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SILICON FOREST FORUM SESSION 2 - TECHNOLOGY FINANCINGS 2002

 THE ROAD AHEAD…AND HOW TO DRIVE IT

Mark Cameron White – November 16, 2002

1.
THE NUMBERS FOR 2001-2002
*  Capital Raising:  

- VCs raised $2-4B/yr from 1980-1995; escalated to $40-100B after 1995


      -  more recently - $23.4B raised in Q4-2000; $4.6B in Q4-2001 ($7B in Q3)


         $1.7B raised in Q1-2002 and $1.8B in Q2-2002


      -  7 funds returned $2.7B in Q2-2002!


      -  for full year - $104B in 2000 and $40B in 2001 – 2002 about $40B


      -  estimated 2002 overhang of $60-100B


      -  conclusions:




* too much money available for a good return




* LPs resent mgt fees on un-used capital – yet want a good IRR




* lower returns and hi-risk may divert long-term funds from LPs?




* strong argument for return of capital or new fund economics…




* if fund raising flat in 2002, and investments increase the overhang



   may work itself out


*  Funds Invested:


      -  $121B invested in 2000 and $50B in 2001

- Q4-2000 $27B invested in 2,358 companies; $9B in 570 companies in Q4-2001


       - Q2-2002 $5.7B invested….Q3-2002 $3.9B invested in 464 companies


          

= lowest level since Q3-1996


      -  expansion stage companies got 54% of funds in Q3 and 64% in Q4-2001




56% in Q3-2002


      -  early stage companies got 22% in Q3 and 16% in Q4-2001


      -  avg. 1st round investments decreased from $10m in 2000 to $7m in 2001


      -  conclusions:




* tech bubble has taken 2 years to work itself out – now at bottom?



* overall funding down with insolvencies and consolidations

* expansion stage attractive with better valuations; stronger

     companies waiting for tech customers to resume buying

*  less funds are now being stretched further with reduced 

      infrastructure

* not great news for startups….need to bootstrap and 

      be a “B” stage company to get funded


*  Other Numbers to Note:


      -  funds lost 27.8% on invested funds in last 12 months; unprecedented


      -  Red Herring, March 2002 estimates 10% of overhang won’t be collected

      -  in 2001 Microsoft lost $5.7B, Wells Fargo lost $1.2B, Intel lost $637m


      -  Intel invested $2.5B in 1999+2000; only $350m in 2001


      -  conclusions:




* corporations out of venture business unless strategic




* losses suggest that diversification might reduce risk



   - argument for megafunds?




* LP revolt might cause lawsuits each way…LPs and GPs

2.
WHATS GOING ON HERE?!
      *  How the LPs Feel About This…

- LPs are institutions, individuals and corporations…

    corporations have leverage to negotiate….individuals are stuck!


      -  lawsuits against idealabs!, MVC and 12 Entrepreneuring to return capital


      -  individuals – can walk and lose interest, sell at discount back to GPs;



secondary market mostly for institutions


      -  institutions want funds split for lower fees, higher returns….what about



diversification….will this really solve the problem? 


      -  pressure on mgt fees (less than 2%?) and carry


      -  institutions really don’t want to rock the boat 




- are concerned about asset allocation (too much in venture funds)


*  GPs Reaction…What They’re Doing

      -  legal position is strong; concerned about relationships and


         
future fund raising


      -  silent re-negotiation of some terms in current funds; new funds



more investor friendly


      - some funds giving back money…Crosspoint, Barkley Gp.,



Mohr Davidow, Kleiner Perkins


      - fund consolidations…Artemis and Novus; Red Leaf and Aspen


      - “GP clawback” of early fund distributions to GPs



- problem where GP distributions too high w/ fund devaluations



- fix includes: (i) credit of fees, (ii) forego GP distributions, and



   (iii) delay public stock distributions for short-term gain?


      - LP distributions: when are true liquidity events?


- now LPs get public stock when under lock-up…GPs get locked valuation



  return to improve IRR, but LPs can only sell when value is down


*  Fundamental Changes in the Venture Business in 2002?



- avoiding mid-stage companies…investing in some early and 



   expansion stage to avoid risk



- IRR is key…drives everything



- functional staff…PR and HR is a bandaid…VCs must 



   provide real help (strategic, operations, connections)



- EIRs – help but connections and credibility missing?



- resisting pressure to invest (for now)…more diligence,



  syndicate deals, think longer term



- individual angels now in funds; sitting on the sidelines – unclear strategy

3.  THE NEW TRENDS:


* everyone has a different view of what’s going on

- when market correction will end … now are no timelines

- 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

* all 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 20-30% 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

* new guard of younger venture partners have lost jobs or started own funds… 

- financial background not enough to build companies

- maybe role as support staff under new institutionalized fund models?

- new role for older VCs and new VCs with operational backgrounds
4.  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 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 “kiretsu” effect
* corporate/strategic investors are in high demand…big change from past

-     with corporate pullback – spinout of former corporate funds such as

      Nokia, BV Capital, Quantum Technology Ventures

5.  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 were mostly idle 

    in 2001, starting to invest in 2002  New caution…most do 3-6 deals/year 

* 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….costs assumed by companies

-  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 (but not at front end); more reserve; 

-  more internal fund infrastructure (but now shedding costs?);

-  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,

wireless, platform technologies, 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.

*  VCs now sitting on fewer Boards?…no…just as busy

6.  PREDICTIONS FOR THE NEXT 3 YEARS…
* standardization of valuation of venture portfolio investments for consistent reporting


- big issue for LP asset allocation


- move from “at cost” to “market” methodologies 



- 1990 NCVA Guidelines: default valuation = cost unless material event



- general loss reserve and year-end allocation; accurate enough?

* funds will use agents to raise capital so GPs can focus on company building



- “securitization model” where capital raised through collateralized debt



- debt can be publicly traded – collateralized on fund performance

* funds will slowly institutionalize…follow investment banking model of 1960s-1970s



- move away from “star system”?



- more internal controls…investment committees, reporting



- ”staff/line” structure for leverage in diverse markets?



- venture partner specialization…ie. finding deals vs. company building



- different models of diversification and focus will persist




* both are possible under staff/line structure

*  debate on whether quality funds are scalable will continue



- yes = structure to support stars



- no = limited by number of stars



- yes = more stars with growth of ex-CEO community



- question…if quality operations people become VCs, who will start companies?

* company “funding gap” between formation and 1st round?



- angel funds will syndicate with larger funds…no individual angels



- management may avoid VC funds…“flips” will come back


- early investors will invest less up front, reserve more for later…




and have larger pre-emptive percentages for company lock-up



- larger funds will do smaller deals? ie. syndicated 1st round bridge notes…



- will restrict company formation to experienced or wealthy entrepreneurs

* “pay-to-play” and “rights offerings” to avoid liability in follow-on investments



- pay to play in bridge and equity financings…can be retroactive



- retroactive requires SHer consent…threshold approval = big issue



- rights offering avoids exclusionary concern…but what about former




employee shareholders now with competitors?

* management will want protection…



- insist on goal alignment with VCs if possible



- niche, verticle plays will come back…capital efficiency and smaller




market targets will relieve funding pressure


- agreements against re-vesting, termination protections (how effective?)



- build in liquidity cash bonus pools on company formation?


* internal distressed company financings will tend to be convertible debt rounds


- security interest on company assets for protection



- result in company restarts or technology asset sales


- no value in trademarks if no corporate buyers



- no protection for earlier investors if they don’t play…


* continued search for new technologies leveraging on legacy systems…



- connectivity, security, storage, application tools, web services

7.
CURRENT FINANCING TERMS…

(NOTE: these trends are from a survey conducted in Q3-2002 by Fenwick & West)

     
*  Financing Round


- West Coast = more “A” and late-stage rounds, less “B” rounds



- East Coast = seems to be more earlier stage rounds



- MCW Comment = less B companies means less patience; companies




launch and scale faster


*  Valuation


- West Coast = more down rounds in Q3 than in Q2



- East Coast = more down rounds than on West Coast



- MCW Comment = consistent with generally tougher financial terms on




East Coast; West Coast more focused on building and less on return


*  Liquidation Preference


- West Coast = consistent trend from Q1-Q3 of senior preferences for latest




round; new trend of lower multiple preference returns



- East Coast = higher percentage of senior preferences and multiple returns



- MCW Comment = senior preferences hurts early investors…dry powder key




multiple return hurts mgt. – shows philosophical difference East vs. West


* Participation


- East + West increase in participation; half with a cap



- result of reduction in multiple returns?


* Cumulative Dividends


- West Coast = in 10-20% of deals; higher % in later-stage deals



- East Coast = in avg of 56% of deals!



- MCW Comment = this is a big issue; significant impact on management


* Antidilution Protections


- West Coast = ratchets in 15% of deals with decreasing trend from Q1-Q3



- East Coast = ratchets in 36% of deals



- MCW Comment = what else is new?


* Pay to Play Provisions


- West Coast = in 18% of deals; increase in conversions to Common and decrease




in conversions to a shadow preferred



- East Coast = in 25% of deals



- MCW Comment = expect to see more of this


* Redemption – in 37% of West Coast deals and 89% of East Coast deals



- MCW Comment = same 5-yr structure East + West; not big issue


* Corporate Reorganizations (conversion of Sr. securities into Jr. securities)



- West Coast = 19% of deals with increase from Q2 to Q3



- East Coast = 25% of deals

8.
FINANCIAL STRATEGY 101, 102 AND 103…
      *  Financial Strategy 101 – “A” Rounds

- there’s no such thing as an “A” round…only “B” rounds


* need a market – not disruptive…$500m to $1B


* identifiable customers…specs mapped and POs likely



   Fortune 1000 is best target



* must show a real need…and ideally no substitute solutions



* deep technology is key…the core engineering team must be there



* management team is now not essential…the VCs can build this



* the business model must be described and believable


* costs aren’t important…revenues are everything…



   back to hockey stick and $35m-$50m in 3 years

- probably have to show founder pain and commitment…bootstrap for period



* exceptions for EIR, experienced teams, conversion businesses

- bridge rounds tough…usually go with the full round



* time for diligence same as full round if not by existing investors



* if too close to full round, favorable bridge conversion may be 



   rejected  by new investors



* terms may be tough…Bd seat, conversion discount, security interest,



   limited cash so really don’t build new valuation

- Company must build the syndicate


* get a strategic investor…OEM partner, vendor…10% and passive



* lead will give leads…but Company must make the pitch


*  if $5m round, probably 2 financial investors; 3 if $10m deal


* try for diversity…look for access to customers and domain expertise

- go for more rather than less…minimum of $5m



* less than $5m won’t get funded by VCs…not enough runway



* rule of thumb…take 2x what you think you need…its true!




* take enough for 18 months or solid revenue generation



* assume aggressive growth under optimistic plan…not minimum needs




* the issue is not dilution…its survival


       - valuation range $5m-$10m or $10m-$15m max. 



* $5m-$10m if have tech team, roadmap, market but no sales



* $10m-$15m if have mgt team, sales, no tech or mkt risk…just execution


* don’t worry about valuation…worry about money raised and quality of 

   VCs


* don’t go first, but state value if asked…go for high end of range, not

                    outside
- search strategy…



* successive waves of 10 investors contacted at a time



* look for investors in competitors and complimentary technologies


* be aggressive…focused but contact large numbers of VCs



* use contacts…but don’t let that hold you up



* follow-up initial meetings with information, positioning, reports

- terms to expect in the 1st round…



* preference of 1x participating return…not need for more



* traunche deals tied to milestones…not commitment on new funds



* ratchet anti-dilution for 12 months, then price based



* 5 member Board - 3 investors, 1 founder, 1 independent director,



   set up of audit and compensation committees



* large option pool…25-30%…show staffing spreadsheet



* agreement on new executive team members


* renewed founder vesting…6 months credit for efforts, 



   limited acceleration



* approval of 12 month operating plan




* preemptive right greater than pro-rata share….



* pay to play provisions…force continue Company support


      - consider…do you really want to fund and grow the Company?




* no preferences, so low-priced deal may still work




* avoid execution risk, tough capital markets etc.




* but….are you selling too soon, do you want to work for the acquiror?




* price contingencies based on performance continue the execution risk…

      *  Financial Strategy 102 – “B” Rounds

- “B” rounds are the most difficult to fund


* execution risk is highest here…”A” rounds too far from liquidity



   and mezzanine/expansion rounds usually with break-even or cash




   positive companies




* tougher to get new investors which want larger footprint



* mid-stage rounds have no protection from subsequent dilution



* many are inside rounds because so difficult to fund…creates




   tension between management and existing investors on valuation


      - positioning of round…




* position as expansion stage, with early revenue and sustainable customers




* show liquidity potential by commercial agts with industry giants




* even if met technology and early market milestones…expect and




   give down valuation?




* if showing low valuation anyway…large capital raise will raise pre




   money valuation


* key round for getting strategic investors involved…and financial




   investors with connections to new markets


      - management’s role…




* inside investors may not help with outsiders…interest in flat or




   down valuation…management must bring in new investors?





- coordinate with Board, could be political issue




* stretch cash and hit milestones…if can’t do this, insist on a bridge




   to get more runway




* protect employees from severe dilution…keep core team together



* cut out all fat…show can make the tough decisions




* customers, customers, customers…there is no way around this


      - special concerns and issues…




* Board politics, investors must all fit and add value




* management bonus pools, refresh options, what works….




* this is usually the time a real CEO comes in, founders must




   help make the decision




* don’t fight value if lose the deal…survival is key




* when to start looking for the money…too soon and will not




   have hit valuation milestones




* management distraction…big issue…consider an agent deal

      -  the tougher terms to expect



* special series preference, and voting rights




* drag along rights, or shareholders pre-approve any Board approved




   acquisition




* typically a flat or slightly up round here…wash out rounds come later





- valuation in $10-20m range…up rounds no greater than 20%




* if team not already changed, now is when it happens




* rapid scaling is expected, requires $15-25m capital raise




* all or nothing closing…must hit 80-90% of total round on 1st close




* Board realignment: 7 members…3-4 seats to investors, 1 to CEO,




  1-2 to outsiders, and 1 to Common (founder seat)

      *  Financial Strategy 103 – Mezzanine Rounds

- different investors, interests, terms


* mezzanine funds include institutions (GE Capital, JP Morgan, Fidelity)




   and late-stage funds (Summit, TA Associates, General Atlantic)




* earlier investors have to play or they get washed out




* usually friction btwn old and new investors…old investors concerned




   about earlier investment…and write-down




* many of these are agent deals…organization is too complex for




   management to work the deal full time (yet, they will have too…)




* these financings really do take 6 months…bridges are common


      - how to prepare for the round



* must have a lean organization…balance infrastructure and costs




* must have revenues and a pipeline; must have a direct sales




   force and strong indirect channel partners




* the business model must be proven and replicable…no risk here




* the market must be developed…not emerging; current revenues



   in $8m-$15m range…$20-25m+ in 12 months after financing




* emphasis is on sales…but technology must be deep and protected


* must already be one of top 3 competitors in the space…no major players    

               entering market unless to partner or buy


      - the process



* very long and painful…really don’t know if will close until end




* lots of cooks in the kitchen…the Board, agent, management…




* brinksmanship on valuation, terms and control




* management does most negotiation…use Board as foil; use




   other Preferred investors on valuation, preference terms




* interesting dynamic…old investors almost desperate to get 




   new investors in…the losers here are Common and small



   Preferred investors


      - valuation and the terms



* severe down rounds here…25-80% off last round; for enterprise




   software and wireless value is btwn $20-35m…optics, storage, 




   and  net infrastructure may be more




* high multiple preferences, drag along rights, series preference vote,




   ratchet anti-dilution protection for 12 months

* tighter exceptions to price-based protection (ie. caps on incentive shares     

   and Board approval requirement with preferred directors)

*  more investor control provisions: Board visitation rights, more expansive 

 information rights, super-majority shareholder protective provisions…and      

 longer laundry list.

9.
TOUGH QUESTIONS IN A TOUGH MARKET…
- Board liability



* duty of care to act in the best interests of all shareholders




* can use business judgement on best deal for Company




* effect duty by being fully informed and deliberate




* no breach if Preferred directors accept low priced acquisition


      - post close revaluations




* Company has strong defense if made full disclosure




* really is an investor relations issue




* could be liability for existing Preferred directors, even if 




   participated in the round…if acted on inside information




* don’t have to do revaluation for all investors in round…




   warrant grant for common easy way to adjust

      - 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 




* paid to then-current 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

- what to disclose and when….




* can roll out diligence as get comfortable with investors




* want momentum and commitment on deal; don’t de-rail early




* have absolute duty to disclose…don’t wait till last moment




* label projections as such…




* provide macro-industry view as well as micro view




* duty only to disclose what know..not what think might happen




   (what might happen is speculative and misleading…)

- valuation from other term sheets?



* in lengthy deals, no one wants to be first to commit




* don’t disclose to all investors 1st term sheet…try to get several,




   pick best one and get others to match terms




* if only have one term sheet, use that to get others if needed




   (at that point valuation doesn’t matter…)




* rare that valuation is pushed up with new investors to get into




   deal…rather focus is on value add and founder incentives



* more common that new term sheets get worse and everyone




   down to lower valuation…hard to stop that train





- might try a quick close on the highest value deal?



- agent deals and what they want…



* up front fees of $50-$200k, minimums of $1m plus, success




  fees of 5% on all investment, commitment on M&A and IPO




* best for deals of $15m+; top tier banks trolling for business




* will produce a book, target list of 75+ VCs, active Board




    and management involvement….




* don’t really save time…but give credibility as screen for deal




* like mezzanine deals….not A or mid-stage deals, vet their deals




   just like VCs

- how to work with the Board…what to tell them




* don’t talk seriously with new funds without Board approval



* if concerned about low priced inside deal…discuss openly



   with the Board




* OK to follow up on introductions so funds can track progress




* OK to talk to strategic partners…leading to investment







* need Board approval before sign term sheet




* need Board and Shareholder approval for the deal



- when to get the new team…before or after the financing…what to build first



* 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

- how much money to take in 




* double the amount you think you need




* $3-5m floor for VC interest in “A” round




* mid-stage could be $5m bridge or inside round leading to




   $10-15m




* mezzanine is usually $25m+ to bring Company to cash positive

- traunche deals and how to minimize risk



* subsequent commitments based on performance




* try to make contractual commitments…unusual




* clearly define when performance met



* if don’t invest…try to get buy-back right on stock and




   pre-approval of lesser terms with preemptive right to invest
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