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l. Introduction

There are three steps that eatthe top three states in economic advance@elifiprnia, New
York and Texas has taken to reach this level of success and they are as follows:

1. Attract Capital: each state initiated programs and policies to attract private equity funds an
capital to their regions. Eatéats also set up tax breaks for édmgvestors to providseed
and starup capital to local entrepreneurs.

2. Attract Innovation: By providing a source of capital for high growth-gpaventures, each
state was able to attract specialty companies to their regions.

3. Attract Talent: Once these companies were funded, they each provided a demand fo
highly specialized talent. Irder to meet the hiring demands of this new innovation, local

Universities were able to offer programs in order to attract the most talented student

population in the country.

As one can see, the ability to ride the next wave of economic advancememiingbuntry lies
within a stateds a-opchpidlttoyits region. dftTénneassset providedahe a n

right incentives to mobilize its local resources, a.k.a Angel investors being individual agd

institutional, therein lies incrgléi potential for Tennessee to be the next leader in innovation and
local economic advancement in the entire United States.

lI.  About Angel Capital

Angel investors are wealthy individuals who invest in high risk, early stage vergungsaby

portion of their total investment portfolios to provide emerging companies with seed and startuI
lic

capital through direct, private investments. Their goal is to achieve higher returns than typical pu
markets provide. Most angels are active investors who cotteirutiene and experience, as well
as offer introductions to valuable contacts essential to the company's success.
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In the financial world today, angel investors are a critical and essential part of a healthy economy,

particularly for the establishment gnalvth of earhstage companies. Experts estimate that, on a

cumulative basis, the level of investments made by angels over the last 30 years has been doublg tha
of investments made by venture capitalisSish e Cent er for Vent uthee Re|s e

Whittmore School of Business and Economics at the University of New Hampshire estimates that

angel investments for 2003 were approximately $18.1 billion in 42,000 deals, down from the

historicalii last 10 year8 investment trend of approximately $8lon per year in 50,000

ventures. This investment amount is comparable to venture capital funds, which, according to fhe

According to statistics published by the National Venture Capital Association
and the Center for Venture Research, University of New Hampshire
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National Venture Capital Association, invested $18.2 billion in 2003, with only 2% of those dollafs

in seed or eartage investemts.
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to Other States
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Overall*
Aggregated Knowledge Jobs

Information Technology Jobs
Employment in IT occupations in nbhindustries as a share of total jobs

Managerial, Professional & Tech Jobs
Managers, professionals, and technicians as a share of the total workft

Workforce Education

A weightedmeasure of the educational attainment (advanced degrees,
bachelor's degrees, associate degrees, or some college course work) (
workforce.

Education Level of the Manufacturing Workforce
A weighted measure of the educational attainment afhdrgufacturing
workforce.

Aggregated Globalization Score

Export Focus Of Manufacturing
Manufacturing export sales per manufacturing worker.

Foreign Direct Investment
The percentage of each state's workforce employéareign companies.

Aggregated Economic Dynamism Scores

"Gazelle" Jobs

Jobs in gazelle companies (companies with annual sales revenue that
grown 20 percent or more for four straight years) as a share of total
employment.

Job Churning
The number of new stanps and business failures, combined, as a share
all establishments in each state.

Initial Public Offerings
A weighted measure of the value and number of initial public stock offe
of companies as a sharegross state product.

39
39
34

42

26

46

19
30

24
34

19

24

52.18
8.26
1.2%

23.1%

48.60

0.39

10.45

$26,083

5.7%

9.63
12.6%

20.2%

4.60
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http://www.neweconomyindex.org/states/2002/tennessee.html#disclaimer

Aggregated Digital Economy Scores

Online Population
The percentage of adults with Internet access in each state.

Commercial Internet Domain Names
The number of commercial Internet domain names (".cper'jirm.

Technology in Schools
A weighted measure of five factors measuring computer and internet u
schools.

Digital Government
A measure of the utilization of digital technologies in state government:

Online Agriculture
A measure of the percentage of farmers with Internet access and who |
computers for business.

Online Manufacturers
The percentage of manufacturing establishments with Internet access.

Broadband Telecommunications
A measure of the use ddeployment of broadband telecommunications
infrastructure over telephone lines.

Aggregated Innovation Capacity

High-Tech Jobs
Jobs in electronics manufacturing, software and compuati@ted services,
telecommunications, and biomedical as a share of total employment.

Scientists and Engineers
Civilian scientists and engineers as a percentage of the workforce.

Patents
The number of patents issued to companies or individuals per 1,000 w

Industry Investment in R&D
Industry investment in research and development as a percentage of C
State Product (GSP).

Venture Capital
Venture capitalnvested as a percentage of GSP.

43
34

30

37

43

47

22

30

37
39

35

42

28

37

7.64
52.5%

0.58

1.33

2.07

1.30

86.5%

2.78

7.27
2.6%

0.34%

0.34

1.01%

0.13%




V. Tennessee Start-up and Seed Investing Market

The table below shows the amount of venture capital Angel investmentsvested in
Tennessee in the starp and seed rounds as compared to that of North Carolina

As the chart below illustrates, total venture capital invested in North Carolina since 1996 is
just over $221 million. However, since a tax credit was made available to Angel investors
in 1999, Angel investment activity has increased by $1.72 billion.

PricewaterhouseCoopers/National Ventur PricewaterhouseCoopers/National Venture
Capital Association MoneyTree(tm) Repor Capital Association MoneyTree(tm) Repor
For State of Tennessee For State of North Carolina
Year Investment Amount i of Year Investment Amount i of
Deals Deals
1996 $ 5,100,000.0 3 1996 $ 19,199,900.00 15
1997 $ 8,000,000.0 3 1997 $ 9,680,000.00 8
1998 $ 8,915,500.0 3 1998 $ 55,842,600.00 19
1999 $ 1,155,000.0 1 1999 $ 46,284,000.00 21
2000 $ 5,000,000.0 2 2000 $ 45,361,000.00 19
2001 $ - 0 2001 $ 5,700,000.00 5
2002 $ - 0 2002 $ 6,123,000.00 7
2003 $ - 0 2003 $ 2,116,000.00 5
2004 $ - 0 2004 $ 3,999,900.00 3
2005 $ - 0 2005 $ 3,365,000.00 4
2006 $ 2,900,000.0 2 2006 $ 17,735,000.00 4
2007 $ 400,000.¢ 1 2007 $ 5,700,000.00 2
Total $ 31,470,500.0 15 Total $ 221,106,400.00 112

As the chart illustrates, Tennessee is falling significantly behind in funding localiptart
ventures.




In an effort to encourag® $t@ancing, over 22 states have established tax credits for angel investc

on the state, the aadEs from 15% to 50% of the amount invested. Each state has unique proviskl:ls. L

requires angels to demonstrate that at least half of the sales recorded by the businesses they
state. Arizona prohibits investors wamfinarge stem cell research. These programs have become
as a smaller share of institutional venture capital funds is inveftdelsatttrenst¥d Biatsr the largest
sources of funds for seed capital are angel investors.

V. Review of Other State Credits?

A. North Carolina Angel Tax Credit Program
In an article published by the State Science and Technology Institute

North Carolina does not, at first glance, seem to be a venture capital underperformer. In 20(
venture capitalists invedtclose to $510 million in North Carolina, almost $60 million of which was
invested in seed and eatlyge businesses, according to the Pricewaterhouse Coopers Moneytré
Survey of VC investment. However, while the state ranks 12th in ses@garyestment, many
in the stat@erceive the lack of seed funding to be a major obstacle to economic growth.

Earlier this year, a survey conducted by the Wilmihgtmu Council on Entrepreneurial
Development (CED) revealed that access to capital, paytioutaestage equity investment, was
one of the top concerns of entrepreneurs in the state.

The North Carolina Small Business and Technology Development Center (SREDID)
announced a new plan to make capital available to entrepreneurs anddiegia stnonger early

stage investment industry. In 2003, SBTDC launched the Inception Micro Angel Fund (IMAF) im

the Piedmont Triad area of North Carolina, with an investment zone that included Greater Nort
Carolina and selected areas of South Caamlothd/irginia. SBTDC now plans to build on the

success of IMAHTriad by creating a statewide network of six angel funds that will provide capital tc
new businesses in every part of the state.

The new funds will be able to provide local support for ndsegnésses and improve the stream
of promising mido-latestage companies for venture capital investment. This family-stageed
funds will target technolebgased companies and will provide mentoring, counseling, and
networking opportunities to thamvestees. Each of the six funds will use a similar, member

2 By Daniel Sandler, Professor at the Faculty of Law, The University of Western Ontario, London; senior research
fellow of the Taxation Law and Policy Research Institute, Melbourne; associated with Minoen @ afstein &
Greenstein LLP, Toronto. The comments in this chapter are derived from Daniel Sdedtare Capital and Tax
Incentives: A Comparative Study of Canada and the United Sfateento: Canadian Tax Foundation, 2004)
(ASandler VC Studyo).
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managed structure and will seek investments from larger angel funds, venture funds and individ
angel investors.

The IMAFRTriad fund is now in the process of raising $2 million for its sexardiand primarily
engages with investors from the medical and dental fields. Individual angels can buy into the fu
with a minimum investment of $15,000; the level is $30,000 for angel groups and VC firms. Typi
investments will range between $256005100,000.

The IMAF Source Capital Fund will provide the capital for each local fund and will follow up or

ual

nd
cal

successful local investments with additional financial and advisory support. One of the new funds

(ITAF-RTP) will focus on investments in thedaesh Triangle Park region, including spin out
companies from Dukenriversity, UNC Chapel Hilssociated medical schools from both of those
universities, North Carolina Central University, and NC State University.

In 2005, CED reported that the Resediidéingle region raised 81 percent of all venture investment
in the state, including seven of the top 10 deals that year. The areas of the state outside of

the

Research Triangle and Piedmont Triad regions, which will be served by the other four new funids

(IMAF-West, IMAFEast, IMAFCoastal, and IMAKannapolis), received only 18.5 percent of
venture capital investment that year. SBTDC officials hope that the new family of funds will provic
a more even distribution of capital and other business resourse shacstate.

One of North Carolina's previous efforts to build a strong statewide angel marketplace is now up Fr
to

extension at the state assembly. The Qualified Business Venture Tax Credit (QBV) is estimate
have raised $1.7 billion in equity fimandrom when its creation in 1999 through last year,
according to data from the North Carolina Biosciences Organization and the North Carolin
Entrepreneurial Association. The credit is scheduled to expire at the end of this year.

Under the current legasion, angel investors may receive a 25 percent personal income tax credit fg

e
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individual investments in businesses with less than $5 million in annual revenue. The QBV crgdit

encourages investment in new businesses engaged primarily in manufactessjngpro

warehousing, wholesaling, or R&D. State Representative Bill Daughtridge recently introduced a |bill

extending the credit through 2010, noting that before it existed the state frequently los
entrepreneurs and small businesses to other statesh Bhget) investment fell dramatically in
North Carolina following the tech bust in the early part of the decade, investmeniteligi@BV
companies has grown more than 60 percent since 2004.

B. Maine Seed Capital Tax Credit Program
This program is designéd encourage equity and near equity investments in young businesg
ventures, directly and through private venture capital funds. FAME may authorize State income
credits to investors for up to 60% of the cash equity they provide to eligible Maingebusines
Investments may be used for fixed assets, research or working capital.

Eligibility:

t
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1 Businesses located in Maine

T Investors must own less than an aggregate of 50% of the business

1 Principal owners and their immediate relatives are not eligible

T Annualgross sales of less than $3 million

1 Business must either: 1) be a manufacturer; 2) provide goods or services with 60% of sgles
derived from outside the State or to-aiustate residents; 3) develop or apply advanced
technologies; 4) bring significanthpament capital into the State

1 Must be the professional, ftithe activity of at least one of the principal owners

Basic Terms:

1 Tax credits equal to 40% of the investme®®% for investments made in businesses
located in high unemployment areas (coRfeldE for a current list of eligible areas)

T An investor may provide up to $500,000 per business

1 Aggregate investment limit per business is $5 million for which tax credit may be received

1 Investments must be at risk for 5 years

T Credits must be takenincrements of 25% (of the credit) per year for the 4 years following
the investment. Credits used cannot exceed 50% of the total tax due by the investor for that
taxable year before application of the tax credit. To the extent this limitation requires the
taxpayer to take the credit over more than 4 years, unused cyedésaraed forward no
more tha 15 years.

1 For a more thorough description of the Program and any limitations thereon, refer tag

Special rules for ventureapital funds:

Reporting Requirements:

Businesses receiving investments for which credits are issued, must file annual reports with

Chapter 307 of the FAME Rule.

Investors may provide up to $1,000,000 per venture capital fund in any consgzartive 3
period.

Investors in any one venture capital fund cannot receive more than $5,000,000 in credits, but

may invest more without credit.

Investors in again qualifying venture capital funds may receive one half of this credit (up to|

20%) at the time of investment.

The remaining amount of an investor's tax credit will be awarded when and if the venture

capital fund invests sufficient monies in an elijlaine business. Credits will be revoked if
not substantiated within 3 years.

Investment into venture capital funds must be at risk and principal may not be paid withou
FAME consent for 5 years. Dividends, royalties, interest, stock options or w&adants
other forms of return, which are not in the nature of return of principal, are allowed.

9
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information on the total investments receirathber of employees and jobs created/retained,
annual payroll and total sales revenue. Failure to file reports will result in ineligibility and possible
revocation of credits issued in the reporting period (the prior year).

Fees:
1 $250 per business (omad fee)

1 $100 per investor, per investment
T $250 per venture capital fund

C. !'OEUITA "I CAl )1 o$BABBE 0860 4A@ #OA
Purposedt o expand early stage investment in Ari
Background - Small businesses comprise more than 80%iotAAnads economy.

businesses as they grow, particularly those well positioned to create high wage jobs, is critica
Arizonads economic growth.

A significant area of neeéetfagre 6s reagluh buidingciarpd
their operations. This is so because they are too small to secure adequate financing through K
loans and other traditional sources of capital, or #destock market as a publitigded
company.

Private equity investments by individaalsd s peci al i zed o0angel 6 fun

As
l to

ank

ds

be used by small businesses to gain access to these resources. Yet, as the economy boomed|in th

l atter half of the decade and oearly stage
Arizona fell behind.

Arizona cannot afford to lose its knowlebgsed small businesses to other states. The critical
shortage of equity capital for new businesses in Arizona represents a serious shortcoming and,
result, small, homegrown businesses face difficultiggimdiexy operations and taking new ideas,
products and services to market.

Description of Program- A state tax credit is made available to investors who investstagarly
oqgualified small busi nesses. 0 B850 focinvestmerits | s

o

as a

3

in bioscience companies and companies located in rural Arizona. The credit may be offset against

AZ taxable income in equal amounts oveyeaBperiod. The credits are not transferable.

A oqualified investmentd must be an equity

investment and each investor is limited to a maximum of $250,000 in investments in all qualified

10




small businesses eligible for the credit per year. Credits argafdt &vgpersons who already hold
30% or more of the equity of a qualified small business.
A oqualified small businessoOd must:

1. Have at least a portion of its operations in Arizona;

2. Have at least two fiime principal employees or -tidthe independentontractors in
Arizona;

3. Not have a principal business in retail, restaurants, real estate, professional services, perdonal
services or health care services;

4. Have total assets less than $2 million; and

5. Have received not more than $2 million in investnadigible for the credit.

The total tax credits are capped at $20 million ovgear Period with no general fund impact in
fiscal year 2006. Credits will be available to investors ocwa@riestirst serve basis.

D. Louisiana Angel Tax Credit

The Angeé Investor Tax Credit Program Act of 2005 (Act 400) enhances the Louisianal
entrepreneurial business environment by rewarding qualified individual investors for investing
early stage, wealtheating businesses. Investors can receive refundable Laodsiare or
corporation franchise tax credits of up to 50 percent of the money inMestedal angel investor

tax creditshall not exceed $5 million. Qualification for the tax benefits of Act 400 requires tha
both the entrepreneurial business andirkiestor(s) meet the following specific certification
requirements:

n

Louisiana Entrepreneurial Business

1 afully developed business plan

1 the principal business operations are located in Louisiana including Louisiana as the
primary place of employment fhetemployees of the business;

T the business operates as a person defingd
the state's Quality Jobs Rules;

1 the number of jobs to be created, and the title and salary ranges of those jobs;

1 the business is not primarily engaged in the business of retail sales, real estate,
professional services, gaming or gambling, natural resource extraction or
exploration, or financial services including venture capital funds;

1 the business has a plan asgpession through which more than 50 percent of its
sales will be derived from outside Louisiana ;

1 the amount of investment requested and a Source and Use statement showing that
the investment funds will be used for capital improvements, plant and rtguipme
research and development, working capital for the business or other business activity
approved by LED; and

1 the Louisiana Tax Identification Number of the business.

11




UNDER NO CIRCUMSTANCES SHALL THE LEBECRETARY'S CERTIFICATION OF

THE APPLICANT AS A IOUISIANA ENTREPRENEURIAL BUSINESS BE CONSIDERED
OR IMPLIED TO BE AN ENDORSEMENT OF THE BUSINESS OR ANY INVESTMENT
IN THAT BUSINESS, AND THE APPLICANT SHALL SO ADVISE ALL INVESTORS OF
THIS FACT.

Accredited Investor - To qualify for an angel investor tax créit, all of the following
qualifications shall be required of each applicant:

1

the investment in the Louisiana Entrepreneurial Business must be an investment
that is at risk and not secured or guaranteed;

the funds invested by the applicant cannot haverbesed as a result of other
Louisiana tax incentive programs, funds pooled or organized through capital
placement agreements or as the result of illegal activity;

the angel investor, as defined, cannot be the principal owner of the business who is
involved in the operation of the business as-amdlprofessional activity;

the investment in the Louisiana Entrepreneurial Business by the applicant must be
maintained for three years;

an Accredited Investor shall be defined as:

an Angel Pool, all of wke participants shall be Accredited Investors;

a natural person who has individual or joint net worth that exceeds $1 million at the
time of the investment and individual income exceeding $200,000, or joint income
exceeding $300,000.

12




VI,

Purpose: To encourage ingitional investment in Tennesbased stap ventures. The

purpose of Angel funds being the entities with which the credit is tied is to minimize the
administrative burden on the state and to build up funds to supplement and support the individual
and Angel network investments alrézedyg made.

Basic Terms:
Tax credits equal to 50% of the investment made by the Corporation into the Angel Fung

T

Qualifying Angel Funds:
An investment company located in Tennessee with the sole purpose of providing funding fo

f

Proposed Credit f or Tennessee

not to exceed $500,000 per corporation.
Total funds available for credit are $15 million per year.

Credits must be taken in increments of 25% (of the credit) per year for the 4 years followir|g

the investment.

Credits used cannot exceed 50% of the total tax due by the investor for that taxable ye
before application of the tax credit.

To the extent ftis limitation requires the taxpayer to take the credit over more than 4 years
unused credits may be carried forward no more than 15 years.

companies in the seed or early stages
Fund may provide up to $1 million in funding per business
Aggregate investment limit per business is $5 million
An Angel Fund must invest in companies meeting the following criteria:
o Businesses located in Tennessee
o TheFund must own less than an aggregate of 50% of the business
o Annual gross sales of less than $3 million
o Business must either: 1) be a manufacturer; 2) develop or apply advance
technologies; 3) or bring significant permanent capital into the State
o Must be he professional, fittime activity of at least one of the principal owners
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