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INTRODUCTION
I wrote this book for my daughter, J J, to teach her the things I have learned in advising growth companies for more than thirty years to guide her as she starts her business career. The basic theme of this book is that success in business is based on understanding the people who play different roles in any business and building successful relationships with these people:
founders - management teams
their families - directors
investors - employees
customers - vendors
It's critical that each of these stakeholders understands their own roles and the needs and goals of the other stakeholders. Ultimately, your business will fail, if you don't manage these relationships successfully.
I focused this book on growth companies, because of their importance to our economy and the fact that most growth companies, across many industries, face the same challenges, which revolve around how to obtain the resources to grow and how to manage that growth.
Although this book will be useful to people, who start and manage growth companies, ultimately everyone who works in, or deals with, growth companies needs to know what other people reasonably expect you to do and either satisfy or modify their expectations. Likewise, you need to know what you should reasonably expect other people to do in different situations, how to convince them to do it, how to reward them when they meet or exceed your expectations and what you should do when they don't. Your career will hit bumps, if you don't understand how to do this. Conversely, if you understand the objectives of others in your company, you are better prepared to give them what they need and to be rewarded for your contribution.
You also need a reference point to judge whether your current company that is going anywhere. If your employer doesn't grow, how will your career to grow? Growth creates opportunities for everyone. If your employer isn't doing the things it needs to grow, you should consider career alternatives. This book gives you a basis for judging your employer's progress, or lack of progress. Since many growth companies are planned to be sold (usually within five to ten years of starting), this book also serves as a reminder that you should be alert to signals that a sale is likely and determine what the sale means to your career. There are winners and losers in every sale. The winners are usually the people who know what's going on what it means to them. Don't bury your head in the sand.
I've tried to make this book relevant whatever the general state of the economy and to any business environment. In doing so, I've purposely refrained from using the words "globalization," "new economy," "old economy" and other trendy buzz words, which would tie the advice to specific times and circumstances.
People don't change nearly as fast as the buzz words change. Business is fundamentally about people and relationships between people. Evolution is a very slow process. So, this book focuses on the basic building blocks (like the alphabet) that you can apply to succeed in changing circumstances. The combination may change to spell new words, but the alphabet you use to communicate doesn't change, because human nature doesn't change.
I want to take this opportunity to thank my clients, my co-workers and my family for the experience and understanding they've provided me. They've all assisted me in writing this book. In advising growth companies for more than thirty years, I've seen some successful strategies, and many mistakes, of companies in a wide range of operations, including venture finance, strategic planning, partnering, launching new products and services, market penetration, cash flow management, personnel recruiting, compensation and retention, value realization and exit strategies. Like any good relationship, it's been a two-way street. My clients have taught me as much about starting and growing companies as I have taught them. They've taught me there's a pattern to growth. Understanding the sequence of events required to grow is an important planning tool. Each event is the basis for the next several events occurring. Growth builds on a foundation like a pyramid. That's why most overnight success stories don't really happen overnight. This book deals with all the major events in the life of a growth company.
The Major Events Timeline on the next page shows an example of how that sequence of events plays out in a software company as the company starts, raises money, develops and launches products and eventually exits. A slightly different set of events and timeline occurs for different industries, but looking at any industry provides a good template for organizing your own event timeline. If you are starting a company, a timeline like this is a good planning tool.
If you are seeking employment with a growth company, use this timeline to evaluate your prospective employer. Careers are determined as much by the dead end jobs you turn down or quit as by the positions you accept. If you are already employed, use this timeline to determine your company's future and how you fit into that future. Are you joining or in a company that is about to take off on a growth spurt or about to be sold or closed down? .Your career depends on knowing the difference.
I wrote this book to help my daughter navigate her way through the business world. If it helps you as well, so much the better.
MAJOR EVENTS TIMELINE
The following table contains a list of major events most young software companies
are likely to encounter over a five to ten year period.

CHAPTER
1
A is for ANGEL INVESTORS
-----------------------------------------------------------
"She's an Angel."
"My Guardian Angel must be looking out for me today."
------------------------------------------------------------
Did you ever?
. . . sit in a restaurant or a bar and overhear words like these wafting across the room:
business plan . . .
burn rate . . .
monetization strategy . . .
pre-money valuation . . .
leverage . . .
exit strategy
You are listening to the mating call of two species; growth companies and venture capital investors.
If you want to participate in this activity in either role, you need to know some basic things.
FINDING, WINING AND DINING ANGEL INVESTORS
Angel investors are wealthy individuals who invest in young companies. Roughly 20% of wealthy people have invested in young companies, but fewer than 5% do so on a regular basis.
There are lots of wealthy people. Why are so few of them angel investors? You can't have capitalism without capitalists playing a role at every level of company development. Angel investors are capitalism's infantry. They get the tough job of slogging through the mud and take a lot of casualties, while the Generals (VCs, bankers, CEOs, etc) take all the credit. Very few people become rich as a result of being angel investors. They usually have made their money doing other things and are reinvesting some of that money. In the process, they take on much higher risks than other capitalists and often lose their entire investment. The key to dealing with angel investors is understanding their problems and working with them to minimize their risks.
Your job is to find the repeat angel investors. Repeat investors know the ropes and are generally easier to deal with than people you have to educate about this type of investment.
How do you find repeat angel investors? In many cities the repeat investors know one another and often co-invest with one another. Therefore, if you locate one repeat angel investor, that investor can often lead you to other angel investors.
Other good leads to repeat angel investors include company founders, accountants and attorneys, who have done investment transactions with such investors.
Also, for a fee, informal investment bankers called placement agents or finders can assist you to find angel investors. Be aware, however, that some investors don't want to have their investments used to pay fees to placement agents or finders. Also, some agents or finders may be overaggressive in selling securities. Make sure any agent or finder you use complies with securities laws. Carefully check the backgrounds of any agents or finders you use. Their past or current misdeeds can kill your company.
Most angel investors fall within the following categories:
Lone wolves - individuals who invest by themselves, either sporadically or as a business.
Dinner club groups - groups of investors who mix business and socializing with one another.
Organized angel groups - these are very similar to professional venture capital funds, except the managers usually are not compensated like in professional venture funds and angel groups usually invest smaller amounts.
Internet based angel networks - individuals in the network share information but usually make investment decisions as individuals.
One of the benefits of dealing with an organized angel group is the group of investors is more likely to give you the experience, contacts and financial strength you need than is any single investor. On the other hand, if no single investor in the group has a large investment in your company, there may not be anyone with sufficient motivation to provide much real assistance.
A basic characteristic of angel investors is some degree of wealth. What constitutes wealth in this context? Generally, net assets in excess of $1 million. However, not every wealthy person is an angel investor. Many wealthy people don't have the time for this type of investment. Others view this type of investing as too risky compared to investment alternatives. Angel investing is not for the weak of heart.
When you meet someone whose wealth would qualify them to be an angel investor, you have to decide whether to invest your time pursuing this individual.
Ask questions:
Has the person previously invested in a company like yours?
Did the person make money in the prior investments?
Have friends or family of the potential investor made this type of investment?
Does the person have business experience in the same industry?
If all four answers are "no", you're probably wasting your time.
Two or three yes answers, don't guaranty you'll get money, but it’s a good sign, because you won't have to spend much time educating the investors. Also, investors are likely to be more confident they can make an informed investment decision, if they know your industry. Lack of confidence in their own ability to identify good investments is the biggest impediment to doing angel deals. Invest your time with knowledgeable self-confident investors.
You will often meet people who seem genuinely interested in investing in your company, but you never quite seem to be able to close the deal. One of the most common reasons for this problem is the investor's spouse. Never underestimate the spouse's influence. In many cases, you have to sell both the investor and the spouse. Risk tolerance is the key issue. If the spouse has a low tolerance for risk, it may be impossible to close the deal.
It's highly unlikely an investor will tell you his or her spouse won't allow this investment. No one wants to admit they have to ask permission. You have to read between the lines. When dealing with angel investors who perpetually remain on the fence, either move on to other targets or make one last attempt by making your pitch to both the investor and the spouse.
Age also matters. Some older investors have lower risk tolerance, because they have shorter time frames for recovering from a bad investment. Retired investors also may have more time to kill with you. Beware. They may be seeing you as a form of entertainment. Busy risk - tolerant people, who are good at making quick decisions and, who know something about your industry, are your primary targets.
Usually, you won't achieve your goals by finding one angel investor. Most deals require anywhere from several to a dozen. This makes raising angel money a lengthy and time consuming process. To raise $500,000 of angel money, plan for a six to twelve month effort. Remember this before you quit your day job. On the other hand, some investors will be reluctant to risk their money until you make the personal commitment evidenced by quitting your day job. Timing is critical.
If you continue at your day job while you work on your business plan, new products or technology, consult with a lawyer about what to do to make sure your employer doesn't own the new idea or product you develop.
HOW TO CHOOSE THE RIGHT ANGEL INVESTOR
Well, you've been trying to raise money for over a year. You've been told your company isn't suitable for venture capital and your VISA capital is maxed out. However, your company has achieved several value milestones and, after chasing all over town for money, you find potential angel investors are no longer laughing at you. In fact, someone is starting to reach for his checkbook to make an investment.
This is a new situation for you. What do you do? Should you ask the bartender for a napkin, write up a stock certificate on the napkin and take the money before the investor sobers up? Or, should you get to know your potential new partner better before accepting an investment?
Like other relationships with strangers starting out under similar circumstances, you may be getting more than you bargained for. Unfortunately, with investors there are no successful one night stands. Investors are there the next morning, and the morning after . . . and they bring with them whatever problems life has given them. Divorcing yourself from an investor is messy at best, and in the worst cases can lead to the death of a good company.
Look before you leap. To choose the right investors, identify your goals and analyze how each investor will assist or impede reaching your goals. Of course, very few potential investors will satisfy all your needs. It's difficult to raise capital. You have to be flexible, but don't take money from anyone who is likely to impede achieving your goals. Consider some of the following issues:
Other Financing Goals. If you know you will need $10,000,000 in two years from professional venture capital investors, don't raise $500,000 now from 100 individuals. Many venture capital investors don't want to invest in companies with a large number of individual investors. Venture investors are more likely to accept a company with a dozen individual investors than a much larger group. Having a large number of investors also raises legal, logistical and expense issues. Initially, you may have to spend more money to comply with securities laws. Over time, you have to keep more people informed about what's happening with your company and listen to all their opinions or complaints. When they invest their money, they all have the right to complain. Also, angel investors sometimes invest on emotion at valuations professional investors would never pay. If you later raise money from professional investors at a lower valuation, the "down round" may create a dissatisfied angel investor group, which can cause you problems, because they own part of your business.
Financial Strength. Will the investor be able to assist your company in future rounds of financing? This issue concerns both the investor's financial resources and willingness to use them. Both should be discussed with the investor. Has the investor made follow-on investments in other companies? If your investors fail to participate in later investment rounds, they will suffer dilution and you may be forced to raise capital for a low valuation.
Investor Participation. Do you want an active partner or a silent partner? Many companies benefit from advice and contacts provided by their investors. It may be wise to sell stock at a lower price to someone who can help your company, even if you could obtain a higher price from others. Identify the areas of expertise and contacts where the existing management team is weakest. Seek out investors who are strong in these areas. Find out how much participation the investor plans to have in your business. There is no general "right" level of participation. You and your investor just need to agree on how much participation is desirable.
Ethics and Reputation. If you lie down with dogs, expect to get fleas. Investors with significant legal, financial or ethical problems may pose serious problems for your company. They may create legal impediments to raising capital under federal and state securities laws. Other investors, lenders, customers and suppliers may hesitate to deal your company. At best, some may question your judgment. In the worst case, some may assume you are guilty by association.
Competitors. One of the biggest threats to a company is that a competitor will use an investment to obtain information or use its investment position to block your company's development or steal your trade secrets. You should, therefore, be certain your investor is not a spy for a competitor.
Compatibility. If you and an investor have different goals, management styles or personalities, continuing disputes may demoralize you and your employees or otherwise make your life miserable. Identify potential problems by discussing your business in depth and soliciting the investor's views. Ask the investor about his business. Talk to people who work for, or otherwise know, the investor. Contacting the management of companies in which the investor has made prior investments is particularly useful.
Exit Strategy. Discuss in detail how your investors will exit and make a profit, including the expected timeframe and return on investment (ROI). Investors expecting to exit in three years can become "grouchy" after five years. Also, if you sell stock to someone who could potentially buy your whole company, they may be in position to later block sale of the whole company to another buyer, thereby lowering the sale price.
Checking out an investor won't scare off a serious investor. If anything, the investor should be pleased you are thorough. After all, he's trusting you with his money.
STRUCTURING THE DEAL
Here are some tips for moving a deal forward from the time the investors psychologically "buy-in" to your pitch until closing.
Be prepared to put a price and other deal terms on the table. Many angel investors don't have an established set of deal terms like professional venture capital investors do. Circulate a term sheet. Don't wait for the investor to send you a term sheet.
When someone says they are interested in investing, ask them to sign a one page form letter indicating they want to invest in your company. A moral commitment is very useful to moving forward to close a deal. Many people won't back out of a moral commitment, even though it's not legally binding. Such letters are also useful in giving other angels the courage to invest. Often, no one wants to go first, but if you have other investors committed in writing they will jump on the train as it leaves the station.
Operate on the principal that investors always have the right to back out until the deal actually closes. It's foolish to try to legally bind people to invest. Their personal circumstances may change. If you force them to close anyway, they are likely to cause you trouble as a shareholder. Remember, shareholders have the right to attend and speak at meetings, demand to inspect corporate records and bring law suits to challenge decisions by the CEO and the Board of Directors. Unhappy investors can drive you crazy.
Angel deals have a wide range of structures and terms, unlike investments by professional venture capital investors, which tend to follow a fixed model. In some angel deals, the investor makes a loan to the company. In other deals the investor purchases common stock, preferred stock or a warrant. Angel investors sometimes guarantee bank loans instead of paying cash for your company's stock. The key to doing a successful angel deal is to keep the terms simple so investors understand the deal. Keeping the deal simple will also reduce legal expenses, which is important in all small deals.
Some angel investors are motivated by tax considerations. For example, they may want to be able to deduct your company's losses from their taxable income. In that case, they may want to invest in a Subchapter S company or a limited liability company. This may not be consistent with your long term goals, if you want to later raise a large amount of venture capital. Professional venture capital investors rarely invest in tax pass through entities.
Valuations in angel deals tend to vary widely from one investor to another compared to professional venture capital investors, who often reach very similar valuations. One angel investor may give you a valuation that's substantially higher or lower than other angel investors or venture capital investors. Both venture capital and angel valuations have subjective factors, but the subjective factors in valuation mean more to some angel investors than to others. If you don't like the valuation given by one angel, you may get a substantially better deal from another angel. Although everyone wants to get the best price, beware. Unrealistically high valuations in seed capital rounds from angels can cause problems in raising larger amounts of capital in future rounds. Professional venture investors may give you a lower valuation in later rounds. When you have to raise money at a lower valuation, your angel investors may be upset. Also remember that a low valuation results in relatively little dilution to you, if you are raising only a small amount of money. Therefore, dilution is only one of many factors to consider in an angel investment.
Angel investors often are one shot investors. They often are reluctant to invest in later rounds. This is dangerous for both the investor and your company. The risks include your company going out of business for lack of capital and investors suffering substantial dilution. To protect their investment, angels should have the financial ability to invest at least three times their initial investment over a period of several years. Discuss this issue with angel investors. This will limit the number of people who are good angel investor candidates, but it's important for both you and your investors to understand the risks each of you are running.
Disclose the risks of investing in your company more explicitly when dealing with angel investors than with a professional investor. If possible, make your disclosures in writing. People have short memories, especially if the company falls on hard times. Written disclosures can be made in informal letters or emails. They need not be in a formal legal document, but save the letters and emails to remind investors about your disclosures.
Raise enough money to allow your company to achieve a milestone that increases your company's value. Many companies get in trouble, because the small amounts of money raised is barely enough to keep the doors open. The investment money is spent before the company can make progress in achieving its business plan. As a result, it's still difficult to raise capital and you may lose money for your investors, if you don't raise enough capital. Discipline yourself to set a capital goal that allows you to increase value, reduce risk and makes it easier to raise more money. Don't take investments until you have raised enough to achieve that goal. It's tough to discipline yourself to delay taking money when you need it desperately, but it will avoid later trouble. A mechanism for doing this is for investors to deposit money into an escrow account, which you can't touch until an agreed amount is deposited. Also, smart angel investors will want to know what milestones you can achieve with their money to protect themselves against dilution. Be prepared to tell them as part of your sales pitch.
Finally, in trying to put together a group of investors, different investors may have incompatible goals or want terms that are incompatible. Getting the investors to agree on one deal may be a problem. This is probably the most frustrating situation for a founder. You are willing to do any one of the proposed deals, but the investors can't agree. Meanwhile, you get no money. Be prepared to play the role of arbitrator.
POSITIONING FOR FUTURE DEALS
Angel valuations and deal structures often cause later damage to companies.
Angel investors often are willing to purchase common stock, whereas professional venture capital investors usually insist on convertible preferred stock or convertible debt. Since preferred stock or convertible debt usually comes with rights that are adverse to the founders of the company, you may want to sell common stock to angel investors.
Before you do, however, consider that when the angel investors see the terms of the later venture capital deal they may feel you have taken advantage of their lack of investment experience. As they are now your shareholders, they can make it more difficult for you to run your company. Also, some founders start more than one company in their lives. Treating your angel investors right is a good way to position yourself to raise money from them for future ventures. Sometimes it's wise to give angel investors better rights than they request to establish a good long-term relationship.
Another reason not to sell common stock to angel investors is the sale will establish a market value for your company's common stock for tax and accounting purposes. This can limit your ability to recruit a strong management team and good employees.
Many small companies attract their team by granting restricted stock or stock options. If you grant stock to employees, they will have to pay taxes on the amount by which the market value of the stock exceeds the amount the employee pays. If options are granted, the options must have an exercise price equal to the market value of the stock, but the option grant is usually not a taxable event for the employee. Options with a low exercise price are more attractive and useful in recruiting. Stock and option grants also affect your financial statements. The tax and accounting rules change over time. You need professional advice about how to deal with the issues to minimize adverse consequences.
If you don't sell common stock, but instead you sell securities with other rights, then your deal won't establish a firm market value for the common stock. This gives you greater flexibility in rewarding employees with lower stock or option prices. Therefore, you want to consider the impact of your capital raising transaction on your equity compensation policies.
Another problem with trying to sell common stock, or any security with a fixed price, is it forces you and the investors to agree on the company's value.
Valuing very early stage companies is a very subjective process. You and your angel investors may not be able to agree. Long negotiations about value only delay your company getting the money you need to grow.
One deal structure for addressing all these problems with seed investments is to delay valuation by selling debt securities convertible into the type of security sold in the first professional investment round. The debt is converted into stock at the price of the next round. This delays all valuation issues and avoids pricing the common stock for stock option purposes. To reward the angel investors for investing earlier than the first large venture round, the angel investors also receive a warrant allowing them to buy more shares at a fixed price. Later investors don't receive this warrant, because their risk is lower than the earlier investors.


CHAPTER
2
B IS FOR BUSINESS PLAN
-----------------------------------------------------------
"Let's see your Plan."
"I'm working on the Plan."
"They're behind Plan."
"We're meeting Plan."
------------------------------------------------------------
People constantly talk about business plans. Business plans are important, but beware. Don't become so preoccupied refining your Plan, you never get around to building your company.
KNOW WHEN TO STOP
One common pitfall is some people think the Plan has to answer all questions about the business. In fact, most companies change their Plans many times as the business evolves. New issues and questions almost always arise and companies simply have to adjust their Plans. Even very successful companies almost never develop precisely according to the original Plan. If that's true, then one of the most important things about doing a business plan is to know when to stop planning and start implementing.
Approach a business plan like a scientist approaches formulating and testing a hypothesis. Formulate your hypothesis based on your observations of reality. Implementation is the key to getting the facts required to adapt the Plan to reality. Trying to write the perfect Plan before you begin implementation is like writing a treatise on the theory of evolution without ever leaving your bedroom. Charles Darwin had to get out of his study and experience the Galapagos Islands to succeed. You need to test your business plan against reality like scientists test and refine a hypothesis. Therefore, a business plan is like all living things, it needs to change over time.
PURPOSES
Business plans serve many purposes, including:
Serving as a general guide for the team.
Getting team members excited about the company.
Setting milestones to help management and the Board of Directors determine whether the company is succeeding.
Allocating resources.
Raising money.
Unfortunately, the last purpose often overwhelms all the others, especially in a company's early stages of development.
Resist the temptation to let capital raising drive your business plan. Remember, you're making a big investment in your business in time, effort and money. The best business plans describe what the founders would do, if they could fund the company themselves. The biggest question is: Does your business plan justify your own investment? You assume that it does at you and your family's peril.
When the self-funding plan is complete, you know what you want to do and should do. After you determine that, you have a base line from which to judge whether it's worth making the changes necessary to raise money. In some cases, the things you will need to do to raise money may be at odds with what you really want to do. It's important to identify these issues early.
PROCESS
A business plan should reflect the vision of the founders. Never hire someone to write the Plan. Although you may benefit by asking other people questions about particular areas before you write the Plan, the founders should go off into the wilderness alone to do the first draft of the Plan.
After the founders are finished, other team members should give their input.
Only after the team is finished with the Plan should you open the Plan up to comment by professional advisers.
Professional advisors are good for (i) asking questions you assume everyone knows the answers to, but don't, (ii) helping you to position the Plan so it's understandable by people not already immersed in your business, (iii) helping you to anticipate and answer questions investors will ask and (iv) comparing your Plan to other plans they have seen.
PRELIMINARY WORK
Before you write a single word of your business plan, organize what you know about your business into the following categories:
What you know you know
What you know you don't know
Then start asking questions about each piece of information in both categories. With a little analysis, some items will shift categories as you find that you didn't really know some of the things you thought you knew and that you now know some things you didn't know before.
Now add the two most important categories with the biggest risks to your business. This is where you get blindsided.
What you don't know that you don't know.
What you think you know, but don't really know.
Investors who have been burned before on earlier investments will be most concerned about what you don't know you don't know and what you think you know, but don't really know are what keeps you awake at night. You should be concerned too. As you refine and execute your business plan, continually test information to determine which of these categories apply. If you are doing the right things, expect information to change categories as you learn more about your customers and market.
CONTENT
People often overcomplicate business plans. The business plan merely tells the company's story. As any reporter can tell you, the best way to tell a story is to answer the following questions:
Who?
What?
When?
Where?
Why?
How?
You should have the basis of a good first draft of a business plan, if you answer these questions. It's not sufficient to ask and answer their questions once. As you drill down into different parts of your business you have to ask and answer these questions about each aspect of your operation. It's like an onion. Each layer leads to another inner layer with its own questions and answers. After that, it's usually a matter of deciding (i) in how much detail to answer the questions and (ii) in what order the questions should be answered. You can look at the business plans of other companies as a guide for these issues. The best approach often varies by the experience preferences of your potential investors.
BUSINESS PLAN OUTLINE
Executive Summary
The executive summary is the most important part of your business plan. If the summary isn't compelling, most investors won't waste time reading the rest of your plan. Here are the types of things you need to put into the summary, but don't blindly follow this or any other checklist in creating your summary. Remember, your summary must be compelling. Since no two businesses are the same, what is compelling will naturally differ. Often, compelling means explaining why your business differs from the rest of the herd.
Concept - What distinguishes your company from others in the pack?
Target Market or Opportunity - Who will buy your product? How many buyers are there? How much money do they spend? How large is the market? How quickly is the market growing? Why is it growing?
Strategy - Why will you win? What is your Competitive Advantage and how will you use it against competitors?
Compelling Product, Service or Technology - What does it do and why is it important to customers? Is the product "disruptive?" Will it change competitive dynamics in the market? Why? How long will you have this advantage?
Revenue Streams - For what products or services will customers pay? Will there be recurring revenue from the same customers or one-time sales? Most investors like recurring revenue models. If your revenue is primarily recurring revenue, highlight that to investors in your Executive Summary and all your presentations. Recurring revenue is usually associated with monthly or annual subscriptions that customers are highly likely to renew, because your product of service has become an integral part of your customers' businesses. Investors like and value recurring revenue more than other types of revenue, because it builds a platform of existing revenue onto which each new sale is added to grow the business. Its difficult to be a high growth company if most of your sales each year just replace sales from the prior year. The other benefit is that it makes your revenue more predictable, which means you its easier to make sure your expenses don't unexpectedly exceed your revenue. Investors also like recurring revenue, because buyers place a higher value on recurring revenue when you sell your company, which increases investor ROI. If most of your revenue isn't recurring revenue, you should either change your business model or lower your expectations about how much money you can raise and at what valuations.
Management Team - Focus on the CEO and a limited number of other key people. Identify the part of their experience most important to your company's success, not their entire biographies. If team members have worked together before, point it out. Prior experience of team members with one another reduces the risk they can't work together. Have they built successful companies before?
Capital Needs - How much money will you need? When will you need it? The amount you need to raise should match the size of your market opportunity. Timing and purposes should be tied to specific milestones that increase the value of your company. Tying the timing of future investment rounds to value milestones tells investors it's reasonable to believe later rounds will be priced higher than the current round. This is critical to achieving the valuation you want, because it reassures investors about the extent of future dilution.
Business Plan Outline
Address risks and challenges in the order investors are most likely to be concerned. Tell how you will deal with the biggest risks.
Present clear solutions to minimize risk. If it doesn't work out like you expect, is there a back up plan?
Examples of the types of Risks and Challenges you should address include:
Product - What is it and why will people buy it?
Competition - Who are they and what might competitors do that could affect you? Are there barriers to entry into your market by competitors?
Market Risk - Is the market developed yet? What parts of the market will you seek to penetrate first and why?
Technology Development - What does it take to successfully develop the product? What is off-the-shelf and what is cutting edge science? How long will it take?
Manufacturing Costs - How will you be price competitive?
Sales - How long is the sales cycle? Who makes the decision to buy within the customer's company? Do they control the purchasing budget? Who will sell for you?
Pricing - What factors affect how much are people willing to pay for your product?
Management Risk - Which team members are on board and which ones will need to be recruited? Which ones are experienced hands?
Projections
Big Picture - Yearly projections show the value-building picture.
Micro Picture - Monthly projections show when financing is needed compared to milestone achievement.
Length - Eighteen months for monthly projections and quarterly projections for three years, beyond that it's anyone's guess.
Assumptions - What are your assumptions and why are the assumptions reasonable? In particular, focus on what part of your revenue is recurring revenue and the extent to which your expenses grow as your revenue grows.
Variances - What happens if your assumptions are wrong?
COMMON BUSINESS PLAN MISTAKES
Never say "We have no competition." Everyone has a competitor. Investors just assume you don't know enough about your market to know who your competitors are. This means they think you are flying blind. The key to most battles is knowing your enemy. You have to know and understand your competition to win. What you really mean is that we are doing something our competitors aren't doing now. If you say you have no competitors, you will miss the opportunity to tell investors why your strategy or product is better than your competitors.
Don't make up things or skip over areas in which you are weak. Address issues head on. If you lack information about some issue say in the plan that you intend to do further work in that area. That tells investors you know what you don't know, which is a lot less risky than not knowing what you don't know.
Avoid using glowing general words like "unique," "best," "revolutionary." You usually can't verify these words are correct. Just as important, you want investors to reach these conclusions themselves after reading your plan.
Clearly distinguish timing. Don't give the impression all features of your product are ready, if all you have is a simple prototype. Clearly distinguish between:
What you have already accomplished
What you are doing now
What you plan to do in the future
When you plan to do it and what resources you will need to do it
Don't assume customers will buy your product immediately. Selling takes time and money. Revenues don't ramp as quickly as you think. Showing substantial revenue soon after product launches is usually unrealistic. Likewise, ramping up sales quickly is difficult and usually expensive. Large quarterly sales increases are usually unrealistic, especially if your sales are not primarily recurring revenue or if you lack a substantial marketing and sales budget.
Don't underestimate the amount of capital you will need. It always costs more than you expect.
Don’t assume that initial success means continued successes. Competitors will react to your initial success. You will have to adjust to their reactions. Show your investors you know that by discussing likely reactions and how you intend to deal with them into your Plan.
Don't put valuable confidential information into your business plan. Most investors refuse to sign confidentiality agreements. Even if someone signs a confidentiality agreement, proving they used your information can be very difficult and expensive. Your best defense is not to circulate valuable confidential information. Focus your plan on what you intend to do and provide less information about how you are going to do it. This is yet another reason to send the executive summary of your business plan to investors before you send your full plan. After you initially spark investor interest and develop a relationship, you can begin to disclose more detail. Investors are more likely to sign confidentiality agreements at the end of their due diligence process than when they first receive a business plan. The confidentiality agreement at this later point would be a condition to reviewing a limited amount of trade secret information-your company's crown jewels.
POSITIONING FOR INVESTORS
After you have the basic Plan, it's time to think about positioning the Plan to make it understandable by different audiences. This is most important when the Plan is to be sent to investors. Investors generally:
are sent many business plans.
lack sufficient time to evaluate thoroughly all the plans they receive.
may not understand the jargon of your industry.
are not under any pressure to invest, you have to make them WANT to invest.
In writing your Plan, remember this secret. Many successful business people are not avid readers. As people rise in importance in the business world, they often only read summaries of documents reduced to bullet points by other lower paid staff. Some very successful people never liked reading and they have avoided it since they left school. Their days in the business world are filled with meetings and telephone conversations. Computer graphics and television have accelerated the trend away from complex written communications. The world is dumping down even as education levels increase.
When I was a young lawyer in a large Park Avenue law firm in New York, one of the firm's best clients was a venture capital investor. He wouldn't read any paragraph I wrote, if it was longer than three sentences and wouldn't answer a written question in a memo, if it couldn't be answered "yes" or "no." This was how he budgeted his time and forced others to boil issues down to the basics. If you can't describe your business simply, many people will assume you don't really understand your business. Often, they will be right.
The Securities and Exchange Commission requires public securities disclosure documents to be understandable by anyone who reads at the 5th grade reading level. What does the SEC know about the reading levels of investors that you don't? Imagine what happens to business plans with dense pages of text written by a Ph.D. in genetics using the same language used with academic colleagues.
To maximize the likelihood investors will read your plan and contact you to discuss it further, you should write a Plan that:
has an executive summary readable in five minutes (3 to 5 pages).
is understandable by anyone.
distinguishes your plan from others in the same space.
anticipates the big picture questions investors are likely to have.
corrects common misconceptions about your industry or market.
demonstrates you know the risks and you have a strategy to minimize the risks.
shows the investor it's financial goals can be achieved, if the Plan is implemented successfully (even perfect implementation of a small market opportunity may not result in sufficient financial returns).
demonstrates there are fall back scenarios for a decent financial return, if implementation is not perfect.
PLAN FORMATS
To get your message across, create your Plan in a variety of formats. You need to do a little homework before you send your plan. Send the best format for each potential reader. What one person finds compelling, may turn off another person. Matching the format to the reader will depend upon a number of factors, including your prior experience with how the person best assimilates information, how much the person already knows about your company or its industry, how much time the person is likely to devote to reading the plan and whether the person is a potential investor or someone who may introduce you to an investor.
For example, it's probably overkill to give the guy you are sitting next to on an airplane a copy of your full plan. Odds are, he won't read it. He may, however, read a three page summary and pass the summary to someone who may have an interest.
You should be prepared for whatever game you track down, if you have the following arrows in your quiver:
Complete Business Plan
Executive Summary
One-Page Fact Sheet
Presentation Graphics
Presentation Graphics with Presentation Text
Have each of these in both digital form and hard copy so that you are able to distribute them either in person or by email.
Try to meet with potential investors before you send a business plan. Investors tend to invest in people. If you impress the investor, your plan will get more attention. Ask someone who knows the investor to set up a meeting. If that fails, either call to set up an appointment at their office or find out what conferences or other public meetings they are likely to attend and ambush them. Don't monopolize the investor's time. Your initial meeting need not be very long for you to succeed. Your sole objective is to make a positive impression to convince the investor to read your business plan. If you sense an investor isn't interested, ask what you would have to accomplish to interest him. Then ask if the investor would be willing to take another look after you accomplish the investor's milestones. In the alternative, a brief meeting may be enough to enable you to determine that further pursuit of this investor is pointless. You may be so far apart that you can never get into the investor's sweet spot. If so, move on. You can't argue your way to an investment. Crossing an investor off your list is progress. Remember it never hurts to ask if an investor knows other people who might be interested. The problem may be a simple mismatch between your company and that particular investor's criteria or timing. Investors after know others who are a better match. Some investors may be reluctant to give you the names of other investors, because of privacy issues. If the investor is willing to forward your business plan to his contacts, you may actually be better positioned than if you contact them yourself.
ORAL PITCHES
After you write your business plan, be prepared to personally sell your Plan to investors, lenders and others. Prepare pitches of several different lengths and levels of formality. Remember, your pitch is about SELLING. It's not an educational seminar.
Elevator Pitches. Be prepared to summarize your plan in one minute without graphics. This is called the elevator pitch, because you should be prepared to sell to any audience in the short period of time it takes an elevator to reach its destination. The purpose of the elevator pitch is to interest someone to read your business plan or to introduce you to an investor or send your business plan to an investor.
Conference Pitches. At venture capital conferences companies present their business plans to an audiences of hundreds of venture investors. These conferences are held in different cities across the country almost every month of the year. Presenters are generally allotted between five and fifteen minutes. Good graphics that capture the critical points of your plan are a must for these formal pitches. The purpose is to interest investors to read your business plan. You don't need to be on the official program to benefit from these conferences. Buy a ticket and work the halls delivering your elevator pitch to potential investors. Many investors spend more time talking in the halls than they do listening to the formal presentations.
Private Meetings with Investors. If a venture capital investor likes your business plan, you will probably be asked to meet with one or more representatives of the investor. Ask how much time your pitch should be compared to time for questions. Ask the investor for feedback about your written plan. What issues are most troubling? What areas need clarification? Tailor your pitch to the time constraints and comments from the investor. If an investor has three investments in other companies in your industry, you don't need to spend five minutes giving industry background. That five minutes is better spent telling the investor why your company is different from the companies he already knows. Some meetings with investors occur before they have read your business plan. In that case, your goal is to convince them to read your plan. If the meeting occurs after the investor has reviewed your plan, your goal is to have them do a deeper analysis of your plan or to ask a more senior person in their organization to read it, or to start to do preliminary due diligence.
Partnering Presentations. If you are seeking a strategic alliance with a large corporation, your presentations will probably range from informal one-on-one meetings to formal presentations to personnel from several departments. The key difference between meetings with corporate partners, compared to meetings with venture investors, is the investor's goals. Venture investors are concerned only about the rate of return on investment (ROI) they can achieve from investing in your company. Direct financial return on the investment is usually a secondary concern to strategic partner investors. In a meeting with a strategic partner, your highest priority should usually be to explain clearly how your company can help the partner's business. To do that, you have to know a lot about your partner. Do in-depth research about your partner before your meeting. Partner presentations are often more detailed and technical than those made to investors, because the audience is more likely to already know the industry and its jargon. General education isn't required. You need to get to the point quickly or you will lose your audience. Beware. Your potential partner may also be a potential competitor. Carefully prepare your presentation to give enough information to stimulate interest in your company without giving away trade secrets. It's a delicate balance. Finally, be aware of internal politics. Investing in your company might mean fewer resources for one department in your strategic partner. You want to obtain information before and at each meeting that enables you to demonstrate how each interested group within your strategic partner can benefit from partnering with your company. Telling the head of R&D that his department can be eliminated or substantially reduced won't win you a friend. You need to know your audience.
Whatever the form or purpose of the presentation, here are a few tips to remember:
Rehearse Your Pitch. After you finish rehearsing, do it again and again and again. You should be able to do it in your sleep by the time you finish rehearsing.
Time It. It's usually longer than you think.
Outsiders. Rehearse your pitch to an audience of people who are not part of the management team. They will see things needing clarification better than team members. If your audience includes people who have seen many companies make presentations, their comments are likely to be even better.
Use Your Banker. If you have engaged an investment banker to help you sell your deal, involve them in planning and rehearsing your pitch.
Pick the Best Salesman. The founder or CEO is not always the best speaker. Consider having the best salesman on your team make all or most of the presentation. If you do this, however, the founders and CEO should answer investor questions. It's important that investors be able to size up the founders and CEO.
Strategic Use of Graphics. Although slides and the graphics are important tools, your presentation should be more than merely reading your slides. Slides are most useful to present graphics, pie charts and other visuals. The text in slides should be bullet points designed to reinforce key points and key words you want investors to remember. If your slides contain the full text of your presentation, they will contain too much information to achieve their prime objective of highlighting key points. Use your slides to stimulate your audience to ask questions. You need to make a personal connection with your audience. When someone asks you a question, they are making a connection with you that you can build on. If you or they are focused too much on the slides, the personal connection may never occur. Don't let graphics get in your way!
Electronic Version. It's often useful to develop a more detailed version of your slides that contain both the graphics you use in your oral presentation and some lengthier text. This version can be given to investors who could not meet with you.
Know Your Audience. Ask yourself what an investor would want to know and how they will best understand it.
Make personal connections with investors. People invest in other people who impress them, not just in business plans.
CHAPTER
3
C IS FOR CONSULTANTS
---------------------------------------------
"Those that don't know ... consult."
"Looks like they let their consultants run their company."
"A consultant is someone you pay to ignore."
--------------------------------------------
Selecting the right consultants for your company is not as critical for your company as raising seed capital, developing your business plan and other tasks, but getting the right consulting team on board early on can make your life a lot easier and more productive.
TYPES OF CONSULTANTS
Consultants include both people who call themselves business consultants and people who don't use that term, but who also perform advisory functions, such as accountants and attorneys.
Although some accountants and attorneys may think of themselves as "professionals" who exist on a higher plane than consultants, and may in some cases be offended by the term, many of the functions attorneys and accountants perform are the same as those performed by other consultants.
The primary difference is attorneys and accountants are licensed by the government and are governed by a defined code of ethics, whereas anyone can call themselves a consultant.
PRE-CONTACT TASKS
Before contacting any consultant, you should do the following:
Determine and prioritize your needs and objectives by talking with others.
Obtain recommendations from others.
Don't focus only on the consulting firm. Identify the specific individuals most suitable for you. The specific team advising you is often more important than the firm as a whole.
INTERVIEWING CONSULTANTS
When you meet with a consultant:
Never pay for the initial meeting. You deserve a free chance to interview the consultant.
Describe your situation and goals and ask the consultant to describe similar engagements.
Send the consultant information before the meeting about your company or specific issues you have and ask for comments at the meeting. It's a very bad sign if the consultant did not read what you sent before the first meeting or has no comments or questions.
Ask specific questions about fees and billing practices. Don't stop at hourly rates. Ask about prices for common types of projects or transactions.
If you think the fees quoted are high, say so. Ask why. Do the same thing if someone quotes a very low fee. Don't assume one is a better deal than the other. There may be a good reason for one consultant quoting higher or lower prices than others. For example, they may define the scope of a project differently. Realize that some consultants give low ball fee estimates to win your business, while others try to be conservative to ensure actual fees don't exceed the estimate. Make sure you are comparing apples to apples.
If immediate payment of invoices will be a problem for you, admit it. Ask about alternative payment plans. Many consultants will adjust their standard practices, if there is a good reason to do so.
Ask questions that require the consultant to move out of his standard "pitch" and demonstrate his style, values and experience.
Ask whether the person you are meeting with will actually do the work.
If work will be delegated, ask to meet the team, and define the roles of each person on the team.
Ask the consultant to describe what makes a good client and what makes a bad client. Assess where you are likely to fall.
Ask whether the consultant has a conflict, or a potential conflict, of interest that may cause either you or the consultant to terminate the relationship. You don't want to invest in educating the consultant about your company and then lose the benefit of that investment.
CHOICE CRITERIA
After you gather all the information about the consultants under consideration, how do you choose? Here are some relevant criteria:
Do the consultant's style and values match yours? This is particularly important if you want to build a long-term relationship. Also, you are more likely to follow the consultant's advice, if there is a match. Even the best advice is worthless, if you don't follow it.
Is the consultant interested in building a long-term mutually beneficial relationship or is he focused on short-term revenue? Is the consultant willing to invest in relationship building?
Are you the right client for this consultant?
Does the consultant speak simply and directly so that he is understandable?
Will the consultant interact well with your employees, vendors and customers?
Do you want someone who will reinforce your strengths or someone who will compensate for your weaknesses?
Is your consultant content to stay within his area of expertise or does he want to run your whole business? Which do you want?
IDENTIFY AND SEEK VALUE
The things consultants do usually fall into one of the following categories:
activities requiring unique skills and experience allowing you to maximize your efforts or avoid costly mistakes.
things you could do yourself, but don't have the time.
The first category is invaluable. Try to maximize this part of the consulting relationship. Be prepared to pay a premium for consultants who actually deliver this. Make these relationships part of your long-term team.
The second category is a lot less valuable. Avoid paying a premium for this and try to internalize these functions within your company when you can afford to do so. You will inevitably save money.
To maximize value, don't assume your relationship with a consultant is temporary, because the consultant is not an employee. I have worked with some of my clients for more than a decade. During that time their management teams have changed several times. People from my client companies often call me to ask: what happened several years ago? Why was it done that way? I, like many other consultants, are more permanent than many employees. We often serve as a corporate memory for our clients. It makes sense to invest in building long-term positive relationships.
DEFINE AND PRIORITIZE TASKS
To gain value from consultants, provide them with both a wide range of information about your company generally and the specific issues you need to address. This may lead the consultant to identify problems and tasks you didn't know you needed.
Work with the consultant to identify all the issues. Then prioritize which ones you need addressed now and which can be left to later without dire consequences. Try to identify tasks the consultant must do and the ones you can do yourself, perhaps with a little coaching by the consultant. Clearly identify the work you want done and what you don't want done. Develop action item lists at the end of each meeting to avoid the consultant doing work you don't want done now. This will help to avoid fee disputes.
PROBLEMS
Even the best consulting relationships sometimes develop problems.
Ask who in the organization is in charge of fixing problems.
Identify problems and communicate them as they arise. Don't save them up until it hurts.
Suggest changes.
Ask if you can do anything to assist in improvement. For example, if the consultant is doing too much work for you, ask if your employees are using his time wisely? Does the consultant need more information than he is getting from you? Can you package information better to save time and effort? Most consultants sell their time, whether they charge by the hour or by project. You can usually substantially reduce what you spend, if you can take on part of the project yourself.
Track performance changes after communicating problems.
Ask others whether the problems you are concerned about are commonplace. There's no sense switching horses, if all the horses have the same problem.
If the problem is confined to one area, but other areas are fine, consider whether you should replace the consultant for the entire engagement or only for the part where there are problems.
Let the consultant know whether or not performance improves.

CHAPTER
4
D is for DILUTION
-------------------------------------------------
"How much dilution will there be?"
"This deal will dilute the hell out of them!"
"Make sure we're protected against dilution!"
-------------------------------------------------
The "D word" is on the minds of entrepreneurs and investors a lot. Dilution concerns are always present, but they increase in bad economic times.
There are two basic types of dilution: percentage dilution and price dilution.
When you start a company, the founders own 100% of the stock of the company. Each time you sell stock to investors or grant stock or options to employees, the founders' percentage ownership decreases and the founders suffer percentage dilution.
In theory, percentage dilution is not intrinsically bad. If issuing stock to others increases value more than it decreases percentage ownership, percentage dilution can be good. If the founders will have a slightly smaller percentage of a much bigger pie, the dollar value of the founders' ownership interest may increase as their percentage ownership decreases.
The second type of dilution is price dilution. Price dilution occurs when shares are sold for a lower price than the value of the company before the sale. For example, price dilution occurs, if last year the company sold stock for $5 per share, but this year the company sells stock for $2 per share.
The key to success in the dilution game is to surf the wave of percentage dilution and price increases. If the price increases faster than percentage ownership falls, you have a safe ride to the beach, because your smaller percentage interest in the company has a greater dollar value. If not, you are knocked off the surf board and the dilution shark eats you, because your interest in the company has a lower dollar value.
The founders and all other equity holders lose two ways, if a transaction results in both percentage dilution and price dilution. First, they own a smaller percentage of the pie. Second, the dollar value of their holdings decreases. It's a double whammy.
In valuation terms, you always want the pre-money valuation of the company to be higher in each investment round than the post-money valuation in the previous investment round.
For example, if a company has 5 million shares outstanding, after it last sold stock for $5 per share in its Series A Investment round, its post-money value would be $25 million. If the company needs to raise another $10 million in its Series B round, the different effects of price and percentage dilution are illustrated below.
If the company sells stock for $10 per share, it will issue another one million shares to raise $10 million in its Series B investment round. The existing owners (management and Series A round investors) will then own 83-1/3% of the company instead of 100%, but the pre-money value of the company would be $50 million. Therefore, the dollar value of the company would increase from a $25 million post-money valuation for the Series A round to a $50 million pre-money valuation for the Series B investment round. The owners successfully surfed the dilution waves.
If, however, the company raises $10 million by selling shares for $2 per share in its Series B investment round, the company would have to issue 5 million new shares. The owners (management and Series A round investors) would then own 50% of the company on a percentage basis, but the dollar value of their interests would only be $10 million (down from the $25 million post money value of the Series A round), because the company's total pre-money value is only $20 million in the Series B investment round. The dilution shark strikes!
Founders are often the very unrealistic about dilution and are often surprised by how much dilution takes place. To avoid surprises, be aware that every major event in the company's life represents dilution risk.
Founders often overestimate the valuation the initial investors will pay. When the company only has a business plan and no operations, investors are more likely to agree to a valuation of $1 million to $2 million than a $10 million valuation. Founders often think $10 million is a reasonable price, because they focus only on the large potential market for their product and not on the risk the investor is taking. Early-stage investors suffer a huge risk future investors will dilute their interests. Founders of companies often think of investors as one group with common interests. In fact, investors often worry about dilution from other investors as much as founders do.
Founders and early-stage investors often overestimate the increases in valuation between investment rounds. For example, if the first investment round is done at $1 per share, they often think the next round will be at $5 per share and the third round at $10 per share. A more realistic assumption, however, even for a company making progress would be $1 for the first round, $1.50 for the second round and $2.25 for the third round. It may turn out better, but many times it doesn't.
Founders often underestimate how much money will be needed to grow the company. The more money you need, the more dilution occurs.
Founders are often diluted when new management is recruited to replace the founders. Investors want the new CEO to have a large enough stake in the company to motivate the new CEO to work hard to increase company value. Management changes are often dilutive events.
The difference between realistic and overly optimistic dilution scenarios is illustrated below as differences in price per share, the dollar amount the company needs to raise and options needed for other employees take their toll on the founders. Assume the founders start with 5,000,000 shares constituting 100% ownership and the company is eventually sold for $100 million.
Note that in the forgoing example, there is no down round or round where the value remains flat. The price per share keeps rising, but the increase is not as much as the founders would like. The dilutive effect of a single round where value remains flat, compared to rounds with steady but modest price increases, is illustrated below:
Note that dilution accelerates as the amount of money raised increases. The amount of capital needed usually has a bigger effect on dilution than valuation. For this reason many angel investors avoid investing in companies that will require large amounts of capital.
The foregoing examples also assumes all shares have equal value in dividing the proceeds of sale. That, however, is rarely the case, because shares sold to investors usually have a liquidation preference and other rights that shift value from founders and management to investors. See Chapter 24 "X is for Exit Strategy" for an example of how these rights substantially dilute founders and management when the company is sold.
Investors, of course, also suffer dilution when more shares are sold after they invest. In typical investment deals, however, first refusal rights and price anti-dilution provisions give investors some protection from dilution.
Unrealistic expectations about price increases at each round of investment are dangerous, because they often cause founders to decide to raise less money in an investment round than should be raised. Founders sometimes think they can avoid dilution by selling shares later at a much higher price.
Although this strategy sometimes works, it often harms companies in several ways. First, with less money, the company grows slower than it otherwise would grow. Second, if you try to raise capital when you have very little money, investors know you are desperate and they will bargain for a lower price. They know you have to do a deal soon. They can wait you out. Investors usually have the option of walking away from negotiations and either keeping their money or investing in another company. The best way to increase your bargaining position on price is to close on an investment round at least three to six months before you need money. That means starting your capital raising efforts six months to a year earlier. Investors will know you have the option to walk away and find other investors. For these reasons many companies begin preparing for their next investment round soon after they close a round. Finally, if the company is raising many small rounds of capital, the management team will devote more time to raising money and less time to managing the company. This allows problems to grow and opportunities to be missed, which ultimately lowers value. Many companies deal with this problem by hiring capital raising professionals (either a CFO or an outside investment banker) to insulate R&D, sales and other operations people from the burden of capital raising activities.
Fear of dilution often affects the way companies are managed. Founders often distrust giving too much control of the company's Board of Directors to investors, because they fear loss of control will result in greater dilution for the founders. Investors often worry inexperienced founders will make decisions that waste money resulting in greater dilution for investors.
The best run companies are those in which founders and investors recognize dilution is their common enemy and cooperate together to avoid being eaten by the dilution shark.


CHAPTER
5
E IS FOR EMPLOYEES
----------------------------------------------------
"He's thinking like an owner, not an employee."
"The company's most valuable assets walk out the door every night."
"Employee morale is high. The parking lot is still full at 9:00 p.m."
"We're a virtual company."
-----------------------------------------------------
More of your time as a manager will be spent recruiting and training employees, trying to keep them returning every morning and productive while they are working, than will be spent on any other thing you do in business.
Don't complain about it. Just get used to it and do it. If you don't want to, then don't start your company. It's as simple as that.
That said, some companies resolve this issue through outsourcing. Virtual company business plans reduce time spent on employment issues. It can also substantially reduce cost, especially if some highly experienced technical people are required for your project, but you don't have enough volume work to keep them fully occupied in their specialty areas. Hiring a team of specialists to have on standby can be very expensive, especially if each professional's compensation package is six figures.
Outsourcing strategies, however, have to be implemented carefully to minimize downsides. Employee problems can be replaced by bigger problems with vendors and partners, if you fail to properly manage your vendors and partners. You have less control over vendors and partners than over your employees. You can't build a corporate culture outside your company. Outsourcing usually involves a tradeoff between convenience and flexibility versus lower control. You may also lose the opportunity to create trade secrets, knowhow and other less defined, but valuable, intellectual property, if the employees of your partners or vendors are performing your work. With each outsourcing decision, also ask yourself: "Am I building value in my company or in my vendors and partners?"
RECRUITING
Recruiting employees often gets the most attention. Since you start out with no employees and your business plan predicts an annual increase in headcount, most founders know they will have to recruit employees. Successful recruiting depends on a lot of factors including:
Avoiding hiring the problems of other employers.
Knowing what skills will be needed for each position and identifying to what extent each candidate has the required skills.
Hiring people who will make the overall team better in addition to doing their job.
Communicating your vision to recruits to enable them to see the opportunity they have to grow the company and be part of a team doing something exciting.
Being creative in rewards and incentives to maximize your limited resources.
Having the vision to identify the potential employees who will both make an immediate contribution to the company and play a long-term constructive role. If you hire someone, who is good for the company now, but who will not be useful after the company changes in a year, you have hired yourself a problem.
Where do you find good employees? For upper management people, venture investors, other team members, members of your Board of Directors or Board of Advisors, customers and vendors are good sources of referrals. In some cases you may retain an executive search firm to recruit key people.
One important factor in recruiting is to determine what level person you can successfully recruit. Most top people aren't willing to jump off a cliff with blind faith of a gentle landing. They won't quit their job to join you, unless your company has sufficient capital and the backing of venture investors committed to fully funding the business plan. Having revenue and a path to profitability are also important factors in recruiting star team members.
If your company lacks these attributes, you can either defer hiring until you achieve these goals or hire someone, who isn't one of your top choices. If you decide on the latter course of action, you should have a frank discussion with the candidate. Let them know you may need to hire someone later to be their boss, unless they can grow into the job as your company grows.
Some executives even specialize in being a "transition executive" - helping to grow the company to the next level, handing off to a replacement, who has experience managing a bigger company, and leaving to join another smaller company.
Hiring part-time people or interim people, who know they will be replaced, often helps you to avoid hiring the wrong person who will create problems later.
RETENTION
If you fail to pay sufficient attention to retaining key people, the following will occur. Your best people will be lured away by others. Your mediocre and poor employees nobody wants will remain. The average quality level of your employees will decrease over time. This isn't a recipe for building a valuable company.
Successful retention programs in small companies start with getting to know each person and knowing what special issues are most important to each individual. Recognize in advance you cannot give everyone everything they want. Concentrate on giving key people what is most important to them. For one person it may be money. Another may crave greater responsibility. For another, direct access to you may be most important. Some people value equity ownership. Others treasure sales commissions or other cash bonuses. Identifying each person's hot buttons will allow you to maximize your scarce resources.
TERMINATIONS
Very few executives regret having fired a problem employee too soon. There are, however, many who regret ignoring problems or giving problem employees too many chances to reform. I'm not talking about employees who need a little training or guidance to improve performance. Disruptive employees and people who are unmotivated or out of sync with the rest of the team cause the most problems. Delay in dealing with them results in wasted time and money, the morale of the entire team deteriorating, lower quality service to customers and delays in achieving critical milestones.
Most people hate to fire people. It's important to avoid the trap of delaying an unpleasant task. Deal with problem employees early on rather than later. That said, record keeping and other procedures are needed to protect you and the company from legal liability when dealing with problem employees. Consult your attorney when you first begin considering whether to terminate or otherwise deal with a problem employee.
LEGAL MATTERS
I am focusing on legal issues here, because almost all companies run into some employment law issues. It's very easy to make mistakes that will substantially harm your company.
Areas of government regulation include taxes, compensation, overtime, hours, layoff notices, medical benefits, retirement plans, discrimination in hiring, promotion, compensation and termination, intellectual property ownership and noncompetition.
For large companies with human resource departments and legal departments, compliance is expensive, but possible. Young companies almost always violate some employment regulations, because it's a full time job to avoid doing so and most young companies can't devote sufficient resources. Mistakes are inevitable. The best most small companies can hope to achieve is to minimize the effects of mistakes on their business. This often requires a combination of judgment, diplomacy, skill and luck.
Liability Issues
Some major areas of concern that often create liability for young companies include:
Borrowing from money withheld from employee salaries for payroll taxes is a common pitfall. It's a tempting way to meet cash flow problems, but you will be personally liable to the government. You may also go to jail.
Classifying as independent contractors people who are actually employees from whom you should withhold payroll taxes. Your company can be liable for failing to withhold taxes and failing to pay Social Security and other payroll taxes. The government will hold you responsible, not your employees. Good luck trying to collect from the employees. Where employers are required by law to pay for health insurance or other benefits, for employees, government has even more incentives to classify your consultants and contractors as "employees." This area is virtually a minefield for employers.
Failing to pay overtime to all non-exempt personnel. Calling someone a supervisor doesn't automatically make them one.
Failing to keep sufficient records and use adequate procedures to document poor performance by employees. This failure often opens the company to blackmail through allegations of discrimination or harassment by under-performing employees who should be terminated. Anti-discrimination laws may play a positive social role in some situations, but young companies are sitting ducks for plaintiffs' lawyers, because they don't focus on documenting poor performance. Many people believe good faith reasonable treatment of employees will protect you. It won't. Everything you do can and will be held against you. Give one employee some extra time off and another will use that as precedent to claim discrimination, if you don't afford him the same. If the vineyard owner in the Biblical parable today paid the grape pickers who worked half a day the same as those who worked the whole day, it would inevitably result in years of messy litigation.
All these problems can cause substantial liability and can take up a lot of management time. Team morale can be adversely affected. Avoiding major mistakes can be a significant competitive advantage.
Officers and directors are personally sued more often for employee related issues than any other reason. Adequate insurance and good employee compliance policies are good investments for officers and directors personally.
Employer Tools
Given the minefield employment laws hold for your company, what's the best defense?
Avoid hiring potential problem employees.
Maintain high employee morale.
Put someone in charge of all employment issues. Hold them accountable.
Educate your management team. Don't assume all your managers understand their responsibilities in supervising employees. Train them about their duties and liability issues.
Trust your instincts. If you feel like you are being set up by an employee, you probably are.
To the extent possible, develop written procedures and handbooks for employee issues and comply with them. Beware. Written procedures can create liability, if you don't comply with them.
More important than all the rest, however, remember the following:
Treat people fairly. Some people will give you a break, if they believe you treated them fairly.
Create personal relationships. It's easy to decide to sue a company or a distant person. People are more reluctant to sue a person they know, unless the relationship has been unusually hostile.
Manage expectations. Don't promise more than you can deliver. People will hold it against you, if you don't deliver.
Don't screw with people's families. If you recruit someone to move their family across the country and fire them three months later, expect a law suit.
Employee Agreements
All employees should agree to maintain the confidentiality of the information of the company, including its trade secrets. Likewise all employees should agree all inventions and other intellectual property developed by the employee will be owned by the company. All employees should sign such agreements on their first day of employment, whether or not the employee's job is in research and development. Permit no exceptions. These agreements affect whether your company owns what it develops. Check signatures on the agreements. Unsigned agreements are often found in the employee's file when an issue arises.
For certain key employees, you may want them to agree not to compete with the company after they cease to be employed by the company. In theory, agreements that prevent employees from using or divulging trade secrets should be sufficient to protect your business. However, it's often difficult to know and to prove that an employee is using your trade secrets while he is working for a competitor. It's usually much easier to prove a former employee is breaching a non-competition agreement, because all you have to show is the new employer is your competitor as defined in the employee's non-competition agreement. You don't have tot know what the former employee is doing or whether he is using your trade secrets. The problem is that non-competition agreements are unenforceable in some states and in other states may be very difficult to enforce even if you show the employee is breaching the agreement. The trick with non-competition agreements is to limit the restrictions to those that you can prove are necessary to protect the legitimate interests of your business and that do not prevent the employee from making a living. That usually means defining your competitors in a way that covers the companies that are the primary threats to your business and allowing employees to work at other companies in your industry that are less threatening to you business. Your attorney should definitely be consulted. The most common problems associated with non-competition agreements include:
Sufficient consideration was not given. Generally, agreeing not to fire the employee is not sufficient consideration, but hiring someone is sufficient consideration. Therefore, it's important to sign the non-competition agreement when the employee starts work. If not, you will have to give the employee a meaningful raise or a bonus to create consideration for a non-competition agreement.
The period of non-competition required by the agreement is too long. One year after termination of employment is generally defendable. Beyond that is risky.
The geographic area covered is too big. State laws often have not caught up with global markets. Much of the case law about what is a reasonable geographic area involves businesses with fairly limited local markets. (E.g. disputes about whether a restriction on a doctor is reasonable if it covers a 25 mile radius compared to a ten mile radius). If the employee's employment with another employer is not really hurting your business, because it is too far from your customers, it may not be enforced. Courts are often reluctant to find that the market is worldwide.
The description of the business in which the employee can't compete is too broad. If your company actually isn't conducting the entire business described in the agreement, a court may conclude the agreement overly restricts the employee and is unenforceable.
Inconsistency. If other employees, who perform the same function, are not covered by non-competition agreements, a court might conclude the restriction was not needed to protect the employer's business. Likewise, if the agreements with other employees have different definitions of your business or different geographic areas or shorter time periods, these inconsistencies can be used against you.
Sympathetic Circumstances. If you have a non-competition agreement without paying severance, courts are less likely to enforce the agreement. Juries don't want people's families to suffer to protect your business. Likewise, if the circumstances of the employee leaving create sympathy for the employee (like firing without cause or quitting after sexual harassment), a jury may side wit h the former employee. Expect a counterclaim from the employee for damages anytime you try to enforce a non-competition agreement. The counterclaim may be based on your actions before employment was terminated, or after termination, for example, slandering the employee to potential new employers.
Failure to Update. You might craft a perfect non-competition agreement when you first hire someone. However, as time passes, the person's job responsibilities may change, your business may change, your customers may change and your competitors may change. These changes may mean that what was once an enforceable agreement is unenforceable when your employee quits. You should periodically review your old agreements to update them. Since each update requires additional consideration, the best time to update is when you give a raise or a bonus (before the bonus is earned) or a stock option grant.
Because non-competition agreements are difficult to enforce, carefully consider whether non-solicitation agreements that prohibit selling to customers of recruiting other employees might be a better way of protecting your business. At a minimum, these types of provisions can supplement a non-competition provision.
If you are using independent contractors instead of employees, your agreements need to be tailored to these contractors.
These employee agreements can be very important when someone considers investing in your company, when you sell your company or if the company does an IPO. Fixing mistakes can delay important deals and can be costly. Also, the company and the employee may be in a dispute when the problem needs to be fixed, or the person may be an ex-employee. You can't rely on the good will of the employee. You may not even be able to locate some ex-employees to have them sign documents they should have signed when you first hired them. People do disappear. It pays to get it right the first time.
Be aware that the government imposes strict rules about whether and how employees can give up or reduce their rights. Having an employee sign a release or a settlement agreement may not fix the problem. Discuss release issues with your attorney.
Effect on Investments and Exit Strategies
Many companies live in blissful ignorance of many employment liability issues until they attempt to raise capital or sell the company. That is when the lawyers and accountants often begin to focus their microscopes on all the employment issues your company has been ignoring. These liabilities and other issues often delay transactions. Sometimes they can kill a deal or cause a decrease in valuation. You ignore employment related issues at your peril.
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F IS FOR FOUNDERS
--------------------------------------------------------
"He's founded a dozen companies."
"Is the founder realistic?"
"What do we do with the founder?"
-----------------------------------------------------------
Having represented young companies for thirty plus years, founders have a special place in my heart.
Starting a new company takes a lot of guts, wide ranging skills and a special type of personality. It's fun to work with these people.
Because founders also usually are taking on a huge challenge that requires them to learn on the job, guiding them through the growth of their companies is a challenge.
As much as there is to admire about founders, they also have some weaknesses as a group. Among these are a drive to control their destiny, which is often what motivates many people to start a business. Wrestling with this desire is a major challenge. Learning to be flexible and to delegate often determines your business' success or failure.
DECIDING TO START A COMPANY
Before you start a company, you should:
clearly define what you want to accomplish
discuss with family how to balance personal and business goals
know how much you and your family are willing to suffer to achieve your goals
make sure all the founders agree on goals and the commitment each will make, if there is more than one founder
define the circumstances under which the company will be deemed a failure and liquidated
The last point is often overlooked, because it's not in the nature of many founders to contemplate failure. You have to be optimistic by nature to start a new company. Nonetheless, it's as important to define failure as to define success. One of the most common mistakes of founders is not being realistic about defeat and suffering needlessly for a lost cause - "Gone with the Wind" Syndrome. While this attitude sometimes results in a miraculous turn around and eventual success, in reality that occurs only in a small minority of cases. Realistically reading the signs your company is dying and being proactive in winding it up is something few people do.
The point is not to give up when the first crisis occurs. No company would ever be successful with that approach. You should, however, realistically evaluate whether continuing the business is a productive activity or whether you should be devoting your time to other endeavors. Winding down your company often means selling it before you have to close the doors to someone, who is in a better position to take advantage of the opportunity.
One mistake many founders make is to quit their jobs too early to make the company their full time endeavor. This causes unneeded strains on cash flow. Don't voluntarily terminate your cash flow until you have to. You will probably need the money later. Where there is more than one founder, consider how one founder can quit to run the business full time while the other(s) continue to generate outside income to pay the bills of the full time founder. Consult with your attorney about how to ensure your employer doesn't claim it owns your new business, which is a risk anytime you create anything of value while you work for someone else. Even if your old employer never finds out, potential investors and buyers of your business will be concerned about this issue. If there is any ambiguity on this point, you may not be able to raise capital or sell your company.
This advice applies to the period the founders are financing the company from their own financial resources. When you raise outside money, it's a different story. Investors are less likely to invest in your company until you make a full time commitment to it. Therefore, quitting and raising money requires a delicate timing act.
FOUNDER FINANCIAL RESOURCES
The old adage is that "it takes money to make money." Founders who have financial resources, or access to the financial resources of others, have a major advantage over those who don't.
Business media coverage tends to focus on large venture capital investments of $10 million, $25 million, $50 million. Such financings are important to growth companies. In almost all cases, however, these larger financings were preceded by several smaller financings. These smaller seed and early stage financings enable young companies to grow to the point where someone is interested in investing millions of dollars in them.
What are the most common ways to fund new ventures and survive the difficult early years? Which are the easiest, quickest and least expensive? Which are more complex? In general, the rules that apply to your fundraising efforts, as well as the complication and cost, varies depending on how you raise money, from whom you raise money and how much money you raise.
Self Financing Transactions.
Most businesses start out being funded primarily from the personal financial resources of the founders and/or their immediate family members. Personal resources include:
Your bank account. Write your check and go. No legal compliance necessary. Just do tax planning.
Gifts from Daddy. Same as above, except don't forget to send a Father's Day card each year. Unfortunately, not everyone has a rich Daddy.
Loans or Distributions from Restricted Assets. Restricted assets are funds you may have in an insurance policy, 401(k) or other retirement plan, IRA, Keogh or similar account. Obtain advice from a tax attorney prior to using such restricted funds to avoid penalties.
VISA Capital. Apply for ten credit cards before you quit your day job. Be careful not to make fraudulent statements on credit applications. Beware, however, interest rates are high. You may be digging a hole you'll never climb out of.
Working Spouses. A husband or wife who is paying all the bills while you don't draw salary is financing your business. Valentine's Day therefore, could also be called Venture Capital Day for many founders.
Commercial Loan Transactions
Borrow $100,000 from a bank. This typically requires a personal guaranty and perhaps a second mortgage on your home. Borrowers often sign form documents provided by the bank without legal advice. One common complication is that a bank will usually require personal guarantees from both the borrower and the borrower's spouse. Spouses sometimes are surprised when a marriage breaks up at the amount of their potential liability on business loans.
Borrow $100,000 from a bank secured by a personal guaranty of a wealthy individual. To compensate the individual for the guaranty, you give stock in your company to the guarantor.
Securities Transactions
Sales of securities often distinguish growth companies from businesses that are merely personal extensions of the company's founder. By selling securities to others, the founder takes on substantial obligations to the investors. Typical early stage securities transactions include the following:
Borrow $100,000 that is convertible into shares of stock. This constitutes a private placement of securities even if the loan is repaid and stock is never issued. Contract and securities law advice is prudent.
Sell stock to Uncle Mike and Aunt Tess. This is a private placement of securities despite the buyers and the seller being family members. Since the same securities laws apply as in sales to nonfamily members, it's prudent to obtain contract and securities advice. Many founders, however, forgo legal advice and hope for the best. Some win and some lose.
Four founders put in $50,000 each and agree to work without salary. The founders need advice on a shareholders agreement about voting and buyout issues, in addition to tax and securities advice.
Sell $100,000 of stock to ten friends who invest their children's college funds in what they believe is "a sure thing" This is a private placement to unaccredited and unsophisticated investors. It's a high risk transaction, because greater disclosure requirements are imposed in sales to unaccredited and unsophisticated investors. Often, however, the founder obtains little or no legal advice in such transactions to the later sorrow of everyone involved. It's also a good way to lose all your friends.
Sell $500,000 of stock to ten members of your country club who own their own businesses. This is a private placement to investors who probably are both sophisticated and accredited. It typically entails normal and acceptable levels of securities law risks. This is one of the many examples of life being unfair. If you know lots of rich sophisticated people, it's easier to raise money. A private placement memorandum disclosing the material facts and risks associated with the business may be used. This type of transaction often can be documented with a simple contract.
Sell $5,000,000 to several professional venture capital investors. This is a private placement with a relatively low level of securities law risk, because the investors are accredited and very sophisticated. Often the investors know more about the most important industry risks than the company selling the securities. Someone selling securities is never permitted to lie or conceal important information, but the level and form of disclosures in a professional venture capital deal usually conforms to the need to satisfy the investor that the company has a well thought out business plan, rather than formal private placement memorandum types of disclosures. Although minimal securities law advice is required, you usually need intensive advice about the investment term sheet and the contracts that document the complex terms of the transaction.
Most young companies use more than one of the financing alternatives described above. The use of one financing alternative may, however, preclude the later use of other financing alternatives, either because by their nature the two are difficult to combine or, because an early transaction was implemented in a way that creates legal or other problems. In raising early-stage capital, your goal is to retain the flexibility to utilize other types of financings in the future. In other words, doing the small stuff right makes it possible to do bigger things later.
INFLUENCE OF FOUNDERS
After you raise money and begin to focus on operating the company, founders often put a very personal stamp on their companies. "Corporate culture" is likely to be an extension of their personalities. As professional managers replace the founders, corporate culture is often diluted to the point it resembles the product of any management 101 class. Sometimes this improves companies, but other times it destroys a young company's competitive advantage.
Founders also tend to play the role of arbitrators among other team members and are usually more involved emotionally with the company and its employees.
This hands on involvement has both positive and negative aspects. The dynamism and positive attitudes of founders often rubs off on other team members. If, however, the founder has negative personality traits, these too may be transferred to the team.
The biggest danger, however, is that other team members will remain too dependent on the founder and fail to take the initiative until the founder makes a decision. Be proactive in combating the tendency of others to look to your lead, because this will limit the company's ability to grow.
WHAT DO YOU DO WITH THE FOUNDER?
The U.S. generally wins the Olympic gold medal in 400 meter relay races, even when the U.S. doesn't have the world's fastest 100 meter runner. Having the right runner at each of the four 100 meter legs of the race is what wins this event. A smooth pass of the baton from each runner to the next is imperative to win. Likewise, no team can recover, if the baton is dropped on any of the exchanges. You can't recover from this type of mistake when you are competing in the big leagues.
Building a successful growth company is a lot like the 400 meter relay event. You need to have the best team in place at each stage of the company's development. Botching the transition from founder to professional CEO often kills companies.
Founders of new technology companies are a special breed with many valuable characteristics . . . visionary . . . creative . . . hard working . . . risk takers.
Unfortunately, founders sometime lack some of the other abilities required to grow their companies beyond the initial stages . . . financial planning skills . . . people management skills . . . industry contacts . . . marketing skills.
Some founders make good CEOs, either because of their past experience or because they learn quickly. Many founders at some point step down and hire a professional CEO, who has the expertise and experience necessary to move the company forward to the next level.
Beware. Deciding whether to transition the founder as CEO and implementing the decision is one of the riskiest times in the company's development. Many companies crash on the rocks at this point. The key factors in having a successful founder transition are:
Is the stepping aside voluntary, or is the founder involuntarily pushed out of the way by investors or co-workers?
Is the transition planned to occur at the best time, or is it done quickly in an emergency situation?
Does the transition improve employee morale, or does the stress cause key employees to quit?
Has a productive role in the company been created for the founder, or is the founder dumped off the train?
Do the founder and the new CEO work as a team to build value in the company, or do they criticize one another and play politics?
Is the transition viewed as the successful achievement of the first stage of the company's business plan, or is it viewed as a sign the founder has failed?
The difference between a successful company and a failed company often lies in the answers to these questions.
It's also true that one of the primary reasons venture investors decide against investing in companies is their conclusion the company will need a professional CEO at some point and their belief the founder won't cooperate in hiring a replacement. Convincing investors you are open to hiring a CEO at the right time is often a condition to being able to raise the money you need to grow your company. Founders are often faced with the choice between retaining the CEO position or raising money. What's more important, having the title or growing the business?
How does a founder maximize the chance for a successful transition?
First, recognize before starting the company that transition to a replacement CEO is a possibility or even a desirable goal. Growing something that becomes bigger than yourself is an achievement, as any proud parent will tell you on graduation day. Starting with this premise enables the founder to devote time and energy to choosing the best time and circumstances for the transition to occur, rather than wasting valuable time and energy trying to stave off the inevitable.
If the founder plans for the transition, the founder will play a greater role in choosing a successor CEO. This makes it more likely the founder and investors will have a positive relationship after the new CEO is hired. Retaining a positive relationship with investors, and consequently with the Board of Directors, which is probably controlled by the investors, positions the founder to become part of the investor club that supervises the new CEO. That's the best way for founders to protect their investment.
The founder has invested time and effort and the investors have invested cash. Both the founder and the investors want the new CEO to make their investments more valuable. If the founder and the investors maintain this positive relationship after the new CEO is hired, the founder is likely to retain considerable influence over the direction of the company. The founder will be viewed as a team player and a valuable contributor whose interest is aligned with the investors.
Compare this to what happens where the founder fights tooth and nail to retain the CEO position. In the process the founder usually alienates the company's investors. When the new CEO comes aboard after the investors struggle with the founder, investors often conclude there is no commonality of interest between the founder and the investors. The founder's influence with investors and Board members then becomes very weak. In addition, having fought against hiring the new CEO, investors will suspect any disagreement between the founder and the CEO evidences sour grapes by the founder or may be an attempt to sabotage the new CEO. The founder is in a very bad political position at this point, which can result in the founder being relegated to a minor role in the company or even being fired.
The worst position for a founder vis-ŕ-vis investors is for the founder to agree in principle to hire a CEO before an investment and then to either break the agreement or to unreasonably delay hiring the CEO. Some founders agree in principle that a new CEO should be hired, but reject capable, but imperfect candidates. This happens frequently and it drives investors crazy. Founders may think they are being clever, but in fact investors always see through this ruse. It usually results in the founder being fired. This often occurs when investors are asked to invest in the next round. At this point, the investors have great leverage and founders regret playing games about hiring a CEO. Don't mess with investors as long as there's a possibility your company will need more money.
The founder problem is often exacerbated by the perception in some circles that investors like to fire founders. Nothing could be further from the truth. Companies with strong CEOs in place are favored by investors and have little trouble raising money. Firing a founder always creates risk for investors, because it can destabilize a company. Investors usually decide to fire a founder only when the investors believe the risks associated with firing the founder are outweighed by the risks associated with retaining the founder.
Of course, founders are not always to blame when the relationship with investors sours and the founder is booted out for a new CEO. Investors don't always make wise choices about the new CEO. Turning your company over to a fool with an MBA degree is often a legitimate concern for founders. Sometimes the "chemistry" between founders and investors is not good and neither side is at fault. Sometimes the new CEO considers the founder a potential threat to his authority and conspires to evict the founder from an active role in the company, even where the founder is trying to cooperate with the new CEO.
Nonetheless, founders can maximize the chances of success for their companies, and of establishing a long term positive role for themselves with the company, if they begin planning for the arrival of a replacement CEO from the time they start the company. If it turns out this isn't necessary, so much the better for everyone involved. A founder is in a better position, if the investors are begging the founder to stay on as CEO after the founder raises the issue of finding a replacement CEO.
SERIAL FOUNDERS
The note the police found on the body read: "Stop me before I kill again!"
There are serial killers who will commit the same crime over and over until they die. Likewise, there are serial founders. As soon as they sell or retire from one company, they start another company.
One can make an argument that serial founders are the most productive people in the U.S. economy.
For most serial founders, staying to manage their company after it becomes successful isn't a goal. It's often a boring burden. Working hard to achieve a 3.5% reduction in cost of goods or SG&A may turn on a professional CEO, but for many serial founders it's their definition of hell. They miss the early exciting days when there was no margin for error, when it was make the right move quickly or the company will die.
You need to know whether you are a serial founder.
If you are, it's even more important for you to plan on having a successor to manage your company and free you to pursue new opportunities. It's your Declaration of Independence! Founders who don't know they are serial founders often become unhappy in the gilded bird cage of a successful company. They may begin making mistakes, become over-controlling and generally begin aggravating other team members, because they feel trapped. Once they free themselves and move on to other opportunities, they become happier and more productive.
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G is for GOVERNANCE AND STRUCTURE
----------------------------------------------
"Who's running this place?"
"Everyone was a direct report to the CEO."
"Careful! The Board of Directors is meeting today."
------------------------------------------------
How are decisions made in companies?
Whose approval do I have to get when I want do something?
Where do I look to find the answers?
CHOOSING AN ENTITY
Most people conduct business as an entity, rather than as individual owners, to limit their personal liability. Capital raising and tax factors usually determine the type of entity your choose, which includes:
Partnerships or Limited Partnerships. Generally need to hold assets and make investments. Decisions are made by general partners, but general partners have personal liability for partnership obligations. In effect, the general partners personally guaranty all partnership obligations, even if they never sign a personal guaranty agreement. If one partner creates a liability for the partnership, all general partners are equally liable for the entire obligation. This means you really have to have a lot of trust in your partners. For this reason, partnerships are not viable where there are lots of partner owners. In theory, limited partners are not liable for the obligations of the partnership, but they can lose this liability protection if they participate in making decisions about the partnership's business. Because of these liability issues, few modern businesses operate as partnerships or limited partnerships. A partnership is a entity that is not required pay income taxes. This is called being a "tax pass through entity," which means the government ignores the partnership and the owners are taxed on partnership profits. The problem is that the owners are taxed even if the partnership or limited partnership does not distribute money to the partners.
Limited Liability Companies. Also "tax pass through entities subject to the same tax rules as partnerships, unless they elect to be taxed as a corporation. Owners are usually called "Members." Decisions are made either by the Members voting or by "Managers." The Members and the Managers are generally not liable for obligations of the limited liability company. Liability rules are similar to the rules that apply to corporations.
Corporations. Can be taxed under "Subchapter C" of the Internal Revenue Code or "Subchapter S" of the Internal Revenue Code. Subchapter C corporations are taxed separate from its owners. The owners are then taxed, if they receive any distributions from the corporation. A Subchapter S corporation is not taxed as a separate entity for income tax purposes. The tax rules for Subchapter S corporations are similar to the rules applied to partnerships and limited liability companies, but there are some differences. Decisions are made by a Board of Directors, who are elected by shareholders. Boards of Directors delegate day to day operational decisions to officers. Both "S Corps" and "C Corps" offer shareholders, officers and directors protection against liability for corporate obligations.
Investors who want to utilize the losses many early stage companies generate to shelter other income, sometimes prefer "tax pass through" entities, such as limited liability companies or Subchapter S corporations. Venture capital and institutional investors usually prefer Subchapter C corporations. The primary tax advantages of Subchapter C corporations are the ability to accumulate early losses (net operating loss carry forwards (NOLs)) to shelter later profits from taxation and the ability to sell the company for stock of another company without paying taxes at the time of the sale, which allows taxes to be delayed until shareholders resell the stock of the acquiring company. By facilitating company sales for stock of other companies, Subchapter C Corporations can expand the number of potential buyers, thereby increasing the value on sale. However, the downside of a Subchapter C corporation is that if the company sells its assts (as opposed to the sale being structured as a merger or sale of stock by shareholders), then both the corporation and the shareholders may have to pay taxes. If your exit is to sell parts of your company at different times, or licensing to collect royalties, Subchapter C corporations may also create greater tax burdens.
Be skeptical, if your accountant or other tax adviser quickly reaches the conclusion that one type of entity is clearly better in all situations for tax purposes. That is simply not true. Each type of entity has advantages and disadvantages. There are tradeoffs. What may be true is that your tax adviser's experience may be primarily with businesses in a limited number of industries or that have common goals or that raise capital from the same types of sources. If you business, or goals or capital raising requirements are different from the adviser's other clients, you may be stuck in the wrong type of entity. A thorough understanding of how you plan to operate your business, finance your growth and sell your business, as well as your other assts and income is required, for an adviser to effectively counsel you about what type of entity is best for your business.
Most companies are corporations. Corporations are artificial persons that have an identity and existence that is legally distinct from the owners of the corporation. Corporations even have constitutional rights.
In other chapters of this book I have used the term "founder." That is a term that does not have a precise legal definition. Who is considered a founder varies from company to company. In some companies, it applies only to one person. In other companies, anyone who joined the company in the "early days" is considered a founder. From a decision-making and governance point of view, however, being a founder is irrelevant. Founders don't have any legal rights or powers in the corporate structure.
The corporate titles that do carry with them legal rights, powers and duties are:
| Shareholders | The owners of the corporation. In most cases, however, the shareholders do not oversee the operations of the corporation. Instead, they vote only on major structural changes and elect a Board of Directors. |
| Directors | Each Director is a member of the Board of Directors. Individually, each Director does not run the corporation, but as a group the Board of Directors is responsible for all aspects of the corporation's business. Decision making is collective. |
| Officers | Officers elected by the Board of Directors run the day to day operations of the corporation. Officers report to the Board of Directors and follow the directions of the Board of Directors. |
The number of shareholders can vary widely - from one to thousands.
The number of Directors is generally in the range of three to nine. Three, five, seven and nine are the most common numbers. For early stage companies, try to limit the Board to five or fewer Directors.
Officers include the Chairman of the Board, President, one or more Vice Presidents, Secretary, Treasurer, Assistant Secretary and Assistant Treasurer.
The powers and duties of each group are derived from three general sources.
The articles or certificate of incorporation of the corporation, which says how many shares the company can issue and the rights of each class or series of shares.
The bylaws of the corporation (the bylaws usually say how to hold meetings of the shareholders and Board of Directors and what powers each officer has, for example, who is the CEO and who is the COO).
The laws of the State in which the company is incorporated, which includes both state statutes and case law decided by courts.
In addition, the company, shareholders and investors may enter into contracts with themselves or others that impose other duties or grant other rights.
TEN WAYS TO MANAGE YOUR BOARD OF DIRECTORS
Meetings of the Board of Directors are major events in most companies, especially if they have outside investors, who are represented on the Board. The Board of Directors is legally responsible for running a corporation and the Board of Directors wields most corporate POWER.
Many founders and CEOs are comfortable managing employees and other officers of the company, but they often fail to manage effectively the Board of Directors. Founders and CEOs ignore managing the relationship with the Board of Directors at their peril, because the Board's powers include hiring and firing the CEO and all officers, as well as determining their compensation.
One way to assess the health of the Board's relationship to management in your company is to identify which of the following statements best describes your company.
The whole team really looks forward to Board meetings.
Tension visibly increases among team members on Board meeting days.
Board meetings provide us with new insights that improve our business.
We could accomplish a lot more if we didn't have to waste time with Board meetings.
Congrats if the positive statements describe your company. You must be doing something right. If the negative statements most closely describe your team's reactions to Board meetings, you should probably devote greater effort to managing the Board. Ten points essential to managing the Board relationships are listed below. Ignore them at your peril.
Composition. The first consideration is the Board's composition. In a typical venture capital backed company, the Board of Directors consists of members of the management team, including the CEO, representatives of venture capital investors and, as the company grows, independent outside directors. The individual Board member's experience, contacts and willingness to devote time and effort, as well as the blend of personalities and willingness to act collectively, are the critical issues in Board member selection. The primary objective is to create a Board of Directors that will be an asset in building value in your company, not merely solidifying voting blocks to control the company. Convincing all the Board members your goal is to attract well qualified Board members is the first step in building a positive relationship with the Board. In public companies, regulatory concerns (including "independence" and financial expertise) have to be considered when determining Board composition.
Avoid Circling the Wagons. On certain issues, some directors may be tempted to vote to promote the interests of the shareholder constituencies that elected them by a class vote or under a voting agreement when the interests of different groups of shareholders are in conflict. Legal rules, however, require that Directors vote to promote the interests of all shareholders even if the Directors are elected by one class or group of shareholders. On more than 90% of the issues a Board faces, however, the interests of all shareholders are aligned. The objective of all directors is to make decisions that enable the company to compete successfully in the market place. Some companies focus too much on the small number of cases where interests diverge and too little on the 90% where interests are in common. Most of the time, the hostiles are outside the Board room, not in it.
Business Plan. Most Board members want management to (i) formulate a reasonable business plan, (ii) take Board comments on the plan into account in finalizing the plan, (iii) report to the Board about major events and progress (or lack of progress) in meeting the plan, and (iv) meet the plan or give the Board sufficient notice of, and commercially justifiable reasons for, deviations from the plan. Failure to do any of these things creates tension between management and the Board.
Establish Ground Rules for Management Authority. Not every decision by management needs Board approval. There is a relatively short list of items that a Board of Directors cannot delegate to the officers of a corporation or to committees of the Board of Directors. However, legal rules about what officers can do, if the Board has not clearly delegated powers to the officers, are often ambiguous. Management should seek a clear understanding from Board members about the types of decisions the Board wants management to make without Board consultation or approval and those decisions in which Board consultation or approval is required. Especially during the early period after Board composition changes before a clear pattern develops, management should consult with individual Board members when in doubt about whether a Board meeting should be held to authorize a particular action management is contemplating. Having the Board approve specific delegation of authority (for example, the CEO can sign contracts under a specified dollar amount in value without Board approval) is useful to create certainty.
Sharing Information. Managers who update the members of the Board with information between formal meetings of the Board usually find the bonds of trust between management and the Board are strengthened. Also, Board members are able to contribute more to achieving corporate goals. Where information is withheld from the Board, mistrust often grows and Board members do not have the tools they need to perform their job. Board members also need sufficient notice and time to review and evaluate information. Few things frustrate Board members more than receiving a six inch pile of paper from management the night before a Board meeting or at the opening of the meeting. Control of, and access to, information is power in most businesses. A consistent pattern of delivering information when there is no time to analyze it before the Board must make decisions, promotes distrust by the Board. CEO's who effectively deny information to the Board will be viewed as usurping the power of the Board.
Address Difficult Issues and Build Credibility. Some CEOs address one set of issues at one Board meeting and address a completely different set of issues at the next Board meeting without reporting about progress, or lack of progress, on the issues from the prior meeting. Board members may think the CEO is trying to play a shell game. If management moves the issues around fast enough, perhaps the Board will not notice which shell the pea is under. This may work in the short term, but eventually Board members understand the game the CEO is playing. If the CEO continues this behavior, the Board often fires the CEO. Managers can build substantial credibility with Board members by first reviewing the issues the Board discussed at the previous meeting and updating the Board on progress or lack of progress in these issues before addressing new issues. Conversely, it undercuts management's credibility for a Board member to initiate questions about a matter that was previously discussed by the Board and force management to admit no progress was made.
Organize the Board. Most real work is done by one person or a small group of people, not by large groups. Management should organize the Board into committees to maximize the real work the Board accomplishes. Most Board members know when they are personally accomplishing something and when they are spending unproductive time. Board members, who perceive a lack of productivity at the Board level, are likely to suspect that the CEO is similarly unable to organize the management team to maximize productivity.
Motivate Board Members. Some Board members need to be motivated to increase their usefulness to the company. Typically, Board members sit on the Boards of several companies and may also run their own businesses. You are competing with others for their valuable time. Incentives may be financial, such as giving stock options to independent outside directors. In many cases, however, motivation is as simple as getting a Board member excited about an interesting project. In the absence of interesting specific projects, Board members sometimes simply define their roles as poking holes in management's plans. While healthy skepticism about management's plans and projections and providing suggestions for improvement are important roles for Board members, they sometimes carry the skeptic role to unhealthy extremes. "Idle hands are the Devil's workshop," applies to Boards of Directors.
Promote Board Bonding with Team Members. In many companies Board members are fairly isolated from the company's team. Except for the CEO and the CFO, Board members often spend little time alone with other team members. Some CEOs see their role as protecting team members from the "Big Bad Board" and either knowingly or unknowingly conveys a negative image of the Board to employees. Others use the Board as an excuse for not giving employees what they want, as in "I agree with you, but the Board will never approve that." It's dangerous to the team if Board members are viewed, and view themselves, as outsiders, given the substantial power the Board has over the destiny of the company and its employees. Integrating the Board and the team is likely to result in a Board that is more sympathetic with the goals and ideas of other team members.
Liability Issues. Members of the Board of Directors have a fiduciary duty to the shareholders. A Board member can be personally liable to the shareholders with their personal assets at risk, if the Board member violates that duty. Management should inform the Board that legal counsel has been consulted and has advised that approval of management's recommendation is consistent with the Board's duty to shareholders. Making accounting, investment banking, legal and other experts available for questioning by the Board provides legal protection to Board members. Also, consulting with Board members about liability insurance and indemnification agreements shows management is concerned about the personal well being of Board members. This concern is likely to be reciprocated.
Following these rules in dealing with your Board of Directors can mean the difference between having a productive Board that promotes the goals of the team, versus having a Board that primarily second guesses management and throws fear into the hearts of team members.
It's your choice which kind of Board you want.
BOARD ORGANIZATION
One of the areas to which many management teams fail to pay sufficient attention is getting the most value out of the Board of Directors. Why should you care? Simple.
Studies consistently show that companies with efficiently organized active Boards are more profitable and grow faster than other companies. Turning your Board into more than a body that meets occasionally to fulfill the legal duties of the Board is probably the single and least expensive thing you can do to improve your company's performance.
Boards of Directors usually meet between four to a dozen times a year. Much of the work of the Board is performed by committees that have responsibility for specific types of matters. In the early stages of a company, forming Board committees is less important. As companies grow, Board Committees become invaluable tools. Common types of Board committees include:
Executive Committee. Companies with large Boards often form executive committees. The executive committee usually meets more frequently than the full Board and has the power to make most of the decisions the full Board can make except as limited by state statutes. It may be comprised of any group of Directors that makes sense in light of the company's business.
Compensation Committee. Many companies establish compensation committees to set executive and employee compensation levels. Compensation committees often administer the company's stock option plan. Committee members may be responsible for authorizing specific stock option grants, setting option exercise prices, vesting schedules, special incentives for specific employees and many other compensation issues. Compensation Committees are required for public companies. Committee composition must comply with regulations.
Audit Committee. The audit committee monitors internal controls and ensure the integrity of the process surrounding the preparation of company's financial statements. Audit committees should conduct some portion of their meetings privately with the independent auditors of the Company without management to encourage the auditors to candidly evaluate management's performance. Audit Committees are required for public companies. Committee composition must comply with regulations.
Search or Nominating Committee. The Search or Nominating Committee identifies and evaluates personnel to fill specific management and Board positions. Public Companies are required to have Nominating Committees. Committee composition must comply with regulations.
In addition to the committees listed above, a Board of Directors will often establish special committees to deal with events that fall outside of the normal course of the company's business. The following descriptions briefly summarize a few of the most common special committees:
Strategic Planning Committee: To lead a strategic planning endeavor.
Extraordinary Corporate Transactions Committee: To consider potential extraordinary corporate transactions (mergers, asset sales, stock purchases or joint ventures) with other organizations and to provide the full Board with related information and informed recommendations, including defensive measures to block unwelcome takeovers.
Interested Transactions Special Committee: To review transactions in which one or more members of management or the Board has a personal interest in the outcome.
Pricing Committee: To establish the price of securities to be sold by the company in a public offering within guidelines established by the full Board of Directors.
Special Issue Committee: To investigate unusual "situations" - which may include both potential problems and unique opportunities.
Investigation Committee: Where there are reasons to believe management may have violated laws, rules or regulations or company policies, the Board appoints a committee to investigate whether violations occurred and to recommend action the Board should take.
Some companies appoint committees as public relations or compliance band aids without giving the committees real resources or power. Generally, when a committee doesn't have real power to make decisions and the resources to do the job (including the budget to hire independent advisors), merely appointing the committee doesn't satisfy the legal requirements that caused the committee to be created. Likewise, if the committee members fail to do their job or are not independent, the committee will not satisfy legal requirements.
BOARDS OF ADVISORS
When you start your company, you may have a difficult time recruiting a Board of Directors. Members of the Board have the ultimate responsibility for running the company and have potential liability to shareholders. It's a large commitment to join a company's Board of Directors. Not everyone, who is willing to help you, is willing to make such a large commitment.
Some people are willing to make a smaller commitment to give you advice without taking on potential legal liability. You can choose to use these people on an informal basis without an organization or title. In many cases, however, you will get more value from the relationship, if you organize these people into a Board of Advisors. Boards of Advisors often provide the following advantages:
By meeting with your advisors as a group, your company gets the benefit of the interaction of the advisors with one another. The give and take of a group of smart people often produces a better business strategy than the individuals could produce on their own. Group meetings also save you from spending time as a messenger between advisors.
You can use the credibility of your advisors to increase the credibility of your company. Investors and potential partners may give your company a second look if you have an impressive Board of Advisors.
Interacting with a Board of Advisors is good practice for dealing effectively with the Board of Directors, who will later run your company.
Members of your Board of Advisors may later become members of your Board of Directors. It's a good opportunity for both you and the advisors to find out how well you work with one another.
Boards of Advisors offer a way to obtain the advice of people who are experts in one field, but whose experience would not make them suitable to handle all the responsibilities of a member of the Board of Directors. For example, many technology companies assemble a Board of Technical Advisors. This Board may consist of scholars in a field of technology. Many of these technical advisors would have little to add in decisions about budgets, financings and other aspects of your company's business, but they can give you a window on cutting edge technology.
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H is for HOCKEY STICK PROJECTIONS
-----------------------------------------------------
"It's a typical Hockey Stick."
"I don't believe in Hockey Sticks anymore."
"This better turn into a Hockey Stick soon."
---------------------------------------------------------
What are "Hockey Stick Projections"?
The financial projections for revenue growth one often sees in a business plan is illustrated by the graph below:
Revenue is flat or has only small increases for three or four years and then a sudden burst of revenue is predicted. The result is that a graph of the projections looks like a hockey stick. Other versions of the hockey stick show some increase in revenue after a year or two when an early version of the company's product is released, but the big increase in revenue comes later.
RISKS AND VALUATION
Hockey stick projections explain a lot about why companies receive low valuations and why many investors refuse to invest at all in start-up companies. Any idiot with financial software can create projections and in most cases only idiots invest without thoroughly analyzing the assumptions on which projections are based. The longer the handle part of the hockey stick, the more risks for investors suffer. Higher risks are caused by both the long handle part of the hockey stick and the shorter blade.
The long handle risks arise both from the amount of money needed to fund survival during the handle years and the nature of assumptions. All assumptions about future performance are based on information at the time the assumption is made. The longer the time period, the more likely it is that new information will arise that makes your assumptions wrong. Therefore, is more difficult for investors to determine whether assumptions are reasonable now and there is greater risk that even if the assumptions are reasonable now, intervening events will cause actual performance to differ from projected performance.
The shorter blade part of the hockey stick also creates greater risks for investors, because it assumes a small company can ramp up sales volumes very quickly. As is discussed elsewhere, young companies without established marketing and sales histories and large budgets often have difficulty ramping sales quickly. The sharp blade in the projections often reflects the company's need to justify an ROI investors expect which measures increases in value over time. Since so much time was spent in the handle part of the hockey stick, projections just don't justify the investors' ROI expectations unless the blade part of the hockey stick shows unrealistic jumps in sales during a very short time period.
With four or more years of ever increasing expenses and little or no revenue to provide verification that anyone will want to buy the product after it's developed, the investment requires a substantial leap of faith by investors that positive things will happen four or more years later.
During this long period there is little or no commercial validation of the product. Very few people are interested in waiting four or more years to find out whether a product can be developed or is marketable after development, which is why the number of potential investors for a company increases as the length of the handle on the hockey stick decreases.
One of the most dangerous times for the company and its founders occurs at precisely the time the hockey stick revenue is supposed to be generated. Risks are very high at this time because:
The company's burn rate usually increases substantially to build the infrastructure required to generate the anticipated revenue. Prior to this point, the company did not need a large sales team or manufacturing capacity. Both are expensive. It's not unusual for the burn rate to double or triple within a few months during this period. In the biotechnology and pharmaceutical industries, clinical trails and FDA expenses peak in the year or two before the drug can be sold. If delays occur in launching the product or in achieving sales, millions of dollars can be lost in a short period, because the monthly burn rate is so high. If things go wrong at this time, the company may lose as much in six months as it did during the preceding several years.
Raising the large amount of capital required to fund the higher burn rate usually shifts control of the Board of Directors to investors with the founders and management now in the minority. Also, the kind of investor who invests in later stage companies (and their representatives on the Board of Directors) often have different expectations and styles than early stage investors. Both shareholder and Board of Director dynamics may change dramatically as a result.
Sales and manufacturing often require skills the founders do not have and that were not required before in the company's history. Product development, which was the primary activity of the company, may no longer be as critical to the company. At this time, the founder's years of experience may seem less valuable to the Board of Directors. The Board may choose to replace the founder.
Years of waiting for the big revenue turn may have made investors and the management team impatient. Tolerance of minor mistakes is often very low at this point. If high expectations are not met when predicted, morale can substantially decrease. Political in-fighting often increases.
Investors and management start to focus more on exit strategy than earlier. This can lead to changes in the company that may not be in the company's long term interest. Management and investors may begin to battle over the timing and method of the exit.
Hockey stick projections, and the events that result from and cause the hockey stick effect, often lead to major changes in the company. How founders, the management team, the Board of Directors and investors deal with these changes often determines whether the company is successful or fails.
When the hockey stick is supposed to bend, it's usually make or break time for your company.
SECURITIES LAWS AN PROJECTIONS
Some "smart" entrepreneurs mistakenly believed that, because projections are not facts, they can say anything in their projections without liability risk. NOT TRUE.
Securities laws require that projections meet the following standards:
Good Faith. You must have a good faith belief that you can achieve the projections.
Reasonable. Your belief must be reasonable. To be reasonable, your belief must be based on facts that would cause a reasonable person to believe the projections can be achieved. That means you have to verify the facts on which the projections are based and draw reasonable conclusions from these verified facts.
Risks. Projections and other statements about may occur in the future are "forward looking statements." When you make "forward looking statements," to protect yourself against liability you should warn investors that the forward looking statements may not actually occur, and disclose the risks that could cause actual performance to differ from your forward looking statements. You should also disclose what may happen, if your assumptions are wrong. Generally, this means disclosing your assumptions so that investors can make their own determination whether your assumptions are reasonable.
Pages of projected numbers without clearly disclosing the assumptions may be deemed to be misleading, because investors would have no way to judge whether the projections are reasonable. So, although you do not guaranty that your projections will be achieved, you do have liability risk, if your projections and other forward looking statements do not meet legal standards.
LONG TERM AND NEAR TERM PROJECTIONS
When you're doing projections, it's tempting to focus on the end result and try to work backwards by books including in our projections the number you need to get to your goal. Working backwards like that looks to approximately the same results as walking backwards. It's possible to do, but you'll probably trip. Each journey starts with one step, however. If you can't take the first step and the one after that and after that . . . you will not get anywhere near the end of the journey.
Focus on what has to happen to allow you to take those first steps. These are critical to your projections for the first few months. If your business collapses after three months, you don't have to worry about your annual projections. You then have a basis for analyzing what's necessary for the next few steps. Eventually, you get to a full year. These are likely to be the most accurate projections you will make, because they are based on current facts instead of speculation about future facts. If you are not accurate in predicting the near term, why should anyone, including you, believe in your longer term projections.
Long-term projections are a means of identifying factors that may rule out success if not achieved, but achieving these factors does not guarantee success. For example, if you'll need $20 million over a five-year period, you have identified one of the long-term assumptions of your projections, but to achieve your projections you can't just raise $20 million five years from now. You have to raise $100,000 now, $1 million in 9 months, $2 million in 18 months, etc. Each successful capital raise positions you for the next bigger capital round, but only if you spend the money wisely to build value.
ASSUMPTIONS
Projections are only as good as the assumptions on which they are based. The key to developing good projections and a good business plan is to make detailed and reasonable assumptions and to design and implement your business plan to ensure that the assumptions later become reality. That said, reality often turns out to be different from your assumption and projections, even for successful companies.
Too often, projections are based on a top down view of the world. Often the founders assume there will be a very large market and then assume the company will achieve a percentage of the market that they believe is "conservative." You hear it all the time. "We only have to capture 5% of the market to meet Plan."
There are several problems with this top down approach:
Dependent Assumptions. In most cases, the size of the market usually depends on many other assumptions, such as what customers will do, what competitors will do, what partners will do, how markets will evolve over time. These factors need to be identified and thought through like a game of chess.
Timing. Even if a market eventually becomes huge, the timing of when it begins and the rate of growth are probably more important to the success or failure of your company than the ultimate size of the market. If your bum rate increases before the market grows, the market may not generate the revenue you need to survive. Your company may be out of business, if your prediction about timing is wrong. If the market grows too quickly, you may lack the resources to exploit the market and be overwhelmed by competition.
Showing Up. Being in the market does not guarantee you will achieve even a relatively small market share. There are many examples of companies that could not achieve a 5% market share, because their product had the wrong features or they lacked sales resources or because competitors reacted by decreasing prices or improving their products. You don't get credit for just showing up in the market. Competition is brutal and each sale has to be earned.
CRITICAL ASSUMPTIONS
Critical assumptions often vary by industry. For example, in the software industry the cost of multiple copies of software is fairly standard. Manufacturing cost is usually not a critical assumption for software companies. Development and customer acquisition costs are usually more important for software companies. For drug companies, research, clinical trials costs and insurance or government reimbursement policies are critical. On the other hand, the manufacturing cost for a multiple unit telecommunications system is often critical. You have to be able to deliver your product at a competitive price. Manufacturing cost will depend on how you engineer each unit, how many components there are, how much each component will cost and how much assembly will cost. These factors may depend on other factors such as volumes ordered, the efficiency of your assembly process and labor costs. Labor costs may depend on factory location, the amount you invest in equipment and the general state of the economy. To achieve the assumption of unit cost, you have to identify and achieve a number of sub-assumptions on which the first assumption depends.
Savvy investors will want to identify each sub-assumption and test its reasonableness. You should too, before you invest several years of your life trying to implement the Plan. When investors say they are ready to conduct due diligence, most of that effort goes into testing each assumption in your projections . . . looking for factors you either missed or are unrealistic about. It's critical that you live, eat and breathe your assumptions. Your investors will.
EXAMPLES OF ASSUMPTIONS
Finance
How much money will be needed?
When will it be needed?
Will it be debt or equity?
What milestones will have to be achieved to raise each round of capital?
What will the proceeds of each round of capital be used for?
Development Cost
How many employees are needed?
When will they be needed?
What skill sets are required?
How long will it take to recruit them?
What equipment will they need?
What outside expertise is needed?
What will you have to pay them in and equity?
Marketing and Sales
Will sales be primarily by employees or outside distributors?
What are commissions and salaries?
How many people will be needed and at what time?
How many versions of the product will be sold?
What are your customer acquisition costs?
Will you retain customers when you get them?
Pricing
How will customers pay?
What is your revenue model - one time purchase, royalty, subscription or maintenance fee?
If you price the product at $X per unit, what part of the market will buy the product compared to if you price the product at $Y per unit?
How will competitors react with their prices?
How will prices change as volumes change?
Manufacturing
How many components are required for each unit?
What are the costs of components at different volumes?
What are labor costs?
Facilities
How much space is needed?
What type of space is needed?
What will up-fit costs be?
What will equipment costs be?
When will space be needed?
What are the lead times to up-fit space and to have equipment delivered?
Partnering Strategies
What costs can be shifted to partners?
What revenue will be lost to partners?
My goal here is not to list all the critical moving parts required to produce reasonable projections. The point is that you have to do your homework and not base projections on guesses about market size and a "conservative" market share.
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I is for INVESTMENT BANKERS
----------------------------------------------
"Is this deal bankable?"
"The bankers will be all over this one."
"How will the bankers react?"
"Tell those bankers to ...!"
--------------------------------------------------
See the guy with the bow tie, suspenders and pin stripped suit smoking the big cigar. Congrats, you have spotted a rare species; the Investment Banker. Some companies start up and die without ever seeing one. That's too bad. Investment bankers can provide very valuable services.
TYPES AND ROLES
Investment banks come in a wide range of sizes and play different roles. Each can assist your company in different ways. Here are some of the things investment bankers can do for you and your company.
Business Brokers. At one end of the investment banking industry is the business broker. These individuals or companies can assist you to either buy or sell a small business. Although business brokers sometimes are involved in larger transactions, their typical customers include the owner of six dry cleaning stores, the owner of a restaurant, a paper products distributor or a family owned manufacturing or service company. Transaction sizes typically are in the range of $50,000 to $2 million.
Placement Agents. Placement agents assist companies to find investors. Typically, the investors are wealthy individuals and the deal sizes are in the range of $50,000 to $5 Million. Some placement agents work alone at home on one or two deals a year. Others are companies with many professionals, who do dozens of placements each year. Some placement agents work primarily on equity transactions, while others specialize in debt deals or do a combination of debt and equity.
Investment Banks. Investment banks typically perform the same functions as business brokers or placement agents, but focus on larger transactions, provide a higher degree of specialization and a wider range of services. In many cases, investment banks also either offer retail brokerage services and investment adviser services or are affiliated with a company that offers these services.
Before hiring a placement agent or investment banker, be aware that many professional venture capital investors refuse to invest, if you are paying a placement fee for this investment. They want all the money you raise used to grow your company. Therefore, investment bankers and placement agents are most useful for raising money from institutional investors and wealthy individuals.
You should also be aware that both federal and state laws require brokers, agents and others who sell securities for a fee to be registered. These laws relate primarily to the brokers, dealers, agents, etc., but in some cases a company raising capital might lose its private placement exemption, if it pays a fee to an unlicensed broker, dealer or agent. This can result in your investors being entitled to a refund, plus interest, if they sue you later. This may be a personal liability for officers and directors. Many broker, dealers and agents operate without the licenses they should have. Consult with your legal counsel before hiring an unlicensed broker, dealer or agent.
It's useful to think of three categories of investment banks: general purpose, regional and specialized. Regional investment banks focus on one section of the country. Specialized investment banks focus on one or several industries or types of deals. General Purpose investment banks usually are very large and offer a wide range of services worldwide. You should determine early in the process which type of investment bank best matches your needs.
Investment banks can assist your company to do the following:
do an IPO or other public securities offering
sell securities in a private placement to institutional investors at a higher price than venture capital investors will pay
identify and assist you to negotiate a joint venture, strategic alliance or sale with a Fortune 1000 company or their foreign equivalent
finance a management buyout
identify smaller companies for your company to purchase in a roll-up or other acquisition strategy
assist the founder to sell a block of stock to diversify assets
implement a put/call strategy for the founders of a public company to manage the risk of holding most of their assets in a volatile young public company
create a stronger trading market for your company's stock by issuing analyst reports or making a market in your company's stock
create a public market for the stock of a private company by making a market in the stock on the OTC Bulletin Board
issue a fairness opinion to help insulate a board of directors from liability in a securities or other transaction
The investment banks are very conscious of the pecking order within their industry and divide themselves into tiers. Having a banker on a higher tier does not necessarily translate into greater value or better service for your company. Value and service will generally depend on whether there is a good match between the strengths of the investment bank you use and the needs of your company. This underscores the need to interview and do your due diligence before you select an investment banker.
Selecting the right investment banker for your company will include factors such as the following:
is the bank interested in companies of your size or in your size transaction?
does the bank have an investment analyst who is recognized as being strong in your industry and will that analyst issue reports about your company, if your company is publicly traded?
does the investment bank's customer base match the types of investors you are seeking (for example, retail vs. institutional investors or U.S. vs., international)?
does the investment bank have a good record of supporting the market price after the transaction is over?
is the investment bank strong in other financial services your company needs?
EVALUATING THE "PITCH"
Investment bankers are quite skilled at selling their services. Their "pitch" is usually quite sophisticated and effective. Remember, investment bankers sell for a living and they make a lot of money. Therefore, they must be good at selling. In evaluating an investment banker's "pitch," here are some points to consider:
Pre-Sold Deals. I can't count the number of times a client has told me they selected an investment banker, because "this banker has pre-sold the deal. They have people waiting to invest as soon as the fee agreement is signed." This is rarely the case. Usually, several months later the sales effort is continuing. Nevertheless, investment bankers seem to often leave companies with the belief that it's a done deal. It's often part of their "pitch."
Who Will Sell Your Deal? The investment bankers you meet at the "pitch" are not necessarily the ones who will do the work. These senior bankers are very experienced and have impressive resumes. However, in many cases you will spend your time dealing with bankers who are a year or two out of business school. Ask to meet and interview the team. Also, ask the senior people to describe exactly what roles they will play. Get the home and cell phone numbers of the senior people and use them as needed throughout the deal.
Industry Experience. Ask what other companies the bankers have represented in your industry. Have them create a list with the type of deal for each industry client. Success in selling is increasingly dependent on knowledge about special industry markets and which investors are interested in each market. Don't make a decision based on a generic deals list that's not industry specific.
Conflicts of Interest. Because industry experience is often an important criteria for choosing an investment banker, conflicts of interest are inevitable. It's unrealistic to expect to find a banker who specializes in your industry, but who has not worked for your competitors. Conflicts of interest, however, should be identified and managed even if they might not be eliminated. Ask the bankers whether they represent any of your competitors. Ask them to check their data base. You may not want to educate them with your confidential information, if they're advising your biggest direct competitor. If competitors are a concern for you, but you still want to use the banker, ask them to agree not to use the same personnel for your deal and the competitor's deal. Ask what happens to you if a larger competitor is doing a bigger deal and wants the banker to drop you. Get confirmation they will continue working for you.
Know the Client. In most cases, you are not the investment banker's primary client. Investment bankers make money by selling many deals to the same groups of investors. The investors, therefore, are usually the primary clients of investment bankers. The banker must make money for investors, if the banker is going to be able to sell them more deals in the future. Be aware of that when negotiating valuation and other terms with the bankers and investors.
HOW MUCH SHOULD YOU PAY YOUR INVESTMENT BANKER?
Investment bankers generally charge four types of fees: cash retainers, cash reimbursement of expenses, cash as a percentage of the transaction and equity compensation.
Cash for Expenses.
Some investment bankers charge expenses that exceed the actual expenses related to the transaction. In some cases, this takes the form of a fixed expense allowance that's not refundable even if the actual expenses are lower. This expense allowance may be either in lieu of, or in addition to, reimbursement of actual expenses. A fixed expense allowance is usually a profit center for investment bankers and may be a way of charging a retainer fee without calling it a retainer fee.
Contingent Cash Fees.
The largest part of the investment banker's fee, and the part that usually draws the most attention during negotiations, is the cash fee paid upon the closing of the transaction. This fee is usually based on a percentage of the money raised in the offering or a percentage of the sales price of your company. Percentages vary from one deal to the next, but the range for a private placement of equity securities is generally 5% to 10%. Debt placement usually involves lower percentages fees. Having a fixed percentage of the deal can be very lucrative for investment bankers as the size of the deal increases. For larger deals, therefore, a "Lehman" formula is sometimes used, which charges a lower percentage as the transaction size increases. For example 5% of the first million dollars, 4% of the second million dollars, 3% of the third million, 2% of the fourth million and 1% above four million. The "Double Lehman" formula uses 10%, 8%, 6%, 4% and 2%. The dollar break points at which the percentage is reduced are negotiable and vary from one deal to the next.
Retainers
Some investment bankers charge a monthly cash retainer, as well as the percentage fee payable at closing. Usually the retainer that is paid can be applied as a credit that reduces the amount of the percentage fee payable at the closing. With the retainer, the investment banker reduces its risk by receiving some compensation whether or not a deal closes. Most small companies try to minimize the retainer part of the fee.
Equity Compensation.
Most equity compensation paid to investment bankers is in the form of warrants. The warrants are generally for a number of shares equal to between 5% and 10% of the number of shares sold in the deal by the investment banker. The warrants usually have an exercise price equal to 100% to 120% of the price of the securities sold in the deal and have a term of from one to ten years depending on whether the company is early-stage or later-stage. Sometimes the warrants terminate if not exercised before the company's IPO.
Although investment banking fees for most transactions contain a combination of expense reimbursement, cash fee and warrants, the amount in each category of fees varies from deal to deal depending upon a number of factors that include the following:
Size of the Deal. The general rule is the lower the dollar amount to be raised, the higher the percentage the investment banker receives. This is the case because the amount of time and effort it takes to raise $25 million is often not much more than it takes to raise $5 million.
Stage of Company. With younger companies there is usually greater risk the deal will not close or will take unexpected effort by the investment banker. Therefore, younger companies usually pay a higher percentage fee.
Industry. If your company is in a hot industry, the investment banker may agree to a lower fee, because the deal will be easier to sell. Also, the warrants may be deemed to be more valuable. Finally, the investment banker may want to establish a name for itself in a new emerging industry. Doing your deal many lead to other deals.
Market Factors. If a company has no other visible sources of funding, the fee will generally be higher than if other investment bankers are competing for your business or if the company's existing investors are willing to fund the company.
Although the size of the fee is important, it's often more important to assure that the fee is structured so that the investment banker has an incentive to get the deal closed on terms that are favorable to you. It may be in your interest, therefore, to agree to a percentage fee that is at the low end of the normal range, but to agree to a higher fee if at closing the deal meets specified valuation criteria. For example, 10% if the pre-money valuation at closing is twenty million or more and 5% if the pre-money valuation is less than $20 million. As time is money, consider offering a bonus incentive if your deal closes before a stated date.
AVOIDING SURPRISES FROM YOUR INVESTMENT BANKERS
Have you ever ordered something over the Internet and instead of picking the price, size, color, etc. you click on a button that says "Just surprise me!"
Of course not.
Yet, this often happens when companies hire investment bankers to raise money in private placements. Contracts with investment bankers describe in detail the fee to be paid if securities are sold, but often do not address valuation or what is being sold and to whom.
The result is that investment bankers are often hired with the expectation by their client that a transaction will have a certain valuation, terms or types of investors as discussed with the banker. The contract, however, usually provides that the banker earns the same fee for any deal closed with any investor on any terms. After several months trying to sell a deal, the client is often forced to close on a less attractive deal than it originally contemplated, but pays the same fee. You buy a Toyota for less than a Lamborghini, but you pay the same investment banking fee for all types of deals. To minimize unpleasant surprises at the end of your deal, you should:
Specify in the contract a target valuation, types of investors, target date and primary terms.
Structure a fee that rewards the investment banker for bringing a deal that meets the agreed specifications and provides a lower fee for a deal that does not meet the specifications.
Be prepared to meet resistance to this concept when you propose it. Specifications for deliverables are normal for most contracts you sign, but it's thought of as an unwelcome innovation by most investment bankers. Nevertheless, this is a tactic worth pursuing.
The size of the fee you pay is determined in part by the percentage you agree to pay and in part by the size of the transaction. Some investment banking contracts can be very creative in inflating the size of the transaction. Closely scrutinize the long list of items some contracts include in the definition of transaction value.
In dealing with investment bankers, you should know what terms are standard for the industry and those that are not. You can then concentrate on the terms that can be changed through negotiation. Contracts with investment bankers usually contain the following provisions.
Exclusivity. Exclusive rights to sell securities for a stated time period, generally in the range of six months, but it can be longer. Although some freelance placement agents or brokers are willing to work on a nonexclusive basis, it's generally futile to attempt to get a reputable investment banker to agree to work on a nonexclusive basis. In some larger deals, similar to IPO's in scope, however, the deal may have a second investment banker or a co-manger. When you sign an exclusive deal, you are putting your company's fate into the hands of the banker. Make sure you choose the right banker before you sign an exclusive deal and have the right to terminate within a reasonable time.
Term. Most contracts have a term of three months to one year. Being tied to a banker who is not producing can harm your company. You should seek to be able to terminate on thirty days notice, especially if you are dealing with a business broker or placement agent.
Tails. Most investment bankers insist on being paid for money received after their services are terminated, if it's raised from investors they introduced to you. This provision is called the "tail." Virtually all investment banking contracts have a tail of some kind, but the duration varies from one deal to another. A tail prevents companies from circumventing the investment banker's fees by delaying the closing or closing in installments. The tail usually lasts between three months and two years, but one year is the most common. In some cases (especially for longer tails), the investment banker's fee is reduced as time goes on.
Company Investors. A company seeking to raise $10 million may know it can sell $2 million to existing investors or to potential investors it already knows. Investment bankers often seek to earn a fee on such sales. In many cases, however, they will agree to a reduced fee for these sales. In other cases, no fee is paid.
Investor Selection Process. It's extremely important to control both the number and the nature of investors an investment banker contacts to sell your deal, especially if you have any doubts about the quality of the banker you have retained. First, you want to select your investors and not just settle on the first investor who responds to a mass mailing. Second, if a solicitation is too widespread, the contract's tail provisions will give the banker a claim to a fee for almost any offering the company later does. Third, if a banker with poor connections does a widespread solicitation, it may impede your ability to later sell to these prospects. Your deal will be over shopped. Finally, if you have more than one placement agent working on a non exclusive basis, you want to avoid two or more agents claiming a fee for the same investor. To avoid this, your contract should prohibit the banker from contacting any investor without your permission. When the investment banker submits a list of potential investors, ask questions to determine the best prospects. For example, ask to which prospects has the banker sold deals recently, how many, the type of deals and did the investor make a profit?
Indemnification. Standard investment banking agreements require the company to indemnify the banker against any claim even if the banker was negligent. Typically, only gross negligence and willful misconduct are excluded from the indemnification. On the other hand, investment bankers usually do not indemnify companies for the banker's misdeeds. This may not seem fair or balanced, but it's standard and you usually just have to live with it, especially if you are dealing with an established investment bank.
Follow on Deals. Investment bankers often seek the right to represent companies in later transactions, including a later IPO or sale of the company. This is a one sided commitment by the company. The banker has no obligation to do a later transaction. Later, when a transaction occurs, the company may have to make economic concessions to the banker to obtain a waiver. In many cases, the banker can be persuaded to drop this provision. Limiting this provision to one year and conditioning it on the banker delivering a deal with a minimum valuation can make this more palatable to you.


CHAPTER
10
J is for JOINT VENTURES
---------------------------------------------------------------
"The fool thinks he can go it alone."
"Who's your partner?"
"What's your partnering strategy?"
"Half of something is better than 100% of nothing."
---------------------------------------------------------------
The popular image of entrepreneurs in the media is often that of a single cowboy going his own way alone against the world. That image is a far cry from reality. While some people do leave bigger companies to become independent, lone wolves rarely grow companies.
Very few successful companies today attempt to grow without partnering with other companies. Markets are complex, and distribution networks or manufacturing facilities too expensive, for most young companies to be able to afford a go it alone strategy.
The ability to enter into joint ventures, corporate partnerships, strategic alliances etc. is, therefore, a fundamental tool for building your company.
Investors, who see such partnering arrangements as a way to leverage their investment dollars, are usually interested in knowing about your partnering strategy. It's often one of the first questions investors ask. Telling investors you plan to do it all yourself is usually a good way to drive away investors. Developing an effective partnering strategy usually requires you to have an understanding of the existing market, how the market is changing, who the existing competitors are and who are possible future competitors. Developing a workable partnering strategy is, therefore, an intrinsic part of your business plan's strategy for penetrating the market and competing against your competitors.
Joint ventures, corporate partnerships, strategic alliances etc. can be structured either as contractual arrangements for very specific purposes, or as independent legal entities that are jointly owned, or a combination of the two.
Most partnering arrangements are simple contracts between two companies for one to provide services to the other. Such arrangements include license agreements, value added reseller (VAR) agreements, OEM agreements and outsourcing agreements. In some relationships there are multiple contracts and the flow of services, technology and cash is a two-way street. For example, Company 1 grants Company 2 a technology license and Company 1 distributes products for Company 2. This is simple, but the combinations of possibilities are almost infinite.
More complex strategic alliances or partnerships often develop over time from simple contractual relationships. Often a relationship between two companies begins with one simple contract. As the two companies begin working together, they become aware of their respective strengths and weaknesses. If the first contract is a positive experience, other contracts may follow. When the two companies begin to look for new market opportunities they can jointly explore, the relationship becomes a true strategic partnership.
Young companies often try to gain credibility in the market by claiming they have a strategic alliance or partnership with a more established company. Sometimes the established company fosters this as a way to increase the amount of revenue it gains from one or many smaller companies. Organized programs to cement such relationships may include organized training programs for "associates" or "partners," weekend retreats, sharing space in booths at trade shows, etc. In some cases these programs provide real value to the smaller company. In other cases, however, it's merely an illusion fostered by the bigger company to generate business from you.
The established company may want a more hands off relationship than the smaller company would like. Corporate legal departments often oppose use of the term joint venture and corporate partnership, because legal liability or damage to reputation might result from the actions of the smaller company.
Sometimes this results in a bi-polar public relations view of the relationship. The small company uses the words strategic partnership in all references to the relationship. The larger company merely says it has a reseller agreement with the smaller company. The two companies then basically ignore what the other is saying about the relationship. This is fine as long as the smaller company does not begin to believe its own public characterization of the relationship, which can lead to dangerous over reliance on a relationship that may be transitory. You need to know when you are married and know when you are a one night stand.
What are the benefits of partnering relationships?
Expenses. If the other company is doing something you would otherwise have to do, they are usually paying expenses you would otherwise have to pay. That means you have to raise less capital to operate your business, which reduces dilution or debt liability risk.
Revenue. By getting to market quicker or by using the other company's sales force, you can accelerate or increase revenue.
Expertise. The other company may have expertise you could not afford or attract to your company.
Credibility. Having a strong partner can give a new company credibility with potential customers, vendors and other partners and investors. A corporate partner deal can create the presumption your partner did its "due diligence" and you passed.
Investment. Corporate partners sometimes invest in their partners. Such investments are often made at higher valuations than venture capital investors would pay, because the corporate partner seeks more than just a financial return on the investment. The investment usually cements the contractual relationships between the two companies.
For many smaller companies, the primary reason for entering into a corporate partnership is to obtain capital at a higher valuation than a venture capital or other investor would place on the company. One factor that can increase corporate partner valuations is the investor often wants to own less than 20% of the smaller company because of accounting reasons. Corporate partner investors also often agree to higher valuations, because the corporate investor receives benefits from the partnership other than the value of the securities being sold. In some cases, the extra benefit is merely that if the smaller company becomes successful, its product or service will be useful to the investing company. This type of corporate partnership represents the best situation for a small company. Its valuation increases without trading anything tangible. It's the equivalent of winning the valuation lottery.
Not every company wins this valuation lottery. Deals often are based on the partner trading capital in return for a technology license or other valuable right. In this scenario, the small company is trading the potential future revenue stream it could derive from manufacturing and selling products incorporating the licensed technology in return for the higher valuation the partner is willing to give compared to the price a venture capital investor would pay. It may be the case, however, that the company could not effectively penetrate a market without a partner. In that case, the company is not giving up very much for the high equity valuation.
Of course, benefits usually come at a price. The price for corporate partnerships often include:
Lost margins and revenue. You give up a part of your market to the corporate partner. When you sell your company, you often sell for a multiple of revenues, earnings or EBITDA. Therefore, each lost dollar can be multiplied in lost valuation when you sell your company.
Dependence. If the corporate partner decides to change its strategic direction, it may terminate the relationship with you. You will lose market access or other resources on which your company depends.
Lack of Control. A corporate partner can fire half of its sales force without your permission or decrease its advertising budget. That or many other decisions by the partner may decrease the value of the relationship to you.
Competition. In some cases, a corporate partner may become your competitor using information learned from you.
Lost Opportunities. By allying yourself too closely with one company, you may be precluded from doing business with your partner's competitors. Some industries are dominated by several teams of allied companies. Being on one team precludes being on another team.
How do you decide whether or with whom to partner and the extent of the partnership?
Assess your own strengths and weaknesses. Consider partnering where you are weak.
Prioritize your market opportunities. Which opportunities are so intrinsic to your business you cannot afford to share them with others? Consider partnering where you lack the resources to immediately exploit the opportunity and concentrate on the opportunities you can immediately exploit. For example, assume your company's technology has applications in six markets. It will take two years and $3 million to $5 million of capital for the company to penetrate each one of five of the markets. Each of the five markets have projected sales in the range of $25 million to $50 million. You also determine it will take five years and $50 million of capital to penetrate the sixth market, which has projected sales of $250 million. One partnering strategy is find a partner willing to invest $5 million in return for a license to the technology for use in the last market and use the investment to begin penetrating the first of the other markets. This strategy gives you a royalty stream from the license to your partner and allows you to concentrate on niche markets less attractive to competition from large companies. On the downside, you are giving up a large piece of your biggest market.
Identify the universe of potential partners. Assess the strengths and weaknesses of each. What do you gain or lose with each?
Identify which partner can maximize its returns from this alliance. You can only get a part of the revenue your partner generates. You will get more, if you select a partner that will successfully maximize its return.
Determine which potential partners are likely to become competitors and which are not. Relying on a partner who later competes with you can be devastating.
Determine how you will be able to terminate the relationship and recover the revenue stream you temporarily loaned to your partner. Most business relationships are temporary. Your goals change. Your partners'' goals change. Build this into your partnership strategy.
Some partners buy out their partners. Partnering is sometimes like dating. Sometimes you get married. Sometimes, not. So, choosing your partners many be part of your exit strategy. Beware, however, that choosing the wrong partner may discourage other potential buyers.
Determine what revenue or partner opportunities will be lost by aligning yourself with each partner.
IDENTIFYING POTENTIAL PARTNERS
Large companies use corporate partnerships to purchase technology at lower prices than it would cost to develop their own technology. What seems like a high valuation to a start-up company, is often substantially less expensive than it would cost a large company to develop the same technology. Another part of your value to a partner is that you allow the partner to get into the market quicker than it could do on its own. Its revenue streams start sooner. It pays to identify large potential partners with high development cost structures and long development lead times.
Often, the critical issue is not whether to partner, but which company is the best partner. Partnering with the market leader has obvious advantages. However, the market leader often is either not interested or won't offer the best terms. You want to be important to your partners. Established companies with product lines that either have ceased growing or are declining are often more motivated to find new growth products through partnering that can turn around the decline. Their motivation to change can both cause a deal to occur quickly and result in more favorable terms to you. At the same time, be careful not to hitch your wagon to a dead horse. Your partner has to be able to exploit your technology to generate revenue for you. Consequently, it's important for you to develop insight into the trends at each of the major players in the industry to assess the relative attractiveness of a corporate partnership within each major company with the industry.
COMPANIES AND INDUSTRIES
Which companies are likely to benefit most by corporate partnerships? Partnerships are most likely to build value in companies that have the following attributes:
your company requires substantial capital investments;
there's a long lead time between the time of the investment and the time the investment results in products that generate substantial revenue; and
your company's technology has several applications outside its core business that can be shared with a partner.
Although very early-stage companies are sometimes successful in entering into corporate partnerships, in most cases partnerships are not a realistic alternative for a company until after it has completed one or more rounds of venture or other type of financings. Corporate partnerships are generally not useful for seed capital purposes, because it often takes a very long time to complete a deal. Also, corporate partners generally will not want to deal with your company until it has sufficient structure and revenue to ensure you will be able to fulfill your part of the partnership.
Corporate partnerships are used by different industries to address different problems.
Biotechnology. The biotechnology industry is driven by corporate partnerships, because substantial infusions of capital are required for long years of research and development. In addition, regulatory barriers to introducing products to the market substantially delay bringing products to market. Also, drug development and regulatory testing often are unattractive activities for the scientists in many biotechnology companies, who may be more interested in basic research. This creates incentives for small companies to license technology to bigger players. Bigger players also gain by allowing small companies to take the risk on early stage research. They buy the successes and ignore the failures instead of financing both winners and losers.
Computer/Software. Corporate partnerships thrive in the computer industry, because market demand motivates companies to address customer needs for compatibility and the availability of a large number of applications. A single company with the most advanced black box is not able to satisfy the customer's needs. The industry is increasingly dominated by teams of companies offering a combination of compatible products and applications that must be combined to solve customer business problems.
Telecommunications. The telecommunications industry has a long history of companies combining to become conglomerates or monopolies followed by spinning off related businesses followed by combinations again. In the telecommunications industry, regulatory barriers to a single company offering a full range of telecommunications services make it difficult for a one company to offer a full line of telecommunications products and services. In addition, large integrated companies often find that one of their divisions is competing against their customers, which can impede sales. The expense of offering a full range of services in telecommunications products and services also impedes companies from going it alone. Also, technology changes rapidly. Companies offering a full line of products and services must make huge dollar commitments to future product development costs to stay ahead of the obsolescence curve.
TRANSACTION PROCESS
It can take one or more years to identify the right partner, interest that partner in the concept of a partnership, structure the partnership, negotiate and finally close the deal. Set forth below are a number of hurdles you must overcome to close a deal.
Planning and Targeting. You should:
Identify attractive assets of your company. How can technology be divided by application and geographic area?
Determine which assets should be retained and which assets can be offered to a corporate partner. Which are the most valuable? Which can be exploited first with the least amount of money?
Formulate a business plan to focus on assets to be retained.
Identify what resources your company needs to obtain from a corporate partner.
Identify potential corporate partners and rate each according to the attractiveness of your company's assets to the partner and the partner's assets to your company.
Protect yourself. Potential partners sometimes steal trade secrets.
Define what trade secrets you are willing to disclose, at what stage of the relationship disclosure will be made and what information you cannot risk disclosing.
Your venture capital investors can often help you to identify and approach corporate partners. Some of their portfolio companies may be potential partners. Potential partners may be dealing with one or more of their portfolio companies. Your investor, however, may have a conflict of interest, because of its portfolio companies. Take this into account when you evaluate an investor's recommendation. Vendors, customers and members of your Board of Directors are often good sources of contacts with potential corporate partners.
Approaching the Partner. After potential partners are selected, determine the best way to approach the corporate partner. Most partnerships don't happen, unless a "sponsor" or "angel" in the partner's organization becomes convinced the partnership is a good idea. Identifying the right sponsor or angel is the key to a successful approach to a partner. A good sponsor or angel is someone whose background and experience are likely to enable them to understand the synergies offered by the partnership, and whose career will be promoted, or at least not threatened, by such synergies. Most people don't want to promote a deal if it will put themselves out of a job.
The sponsor or angel is often someone you or someone on your team knows from years of experience in the industry. In other cases, the corporate partner will be a different industry than your company, because your technology has applications in several industries. In that case, intermediaries (Board members, consultants, investors, investment bankers, etc.) often play a role in identifying both the right corporate partner and the right sponsor or angel.
Pre-Negotiation Dancing with the Partner. The first task is to sell the individual sponsor, angel or champion on the concept of the partnership. As there are many barriers to closing a corporate partnership, the sponsor or angel needs to be highly motivated to invest his or her time, effort and credibility in the project. The sponsor or angel should be carefully selected for their ability to perceive the synergies of the proposed partnership and should be someone for whom those synergies represent career advancement. If you have chosen the right sponsor or angel, he or she will generally be excited by the project fairly quickly. Don't be misled into believing this means a transaction will be consummated quickly.
Unfortunately, in most cases, the angel or sponsor will not be in position to unilaterally commit the partner to the partnership. Many companies operate by building consensus in the management team. That means that even if the angel or sponsor is the CEO of the other company, you may have to sell other executives, who are either not as perceptive as the angel or sponsor, or who may be more interested in promoting another direction for the partner. Usually, many people have the ability to either reject or delay the proposed partnership.
For example, your sponsor or angel, who heads the partner's sales department, may be excited about the partnership, because it will result in a new product to sell. When the sponsor approaches the head of your partner's technology development team about licensing this exciting new technology, the head of technology may say: "We tried the same thing years ago. Nothing came of it. It's a blind alley." The head of another division of the same company may point out that the new product will compete with his division.
There are many reasons why different people in the partner's organization might object to a proposed partnership. Be prepared to continually sell and resell the proposed partnership to different communities within the partner. The heads of different departments and divisions have to be convinced the proposed partnership will benefit both their company and their division, or at least that the proposed partnership will not hurt their department or division. In many companies, this process can take a year or more. Hopefully, you have sufficient resources to survive this process.
In some cases, your sponsor will change jobs before the deal closes. If that happens, you may lose your sponsor and your deal may die, unless you find another sponsor.
The bottom line is that there are so many factors that can delay or prevent a partnership that you should never bet your company's future on a deal happening. You always need alternatives or back up strategies.
Structuring the Relationship and Negotiating the Transaction. After successfully selling the various communities within the corporate partner on the concept of the partnership, the process of structuring the relationship and negotiating terms begins in earnest. During the previous stage of the process--Pre-Negotiation Dancing with the Partner-you probably proposed structures and terms that are met with general signals of approval by the transaction's sponsor and department heads with which you are interacting. It often looks like transaction terms are being approved as the concept of the partnership is being sold, but this may be deceptive.
After the partner buys into the concept, terms are often negotiated by a different team within the corporate partner. The managers who signed off on the concept may have the job of implementing the partnership after the closing, but often it's not their job to negotiate and close the deal. Consequently, when you are discussing terms during the pre-negotiation stage, these managers often don't object to the terms being proposed. They know it's the job of other people to negotiate terms. The terms of a deal at closing may not be as attractive to you as the terms discussed in the Pre-Negotiation Dancing Stage. The negotiating team often earns its compensation by cutting back on the "promises" you think the business operation team made.
It's important for you to recognize at which stage of the process you are, because you may be evaluating several alternative strategies and comparing the benefits of each. Know whether you are comparing apples to apples or apples to oranges. For example, if a venture capital investor after completing its due diligence offers a pre-deal valuation of $20 million for a financing round at the same time you have begun the Pre-Negotiation Dancing Stage with a corporate partner that appears open to $30 million valuation of the company, remember there is a huge difference between a firm deal and general discussions when you decide whether to accept or reject the venture investor's offer, especially if you are low on cash. The proverb of a bird in the hand being worth two in the bush should not be ignored.
FINANCING ISSUES
Some corporate partners are very experienced in providing financing to other companies, but other companies may have little or no experience with providing financing to another company.
Dealing with experienced partners can be similar to dealing with a venture capital investor. The experienced partner will probably have a preferred structure for the investment and a set of documents to implement that structure. Other corporate partners, who have not invested in another company before, may have no preconceived structure or terms for the financing side of the transaction. If your company has already received one or two rounds of venture finance, you may be more experienced in structuring the investment than is the management of the proposed partner. You may have to take the lead in providing structure to the deal. Also, if you have had prior venture investment rounds, you have to integrate the new partner into the capital structure you built with your existing inventors.
Set forth below are a number of financing issues with examples of how corporate partners may approach such issues in a different way than venture capital investors approach the same issues.
Valuation. Often, the biggest difference between venture capital investors and some corporate partners is their approach to valuing the company seeking capital. When a venture capital firm invests in a company, the investment is usually the sole relationship between the venture investor and the company. Consequently, the venture investor measures the success of the transaction solely by its return on the investment. This creates pressure for a low valuation.
Some corporate partners take the same approach as venture investors with respect to valuation. However, partners usually make investments in other companies as only an adjunct to another more important goal, which is to promote the partner's business through some synergy between the two companies. Consequently, the return it makes on its equity investment is not the sole method by which the corporate partner measures the success of the relationship. Often return on the cash investment is only a minor motive of the partner. This affords companies seeking capital the potential to obtain substantially higher valuations than is possible from venture capital investors. As is discussed elsewhere, you may have to pay for this higher valuation by giving something of value to the corporate partner other than stock. Balancing the other value you are giving away with the nominally higher value for your stock, is the key to negotiating a successful deal.
One potential problem with doing a deal with a partner at a very high valuation is that it may be difficult to do your next venture round at the same valuation. You may be setting yourself up for having a down round the next time you raise capital. One way to avoid this problem is to structure the deal so that part of the money you receive is to pay for stock and part is to pay for something else, such as technology development payments or royalty pre-payments. Also, many corporate partner deals are done by later stage companies that anticipate not needing any additional venture capital.
Types of Securities. Corporate partnerships often involve issuing the partner securities substantially similar to the securities issued to venture capital investors (E.g. convertible preferred stock, convertible debt, warrants). Often, the structure of the corporate partner investment is driven by the structure of the prior rounds of venture capital investments the company has received. The corporate partner receives a class of securities similar to the securities the venture capital investors received.
Some corporate partners are, however, more willing to take Common Stock than are venture capital investors. Other corporate partners make "equity" type investments without receiving stock. The investment may be structured as a pre-payment of royalties from a license agreement or as a pre-payment against later deliveries of products. These payments can often be booked as revenue for accounting purposes. They also don't dilute equity holders.
Control. Some corporate investors desire the same types of control features as venture investors desire. For example, the partner may want one or two seats on the Board of Directors or the right to veto the company doing certain transactions. In general, however, a corporate partner's motivation to exercise control over its junior partner often differs from the motivation of a venture capital investor. The venture capital investor is generally motivated by the goal of protecting its investment, ensuring the investment proceeds are not wasted by management and having a voice in strategies that are important to realizing a gain on its investment, such as initiating a public offering or sale of the company.
While some corporate partners share these goals, most partners view Board representation and other control mechanisms as a way of ensuring the overall business relationship between the two companies will be beneficial to the corporate partner. Board representation is often viewed as a communications channel to your company's top management and an opportunity to provide information to management and other Board members at an early stage of decision-making. The basic direction of the your company can be affected before you commit to a direction not in your partner's interests. Board representation is also viewed as a way to determine whether the junior partner remains committed to the partnership or whether you are changing direction.
Consequently, whereas venture investors often require having a majority of a company's Board of Directors, corporate partners often are satisfied with one Board seat. They are often more concerned about whether, if one of their executives cannot attend a Board meeting because of scheduling problems, whether another representative will be allowed to participate in the Board meeting, even though the substitute cannot vote at the meeting.
The positive side of having corporate partners representatives on your Board of Directors is they often have deeper industry expertise and contacts than your venture investors' representatives bring to the table. Except in situations where there is a conflict of interest with your corporate partner, you often find that Board members representing a corporate partner play a positive role in growing your company. Of course, this often depends on which executive from your corporate partner sits on your Board. Many corporate partner Board representatives are just too busy with other responsibilities to devote much time to helping you grow your company. You should try to shape your partner's decision about its Board representative(s) to have someone on your Board who sees your company's potential and has the time to help your company.
This is the positive side of corporate partner Board representation or other controls. The negative side is they may limit your company's growth, prevent your company from doing deals with your partner's competitors or forcing a buy out by the corporate partner at a low price.
At the other end of the spectrum, some corporate partners do not require any Board representation. Antitrust laws may make it inadvisable for the partner to become involved in making decisions. Also, a $5 million investment may be too small for a large company to devote management time monitoring. Finally, some partners worry participation on the Board may bring the risk of liability to your shareholders.
The primary control objective of most corporate partners is to ensure that their partner does not use the funding they have provided to work with other partners that compete against them. Consequently, whereas venture investors often require very broad negative covenants that prohibit the company from taking any significant action without the approval of the investor, in corporate partnership investments negative covenants can often be limited to agreements not to conduct business with certain companies or certain categories of companies.
If a corporate partner may become your competitor, don't give it veto rights over your ability to raise capital or other major decisions by your company. Also, provisions that give the partner greater rights to your technology if your company fails can create incentives for the partner to cause your company to fail. You want your transaction terms to benefit your corporate partners more if your company succeeds than if it fails.
Exit Strategies. Venture investors are usually very concerned about having an exit strategy that allows them to capitalize on their investment within three to seven years, either through an IPO, sale of the company or buy-back provisions. Most corporate partners are less concerned with such provisions. Consequently, a corporate partner sometimes may not request registration rights, or will not insist on demand registration rights and will be satisfied with having piggy-back registration rights. To sell your company, however, you may need to unwind strategic alliances and other joint ventures. Therefore, its important to negotiate exit terms for any alliance or joint venture when you begin the relationship. Some will tell you that negotiating exit terms is a poor war to start a relationship. That may be true of marriage, but all business relationships are temporary. Termination provisions are as important as price provisions. You ignore them at your peril.
Acquisition Option. Venture capital investors usually require rights of first refusal. As the investment transaction is primarily economic in nature, the start-up company is generally happy to allow the venture investors to invest in later rounds. Rights of first refusal generally terminate upon an IPO. Venture investors generally have no interest in investing in a company after it becomes public.
A corporate partner, however, may desire the option to acquire your entire company at a later date, either before or after an IPO. Such an option can cap the value of your company. If you are interested in maintaining your independence from your partner, you probably don't want the ownership percentage of your partner to increase above a certain level, either before or after an IPO. Consequently, companies should consider entering into a standstill agreement with their corporate partner, which restricts the partner's ability to increase its ownership above a defined percentage before and after the IPO.
Protect your ability to enter into partner relationships with other partners. Generally, a corporate partner will often insist on restricting your company's ability to partner with its direct competitors, but unless an acquisition is the eventual goal, partners will usually agree to terms that allow partnerships with non-competitors. Some industries are dominated by a few giant multinational companies. It's not practical for you to agree not to do business with your partner's competitors, because all potential partners are probably competitors to part of your partner's business. In such cases, the agreement can be limited to not partnering in certain products or in technology of primary interest to the corporate partner or to agree not to partner for a defined time period. For antitrust and related reasons, agreements not to partner with another company often take the form of giving the corporate partner a right of first refusal on defined types of transactions with defined types of companies, rather than outright prohibitions on the transactions.
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K is for KILLERS
--------------------------------------------------------------
"It's a killer!"
"They never knew what hit them."
"They should have seen it coming."
-----------------------------------------------------------------
Why do four out of five young companies die? Most companies die from the results of a series of decisions, rather than from one killer.
It's usually difficult to point to a single killer. A line from the movie "Casablanca," is appropriate, however. "Round up the usual suspects."
In doing a post mortem of dead companies, the following suspects are always worth rounding up.
Money Problems
Market and Product Problems
Management Problems
MONEY PROBLEMS
Under Capitalization. Most companies either seriously underestimate the amount of capital required to achieve their objectives, or they are unable to raise the amount of capital they know is required. The lack of capital is sometimes the result of a decision by the owner to raise only small amounts of capital to avoid excessive dilution. This is like choosing to starve yourself. It leads to a slow and painful death. When tempted to pass up capital, think of yourself as trekking in a vast wilderness. If you don't know when you'll eat again, chow down when you have an opportunity. When you are undercapitalized, you are always trying to play catch up with the world. You spend most of your time trying to raise capital and not enough time growing your company. When money is raised, most of it goes to pay past debts. Companies in this situation are like feathers waiting to be blown away by the wind when a storm hits.
Cash Flow. Money that you will be paid three months from now is not as valuable as money in your bank account. Many companies fail, because they have to spend money to produce services or products long before they are paid for the services and products. In some cases, this is the result of industry practices. Customers expect to pay invoices late. In other cases, you may be forced to extend credit terms to steal a customer from a competitor. Economically stressed customers often try to delay paying their vendors. The big customers you win by extending credit may ultimately not pay their bills. If a new customer is too good to believe, maybe it is. Getting the wrong customer can kill your business. You need to aggressively manage your accounts receivables. Cash flow problems are often most serious when a company is growing. The amount of cash required to run the business increases before your cash collections increase. In economic downturns, customers that normally pay within 30 or 45 days after invoice may routinely stretch payments to 90 days or longer. Often, when you call them to collect, they tell you their customers are delaying payments to them, which is why they can't pay you. It can be a vicious cycle. If you don't have sufficient financial resources or lines of credit in reserve, your company may have substantial sales, but you may be unable to pay employees and other regular bills.
Burn Rate. As companies move toward introducing new products to market, they must often substantially increase their burn rate to support marketing, sales, production and customer support. If sales take longer than expected, the company may lose more money in six months than it did in three years at a lower burn rate before they had a product to sell. Companies that seem to be on the verge of success, therefore, are often in the most dangerous phase of their existence. Coordinating the timing of expense increases to revenue increases as you prepare to launch your product is one of your most difficult challenges. For this reason, you often have to raise larger amounts of capital to fund your growth than you did to develop your product.
MARKET AND PRODUCT PROBLEMS
Products Solve No Compelling Problem. Developing products useful for nonessential tasks is a big company killer. Many new products and services solve no compelling problem for potential customers. In a world of finite resources, customers will allocate funds to purchase compelling products and services, while doing without other products and services that are optional. This triage approach by customers in purchasing decisions tends to increase in economic downturns when everyone is slashing budgets. If your product is not absolutely necessary, purchases will be delayed until there is "extra" money. There is never "extra" money.
Pioneers Have Arrows in their Backs. Many young companies assume they will have a significant advantage over their competitors, if they are the first to launch a new product into the market. This is known as "first mover" advantage. First mover advantage is usually stronger for large companies than for small ones. In many cases, small companies lack the resources to sustain their lead once competitors wake up. Also, first movers often lack customer feedback in designing their products, which leads to products that satisfy only a part of what customers need. Competitors often have the advantage of designing their products in light of the known shortcomings of the trailblazer's product. Being first to the market is an advantage, but it's not sufficient to sustain a company, unless it's combined with other advantages, such as patent protection and the financial resources to enforce patents, customer satisfaction, a distribution chain and the resources to improve the product faster than competitors. Small companies with first mover advantage often maximize their value by selling early on to larger companies with the resources to exploit the first mover advantage.
No Compelling Differentiator. In war, the offense usually has to bring overwhelming power to overcome the defense. A three to one advantage or more may be required to dislodge defenders. Companies that are big successes create market disruption, which means that they change the normal ebb and flow of their market, often by changing the rules by which customers determine value. Minor improvements in performance compared to the products of existing competitors usually are not enough to dislodge large established competitors. Often, you have to be ten times better, not merely twice as good. Why? Established competitors will promise customers they will soon introduce a better product. They can also afford to discount heavily. If they sell many products to the customer, they may even include the product that competes with your product into a bundle that essentially make it free. How do you compete with free? Competitors will also whisper (or shout) to customers that your young company is unstable and won't be a reliable supplier. That may not be fair, but it happens all the time. It often works, because many customers have been burned by young companies that deliver late, have inadequate quality controls, fail to invest in improving and expanding their products lines or go out of business. Marginal improvement by a young company compared to competing products is usually not enough to overcome the natural advantage established competitors have.
Lack of Barriers to Entry. The first mover often fails because it's easy for others to enter the market to compete with them. This is a common company killer, because the low barriers to entry is what originally enabled a young company to have initial success. If it's easy for your company to enter a market, it's often easy for many competitors to compete in that market.
Lack of Marketing In-Put. In many failed companies, the finger of blame often is pointed by two groups against the other. The design team blames the sales team for not being able to sell the product. The sales team says the design team produced an inferior product that's impossible to sell. This is often caused by the design team operating in a vacuum without input from marketing personnel about what features customers want in a product. Many small companies don't even have a marketing department. They just let R&D and sales people fight it out. Sales people sometimes want the whole package from day one so it's easier to make sales, especially if the company already has products in the market from which they are generating sales commissions. On the other hand, sale people sometimes want to start selling before the product is ready to try to generate commission, especially if this is the company's first product or sales from other products are low. Sales people often have direct economic conflicts of interest that make it reasonable to question their advice about when products are ready to launch into the market. R&D often wants you to either fly with what is easiest to develop or wait until everything is perfect. Marketing people tell you which features are critical for initial success and which features can be introduced as upgrades later and what customers will pay.
Next Generation Customer Products. Many products are meant to be integrated into the products or services of other companies. To beat their more established competitors, young companies often have to design products that are to be used in the "next generation" products of their customers. This focus on "next generation" products is common with new companies, because it often means that they do not have to replace an existing supplier of their target customer. Customers are more likely to choose a new supplier for their next generation product than for their existing product. One reason is that the new supplier's product may not improve the performance of the customer's existing product, because the customer's existing product design cannot maximize your product's innovations. Cost, dependability and established relationships are more likely to be the points that cause a customer to choose suppliers for its existing products. Customers are usually looking for their own next generation products to perform better than their existing products. This opens the door for new suppliers, who can help the customer substantially improve the performance of its products. What happens, however, if the customer delays the launch of its "next generation" product or changes direction? If your company has designed a component for that product, your company will have a product that has no market until your customer launches its next generation product. Your company can die waiting.
Customer Market Failure. A related problem is designing a product that's a component for a customer's product where the customer's product is a failure in the market. If the customer is unable to sell its product in high volumes, the customer will not place high volumes of orders for your product. Failures by customers often produce a chain reaction of failures among their suppliers.
Industry Standards. The best product doesn't always win. In some cases, it's more important to customers that an industry standard be adopted. Once a competing product is chosen as the industry standard, you will have an extremely difficult time dislodging that standard. Often it's a choice of either adapting to the standard or die. Adapting may mean decreasing your product's performance levels and making your product more like those of established competitors, which may destroy your ability to dislodge established competitors.
Manufacturing Cost. Many people who start companies have never manufactured anything. They don't know how much it will cost them to actually produce a product. Large manufacturing companies often have a tremendous advantage in purchasing power and production efficiencies over smaller companies. Many small companies with great products die, because each unit costs too much to make compared to what people are willing to pay for it or compared to the cost of what a competitor can manufacture a similar product. High production costs are often designed into products. The designers tend to focus on features and performance. If your company doesn't have an experienced manufacturing team when product design begins (which is often the case with young companies on tight budgets), the game is often lost long before the first unit is manufactured or sold. Since established companies already have manufacturing operations, it's easier for established companies to design low manufacturing costs into a product by having manufacturing people interact with the design team at each stage of product design. Young companies often boast that they can design a new product quicker than established companies, but one reason for this advantage is the design team in a start-up company often works in isolation. There are no other departments whose approval requirements slow down the design process. Design speed, however, may have too a high cost if speed comes at the expense of higher manufacturing cost. Note that this problem is not solved by saying: "We'll let the Chinese manufacture it." You still have to identify the best foreign company to handle your product and then manage your suppliers. Maintaining quality controls over foreign contract manufacturers is difficult for small companies. Choosing the wrong contract manufacturers, or failing to manage quality control and delivery schedules, may destroy your product's reputation in the market.
Single Customer. If one customer provides most of your sales orders, any change in the customer could kill your company. Such events may include a change in strategic direction, sale or bankruptcy of the customer, or your customer becoming less competitive in the market.
Single Product Companies. Young companies often have a single product or a very limited group of related products. This leaves the entire company vulnerable to a market downturn or loss of sales to a single competitor. Even if sales of the product are going well, the profit from a single product line may be insufficient to support major research and development efforts or corporate overhead. Single product companies usually need to diversify through acquisitions or new product development or to sell to a larger company. Many companies mistakenly believe they can achieve victory by developing one successful product.
Wrong Partners. Your partners may have products that lose out to the competition. If your product is compatible only with a product of your partner that is not succeeding in the market, you face a choice of either redesigning your product or dying.
MANAGEMENT PROBLEMS
Mismanagement. Sorry to say, but companies often make many mistakes, waste money on nonproductive efforts, fail to communicate between departments and expand when they should cut costs. These plain old mismanagement mistakes are a leading cause of company deaths.
Outgrowing Management. When companies are small, mistakes cost less. It also means management weaknesses remain hidden. Founders can afford to learn by trial and error. As companies grow and the bum rate increases, mistakes grow more costly. The failure to either replace founders or supplement their expertise with experienced managers often wastes valuable resources.
Founder Fatigue. In many companies, the founder fails to recruit a management team or fails to delegate and train the team. By necessity or design, the founder's efforts remain critical to all important company issues. Eventually, many founders succumb to stress and fatigue. They either give up, or more frequently they lose their competitive edge and make bad decisions or fail to make decisions in time to have a positive effect.
Running on Adrenaline. Many young companies depend on their key people making superhuman efforts in terms of creativity, productivity and effort. Often, this is sustainable only as long as the company moves forward in a way that excites them. If, however, these key people no longer see movement or see movement in a direction they don't like, they may either leave or stop making the extra effort on which the company depends. The company often then grinds to a halt. Companies that depend on perpetual extraordinary performance from employees often bum out, because such performance is difficult to sustain over the long term. You can't run a marathon like it's a sprint. Duh!
Team Infighting. Disputes among management members or between management and investors is a major company killer. These disputes range from personality conflicts to genuine differences of opinion about strategy. In successful companies, disputes are resolved and forgotten. Where disputes linger and affect other decisions, a company is headed for disaster.
OTHER
Exit Timing. Some companies achieve initial success in the marketplace, but fail to recognize that their market and their value is peaking. Good companies recognize their own limitations and know when to sell. Holding on too long can lead to a death spiral in value.
Regulatory Changes. Changing government regulations can so substantially harm the customers of your company that your market substantially dries up.
Liability Cloud. It's rare that companies die because of one court case or liability claim, but it does happen sometimes. More often, however, like Gulliver, most companies are brought down by numerous small legal problems. Often, these problems arise because young companies act without consulting lawyers. They lack a reasonable budget for legal fees. Fixing legal problems is usually much more expensive and drains more management time than preventing legal problems. Multiple small legal problems can quickly drain a young company's resources.
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L is for LIABILITY
---------------------------------------------
"I backed out of the deal because of the liability risks."
"You don't expect me to take on that exposure, do you?"
"What do you mean we're not covered by insurance?"
"What do the lawyers say about the liability risk?"
---------------------------------------------
One of the primary reasons people from corporations or limited liability companies to conduct business is that corporations and limited liability companies offer a shield against personal liability in many situations. That means you may lose your investment of money and effort if things go wrong, but you won't lose your personal assets, including your home, to creditors of your company. Your family and children are protected.
This is a major benefit to you and it's one of the primary legal tools that allow people to start new businesses. It allows you to make a conscious decision about how much you want to invest and put at risk in your business.
Like many things, however, insulation from personal liability is often more a theory than a practical reality. How much protection you get depends in large part on what decisions you make. At every turn you will be asked to assume personal liability voluntarily or you will need to take actions that may result in you having personal liability or a risk of personal liability.
Very few founders are able to start and grow their companies without some risk of personal liability. Therefore, although the ideal us to avoid such risk totally, the best you can reasonably expect to achieve is to make informed decisions that minimize your exposure.
Credit Card Debt. When you start your company, you may be paying your own expenses and the expenses of your company with your credit cards or incurring other debt. This is a personal liability and you will owe this money whether the company is successful or fails. Pay down your credit cards or other debt as soon as you can, even if it means the company has to borrow money to repay you. If you have partners and are paying company expenses with your credit card or other resources, have a written agreement with your co founders about when they or the company will repay you. An agreement from your co founders can be difficult to enforce and may be worthless, if your co founders lack sufficient financial resources to pay you. When you try to raise capital later, many investors will refuse to invest, unless you cancel the debt the company owes you without being repaid. It's best to assume that any money you lend to your company will be lost until you sell the company.
Guarantee Bank Loans. Most banks require the owners of small businesses to personally guarantee any loan the bank makes to the company. In many cases, the bank also requires the owners to secure the loans with their personal assets, including a second mortgage on their homes. If your company has no operating history, you probably cannot avoid having some level of personal liability, if your company borrows from a bank. If your company has revenue and profits, you should shop around to try to find a bank that will make the loan without personal guarantees. You will benefit personally even if your company has to pay a higher interest rate. If you have partners in your business, and a partner leaves the business, a bank probably won't release the guarantors from liability until the loan is repaid. This is often a difficult issue when one founder leaves the company. If you have guaranteed some loans personally and a have other company debt without personal guarantees, try to repay the guaranteed debt first. Be aware, however, that creditors may be able to recover money from you personally in a bankruptcy, if such loan repayments are made shortly before the bankruptcy.
Employment Liability. Employees often sue their supervisors personally when they have a dispute with the company. The complaint may allege you discriminated against them or harassed them or that you failed to prevent another employee from doing that. Establishing good corporate procedures for employment matters is the best way to protect yourself against personal liability. In some states, members of the Board of Directors and officers may have personal liability if the company fails to pay employee wages when the company goes out of business. This may even include agreed upon severance obligations. Being a trustee or otherwise being responsible for administering a 401k, retirement or other employee compensation plan creates potential personal liability issues.
Tax Liability. The government likes to collect taxes. If your company doesn't pay, the government may seek to collect unpaid taxes from you personally. This is a serious matter and occurs most often when companies fail to pay payroll taxes withheld from employees. Make it your highest priority to put the government at the top of the list of creditors you pay. Your other creditors can't put you in prison. The government can.
Securities Liability. When your company sells securities to investors, under both state and federal law you may be personally liable if fraud is involved. Make sure you comply with securities laws and that your compliance is documented. Each time you sell securities the law automatically writes the following obligations into your contract with investors:
The undersigned company and its management team hereby promise that everything we have told you is true and that we have not failed to tell you anything important about the company. Furthermore, we have complied with all procedures required by federal and state securities laws. If either of these statements is incorrect, you have the right to (1) have your investment refunded by the company and (2) if the company cannot refund your money, the officers and directors of the company will pay you out of their own personal assets.
When young companies raise money, they often fail to follow the best practices for securities compliance, which can be expensive and time consuming. They also often are willing to sell securities to people who don't understand all the risks or who can't afford to lose their investment. All these factors increase liability risks. Indeed, it's probably true most early stage sales of securities to angel investors have a high risk of at least going to trial, if an investor decides to use you. If a law suit is brought, this means the law suit will be expensive, whether you win or lose. Given the difficulty young companies often have raising money, not all companies sell securities using the best practices under securities law.
It makes sense, therefore, to make every effort to avoid law suits. Relatively few investors, however, actually bring law suits. The best way to avoid disputes with your investors is to establish a good investor relations program. Stay in touch with your investors. Give them information on a regular basis. Tell them about problems. Ask for suggestions. Make them feel like they're a part of your team. People rarely sue their own team members, even if things don't work out as they hoped. The best way to ensure there will be a law suit is to tell people you have a great company, keep them in the dark for three years and then tell them the company is going out of business. That's when investors pick up the telephone and call their lawyer.
Fiduciary Liability. As an officer or director of your company, you may be personally liable to shareholders, and in some cases to creditors, of your company, if you fail to fulfill your fiduciary duties to them. Know what your duties are and each time you make an important decision about the company ask your lawyer to explain how these duties relate to the facts at hand and how you should document that you fulfilled your duties.
Tort Liability. If you're driving your car on company business you have personal liability for an accident. The company can also be sued, if you are on company business. The same is true for other torts, such as negligence, libel, slander, sexual harassment etc. The fact that you are working for the company does not protect you from liability for your own acts. The main protection you get is that you have some protection from liability for the acts of your employees while on company business. However, you may incur personal liability for failing to supervise one of your employees who has an accident or commits another tort while on company business. This provides you with incentive to ensure your employees don't do harm to others. Establishing corporate safety policies and enforcing the polices can protect you from personal liability, if your employees make a mistake. Note that establishing the policy and not enforcing it may expose you to greater liability risk than having no policy at all. You need to both establish policies and then demonstrate that you monitor and enforce your policies to avoid liability.
Insurance. Both you and your company should have insurance. Discuss this with your insurance agent and decide how much and what kind you can afford. Insurance companies often disclaim coverage when a claim is made. In some cases, your personal insurer and your company insurer may both say the other one should pay the bill. That leaves you stuck in the middle without coverage. Also, don't assume you are covered for all matters. Insurance policies often exclude coverage for your biggest risks. For example, policies usually exclude coverage for securities fraud and intentional acts. Although the insurance company may pay legal defense costs, if you are found to have liability, you probably have no coverage. Have your insurance agent or attorney explain the extent of coverage thoroughly. Any time you plan to change your business, check to determine whether it makes sense to adjust your insurance coverage. Inform your insurance company of possible claims before you are sued and ask them for advice about how to minimize liability risks. You can lose coverage, if you don't notify the insurance company of the facts related to a claim in a timely manner. Hoping that someone won't sue you is not a good strategy.
Criminal Liability. You can go to jail or be personally forced to pay a criminal penalty if your company commits a criminal act.
Liability vs. Legal Expense. The costs of defending against a law suit are often your biggest problem. Even if the plaintiff has a weak case, and you will ultimately win, your legal bills can be high, unless you are successful in having the law suit dismissed early by the judge. Ask your lawyer not only whether you are likely to win the case, but also at what stage the win is likely to occur. The later the stage, the greater your expense will be. This is why most law suits are settled before they go to trial and why most claims are settled before a law suit begins.
Lawsuits Trigger Other Law Suits. Think twice before you sue someone or even threaten to sue someone. Their response may be to sue you first or to counterclaim. Once you are in court you lose control over part of your life.
Transferring Assets. Some founders of companies transfer all or some of their assets to their spouse or children. If they incur personal liability, the plaintiff will not be able to touch their assets, but this strategy works only if the transfer was done in a way that complies with the law. You need legal advice to implement this strategy. Of course, this strategy assumes you can trust your family members. Sometimes you should not. There are many instances of family members using the money in a way the transferors did not intend. People get divorced. Children may waste the money. Also, if the asset transfer occurs when the liability is imminent, creditors may be able to nullify the transfer and recover the assets.
When a founder leaves the company, often one of the prime issues is how to release the founder from liabilities of the company the founder has guaranteed. Banks and other creditors usually are not willing to release a guarantee, unless they receive something of equal value or greater value. A founder may be willing to guarantee a company liability when the founder is in control of the company, because he trusts his own business judgment will enable him to avoid liability. That changes if someone else is in control of the company. This is often one of the major issues when a founder transitions control of the company to others.
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M is for MANAGEMENT COMPENSATION
-------------------------------------------------------
"My wife says, you can't buy groceries with stock options."
"The janitor makes more per hour than I do."
"If we don't close this deal tonight, we'll miss payroll."
----------------------------------------------------------
Management compensation in the early days of a company is relatively simple. Usually there is none. Founders usually work without cash compensation. In most cases the biggest investment you and your family will ever make is forgoing income generating activities to start a business. If you can't live with this, don't start a new business. The only question is, how long will this period of wandering in the desert without compensation last? You never really know. It could be months, but it could be years.
VERY EARLY STAGE
The most important thing for early stage compensation planning, therefore, is to determine how long the founders can support themselves without being paid salary from the business. This period can be stretched by one or more of the founders continuing to be employed at their day jobs and working on the new company at night and on weekends, founders doing consulting work and spouses of founders working. If you are working or consulting for others, however, you should be careful to ensure that your employer or client does not own any intellectual property of your company, because of your employment or consulting relationship. Many people are unpleasantly surprised when they find their employers or clients own the intellectual property they create. Consult your lawyer about how to avoid this.
In some cases, founders accrue salaries with the hope they will be paid retroactively, when the company raises capital. This rarely works. Most investors want their money to be used to pay for growing the company in the future, not paying the founders for the work they did in the past. Don't count on being paid cash for past work. Your past work is usually considered your investment in the company. The salary is lost until you build value in your company and cash out. One thing that sometimes works is to ask investors to allow the company to pay your salary for the period of time after you began negotiating with your investors. This may be several weeks to several months. Investors often buy in emotionally at the beginning of negotiations and sometimes are willing to pay for expenses incurred while the deal moves toward closing.
Remember wage laws require all employees to be paid. Therefore, the company may be accruing a liability even if employees never demand payment or even if they agree to work without pay. To protect employees from employers who force them to give up their rights, many federal and state laws provide that any agreement by an employee to work without pay is invalid. This issue sometimes surfaces later, if you have to terminate an employee.
The biggest compensation issue in very early stage companies is the percentage of the equity ownership each founder receives when the company is formed. This is influenced by a number of factors, including:
How much value has each founder contributed in the past? For example, if one of the founders is the inventor of the company's main product or did a lot of software programming before the company was formed, they should be rewarded for past efforts.
What is the relative value of the contribution of each founder likely to be in the future? Sometimes the founder, who had the original idea, is either unable or unwilling to contribute as much in the future as in the past.
What opportunities are each founder giving up to join the company?
What cash investment is each founder making or what other property (E.g. intellectual property rights, computer equipment, office furniture, etc.) is each founder contributing?
After you allocate percentages of stock, you should agree about what happens to the stock, if someone stops working for the company. Where people receive stock for past efforts or for cash or property contributed, they may have fully earned all or a substantial number of their shares. Where people are being given shares primarily for their anticipated future contributions, these shares have not been earned and are usually forfeited if they leave the company before an agreed date or agreed event. It's important to document the agreements of founders about all these matters in writing. Disputes often arise between founders. If you rely only on your memories, the dispute may not be resolvable without expensive litigation and may kill the company.
Founders sometimes make the mistake of agreeing to give someone a percentage of the company. This often causes problems, because company legal ownership is based on numbers of shares, not percentages. You have to translate percentages into numbers of shares. That's easy, if all the percentages are translated into shares at the same time, but as the company issues more shares to more people, the same percentages translation with different numbers of shares. This can cause disputes. The way to avoid this problem is to state, "I promise to give you 1,000 shares of Common Stock, if you do the following ___________. Currently, these 1,000 shares constitutes 10% of the company. That percentage is likely to decrease over time as the company issues more shares."
GROWTH STAGE
After the very early stage where the founders are the only people contributing, the company will hopefully grow and hire employees. In a competitive labor market attracting and retaining the best employees is a major condition to success. How do you convince talented people to abandon careers with major corporations offering job security and gold plated health plans?
Stock options are the modem day equivalent of the sling and stone that allowed David to defeat Goliath. Virtually none of the companies that have made headlines going public or being sold for hundreds of millions of dollars could have achieved what they did without compensating their key employees with stock options or other forms of equity compensation. Young companies cannot compete with larger companies in salary, benefits and other perks. Stock options are your primary weapon in the battle for talented people.
Aside from equity compensation, young companies offer their employees longer hours, lower salaries, limited budgets and the risk payroll will not be met. Many of my best clients in their early stages did not have sufficient funds in the bank on Wednesday to make payroll on Friday. Bridge loans from investors and midnight closings of venture capital investments kept payroll checks from bouncing. In other cases, payrolls were not met for several weeks or more.
Many people have received stock options from former employers that turned out to be worthless. With so much risk involved with your company, how do you convince potential employees the stock options you give them will have value? You have a vision of your goals and how you are going to achieve them. The equity compensation you pay will only be valued by employees who share your vision for the company's future. Communicate both your goals and your plan to potential employees in a way that excites them and makes them want to share the risks with you. There is a difference between offering equity and getting people to value the equity. Successful recruiting depends on how you handle this difference.
EQUITY COMPENSATION DETAILS
How do you know how much equity to offer employees? Although there are no hard and fast rules, here are a few guidelines to assist you in allocating your equity among employees.
When? Some companies grant options as soon as employees join the company. Others wait for 90 days to a year after employment. The waiting period is used to evaluate employees and assess long term fit. Generally, for higher level employees you have to agree on the option package up front. For administrative personnel, whose equity usually constitutes a smaller percentage of their total compensation, waiting periods are more likely to be acceptable to the employee.
Cost. How much lower are the salary and benefits being offered compared to what the employee would expect from a larger company. This will tell you how much the employee is giving up for the options package and how much equity you have to deliver in return.
Number of Shares. How does the number of shares offered compare to other people at the employee's level in your company and in other companies in the same industry? Establish ranges of numbers of shares for each category of employee. If the employee is a star, they get the higher end of the range. If not, they get the lower end of the range. Also, remember that the same position or person may create different value at different times. Review these ranges and grants at least quarterly to determine whether your best performers are being rewarded properly and whether you are over compensating under performers.
Dilution. The key to valuing equity compensation is trying to answer the question: What percent of the company will the employee own when the company does an IPO or is sold? Employees who join the company earlier in its existence usually receive a larger percentage of the equity than those who join later, because investment rounds will dilute these early employees. Calculating the amount of dilution people will suffer is a key factor in allocating shares. The closer in time to the sale or IPO of the company the easier this becomes.
Exercise Price. For accounting and tax purposes, options usually have an exercise price equal to the current market value of the company's common stock. What is current market value? If your company is already public, market value is the trading price of its shares. If your company isn't public, market value is more subjective. Valuation of very early stage companies is difficult. Generally, venture investors purchase Preferred Stock and employee options allow employees to purchase Common Stock, which has fewer rights than Preferred Stock. Most companies issue options with an exercise price that's lower than the most recent price investors paid for Preferred Stock. The discount for the Common Stock compared to the Preferred Stock price varies according to the stage of development of the company. As a company matures, the percentage usually increases until just before IPO or sale there may be little or no difference in price. Options granted during the IPO are supposed to be at prices in the middle of the expected price range for the IPO.
Vesting. Stock options are a retention tool. Employees usually lose all or part of their options if they leave the company within a defined time period. The time period varies by industry and company. Generally, companies in the software and internet industries allow options to vest fully within three or four years. For biotechnology companies, four to five years is more normal, because biotechnology companies usually take longer to develop their products. Also, normal vesting periods get shorter when employees are in high demand and longer when the labor market is not as tight. Other vesting issues include whether vesting occurs annually, quarterly or monthly and whether the vesting of shares is accelerated if the company is sold. Some small private companies that want to remain private and do not intent to be sold for long periods require employees to agree that the company has the right to repurchase even vested stock when employees leave. However, vested shares are usually purchased for fair market value so the employee realizes a profit if the company's value has increased, whereas unvested shares are usually forfeited for the price the employee paid. In venture capital financed companies the company usually has no right to repurchase vested shares.
Liquidation Value. Many more companies are sold than do an IPO. Preferred Stock often gives the investors a greater percentage of the proceeds of sale than their percentage ownership of the company. If the investors get more, option holders get less. In some sales, the Preferred Stock gets almost all the value. In calculating the value of stock options to employees, take into account the liquidation preferences of your investors.
Taxes. The three basic types of equity compensation are restricted stock, incentive stock options and nonqualified stock options. With restricted stock, the employee is likely to receive capital gains treatment, but the employee may have to pay some tax when the employee receives the stock if a Section 83(b) election is made. Stock held for required holding periods is taxed at the capital gains rate. The employee usually is not taxed when he or she receives options. With incentive stock options, the employee may receive capital gains treatment, but the alternative minimum tax and other factors usually lead to ordinary income tax rates, especially for people who have a large number of shares. Nonqualified stock options always result in ordinary income tax. Companies may have withholding tax obligations, if employees failed to pay taxes on equity compensation under some circumstances. The IRS has increased its scrutiny about determining whether equity grants are made at "market value." Section 409A of the tax code imposes an excise tax for grants made at less than market value. Companies that can afford a valuation should hire an outside valuation expert to justify the price of equity grants. Companies that can't afford to pay a valuation expert should document that they determined market value using the factors specified in tax regulations.
Transfer Restrictions. Securities are not like cash. You can spend cash at any time. There are substantial restrictions on the ability to sell securities. Restrictions may be in contracts you require employees to sign. Other restrictions on sale are imposed by securities laws. In most cases, moreover, there is simply no market for the securities employees own, unless your company does an IPO or is sold. Explain contractual, legal and market restrictions to employees. Put it in writing so they don't complain later when they can't sell their shares.
Deferred Compensation. Whenever companies and employees agree to defer paying compensation to the employee, the taxes are also deferred. The government wants to be paid now, not later. Therefore, many government rules apply to deferred compensation. Section 409A of the tax code focuses on deferred compensation. The types of compensation that most often create deferred compensation issues for young companies and their employees include: bonus payment plans, severance pay agreements, equity compensation grants and agreements to accrue but not pay salary during periods the company lacks sufficient cash flow. You need legal advice in all these situations to avoid liability issues.
Securities Laws. Companies often forget that you can't sell securities to employees without complying with securities laws. These rules apply to options as well as to stock and apply even if employees pay no cash. Your employees' labor is an investment just like any cash an investor gives you. However, it's government policy to encourage employers to provide equity compensation to employees. Therefore, it's generally easier to comply with securities laws when compensating employees than when raising capital from investors - for example, sophistication and financial resources tests usually don't apply to equity compensation to employees. You can't lie to employees about your company, but your disclosures in connection with equity compensation plans can usually be less formal than in sales to investors. The key issue is whether the sale to employees is primarily for compensation purposes. If the compensation plan is a disguised way for you to raise capital, the normal securities rules apply. If you are trying to raise capital from your employees, the biggest securities law issues relate to whether the employees are sophisticated, and can afford to lose their investment, whether the number of offerees or buyers is too large to comply with exemptions from registration and whether the employees understand the disclosures of material facts about your company you make to them.
GENERAL POLICIES
Uniform Policies. If you're not careful, you will end up with individual compensation arrangements for each employee. They all have their own goals and they all place a different value on cash, equity, health insurance and other benefits. Also, some are just better at bargaining than others. If you succumb to the temptation to custom tailor each employment relationship, however, you will end up with a compensation system that's expensive and time consuming to administer. What works when you have two or three employees, is a nightmare when you have three hundred. Try to develop a common policy that applies to all or at least establish objective criteria for any variations. This will also help you defend against employment discrimination complaints.
Listen. What is most valued by employees varies from time to time. During good economic times and rising stock markets, equity compensation is highly valued. At other times, cash compensation is king. Health insurance is a consistent big seller, although its appeal is often greater to older workers or workers with families. Young workers without families value it less. Government regulations are making health insurance more of a burden for both employers and employees. Both employers and employees worry about health insurance costs. Listen to your employees, news reports and other data to keep your overall compensation package from getting out of tune with the times and your employees' real needs.
Confidentiality. Many companies have a policy against employees discussing their compensation with one another. While this is a laudable goal, don't rely on compliance with this policy. You can count on leaks. Therefore, don't structure one person's compensation in a way that would disrupt your whole compensation system if it becomes known. Be aware also that compensation packages become public knowledge, if your company does an IPO. Sometimes compensation becomes known within a company when investments are made in the company, if employees see the investment documents.
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N is for NEGOTIATING
--------------------------------------------------------------
"We picked them clean."
"Please, can't we negotiate like gentlemen?"
"Who's leading your negotiating team?"
"It's two steps forward and one step back."
"Don't send a boy to do a man's job."
----------------------------------------------------------------
The big bulls of the corporate world pride themselves on their negotiating skills.
You can almost smell the testosterone as the players try to establish their dominant position in major negotiations.
Like dogs pissing on trees or fire hydrants, the players stake out their territories.
Some negotiations are a great spectator sport. Other negotiations are about as confrontational and exciting as the steady drip ... drip ... drip of a faucet.
Whether a negotiation resembles the running of the bulls at Pamplona, or the steady rhythm of waves at the beach, often has less to do with the importance of the subject being negotiated than with the negotiating style and strategy of the individuals and companies conducting the negotiation. Some negotiations try to establish consistency and reasonableness as the rules of the game. Others engage in terror tactics trying to scare the opposition and keep them off balance. For some, renegotiating a point breaks the rules. For others, renegotiating is a basis tactic. In a worldwide economy, for example, renegotiating the deal is an assumed practice and isn't considered unethical in some cultures. This drives people from other cultures where "my word is my bond" crazy.
The other big cultural issue is timing and authority. How long do you socialize before getting down to business? What are the time expectations closing a deal? Do the negotiations have authority to make decisions or must everything be approved by others? Is it reasonable to do a big deal as part of your first relationship, or do cultural norms encourage getting to know one another in a small deal first? Each culture has different expectations on each of these issues.
This doesn't even begin to address issues of formal politeness like using titles, gifts and how junior positioned people address senior people.
You definitely need to know the cultural rules your other negotiators are likely to follow. On the other hand many business people have adapted to cultural rules that differ from their home country rules. Therefore, your cultural assumptions need to be flexible and change as a negotiation progresses.
Billion dollar deals can be negotiated in a calm efficient manner by some negotiators. With others involved, a small contract negotiation can be like World War III.
What's the right way to do it? Any way that works is the answer and I have seen both styles work and both styles fail.
Whether either style will work often depends on the decisions you make before face to face negotiations begin. Here are some of the important preparatory tasks you should do to ensure the success of negotiations whatever your negotiating style.
GOALS AND NEEDS
Define Objectives. Before you begin negotiations, make a decision about what you want to achieve in the negotiations. Also try to determine the objectives of the other parties in the negotiations.
Prioritize Negotiating Positions. It's useful to classify your objectives into three categories: "must haves," "nice to haves," and "throw aways." Try to interpret what your opponents will want and into which category each will fall in your opponent's mind. Then develop a trading strategy for making compromises during negotiations. For example, for the most part, you will trade your "throw aways" for the "throw aways" of your opponent. If you manage to trade one of your "throw aways" for a higher category item of your opponent, congratulations. You've won a negotiating point.
Information. What does the other side know about your needs and objectives? If they know you will go out of business if you don't close this deal within three weeks, you cannot expect to get favorable terms. If the other side does not know you are desperate, how can you keep them in the dark about it? What information do you have about the needs and objectives of the other side? How can you get more information? Remember, there are many categories of need. Obviously, if the other side will go out of business if the deal falls through, the need is high. In another case, the need may be personal for the negotiator. For example, a vice president may have told the CEO, the deal is in the bag. That negotiator may really need your deal for his career.
Timing. Do you or the other side desperately need to close a deal by a certain date, or can you or they afford to trade time for getting better terms? The party that is most in a hurry to sign the deal usually has to give up the most in negotiations. When dealing with public companies, it may be important for them to close the deal before the end of a financial quarter or year end. Other time deadlines may be a scheduled Board meeting, or possible sale or IPO or a product launch date or an industry or investor conference. Knowing the big events coming up for the other side is often valuable, because it helps you determine whether they have an impending deadline, which you can use to your negotiating advantage.
Relationship Goals. Is this a onetime transaction or are you likely to have ongoing relations with the other side? If this is a one shot deal and you will never see the other side again, then getting the best terms possible in this deal is usually the primary objective. Playing hardball in such negotiations may incur few penalties. On the other hand, if this deal is being done primarily to foster later relationships, squeezing out the terms that are most favorable to you may be less important than establishing the relationship and beginning to work together. In relationship building negotiations displaying share values and civility can recap rewards.
Bottom Line. What can you reasonably hope to achieve? What do you have to achieve in the deal as a condition to you doing the deal? What does the other side have to achieve in the deal as a condition to the other side doing the deal? If these are not compatible, the negotiation is likely to fail.
PROCESS
Negotiations usually have a number of steps that lead from the beginning to the end. Either side may request a modification of the process, but the following stages are typical:
Preliminary Discussions. At this stage both sides are selling the other on the benefits they offer, assessing what benefits they can get from a relationship and defining the general business goals of the relationship. If both sides are still interested in moving forward, they move to the next step.
Internal Selling. People from both sides sell the deal to their own organizations. Each organization defines its goals and instructs its negotiating team.
Term Sheet. This is also called a Letter of Intent or Memorandum of Understanding (MOU). Both sides attempt to agree upon the business objectives and the basic commercial terms they need to achieve their business goals. Deliverables, schedule, price, payment and other basic terms. If one side will want any unusual provisions in the final agreements, it should be addressed at this stage. For example, if a sale is to be "as is" without normal warranties, it is normally addressed at this stage. Some negotiators, however, intentionally wants to deal with difficult or unusual issues later in the negotiating process. They want to get the other side fully committed to doing the deal before they drop the bomb. They hope the other side won't walk away from the deal after they have invested so much effort in the deal. This type of negotiation becomes a game of "chicken." Sometimes it works, but other times the deal goes over the cliff and crashes. Even if a Term Sheet, MOU or Letter of Intent is signed, it's usually not intended to be a binding legal document, but it can sometimes inadvertently become a binding legal document if it's not worded correctly. If term sheets or MOU's are based on agreed assumptions about specified facts, then it's usually okay to change terms, if the facts are different. For that reason, the parties should consider specifying important assumptions in the term sheet or MOU. For example, we will agree to buy 2 million units, but only if our marketing team verifies the market size or only if unit cost is below $10.
Contract Negotiations. The contract sets forth the legally binding commitments of both sides. It will include both the terms set forth in the term sheet, MOU or letter of intent and other terms required to define the legal rights of the parties. Depending on the level of detail of the term sheet, the contract itself may be a major negotiation or merely adding legal boilerplate to the term sheet. Detailed term sheets are essential to investment transactions. For commercial transactions like licenses or distribution agreements, doing a very detailed term sheet is often a waste of time, because so may new issues are raised in the contract negotiations.
Closing. This involves signing the deal, exchanging payment or other initial performance and satisfying whatever conditions to closing are contained in the contract. The closing is also sometimes used as a ceremony to symbolically bury whatever hatchets may have been used in negotiations and unite the two sides in a common endeavor of fulfilling the contract.
STRATEGY
After you define your objectives, decide how to use the process to achieve your objectives. Key strategy decisions include:
Negotiating Leader. Who will lead the negotiations for your company? Who will be on your team to support your primary negotiator. Who do you want to deal with on the other side? Do you have any ability to influence the choice of negotiators by the other side?
Deciding who is very important, but surprisingly it's often fudged. This occurs when several team members are sent into negotiations without clear instructions about who has the final say about compromises. This can lead to endless debates by your negotiating team among themselves and may lead to one person giving up an important point to the other side that you cannot back away from. Different departments within your company often have different objectives. Choose a lead negotiator who understands the big picture needs of the company, as well as those of his own group.
Your choice of the lead negotiator may depend in part on the other side's choice of lead negotiator. If the two companies are of approximately equal size, it's common practice for people at the same management levels to lead the negotiations. For example, the CEOs of both sides or vice presidents of both sides. Where one side is much larger than the other, this may not be the case. If the CEO of the other side is not active in the negotiations, decide whether to put your CEO in the lead or reserve your CEO for big decisions.
Authority. What authority will your negotiators have? Are they authorized to commit the company to specific deal terms, or do they have to submit the deal to others for approval? What authority does the other side's negotiator have? If your side has the authority to make final decisions, but the other side does not, you may make compromises and think you have an agreement only to find out the other side is later asking you to make more concessions. If you are a Vice President, you can use the CEO as an excuse for not being able to make a final decision. CEO's can blame their Board of Directors or their investors for the same purpose.
Information. What information should you give the negotiating team and what information should you keep from them? Should you disclose the company's ultimate bottom line to the negotiating team? If you do, they may make compromises too early or inadvertently tip the other side. What they don't know, they can't disclose. On the other hand, not giving your team all relevant information may cause morale problems. Your people may feel like they are not part of your team.
Timing. When should you or another final decision maker become involved in meetings? One strategy is to get involved early to try to force quick resolution of the process. Another strategy is to save the decision makers for the big issues and to use other team members as a buffer to resolve most other issues. In some negotiations, the parties trade and compromise on points throughout the negotiating process. In other negotiations, no compromises are made until the end, when one grand compromise occurs after both sides can see the big picture that will determine the difference between having a deal and not having a deal.
Process. Should you have meetings of the two negotiating teams? Should meetings be via telephone or in person? Should meetings be preceded by one or more exchanges of draft documents? All these decisions affect the length of the process and communicate something about the relative importance of the deal to each side.
Lawyers. When do you get your lawyer involved? Should the lawyers participate directly in discussions with the other side or give comments and coach from the sidelines? A lot depends on the nature of the lawyers. Some lawyers are good at resolving issues and bringing deals to closing. Other lawyers set up barriers to deals. Also, if you bring in your lawyer, the other side is likely to do the same. Your lawyer may help get the deal done, but what do you know about the lawyer for the other side? Finally, cost is a factor. Lawyers are expensive and their time should be used judiciously. On the other hand, if you bring the lawyers in too late on the deal, they may raise important points that may cause you or the other side to want to renegotiate business points. You may strike the best balance of cost and risk in using lawyers as follows:
Talk with your lawyer before the deal starts, describe your objectives and ask for any general concerns the lawyer may have.
Have your lawyer review and comment on the MOU, term sheet or letter of intent, but not be involved directly in negotiating it, unless the other side is directly involving its lawyers.
Have your lawyer review and comment on drafts of agreements.
As negotiations progress, put aside unresolved issues that are primarily legal in nature and resolve the business issues.
Have your lawyer and the other side's lawyers talk about the legal issues, either with the business people or just among the lawyers.
Call a team meeting of both business people and lawyers, either in person or by telephone, to resolve any issues the lawyers have not resolved.
This procedure usually produces a good balance of getting legal input when needed without breaking the legal budget or having lawyers slow down the deal. Of course, for this to work, both sides need to cooperate. If the other side decides to have their lawyers lead the negotiation, you may be forced to have greater involvement from your lawyer.
Accountants. It's prudent to discuss deals with your outside auditors to discuss any accounting issues related to your proposed deal. You don't want your deals to cause unpleasant surprises on your financial statements. The ability of the accounting firm that audits your financial statements to add value in planning transactions, however, is often limited by "independence" rules. If your audit firm becomes too involved in your business decisions, the requirement that outside auditors be independent may mean that you can no longer use your accountant as your independent auditors. Because accountants often make most of their money as auditors, they sometimes limit their participation in your business activities. If your accounting firm doesn't audit your financial statements, these independence rules don't apply. Having a chief financial officer (CFO) in your company enables you to structure transactions with a better understanding of the accounting implications.
Board of Directors. Keep your Board informed about the deals you are contemplating before you start negotiations, especially if the deal will result in major deviations from the budget or business plan previously approved by the Board. For major transactions, consider whether the Board should form a special committee to approve or monitor your transaction strategy program.
MULTI-PARTY NEGOTIATIONS.
Negotiations between two companies are relatively easy compared to transactions involving three or more companies. Be prepared for more delays and frustrations as the number of parties increases.
Your basic choice here is whether to try to resolve all issues between yourself and one of the parties before involving the others, or whether to bring everyone into the negotiations at the same time.
If there are clearly two dominant parties, and the others can be replaced, negotiating the deal with the other dominant party often works best. If, however, all the parties are integral to the deal, you risk having to negotiate the deal with one party and then having to renegotiate with the other parties, which can both delay the end result and cause you to make more compromises than you would like.
In multi-party deals, try to position yourself as the middle go-between negotiator. If you are talking to both other sides separately, and they are not talking to one another, it's more work for you, but you're likely to end up with better terms.
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O is for OPPORTUNITY
---------------------------------------------------
"What's the opportunity here?"
"If you say no, you'll miss a great opportunity."
"They had a great opportunity staring them right in the face and they had no clue!"
------------------------------------------------------
"I have a dream." Martin Luther King - 1963.
With all due deference to Mr. King, lots of people have dreams. Dreams are a dime a dozen. Some of those dreams prompt people to start their own businesses. This often leads to tragedy. Dreams are a terrible basis for starting a business. What you need to start a successful business is "opportunity." This chapter will help you determine whether your dream is an opportunity. Be ruthless in analyzing whether your dream is a real opportunity. You'll regret it later if you don't.
Opportunity is what drives both large and small growth companies. Their culture is based on people (i) searching for opportunities, (ii) identifying and analyzing them, (iii) devising a plan to exploit the opportunity and (iv) convincing others the opportunity exists, it's valuable and you can execute your plan to exploit that value.
If opportunity is like "the face that launched a thousand ships," it's fairly important to identify real ones and eliminate mirages. What's a reasonable way to do this?
It's useful to define what "opportunity" means. In this context, "opportunity" is a combination of the following factors:
market size
rate of market growth
margins investors usually require margins of 60% or more
changes in the market that make it a favorable time to enter the market
the ability either to permanently defend your position in the market or to sell at a high value to another company
Opportunities come in many sizes. Some companies are based on one big opportunity. Other companies thrive by capitalizing on many small to mid sized opportunities. One critical issue is to know which type of company you are building. The strategies for success in different markets can be wildly different.
Perhaps the most difficult thing about opportunities is matching the opportunity you perceive to your own abilities and resources. A big buffalo with a broken leg might be a good meal opportunity for a pride of lions, but you should stick to chasing squirrels if you are a small fox. It's sometimes difficult to admit that you're just not prepared to exploit all the opportunities you identify.
IDENTIFYING OPPORTUNITIES
Identifying Opportunities. The single most important factor for most new companies is whether they have identified the right opportunity. If the opportunity doesn't exists, or is too small, how well you execute your business plan may not matter. Don't commit too much time or money until you have verified your opportunity.
Defending Your Opportunity. After you verify you have a real opportunity, determine whether you can penetrate the market and defend it or sell it to someone who can. Defense strategies may include patents, trade secrets, rolling out quickly before competitors realize what you are doing, recruiting the best people or lowering your costs.
SELLING THE OPPORTUNITY
Much of your time as the founder of a company is spent selling the opportunity to others. Convincing employees they should work for your company, because its a great opportunity, convincing people to invest in the opportunity, convincing corporate partners to work with your company and convincing customers you can help them capitalize on their opportunities.
In the midst of this selling frenzy, be careful: DON'T SELL THE OPPORTUNITY TO YOURSELF. Choosing the wrong opportunity, or misunderstanding the nature of the opportunity, can only cause you to waste your time and money and possibly ruin your life. You need to be brutally honest with yourself about what are realistic opportunities and what represents wishful thinking.
In discovering the opportunity you risk being biased in assessing its size and nature. Parents often see no wrong in their offspring. Likewise, inventors and others who find new opportunities are psychologically disposed to exaggerate its importance and to minimize obstacles.
Avoid this at all cost. Encourage friends and advisers to try to punch holes in your balloon. Beware of flattery. People mean well, but it's a lot easier to praise your idea than to criticize it. Listen closely to what others say and follow up to solicit any reservations people may have after they give you polite praise. You often have to aggressively seek out honest opinions. Ask questions that allow people to sound positive rather than negative, but still give you useful criticism. For example, "How would you improve this idea?" is more likely to elicit an honest response than "Do you like my idea?"
If you begin the conversation with some criticism of the idea yourself, it may encourage others to be critical as well. For example, "I think this has good potential, but . . . I think it would be very expensive to make it into a product ... I think there would be a lot of competition." If you open the conversation by discussing your own reservations about the opportunity, you are more likely to obtain real opinions rather than false encouragement. If your friends try to protect you, they can be your worst enemies. Do whatever you can to prevent them from hurting you by being too nice.
OPPORTUNITY SIZE
The potential size of the opportunity will have a great effect on your ability to raise money to exploit the opportunity, which investors to contact, how much you should put into the effort, the goals you set for your company and the likely exit strategy.
What is a large market? Generally, at least a billion dollars of annual sales is required to get the attention of most large venture capital investors. Your company doesn't have to get a billion dollars, but if the total market isn't that size, many institutional investors won't be interested.
Bigger is not always better, but a very large market is required if you need to raise large amounts of capital. Having a growing market is often more important than having a market that is currently very large. With a smaller but fast growing market, competitors may temporarily fall behind you and many customers will not have an established supplier. The door may be open for you to dominate the market before competition heats up. Market change is the friend of the challenger. Established companies are more difficult to de-throne in stagnating markets even if the market is huge.
Small Markets. Some investors prefer companies that exploit niche markets. The idea is to get into the niche first, dominate the niche and then defend it against competition. If you get a 75% market share of a small niche, your market may not be attractive to large competitors, but your company may be an attractive acquisition candidate for a large company. Some companies grow very large by dominating a series of small to mid size markets.
Small markets, however, do limit the amount of money you can raise. Even dominating a small market will produce limited value and the rate of return to investors will not be attractive if your plan requires large amounts of capital. If, however, the small market is growing quickly or is likely to grow in the future, and it requires reasonable amounts of capital to penetrate, it can be very attractive to some investors.
Small markets are also attractive to investors with limited capital resources. They are more likely to avoid the dilution that often comes if they are unable to invest in later investment rounds. Having a market less than a billion dollars in size is OK, therefore, if you don't need to raise a lot of money.
Large Markets. Some investors only invest in companies that have big market opportunities. This is especially true for investors who have very large amounts of money to invest. Some investors are not interested, unless they can invest $20 million or more in the opportunity in one or more installments. Investments of this size require a large market opportunity to provide a good rate of return. Generally, venture capital investors with more than $100 million of cash to invest will not be interested, unless you have a market that is currently large or that is likely to grow into a large market.
The trouble with very large markets is:
They are often very expensive to penetrate.
They are attractive to very large competitors, who have the resources to kill the early market leaders.
Value often peaks soon after your initial market success. After that, there is often only a relatively short window to either establish yourself as a permanent player or sell to a competitor before your value decreases.
Marketing dollars often allows larger competitors to catch up to you.
Serial Markets. Some companies target several niche markets. Technologies with multiple applications afford companies excellent opportunities to move into a series of markets. This is often attractive to small investors, who are comfortable their investment will enable you to penetrate at least one market and build value. Larger investors may have an opportunity to finance your move into more than one market.
The problem you face, if you have several potential niche markets, is to prioritize and allocate resources. You have to avoid stretching yourself too thin. Also, paint a clear picture for investors about which markets are your priority. When you do, you may find some investors disagree with your priorities and will favor moving first into other markets. In some cases, investors may disagree with one another. You then may be confronted with a choice of turning down money or changing your business plan. That's a tough choice if money is scarce, but you shouldn't take in money, unless you agree with the basic business plan. It's fine to reexamine your thinking in light of comments from investors. By all means make changes if there are good reasons, but it's not wise to assume people with money always know best. You are the ultimate decision maker.
TYPES OF OPPORTUNITIES
Young companies often try to exploit the following types of opportunities. Each has its own strengthen and weaknesses.
Revolutionary Inventions. The personal computer turned out to be a revolutionary invention. Actually, it was a series of inventions that produced a revolutionary product. Before the PC became popular, most people weren't clamoring for their own computer. Most people thought of computers as a large device that sits in a room by itself and is used by other people for "only God knows what". The PC was revolutionary, because once it became available, people started thinking about things they could do with it and these uses turned out to be important to many people. Beware! There are very few revolutionary inventions. It's great if you have one, but for everyone who has it, there are a thousand others who thought they had it, but didn't.
Improvements. Most opportunities are improvements over the way things are now being done. There's an existing need to be satisfied. The opportunity may be to satisfy this need in a way that saves time or lowers cost or improves quality. This is evolutionary rather than revolutionary. It's difficult to dislodge entrenched competitors with small evolutionary changes. You have to make a lot of smart decisions along the way and your timing has to be perfect.
Changing Pockets. As technology changes or as social conditions change, new needs are created. Older products and services don't meet these new needs. Daycare is an example of opportunity created by social change. The increase in two income families was a social change that created a whole industry to take care of very young children. Families outsourced child care and other home services to facilitate having a second income. Entrepreneurs began providing services to meet their new demand. Technology can also change the size of an opportunity. For example, encryption technology was a small opportunity until the Internet created the need for many people and businesses to protect their data.
Geographic Opportunities. This involves bringing products or services that exist in one location to places they do not currently exist. On a macro level, export and import businesses driving world trade often work on this principal. A more mundane example is opening bagel stores across the country when the market for bagels was thought to be limited to a few large cities. Barriers to entry are generally low for this type of opportunity. Grow quickly and be prepared for a lot of competition. If you misjudge your local market, your business may lose money even if it would have succeeded in another location.
Cost Cutting. Finding a way to provide the same service or to produce the same product at lower cost can create a major opportunity. Subcontracting manufacturing to China or software development in India are recent examples of this. Again, there are low barriers to entry and competitors are likely to copy your move.
Reducing Size. Reducing the size of products often creates new opportunities. As computers became smaller, many more people wanted one than anyone had predicted. The same was true of cell phones. Usually, competitors will quickly follow you in downsizing.
Market Depends on Products Being Developed by Others. Many companies develop products that are useless in the market at the time they begin development, because they are meant to be part of, or interface with, systems that one or more other companies are developing. This places the company at the mercy of the decisions or success of the other companies. If the other companies delay or abandon their efforts, your company's market will either be delayed or not develop at all. In today's complex technology environment, many companies find that their success or failure is out of their control and depends on the decisions or success of others. If you are developing a software product that is usable only on Apple's new operating system, your company is at the mercy of Apple's product launch timing and market success. Choosing to develop products that work with multiple market players, or an industry standard, is a good strategy to diversify your risks. On the other hand, you may be able to dominate a niche for products that work with a small market player, because others won't want to enter that market.
Market Depends on the Competitive Strategies of Customers. Companies sometimes develop products whose main purpose is to enable other companies to take advantage of new market opportunities. If these target customer companies decide not to enter these new markets, your company may have no customers for its products. Large companies often publicly say they intend to go into new markets long before they actually decide to do so. Sometimes, they want to induce others to develop the technology and infrastructure that will help them, if they decide to enter the market. They are trying to keep their options open. In other cases, they are like dogs pissing on trees - marking their territories to warn others to stay away from that market. Often, however, after internal evaluation and debate they decide to concentrate on the markets they know best. If they do, your company could be left high and dry after investing in developing a new product. Before investing, ask yourself whether the target customer has "skin in the game." What will the customer lose, if it decides not to move forward into the new market? If the answer is only that it will lose an opportunity and won't lose a substantial investment, you should consider whether it's wise for you to invest before the targeted customer does. They don't have enough skin in the game to discourage them from changing their strategy and leaving you hanging. Also, remember that what looks like a large investment to you may be small to a very large company. It's not unusual for Future 500 companies to decide to change course and abandon a $100 million investment. You are in peril when you dance with the elephants.
Government Regulation Changes. Some companies develop products or services they believe will be valuable to allow others to comply with a government regulation or a proposed government regulation. In some cases, potential customers decide to comply in other unexpected ways. Some potential customers change their business operations to avoid the regulation. In other cases, the proposal is later changed so that your proposed solution is no longer necessary.
In evaluating your opportunity, it's important to know which type of opportunity it is. Then look at examples of how other companies fared when they were trying to exploit the same type of opportunity. What made them successful? How did they fail? How long did it take others to copy them? Did being the first to exploit the opportunity provide a big advantage, or were they easily overtaken by latecomers? How will you avoid the pitfalls that did your predecessors in?


CHAPTER
16
P is for PROPERTY
--------------------------------------------
"There's not much there."
"Why own, when I can rent it?"
-----------------------------------------
Most young companies start out owning very little property. In some cases, they own no property.
What may be a little more surprising is that as companies grow they may continue to own very little tangible property.
In today's world, businesses lease real estate, lease computer equipment and even rent furniture and people. When people talk about the value of a business increasing, they usually aren't referring to the value of its tangible property.
Even companies that develop and manufacture tangible products often own few manufacturing facilities. Manufacturing is often subcontracted to other companies. Indeed, owning large amounts of tangible property is sometimes a sign the business is in trouble. For example, if a company's inventory increases substantially, analysts often conclude the company's growth is slowing or it's being poorly managed. Tangible assets often become obsolete and unsellable. Although tangible assets may look good on the company's balance sheet, value is driven more by operating statement results than by the balance sheet, unless it's a real estate company or there are concerns about bankruptcy.
Sometimes companies purchase their intangible property, but most IP is created by your employees. What good employees and management can create, bad employees and management can destroy. Also, intangible property may be valuable under some conditions, but may quickly lose value as conditions change. For these reasons the value of companies in today's economy can change more rapidly than in the past.
There are two basic types of property: tangible property and intangible property. One good thing about tangible property is that it usually has value on your balance sheet. On the other hand, under accounting rules one primary type of intangible property, intellectual property, usually has little or no balance sheet value which means it's difficult to use as collateral for loans, even if it constitutes the primary value of your business. Tangible business property includes real estate, equipment, inventory and components. Intangible property includes cash, securities, accounts receivables, contracts, good will and intellectual property.
The industrial revolution was built on increasing tangible property. Companies that owned mines, rail road’s, factories, raw materials, inventory and other tangible assets engineered growth from 1850 to 1950.
Since the 1960's, however, growth companies have tended to rely more and more on intangible property. Our economy has been dominated more by finance, entertainment, service and technology companies.
Most growth companies tend to focus on increasing their intangible property. Technology companies, in particular, tend to focus on building their intellectual property.
Why the shift?
Growth companies want to own assets that increase in value quickly and that can be redeployed quickly to meet changing market conditions.
Tangible assets often don't meet the needs of growth companies to increase in value quickly and to be used for many different purposes.
If you own a factory, the land and building has a value that may increase or decrease. If you decide to stop manufacturing the products that the factory made, you may find another use of the factory, but maybe you won't. If you don't, the factory's value may decline substantially and then become a liability, because you have to clean up environmental or other problems. The country is littered with unused factories that either will never be reused or will be converted to other uses only after many years and substantial investment of new money.
EQUIPMENT LEASES AND LOANS
Equipment is a tangible asset with value. However, the value is based upon its usefulness in producing products or services. The useful life of equipment, therefore, is based on how long the equipment can be used to produce a product or service at a cost that is competitive in the market.
In recent years, technology improvements have occurred at ever increasing rates. The useful life of equipment has decreased, because the next generation of equipment that more efficient is arriving in the market more quickly than in the past. See Moore's Law. Investing large amounts of capital in equipment that becomes obsolete quickly isn't attractive to growth companies.
Most growth companies invest as little as possible in tangible assets and invest in intangible assets. This has some adverse consequences for growth companies. For example, debt financings are difficult to arrange, because they own very little tangible assets to secure loans and lenders don't know how to value many intangible assets as collateral.
Consequently, most growth companies rely on equity financings, equipment leasing and accounts receivables secured loans. All of these forms of financings are based on the value of intangible assets and the anticipated revenue streams these assets will generate. Although equipment leases involve tangible equipment, lease payments are usually made from equity proceeds or sales revenue.
Equipment leases or loans made to purchase equipment and secured by equipment are a good example of how tangible assets and intangible assets are valued. Most of the equipment technology companies use decreases in value very quickly. As more efficient equipment comes into the market, older equipment loses most of its value. Lessors and lenders know these assets will decrease in value quickly. To compensate lenders and lessors, growth companies pay very high interest and lease rates and they give an equity interest to the lenders and lessors. The equity interest gives the lenders and lessors an ownership interest in the intangible property and the revenue a growth company generates using the equipment that depreciates in value.
INTELLECTUAL PROPERTY
A very large part of the intangible assets of most companies falls under the heading "Intellectual Property." As the name implies, Intellectual Property is created by the people using their brains rather than their brawn.
With the increase in the number of tools available to people of the "thinking classes," the total amount of Intellectual Property owned by companies is increasing exponentially.
Most companies know Intellectual Property is valuable and they spend large amounts to create more and more Intellectual Property. Creating Intellectual Property, however, is only the first step. In many cases, it's actually the easiest step. In fact, many companies have much more Intellectual Property than they can use effectively. The owners of Intellectual Property often have no idea what its uses are, or they know only one of its many uses.
The biggest challenge facing you and your company, therefore, is to move beyond merely creating Intellectual Property to knowing what Intellectual Property you have, how you produce it, all its uses, the value of each use, how much time, money and other resources are required to exploit each use, how to protect it and how to use it to achieve your business purposes.
UNFAIR COMPETITIVE ADVANTAGE
My parents taught me that you should be fair to other people. I've taught my daughter the same thing. It's a great way to approach life in many situations. However, if you want to build a growth company, you need to identify your "unfair competitive advantage," which means that you have a way to do something that is very important to customers that your competitors can't deliver or use. Developing an unfair competitive advantage is usually the only way that a small company can compete against bigger companies. Patents, trade secrets, copyrights and other intellectual property are primary tools in developing your unfair competitive advantage.
One important thing to remember about patents is that they usually protect a very specific way of doing something. You can't patent a general idea. It has to be specific. Some patents are so specific that they don’t cover all the ways to achieve substantially the same result. This opens the door to competitors doing a "work around," which is a way to deliver to customers substantially the same value without infringing your patent. The easier it for competitors to work around you, the less value your patent has. For this reason, many patents are worthless.
FOCUS ON STRATEGIC INTELLECTUAL PROPERTY
Because companies spend so much money to develop Intellectual Property, they often assume it has great value. Don't assume all Intellectual Property increases the value of your company. Intellectual Property only has value if it gives you an unfair competitive advantage. Here are some criteria for separating the wheat from the chaff.
Identify the specific advantage in the marketplace it creates. Don't resort to generalities.
Does it substantially prolong the time it will take competitors to catch up?
Are there easy work around competitors can use to avoid infringing your patent?
Is there a realistic strategy for enforcing your rights at a cost you can afford?
Do competitors have patents they will accuse you of infringing, if you threaten to enforce your patent?
Will the value of the Intellectual Property be easily recognized by public markets or potential buyers?
Is the Intellectual Property more valuable to a potential buyer who has resources to enforce the patent than it is to you?
Can you generate license fees to fund your current operations?
If the answer to these questions are "yes," your Intellectual Property has strategic value. If not, why did you spend money developing this Intellectual Property?
WHY SOME PEOPLE DISPARAGE INTELLECTUAL PROPERTY
Patents and other IP usually have little or no value on your balance sheet. Many people who advise small businesses say that patents and other IP have little value for small companies, because small companies don't have the financial resources to enforce their intellectual property rights.
The premise that enforcing IP rights is often too expensive for small companies, in correct. What is clearly wrong is the conclusion that small companies shouldn't invest in patents and other ways to protect their IP. Often, the primary difference between run of the mill small businesses and a growth company is patents and other intellectual property. Here's why.
Most small companies are sold. The buyer is usually a big company. These large companies usually have the financial resources to enforce patents and other intellectual property rights. Often, these IP rights are the only reason a big company wants to but a small company. In these sales, small companies often reap a thousand fold return on every dollar they invest in protecting their IP.
The bottom line is that growth companies should make decisions about how much they invest in patents and the other IP protection like they make other discussions about assets that will be sold, which is based on how much their potential buyers will value the protected IP. Its short righted to focus only on what you can do with an asset. To determine its value, you should determine the value other companies can create with our assets.
TYPES OF INTELLECTUAL PROPERTY
There are four basic types of Intellectual Property. An overall Intellectual Property strategy should take into account both the business and legal attributes of each type to maximize the way your company builds value through its Intellectual Property.
Patents. The right to prevent others from using an invention or design, even if others later invent the same inventions or designs without copying yours.
Copyrights. The right to prevent others from copying your software, images, designs, words or other information. Copyrights do not, however, prevent others from owning the same or similar inventions if they didn't copy yours.
Trade Secrets and "Know How". Information useful to your business, not known generally by the public or others in the industry and not readily ascertainable by examining your product. To protect your trade secrets you must keep them secret. If you disclose it to others generally without contractual restrictions, they have the right to use it without your permission. If others invent the same trade secret, they own it and have the right to use it.
Trademarks and Service Marks. The right to use certain words and or images in connection with your products and or services and to prevent others from using the same or similar words and/or images in ways that may confuse the public. Internet addresses, URLs, social accounts and other names and addresses and other methods of communicating with the public can sometimes be lost if they infringe someone else's trade name or mark.
Most growth companies combine three or four types of Intellectual Property to build value in their businesses. For example, a company may have patents on its basic technology, have copyrights on the software used to implement the technology, maintain trade secrets on other parts of the technology and have a trademark on each product incorporating the technology.
Maximizing the value of your company through Intellectual Property is a difficult task. It requires continuous attention. The "devil is in the details." Here's what you need to do:
Systems. Have a system whereby all employees submit new inventions to one or more people whose job is to assess the potential value and who decide whether to protect the inventions as a patent, copyright or a trade secret.
Uses. Companies tend to focus on how Intellectual Property is useful in their current business. IP often has many users. Try to determine whether Intellectual Property is useful to other businesses and how you can enter new markets.
Licensing. If you identify uses for your Intellectual Property outside your primary business, identify companies who might want to pay you to license your Intellectual Property.
Infringement. Check to determine whether others are infringing your Intellectual Property and decide whether to try to enforce your rights. Enforcement can be very expensive and can open you to counterclaims. Make calculated decisions about what to enforce and how to enforce it or find a buyer who can enforce your IP rights better than you can.
COMMON PROBLEM AREAS
Companies often make the following mistakes in managing their Intellectual Property:
Fail to file U.S. patents within the required deadlines.
Fail to file foreign patents within the required deadlines.
Give copies of source code to others.
Make disclosures without entering into confidentiality agreements.
Rely too much on confidentiality agreements that may be difficult to enforce.
Rely too much on narrow patents when it's easy for others to do the same thing in a different way that doesn't infringe your patent.
Select generic names that can't be protected as trademarks.
Apply for domain names where others have a trademark for that name.
Fail to determine what obligations their employees have to former employers.
EMPLOYEES AND INTELLECTUAL PROPERTY
Many trade secrets are lost or spread to others when employees leave your company. They may be lost to you, because only the departed employee knows the trade secret. Sometimes you don't know how valuable a trade secret is until it walks out the door with your employee. Avoid having one person being the role expert in any area. Document and systemize all trade secrets. To avoid having your trade secrets spread to others, have employees agree to maintain the confidentiality of your trade secrets and then aggressively police compliance with these agreements. Remind employees both orally and in writing of their obligations to you when they leave your company. If a trade secret is extremely valuable, limit access to these employees who need to know it to do their jobs.
Employees themselves are so important to some companies that their death would severely damage the business. Companies insure against this risk by obtaining "key man" insurance policies, to compensate the company for the death of the employee. Many investors require companies to obtain "key man" insurance as a condition to their investment. The issues that arise here include:
Who? Who is a key employee? Although the CEO is often insured, often other key technical or marketing people should be insured. Some people are temporarily key employees. For example, a sales person, who has the deepest relationship with your largest customer, or a researcher who is critical to you developing your primary product. Try to have these key people share their skills or relationships with other employees. Until you do, your company is vulnerable. Insurance covers only their death, not their leaving to join another company or to retire.
How Much Insurance? How much insurance should be obtained is a function of both the cost of the policy and the amount of damage the business would suffer if the person dies.
Availability. Some people's health is so poor that they are uninsurable, or can only be insured at extremely high cost. Insurance companies will require a physical examination before issuing a policy. Ask your key people about their health issues before you talk with investors, but be aware that your questions may violate employment laws.
The same issues that relates to founders and their former employer are relevant to all your employees. You need to protect your business against claims by their former employers that your employees are using their intellectual property when they are working for you. Carefully scrutinize all new employees before you hire them and have them sign appropriate agreements.
FOUNDERS AND FORMER EMPLOYERS.
Former employers of the founders of companies sometimes have legal claims to the business concept or technologies developed before the founders quit their jobs. If a former employer has such a claim, it's almost impossible to raise money for your new company from sophisticated investors until the claim is resolved or settled. If you're an officer or director of your employer, you may have a higher duty to your employer than ordinary employees.
One of the first things a sophisticated investor will do in due diligence is to verify that prior employers have no claims to your intellectual property and that you will not be violating any noncompetition or other agreement with any former employer. Even if there is no clear claim by a former employer, even the possibility of a claim is often enough to scare off many investors. They don't want their investment to finance defending a lawsuit by a former employer. You need to be proactive in making sure you can document that your former employer doesn't have rights to your product or technology.
The safest thing to do to avoid this problem is to quit your job before you begin working on your business plan or technology. If financial circumstances don't permit this, you can do the following:
Tell your employer you intend to start a new company and ask the employer to sign an agreement that waives any rights the employer may have. If your proposed new business is not a threat to the employer, it may sign such an agreement. This strategy, however, tends to work better in small companies where you know the people in charge. Lower or middle level managers in large companies may be reluctant to sign away any rights for fear they will be blamed later by giving away something of value if your company succeeds. Another downside to approaching your employer before you quit is it may hurt your career. If you don't move forward with your new company, you may be fired or lose the opportunity for promotion. This would not be a concern, however, if you ask for such a release when you quit. Many companies will ask you to sign a liability release if you are terminated or quit. Consider asking for a release of claims against your new business in return for signing a release. In some cases, your new company may create opportunities for your employer. You may become a vendor or customer. It's easier to obtain a release if you show your employer how it will benefit from your new company.
Have your attorney review all documents you have signed in the past with your employer. Retain signed copies for due diligence by your investors.
Work on your business plan or technology only at home, not in the office. Work on your home computer, not your employer's computer. Don't use any other resources of your employer. Don't talk about your new product or technology with any other employees or ask them to help you.
Work on your business plan only at night and on weekends, not during normal working hours.
Many people start new companies because their employer decides not to pursue their ideas. If your employer has refused to pursue your suggestions, document the suggestion, the refusal and the stated reason.
If you invent something soon after you cease being employed, document the time and circumstances and how it might be different from other ideas you had while you were employed.
If people on your team, who are not employed by anyone, have invented something, document you had no part in it.
Understand it's not in your interest to learn too much about any new initiatives your employer is undertaking. Keep your blinders on so you don't learn anything that might limit your ability to start your business.
The measures you have to take to protect yourself against claims by your employer will vary depending on what agreements you have signed and what state you are located in. Laws vary from one state to another. Consult an attorney who regularly handles these types of issues. Before you hire other employees or consultants, determine whether their current or former employer will have any claims. This may be an especially difficult issue with people who work for you on a part-time basis. Their other employer may have a claim to their work product.
Don't forget about consultants and other vendors. They generally have fewer duties to you than your employees. Unless you have a written agreement that specifically transfers to you what they do, you may not own the intellectual property rights for their work product. They may resist, but you have to get them to transfer to you before you hire them any intellectual property they create during their work or embed in your product or that you will need to use or replicate their work.
Although the effects on your company of not owning clear title to work done by your employees, vendors ad consultants is usually the same, obtaining clear title from vendors and consultants is often more difficult when dealing with employees. One issue is exclusivity. For the most part your employees work only for you. Vendors and consultants often work for many different companies. Identifying what they invent for you and proving you title takes work. In many cases, consultants and vendors have their own tools and trade secrets that gets built into your work. If they sell title to you, the y go out of business. In these cases, you need a non-exclusive fully paid license to any intellectual property they embed in the work they perform for you or that you will have to use to replicate the work they perform for you. In some cases, vendors or consultants may utilize intellectual property licensed from third parties. You need to verify the vendor or consultant has the contractual right to sublicense these rights to you or that yu can obtain a license directly from the third party. Failure to obtain these rights for each piece of intellectual property can cause potential investors, licensees, customers and buyers to refuse to do business with you.
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Q is for QUESTIONS
--------------------------------------------------
"If they ask that question one more time, I'll . . ."
"What a stupid question!"
"You'll find the answer to that on page 27."
"We've answered that question at least a dozen time."
----------------------------------------------------
From the day you start your company until the day you sell it, you'll be asked questions about your company every time you try to do something with others.
You should treasure the questions people ask about your company. You will lean more about your business from the questions outsiders ask than you will ever learn from your internal team.
Answering questions and assisting others to conduct their due diligence is a necessary part of your business. Forget about whether you like it or not, it's just part of the package of things you have to do.
It's surprising, however, how many companies never really accept this fact. When a transaction occurs and people start asking questions, many companies act as surprised as if they were being invaded by Martians.
The common term for such questions is "due diligence." You and your team will handle due diligence better if you treat it like any other part of your business. Anticipate it will happen, plan to handle it and systematize the response. In addition, you should conduct your own due diligence in transactions. Due diligence isn't a one-way street.
Due diligence is also an opportunity for you to identify problem areas. Most young companies don't pay as much attention to details as they should, because their management team is too thin to devote the time required to do so. Due diligence presents an opportunity to identify and correct past mistakes and avoid future mistakes. Don't blow this opportunity.
DUE DILIGENCE EVENTS
Transactions that usually involve due diligence include:
sales of your product
sales of securities to investors
bank loans
corporate partnering and strategic alliances with other companies
selling your company
public offerings of securities
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