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2002 SILICON FOREST FORUM – SESSION ONE

ISSUES, TRENDS AND PREDICTIONS FOR THE YEAR AHEAD

Mark Cameron White –October 12, 2002

1. WHAT’S REALLY HAPPENING…WHAT WE KNOW AND DON’T KNOW

*  Truly, no one really knows whats going on…RPMs but no forward motion


-  now there is no time line for a turn around, most are saying 5+ years


-  positives…costs are low, people are available, competition slim, easier to get


   VC meetings, lots of mentors and service vendors willing to help

 
-  negatives…the VC overhang is there but no one is spending, must bootstrap to get


   started, enterprise IT spending on hold, turmoil and losses in the public markets,


   O&D liability restricting appetite for risk


*  Bad news feeds on itself and makes things worse….



-  entrepreneurs have vanished, intimidated by the market, forecasts and hurdles




* USA Today report – 1st time in 50 yrs startups down in a recession




* why…funding, equity protection, liability issues, no corporate buyers



-  investors don’t believe anyone…and only fund the sure thing



-  public market news is killing private companies



* no room for new public companies if can’t trust blue chips




* risk limits Board participation and partner involvement




* angels lost money in public markets – now can’t fund startups




* corporate buyers are cutting costs due to public market pressure;




   dries up enterprise sales



- people have to make a living…they can’t hang around for the maket to recover


*  What we do know…


-  technology is not dead, we are in a severe down cycle; survivors will flourish
-  there has been no uniform reaction to the market by companies 



   or investors




* companies = VC incubation, spin-outs, productization of consulting




   or design shops….all generate revenues




* investors = internal staffing or not; EIRs; out-source consultants;




   syndicate investing for protection



-  startups must build a business before they are funded




* core engineering team, minimal burn, product launch imminent,




   identifiable customers and clear positioning and need




* no baggage with weird capitalization, sweetheart founder deals,




   excess management layer that can’t get rid of, stupid agreements




* note…friends and family investors are at risk…you can’t protect them




* risk tolerance is low…eliminate the market and technology risk,




   implementation risk is OK




* great teams early on means great technology teams - not great management



   …that comes later



-  mid-stage companies must change and reinvent themselves to survive




* musical chairs for the marketing and sales team, and the CEO




* need clear product distinction and large customer buy-in



* here, VCs may bail…strategic investment from distribution partner




   or customer is desirable




* strategy is to get to breakeven, create runway, buy time until industry




   consolidation and shake-out, survivors will see an exit



-  mezzanine-stage companies must build a sustainable and protected business



   with predictable revenues for liquidity




* focus on key clients, superior products, acquisition of smaller players




   for sustainability


* infrastructure still a must but must be lean, marketing/sales, biz dev and 

   R&D add the most value




* multiple product offerings, direct and indirect revenues, market distinction 




   and growth




* reinvention at this stage should be over; stability and tier one CEO and




   Board critical for scale and value….must assume independence

2. ISSUES AND TRENDS…WHATS HOT 
*  CORPORATE GOVERANCE AND O&D LIABILITY

-  cram-down financings…inside rounds 




* exhaust all alternatives, give plenty of time



* reality is all directors vote even if interested




* extensive disclosure to existing shareholders; give




   them a chance to participate…same deal for everyone




* best excuse is can’t meet payroll…but start looking



   6 months before that happens (Board record on this…)




* typically wipe out existing investors but generous option




   pool or bonus plan for staff




* term sheet submitted by new outside investor removes



   risk



- low priced acquisitions



* have a Board record on alternatives, continue or sell…




  active discussion by all members




* must contrast to financing and competitive dynamics if 




  continue




* fairness opinion is key; can rely on advice of experts but must




  question advice and assumptions




* again, documented and completed shareholder disclosure required


- new exposure to creditors and employees?




* creditor exposure when in the “vicinity of insolvency”





- Board must be prudent on company prospects





- all decisions and corporate governance then matters



* creditors might also follow a “successor in interest”




* employees are creditors…so no different;  more likely to sue?




* best to restructure debt early; equity for debt; consider shutting down



   if less than 3 months of cash…consider size of debt and prospects


* SARBANES OXLEY…THE IMPACT ON PRIVATE COMPANIES


- Standards may apply in investor/creditor lawsuits


- Mezzanine companies most effected; earlier-stage companies can wait




* limited resources, limited director compensation to overcome risk,




   officer exposure may limit talent pool




* early-stage company risk with duty to creditors, employees…and




   later stage investors

- Board independence…will this dry-up the pool of Board participants? (Red Herring)




* not an immediate problem; industry contacts is primary issue



* for truly independent directors…with risk, what’s in it for them?



* will this create a class of professional directors for private companies?





- no, as no value added…and not a real issue until an IPO




* caveat is shareholder approval to show independence…Board not key




* true exposure with creditors…gives argument on breach of duty



- Officer certification of financial statements




* D&O insurance won’t cover fraud, so exposure still there




* must certify to “best of knowledge” – but still duty to investigate



* flight to simplicity…capitalization, books, internal transactions



- Good practices?



* balanced Boards, cash for 3 months, simplicity and honesty



* audited financials; well-documented Board meetings; true




   independence between management, venture directors and independents




* scale up vigilance with maturity; don’t kill company in early going



* scrub records before any financing, acquisition or corporate shut-down




* be inclusive of minority shareholders, and work with creditors




* clean dirty laundry before it becomes public…if “normal” problem, then




   solution can wait


* THE “NEW” CONFLICTS AND TENSIONS…..


- old and new investors 




* no loyalty to friends, family or unaffiliated angels – no $ for new rounds




* venture investors protect themselves by investing in each round



* query who will carry company until venture round if this continues?





- key issue as now must build company before funding





- primary reason angels have dropped out?




* Sophie’s choice for founders….must go with the new money to survive



- old and new management



* no loyalty or credit given to founding teams




- protection with original agreement and future importance;





  vesting and acceleration OK – not severance; accrued salary?




- can’t assume founders will always act as a team…assume change



* premium on sales-oriented CEOs; building left to COO/CFO





- top-down change; usually whole team replaced…no legal issues





- safe positions are technology and mid-tier operations





- if favorable termination terms for at-risk employees (sales) then





  hurt flexibility and funding prospects




* bottom line…it’s a job with no loyalty; cash is king




- creates incentive for companies to bootstrap, look for early exits




   and be happy with protected niche opportunities



- creditors and investors



* the “new” constituency…greatest exposure here w/ fiduciary duty




* cash management and shut-down plan is necessary…be realistic




* get creditors involved in company survival…spot troublesome creditors




* restructuring is best approach = fair warning, and cleans up books


*  BANKRUPTCY AS LEVERAGE
- OK to induce creditors to restructure; will have to show financials



- once used, creates fiduciary duty = acknowledgment of insolvency



- better to position as temporary with hope for future business - avoids



   
creditor filing of a petition



- Chapter 11 restructuring likely not successful…if file, should be Chapter 7



- if sudden, common for Board and employees all to resign; lawyers left to


   
  clean up the mess



- calls out need to secure interests on debenture rounds


*  2002 TRENDS 



- partnering is now critical…indicator of market acceptance




* acceptance depends on prospects for enterprise sales




* competitive positioning is key; know industry dynamics



- proliferation of ex-CEOS, COOs and CFOs



* banding together to form consulting groups; feeding off VCs




* EIRs..may be new management if fund invests





* largely redundant services; choose on domain knowledge



   and personality fit




* be careful on cash and stock deal…may be too rich; tie to performance



* don’t need for pure startup (founders OK)… mid-stage maybe for strategic 




   redirection or as sales accelerator




* be clear on role…hold at arms length…VCs /Board will choose their




   own CEO, so don’t make promises




* will these be the primary creators of tomorrow’s new companies?



- hiring of new marketing CEOs and team; displacement of COO types….




* change made pre-funding in mid-stage and mezzanine companies




* how long can this last?; need strong COO/CFO to maintain infrastructure




* direct domain experience; fewer retained searches?




* minimal administrative layer…must build or sell product




* new role for outsource groups…market research, some admin


- venture fund changes…




* are all looking; easier to get meetings; intense diligence over 2-3 months




* warts are now important…equals an excuse to pass




* syndicates always…same groups; strategic funds no longer important…




   any fund will do




* funds now incubating companies with EIRs, will extend smaller convertible




   bridge loans of $1-2m; initial CEO might be venture investor




* funds will invest outside of region within 1 hour flight…




* IBers common for mezzanine deals….mid-stage done by exisiting investors



* funds are shedding costs…so not staffing up on company support people



- over-lawyering of deals…you can still blame the lawyers




* fewer deals, more idle lawyers…also diligence focus




* particular problem with East Coast firms…investor counsel fees range




   from $50-75K; about $25k for West Coast firms



* best to get VCs to pressure their lawyers to keep fees down; agree first;




   funds reluctant to cap as they want protection



* nail down critical terms in Term Sheet – if open, will go against you




* not a key issue = the cost of doing business


- terms you should expect in 2002



* limited time to review terms, no-shop, no cap on legal fees





- problem with no-shop…and then diligence!




* anti-dilution…1 year ratchets, extensive carve-outs subject to preferred




   director approval




* liquidity preference…startup = 1x participating; later-stage = 1x each




   series return in sequential order, then participation…are some multiples

* management bonus pools of 5%-10%  paid pro-rata with the preference,               

   and bump-up in unallocated option pool to 15-20%




* 5-member Boards for startups and 7-member Boards for mid and later




   stage companies; audit and compensation committees; pre-approved 




   budgets and operating plans




* senior management team = revesting of shares, cutback on acceleration…




   must re-negotiate sweetheart ex-employee deals



* tough on company counsel to push back….company always needs the

   money, changes always seen as “stupid”, and creates friction with 




   the new Board….gets to the question of “who is the Company”?




* will be a melding of East Coast and West Coast terms…





- redemption, cumulative dividends , liquidity preferences


* OTHER KEY ISSUES…



- funding vs. acquisition




* don’t choose; listen to all offers; talk to financial and strategic




   investors….the market will tell you what to do




* don’t hire a banker to sell the company if you are on the fence…




   word will get around – but private placement will smoke out both



* fiduciary issues, legacy problem issues are the same

 
- employee dilution



* change of preferences for Preferred won’t fly…




* typical solution is management bonus pool of 5%-10% with 




   a cap paid ratably with the preferences – ramp percentage? 




* paid to then-current management or employees as determined by Board




* option price resets…result in variable accounting charge





- try replacement grants, 6 months + 1 day





- try new grants…but dilutive to capital base





- try exchange of stock for options…tax on new stock

- when to get the new team…



* in “A” round, the team can wait…value is low regardless




* in mid-stage and late rounds, get senior team in place first…




* technology team w/o infrastructure is best in “A” round




* CEO and biz dev/sales critical in mid-stage rounds




* VP Engneering and CFO should be added in mezzanine round



- disruptive technologies vs. what the market needs now…



* not easy to answer…want both ideally (“Innovator’s Dilemma”)




* go for market need…easier to fund and get early sales…





- introduce disruptive solution later as 3rd gen products?





- might show the “bubble value” to get VCs committed




* if disruptive, then market doesn’t exist…must self fund



- current products vs. future products



* show focus and execution with current products/market




* must show future products for sex appeal…label as “way out”




* show realistic ramp, even if slow…but must arch after 2 years



* must launch within 12 months…ideally 6

3. CRYSTAL BALL GAZING FOR 2003 AND BEYOND… 
*  CONSOLIDATION IN SATURATED OR MATURE INDUSTRIES

-  storage, optics, wireless applications, internet services 


* FRAGMENTATION IN EARLY STAGE TECHNOLOGIES


-  fabless IC design; 802.11 wireless connectivity and mangement; enterprise



   security and authentication; tools for developing applications for all platforms;



   internet services and cross-connectivity of legacy platforms and databases…



   other out-sourced services to the corporate enterprise


* NO ATTRACTIVE EXITS AND LONGER RAMP-UPS


- continued slow-down in new company development….must be VC incubated,



   a spinoff with viability, or proven technology team with ready market to have



   a chance….the gap will be pre-VC funding….its simply not there



- scaling capital can wait as little competition; no threat of lost market share



- best position is cash neutral to wait out market creation and activity



- emphasis on innovation for startups….market acceptance for mid-stage


- may signal shift to less capital intensive opportunities…and to 



   outsourcing fabrication and development 



- no stigma to 3+ years without liquidity…shows longevity and ability to adjust


- the gloss is off disruptive technologies…technology into a proven



   market is more attractive



- though companies must still build to last, infrastructure must be lean…


* MANAGEMENT AND FOUNDERS WILL TAKE CARE OF THEMSELVES



- tough balancing act between building in protections and entrenchment



- more serious consideration of early company sale before venture round?




* but don’t build company for this purpose…and don’t shop actively



- less trust and collaboration between management and investors?




* separate counsel for founders in financings and reorganizations…




* not always clear who the company is….




* tension by founder desire to protect early investors (family and friends)


* OTHER PREDICTIONS…



- bands of ex-CEOs/COOs will be the new company creators



* are available…will cause a market down approach




* technologists will remain…best will have a management skill-set


- pre-packaged syndicates for financings will dominate




* movement there now with certain funds and between regions




* syndicates formed by similar focus, mind-set and networks



- old VCs won’t change, newbies will go out of business…and smart VCs



   will institutionalize



- flight to quality will continue for funds, accountants and lawyers…. 




* brand names to lower risk



* all organizations are moving down-market and reducing fees




* yet, star performers will continue to break away and 




   fill niche opportunities



- companies will  continue to form in low-cost, life-style regions



* VCs are everywhere…the Valley doesn’t dominate




* Sacramento, Salt Lake, Northwest…




* issue is good people, and are they available



- thinking “out of the box” will/has given way to thinking “inside the box”




* standard capital structure, compensation packages

* same company maturity path and milestones




* creativity still allowed pre-funding and on competitive positioning




* wacky cultures can’t be institutionalized, and are not well understood
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