Dufour, Charles
Mercer, Paula Taylor, Michele Thibaull, and Cindy Pelletier.

I look forward to the opportunity to work with you to discuss the conclusions and recommendations outlined
in this report and to consider ways in which support for venture capital investment can create new oppartunities
for the people of Maine.

Sincerely,

iy f

Timothy P. Agnew
Chiel Executive Officer

FINANCE AUTHORITY OF MAINE = 83 WESTERN AVENUE - AUGUSTA = MAINE
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EXECUTIVE
SUMMARY

In 1994, the 116th Maine State Legislalure directed the Finance Authority of Maine (FAME) Lo
prepare a study on the availability and sources of venture capital in Maine. The Maine State
Legislature requested the Authority consider exisling sources of venture capilal available in Maine
and review venture capital programs in other states. Based on ils lindings, the Finance Authorily of
Maine was asked to make recommendations for increasing in-state access lo venture capilal markefs.

In conducting its study of venture capital availability in Maine, FAME conducted a review
of current information on activity in and outside the State. FAME stalf contacted economic
development agencies across the nation to determine what types of programs had been developed
fo encourage venture capital investment in their specific localities. We also sought their advice and
counsel as to which venture capital access programs were effective and which ones were not.
Finally, the Finance Authority of Maine sent out numerous lelters soliciting comments and
suggestions from a wide variety of knowledgeable individuals in Maine. These lelters were followed
by phone calls and face-to-face interviews.

Venlure capital investors, whether they are individuals or institulional fund managers,
typically look for a company profile that offers a significant refurn on investment and a predefined
exil strategy. High returns are sought to olfset the risks associated with the business slage at which
venture capitalists lypically invesl. Exit sirategies, such as public stock offerings, sale of the
company, or buy backs from other stockholders, are required al the oulsel lo assure the venture
capitalist that the investment will provide liquidity al a pre-determined point in time.

Companies targeted for investments typically have high growth polential, a proprietary
markel niche, and the ability to allow an investor to achieve the desired exit strategy. Informal
inveslors, commonly known as business angels, also seek out companies to invest in thal can
provide a high return on investment and an acceplable exit strategy. Some business angels may
temper their return on investment demands if a “social return”, such as job creation in the
community, is also an outcome from their investment. '

Venture capital is not a financial resource for companies thal do nol possess the altribules
mentioned here. These companies are typically served by self-financing from the entrepreneur or
friends and family. Rather, these firms also obtain financing from "near equity sources” such as
loan puarantee or subordinated debt programs. Near equily sources are usually willing lo accepl a
lower return on investment than venture capilal investors because their charter is weighted in
favor of job creation over investment earnings. However, very early stage businesses that do not
have any significant sales are usually inappropriate candidates even for near equity sources of
financing because of the need to service debt payments oul of current cash flow.

A formal institutional venture capital industry was developed in Maine in the 1980s with the
creation of the Maine Capital Corporation. This State sponsored effort is credited with altracting
significant capital to Maine businesses as well as being the catalyst for the Slate's existing privale
institutional venture capital industry. As of this writing, there are at least two institutional funds
being raised in Maine. If successlul, on a combined basis, these funds could make capital available
to worthy Maine businzsses in all but the earliest stages of development. This would serve a wide
spectrum of venlure capilal needs in Maine and help (o reduce the chronic capital gaps that
typically exist for small, early stage businesses.

EXECUTIVE SUMMARY 5
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SUMMARY

Informal or “business angel” activity is hard fo quantify because of the lack of market
structure and a general tendency to keep such investment activity confidential. However, two
surveys conducted in the southern half of the State indicate that when small businesses actively
pursue arms-length investors, they were remarkably successful.

Previous efforts by the Finance Authority to bring entrepreneurs and business angels
logether (hrough a formal capital network mel with litlle success due to a lack of critical mass
which is necessary [o generale suilable contacts between investors and entrepreneurs. However,
the Maine Seed Capital Tax Credit Program, which provides investors a 30% tax credit on
investments in eligible seed-stage companies, has been well received. Moreaver, the utilization of
this tax credit is increasing as general awareness of its availability rises.

Of the various venture capital models studied in other slates, lwo appear to show some
promise for Maine, The lirst is a combination public/private model which invests stale funds in a
privately-managed institutional fund in return for reinvestment by that fund in promising early
stage companies in Maine. This sirategy mitigates risk through diversification and the selection of
fund managers with acceplable track records, This strategy accomplishes public benefit objectives
by largeting investments in-slate and drawing more attention lo Maine businesses from outside
sources of venture capilal,

The second promising model is one that encourages a professional fund manager lo locate
within a given state. The fund manager then altracts “deal flow" to the state by investing in seed
stage companies that are willing to locale in the area. This strategy avercomes a common problem
in rural stales which often lack the "native” deal flow necessary (o attract signilicant interest from
oul-of-state venture capital firms. This model cauld also generate a new source of business activity
for Maine.

Based upon our study and analysis of venture capital availability in Maine, the Finance
Authority of Maine recommends the following actions to increase the flow of venture capital (o
Maine businesses:

M Enhance & expand the Maine Seed Capital Tax Credit Program;

B |f direct appropriations are made available for venture capital investments, the money should be
invested in one or more privalely managed funds on the basis that the fund managers will
reinvest a portion of the monies in Maine based businesses;

m Wherever possible, the State of Maine should support privale efforts (o establish “husiness
angel”" networks;

W A commilted seed stage venture fund should be encouraged (o locate in Maine with the intent of
altracting new deal flow to the State;

W The State of Maine should continue to support near equity programs which assist “non-venture
capilal” largel companies;
8 The State of Maine should continue to vigorously cultivate a “business friendly” reputation; and

M The State of Maine should sponsor occasional venture capital forums to allow enlrepreneurs to
present their ideas to large audiences of polential investors.



SECTION 1

INTRODUCTION

In April of 1994, the 116th Maine State Legislature enacted Chapter 60 of the Resolves of 1393
(S.P. 656 - L.D. 1825 atlached as Appendix A) directing the Finance Authorily of Maine lo prepare
a study on the availability and sources of venture capital in Maine,

In the Resolve, the Maine State Legislature directed the Finance Authority of Maine to:
* Review existing sources of venture capital in the State.
* Consider models of venture capital programs in ather states.
* Consider options for increasing access of Maine businesses, particularly smaller businesses and
new venlures, Lo equily capilal,
« Consider the structure and composition of a venture capital program for Maine and other
incenlives lo encourage equity investment, including tax incentives,

In conducting its study of venture capital in Maine, the Finance Authority of Maine
conducted a comprehensive literature review of curren! information on activity both in and outside
the State of Maine. FAME staff then conlacted econemic development agencies in the other 49
states to delermine what types of programs they have developed and implemented to encourage
venture capilal investment. Throughout this study, FAME staff also sought to determine which
programs were effective and which were not.

As the [inal component of this study, the Finance Authority of Maine soliciled comments
and suggestions from a wide variety of knowledgeable entrepreneurs and investors in Maine. These
letters were followed with phone calls and, in many cases, personal interviews. Our goal was o
determine their views aboul he level of venture capilal activity and availability thal currently exists
in Maine and what role, if any, the State should play lo improve access and availability.

Participants were asked the following questions:

TARGETS: [n developing a strategy to enhance venture capilal availability in Maine, whal
types of business indigenous to Maine are likely targets lor investors? Are there currently
invesiment opportunities in Maine that show strong growlh potential with niche or proprietary
products, that have strong management teams, and offer significant potential return on investment?
Conversely, with Maine's geographical, social, and economic atfributes, what indusiries could the
Stale of Maine successfully altract and develop with enhanced access to venture capital? For
example, there have been notable successes in southern Maine with a number of bio-ech firms.
Do aquaculture or other new industries based on Maine's natural resources offer similar
investment opportunities for venture capitalists?

LIMITATIONS: Some rural states altrac little or no interest or investment from (raditional
venture capilalists because the relative volume of investmen! oppartunities is loo low or there is an
apparent lack of local “professional infrastructure” (experienced attorneys, accountants, and
academic research lacilities) 1o support successlul early stage companies. Does Maine face similar
problems? If so, can these problems be mitigaled to the salisfaction of polential venture capital
investors? Does Maine's proximily to Boston create opportunities? If so, can we capilalize on (hose
oppartunities?

PRTRObUCTION 7



INTROLECTGN

AMOUNTS: Much atlention has been focused on the need of small businesses in Maine for
relatively small amounts of venture capital, i.e.: 25,000 to $250,000. Can private sources of
venture capital address the need for smaller amounts of "patient capital™? If so, should the focus
be limited to certain investors such as "business angels” or is a broader approach more
apprapriate?

STRATEGY: What is the most appropriate vehicle, or combination of vehicles for enhancing
a viable venture capital environment in Maine? Should the State's efforts be focussed on:

« Tax incenlives;

* Networking angels and other sources of capital;

* Indirect investmenls in private funds;

« Crealion of a state-sponsored fund.

WHAT ELSE? Are there any other actions Maine's Governor or the Maine State Legislature
can lake to enhance venture capital investment in Maine business?

Using the informalion gathered through our research and interviews, we have assembled
this report about whal is happening in Maine and elsewhere with venture capital programs and
how the State of Maine can benefit further from future initiatives in the public and private sectors.

Frequently in this report we relerence activilias of specific individuals either in Maine or
elsewhere. This was done lo take some of the mystery out of the subject and to provide real
exarnples of how venture capital is raised or used. There are many more specific examples that
could have been included, unfortunately, though, time and space did not permit.

This reporl is organized into five major sections, including the niroduction. Section 2
discusses lypes of venture capital and sources to provide a basic understanding of (he topic.

Section 3 discusses pasl and present venture capilal activity in Maine,

Section 4 explores the use of slale-sponsored programs in other states. It is a compilation of
information gathered from existing publications, mailings and, in two cases, direct visits. This is
nol presented as a complete lisling, bul rather as a representative sampling of programs thal exist
to encourage the flow of venture capital in slates and localities across the nation.

Finally, based on the canclusions drawn from our study, Seclion 5 suggests how the Slale of
Maine could assist development of mare venture capital sources and a more =fficient markel to
encourage investment,



SECTION 2

TYPES OF
VENTURE
CAPITAL:
STAGES

& SOURCES

Venlure capital is a broad ierm describing a "high nsk/high reward" investment strategy and a
primary component for the growth of entrepreneurial businesses. Venture capilal encompasses a
variety of financing sources which can be invested in many types of businesses, usually during the
earlier stages in the life-cycle of thase businesses.

Much of the investmenl activily associaled with venture capilal occurs when a company is
al a stage that requires significant change in order to go forward. Most alten this change is
designed to bring significant growth and profitability to the company. For example, the change may
be the commercialization of a new product, a substantial valume expansion in sales, or the sale o
a division. Typically, the risks involved with the successlul implementation of this kind ol change
make the company unsuitable for traditional commercial debt and other linancing sources
commonly available lo companies in more mature stages of growth or in an established mode of
operations.

To fully understand how venture capital benefits business, it is important to understand
whal the sources ol venture capital are and what molivates venture capilalisls lo invest in cerfain
husinesses. In some circles, venture capital is referred to as "risk capilal” because these
investmenls are typically unsecured, inveslors receive no payments from current cash flow, and the
probability of a loss on any single invesiment is relatively high. However, the venture capitalist
accepls (hese risks based on a judgment hat the polential return on investment adequately
compensates for these risks, This return is usually financial, but in the case of relatives or
"business angels” discussed below, the return may also be social in nature.

Venlure capitalists invest “patient capital” which typically has a 5 lo 10-year lime horizon
before returns are expected. Venture capitalists target (a) companies in an early stage of life with
a potentially strong product line; (b) developed companies allempting Lo enter a new markef;

(¢) companies seeking to significantly expand in an existing market; or, (d) cecasionally, ailing
companies thal can be revitalized o generate significant profils.

The patient, high risk/high reward element is what sets venture capital apart [rom more
commaonly utilized sources of financing such as commercial banks, aulo finance companies, credit
card companies and others (referred to here as lenders)’ Lenders look for economic relurns but al
a lower rate than venture capitalists, Also, most lender investments are made using a strategy fhat
minimizes probability of a loss. They typically target financially sound companies that have a
proven track record; show the ability to repay debt from hisloric earnings with immediale cash
flow; have assets which can be pledped as collateral; and often have principal owners who are
willing to guaranty payment of the debt should (he company fail, These altributes mitigate the
lender's risk by allowing investment decisions 1o be based on a set of known quanlilies.

IPublic stock offerings are also a source ol funding for companies maving oul of the venture caplal phase and
are oceastonally noled herein as an “exit steategy* for the venlire capitalist. However, the mechanics lor miking such
ullerings are comples and beyond the scope of his reporl

VYPRES OF YENTURL CAPITAL -STAGES & SOURCES 9



Figure | shows traditional sources of capital for a growth company and at

whal stage in a company's growth each source of capital is used.? Venture capitalists will
sometimes employ debl-like structures, especially with later stage companies that are producing
some cash llow, but they almost always attach equity-like features such as warrants to purchase
stock, or a percentage of future royalties from sales, to share in the financial success of the
cornpany and increase their return on investmenl. In nearly all cases, venture capital is more
costly to the company than other sources of business financing. The greater the risk of the
business venture seeking financing, the more expensive capital will be.!

“Later in [he section on Near Equity Sources, Figure 2 shows how debl is somelimes shifled down the scale to

companies wilh higher risk profiles.

‘Investors often refer to this concept as "risk adjusted return”.

FIGURE 1:

SOURCES OF
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Acquisition - Buyout

(Modified, Orlginal Source Unknown)
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STAGES OF
VENTURE
CAPITAL
FINANCING

The following are generally accepted definitions of the usual “stages” at which venture
capilalists invest, These definitions are mainly taken from a well-known industry publication,
Prait's Guide to Venture Capital Sources (Pratt 1990), The slages encompass most venture capital
investment opportunities, However, by themselves, the stages do not tell the entire story. No
investment can be completed without a “source” of funds. Sources of funds and how investors
make investment decisions are discussed beginning on page 12.

EARLY STAGE FINANCING

® Seed Financing: Seed linancing s typically a relatively small amount of capital provided to
an inventor or entrepreneur lo prove a concepl and qualify for starl-up capital. Seed financing may
include monies for product development and building a management leam,

® Research & Development (R&D) Financing: Research & Development financing is usually
a lax-advantaged partnership set up to finance product development. Investors may secure lax
write-offs for their investments as well as a later share of profits if the produet is successful.

W Start-up Financing: Start-up financing is provided lo companies completing producl
development and initial marketing. Companies may be in the process of organizing or may already
be in business but, at (his stage, but they have not sold product commercially. Usually, such
companies will have conducled markel studies, assembled key management, developed a business
plan and are essentially ready to do business.

M First-stage Financing: First-stage financing is provided to companies that have expended
their initial capital, often in developing and testing a prototype, and require funds to initiate full
scale manufacturing and sales.

EXPANSION FINANCING

B Second-stage Finaneing: Second-stage financing is working capilal for the inilial expansion
of & company hat is producing and shipping and has growing accounts receivable and inventories,
The company has progressed beyond the "early stage”, bul may not yet be generaling profits.

M Third-stage or Mezzanine Financing: Third-stage or mezzanine financing is provided for
major expansion of a company whose sales volume is increasing and that is breaking even or
profitable, These funds are used for further plant expansion, markeling, working capital, or
development of an improved product.

m Bridge Financing: Bridge financing is needed al times when a company plans to go public
in six months to a year, Bridge financing is often structured so thal it can be repaid from the
proceeds of a public offering. It can also involve restructuring of major stockholder positions
through secondary transactions lo take oul earlier investors or the holdings of former managemenl
and relatives.

ACQUISITION/BUYOUT FINANCING

m Acquisition Financing: Acquisition financing provides lunds to finance acquisition ol
another company.

@ Management/Leveraged Buyout: Management or buyoul funds enable an operaling
management group o acquire a business product line which may be al any stage of development.
Entrepreneurial management usually acquires a significant equity inlerest (including Employee
Stock Ownership Plans “ESOP's") in these often closely held or family-owned businesses.
Furthermore, these management/leveraged buy outs usually involve revitalizing an operation
upon purchase.

FTYPES ©ODF VENTURE 'CAFITAL: - STAGES & §SDURCES i1
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VENTLURE

Venture capital is generally considered lo come from two broad categories of investors: the
“organized" venture capilal community and the “informal” venture capital community. The
organized community is comprised of institutional firms supported by private funding, public
funding or both. Informal communities consist simply of individuals willing to invest in a venture-
stage firm, sometimes on their own initiative or with an informal group of individuals. A third
source of capital for early stage or "non-bankable” companies is often referred to as "'near equily”
These are funds thal are somelimes used in lieu of venture capital or to supplement it, Near
equily is provided by enlities like the Finance Autherity of Maine, the U.S. Small Business
Administration, Coastal Enterprises, Inc. and others. These entities are often the only source

for companies that do not fit the investmenl largel profile of the venture capilalisl.

THE ORGANIZED VENTURE CAPITAL COMMUNITY

AS A SOURCE OF FINANCING

Organized, professional venture capilal entities are usually managed by professional investment
teams thal may oversee investmenl portfolios ranging from $1 million to $1 billion. Maost often
these funds exceed $10 million. Usually the funds are formed as limited parinerships of
sophisticated investors, pension funds, insurance companies, banks, and others. These companies
focus on all stages of financing bul are less active in very early stages such as the seed level
(Gupta 1995).

The venture capital industry began to emerge as a formal industry shortly after World War
II. Prior lo that, venture capital investments were mostly made by wealthy individuals, syndicates
formed by investmenl bankers, or wealthy family organizations who hired professional managers,
The formal industry received a strong volte of conflidence in 1958 with the passage of the Small
Business Investment Company Act, This legislation allowed the creation of Small Business
Investment Companies (SBICs) thal offered lax advanlages and leveraged government lending,
The legislation also allowed [or the licensing of 585 Small Business Investment Companies and
prompled a substantial increase in the amount of capital available for entrepreneurial ventures.

Unforlunately, problems occurred with the structure of the initial Small Business Investment
Companies, which were highly regulated and lacking privale capital, causing many lo fail.
However, the momentum initiated by Small Business Investment Companies is credited with
launching the venture capilal industry as il exists in the Uniled States today.

Since 1960, the industry has gone through a series of contractions and expansions. Funds
experienced growing pains as management developed expertise and better understanding of the
risks and rewards related to various investment stages. At the same time, the general health of the
economy and publicly-traded stock markets affected the ability of fund managers to raise necessary
capital or exit investments.

Alter nearly 40 years, the venture capital industry appears lo have achieved some level of
maturily and stability and, based on earlier experiences, many funds have chosen lo specialize in
specific industries, stages of investmenls, and geographical regions. Today, there are more than 800
venlure capilal funds operating throughout the country. As of late 1989, the “organized” venture
capital communily was managing over $30 billion in aggregate funds. In 1994, this group raised
$4.2 billion in new funds, a record for the industry.

The organized venture capital community can be divided into three primary types of funds:
Independent Private Venture Capital Firms, Small Business Investmen| Companies, and Venture
Capital Subsidiaries.

CAPITAL STAGES & SOURCES



M [ndependent Private Venture Firms: Independent Private Venture Firms account for the
majority of institutional venture capital and they are the major source of classic early and second
stage venture developmenl, During the past decade, these funds shifted from a primary focus on
technology businesses Lo include consumer-related businesses and health care. Critical investment
criteria include: strength of management, identified market niche, and high growth potential.

Subject 1o specific corporate philosophy, minimum investments are usually $500,000 and
are largeted at companies with excellent management teams capable of achieving sales of §20
million to $50 million in a 5- lo 10-year time [rame. These combined altributes are expecied to
produce a major new business and associaled profils for the investor.

Generally speaking, private venlure capitalists are active investors. They work closely with
the businesses in their portfolio to help the companies achieve growth and profitability largets,
often providing management advice, hiring and firing chief executive officers, and helping with
market develapment, all based on their industry connections and expertise. Privale venture
capilalists typically seek lo harvest their investment through a public stoek offering or private sale.

To account for the risk of inevitable portfolio losses [or businesses that [ail, private venture
capilalists ordinarily seek returns of from 20% to 50% or more, depending on the initial
investment slage, and 20% or greater for their portfolio as a whole. A typical fund portlolio will
have ten or more companies. Thus, il one third of the companies in the porifolio fail, one third
break-even, and one third do extremely well, the investors can achieve their largeted returns.

Company features that attract investments from Independent Private Yenture Firms

(Pratt 1990);

* A product or service with sustainable proprietary features.

« An “unfair” advanlage in lerms of technical know-how and/or lead time.

= A markel niche in which the features show a clear economic benelit; higher qualily, lower cost
and/or improved produclivity.

* A market potentially large enough and growing fast enough thal the expected markel share
provides substantial revenue within a few years.

* Access |o the markel through existing channels of distribution to identifiable customers.

= Gross margins thal are high enough to allow for ervors that inevitably occur in rapidly growing
companies and, if il is a technology-based company, margins that provide for substantial research
and development expenditures,

IYPES BN VENJHRE $alrTal STAGRS 8 SOllBUKS 13
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B Small Business Invesiment Companies (SBICs): Small Business Investment Companies
are licensed by the federal governmenl through the U.S. Small Business Administration (SBA). The
Small Business Investment Company Program was started with the Small Business Investment
Company Act of 1958 Most Small Business Investment Companies are profil motivated enlilies
that either make loans or equity investments. Of the 370 licensed companies existing in 1989,
approximately 200 were primarily venture-oriented. The others were making loans or investing in
specific businesses (Pratt 1990).

Under Section 301(d) of the Small Business Invesiment Company Act, Specialized Small
Business Investment Companies (SSBICs) can also be established. These specialized investmen!
companies musl have a specific investment focus on businesses with 51% or greater ownership by
economically or socially disadvantaged persons such as minorities or veterans of the Vietnam War.
The U.5. Small Business Administration requires a minimum capitalization for Small Business
Investment Companies of $2.5 million ($1.5 million for Specialized Small Business Investment
Companies). However, several sources, including the U.S. Small Business Administration, believe
that $5 million is generally the smallest feasible capital amounl needed to be economically viable,

The stated intent of the Small Business Investment Company Program is to slimulale (he
flow of equity capilal and long-lerm funds into “small businesses” so hey can grow and develop
(USGPO 1994). For purposes of clarification, the U.5. Small Business Administration’s basic
definition of a small business is one that has a net worth of not more than $18 million and has not
had an average after-fox income of more than $6 million for the previous two fiscal years,
According to the 1994-1995 Directory of the National Association of Small Business Investment
Companies, SBICs have invested more than $10 billion lo over 100,000 small businesses,

Small Business Investment Companies can leverage their private funds up to 300%
(400% lor Specialized Small Business [nvestment Companies) depending on the type of leverage
requested, the amount of private funds, the lypes of investments being made, and the availability
of leveraged funds. If a fund meets appropriate benchmarks, it is pessible for a Small Business
Investmen! Company Lo leverage up to $90 million on a core private capitalization of $30 million.

Leveraged funds are made available (o Small Business Investment Companies in three ways:
1. Flve- or len-year debentures sold on the public markel can be issued by SBICs and SSBICs.
They are Iypically priced al an interest rate that is three quarters Lo one percent over the yield
on U.5. Treasury bonds of comparable malurities and carry the full faith and credit guarantee of
the U.S. Government, The Small Business Investmenl Company is required lo pay semi-annual
interest on the debenture and the full principal payment at maturity.

2. Preferred securities wilh a 13-year mandatory redemption may be issued hy SSBICs only.
These are {or non-voting shares with a 4% interes| dividend acerued to maturily.

3. The Small Business Investment Company legislation was amended in 1944 to allow SBICs to
issue participating securities wilh malurities of up to 15 years. These secutities allow the
U8, Small Business Administration to share in up lo 12% of the profits of the company, after
dividends. No dividends, profits or principal payments are due until a company has earnings.

Unlike the debenture structure, this postpones the company’s cash votflow for interest
payments, which makes it easier for Small Business Investment Companies Lo invest patienl
capilal as equily thal may nol produce a relurn for several years. According lo the LS. Small
Business Administration, the Small Business Investment Company Program has experienced
a marked increase in program aclivity since the 1992 amendmenls were approved by Congress
and the Presiden,
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Small Business Investment Companies can limit themselves to one leveraging source
or combine sources, They may also simultaneously invest with equity, debl instrumenls or a
combination financing including convertible debt and waryants, Some restrictions apply lo Small
Business Investment Company funds that do not apply to independent private [unds, such as
restrictions on real estate investmenlts and percentage of control in any one business. Also, no
more than 33% of a Small Business Investment Company's direct funds can come from state or
local governmenl sources, This limitation was put in place by the United States Congress lo retain
profit motivation in the program which in turn, should help to keep Small Business Investment
Company funds viable over the long term,

Because of the underlying structure of Small Business Investment Companies, their lunds
generally target later slage investment opportunities, which reduces risk but still provides an
adequate return with timely cash flow (Coit and Kyle 1995, and others). However, some active seed
stage funds do exist that make use of the parficipaling securities oplion under the program Lo ayoid
currenl cash flow needs. The potential for significant growth and other altributes soughl by privale
venture firms are also sought by Small Business Investment Companies. However, as with privale
firms, the required rate of growth and profitability of the (argeted companies is inversely related to
the perceived risk and investment stage.

M Venture Capital Subsidiaries: Venlure Capilal Subsidiaries are corporalions established as a
separale subsidiary by a parent holding company lo make business development investments that
fall outside the parent's usual investment or loan crileria or are not eligible for Small Business
Investment Company funds. Capitalization for bank subsidiaries is limited o 5% of the parent
company's capital and can range from $5 million (o §200 million dollars.

Motivation for a parent company lo eslablish a venture capital subsidiary is often strategic
in nature, [nvestmenlts are made in businesses that potentially offer synergistic products. The
partnership between the parenl and the venture capital subsidiary benefits both parties by
praviding funding and expertise to the venture company as well as a competitive advantage o (he
parent company. Some venlure capilal subsidiaries operate as a separale profit center for the
parent and behave like the independent privale venlure capital firms,
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FIGURE 2:

RISK VERSUS
BUSINESS
GROWTH STAGES

SOURCES OF FINANCING &
REASONS FOR BORROWING

RISK & SOURCES

High

Low

Early Stage Expansion

Acquisition - Buyout

GROWTH STAGES

1 - Conception/Creation—Investigation & research resulting in a concepl, plan or invention

2 - Development—Purchase of fixed assets; market research; training personnel; production
starl-up costs

3 - Young Operating—Fixed assets; working capital

4 - Middle-aged Operating—Replacement & new fixed assets; increasing working capital due
to growth.

§ - Mature Operating— Periodic replacement of fixed assels; acquisitions; entry into new markets

6 - Declining—Restructuring liabilities; linancing unprofitable operations; slowdowns in accounts
receivable collections
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THE INFORMAL VENTURE CAPITAL COMMUNITY

AS A SOURCE OF FINANCING

In addition (o the “organized” venture capital communily there is an informal source of venture
capilal that can come from a diverse group of individual investors. These individuals range from a
company's founder, lo friends and relatives, to weallhy individuals. The latter are often referred lo
as "business angels”. As with the organized venture capital communily, these sources seek
investments in companies that have [he potential to succeed and to offer an acceptable return on
investment. However, as noted previously, the return does not always have lo be economic. Return
can be social or "psychic” as described by Wetzel (Pratt 1990 and earlier publications) and driven
by the satisfaction Ihe investor obtains from being part of a new company ot filling some local
need such as job creation,

M Family & Friends: Family and friends are an obvious funding source for small businesses,
especially in Ihe early stages when (he business is more of a concept than a reality. This source js
one thal is difficull to quantify because the successful combinations of entrepreneurs with relatives
and friends thal are liquid and willing to invest are random events. However, there are many
corporate success stories that begin with the commitment of an entrepreneur and his or her family

The Finance Authority of Maine's experience with small business financing also justifies the
argument thal family and friends often provide Lhe capital cushion required to support small
businesses. The Authority is oflen involved in helping to provide financing lo businesses (hal
receive some outside capital but only after family or friends provide an additional “cushion™ of
their own, Quite often, they would not survive without this non-bank source of funds because the
risk of involvement by the Authority and/or another lender would have been too great withoul the
capital cushion provided by [riends and family.

B Business Angels: “Business Angel" is a term applied to wealthy individuals who are willing
to make venture capital investments. This group is extremely diverse, hard to compartmentalize,
and its members often prefer anonymily when it comes to thier investmenl activity. Even so, a
rough profile of the “typical" business angel has been developed by various sources. The following
is based on William Welzel's observations while at the Center for Venture Research located at the
University of New Hampshire (Welzel 1990),

M Profile of a Business Angel:

* Approximate age 47 with a postgraduate degree.

= Often has technical and managemenl experience with start-up ventures.

= Typically invests $20,000 to $50,000 in any one venture,

* Often participates with other linancially sophisticated individuals to fund larger deals in (he
$100,000 to $500,000 range,

* Invests approximately once every two years.

= Prefers lo invest in slart-up and early stage situations.

* Finances technology-based inventors when technology and markets are familiar.

« Prefers manufacturing and technology-based venlures.Invests close (o home—most often within
50 miles.

* Mainlains an aclive relalionship with companies in which he has invested, usually in a
consulting role or on a board of directors.

* Does nol have diversification and lax-shellered income as imporlant objectives.

* Expects 1o liquidate investment in 5 to 10 years.

* Looks for compound annual rates of return on individual investments ranging from over 50%
from inventors o 20% 1o 25% from established firms.

* Looks for minimum portfolio returns of about 20%.

« Often accepls limitations on financial returns or higher risks in exchange for nonlinancial rewards.

* Learns of investment opportunities primarily from friends and associates,

* Would like to look selectively at more investment oppartunities, but does not want 1o be unduly
“pestered” by entrepreneurs.
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NEAR EQUITY

AS A SOURCE OF BUSINESS FINANCING

Although not usually included in discussions of “pure” venture capital, public and privale sources
for "near equity" can provide support for both classic venture capital targets and firms that do nol
meel e venture capitalist's investmenl profile. For either public benefil or olther reasons, (hese
sources tend (o take somewhat more risk and accepl lower returng than most traditional lenders.
These near equily sources of capital are nol typically considered a prelerred source of [unding for
seed and early stage companies because of the need for immediale cash flow Lo service the debt.

As Figure 2 (see page 16) indicales, debl instruments from nen-venture capitalists can
sometimes be substiluted for venture Junds. The graph displays the level of perceived risk
associated wilh developmental stages of companies and the likely sources of funds. [ is similar
to Figure 1, but the growth stages represent the full business life cycle and are broken down
more precisely.

Near equily sources are typically specialized loan funds supported by some form of federal,
state or local development organization, Near equity financing is distinguished from equity sources
by an interest component which requires the business to pay debt service payments with existing
resources. [n other wards, it is risk oriented capital bul nol entirely “patient capilal”. The graph
shows how the use of near equity funds can provide capital to businesses in a high risk spectrum
that are unsuitable for conventional debl financing and even unsuitable for some convenlional
venlure investors. Near equity targel companies often exhibil some kind of viability and perhaps
social benefits bul not the altractive potential for return on investment sought by the venture
community.

Non-venture debt financing is not technically within the scope of this study but near equity
instruments are briefly discussed to demonstrale how this source interacts with venture capital
activities. Near equity programs and (heir impacts in the State of Maine were discussed in some
detail in the Report of the Commission on Investnient Capital (1993). Other saurces of information
on (hese programs are readily available from the agencies thal sponsor these programs and others
including: Maine Department of Econemic & Communily Development, Finance Authority of
Maine, Coaslal Enterprises, Inc, the U.5. Small Business Administration and others, An excellent
summary list of these programs, including contact information, is Pubilic Sources of Capital in
Maine, a publication sponsored by Key Bank of Maine (1994).

As nofed, these funds usually have a public benefit orientation and as such they are willing
lo accepl a lower return on investmenl as long as public benefits are enhanced. To support this
important public mission, the funds are often subsidized, usually through allocation of governmenl
resources to hack up losses and support administration. .

Companies supported by these programs may show potential for major growth or they may
simply creale new jobs in order to replace these lost in other areas of the local economy.
According lo Peter Drucker, whose work appears in many published sources on commercial
financing and venture capital, . . . there are 'job creation businesses' and 'job replacerment
businesses' ... The former is the lypical venture largel and has the public benefit of crealing
a signilicant number of new jobs through real nel growth. The latter offers (he public benelit
opportunity to create employment for displaced workers bul they generally do nol create any
significant nel new growth in the economy. Virtually everyone would prefer (he job creator
lype businesses, bul we also recognize (hal job replacement businesses also provide imporlant
public benefits.

It must be emphasized thal near equily programs are not “give away" programs. In mosi
instances, these programs operale under intense public and privale scrutiny thal demands
accounlability and acceptable loss rales, These types of programs usually support businesses that
show strong prospects of long term viability. Typically, decisions are only made alier a stringent
review process

CAPITAL STAGES & SOLRCES



LIMITATIONS
OF VENTURE
CAPITAL

M Near Equity Programs:

Loan Guarantees: Loan guarantees are one example of near equily capital. They offer
conventional lenders a means by which they can parlicipate in financing companies that otherwise
would be considered loo risky. For example, a company may show potential growth and have a
good management team but be too small for regular venlure sources and too young for conventional
bank financing. In many cases, if the company is in the second stage lo mezzanine stage of
development, a lender is willing Lo go beyond normal rigk paramelers to finance a worthy
company if they can reduce their risk of loss via & loan guarantee. Guarantee agencies usually
work with a lender before a loan is closed to understand the financing and to make sure that all
parties are able to proceed comfortably. If the loan is closed, the guarantee agency agrees to cover
a certain percenlage of losses on that loan should the company defaull. Usually, guarantee
percenlages can range [rom 25% to 90%.

Sources for such guarantees are federal, state and local development agencies thal are
funded with taxpayer dollars, fee income, and privale or public grants, Stale and Federal agencies
operaling in Maine include:

* The U.S. Small Business Administration (Federal)

* The Finance Authority of Maine (Stale)

«The Consolidated Farm Service Agency' (Federal)

* The Economic Development Administration (Federal)

Subordinated Debt: Several of the agencies listed above, and others not listed here, have
subordinated debt programs. These "“higher risk™ lending programs often act as a substilute for
venture capilal for smaller companies that cannot access the institutional or informal venture
markets. These programs operate by making direct loans lo eligible companies. The loans may
be at special rales or have special structures that allow companies to improve cash flow over the
shart term. Often, subordinated loans are malched with conventional sources of debt or even
venlure capital. The subordinated lender is generally willing to take higher than normal risk by
accepling a junior position on collateral which in turn frees up company assets for leveraging
conventional debl.

The Regional Economic Development Revolving Loan Program approved by Maine voters in
November of 1994 will provide $10 million to local and regional non-profil and governmental
entities for “near equity” loans to businesses meeting cerfain statulory criteria. Administered by
the Finance Authorily of Maine, this program will also leverage other sources of loan funds

The review ol sources and uses of venture capital helps define the limitations of venture capital.
Given [he venlure capital investor's desire for an appropriale “risk adjusted” rate of return,
companies targeled for investment must have altributes that are likely to produce profits and allow
for an exit strategy for (he investor. Companies thal cannol meel these vilal criteria will not be
largeted by ventlure capitalists. Slow growing "job replacement™ companies or those with
enlrepreneurs unwilling to give up some ownership control will typically not qualily for venture
capital investments.

‘Successor ta Farmers Home Administration
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SOURCES

Venture capital has been available prior 1o Maine even becoming a State. Investors seeking above
average relurns largeted industries with competitive advantage and promising new technologies
during the 17th and 18th centuries and became the impetus behind the Slate’s early timber and
ship building industries among others. More recently, venture capilalists have been involved in
many starl-up companies including Ventrex, Intelligent Controls, Moss Tent Works, Brunswick
Technologies, Idexx, Great Eastern Mussel, Delorme Publishing, Wright Express Corp., Claw Island
Foods,Inc. Yale Cordage, Raye's Mustard, and PharmX, [nc., to name just a few. Without venture
funds from the formal and informal venture capital communities, these companies would not have
been able to grow.

HISTORICAL ACTIVITY IN MAINE

M The Maine Capital Corporation: Organized institutional venlure capital funds originated in
Maine in the 1980s. The best known fund is probably the Maine Capital Corperation because of the
publicity it received as a State-sponsored fund and as the firsl organized venture capital fund in
Maine, The Maine Capital Corporation was originally established in 1980 with a private corporale
structure® as a licensed Small Business Investmenl Company. The Maine Capital Corporation made
its first investment in 1983

The purpose of the Maine Capilal Corporation was to promote economic development by
raising $1 million [rom private institutions and individuals in exchange for $500,000 (50%) in lax
credits against State income tax liability. The fund was later leveraged lo $2 million with a loan
from the Federal Financing Bank. The fund targeted early stage and later stage investments but not
seed stage. Filsl round investments were usually $100,000 to $200,000,

Initially the Maine Capital Corporation’s resources were limiled to investments in Maine.
Delays in initial fundraising, requests to raise additional funds, and the apparent need lo make
investments oulside the State, raised concerns among elected officials, the media, and the public
about the Maine Capital Corporation in the mid-1980s. Some legislators and cilizens [elt that the
fund was nol fulfilling its public mandate by seeking to invest in companies outside of Maine and
being “ulira-conservative’ when reviewing invesiment opportunilies.

David Coit, the fund manager for the Maine Capital Corporalion argued strongly thal the
beneits created by looking oulside the Slale of Maine were critical to the fund's ultimate success,
Eventually, the Maine Capital Corporation did make out-of-state investments which allowed
diversification af the portfolio and the establishment of a network of coinvestors, By mid-1984,
benefils of the Maine Capilal Corporation's investments were being seen. Al that time, the Maine
Capital Corporation announced it had made $5 million in investments in three Maine based
companies in cooperation with 11 oul-of-state funds.

Designed as a 10-year fund, the Maine Capilal Corporation was terminated and fully
liquidated in early 1995. In the final analysis, its investments returned 15% compounded. This
return did not produce a gain for investors alter netting out management fees. However, the initial
tax credit provided by the State should have left most participants in a nel positive position.

As is the case with most state [unds surveyed for this report, the ultimate benefit (o [he
State [rom the Maine Capital Corporation is difficult lo quanlify in a strict manner, The difficulty
arises from the long period of time lo investment maturity (3 lo 8 years or longer), the multiple
inveslors for each deal, and the success and failure of various deals.

However, il is clear thal the primary benefit from the Maine Capital Corporation is the
venture capital infrastructuve that was established as a direct result of what was a modest lirst slep
by today’s industry standards. The Maine Capilal Corporation funds atlracled significanl
coinvestments in Maine companies by outside venture capitalists in the 1980s and allowed lor new
venture capital funds lo be created,

Tax law changes in 1984 made a corporale siructure less desirable to investors. Consequently imost stroclures
are naw i the form ol limited partnerships.

IN MAINE



M North Atlantic Venture Fund, L.P.: In 1987, David Coit and partners initiated and ralsed
funds for another private fund known as the North Atlantic Venture Fund, L.P. This new fund

focused on investment opportunities in the region with special emphasis on Maine, Vermont, and
New Hampshire. Al the time, this was the largest fund in Northern New England with a $17
million capitalizalion, The formation of North Atlantic Ventures is directly attributed to the

foundation established by the effort to creale and develop the Maine Capilal Corporation. Between

1987 and 1993, the North Atlantic Venture Fund made 18 investments in Northern New England,

six of which were in Maine. The current performance of the portfolio suggests that it will provide

significant returns lo its investors that are within industry standards.

M Vermont Venture Capital Fund, L.P.: The Maine Capital Corporation also acted as a model
for a similar fund raised in Vermont and managed by Mr. Coit and pariners. The Vermonl Venture
Capital Fund, L.P. was capitalized with $7.8 million dollars using a tax credit incentive similar to
the tax incentives used in Maine. The Vermont Venture Capital Fund's investment largets were nol
limited to Vermont, and Vermont Capilal even participated in a number of Maine deals along with
North Atlantic Ventures. On a combined basis, Maine Capital Corparation, North Atlantic and

Vermont generated the following activity in Maine as estimated by management of North Atlantic

Ventures:

* Direct Investments .. . ., . chigs'sm yerrr ey <10 8 TG
= Venture Capilal Imported by Cumveslors rrime sy onrs oy 8 T30million
» Total Venture Capital Invested . .......... ..., & 80.2 million

(90% of formal venture capital activily in Maine from 1980 lhrough 1994)

= Jobs Crealed in Maine ... . 760
* Annual Payroll and Benefits Paid in Mame Al $ lﬁ 0 ll'll”lﬂll
= Current Bank Loans to Portfolio Companies . $ 35.0 million
= Portfolio Company Revenues (1994) . . ... . . §180.0 million
« Revenue Growth Rale (1994) ... e .. 38%

Despile the admittedly modest resulls the Maine Capital Corporalion realized for its

investors, (he establishment of this innovative venture capital fund has clearly been a success in
altracting new sources of capital to Maine. The Maine Capital Corporation can appropriately be

viewed as a calalyst for Maine's venlure capital industry that contributed significant public benefit

in comparison o the Initial $500,000 in tax credits that supported the crealion of this venture

capital fund
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M Kalahdin Securities: Katahdin Securities is another Maine based privale venture capital fund
that was raised by Charlton Ames, the fund's general partner, in 1985. Prior to starting Katahdin
Securities, Mr. Ames had experience with Arthur D. Little, Inc., an international management
consulting firm, and TA Associates, a venlure capilal firm based in Bostan, Massachusets.
Katahdin Securities is a $3 million fund that is now completely invested. Katahdin targeted early to
later stage companies with minimum revenues of §1 million and the potential fo achieve at least
$10 million. In making investment, Katahdin looked for the nucleus of a quality management team
with a well-developed business plan and products that produced a gross margin of 20% or belter.
Katahdin invested all funds in Maine companies, some of which are lisled al the beginning of this
seclion, in increments as low as $100,000 and with typical investments of $250,000 (Ames 1995).

When interviewed for this reporl, Mr. Ames made several observations related to venture
capital activily in Maine based on his experience as a fund manager:

* Indigenous funds are benefical for Maine.

* A focus that limits investments to in-slate companies provides a competitive advanlage lo the
fund manager because of the reputalion the fund establishes and its ability to [ocus on the State.

* Indigenous funds expect Lo bring venture capital o businesses in smaller amounlts than large
regional funds.

* A fund of this structure must be willing to "go it alone” because co-institutional inveslors olten
shy away from smaller deals,

* A localized fund focussed strictly on seed stage would not be able to function because Maine deal
flow is too small, Therefore it would take too much time to invest a meaningful amount of money.

+ Lack of high risk/high reward deals can be somewhal offset il the fund enlers investments wilh
the proper pricing.

* Maine has an adequate infrastructure of lawyers and accountants to service entrepreneurial
campanies and venture capitalists. I, on rare occasions, issues are outside of local expertise, the
necessary assistance is readily available in Boston,

* Needs under $100,000 are best funded by (he informal angel community.

M Tribal Assels Management: Tribal Assels Management is a privale company with
approximately 540 million under management from the Federal Lands Claims Settlements thal has
been paid lo Maine Native American Tribes. Tribal Assels has made equily investments in Maine
companies either as a participant with other venture inveslors in the Stale or on its own.

@ Other Funds: During the past decade, several other venture capital funds have been initiated,
These include attempls by both privale and public enlilies. [n most cases i appears the failure of
the funds lo malerialize was due to lack of inferest on the part of investors, either because
investors lacked faith in the fund managers, lacked faith in the investment strategy of the fund or
because of exlernal economic factors which limited available sources.

IN NMAINE



ACTIVITY IN MAINE IN 1995

There are no public or private Maine-based funds that are actively investing al this time. As noled
above, all of the funds raised in the 19805 are now fully invested. However, this situation is
expected to change during 1995 as al least (wo new funds commence invesiment achivities after
several years of structuring and fundraising,

B North Atlantic Venture Fund 1, L.P.; North Atlantic Venture Fund Il is a Small Business
Investment Company being crealed by the general partner of North Atlantic Venture Fund and (he
Maine Capital Corporation. This new fund will draw upon the 12 years of experience gained by (he
principals while managing the Maine Capilal Corporation, the North Atlantic Venture Fund and the
Vermont Venture Capital Fund. North Atlantic 1l is expected to close in the Spring ol 1995 with $15
million to $20 million dollars in capitalization. As of January 1995, North Atlantic Venture Fund 11
had already closed on $5.7 million through a limited partnership participation by a consorlium of
regional banks.

The remainder of the funds will come [rom other institutional inveslors and accredited
individuals, One prospective limited partner is the Maine State Retirement System which has
pledged up to $4 million if this amount can be malched by retirement funds from olher states. The
Small Business Investment Company structure will allow leveraging al iwo-lo-one, resulling in a
polential capitalization of $45 to $60 million. The fund life will be an estimated 1] years.

The North Atlantic Venture Fund 1l will targel mezzanine stage businesses (relalively
malure, profilable companies) in Maine, New Hampshire and Massachuselts, though some early
stage companies may be seleclively targeted. Fund investments will range from $300,000 1o $2
million. Most often, investments will be structured as debl instruments with current debl service
payments combined with warrants to allow both current income and relurn from growth. The
principals believe their experience in the Northern New England markel and affiliation with the
commercial bank limited partners will assure salisfactory, high quality deal flow

The capitalization of the North Atlantic Venture Fund II effectively lakes the State of Maine
lo a higher level of capilal availabilily. Larger amounts of available capital and sophisticated
management can help altract new businesses to Maine as well as assisl those already in the State.
The fact that the general pariner is based in Portland, Maine adds to the likelihood that the fund
will benefit lirms in Maine. North Atlantic Il represents a posilive continuation of an efforl to
expand venture capital availabilily in Maine that began with the Maine Capital Corporation.

FRMTIRE CARITAL BONREES (N MAaTs) B3
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m Coastal Ventures Limited Partnership: The second fund being raised is Coastal Ventures
Limited Partnership. This fund is being sponsored by Coastal Enterprises, Ine (CEI), a private,
not-for-profit, community development corporation based in Wiscassel (hal has been operating for
15 years. To date, mosl of Coastal Enterprises’ business financing aclivity has been through loans
rather than equity investment. Coastal Enterprises has sel up a wholly-owned, for-profil, subsidiary
called CEI Ventures, Inc. to act as general partner [or Coastal Ventures Limited Partnership. CEI
Ventures and Coastal Venlures Limited Partnership will be managed by Nathaniel V. Henshaw. Mr
Henshaw has been with Coastal Enlerprises, Inc. for six years and has previous venlure capital
experience in other slates.

The fund is described as a “socially-responsible” venture capital fund that is designed
fo provide a social as well as financial return on investment by targeting small, closely held
businesses with excellent growth potential. The fund is seeking lo raise $2.5 Lo $7 million from
institutional and privale investors with minimum share prices of $100,000. The general partner will
fund $50,000 directly. The fund will have a ten year life.

Investments will be targeted al a broad range of companies and stages of development from
seed 1o mature. However, discussions with management indicate that the fund will tend to focus on
early stage companies (Phillips and Henshaw 1995). Investment size will range fram $50,000 to
$500,000 and may be structured either with equity or debt instruments. Maine will be the primary
investment focus of the fund. However, the fund reserves [he right to invest outside the State of
Maine in appropriate cases. Coastal Enterprises, Inc. believes its experience working with small
local companies should help it Lo identify adequale deal flow in Maine.

Targel companies for Coastal Ventures Limited must show substantial growth prospects,
provide the potential for financial return to investors and a social return on investment, The goal
for financial rate of return is 1o exceed that of comparable investments in publicly-traded slocks.
The three major social goals for the fund are:

* Create qualily income, employment and awnership opportunities for community residents and
people with low incomes,

* Develop socially beneficial products and services; and

» Enhance socially responsible business practices and community involvemenl.

Coastal Enterprises maintains Coastal Ventures will generate financial returns Lo inveslars
because company profits are enhanced by meeting the needs of all stakeholders, including vendors,
customers, employees, shareholders and the communily at large.

Coastal Ventures will attempl lo manage risk hy:

* Diversiflication among industry seclors and stages ol development
= Co-investing where feasible

= Inlensive monitoring and advisory services

= Taking security for debt instruments where possible,

There are currently “social venture capilal funds' operaling in Minnesota, North Carolina,
Wisconsin, Michigan and California.

If Coastal Enlerprises, Inc, is successful in raising this fund, the State of Maine will benefil
by having a locally managed fund capable of small, early stage investments. The expectations of
investors for social as well as financial veturn may allow the fund to invest in companies that
olherwise would not be targeted by venlure capitalists because of lower than average polential
return on investment for the industry. Therefore, (his fund may also represent a source of financing
for profitable ventures (hal do not promise sufficient returns lo allract (radilional venture capilalists.

The ongoing efforls to creale Lhese two new funds offer the polential for a broad range of
venture capital access opportunities for Maine businesses. Fund managers note hat [heir objectives
make their individual funds complimentary rather then compelitive. If successful, Coastal Ventures
and North Atlantic Ventures could, on a combined basis, make capilal available to worthy Maine
businesses in all but the earliest stages of development. This combination would serve a wider
spectrum of venlure capital needs in the State and help reduce chronic capital gaps at the small,
early stage end of the spectrum.
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HISTORICAL & CURRENT ACTIVITY IN MAINE
Business angels have been described as “those invisible individual investors who provide small

amounts of equity capital to startup and developing businesses . and represent the larges!
source of venlure capital in the U.S. .." (Venture Capital Journal, [986),

Invisible is the key word. There is general agreement that informal investors comprise an
important component of capital for Maine businesses. There is also general agreement that lormal
efforts to connect these investors with Maine businesses have met with little success. [n addition,
it is dilficull to accurately determine how much capital is invested each year by business angels
because of their informal nature.

Prior to discussing Slate-sponsored efforts 1o encourage informal venture capital investmenls,
il is important to review recent dala developed for small businesses seeking equily in two patls of
the state. These two surveys were cooperatively conducled in 1993 (Knox Counly) and 1994
(Portland) by Enterprise Resources, Inc. and Market Decisions, [nc with [he sponsorship of Eastern
Maine Development Corporation and the City of Portland, respectively (Flynn 1993 and 1994)

Among other things, the Knox County survey tried to determine the level of angel
investment activity in the area (Flynn 1993). Findings from respanses of 245 business owners in
KKnox, Waldo and Lincoln Counties indicated that a significant number of companies in the region
were undercapitalized and over-leveraged (carrying excessive debl relative (o assets) which impeded
their prospects for growth. Most angel activity was "relationship based" where an investor acted on
the basis of a personal relationship with the business owner and not necessarily because it was a
strong investment opportunity, There appeared to be very little arms length, prospectus invesling
in the region, despile a relatively large proportion of weallhy residents with investmen! acumen.

The study's author also noted that the very nature of relationship invesling makes it nearly
impossible to institutionalize. He suggesied that lax credits such as (he Maine Seed Capilal Tax
Credit Program {discussed below) and local Community Development Corporations can help
activate non-relationship investors through incentives and belter contacts in the local communily.

The Knox County survey also revealed that of 60 companies which actually tried to raise
equity in the prior five years from sources nol related by blood or marriage, 73% met with some
suceess while 55% raised more than 100% of their goal, The amount of equity raised ranged from
$10,000 to $250,000.

The second survey was done for the City of Portland in 1994. That survey found that 60 %
af businesses which tried lo raise non-relationship equity also mel with some success. However,
in comparison o the 35% success rate in the Knox County survey, only 30% of the Portland
businesses raised funds in excess of their goal. In most cases, the Portland companies thal sough
equity were in financial decline rather than a growth stage, indicaling attempts to restructure
for survival,

The results of these two surveys indicate thal a degree of success can be expected when
companies make efforts to seek small amounts of informal venture capital. However, the author
noted thal for equity financing to be more prevalent among small businesses, owners must go
(hrough a cultural change: they must accept the fact that equity linancing is expensive in terms of
ownership dilution, bul it is also critical to growth.
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M Environmenlal Capital Corporation: An interesting concepl that may help some small,
early stage companies move forward and raise capital is now being solidified. A new firm
operating oul of Lewiston, Environmental Capilal Corporation, idenlifies inventors of proprietary
environmental products, determines markel viabilily and the capital needs to bring the product to
market (Blackburn 1995). Once this phase is completed, Environmenlal Capital helps raise capital
through an established network of sources including lenders, informal investors and institutional
venture capitalists. Environmental Capital takes an equily position in established ventures as parl
of its servicing lee. Capilal is raised as debl, equity or royally-based strategic relationships with
larger companies. In this way, an entrepreneur is provided with the skill base required to gel a
concepl to the next stage and raise capital from informal or institutional sources.

A 1985 repart on Enirepreneurship in Maine prepared for the Maine Science and
Technology Board by the Maine Development Foundation (Flynn 1985) determined that Maine's
informal seed capital markel was inelfficient due to a more or less random delivery syslem—word
of mouth through trusted and confidential contacts. In 1993, Maine's Commission on Investment
Capital discussed the polential for enhancing or encouraging this source bul determined thal an
entree by Stale government was extremely difficult due to (he private and informal nature of this
capital delivery system.

B Maine Capital Network (MCN): Partly in response to recommendations made in the reparl
Entrepreneurship in Maine, (he Finance Authority of Maine started the Maine Capital Network
[(MCN) in an effort to make informal venlure capital investment easier and more efficient. 1 was
modeled after similar networks in New Hampshire and elsewhere. The Nelwark warks much like a
"dating service" whereby companies seeking investment are matched with interested investors via
a delailed questionnaive, The matching service is confidential, with each side independently
completing data forms for input into a computer and selection when patameters agree. Once a
malch is made, (he [nvestor is senl more information on the company and the address of the
principals. Once this slep is achieved, the Network backs away and allows the two parties to
pursue (he deal lurther,

Matching networks, such as the Maine Capital Nelwork, are very careful not to create any
impression of solicitalion for the companies or representation regarding Ihe quality of the deal;
lo do so would conflict with Securily & Exchange Commission regulations. Al its peak, the Maine
Capital Network had approximately 30 companies and 12 investors registered. Although some
intraductions were made, it is not known whether or not any investment activity actually occurred
In reviewing the Maine Capital Network in 1993, the Finance Authority of Maine came to the
conclusion thal all participants would be beller served by parficipating in the Technology Capial
Network, a successful network based in Cambridge, Massachuselts. This allowed both entrepreneurs
and inveslors access lo a substantially larger pool of prospective malches.

The Maine Capital Network was nol more suceessful due lo the following:

1. No "crilical mass” was achieved in the Network. Discussions with other nefwork administrators
revealed thal as many as 300 investors and 300 companies are needed al any one time Lo keep
deal flow current and inquiries from investors at a high enough level to spark introductions,
This level of participation was not achieved with the Maine Capital Network.

The lack of crilical mass may be due to the difficulty of finding interested businesses and
investors o the [act that there simply are nol enough deals and investors in Maine to support a
random access nelwork system. Most successlul networks are lacated in states wilh large
economies such as Texas, New York and California and offer services on a regional, infer-state
basis. The networks are usually run by a non-profit groups associaled with a public entity such
as a universily or slate development agency.

2. Moreover, il has been suggested [hat success of a network is due in part to the supporl of high
profile, well respected angels (Meyer 1994), When these angels actively support a network,
athers will follow and add momentum to the project. The Maine Capital Network never
achieved this aclive support component.
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B Maine Seed Capital Tax Credit Program: While resulls of the Maine Capital Network were
disappointing, a dilferent public appreach to the informal investor cammunity is meefing with
success. The Maine Seed Capital Tax Credit Program, administered by the Finance Authority of
Maine, was started in 1989 as a new approach to provide an incentive Lo investors 1o supporl small
Maine companies that are manufaclurers or exporters. The Maine Seed Capital Tax Credit Program
has altracted nalional atlention as a ground-breaking program

Under this program, the Finance Authorily of Maine is authorized to approve a latal of $2
million in tax credits. Investors who invesl in eligible Maine firms may receive a 30% tax credit
for an investment of up to $100,000 per investor per business. Each business may receive up lo
600,000 in qualified investmenls. Investors may invest in more than one eligible company. The
Finance Authorily makes no representations about the quality of such investments. The lax credit
immediately reduces risk lo the investor and allows parficipation in potential growth of the
company. Businesses can be pre-qualified as being eligible [or investments, allowing (hem Lo use
the tax credil certification as a fundraising mechanism.

The Maine Seed Capilal Tax Credit Program has gained significant mamentum wilh growing
awareness among Maine's investor and small business communities. In hiscal 1994, $311,700 in
credits were issued on total investments of over §1 million, This amount represented a 66%
increase over lolal eredils issued in 1993 when credits were issued to 44 individual investors
helping 6 separale businesses. Since June 30, 1994, 31 credits totalling $170,700 have been issued
on investments of $569,000 into small Maine companies seeking equity partners. Since its
inception the program has supported approximately $2.7 million in informal venture investments
in Maine companies. Approximalely $§1.2 million remains avallable lor new credils.

The Maine Seed Capital Tax Credit Program is working well at this time. Momentum
continues and the rate of program utilization is increasing, This program is consistently promoted
at the various informaltion seminars sponsored by the Finance Authority throughout Maine each
year. Special attention is given lo accountants and altorneys that may be working with
entrepreneurs or investors who can take advantage of such a program. During recent interviews
with principals of some of the companies that have benelited from the program, several offered
suggestions for polentially improving the program. These suggestions encouraged mechanisms
to allow later stage investments and better targeling of investments. Those suggestions are
incorporated under the Recommendations section of this Report
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Other efforts are also occurring in Maine to enhance informal investment activity, There is
al least one effort to develop a private, non-profil group to encourage better networking among
Maine investors and entrepreneurs, Thomas Muller, a private business consultant from Poland
Spring, has researched a Pennsylvania-based model known as the Pennsylvania Private Investors
Group (PPIG), The Pennsylvania Private [nvestors Group is a non-profit corporation established by
venlure capitalists to provide a forum for entrepreneurs o present business plans Lo individual
accredited investors.” The members hold a monthly breakfast meeting at which one or (wo
entrepreneurs make a presentation. Educational briefings on management, tax law, banking and
accounting are also included. No endorsement is made by the organization, bul entrepreneurs must
go through a pre-screening process, including a meeting with a pre-screening committee, before
ihey can make presenlations o the full membership.

Mr. Muller believes this model can be adapted lo Maine with some modification including
a downsizing of the $300,000 average investmenl size in the Pennsylvania Privale Investors Group
Il successful, the Maine forum will be called the Maine Private Investors Group (MPIG). Mr. Muller
has initiated discussions with the Maine Department of Professional and Financial Regulation's
Securities Division to determine how the program could work without falling under direct oversight
by the Securities & Exchange Commission and how (o allow non-accredited inveslors to participate.

If successful, this program could open the door to smaller investments (less than $50,000)
with participation by investors who typically would not have access to this market. This program
could break down the generally accepted beliel that all angels are accredited investors. As of this
writing Mr. Muller has self linanced the start-up of this venture, He is currently seeking public or
private sources of non-recourse capital lo help him launch plans for establishment of the Maine
Private Investors Group. Ironically, his efforts represent an example of a seed stage company facing
capilal needs as it tries to help olher seed slage companies.

sAeoredited fnvestors are defined ast 1 Having annual income in 1992 and 1993 exceeding $200,000
individually ar $300,000 jointly with similar expectaiions in 1394; or 2) Nel wortly exceeds §1000,000
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STRUCTURES USED IN STATE FUNDED PROGRAMS

The typical private venture capital fund is sel up as a limiled partnership. This is done lo lmit
inveslor exposure and improve yields through a more streamlined tax structure than that enjoyed
by a corporation. Most slale-sponsored [unds with mulliple investors have opled for the same
structure for these same reasons as well as the general acceplance of this struclure in the venture
capilal community. When slruclured this way, the fund is managed by a general partner who
selects investment candidates, makes linal investment decisions, and handles any other
administrative needs of the fund. The limiled partners rely on the general partner lo manage (he
investments of the fund and lypically meel periodically to discuss the fund's performance.

Funds are usually structured as discreel entities with a limited life. Money is raised,
invested over a 2 lo 4 year period, and harvested in 5 to 10 years. Depending on the success of the
fund and other factors, the general partner may then seek to slart a new fund by raising new
capital and making new investments over a similar cycle. Once capital for a fund is raised o large!
levels il is closed lo further investors. The fund is then invested in a portfolio of 10 or more
companies lo diversily risk. Often a fund will reserve some capital to make “follow-on" investment
in a given portfolio company to help it achieve another stage of growth and thus ensure a
suceessful exit strategy, Most [unds are designed Lo liquidate their investments within § to 10 years.
It is unusual for a fund to exist for more than 10 or 12 years.

Some state-sponsored programs thal are purely funded by public monies do not follow this
structure because they have no underlying investors looking for liquidity or a significant refurn
on their investmenl. They tend to operale on a conlinucus basis with an ongoing stream of
investments in an ever-changing portfolio of companies. However, the funds do try to build in
timely exit strategies for each investmenl lo allow reinvestment of funds in new companies,

A consistent theme stressed by all public fund managers queried is thal return on
investment is of paramount importance to the long-term viability of any program. Over lime, job
crealicn and other social benefits can only be sustained if the majority of portfolio companies are
viable, growing and profitable. In some cases, though, the financial return on investmen! standard
may be lower for stale-sponsored funds than for a wholly private fund, in recognition that returns
lo the state may be other than financial.

[n The 1993 National Census of Seed Capital Funds (Meyer 1993), the eight
respondents that were purely public seed stage venture capital funds showed the poorest average
refurn on investment al 6% versus a 16% average among all 67 respondents and a 23% average
among 17 combination private/public funds. The substantially lower purely public seed fund return
on investment was partially due to the fact that some of these funds have the ability to provide
grants with fund money. Even though the return on investment was relatively low, il may have
been an acceptable largel given the primary charter of the public funds: creating new jobs. In fact,
(he public funds did create jobs most effectively at a cost of $6,766 per job versus the average
among all respondents of $8,845 per job. However, the purely public seed funds also had the
highest [ailure rate for their portlolio al 19% versus 16% for the others. Inlerestingly, the
combination public/private seed funds, which also have a strong job crealion preference, had the
Jowes failure rate at 12%. Just why coinbination funds performed so well was unclear due to the
average age of the funds al the time of the survey (6 to 7 years)
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State sponsored public and combination public/privale venture capital funds exist in at leas!
21 different slales in a variety of forms. There does not appear to be any one preferred model
among Ihe slates. This variance is a function of the models in vogue al the lime the sponsorship
occurred, the local political climate, and the inherent realities of the given stale's economy. For
example, some state lunds:

* Are publicly managed while others are privately managed,

* Are [unded solely by the stale, while others use a combination of state and private funds or are
funded privately with state-sponsored incentives for private investors (Maine Capital Corporation
15 an example of the latter);

= Are largeled either by investment stage or industry sector while others lake a more general
approach in both areas; and

* Make direct equity investments while others are limited o near equity components such as debl
with warrants.

Transler of one state's model lo another must be carelully considered based on the intrinsic
needs and limitations of the state adopling the model. For example, in the mid-eighlies, South
Carolina attempted to duplicate Indiana's Corporation for Innovation Development, South
Carolina's program incorporated some of Indiana's concepts bul not others lo account for
differences in the economies , deal flow, investment stage targeled, and the flexibility of the fund
to invest out of state (Jones 1989).

The State of Oklahoma created an investment board to mobilize venture capital activity
in 1987, yel it took the board until 1992 to develop an acceptable model for use in their slate.
Similarly, Hawaii developed and funded a public fund in 1990 with $6 million, but recently
swilched this fund 1o a private structure to improve investing efficiency.

Appendix B summarizes venture capilel programs thal exist in 21 states, These stales either
responded Lo information requests from the Finance Authorily of Maine or were described by other
sources (Genlry 1994). Other programs do exist: for example, Kentucky has a charter, but has not
yel implemented a fund while other slates have active fund programs thal may not be listed here
as informalion is nol readily available from published sources.

As noted previously, it is difficult to make broad generalizations about state-sponsored
programs. However, one consistent trend appears to be the focus of investmenls—maost state-
affiliated funds target seed and early stage investments in technology-related companies. One
recent study found that 90% of the seed funds surveyed largeled their investments al technology-
based industries (Meyer 1993). Clearly (he upside potential for growth and job creation in these
industries is of interest fo state-sponsored efforts just as it is lo private funds.
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PUBLIC MODELS

“Pure” public models funded only with slate funds and managed by a public entity were found
in several states including: Massachusells, Arkansas, Connecticut, lowa, Maryland, Montana,
Minnescta, Utah, and West Virginia.

B The Massachusetls Technology Development Corporation: The Massachusetts
Technology Development Corporation is an excellent example of a pure public program, The
Corporation was initially slarted in 1978 lo address a perceived “capital gap” lor start-up and early-
stage technology companies, The program was funded with a §1,000,000 federal grant from the
L1.S. Economie Development Agency (EDA) which was matched by a $1,000,000 million stale
appropriation. Massachusetls continued to appropriate funds through 1988 (total lunds
appropriated: $4.2 million) at which time the Massachusetls Technology Development Corporation
became seli-funding lrom earniings.

The Massachusetts Technology Development Corporation also manages $2 million in
pension reserves which it targets loward later stage investmenl for the benefit of the Massachusells
State Relirement System. As of June 30, 1994, the Corporation had made cumulative investments
ol $25.7 million (including $2 million pension monies) in 71 Massachuselts companies, The
Massachusetts Technology Development Corporation estimates thal it has created 6,600 jobs, $260
million in annual payroll, $74 million in federal tax revenue and $13 million in stale tax revenue,
Cumulative gains nel of losses are §13.3 million.

The Carporation targets in-stale (or willing to locale in-slate), technology-based companies
with high patential for growth in employment and high refurn on investment which have not been
able to secure funding from conventional sources. The Massachusetts Technology Development
Corporalion altempls lo co-invesl with private professional venture capitalists and leverage its
investment 3 (o 5 times in (his manner. The Corporalion stall intensively review applications and
make recommendalions lo the Corporation's hoard of directors. Prior to making any final
investment decision, the board of directors of the Massachuselts Technology Development
Corporation meels personally with the management of the companies it is considering lor
Investments.

The success of the Massachuselts Technology Development Corporation demonslrates that a
state-sponsored venture capital invesiment fund can be successful. The keys to success included a
fairly substantial investment of state funds, combined with experienced, professional staff, adequate
deal flow, and the participation of other venture capilal funds in each investment.

B Hawaii Strategic Development Corporation: The Hawaii Strategic Development
Corporation is another example of a pure stale [und. In 1990, the Hawaii Stale Legislature created
a venture capital fund with a $6 million approptiation. The fund was allowed (o make direct and
indirect investments, In 1993, the lund changed direction and vpled to largel investmenls in private
[unds as a limited parlper, shilting away [rom the pure model to a combination public/private
model. The Hawaii Strategic Developmenl Corporation is now closing or moving to close
investmenls in three funds that will target technology-based companies in Hawaii. The Hawaii
Strategic Developmenl Corporation anticipales leveraging total [und balances 1o $55 million with
private limited pariners using its initial $6 million appropriation as seed funding

I there is a general criticism of the “pure” public models, it is the limitations created by
restrictions lo in-slate invesiments, While this focus seems lo be working well in Massachusetls
such a limitation can create problems in more rural stales where the number of good invesiments
or “deal flow" is limited due lo the dispersed and less diverse economies of Lhese states. As
previously noted, a recent survey ol public seed funds showed a relatively high rate of failure and
lower (han average return on investments for pure public funds. General comments received by
private venture capitalists interviewed for this study indicale some reluctance o co-invest with
most of these funds due to limitations thal restrict viable exit sirategies.
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PUBLIC/PRIVATE MODELS

Publie/Private programs are currently functioning in several states including: Connecticut,
Delaware, Hawaii, Maryland, Michigan, New Hampshire, Oklahoma, Oregon, Pennsylvania, and
Vermont. These programs are characlerized by stale funding which is often leveraged with private
funding and then managed by an independent private fund manager. The leveraging of funds
usually occurs by investing the slate monies as a limited partner in one or more privately managed
venture capital funds that already have privale limited partners or seel them oul. When the slale
enters as a limited fund partner, it often sets up benchmarks for the private managers such as
leveraging multiples for the privale component, requirements for in-slale investments, targets for
specific lechnologies and others.

M Pennsylvania: The Ben Franklin Model: Several examples of this structure are currently
operaling. The Pennsylvania medel, also referred Lo as the Ben Franklin model, was developed in
1984. The Ben Franklin model was funded with $4.5 million in state monies thal were then
invested in 5 private funds and leveraged at a three to one ratio, Each of the private funds had it
own focus depending on the expertise of the managers. Mosl lunds focussed on early siage
linancing and all were required to invest in Pennsylvania-based companies. The Ben Franklin
model is credited with creating venlure capital momentum in Pennsylvania, As of 1992, an
additional $40 million in private capilal had been raised by the original fund managers, including
$12 million [rom two state pension fund managers. Although one of the original funds failed,
others have dane well. The founders of the program poini to the current level of venture activity
in the state as a measure of its success,

Note that this is more or less the model that has been adopted by the Hawaii Fund
discussed earlier. Hawaii is requiring its lund pariners to place all “stale money" in-state. However,
il the Tund leverages additional monies, those can be invested elsewhere,
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® Oklahoma: The Oklahoma Investmenl Board: The State of Oklahoma has developed a
program that utilizes a private/public structure bul does not strictly limit private funds lo in-state
activities. The State of Oklahoma founded the Oklahoma Invesiment Board in 1987 and by 1992
the Board had developed a program that it believed was appropriale for the State. The Oklahoma
model uses debt secured by $50 million in income and premium lax credits as a capilal source,
The lax credits are salable with a contracted markel in place at fixed prices until the year 2015.
The debt financing is provided by local banks who take the fax credils as collateral. The bank
monies are then invested in privately managed funds. This structure allows Oklahoma to raise
capital withoul having to put cash up-front. Anticipated returns from fund investments should
offset most if not all costs associated with the lax credits.

The private venture capital funds are selected on the basis of the fund manager's rack
record. Only experienced venture capilal lund managers with above-average historical
performance are selecled. The funds selected are then engaged lo make investments in seed and
early stage companies in Oklahoma on a “best efforts” basis. Investments are nol strictly limited
lo the state of Oklahoma,

Oklahoma intends to select 8 to 10 venture firms over time and invest up to $28 million
as a limiled partrer. To dale, the Oklahoma Invesiment Board has extended preliminary
commilments lotalling $18 million o five firms. Oklahoma cites imporiant invesiment and
strategic objectives thal are accomplished wilh their model.

Investment Objectives:

* Oklahoma is able lo markel its resource broadly and select fund managers with successful
track records who have historically out-performed the average within their class of venture
capital firms.

= Oklahoma enjoys a portfolio diversified by sector, by slage of business developmenl, by
management style, by geography, and by related years of experience.

Strategic Objectives:

* Oklahoma is able to select funds thal will commit to maintaining a significant focus in
Oklahoma,

* The diversity of talent in 8 to 10 venture capital funds available to support a wide range of local
investment opportunities, from early slage to later stage, and from high-tech fo low-tech.

= The sirategy inlensifies the search for promising in-state entrepreneurs, enhancing the likelihood
that each business plan will receive the atlention il deserves,

+ The approach accelerates the growth of a strong, professional venture capital industry in
the state
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@ New Hampshire: Combining Pennsylvania and Oklahoma: The State of New
Hampshire is following a strategy similar to Oklahoma's but on a smaller scale and for slightly
different reasons. In 1994, the New Hampshire Depariment of Resources and Economic
Development allocated $250,000 for a fund which was then leveraged (o §5 million with privale
funds, local bank resources, Stale relirement funds and others. However, state officials wanled (o
use [he Small Business Investment Company program, discussed earlier in this report, and
needed o raise $10 million to use the Participating Securities segment of the program. I was
unclear whether another 5 million could be raised Also, qualificalion as a Small Business
Investment Company required extensive application procedures and the likely hiring of

new personnel

These circumstances led New Hampshire to pursue a separate course which is something
of a hybrid between the Ben Franklin model in Pennsylvania and the Oklahoma model. New
Hampshire decided to invest its $5 million with Zero Stage Capital Corporation, Inc., a
Massachuselts-based lund manager. Zero Slage is in the process of raising a $35 million dollar
fund (Zero Stage Capital V.L.P.) in the form of a Small Business [nvestment Company using
parlicipaling securities. Zero Stage will then have the abilily to leverage up to $105 million. Zero
Slage Nas a solid track record as a licensed Small Business Investment Company. Zero Slage was
also one of the original funds involved in Pennsylvania's Ben Franklin model,

New Hampshire's lunds will be leveraged up to $15 million via the Small Business ‘
[nvestment Company structuring. Zero Stage is commilted to invesling the 515 million in seed
and early stage [irms in New Hampshire. Zero Stage has an established network in the slate and
believes it can prudently place all funds. New Hampshire benefits from the leveraging, the
professional management and the risk diversification gained by being 1/7th of a limited
partnership that will invest on a “super-regional basis". In other words, New Hampshire will
benefit from direct investments within its borders but ils own investment risk will be spread
among several stales. Zero Stage expects to close the fund and begin investing in the spring
of 1995.

The option of becoming a limited partner in a professionally managed fund, adopted in
one form or another by Pennsylvania, Hawaii, Oklahoma, and New Hampshire, appears o be
a prudent way fo leverage initial state funding, encourage in-state investments and diversily risk,
This model is predicated upen an agreement being reached with a professionally managed fund
to invest a proportionate share of the fund in stale. However, there is no certainty that enough
good investments will be found in the state. This model has the substantial benefit of altracting
the altention of professional fund managers 1o the stale.

| Vermont: Maine Model Duplicated: As previously discussed, some venture capital funds
have been created using lax incentives, In (hese cases, slate lax incentives are provided lo privale
investors who invest in a venlure capital fund. Thal is the mechanism used lo fund the Maine
Capital Carporation. Vermont used the Maine Capital Corporation model to create its own fund.
Vermont offered 50% tax credils lo corporale and individual investors, raising $2 8 million.
Vermonl then leveraged an additional §5 million from private investors {ot a total fund
capitalization of $7.8 million. The fund was fully capitalized in April 1988 and eventually invested
in 17 companies, 8 of which are in Vermonl and accounl for approximately one hall of (he fund's
capital. The fund was designed as a ten-year fund and will mature in 1998,
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COMMON-
WEALTH
BIOVENTURES:
A CASE STUDY

A Massachusetls example demonstrates that il is possible to create successful economically-
targeled privale (unds with limited direct public funding. This example came to light when stalf
of the Finance Authority of Maine inlerviewed Robert Foster for this report. Mi. Foster is the
President & Chiel Execulive Officer of Commonwealth BioVentures, Inc (CBI) of Worcester,
Massachusells, He is also a resident of Yarmouth, Maine. Mr. Foster is lamiliar lo many as a
founder and Chiel Executive Officer of Ventrex Laboratories, Inc., a pioneering biotechnology
company thal operaled in Maine in the 1970s and 1980s before being sold to oul-of-slate inleresls.

Commonwealth BioVenlures, Inc. serves as fund manager for five seed slage funds
operating out of Worcester, Massachusells. These funds target new and developing biotechnology
companies, which seek to manufacture commercial products, Commonwealth BioVentures was
founded in 1987 as parl of an overall process to creale a biotechnology infrastructure in
Worcesler, Massachusells.

As a first slep, and to create a favorable lease-subsidized location for seed slage
companies, the Commonwealth of Massachuselts translerred ownership of a former mental health
facility (the campus) to the Worcesler Chamber of Commerce in 1987, At that time, the campus
had approximalely 100 acres of open land available for development and it is localed directly
across the road from the University of Massachuselts Medical School. The Worzester Business
Development Corporation, an arm of the Worcester Chamber of Commerce, then funded the
construction of a speculative building to house new biotechnology companies. Al the same time,
the State of Massachusetts contributed $350,000 to the Massachusells Biotech Research Institute,
a public, non-profil, incubalor-lype organization. The Massachusetts Biotech Research Institute
raised additional privale funds and created Commonwealth BioVentures lo serve as a privale
venture corporation,

Today, Commonwealth BioVenlures raises and manages funds solely with private investors.
Both the Worcester Business Development Corporation and the Massachusells Biotech Research
Institute awn percentages in lhe general partner of these funds and earn income when investment
funds are harvested. To dale, fund distributions to [hese entilies exceed $10 million. The Worcester
Business Development Carporation manages the campus real estate and has also built three more
research facilities on campus to house Lhe growing number of companies looking lo locate there,

The venlure capital funds managed by Commonweallh BioVentures, Inc. have been very
successful. Combined, these funds have raised more than $60 million in private capital. The first
two funds have been liquidated at a substantial profit for investors. Activily from these funds has
altracted 18 start-up companies to Massachuselts with only one failure,

The success of Commonwealth BioVentures is even more compelling considering none of
the biotechnology projects funded by Commonwealth BioVentures had an association with any of
the area's ten higher education institutions . Commonwealth BioVentures was able to identify
suitable ventures outside of the area and then offer incentives lo the principals to have them
locale their companies in Worcester, This fact is important and relevant to a slale like Maine
which suffers from a low level of "native” deal flow which is crilical lo successfully aftracting
venlture capilalists,
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s it possible to create a climate in which available venture capital, managed by well-
connecled principals ran generate its own deal flow from afar? When asked this question,
Commonwealth BioVentures' Foster suggested that this was a viable concept based. Based on
his personal experience with Commonwealth BioVentures, he believes the key components for
success with this strategy are:

* Keep he fund private with private investors.

= Choose an experienced seed stage manager with an established network of inveslors and deal
Sources,

= Create a community atmosphere thal welcomes the entrepreneurs and their families by
involving local lenders and realtors (o help with home financing, educators lo suppoit the
lechnologies being imported, and any other incentives that make the option of moving lo Maine
more allractive,

When asked whether having a designated campus with available space for new companies
was essential to success, Foster stated that such a campus would be helpful but not entirely
necessary as long as reasonable lease space was available.

FAME stalf visited Worcester to see the campus and meel with the Chief Executive Officers
of four companies funded by Commonwealth BioVentures. Two of these companies resided on
campus while the other Iwo companies were based off site. Each execulive said thal the existence
of Commonwealth BioVentures was pivotal to their decision to locate in Worcester. They also were
united in (heir belief thal, in addition to the linancial support provided by Commonwealth
BioVentures, the “mentoring” support they received was also critical to their success,

According to these four company executives, Commonwealth BioVentures provides
management guidance and has a well-established network of lawyers, accountants and other
professionals immediately available to support their companyies' specilic needs. The combination ‘
of support from Commonwealth BioVentures and the favorable lease space provided by the
Worcester Business Development Corporation was described as a “super-incubator” situalion
extremely beneficial o seed stage companies. When asked if the favorable lease arrangements
were critical lo the decizion to move to Worcester, the two on-site company executives stated that
it was indeed helpful, bul as long as plenliful and reasonably priced lease space was available
elsewhere, that too would be acceptable.

When asked il an entity similar to Commenwealth BioVentures could be successful in
altracling their company to Porlland, Maine—three of the chief executive officers responded
positively, while one felt that Worcester's proximity lo the Boston research centers was also very
important. The remain three company execulives believed the relative distance 1o Boslon from
Portland was not a significant determinant. All stressed thal faith in the management of a
Commonwealth BioVentures entity would be eritical 1o their decision to move anywhere.

Based upon its successful track record, Commonwealth BioVentures has been requested fo
develop similar programs in Alabama, Rhode Island, Maryland, Scotland, Ireland and England.

Under the right set of circumstances a seed stage fund could be developed that would
atlract deal flow to Maine. Making this happen would require;

* An experienced fund manager with an excellent reputalion and commitmenl to the project;

* Available lease space, preferably at subsidized rates; and

= Community involvemenl among the business, education, recreational and other sectors to create
a unified effort 1o offer incentives (o entreprenenrs Lo locate in the area
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SECTION 5

RECOMMEN-
DATIONS FOR
INCREASING
VENTURE
CAPITAL
AVAILABILITY
IN MAINE

The Finance Authority of Maine's study of venture capilal has revealed that venture capital
investment activity is certainly occurring in Maine and appears lo have immediate prospects lor
increasing as a result of lwo new funds being raised by the “organized" venture capilal
community and atlempts by the private sector lo improve informal networking, Given ils
importance in supporting the growth of businesses (hat have the polential lo creale jobs and
increase economic activily in Maine.

The Finance Authorily of Maine has made several recommendations for further aclion and
consideralion. Our recommendations are presented as suggestion that would supplement or
enhance the existing venlure capital activity in the State. These suggestions are offered with the
goal of supporling the whole venture capital spectrum by both slage of growth and amount of
capital needed.

To further clarify the polential impact of these recommendalions, two graphs were created
lo show how exisling and proposed activities in Maine alfect venlure capital aclivily, Figure 3 (see
next page) depicls existing programs and our recommendations, showing where they fit along the
spectrum of a company's growth stage. Figure 4 (see next page) shows how (he same programs
address he capital needs of companies, from the very small Lo the very large,

TAX CREDITS

The Maine Seed Capital Tax Credit Program is an altractive incentive that is viewed favorably by
Maine's business angel community. During the course of this study, several suggeslions were
made that would help to make the program more effective, The Finance Authority has analyzed
{hese suggestions and recommends the following:

M Increase available tax credits for the Maine Seed Capital Tax Credit program by §1,000,000 in
1997, 1998, 1999, 2000, and 2001.

® Further consideration should be given to making the Maine Seed Capital Tax Credit Program
more sophisticated by allowing eligible investors and companies to qualify for "second round”
credits in companies that have shown significant growth and need lo move lo the next stage
of development. By allowing multiple rounds of tax-credited investments, the program could
induce more angel capilal to be invested in promising, small Maine companies. Some
investors have also suggested that the higher the percentage of in-state private capital the less
likely a growing company is o [eave the state.

B Create a new form of Institutional Venture Capital Tax Credit Program thal could be applied to
investments in private institutional funds that meel specilic eligibility standards. For example,
il @ fund agrees to invest $1 million in Maine companies of a certain size or business sector]
tax credits could be awarded [or eligible investments. The Finance Authority of Maine
recommends this program be initiated with tax credits totalling $1,000,000.

To assure compliance with the intenl of the program, 50% af the tax credit could be
made available when invesiments are made in the fund and the remainder would be released
when the fund meats the fargeted investment level in Maine companies. Alternatively, or in
addition, investors could be given a partial exclusion from Slale capital gains taxes on
successful investment in eligible Maine firms. Eligibility standards could be based on the size
of the investments made in the business as well as the Lype of business. This would make the
pragram flexible enough to be used by either a small venture capital fund targeting smaller
companies or a larger fund with minimum investmenl sizes, The tofal amounl of credils
available under the program would be capped lo limit the Stale's exposure.

"Funds could be targeled by industry. For example @ January 1994 report by the Maine Chamber of
Commerce and Industry entitled “Charting Maine's Economic Future”, identilies |1 industries that have strong economic
polential in Maine
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RECOMMENDATIONS

@ Remove current limitations in the Maine Seed Capital Tax Credit Program which require
$500,000 in tax credits to be applied only lo investments in natural resource based companies
and $500,000 in tax credits lo be applied only to investments in companies that reside in Job
Opportunity Zones.

DIRECT INVESTMENTS
M [f direct appropriations are made available, the Finance Authority of Maine believes the most

elfective and eflicient use of these funds would be to invest in a manner similar to the venture
capital models of New Hampshire, Oklahoma, and Hawaii. In these models, money is invested
in one or more private professionally managed funds on the basis that the managers will make
real efforts lo reinvest the money in-state. This strategy allows targeted investing in-state,
leveraging of funds, professional managers with track record, and a diversification of risk.

SUPPORT OF PRIVATE EFFORTS TO CREATE ANGEL NETWORKS

m Encourage efforts to creale private venture networks in whatever manner is possible, including
the mention of such elforts al public forums and by any other means that may become
available.

ENCOURAGE A VENTURE CAPITAL FUND MODEL SIMILAR TO

COMMONWEALTH BIOVENTURES, INC.

M Determine whether there are any seed stage venture capital funds willing to locate in Maine.
If there are, the State of Maine should make & best efforls case to support such a fund with
readily available, reasonably priced lease space for business start-ups, and aclive communily
involvement to make new entrepreneurs welcome,

SUPPORT NEAR EQUITY PROGRAMS
| Continue to support near equity programs which provide funds o businesses that are not

appropriate targets for venture capital,

VENTURE CAPITAL FORUMS

m Venture capital forums have been held in Northern New England in the past and have mel
with some success (in Nashua, New Hampshire in May and November of 1992). This format
should be considered every few years in Maine,

MAINE: A “"BUSINESS FRIENDLY STATE"

W A "need” identified by virtually all parties interviewed for this study is to conlinue efforts to ‘
create and nurture an image of Maine as 4 business friendly localion. It is a point that is
tangentially imporlant to venture capilal activily because a receplive business climate tends to
support both long-ferm investment decision and a decision lo move to Maine in the first place.
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APPENDIX A

STATE OF MAINE

IN THE YEAR OF OUR LORD
NINETEEN HUNDRED AND NINETY-FOUR

§.P. 656 — L.D.1825

Resolve, to Study the Availability and Sources of Venture
Capital in Maine

Sec. 1. Finance Authority of Maine directed lo study venture capital availability
and sources. Resolved: Thal the Finance Authority of Maine is directed lo review exisling sources
of venture capilal in the State, lo consider models of venture capilal programs in other states and to
consider the options for increasing access of Maine businesses lo equity capital, particularly for
smaller businesses and new ventures. The authority shall consider the structure and composition of
a venture capital program and shall also consider polential tax and other incentives to encourage
equily investment; and be it further

Sec. 2. Report. Resolved: That the Finance Authority of Maine shall submil a report on
its findings along with recommendations for any necessary implementing legislation o the joint
standing committee of the Legislature having jurisdiction over housing and economic development
matters by February 1, 1995,
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APPENDIX B

SUMMARY OF STATE SPONSORED VENTURE CAPITAL PROGRAMS
IN 21 STATES

STATE FUNDING FORM OF TYPE OF STABE(S) AMOUNT INDUSTRY OTHER
SOURCE MANAGEMENT  INVESTMENTS* INVESTED FOCUS COMMENTS
& YEAR

Arkansas State 1985 Public DR Seed/Early $500M max. Up to 1993 All state funds

Avg = $170M  was hi-tech, must be
now broader leveraged al
to match deal  3:
flow

Connecticut

a) Seed Fund a) §5MM Slate  Private E; DR; DW; D Seed/Early $IMM mazx. Technology Coinvests
+ S6MM equally w/
Private 1990 company or

other outside
source

b) Product $5MM State in  Public Mostly DR Early $400M avg. Technology

Development '94 alone

¢) Produc $5MM Slate in - Public Mostly DW Early & Others  $400M avg, Technology

Marketing '94 alone

Delaware $IMM State Private E & Other Seed/Early < $500M Technology RFP's issued
1994 10 be /round with for fund
invested w/ SIMM max manager.
$AMM privale /eompany Expect to

operate late
1994,

Hawaii $EMM State Was Public E & other Seed/Early n/a Technology Interesting
1990. Now now L.P.in 3 & other wilh lransformation
leveraging private funds growth from public
another potential to private due
$50MM private lo lack of

direction
when public
‘D Debl
DR Debt with rayaliies
ow Debl with warrants
E. Equity
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STATE FUNDING FORM OF TYPE OF STAGE(S) AMOUNT INDUSTRY OTHER
SOURCE MANAGEMENT  INVESTMENTS® INVESTED Focus COMMENTS
& YEAR
lowa
a) Seed Capital ~ State 1983 w/  Public E, DR, DW Seed/Early $161M avg. New products  Formerly lowa
Corporation annual and processes  Product
approps Development
Corporation
b) Venture Slate plus Public w/ E, DR, DW &  Laler Stage $50M to Non-relail §
Capital private privale advisor  others & Mezzanine $IMM and year operating
Resources $250M avg. history with
Fund and lowa strong
Capital Corp. potential
refurn
Maryland
a) VC Trust $19MM Public  Private E Seed/Early $IMM max. Emerging Final
Fund in 1990 public funds placemenl
leveraged 3:1 per company May 1994,
w/ Private No results yet.
b) Enterprise  $2.75MM Public E Seed $150M 1o Targeted
Invesiment public 1993 $250M avg. technology
Fund seclors
c) Challenge $1.7TMM Public E Seed/Early $50M Technology Expects 10
Investment Public leveraged 1:1 seed slage
Program investment
/year
Massachusetls
a) Mass. $3MM federal,  Public E, DW, DR, Seed/Early $500M max, Technology Must be in or
Technology $5.8MM state and D $100 to $250M agree lo move
Development.  (started 1978, avg. to Mass.
Corporation® sell supporting
since 1988)
Michigan Public $9.8MM  Private w/ E Seed/Early n/a General by
plus $4.8MM State as L.P. in fund
Private three funds. preference:
includes
technology,
services,
and food
processing,

“The literature also noles lour ofher sources of seed and later stage venlure funds: Community Developmen Finance Corporation (< $500M/invest ), Executive Olfices
of Communities Developmenl (seed maney < $500M), Massachusetis Capital Resource Company (later stage). Massachuselts Industrial Finance Agency (seed money).

‘D
DRt
ow
E

Debt

Debt with royalties
Debl with warrants

Erquity
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STATE FUNDING FORM OF TYPE OF STAGE(S) AMOUNT INDUSTRY OTHER
SOURCE MANAGEMENT INVESTMENTS* INVESTED Focus COMMENTS
& YEAR
Minnesota $7MM Public  Public E, DW Seed/Barly $250M max. Technology; 80% of the
(1991) leveraged 2:1 mig; value- fund must be
added natural  invested
Fes0urces outside the
Minneapolis/
St Paul region
Montana Public 1985; in ~ Public £ Most early, $350M Technology
1989 §7.5MM occasionally avg/round.
Coal Tax Trus! seed $750M max.
Fund per company
New Hampshire  New effort Privale via E Seed/EBarly Usually General SBIC structure
1994/1995 L.P. whereby < $250M Technology allows lotal
$250M public  $5MM has /round w/ fund to
leveraged (o been invested max $2MM leverage to
$5MM w/ ina larger per company $105MM w/
pension and regional fund $15MM
private funds of $35MM targeted at NH
on a “best
efforts basis”
See further
discussion
in text.
New York Public 1982 w/  Public E Seed, st & $25M-5500M  Targeted
SIMM Federal 2nd Stage Technologies
and $1IMM
State plus later
state approps.
Total $14MM
North Dakota Dissolving n/a n/a n/a n/a n/a No further
existing fund details were
and starfing made available
new one in
1995
Oklahoma Public/Private  Private. State E & Other Seed through n/a Various— See further
w/ Stale will be L.P. in later slage depending on  discussion in
expecting to 8 1o 10 private depending on private firm text of this
invest $28MM  firms. 5 private firm expertise section
funded by long  commitments expertise
ferm deht lo-date
secired with totalling
salable lax $18MM
credils
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STATE

FUNDING

STAGE(S)

INDUSTRY

SOURCE MANAGEMENT INVESTMENTS* INVESTED FOCUS COMMENTS
& YEAR

Oregon Public (1985) Was Public DW:DR; D no  Seed/Early $278M avg. Targeted Use of lottery
from annual moved to equity Technologies proceeds
State Lottery private 6/94 and value appears lo be
Proceeds added Natural ~ unique among
($10MM to Resources states surveyed
date)

Pennsylvania Public/ Private as LP.  E Small/Early Usually $250M  Advanced Must be in-

(Ben Franklin ~ Private w/ in 5 private slage /round with technology, state company

model) $4.5MM state funds (one max. of $500M  mfg,,
money fund now per company international
invested in bankrupt) exporters
funds at 3:1
wilh private $

Utah Public 1983 Public E, DR, DW Seed/Early $50M avg. Technology Program has
annual focus also leveraged
approps some federal
($14MM to funds
date)

Varment Private w/ Private Prefer E Early to $100M to General Best efforts to
$IMM tax Mezzanine $300M by invest in VT,
credit elig. (no Seed) round Fund is fully
Tolal fund invested, OF17
$7.6MM. companies: 8
incentives in VT and %
funding capital in VT

West Virginia

a) WV Jobs Public ($10MM  Public (one Eand D Various Max. of $10M Various w/

investment 1992) person) usually with per job focus on job

trusl a b year creation

liquidation
sltrategy

b) Leveraged Public ($300M  Public D Various n/a Technology Few details

Technology 1994) available due

Loan Program to newness of

the program
% Debt
. Debt with royalties

. Debt wilh warrants
Equity
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