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Despite challengesi firms tap venture cap1tal for growth

Businesses that need funds
but cannot get bankloans -
turn to venture capitalists

‘By ANDREW DOLLARD

1 2005, David Henderson, the CEO of
New Scale Technologies Inc. in Victor, -
knew that his firm’s design for a tiny-elec-

tric motor had great potential in the market

for cell phone cameras. But the company -

needed to further develop its product in’
‘order to bring it to market, something Whlch
it could not afford to do.
“Our investment needs exceeded out
ability to fund from our casb ﬁow” Hen:
derson says.

Along with little revenue New Scaler

had few assets, and the company was still
too risky to tap bank financing.

" ““Banks basically loan money to compa-- .
“nies that have positive cash flow, a track -

record of revenue and some tangible as-

sets,” Henderson says. “The qualities of ..

our company at that point,-and-the oppor-
‘tunity we had, were not somethmg ab
would be interested in

“So; Henderson: turned to Rochester
small-venture capital cormmunity for hel

In October:2005; New. Scale receivéd.an
_investment 6f $700,000 froni'a- group of

investors mcludmg Rochcste venture s
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that need funds to ‘expand butare
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_.enugand some angible ‘assets. The qualitie:
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the direct operations, They will stay in an
oversight and a strategic role.”

Daddis has led his company through sever-
al rounds of venture capital funding, includ-
ing an investment from Cayuga. Allworx was
able to secure a bank loan to. {use as worklng
capital. Tt turned to venture irivestors, how-
ever, to fund new product development and to
expand marketing and sales efforts. Allworx ~
last year was acquired by Pactec Holding
Corp. in a $25 million cash deal.

Venture capitalists usually contribute
finance savvy and help with executive re-
cruitment, drawing on extensive contacts
within the businéss community. :

“We won’t invest in something where
we don’t think we can help the company to
some significant degree through-our own
relationships and contacts,” Tegan says.

At Allworx, Daddis says its venture in-.
vestors recruited the firm’s chief finan-
cial officer, Christopher Hasenauer, and
helped establish g strategic relationship

with Vonage Holding Corp., a voice over
Internet protocol company. The investors

also brought in Allworx’s current-board .

chairman, Garry McGuire Sr., formeily

‘an executive with telecom firms Avaya Inc..

;md Nortel Networks Corp.

Venture calmal can nro\nde

financing ata criﬂcal [ point,

allowing a young firm to make

relatively risky new investments.
N - i

“You can imagine that a. smalfl firm want-
ing to break into telephone systems would
run the extra mile to get someorie. like
that,” Daddis says; “and to have the VC.
bring him on board was very valuable.”

Unlike in markets such as Silicon Valley
or Boston, which together accounted for
nearly half the venture capital investments
int the United States in the-third gharter
of 2007, the antount of venture capital in

inatiagement-team.
“Venttire capltalxsts
ally invest in tnproven businesse

“hopes of reapmg blg returns: Unhk  bank

Upstate New York is tiny, according to the
MoneyTree Report compiled by Pricewa-
terhouseCoopers and the National Venture
Capital Association. Less than 0,5 percent
of all venture investment nationally during
that period was in the region.

The venture community inthe Rochester
area is smaller than in oflicr parts of the
country. Often, venture capitalists, along
with-angel investors, will pool their re~
sources for a particularly alluting deal.

“The VC marketplace in the Upstate
New York region is a faitly close-knit com-
munity,” Daddis says. “I'would say | that re-

" alistically there’s anywhere from six to 12.

firms that you would think of to go to.”

Tegan says venture capitalists in the re-
gion work together and, when possxble
‘collaborate on deals: .

‘While small, the market for ven_ture cap-
ital in the region is growing.

“We’re beginning to see more capltal in
the area, though not ever enough for what
is néeded,” Coronas says. “There are a lot
of entrepreneurs and a lot of technology

“YCs look to invest in companies that |
are going to be high-growth,” says Jennifer

Tegan, a partner at Cayuga Venture Fund,

a venture capital firm based in Ithaca. “In
order for us to get a return, the company

has to beacquired or it needs to go public

on the stock market.”
. Venture capitalists “aren’t interested in
small businessés that may be great busi-

nesses but aren’t ever going toiget acqum:d

or go public,” she says.
These investors typically want a say in

 guiding the direction of the company, typ-

ically through one or more seats on the
company’s board of directors. 3 y

“We put in a lot of money, and we take
a percent ownership stake in that compa-

ny,” Tegat says. “So we weigh in heavily

on strategic decisions, including who the

{top management officers of the company

will-be, at what point additional funding
isméeded, all kinds of important business

P decisions that are then out of the hands of
_ just the entrepreneur”

-While venture capital firms take a more

. involved role in a business than do banks,

many limit that role to strategic demswns
and guidance. -
“Were-just-active board members who
bring our expertise and counsel tothe man-.
agement team, but there is still'a.manage-
ntteamdriving that. company;” Coronas

“says. “Ideally we don’t like to do any More
:than'we have to. The good compames don 't
take up a lot of time”

eorge Daddis Jr.; president and co-
‘ founder of Allworx. Corp a telephone and
‘network hardware manufacturer and con-

sulting firm in Bast Rochester, says “good
ventute capltahsts won’t get involved in
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in this region.”
He encourages firms to do as much as
possible with existing resources. That, he
believes, helps establish more bwnership;
Daddis suggests that entrepreneurs
should delay seeking venture capital fund-

ing for as long as possible to have a better

negotiating position with investots.

“What can I do to get a product out there
with as minimal capital as possible? Can I
get a product out and establish some rev-
enue? And then, use that revenue, without
any outside financing, to estabhsh the next
phase,” he says.

Oncé a firm has proved that 1ts business
model works, Daddis says, venture capital-
ists get interested and entertain offers.
“It’s a lot of hard work, and there’s a lot
of temptation to run out and get funding
to try to make it easier, but it’s not the best
path,” he says. “You want to essentially
prove your worth and. then use the fund-
ing to scale it up.”

Andrew Dollard is a Rochester-mea
freelance wrn‘er




