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Venture capitalists have long referred to the area of the U.S.

between New York and California as the “fly-over states.” As a

rule of thumb venture capital fund managers rarely drive more

than a few hours to meet an entrepreneur, no matter how

good the deal looks. This is evident in the fact that two-thirds

of all venture capital investments go to just five states. And

nearly all of these investments are made in metropolitan firms.

Rural entrepreneurs, especially ones in remote areas, are at a

distinct disadvantage when trying to raise capital for starting

or growing their business. 

Helping rural entrepreneurs attract venture capital is a key

challenge for many rural leaders. One way to provide rural

entrepreneurs with venture capital is to create nontraditional

venture capital funds. Nontraditional funds are finding oppor-

tunities in the poorest counties of Kentucky and the old
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Iron Range of northeastern Minnesota,
among others. Still, many rural entrepre-
neurs wait anxiously for more dollars to
venture into their area. 

Venture capital investments often
bypass rural America

The tidal wave of venture capital
investments during the latter half of the
1990s largely missed rural businesses.
Rural counties hold 19.2 percent of all
U.S. business establishments, yet only
1.6 percent of all venture capital invest-
ments went to rural firms. By contrast,
metropolitan firms received 98.4 percent
of all venture capital investments, more
than their 80.2 percent share of U.S.
business establishments.1

The shortfall in rural investments
during the 1990s was substantial.
Venture capital investments averaged
$61.6 billion per year from 1998 to
2000, an all-time high. However, less
than $1 billion of this amount went to
companies in rural counties. If the
dollars invested mirrored the actual
number of business establishments in
rural counties (19.2 percent), nearly $12
billion would have been invested in rural
firms over this period of time. 

As the economic expansion of the
1990s subsided, so did venture capital
investments. Venture capital investments
peaked at roughly $29 billion in the
second quarter of 2000. But venture
capital investments have declined dramati-
cally since then. Only $4.5 billion was
invested in the third quarter of 2002,
down from $13.2 billion in the third
quarter of 2001.2

Even more troublesome for rural
entrepreneurs is the fact that venture
capital investments are becoming more
concentrated. A small number of states
and industries are receiving the lion’s share
of investments. Two-thirds of all venture
capital dollars went to companies located
in just five states—California,
Massachusetts, New York, Texas, and
Colorado. The 25 states in the bottom
half of the rankings received only 3.5

percent of all venture capital investments
despite having 20 percent of the country’s
business establishments. 

Of course, this concentration is a
reflection of the venture capital industry’s
strong preference for a few “hot” industry
sectors—the dot.coms of the mid-to-late
1990s and, more recently, a push toward
biotechnology. Nonetheless, the effect of
this concentration is that literally millions
of companies in dozens of states are left
with little or no access to venture capital.
And because few, if any, rural areas have a
strong high-technology sector, the gap
between the venture capital provided to
entrepreneurs in metropolitan and rural
areas is significant. 

How can rural leaders close the
venture capital gap?

Rural communities require invest-
ments in both new and expanding busi-
nesses to provide the jobs and income to
fuel future economic growth. New firms
require capital and technical assistance to
turn ideas into viable business enterprises.
Existing firms must make capital invest-
ments to remain competitive in today’s
global economy. Therefore, capital access
problems for new and existing firms often
translate into slower growth rates for
rural communities.3

The reason most often cited for the
lack of venture capital in rural America is
that rural projects are too small and
promise lower rates of return than are
needed to attract large national or regional
venture capital funds. So, rural leaders
need to work together to build projects of
the scale necessary to attract traditional
venture capital dollars. Pooling projects
may also help spread risks, partly offset-
ting the need for higher returns. 

Not all forms of capital are lacking in
rural areas. Researchers and rural leaders
indicate that debt capital is usually avail-
able for rural enterprises and that many
rural banks hold significant deposits. The
capital access problem, therefore, may lie
in the ability of rural leaders to encourage
the use of local capital for entrepreneurial

endeavors. Rural leaders may need to
create public sector equity funds, entice
private sector foundations to support
rural equity investments, or form
private/public partnerships that utilize
currently available tools such as commu-
nity development corporations and small
business investment corporations.4

It is also important to identify poten-
tial investors in rural communities and to
recognize the differences between large
national or regional investors and local
investors. Larger investors usually partici-
pate in traditional venture capital funds
which choose from many opportunities
around the globe. These funds base invest-
ment decisions solely on financial returns. 

Local investors, on the other hand,
may be more interested in the prosperity
of their region and might accept lower
financial returns for increased social bene-
fits. Thus, local investors may be willing
to wait longer for the “payoff” on their
investment. Nontraditional venture
capital funds may be a good fit for local
investors of this mindset. Nontraditional
funds typically have a “double-bottom
line” of financial returns and social bene-
fits, adding payoffs such as maintaining
local ownership of a firm, creating jobs for
local residents, or boosting incomes and
wealth in distressed communities. 

To be sure, no single model of non-
traditional venture capital fund will work
for all rural areas. Some of the successful
ones, however, have found ways to func-
tion in limited investment environments
because they have a patient source of
investment capital, they are willing to
accept lower returns for added social ben-
efits, and they are affiliated with organiza-
tions that can subsidize their costs. 

Two of the most successful venture
capital providers in rural America are
Kentucky Highland Investment
Corporation and Northeast Ventures.
Kentucky Highlands operates in some of
the poorest counties of Kentucky, while
Northeast Ventures serves the old Iron
Range of northeastern Minnesota. Both
were formed to help rural communities
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obtain the capital needed to boost their
region’s economy. These two organizations
are part of a broader class of nontradi-
tional venture capital funds called
Community Development Venture
Capital (CDVC) funds.5

There are more than 70 CDVC funds
in formation throughout the world. They
assemble pools of investment capital from
banks, foundations, corporations, religious
institutions, wealthy individuals, and gov-
ernment. Over half of the money con-
tributed comes from commercial banks
that receive credit for their investments
under the Community Reinvestment Act.
And half of CDVC fund investments go to
the manufacturing sector. These funds have
been very successful in creating jobs, boost-
ing entrepreneurial capacity, and building
wealth in distressed communities.

CDVC investments mirror the overall
distribution of U.S. business establish-
ments. Of the portfolio companies that
received investments from CDVC funds,
76 percent were located in metropolitan
counties, slightly below their 80.2 percent
share of U.S. business establishments.
Rural counties received 24 percent of
CDVC investments, slightly above their
19.2 percent share of U.S. business estab-
lishments. These funds provide a good
option for rural investors and leaders.

The primary difference between
CDVC funds and traditional venture
capital funds lies in their mission and exit
strategies. Traditional venture capital
funds base investment decisions solely on
financial returns, striving for returns in
excess of 20 percent per year. And they
usually exit investments through initial
public offerings, or IPOs. CDVC funds
accept lower financial returns, closer to 10
percent per year, in exchange for social
returns such as new jobs and wealth cre-
ation in distressed areas. Due to their
social goals, they typically exit invest-
ments by selling their stake to another
company in the area. Still, CDVC funds
and other nontraditional venture capital
funds face significant challenges when
operating in rural America.

Financing rural businesses presents
many challenges 

The double-bottom line of nontradi-
tional funds presents a unique set of chal-
lenges. In addition to accepting lower
financial returns, these investors get more
involved in firm decisions and have fewer
exit strategies. Nontraditional funds also
face twin problems due to their geogra-
phy—limited deal flow and increased costs. 

Nontraditional funds typically face
limited deal flow due to the fact that they
operate in smaller, more remote, or dis-
tressed areas. Therefore, fewer deals are
available and the ones that are available
usually require managerial assistance as well
as capital. In addition, many rural areas rely
on the manufacturing sector, which requires
large initial investments and often takes
longer to realize returns. Thus, the time and
money required from investors in nontradi-
tional funds may be larger (and the financial
returns smaller) than in traditional funds. 

Nontraditional funds may also have
fewer opportunities to exit an investment.
Traditional funds target firms that can be
readily sold within three to seven years,
usually through an IPO. Since one of the
objectives of nontraditional funds is to
preserve or expand jobs in a particular
area, an IPO or sale to an outside investor
may violate fund objectives. More gener-
ally, less wealth is available in rural com-
munities to “buy-out” the investors.
Nontraditional funds generally seek local
investors or another firm in the area for
help in exiting an investment.

Financing rural entrepreneurs remains
one of the toughest challenges facing rural
America today. State and local leaders are
trying to facilitate the transfer of venture
capital dollars to rural entrepreneurs in
various ways. Some states have offered tax
incentives to spur venture capital invest-
ment in certain areas, others have estab-
lished business development centers to
facilitate the transfer of technology and
skills to entrepreneurs as well as reduce
overhead, and some have even developed
programs to link young or beginning entre-
preneurs with existing business owners. 

Rural leaders can play a role in this
process by fostering a culture of entrepre-
neurship and acceptance of venture
capital in their communities. They can
work with surrounding communities to
pool investment capital or projects. In
turn, rural entrepreneurs can form net-
works among themselves or partner with
other organizations to boost management
capacity and ensure that dollars invested
in rural enterprises yield attractive returns
for investors. 

Policy issues 
Venture capital is an important ingre-

dient in helping many rural entrepreneurs
and communities reach their fullest eco-
nomic potential. Many researchers and
policymakers have concluded that insuffi-
cient equity capital in rural America
impedes progress.6 Traditional venture
capital funds do not appear to be the
answer for rural America. They tend to
focus on certain industries in relatively
few regions of the country. Nontraditional
funds may be a way to close the rural
venture capital gap. 

Public policy may be able to help in
the building of new venture capital insti-
tutions. For instance, policymakers might
expand the capital authority of current
institutions. They might also use public
funds to help establish investment pools
or regional investment boards at new
nontraditional funds. Finally, they could
help form networks of funds to pool risk
across regions.

Regardless of the form new rural
equity funds take, policy experts and rural
leaders agree that equipping rural busi-
nesses with better technology and man-
agement skills is a key to success. Linking
young or beginning entrepreneurs with
more experienced entrepreneurs is one
effective way of improving outcomes.
Policymakers, community leaders, and
rural entrepreneurs both young and old
have a stake in this. Each must do their
part to ensure that more capital ventures
into rural America.
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5CDVCA is the trade organization for both domestic
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6The Center for the Study of Rural America spon-
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America. Proceedings for “Financing Rural America” and
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Street” are available at www.kc.frb.org

T H E N E W P O W E R O F R E G I O N S :
A  P O L I C Y F O C U S F O R R U R A L A M E R I C A

Regions are a critical way for rural America to seize new economic opportunities.
Evidence is mounting that investments in regional competitiveness can open the
door to powerful economic synergies for rural businesses and communities alike.
Yet, U.S. rural policies still focus on individual firms and towns.    

To shed light on why regional synergies are so important to the rural economy of
the 21st century—and how public policy can encourage these synergies, the
Center for the Study of Rural America hosted a conference, "The New Power of
Regions:  A Policy Focus for Rural America," May 9-10 in Kansas City, Missouri.

A distinguished group of rural experts from the United States and beyond were
on hand to share their ideas.  Our audience included national leaders from gov-
ernment, business, finance, and academe.

Main Street Economist subscribers will receive a copy of the proceedings soon.
To request additional free copies, please visit our website at www.kc.frb.org or
write us at:

Public Affairs Department
Federal Reserve Bank of Kansas City
925 Grand Boulevard
Kansas City, Missouri 64198 
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