



Backgrounder on Maine Fund of Funds, LD 1215

Last session, LD 1215, “An Act to Attract New Capital for Innovative Businesses through Equity Investment in Maine” (introduced by Peter Mills), was carried forward by the Business, Research and Economic Development (BRED) Committee. The Committee asked DECD to convene a small working group to consider the legislation and report back.
 
The fund of funds approach is being used successfully by at least eleven other states to accomplish a number of goals:

1. To stimulate the availability of funding for innovative companies;
2. To increase the venture capital culture and infrastructure in the state; and
3. To increase the number of jobs in high-growth, venture-backed businesses.

The fund of funds concept has the following elements:

· A large fund ($50-$100 million) is raised using contingent investment tax credits (maximum $20 million per year). The tax credits are refundable. Deutsche Bank and Merrill Lynch have approached Maine about providing this capital.

· This fund is then invested in a number of venture capital funds. 

· The funds are chosen by a professional firm (hired through an RFP process) based on past track record.

· The venture capitalists will be required to have a presence in Maine and to use best efforts to review Maine deals.

· While some of the partnerships may already be in Maine, many will be new to Maine.

· These partnerships will in turn raise additional funds and then make a portfolio of investments in innovative, high-growth companies, some of which may be in Maine.
· There is no cost to the Maine taxpayer unless fund returns are significantly below historical averages for venture capital investments. The operations of the fund will be funded by a fee based on a percent of the capital under management.
The Opportunity for Maine

Since 1996, Maine has invested almost $300 million in research and development. The R&D Bond provides the opportunity for an additional $50 million of investment targeted to the commercialization of research and development. Our investment to date has grown our research sector and enhanced the productivity of many small enterprises in the state. However, a serious deficit in venture capital is crippling our ability to keep the results of our investments in Maine. And, this shortage will negatively impact our ability to commercialize the results of research enabled by the new bond investments. Small Enterprise Growth Fund (SEGF) and FAME Venture Capital Revolving Investment Program (VRIP) have been successful investment programs, but too small to make a practicable difference.
According to the most recent PriceWaterhouseCoopers MoneyTree report, we again rank in the bottom quartile for venture capital investment with only 4 deals for $3.5 million in the first two quarters of 2007. This compares with $1.6 billion in Massachusetts in the same period!
 Our position is comparable to other “fly-over” states since over 60% of all venture capital is invested in Silicon Valley and the Boston area. This is why eleven states similar to Maine have adopted a proactive stance to grow or attract venture capital through a fund of funds program.

According to the Small Business Administration, all net new jobs were created by firms less than five years old. Further, venture-backed companies, a subset of young firms, have been shown to outperform non-venture-backed companies in job creation and revenue growth. Venture-based companies in the 2003-2005 period had employment growth of 4.1% compared to 1.3% for the economy as a whole and sales growth of 11% compared to 8.5%. Revenue generated by venture-backed companies nationally corresponds to 16.6% of GDP. 
 
Venture capital partnerships are extremely important to the innovation sector because they are professional managers of risk capital. Venture capital firms enable and support the most innovative and promising companies, providing capital for new ideas that cannot be financed with traditional bank financing. These firms have a higher tolerance for risk than banks and other sources of financing, and command a commensurately high rate of return, often in excess of 20%.
 It is this rate of return that allows the state to offer a contingent tax credit with a hurdle rate usually pegged at 6.5%. If we allow the venture capital partnerships to operate with their normal business practices, i.e. with a rate of return goal, then the likelihood is that their return will be sufficiently high in the aggregate to protect the state from having to honor the tax credits. 
Lessons From Other States
Oklahoma was the first state to implement a fund of funds program and they now have twelve years of experience. A recent evaluation of the Oklahoma program showed that 19 Oklahoma companies received capital from venture capital partnerships supported by the fund of funds. These companies accounted for $157.8 million in payroll and over 1,300 employees between 1993 and 2005. When the total effect of these funds is taken into account, the Oklahoma economy saw almost $700 million in increased economic activity as a result of the state’s investments. 

New Mexico’s program is of the same vintage as Oklahoma’s, while Iowa, Ohio, Utah, Michigan and Arkansas have adopted their fund of funds within the last two years. The lessons from the states who have been working with this type of program are instructive:

1. Most of the funds are around $100 million. This is driven by two factors. First, states want to have their funds invested in a diversified portfolio of venture capital partnerships, normally around 8-10 funds, and the minimum investment is usually around $10 million, so this translates into an $80-100 million fund. Second, the fees for the management of the fund are a percentage of the total fund, so the fund needs to be at least $50 million to cover a minimally-sized professional staff. 
2. Some states enacted legislation that couldn’t be implemented. The two biggest issues were (1) refundability of the tax credits and (2) geographic or political criteria for investment. The tax credits need to be refundable because the large investment banks such as Deutsch Bank who are willing to make the $100 million investment in Maine do not have a tax nexus here. Therefore, the credit is worthless to them without refundability. Second, in all states where strict geographic or political criteria were added to the legislation, no venture capital partnerships were interested in accepting the investments. 

3. Several states have chosen to implement the fund of funds concept without the assistance of one of the four professional management firms who specialize in this area. In all cases, this has proven to be a serious problem and has significantly delayed the deployment of funds and hence investments into companies in the state. 

4. A too narrow investment focus will correspond with a lower rate of return, therefore increasing the chance that the tax credit will be needed. Managers from other states warn against a focus based on a single cluster, for instance, or too narrow a geographic area. 
Proposed Maine Structure

We believe that it is in the best interests of the state to use existing organizations to implement this program, although several other states have created new entities. 

As shown in the attached schematic, we propose FAME as the organization responsible for the interaction with the outside investor and for managing the tax credits. According to Linda Pistner in the AG’s office, this sort of organization is critical to the project because they will buffer the program from committing the full faith and credit of the state. 
A new fund, called the Maine Fund of Funds, would be created. We propose that this be managed by the SEGF Board, along side the SEGF. The SEGF Board is independent and comprised of sophisticated investors and financial professionals with venture capital experience. They are well qualified to review investments and oversee the professional firm that will be hired to manage the ME Fund of Funds on a day-to-day basis. As mentioned earlier, there are several national firms that have the expertise to perform the management tasks and we intend to chose from among them through a Request for Proposals process. 

The Fund Manager will be charged with investing in 8-10 venture capital partnerships. They will negotiate with various funds from Maine and elsewhere to identify partnerships whose interests will be congruent with the deal flow available in Maine. They will create “side letters” with the firms detailing the requirements for interactions in Maine, typically expressed as have a certain number of days/month in state by a senior investment professional, or an office in the state, and to exercise best efforts to review Maine deals.
In parallel, we will implement better efforts among the Tech Centers, the Maine Technology Institute, the MiX Forum, Maine Angels, the University, trade associations and others to increase the quantity of venture-quality deals. This has been done successfully in a number of other states, notably Oklahoma, and involves coaching as well as recruiting strong management teams. 

Open Issues

As we move toward drafting the final legislation (LD 1215 was a placeholder only), we need to work closely with the AG’s office to carefully structure the program. In addition, we need the boards of FAME and SEGF to agree to their inclusion in this program. We hope to complete these steps in the next few weeks.























































� We have been working with Charlie Spies (CEI CCML), John Burns (SEGF), Rob Small (FAME), Sue Strommer (National Association of Seed Venture Funds), Peter Murray (Quantrix), Cheryl Phillips-Day (Blue Tarp Financial) and Joe Kumiscza (MESDA) throughout the summer on this project.


� � HYPERLINK "https://www.pwcmoneytree.com/MTPublic/ns/index.jsp" ��https://www.pwcmoneytree.com/MTPublic/ns/index.jsp�. 


� � HYPERLINK "http://www.nasvf.org" ��www.nasvf.org�. 


� Global Insights. 2007. Venture Impact: The Economic Importance of Venture Capital-Backed Companies to the US Economy, prepared by the National Venture Capital Association. 


� Thomson Venture Economics; National Venture Capital Association. � HYPERLINK "http://www.ventureeconomics.com" ��www.ventureeconomics.com�; � HYPERLINK "http://www.thomson.com" ��www.thomson.com�; � HYPERLINK "http://www.nvca.org" ��www.nvca.org�. 
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