SPYING ON START-UPS
CIA SEARCHING OUT TECHNOLOGIES TO BOOST NATIONAL SECURITY
SINCE THE SEPT. 11 TERRORIST ATTACKS, THE EXPERIMENTAL VENTURE CAPITAL FIRM HAS TURNED INTO A FIXTURE IN THE VALLEY. THE CIA IS SCRAMBLING TO MAKE SENSE OF ALL THE UNSTRUCTURED DATA FLOATING AROUND ON THE INTERNET AND ELSEWHERE. 
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The Central Intelligence Agency has come to stay in an area near you. 

In 1999, the CIA opened up a venture capital firm, In-Q-Tel, on Sand Hill Road -- the heart of Silicon Valley's venture capital community. 


It was supposed to be a five-year experiment into the risky business of funding start-ups and a way to acquire commercially viable technologies that enhance national security at the same time. 

Since Sept. 11, though, In-Q-Tel has acted more like a permanent resident. ''It's no longer an experiment,'' says In-Q-Tel Chief Executive Gilman Louie. 

There's a new urgency within the CIA to find technology that makes sense of all the unstructured data floating around on the Internet and elsewhere. The agency can't train analysts quickly enough. 

''Government agencies are scrambling . . . We're in a state of hyperactivity,'' he says. 

Over the past year, Louie has emerged as a kind of valley kingmaker. In-Q-Tel has the goods. It offers something to start-ups that few others do these days: a steady source of contracts, solid financial backing and the chance to ally with other In-Q-Tel portfolio companies. 

Half of the 10 tech companies that went public this year had major government contracts, Louie notes. 

In return for help, Louie wants the valley to help him. After becoming CIA director in 1997, George Tenet said the CIA needs ''to swim in the valley.'' 

In fact, it's been easier than Louie thought. He isn't even pounding the pavement. Rather, big-name venture capitalists like John Doerr at Kleiner Perkins Caufield & Byers are coming to him. 

''We've become a port of call for top-tier funds,'' Louie says, sitting in his small corner office, a stone's throw from other VC firms. 

In-Q-Tel has invested in three KP-backed start-ups over the past two years. It could soon be four, if Doerr has his way. That's as close to a dating relationship with KP as any other firm has come. 

In-Q-Tel ''is like a baby with a beard,'' A.B. Buzzy Krongard, executive director of the CIA, told Government Executive magazine earlier this year. ''Everyone is rushing to see it.'' 

Louie's connections in the valley have helped. Before joining In-Q-Tel, Louie launched Alameda start-up MicroProse, which was invested in by Vinod Khosla, a partner at KP. It was sold to Hasbro in 1998. 

Since he arrived at In-Q-Tel, Louie has led 35 investments, many in the Bay Area. 

In 1999, Khosla invested in Redwood Shores' Zaplet, which developed a collaborative e-mail application. Trouble was, cost-conscious businesses weren't quick to buy the product. Khosla's connection with Louie helped. Louie dipped into his $35 million annual budget to invest in Zaplet. 

Later, Louie came up with an idea: Zaplet's product would work well with another In-Q-Tel investment, Palo Alto's Tacit. Tacit helps people find other people on the Web working on the same problem. A user of Zaplet could call up Tacit's software, and then zap an e-mail to people they didn't even know about. 


Frankfurt connection 

Tacit CEO David Gilmour said his product helped a man in New Jersey set up a lab he needed to test a new drug. The man feared he'd need weeks to synthesize the required chemicals. Tacit's product helped him connect with someone in Frankfurt, Germany, who had the chemicals already assembled, Gilmour said. 

When combined with Zaplet, Tacit's product can help the FBI avoid the sort of breakdown that happened before last year's terrorist attacks. In one case, the FBI's Phoenix and Minneapolis bureaus separately pursued people they suspected of taking flight lessons to prepare for terrorist attacks, but never talked with each other. 

Another advantage of investing alongside In-Q-Tel is its reputation for rigorous scrutiny before investing. Todd Wakefield, the founder of Attensity, an In-Q-Tel start-up, says Louie's team took his software to CIA engineers and let them play with it for six months. Wakefield had to take calls from people he knew nothing about, but he was surprised at how much they knew. ''They clearly understood more about our specialty than anyone else.'' In-Q-Tel's stamp of approval, in turn, helped other investors invest, he said. 

KP partner Ted Schlein also turned to In-Q-Tel for help. Earlier this year, he invested in ArcSight, of Sunnyvale, which builds security software that seeks to be the ''air traffic control system'' for IT specialists within large corporations. In-Q-Tel is leading a $3 million investment to be announced Monday. 


Checking bags remotely 

Brook Byers, another KP partner, invested in Graviton, which makes high-end wireless sensors that allow remote monitoring of security cameras and baggage checking machines in airports, or sensing of chemical, radioactive, or other toxic materials. As Louie tells it, Byers brought the idea to In-Q-Tel, and Louie's team checked the technology and was impressed enough to invest. 

Again, Louie found synergies. When a company, Qynergy, came to pitch Louie an idea for low-fuel power cells that could last for 27 years, Louie saw a match. He invested in company, and encouraged it to work with Graviton, which needed such a power source. 

The alliances go on. Attensity, based in Palo Alto, helps extract entities. It can tell when a ''he'' reference in one part of a text is the same as the subject listed in the line before. It then helps link that person with his actions and places listed in other texts. 

Louie matched Attensity with another portfolio company, SRD-NORA, which has software that prevents collusion between gamblers and dealers. With Attensity's software, SRD can make more sophisticated inquiries to combat collusion, Louie says. 

Right now, In-Q-Tel's model is to back start-ups that get enough business from private corporations that they are self-sustainable. But if the recessionhurts them, In-Q-Tel can take advantage of the alliances and merge them into bigger companies with staying power. ''Roll 'em up,'' Louie says. 

In-Q-Tel is 2 years old, but other agencies are already jealous. The 2003 defense bill has allotted the Army $25 million to create a venture firm to focus on power and energy technology for soldiers in the field. The Navy is also looking at the model. 



Partnering with the private sector
Some fo the Bay Area companies that have received funding from In-Q-Tel, the venture capital arm of the CIA:

Attensity, Palo Alto
Provides software that searches unstructured data to link persons with actions and locations 



Candera, Milpitas 

Provides a network-based storage management platform that gives businesses better oversight of their network environments 



Decru, Redwood City 

Secures a company's data storage with an encryption appliance, protecting its data from both internal and external threats 



Safeweb, Emeryville 

Provides security and privacy technologies that allows access by employees, partners or customers to a company's internal network through virtual private networks and extranets. 



Stratify, Mountain View 

Provides software that helps companies organize and classify unstructured data that is usually found in documents, presentations and Web pages 



Tacit, Palo Alto 

Enables companies to inventory the skills and work focus of individuals within their own organizations and other organizations, so that people can find and connect with the expertise they need 



Zaplet, Redwood Shores 

Provides e-mail software to allow employees to coordinate and consult more efficiently 



HOT ON THE VC TRAIL
In-Q-Tel's board is a mix of experts with corporate, scientific and government backgrounds. Chaired by Lee Ault, former chairman and CEO of Telecredit, its other board memebers are:
William Perry
Former secretary of defense

Norman Augustine
Former Chairman and CEO of Lockheed Martin

Paul Kaminski
President and CEO of Technovation; former under-secretary of defense for acquisition and technology

Alex Mandl
Former chairman and CEO of Teligent

Michael Crow
President of Arizona State University; former executive vice provost at Columbia University

Jeong Kim
Former president of Lucent's Carrier Network; founder of Yurie Systems

John Seely Brown
Former director, Xerox Palo Alto Research Center

Stephen Friedman
Senior principal of Marsh & McLennan Capital; former chairman of Goldman Sachs

Howard Cox
General partner at Greylock; chairman of the National Venture Capital Association

John McMahon
Former president and CEO of Lockheed Missiles and Space; former deputy director of central intelligence 

