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HARRIS & HARRIS GROUR, INC.¢

Venture Capital for Tiny Technology

Fellow Shareholders:

As most of you know, our Company instituted2003 mandatory retirement for senior executivas of
December 31 of the year in which they attain the age of/&5] recently celebratethy 65" birthday, this 2007
annual letter to shareholdexdl be the lasin which | will have the opportunity to express my thoughts to you about
our Company and our business. As it seems appropriate for me to coimitiémietteron management succession
and on my personal vision for our Compahiave asked my colleagues to make an exception to our usual practice
of co-signingour letters to shareholdersAccordingly, | have undertakerto write it from the perspective of my
future role as an outside skholder, as well as from my current position as Chief Executive Officer.

In my assessment, our Company enters the final year of my service withcuadeatrengths and
weaknessesOur Company's two greatest weaknesgesny judgmentare our relativelysmall asset size arttle
exposureof our industry, the ventureapital industryto the currently rockyeconomy and capital marketur
Company's greatest strengtfis my judgment are ourpeople,including all of our employeeand our board of
directas; our portfolio; our debtfree, highly liquidbalance sheequr position as a leader with respect to venture
capital for nanotechnologwur relationships with sources of deal floand most importatht, our reputatiori not
only for fair dealing, respasible conduct, technical excellenesdleadership in our chosen field of venture capital
for tiny technologyhut also fomaking successful investments.

Sincewe began making new investments strictly in tiny technologhe second half of 20(dndsincewe
beganreinvestingour aftertax capital gainsrather than paying them out through cash dividends and stoek buy
backs our Company has grown rapidlyn the last five yearour net assets have increasgch compound annual
rate of38.4 percent from $27,256,046at December 31, 2002p $138363,344at December 31, 2007. Over the
same periodpur net asset value per share (NAV) has increasedcompound annual rate 20.1 percent from
$2.37t0 $5.93 Our net assets are now at antatie high, and our NAV is within a penny of its dlme high. But
we are still a smafirm by contemporary ventureapital industry standards.

Even though our balance sheet at December 31, 20Quite liquid with no debt an®60,523,602n cash
andU.S. Treasury securitie§42.4 percent of outtotal assets), our deal flow exceeds our financial capacity. This
imbalancds good in that it forces us to be highly selective,ibcauses us to incuignificantopportunity cost.We
cannot always take fulldwantage of the flow of opportunities that @aianding as the ventureapital firm with
perhaps the largest number of nanotechneleigtedcompaniedn its portfolio, brings us Nor can wetake full
advantage of the capabilities of dovestmenteam

Another reason that our Company needs to continue grdtgiagsets iso drive down cash expenses as a
percentage of net assetl recent yearshe expenses that publicly tradedbusiness development compamyst
incur to meet regulatory requingentshave escalated dramaticallypursuant tathe Sarbane®xley Act of 2002
Rule 38a1 for investment companies, expanded compensation disclosure and analysis requirEAsBts,
Statement Nol157 for the valuation of assets, etc.

In 202, we had feweinvestments and one office instead of twat otherwiseour business wathe same
as it is now. We got alongfine with one internal accountand singleoutside accounting firmno corporate
complianceconsultants,and no internal lawyers.Our busines structure is very simplé no inventories, no
receivables, no offalance sheet entities, no debt, no preferred stock, one vdwatigd subsidiary, essentially all
of our assets held by one custodianyet our independentegistered public accountinfrm charged us
approximately$290,000 in 200and will charge us up to an estimated $340,000 in 20b8 same firm charged us
$55,500in 2002. Today, in order to fulfill our regulatory requiremenige find ourselves having temploy two
internal acountarts; threeaccounting firns, including ourindependentegistered public accountirfgm; threelaw



firms for counsel unrelad to our investment activitiea;compensationonsulting firm a compliance consultargn
assetvaluationconsulting firm;andtwo internal lawyersandwe now haveto hold many more Board committee
meetings In 2007, our directors' and officers' liability insurance premium expenses 21884, versus $68,216
in 2002. In 2007, our legal expenses were $323,366, versus $148,2002. To put all of thiscorporate
governance overheadto perspective, we have only 13 ftilne employees!

The good news is that tlevalancheof new regulatios with whichwe have had to deakems to havain
its course and the costs of comphyg with the regulatory requirements of a publicly traded vertaptal firm
should now be basically fixed. Thus our net assets groayr expenses that are unrelated toamitalinvestment
activities should drop as a percentage of our net assétel we will continueto havetwo members of our
investment team, which we refer to internally as our deal telmgouble duty bysening alsoas our Chief
Executive Officer and as our Chief Financial Officdrereby saving considerable overhead expense

In the long run] expectour capital base to become one of our Company's greatest strengths. Because we
are now reinvesting our aftéax longterm capital gains, the magic of compound interest should serve us well.
Indeed, our number one financialajas to keepyrowing our net assetsapidly and to finance that growth entirely
throughretained earningfom net realized longerm capital gains Our portfolio has not produced a significant
capital gain since late 2005. Now that more of the companieur portfolioare becomingeasonably mature, such
capital gains shouldnce agairbe forthcoming, especially when market conditions permit venture chpitiked
companies to resume makimitial public offerings (IPOs)

If credit marketsemainfrozen,if the banking systememainsdysfunctional, andf therecession becomes
deep andprolonged, the ventureapital industrywill certainly not be immune to thdistress Even though our
portfolio companies are financed primarily by equity, and thetwecapital industry in general isurrently well
funded, most of our portfolio companies that are outside of the life scienceiseautéy or indirectlyaffected by the
level of industrial activity. The weak stocknarket conditions that tendo acconpany the earir stages of a
recession affedhe venturecapital industry adversely as well, as such an environment is not condutiR@goln
the first two months of 2008, a larger dollar amount of I@scancelled globally than in the first two ntbe of
any other year on record.

No matter what conditionsur Company faces in ensuing yeadram confident thait will be in very good
hands. Having long subscribed to the belief that the most important job of a CEO is to prepare for his succession,
our Board and our managemdrave planned and implemented succession carefully over the last five yders.
members of ouongoing management teaame young and energetic, but thoroughly experienced in every aspect of
their jobs. Our President and CHi®perating Officer Doudas W. Jamison M.S., will be 39 yearsold when he
succeeds me as Chairman and GitQJanuary 1, 2009Doug hasbeen with our Company fdive years and has
done outstanding workn both the investment and management sides ofbasiness,ncluding serving very
capablyas our Chief Financial Officewhile mastering every aspect of our operatio®sir current Chief Financial
Officer, Daniel B. Wolfe, Ph.D.,who joined us in Julpf 2004,will be 31 years old when he succeeds Dasgur
President and Chief Operating Offiaghile retaining his responsibilities as Chief Financial Officoth Doug and
Daniel have excelleradministrative managementand leadershigkills. SandraM. Forman J.D.,41, who joined
usfrom our outsile counsel, Skadden, Arps, Slate, Meagher & Flom il Rugustof 2004,will continue to raind
out our top management team. Sandra sars@s thetriple roles ofGeneral Counsel, Chief Compliance Officer
and Director of Human ResourceShe also work with our deal team on the legal aspects of our deal documents.

Our Board requires fairly large number obutside Directorsin order to spreadhe onerous time
consumingcommittee work that is necessary to comply withrihgiad regulations that gova our Company. We
are exceedingly fortunate to have a higlality, active Board that is committed to our Company's success. Several
years agoopur outsideDirectorselected to use 50 percent of their-pa® Board fees to buy shares of @amnon
stock in the open marketln essence, they are working for us, the shareholders, in return for stock in our Company
rather than cash.



On November 2, 2006we created the position of Lead Independent Director, which has aided us
significantly in corporate g@rnance. Dugald A. Fletcher has served in that capacity Hiveece and he has
provided our Board withethical and effectivdeadership of the highest orderAlthough we had originally
envisioned rotating the role of Lead Independent Director everyybaos, we are very pleased tlaigald has
agreed to continue in that role through Doug's first year as Chief Executive Officer.

Our deal team is a blend of venture capitalists thahaweerecruited from other ventureapital firms and
homegrown ventue capitalists that weaverecruited from nofventure capital professional backgroundgou
might wish to review their biographic information on pag&sand 16of our Proxy StatementAlexei A. Andreev,
Ph.D., M.B.A.,36, and Michael A. Janse, M.B.A39, joined usfrom, respectively, Draper Fisher Jurvetson and
ARCH Venture PartnerdAlexei and Mike manage oualo Altg California, office and serve our Compargs
Executive Vice Presidents and Managing DirectdBefore becoming venture capitalists,eféi had worked as a
research scientist in a nanotechnology lab in Russia, and Mike had worked in the semiconductor Mukaye
had the privilege of cinvesting frequently witttheir former firms,Draper Fisher Jurvetson and ARCH Venture
Partnerswhich aredistinguishedamong other things, for their nanotechnology expert@er Palo Alto office has
become increasingly iportant to our Company. Neartyo-thirds of our portfolio by value now consists of
investments on the West Coast.

In our New York City office, which both works on deals and handles the overall management and
administrative dutie®f the CompanyPDoug Jamisonoined us from the University of Utah's technolegiansfer
office, where hédhadmanagedhat office'sintellectual propgty in physics, chemistry, and the engineering sciences.
Daniel Wolfejoined us from his doctoral program at Harvaxith the Whitesides group, which is renasdfor its
work in nanotechnology While earning his Ph.DDaniel had also conducted a techiogly consulting practice.
Having now actedas chief financial fficers of a publity held company, botiDoug and Daniebring financial
expertise to oumvestee companies. Misti Ushio, Ph.Bg, servesus as a Vice President and Associate. Misti
joined us from Columbia University's technolognansfer office where shehad managedhat office'sintellectual
property in nanotechnology, after workifay 10 years at Merck Co., Inc.

Thesefive members of our deal teatham the sixth)ring to bear tair individual training, experiences,
talents, and points of view. But they have certain essential qualities in common. Eaeligent, well educated,
accomplishedambitious,and energetic Each has demonstratgdod investmenjudgmentand isan effective
networker Most importantly, each has high integrityhey function and are compensated as a team, rather than as
a collection of individuals.They are aware that they have the opportunity to accomplish something together and
with our Companyg permanent capital thaib one of thentould hope to accomplish alonelhey, along with
Sandra, want tdo great deals arulild a great enterprisa which they are major shareholders

While | fully expect thatour Company will alway$ave to deal wit disappointing developmenis its
portfolio that will result in writedowns and writdfs, | cannot remember being aptimistic about the potential
returns from our portfolio as | am today. Moreover, our deal flow is constantly bringing new oppattmidigr
door and allowing us to be quite selective in our investments. In 2003awemore than one new investment
opportunity per business ddyom which we addedevendeals to our portfolio

Overthe last couple of years, venture capitatked capariesthat completed IPSin the United States
were ; average oveeight years oldfrom the date of founding At December 31, 2007, the median age of our
activeportfolio companies was Byears. As another measure of maturity, the aggregate revesfumsr portfolio
companies in 200Were approximately $19 million. Elevenof our portfolio companies produc&b percent of
these revenuespme of thedthers were in preevenue stges of development.

We have never before had so many portfolio corgzsaapproaching a reasonable level of maturityvo
of our portfolio companies have been considering with their advisors the possibility of filing for initial public
offerings (IPOs) in 2008. There can be no assurance that either of them will filelR® &am 2008, and a variety of
factors, including stock market and general business conditions, could lead either or both of them to terminate such
considerations.Acquisitiors of portfolio companies, whether at a profit or a loss, can take place atayey of
maturity. Historically,sevenof our portfolio companies have completed IR@at eventually enabled us to sell our
shars at a profit. Another11 of our portfolio companies have been acquired on terms that were profitable to us.



Cleantech is mimportant example of the utilization of nanotechnology to create advanced materials for the
solution of problems. Indeed, rapidly growing part of our portfolio consists abmpanies that are utilizing
nanotechnology for Cleantech solutions. We cfgssight of our investments as belonging to this "Tiny Tech for
Cleantech" subset of our portfolio. We currently value these eight investments at $26,096,758, versus their cost to
us of $15,782,498. Thus, at current value, Cleantech is now fullyhindeof the value of our entire ventucapital
portfolio. So farwe have not written down any of these investmétmisugh | would be surprised $bmeof them
do noteventuallyencountesome sort ofdvesity that will result in writedowns or writdfs).
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* Sale of NanoGram Devices Investment

Cleantech has beensuccessful area faoss historically. Although Molten Metal Technology, Inc., was not
a nanotechnologgnabled companyt was classic Cleantechsan environmentatemediationcompany We sold
our share®f Molten Metalon Nasdaq in 1993 for $3®60,765 we had purchaseithese shareasthe seedinvestor
in 1989, at a cost of $110,000. Our otherevious Cleantech investment was a battery company, NanoGram
Devices Corp. We sold our shares in NanoGram Devic805 for $2,749,955,23 months after our $813,210
investment. (For more information on our thoughts on Cleantech, please see a paper by my colleague, Alexei
Andreev, on our website, www.TinyTechVC.co¥ou can find this paper afteticking on the "Cleantech" tab.)

After | retire from my management rolehow do | envisionour Company's future? | think thatur
Companynow hasthe elementsn place to enable rapid growth KAV in the years ahead. Thesaabling
elements include: a strong management team, deal, teaand of directors, and solid corporate governance; a
legacy of successful investments; a pipeline of irees companies ranging from sesdge investmentsto
companieghat now havesignificant revenues; a wide range of excelletionshipswith, anong others, research
universities, entrepreneurs, engineers, scientiststurecapital firms,large corporations, law firms and investment
banks; arobust deal flow; a position as the ventaepital firm with perhaps the most nanotechnoleggabled
portfolio companies; a position as one of the more experienced vearapital firms in Cleantech investing; a liquid
balance sheet built on permanent equity capital and the ability to reinvedaaftapital gains for growth; and a

good reputation.Theseenabling elements are the building blocks of a foundation for a corporation built to last with
permanent equity capital.






