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fran witzel: welcome
Good evening.  I'm Fran Witzel, Vice President of Morino Institute's Netpreneur.orgthe dot.org learning community for new economy startups.  On behalf of the Netpreneur.org team and tonight's sponsor, UUNET's Head Start program, it's my pleasure to welcome you to the first of our fall lineup of events.
	Our featured speaker tonight is Jeff Osborn of Osborn Capital, an early stage angel investment fund.  Tonight we'll hear Jeff’s thoughts on “The Real Deal: Financing Ideas to IPO.”  Jeff was an entrepreneur, a UUNET executive and, most recently, he has been investing in and mentoring startups.  Jeff and his team have invested in Aptis, which was sold to Nortel Networks; Compatible Systems, which was told to Cisco for $567 million; and ArrowPoint Communications, which was also sold to Cisco for $5.7as Carl Sagan would sayBILLION dollars.  In addition to Osborn Boats, Osborn Capital has invested in eHarbor, EyeCast, Netwhistle.com, altaVoz and several other companies.
	After Jeff shares his insights, we will follow up with a Q&A session moderated by Shannon Henry, Staff Writer and Columnist at The Washington Post, who has been recognized as one of the most influential people in Greater Washington's tech community.  I believe that The Post and Shannon have done an incredible job of informing the world about the incredible entrepreneurial stories in our region.  Many of those stories are being created by people in this room.  Be sure to log on to washingtonpost.com for Shannon's Download chat, a virtual continuation of tonight's event where she will interview Jeff and takes even more of your questions.
	The “real deal” for financing startups has changed since this spring.  Many of the rules are the same, some have changed, but the odds of getting seed funding have definitely changed.  PricewaterhouseCoopers MoneyTree™ recently reported that while the overall amount of VC money invested for the second quarter of this year increased, the number of seed and early stage investments dropped by 25%.  What does this mean for entrepreneurs and what do you need to know to succeed?  Judging from Jeff's experience, one company that knows about success is UUNET, and we are very pleased that UUNET's Head Start program is sponsoring tonight's event.  Having quickly grown to be the largest ISP, UUNET has not forgotten its entrepreneurial roots.  Through its Head Start program, the company now offers full service support and access to startups while they are still young and have the potential of becoming the next generation of large UUNET customers.  Brad Wise is one of the key people at UUNET who has rekindled the entrepreneurial spirit with the Head Start program and other initiatives to address the needs of ASPs and emerging high-growth companies.  He was one of UUNET’s original sales team of 10 under Jeff Osborn, and now he is Vice President of Channel Sales & Development responsible for leading channel sales, security product sales and UUNET's small business marketplace strategy.  Please help me welcome Brad Wise, who will introduce tonight's speaker.
brad wise: introduction
Thank you all for coming tonight.  I certainly do not want to spend a lot of time talking because we definitely want to get Jeff Osborn up here.  I do want to say thanks to Fran and all the team at Netpreneur.org for continuing to put on events like this so that we can all benefit from them, and for allowing us to be a part of this event tonight.
	When I was asked to introduce Jeff, I immediately started reminiscing about the several years we spent together at UUNET.  In fact, it's kind of ironic that we are doing this event in late September because it was in late September six years ago that I got the opportunity to interview with Jeffthe shortest interview I’ve ever had.  It was over the telephone, and he said one thing to me, “Impress me.”  I got 60 seconds to impress him, and, fortunately enough, I guess I said the right things because I'm here today.  It has been an absolutely wild ride at UUNET, and Jeff was a real visionary leader, both on the sales side and overall leadership of the company.  I sat down with some folks, yesterday, who were part of that original 10-person team to get some stories.  I have about 50 stories here, but I won't tell them.  I know that Jeff, in his entertaining way, will share a number of stories with you tonight, so, without further ado, it is my honor to welcome Jeff Osborn.
jeff osborn: straight talk on a grinding proposition
That was really gracious of Brad, but I hate getting an intro like that because there is pretty much nowhere to go but downhill, so I'd like to thank you all for coming out tonight . . .
	Where should I start?  Oh! I wrote some notes.
	My name is Jeff Osborn.  I'm currently with Osborn Capital.  I had to go to work, and that company had the same name as me.  Actually, I started it.
	For four years, we have been investing in small companies, primarily in Northern Virginia and New England.  In 1996, the idea was that it seemed like Northern Virginia was becoming a real technology center, but nobody really knew it yet.  The number of VCs here was onewas there anybody other than FBR?and the number of lawyers who understood how to spell “IPO,” even if you spotted them the vowels, was zero.  It seemed like there was a lot of potential and, from the UUNET experience, we were fortunate enough to be able to fund some companies.  The total number of deals we have done is 43, and we have sold or taken public a number of them, although a lot of IPOs have been on hold since April.  I mention that just in case you have been asleep or in an ice cave, because it's gotten a little ugly lately.  I was also with UUNET from 1993 until early 1997 as the first VP of Sales & Marketing, and one of my first employees is here, Sara, who now works for me.
once upon a time on the Internet
	People sometimes forget how fast this whole Internet thing has moved along.  I think it's going to catch on; what do you think?
	A lot of people don't believe me when I remind them that in April of 1994 there was a rule change making it legal to do commercial business over the Internet.  Before that, in order to get somebody online you had to sign a paper pledging that you would do nothing related to business over the Internet.  Think about it.  There I was trying to get a thousand bucks a month out of somebody for this thing that they are not allowed to use for what they want to use it for; now it's just about ubiquitous.
	I spent the last two weeks with some people on a raft in the bottom of the Grand Canyon.  We decided that we wanted to share each other's pictures, so somebody started writing down email addresses.  I remember asking, “What are you doing that for?  There's 16 of us.  Everybody's not going to have an email address.”  What are the odds?  Everybody had an email address.  In 1993, however, I would speak to large groups of technology business people and ask, “Who has an email address with an @ in the middle?”  I’d get 10-15% positive responses, so this thing has been pretty amazing.
	I have been chasing this high-tech thing since the early 1980s.  I was a programmer first, then I realized that with a haircut and a suit you made four times as much money.  It was a revelation.  I wasted a year and a half in which I would go into a roomful of programmers and realize I was in about the middle percentile of intelligence of people in the room.  The first time I walked into a room full of salespeople and did that same check, I was the smartest guy there . . . even asleep.  It was an interesting and, eventually, really wise move.  In 1983, I was with a company in California that was doing something called “TCP/IP routing” which turned out really big.  We actually canceled our first IP product because nobody was going to use it except researchers and universities.  Who knew?  Well, it caught on.  I did a series of startups, mostly in telephony, in the 1980s.  Then, in 1991, full of youthful vim and vigor at age 32which was a young age to start a company, then, believe it or notI went off and started a thing called Wilder Systems.  We developed the software, went out to try to raise money and didn't.  I went through bankruptcy, and it was very ugly.  The remaining guy sold the company for a few million bucks.
	That's what used to be a successful startup.  We ran up $5,000 or $10,000 bucks on credit cards, did some tricks and stuff, got some money together, sold things for cash, paid for things on 90-day terms and we put a company together.  When I was a boy, that's how you started it. Unfortunately, over the last two years, the method has become: first somebody gives you $20 million, then you hire 1,000 people, then you lease a building and in some decade you think about becoming profitable.  I'll get into it in a little more detail tonight, but I think the good old days are back.  Anyone who has not yet figured that out is going to have a very, very difficult time of it.  In April, our team started making phone calls and telling people in the portfolio companies, “You better have a plan somewhere that shows how this thing succeeds without raising another nickel.”  We got a lot of push back, but just kept repeating it until they said, “Yes, sir.”  If you don't have a plan to end up making money without raising another nickel, you really, really need to think about just what it is you are doing, the livelihood of the people working for you, the security of your marriage and all those other pieces.
no guts, no glory . . . and no entitlements
	Here is the Horatio Alger portion of my little story.  When I started Wilder Systems, we sold networking software, and I did a lot of tricksI maxed out all my credit cards, stopped paying the mortgage (it came back to bite me in the butt) and we used a clever trick that I haven't seen anybody use in years.  It’s an interesting one, one based on the fact that you shouldn't be doing this if you don't know your industry pretty well.  If you have been a librarian for 20 years and you now want to do optical networking switches with forward-looking routing, that's probably a bad idea, but, if you know your business, then you can use that to some advantage.  I had been doing international distribution software for a few years, so I sent out offer letters to all the international distributors I knew.  I offered them the one-year exclusive on the software we hadn't written yet for an early cash order of different amounts based on the country they were in.  It was, maybe, $10,000 for the U.K., Western Europe or Japan; $5,000 for some of the smaller countries; and a grand for New Zealand, Ghana and countries of that size.  Literally, before we started the company, we had $26,000 in actual firm orders in the bank.  That was the last money we ever raised by trickier means than stiffing suppliers and demanding cash.
	I believe that these techniques will be coming back in vogue, so you might want to be the first entrepreneur on your block to try it.  It's easier when everybody isn't doing it.  Just a thought.
	There’s something that's happened that I'm worried about.  Ten years ago, networking was a bunch of folks with soldering irons in our pockets.  We were ham radio geeks boosting the power of our Cobra cordless phones.  It was people who were really into it.  If it never became anything more than a good job, we still would have done it.  In the last five years, a lot of those people have had their companies hit it big, made a bunch of money and all the rest of it . . . by the way, I'm not saying that making a bunch of money and hanging out is a bad thing.  It's been a real blast and I highly recommend wealth at a young age.  You might want to write that down, it's one of the more important things to take away from this evening.  But a lot of people are getting into it now just because some guy they read about in Newsweek made millions of dollars.  They say, “I can do that, too.” If you are doing it right, starting a company is a really grinding proposition.  It's hard, so I thought I would turn you on to the “Four Easy Secrets To Internet Startup Success.”  They are: one, be smart; two, work hard; three, know your stuff really, really well; and four, get lucky.  Then there is the part that people forget, which is: Repeat as needed.
	On my . . . fifth? . . . I don't know which . . . my fifth startup, I'll walk you through a scene.  I stiffed the mortgage because that was my clever funding method.  We were selling things in cash, but it wasn't coming in fast enough, so when they seized the car I kind of figured that I needed to get serious.  We tried to do a big licensing deal that would get us a single check for $40,000.  I would get to keep the house and the marriage and all those other things.  The day that deal definitely fell through I was pretty crushed.  I went home early because I had really built it up to my wife that it was going to happen.
	I walked into the yard and there was the sheriff.  They were taping a foreclosure notice on the front door of the house.  My car had been seized by two big thugs in black tee-shirts a couple of weeks before.  We had pretty much come home and taken the phone off the hook because you knew that anyone on the other end was going to yell at you.  Anyway, I walked into the house that day and my wife was standing there with a perfect thousand-yard stare, utterly devoid of hope.  She asked me one of those questions that a guy just never wants to hear: “Is this what you wanted?”
	It was one of those defining moments, and I would have given my left leg to be anywhere else but there at that moment.  I decided, cleverly, to go with the truth.  I thought about it, and said, “Yes,” and kind of cringed.  She gave me a big hug and a kiss and said, “I guess this is what I wanted, too.”  Needless to stay, I'm still married to this woman, the saint.
	The good news is, that was in May of 1992. Three years later, to the day, I made about $10 million in one day.  Yes, because this is America.
	What I'm trying to say is, if you really want to do the “hey I want to make $10 million” thing, make sure you have the guts and the resolve to also do the “lose the house, lose the car, threaten the marriage” thing.  If you are doing it right, that's a more likely outcome on the first try than the other.  Okay?
	There really is, however, this “entitlement/birthright” thing going on that just really creeps me out.  Twenty-two-year old kids are saying, “I went to college for four semesters and I'm not rich yet!  Whose fault is it?  I'm looking for somebody to blame.”  It's weird.  This audience tonight is actually older than a lot of the entrepreneur groups, which I'm thrilled to see.  If you haven't done anything, how are you going to be the best at doing it unless you are really lucky or something.  Marc Andreessen, I think, turned out to be a bad role model for a lot of people because not every 22-year-old is Marc Andreessen.
shares don’t mean squat
	Anybody want to see my picture of how to raise money and how it all works?  Is that worthwhile?  Okay.
	This process has changed, as Fran alluded.  It's a lot harder now than it was back in the spring.  It was a little crazy for a while there.  Things have quieted down, so I'm going to go through this as if the last six months hadn't happened because I'm not sure what the heck is happening right now.
	By the way, this is the coolest toy in the world.  [Osborn is writing on a standard whiteboard that is configured with a device that digitizes whatever he writes or draws and projects it on a large monitor.]  You are going to love this.  You write on the board here, and it shows up there.  Is that the coolest thing you ever saw?  I want one of these. This is just way hip.
	What's the best way to do this?  How many of you have raised millions of dollars from a traditional venture capitalist?  [A smattering of hands are raised.]  How many have only gotten “family and friends” money or your own credit card advances?  [Most of the audience members raise their hands.]   A bigger number.  How many are in-between; say angel money but not big VC money?  [Again, a smattering of hands.]  Okay, so most of you are in the category of “Oh gosh! I have a car payment and I don't have any money.”
	Let me map something out here.  [He begins creating the chart shown in Figure 1 below, starting with the first column of numbers labeled “Startup.”]  Since you are a Washington, DC, crowd, note that the word “capital” here ends in “t - a - l,” not “t - o - l.”  Nowhere else in the country do they make that mistake.  It's really funny.  It's not the Washington Capitals, as in money.
Figure 1: An Example For Calculating Valuation
(click here for an expanded version in PDF format)
	Startup	Angel Round	1st VC Round	Add’l Rounds 
Pre-Money Valuation	$0	$1,000,000	$10,000,000	
Amount To Raise	$10,000	$300,000	$5,000,000	
# Shares Allocated	1,000,000	300,000	1,000,000	
Post-Money Valuation	$1,000,000	$1,300,000	$11,500,000	
Start Price Per Share	$0.01	$1.00	$5.00	
Founders’ Cumulative Share	100%	77%	43%	
Cumulative Shares	1,000,000	1,300,000	2,300,000	
	OK.  You start out with some number of shares in your company.  It's worth some amount of money that you pull out of your shoe box, for lack of a better orifice.  Over time, people will pay you larger amounts per share and your holdings are diluted.  Did I lose anybody on that?  Is it worth stepping through how that process actually works?  I find this is like talking to a 13-year-old boy about sex.  If you ask people whether they understand shares and dilution, they nod their heads and say yes, but they get a “deer in the headlights” look on their face.  You ask, “How big is your option pool?” and they say, “Um . . . uh . . . Olympic.”  So, sometimes I have a hard time figuring out whether people really know or not.  I’ll go through it, but if it becomes really boring just throw stuff at me and I'll stop.
	Generally speaking, first is the startup phasewatch this; this thing even catches spelling mistakes and it has an eraser.  That's so cool.At the inception round, you have a pre-money valuation.  Can anybody tell me the difference between pre-money and post-money? . . . Did you not raise your hands because you are shy or because you didn't know?  Nobody is admitting it.  It’s the 13-year-olds.
	Let me demonstrate.  Basically, there is a pre-money valuation at what we'll call inception or startup.  Nobody admits it, but this is really a number you just pull out of your ear.  It really is.  Does anybody have a better way to value three guys with a good idea?
Audience Member:  A Ouija board?
Jeff:  Yes, and it’s irritating, too.  One of the rules you learn with VCs is that you have to be absolutely confident that your pre-money value now is $1.7 million.  Why?  For all the analytical reasons discussed in your business plan.  You are making it up.  He knows it.  You know it.  You just have to act like you are not making it up.  I swear.  There is no magic to it.  Everybody makes it up.
	So I'm going to pick a number so that the math is easy, like a million bucks.  [He enters $1 million in the “Post-Money Value” under the “Startup” column.]  When you absolutely are a startup, your pre-money valuation is zero because there's nothing there.  The founders will come along and put in some money, so we'll have a “raise,” which I'm going to call for this purpose $10,000, because that's what we came up with in my company and I was broke so that's a nice, low number.
	You issue shares.  Let's say a million of them because you are the founders.  You get it as cheap as you want.  Now you have that post-money valuation of a million dollars just because you decided to pick a number.  This is the easy part, the part you do with a lawyer.  You and your partners go to a lawyer and say, “I want a bunch of shares.  I'd like to issue a million, and we are going to pay $10,000 for them.”  So the share price is . . . uh-oh, I'm going to have to do math . . . the share price is a penny a share.  Anybody missing this?  Is this all logical?
	There is a number of shares which are . . . I always get this backwards . . . outstanding or issued.  Is there a lawyer here?  Which is the big number that you haven't given to anybody and which is the small one?  You probably “authorize” for this enterprise five million shares, maybe 10 million.  In fact, here's a new trick that is really sleazy but very popular.  When you are starting a company, potential employees will walk in and say, “Hey, great job!  I realize I'm going to have to work for dirt, so how many shares do I get?”  We did our start with 5,000 shares, so we gave our first key employee 500 shares.  He laughed.  We had to explain to him why it was such a great percentage.  Now, a lot of people have decided, “Forget that; I'm issuing 100 million shares.”  They get Joe Junior Engineer coming in and they say, “Well, it's only $10 an hour but you get 50,000 shares.  Joe thinks, “Excellent!”  He goes home and says, “That crummy job across town only offered 1,000 shares, but here I got 10,000.”
	It's like being paid in nickels instead of dollars.  Does everybody understand clearly that a share doesn't mean squat.  A share represents a percentage of a total company, so the two things that matter are what's the whole company worth and how many shares are there.  If there are a hundred million shares and you want to give somebody 1%, you can give them a million shares.  If you have 1,000 shares and you give them 1%, it's 10.  Some of the most brilliant engineers are too freaking stupid to do the math.  I spent 15 years telling people, “No, no, let me explain.  You are selling your house, I'll give you one million nickels.”  People do that with shares.  They don’t do the math.  Companies were getting turned down by people who wanted 50,000 shares for a management position, so they went back to the board, did a little trick and said, “How about a million shares?”  The people said, “Excellent!  I'm on board.”
	This introduced to them the concept of the reverse split.  Let's say you have a dollar-valued company and there are 20 shares outstanding.  Each share is worth a nickel, right?  In a split, let's say a 5-to-1 split, there are now 100 shares each worth a penny.  A reverse split?  Boo, hiss.  Let's say it’s a 20-to-1 reverse split.  If you have a million shares today, tomorrow you have 50,000.  Okay?  I can't stress to you enough how important it is to recognize that the number of shares is meaningless.  You don't want 100 dollars for your car?  Okay, I'll give you 10,000 pennies for it.  It's really important to understand this distinction, and it's really hard to explain to employees.  Discuss with your lawyer why you shouldn't have more shares, but you are going to get beaten by the guy who does this trick.  At least in this area, for some reason, people are just stupider than they have any right to be.  Worse, if you are going public, you can't talk about it.  Employees get upset because there’s going to be a split after going public.  They don’t understand that if they have 10,000 shares at $100 apiece, after the split they will have 20,000 shares at $50 apiece.  “Is it going to affect my options?”  No, they all split.  There are smart people who don’t understand this, but the lawyers say you can’t hold a class on it because you’d be making forward-looking statements.  At least a lot more people understand it now than did five years ago.  Then, it was a really huge mystery.
angels with filthy lucre
	Moving on, at startup the founders' ownership share is still 100%.  [He begins working on the next column in the chart.]  Now, an angel investor walks in and says, “Hey, nice company.  What's it worth?”
	“A million bucks.”
	“How much money are you looking for?”
	“We need $300,000 to get the product to prototype,” or whatever the next logical step is.
	You have a pre-money valuation of a million bucks and you want to try to raise $300,000.  You are going to issue 300,000 shares for that so the share price has gone from a penny to a dollar.  Anybody want to guess what the post-money is?  Pre-money plus money equals post-money.  How easy is that?  It's like “a pints a pound the whole world round.”
	The founders now own . . . have I done the math right?  This is why I wrote this down.  I usually do it off the top of my head, but by the third column I always need a calculator and it gets ugly.  The founders now own 77% of the company.
	This is where a lot of people get into trouble.  This is an angel round.  The founders worry about this numberunnaturally if you ask me.  Somebody wrote a book once and left it in a public bathroom that said never to go under 51%.  Nobody has been able to track down who wrote this book, but the guy ought to be taken out and shot because this is what people all get upset about.  You now have a company with $300,000 bucks that can get to the next stage.  Your one million shares as founders are now worth $1 million, up from $10,000.  This is really, really good.  Entrepreneurs who get upset about this, and, if it's one of you in this room, get therapy or something because you are going to have to get over it.  “Oh my gosh, I only own 77% of my company now!  It's not fair!”
	You raised money.  You can't raise money without giving away part of your company.
	I use an analogy, I hope this isn't off color, but I don't work for anybody so it doesn't matter.  Everybody wants grandkids, but nobody wants some guy sleeping with their daughter.  This is exactly one of those situations.  “Yes, I would like some money, but what do you mean you want part of my company?”  That's how it works.  If you want to raise money and not give away any of your company, the Commonwealth of Virginia runs a lottery.  I suggest you buy tickets.  They will not ask for equity; they will just give you money.  It's a longer shot than raising VC money, but you won't have to give anything away.
	You are going to have to give it away.
	The next step, probably, is that you are going to get a venture capitalist involved, and this is where it gets exciting.  Again we reach into our ear and come up with a pre-money valuation.  What do we want to be worth for the VCs?  $10 million.  Why not?  In the creepy period of the last few years, these numbers tended to be based on calculating what you think you are going to need, then adding a zero.  You were getting insane numbers.  We were going to VCs and saying, “We have this really profitable plan.  In four months we can be profitable.  Everybody has done it before.  We are looking for $2 million.”  They were saying, “Sorry, I only put in $20 million.  You get, "Hold on a second.  Hi, Mr. Osborn.  Glad to meet you, we are going to give you 20 million bucks.”  Excellent!
	I'm suggesting to you now that one of the things that might have changed is that the zeros might be coming off instead of being added.  Seriously.  If you are getting advice saying ask for more money, that might be a little dated.  You might want to reconsider it.
	So we say we are worth $10 million and we need a big $5 million, so the raise is $5 million. Woo-hoo, we are talking serious coin here.  Yee-ha, we are all going to be rich.  Let's call the share price five bucks.  Why?  Because there are lots of numbers in our ear and we are still pulling them out.  That means the shares we issue . . . gee, how many $5 shares to raise $5 million?  A million.  Come on, be confident.  You folks are trying to start companies and you can't even give an answer.  The post-money valuation now is $11.5 million.  We are saying it's worth $10 million; we are getting $5 million for it in this round; we are issuing an additional one million shares.  Where it had 1.3 million shares before, it now it has 2.3 million.  To get the valuation, you just multiply how many shares outstanding by the dollars per share.  See, this is complicated.  I'm being a little reassured that this isn't all that simple.  Fortunately, this is the last column I need to do to make my point, which is that it drops the founders down to about 44% ownership.
	The bottom line is that after doing just a couple of fairly normal rounds, the ownership of the founders tends to dip under 50% real easily, and this is just the first VC round.  Next, and I'm not even going to try to add it up here, is to add a 20% pool of employee options, which is almost half a million shares and further dilutes the founders’ percentage down well into the 30s.  What amazes me is how many people start a company thinking, “Raising money is going to be great.  They are giving us money!  It’s terrific!”  Then they get to the first VC term sheet, see what their percentage is and say, “Wait a minute!  What is this crap?”  Well, this is where you are headed, if you start raising money.  If you do it successfully and you need more than a round or so, you are going to end up down here.  If you want the grandkid, you’d better figure out up front that some guy is going to have to do something with your daughter that you don't like. Just figure it out up front, okay?
	The basic idea is that you should be comfortable with what you think your company is worth, how many shares you have and how much money you are going for.  This is really fairly simple.  You can find an expanded version of this template at our site, along with some other tools.  You need to know what this looks like so that when a term sheet or financing offer shows up, you are not scratching your head saying, “Gee, what's this?”  You know that feeling you have at the car dealership?  You think you’ve come up with a real clever idea, well, Moe, on the car dealer’s floor, has answered that question 600 times this week.  You are never going to outtalk him and you are never going to outthink him because that's what he does.  If you think Moe’s smart, well, he went to high school.  The VCs all went to Yale and to Harvard Business School.  They are really smart.  They are really arrogant and they can play Scrabble on an HP 12C financial calculator.  They figured out your ROI on hair growth because you walked in the room and they got bored.  If you don't know these numbers cold, they can do anything to you they want.
	These days, I sit on their side of the table and I like to help people by walking through what their shares are worth and everything else.  I have seen people get to the point where there is $5 million in it if they just sign a piece of paper, and they say, “But I don't own half the company anymore.”  It's something you need to think about up front.  If you are not interested in sharing ownership, and perhaps giving up a controlling portion, then you have to think about other ways to do it without raising money.
entrepreneur, well-heel thyself
	I'm trying to figure out where to go next with this.  I've only got a few minutes.  Would you be interested in hearing how we put together a sales organization at UUNET that became hideously fast growing and was really cheap, or how and who you approach to get through all these funding steps?  Let's hear it for the first one, the sales story.  [Scattered applause.]  Now for the raising moneyhow a bill becomes a law.  [Louder applause.]  That's too bad, the first one is a lot more fun, but, yeah, I don't think they all work anymore.
	Basically, if you have a great idea, a day job and a couple of friends dumb enough to want to jump in with you, then it sort of puts you into the world of a pre-financed startup.  You are an entrepreneur if you say you are, right?  There is no licensing involved; there is no registration with the federal government.  You just wake up one day and decide you are one.  I think they ought to license them after some of the crap that's gone on lately, but they don't do it yet.
	So, once you have a really good idea, the first place to look for money is . . . ?  Yourself.  Right?  If you start a company like I did, hugely in debt with big credit card bills and a mortgage that you can't pay, a brand-new car and everything, it's going to be hard.  I would recommend not to do that.  If you are deep in debt and need a big income and everything else, do what I should have done, which is pay off the credit cards and find a rich uncle, but I guess that's kind of hard to do after the fact.
	The second group you want to look for, obviously, is family and friends.  The thing you need to be very careful about with this is that you want them to be stay friends, not become former friends.  It's a really awkward thing to hit friends up for money for something like this.  You put them in a very awkward position.  Think about it.  I don't know what the statistics are anymore, but my guess is something like . . . let's just say that well over half of the ventures that get as far as borrowing money from friends probably lose it all.  I would guess it's more like 90%, but it's got to be more than half.  Anybody know a statistic on that?  They are all lies anyway.
	Family has the same constraint.  I know a guy who crashed his company two months ago.  Mom lost the house.  His four other partners were two couples married to each other.  They got divorced; one lost custody of the kid.  Some really ugly stuff can happen if you are not prepared to do this.  Obviously, the ideal thing to do would be to put your salary in the bank and have a lot of savingsthe car's paid off, the house is paid off, the kid's college is prepaidbut that's not likely to happen.
	You need to make sure that you have thought through what's going to happen if the bad thing happens because, by nature, entrepreneurs are optimistic and believe that everything's going to come their way.  When we went public I had zillions of dollars and I bought a Porsche; we were buying a big house.  One day, my wife stopped me from buying something, I think it was a pair of gloves.  I said “Honey, we are rich.”
	“I know, I know.”
	“Do you believe it?”
	“No.”
	She said, “You have been telling me since before we got married that you were going to be rich, that it was just around the corner.”  I had to get her on the phone with her mom for like an hour.  Her mom was reading from The Wall Street Journal saying, “If they think he has money, he probably does, honey.”
	It's amazing how long it takes to sink in.  You really have to believe that you are going to do it, but be able to step away from that and ask, “Is this the craziest thing I have ever done?”  I guess people do it with kids, but it would be hard.  I had no kids, thank God, just a working wife who was making enough money that at least we could eat.  You really have to think it through, because odds are it's not going to work the first time.  But if you want to do it enough, what's the first time?  UUNET was my sixth, or at least some bigger number than one, and failing one of these things really kind of hurts.
the angle on angels
	Now that you have gone through family, friends and yourself, angels are the next step.  Here's where that “I used to be a bank teller and now I'm going to be an entrepreneur” thing really starts to show up.  If you know your industry really well, then you are a known entity in it.  You can talk to people in your industry who have become successful and moved on and are funding little companies.  If you walk up to them and say, “I'm working at a dry cleaner and I want to do an outsourcing B2B play for online games,” what are the odds?  Why would somebody invest in that?  Chances are they won't.
	Where to find angels is one of the harder things that I've had people ask about.  I don't know where you find them.  We tend to invest in companies introduced by friends of friends.  I literally started this just thinking I was going to invest in friends and former employees, that was it.  It was going to be real safe, and those have all been the biggest hits.  This year, ArrowPoint made 350 times the money.  I had lunch with a former employee of mine who said, “You can invest if you want to.”   I was like, “Well, I have a checkbook.  Okay.”  The connections really, really help.  If you are walking into this cold and don't know anybody in your industry, it's going to be hard.
	The place to find angels is in your industry.  Use every angle you have.  If you went to school with a guy whose father is rich, this is a good time to go back to him.  I don't know whether you have figured it outit didn't take me too many yearsbut the people who become very successful usually used an angle.  “Oh, no, I want to do it on my own,” you say, “I don't want to use those others.”  Why not?  Everybody else is doing it.  Everybody else is using people they knew in school, people they met on an airplane, anything like that.  Use any personal connections you have.  I would highly recommend that this is a good time to lose the hubris and pride.  Nobody ever says to me, “Congratulations, you really hit it.  I bet you knew somebody.”  Yeah, I knew somebody.  How did I find UUNET?  I was writing a sales database on the side and they recruited me.  I kind of slipped in because everybody knows everybody who knows everybody if you're in the same industry.  I never would have found that job looking in the newspaper, and I never would have found it asking people if they hadn't been in the industry for a very long time.
	The way to find the angels is specific to everyone.  There is no book of angels.  Anybody selling you that book is a liar.  It's just too specialized.  There are investor groups you can look for, although, just between us, looking from the outside in I'm convinced that they pretty much tend to invest in things because Bob, who doesn't show up to the meetings but is a member, it's his nephew and we ought to listen to the pitch and do it.  Everybody has a scam going. You might as well figure it out up front.  If you are just Joe Nobody from outside, figure out an angle you have that nobody else does, then use it for all it's worth.
	The thing I really can't stress enough is that this is all so much easier if you are in the industry and know it, because then you know who the people and players are.  Going in cold is the hardest thing in the world.  There is such a correlation between people crashing their companies and not having known squat about their industry beforehand that I'm amazed more people don't figure it out.
	Once you get angel help, be very careful about what we call dumb money versus smart money.  Anybody here own a chain of pizza stores?  Good, then I won't insult anybody.  The dumbest money I have ever seen is from people who own chains of pizza stores in the Midwest.  The airlines must sell them cheap tickets because they come out here and want to invest in our great new startups.  They come up with terms and term sheets and offers that are, like, written in Sanskrit.  Usually, I can smell a pizza guy because they tend to hide it.  “Where are you from?  The Midwest?  What are you doing?”
	“It's family money,” they say.
	“Don’t you own pizza joints?”
	“Well, yeah.”
	The other really bad one is dry cleaners.  For some reason they throw off cash and they think they are smart because they have a lot of  money.  It's the saddest happy day in an entrepreneur's life when one of these guys gives you a couple of hundred thousand bucks.  You're going, "Score!" and don't realize that when you walk into another angel or a VC, he will look down and think, “Oh geez, it's a pizza guy!”  He’ll say, “Thanks, I can't wait to give it consideration.”  The door closes and it's in the shredder.
	Smart money is people who are in your industry, who are known and visible.  People who know people.  Other companies they funded have gone on to the next step.
where has all the seed money gone?
	Okay.  You had to raise your own money to get the company to the point that an angel could give you some more money, enough to go on so that a VC can give you even more money, enoughthe way it should workto go on and do a public offering.  Then the public gives you $100 million dollars and everybody is happy.  Hopefully, it becomes profitable before you run out of money and it goes away.
	What I suspect is happening now is a little disconcerting.  Fran had numbers about the percentage of seed money going in lately.  I think it's way worse than that because I think the VCs are all kind of lying to each other, which means they are lying to you.  Big surprise.
	If you raised $10,000 and you don't get your angel money, you have to go get another $10,000, right?  If you got $200,000 from your angel and you didn't get anything from the VC, you have to get $200,000 more from him, right?  You went to your VC, raised $20 million, blew through it and now there is no IPO, like there hasn't been for the last six months.  You have to go back to those guys.  They have tons of money, but they are not used to having to do that.  They wanted to put in $20 million and make $1 billion, but now they are having to go back and fund these companies again to keep them alive.
	Shannon Henry and I were having this discussion.  It's like there’s a conspiracy of silence or something, because people aren't admitting as much trouble as I think these guys are all in.  What that should tell you, as entrepreneurs, is that you should try to get off this treadmill as early as possible.  If you can do it with just your own money and never take a nickel, you own 100% of your company.  [Pointing to the chart he drew earlier.]  If you only have to do an angel round, that’s how much you own, 77%.  If this thing goes on for something like seven columns, the founders’ ownership percentage goes to a single digit, and it happens to a lot of people.  There are a lot of people with big successful companies who ended up at the IPO with, literally, 1%, 2%, 3% of their companies.  With a $10 billion IPO, who cares, but if there isn't all that much financing out there and if you want to maintain the control, you need to think about ways to do this without raising money from somebody.
	Hmmm, that breaks up the analogy because you can get a grandchild without anybody touching your daughteradopt.  Or have a son.
shannon henry: q&a
Shannon:  First, I'd like to thank Jeff.  He doesn't know this, or maybe he doesn't remember, but I have been covering the local tech community for about five years.  I was the editor of TECHCapital magazine before I came over to The Washington Post about two years ago.  In between, I took two weeks off for a vacation.  I was just kind of hanging out one day, I think I had been to the gym, and my new editor from The Post called and said, “The market has crashed and we need you to pitch in.”  This was two Septembers ago.  I hadn't started yet, hadn’t written anything.  He said, “We need you to find someone to be interesting and quotable about the crash today.”  I called Jeff Osborn.  It turned up on the front page the next day above the fold.  Did you see the placement?
Jeff:  Oh, yeah.  It was great.
Shannon:  Jeff has always been insightful about what's going on, about both the good times and bad in this technology world, and he also helped me out at that moment in my first story for The Post.
Jeff:  The funny thing is I never met you in person until tonight.
Shannon:  Exactly.  It's a virtual world. 
	The first question I have is about something you touched on a little bit already.  Explain to us what kind of company shouldn't go for venture capital.  I’ve talked to people at some companies who say that it's kind of a rite of passage, but I can see some VCs saying that even though a business is making money, it’s not going to make them a billion.  Especially after what happened in the spring, who is going to have a hard time getting the attention of a VC?
Jeff:  That is an excellent question.  They are getting a little tougher now than they had been.  A VC wants to be able to make a heck of a lot of money as soon as possible on the investment.  The nice thing about VCs is that there’s nothing complex about them.  When VCs talk, there is a great phrase called “the bag.”  If you turn $100 million into $700 million, that's a six bagger because you made six times your money.
Shannon:  It's a pure motive.
Jeff:  It's a very pure motive and a very simple game.  There is no love; there is no art.  There is cash.  There is an ROI.  There's a return for the limited partners, period.  Everything else is just nothing.  There is a purity to it that's nice because you don't have to worry about what they are really doing.  It's real simple.  If they think you can make them more money than somebody else, they will fund you.
	Currently, the fashion in what people like is getting very narrow.  They like Internet infrastructure, anything involving optical switching.  There are like 40 people in the world who understand this crap, and I don't think any of them are in this room.  The bad news is that what's hot when they are giving away money is something you had to have started doing a year or more earlier, and started learning about five or six years earlier.  It’s not hard to figure out what's right; the really hard part is figuring out what's right early enough so that you can actually do something with it.
	What's unpopular, now, is business-to-business (B2B) and business-to-consumer (B2C).  If anybody is trying to do a consumer-oriented Web-based thing, get a clue.  The thing is, a lot of entrepreneurs get so positive about how great they’re going to be and how successful, it's like they're dogs sniffing their own butts and calling it market research.  Three people sit around drinking beer saying, “This is going to be really cool.  The world needs another spreadsheet.” or “The world needs a word processor.”  They come up with these stupid ideas, and, then, the dumbest thing is that they operate in “stealth mode” like somebody is going to steal their idea to make a word processor that corrects the words on the computer. “We are thinking about adding a spell checker.”  They operate in this stealth mode, which means they get no input.  Stealth mode is the stupidest thing I have ever heard.  Usually, I know that when somebody hands me a nondisclosure agreement there is a 90% chance they are going to have the stupidest idea I've ever thought of because there's no cross-pollination.  It's three people in a box having an idea.  We can't talk to customers, it's stealth mode.  What is that?  There is a marketplace out there. How do you plan to advertise this thing?
Shannon:  But, are there companies that could just do good, old-fashioned business with no need for VCs?  Maybe they haven’t got the greatest business idea in the world and they’re not going to make a billion dollars, but they have customers.  How do you see that kind of person?
Jeff:  The best way to fund a company that I can think of right now without having to rely on somebody else is to start with a service-oriented company.  Gold Wire Technology did that, one of our companies in Boston.  It was four MIT grads who were real smart and had a product they wanted to build.  They didn't want to deal with VCs and give anything away, so they started renting themselves out as consultants.  They were getting fairly big coin doing it and got relatively profitable.  They put something like seven or eight hundred thousand dollars in the bank, and, after eight or 10 months, said: “Eeny-meeny-miney-mo . . . Okay, Art, you stop consulting.  Stay here and start developing the product.  We'll go out and bring in the money to bring this thing alive.”  Then they got more consultants.  They peeled off more of them so that by the time they had a working, demonstrable product and shopped it around to VCswhich is fun to dothey could walk in and go “Pfffft! Here.”  The VCs said, “Nice attitude!” and these guys said, “Hey, I don't need the money. Ha!  The product is done and we did it all ourselves.  It's brilliant and you know it.  What do you say?”
	I wouldn't necessarily recommend that attitude, but what a relief to not have to go in with that “forgive me, father, for I have sinned” approach.  “Please, give me some money.”  The usual butt-kissing that goes on with a VC gets old really fast, so I would recommend that's how you do it.  That's the kind of company that doesn't need a VC.
Shannon:  I'll ask a few more questions as people in the audience come to the microphones or pass their questions to the front on the cards provided.
	Jeff, how do you spot a great idea?  I heard a joke that training a VC costs $30 million because, like all of us, they make mistakes and bet on the wrong companies.  So many of us would never have bet on America Online, for example. Many of us have bet on other companies that aren't doing well.  How do you spot greatness in a company?
Jeff:  Know your stuff.  If you went to the clubs every night in DC for four years and somebody asked you whether such-and-such is a good band, you could listen to them for two hours and say yes or no.  It's the same thing with companies.  I have been screwing around with data communications for almost 20 years.  If somebody comes up with a good idea, you know intuitively that at least 20 other people aren't doing it.  I'm similar enough to their average customer to say, “I would use that.”  A lot of it has to do with just knowing your stuff.
	Between Eric, Sara and me at Osborn Capital, and I'm bragging on this, the three of us have a combined 40 years of experience in the Internet.  Pretty much, if something comes along, we have seen it before.  My contractor came up and tried to sell me on some guy doing 80211 antennas today.  I said, “Steve, you are a carpenter. What do you know about this?”
	“Well, it seemed like a really good idea, and he is trying to pitch me.”
	“Steve, if you came in and told me about siding that's washable or insulation that doesn't itch, maybe, but what do you know about this?”
Shannon:  Have you ever had a company you bet on, that you liked the people or something else about it, and it didn't work?
Jeff:  Sure.  I'm trying to think which ones I can admit to.  I can't do the crashing one because I don't think any of them are clear enough that I'm allowed to talk about it in public.  Okay, I won't mention the company, but I was a really early investor in a company in a state in America, a dot.com that was trying to sell a product that people don't buy a whole lot of.  They created huge excitement, were raising money left and right, and I don't think revenues ever exceeded $500 a month.  It was just too easy with the whole dot.com craze.  “We'll just raise some more money!”  At the very end, they had a $5 million offer on the table in April when everybody was panicking and it got yanked, so, basically, they had about no money one day and it went under.  They had a lot of guts; they were trying, and it just didn't work.
Audience Member:  Have you ever turned anybody down that went on and was successful?
Jeff:  I had an email that begged me to buy 380,000 shares of a company called Critical Path in California for $100,000.  I would have made $75 million for 100 grand and I didn't do it.  It was a 750 bagger.
Audience Member:  Maybe they will crash.
Jeff:  So what?  The lockup's done.  I could have gotten my money out.  That one just killed me.  Thanks for bringing it up.  That's a very painful memory.
Audience Member:  We are now five months past the April crash.  Where do you see things going six months from now?
Jeff:  Lower.  See, the thing that's interesting is that while it was all going up, there was a big incentive to buy quick.  If you didn't put your money in early, you were going to miss the next step, the next uptick.  I think that the general feeling now is that it's all drifting downward.  If anybody here was an economics major, you know that in a deflationary time there is every incentive in the world to wait.  Why invest today when it's going to be cheaper next week and the week after and even cheaper the week after?  If you have a company with three months payroll, and you are asking for a valuation of $10 million, I’ll bet I get a better deal in six weeks.
Audience Member:  Where is the IPO market heading six months from now?  Does it come back or are we still plateaued?
Jeff:  Well, I'm 41.  Most of the people I deal with have never been out of high school and in a recession at the same time.  I remember recessions.  I remember the cover of a magazine . . . was it Business Week? . . . that said “The Death of Equities.”  I remember in college listening to financial radio, “Your money should be in CDs, bonds and gold, period.  What is this equities crap?  It's a fool's game and everybody knows it.”  So much manipulating has gone on that, oh, well, if you bought stocks and held them for a long time, if you bought this Fortune 500 company in 1900, how good you would be doing now?  You would be doing squat.  It included things like American Ice.  Where is that?  It's a changing bundle of stocks.  If you were smart enough to know when to change out, you might have done well, but nobody did.  RCA fell 95% from 1929 to 1932.  Cisco is still trading at 140 P&E.  That's not right.  That's not normal.  So you are asking the wrong guy because I'm actually calling a recession on this one.
Audience Member:  That's that eternal optimist entrepreneur, huh?
Jeff:  Well, there is optimism and there is stupidity.  You know, it was a nice run, but I have a concern, you know, not everybody went out of business in a recession.
Shannon:  When?
Jeff:  This year.  I think we are already in it.  I think this quarter will end, we just don't know it yet.
Shannon:  I have heard a lot of the VCs start to say there is denial going on.
Jeff:  Huge.
Shannon:  That they are starting to talk about it among themselves.
Jeff:  One little aside.  The Washington Post ran something last week about companies like Lucent, Cisco and others that have been doing a deal for the last year that's creepy.  With every dollar in revenue they have, their stock price goes up $10 or $15, so one of those geniuses figured out, “Hey, if we loan somebody $100 million to buy $100 million worth of our stuff, we'll be worth another billion dollars.  Then we'll loan another 100 million and then, and then, and then . . . .”  They have billions and billions in loans out to VC-backed companies that aren't necessarily making it.  When these guys go under, what are the earnings going to be like?  I'm expecting the third quarter earnings to be kind of terrifying.  If not the third quarter, it will be the fourth because eventually this catches up.  The first and second quarters were all fluffed up with their dot.com holdings that did okay.  How do you maintain an earnings increase when you can't use that trick anymore?  I could be completely wrong, but . . .
Shannon:  Who knows?  We'll be back.
Jeff:  How do you short a recession?  That's what I'm thinking about.
Audience Member:  You said something that I have never heard from a funder before, that you accept nondisclosure agreements. I have never found a funder who did and, in fact, it was the best thing that ever happened to me.  They told me to go do something with myself every time I showed up with one.  Why do you sign them?
Jeff:  You misunderstood.  I said that if somebody shows up with a nondisclosure, it means it's 90% likely that their idea sucks.  I'll sign them because they're amusing, but what's the point?  It's like signing a cocktail napkin.  Have you ever read one?
Shannon:  We have to sign them at The Post.  Can you tell us where your money comes from?
Jeff:  The US Mint has these big printing presses.
Shannon:  The money from Osborn Capital.
Jeff:  All mine.
Shannon:  From UUNET?
Jeff:  That's where it started.
Shannon:  Will you tell us your net worth?
Jeff:  Business Forward made a guess in March that was high, and they said $100 million.  It's lower than that now.  It was never that high, and it's lower than that.  Yeah, I'm kind of uncomfortable.
Shannon:  I always love to ask that.
Jeff:  I get asked it too, all the time, and I usually give this answer, “It's eight figures.”  Not nine, and it's not seven.  It would hurt me to buy a new jet aircraft, but, on the other hand, I don't look at the prices on cars or houses, so I don't know.  There is a great term called “the minimum financial unit.”  It's the dollar amount at which you check the price, like if an item was for sale here and over there, there is a low enough price that you wouldn't walk three feet to pay the lower one. I realized mine is well over $1,000 now, which is kind of scary.  My wife's is still like eight cents.  She'll go to another store for chicken.  I talked to Steve Walker and he says he has gotten to the point where he will buy a helicopter without having a discussion with his wife.  That's a lot of money.
Shannon:  If the market is cyclical and VCs and the public markets are investing in infrastructure, etc., do you see the B2B and B2C markets returning after all this technology is in place?
Jeff:  No.
Shannon:  It's over?  Over, over, over?
Jeff:  Well, no, it's over.  It was being done in a dumb way.  Early on, some of the neatest Web-based companies were two people in a room coming up with a great idea.  The bad ones weredo you remember Pathfinder that Time Warner did?  They took 200 people and a budget of $50 million, threw them on this Web thing and said, “Do something.”  Two guys in a dorm room are cheap, and any money they make is a bonus.  If it becomes even vaguely profitable, it's a huge deal to them, but what the heck are three hundred people going to do?  They just shut down Pathfinder because it was a stupid idea.  There is a lot of that going on.  The seventh guy to raise money to sell ice over the Internet went broke.  He should have.  It was a really stupid idea, so I don't see it coming back anything like it was.
Shannon:  So now that you have cut your hair, does this mean that you are getting up before 10 a.m.?
Jeff:  Not today.  Not yesterday.  I missed a board meeting.  Whatever.
Shannon:  We are just checking in on you.
	This is interesting.  A company founder asks, “A competitor wants to buy us out while the product is being developed.  Should I give them a price after the go-live date or see what they'll pay now?
Jeff:  Bulls win, bears win, hogs get slaughtered.  Basically, the way you lose in a negotiation for selling your company is by being greedy.  That is the primary thing.  How much money would you be happy walking away from it with?  There are a lot of people around here with big offers on the table, and the first thing they think is, “Wow!  If they offered this much, I must be worth three times that!”  They end up walking away and running out of money.  If it's a lot of money to you, whoever you are, if it's a lot of money to you and it would make your life really happy, and you'd spend a long time working on it, then do it.  What’s the problem?  If we are talking $50, well, rethink it, but . . . 
Audience Member:  Can you lay out the topology of the various VC firms and where you see Osborn Capital fitting in?  Second, you talked about deal flow, yet there seems to be a half dozen billion-dollar-plus funds being raised.  Do you think that will lead to a lot of dumb money flowing into a lot of dumb ideas?
Jeff:  I don't know how to answer the first question, and the second one is really interesting, though I don't know what the answer is going to be.  I think what's happening is that there is so much money at the big VCs, most of which they got from institutional investors like pension funds.  CalPERS went from 2% to 4%, which is like trillions of dollars, and put it in Benchmark, Kleiner Perkins and other VCs that are all closing multibillion-dollar funds, yet the stuff is going away.  The exit strategy is going away on what they used to invest in.  The big question becomes, do they stop investing?  I don't know.  I don't know if they can.  What they tend to do is that the lousy deals out there aren't getting funded, and the really good ones are getting oversubscribed like crazy.  The latest deal we are doing is Bluetooth in Boston, and people are yelling and begging on the phone, “Please, let us get in this deal.”  So I don't know.  They are so far away from the pain.  It's like the dinosaur.  You hit one on the tail and two years later he flinches.  I don't know whether the big funds are going to figure it out, or the big institutions are going to figure out they are being hurt for a while.  I don't know.
Audience Member:  A radio show the other day quoted Jeremy Rifken’s book, Age Of Access, and said that the Internet economy has to find a way to make money off of the so-called “network economy.”  You create a big pool of users, a shared experience and then it's no longer a simple matter of selling something or doing an Internet version of something that happens today in the marketplace.  One obvious revenue source would be subscriptions, where people pay to come to a site.  Can you think of any other, and have you or your VC friends, prophets or soothsayers in the business thought about where the Internet network economy is going?
Jeff:  We approach it from a completely different direction.  The way we like to approach it is, is there someone out there with a big budget who is pulling out her hair because of a problem that this product or service will solve?  That's pretty much what we are looking for.  To quote John Sidgmore, if you can save somebody 90% of the expense of doing something and make it easier to do, it's probably a good idea.  We tend to come at it not just from “wouldn't it be cool to do this thing,” but “are there people with a bunch of money who would pay for it?”  I'd suggest that's really a better way to look at it.  Subscription models have really not done well yet.
Audience Member:  If you are right about your prophecy of recession, are VCs taking an increasing look at recession-proof industries like education, for example?
Jeff:  I don't know.  I don't know what other people are doing.  I'm looking at land, gold and bonds.
Shannon:  You heard it here first.
Jeff:  You heard it here first.  I hope it's temporary.
Audience Member:  We are seeing billions of dollars going into infrastructure investments such as all-optical networks.  People are touting the fact that the Internet will be sped up hundreds of times.  Who really needs an Internet, right now, that is hundreds of times faster?  I know plenty of people who are happy with their 56K dialup connection; and corporate users, like NBC where I work, can get fiber dropped in for a couple of hundred bucks a month.  What's the product that is going to drive the average person to get a broadband connection in their home?  
Jeff:  I don't know.  You have a product that I think is an interesting . . .
Audience Member:  The stock market?
Jeff:  The stock market?  It's not bandwidth-intensive.  At UUNET, we spent a lot of time trying to think about this, and we were really surprised.  The Web and the browser really surprised a lot of people.  I thought email was going to be the killer application of the Internet for the next however many years.  I remember seeing that browser out of the University of Illinois for the first time and thinking, “Everything's changed; the whole world is different.”  By definition, you can't predict it because, if we knew what it was, we would be doing it.
Shannon:  Here is a philosophical question.  Somebody wants to know, “If we were going to start all over, what would the Internet be like now?
Jeff:  I'm trying to remember who said, “We are never allowed to know what might have happened.”  That's an ancient quote and I can't think of who said it.  I have no clue.  It could be wireless.  I have no clue.  Do you?
Shannon:  No.
Jeff:  I can't even imagine.
Shannon:  Yes, it's hard to think about it, but, boy, if we knew, you would be making more money and I would have better stories.
Shannon:  Should an entrepreneur take more money than he needs?  This person says, “I was told by an angel group to ask for $10 million, not $3 million, because VCs don't want a company to be undercapitalized.
Jeff:  That goes back to the idea that there is too much money chasing deals, if you ask me.  It's changed a lot, and I think people are more willing to invest small amounts now.  People are willing to seed.  It used to be that under $5 million and over $1 million was the dead zone.  I think that people are willing to come down a whole lot more.  Don't fund yourself to the nickel of what you need, but three and a half times as much?  I think that's kind of overkill.  Never go on the advice of one person.  Try to get a little consensus because there is so much information about this running around right now, and you have just heard a bunch of it.
	The bigger issue is not to take too long.  If somebody offers you money, just say yes politely and consider taking it.  The worst thing in the world is to say, “Hmmm, I don't know.  Can you go back and change this?”  They change it and you say, “Uh, I don't know, how about that?”  You are doomed.  Pull that and you are doomed.  It's never going to happen.  Figure out up front what you are willing to deal with, and, when you get it, say yes, please, thank you and take your money. . . . And run to the bank to make sure it clears.
Audience Member:  How long will they wait?  They say two weeks.
Jeff:  Right.
Shannon:  I have heard a lot of entrepreneurs complain about the VCs, saying, “Well, maybe.”
Jeff:  They say it all the time, because what if it's a good idea?  You just heard my Critical Path story.  I would have dragged them along for years if I could have.  It's in the VC’s best interest not to have you talk to anybody else and not to do anything.  A friend of mine, Barry Unger, who sits on a zillion boards and is a Boston University professor, has a quote.  When they come to you with a term sheet, they make you sign something that says you won't talk to anybody about this for 30 days.  Barry always says that the only people who ask you not to talk are child molesters.  I'll never do it, and that's the piece of it that's the harshest, if you ask me.  It's called the “no-shop clause.”  Basically, they give you a term sheet and if you say, “Thanks, I'm going to keep looking,” that would be fine, but you can't talk to anybody else.  That will kill you because, at the end of the month, they go, “Kidding!”  And now you are out a month’s more cash.
Shannon:  If you are looking to a VC, is it okay to tell them who else are you talking to?  Sometimes they ask you to test the waters.  Is that a good thing to say or not?
Jeff:  If you are asked point blank, you'd have to lie not to say; and, if you say that you can't disclose it, I think you would look pretty disingenuous.  It’s a good question.  I don't know.  What do you think, Eric?
Eric Janszen (of Osborn Capital):  In my experience, it depends on the situation.  You have to be aware that some of the VCs you are talking to are competing with other VCs you are talking to, and not avoid that fact.  It's good to do your homework and know what VCs have done work together.
Shannon:  So, basically, be diplomatic about it.
Jeff:  If you are working with Accel or NEA or Kleiner Perkins or somebody like that, it's a little better to say it than if you are dealing with a guy who owns a chain of pizza joints.  As a group, they stink as investors.
Audience Member:  Where do strategic investors and incubators fit into all of this?
Jeff:  Incubators?  You know what?  You turn up the heat on an incubator and you get an incinerator.  I don't like incubators at all.  It was a good idea as initially conceived, and currently it's one of the stupidest wastes of money I know of.  It tends to be four bankers and a  broker who get together to lease space, and they are willing to lease it to you.  What possible value do they add?  When it’s a guy like Bill Gross at IdeaLab!, that’s different.  He had brilliant ideas three times a month and would walk in and go “You guys, be a company.  Here's a great idea, now go.  And, I’ve got another idea.”  That made a lot of sense, but many incubators now, the incinerators, are just real estate plays, if you ask me.  Not that I have a strong opinion.
Audience Member:  What about strategic investors, like the corporations that have set up investment arms?
Jeff:  They are great to do and hard to get into.  I don't know of anybody who has gotten a strategic round without a VC round first, but it may have happened.  Your VCs will get you in on stuff like that, and that's where having a really topnotch VC helps a lot.
Audience Member:  My question is about VC syndicates.  For example, if you are trying to raise, say, $3 million, and you approach a VC who normally invests, say, $1-1.5 million, will they invest as part of a syndicate?  Who should take the lead in forming the syndicate?  Will it be VCs who will drive it or is it on the entrepreneur who should contact other VCs and make sure that the total money raised is what he needs?
Jeff:  I think it's a good idea to keep looking yourself, because it's a really good selling point to say so-and-so's going to come in, but they don't want to lead.  Rather than saying, “I'm Joe Nobody,” if you walk in and say, “Goldman Sachs is going to put money in my company, but somebody else has to lead,” you will immediately move to the front of the line and get their interest.  I would say it's generally a good sign.  People used to syndicate more, then they stopped because they had too much money to throw at things.  Syndicates are a good thing because you get more VCs for the buck and that way you get more contacts.  I would say to keep looking.  Don't just let them do it, because they have a million things going on.
Audience Member:  If it's a syndicate of three or four VCs, will everybody want to be on the board?
Jeff:  VCs rarely put in money without a board seat.  I can't think of any of ours. The lead investor will, certainly, but usually all of them want a board seat, which isn't bad.  They sit on boards all the time.  They know a lot, and it's very useful having a VC on your board.  They will criticize your food at the meetings, though.  They always do.
Audience Member:  From the outside, you get the impression that VCs decide what to invest in by picking up The Wall Street Journal and deciding which stocks are going up today.
Shannon:  Or The Washington Post.
Jeff:  At Osborn Capital, we read The Post.
Audience Member:  Is the VC system capable of looking at something like intrinsic value or something that has potential for profitability regardless of what Wall Street is doing?
Jeff:  Of course.  You are talking aboutgeez, I have never made this statement before, but I guess it's truewhen you are talking about VCs at top ranking firms, you are talking about some of the smartest, best-educated minds in America.  There are some really bright people, and it's a really great job to have.  They are looking to maximize the value of the limited partner’s and the general partner's investment, so they don't do lockstep anything.  If they are doing a good job, they earn nine figures a year.  It's a bunch of kids, who are usually younger than me by a lot.  Anything that works, they are going to do.  They have very little religion or orthodoxy about, “We only do this.”  As you come down the tiers there are some real jokers, but the really good ones are some of the best minds going.
Audience Member:  And it’s also people who have done it before.
Jeff:  Exactly.  They are very well trained or, better, they are people who have done it before, and that's a great VC.
Audience Member:  We have an arrangement with a bank that might possibly want to invest but doesn’t want to lead.  What do you suggest?
Jeff:  We get that all the time.  Somebody wants to invest and they don't want to lead because investors are sheep, unfortunately.  They never want to be the first one in; they want to be the last.  You basically have to do a lot of talking and find somebody else to do it.  One of the frustrating things people miss is that if you do a first round of, say, a million bucks with 10 people at $100,000 each, the first person is taking a much bigger risk than the tenth.  Entrepreneurs rarely remember this.  If you are trying to raise $1 million and I walk in and like the idea, my incentive is great.  Go get the other nine to write the checks and come see me.  If I'm the first person to write the check, I'm hugely exposed, so what usually happens with the first person is that you will get warrants or options or a pony or something like that to mitigate the risk.  This is a common problem.  Sometimes I think they say they don't want to lead because they don't want to say no.
Audience Member:  No, they have already said yes.
Jeff:  They don't say yes until the check clears.  No funder has done squat until the check clears.  Everything else is fluff.
Audience Member:  Generally speaking, I have always been told not to even bother talking to a VC who is more than 30-90 miles away because the money guys want to be able to drop in at 5 a.m. and make sure that you are chained to the drawing table.  Do you agree with that?
Jeff:  No.  No.  Absolutely not.
Audience Member:  Look for money on the West Coast?
Jeff:  There’s someone who showed up here tonight.  I've put six figures into his company and I’ve never met him before tonight.  Seriously.  He walked up and I saw the name tag.  I said, “Dave, how are you doing?”  I have funded, sold and cashed out of companies and have still never seen the faces of the people who did it.
Audience Member:  That's as a VC or as an angel?
Jeff:  As an angel.  I sit on boards in Virginia with guys who live in Mountain View and Boston.
Shannon:  Has that changed in the past few years?
Jeff:  Yes.  They didn’t like to come to this area before, and now they realize . . . 
Shannon:  We're seeing a lot more of VC funds and offices opening up here.
Jeff:  Part of that is just me.  We got the sales force at UUNET up to a billion dollars in sales without a remote sales office.  We did everything from one floor in Virginia, so I prefer to do things on the phone rather than fly places and wear suits and other silly, expensive crap.
Shannon:  We are going to have to wrap up.  I'm sorry I didn't get to all these great questions, but we’ll have more time at the chat tomorrow, which will also be archived.
Fran:  Let’s have a hand for Jeff and for Shannon.  We got a lot of straight talk tonight.  On behalf of the Netpreneur.org team and UUNET's Head Start program, thank you very much.  Thanks, also, to everyone in the audience for being part of the Netpreneur.org program.  We look forward to seeing you at the next event and online.  Good night.


