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INTRODUCTION

In his article State Venture Capital, Professor Paul Rose offers a justified critique of
the failings of the current state of state-run venture capital programs. More specifically, he
pushes back on the current conventional wisdom driving these programs’ proliferation.
Many states have set about funding early-stage businesses “through the initial phases of
company development.”! Direct funding in the early stages of a company is meant to
address the lack of available capital for small businesses when attempting to grow “from
pre-revenue to profit generation.”? With “[m]ore than half of the states with venture capital
programs engag[ing] in direct investment,”® Professor Rose addressed the following
“headwinds” regarding the growing system of state-run venture capital programs:
corruption, rent-seeking, incentive mismatches, poor performance, geography,
accountability of the programs, and potential inequities.*

This brief essay further expands upon Professor Rose’s article by asking and then
answering one simple question: do the flaws in state venture capital programs equally apply
if similar programs were run at the federal level? Rose convincingly illustrates the flaws
currently apparent in venture capital programs run by state governments.® However, it does
not answer (nor does it attempt to answer) the broader question of whether the mentioned
limitations to such programs are present in government-funded venture capital programs
generally, or if they are more likely specific to state or local-level programs. This response
will examine the seven main headwinds that Rose enumerated and compare how those
headwinds may or may not also be of concern in federally run programs.

. THE POTENTIAL FOR CORRUPTION

Rose states that state venture programs are at risk of corruption, especially as venture
funds could incentivize pay-to-play schemes and other similar scenarios.® In essence,
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financial awards to companies could be premised on the understanding (explicit or
otherwise) that the recipients of such funds are expected to provide future support for the
elected officials who authorized this investment.’

This is a genuine concern for state venture capital programs. This danger exists largely
due to the relatively small nature of state governments. State venture capital funds represent
a non-negligible line item on most state budgets.® Accordingly, elected officials, up to and
including the governor, will likely be involved in making investment decisions or at the
very least providing some level of oversight, whether formally or informally. Especially as
funds are intended to boost specific sectors of the economy,® elected officials will likely
want to have direct oversight in selecting appropriate candidates. Even if there is not direct
oversight, programs could be tailored to attract companies from specific industries.*® With
such thin layers between elected officials and funded companies, the potential for
corruption would be greatly enhanced.

On the federal level, conversely, the potential for the same types of pay-to-play
schemes to which state venture programs are susceptible is greatly diminished. This is true
for primarily two reasons: a greater buffer between elected officials and funded companies,
and the diminished value of any potential fund recipient to a federal elected official.

As stated earlier, the relatively small nature of state government makes it particularly
susceptible to corruption in this sort of funding scheme. Conversely, the sheer size of the
federal government likely completely separates any federal venture fund program from
elected officials.!!

Unlike the state level, where even governors may harbor personal interests in
recipients of state venture funds, any individual beneficiary of federal venture funds is
unlikely to attract the direct attention of the president or other federal elected officials.

Currently, most federal funds distributed to small businesses are done so on a subject
matter basis through specific subject matter programs without specific geographical
restrictions beyond being located in the United States.!? Programs are set up through
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discrete bureaucratic arms of the government under federal departments.*® Those who
review and decide on recipients of funds are typically many layers removed from their own
department secretaries, let alone any elected official who would engage in any sort of pay-
to-play scheme with the companies.'*

For example, the U.S. Small Business Administration (“SBA”) can provide equity
investments to small businesses.'® These equity investments are not directly given to the
small business from the SBA, but instead privately owned businesses known as Small
Business Investment Companies will raise private funds to invest in a small business, and
the SBA will lend “up to 2x of privately raised funds.”*® So instead of a small business
going directly to the SBA for funding, the business must first find a SBIC willing to invest,
which can then be aided by a matched investment from the SBA. The SBA only has three
universal requirements for companies seeking investments,}’ meaning choosing a
company to invest in is largely up to the SBIC.

Additionally, one of the key reasons why the potential for corruption is so ripe at the
state level is that the import of any individual company to a political official up for re-
election is much greater than any corresponding such value at the federal level. In citing
the corruption risk present in the Texas Emerging Technology Fund (ETF), Rose noted that
over a two year stretch the program doled out over $200 million in total awards with the
largest going for $44,000,000.8

At the state level, venture payouts of this size are quite large and could certainly create
a scenario ripe for political corruption. Whereas on the state level, a $44,000,000
investment may engender loyalty that may be beneficial for an election, the same is likely
not true at the federal level. With the presidential election the only true federal-level
election, the likelihood that the support of any company soliciting federal venture funds
would make an appreciable difference in the presidential election is extremely slim.®

It is not to say, of course, that federal venture funds could not also be susceptible to
corruption. However, the concerns for such corruption would likely look much different
than would the potential for corruption at the state venture fund level.
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1. THE POTENTIAL FOR RENT SEEKING

In contrast to the reduced risk of corruption that federal programs appear to have over
state programs, the potential for rent-seeking appears comparably significant across both
spheres.

Potential for rent-seeking exists when a private actor is able to manipulate a public
policy or program in order to obtain an outsized financial benefit.?’ As Rose illustrated
with the example of Certified Capital Company (CAPCO) programs, private companies
are able to benefit from investing in these government programs in large part because
incentives were misaligned.?? In a classic illustration of the agency dilemma, rather than
pursuing investments in small, venture-stage firms, fund managers prioritized “safe, low-
risk investment.”?® This ensured the managers of their management fees, while not
angering the insurance companies as their primary benefit was not from a potential return
on their investment, but from taking advantage of tax credits and interests.

Unlike with issues of corruption where the potential seems to diminish with the move
from the state to the federal level, federal venture programs would likely not be any less
susceptible to rent-seeking than would state-level programs. In fact, the same layers of
bureaucracy that insulate federal venture programs from the potential for corruption
actually work to increase the susceptibility to rent seeking.

As stated above, in state venture fund programs it is quite likely that high-up
individuals in the state government would have a vested interest in trying to ensure the
success of a funds program. This oversight would likely enable them to relatively quickly
identify rent-seeking scenarios and properly adjust the program.

In federal venture fund programs, conversely, being buried in bureaucracy would
likely inhibit any such schemes from being readily noticed. Once a program is up and
running, those who have a job managing the fund have minimal incentive to try and bring
to light information that could lead to the elimination of the fund. Also, adjustments within
large organizations are often difficult and time-consuming. Accordingly, such a rent-
seeking scheme would exist for long periods without it ever being brought to the attention
of someone in a position (and with the proper incentives) to make adjustments.

Additionally, whereas access to state-level programs is typically limited to local
companies, federal programs are accessible to companies nationwide. This opens the
possibility that a greater number of companies looking to engage in rent-seeking programs
could access the benefits of a single fund, whereas the impact may be much more limited
at the state level.

1. INCENTIVE MISMATCHES

This headwind to state venture funds is an interesting one, as it simultaneously poses
a potential problem to government investment while also highlighting one of the primary
reasons for its value. Traditional venture capital has essentially one goal and one goal only:

20. Id.at 130.
21. 1d.at130-31.
22. ld. at 130.



2024] State Venture Capital vs. Federal Venture Capital 105

to make money.? To expand a bit further, its goal is to make a lot of money in a relatively
short time frame.?* They do this by losing money fast on lots of companies in order to
strike it rich on a small handful of investments.?®

Unsurprisingly, government officials have a much more robust set of goals and
incentives than the typical venture capitalist. While we often think about venture capitalism
as operating on short timeframes, politicians work on even shorter ones. A typical venture
capitalist fund will be created with an operating life of around ten years in mind.%® The
goal is to have a brilliant return on investment over that timeframe.

Government officials, however, tend to work on election cycle timeframes. These
cycles tend to be in two-to-four-year increments,?’ much shorter than the ten years that
venture capitalists often are allotted for success. Governments, as opposed to traditional
venture capitalists, are motivated by factors such as economic development, furthering
strategic government initiatives, etc.?8 It makes little sense for state venture capital funds
to operate under the same framework as private venture capital funds when the incentives
are so wholly different.

This incentive mismatch doesn’t completely change when transitioning from state
venture capital funds to federal venture capital funds. Federal agencies engaging in venture
capitalism will also have a host of incentives and goals beyond simply making money.
Federal funds, however, do differ from state funds in one important way: the importance
of election cycles.

As discussed above, federal venture capital programs tend to be much better insulated
from electoral politics than at the state level. Program failures and successes are less
visible, and so there tends to be less demand for instant returns. Accordingly, while the
overall incentives are still out of step with that of private venture capitalism, federal venture
capital is better able to work in lockstep with the timing of private funds. While this aspect
is certainly a headwind that deserves further exploration the impact is likely not nearly as
pronounced as it would be at the state venture capital level.

V. POOR PERFORMANCE

As Rose rightly notes, historically state venture funds have not performed well. One
of the primary reasons for this poor performance relates directly to the incentive

23. Bob Zider, How Venture Capital Works, HARVARD Bus. REV, https://hbr.org/1998/11/how-venture-
capital-works (last visited June 2, 2024).

24. 1d. (“The fund makes investments over the course of the first two or three years, and any investment is
active for up to five years. The fund harvests the returns over the last two to three years.”).

25. Id. (“Given the portfolio approach and the deal structure VVCs use, however, only 10% to 20% of the
companies funded need to be real winners to achieve the targeted return rate of 25% to 30%. In fact, VC
reputations are often built on one or two good investments.”).

26. Understanding  Venture  Fund  Time  Horizons, GRIDLINE (Feb. 22, 2023),
(https://gridline.co/understanding-venture-fund-time-
horizons/#:~:text=Venture%20funds%20typical ly%20aim%20to,event%2C%200r%20a%20SPAC%20merger
(“Venture funds typically aim to return capital to investors within 10 years, although disbursements can begin as
early as year five or six”).

27. Election Cycle and Aggregation, FED. ELECTION COMM’N (last visited June 2, 2024, 6:36PM),
https://www.fec.gov/help-candidates-and-committees/filing-reports/election-cycle-aggregation/.

28. Government at a Glance 2013: Government Investment Spending, OECD (2013),
https://doi.org/10.1787/gov_glance-2013-23-en.



106 The Journal of Corporation Law [Vol. 49

mismatches as listed above. Private venture capital is focused on a sole objective: making
as much money as possible for its investors.?® As state venture capital has additional non-
monetary objectives, such as job growth, geographical economy development, industry
development, etc.® it would make sense that from a purely monetary standpoint, such
funds would perform poorer when using traditional metrics of success and being compared
to private funds.

As noted, this poor performance tends to arrive as a result of being geographically
focused.3! States will invest funds to try and prop up or develop specific regions or cities.
The targeted geographies are typically ones that are not currently performing well
economically. If this were not the case, it would make less sense for the states to invest in
these areas as there would likely already be sufficient private investment. Investment into
less-profitable industries and in disadvantageous locations will almost inevitably bring
about poor performance, or at least poorer performance than its private investment
counterparts.

The one success that Rose did mention, however, came out of a federal venture
program, grants from Small Business Innovation Research. Other results also seem to
suggest that federal programs do not necessarily suffer from the same poor performance
woes as do state venture programs. For example, while not strictly a venture fund program,
part of the American Recovery and Reinvestment act of 2009 allocated considerable funds
in the form of loans to innovative clean energy companies through the Department of
Energy.33 Initially this program was seen as a failure due in large part to the widely
publicized (and costly) failure of Solyndra. Despite this, and other, high-profile failures, in
the long run the program ended up running a profit across the aggregate of its funded
companies.*

Why might federal funds be more likely to succeed than state funds? As mentioned
elsewhere in this article, federal venture programs do not suffer from many of the same
limitations as do state programs. The federal government’s comparative size advantage
over state governments, and the resources that come with that advantage, allows it
additional flexibility in terms of location and industry. Whereas state programs require
quick turnarounds, federal programs can be more patient. Whereas state programs are
limited to state geographies, federal programs can invest anywhere nationwide that would
make the most sense. Whereas state programs receive intense scrutiny from the highest
levels of state government, federal programs are better insulated from the interference of
politicians. In short, it is unsurprising that federal programs would see better performance
than state programs as they do not have to deal with nearly the same level of headwinds.
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V. THE INEVITABILITY OF GEOGRAPHY

Perhaps geography is the greatest areas where federal venture funds find an advantage
over state venture funds. As studies show, the success of VC funds is very closely tied to
location.®® There are many reasons for this, which are beyond the scope of this response
paper, but in short, VC-backed companies are most likely to thrive in specific ecosystems
with robust support systems built up. Unsurprisingly, these locations include Silicon
Valley, New York City, Boston, Seattle, etc.36

Conversely, VC-backed startups that are not located in these locations have a much
steeper path to success. This is specifically one of the reasons why states engage in venture
funding in the first place. State governments, in general, desire to boost their own local
economies. State and local officials work hard to try and grow local businesses, retain
successful businesses, and to try and lure companies to relocate to their location.3’

As venture capital-backed companies are often more successful and have a higher
growth ceiling than do non-venture capital-backed companies, it is natural that elected
officials would put a premium on having successful venture-backed companies in their
backyard. However, given the reality that private venture capital funds are mostly limited
to a few locations, state governments will create state venture funds to try and boost their
own local companies.® This is to promote local growth while also disincentivizing those
companies from moving elsewhere. As Rose notes, venture capital-backed companies
outside of the major VC powerhouse localities tend to struggle greatly despite the good
intentions of the local government promoters.3® As much as a state such as, say, Oklahoma
may wish to promote venture-backed companies within its state borders, the reality is that
the natural infrastructure to support the needs of such a company is unlikely to exist
anywhere within the state.*°

In contrast, federal state venture programs do not suffer from this same limitation. The
federal government, when creating a venture capital program, by and large would be
apathetic about the location of the company being funded, so long as it was in the United
States. Such programs are more focused on specific industry growth rather than on
geographical development.*! Thus, companies backed by federal venture funds could set
up shop in one of the aforementioned locations most likely to help bring about its success.
Whereas the inevitability of geography proves to be a hindrance to state venture programs
the apathy of geography at the federal level makes it unlikely that such a program would
suffer the same limitation.
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VI. LACK OF ACCOUNTABILITY

One of the natural advantages of private venture capital funds is that they tend to be
small, lean, and not bogged down with bureaucratic red tape.*? Given the speed at which
projects often move in the startup world, this lean is necessary to meet the needs of the
companies they are investing in and be competitive when multiple funds are looking to
invest in a single company.*?

Governments, on the other hand, tend to be the exact opposite of this. Governmental
institutions tend to move slowly, with many different approvals, rules, and regulations
which must be complied with to get anything done. Accordingly, it may seem that
governments and venture capital funding are antithetical to one another.

To address this issue, some state governments will create quasi-governmental entities
to act as the investment vehicles for to distribute state venture funds. At first glance this
seems to make sense, as it can utilize the backing of government funds while cutting down
on red tape. As Rose points out, this is exactly the format that JobsOhio takes.**

However, this lack of bureaucracy also leads to a lack of oversight and accountability.
In Ohio, when a state auditor attempted to request records from one such quasi-government
fund, the state legislature went so far as to pass legislation affirmatively stating that the
fund in question was private and therefore not subject to the state auditor’s oversight.
Ostensibly, this move was taken by the state legislature to ensure that private partners did
not pull out of the then-current funding arrangement to avoid opening themselves up to
state audits.*®

Whereas the Ohio state legislature’s response may be on the more extreme end as far
as affirmatively limiting oversight, it shows the potential for programs such as these to
have accountability that is necessary when taxpayer funds are being spent to be removed.

While we have a clear picture of how this headwind could play out at the state level,
it is difficult to see the same results playing out at the federal level. Where the Ohio state
legislature stepped in to protect its program from oversight,*® it is extremely unlikely that
the federal legislature would do the same to protect a federal venture capital program from
investigation.

Instead, the real risk of lack of accountability in federal venture capital programs
likely comes in the sheer size of the federal government.*’ With the funds for any such
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program being such a relatively small part of federal expenditures,*® such a program could
conceivably simply be deemed not worth the time of auditors to inspect properly. While
the federal government is vast, it is currently understaffed.*® Once a federal venture capital
program is established, unless the department the program is created under is actively
monitoring the funds being spent, it is easy to see how it could simply be lost in the shuffle.

Accordingly, while the possibility for lack of accountability likely comes from a
different source in federal vs. state programs, the danger still exists. However, the danger
at the federal level is likely not as pronounced as federal departments currently are required
to conduct regular internal audits. Additionally, such programs would also be subject to
external checks from Freedom of Information Act requests, something which does not
necessarily exist to the same extent at the state level.

VII. POTENTIAL INEQUITIES

Naturally, the potential for inequalities as discussed by Rose are just as susceptible at
the federal level as at the state level.>® The rural-urban dynamic as discussed by Rose is
endemic across the entire nation and not particular to any specific state.>* It is unlikely to
see how a move from the state level to the federal level would significantly reduce the
potential for inequalities in this particular manner.

In fact, it is worth noting that the potential for inequalities may actually be exacerbated
at the federal level. As discussed above, just as access to the geography of the entire United
States lends a great advantage to the federal government over state governments in
targeting funds in areas where it is likely to do the greatest good, it also has the potential
to exacerbate potential inequalities in its distribution of funds.

One of the main goals of state venture capital funds is to try and bolster economic
conditions in disadvantaged areas within their state.>> As discussed, this often leads to poor
performance of these funds, whereas federal funds can focus instead on geographies more
traditionally favorable to venture capital-backed companies. This provides a great
opportunity for federal fund programs that are focused on achieving traditional success
metrics (i.e., financial profit).

This same benefit to federal fund programs simultaneously opens the gate for the
potential exacerbation of inequalities. The fact that states invest in disadvantaged
geographies demonstrates an important and unsurprising reality: inequalities currently
exist. Some communities benefit greatly economically because of the large amount of
private venture capital investment funds coming into local businesses, creating jobs, and
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growing the business ecosystem.>® This comes at the expense of other communities which
are not currently attractive to investments. Should federal venture capital fund programs
focus exclusively on companies with the highest likelihood of financial success then the
lion’s share of their investments will inevitably be in these investment-friendly locations.
Thus, the federal programs would result in helping the communities currently being
benefited by the presence of venture capital-backed companies to absorb more such funds,
while financially disadvantaged communities would continue to fall further and further
behind.

CONCLUSION

Rose’s article is an important addition to the continuing conversation on state venture
capital. Perhaps the most important contribution is his recognition and conclusion that state
venture capital is not inherently flawed. As much as his discussion centers around the
shortfalls of state venture capital, this does not change the underlying impetus for its
creation in the first place. Rather than using these headwinds to argue against further state
venture capital creation, Rose rightly positions this as an opportunity to learn from past
shortcomings and provides critical suggestions on how to improve moving forward.>*

In connection with Rose’s suggestions as to how best to improve state venture capital
programs, this response hopes to provide an early framework in determining if these
public-private funds are best generated at the state level or at the federal level. Upon review
of the headwinds addressed by Rose, it seems that at least on its face federal venture capital
programs likely do not suffer from many of the same shortfalls as state programs. To
address growing economic disparities among geographies within the United States, it is
likely necessary to look to both state and federal programs in propping up disadvantaged
geographies.

53. See generally, Henry Chen et al., Buy Local? The Geography of Venture Capital, 67 J. OF URBAN ECON.
90-102 (2009).
54. Rose, supra note 1, at 481-86.



