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About This Issue

his humble garage, also pictured on the cover

of this issue of efournal USA, may tell us more

about the American people than the proud marble
monuments that adorn the National Mall in Washington,
D.C. In 1938, the garage housed no automobile, but
rather the Hewlett-Packard Company, founded by William
Hewlett and David Packard with $538 in borrowed
capital. The image represents the entrepreneurial zest and
individual drive that characterize this nation of achievers,
the creativity and practical ingenuity of American
entrepreneurs from Benjamin Franklin (bifocals, odometer,
lightning rod) to Larry Page and Sergey Brin (Google) who harness the latest technologies to practical
— and profitable — uses. Also important is the garage’s address: Palo Alto, California, home to Stanford
University and a central point in the famous Silicon Valley, nexus of the semiconductor revolution and no
doubt of technological marvels to come.

This eJournal explores the phenomenon that drives uncounted Americans — and now citizens of
other nations — to create fledgling “start-up” businesses that explore and exploit the latest developments
in high technology. It also investigates the closely related “venture capital” phenomenon. New businesses
need money, and often lots of it. How investors match their funds to (hopefully) winning ideas is a big
part of the start-up story.

How does one start a high-tech business, and how does one fund it? Joseph Bartlett addresses these
questions from the vantage point of a venture capital expert. Amity Shlaes explains the policy decisions
that encouraged — and at times discouraged — this venture capital system and the innovation it
nourishes. Start-up CEO Cheryl Smith explains the process from the business owner’s perspective, while
Ben Casnocha — named by BusinessWeek magazine as one of America’s “top young entrepreneurs” —
offers words of encouragement to young people to get out there and create businesses of their own.

Many high-tech start-ups are founded in that part of northern California we know today as the Silicon
Valley. Ashlee Vance explains why. And Richard Florida examines one social consequence of the high-tech
revolution: the emergence of a “creative class” that prizes cultural diversity and social tolerance.

Many important start-ups have been founded by immigrant entrepreneurs who arrive in the United
States from every corner of the globe. Throughout this eJournal, we profile a number of them.

Venture capitalist Vinod Dham, also known as the father of the Pentium processor, once memorably
said: “Living in the Silicon Valley, if you do not do a start-up, then something is wrong with you.” That
puts the matter a bit starkly, but Dham does capture the essential drive of millions — Americans and
others — who even now are hard at work, if only in the garages of their minds.

© AP Images

— The Editors
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Venture Capital Meets Hi-Tech

Venture Capital: A Primer
Joseph W. Bartlett, Counsel, Sonnenschein
Nath & Rosenthal LLP

Venture capitalists apply carefully developed
techniques to evaluate start-ups before investing

funds.

Immigrant Entrepreneur Profile:
Asa Kalavade, Indian-Born |
Co-Founder of Tatara Systems

From the Ponderosa to the!
Googleplex: How Americans Match |
Money to Ideas

Amity Shlaes, Senior Fellow in Economic
History, the Council on Foreign Relations

The development of the venture capital model
empowered entrepreneurs to launch a cornucopia of
high-tech start-up businesses.

Immigrant Entrepreneur Profile:
Patrick Lo, Chinese-Born Founder of |
Netgear

Inside the Real World of Venture |
Capitalists

Cheryl Smith, Chief Executive Officer,
utility.net

Entrepreneurs must prepare appropriate business
plans and negotiate carefully the venture capital
system.

Immigrant Entrepreneur Profile:
Nancy Chang, Taiwanese-Born |
Co-Founder of Tanox

Starting Your Own High-Technology |
Start-Up
Ben Casnocha, Author, My S74rT-UP LIFE

In an American climate that encourages
entrepreneurial initiative, opportunities for young
people are immense.
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Not Just Semiconductors: Silicon |
Valley and the Culture of Innovation
Ashlee Vance, Editor, Online Tech Site The
Register

High-tech start-ups flourished in California’s
Silicon Valley because of the region’s culture

of innovation and shared information among
entrepreneurs.

The Rise of the Creative Class
Richard Florida, Professor of Business and
Creativity, Rotman School of Management,
University of Toronto

The growth of high-tech industries has facilitated

the emergence of a creative class of young thinkers.

By the Numbers

Internet Resources
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Venture Capital: A Primer

Joseph W. Bartlett

© AP Images/Richard Drew

Traders on the always-hectic New York Stock Exchange, where free
markets appraise public corporations every business day.

A highly specialized venture capital system matches high-tech
and other start-up businesses with investors.

Joseph W. Bartlett is counsel in the New York City
office of Sonnenschein Nath & Rosenthal LLR A former
U.S. undersecretary of commerce, he is a courtesy professor
with the Johnson School of Business, Cornell University, and
former adjunctlvisiting professor at the Stanford University
and New York University law schools. Bartlett is the founder
and chairman of VC Experts Inc. and editor-in-chief of
The Encyclopedia of Private Equity and Venture Capital.

[www.vcexperts.com]

he U.S. economy owes much of its postwar
I growth to emerging, tech-flavored enterprises,
many of which have expanded smartly and
contributed significantly to employment, wealth, and
innovation — the emblems of our prosperity over the
last 50 years. The story of how these small businesses
attract the investment, or venture capital, they need first
to survive and then to grow draws on a culture that values
optimism and risk-taking, farsighted and investment-
friendly government policies, and the energy and drive of
the individual businessperson.
Because the United States has no monopoly on
these traits, it seems likely that the intertwined stories
of venture-capital investors and high-tech entrepreneurs
increasingly will be a shared, global phenomenon.
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KNOWING THE TERMS

The world of venture capital employs a specialized
insiders’ nomenclature. A new business is a “start-up.”
Because high-tech giants such as Hewlett-Packard and
Apple Computer literally trace their origins to workshops
set up in automobile garages, today’s start-ups originate
in their founder’s “garage.” Because founders seek fast
growth, successful start-ups are sometimes referred to as
“gazelles.”

A new business is initially built on the founder’s
hard work, or “sweat equity,” plus outside financing
from “friends and family,” then from “angels” — wealthy
individuals whose investments may appear, to the founder

at least, as acts of virtue — and culminating in the

commitment of capital from professionally
managed venture capital funds, often
known by the English acronym “VCs.”
One or more rounds of financing,
known as “Series A,” “Series B,” and so
on, can occur at this juncture. The arc of
the gazelle as it proceeds from private
financing to publicly traded
company is often called “the
embryo to the IPO” (initial
public offering of stock).
Each of these labels,
and others not mentioned
here, are just that —
shorthand for items and
phenomena that vary
widely in actual practice. I
focus here on how gazelles
have successfully gestated in the
United States.

THE CULTURAL IMPERATIVE

How does a founder, starting in his or her garage,
successfully solicit growth capital from the angels and
then the VCs? What are the core elements in the process?
A start-up’s very first assets are the brains, energy, and
commitment of its founder. To put it another way, the
entrepreneur’s character traits are themselves a form of
venture capital.

The United States, in this sense, has been particularly
blessed with individuals who combine optimism,
confidence, and an enormous appetite for risk. After all,

Many an American child's first experience with capital markets:
a lemonade stand, venture capital courtesy of Mom and Dad.

the odds suggest that initiating a successful start-up in
one’s garage (or, as in the case of Apple Computer’s Steve
Jobs, his parents’ garage) is not, statistically speaking, a
sensible use of time and energy. The failure rate is high.
It takes an enormous level of optimism and confidence
for the founder to say to herself or himself: “Despite the
odds, 7 can make it big time — and have a lot of fun and
satisfaction along the way.”
A healthy appetite for risk also is central. For
this reason, venture capital is unlikely to flourish in
societies where cultural norms, government policy, and
bureaucratic inertia discourage risk-taking. Venture capital
instead requires a proper balance of risk and reward. If the
consequences of failure entail not just legal bankruptcy
but also personal ruin, the venture capital model will not
get off the ground.
On the other side of the coin, the founder’s
appetite for risk needs to be whetted by the possibility,
however long the odds, of sensational

rewards; this means, in turn, a
low tax environment and the
absence of bureaucratic obstacles

to entrepreneurial success.

It is this possibility of an
enormous win that lures
American entrepreneurs
— not the odds, but
the economic and

psychological delights
when the gamble pays off.
A founder’s ability to
seize opportunity, act with
confidence, and tolerate risk is
only the beginning of the story.

© Jupiter Images

Crucial, too, is a system of laws
and social norms that protect
intellectual property; ensure universal public education;
afford employers the ability to hire and, more importantly,
fire employees as business needs dictate; and guarantee
within reasonable legal limits the investor’s ability to invest
his capital in those ventures he views as promising.

OBTAINING VENTURE CAPITAL

Assuming that adequate investment capital is
available, how does the typical U.S. start-up access it
on terms that reward fairly both the founder’s sweat
equity and the investor’s risk of capital? Over the years,

eJOURNAL USA 5
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It's a deal! But securing venture capital is only one step on the road to a
successful start-up business.

Americans have devised structures and processes that
shape the bargaining between entrepreneurs and investors
and that assure a continued flow of capital to the start-up
businesses that need it.

Founders have had to develop the tools and the
knowledge to present proposals that allow investors fairly
to evaluate a start-up’s prospects for success. The investors,
in turn, have developed financial terms that afford them
a fair opportunity to earn profits competitive with those
they might earn on other kinds of investments, adjusted
for risk, and without being confiscatory. Financial terms
that favor the entrepreneur risk an inability to attract
venture capital, while deals too harsh from a founder’s
perspective deprive the entrepreneur of the incentive to
invest his or her sweat equity in the fledgling business.

The long history of negotiations between
entrepreneur and investor have produced a relatively clear
and well-defined road map of venture capital investment.

As one involved during the evolution of this process in
the early 1960s, I can testify that trial and error, spread
across literally hundreds of thousands of transactions, has
produced consensus and standardization of the necessary
metrics.

The founder of a start-up typically raises
organizational money by maxing out his or her credit
cards and taking out a home equity loan. He or she
“slow pays” creditors in order to buy time to beta test the
product in her garage. If the results are promising, she
arranges the friends-and-family round, seeking investments
from college roommates, relatives, old friends, and day-job
colleagues.

Next, she turns to angels, those financial investors
who specialize in providing venture capital for small
start-ups and entrepreneurs. The angel round is trickier,
but there are organized angel groups around the United
States, as well as industry conferences, business plan
competitions, venture capital clubs, and other established
venues where angels come together and review proposals.

Serial angels, those who already have invested
successfully in start-ups, are the most desirable investors,
particularly when they can “add value” — business advice,
contacts, sales leads, and the like — to the enterprise.
Securing angel capital requires a lot of phone calls, a lot
of knocking on doors, and a lot of networking. Placement
agents frequently can help find the lead, or “bell cow,”
venture investor. Once a lead investor is in place, it can be
easier to attract others.

The process is not an easy one, but certain provisions
of U.S. law help it along. American law is friendly to
the solicitation of high-net-worth individuals, assuming
they possess sufficient net worth. Also, the tax treatment
of angel investments can be attractive, with the federal
government picking up half the bill in the form of tax
deductions.

STRUCTURING THE DEAL

The road maps outlining the terms of the deal
between entrepreneur and venture capital investor also are
becoming easier to read. A number of surveys are available
to indicate market/industry standard deal terms. Model
forms are available from trade groups such as the National
Venture Capital Association and from the libraries of the
law firms and advisers that routinely practice in this area.

Entrepreneurs understand that venture capital
investors expect an average 20 percent internal rate of

eJOURNAL USA 6



Presenting one’s business plan effectively is crucial for attracting investors.

return (IRR) compounded on the portfolio as a whole.
IRR is the industry benchmark that combines the rate of

appreciation of a holding between investment and sale and

an assured rate of return on interim distributions. In other
words, it measures the investor’s return during the five- to
seven-year expected time horizon between investment and
exit (when the investor sells his investment).

Thus, the start-up founder, when approaching venture

capitalists, understands that he or she must be able to
present realistic projections that are based typically on
actual revenues and that, when adjusted for risk, meet
the investor’s target internal rate of return. Since early-
stage valuations tend to be influenced by VC-perceived
trends and herd instinct, many investors rely instead on
“pre-money valuations” offered by various score-keeping
organizations.

The critical point is that the lessons drawn from
legions of transactions have lent efficiency and ease to

© Jupiter Images

deal structuring. Unnecessary haggling over relatively
trivial issues is less and less prevalent. Based on hard-won
experience, investors and entrepreneurs have a fair idea
of what they want to give and what they need to take
in order to make the process work. When the buy side
and the sell side are in alignment, the transaction closes
with a minimum of frictional costs and wasted time.
The parties can focus on the main variables: the value
of the start-up’s technology, its competition, the quality
of its management, the time horizon to exit, and likely
exit pricing. The players contribute collectively to an
environment that minimizes eccentric and superfluous
risks.

U.S. federal and state governments have contributed
to this process by loosening restrictive regulations.
The state courts in Delaware, home to many U.S.
corporations, have clarified and explained applicable
corporate governance rules. Meanwhile, the leading law,
accounting, and investment banking firms have worked
to standardize deal structure and contract language. The
process has been gradual, of course, and cumulative, with
success begetting success. At bottom, again one finds the
U.S. cultural imperative of optimism, confidence, and risk
appetite. These values have spurred both venture capitalists
and entrepreneurs to build together an integrated system
that serves their collective needs. It has been a mainstay of
American economic growth and prosperity.

AN OPEN HORIZON

One promising consequence is that over the past
several years, students from around the globe have, in my
classes and others like them, studied this venture capital
phenomenon and taken the lessons back home. The
success stories are spreading worldwide, particularly in the
“Three I's” — Ireland, India, and Israel.

Competing models based on low-cost labor arbitrage
and petroleum wealth will carry an economy only so far.
In the final analysis, innovation and technology offer an
open horizon and an inexhaustible resource. B

The opinions expressed in this article do not necessarily reflect the views or
policies of the U.S. government.
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IMMIGRANT ENTREPRENEUR PROFILE
Asa Kalavade, Indian-Born Co-Founder of Tatara Systems

Seventeen years ago, it would be considered improbable for a young woman
to found her own technology business in India. “Even when I just started
studying engineering, people came to my parents to talk them out of it, never
mind starting my own company,” said Asa Kalavade. Asa came to America as an
international student and received a master’s and PhD in electrical engineering
and computer science from the University of California at Berkeley.

While most people think of wireless networks and streaming as brand-new

technologies, Asa has worked on these technologies for more than 10 years.
Early in her career at Bell Labs, Asa invented patent-pending technologies for
wireless multimedia streaming, network interfaces, and real-time multiprocessor
DSP (digital signal processing) systems. She holds multiple patents.

Courtesy NVCA

After serving as vice president of technology at Savos, Asa founded Tatara
Systems along with an immigrant from China, Hong Jiang. Based in Acton,
Massachusetts, the privately held Tatara Systems
employs 60 people. It develops and deploys solutions
for communication service providers, helping
them to provide converged mobile services to their « . .
subscribers. Among Tatara’s customers are Vodafone, Even when 1 just started study mg

Telus Mobility, and O2 UK. engineering, people [in India] came to
Technology and entrepreneurship run in Asa’s my parents to talk them out Of it, never

family. Her two siblings are both in the United mind Sl‘d?’fi?’lg my own company »

Asa Kalavade

States working as electrical engineers. Her Indian-
born husband has started his second company,
Tizor Systems, a venture-backed company that
provides data security for businesses. “We're serial
entrepreneurs,” said Asa.

The opinions expressed in this article do not necessarily reflect the views or policies of the U.S. government.

Note: This profile originally appeared in the study American Made: The Impact of Immigrant Entreprencurs and Professionals on U.S.
Competitiveness, which was commissioned by the National Venture Capital Association and conducted by Stuart Anderson of the National
Foundation for American Policy and Michaela Plazer of Content First LLC.
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From the Ponderosa to the Googleplex:

How Americans Match Money to Ideas
Amity Shlaes

The development of the venture capital model empowered
entrepreneurs to launch a cornucopia of high-tech start-up
businesses.

Amity Shlaes, senior fellow in economic history at the
Council on Foreign Relations, is author of The Forgotten
Man: A New History of the Great Depression (Harper
Perennial). Gaurav Tiwari and May Yang contributed
research to this article.

Actor Lorne Greene portrayed Ben Cartwright, self-reliant exemplar of

American values, on the television series Bonanza.
B an American television network, aired a new
series. Entitled Bonanza, the hour-long Western

represented a technological innovation — it was the

ack in 1959, the National Broadcasting Company,

first series broadcast in color. The show depicted the
Cartwrights, a father and three sons who made a new

© AP Images

kind of life ranching at their homestead, the Ponderosa,
on Lake Tahoe in Nevada. The Cartwrights were the
opposite of salary men. They were pioneers — one son
built the family ranch. They lived near a silver boomtown
where hard work and sudden luck were transforming the
occasional poor man into a wealthy one.

To many Americans, Bonanza symbolized the freedom
to make one’s own life and own money one’s own way.
The show became enormously popular, not only in the
United States but worldwide. By 1969, Bonanza was
broadcast in 80 foreign markets. President Richard Nixon
even expressed grave concern about pre-empting the
show for a crucial policy speech. Other Westerns such as
Wagon Train, Gunsmoke, and Rawhide also found large
viewerships.

The great popularity of the self-reliant Cartwrights
and their counterparts on the other popular TV Westerns
affords a key insight into post-World War II American
culture. While standard histories of the period from
1945 rightly stress the Korean War, Vietnam, President
Lyndon B. Johnson’s Great Society social programs, and
the triumphs of the civil rights movement, they often fail
to capture another important development: the arrival of
financial techniques that helped to release and leverage
Americans’ already robust creative and entrepreneurial
energies. Even in the 1960s, often viewed as a period
of social revolution, something we might call Bonanza
America was moving forward. This was the America of the
business start-up and of what we now call venture capital.

Starting a new business was not on most Americans’
minds as the country demobilized after World War II.
One reason was that it did not seem possible because of
the lack of access to capital. In those days there were only
three places one could find cash to fund a new business
plan: the government; big companies; or perhaps, if one
were lucky, a bank. During the early 1950s, government
loomed the largest. Defense spending averaged a full 11
percent of gross domestic product, about three times
today’s share. Capital was in any case something people
associated with the pinstripe-suited Establishment, not

eJOURNAL USA 9



cowboys. Memories of the 1929 stock market crash
and the Great Depression that followed were still fresh.
Americans feared a repeat. If young professionals wanted
to work in the new field of computers, they did not start
a new company in their parents’ garage. They tried for
a job at IBM’s Poughkeepsie, New York, research center,
possibly to work on the 650 Magnetic Drum Calculator.
But even those on Wall Street or in the big companies
wondered whether the nation’s financial system was
too conservative. They understood that the traditional
three capital sources could not make the nation grow
fast enough, especially in peacetime. What's more, they
understood that when Wall Street financiers or Defense
Department technocrats selected among competing
applied research projects, they often backed the wrong
ones. Finally, they recognized the most important thing
— the incentives to launch a start-up were too weak. Why
devote so much of one’s time and energy to a fledgling
business when one likely would earn more as an IBM
“Organization Man”? Talented men and women, it came
to be understood, would work more creatively and with
greater entrepreneurial zeal when they stood to reap a
commensurate reward — their own bonanza.

THE DREAM FACTORY OF
GEORGES DORIOT

A key figure in the story was a French-American
named Georges Doriot. Doriot was himself an
Establishment figure: A Harvard Business School
professor, he joined the wartime army, rose to head the
Quartermaster Corps’ Military Planning Division, and was
appointed a brigadier general in recognition of the high
quality of the military research effort he led. Afterward,
Massachusetts Investor Trust Chairman Merrill Griswold,
Massachusetts Institute of Technology President Karl
Compton, and various politicians handpicked Doriot to
head American Research and Development (ARD), a new
firm that would invest in precisely those small, innovative
companies that had been underserved by traditional
capital markets.

Doriot explained to his students — and the world —
that a more effective means of financing entrepreneurial
start-ups was needed, one that matched venture capital
to promising new ideas. In this system, the investor does
not lend money to a start-up. Instead he buys a share of
the new company — and then, at least sometimes, helps
to manage it. Failure often results. Bur if the company

© Bettmann/Corbis

Georges Frederic Doriot (1899-1987) led the first publicly traded
venture capital concern in the United States and was instrumental in the
development of modern venture capital practices.

succeeds, the returns for the investor can be enormous.

As his biographer Spencer E. Ante notes, Doriot
started out relying on traditional sources of capital. ARD
became a public company in which shareholders could
buy stock. But Doriot also held a number of untraditional
views. He understood that incentives were important to
innovators and investors alike, and that classical business
hierarchies might dampen those incentives. Better to
devise methods of giving more people a stake in the
starc-up’s success. He liked the idea of ARD colleagues
personally owning shares in companies that ARD invested
in. He liked the idea of pouring more capital into a start-
up when he felt like it. His suits were as far away from the
cowboys’ denim jeans as you could get. But like cowboys,
Doriot liked freedom.

When a Navy veteran and engineer named Ken Olsen
decided that computers smaller and cheaper than IBM’s
mainframes might represent the future, traditional lenders
turned down his request for cash. Doriot and ARD
stepped in, and Digital Equipment Corporation was born.

eJOURNAL USA 10



Intel Corporation co-founder Gordon Moore, center; and former CEO Craig Barrett, right, appraise an Intel

Museum exhibit about co-founder Robert Noyce.

So were scores of other high-tech start-up companies.
ARD became known as Doriot’s Dream Factory. His
inspiration and energy helped create the now famous
technology parks and companies outside Boston along the
(Route) “128 Corridor.”

The financial returns were enormous. An original
$70,000 stake in Digital Equipment grew to hundreds of
millions of dollars. But ARD’s success did not transcend
the underlying competition between the public- and the
private-sector models. As a publicly traded company,
ARD was regulated by the U.S. Securities and Exchange
Commission. SEC regulations made it hard for Doriot
to put extra capital into his portfolio companies. The
commission repeatedly opposed ARD’s allowing its
employees to hold stock options in companies ARD
invested in. The regulators could not see what Doriot
saw — that those options were crucial incentives. A bitter
Doriot learned a lesson that many venture capitalists then
internalized — there is a cost to going public. Sometimes
it is just better to stay private — on your own ranch,
as it were. “While the SEC believes it is protecting our
stockholders, they are actually suffering,” Doriot fumed.

INNOVATON: BOOSTS AND BACKSTEPS

It took the 1957 launch of Sputnik, the Soviet
satellite, to break the policy logjam. Fearing that Spumik
signaled a U.S. inability to compete with the Soviet
Union in technological innovation, President Dwight D.
Eisenhower introduced and signed the Small Business

Investment Act. This law allowed
small companies to borrow from
the government at a favorable
rate — if they agreed to rigorous
terms. The law did not yield
many inventions, but it did send
a crucial signal that government
would be friendly to private start-
ups.

Meanwhile there were
other innovators and also
young venture capitalists who,
like Doriot, had trouble with
traditional management. They
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were stepping forward to make
their own visions real. Among
the technical whizzes were eight
brilliant engineers who worked
for William Shockley at his Shockley Semiconductor
Corporation. Shockley was a classic company head,
demanding and hierarchical. Backed by private venture
capital, the eight quit Shockley and founded Fairchild
Semiconductor, a signal moment in the emergence of
California’s “Silicon Valley.” There, Robert Noyce, Gordon
Moore, and others invented the “integrated circuit” that is
the basis of all computers today.

In time, a number of Fairchild employees attracted
private venture capital and split off to found their own
high-tech businesses. Intel Corporation, whose processors
power so many of today’s personal computers, is just one
of these “Fairchildren.” When we hear today about a
West Coast company where no one is boss and where as
many employees as possible get stock options, we think
of Microsoft. But it was actually the Fairchildren who
pioneered this format — and Silicon Valley as well.

The boundaries between the public and private
sectors continued at times to impede the progress of the
venture capital model. For example, federal spending on
research at universities was enormous, but the research
tended to stay on the shelf. Part of the trouble was that
no one could confidently launch businesses based on
ideas from such research, since the ownership of the ideas
was unclear — the ideas might legally still belong to the
federal government.

Congress laid another obstacle in the path of
investors when in 1969 it increased the capital gains tax
to 50 percent from 25 percent. The clear message that
they might keep only half of the profit from their ideas
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daunted inventors. From 1971, new patents decreased
each year. At some point in the 1970s, the staff of Senator
Birch Bayh, a Democrat from Indiana, found that there
were some 28,000 patented ideas languishing at the U.S.
Patent and Trademark Office, with only 4 percent of that
figure finding commercial application. People wondered
whether the frontier period of American enterprise was
passing. Even television seemed to confirm this: Bonanza
itself lost viewers and was cancelled.

BoNnANzA CoMEs BAck

In 1978, a concerned Republican congressman
from Wisconsin, William Steiger, produced a plan that
effectively cut the capital gains tax to the 28 percent level.
This made it more worthwhile to develop commercial
applications for patents. Another significant policy change
occurred in 1979, when the U.S. Department of Labor
changed its rules to permit pension fund managers to
invest as venture capitalists in riskier firms.

In 1980, Bayh and his fellow senator, Robert Dole,
a Republican from Kansas, led passage of the Bayh-Dole
Act. It allowed universities and small companies, within
certain limits, to keep as their own intellectual property
innovations funded by government research. Sure of

a share in the profits, the research world now had an
incentive to find practical uses for its inventions.

Venture capital activity immediately and dramatically
increased. In the first half of the 1970s, there were
only 847 venture capital investments nationwide. That
increased to 1,253 in the period 1975-1979, and to 5,365
in 1980-1984. These figures represented a sevenfold
increase in cash investment. Apple Computer was one of
the start-ups that received a timely infusion of venture
capital.

This rough roster of policy changes may be dry and
legalistic — how many who wonder at the success of
Andrew Grove at Intel or of Howard Schultz at Starbucks
have heard of Bayh-Dole or Doriot? But the new laws
facilitated the emergence not only of Silicon Valley and
the Route 128 Corridor, but also a general culture of
innovation. Today the Lake Tahoe where Bonanza was set
routinely hosts conferences of venture capital firms. Those
who had feared a tamer future for the United States after
World War II would have been pleasantly surprised: The
cowboy was still there after all. B

The opinions expressed in this article do not necessarily reflect the views or
policies of the U.S. government.

© AP Images/Jeff Chiu

Apple CEO Steve Jobs displays his company's latest creation, the MacBook Air computer; in
January 2008.
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IMMIGRANT ENTREPRENEUR PROFILE
Patrick Lo, Chinese-Born Founder of Netgear

ometimes one must take chances to secure a better life for your family.

That is a lesson Patrick Lo learned when his parents decided to escape
China and Mao’s Cultural Revolution in the 1960s. Separating to increase
their odds of success, Patrick made it out with an aunt to Macao. However,
his parents were captured and sent to a re-education camp until Mao died
in 1975.

Living with his grandparents in Hong Kong, Patrick managed to win
a full scholarship, reserved for students from developing nations, to attend
Brown University in Rhode Island. To secure the $400 needed for the
plane ticket to the United States, he held a fundraiser, which he describes
as his first experience in raising capital. After paying for the cab ride, he
had only $170 to his name upon arriving in America.

Courtesy Media Relations for NETGEAR

“If I stayed in Hong Kong, I would have
ended up fixing radios. It was America’s

Patrick received a bachelor of science culture that encouraged me to be ambitious.”
degree in electrical engineering from Brown, Patrick Lo
but later returned to Hong Kong to seeck
employment. Hewlett-Packard hired him
in its Asia office and eventually transferred
him to Silicon Valley. He later started working for Bay Networks, which allowed him to establish Netgear as an
“independent company-within-a-company, with separate budgets and personnel.” Netgear’s focus was computer
networking for homes and small and medium-sized businesses. When Nortel purchased Bay Networks, it
expressed little interest in Netgear. Patrick raised sufficient funds to purchase Netgear.

By 2003, Netgear had shown a sufficient track record of profitability that Patrick could take the company
public. Today, the company, based in Santa Clara, California, employs more than 300 people. One of Netgear’s
home networking devices, which can be plugged into any home wall socket, has been favorably reviewed in the
Wall Street Journal and other publications.

“If I stayed in Hong Kong, I would have ended up fixing radios,” said Patrick Lo. “It was America’s culture
that encouraged me to be ambitious.”

The opinions expressed in this article do not necessarily reflect the views or policies of the U.S. government.

Note: This profile originally appeared in the study American Made: The Impact of Immigrant Entreprencurs and Professionals on U.S.
Competitiveness, which was commissioned by the National Venture Capital Association and conducted by Stuart Anderson of the National
Foundation for American Policy and Michaela Plazer of Content First LLC.
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Inside the Real World of Venture Capitalists

Cheryl Smith

<
k=]
IS
wv
N
o
[9]
<
]
>
o
Q
g
C
5
0
o]

After holding senior executive positions at three of
America’s largest corporations, Cheryl Smith is now
chief executive officer of utility.net, a high-tech start-up
company.

A successful entrepreneur learns that navigating the venture
capital system requires more than a good business idea.

Cheryl Smith has been the chief executive officer of the
start-up company utility.net since April 2006. Previously,
she spent more than 25 years as an information technology
professional and as a senior executive ar McKesson, KeySpan,
and Verizon, three of America’s largest corporations in health
care, energy, and telecommunications.

’ I Ywo years ago a good, trusted friend, a lawyer, came
to me with a technology patent that his firm had
become involved with. The patented technology

provides high-speed Internet access (broadband) to homes

and businesses over electric power lines. Some 50 percent
of American homes and small businesses, mostly in rural

areas, do NOT have high-speed, low-cost Internet access,
but nearly all are wired for electricity.

The basic idea looked like a win-win situation for
everyone: underserved consumers; the utility companies
whose lines we would pay to use; and, not least, the
entrepreneurs and venture capital investors whom the
financial model suggested would reap great returns within
three years. My friend asked if I would consider being the
chief executive officer of the start-up company that would
take this technology worldwide.

I was then the chief information officer of McKesson,
a San Francisco-based health care services company that
is one of the 20 largest corporations in the United States.
I managed an annual budget of $500 million. Thousands
of people reported to me. I had led two successful start-
up subsidiaries within companies where I'd been a senior
executive. I'd been a “techie” for 25 years and considered
myself very, very good at it. But should I take the risk of
leaving McKesson to head a completely independent start-
up?

The first step was to do the appropriate “due
diligence” research for the project. This meant:

* Verifying the technology (making sure that it would

work as advertised),

* Verifying the patent (making sure that nobody else
had patented the technology),

* Verifying the market (making sure there was a niche
and need that would allow the technology to make
money),

* And finally, looking into whether we could put the
right people in place to bring this to fruition.

I concluded that the risks were low and the potential
upside huge. How difficult could it be? I decided to leave
the world of large corporations for that of the fledgling
start-up.

What I have learned over the past two years of
pursuing venture capital for this project could fill a book.
Pve kept a journal along the way, listing dozens of major
things that I wish I had known but somehow had to learn
the hard way. In the paragraphs that follow, I share my
“Top Five.”
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Anatomy of an idea: utilitynet hopes to bring the Internet to consumers through their power lines. (This chart is an example of a document presented to

potential funders.)

It TAKES MONEY

A start-up requires more than technology that works,
a need in the marketplace, solid patents or patentable
ideas, excellent partners, the absolute right team, strong
management experience, commitment, passion, and lots
of hard work. It takes money. Make sure that you have
enough before, or shortly after, you begin.

The excitement at the beginning of a new venture is
palpable. All involved are eager to get to work bringing
their vision to reality. But money is essential, and
getting it requires well thought out and properly drafted
documents. This means ownership agreements with the
original funders, corporate operating agreements, and
employment agreements. Sweat the details here — or they
will come back to haunt you.

Do not allow anyone but the chief executive officer
and the chief financial officer — not even an initial
venture capital (VC) company that might provide seed
money while you approach major investors — to have

access to company bank accounts. This is not the time to
be a nice, trusting person. This is the time to make sure
that you are aware of every dollar in those accounts and
how each dollar is being spent.

Make sure that you have at least one year of funding
in hand when you begin. If you don't have it, you, first,
will not be able to attract a good team, and, second,
shouldn’t quit your “real” job to take on the venture.

CHOOSE YOUR INVESTMENT BANKER CAREFULLY

Your investment banking firm (IB) is the crucial
connection to the venture capitalists who can supply the
major funding your project requires. Begin looking for a
qualified IB as soon as your operations begin.

Once you have one, give the firm a month to help
you prepare the presentation you'll make to the venture
capitalists, and then 90 days to work its network in search
of money. Your investment banker’s job is to get a venture
capital firm’s written “term sheet” spelling out the terms
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“| call my invention ‘The Wheel', but so far I've been unable to attract any venture capital.”

on which the VC will fund your project. The goal is to
obtain funds to develop the business sufficiently to make
an inidal public offering (IPO) of stock to the public,
also known as going public. A venture capital firm will
typically demand at least 51 percent ownership of the
company that results, and your IB will ask for 8 percent
of the VC’s investment and an option for 3 percent of the
company. Of course these terms are highly negotiable, so
negotiate them!

If it takes your investment banker longer than 90 days
to get a term sheet, find a new IB — or think seriously
about whether your project should go forward. By this
time you will be about six months into your (typical)
one year of initial funding. You will have time to work
with one or, at best, two more IBs. Even though the
excitement is still likely high and the commitment strong,
do not invest your own money — or that of friends and
family — as interim funding until you have a signed
commitment for sufficient venture capital funding.

While an investment banking firm may tell you
that the venture capitalists are looking for “skin in the
game” (cash from you), your time and intellect already
represent a tremendous personal investment. If you don’t
have a written term sheet by this time, remember that
business is business. The market simply may not share
your assessment of your project’s prospects for success.
This is not the time to increase your personal financial
commitment.

A F g e

TELL INVESTORS WHAT THEY
WANT 1O HEAR

A first-hand understanding of the
financial world is mandatory. The only
parts of your presentation that the
financial community really cares about are
your financial models. Make sure that you
have personally built them and that you
truly understand your numbers. And be
prepared to calculate answers to questions
on the fly.

I thought my Wall Street experience
afforded me a real understanding of the
financial services world. But the venture
capital world is different. Some VC
firms work with companies still in the

www.CartoonStock.com

research and development stage; others
like companies that are past R&D but
have not yet generated revenue; and still
others invest only in revenue-generating
companies. In addition, many venture capitalists typically
specialize — in energy start-ups or in telecommunications,
Internet technology, health care, manufacturing, or retail.

So, first, find an investment banking firm that has a
proven track record of raising capital from the appropriate
venture capital community. Second, invest most of your
time presenting only to VCs with a solid track record of
investing in your type of start-up.

When all of these connections come together, you
will easily know within 90 days whether you have traction
with the right IB and whether VCs are seriously interested
in your business. Keep watching your bank account — it
tells you how much time you have left.

When presenting to venture capitalists, tell them what
they want to hear, not what you want to tell them. That
seems obvious, but it’s hard to do. Everyone loves to talk
about their company, their technology, their business value
proposition, their management team, their partners. While
these things can be interesting to VCs, many assume that
you have “great” everything, that you have done your
homework. So the only thing that the VCs want to hear
about in any detail is the financial model. How much do
you need? What is their return on investment? How long
will it take? Why so long to the payoff?

We live in a world where the financial community
wants to minimize risk and recoup its investment as
quickly as possible. The term “venture capitalist” today is a
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misnomer. These firms are now publicly owned and must
show quarterly results, just like any major corporation. A
number of VCs have shared with me their rule of thumb:
They double the costs that you present, which typically
doubles the return-on-investment time and substantially
reduces the return. Even an honest, rock-solid cost model
does not help. Unless the venture capitalists know you
personally, they will “work” your model themselves. And it
won't look nearly as promising.

I have two suggestions for presenting to a venture
capitalist “cold” — that is, presenting to
a group that you don’t know personally:

* Make sure that you have proven
all aspects of your model,
both cost and revenue, before
presenting — a hint as to how
to spend your initial first-year
dollars.

* Present a model that is extremely
optimistic. This is a bit risky
during the due diligence phase,
but it may help you to live to
fight another day.

WHom Do You Know?

Today’s venture capital process is in my view staid
and archaic. If you aren’t already connected in the VC
world, find those investment bankers who will help you
think outside the box. Better yet, find someone who is
connected and trusts you well enough to get involved.
Cold-call presentations are almost always a waste of your
team’s time and money.

Any credible IB will teach you all about today’s
venture capital process. My suggestion is to listen carefully,
then go with your instincts. Better yet, get advice from
someone who has already successfully raised venture
capital in your industry. The process — “writing the
book,” having your IB contact its network, holding
preliminary teleconference calls with potential VCs,
making personal presentations, and then leaving follow-up
contacts to your IB — is fairly standard.

But it really comes down to who knows whom. Or
more precisely, who trusts whom. After making 64 official
presentations to venture capitalists, I have determined
that funding is NOT based on any “book,” phone call,
presentation, or deeply rational process.

KNow YOuUR COMPETITORS

Understand from the very first your key competitors
business value proposition. Think, without passion,
about who your competitors actually are, their business
approach, and the value they bring to the industry.

Don’t believe your competitors’ public descriptions
of their business value proposition. Know it. One of my
favorite expressions today is, “Do you think that or do
you know that?” If you compete in an industry business,
you will know your competitor’s true
business strategy.

If that competitor has been in the
business longer than you or has already
raised funding, learn from him or
her. Do not assume that your strategy
necessarily is better. You may have to
seriously rethink your ideas.

Listen — and learn something
new every day. Then incorporate it into
your business plans. Focus is good, but
business strategy that anticipates the
market is better. Follow your intuition
and act on it quickly. Every decision
that you and your team make is
irrevocable and has long-term impact.
So make decisions carefully and with everyone’s input.
College basketball coach John Wooden said it best: “Be
quick but don’t hurry.”

There are few higher highs or lower lows than
working in a start-up. No executive position that I've
held with major corporations can match the excitement,
challenge, or fulfillment that I've experienced in the past
two years. But knowing at the beginning a few start-up
secrets would have made all the difference in the world! B

The opinions expressed in this article do not necessarily reflect the views or
policies of the U.S. government.

Editor’s Note: As we go to press, the utility.net venture that Cheryl Smith
heads is on its third round of funding and is pursuing two new funding
opportunities: one with an Asian consortium that is looking to expand
into the United States, and the other with a national telecommunications
company. Both funding possibilities have required utility. net to modify its
original business strategy.
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IMMIGRANT ENTREPRENEUR PROFILE
Nancy Chang, Taiwanese-Born Co-Founder of Tanox

CC Y f you really believe in something, the best approach is to invest yourself
in that idea,” said Nancy Chang, co-founder of Tanox, a biotechnology

company based in Houston, Texas, with almost 200 employees and neatly $45
million in revenue last year.

Not many people take undergraduate classes from one professor who is
a future Nobel Prize winner (Yuan T. Lee) and another who would go on to
become the nation’s prime minister. Nancy says her good fortune to learn
under these inspiring teachers gave her the courage to leave Taiwan and study
at Brown in 1974, barely able to speak English. On the plane ride to the
United States, she read James Watson’s book on the discovery of the double
helix, which led to changing her academic focus to biology, even though she

Courtesy NVCA

had never taken a course on the subject.
The following year, Nancy became one
of the first international students to attend
Harvard Medical School and later, she was
told, became the medical school’s first major

“I came to the United States frightened
and scared. But I found if you do well and

entrepreneur. After Harvard, she was hired at

Hoffman-La Roche on a work visa and later if)’ou have a dream, you will ﬁi’ld People
became director of the molecular biology group in America Wzllmg to help and give you an
for Centocor. She also has taught at the Baylor opportunity. I just love this country. »

College of Medicine and holds seven patents.
In 1986, Nancy co-founded Tanox and
served as chief executive officer from 1990

Nancy Chang

to 2006. Starting Tanox was “part passion and dream and went against the textbook” by developing an asthma
drug that focused on the allergy-related basis of asthma. At the time, this ran counter to the central belief in how
asthma operated. The perseverance paid off when in June 2003, the U.S. Food and Drug Administration (FDA)
approved Xolair, the first biotech product cleared for treating those with asthma related to allergies. Xolair was
developed under an agreement among Tanox, Inc., Genentech, Inc., and Novartis Pharma AG.

When Tanox went public in April 2000, it raised $244 million, which at the time was the largest biotech
initial public offering.

Currently, Tanox is developing TNX-355, an antibody for the treatment of HIV/AIDS. The company is in
discussions with the FDA regarding clinical trials. Nancy, who is now chairman of Tanox’s board of directors, said
she is passionate about AIDS, since as a young researcher she worked in one of the first laboratories to confront
the disease.

“I came to the United States frightened and scared. But I found if you do well and if you have a dream, you
will find people in America willing to help and give you an opportunity,” said Nancy. “Life is very rich. I just love
this country.”

The opinions expressed in this article do not necessarily reflect the views or policies of the U.S. government.

Note: This profile originally appeared in the study American Made: The Impact of Immigrant Entrepreneurs and Professionals on U.S.
Competitiveness, which was commissioned by the National Venture Capital Association and conducted by Stuart Anderson of the National
Foundation for American Policy and Michaela Platzer of Content First LLC.
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Starting Your Own High-Technology Start-Up

Ben Casnocha

Courtesy Ben Casnocha

[t's never too soon to start: BusinessWeek magazine named Ben Casnocha one of
American’s top young entrepreneurs.

American government policies and cultural attitudes
contribute to a climate of entrepreneurial initiative and an
acceptance of failure as an inevitable price of future success.
The opportunities, especially for the young, are immense.
Ben Casnocha is author of the book My Start-Up Life:
What a (Very) Young CEO Learned on His Journey
Through Silicon Valley. BusinessWeek magazine included
Casnocha among America’s top young entrepreneurs, and
the PoliticsOnline Web site named him one of the most
influential people in the world of the Interner and politics.
Casnocha writes a blog at http://ben.casnocha.com.

who forced me to memorize the text of an Apple

In junior high school, I had a technology teacher

Computer television advertisement titled “Think
Different.” The last line of the ad said: “The people

who are crazy enough to think they can change the
world are the ones who do.” I found this message and its
ambassador (my teacher) inspiring. It made me want to
start a company to change the world.

But what type of company? I needed a good idea.
Around the time I memorized the advertisement, I
attended a professional football game in San Francisco.
The seats at the stadium were dirty. I wanted to complain
about them to the city of San Francisco. When I tried
to register my complaint, I discovered that the city had
no organized method to handle citizen contacts. In my
frustration, I said to myself, “There’s got to be a better
way!”

This personal experience led me to start a high-
tech company that would solve the problem I had
stumbled on. I founded my company, Comcate, in 2001
with the aim of improving local government customer
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High-tech entrepreneurs thrive in much of the world. Entrepreneurship Week India was celebrated in 25 Indian
cities, including Bangalore, where Biocon Limited Chairman and Managing Director Kiran Mazumdar Shaw
delivered the keynote address.

service. I developed software that allows cities to track,
manage, and resolve citizen complaints. For example, our
local government clients can efficiently track a citizen
complaint about a pothole, a broken streetlight, a fallen
tree limb, and similar problems. Not only does this lead
to more satisfied citizens, but automating the tracking of
tasks saves government money. I have spent several years
growing this business.

THE TYPICAL AND THE ATYPICAL

In some ways, my entrepreneurial journey has been
typical. First, my idea came from a personal experience.
Good ideas are almost always informed by first-hand
experience more than brainstorming sessions inside an
office building.

Second, I've endured successes and failures. Starting a
company is called a “roller coaster” for good reason: There
is much uncertainty, and each day brings its share of highs
and lows, good luck and bad. Hiring the wrong employee
for my company was one of my most memorable failures.
My inability to judge someone’s potential fit with the
company resulted in lost time and money. The best
entrepreneurs have the emotional resilience to thrive in
these chaotic situations.

Third, networking — constantly meeting new people

— was and is a big part of
every day. Each day I spend
an hour thinking about
who I know and how to
stay in touch with these
people. And who else I
want to meet. Maybe these
are sales leads, maybe just
personal mentors. Either
way, networking has been
important to my personal
and professional success.
In other ways, my
experience has not been
so typical. I am young. I
started my company at age
14. Pm 20 years old now.
I have had to overcome
challenges rel