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SILICON FOREST FORUM - SESSION ONE

BUILDING AND FUNDING COMPANIES 

IN THE AFTERMATH OF THE NEW YORK TRAGEDY

Mark Cameron White –September 22, 2001

1.  NEW YORK – WHAT DOES IT ALL MEAN!?:


*  $40 billion of federal government will help everyone…
           -  some sectors will benefit immediately…security, military, constuction



- Fed position on liquidity will avoid downward spiral?


- technology spending won’t increase…still digesting new innovation


   and inventory of last boom period


- what about technologies that promote decentralization, control systems, storage


….these are the same technologies now funded; nothing has changed


- travel will go down, virtual meetings and remote communications up
 *  public markets will drop, then recover = historical pattern


- sustained patriotic investing?…will investors sell with military conflict?


- still, the “new issues” market will be dicey…closed until Q2 2002

*  consumer confidence and spending is key…impacts corporate profits,

    spending/investing…and markets for new technology products and services

*  no change in private equity markets…nothing really has changed


- funds still sitting on large capital pools…few raising new funds?…


   not needed in the Silicon Valley


- cautious investing will continue…new habits fit with tough times ahead


- best indicator of private investment is the public markets

*  smart money might diversify…may accelerate a trend


- US money in Europe and Asia, and int’l funds increasingly in the US


- strengthen ties between US and Isreali businesses and commercial interests?


- now, truly is a global economy…there is no safe haven for money


- diversification is only hedge against unavoidable and undectable risk


*  what does this mean for new company development?


- NY was a wake-up call…but not for the pubic or private equity markets

-  no clear opportunities or technologies will benefit

-  will see no increase in government regulation; the rules will remain unchanged


- bottom line…no better or worse time to start a company
*  …and what about mid-stage, scaling enterprises?

- all depends on corporate spending…which depends on consumer spending



- government spending will be targeted…technology spending unchanged


*  best to act on what we know…which isn’t all bad:



- capital formation in 2001 has slowed largely because investment has slowed




* capital is available however, most now sustaining mature businesses



- the maket has properly adjusted valuations, weeded out untenable businesses



- institutional changes in private equity markets promote company growth…




* deal syndication shares risk and provides larger capital pools




* cross region financing builds channels to new markets and resources



* activity of institutional investors (JP Morgan, Goldman Sachs, GE Capital)



   supports traditional venture players

*  the bottleneck was and is the liquidity exit for private companies


- the company building process and capital formation pipeline now healthy

- the acquisiiton exit promotes industry consolidation…but not attractive for targets


- the public markets must open up for acceleration in new company formation

2.  THE NUMBERS FOR Q2-2001…WHERE’S THE MONEY 
[image: image1.wmf]  

W

HITE

   

&

   

L

EE

   

LLP

  Corporate, Technology         

 

 

  

   

 

 and International Law

545 

Middlefield 

Road

Suite 250

Menlo Park, California 94025

telephone: 650/470-4000

facsimile: 650/470-4099

http://www.

whiteandlee

.com

Writer’s Direct Dial Number


COMING FROM….._________________________________     

[image: image2.wmf]16.7bil

9.7 bil

0

2

4

6

8

10

12

14

16

18

Q1'01

Q2'01

[image: image3.wmf]61%

Shipping

3%

Startup

2%

Profitable

34%

Product 

Dev.

[image: image4.wmf]16.7bil

9.7 bil

0

2

4

6

8

10

12

14

16

18

Q1'01

Q2'01



*  venture fund commitments are down, yet the   

          “overhang” is $45b…the commitment pipeline is

          full



- 2001 Q2 commitments down 42% from Q1; 

                    $16.7b raised in Q1 and $9.7b in Q2



- 2001 commitments down 68% from 2000


- 32% of funds in Q1 were 1st-time funds; 

                    down to 29% in Q2…..



   49% of Q2 funds went to funds more than 10 years old…experience matters



- 67% of $9.7b raised in Q2 committed to early stage funds; 29% to balanced funds



* focus still on good returns with high bar for all companies




- on an annualized basis, fundraising in 2001 on pace for $50-60b…2nd best




   ever behind the $72.3b raised in 2000…9 funds of more than $1b to date in 2001


3.  WHERE’S THE MONEY GOING…
*  aggregate investment in 2001 expected to be from $30-35b….was $90b in 2000


*  overall valuations dropped from $29m in Q3 200 to $17.7m in Q2 2001



- 2nd round valuation dropped most…from $25.7m in Q1 to $19.2m in Q2


*  amount raised fell from median of $10m in 2000 to $9m in Q1 and $8.5m in Q2



- median later-stage dropped from $18m in Q1 to $12.6m/round raised in Q2

*  good valuations for mature companies, and focus on current companies, now split funds
       

    between early and expansion-stage investments….in California in Q2:



- expansion stage saw 173 investors for $2.2b



- later stage was next at 64 investors for $830m



- 3rd was startup at 74 investors for $818m


*  2001 YTD investment by company milestones were as follows:



- startup phase = 3%



- product devlopment phase = 34%



- shipping product phase = 61%



- profitable = 2%



- restart = 0%


*  Sectors funded in 2001 to date:



- IT got 67% of all dollars 




* 29% went to communications companies




* 21% to software companies



- 18% overall to Products and Services…and 13% to healthcare = largest share yet



- Internet related compaies in Q! got 75% of total investment…yet all net sectors



   are down…business services, contenct, ecommerce, infrastructure…


*  venture funding by corporations has fallen 90% to $151m in Q2



- query whether stategic investment is a viable path for young companies?

*  in sum..



- all sectors down, no great shift in sectors funded…except to healthcare



- general interest in connectivity, storage, security, system bottlenecks and speed



- wireless and telecommunications seems to have vanished…optics now saturated

4.  THE NEW TRENDS:


* everyone has a different view of whats going on

- market correction will end from Q4-2001/Q1-2002 until Q1-2003

- best of times to invest – invest for the long haul and valuations are down

-  worst of times to invest – hot sectors too competitive, not clear who winners will   

         be; attractive companies are too expensive

* everyone says they are still looking and investing…probably half are

* all say they are investing more slowly, doing more diligence and feel no pressure to 

        jump into market

* mid-size and smaller funds are sharing deals again – won’t go in alone

* funds are reserving more capital for follow-on investments in new and existing

       investments…increase from 2-30% to 50%…suggests larger fund size 

      doesn’t mean more investments

* all funds say they will become more involved in companies; more hands on….



        good and bad…mostly good

* seems to be a new guard of younger venture partners now taking a more 

       prominent role; 

· younger investors tend to have a stronger financial background; older guard typically operational background

· say they will be more aggressive, and more involved in companies…true?

5.  THE BIGGER PLAYING FIELD:

* some funds starting to look outside of the Silicon Valley for investments

· valuations still high for attractive companies here; also – good companies now 

      prepared to move outside of Bay Area for costs/lifestyle reasons…

· partner with regional funds to manage the investment?…some change but still seems to be a bias to stay local
· the regionals are territorial…want to be the lead investor but willing to share with

      funds in the Valley

* international funds are moving in…now more established

-    European Funds: 3i, T-Ventures (Deutsche Telekom), Nexit, Schroeders, Nokia

· Asian Funds: still  based in Asia w/o US offices; Asian-centric funds usually based   

     in US – such as Chinavest, HQ, Whalden Ventures, Jafco

· tend to partner with selected US funds; also getting own deals and act as lead 

      investor

* institutional venture funds are now prominent in early and later stage investments:

-    Chase (JP Morgan) and GE Capital are both very visible

· Board members seem to be finance and number centric…industry experience 

      lacking?….bring large portfolio of companies to create a “kiritsu” effect
* corporate/strategic investors are in high demand…big change from past

-     still issue of market taint – but bigger issue now is market verification
· these funds are more sophisticated; many former venture investors now working with these funds

· with new market, seems to be a re-focus on technologies core to the corporate 

purpose 

· some funds have more diversified investor base – Nokia has BMC Software and 

Goldman as LPs…get into more deals?…others like Qualcom just invest corporate funds

· significant losses in 2000: Chase wrote down $100m in Q3; Intel investment 

      income in Q4 was $675m – down from $950m forecast; still not bad…most 
      looking at long term

6.  PERMANENT CHANGES?

* speculation of shakeout in venture industry…

· spectacular failures…Bill Gross and Idealabs; CMGI, Hummer Winblad writeoff of $44m in one fund in 2000 for 3 of 37 companies in fund,  incubators…

why?…wrong industry focus coupled with limited domain expertise (note: the 

internet is a channel, not an industry

-  shot over the bow for survivors…funds themselves need to focus on core domain 

    expertise; build infrastructure; partner with like-mind funds; be selective on 

    investments and provide more in-depth support
-  smaller and newer funds with low returns won’t survive as can’t raise new funds? 

    …hasn’t happened yet

-  LPs in funds are directing investments to funds with high historical returns, larger 

    funds seem to have no problem attracting capital
-  many funds raised capital for new funds in 2000; these funds are mostly sitting idle 

    through the end of 2001?  Clearly there is new caution 

* funds are hiring permanent in-house functional staff: HR, legal, marketing, financial

-  reaction to need for greater involvement in companies – venture guys spread too 

   thin…

-  greater use of outside resources: financial (David Powell & Associates), interim 

   management, 

-  larger funds have operating officers charged with building fund infrastructure to 

   become more scalable and handle greater pools of capital 

* effect of greater pools of capital to manage… 

-  larger average investment; more reserve; 

-  more internal fund infrastructure;

-  tend to fund more capital intensive enterprises?

*  investment now in technology rather than in markets

fundamental technologies that target a known problem and market…such as storage; 

optical sub-components, components, systems and operating companies; wireless 

platform tecnologies; enterprise software

* new focus on experienced teams and domain expertise

-  inexperienced teams tend to get funded by smaller and mid-tier VCs?

-  these smaller VCs now seem to be a farm system for the larger funds; building 

   relationships as “fund of funds” or by domain focus

*  larger funds gravitate to technologies that require higher capital expenditures
-  creates competitive barrier; utilizes funds; larger markets and return?

-  smaller funds are either invited in…or keeping their heads down.

*  valuations are down…and seem like they will stay down

-  private valuations depend on public valuations…irrtational public market 

   exuburence may be gone for the next couple of years…

-  ranges now different:

· raw startup with new team = $1-3m pre-money

· raw startup with experienced team = $5-10m pre-money

· some traction for 1st round = $5-15m pre-money

*  VCs now sitting on fewer Boards…fewer companies and more focus…effect?

7.  HAVE THE ANGELS FLOW THE COOP?
*  professional angel groups have morphed into more scalable businesses
-  some have permanent staff that filter deals and organize events

-  many are providing professional services…and charging for this
-  many now have “side-car” funds to invest along with individuals

-  many are aligned with VCs for follow-on investment

*  are tough on young companies; very aggressive on terms

-  typically place themselves on the Board and charge for this
-  valuation is aggressive

*  many have not done well…are sitting on the sidelines

*  those that are active are investing in the same industry sectors as the VCs

8.  SOME THINGS WILL NEVER CHANGE…

*  most funds still want a 15-20% footprint in the Company – regardless of investment

*  still investment mostly directed to Silicon Valley companies
*  still can’t posiiton company as an acquistion candidate…must have IPO potential
*  still need a healthy stock option reserve pool…though cash is now king

*  the “old” religion:  revenues, team, protectable technology

8.  WHAT COMPANIES MUST DO NOW…10 RULES FOR SURVIVAL

RULE ONE:  BUILD THE BUSINESS BEFORE YOU FUND IT
*  define the business
-  target market of $10b plus; focus on largest verticles

-  broadly define to capture opportunities and identify competitors

-  know your competitors and position your producdts/services

-  determine sustainable competitive advantage; ID early adopters

-  identify resources you have and need; affiliate strategy
-  know the end-game….build for the long haul
*  build the core team now…identify committed managers who will join later

*  build the core technology


-  need a working prototype, architecture…some verification solution works



-  if not built, show development path…must launch within 6 months



-  build in IP protection; patentability and product lead time of 6 months



-  value on brand, community and market lead is no longer enough


*  verify the market with early adopters, beta customers or 1-2 reference customers



-  evaluation customers w/ high potential for purchase is fine

-  customers must be from target group…not fringe, one-off customers


-  try for repeating revenues for multiple products from same customer


-  key OEM or distribution partner is fine…back up with integrator sales

-  know the sales process, sales cycle and cost of customer sales

*  know the numbers: price points, costing, market scaling expectations

*  take the leap; can’t build and fund the Company while employed elsewhere

RULE TWO:  BUILD A REAL TEAM; NOT THE DREAM TEAM
*  on the Board; get industry experts, experienced technology execs and channel 

         customers


*  on the Advisory Board; get functional talent, technical and marketing expertise


*  avoid marquee names of uncommitted players; don’t stack with founders and friends

*  use your Boards…lay out meeting schedules, task lists and identify who can do what…


*  build mixed team of technology and business managers…need both


*  particularly now, investors invest in people…pick best of breed players

*  be careful about titles; you can trade people up but not down

RULE THREE:  BE MARKET CENTRIC; NOT TECHNOLOGY CENTRIC
*  if you build the technology, they may not come…build market and pdts together
*  go after the hot sectors: broadband, enterprise, wireless, storage, infrastructure, 

         networking…

*  caution…if the sector is hot now, its probably too competitive and too late

*  disruptive technologies are technology focused by definition; the long market play 

may be hard to fund…these technologies may be too early


*  bottom line advice…go with what you know and love; you’ll be more credible 

RULE FOUR:  CHOOSE PROVEN BUSINESS MODELS THAT WORK

*  must be customer proven; generate realistic and repeating revenues


- quality of customers is key…Fortune 1000 is best


*  verify model; test markets…customer testimonials, early reference customers


*  know the customer decision process and decision criteria


*  multiple revenue streams are key…and do not detract from customer focus

*  giving customers a choice allows for misjudgement and correction…

         see where mkt goes


*  what's going on…current lowdown on business models:



-  transaction based fees are best – but you won’t get from the same customer



-  from large customers, try a large annual fee scaled to useage ranges


-  for critical deployment customer, co-marketing is as important as fees


-  ASP models depend on the community…which may want a free service



-  subscription models are coming back…but will they pay?



-  for infrastructure…OEM models where charge for license and services work



-  OEM hardware usually based on a cost plus formula…

*  remember…pricing and models are relative, so research parallel and substitute 

          products to determine competitive pricing structures
RULE FIVE:  PARTNERSHIPS ARE KEY


*  once you know what you need, you know who your partners are….


*  profile your partners…then name them…check who competitors are working with


*  formulate a partnership strategy – then execute on it


*  cold calling works with a compelling story…but make sure your IP is protected


*  distribution is usually key…these partners can be your early customers and investors

*  set out an execution plan and timeline to develop your network

RULE SIX:  TARGET LAUNCH AND EARLY REVENUES WITHIN 6 MONTHS
*  new capital needs early validation of the market and execution plan

*  if necessary, launch products/services sequentially in modules…trade



customers up to greater functionality over time


*  early launch also provides early mkt response…modify product in new revs


*  spot mistakes early…provide time to correct while still have capital

*  scaling business sequentially on definable objectives also builds valuation for new capital

RULE SEVEN:  FIRST ROUND CAPITAL MUST LAST 7-12 MONTHS
*  in Winter/Spring of 2001, take enough capital to launch and carry venture 

into Q1 2002

*  1st round is either $5m+ venture round – or $500k-$3m strategic or angel round


*  count on giving up 20%-40% in the 1st round; 33% is average


- 1st tier funds want 20% for $5m+ in 1st tier companies



- 2nd tier wants 20% for $2-3m in 1st tier companies



- 2nd tier companies are not getting funded


*  now, valuation parameters follow capital needs of the business



- larger capital rqrmt means larger pre-money valuation



- necessary to provide equity for founders and team


*  assume will need 3 months to raise the next round; build into current round

RULE EIGHT:  THERE’S NO SUCH THING AS BAD MONEY IN EARLY ROUNDS

*  unless its drug money, its good money…new formation capital is tight

*  best is strategic investment…provides critical distribution and revenues



- dilemma is strategic money still will not lead the round…



- alternative is to take in funds under commercial deal first

*  try to build company without funds first…



- provide equity to team and consultants … vest on milestones



- be reasonable in allocations; think of long-term cap structure

*  professional angel money is also tight


- Band of Angels and Bay Angels have morfed into consulting firms



   with capital


*  try money sourced outside of the Silicon Valley


- off-shore funds might be more strategic…Nexit, 3i, ChinaVest



-  regional funds…they have large capital pools and provide same support 

RULE NINE:  THE INTERNET IS A CHANNEL ONLY…NOTHING MORE

*  the Net is a deployment platform; tie it to a traditional business

*  infrastructure and widely deployable Net services are different..pure Net is OK

RULE TEN:  INVESTMENT MATERIALS…SAY IT ALL IN 5 PAGES OR LESS


*  keep the “operating plan” to yourself…use it if needed


*  Executive Summary must  briefly cover each of the following:


- elevator pitch



- customer testimonials



- market sizing; target customer


- sustainable competitive advantage



- products, proprietary aspects, 18 month product roadmap



- competitive analysis, positioning…relate to market need



- the marketing and sales plan; how does the customer buy?


- partnering and product deployment strategy



- the team; whose on it and track record



-the summary numbers

*  know your investors; go after those invested in same space, know their

portfolio companies


*  refine the plan…constantly; get early feedback from non-threatening sources



only one chance to present to core investors…


*  use email…don’t do shotgun blast; use intros…follow up with calls and schedule visits

down 42%
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