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Preface

Why bother trying to help more entrepreneurs succeed? Start by listening to an icon of venture funding, Don Valentine, founder of Sequoia Capital (that funded Apple, Cisco, Yahoo, MP3.com and more):

Sequoia is focused on the concept of bigness: big thinkers, big markets, big companies. Employing thousands of people paying millions in taxes and hundreds of millions in salaries. That’s bigger than people who just want to become millionaires.

Too many new businesses fail to become successful, including high-tech start-ups. If we could improve the proportion of successes, the economic benefits to nations stagger the mind.

In The Winning Performance, which reported the results of research on 525 of America’s midsize companies, Clifford and Cavanaugh (1985) say that “If just 1% of the companies in existence today had had the will and the skill to reach midsize—$ 25 million in sales—the American economy would be more than double its current size. Yet the fact remains that more than 999 of every 1,000 companies stay small.”

Peter Drucker, in his book Innovation and Entrepreneurship, reported that America created 40 million new jobs over twenty years since 1970. The jobs came from small and new enterprises.

Professor David BenDaniel, professor of entrepreneurship at Cornell University’s Johnson Graduate School of Management, explains how the world has been impacted by high-tech start-ups:

High-growth ventures have emerged as economic power houses in the United States, generating thousands of jobs, diffusing technological knowledge, and creating a culture of innovation that has ripple effects through out every type of business organization, and indeed their impact has changed business around the world.

The typical venture-backed high-tech start-up has a 60 percent likelihood of going bankrupt. What are the areas in which start-ups need help, and what are the payoffs for helping them?


	
High cost of capital. Venture capital investors take high risks and require high compensation. Most founders have little idea how to value their start-ups and how to negotiate with suppliers of capital.

	
Increased competition between more numerous, similar start-ups. Large influxes of billions of dollars to venture capital pools have increased competition between start-ups in any given business sector.

	
Big companies react more quickly. In response to changes in market conditions, the billion-dollar companies detect and act on business opportunities faster than they used to.



This book is intended to help the leader of a high-tech start-up improve his or her odds of success. It also aims to help the corporate venture capitalist evaluate start-up candidates for acquisition, as well as the new “internal start-ups” that are emerging. We will analyze successful and unsuccessful high-tech start-ups and the techniques their management use to start, finance, value, and launch a new business from seed financing through initial public offering. We will provide data on the financial rewards of equity ownership and dilution by venture capitalists of famous high-tech start-ups.

This book has six goals:


	To prepare the CEO for the surprises yet to come.

	To prepare the CEO for negotiations.

	To make clear the personal cost of leading a start-up.

	To improve the CEO’s odds of success.

	To assist corporate development managers work with new ventures.

	To help new venture capitalist partners and associates get off to a running start.



Conventions and Practices Used in This Book

Most case studies use disguised names. Each case is based on actual events. Research for this book was conducted regularly since 1984, during which more than 300 interviews were done with over 200 individuals in more than 150 companies in the United States and abroad.






1

Introduction to Start-Ups


and Their Funding

T he research on which this book is based provided a lot of data about startups of all kinds that use technology, from semiconductors to Internet sites. The findings include their probability of success and how they are typically organized. Let’s begin with thirty-one facts about typical high-tech start-ups—many of them contrary to popular stereotypes.


	The chances are 6 in a million that an idea for a high-tech business eventually becomes a successful company that goes public.

	Fewer than 20 percent of the funded start-ups go public.

	Founder CEOs own less than 4 percent of their high-tech companies after the initial public offering. Boom periods like the early Internet years often raise that to 10% and higher.

	Founder CEOs can expect their stock to be worth about $6.5 million if the company succeeds in going public. Boom periods like the early Internet years produce billionaires.

	Successful venture capitalists expect to personally earn about $7 million (in addition to cash wages) over five years for each $50 million pool of capital they share in managing.

	Business plans are typically poor and are not well received by venture capitalists.

	“Unfair advantage” and “sustainable competitive advantage” are missing in most business plans but are considered by investors to be critical if the high-tech start-up is to have an acceptable chance of succeeding. Plans lacking such an advantage rarely receive venture funding from experienced, successful venture capitalists.

	On the average, a venture capitalist finances only 6 out of every 1,000 business plans received each year.

	Venture capital investors own a large 70 percent of the start-up by the time it goes public: 70 percent of hardware companies, 60% of software companies and 50% of Internet companies.

	The personal costs of doing a start-up are high, affecting families and friends as well as individuals. Fear and burnout are common. However, many CEOs have balanced those costs with the rewards of personal and professional satisfaction and the potential financial paybacks, which can be more gratifying than the rewards of working for a large corporation.

	Bankruptcies occur for 60 percent of the high-tech companies that succeed in getting venture capital.

	Mergers or liquidations occur in 30 percent of start-up companies.

	A vice president’s stock is worth about $2.5 million or one third of what the CEO is worth at the time of the initial public offering. Boom periods can increase the wealth tenfold.

	The average worth of the stock for each of the employees (not including vice presidents and other key employees) on the date of the initial public offering is about $100,000.

	Investors in venture capital pools aim to earn in excess of 25 percent each year on their money, about 8 percent more than if they had invested in all the stocks of the companies making up the Standard & Poor’s 500 company index. In boom periods they can triple their returns.

	The 10 percent of the start-ups that succeed compensate for the other 90 percent of the poorer performing companies in the venture capitalist’s investment portfolio. In essence, the successful founders are paying for the substandard performance or bankruptcies of the bad investments.

	Cash compensation for U.S. start-up managements remains below levels offered by larger corporations in spite of the scarcity of start-up talent and tax law reductions in the United States. Technical talent is paid near or at the going rate for such employees.

	The median annual starting salary for a founder CEO in 1990 was about $120,000. By 1998 it had risen to about $150,000. Pre-IPO cash bonuses had become common by 2000 and increased total pay to $190,000 by the time the company went public.

	The vice president of sales in a start-up often earns more cash compensation than the CEO. This occurs when incentive compensation plans are linked to sales that exceed those of the business plan.

	Of the start-ups that get to an initial public offering, the median company takes at least three and typically five years to get to the public offering stage. Internet and biotech companies have been able to go public based on their “stories,” that is, without earning profits by the time of the initial public offering.

	Equipment lease financing and leasing of facilities and leasehold improvements have proven to be reliable and competitively priced sources of capital to augment equity raised to finance a start-up.

	Having as a founder a person experienced with the responsibilities as CEO greatly increases the chances of getting a start-up funded. A close second is having a complete management team ready to go to work, with experienced people for each of the key functions, including the first CEO willing to step aside for a new, experienced leader when the business begins to grow rapidly.

	About $100 billion is committed to pools of venture capital. It is managed by more than 2000 actively venturing individuals in over 500 firms, mostly in the United States, mainly in Silicon Valley, with a few in Europe and Asia.

	The intensity of competition between venture capital firms has swung back and forth. It favored the entrepreneur at the height of the boom days of the personal computer, biotech, and Internet eras. However, whatever the trend, venture capitalists still end up owning the vast majority of the stock of a start-up, typically in excess of two-thirds of the company.

	Mergers and acquisitions of start-ups increase when the market for initial public offerings cools off and when initial public offering valuations are historically very high.

	Investors’ interests in new issues rises and falls depending on the interest of institutional investors in the stocks of public companies traded over the counter, as well as in blue chip stocks traded on the New York Stock Exchange. In general, windows for IPOs open and close, based on whether there is a hot market for stocks in general. E*Trade and other Internet era financial service firms have brought access to IPO offerings to the general public. By 2000, “day traders” were a factor in moving stock prices.

	Pricing of private rounds of venture capital by investors follows the same financial guidelines and measurements used to price securities of publicly traded companies. Investors translate risks and rewards into acceptable levels of expected return on investment, which becomes the basis for the dilution of founders’ shares.

	Competition for the shares of a start-up is the best way to increase its valuation and to reduce dilution for founders. Competition is enhanced by careful planning of the strategy for the capital-raising campaign. However, such deliberate planning is noticeably absent among founders of hightech companies, especially those started by engineers.

	Venture boom-to-bust cycles have become a way of life. The boom times of the personal computer of the 1980s ended. Biotech arrived and ended. The Internet boom arrived in the 1990s. These caused wide swings in the financial return on portfolios of venture capital firms. Many firms failed and closed their doors, leaving nothing to their investors. Other venture firms survived and some thrived. This resulted in a hierarchy of venture firms, interrelated deal-making (“deal flow”), and politics. Portfolio returns have dropped as low as single digit ROIs and a few have risen above the 60 percent range.

	Mixed sources of venture funding have become a way of life. As a number of venture firms died out, a need and opportunity was created for funds from other sources. One new source of venture funds is large public corporations whose business development leaders became very active in the Internet boom. There continues to be funding from non-American sources. Angel investors grew and were prominent in the early years of the Internet. Friends and family funding, as well as bootstrap funding, has continued since the earliest days.

	Internal start-ups within established corporations are now a frequent phenomenon; they have allowed emerging growth companies to sponsor an entrepreneurial spirit while retaining an uninterrupted focus on the parent company’s bread-and-butter business. For internal start-ups to be successful, special attention must be paid to the unique characteristics of such new enterprises, particularly freedom and compensation.



Critical Issues

There are a number of key economic forces driving the venture capital funding of high-tech business.


	
ROI—return on investment—drives the start-up business. It is measured in two ways: (1) A crude measure is that of how many times the value of one share invested rises by the time the initial public offering is over. This is called the “multiple.” (2) A more sophisticated measure—the only number that really counts—is the annual compounded return, or percent per annum (p.a.), that the general partners in the venture capital firm return to the limited partners, pension funds, university endowments, and so on. To put it another way, how long the limited partners had to wait for the multiple to be returned determines the true percent annual ROI.

	
Cash flow (the “burn rate”) is what is managed. All the accounting in the world does not matter to the founder who is struggling to meet payroll while launching the start-up’s first products into a very competitive jungle.

	
The IPO (initial product offering) is the holy grail. Everyone has their eyes on that final goal. Mergers stand a poor second in attraction, because companies can generally negotiate higher valuations for a public issue.

	
Liquidity (“exit strategy”) is everything for the VCs (venture capitalists). Anyone inhibiting attainment of liquidity quickly learns why VCs have earned a reputation as “vulture capitalists.” A business plan must have an acceptable “exit strategy” that converts the investors’ shares into cash.



Those are the economic laws that govern a start-up. The CEO who understands them will win more often and will survive to savor the grand IPO day.

Venture Competition

Venture capitalists are driven by competing venture firms to maximize their return on investment. The general partners share in about 20 percent of the profits of a pool of money provided primarily by huge institutional funds, such as pension plans for Fortune 100 megagiants and billion-dollar university endowment pools.

If VCs earn a high enough ROI on their first pool of institutional funds, they will have a chance to bid for more. They are competing against the alternatives—such as the stock and bond markets—that are open to institutions. The economic and business factors that drive stocks and bonds also drive the VCs, and therefore must drive the start-up CEO.

Venture Money Surge Leads to Problems

Venture capital partnerships have been a successful way of investing institutional money over long periods of time (ten to twelve years) for at first a limited number of investors. But with success, more money and more investors have followed. This in turn has led to serious competition between pools of venture capital. Since the surge of funds began in 1984, there has been a dramatic alteration of the risk-reward ratio for high-tech start-ups.

The Venture Capital Journal reported that during the ten years since 1977 the total of annual additions to venture capital partnership pools rose fifteen times, from a rate of about $200 million per year to more than $3 billion annually. This produced an excess of available venture capital and failures by many venture firms, which was followed by recovery, the arrival of the Internet start-ups, and more than $6 billion invested per year in the 1990s.

The $40 billion venture pool of the 1980s grew rapidly the following decade. By 2000, the venture capital pool was estimated by some to measure nearly $1 trillion, certainly $100 billion. The firms representing the pool continue to be flooded with business plans. Such increases intensify the simultaneous competition among start-ups that aim their technology at the same new perceived market opportunities. One example was the personal computer disk drive business, which boomed in 1984 and then went bust along with many start-ups. Another example is the minisupercomputer market; Convex and Alliant made it to IPO, but veteran venture capitalist partners say that another dozen companies or so were floating around at the same time the managers of those two founding groups were knocking on doors seeking seed rounds of venture capital. Internet start-up plans have flooded venture firms since 1995. In 1995, Forbes magazine reported that at least thirteen business plans were circulating in Silicon Valley the same month to do the same thing: sell pet food and products over the Internet.

Another effect of the success of venture capital investing is that big corporations have vastly improved their ability to see, decide, and act on new market opportunities. The giants have learned to invest their own “corporate venture capital.” Since 1981, the number of acquisitions of venture-backed companies has more than tripled. And pioneering leaders of established public high-tech companies have invented a new form of internal venture capitalism dubbed “internal start-ups” or “start-ins.” These have created successful new enterprises, attracted top managers, and proved to be successful in competing for already scarce high-tech talent.

Result: Dilution, More Risk, Less Stock,


Lots of Work

All of the forces just mentioned have increased the risk of failure of a high-tech start-up. Few if any other trends have emerged to offset this increased risk. Accordingly, investors have been following a trend of requiring higher and higher returns on the monies they have invested on behalf of their institutional clients. This means that less wealth is available to be shared by the founder and employees.

In modern portfolio terms, these trends have raised the cost of capital for the start-up. In more ordinary parlance, the founders have to give up a lot more of their companies today than they used to. Boom times appear to favor the founders, but over time the investors own the largest portion of the start-ups. In the 1970s it was not uncommon for investors to be in the minority. In the boom days of the 1980s start-ups such as Altos, Ashton-Tate, Microsoft, and Televideo went into business and retained 80 percent or more of their stock for employees and founders. After the bust of the 1980s, investors became the largest percentage owners. The explosion of Internet start-up deals in the boom time of the 1990s appears to have again changed the trend. Start-ups like Netscape and Yahoo went public very quickly, in less than three years, with investors owning less than 50 percent. Like the biotech boom days, some say the Internet IPOs were in essence a case of the public funding venture capital deals. With fewer employees, the founders ended up owning a larger portion of the company in the race to go IPO as soon as possible to fund the high cash burn rate of money-losing Internet start-ups.

The amount of stock given up by founders is spelled out in Chapter 7 in more detail. Research of Securities and Exchange Commission (SEC) documents by Saratoga Venture Finance revealed that, over the long term, CEO founders should expect to get to IPO owning not much more than 3 percent of their companies. That share of stock will be worth about $6.5 million at that time. They will have to work very hard for four to five years or more, and must have a lot of good fortune and big breaks to be able to cash all their chips in within two years after the IPO. Three years to IPO is rare, five is more common. And few get there (see Figure 1-1).

Is a start-up worth the personal cost required? That is among the key issues for the CEO considering a start-up and is discussed in Chapter 8.

And before a would-be founder can answer the personal questions, he or she must focus on another question: “How should I plan and control the venture capital formation process, from seed through multiround financing to IPO, so that I have an unfair advantage in getting the funds I need in order to succeed?”

The Everlasting Process of Raising Capital


and Other Stresses

The entrepreneur must realize that the process of raising venture capital never ends. From the first to the last of the fourteen stages of the venture capital formation process described in detail in Chapter 3, the CEO is continuously occupied with problems of how to raise needed capital. Experienced start-up staff members of both successful and unsuccessful companies said the same thing: “You never have enough money, things always take twice as long to do as you think, and there is never enough time to stop raising capital while you focus on running the company.”
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Analysis of more than 300 start-ups since 1981 revealed the extra strains put on a CEO. Stress begins with the wide range of outside professionals—twenty categories can be cited—with whom the CEO must be in continuous contact, beginning almost immediately upon launch of the new enterprise. This puts a new kind of pressure on managers whose careers have typically been strictly “insider” executives. Such leaders are usually not experienced at dealing with lawyers, board members, bankers, leasing companies, landlords, Wall Street, and shareholders. Extra stress is added in boom times when investors and intense competition push the founder to run faster to the IPO in order to retain the “first mover advantage.” More stress is added to the lives of founders who have never managed much if anything before in their lives. They are subject to extra pressures of “learning-on-the-fly” and how to deal with advice (what one wag called “adult supervision”) from board members, venture capitalists, and others.

Sources of Capital

The sources of venture capital are varied and often colorful and creative. For example:


	“Bootstraps” like eBay, of San Jose, California, get their first funds from personal savings and friends and relatives.

	“Angels” get start-ups rolling with their own seed money and hands-on help preparing for next-round funding from venture capitalists.

	“49er” start-ups like Netscape get seed money from their wealthy friends and founders (Jim Clark, prior founder of Silicon Graphics).

	“Classics” like Exodus Communications of Santa Clara, California, raise their monies from the usual VC gang at 3000 Sand Hill Road in Menlo Park, California, and other centers of venture capital such as those in Boston, New York, Dallas, Minneapolis, Denver, Seattle, and Los Angeles.

	“Creative” start-ups like Chips and Technologies and Worlds of Wonder get money from suppliers, landlords, and business partners who are acquainted with their skills as managers.

	“Hybrid” start-ups like AirFlash of Redwood City, California, get seed money from a mixture of angels, venture firms, and corporations like Intel and Lucent.



There are other unconventional sources of funding. Equipment lease firms provide substantial funds to augment equity capital of high-tech start-ups, and wealthy individuals continue to emerge as supporters of start-ups. Megabuck luminaries like Ross Perot are called professional “angels,” and independently wealthy founders of start-ups are angels dubbed “49ers”—a term harking back to the gold rush successes in California in the 1849 era. Both represent unofficial pools of funds that go to work backing start-ups.

And the creative list goes on and on. Later in this book we will provide lists of venture capital sources.

More important than lists are techniques for planning and negotiating with money managers who are responsible for investing venture capital. Details are provided in case studies in later chapters.

Some Findings About Rewards and Risks

Saratoga Venture Finance has carefully dissected the prospectuses of IPOs to extract the facts on the ownership, ROI, and sharing of the wealth among famous high-tech start-ups.

We found that CEO wages ranged widely, from base salaries of $65,000 per year to $230,000. The median in the nineties was about $150,000 for base salary plus significant bonuses prior to IPO. The trend is for cash compensation to rise as the number of start-ups grows and thus makes good management scarce. A good resource is www.advanced-hr.com, which publishes stock and pay compensation for venture-backed start-ups.

Investors dominate ownership; their proportion often exceeded 70 percent just before the IPO. There was no correlation between percent sold to investors versus the amount of capital raised. Boom to bust cycles greatly alter the ownership portions.

Return on investment of famous VC firms was slashed at the end of the 1980s after the shakeout following the personal computer–era boom. It became tough to repeatedly earn the 50 percent annual “slam dunk” of the boom days of 1978–1983. Kleiner Perkins and a few others managed partnership pools in the better days that returned nearly 65 percent p.a. In 1987 a portfolio return in excess of 25 percent p.a. would be among the top performers, according to private sources we polled, and average returns were around 17 percent p.a.

By 1990, we found that most portfolios had single-digit returns. “The turkeys hatched since 1983 have come home to roost,” said one venture capitalist. Some pundits, major VC players themselves, said that there were some VC pools that lost all the investors’ money by the time the partnerships were liquidated.

As 1990 arrived, along came the Internet boom and once again the ROIs jumped. By 2000, venture partners had returned to quoting 75 percent to 90 percent and higher returns on their investments!

Over the past two decades VCs have formed a vision of a “typical” portfolio of investments in start-ups. About 60 percent of the companies funded by VCs can be expected to go bankrupt. Fewer than 15 percent even get to IPO, and less than 10 percent is typical. Our database shows that 9.7 percent reach IPO. The remainder are either merged into large companies, sold off as “fire sales,” or go on eternally as “zombies”—companies too small to get to IPO and not interesting enough to sell to other companies.

These and many other details about the companies studied are shown in the Saratoga Venture Tables in Appendix A; the tables include wages, options, founders’ shares, venture capitalists’ multiples earned, and how much the Wall Street firms got in fees to take the start-up public.

The Personal Costs

Coping with political power plays is just one of the factors that contribute to the psychological and emotional costs of leading a start-up. There are many more, including the effects on the CEO’s physical health and family. Some CEOs said they loved it anyway, while others said they hated every minute of it and would never do it again.

Some of our research in this area sharply contradicts popular myths. Here are highlights of what we found:


	
Hours worked per day for start-up CEOs are long, but are no more than those worked by an aggressive manager in a growing division of a much larger public company. This surprised us, as it did most of the people we interviewed and analyzed. No one said that a start-up was less work than their last job as an employee.

	
Terror is a constant companion. CEOs with experience often say “entrepreneurs should run scared.” Based on our surveys, they do! Inc. magazine and other surveys and testimonials support the belief that fear of failure is a constant companion.

	
Founder CEOs seldom last as employees for more than three years. This is universally lamented by all parties, including the VCs. We will discuss the reasons and cures later in this book. Silicon Valley psychologists report that few founders make it to the IPO without personal emotional trauma.

	
Burnout and heart attacks, marriage problems, and divorces are no more frequent than in other high-tech jobs. Employees of start-ups may actually be a bit less prone to such problems if the CEO sets a good example of a balanced personal life, including regular exercise, enough sleep, proper diet, and time for family, friends, and spiritual matters.

	
Honesty and integrity (or a lack of them) are as common as in bigger companies. Contrary to the expectations of some observers, no evidence could be found that the stress of a start-up produced a pattern of especially immoral, or moral, behavior.



Future Trends

It is interesting to compare the predictions made by Saratoga Venture Finance in the first edition of this book and to make observations regarding the actual outcomes:

	A shakeout of venture fund managers will continue to occur, leveling out by the mid-1990s.





This has happened and the venture industry has settled down, led by the survivors, followed by growth in the form of fresh firms formed by former partners of the leaders.


	The trends of the 1980s indicate a significant slowing of the flow of fresh funds into the earliest stages of new ventures. This will continue as surviving VCs spread their investments across all rounds of funding for new enterprises.





This occurred and continues today as venture firms pursue specialized strategies on funding different stages in the life of high-tech start-ups.


	$2 billion to $3 billion of new venture capital will become available each year, sustaining the $40 billion pool at work in 1990.





The pool stabilized at $40 billion, with new funding running at $3 billion annually until the Internet boom arrived, then doubling to more than $6 billion invested annually from a pool that had more than doubled in size.


	Some funds will never return. Others will diversify more, into low-tech and leveraged buyout investments. Offshore investing will be done by several, attempting to get away from intense U.S. venture competition. The remaining VC leaders will converge and dominate.





This is now the form of the venture community.


	Specialization of venture sources will continue: biotech, electronics, and other segments of industry and technology.





This is how the venture industry segmented until the Internet boom added electronic commerce and related Internet companies as the newest addition.


	Merger and acquisition activity will rise and fall in cycles that are the reverse of those of the U.S. stock market.





This has happened until Internet mergers arrived and grew with the stock market boom.


	Business plan screening by VCs will remain generally quite tight. Those that best articulate the unfair advantage of the proposed business will get funded.





This remains one of the most important things a founder should know and respect.


	Extra caution by VCs will require CEOs to be better prepared for their launch strategies. A candidate with successful prior experience as a CEO will be sought after first by investors.





The experienced CEO as founder is the number one concern of venture investors. Such leaders are very scarce.


	More favor will be placed on deals with complete, first-class, experienced management teams with a long-run or “marketable” CEO in place. Inexperienced teams will find it very difficult to get money.





This is the rule; the exceptions come during boom times, such as in the Internet explosion, when “stand-in” managers are called upon to provide “adult supervision” and angels become very useful.


	Attracting as complete a start-up core team as possible will be even more essential to success.





Concept start-ups are difficult to fund; the key people should be in place on day one for technology, marketing, and management.


	Corporate venturing will continue, mostly for secondary-stage funding. And the corporations will use more “internal venturing” structures.





This is now a steady trend.


	Foreign venturing, especially from Europe and Asia, will continue and even accelerate.





Venturing from Europe and Asia is in place, but is not yet a dominant force.


	The U.S. IPO market will continue its cyclical strength, subject to ups and downs resulting from excesses and from trends in the broader equity market.





The steady growth of the U.S. stock market has fueled a record run of an uninterrupted IPO market.


	New overseas markets for IPOs, the way London was in the 1980s and Taiwan was in the 1990s, will emerge and be tested during the remainder of the decade.





This has been tested, but is still in its infancy. Europe continues to experiment with NASDAQ-type stock markets such as the Neuer Markt. Asia is working on the same.


	Intense pressures will continue from investors for an exit strategy that gets them liquid within five years of investing.





That is a rule and way of venture life.


	VCs will be delighted to invest in deals whose prospects can get investors ten times their money in five years. VCs will compete even more aggressively for cream-of-the-crop deals.





There now seems to be an annual phenomenon centered upon a small crop of “designer” start-ups in a category which the top-tier VCs all rush to fund simultaneously.


	Investment banking desires for high-tech IPOs will not abate but will result in reshuffling the rankings of the leaders in that intensely competitive business.





All of Wall Street now competes aggressively to do the best IPOs, from the smaller firms specializing in high-tech to the giant firms. Acquisitions and new e-firms have scrambled the rankings.


	Employers and giant corporations will be more predatory in legal action aimed at preserving company proprietary intellectual property and key employees.





There are now established legal guidelines to follow to stay out of trouble as a start-up.


	Tax uncertainties and trends toward more changes in accounting rules make the careful choice of a CPA firm more important in the 1990s.





Software start-ups are especially affected by fresh accounting rules.


	A greater percent of ownership will be retained by founders who deliberately plan a capital-raising campaign complete with strategy and alternative sources of venture capital.





Founders say they won more by being better prepared.


	The proportion owned by the CEO will decline a bit over the next decade as intra-VC competition wanes.





The results show this has happened. Boom times cloud that general trend.


	Venture equipment lease firms will continue to bid for financing of the better deals done by the top VC firms.





This has continued.


	CEOs will have more of an opportunity to set an example of a balanced personal life for the start-up culture, as the scarcity of qualified CEOs adds to their power.





CEOs have become even more powerful as a result of the Internet boom and scarcity of experienced talent.


Strategies and Implementation

This book presents a classic strategy for starting a high-tech company and securing multi-round financing. The case studies provided in each section were chosen carefully to reveal how the classic strategy can be modified to fit the special objectives of the founding team.

The focus of the book is on how to use ROI know-how as an anchor in developing a start-up strategy, especially for pricing each round of venture financing.

The author hopes that the information provided here will allow the CEO to spend more time doing strategic thinking and finding and improving a sustainable competitive advantage for the company’s long-term well-being.

If there are fewer failures, more jobs, and better lives as a result, the author will be very satisfied.
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Historical Overview

Start-up high-tech capital formation is the process that results in sufficient cash to fund the growth of a new enterprise. The entrepreneur should obtain this funding at a price low enough to continue to motivate the personnel talent that is needed to get the work done on time.


	Capital formation is a process.

	The process is ongoing for the start-up; it never ends.

	The process must be deliberately planned and managed.

	One measure of whether it is being successfully managed is the financial flexibility or adequacy of funds that the start-up survives on during the process.

	Another measure of success is how motivated key employees remain after they learn how much their holdings have been diluted by the latest round of funding.

	A final measure is how much the process has strengthened the company’s “sustainable competitive advantage,” also known as its “unfair advantage.”



How Entrepreneurial Capital Formation


Has Evolved

In the twenty years up to the 1950s, venture capital was almost a hobby for the genteel rich: a game for those with inherited wealth, a small portion of which was invested in the revolutionary ideas of a few entrepreneurs. ROI was long in coming; seven to ten years was common. IPOs were rare and seldom reported in the Wall Street Journal.

During the 1960s, a few observant individuals talked some holders of wealth into pooling their funds in the form of limited partnerships for the specific purpose of regular investment in new companies, particularly those claiming to have made a technology breakthrough. This decade spawned Digital Equipment Corporation, Data General, and people like Arthur Rock, Tommy Davis, and Fred Adler, as well as Hambrecht & Quist—and a few dozen now-defunct companies in businesses like keyboard data entry, video records, custom mainframe software services, hang-on-the-wall TV, and undersea farming. Investors made money and lost some. And the name “venture capital” was launched.

The favorable results of the 1960s, particularly the high-tech boom of 1964 to 1969, led to a venture capital spurt in the early 1970s. It was short-lived and entrepreneurs soon saw the slowdown become rampant: Congress made changes that boosted the tax on capital gains; the U.S. culture went through the painful years of Vietnam; soaring inflation shot ROI (and dilution) requirements up to record levels. The result: Not enough new funds were attracted to replenish the fully invested venture pools.

By 1979, the annual additions to the limited partnerships under the management of independent private venture capital firms had sunk to less than $179 million, according to Venture Capital Journal. But good times were ready to stage a comeback. Political lobbying by electronic company alliances of venture capitalists and the CEOs of their start-ups were successful in attaining changes in tax laws. The changes favored high-tech companies engaging in intense amounts of R&D. And the capital gains tax was lowered significantly.

In 1980, the new funds rose to $681 million, and by 1983 they had soared to more than $3.4 billion for one year alone. Some economists said that the inflows were simply a result of lower ROI hurdles attributable to reduced inflation and the end of domestic turmoil over Vietnam. Others were adamant that the tax changes were critical in getting the new-funds faucet turned on again.

By the end of 1986 a total of $24 billion had been placed in the hands of general partners whose private venture capital firms filled a one-inch-thick directory of sources of venture capital. There were two major U.S. venture capital industry associations, complete with staffs who lobbied Congress and the White House.

Names like Microsoft and Lotus had become familiar to the general public, along with Gates and Jobs, Sand Hill Road, Silicon Valley, and Route 128. IPO was a set of initials known to most college graduates, and the word entrepreneur hit the covers of books on the New York Times best-seller list. And people had invested and lost in companies like Eagle and Visicorp.

Wall Street firms that had become contenders for high-tech IPOs included smaller, specialized firms such as Robertson, Colman & Stephens and large, widely diversified firms such as Goldman Sachs. The massive influx of competing money caused a scramble (some called it a shark-infested feeding frenzy). Venture firms began actively positioning themselves to be differentiated from the crowd. Some began to specialize. Fresh monies had already spawned the first generation of medical and biotech start-ups. The Genentech blockbuster IPO made it official: It was now legitimate to include the initials M.D. in the title of a CEO of a high-tech start-up. Electronic sectors like telecommunications were now large enough to attract venture firms committed to focusing most investments in a single sector. And a venture fund of funds called Crossroads was started successfully by Hal Bigler to invest in the best of the best venture partnerships.

After a short period of attempts to spin off defense technologies into start-ups, the next wave that triggered another boom was the arrival of the Internet in the 1990s. This kicked off yet another wave of fresh companies and IPOs of companies yet to earn a profit. Netscape represents the arrival of this new Internet era, and Yahoo became a household name. Cisco and Ascend were delivering the equipment to build the infrastructure of the Internet and every college student was building a personal homepage on the Web (and several were dreaming of starting their own new enterprise—many did). Small-cap stocks pushed the NASDAQ to record levels and Internet stocks climbed to valuations that no one had dreamed about. Venture firms were offered more capital to manage than they had room for. Another boom had arrived.

Corporate Venture Capital

Meanwhile, back at corporate headquarters, the CEOs of the giants of the 1970s began to become more active in the high-tech start-up business. Venture investors had learned of the high prices that pharmaceutical giants were willing to pay for medical, biological, and genetic-engineering firms. Now they saw companies like Analog Devices, Apple Computer, Kodak, and Raytheon begin to invest directly in start-ups.

The corporate investors said they were mainly seeking access to new technology—that it was faster and cheaper to buy it than to invent it internally. Even IBM made forays in venture investing in the 1980s, using its own brand of investment. Its deals included the acquisition of Rolm.

Acquisitions accelerated during the late 1980s as corporations committed more funds to acquire start-ups, particularly before the new companies got past the IPO stage. Venture Economics reported that the number of such acquisitions of venture-backed companies rose from 32 in 1981 to 101 in 1985. Venture capitalists said the rate of deals continued high in 1986 and was even higher after the October 19, 1987, Wall Street crash.

Venture firms welcomed this additional channel for liquidity. The many floundering start-ups of the boom years of 1982–1983 were on the auction block for whatever they could fetch. The glory days of easy 50 percent annually compounded returns year after year were gone. Good and bad acquisitions were made. As one investment banker said, “Every company is worth something at some price.”

By 2000, the large corporations of the 1980s wave mostly had ended operation of their own venture funds and instead were selectively investing directly in venture- backed start-ups. This in turn contributed to a new wave that included the hiring of VPs of business development at Internet companies like Yahoo and even Intel. Cisco and others began buying start-ups. A few corporations began creating “internal start-ups” or “spin-ins,” using phantom stock for equity rewards. Lucent went public and creatively began forming new enterprises (from the ideas formed at their Bell Labs). People heard news daily about business partnerships between large companies and start-ups. Such commercial commitments had become part of the way of life for the giants.

Wall Street and Investment Bankers

In the early days of venture capital, a few Wall Street firms made good money focusing some of their efforts on underwriting the few initial public offerings available in the 1950s and 1960s. They were dubbed “The Four Horsemen.” Why this was so is not clear, although during our interviews the reference was often made to a recasting of the biblical four horsemen of the Apocalypse. Investors and CEOs beware? Anyway, the industry has always had a sense of humor.

The four firms were, in the approximate order of their power and influence in the decade of the 1970s:


Hambrecht & Quist, San Francisco, California

Alex Brown, Baltimore, Maryland

L. F. Rothschild, Unterberg, Towbin, New York, New York

Robertson, Colman & Stephens, San Francisco, California


These firms specialized in emerging high-tech growth companies and became well positioned to make a great deal of money in the boom of IPOs in the 1980s.

Until the PC boom legitimatized the high-tech venture capital and new issues industry as a place for serious investors to put part of their funds, high-tech stocks were left for the more unusual investors. The volatile stocks were mostly shunned by conservative equity investors from giant institutions who control the trillions of dollars invested daily on the stock exchanges of the United States.

Consequently, the main-line investment bankers, firms like Goldman Sachs and Morgan Stanley, also stayed on the sidelines, leaving the four horsemen to do most of the IPOs.

The PC boom of 1981–1984 changed all that.

By 1986, Forbes mixed into the “IPO Top 20” investment banking names like Goldman Sachs, Merrill Lynch, Kidder Peabody, and Morgan Stanley. Aggressive sales personnel from these firms, known as “new business managers,” could be counted on to knock on any start-up’s doors within weeks of its round-one funding. The competition had grown so fierce that, of the four horsemen, only Robertson, Colman & Stephens (renamed Robertson Stephens & Company) was ranked in the top ten that year. Rothschild was virtually out of the IPO business. Montgomery Securities took their place, only to be absorbed in the merger of the giants Bank of America and Nationsbanc.

The 1990s Internet boom bought even more change: Bill Hambrect left Hambrecht & Quist LLC to form a novel Internet-centric investment banking firm, W. R. Hambrect & Co. Sandy Robertson teamed with E*Trade, which formed E*Offering. Goldman Sachs put funds into Internet-based Wit Capital. After-hours trading started. Day traders began pushing the stock market. The old world of investment banking was entering another shake-up. Then Chase Manhattan bought Hambrecht & Quist LLC in 1999.

These Wall Street trends have reduced the cost of capital to start-up companies (competition to fund a start-up is said to be an entrepreneur’s best friend) and are keeping the wealthy, powerful investment banking firms on their toes. It has not been uncommon for CEOs to drop a leading firm and pick a different one after their company’s most recent financing was poorly handled.

A noticeable new-issues trend during the 1980s was the sharp drop in the number of years a start-up was in existence before it went public. Pressures for liquidity are always intense for all parties—venture capitalists, limited partners, founders, and employees. Venture Economics generated the comparative data on the number of years to IPO for start-up companies shown in Table 2-1. Several Internet start-ups went public in less than three years: MP3.com went public 16 months after inception at a valuation in excess of $1.8 billion!

According to several seasoned investors, premature offerings can kill companies and fool investors. The SEC knows this all too well. Each year a large number of opportunists attempt to bilk investors by offering securities of shaky start-ups. The well-known VCs and investment bankers shun such deals.
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The classic venture-backed firms have maintained good reputations. Most have yet to be involved with a major scandal on Wall Street. An exception was the legal harangue over Osborne Computer in the 1980s and a settlement in the 1990s between a top-tier venture fund and some disgruntled founders. Nonetheless, Fortune and Forbes constantly warn investors that IPOs represent dangerous waters for the naïve investor.

The Internet era has been great for investment bankers. They brought a record number of IPOs to market during the 1990s. And the fresh stocks did well, overall, for investors. The Internet stock feeding frenzy boomed and cooled and heated up again. Along with stratospheric rises in Internet valuations, Wall Street investors keep closer watch on the companies behind the stocks, particularly speculating on the rate of revenue growth and when each company would finally turn a profit. Will the boom continue? Well, for that we will have to wait and see.

2000 and the Next Century

So where has the capital formation process brought the start-up CEO and the venture capital business? For one thing, the start-up industry has arrived at a new stage in its maturity. That is a certainty. The implications of this new stage are very important for the budding start-up CEO to be aware of. Details follow in the next chapters. Here are a few items to keep in mind as you begin to form your start-up plans and look into entering the next century:


	
Venture capitalists started taking more time, being much more thorough in doing their “due diligence” checking of a start-up, until the Internet boom came along. They remember all too well when their portfolios returned single-digit rewards to their investors. By the time the feeding frenzy of the 1980s ended, the turkeys came home to roost. VCs became more careful about the intensely higher-tech start-ups in the 1990s. But our research revealed lots of Internet investments being made quickly, with some VCs bragging they made decisions in ninety-six hours.

	
Complete management core teams are more eagerly sought after by investors, but are reluctantly conceded as inevitably missing. The lack of adequate managers for start-ups has become the number-one lament of the investor. Start-ups beginning with a couple of young people with an idea are very unlikely to get any funding unless the idea is amazing and the founders are ready to step aside immediately for a new CEO supplied by the investors.

	
Having a well-validated market was more necessary to attract capital until the Internet boom arrived. The “cross your fingers and hope” days seemed to be over after the personal computer boom ended. Investors began to demand a more measurable quantification of the market with at least a plausible five-year forecast of revenues. Start-ups needed a want-to-be customer reference list of companies eager to buy the first product or service when it is ready. But the Internet “first mover advantage” motivated—some say panicked—many VCs into “story” or “concept” investing, and once again they began to make faster and faster investment decisions.



It all boils down to a contrast in investment philosophies. In the one camp is the investor seeing the need to move as fast as possible with the first good idea. In the other camp the investor sees the need for a better, well-planned business idea and a more thoughtfully prepared campaign for raising capital. Picking the right route is the primary responsibility of the founder CEO. This book is written to help you, the CEO, create and succeed with a better plan. The new century represents a time when the venture pools are full of capital looking for homes in exciting, promising start-ups. It is your job to tell the venture capital sources why your team should be funded next—at the price per share you are asking for. Chapter 3 will get you started with that process.






3

The Process of Forming


the Company

The founders can dramatically increase their chances for successfully raising the capital they need to start a new high-tech company if they understand the venture capital formation process. This chapter examines in detail the fourteen stages of this process, which is summarized in Table 3-1.

Each of the fourteen key stages has a main focus activity that must be adhered to. We will talk about the most likely amount of time required for each stage.

We will identify typical participants, along with the motivations of each, and suggest tactics for negotiating with them. We will describe what kind of help is needed to succeed at each stage.

Major costs are given for each activity of a key stage. Those numbers can be used to plan budgets. We will analyze the risks at each stage and make suggestions for reducing potential problems to manageable tasks.

For all fourteen stages we will present the output and the related ROI. Two case studies are included in the discussion of the stages. The first, Sigma Designs, Inc., provides a good illustration of bootstrapping; the second, Compaq Computer Corporation, illustrates stage 5, creating the business plan.

The initial stage is getting the idea for the company, while the last stages include the IPO and new relationships with Wall Street investors. The stages in between are equally important, each with its unique characteristics.


TABLE 3-1. The Start-Up Capital Formation Process
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Stage 1: Getting the Idea

One question that people often ask is, “Where do I get a good idea from?” Research shows that the sources are as varied as the activities of the human mind. Hobbies and personal pastimes rank high in the most often cited category. The personal passions of Steve Wozniak and Steve Jobs, and of Bill Gates and Paul Allen, resulted in two new companies, Apple and Microsoft. Other founders simply decided to leave a current employer and walk across the street to start a new company in the same business, as was the case with SEEQ and Linear Technology.

The ideas are described monthly in a vast variety of magazines such as Inc., Business 2.0, and Forbes. In addition to being fascinating reading, the articles are provocative and can stimulate the entrepreneur looking for a good idea.

One thing is certain: Creative minds keep coming up with lots of fresh thinking. “There is no shortage of ideas!” exclaimed Regis McKenna, the public relations pioneer of high-tech, speaking to a newspaper reporter who had speculated that after the boom of 1982 to 1983 the gold vein had run out.

One other thing is certain: The VCs said they will continue to be willing to listen to fresh ideas of enthusiastic people. There are more than $100 billion in funds gathered by venture firms that are committed to financing new enterprises that use technology. Venture capitalists want to find good companies to invest their funds in.


Main Focus Activity. In stage 1, the founder-to-be with an idea should focus on this: Secure a vision for a company. The soul of a new company is born at this time. Without sufficient belief in the vision, the new idea for a business usually ends up as just a discarded dream. This vision becomes especially important later, in the formation of the company culture. And it shapes the sustainable competitive advantage.


Time Required. We have found that stage 1 usually takes shape slowly, over a period of at least a year, and commonly more. However, ideas that are formed quickly also can be successful. Bill Gates and Paul Allen were in college when a computer they saw on the cover of Popular Mechanics magazine set their juices boiling and led to the Microsoft success story.


Typical Participants. Stage 1 is the lonely stage, with the entrepreneur sitting alone contemplating the alternatives until they are either discarded or built into a structure ready to be discussed in secret with a trusted friend. This loneliness will not last—many other people in many roles will become involved as the process continues. Table 3-1 outlines who will be involved as the fourteen stages proceed, and in what order.


Help Needed. The most help needed during stage 1 is in the area of emotions. Psychologists tell us that this is a delicate time in one’s personal life, when an individual does an immense amount of soul-searching. Emotions stored for years surface in surprising and often awkward ways. And one asks deep questions of oneself: “What do I want to do with my life? Do I want fame or financial success? Can I cope with the stress of leading a start-up? Will my spouse be willing to support me if I try to do a start-up?” Dealing with these questions at this time will increase the odds of success later. Stage 1 is a profound decision point, equivalent to deciding whether to have a first child or not, and why, and when, and at what cost; it has the same importance as deciding to become a parent.


Major Costs. The major cost at stage 1 is time—the founder’s time. We found few if any out-of-pocket costs at this stage. Good thinking time was the major requirement for doing a good job at stage 1.


TABLE 3-2. Participants in the Capital Formation Process in Typical Order of Involvement


	
The Person with the Idea


The Leader

	
Key Followers


Buddies


Founders

	
Family


Spouse


Children


Mom and Dad


Relatives

	
Friends


Personal


Business

	Business Consultant

	
Lawyers


General counsel


Patent

	
CPA Firm


Accounting


Taxes

	
Venture Capitalists


Venture firms


Corporate investors

	Board of Directors

	Equipment Leasing Company

	Commercial Banker

	
Real Estate


Broker


Landlord

	
Key Suppliers


Telephone


Insurance


Furniture


Utilities Benefits

	
Recruiters


Contingent


Retained


Buddy System

	PR Firm

	
Media


Local


National


Industry

	Customers

	
Wall Street Analysts


Securities and Exchange


Commission


Wall Street analysts


Investment bankers


Investment speaking forums

	General Public



Source:. Saratoga Venture Finance



Main Risks. There is one major risk in stage 1: lack of realism. Realism is a must, if only to help the founder focus on obstacles and create out of them a sustainable competitive advantage. This is the time when the would-be entrepreneur must quickly get away from dreaming and into the realm of possibilities.

However, a vision is necessary, if only to sustain an individual who is up against seemingly impossible odds. Here is how one veteran of the personal computer era put it to Paul Zachary of the San Jose Mercury News in 1987: “ ‘We were damn fools,’ says [Lee] Felsenstein, who designed the pioneering Sol computer in 1976 and later the Osborne 1. ‘We just ignored the dire predictions that it couldn’t be done.’ ”


Output and ROI. The founder’s main output and return on investment in stage 1 will be these:


	
Enjoyment. At the very least, there is the fun of dreaming.

	
Inspiration. One’s creativity will have been stretched.

	
Personal profile. Would-be entrepreneurs will know much better who they are and what their source of purpose and fulfillment in life is.



And the individual who decides to go on to stage 2 will have constructed that precious “vision for my own new company.”

Stage 2: Meeting Around the Kitchen Table

Now the excitement starts to rise. The founder thinks he or she has a good idea and must take the vision to the next step. Stage 2 is the first testing ground and involves a brief, intense burst of private activity.


Main Focus Activity. The main focus in stage 2 should be: Solidify a dream. This is the time to start refining the vision into the stuff that successful new enterprises are made of. It takes dedicated blocks of time to do it and requires openly sharing the vision with a few trusted friends, in familiar circumstances. Our interviews revealed that it was true—most of these meetings took place around kitchen tables!


Time Required. Stage 2 took most start-ups from two to six weeks to complete. The discussions varied in intensity; some of the CEOs we spoke with had only a couple of meetings; others went to four- and eight-hour sessions on weekends.


Typical Participants. At stage 2 entrepreneurs first share their vision with a trusted friend or two. In our interviews we found that this person often became an active participant later in the life of the start-up, often as a cofounder. Stage 2 also included contact with a respected new businessperson, former start-up leader, lawyer, or start-up consultant experienced in doing venture capital deals. As Mike Phillips, formerly of the Palo Alto law firm of Morrison & Foerster put it, “My firm and others with venture experience in Silicon Valley see all kinds of people in a week who are trying out a new idea. The person is understandably quite cautious and needs to talk confidentially with someone connected to the venture capital world, someone who can help steer the founder’s vision, usually toward more realistic thinking about what makes a successful start-up, the kind of thinking that can increase the likelihood of the founding team getting their seed round of venture capital.”


Help Needed. Stage 2 requires help in maintaining confidentiality and getting good business judgment. The only way to have confidentiality is through personal trust and discipline. We found no one who used nondisclosure documents in stage 2.

Good business judgment came from the quality of the professionals and veterans that the founders talked to.


Major Costs. Like the prior stage, stage 2 costs time—of at least one more participant. Some lawyers will work for brief periods of time without charging a fee. It is important for the founders to ask how the attorney will charge them. (See Chapter 4 for details on how to select the best legal counsel.)


Main Risks. The top danger in stage 2 is that the secret could leak out. It is dangerous if one’s current employer gets word that an employee is forming a new company—before the employees have prepared for departure (see “Ethical Departure from an Employer” in Chapter 4). It is even worse if the idea gets snatched up by someone else, including another start-up group or even that same current employer. Founders told us of the extraordinary efforts they used to conceal the proprietary nature of their ideas. And we heard a few sad stories of people who lost their ideas and never got started at all. Others got started but were stopped by lawsuits disputing rights to intellectual property and people.


Output and ROI. When stage 2 is done, the founders will have sorted out the risk-reward trade-offs. Paperwork was rare at this stage, probably because of the intense need to keep ideas confidential.

Stage 3: Getting the Founders’ Commitments

Stage 3 is next, and the excitement grows. This is a delicate phase in the life of the start-up, one that begins to separate the doers from the dreamers.


Main Focus Activity. In stage 3, the successful start-up CEOs should focus on this: Get firm commitments from key people. That sounded easy to us, but the CEOs said this was hard. Even worse, however, several said they got into trouble because they skipped over this step.

This was the problem: When the pressure rises, the core team quits. It is difficult to stand up to rough personal negotiations and nerve-racking waiting time. Employers fight to retain good people. The CEO who has not obtained firm commitments from the core team is very likely to find his company melting before his eyes like butter in summer heat.

A sense of reality is crucial. It is better to find trusted friends dropping out at this early stage than see them quit later, when keeping the core team intact affects capital funding. Such last-minute dropouts can kill a venture capital deal before it is funded.


Time Required. We found that start-ups spent one to two months getting personal commitments from the core team. This was often done in parallel with the stage 2 kitchen-table talks, but successful CEOs preferred not to proceed to stage 4, pullout from employer, until stage 3 was completed.


Typical Participants. In stage 3 the work is concentrated on the founders. Other key personnel, such as good circuit designers and software programmers, are put on hold for a while. This is done to solidify the core of the team, the core that would be presented to the venture capitalists as competent, qualified, and able. It is also the team that will share the most in the financial spoils and be directly involved with presentations and negotiations.


Help Needed. The original founders need help from additional founders, typically one to three other people. Each will be needed to help assess the others, particularly the likelihood of their actually joining the start-up when the CEO tells them that “now is the time.”


Major Costs. The major cost in stage 3 is to the nerves. The entrepreneur must confront people and get them to either commit or drop out. There may be key people whom the founder senses may drop out if they get cold feet after their employer threatens legal action. The founder must now be able to count on the core team that is so necessary to get the company off the ground.


Main Risks. The major risk is not doing this step and finding out later in a critical moment that the team consists of a bunch of people that are only half committed to the founder’s vision of a start-up.

Cold feet on the part of cofounders are dangerous; this can sink an enterprise later on, just when raising seed capital seems to be going well. We heard several sad tales of exactly that happening.


Output and ROI. Go/no-go decisions and firm handshakes are the precious out-puts in stage 3. That sets the foundation for a shared vision, one that has a core of committed, enthusiastic founders to lead it.

Stage 4: Pullout from Employer

Now the test of nerves begins as pressures mount. It is time for the founders to break away from current employers and begin working full-time on the new enterprise. Here is where a lot of different approaches to start-ups appeared in our research.

Venture capitalists were overwhelmingly consistent here; all said, “Leave your current employer before you write your business plan.” Venture capitalists hate investing in a start-up that gets bogged down in lawsuits that drain precious time and cash resources. The case histories of the SEEQ and Linear Technology law-suits between former employers and the founders are classics that formed this rule of venture capitalists.

Some venture capital firms will actually lend the core team a room, telephone, and computer to support them in writing the business plan.

However, the founders of one class of start-up, called “bootstraps,” argue against leaving employers until later on in the life of a start-up, in order to continue earning wages until the last possible minute. This breed of start-ups is exemplified in the following case study.

Case Study: Sigma Designs

Sigma Designs is a classic example of a bootstrap. Here is how the founders did stage 4, as reported by Steve Kaufman of the San Jose Mercury News:


The Sigma story started in February 1982, when several engineers at Amdahl Corp. tinkered with an add-on, PC memory board in one of their homes in Sunnyvale. The venture started out as a hobby, but the thing worked, and they realized it might generate a lot of business. They displayed it at the annual PC Fair in San Francisco, advertised a little in a personal computing magazine, and added a so-called multifunction board to their product line.

A year later, they were selling one hundred boards a month at $500 to $600 a shot, and Jimmy Chan, the vice president of product development, became the first to leave Amdahl to work in the business full-time. Tran, the president, followed him eight months later, at which point the company was producing $125,000 in monthly sales. When Jason Chen, the vice president of manufacturing, joined the company in June 1984, monthly sales had skyrocketed to $800,000.

Sigma went public on May 15, 1986.


Most well-known start-ups are not bootstraps, but follow the more classical process outlined in this report.


Main Focus Activity. In stage 4, the focus is this: Stay clean. The objective is to avoid being sued by a former employer. And the goal is to leave with a “win-win” solution. When Sierra Semiconductor founders left National Semiconductor, they left with a cordial relationship, and contracts were soon signed that gave both parties access to technology, products, and production. Jim Diller and his core team took Sierra public in 1991. That was quite different from the lawsuits that transpired between Linear Technology and National in the early days of Linear. Linear’s Bob Swanson and his core team were pioneers, and legal precedent was set by the outcome of this core team’s departure from National. Linear went public in 1986. The 1990s were relatively free of lawsuits from former employers.


Time Required. It took about one month on the average for founders to clear out of their employment situations. Anticipation of this event can speed up the departure time, especially for engineers and other personnel who can get tied up in longer projects that they feel obliged to complete before joining the start-up. Jerry Anderson, founder of the computer-aided engineering start-up Valid Logic of San Jose, California, said he lost six precious months to hard-charging competitors Mentor Graphics and Daisy Systems because the technical founders were tied up in completing work at Lawrence Livermore Laboratories and finishing their Ph.D.s.


Typical Participants. The main concern is to get the founders away from their employers and on the job with the next stage of the start-up. CEOs advised against becoming distracted at this time by attempts to also get the next wave of employees out of their jobs.


Help Needed. Founders should be getting top legal help at this stage. We studied several start-ups that simultaneously engaged two law firms: one for general legal counsel and the other for intellectual property. This reflects the growing importance of creating and protecting companies’ intellectual property.


Major Costs. It is at this stage that the first cash costs start. If founders leave their employers before the seed round is raised, they must live off their savings or do some part-time work such as consulting.

Some law firms ask for a small retainer; $1,000 per month was often cited. Many others, particularly the veteran firms familiar with start-ups, did work on contingency in this stage, some risking $30,000 in fees that the start-up would get funded.


Main Risks. The number-one risk is a lawsuit by a founder’s former employer.

The number-two risk is losing a founder to an employer’s counteroffer.

The number-three risk is a lawsuit by a company for which a founder is doing part-time consulting.
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Figure 1-1. Chances of Success for a High-Tech Start-Up
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TABLE 2-1. Trend in Years to IPO for Start-Up Companies

IPO Year Median Age of Companies at IPO
1980 9.4
1981 6.0
1982 4.0
1983 4.0
1984 4.6
1985 37
1986 55
1987 54
1988 52
1989 6.4
1990 6.2
1991 6.5
1992 5.6
1993 6.6
1994 7.1
1995 72
1996 52
1997 5.6
1998 4.2
1999 (first half of year) 4.1
Median All Years 56

Source: Venture Economics Information Services
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