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Ideas to ensure the Midwest’s success in a global era

A Venture Capital Strategy for the Great Lakes

by Frank E. Samuel, Jr.

Venture capital is the seed corn of the knowledge
economy. The failure of the Great Lakes region to
generate enough venture capital to grow new
companies that will help the region recover and
thrive in the global economy is one of its major
challenges.

While venture capital is no panacea, it is critically
important. Without it, innovative ideas are slower to
take root. Without it, the region is left to rely too
heavily on a vanishing old economy based on heavy
manufacturing.

The Great Lakes region does not lack investable
ideas. Roughly one-third of all National Institutes of
Health (NIH) grants (35 percent) and the nation’s
research and development (R&D) spending (33%) is
directed here. But only 14 percent at best of the
nation’s venture capital pool—probably much less—
is invested in the region. This means that most good
ideas funded by that NIH and R&D money end up
generating jobs on the coasts, where the venture
capital is.

Naysayers claim the Midwest is inherently risk
averse, without entrepreneurs. In fact, the region was
built by entrepreneurs armed with ideas and daring.
Such people still exist. What's lacking is an
environment that makes the most of their daring
ideas.

This paper proposes a two-step action plan to bridge
this gap between innovation and economic
development.

The first step is developing a Great Lakes 21st
Century Fund, a “fund of funds” to be invested in
existing venture capital funds in the region. This
would enable them to broaden and deepen their own
investing and help them bring more fledging
companies to maturity.

The second step is strengthening the work of the
Great Lakes public and nonprofit sectors—
governments, universities, philanthropies, and
economic development organizations—so they can
improve the climate around venture investing and
early stage company growth.

The Problem

The Great Lakes states face complex challenges,
including out-migration, especially of young and
educated workers; the need to replace manufacturing
jobs with new growth industries; uncompetitive
cities that cannot attract people and businesses; and
the lack of a new social compact of employee benefits
and security to replace the uncompetitive model
created decades ago. The current recession,
especially the restructuring of the auto industry, has
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only intensified the distress of the region’s industrial
heart.

In its 2007 paper “The Vital Center,” the Brookings
Institution argued that new regional competitiveness
requires a comprehensive strategy embracing
education, workforce quality, infrastructure, and the
environment. But Brookings also said that
sustainable venture capital capacity should be a

priority.

For the Great Lakes region, this priority is critical for
three reasons. First and most important, a lack of
available venture capital could impact
disproportionately the Great Lakes region’s ability to
create jobs and, hence, a higher standard of living.
The National Venture Capital Association says that
compound growth rates for venture capital-backed
companies in 2006-2008 were 1.6 percent in
employment and 5.3 percent in sales—much higher
than the private sector as a whole, which reported
overall growth rates of 0.2 percent in employment
and 3.5 percent in sales.i

Second, the Great Lakes needs venture capital
investing to successfully make the transition to a
more knowledge-oriented economy. Venture capital
investing usually focuses on the technologies,
products, workforces, and companies of the future. It
finances emerging sectors, from information
technology (IT) to bioscience to clean technologies.

Such investments are weak in the Great Lakes region.

This weakness keeps us from translating
transformative technologies and services into new
commercial ventures.

Finally, venture-backed economic development will
rebrand the Great Lakes and its communities as
innovative and creative talent centers. It lets public
and private sector leaders show they are reorienting
the economy into a magnet for future-oriented
investment and talent.

Venture capital can’t do it all. But without venture
capital, the region will continue to slip further and
further behind.

2

Plenty of Assets But Low Investment

As mentioned, only about 14 percent of all U.S.
venture capital, on average, is invested in the Great
Lakes region.i As low as it is, this figure is probably
even over-stated because it includes New York City
and Philadelphia in the calculations for New York
state and Pennsylvania. Some experts put the
Midwest’s share of national venture capital investing
significantly lower, at no more than 4 percent.

Of all venture capital investments by large U.S. public
pension funds, 40 percent come from Great Lakes-
based public pension funds. Yet most of this home-
grown money is invested on the coasts.ii

The following percentages show the gap between the
region’s resources and its venture investments.

Great Lakes region’s share of selected national totals:V

Population 33%
Gross National Product 32%
Research and development spending 33%
National Institutes of Health research grants 35%
U. S. patents awarded 30%
Science and engineering graduates 36%

Venture capital allocations of public pension funds40%
Venture capital investment 14%

In other words, the Great Lakes is not converting its
research prowess and human capital into the
innovative, high-value firms it needs. Many
businesses, from Amgen to Netscape, were invented
or started here, only to move to other regions.
Multiple reports document the number of scientists,
engineers, IT professionals, and MBA’s who are
educated here, then go to New York, the San
Francisco Bay area, or Boston to work and innovate.

If venture capital is a solution, the Midwest faces at
least three significant hurdles in attracting it.

First, not enough “investable” deals spring from the
new ideas and projects found here. Given the region’s
human capital, profitable deals can be created. But it
will take more investment professionals actively
working on these prospects to realize their potential.
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Second, the region lacks a geographical critical mass
that can reduce the high costs of early stage venture
investing. These costs are higher in the Great Lakes
region because its cities and universities are so far
apart. Venture capitalists like to be close to their
money. This is easy in Boston or Silicon Valley, hard
in the Great Lakes.

Finally, the Great Lakes region lacks capacity to link
venture capitalists who provide seed money with
“lead investors” who finance the later stages of
company growth. Lead capital must be found outside
of the region, making it likely that investors will ask a
company to relocate, plucking the fruits of success
from the region’s grasp.

Venture Capital ¢ What It Is and How It Works

Many Great Lakes states and cities have venture
capital funds. But they are less than the sum of their
parts because they miss the point of venture capital.

Venture investing is a form of investing that tries to
identify high-growth and high-profit opportunities
for new products or services, where investors can
achieve high rates of return in relatively short
periods. Venture capital-backed companies often are
at the cutting edge of technology innovation. They
seek to create and dominate a new product market or
business sector. Several of the most famous names in
contemporary American business began life as
venture-backed enterprises: Microsoft, Google, Apple,
Starbucks, and Intel as well as many biomedical and
biotechnology companies. Current venture capital
interests extend beyond IT, telecommunications, and
biomedical technologies to alternative and green
energy technologies.

Venture investing usually is done by professional
partnerships—general partners—that raise and
manage venture capital funds. These partners raise
capital from institutional investors, called limited
partners. Then they invest in individual companies
that will make a profit. The general partners’ goal is
to return to limited partners their original
investments plus a share of profits.

3

This model of venture investing is the common
approach, but it is not the only one. Another form of
venture investing—angel investing—has grown in
importance. Angel investors are often wealthy
individuals, or networks of wealthy individuals, who
are usually less institutionalized than venture capital
investors and who provide early capital for start-up
businesses. RainSource Capital in the upper Midwest
and the Wisconsin network of angel funds are two
examples of angel networks. Especially for very early
stage deals, angel investors can and often do play a
key role. Both forms of venture investing are in short
supply in the Great Lakes.

Venture capital investing has a swashbuckling
reputation involving big risks and big rewards. In
fact, it is mostly the hard work of understanding and
reducing risk. Venture investors spend their lives in
an analytically rigorous risk management process
dominated by two numbers: investment returns and
management fees.

The first number, investment returns, is the profits
made when a successful company “exits” the venture
stage of financing through an initial public offering of
its stock or, more often, through acquisition by a
larger company. Many venture capital investments
either fail or earn modest returns. A few earn
extremely high returns, and these create the profits
that drive venture capital investment returns.
Obviously, the more high-growth companies in a
venture firm'’s portfolio, the higher its returns.
Anything that helps venture capitalists find and
nurture high-potential companies more efficiently
will help improve returns.

The second number is management fees. These fees
determine how much professional time a venture
firm has to spend evaluating proposals and choosing
and managing high-potential businesses—in other
words, how much of a venture firm’s resources must
be devoted to achieving high investment returns. In
most venture firms, the amount allocated to
management fees is ordinarily 2 to 2.5 percent of
invested capital per year.
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Because venture investing is so time-consuming,
especially at the early stages, venture investing is
inherently inefficient. Each investment must be
evaluated on its own terms, with few efficiencies of
scale. This means that small deals are nearly as
expensive in time and work as large deals. Thus, a
small venture firm bears a burden in early stage
deals. A larger firm with more fee dollars will use
those resources doing fewer, larger deals. The search
for efficiency often drives venture investors away
from the more time-intensive early stage deals. But
this early growth phase is especially important to the
Great Lakes.

It is vital to note here that venture investors have one
goal—financial returns for investors. This goal does
not include job creation, economic growth, or other
social or political purposes. If venture investors are
successful, these other goals may be achieved. But
they are not the investment objective.

This is one reason why public initiatives created by
states or cities accomplish too little. Being public,
they have political and social goals. They aim chiefly
to create jobs, not to build sustainable businesses.
They are local, not regional. They seek quick
solutions, not sustainable growth.

The conflict here is inevitable. Public leaders see
venture capital as a means to economic development.
Venture investors focus on financial returns—for
them, talk of economic development clouds this
focus.

A Strategy for the Great Lakes

A strategy for the Great Lakes region needs two
overall goals. First, it must consider the two
numbers—investment returns and management fees.
[t must seek to enhance returns, while increasing the
resources that venture firms need to choose and
manage investments.

Second, it must bridge the public-private gap,
achieving both financial returns for investors and
regional economic growth. In the process, it must
address the three problems of Great Lakes venture

investing identified above: (1) too few deals, (2) too
high costs (and, therefore, low returns) for early
stage deals, and (3) too little capacity to carry
investments through all stages of company growth.

The answer is to create a large regional “fund of
funds,” while strengthening the region’s support
system for venture investing. What's needed is more
work, not necessarily more assets or different public
policies. The region already has unexploited assets
and public programs. It must work harder to unlock
the potential of these assets and public programs.

Both aspects of this plan involve practical methods
for financing and focusing work. Both respond to the
three challenges facing Great Lakes venture
investing. Both aim at financial returns for investors
and additional resources for venture capital firms.

1) A Great Lakes 21st Century Fund, a “fund of
funds,” would be managed by professional
investors with a track record of successful “fund
of funds” management. These investors would be
chosen by a request for proposal (RFP) process.
The fund could be a single fund or a family of
commonly managed funds. It would be
capitalized at $1 billion to $2 billion. It would
invest in venture capital funds operating in the
Great Lakes region. It would also coinvest in
successful portfolio companies and with major
national venture firms that locate in the region.

The fund would strengthen the capital structures of
early stage venture funds. It would give them more
capital to invest and more resources to devote to
finding deals and managing investments. It would
provide investment leadership across the stages of
company development.

2) Strengthening the Great Lakes venture capital
support structure requires a series of related
steps:

e Federal, state, and metro governments can help
with early stage capital creation through (a)
direct grants by states or loans by states and
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federal governments, (b) funding of applied
research by federal and some state
governments, (c) use of state tax incentives to
encourage early stage investing, and (d) use of
pension funds.

e Universities and other research institutions can
increase spinoffs of ideas into new businesses,
use their endowments to support the fund and
provide graduates trained for entrepreneurial
businesses.

e Philanthropies can support early stage capital
formation through operating grants and
allocations and can support economic
development agencies that support venture
investing.

e The economic development agencies
themselves can identify, nurture, evaluate, and
mentor entrepreneurs to raise the success rates
for venture capital-backed companies and add
value for venture investors.

Some of this happens now, but it is piecemeal and
uncoordinated across the Great Lakes. The region
needs more, and it must be more comprehensive and
complementary.

Conclusion

Neither approach—a “fund of funds” or a stronger
support structure—works alone. It does no good to
increase the efficiency of the venture capital support
structure without more money to invest in the
stronger deals that result. And more investment
capital will be wasted if the support structure is not
strengthened.

Together, however, these activities can make the
most of the Great Lakes’ assets to create financial
returns for investors and economic progress for the
region.

i National Venture Capital Association, “Venture Impact: The Economic Importance of Venture Capital-Backed Companies to

the U.S. Economy,” IHS Global Insight 5 (2009), 2, www.nvca.org.

ii Data compiled by Erin Reed Kerrigan, JumpStart (www.jumpstartinc.org), based on data from Dow Jones VentureSource.

These data include New York City and Philadelphia, thus overstating venture capital investment in the Great Lakes areas of
New York and Pennsylvania and, consequently, venture investing in the Great Lakes region as a whole.

it All pension data is from Pensions & Investments, Crain Communications 2009 (www.pionline.com). See specifically “The top
200 pension funds/sponsors,” with data as of September 30, 2009, at
www.pionline.com/article/20090126/chart/90120995/-1/PensionFundDirectory and “Funds among the top 200 with DB

[direct benefit] assets in venture capital” at www.pionline.com/article/20090126/Chart2/901199959/-

1/PensionFundDirectory. These data, while extensive, are not complete. For example, the venture capital allocations of the
Minnesota and Ohio public employee system are not included in the second listing for 2008 even though they appear in the

reports for 2007.

v The Small Business Innovation Research (SBIR) percentage excludes downstate New York and New York City and eastern
Pennsylvania and Philadelphia. Because of the difficulty of disaggregating data collected on a statewide basis, all other
percentages are figured using data for all of these two states, even though this includes data for areas that are outside the
Great Lakes region as defined by Brookings. Pension fund data excludes pension funds specifically associated with New York
City and Philadelphia, but includes statewide Pennsylvania and New York pension funds.

Global Midwest Policy Brief is published by The Chicago Council on Global Affairs. Frank E. Samuel, Jr., March 2010.


http://www.nvca.org/
http://www.jumpstartinc.org/
http://www.pionline.com/
http://www.pionline.com/article/20090126/chart/90120995/-1/PensionFundDirectory
http://www.pionline.com/article/20090126/Chart2/901199959/-1/PensionFundDirectory
http://www.pionline.com/article/20090126/Chart2/901199959/-1/PensionFundDirectory

About the Author

Frank Samuel recently served as science and technology advisor to Ohio Governor Bob Taft. Samuel was a principal
architect of Ohio’s Third Frontier Project, which encouraged economic development through support of applied
research, technology commerecialization, and early stage capital creation. This Policy Brief is based on his larger
report “Turning Up the Heat: How Venture Capital Can Fuel the Economic Transformation of the Great Lakes
Region” (The Brookings Institution, 2010).

Global Midwest Policy Briefs

Global Midwest Policy Briefs are timely pieces published by The Chicago Council on Global Affairs that frame and
analyze pressing issues facing the Midwest in the global era and offer recommendations for how best to move
forward. Policy Briefs can be synopses of longer published works or the result of original research. Authors are
experts drawn from academia, business, civic organizations, government, journalism, and think tanks. The views
expressed are those of the author and not those of The Chicago Council on Global Affairs. The Chicago Council takes
no institutional position on policy issues.

The Chicago Council on Global Affairs

Founded in 1922 as The Chicago Council on Foreign Relations, The Chicago Council on Global Affairs is a leading
independent, nonpartisan organization committed to influencing the discourse on global issues through
contributions to opinion and policy formation, leadership dialogue, and public learning.

6

Global Midwest Policy Brief is published by The Chicago Council on Global Affairs. Frank E. Samuel, Jr., March 2010.



