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e Furthermore, VC does not look like America. An
analysis of newly released Census data shows
that of the 3,497 startups surveyed that received
VC funding in 2014, just 78 were black-owned,
210 were solely Hispanic-owned, and 458 were

solely female-owned.

« Most VC funding is concentrated in the tech
industry, with 48% going to software companies

alone in 2016.

o There are new policy approaches attempting to
open up access to capital. Online crowdfunding
platforms are opening opportunities to more
investors. Government-backed VC efforts are
increasing access in underserved states. But
more efforts are needed, from both policymakers
and industry leaders, to extend the virtues of VC

to a wider array of promising new businesses.

Is the consolidation of VC in Silicon Valley contributing to the
economic divide between a handful of booming urban

economies and everywhere else?

Imagine if the University of Alabama only recruited football
players from its home state. What would its team look like?
Would it be the perennial national title contender that it is
now? The Crimson Tide would probably still be good, but
given that 56 of its 99 players come from out of state, it’s

hard to imagine that the team would be so dominant. ?

But of course, the University of Alabama knows better. Coach
Nick Saban recruits players from all over the country. He
looks everywhere from Virginia to Washington state, because

he doesn’t want to miss out on the next star player.

The venture capital (VC) industry could learn something from
the University of Alabama about recruiting talent. Right now,

the VC industry looks overwhelmingly to just four



metropolitan areas for the talented entrepreneurs seeking to
earn VC money and guidance. San Francisco, New York City,
Boston, and Los Angeles received nearly four-fifths of VC
investment in 2015, leaving just one-fifth for the rest of the
country. It stands to reason that VCs are missing out on a lot

of talent.

The United States is home to the world’s most ambitious
entrepreneurs. These visionaries can be found in every region
and every state in our country, but they need the funding,
mentors, and resources to help them grow into the next big
thing. The VC industry is a key accelerator for turning a great
idea into a Fortune 500 company. In 2016, it poured $69.1

billion into American startups.

But the distribution of VC tells a different story. A majority of
states are starved for this important source of funding. The
maps below illustrate the problem by comparing the volume
of VC investment to state economic output (or “state GDP”).
In 2016, only the four states colored dark green had VC-to-
GDP ratios above the national average of 0.4%: California
(1.5%), Massachusetts (1.2%), Utah (0.8%), and New York
(0.5%). The remaining 46 states and D.C. came in below
average. Of those, the 27 states shown in gray received VC
investment equal to or less than 0.1% of their output. To
further drive home the point, Steve Case noted that 90% of
VC funding went to states that voted for Hillary Clinton, while

only 10% went to states that voted for Donald Trump. 2

Venture Capital Density: VC Funding as a
Percentage of State GDP
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Source: Author’s calculation; Bureau of Economic Analysis and National
Venture Capital Association data.

It wasn’t always this way. Back in 1995, the rest of the
country—everywhere outside of the four major VC hub cities
—got about 50% of VC funding. This begs the question: Is the
regional consolidation of VC contributing to the economic
divide between a handful of booming urban economies and
everywhere else? It likely is, because startups are America’s
best job creators. Businesses less than one year old account
for 3% of employment but almost 20% of gross job

creation. 3 These businesses best represent creative
destruction: high-risk, high-reward ventures that often
transform an entire industry. And venture capital is what
supports these entrepreneurs in building the next great
American success story. Five of the ten biggest companies in
the S&P 500 today—Apple, Alphabet (Google), Microsoft,
Amazon, and Facebook—are venture-backed tech
companies. According to a recent study from Stanford’s
Business School, 38% of employees at public companies
founded in the past 40 years have worked for companies

backed by VC in their early stages. %

To find the next generation of great companies, the VC
industry invests an average of $170 million in 15 startups
every day. > However, there are groups of entrepreneurs VC
isn’t reaching, and they aren’t just entrepreneurs located
outside of the four major hubs. Women, black, and Hispanic
startup founders receive VC funding at lower rates than do
male, white, and Asian founders. And tech firms are twice as

likely as non-tech firms to receive venture capital funding.

The economy would be better off if the VC industry reached a
wider group of investors and entrepreneurs. A more dispersed
venture industry would help spread the gains of economic
growth to more people and regions. This report details just
how concentrated VC has become and examines why the

industry is not reaching a wider variety of new businesses.

What Is Venture Capital?



As described in our previous report on access to credit, the
vast majority of new businesses seek bank loans to fund their
initial business expenses. This is especially true for sole
proprietors and businesses seeking to remain small. For
high-growth businesses, however, equity financing can be a
better match for their needs. These businesses typically have
an idea that has the potential to be transformative, but their
products need time to develop before they become profitable.
With equity, an investor offers a company an upfront amount
of money in return for an ownership stake that represents his

or her share of future profits.

A brand-new business typically starts by asking friends and
family to invest. According to Fundable, the average
contribution per investor at this stage is $23,000. 6 Then, an
entrepreneur may decide to seek angel investors: high-net-
worth individuals who invest in startups using their personal
wealth and offer advice and personal connections. 7 The next
step in the fundraising sequence is venture capital. VC firms
raise their funding primarily from pension funds, charitable
foundations, university endowments, insurance companies,
corporations, and very wealthy families. 8 The investors are
known as limited partners, or LPs. Their contributions are
pooled into a fund, which can be drawn upon to invest in
companies. Startups receive funding in stages, from $1
million in the initial “seed” round to $10 million in later
rounds. © In exchange for this investment, startups not only
offer their investors equity in the company, but also the
opportunity for their VC investors to take a hands-on role in

management decisions and to sit on the board of directors.

Annual U.S. Venture Capital Investment
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In 2015, the VC industry had its biggest year since the turn of
the century, with $79.3 billion invested in startups. But
contrary to the large volume of venture dollars invested, the
venture industry reaches a very small share of businesses.
Over the last decade, an average of 6,300 U.S. companies
participated in a VC deal on an annual basis. 1° That’s about
0.1% of the more than 5 million active firms in the United
States. 1! Not all of them are successful. About 25-30% of
startup businesses that receive VC investment go out of
business, and up to 75% don’t produce their projected return
on investment. 12 One blockbuster win, however, can
generate more than enough return to compensate for the
investments that don’t pan out. It can generate thousands of
new jobs—so even though VC money only touches a small
handful of businesses directly, it has a substantial impact on

job creation.

Venture capital will never be the right tool for the vast
majority of businesses. But still, this extreme concentration
of funding begs the question: Who is missing out on VC, and
why? First, there is a significant number of startup founders
who don’t have the means or connections to tap into VC.
There are still others who may be able to access this capital,
but they struggle to get all of the funding they need. These
entrepreneurs tend to belong to three underserved groups:
founders outside of Silicon Valley and other VC clusters;
women, black, and Hispanic founders; and (albeit to a lesser

degree) non-tech industries.



Three Venture Capital Deserts

"Your geography is not a fit for us.” —Email response
from a Silicon Valley VC firm to a St. Louis-based CEO

1. Regional consolidation

The most glaring breakdown on VC funding is its geographic
dispersion, or lack thereof. Nearly 80% of the investments
made by VC firms in 2015 were made in just four metropolitan
areas: San Francisco, Los Angeles, New York, and Boston. By
contrast, 50% of VC money went outside of these four areas
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That leaves other metros clamoring for their share, because
VCs are a tremendous source of growth for a local economy.
Economists Rebel Cole, Douglas Cumming, and Dan Li find
that a 10% increase in the number of VC firms in a
metropolitan area is associated with a 2.6% increase in the
number of companies with 5-19 employees, a 2.9% increase
in employment at these companies, and a 3.9% increase in
total payroll. 4 The outsized influence VC has on economic
growth makes it all the more necessary to spread the flow of

VC to more metropolitan areas in the United States.



Consider one anecdote that can perfectly illustrate the effect
that rapid consolidation of VC is having on the rest of the
country. When Tallyfy Inc. CEO Amit Kothari, based in St.
Louis, pitched his idea to several VC firms, he received
responses claiming, “Your geography is not a fit for us.” In
fact, according to his story in the Wall Street Journal, three
advisors told him to emphasize in his pitch that his team was
moving to the San Francisco Bay Area, whether or not it was

even true. 15

It may be that this particular firm was not the right
investment for other reasons. But demanding that an
entrepreneur must move to California for VC consideration is
unrealistic, especially considering how expensive it is for a
startup to move to the Bay Area. San Francisco has rapidly
become the most expensive city in the country, with housing
prices rising 11.5% in 2015 alone. 1 Employees who have seen
housing prices in Silicon Valley increase by 54% since 2012
are now living in their cars. 7 The share of VC funding in the
Bay Area has gone from 22.6% in 1995 to 46.4% in 2015. This

is not a sustainable or desirable model for growth.

Startups in the Bay Area are forced to raise even more money
to hire and retain employees who have a higher cost of living.
Technology companies and inhabitants of Silicon Valley
argue that such consolidation of talented people who can feed
off of one another in a purely innovative environment is well
worth the rising costs in housing and food. There’s also a
business ecosystem that develops, in which startups become
suppliers to—or customers of —existing large businesses.
However, it may be that larger companies, not startups,
benefit the most from an agglomeration of talent in the Bay
Area. Because bigger firms can poach individuals from
startups with enormous compensation packages, new
businesses find it difficult to retain talent. VCs and startups
alike lament the ever-increasing funding needed just to hire
quality individuals. 1 Therefore, both would be wise to

consider alternative metropolitan areas to set up shop.



The fact is, smart business ideas are not exclusive to the Bay
Area. They can be found in all locations regardless of whether
they are large metropolitan areas or small rural

areas. 19 Large VC firms—those with more than $500 million
in investments—are concentrated in Silicon Valley because
that’s where they invest most of their money. And
institutional investors tend to invest with large VC firms
because they believe them to be the best judges of where to
invest. It’s a vicious cycle that leads to lower levels of
economic development in the rest of the country. But it
doesn’t have to persist. As we discuss in the final section,
policymakers and industry leaders have launched programs to

address this problem.

2. Women, African-American, and
Hispanic founders

Entrepreneurs and industry share the concern that women,
African-Americans, and Hispanics are underrepresented in
venture capital. Our analysis of the 2014 Census Survey of
Entrepreneurs shows that among firms under two years old
that received VC funding that year, just 2% were black-
owned, 6% were solely Hispanic-owned, and 13% were solely
female-owned. 2° Using another metric—management
rather than ownership—the Diana Project found that only

2.7% of VC-funded businesses in 2011-13 had a female CEO. 21

The factors that contribute to these groups’
underrepresentation in VC are complex, starting with
entrepreneurship itself. Even after controlling for income,
wealth, and education, black households are 5% less likely to
start a business, Hispanic households are 6.7% less likely, and
female-headed households are 3.9% less likely, according to
Kate Bahn, Regina Willensky, and Annie McGrew of the
Center for American Progress. 22 African-Americans and
Hispanics also face longstanding barriers to building wealth,
making it more difficult for an aspiring entrepreneur to go
without a paycheck or encounter potential investors. A study
by Robert Fairlie, Alicia Robb, and David T. Robinson finds

that black founders start their businesses with about one-



third of the capital of white founders. 23 Additionally, Susan
Coleman and Robb find that male entrepreneurs start out

with nearly twice as much capital as women. 24

Gender and Race Differences in Startup
Capital
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Furthermore, black-owned businesses have much lower
levels of investment from non-owners. The average black-
owned startup raises just $500 in outside equity in its first
year, compared to $18,543 for the average white-owned
business. 25 This makes it harder for entrepreneurs to attract
funding from angel investors and venture capital in the
future, as they generally expect to see a pre-existing record

of financial support.

Next, some women- and minority-owned businesses have
other characteristics that make them less likely to attract VC.
According to the Annual Survey of Entrepreneurs, women and
Hispanics are less likely than men and non-Hispanics to own
firms in the information sector, and African-Americans and
Hispanics are less likely than whites and non-Hispanics to

own firms in professional, scientific, and technical services. 26

These factors add up to lower rates of pursuing VC among
women and minorities. Data from the 2014 Census Survey of
Entrepreneurs shows that male startup owners are 119%
more likely to have received VC financing than female startup

owners. White startup owners are 18% more likely than black



startup owners to have received VC, and non-Hispanic
startup owners are 29% more likely than Hispanic startup
owners. Although women and Hispanics receive their full VC
funding request at higher rates than men and non-Hispanics,

this may also indicate that they ask for less funding. 27

Whether or not the VC industry itself adds to these disparities
is tough to say. Lower rates of entrepreneurship, raising
capital, and founding tech firms narrow the pool of minorities
and women who could receive VC well before they pitch their
companies. But the lack of diversity within VC firms should be
a concern—especially among the investors who make
funding decisions. A survey commissioned by the National
Venture Capital Association found that although women
make up 45% of VC firm employees, they comprise only 11%
of investment partners. Just 3% of the VC workforce as a
whole is black, and 4% is Hispanic. 28 A 2016 survey of 581
investment partners at 72 top VC firms conducted by The
Information found that only seven were African-American,

and just 11 were Hispanic. 29

It matters who is at the table when an entrepreneur from an
underrepresented group walks into a VC firm, because
research shows that investors are predisposed to exhibit a
preference for similar people. A 2014 study by Paul A.
Gompers, Vladimir Mukharlyamov, and Yuhai Xuan found
that investors with the same ethnic, educational, or career
background were more likely to participate in deals together
—and this actually reduced the probability of the deal’s
success because individuals with shared backgrounds tend to
overlook drawbacks and even lower expectations for returns

and due diligence standards. 3°

It behooves the VC industry to address the causes of gender
and racial gaps—including unconscious bias—because of the
evidence that they affect financial performance. As the
venture capital firm First Round Capital discovered, its
investments in companies with a female founder performed
63% better than those with all-male founding

teams. 3! When the startups that get venture backing are



more representative of the American consumers buying the
products, the venture industry is less likely to miss out on a

business idea with great potential.
3. Founders in non-tech industries

Another area of concern is the distribution of VC investment
across industries. According to the Annual Survey of
Entrepreneurs, 15% of U.S. businesses would be considered
either “information” or “professional, scientific, and
technical services,” but 27% of the firms that reported VC
funding belonged to those two categories. 32 Tech’s share of
VC dollars is even more disproportionate. Last year, software
firms alone received 48% of total U.S. VC investment—up
from 24% in 2006. The total share of VC funding going to
tech (software and hardware combined) has risen from 42%

in 2006 to 51% last year. 33

Percentage of U.S. VC Investment by Sector
in 2016
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Tech does not have a monopoly on job creation or revenue
generation, but it does have a different business model than
most non-tech firms. The VC investment model is based on
spreading bets across 20-30 companies in the hopes that one
takes off. While many fledgling apps and drugs may fail, the
few that succeed tend to grow at exponential rates. Those
winners provide the limited partners who invest in VC funds

with exceptionally high returns—typically 20% per year.



That’s a lot compared to the average stock market return of

7% and today’s bond yields under 2%.

The pressure to find the next multi-billion-dollar company
leads VCs to develop “pattern matching” strategies as they
consider new investments. Essentially, they identify what has
worked in the past and try to find those qualities in new
investment opportunities. That becomes the firm’s
investment “thesis” —the one overarching thought that
informs how the partners make decisions on which pitches
they hear and which pitches they accept. Sometimes, this
gets boiled down to simply tech. Indeed, several VC firms

explicitly state that they only invest in tech companies.

Tech startups also benefit from the fact that the two
industries have a high degree of personnel overlap. Many VCs
are former tech entrepreneurs, like Andreessen Horowitz’s
two founding partners, Marc Andreessen and Ben Horowitz,
who worked together at Netscape, and Peter Thiel, who
started Founders Fund after founding PayPal and Palantir.
The startups that these and other VCs fund are often led by
alumni of the tech companies at the top of the Fortune 500
list.

One way to look at this is that the tech industry is highly
supportive of new entrepreneurs. Other industries have not
developed such a highly formalized network of funding from
mentors to mentees. On the other hand, this can make it
tough for non-tech entrepreneurs to tap into VC. Pattern
matching works against non-tech startups when firms have
little to no history of working with their products and
services. And entrepreneurs coming from other industries
may have a steeper learning curve when it comes to
mastering the language of VC deals compared to founders

who have built their careers in the Silicon Valley ecosystem.

A tech-only thesis can be less limiting if its definition is
sufficiently broad. Indeed, some startups offering products
like beverages and apparel have been able to spin their e-
commerce platform or product development as tech

characteristics. For example, the fast-casual restaurant chain



Sweetgreen leveraged its app to score a recent $95 million VC
funding round. 34 But the overwhelming volume of dollars
flowing toward the software industry indicates that there’s
more than just categorization at play. Since almost every type
of business must have an online presence to survive today,
there should be more businesses in non-tech sectors getting

VC support.

Approaches to Opening Access

The obstacles facing the three venture capital deserts are
serious but not insurmountable. Both public policy and
private-sector initiatives can help close these gaps. While
there has been discussion around a number of legislative and
industry-led proposals, three in particular merit close
attention: equity crowdfunding, the State Small Business

Credit Initiative, and change from within.

1. Opening early-stage equity to
more investors

Not too long ago, only a select group of institutional
investors and high-net-worth individuals could gain access
to early stage equity investments. That changed with the
JOBS Act. Passed in 2012, the JOBS Act allowed all Americans
to invest in start-ups through crowdfunding: the practice of
funding a project or company by raising small amounts of
money from a large number of people, typically through the

Internet.

Prior to the JOBS Act, raising money this way was explicitly
forbidden. The Securities Act of 1933 laid out two avenues for
companies to raise equity: registering with the Securities and
Exchange Commission (SEC), which could be expensive and
time-consuming, or directly pursuing money from accredited
investors (currently, individuals with $1 million in net worth
and $200,000 in annual income) without registering.

Startups have typically done the latter. 35

The JOBS Act opened the market to non-accredited investors

by legalizing crowdfunding. Companies can now offer up to $1



million in securities through approved online portals.
Businesses raising money through crowdfunding have to
comply with annual reporting requirements, disclose their
business plan, and send progress updates to investors, among

other requirements. 36

Expectations for crowdfunding are high. Goldman Sachs
called crowdfunding “potentially the most disruptive of all
new models of finance.” Equity crowdfunding doubled in size
from $2 billion to S$4 billion over the last year, and the World
Bank predicts crowdfunding will be a $§96 billion-per-year
market in the developing world by 2025. 37 Furthermore,
companies looking to raise money now have another tool at
their disposal—one which may prove valuable in increasing
geographic and demographic diversity within the startup
world. For example, 47% of the businesses on Indiegogo’s

platform are founded by women entrepreneurs. 38

Crowdfunding does have drawbacks for ordinary investors. An
early-stage equity market is incredibly risky. Nine out of 10
companies listed on a crowdfunding portal are going to fail
within five years. 39 The one that succeeds may not deliver a
return for years. So for ordinary investors looking to save for
retirement or college for their kids, putting any more than a
very small share of their wealth into crowdfunding
investments is incredibly risky. That’s why it will be critical
for regulators—and lawmakers—to watch the market as it

develops and guard against abuses of ordinary investors.

The JOBS Act, however, stopped short of one reform that
could have both reduced these risks and helped startups.
Section 302b explicitly prohibits sales of securities through a
crowdfunding platform by an investment company. But
because it is so risky to invest in just one or even two
startups, investors would benefit from the creation of
investment companies, open to non-accredited investors,
that could pool their capital, conduct due diligence, and
invest their money in a diversified set of startups. 4° It’s not

hard to imagine ordinary investors benefiting from the



upside risk and diversification they would get by allocating a

small piece of their portfolios to a crowdfunded startups fund.

Finally, while there has been speculation that equity
crowdfunding will compete with VC, it’s more likely that
equity crowdfunding will complement VC by raising the
profile of companies previously overlooked by the

industry. 4! Crowdfunding can give VC firms more
information to work with before deciding to invest in a
company: they can observe how successful the company is on

a crowdfunding platform before deciding to invest.

2. Funding VC in underserved areas

Another way to grow VC’s reach is to develop mini-Silicon
Valleys in regions across the country. Cities like Milwaukee,
Salt Lake City, and Buffalo are working to build business
ecosystems that support the development of local VC firms,
so that entrepreneurs don’t have to leave town to get the

funding they need to grow. 42

To help small businesses recover from the Great Recession
and address the geographic consolidation of venture capital,
the Small Business Jobs Act of 2010 created the State Small
Business Credit Initiative (SSBCI). Part of SSBCI involved VC
programs run by state governments that provided financing
for local venture capital firms. Through SSBCI, states invest in
VC firms geographically located within its own borders. It
made a difference: 84% percent of SSBCI VC money went to
the states that received only 20% of private sector VC money

in 2014. 43

Interestingly, states didn’t mandate that the VC firm invest
the state’s money within the state. But that is exactly what
happened because, as the consolidation of VC firms in the Bay
Area demonstrates, VC funds tend to invest in startups
located nearby. 44 It’s much easier to have a hands-on

approach with a company close by.

While the SSBCI has generated promising results, there are
legitimate concerns about state governments taking such an

active role in investment. Free-market advocates may be



skeptical that the government could allocate capital more
effectively than the private sector. From a practical
standpoint too, there’s opportunity for corruption when
public officials get to influence which companies get
investments from taxpayer dollars. For example, audits of the
SSBCI program in Indiana found that one of the VC firms

receiving state money intentionally misused funds.

Even so, the experiment is worth continuing, because it
doesn’t take much of an intervention to create a self-
sustaining VC market in a new city. If a VC invests in a local
business, and that business grows into a big corporation,
then members of that corporation could split off to form their
own businesses. The new businesses formed may require VC,
which will draw new venture funds into the area. Then, if one
of those new businesses takes off, some of its members could
split off to form their own company—creating a virtuous

cycle.
3. Promoting change from within

Public policy has an important role to play in addressing
entrepreneurship and funding gaps, but the private sector
must also step up. Pattern-matching strategies may
unintentionally leave out great business ideas presented by
entrepreneurs who come from Middle America, a non-tech
industry, or a minority background. Therefore, VCs must
actively go outside of their own networks to seek out and
mentor entrepreneurs from underrepresented groups.
Women and minorities need to be actively recruited for
investment management positions, not just jobs in the back
office. Limited partners can also make a difference by
applying pressure on their investment managers at VC funds
to diversify their portfolios by geography, demography, and
industry.

Measuring the problem is an important first step toward
improving diversity, and the VC industry has started to do
just that. Setting up offices in new cities and supporting the
burgeoning ecosystem of startup incubators around the

country can also help. One of the top global startup



incubators, TechStars, started in Boulder and includes
programs in cities like Atlanta and Kansas City on its roster.
TechStars has set a goal to double the number of women and
underrepresented minorities in their programs over the next
four years, as well as train staff on unconscious bias. 45
Formalizing these plans and building in annual reviews, as
TechStars has done, improves accountability and the

likelihood of success.

Conclusion

New businesses are the source of nearly all of the net job
creation in the economy. Equity investment is the critical
driver of transformational new businesses, and ensuring it is
accessible to the widest possible net of entrepreneurs will be
critical to the future of the economy. Access to venture capital
is an important ingredient for high-growth businesses to
achieve their full potential. Although the amount of money
pouring into VC funds is growing, it isn’t being allocated as
widely and efficiently as it could be—resulting in the three
deserts we outline in this paper. With new policy approaches
and change from within, the VC industry could make a real
difference for communities and populations missing out on

economic growth.
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