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mary macpherson: welcome

Good morning. I'm Mary MacPherson, and I would like to welcome you to Netpreneur's Coffee & DoughNets.
	We realized when we scheduled this event that this is the first time we've been back at this location since July of 2000. I looked to see what the topic was then. It was, “If I Knew Then What I Know Now.” I think that remains a timely topic for many people.
	Before we begin this morning's program, let me tell you about something new from Netpreneur that we think is pretty cool. It's called The Loop, and it's a new email-based discussion group. It's a place to continue the conversations that begin at events like this one. We have a lot of ideas for The Loop, and, to begin with, our panelists have agreed to answer additional questions in the group. We'll be taking questions for the next 24 hours, plus any that we don’t get to this morning, and our speakers will reply over the next few days. 
	Let me also acknowledge our volunteers this morning who help us with these events: Gregg Davis of IIP Solutions, John Kupik of BCA, Michelle Zelsman of Monsoon Communications, and Kristie Helfrich of the Center for Regional Economic Issues, who recently relocated here from Cleveland. Thanks to all of our volunteers, thanks to the Netpreneur team, and, as always, thanks to the Morino Institute for its support. 
	Let's get started with today's program which, also very timely, is about spinouts. Let me turn it over to Dave Sylvester.


david sylvester: introductions

Good morning. Thank you all for coming. My name is David Sylvester. I'm a partner in the law firm of Hale and Dorr, and I'm honored to be here.
	Before I introduce our panel, let me tell you what we're going to be talking about today. I'll start by telling you what we're not going to be talking about. We're not going to be talking about the spin-offs that you read about. That is when a corporation, normally a public corporation, does a distribution to its shareholders, generally on a pro rata basis, for purposes of getting those shareholders some direct value in subsidiaries of the corporation. What we are going to be talking about today is much more timely for this area, and that is how corporations and managers of venture capital take technology or ideas or concepts or even, in some cases, people from existing large organizations and put them out into the public marketplace to commercialize them. 
	That will raise lots of issues, including intellectual property (IP) issues, issues with respect to employees, issues with respect to customers, and a myriad of issues that will result from a corporation taking a subset of its ideas and, in essence, jettisoning them to a new, independent enterprise. That independent enterprise will often need financing, management, and all the other things that a startup will need. Given what's going on in our marketplace, you'll see it happening more and more, particularly with the large government contractors who are taking technology and commercializing it in ways that they've never done before. They're using people like these four panelists to get this technology to people like you and me so we can make our lives better. 
	Let me start, to my far left, with Hal Kennedy, who is VP for Technology Commercialization at Lockheed Martin. Hal's role will be to talk from the corporate perspective, and he's been very much involved in doing this for 30 years.
	To Hal's right is Tom Gilbert. Tom is a co-founder of Blue Ridge Networks and he will be performing the role of entrepreneur. Blue Ridge Networks resulted from a spinout from StorageTek about four or five years ago, so Tom will be able to tell us what issues he addressed and how he has been dealing with the results. 
	To Tom's right is Dr. Jesko VonWindheim, who's a VP and GM of a business unit at CRONOS/JDS Uniphase. He will speak from the perspective of someone who's gone through the process from beginning to end more than once. He will show us a perspective looking through the rearview mirror, including what went wrong, what went right, and how he made it all a success. 
	To Jesko's right is Randy Parker, a Managing Partner at SpaceVest and a very prominent venture capitalist (VC) in the local community who has significant experience doing spinouts. I was told that about 30% of SpaceVest’s portfolio companies resulted from spinouts of large government contracting organizations. Randy will be able to add the perspective of how we value these spinouts, and what the VC and marketing communities will be looking for in terms of success. 
	Let me ask Randy to start, then we'll go to each of our other panelists to give their insights on the topic, then we'll take questions.


ransom parker: the common thread

I want to start by thanking you for your participation in the session, but also acknowledging, to paraphrase Groucho Marx, that any entrepreneur who would sit here and listen to me at 8:00 in the morning is someone I probably don't want to invest in. [Laughing]
	Hal has a follow-up to that later, as we rehearsed this.
	For those who don't know SpaceVest, we're a venture capital firm based in Reston, Virginia. In round numbers, we have $300 million under management. It's actually slightly less than $300 million, but I use that number because we're still marketing our third fund and I found that it's probably prudent to inflate things a little bit—not that the companies we review for investment do that. [Laughing}
	Our global limited partners include corporate insurance and pension funds, such as the Boeing Company, Sofical, Barclay’s Capital, and others. Our focus has traditionally been on space-related technology companies, including telecom infrastructure, data communications networking, integrated networks, and software productivity tools. Our sweet spot is best defined as expansion rounds under which we would commit anywhere from $4 million to $8-$9 million over the life of the investment. Since the beginning of 1999 we've co-invested with probably 50 different VC firms, locally, regionally, and nationally. Our latest fund, which is vintage 1999, is well within the top quartile for performance. We’re pretty optimistic about what we can raise from this point forward. In round numbers, we have $100 million in fresh capital to invest between the two funds. Several of our portfolio companies are spinouts, although I won't represent to you that we grabbed these companies from day zero in terms of their maturity. 
	What I would like to do is set the table for my co-panelists and give you a quick summary of the companies that SpaceVest is involved with.
	I’ll start with CRONOS, and there's a very strategic reason why I'm sitting next to Jesko. CRONOS initially focused on the design and fabrication of micro-electromechanical systems in commercial, government, and university customers, and focused its mission even more when it was acquired by JDS Uniphase. We invested in the company in December of 1999, and it was acquired by JDS in April or May of 2000.

Mr. VonWindheim: April

Mr. Parker: It finally closed in April of 2000 with a significant return for us and the company. We led a Series A round in December of 1999 at $8 million, and we're very pleased with the result. We think that our ongoing relationship with CRONOS and the principals is going to serve to both of our benefits. 
	Blue Ridge Networks, represented by Tom Gilbert, is a company in Chantilly, Virginia, that develops high security virtual private network (VPN) products and outsourced managed services. Their distribution partners include companies like Broadwing, Internap, Dimension Data, and others. We invested in the company in October of last year. We led an $8 million round with a $4 million investment and we're very excited about Blue Ridge’s prospects. They were a spinout from StorageTek in 1997, at which time the core intellectual property, the then existing products, and the core technical team was spun out as an independent organization. 
	Hal Kennedy was involved in the initial spinout from Lockheed Martin in March of 2001 of Xytrans, based in Orlando, Florida. Xytrans is a company that focuses on the development and manufacture of millimeter wave transceivers, integrated transceiver products, and receivers for broadband and two-way satellite telecommunications. SpaceVest was not involved in the original spinout, but we did lead the Series B round which closed in May of this year. We led the $8 million round with a $2.5 million investment. Several other new investors came in, as well as the current investors who participated heavily in the round. Xytrans addresses three key markets , all of which are intermediate or long-term markets, as is every market these days: terrestrial sellers of infrastructure satellite terminals, VSAT, and terrestrial broadband. What was spun out of Lockheed Martin in March of 2001 was the intellectual property and the core technology team. Within the core technology was a substantial investment over probably a 10-year period that resulted in the products that Xytrans has today. 
	I was flying up with Hal last night, struggling for the common thread among these three companies. Why did we do these deals? There are five points that are common to all of them. I won’t bore you with the details of what I think the advantages are, nor will I eat up too much of these guys' airtime, but here are five key opportunities that we saw across the board with these companies.
	The first is from a VC’s standpoint, and, in this respect, you can use the term “vulture” capitalist. We saw the opportunity to take advantage of and leverage the investment that others had made in product development. I'll be very clear, that was mercenary, totally mercenary. Nothing altruistic in it. We saw multiple millions of dollars invested in the various products that the companies had developed in their prior form. We said, “We have to figure out a way to take advantage of that.”
	Another attribute of these three companies was that the core technology teams that had been involved in the development and servicing of these technologies and products were basically intact and were going to be spun out attached to their technology and products. That was key to us. 
	The third aspect was that in each case there were legacy customers who were providing a number of things, the most important of which was third-party knowledge of the technology and products. The technology and products had been beaten around and harassed and thrown up against the wall by actual users, as opposed to being housed in an R&D environment. That also was key to us.
	Related to that was the fact that in all three cases there were contracts in place that were providing—believe it or not—revenue and a certain form of gross margin for the companies prior to our investment. It provided a platform from which to diversify the company into commercial markets. 
	The fifth aspect was the fact that we were able—by virtue of what these folks had done, not by virtue of what we had done—to take advantage of the IP that was housed in these companies, IP that was protected. It was protected first from a legal standpoint, but, more importantly, from a domain expertise standpoint as well. It's one thing to protect the IP from a legalistic viewpoint. You can have all the legal protection you want, but, if you don't have the people who know the technology and the market into which it's being sold, the legal aspects don't mean an awful lot. 
	That’s my summary. I actually have four or five more pages, which was subsumed in 42 slides, but they told me I couldn't do that.


hal kennedy: bridging the worlds of risk

Good morning. I want to thank Netpreneur and Morino Institute, our hosts, for the opportunity to be here. 
	I'm the corporate guy. You can tell because I have the suit and tie on. 
	I have an interesting job. I work for a $28 billion corporation that's aligned—beautifully aligned in terms of decision velocity, marketing skills, risk profile, and so forth—to the customers in the market that it serves, a market which is not venture capital. I am the only full-time person in the corporation who gets to bridge from that corporate culture into the venture capital community, which, when you show up dressed like this, they say behind your back, “It's one of those corporate guys. He's in costume.”
	That actually happened to me. I was visiting one of our spinouts in San Jose not too long ago dressed like this. I typically do not go there dressed like this, but I had other business that day inside the corporation. The CEO pulled me aside and said, “Hal, we love having you here but you can't show up in costume. It just gets everybody on edge and spooks them.” I think they thought I was out there to sell them, which I was not. 
	In a more serious vein, I get to be the interface between the traditional, large corporation and a venture capital community that's often comprised of solo entrepreneurs and small firms—people who, frankly, in many cases, have little or nothing to lose. Frequently we find ourselves at transaction tables as the only party with deep pockets, sometimes by orders and orders and orders of magnitude. We behave in a very introspective way that tends to be slow compared to your decision velocities, although this has been a problem we think we've largely fixed at Lockheed Martin. However, we still tend to behave like that compared to the venture capital world, and we need to do it. We're trying to protect a $25-$30 billion corporation in the process.
	So I'm the bridge to the venture capital community. 
	There are some classic things you need in order to have a successful venture and a successful spinout. I thought I would tick off a few pros and cons, but I will skip the top level stuff because everybody in the room is supposed to know that. You need a really good idea; you need a really good business plan; you need a very good management team; and you need a really good set of VCs. I don't want to dwell on those. You all know that already, I hope. 
	By the way, really good VCs are not just folks with a lot of money. That is a necessary requirement, but not nearly sufficient. Good VCs have market exposure, domain expertise, and a fat Rolodex. They can help the entrepreneurs be successful and develop distribution channels and strategic partnerships. That's what the VCs need to do besides put in money. But you already know that, right? That's one of the things SpaceVest does so well and why, as one of the original investors in the spinout of Xytrans in March of last year, we were delighted to see SpaceVest come into the B round. They brought a lot more than money. Frankly, the inside investors in the A round were very content with the progress of the company and happy to capitalize it through an internal raise. We went outside for more capital, but not for the capital. We went outside for the expertise, the domain knowledge, and help in establishing channels of distribution. We were delighted to have somebody like SpaceVest come on board because they can bring those things to the venture. They add much more value than the difference between the pre- and post-money valuations based on the money they put in. Those are the kind of folks we like to have on board.
	So, having covered the basics, what's the level underneath that makes for successful spinouts from large corporations, and, maybe some dos and don'ts? Mark Twain wrote at the bottom of a letter once, “If I had more time I would have written you a shorter letter.” That's why I'm using notes this morning. I have six minutes to tick this off. So I'm going to work off notes. I usually don't do that.
	The number one issue beyond those basics is one of managerial autonomy. If the parent for the technology is a large corporation, and if the parent is directly involved in the management, they will pull the plant up every six months to see how the roots are doing. You don't want that. In fact, if that happens, you'll kill the plant. You need managerial autonomy in spinouts, and this translates into a minority interest held by the parent. No more than 49% tops, and, hopefully, a lot less than that. 
	In the spinouts we're doing, Lockheed Martin is taking anywhere from 5% to 49% of the ventures, depending on what we think the value is that we're contributing with the intellectual property. We do not want to control; we are not commercial folks, and, usually, we're not skilled in the market domain that the spinout is going to address. We want people skilled in those things to run the company, not us. I think that's a key. If you look at the spinouts of the past, particularly in the defense industry, well, we had a former CEO, Norm Augustine, who always used to say, “The defense industry is unblemished by success in commercialization.” That was the case. The number one fault was that we tried to manage those ventures in the old days, and we're not good at managing commercial ventures. If you're going to do one, get yourself some autonomy. 
	Next is physical proximity. There ought to be a law written about this. Technology transfer success is inversely proportional to the distance over which you try to do it. We like to spin companies out no more than two or three miles down the street from wherever the technology got invented. Typically, if your key people spinout, they don't want to move, and you want access back to the parent for further technology transfer. If you try to do that coast-to-coast, you are going to fail, most likely. If you do that down the street from where the parent technology is, you have a much higher probability of success. Geography matters, and it's not necessarily where the market is; it's where the technology is coming from that could be key. You want an ongoing relationship. In the case of Xytrans, where we spun out technology that the US Army and Lockheed Martin had spent $200 million on by the time it was spun out—this is very mature, very sophisticated technology—we also had $40-$50 million of capitalized lab facilities inside Lockheed Martin to support the technology for the core business. Those labs are available to that small spinout, and the spinout, because it's one mile down the street from the parent company, can drop in, get expertise from the key engineers, and make use of that great capital facility without having to replicate it themselves. This is a big bonus to the spinout, so physical proximity has another payoff, and that is it tends to nurture an ongoing relationship, which I think is very important to success. 
	Next is bi-directional no-hire agreements. Now we're down into the noise level stuff on these transactions, but this has turned out to be critical. We used to write transactions with unidirectional no-recruiting provisions. We were concerned that the startup, once it got going, would try to raid Lockheed Martin and there would be a further brain drain. That turned out to be not so much of a problem, but it's still at least a hypothetical issue. What you see in companies that are less mature in developing their process are one-way non-recruit provisions. It really ought to be a non-hire provision and it really ought to be two-way. We had one very unfortunate incident, and I never would have expected it, A Lockheed Martin manager on his own initiative attempted to recruit back one of the key people in the spinout because his project was falling behind and he really wanted the guy back. That would terribly hurt the spinout. I think it's bad for the relationship, borderline unethical, and just something we don't want to see happen. You can slam the door on that possibility, as remote as it is, by having the provisions work in both directions. The parent shouldn't be able to hire back its ex-employees over some period of time—like two to three years—and the new startup should not be able to go recruiting inside the parent. There is one exception, and this is how they're written, except by mutual consent. Everyone wants to be reasonable. If there are key people who want to leave or there are key people who would help the enterprise, and if that can be worked out between the parent and the startup, fine, let's work it out. In most cases, most people are reasonable, but that needs careful attention. 
	Next is a strong bias towards success. I would say even beyond the traditional bias within the venture capital community that has existed since March of last year when, frankly, the only deals getting done were A deals. A, B, C, and D deals, even F deals used to get done before March of 2001. Now everybody wants A deals and A+ deals. We do, too. Large corporations do not want the public relations mess that goes with failed spinouts. It doesn't take very many failed spinouts to sour both the internal management and the venture capital community on doing more deals. These really need to be successful and need to be A+ deals, and we approach them all that way. We have started 13 companies since 1997; and 12 are still in business. I think that's an extraordinary record because the majority of them came through the tech wreck of 2001 and are still around. It's because of this very strong bias towards success. We don't do dotcoms. We seldom do services companies. We shy away from software companies. This may sound very pedestrian, but we do old fashion product companies that have real products for real customers and create real revenue and real EBIT and real cash flow. That's all we're interested in talking about. If you have something else on your mind, not only don't approach Lockheed Martin, don't approach a big corporate entity. They're probably not interested.

Mr. Sylvester: Before you finish, Hal, let me ask you a few questions. Why does a company like Lockheed Martin do these deals? How do you decide which technologies get spun out? And, are they usually initiated from the top down?

Mr. Kennedy: We're a systems integrator and we're very process driven. I would love to tell you that there was a formal driving process for this, but there was not. It starts any one of a variety of ways. When we are proactive—and we're doing more and more of this—we invite in incubators and VCs and expose what we think are high value, potentially commercial technologies. They give us bright ideas and come back to us with proposals on how they would like to go about commercializing our technology. 
	On the other end of the spectrum we have 145,000 employees. They all have my phone number and my phone rings at least once or twice a week from someone I don't know inside the corporation who says, “Hal, let me introduce myself. I have a great idea and I think it is worthy of commercialization.” We take all of them seriously and review every one. On occasion, the great ideas come from the inside folks. Significantly, though, they also come from outsiders. The typical employee who is dedicated to aerospace and defense believes that they have great ideas about commercialization. Most of them, however, are not in a commercial market. Other than as an avocation, they don't necessarily have the markets completely understood as outsiders do. It's the difference between push and pull. We have technology and we have been spectacularly unsuccessful at pushing it into the marketplace. When somebody from the marketplace comes to us and says, “I need a left-hand threaded fiber optic connector that I can build for less than 20¢ apiece. Have you got a technology that can do that?” That's pull. That's the market talking to us. If we have a technology that can fill that gap, we're onto something. We're more interested in pull than push, but we work it both ways.

Mr. Sylvester: Thank you. Tom, why don't you give us the perspective of an entrepreneur?


tom gilbert: a foreign idea

I was reflecting back five years ago, which seems like an eon when you're working in a startup company, Five years ago almost to this week my partners and I were calling upon a Senior VP at StorageTek to put an idea before them for a spinout. Unlike Lockheed Martin, that company had no history whatsoever of having done a spinout, nor did they have a Hal Kennedy to shepherd those ideas to reality, so it was a foreign idea. 
	I’m trying to think about what we did right and wrong. One of us had been an entrepreneur before, so that helped. It gave us some courage. We were all mid-level management people in a mid-sized company involved in long-term development of intellectual property that we truly believed in. One of the things we did right was to recognize the opportunity for a spinout when it happened.
	The opportunity came about because we had been acquired by a much larger corporation which did not value the intellectual property we were bringing to market. They bought us for another line of business altogether. It took about a year for them to finish digesting us and figure out that they didn't want anything to do with our baby. That gave us about a year to hatch an escape plan. We truly believed in our products. We believed in our customers who had bought the products. Reflecting on Randy's comments about what SpaceVest found attractive, we had existing mature product and we had paying customers. We had a potential distribution channel in the parent corporation.
	We also knew that they wanted to get rid of us. We were a problem. We were a drain on their budget. We were a distraction to their sales organization. Unfortunately, they had existing customers, so they didn't feel like they could just cancel the line of business. 
	We recognized that opportunity and took it to management. The proposition we put before them was, “We will go out and get our own funding. You can lay us off; get us off your books. We will support this product. We will continue to bring the promised new products to market for your core business customers and make everybody happy.” That was such a great solution to a big problem that they did not ask us for any equity or royalties. It was a wonderful situation.
	We valued the parent corporation as a potential distribution partner, so we proposed a cross-reseller agreement. We also knew that mid-level management in our original company would be opposed to the spinout, so we went right to the top and got their agreement before anybody got wind of it. It turned out that there was tremendous pushback which we did not anticipate. The folks who did not come with us valued the intellectual property as well and thought it was a great giveaway. In some sense it was. They gave us this gold brick and said, “Go!” Since there was no heritage of doing spinouts at that company, the right thing to do was to go to the very top management team and propose the idea and get fundamental agreement before any details were discussed. 
	Another thing that we did right was to recognize that we had to protect the intellectual property. We spent a lot of time and effort on it. Hale & Dorr and Dave gave us a lot of assistance at the time, and I think we got that correct. 
	One of the things that we did absolutely wrong, as all entrepreneurs do, was to underestimate the difficulty in obtaining funding. We felt that because we had an existing product that was well-regarded and an existing revenue stream, we would just write a business plan and money would flow in. It did not happen that way, of course. That was a near-death experience and would have had severe repercussions for the parent corporation, who did not protect the customers they were trying to solve the problem for. In retrospect, that was a mistake on their part. To have somebody like Hal doing that work proactively rather than letting it happen by accident would have been the right thing to do, but it did work out well. 

Mr. Sylvester: In hindsight, is there something you could have done in the early stages to make that funding process smoother?

Mr. Gilbert: I think it was lack of experience on our part. We didn't have a clue as to what the problem was, much less the answer. As I said, we believed that we had all the elements for success within our grasp and that funding was not going to be an issue. In retrospect, we should probably have approached potential investors at the same time we were proposing it to the parent company. We should have gotten the VCs to look at it and said to them, “If we did this deal, would you be interested? What are the conditions we need to make happen before we go out the door in order to make this an attractive investment?” 
	As it turns out, there was no taint for lack of intellectual property protection, no encumbrances that prevented that. It was just that the difficulty of getting the funding was something we underestimated 

Mr. Parker: SpaceVest was tremendously advantaged by virtue of that experience. Because Blue Ridge did not do what Tom just indicated in the original spinout, by the time we stumbled across them, these guys had two to three years of, quite frankly, living within their means. That was something we had not typically seen in the companies we were looking at. You're talking about a company and a culture and a management team that focused on living within what cash it could generate to build the business. That's the kind of situation we like to see.
	Tom, you didn't realize that was going on when you were doing it, but that's . . .

Mr. Gilbert: I think we realized.

Mr. Parker: Yes, but not by plan. [Laughing]


jesko vonwindheim: a very interesting deal

Your experience is interesting, Tom. Mine has been one of standing in the middle between the corporation and the investor and doing spinouts by trying to bring those two parties together. I've probably attempted somewhere between seven and ten spinouts in my lifetime. Four turned into companies, and three of those are still operating. One of them, CRONOS, was a pretty big hit. 
	Before I go on, I want to step back a bit and give you a good example of what VCs do to you. I've got Randy sitting beside me here -- 

Mr. Parker: Do for you.

Mr. VonWindheim: To you. I've got Randy sitting beside me with ten pages of crib notes. When we were preparing for this panel we were on the phone and he kept saying, “Now, we have to make this really informal.”
	I had this great presentation I was going to show you all. I was ready to do the projections and everything. We get here, I look next to me, and Randy's got ten pages of crib notes with highlights. All I've got this tiny piece of paper. Good job, Randy, you've done it again. [Laughing]
	To come back to spinouts, what I think it boils down to is a very interesting deal. You have to look at it as a deal, and the deal is interesting because it's a three-body problem. Tom has just described it aptly. He said that perhaps the thing he would have done differently would have been to bring the money to the table at the same time, instead of just working directly with the corporation and going out and getting money later. I absolutely agree with that. I don't think I would have had the courage to do what Tom did . . .

Mr. Gilbert: [Laughing] Or the stupidity ...

Mr. VonWindheim: It does depend a lot on how good you feel about your business, but, typically, the businesses I've seen have a burn rate, and, as a result, you have to raise money. To walk out the corporate door before you've raised that money is a very tough situation. 
	Now, the drawback of a three-body problem is that it's a very difficult deal to do. It's a unique kind of situation because you've got the corporation with their motivations, the new company which is still within the corporation that has its motivations, and now you're bringing investors to the table who have their own motivations. For the entrepreneur in the middle, strategically placed between the corporation and the VC, it is a tremendous job of facilitation. Your chances of failure just in putting the deal together are quite high. 
	You have to ask yourself: Why is the corporation spinning this business out? Well, they're not spinning it out because they think they're going to make a gazillion dollars off of it in the next two years, right? They're spinning it out because it's a problem and they're trying to get rid of that problem. I’ve put together a list of ten or so reasons why.
	To start with, perhaps it's a really lousy business in their eyes. You've got to watch out because you've got to pitch this to investors as something that's other than lousy. On the flip side, maybe it's a really good business and, as Tom mentioned, middle managers are getting concerned about the deal. If someone thinks it's a good business, there's no way they want to spin it out, so, in a spinout, you've got a deal that is usually somewhere between Hell and Nirvana. If you end up in either of those camps, you're probably not going to be successful. 
	I worked for a technology incubator where we spun out a number of companies. My job was to build the commercial side of the business, and, whenever we started with an opportunity, the incubator was absolutely convinced that they had to spin it out tomorrow. They were very motivated because it was costing them money. After a few months, when the commercial business started looking better and better, the CFO would come back and say, “Maybe we should keep this internal because we're going to be making money next year.” It’s very challenging, and it requires a mature perspective within the corporation to make it work. 
	Here’s another reason: maybe the opportunity is not big enough. The folks inside might say, “Hey, I've got the customer. Everything works. It's wonderful.” But when the VCs come to the table they say, “This looks like a $5 million business. Why would I want to do that?”
	Maybe it's only a technology. If you're thinking about spinning out just a technology without customers and so on, that's a very, very difficult play.
	Quite often, there are business opportunities that work within larger corporations because the corporation needs a piece of it in their portfolio—or they did in the past. That doesn't mean that the business unit is uniquely competitive in its marketplace. Maybe it's just another player. That's one of the first things VCs are going to look at. They're going to ask, “What's going to make you unique?” It's not good enough to say, “We've been unique because we're part of a $28 billion corporation and we pick up business as we go along.” There's got to be a unique competitive advantage. It comes back to: Why is the corporation motivated to spin it out?
	Then there's the experience issue. A lack of startup experience either on the spinout team's side or the corporate team's side can be a real problem. I've seen this personally a number of times in deals I've put together. I've spun out a company where we had to put together a management team that was attractive to the investors; and I’ve worked with corporations that were trying to spin out companies with management teams that new nothing about the outside world. It’s very difficult to make that work. 
	There's also a corporate fear of competitive overlap. If the corporation has a concern about the spinout competing against it in the future, you've got a problem. 
	Sometimes a corporation wants too much. I've seen this a lot. Sometimes you own something and you value it a lot higher than people on the outside. As you try to put a deal together, you run into all sorts of problems. I was thinking about this yesterday. I don't think I've done a single deal that didn't fall apart at least once. The ones that were successful fell apart two or three times before we got them out the door. The reasons for that are often related to the negotiation process, when the corporation thinks they've got way, way more value than they're actually bringing to the table. 
	It really boils down to whether the corporation, investor, and team motivations match up. You, as the entrepreneur, had better make sure that they match up. At the end of day, if they match up, you still have to make sure it's a good deal. If all those things don't happen, it's not going to work.
	What are the things that make a deal work? Very briefly, again, you've got that three-body problem. 
	On the corporate side you've got to have a business-focused team that's doing it for a long-term upside opportunity. As Hal mentioned, they have an in-house technology or opportunity that they can't drive forward within their business structure. They should have a good process. Frankly, I've never come across a really good corporate process for spinning out, so that's news to me if it works. I've talked to Hal a little bit and I think that the maturity of his perspective is absolutely awesome for the entrepreneurs within the company. Another thing is patience. These things tend to fall apart, and you have to be patient to bring them back together.
	On the investor's side, they have to be ready to work. If they're just coming in to try to pick up a great deal, that won't be good enough. Usually, these opportunities need to be formed before they actually become viable in the outside world. Dollars have to be available immediately. You would not believe the number of investors I've seen, although I shouldn't call them investors because they come to the table without money. What they're trying to do is to find a deal and then raise some money. Well, thanks, but I can do that myself. There are a lot of these types of folks who don't really have a lot of money and are just looking for deals. That's not going to work. The investors also need patience. I put together a deal a few years ago where the investor was very patient, came back to the table three times and ultimately we worked the deal out, but I couldn't believe that they didn't walk away. 
	Then there’s the spinout team. They have to have a balance of excellent entrepreneurial experience—the operations experience, the product experience, etc. All those things have to be present on the team. They have to be business-focused. Let's forget for a second that you really love what you're doing and you believe in it. Is there a long-term business opportunity here?
	What the entrepreneurs provide that nobody else can, and this is absolutely the key to the opportunity, is the vision to make it happen. The corporation and the investors cannot provide that vision. The entrepreneur or the team is both a facilitator and the ones who bring that vision forward. If they can do that and facilitate between the other two entities, the investors and the corporation, they're going to do very well.
	Thank you.


the audience: q&a

Mr. Sylvester: Let me start with the first question. Randy, given what Jesko said about the dynamic that operates in the spinout decision with respect to whether the idea or technology is valued by the corporation, how do you, as a VC, address it in terms of your valuation, your process, and your go/no-go decision?

Mr. Parker: There are two aspects, one of which is valuation. Let's take care of that one pretty simply. There are all kinds of ways to value your percentage ownership in a company. You can run comps, you can run DCFs, run whatever you want. The bottom line is that the valuation is established by somebody putting a number on the table and a seller accepting the number. Period. So let's put that one aside. 
	The other aspect is: What is the corporate interest in an ownership position in the spun-out company? There's a large red set of flares that go off when corporation X—not Lockheed Martin—says, “We've got this great technology. I've got Joe the engineer and his buddies who think it's terrific. These are the markets to which it can apply and, by the way, here you go.” That's problematic because the bottom line is that if it's that great, I don't think I need to land a division of company X and invest in it without any residual commitment and/or enthusiasm for it. If it’s a situation where the corporation is saying that they’re doing this because it was my birthday yesterday, that doesn't work. In valuation, you get through the comps, the capital structure, who needs what, and you get down to the bottom line: What is the technology? What is the business plan? What's the management team look like? What condition is the technology in? What kind of customers does the technology service now? What can it service?
	Primarily, it’s: What is the management team? What are the attributes of the management team coming out with the technology and/or that can be attracted to the technology?


Q: Tom, since you are in the ultra-secure virtual private network business, which is a very hot sector, why you couldn't go to a customer or potential customer and get funding for your corporation? Hal, why wouldn't you invest in that company as a necessary part of your business, for the Lockheed engineers, for example?

Mr. Gilbert: What we had developed back in 1997 was not widely recognized as being a valuable technology at the time. That was in the beginning of the commercialization of the Internet, when research firms were telling corporations that under no circumstances should they ever put sensitive corporate information over the Internet using any technology whatsoever. We had the technology to do it, but no one would believe us. 
	Our core customers were the US intelligence community who had tutored us in what high security needed to be. We thought that all customers were deep-pocket customers who would just keep buying the product once they had assessed it. Of course, that's not the way it works. 
	We fundamentally didn't understand our own value proposition. It took us, I would say, at least four of the five years we've been in business to truly understand what business we were in. Back in 1997 we couldn't have gone to an investor or even a large customer and put a mature proposition in front of them. The technology was there; we just didn't understand it ourselves. 

Mr. Kennedy: Let me make a couple of points. First, a third of large corporate America is involved, at least intellectually, if not actively, in spinning things out. Of that third, only maybe half have a corporate venture capital arm, which means an interest and a willingness to make investments. Lockheed Martin does not have one. We don't invest in these projects other than licensing our intellectual property. The risk profile of venture capitalized companies is so inconsistent with the risk profile of a person who would buy a share of Lockheed Martin stock that we don't think it's appropriate for us to be investing money in venture capital. If our shareholders want their money deployed that way, they're better off doing it themselves rather than having an aerospace company do it for them. That's one of the reasons we wouldn't invest in a company like Tom’s. 
	In terms of Tom’s product, now you have to start really pulling apart industries. As a generalization, and this may sound odd, the aerospace industry does not compete, per se, on the strength of its computing and IT prowess. Unlike financial institutions and other markets where IT is central to the business and a competitive advantage, it's not so in aerospace. We need good enough computers to calculate the fluid dynamics of the vortices behind the wing of an F-16, but, once we've got that, it's probably good enough. To have bleeding edge IT systems is not in our best interest. As a result, we like to be a second adopter or a follower in terms of IT systems, as opposed to an innovator. We would be interested in a product that, say, allowed virtual teaching and learning or virtual collaboration after it had already been proven in the marketplace. That's why we wouldn't be an investor.


Q: What effect do employees' fears of divulging their intentions to their companies have on the atmosphere of doing spinouts from corporations? Is it something they have to worry about?

Mr. Kennedy: No, I don't think so. By the way, if you look at our population internally, it's stable. I'm coming up on my 30-year anniversary, and the place is full of people like me. Most of us enjoy what we're doing.
	Internally, we are running what amounts to a risk-free environment right now, but I'd hesitate to generalize for the rest of corporate America. In terms of popping up with ideas, I am a safe haven, so to speak, in the corporation. People call me without attribution. They bounce ideas off me. I tell them whether or not I think it can fly. If it can fly, I always vector them immediately back to their bosses. You can't do a total end run around the whole management chain of a corporation by just speaking to the person at the top or the one responsible for these things—which in this case is me—and leave everybody in the middle out. 
	There were some good points made earlier, however, about taking the idea to the top. I have the support of the executive office of Lockheed Martin Corporation. When you talk to me it's like talking to the top. If I say it's a good idea, then it's time to socialize it back down through the chain of command. It has to happen that way. 
	If it's a bad idea, I tell people it's a bad idea. I am known as a blunt guy. I will tell them when I don't think it's a good idea, or whatever the reason is—that I don't think we can raise capital, I don't think we can make it work, it's too core to us to spin out, we don't want to compete with it in the marketplace, etc. At that point, they go back to their day jobs. I think it's a risk-free process we have set up.

Mr. Parker: The only comment I make on that is if the generator of the idea of the spinout has fear of introducing the notion internally to the corporation, then it's highly likely that individual needs some EST training or something else to deal with what's going to come down the road. That's nothing compared to what these folks will have to deal with later.


Q: It's refreshing to see folks in tech commercialization looking for real products, real revenue, and real technology again, rather than some dotcom, pie-in-the-sky investment. Hal, I have a question for you regarding GlobalStar. Lockheed Martin was involved in a consortium to build voice, data, and GPS in its GlobalStar consortium. Can you talk about where it went wrong since it's in bankruptcy?

Mr. Kennedy: Not very well. I’m the guy who starts entrepreneurial ventures. GlobalStar was not quite in that genre, so I'm pretty far removed from it. That's sort of a mega project. I do micro projects, by comparison. That one came out of the notion of growing one of our businesses into adjacent markets. My notion of it, from a position very far removed, has been one of market timing. Like a lot of other people, we didn't understand that the tech wreck was on its way, especially in telecommunications. Read the story about MCI on the front page of The Washington Post this morning if you want to see another $3 billion fiasco in telecommunications. We didn't understand what was about to happen any better than anybody else did. I think that's the root cause of what got us in trouble.


Q: We talked about the constituencies of stakeholders—management, entrepreneur, VC, and, to some degree, the employees. What about the customers? How do we get them involved in the process and what issues do you need to address in spinouts to make sure that they're comfortable?

Mr. Parker: From the VC standpoint, you figure out what core customers you want to have working with you for the longer term, and that’s not necessarily from a revenue standpoint. This is a VC telling a company what to do, but, bottom line, it's a much longer term proposition than surviving on the second day of the spinout with a residual revenue stream from a customer base that isn't really focused on the company's long-term business plan. If there's a focus on the customer base, focus on those who have beaten the alpha, beta, and production form of the product and, secondly, who understand the product and services vision over time. In terms of priority, third is how much revenue they're generating for the company on day one of the spinout.

Mr. Gilbert: One of the things we did prior to the spinout was to approach our single largest prospective customer for the new spinout product and asked, “Would you still buy it from us as an independent little company? We're about to do this. Would you still be our customer?” This was a large government agency, and we were concerned that they wouldn't do business with us. We got completely the reverse reaction. They said, “Great, now someone will actually listen to our requirements.” It was perhaps a bit naive on their part because they were anticipating that we had funding lined up. They are still a very, very good customer of ours, I'm glad to say, and it worked out well. We chose them strategically because they were also the single largest government customer of the parent corporation’s core business. It was sort of an indirect three-body arrangement in the sense that, I won't call it blackmail, but the whole value proposition to the parent corporation was that we were going to support this customer with a product that we crafted for them. We said, “If you cancel us and don't let us go forward, you're going to disappoint your biggest customer.” That was a way to reinforce the value of the product.

Mr. Kennedy: We had a very interesting experience with this about three or four years ago when we acquired Loral. Loral had a contract with a government customer to provide oversight on the work Lockheed Martin was doing. When we acquired Loral, we were in an immediate conflict of interest and we had to work with our customer. We essentially spun out that contract, but it was a large one with a lot of people on it. The first question was: Is there continuity in the contract and will the customer do business with us? The customer was vocal and said, “Yes, but I want the work force maintained. I'm really buying the intellectual capability of those people on this contract, and I want them taken care of.” Lockheed Martin felt the same way. They were our employees that we were about to divest, and we wanted them taken care of. We were in an auction process and we put at the top of the list of things the bidders were to supply to us: How do you plan to treat the employees? Price was not the first criteria. The offer we actually accepted was not the highest price offer. We accepted a lower price from a company that offered a better package to the employees. From an ethics standpoint, it's the way we would like to be known, but it's also the way the customer wanted it handled. Price is not always foremost. Maintaining the integrity of the operation as it supplies the customers is the number one criteria. 


Q: Hal, you said that 12 out of your 13 companies have been successful, which is a very good statistic. Congratulations. On the flip side, are there another 13 out there that you potentially missed by having such a high hurdle rate? I've been in London for the last four years with two incubators, and I’ve seen corporations invest $10 million in a company, where I think that if they had invested a million each in ten companies, they would have had three great companies rather than one mediocre one.

Mr. Kennedy: Yes, it depends on how you want to design the process. First, we don't invest other than putting in our intellectual property, so that sets up a very different dynamic. It's back to pulling plants up to see how the roots are growing. I think that when parents start putting $10 million at a clip in the companies that are spun out, they tend to over-manage them. Billion-dollar companies just have this nasty habit of choking on $10 million investments, and it creates too much oversight between the parent and the licensee or the spinout. 
	Do you do a lot of deals and take your lumps in a fairly high failure rate, or do you do a small number and hit home runs? We've elected to cherry pick like crazy and only hit home run balls. That's why 12 of the 13 companies are still in business. The record for defense commercialization is so bad that we made a conscious decision at the beginning of this process in 1997 that we would definitely cherry pick. We’d be more than willing to let a few good ones go by in an effort to shore up the notion that this can work, and that the process is, in fact, possible.
	Some people are in a different position and have the ability to suffer through some failures and be able to say, “Look, it's venture capital. Two out of five succeed and our track record is average. That's all we ever ask for.” There are other corporations that can probably sustain a hit ratio like that better than we could. For them, my advice would be, yes, do classic venture capital because, to your point, you're missing a lot of good ones if you only do the best ones.
	By the way, nobody knows for sure when they start which are the good ones. You can be too risk averse.

Mr. VonWindheim: You definitely want to pick the winners. Who's got the time to work on failures, right? My perspective would be that you take the ones that are going to fail and try to make them fail early. [Laughing] Pick the winners and go forward. The only ones who have the fortitude to have this portfolio are the people with the money, because, to some extent, money is what they're putting into it. VCs actually spend a fair bit of time, too, on boards and so on, but, from their perspective, if they've got a portfolio that's got some losers and some big winners, they’re doing fine because they're making their IRR. You, as the entrepreneur, have five years invested in this thing. You've only got one shot in those five years, so take Hal's perspective. I would rather let five go and find the one that's a gem than the other way around. I can't split myself into six people. 


Q: When undertaking these corporate spinouts, do you incorporate put or call options to reacquire the technology down the road? If so, what features would you incorporate, and what are the advantages and disadvantages of those components to a transaction?

Mr. Kennedy: We do what you suggest, but we go at it in a different way. It's probably easier for a defense and aerospace company than for most corporations to separate the fields of use and wind up pretty assured that you’re in a noncompetitive scenario with the spinout. What we tend to do is withhold, or “clawback,” or keep back defense and aerospace as a market and license the rest of the commercial opportunity to the other side. As a result, we're typically not in competition with each other. We typically start the deals with significant rights to improvements in both directions. 
	Usually, the aerospace company continues to work on the technology and makes advancements that are useful to the new company. We like to see them in the new company because, as a part owner, their success is our success. Meanwhile, the new company raises lots of venture capital and goes off and improves the technology for the commercial space. We can use some of those things as spinback to the aerospace and defense sides, rather than write call options around the future prospect, we just cross-license from day one. 

Mr. Sylvester: Randy, from your standpoint as a VC, having these kind of clawbacks might create heartburn for you.

Mr. Parker: We don't implement or execute the spinout, we provide the capital. Let's put spinout over here and let's look at this thing that's foaming around over here. When I look at the term sheet of the deal that I'm representing, I'm going to start from the premise that I want that term sheet to be as clean as possible. I want the ideal world. The premise that I would start from is that I've got total control of the intellectual property and total control of the bodies that are going into the corporation. Forget the word spinout. This is now a corporation. I have all the requisite proprietary information agreements, the invention assignment agreements, etc. I'm going to look at this and say, “Okay, my ideal world is that this is as pure and clean as if these folks had developed this stuff in their basement and I just stumbled across them.” From that template you end up compromising and negotiating with both the entrepreneur and the corporations. Every deal is going to end up being different, but it's going to be a stretch for us, much less any other team who would invest in a company that has been spun out, to accept anything substantially more than what Hal described in terms of the corporation's residual marketing rights and IP rights in government sectors, or whatever predefined markets there would be.

Mr. VonWindheim: I learned this the hard way in some of the early deals that I put together, particularly for this one incubator I worked for. The first deals, and I didn't even know it, were totally whacko from a VC’s perspective. It's hard enough to raise money, now you’re going out and raising money around a deal that doesn't look like other deals. It may not seem like a big issue, and you think you can get over these things, but you can't. If you want to structure a deal, it had better look like a typical VC deal. I think Hal would agree, because I've heard this from him. You've got to take the VC's perspective in spinning it out, and VCs do not like to see a put and a call in a deal.

Mr. Parker: VCs don't like to see anything that they're not used to seeing before.

Mr. VonWindheim: Right. So there's classical structure.

Mr. Parker: There are classical people who have the attention span of a gnat on Ritalin. It doesn't work. In the case of CRONOS, the fact of the matter was that back in 1999 there were some structural aspects to the proposed spinout that were problematic for a number of VCs. We were stumbling around trying to put our shoes on at that point. We were not . . . 

Mr. VonWindheim: They came to the table third.

Mr. Parker: Third?

Mr. VonWindheim: Yes, you were third.

Mr. Parker: Really? I thought we were second.

Mr. VonWindheim: We had to improve the deal in its structure quite considerably.

Mr. Parker: There was a lot of work that had to be done. That's how it worked. 

Mr. VonWindheim: But it was only when we, as the corporation and spinout team, structured it so that VCs could accept it that it actually became a doable deal. By the time SpaceVest got to it, they had the benefit of us learning our way through that. There were things the corporate parent didn't want to let go of, but, eventually, they realized they had to. 


Q: Are there any special performance or other key metrics that you put on a deal to measure the entrepreneur's performance in a spinout compared to a straight startup? Are there any different criteria that you put the entrepreneur through once you've got the deal in front of you?

Mr. Parker: No. 

Mr. Kennedy: Probably the biggest set of battles I've been in with VCs in structuring deals are clawback provisions. When we license intellectual property there are a few things we're looking for, like success and some earnest work at arriving at success. Typically we write clawback provisions in the intellectual property licenses that say things like, “If you can't raise X-amount of dollars within Y period of time, your license expires. If you're going into bankruptcy, your license expires. If you are starting a fiber optics company with our fiber optics technology and you decide to change it into a sneaker company and compete with Nike, your license expires.” These are provisions to keep people somewhat close to their business plan. We give a lot of latitude, too, because companies tend to wander from their business plans based on very good reasons—with the concurrence of the board of directors. There are usually a few clawback provisions in the licenses, but, by the time you hit a second or third round, the VCs are writing all that stuff back out of the documents because the company should have satisfied those conditions by then. They should have raised enough money to get going, developed some presence in the market, and generated traction with customers that would assure you that they are going to make use of the intellectual property and so forth. The conditions fall away as time goes by.


Q: Can you provide some advice on the following situation? Our company has been acquired by a larger corporation which decided that our particular technology wasn't a part of the ongoing plan. In essence, they laid off the engineering team and put the technology in a box in the closet. Tom, your situation is so similar to this. Any suggestions?

Mr. Gilbert: If the corporation does not have a Hal Kennedy, and my perspective is that most don't . . .

Mr. Kennedy: Most don't .

Mr. Gilbert: Frankly, I think the best shot is the approach we took. Figure out which member of the executive team either has the most to gain or the most to lose in the situation. Go to them with a personal value proposition. “I'm going to solve this problem or I'm going to help enhance your position because you've got $20 million sunk in something that's a losing proposition. I can help turn it into a positive.”
	That's what we did. In our particular case they didn't see the intellectual property as an opportunity, they saw it as a liability. Our value proposition was to remove the liability, and it was well received.
	To add a comment on the previous question, from our point of view, our single biggest focus in structuring the ultimate agreement was to get the words "perpetual rights" written into the intellectual property clause. We got that because, once again, they didn't value it. The fundamentals of the deal, as with all deals, is a different perspective on the value of the object in question. 

Mr. Parker: I would just note that technology-in-a-box ages very, very rapidly, and not necessarily because it gets outdated by someone who comes up with a successor technology. It’s because without human beings surrounding it who are current on it and primarily interested in it, technology has a half-life of microseconds. Without the people who invented it and know it, the valuation of that technology drops off precipitously over time. It's not all about IP; it's much more about people.

Mr. VonWindheim: Someone has to turn around and show the company they can make more money with the technology out of the box than in the box. You can put a fairly simple conceptual plan together, run some fairly simple financials, and, if it's to the company's financial benefit to take the technology out of the box, they will. That’s assuming that there's not a good strategic reason for them to shelve it. Sometimes there are reasons that go beyond finances, but the easiest thing is to show them that they're going to make a heck of a lot of money if they let you do something different with it.


Q: To you’re point, Jesko, about making sure that there are three people at the table—the management, the entrepreneur, and the VC—who do you approach first? If you approach the VC first, how do you deal with confidential information?

Mr. VonWindheim: You absolutely approach the corporation first. Everything has to be done above board with the corporation. There was an earlier question about fear for your job. First of all, if you have fear for your job, that's a whole mess right there. You’d be better off doing something else if that's your situation. 
	Number one, you approach the corporation, and that's where you start selling. Sell to them. Convince them that it's financially in their interest to do this. The next step, once you've got the basic agreement that this is a worthwhile idea to look at, is to approach the investors and see whether they feel the same way. Then usually what happens, by the way, is that you iterate towards a common theme or it falls apart. 

Mr. Sylvester: Great. I want to thank the panelists for joining us today and providing us with these great insights, the audience for their questions, and Netpreneur for putting on this event.


