cramdowns, ratchets and other four-letter words
dilution and the post-bubble term sheet

Now that the dot.com bubble has burst, valuations, funding rounds and business practices are getting back to normal.  Many companies got caught in the transition, however, and are suffering down rounds, cramdowns, full ratchets and other term sheet conditions they’d hoped never to see in the real world.  At this Morino Institute Netpreneur Coffee & DoughNets meeting held May 23, 2001, a panel of experts dipped into the glossary of investor speak to help entrepreneurs understand these terms and avoid trouble in the future.
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Panelists:	Kevin Burns, Managing Principal, Lazard Technology Partners
	Rusty Griffith, Director of Portfolio Management, Steve Walker & Associates
	Andrew Rosen, EVP and General Counsel, Blackboard, Inc.

Moderator:	Andrew Sherman; Senior Partner, McDermott, Will & Emery


ben martin: welcome

Good morning, I'm Ben Martin, Director of Investor Services for the Morino Institute’s Netpreneur program.  On behalf of the entire Netpreneur team and the Morino Institute, I would like to welcome you to this morning's Coffee & DoughNets session, "Cramdowns, Ratchets and Other Four-Letter Words."
	Don't worry, this isn't going to be nearly as difficult or as menacing as it may sound.  What we're seeing today is that even the most promising early-stage companies are finding it extremely difficult to secure venture funding.  In fact, I suspect that many of you are here today because you hope to reach the term sheet stage at some point during your company’s business development.  But what do you do when you get there?  What do you, the founder of a company, need to know when you sit down to negotiate a venture capital term sheet?  You can start by getting a good lawyer, but we'll give you some other things to consider as well.
	In the current climate of down rounds and company liquidations, the negotiated terms of venture funding deals are becoming increasingly more important to both investors and entrepreneurs.  It is critical that entrepreneurs understand these terms, because, if you don't, you may well pay for it later in terms of dilution.  When you leave today, you should have a solid understanding of the major deal points that you may face.  Our panel is here to help you understand those points.  We will cover such ominous sounding terms as conversion ratios, liquidation preference, anti-dilution provisions, warrant coverage, right of first refusal and, my personal favorite, drag-along rights, just to name a few.  And, of course, we'll cover the increasingly popular, aforementioned cramdowns and ratchets.  As for the four-letter words, our moderator, Mr. Andrew Sherman, has promised me that he'll fit as many of those in as he possibly can.
	For some additional information, let me recommend two resources in the Funding & Finance section of the Netpreneur Exchange Web site which we've been able to make available to you, thanks to our moderator and one of our panel members.  Anatomy of a Term Sheet: Venture Capital, An Overview of Trends, Strategies and Structural Issues has been provided by Andrew Sherman.  In addition to many other things, it includes a sample term sheet that you may find helpful.  In addition, An Entrepreneur's Guide to Raising Private Capital was developed by panel member Kevin Burns of Lazard Technology Partners in conjunction with Lighthouse Consulting and the Mid-Atlantic Venture Association.
	In addition to thanking our moderator and our panel members, we'd like to take a moment and thank our volunteers from the Netpreneur community who have given their time this morning.  We couldn't do it without them, and we'd like to recognize Sid Paskowitz of Internet Commerce City Corporation, George DeBakey of TradeCompass, Gabrielle Hervey from Linsang Partners and Jim Pettit of iroute, Inc.  Thank you very much for joining us today and helping out.
	This morning's panel will be moderated by Andrew Sherman.  He's a senior partner with McDermott, Will & Emery, an international law firm with over 925 lawyers worldwide.  Andrew manages their multimillion dollar corporate and transactional practice representing Fortune 1000 corporations, as well as technology-driven, net-centric and rapidly growing businesses.  He is an internationally-recognized authority on the legal and strategic aspects of entrepreneurship and the business growth cycle, and has been a commentator and guest on all of the major television networks, including CNBC's Power Lunch, CNN's Day Watch, CNNfn's For Entrepreneurs Only and Bloomberg's Small Business Weekly.  Among his many distinguished accomplishments, Andrew is an adjunct professor in the MBA programs at both the University of Maryland and Georgetown University.  He has also authored 11 books on business growth and capital formation, including the best selling and critically acclaimed Raising Capital.  I have a copy of it here.  Actually Andrew brought it, and we're not going to let him leave with it today.  Somebody in the audience will win it, the person who comes up with the best question.  Stay tuned for that.  We try to make these events fun.  Please give a warm welcome to Andrew Sherman.


andrew sherman: term sheets 101

I hope we still have enough time after Ben's wonderful intro.  I just want to say a couple of preliminary things before we get into the program.  First, I am so glad to be here at Dave & Buster's, without hearing the words, "Dad, can I have five more tokens, please?"  I didn't even know this side of the place existed.  To celebrate, I showed restraint by limiting myself to just six donuts this morning.
	Ben thanked the volunteers and others; I want to thank Mary, Fran, Ben, Cathlin, Mitch and the whole Netpreneur team.  If you haven't met these people, they are some of the most dedicated people to entrepreneurship in our region.  They accommodate you monthly with opportunities to get educated, to eat and to network, and I think that Mary and her team really deserve a quick round of applause.  And thanks to Mario Morino, of course.
	When I was preparing my preliminary comments, I was sitting at my Friday night poker game with John May of New Vantage Group and other local dignitaries.  John said, "Your comments should be short.  Just stand up there and say, 'There are no term sheets'  then sit back down.  That ought to cut the discussion down." 
	I said, "John, that really wouldn't make for one of the great Netpreneur events of all time.”  Besides, the good news is that John's wrong.  The second piece of good news is that John lost about $30 Friday night.  He was willing to contribute his losses toward some lucky entrepreneur, but we'll save that for another time.
	There are term sheets out there.  They may not be the exact term sheets that you were hoping for.  As I think you'll hear from our panel, they may not be the terms that you were praying for.  Those rules have changed.  Our focus this morning will be mostly on what you might find in today's term sheet versus a term sheet from 18 or 24 months ago.  I don't think that is all of a bad thing, by the way.  It may not be a wonderful thing from the entrepreneur's perspective, but you'll hear some of the things you need to understand if you're getting to that stage.  A certain amount of reality has come back into the marketplace.
	Let me give you a couple of broad thoughts, then we'll get into some details.  I also want to save some of the high-altitude observations for the panel.
	First, you've all heard about valuations shrinking, this phenomenon of down rounds that we'll talk about further.  There has been more money provided to existing portfolio companies than ever before, additional rounds that are not quite at the levels that they may have been previously.  There is definitely a sentiment out there that we've got to look after what is already in our portfolios as opposed to bringing in new deal flow.  I think that a thaw has started to happen a little bit in the last 30 to 45 days, at least that is what we're seeing.  Clearly, the standards have risen in terms of customers, revenues, profits, the development of your technology and so on.  It was said to me recently that angels are acting more like VCs and VCs are acting more like investment bankers who are doing an IPO, in terms of their level of due diligence.  I added my own twist to this, that the investment bankers are acting like my grandmother, going down to Florida for an extended retirement.  We’re not sure when or if she's ever coming north again.
	So, are term sheets impossible to get?  No.  We've got several clients who are raising money, several who have raised capital locally as well as in other parts of the region.  I see one of them sitting there, Paul Brewer from Diamondback Vision.  The party is not over, but the bouncer just got bigger and he is more selective about who gets in the door.  In many ways, this is a return to reality, a return to fundamentals.  The new rules are really a return to the old rules.
	How do you get a term sheet?  What is the process?  What are you likely to see in that term sheet?  My role is to introduce the topic and turn it over to the speakers.  We want to spend as much time on Q&A as possible.  I suspect, just in talking to some of you over my fourth, fifth and sixth donuts, that there are some great stories out there in the audience, and that there are some people who are raising capital.  I think it's important in this program to get interactive, to hear what is on your minds and break any myths that might be out there.  Also, those of you who are in negotiations with venture investors, it’s important to share those stories with each other.
	Let me just cover some preliminary materials.  If you have a copy of the handout I prepared for today,  Anatomy of a Term Sheet: Venture Capital, An Overview of Trends, Strategies and Structural Issues, please take it out.  How many of you, by show of hands, have a sense of the venture capital process?  Okay, that's less than half of the hands, so let me give it to you very briefly.
	First, some introduction is made.  You have heard for years that you really don't want to be sending business plans blindly through regular mail or even through email.  I still think that is the case.  In fact, it is probably more the case than ever before.  You want to have your business plan introduced, whether it's by your lawyer, your accountant, some advisor or by another venture capitalist.  Getting access to some of the people on this panel is not easy, and it doesn't hurt when a business plan is introduced by somebody who knows them, has a relationship with them or somebody who can validate or give credibility to your plan.
	Next is the preliminary evaluation of the business plan.  Once submitted, it will be evaluated by any number of people, including folks like Rusty, who may be part of the evaluation team.
	Then, there might -- and I say might because sometimes the process ends there with someone saying, “Interesting plan, not our space” or “Interesting plan, too early” or “Interesting plan, too late” or “Interesting plan, actually not so interesting plan.”  You'll get all kinds of responses in that regard.  So, the next step might be an invitation to present, and that, in my view, is a very critical step in the process.  In the handout there are some materials on how to get ready for it.  It assumes that you are already at that stage in the discussions.  It didn't make sense to spend a lot of time on those preliminary issues now, however, like how to prepare a business plan, because:  (a) there are plenty of other Netpreneur events on that; and (b) our focus today assumes that you've gotten far enough in the process to have actually been presented with a term sheet.  A lot may be made or broken during that presentation, however, and almost everything will be evaluated -- how you present, things that you say, the attitude that you take, how you answer the tough questions, your attitude towards teamwork and listening to the advice of the venture investors.  We could spend a whole program just on getting ready for that meeting, and hopefully there are some good tips in the handout.
	At that level, due diligence has probably already begun.  There may be follow-on meetings and presentations that you need to make.  There may be a meeting with the other partners.  There is a lot more dance going on in this market than there used to be -- first date, second date -- I don't want to go too far on the dating analogy, but the point is that you're more likely to have to go through more of those hoops.  You'll hear more about that as the morning goes on.  In this market there is probably more due diligence and more meetings, but, at some point, a term sheet is delivered (hopefully), and that is the document we're focusing on today.  The venture capitalist is always going to have a term in there that qualifies the document, saying that if anything further comes out in due diligence they’ll have an opportunity to back out, or that if you don't mostly agree to all of the terms in the document they have the right to back out, but we'll assume that we're far enough along in the dating process and due diligence process that a term sheet has been delivered.
	At that point, there will be more due diligence.  In fact, in this market, there is even more due diligence after that.  And there will be the beginnings of term sheet “negotiations.”
	I put the word negotiations in quotes because the bulk of my time is spent on the company side, as opposed to the venture fund side.  There are some things in the term sheet that are definitely negotiable, and a lot of things that may not be.  There are things that you are unrealistic or naive to think are negotiable, things that are core or fundamental to the venture investing process.  You're wasting a lot of time, as well as the time of these panelists, to think that you're going to negotiate those provisions.
	From that point, the term sheet is signed and there will be more due diligence.  Then we're on to the definitive documents, which are prepared by the counsel for the fund.  They're delivered to your law firm, which hopefully has some experience in negotiating them.  Those definitive documents are negotiated and, eventually, there is a closing and everyone goes out and gets, well, really drunk for that one night.
	The next morning, the realization occurs that now we have to perform, and, in this market, you have to really perform.  Companies that are falling behind on their schedules or that are not meeting performance targets are going to need more capital, and the valuation that comes in is critical.  That’s one reason why the issue of relationship management and keeping your venture investors informed is so important.  How often will you be meeting?  Is it monthly?  What kinds of ongoing controls will there be?  The point I'm trying to make here is that on a post-closing basis, there is still a lot of work to be done, particularly if you're looking for a second term sheet or a second round.  Very few companies in this region, particularly in this market and with these valuations, got only one term sheet or one round of funding, and that is the last money they ever needed to raise.  It is highly unlikely for most of you in this room.  Possible, but highly unlikely.
	So that is the process in a nutshell.  If you could just give me a loose nodding of heads for yep, or you can shake your heads the other way and we'll keep going on the process.  We all want you to understand where this term sheet comes up, and it’s a fair bit of the way down the road following some of the early presentations and meetings and due diligence.
	Regarding the four-letter words that Ben promised, I was thinking this morning at about 5 a.m. that if I got in front of you early in the morning without sufficient levels of caffeine and started talking about technical legal terms, I'd lose all of you very quickly, so I'll bring them out in Q&A.  You’ll also see some of them explained in the sample term sheet included in the handout.  I'm hoping that Q&A and the presentations will bring most of them out, and I want to keep us on track time-wise.
	If you look at page three in the handout, there is some discussion about preparing for this meeting with the venture capitalists.  Again, the thing that I want to emphasize is that if you don't pay careful attention to some of these things, there will be no term sheet.  These are the precursors or preliminary steps to receiving the term sheet in the first place.  If you blow it during the initial meeting, you won't be getting a consolidation term sheet, or you'll be getting a note that says, “Thanks for the meeting.  Stay in touch.”  Or don't stay in touch, as the case may be.  You'll only get to the term sheet level if you go through some of these points.
	Look also at Page five, which covers concepts like a big market, a big upside and understanding what really motivates the venture capitalist’s decisions.  These are some of the things that will be reflected in the term sheet, not just esoteric philosophical points.  The things that come out in the meetings and in due diligence, the kinds of risks that the venture investor sees in his evaluation of the business plan, those are going to be reflected in the term sheet.  The sample term sheet in the handout is what I call “plain vanilla.”  I made it as vanilla as possible because it's not reflective of any special risk, concerns or performance standards.  If Rusty and Kevin have done their jobs, however, the issues that they uncover will be reflected in that term sheet.  It is a message telling you that they think enough of you to make this commitment, but they still have concerns.  Those concerns may come out in financial valuation, or they may come out in special conditions, but they're going to come out in the term sheet; then you are either going to agree or disagree with those special issues.  These steps are reflective of the substance of the term sheet.
	When it comes to negotiating a structure in the deal, I've laid out a list of concerns in the handout that attempt to strike a balance, but the balance is going to be struck in favor of the venture capitalist.  They have the dollars and you want them, so don't expect it to be a perfect balance.  Also, don't expect it to be completely unweighted.  Even in this marketplace, for the better companies, there is not an expectation that you're going to have to completely lay down and get nothing or that your valuation is going to be way, way lower than you expected.  I would still hold your ground, but not to the point of stupidity or machismo, particularly in a market like this.
	Now, I'd like to turn it over to our first speaker, Kevin Burns, who is going to get into the purpose of a term sheet and some related issues.

kevin burns: upside, downside, lateral

Thank you very much. It's great to be here.  
	The first point I would make is that laying down the term sheet, for most venture capitalists, is basically a sign for you that the whole discussion is moot from the early phases of building interest and learning about your plan, to the business due diligence.  In our case, Lazard uses the act of putting down a term sheet and the discussion of its terms as a transitioning vehicle to tell you, and to tell ourselves, that we're moving from the business due diligence to actually doing a legal transaction.  As was pointed out, there is still some due diligence going on, but it usually takes the form of legal due diligence, such as your corporate standing, Delaware corporation and things like that.  Usually, if we're going to put down a term sheet, we've decided that we like you, we believe you can pull off the business idea, we like your team, we like your business model and we like the space that you're in.  It's very important to understand that venture capitalists invest in jockeys on horses in racetracks in specific weather conditions -- we're looking at all of those things.  In order to get to a term sheet, we have to have decided that you are in a space that we think can matter.  As Warren Buffett will tell you, when great management with great ideas meets a bad space, the space will win.
	We look at the fundamentals of the space, we look at the human capital, the passion of the entrepreneur, their ability to rally the vision that they have in galvanizing execution with their current management team partners, with other constituencies and the like.  We've already decided that we like all of that when we're going to the term sheet phase, which means we're probably 30 days away from actually wire transferring capital into your bank account.
	The term sheet is just like any other negotiation, except we do it monthly, maybe five, 10, 15 or 20 times a year.  Hopefully, you do one every other year or so.  Basically, what we're looking at in a negotiation is yet another test to find out how good you are.  We'll judge how you negotiate with us as how you might negotiate a tough supplier or a tough OEM deal that you're trying to do for third party channels.  We don't think it's very much different.
	Like all negotiations, first you want to know thy audience.  Rule number one: Know thy audience.  We are venture capitalists, not banks.  We're not going to lend you money at two points over prime with a few warrants on the side.  We are high risk, high return equity investors.  We basically go big game hunting.  We give money to people that no one else will give money to.
	A lot of entrepreneurs are overly emotional about the process, by the way.  I think their mothers-in-law told them, “Don't give away the farm!”  You're giving up your stock, and there are a lot of other very emotional tests of volatility around the discussion of the term sheet.  We actually believe that the negotiation is not an end, it's a beginning, because what is unknown is the size of the pie.  I like to think that if we knew that we were going to build a, really, no fooling, $100 million revenue company in a killer space that can go public with a price-to-revenue ratio on the street of 10X and a billion dollar market value, somehow the “liquidation preference” wouldn’t seem all that that important.  You can calibrate your venture capitalists on whether they're focusing on the upside -- that billion dollar pie, where everybody has so much money that none of these terms matter -- and you can also remember that all these terms in these venture agreements blow up and go away upon a qualified IPO, usually.  So term sheets have a specific life of their own, and, if the pie is big enough, a lot of these terms are non-operative, but let’s talk about the high anxiety liquidation preference.
	The liquidation preference is basically part of a downside scenario where we've sold the company a couple months after we've invested for a valuation not much higher than what we invested in.  The liquidation preference is designed to allow the venture capitalists to get their money back out of the transaction.  It's a downside protection device, and I would encourage you, strategically, to think about all these provisions as either being upside drivers, downside protection defensive measures or wimpy lateral measures.  You can classify all of these things as fitting into one of those three buckets.
	Some other advice I'll make in my introductory remarks is that there are certain red flags we use about the behavior of entrepreneurs.  First of all, we look for and hate dysfunction among the partners.  Some of the companies we invest in have multiple partners.  They're the Three Musketeers who founded this company -- one left-brain technical person, one salesperson and one finance person.  The Three Musketeers are sitting there and they have not established who is going to be the point person to lead the tough discussions on terms.  They are huddling.  They're a democracy or consensus group, and we just look at that and say, "My God, never mind the term sheet, how are they ever going to move the business forward if they have this kind of goofy consensus style of negotiating?"  You can have discussions in the background, but at the table, there should be the front person who has the proxy to drive the discussion.
	So, we don't like the Three Musketeers.  We also hate it when we're sitting across the table from people on the other side who do not understand what a market rate deal is.  Like all negotiations, if you don't know what industry practice is . . . What is the bandwidth of bid asked?  What is the favorable of the company?  What is the range of industry practice we can arm wrestle within, rather than asking, “What is a preferred stock?”  Why would you get an interest rate?  Is this a loan?  We just think, “Man, we don't have time to lobotomize these people.”  We may just spook and move on.  We're not college professors, so we're not here to train anybody in anything.
	Who is your legal counsel?  Many people who are smart enough and energetic enough to form a business make the mistake of thinking that anything they don't know they can go study up on over the weekend.  Then, on Monday, they proclaim themselves to be expert at it.  Well, that is a limiting thought.  What we would like to see is you being smart enough to say, “I'm going to have a great legal counsel who is skilled in negotiating venture capital deals.”  Compared to what?  Compared to many times when we ask, “By the way, who is your legal counsel going to be?” and we hear, “Uncle Fred. Uncle Fred helped us with our real estate lease and he is going to help us with this.  We trust Uncle Fred on this deal.”  Here is Uncle Fred and he is worse than you are.  Then we worry that you're not going to surround yourself with best in class counsel, or that you don't know how to listen to or use your counsel.
	When you are young, you want to be the bride at every wedding and the corpse at every funeral.  You want to drive everything yourself.  When you get a little older and you are building a killer growth business, you learn how to keep your own thoughts in reserve.  Use your legal counsel.  Send them out front to take bullets.  You have dry powder to sit with in the back and say, "I agree” or “I don't agree."  You're the entrepreneur.  You still have that power.  But if you're spending emotional chips and negotiating chips barking at every moon and defining every term, you actually lose negotiating leverage.  I would encourage you to go out and find good counsel.  There are a lot of them around this region now, thankfully, who understand how to do private equity transactions.  Tell them that you want to be involved in business discussions about the basic economic terms -- these five things that really matter: the valuation, anything that changes the capitalization table, anything that deals with economics, the governance, what turkeys are going to be on this board and on down the line.  As a businessperson and entrepreneur, you want to know those five things. Lock yourself onto them, then send your legal counsel off to battle and arm wrestle the other stuff which is nice to have. Keep yourself in reserve for those important issues that you may have out there.

Mr. Sherman:  Thank you, Kevin.  Our next speaker is Rusty Griffith, who will talk about term sheet strategies and negotiations from an angel and early-stage investor's perspective.


rusty griffith: talking the talk

I would reiterate a lot of the things that Kevin has discussed.  It's not so different at the angel, early seed and early-stage investments.
	We have a few other problems that we have to address as well, just because of the stage of the business.  For example, often you don't even have a product yet.  You have an idea, or you may have something in beta.  Or you may not.  You may have a good development staff in-house, or you may be outsourcing.  There are all sorts of risks associated with being very early stage that we have to consider and that Kevin might not once the company has gotten to a certain point and has started to prove itself.
	Some of the things we might do to help mitigate our risk would be things like staging the financing.  You may have heard of that as tranching, and there may be some other terms.  That’s where, if the total investment may be a million dollars, we'll give you $500,000.  If you achieve X by date Y, we'll give you another $250,000, and so on.  That helps to improve our returns and it also helps us deal with some of the issues that may crop up along the way.  One of the lessons we've learned is that once you give the money, often you're forgotten. You are not kept in the loop on things.  You have to pursue companies to try to follow what is going on and understand that they are adding value to the business.
	Another term we might use would be a valuation slide, and that slide can go up or down.  I've seen it go both ways, but typically it's going to be down.  We'll negotiate a valuation with you at $5 million, let's say, then, if you don't do certain things, that valuation will slide to give us a larger share of your company over time.  That makes sense for us, because you have shown that you are a higher risk than what we first expected.
	Board representation is important, and the composition of the board is something that companies often ignore.  You have to look at your board as a critical factor in the success of your company.  Don't take it lightly.  Make sure that everyone you add to your board is going to add value to the company, that they bring something to the table.  I've seen companies that have brought on all sorts of board members who are inexperienced, or they may add strategic investors who have totally different motives and incentives than the management or the others investors.  The board falls apart.  You can run into really big issues if you have a board that becomes dysfunctional.  Building a solid, core board of directors is something we'll often help with.  We might be able to make recommendations for outside directors who can add a lot of value to your company.  Don't take those recommendations lightly.  The intent is to help you build a strong company.
	Another technique we might use would be warrant coverage which may kick in under certain events, and, of course, negative covenants.  Those would be things where we might say that we don't want you entering into any leases that would be over X amount, or we don't want you to pay employees salaries of $150,000 or $200,000 for a startup, which some do without our approval.  There could be a lot of things that we don't want you doing without our approval.  Those are often up for negotiation, and they're usually pretty reasonable, but they have to be there to protect us from some irrational management behavior.
	Sometimes we'll use an entirely different investment instrument.  We won't invest in preferred stock, we'll invest with convertible notes.  That allows us to provide you with the seed capital that you need to get to a certain milestone, but we may not really know what your valuation should be at this point, or we may not want to establish a valuation yet because we think you can improve the value of the company if you can get over certain hurdles.  As a result, we might do something like a convertible note that will have a discount into another round or that will allow us to convert at a certain price to some preferred equity if there isn't some sort of a successor round.
	Some of the other issues that we have to deal with as early-stage investors sometimes involve helping you establish the company.  It might be three people, and that leaves a lot to be desired in terms of all the support that is necessary to help run a rapidly growing company.  Perhaps we'll help you identify additional markets that you can target for your products or help you develop company processes, such as financial and accounting systems.  I've seen companies whose general ledger is their checkbook -- literally their paper checkbook.  That is not a good sign.  It's kind of hard to run a business if all you're doing is keeping a list of invoices in a checkbook.
	I touched on strategic investors before.  Be careful of having strategic investors in the company early.  They have different motives and different ways of looking at the company.  Probably nine times out of 10 their valuations will not coincide with a VC's valuation, so what you could have happen, similar to the last couple of years, is that your valuation gets inflated early.  Then, when you need a serious round of venture capital, the valuation comes down.  You may have all sorts of other nasty little terms that start to kick in that you probably don't want to have to deal with.
	Generally speaking, there is going to be a higher risk profile associated with an early-stage company.  There is operational risk, where there are a lot of costs that are not going to be covered by revenues, because you probably don't have revenues at that point.  There will be funding risks.  We take a chance that maybe you won't get funding from other sources later on, and that is something that we have to consider.  And, of course, there are always going to be the market risks and technology risks.
	Some of the things we need to see when you come to talk to us and we consider whether or not we want to invest in you are very similar to what Kevin is looking for.  We want to see a solid management team.  You may not have that much in terms of management experience, but it is important to see that you have the willingness to create that team. We understand that at a very early stage you may not have brought together the entire team.  That is usually the case.  We also want to make sure that you have real technology; not the equivalent of a technological pet rock, but something that is going to blossom, not die on the vine.  We want to see enabling technology, not necessarily just productivity-enhancing technology.  Productivity enhancement might be a good business, but it's not necessarily a good VC investment.
	I want to emphasize that point.  Kevin has said that just because a VC does not invest you, it does not mean that you're not a good company.  I tell that to a lot of people.  I see their faces as soon as I say, "Well, you're not a VC play."  The face just kind of goes flat.  I tell them, "Look, you have a good company, but it's not something you want a VC to invest in.  You've got a different set of circumstances there."
	You also want to avoid being a technology solution looking for a problem.  That doesn't work, as I'm sure everyone knows, although there are still some who haven’t.  I hope there are not too many engineers in the room.  Often the engineers will develop a really great product, but you can't figure out what it's going to do for people in the market.  That is a good sign that maybe this is not a good investment for us to make.  I want to be able to understand the market you're looking at.  If you can't articulate the market that you're going after, don't expect us to tell you what it is.  That is not a good sign for us that you understand what you're doing.  We also want you to have a solid sales strategy.  It may change.  In fact, we expect that it will change, but you want to show that you've given it a lot of thought and that you know what to do to get your product to the market.
	One of the things that people often forget is to explain how much money you need and why you need it.  We're not going to sit there and try to decipher what it is you're asking for.  You have to tell us and, in that respect, you have to be blunt.
	Bootstrap mentality.  At the last Netpreneur event they hammered home the idea that bootstrapping is important, and it is important.  In the past, the cash kept flowing from the investors.  It was like an allowance you were given.  You knew that as soon as you ran out of cash you could run back to your VCs and they would infuse another $10 million into your company.  That is not going to happen anymore.  You're going to have to show that you're smart with the money, and you're going to have to show how you're going to get cash positive.  If you can't get to a positive cash flow within a reasonable amount of time, you need to go back home and re-think how you're operating your business.
	The form of the business entity is often important.  We've seen LPs, LLCs and other types of non-corporate entities, and we don't invest in those.  It's got to be an incorporated company.  There are reasons for using other forms which you can discuss with your counsel, but we don't invest in them, so you'll have to change the form of business.
	Also, don't make the mistake of telling us that you have no competition.  I don't know how many times we've heard that.  “Who is your competition?”  “Well, we don't have any.”  Okay, then you really need to go back and think about what your product is.  Your competition may not be another company doing the same thing that you're doing.  There could be alternatives that are not high tech that would be competition for you, so you really have to think about that.
	Briefly, some of the terms we'll use to protect ourselves are: antidilution, voting rights -- there are often special voting situations where we will have to give consent for something as shareholders, as opposed to voting along with all the common -- preemptive rights and rights of first refusal -- those are important rights to us.  We want to make sure that when the next round comes along we're able to maintain at least our pro rata share.  Milestone performance is something that you may be seeing more often in your term sheets, where you have to achieve certain things.  Mandatory redemptions are apparently getting more awareness now because people are realizing that they can't exit into the IPO market inside of 12 months anymore.  Generally speaking, you'll see anywhere from four to six years, five probably being the norm, so there should be plenty of time for the company to develop before a mandatory redemption right kicks in.  Another term you should understand is exit strategy.  Sometimes you have to help us understand where you see the exit for the investor.  When we put cash into your company, we want cash back, hopefully a lot more than we put in.  That is the reason we do it, so the exit strategy is important.  An IPO is not the answer these days.  You would be hard pressed to convince a VC these days that you're going to be able to IPO in 12 months.
	When you're talking early-stage, liquidation preference is important.  That was touched upon earlier.  Conversion rights and getting yourself into a cramdown -- I assume everybody understands what cramdown means?  I see some heads shaking.  Cramdown is when you've lost all leverage.  You're out of money.  You can't make payroll.  You can't get any other money interested in you and you come to your inside investors and say, "I need money."  Don't expect highly favorable terms because now you've worked yourself into a corner.  You're going to get crammed down with the terms.  That is basically what it means; you've lost all your leverage to negotiate.
	A lot of entrepreneurs are not completely familiar with terms like fully diluted common shares.  That doesn't mean what you're only going to represent in a capitalization table.  Does everybody know what a capitalization table is?  The capitalization table (also called cap table) shows the ownership in your company.  You are going to have all your common stockholders listed, all the options based on your employee stock option plan, any preferred stock that is out there, and, for fully-diluted, you are going to have to show any debt that has conversion rights into stock, any warrants you have outstanding, etc.  You may have agreements with vendors where you will be paying them X amount of stock, for example.  You have to represent all of that in a cap table because, when I make the investment, I am anticipating that I'm getting a certain percentage of your company.  If I invest $5 million and your valuation is $10 million, then I'm getting a third of your company, so I would expect that the number of shares I get will represent a third of the company.  If it's incorrect, you are going to suffer.  The venture capitalist is not going to take dilution because you forgot to put in the 100,000 shares that you promised to Aunt Sophie years ago when she gave you $20,000 for this company.  That is probably one of the biggest problems that we run into with people who are starting a company for the first time.  They don't understand those terms and it is kind of shocking to them when they really see all the ownership impact on their fully diluted common share table.

Mr. Sherman:  Now, the perspective you've been waiting for, the entrepreneur who has actually raised capital.  A real local success story has been Blackboard, Inc.  Andrew Rosen is the company counsel, and his discussion will be on negotiations from the perspective of a company founder, what to look for in an investor and what to look out for in an investor.


andrew rosen: what’s your angle?

Thank you very much.  It is interesting listening to the other perspective.
	Here are two stories of investors that we've confronted recently in the marketplace.  One company took strategic money too early and in the second round got a $400 million valuation on about $2 million in revenues.  It put them in a position where they could only do a down round.  When they started dealing with investment banks (in the days when investment banks existed in this area), no bank was going to talk to them.  By dealing with an investor like that and pushing the valuation, they might have gotten a lot of money cheap, but they put themselves into a box.
	The other investor story involves another company we saw, and, again, it goes back to investor selection. They did a strategic round of financing, I believe in a G round, and gave control of a preferred class of stock to a strategic investor.  When they started going out and looking for merger or acquisition opportunities, they'd taken all the control out of the hands of management and the other investors, and basically gave it to that single investor.  Deals just can't get done if a strategic investor has a different goal for the company than the management team or the other investors.
	Those are just two interesting examples that show how investor selection, in terms of a term sheet, can be extremely significant in very subtle ways.  What we have done at Blackboard, and I've worked with the founders since the inception of the company, is that we have traditionally looked for people who actually share our vision.  What does that mean?  It means that they understand the space and they don't need to be convinced about the marketplace.  Maybe you teach them a little about the size and how you look at it, but in today's market they really need to understand what you're trying to accomplish.  If they don't, and especially if they take a board seat, it's going to be very, very contentious moving forward and trying to develop and deploy strategy.
	So, first, they need to understand and share your vision.  Second, they need to understand the economics, and that goes to the market rate term sheet.  They need to understand the comparable group, and, therefore, the valuation.  They need to understand who the analysts are at the investment banks that they can go to and ask, "What do you know about this company in this space?"  or "Have you run into this?" or "What do you know about this particular space and who is in it?  What have they done?  What is the competition?"  Often, very informed investors know the analysts at the banks and know the bankers.  They will find out everything about your marketplace and your viability in two phone calls.  You really want to be dealing with people who understand the economics of what you offer and why you're sitting in front of them.
	Third, you want to know their track record with entrepreneurs.  You want to make sure that they're going to be team players with you and that their personality is going to work with your personality.  Will they be behind you with resources to commit?  It's not just financial resources, obviously, but you want to make sure that they'll be there for the subsequent rounds of financing.  What is their portfolio?  Can you leverage into it?  How many other companies do they have?  When you need their attention, can you get it?  We rely on our investors a great deal.  We have some very sophisticated, highly intelligent investors, and they bring different things to the table.
	When you are talking about investor selection, it's basically a matter of who do you want to be working with on the board of directors?  Who understands your company?  Who is going to be able to sell you into the investment community?  From our perspective, I hope that we have done it very well.  We've had a unanimous board ever since our existence, which has been just phenomenal.  Everybody is moving in the same direction and understands the marketplace and the economics.
	What I found interesting about the first term sheet from the company perspective -- I used to do it as a lawyer -- and what people really don't tell you is that the first term sheet actually sets the tone because it is going to be used and reused and reused.  Very often, when you're in your second and third rounds, they say, "Let's see your last term sheet."  That is what gets marked up.  They'll look at the liquidation preference; they'll look at the qualified IPO price (QIPO) ; they'll look at a number of different things and say, "Oh, antidilution.  Here you have weighted average.  We want full ratchet over here."  We found that it is what they use as a starting point, very often, and that is why the first term sheet becomes very, very critical.  It goes back to a point made earlier, which is to make sure that you are being represented by somebody who has done this before and knows the market rate terms.  For lack of a better expression, you might get crammed down in your first round, which is not very smart.
	I represented Blackboard on all the term sheets in the first venture round and beyond.  You have to pick your fights, so to speak.  What that means is that I look at the world in two different ways.  On one side, you take the terms in the term sheet and you divide them up.  You look at issues that confront you from the founders’ perspective, those that confront the company, those that confront the other investors and those that confront the employees.  You look at issues about control -- founder control of the company, for example.  After all, it’s your baby, and the question is, how are you going to keep it that way?  It's not always that easy, especially in a marketplace like this.
	On the other side, you look at the big points, you look at the little points and you look at the ego points.  You have to realize that at a certain stage, to get a term sheet, it's not about ego.  The ego points have to come off the table immediately because you're not going to get anywhere with them.  Then, the question is the big points and the little points.  What might be a big point to the company is a little point to the other investors and a little point to the founder.  At a certain stage you're going to get a term in there like liquidation preference.  You know it's going to be in there.  The question is, what are the parameters?  From a founder's perspective, you are not really that concerned, but someone is going to get rank and seniority.  To the other investors it's a very, very big issue.  You have to put things in perspective.
	Some other examples.  To a founder, to the person representing the company on the term sheet, you are looking at co-sale rights; you're looking at participation and personal preemptive rights; you're looking at board seats and who is going to be on the compensation committee.  They're going to set your compensation going forward, an important aspect to the company.  Who is going to be on the audit committee?  What does the liquidation preference look like, and what is the participation cap?  If it's unlimited, there is nothing at the end of the rainbow for the common shareholders, so where is the incentive?  Those are issues that might not have a lot of importance to you as somebody who is trying to get money in the door, but they might have importance to people who previously funded your company.
	Then there are other things that employees are very concerned about and will be asking you about.  They want to know: What is the size of the stock option plan?  Is it included in this round?  What's the max?  Who is on the board?  We came to work with you, so are the founders going to be able to retain control?  There are certain things that affect different people, so you have to chisel them away.  There are big points, little points and ego points with respect to each one of those groups.
	From my perspective, obviously, valuation is a huge thing, but, in today's marketplace, getting the deal done is the most important thing.  When it came to big points, I used to have a list of 10 or 15 things.  Now it's like three: valuation, structure and rank.  Are there warrants in it?  Because every time the participation cap liquidation preference increases, there is seniority or there are warrants, and both the structure of the deal and the rank of the actual security being issued have valuation overtones.  At the end of the day, when you actually calculate the cap table three years out and you are looking at your pro forma and what that investor is going to hold, assuming X, Y and Z, the valuation is a lot different than the number that they put in the term sheet.  They say, "Oh, we're going to give you a $10 million valuation based on the following...."  After you do the math, it's really a $3 million post-cash valuation.  Again it's looking at those factors.
	Those are on the big side -- structure, rank, liquidation preference and participation cap.  Participation cap is most of the securities that get issued in today's venture deal is a participating preferred security, meaning that, in addition to our liquidation preference, what we've invested plus a dividend right, we get to participate on an as-converted basis with the common shareholders.  If there is ever a cash event or liquidity event, if it's an unlimited participation cap, you just diluted the common ownership significantly.  So, when you get through the first round -- if you're smart enough to realize in the first round -- "Can I set a cap?"  (If you have that sort of weight, anyway, you should be so lucky…)  In the second round, you might want to be negotiating a participation cap, after you've gotten 2 times your investment, then you sit aside and let the common shareholders take over.  
	Another large point is board of director composition, and it's actually a very, very big point.  Say you have three founders in the company; is only one going to sit on the board with three investors?  If so, you have effectively just given control away.  If you have $5 million in the bank and can't write a check larger than $50,000 dollars without having to go back to the shareholders, it becomes very, very cumbersome.  That might be perceived as a little point, but some of them have large ramifications if you know they’re coming down the pike. It goes to a control issue.
	More little points.  Qualified IPO price.  Unless you're in mezzanine financing, you are going to set something as a market rate.  But for somebody to say “I need 200 times my investment before we're going to waive something,” that is craziness -- 150%, 200% -- there is a price at which the investor can actually not be in control and you can force conversion if you're going to be going under an IPO.  People might say, "You should be so lucky to get to an event that is a qualified IPO."  In reality, it's a little point that you do have to pay attention to.  Antidilution calculations.  Weighted average antidilution was a standard.  Now people are moving towards full ratchet antidilution, which means that when you do a down round, how do you true up the investors to compensate them for the lower valuation?  In full ratchet antidilution, you are going to give them the full benefit of the lower price and give them more of the company.  In weighted average, you are going to look at how much you just raised, do a calculation and true them up -- I wouldn't say nominally -- but you true them up to keep them whole, but not in a full ratchet sense.  Again, a little point.  Important to pay attention to, but, obviously, not to draw your sword over.
	Then there are the ego points.  Dividends.  “I'm going to pay you 8% a year in stock?”  Um, 8%, 5%, 12%, what is the number?  It doesn't matter -- close the deal.  Mandatory redemption.  Every term sheet has a mandatory redemption period in it, meaning that if you have not gone through liquidity (you haven't been bought, merged, gone public, whatever it might be) it used to be that the standard was seven years mandatory redemption.  We would all sit back down at the table and figure out, “How am I getting my money out of this? What is my exit strategy?”  A small point, but I've seen people make it a big point.  “You're going to force me back to the table in seven years?”  If they are forcing you back in 24 months, that is a bigger issue.  It probably rises to the tone of a little issue, because you can renegotiate that if you're in a position of strength. But, again, it's an ego point.  Registration rights.  Always, in a standard deal, there is a market rate.  They’re called registration rights (reg” rights in the short form).  There is a lot of different lingo for this.  Without getting complicated, it's an ego point.  The investors are going to get reg rights, and it doesn't matter.  You give them up.  Hopefully, if you're smart enough, you're dealing with a representative who is representing you, a lawyer who knows what the market rate is and keeps it intact. It's an ego point.
	To recap, you look at the issues, who they confront and then you divide them up into big, little and ego.  You drop the ego very quickly and you get the deal done.


the audience: q & a

Mr. Sherman:  Thanks to Kevin, Rusty and Andrew.  Lots of great advice there.  Lots of insights on specific terms and conditions, and, most importantly, we left plenty of time for Q&A to get interactive.
	One of the themes today is the cramdown.  The term actually came out of bankruptcy law, and it's used as a term to quiet dissenting creditors who don't like the restructuring plan or the pay-out plan.  It's designed to cram those terms down their throat.  Now, in the last 18 months, it has been used to cram down entrepreneurs who are desperate for the next round of capital.
	Before we get into Q&A, I have brought you something. This is an excerpt from the book that is kind of fun: How the venture capitalists interpret your presentation in today's markets.  Just follow along. The first phrase is what you say, the second is what VCs know that you really mean.

When you say:	They're thinking:
The product is 90% complete.	You've got a name for it.
We've got leading edge technology.	They can't make it work.
There is limited downside.	Things can't get much worse.
There is a possibility of a shortfall.	They're at least 50% below plan.
Proven technology.	It probably worked at least once before.
We are repositioning the company	They are totally lost.
	in the business model.
It has upside potential.	It's probably stopped breathing.

	I just want you to know that your words -- and how you choose them -- may be interpreted differently.
	We'd like to get interactive now.  We don't have our normal mikes in the audience, so the three formats are to stand up and ask the question, in which case I'll repeat it; hand me one of these cards; or send me a smoke signal.  We want to make sure that we leave here clearing up any misunderstandings that you may have.  Maybe some of you were tired, but there were very few hands that went up when Rusty asked, "Do you know what a cap table is?"  If you are going to do business with investors, you are going to have to know these terms inside and out.  Understand them, and understand the impact they'll have on your company.
	I've already got three questions here, so why don't I start with those.  “What are the venture capitalist's or angel investor’s feelings on a startup that gave too much equity to non-full-time consultants early?  Do they care?  Is it a deal killer, or do they not care where their percentage comes from?  Does the entrepreneur try to renegotiate with these consultants prior to coming to the venture investors?"  Then they add, “Will a venture capitalist or angel run from a deal that has a legal equity dispute?"  I'm pretty sure I know the answer to that one.  Gentlemen?

Mr. Burns:  Believe it or not, we care largely about the incentive structure for the founders, the management and the people who are pulling the oars.  They're going to actually build the business.  If they're performing, it doesn't matter to us.  You have to remember that, as an entrepreneur, your best antidote to all of these provisions is to perform.  If, in working together, we're actually building a great business and we're hitting product milestones, we're signing up household name accounts and we have revenue starting to flow, the tone of what goes on at board meetings is a lot different.  In our most successful companies, no one whips the term sheet out and says "According to Provision 32(b) we're going to outvote you on something."  They actually don't take many votes, you just kind of just keep going.  So, we don't like to see the performing management team that has the great vision and passion to build this thing get their incentives diluted or out of whack.  We can't dilute you down to the point where you say, "Hey, here are the keys.  Knock yourself out.  Have a ball, Kevin.  Hope you are good at programming and selling."
	We don't actually want to do anything ourselves, so one of the dirty secrets is that we have to maintain motivation.  Now, if these stupid consultants have taken off a big piece of the equity pie, we view that as a very big problem, particularly any stake-holder that is not in the company doing something valuable.  We might just not invest because they screwed up your equity situation, or we're going to have to go in and retool it with great difficulty.  You have to think of the amount of capital you need to go the distance.  You may be raising a $1 million round, but, if it's a software product, to go the distance it might need a $15 million sizing over three rounds.  If it's a big fiber optics deal, it could be $50 million.  Who knows?  So, there will be other rounds, you may get diluted and here are these stupid consultants who are no longer doing anything, sitting out there with 4%, 5%, 6%, even 10%.  We do view that as a problem.  We may not want to go to the effort to renegotiate the consultants.  If there are legal disputes going on of any kind, if we can't quantify them or get our hands around them, well, you don't ever want to give the VC a plausible reason to walk.  We have thousands of plans and all we have is our capital and our money.  We are actually looking for a reason to stop talking to you, so the fatal flaw, the fights, the lawsuits, all that goes on the punchlist.  If it's too heavy, they might just say, “Oh, forget it.  Too messy.”

Mr. Griffith:  I would add that when you are paying a consultant with equity, don't think it's the cheapest way to do it.  You could be misleading yourself into thinking, “I can pay him $10,000 in cash, or I can give him 10,000 shares, say 2% of the company.”  Equity is not going to be cheap.  Generally speaking, I agree with Kevin.  We don't really like to see a lot of consultants as shareholders.  It's going to hurt you more than it will hurt us because we are going to get our share, whatever it is, based on fully-diluted common.  When you've got a lot of stakeholders who have absolutely no connection with the company anymore . . . well . . . I've seen it where one company had a name for three consultants who had an enormous amount of shares because they thought it was so cheap.  You just give them this piece of paper that says they own X number of shares, and they're done.  They ended up calling them ”the boys” because they ended up being such big problems.  They were not helping the company anymore, but, at certain times, they would crop up and create issues.  From our perspective, they're going to get diluted along with any other ownership, but, more importantly, the biggest issue that we would have is that they may be diluting the founders more than we would want.  Then we have to try to figure out something to do to keep the founders and key executives incentivized.  If we can't do that, then you really create a problem for yourself that may not show up until a year or so later.  I would caution you against using equity to pay vendors unless it's a true value proposition for you.

Mr. Rosen:  Friends have asked that same question, and I've always thought that if an advisor or consultant is asking for a percentage of the company, they're asking for too much.  “For 10% I'll do the following.”  You don't want to be talking in those terms.  It's the wrong conversation because, at the end of the day, you are setting a valuation.  If they are going to be putting in 100 hours, their consulting rate is $200 an hour and you are giving them 10% of the company, you've just set a valuation for your company.  It may be a good valuation, but most people don't recognize that.  They say, "Oh, for 10% of the company, are you guys going to hook me up with this market and this and this and this?"  At the end of the day, it's a valuation set and it can be used against you.  Venture capitalists will look at it as a dilution to your ownership.

Mr. Burns:  You can also paint yourself into a corner on your stock option plan, which is the big juice to get world-class employees to leave their safe jobs and come work for you in your risky environment.  The juice in that plan is the strike price, and it’s the desire on all of our parts to keep the strike price relatively low for as long as possible.  If you give some consultant 10% of the company and say you're going to value yourselves at $100 million, then your friendly accountant says, "Congratulations, your strike price is now up here because you have a common stock transaction at a high water mark."  You've done yourself a great disservice.

Mr. Sherman:  The only thing I'd add to reinforce all three of those perspectives is that the last part of the question was, “If you have a legal dispute over equity, is that a turn-off?”  It is most definitely a turn-off, as you've heard.  I would suggest that you sit down, hopefully not with Uncle Fred, as Kevin talked about, but with counsel that really understands cap tables and disputes over cap tables.  Get those things resolved before you sit down at the presentation.  Be able to look Rusty and Kevin in the eye saying, "Yes, there might have been issues before, but we got them resolved.  We now feel good about who is in the company, who thinks they should be in the company, at what percentages and the value they provided to the company for that stock."
	Well, our cup runneth over.  There are now more questions in front of me than we've got time for, so I'm going to have to edit.  One is, “What about investment bankers, why are you putting them down?”
	I think that was related to my comment about my grandmother.  I would not put down my grandmother, nor would I ever put down an investment banker.  It was merely to say that if you think of everybody stepping forward in line, angels conducting themselves more like venture capitalists, venture capitalists conducting themselves more like investment bankers from the perspective of due diligence, then investment bankers have no one left to mimic.  They step over, if you will, and say, "We are going to be on the sidelines for a little while with respect to the public markets."  So few deals are getting done in public markets that a number of investment bankers I know are really waiting on the sidelines or refocusing on other kinds of transactions, whether it be private equity transactions or M&A.  That is all I meant by that comment.
	Let me raise this issue to the panel about private equity investment bankers and finders or intermediaries.  What happens when someone other than the principal brings the deal to Rusty or Kevin and is expecting a large finder's fee or cut of the equity?

Mr. Griffith:  Generally speaking, we don't want that.  There is plenty of opportunity for you to come directly to us.  There is no need for you to pay up to 7% of the deal, because we're not going to pay it.  That means that if we were to fund you and you paid this person a broker's fee, we are, in effect, paying it, and we are not going to do that.  There is no reason for us to do that today.  So, generally speaking, we are not going to deal with a brokered situation.

Mr. Burns:  I would agree, particularly if it's early-stage, first institutional round or second round.  If you happen to be late-stage mezzanine, maybe, and that is out of our investment window.  When I see a fancy book with all that legal stuff in it, I think, "Oh, God, there is something weird going on here.  It's going to be high value and out of our investment window.”  Usually, that is the kiss of death and would get thrown in the round file.

Mr. Sherman:  Everyone, by show of hands, know where the round file is located?  I think everybody has got that one.  We can go back over cap tables, but round file is clear.
	Since we have so many questions and I don't want to discourage the hand-raising method, I'd like to volunteer that after the session we’ll go through any questions on these cards that we don’t get to and look for common patterns.  Perhaps, we can answer some of them on the Netpreneur Web site.  I'm hoping I can draw from the expertise of the panel as well.  It's obvious that we've touched on a lot of points which people are unclear about, and the questions range from very basic, such as “Where can I learn more about capitalization tables?” to some that are very specific.  I'm trying to edit these and look for questions that I think would be of broad applicability and interest as we go.  So, check the Netpreneur site for more answers.

Mr. Rosen:  Andrew, if I can return to the question about consultants for a minute, law firms, especially from the West Coast, have an interesting model.  They might defer some fees, say 25%, and say, “At the next round of financing, whatever that price is, you let us convert that 25% of deferred fees into the round.”  That is a way of keeping a consultant honest, because (a) it sets it at the round, and (b) it also lets them waive 100% of their fees at whatever the next round of valuation is.  It’s saying, “If you help us get there, and you increase the value, that is your job.”  You make them prove it.  I just wanted to put that on the table, because it's hard to argue against.

Mr. Sherman:  A great point.  Here’s a good question.  "How do you keep liquidation, cramdowns, down rounds and other bad things from making employee options essentially worthless?"  This is a very hot issue.  A number of companies have redone their option plans recently, as we’ve seen reported in the press.  Everyone is clear on the option plan when the strike price is at $40, but the stock is trading at about $12, so employees aren't coming to work every day thinking, “I'm going to get rich.”  There is a disincentive.  I'd like to get the panel to comment on this issue.

Mr. Gross:  Andrew, to further the question, since I wrote it, with all the liquidation preferences, cramdowns and such, the real factor is that you can have $20 million, $30 million, $40 million in preferences, depending upon how many rounds, before the options are worth anything.  The question is, how are companies beginning to deal with that since, in the history of all the rounds and with cramdowns and liquidation preferences of two and three times the investment, you take $5 million, meanwhile liquidation preference says you've got a $15 million overhang before those options produce anything.

Mr. Sherman:  I was asked, as moderator, to repeat each question for the microphone.  I don't know if I could repeat all of that, but that was Phil Gross from AtYourBusiness.com.  I would guess that one of the more insightful questions would come from a veteran entrepreneur like Phil.  The essence of the question is: With so many different financing events and different valuations happening even before some of the options vest, how do you deal with what is essentially a moving target?

Mr. Burns:  I'll take a cut at that.  First, I'll go back to something that Andrew Sherman said: a lot of employees' expectations and venture capitalists' expectations are still living in the bubble of 1999 and 2000 when you were on a quick cycle to go public or be bought at some great value.  A year ago, if you had asked many people, "How long will that take?  What is your time horizon for creating value?" you'd have heard a lot of, “We’ll get rich in 18 months, 24 months, whatever.”  Before my venture capital career, I started a business in this area, a software company, in 1982.  We started from scratch and we went public in 1987.  Last year, during the bubble, I'd tell entrepreneurs that and they’d say, "Oh, gee, that's terrible.  Were you retarded or something?"  It's better just to accept the bubble as a total aberration.  There were things done and said that border on lunacy.
	Rather than trying to do delta management of expectations to the bubble, just jump back onto the way it always was, working on the fundamentals.  When we invest in a company, it might take four or five years or so.  When you look at some of these products to be built . . . I've even heard tell that some of these technical products can be late (laughing).  Sometimes it's release two that might get the bugs out and hit the target market.  We looked across our portfolio recently and 75% of our portfolio had morphed.  If you read the original business plan, they're still in the same space and the product is kind of the same, but there was an epiphany or serendipity that took over.  You have to have room for that.  I think that employees and venture capitalists and everybody else need to understand that we're going to run a mini-marathon here; we're not just going to get rich.
	That puts some of your question into perspective.  However, I'm aware of several rounds in the bubble where $40 million, $50 million, $60 million of liquidation preference had stacked up.  Arguably, the company is doing a down round.  Management is not stupid; employees aren't stupid.  Maybe if we did a good job in two or three years, we might sell the company for $70 million or $100 million.  The venture caps are actually stepping up and writing off, waiving a chunk of the liquidation preference.  In the case I'm thinking of, it’s 50% -- knock the $50 million down to $25 million to allow for new money to come in, then give the new money a reasonable liquidation preference and kind of start over.  If you like the management and the employee culture, then the venture capitalist should be able to give a little to get a little.
	Many times, in concert, you might do what we used to call a re-price.  Now it's called a swap out of old stock options.  In the case I'm thinking of, there is also a swap out going where you trade in your old options.  Six months and a day later you get back new options.  A really enlightened, heads-up partnering kind of approach would, if need be, restructure the whole set of incentives, liquidation preference, strike price, option program and the like in exchange for a second effort, third effort, a fresh slate to break through and make the good idea prevail.

Mr. Griffith:  Yes, I agree with Kevin.  All over the last couple of years, the private equity markets, just like the public equity markets, experienced what Alan Greenspan referred to as “irrational exuberance.”  The feeding frenzy drove valuations way beyond what a rational person would believe possible.  When you are looking at companies that have no revenue, valuations of $50-$60 million and some of them having no sign of profitability anywhere in the near future, that doesn't make sense.  Business has to be profitable.  There is still a lot of pain to be felt from that exuberant bubble that we went through.  The way to fix it is going to be through some negotiation.  What is in the best interest of the company?  If the company is still solid, if your investors are still bullish on the company, then that is a time to negotiate with them and say:  “Look, we've got key employees who are getting a little concerned.  Their options are under water.  We can't possibly convince them or other shareholders of the value of the company to them because of all these liquidation preferences stacked up on top of us.  Let's try to work something out.”  You might have some sort of recapitalization of the company.  That would probably be your best alternative.  If you've maintained good relations with your investors, which I'm assuming you all do, then you should be able to start to work something out. It's in everyone's best interest that the company succeeds.  No one wants to drive a company into the ground out of spite.  It makes no sense.  But, at the same time, if you haven't solidified and continued to build the relationship with your investors, then you're going to have a little trouble going forward trying to do things like that.

Mr. Rosen:  My only comment is a very rational way of addressing the issue.  If you are asking the question in terms of what do you tell the employees when there is a liquidation preference stacked up, it's a very difficult conversation, but you look at them and say, "Would you rather me not take the money?"  That means your job is gone.  Then you start building value from where the value is last set and you increase the value.  You get there together, and it's part of the impetus.  I don't mean to be so harsh about it, but it comes down to: Do you not take the money because the liquidation preference is going to be too high?

Mr. Sherman:  I think Phil Gross has won the best question award and gets the book.  We're going to take one last question to wrap up, and it is a good one to end on because it deals with relationship issues.  How much monthly face time with management should a venture capital be providing in support?  What should I expect to find on this issue in the term sheet?

Mr. Burns:  On frequency of the monthly board meeting, where it seems like the prep time always comes up and you're spending all your time prepping for some board meeting, for early-stage companies we actually like a monthly flash call.  It is just kind of like: Where are revenues?  Is the product on track?  New employees?  Just a very pithy discussion you could almost email out.  Literally, a one-hour call.  If you have a good plan with good milestones, then you can get into a delta mode or a variance mode instead of describing everything that is happening.  Just a quick commentary like, “We're off track here.”  Actually, venture capitalists deal with directness and bluntness.  Maybe it's just the way we're brought up or something.  You just say, "We're off plan here by 25%, and here is what we're going to do to try to fix it.  Here is what happened."  VCs will say, "Hey, okay, they're on top of it."  What we hate are things sneaking in, "by the way," and you find the stink.  Don't let venture capitalists discover variances as to how the business was agreed to be unfolding.  Do monthly flash reports, then every other one in person.  Maybe you're having six face-to-face meetings.  The most important meetings I have are the ones in between, where they'll call me.  My best companies call me and say, "We're struggling with issue X.  Can we have lunch, breakfast, a drink or something?"  They’ll ask, "What do you know about X?  Who do you know at Y?"  A lot of the real value-add is held in between the board meetings, through some quick email exchange.  Our best companies do it that way.  Our worst companies never call.  We always have to call them.  If they do call, it's something weird or something that you just know is going to be a fiasco.

Mr. Griffith:  Need to make payroll.

Mr. Burns:  My assistant comes in and says, "So-and-so is on the phone."  I cringe.  These are just little secrets of venture capitalists.  You say, "Show me your expense plan.”  Postage: $52, Pencils, Pads, Telephone . . . . I say, "Where is R&D?  Where is sales?  Where is marketing?"
	"Oh, well, we don't do it that way."  You want to create a business plan that actually is reflective of the operational dynamic of your business model and hold yourself accountable to tracking how that goes.  Then you are probably off on a much better footing with your venture capitalists than just making them guess at what is happening.

Mr. Griffith:  Minimum would be once a month through the board meeting, but I would want to emphasize one point Kevin made.  You pick up the phone and you call.  You can't expect that a VC is going to be pinging each and every one of its interests on a weekly basis, a biweekly basis or even monthly.  You need to call.  Use the resource that is there.  If you selected the VC, and if you did your homework, then you picked a VC you wanted to partner with for your business. That is the person you can go to who, if they can't answer the questions or provide you with the information you need, they probably can find it.  They can connect you with a resource that can help you.  Don't hesitate to make use of your VCs that way.
	On the flip side, that doesn't mean call them every day asking some fairly simple questions that, if you continue to ask them, it indicates to us that you really haven't a clue about running a business.  You don't want to do that.  The flash report, as Kevin referred to it, could be very valuable in communicating with a VC, but make the flash report meaningful.  Don't have a line that says "Revenue," and then every month it says zero, zero, zero.  That doesn't do anything.  You need to understand what the drivers of success for your business are.  Early on, it's not necessarily going to be revenue.  You may not be looking for revenue for another year, year-and-a-half.  It may be filling out your staffing plan.  It may be that you are able to obtain some favorable lease terms for equipment that was critical for development of your product, or that you landed some sort of partnering contract.  These are things that are not necessarily found on the financial statements that will indicate whether or not you are moving your business forward and being successful.  Those are the sorts of things you need to identify.  Those are the sorts of things you need to communicate with your VC.
	I'll tell you one pet peeve I have with financial statements.  I get the financial statement, open up the file, print it and I get like 105 pages.  That is one thing that can waste a lot of time. Often, I won't even look at it because it's just a waste of my time to have to figure out how to pull all that together so I can make sense of it.  Make sure that when you send information, it's good information.  It's needed information. Don't show a level of detail that is totally unnecessary.  Show a level of detail that is meaningful for the VC.  Ask, “What do you really want to see?  What level of detail?”  Don't just assume you know, and go from there.  Make each communication with your VC meaningful, because it will pay off for you later on.  It really will.

Mr. Burns:  Backtracking just for a second, Rusty made me think of this.  The really powerful thing is key business metrics.  In every business, great businesspeople don't wait until the end of the quarter for some accountant to come with a historical report.  They have the five things that matter, that you can just write on a bar napkin, day-by-day as your business is moving forward.  You don't create them for your venture capitalist, you use them for your own management team.  Is the beta release moving forward?  Has it passed validation?  Have we hired these people?  These are your own business metrics that let you know that you're making progress.  If you use them with your VCs, you can save work and effort.
	My biggest one is: Will the dogs eat the dog food?  I always go to R&D at my companies and everyone says, "This thing is fantastic.  We've put in some special vitamins.  It's going to make the dog's coat shiny.  In fact, when they eat it, it cleans their teeth."  This thing sounds fantastic, but, if you got a bowl of it and brought it over to a few Dobermans, a German shepherd and a couple of Labs, do the dogs eat the dog food?  Often underutilized in pitching your plan and at board meetings is just your customer anecdote.  Your win/loss.  “We called on Ford Motor Company and they are going to bring the product in.  Their value proposition was X and their cost justification was Y.  We don't have the order yet, but we think that this thing looks good.”  When you are starting a business, if Ford Motor Company buys your product and rolls you in, even if it's experimental use, you're on the map. You know that the stuff works.

Mr. Rosen:  As Kevin was saying, we call the five issues a “dashboard.”  In the last round of our financing, one of the first diligence questions was, “What is your dashboard?”  That is, how do we measure the success of our business to see where we're falling down and where we're not.  It's an interesting question because it was almost a self-deprecating question: How do you know when you're not succeeding?  It's our dashboard.  So they looked at our dashboard and said, "How do you get information into the dashboard?"  It tells them tons about your business, how you run it and how you interact with your people.  That was the first time we've ever been asked that question.  Then, "What are the drivers into your dashboard?  How often is it updated?  What are the processes and procedures around your dashboard?"  That was in addition to having marketing consultants out of Boston test our business plan and accountants out of Chicago from Andersen test our business model.  It was probably one of the tightest, most interesting and telling questions I've ever seen.
	Going back to the question about accountability issues.  When we started out, our board meetings were every six weeks, then we moved them to every two months after the first year following our first venture round.  Now we meet quarterly.
	From a leverage perspective, how do we work with our investors?  I speak to different investors from a leverage perspective four times a week and I know that Michael and Matthew are doing it more than I am.  The stakes are going up.  The relationships are getting greater.  “Who do we know here?  How do we grow the business? How do we grow the revenues?”  Those are the investors.  You want to be surrounded by people who have the time for you and want to help you grow the business.  Like I said, accountability.

Mr. Sherman:  Great advice.  To close out the program, I want to introduce you to my friend, a genuine asset and leader in the entrepreneur community, Mary MacPherson, Executive Director of Netpreneur.

Ms. MacPherson:  Thank you very much for your time this morning, and for volunteering to answer some of these questions that did not get answered yet.  I'd also like to remind everyone about the resources on the Web site, including Andrew’s handout, Anatomy of a Term Sheet: Venture Capital, An Overview of Trends, Strategies and Structural Issues and the piece that Kevin did with Larry Robertson of Lighthouse Consulting,  An Entrepreneur's Guide to Raising Private Capital.  It really takes you step by step through the process. There is also a glossary that will give you more definition about some of  the terms you've heard today.
	Again, thank you very much.  We will see you in June at the next program.


