Mow Investors Evaluate New
Venture OpportunitiesO

Friday, December 8, 2006

Tom Scholl
tom@novakbiddle.com
www.novakbiddle.com




LG

Tom Scholl

General Partner, Novak Biddle, Bethesda, MD

Founder, Chairman/CEOQO, Telogy Networks (Texas
Instruments), pioneer and leader of embedded VOIP software
(80% market share); market cap of $1.4B

Co-Founder, Chairman, Cognio - pioneer in wireless spectrum
management and MIMO radio technology

Founding involvement in many other companies:

b Integrated Telecom, Zagros Networks, Seneca Networks, Spontaneous
Networks, Torrent Networking, Combasis, Paratek, Centice, Sennatri,
Sohoware, Wisor Telecom, Woodwind

Past Senior Vice President, Engineering, Hughes Network
Systems (500 Engineers, 5 worldwide engineering centers)

Education: Purdue University and MIT Sloan School (Exec
Program)




Clarification

There i1s no ONE way to finance a company,
But

Some ways create a higher probability of
success than others




First Question:
Who Are the Investors?

¥ Founders

¥ FoundersOriends and family

¥ Angels (dumb vs. smart, wealthy or not)

¥ Banks

¥ Corporate (strategic) partners

¥ Customers

¥ Private placement (@octors and dentists?Q
¥ Private Equity/Venture capital companies




Different Kinds of Investors Have
Different Evaluation Criteria




What Kind of Investment?

¥ Debt/Credit card

P A loan which needs to be paid back from cash
flow (usually interest bearing)

¥ Equity
b Investors purchase stock in the company

¥ Revenue from customers (Bootstrap)
b Customers pay for products or services provided

Anyone know the best kind?




Create a Viable Financing Strategy

Funding sources need to be matched to the company@ strategy
and the foundersbjectives

Some examples of what doesn®work:
P Not understanding that raising money is a Qkill-setO
b First time entrepreneur needs to raise $50M to get started
b Need $10M investment to build a $20M company in 5 years
b Expectation of raising $5M in 30 days
b Need $25M to achieve first revenues in the second half of year 4
b Raise $20M for a company whose total market opportunity is $50M

Be especially wary if you ARE able to raise money under the
above conditions!

In the U.S. today, the issue is NOT that there@® no money
available, in fact be careful of raising too much money




Today® Context

¥ 1@ here to talk about evaluating early stage
technology companies and Institutional Venture
Capital (VC) Investors

¥ VCs typically operate as a partnership, consisting
of General Partners (who make the decision to
Invest), and Limited Partners (who have passively
iInvested their money Iin the partnership)

¥ The job of General Partners is to provide high
returns to Limited Partners

¥ Usually VCs purchase equity in a company in the
form of Preferred Stock




Starting Gates

People

Market Opportunity

Be prepared: VCs may conclude their evaluation within 2-10
minutes of meeting you!




People

¥ Have they done it before?
¥ Do they have domain expertise?

¥W
¥ W
¥ W
¥W

nat applicable experience do they have?
nat Is their work ethic?
nat Is their personality?

nat are their values?

¥ How complete Is their management team?

¥ What iIs their industry reputation and who are

their references?
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People: Have They Done it before?

¥ Many entrepreneurs say they@e done it
before, but they haven®had a success
before (i.e. money-making exit)

¥ Are they doing the same thing again or are
they doing something entirely different?

¥ Have they workec

with VCs before?

¥ Have they had ha

Opy Investors?
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People: Domain Expertise

¥ Successful restaurant entrepreneur wants to start a
routing company to take on Cisco © NOT!

¥ Where Is the domain expertise in the food chain of
the company with respect to its requirement for
success?

¥ Who Is the competition and where will the
competition come from? Do they know their
competitive counterparts (e.g. the CEO, etc.)

¥ Does the entrepreneur understand the market
dynamics?

¥ Does the entrepreneur have a reputation for
domain expertise?
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People: Applicable Experience

¥ Has the entrepreneur been a CEO before?
¥ Have others on the team been VPs before?

¥ Software ace wants to start a company to
deliver Hollywood-style content

¥ Big company vs. small company experience

¥ Successful engineer has no appreciation of
financial metrics or business models

¥ Understanding the difference between having a
board of directors vs. having a boss
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People: Work Ethic

Verifiable track record of ever increasing success

Would you rather put your money in a bright engineer who is
prepared to work 120 hours a week or one who believes it®@
unnecessary to work more than 40 hours per week because
there must be Qife balance?0

Do they want to receive compensation before they have
demonstrated the ability to be worth it?

Are they prepared to lead by going into the mine field first or do
they plan on sending their lackeys?

Did they do their homework in finding the right VC?

How much money is required to recruit the best and the
brightest?

How hungry are they?

Do they have a history of engineering their own careers?
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People: Personality

How much conflict can they deal with all at one time?
Are they smart?

Can they credibly convey their passion?

Do they have a sense of humor?

Are they nasve?

Are they (@o-getters?0

Do they have a track record of success?

Are they likeable? Would they be fun to work with?
Can they attract @Ghe best?0

Do they like to be held accountable?

Are they undeservingly arrogant?
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People: Values

¥ What are their values?
b Dishonesty, Cheating, Sexual harassment
b Litigious
b Control freak
b Full disclosure
b Get rich quick

¥ Who are their references?

¥ Recognition of, and stock option allocations to, key
employees

¥ Totally open relationship with their board of directors
¥ Do they value their shareholders?
¥ How will they treat partners and customers?
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Management Team

¥ Have they worked together before?
¥ Are they committed as a team?

¥ Are they missing key talent? Do they already
know they are missing key talent?

b Startup CEO with experience in banking has an idea
for a new biometric identification device, but has not
VP Engineering or CTO on his/her team

¥ Do they have a realistic plan for filling gaps?
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People: Reputation & References

¥ What is their GtreetOreputation?

¥ Does the entrepreneur have a good sense
of how he/she Is perceived by others?

¥ What is the quality of their references?

¥ VCs will check their own references in
addition to references suggested by the
entrepreneur
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Market Opportunity

¥ How big is it now, how fast Is it growing and how
big can it get?
¥ Are market trends aligned?

¥ W
¥ W
¥W

no@ in it now and who@ likely to get into it?
nat 1s the business model?

no® against it?

¥ Is there a sustainable advantage?
¥ What are the liquidity possibilities?
¥ What does heaven look like?
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Market Growth Opportunity

¥ Participate in something small that can get really
big B most entrepreneurs don®understand this

¥ OQhe market | am entering is already $10B;
therefore, | will make a lot of money by garnering
1% of the marketO

¥ Gartner, McKinsey, XYZ research saysk .O
¥ How much QtreetOmarketing has been done?

¥ Who are the customers who acknowledge they
want this?

¥ Are you approaching VCs who already have an
opinion on the market opportunity?
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Market Trends

¥ |s your proposed business aligned with
market trends?

¥ Example: Itis 1970 and | plan on solving
the Y2K problem

¥ |s your proposed business aligned with
what technology can currently deliver?

¥ @ have a killer application which everyone
will need as soon as 10 Gbps per home Is
availableO
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Existing & Potential Competition

¥ How knowledgeable is the entrepreneur of
what Is going on in the industry
worldwide?

¥ The problem of pioneering an opportunity
only to be overtaken by existing players
(e.g. Netscape vs. Microsoft)

¥ What is the real barrier to entry?

¥ When | Gake the market to its logical
manifestation,Owho wins?
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Business Model

¥ Does the proposed business model result in
iIndustry-leading gross margins?

¥ Am | planning to sell to customers who are
nistorically squeezed with respect to margins?

¥ Is the business model easy to understand?

¥ How Is the business model related to the value
proposition for the business?

¥ Will the business model be acceptable to
customers?

¥ Will the business model scale?

¥ Is pricing based on cost or based on what
customers need to see a return?
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Who@® Against It?

¥ In the industry food chain, who gets
harmed by your success?

¥ Who will retaliate and how will they
retaliate?

¥ Example: | have a dynamite idea for
delivering a product to cellular subscribers
b but cellular carriers will never condone it!

¥ What about regulatory entities? FDA,
FCC, standards bodies, etc.
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Sustainable Advantage

¥ What constitutes the source of the advantage?

¥ISt

nere a sustainable advantage or does

everything go poof as soon as | open my doors

and

my competition recognizes my cleverness?

¥ Secret sauce
¥ Core Intellectual property

¥ How much money is involved in securing a
sustainable advantage?

¥ How far behind is the competition?

¥ Has the sustainable advantage been vetted by
credible 3" parties?
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Liquidity Scenarios

¥ Is this a company that can IPO or does it have to
get bought?

¥ Who are the acquirers?

¥ How big are the acquirers b do they have hoards
of cash, do they have a high market multiple, or
are they struggling and just need a new story?

¥ Are there 2 potential acquirers or 107

¥ Can Investors achieve their expected returns
and can the entrepreneurs achieve theirs?
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What Does Heaven Look Like?

¥ This Is an interesting question

¥ | have been surprised by the fact that most
entrepreneurs b even though they want to be a
nIg success b have no idea what the (ieaven
scenarioQs!

¥ In the end, how much money do you want to
make? Does your business plan work in that
regard?

¥ How does the starting valuation relate to the

ending valuation? Most entrepreneurs seem to
nave no idea!
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Next Evaluation Gates

¥ Investor due diligence:

b
b

Prior to providing a term sheet
Prior to closing, but after the term sheet has

peen accepted

¥ Work with your investor to set realistic
expectations

¥ Be proactive, not reactive b get organized
In order to speed the process
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Finally: What Do YOU Want?
Actually, not an Easy Question to Answer

¥ Own a great restaurant/bar

¥ The title of President and CEO on your business card
¥ To prove you can survive

¥ Ability to attract lots of money to your @abyO

¥ Your technology licensed everywhere

¥ A company known as the best

¥ A company that is #1 In its market

¥ A money-making machine

29




Why Do You Want to Start a

Company?
¥ Bad Reasons ¥ Good Reasons
b Power and glory b Provide for your family
b Platform to exploit your ego b More control over your
P Control over your destiny destiny
P Have a good idea b Have a good idea that is
b Change the world also fundable
5 Want to be the boss b Change the world for the
. better
b Get rich

b Ready to be the boss
b Build shareholder value
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Remember: There Are Three Possible
Outcomes, not just Two

¥ Fallure
b Company is out of business

¥ Success
P Abllity to achieve some type of liquidity

¥ Sideways

b The company works, but not well enough to achieve
any liquidity
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There Are Two Ways to Succeed

¥ Luck

b Take it whenever you can, but recognize it for what
it s
¥ Preparation, experience, hard work, intelligence
and drive

PItQ like parenthood. Just because many people try it
doesn®mean it@Q easy

P Pick the right co-founders (and that® like getting
married)
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