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1 Executive Summary   

Obtaining venture capital currently in the field of e-commerce presents some unique challenges. There are vast sums of money being poured into businesses that don’t even have revenue yet, let alone profits. Many aspects of this business are becoming saturated, with low barriers to entry. New unique, defensible business ideas appear to be thinning. 

The following is a summary of the major points and issues raised in this paper.

· Perform a thorough, critical analysis of the idea, in particular the economics of customer acquisition and retention.  Market share and first mover advantage are key, not revenues and earnings.

· Define the Vision:

What exactly is the value proposition?

Develop Elevator Pitch, Executive Summary, Business Plan, and succinct 10-Minute Presentation.

· Critically analyze the team’s strengths and weaknesses. 

What are the holes? How can they be filled? How can a VC firm fill them?

Does the team have passion, vision, tenacity, and flexibility?

· Target VC firm with aligned business area, market size, goals and size of capital.

· Do due diligence on VC’s value add beyond the $.

· Don't be vague or use estimates for critical assumptions / projections and if you are making a statement back it up and do not hide data/info.

· Don't be hung up on control issues.

· Don't try to "wing it" if you get into unfamiliar territory.

· Don't stray from your written plan - be consistent.

· Don't try to gloss over unanticipated potential problems in the plan.

· Don't blow it in the end by haggling over unimportant details or trying to outsmart the VC in negotiations.

· Avoid last-minute deal killers. Involve your accountants, lawyers, and existing investors at an early stage.

2 Introduction

This paper is intended to serve as a guide for the entrepreneur with a business idea in the e-commerce
 space, who is thinking about, or in the process of, raising Venture capital.  The paper includes many suggestions and recommendations that have emerged as recurring themes from our many sources, including reference materials and interviews with investors and entrepreneurs. We have tried to identify as many common themes as possible that were expressed as critical or important in ultimately getting the deal done in the e-commerce arena. As such, it is intended as a practical guide on how to raise money faster, cheaper, and with more value added, in the field of e-commerce, in the current conditions of the first half of the year 2000. 

The current environment of venture capital investment in the emerging Internet business world can be described as ranging from frantic to beyond all reason, depending on whom you ask. Table 1 contains a short summary of the growth in business funding through venture capital sources over the past three years. Companies are being brought public now that never before would have been deemed suitable for an IPO. And as the recent precipitous drop in the NASDAQ has vividly demonstrated, the high-flying capital markets for Internet startups can be short-lived when greed turns to fear.

	Year
	Amount of funding U.S. Businesses obtained from VC firms

	1995
	$8.2 Billion

	1996
	$10.5 Billion

	1997
	$15.6 Billion

	1998
	$27.9 Billion

	1999
	$46.5 Billion*


*In 1999, 1237 companies got $19.8 Billion by 891 VC firms for Internet specific businesses.

Table 1: VC funding for US businesses (Source VCJ April 2000)

With so much money currently being pumped into internet-related startups, one might think that raising venture capital should not present too much of a challenge, given a reasonably good idea. However, the reality is that the field of entrepreneurs is becoming increasingly crowded, and “good ideas” are becoming scarcer. Much money is chasing a few good ideas and proven winners.

The investors we interviewed get between about 300 – 1,500 plans per year. Less than 5% get funded. Given that, two major challenges confront the entrepreneur, especially the first-time participant even if she has a great idea – 

· Getting noticed in the crowd

· Standing up to intense and critical scrutiny

These challenges are examined in detail in this paper.

The following excerpts from interviews with VC investors put the challenges in perspective (also see Table 2 for a sense of how VCs spend their time on the average):

One investor remarks “We get somewhere between 80-100 plans per month. We do 2-3 deals per month” As far as the quality of the business plans, he sees “ about 5% aligns with our goals of good market opportunities and a good team”.

Yet another investor says: “I alone get 10 business plans per day… I delete all cold emails. I look at a plan only if it is through a person I know or a personal introduction. Typically it is lawyers or bankers, or referral from a portfolio company or a previously funded entrepreneur. My highest quality deals to date have come from portfolio companies and previous founders.

If I know the person or if from a referral, I look at it myself. If not, one of my analysts looks at it. The filtering time limit goes like this: 10 sec, 0.5 minute, 1 minute and by the end of the minute, we have eliminated 75% of all plans and within the next 10 minutes and a few meetings, we are left with about 1 or 2 solid ones.”

	How Venture Capitalists spend their time

	Activity
	Percentage of time

	Soliciting business
	10%

	Selecting opportunities
	5%

	Analyzing business plans
	5%

	Negotiating investments
	5%

	Serving as directors and monitors
	25%

	Acting as consultants
	15%

	Recruiting management
	20%

	Assisting outside relationships
	10%

	Exiting
	5%


Table 2: How VCs spend their time (Source HBR, Nov-Dec 1998)
3 The race for market share and capital in e-commerce

The emergence of the Internet economy is causing a frenzy that many are comparing to the gold rush of the 1840’s. While the advocates of the so-called “new economy” believe that this enabling technology is fundamentally and irrevocably changing the way business is being done, others claim that this is nothing more than a passing phase, over-hyped and fed by mass speculation. Whatever one’s views, nobody can argue that at least in the short term, the rules have changed. The convergence of a number of events have resulted in this change: the emergence of the technology of the Internet; the largest economic expansion in the history of the United States, with higher productivity, low inflation, relatively low interest rates, and increasing global economic dominance; and massive capital inflows as a result of the ever-rising equity markets. All of these events are feeding what many would consider a bubble-effect of speculative mania and irrational valuations and exuberance. 

Certainly, there is a mushrooming of start-ups around the country, and an abundance of venture money following the current hot area, be it B2B, wireless communications, or whatever. Nobody knows how this will ultimately play out, but for now, while the basic laws of economics haven’t been suspended, there are certain unique aspects of the current investment world of e-commerce.

One e-commerce venture capitalist stated: “The uniqueness of dot-com is that there are low barriers to entry and risk of loss is high. We don’t know how this will play out in the long term.”

Many segments of e-commerce, especially retail and B2C, are relatively easy to get started in, but are extremely difficult to stay differentiated and to build a defensible position. E-commerce is still less about short-term profits but more about the race for market share – a kind of modern-day land-rush. Ventures are being funded that have no significant revenue yet, let alone profit. Indeed, large capital infusions from the very earliest stages of a venture are the norm, with associated massive dilution of the founders’ ownership. Though many investments are in more established businesses with revenues, proven business models, and even profits, many investments are still in nothing more than ideas and people. This contrasts with most non-internet-related investments.

Another VC shared his views on the subject as follows: “Technology is irrelevant; it is only technology-enabled and almost always, the building of the site is outsourced. The key issue here is the idea and the first-mover advantage, which is an intangible and hence harder to judge. Only time will tell, but e-commerce does have a potential to cause losses in many VC firms. You predominantly look at financials and throw them away. It is the first-mover advantage, vision and market share.”

Most VCs that we spoke to express the same sentiment that time to market and the ability to build a dominant market share are critical for success in this business. Indeed, about two thirds of the funds received by e-commerce ventures is spent in customer acquisition. The time to exit is also shrinking dramatically. “These days, first round to IPO is less than 2 years !  - across the board white hot companies in white hot spaces. But remember, most people have been thinking and working long before coming to financing.”  

Clearly, time is of the essence here. Given the competitive environment, it is critical to the success of any new internet-related venture to obtain enough capital as quickly as possible. Entrepreneurs can expect to spend 50% - 80% of their time fundraising, for several months. During that time, the business environment will change, and plans will probably have to be revised. The VCs we interviewed indicated that the total time for the deal process ranged from as quickly as two weeks to about three months. A first-time entrepreneur is looking at several months as a minimum.

4 The first steps to Cheaper and Faster Money - Start preparing NOW

4.1 The Idea

First Things First. What is the idea, and HOW DOES IT CREATE VALUE? This is the key question that every entrepreneur should have thought through, refined, and re-thought. It should be articulated clearly and completely defensible. The ‘creation of value’ question is one that, according to the VCs we interviewed, most entrepreneurs have either not adequately analyzed or are unable to effectively communicate. Many ideas are just plain weak or not compelling. This question is at the core of the issue of whether a VC would be interested in investing.

Some extremely critical thinking is required. If the entrepreneur cannot honestly believe that his business plan will not meet the requirements of being an attractive investment proposition for a venture capital firm, then chances are that it is not a viable high-potential venture. (It may be a fine lifestyle-type business opportunity, however, though it is difficult to say if many true lifestyle companies can exist in e-commerce, given the current competitive environment). The basic requirements of being an attractive e-commerce investment opportunity for a venture capital firm are explored in this section.

Even with a solid and well thought-out business plan, the first major and immediate hurdle in obtaining financing is GETTING NOTICED in the crowded field. Long before any investor is approached, many preparations have to be made. There may be a temptation to jump headlong into the fray, perhaps believing that these days “money is cheap” or easy to come by. However, to maximize the chances of getting quality investors as quickly as possible, all the following issues should be addressed.

4.2 The Vision and the Value Proposition

As mentioned above, the basic value proposition for the business has to be substantial, and needs to be communicated. At the core of this is the basic economics of acquiring and keeping one customer. VCs we spoke to indicate that too few entrepreneurs were able to articulate this basic analysis. Instead, VCs get turned off with the more common market analysis consisting of something like “All we need is to capture 1% of this estimated 10 billion dollar market.” Don’t use this line ! VCs in the e-commerce arena are interested in dominant players in their particular market segments, not also-rans with no compelling arguments as to how they are going to eke out their 1% market share.

The following points should help in thinking about the basic value proposition: 

· What is your basic customer benefit? How do you make life better for a customer?

· Who are your customers? Know them. Contact as many potential customers as possible.

· If the business is not yet established, build a prototype web site. If possible, sign on some initial customers or "beta-sites". One VC said, “A picture is worth a thousand words. Even a good PowerPoint presentation with relevant diagrams or web site look and feel is better than a long winding business plan.” 

· Do you have, or can you get, an “unfair” advantage over your competitors?

· What is the market size, market drivers, and market stage?

· Define the market segment - be focused. “Any company can approach [us] but will get turned away if does not meet focus.” 
· How are you going to be the market leader and build a defensible position?

· What exactly is the sales strategy?

· What exactly is the competitive situation now and what are the scenarios for the future?

· Why are you better now than the competition, and what barriers will exist for future competitors?

· What is your vision of the future of this market?

The economics of the value proposition should be constantly tested and refined. Ideas should be sounded off external advisors (a board of advisors is ideal). In short, PREPARE FOR INTENSE SCRUTINY. All assumptions and projections should be defensible, and should be consistent throughout written plans and oral presentations. 

Another important consideration is the exit strategy (the value proposition to the VC). The entrepreneur should have a clear vision of what it is, since business strategies will differ depending on whether the objective is to be bought out or to go public, for instance. What is most appropriate depends on several factors, including the goals of the entrepreneur, the nature and economics of the business, and the competitive environment at the time of exit.  Related to the exit strategy is the potential of the opportunity and the expected ROI. It is important to know the expectations of VC investors, and to determine whether the business plan passes muster with those expectations. It is also important to realize that the goal of a quick exit may not align with the objectives of many VCs, especially on the East Coast. Our research indicates that most VCs seem to be interested in longer-term investments.

“We do not have a [an ROI] model, we want the company to succeed. All VC’s say 10 times the investment in 3-5 years. We believe that the revenue will follow if the company is successful.” 

 “We have a fairly long term view of the company. We look for 100% annual returns. Since we do early stage, we look for 100-200 million back if we put in 5 million. The rule of thumb generally is 10 times our money in a few years; there is no scientific process. We do early stage so it is unrealistic to expect 10 times our money in 12-18 months. We want to build strong companies for the long term. We look for 10 times our money say every 3-5 years.”

In thinking about exit, the entrepreneur should take a macro, longer-term view of her vision. It is important to map out a definite strategy for getting to the exit stage, along with tangible, realistic milestones along the way. A milestone could be a concept validation, a particular market penetration level, the achievement of a strategic alliance, etc. The milestones should also relate to financing rounds, help focus the entrepreneur on just how much financing is needed, and help to align with the VC’s probable desire for some form of staged capital commitments. Several VCs attested that they are more comfortable committing a sum of money in order to reach some stated milestone rather than to keep a company operating for the next year, for example.

The entrepreneur should also be able to give a detailed account of how the financing will be used, and have good reasons. It is also important to manage the expectations and concerns of any existing investors. The ownership, control, and management picture changes dramatically once a VC firm is onboard. If current investors are not informed and managed early on, then they can be deal-breakers later.

 “We usually always like to pay off angels since they tend to be a big issue and hamper companies growth. We usually pay them off when we do the round”

4.3 The Team

Beyond the idea, and arguably even more important, is the actual management team. Most VCs we spoke to admit that they actually invested more in the people; they have to feel good about the people that they are entrusting to execute the idea. This, understandably, explains why so much capital follows successful entrepreneurs in subsequent ventures, why references from established entrepreneurs carry so much weight, and why it is so difficult for first-time entrepreneurs and cold-callers to command attention.

“There have been many instances where I have seen some great ideas but I have had to turn the person away because we didn’t feel comfortable with the person or felt we couldn’t trust the person.”

Towards this end, it is essential for all team members to project passion and enthusiasm, and to demonstrate experience in this market. In e-commerce, this means to:

· Know the market

· Know the customer

· Know the technology

· Know how the three fit together

It is useful to have experience in managing, leading and motivating, and essential to have references to back up your accomplishments. As part of the critical analysis, it is important to identify what’s missing in the team. Where are the holes? What can be improved, and how? What can the VC firm complement? This last question is important in your due diligence of the VC firm itself.

Get advisors, at a minimum good accountants and lawyers who have experience in the VC arena. If not started already, start the process of seeking out an experienced board of advisors, especially to fill in the holes in your team's experience. Though a good VC partnership should provide an abundant source of guidance, it is never inappropriate to try to network with industry leaders.

Certainly there are many issues that need to be addressed, but certain concerns consistently emerged as being most important in our interviews with VCs:

“You can't know enough facts – it’s the nature of the beast...limited amount of time but you have to look at the team and what you know and make quick decisions. These things are important – experience, big market opportunity, stage of the market the company is in, timing, competitive landscape, barriers to entry.”

“All we look for is one good person in the team with good vision or execution or both. We will take care of brining in the management team if needed. We look for good ideas, early mover, market share advantage etc. We have done many deals for people with no experience in that particular area. The question I ask of myself is “ Is this person world class at something - anything at all”… I need one exciting thing about the person. Track record of course helps, and previous experience is invaluable.  Some rudimentary financials are important in e-commerce, but predominantly I look for good ideas and first mover advantage since we do very early deals.”

 “What we look for is a solid idea and a good team of people. The reality is that most of our deals are through referrals and our personal network of contracts, and new deals from portfolio companies. Generally no to unsolicited faxed, emailed business plans…but rarely. We have done 1 or 2 of those. It’s harder to see those get done these days because the ideas are getting thinner and thinner… Hard to tell if people are running out of ideas or whether the e-commerce business is maturing. Track record, experience, reputation, history and ability are all very important in order to get a deal with us. Most of our entrepreneurs are doing their 3rd or 4th company with us. We do 14 to 15 companies per year and that is less than 5% of all companies that come to us.”

“Very important that they [the team] have industry experience. This shows that they will be able to execute on the idea. We receive the majority of our plans through our web site. But the deals that we have done have all been through referrals. Have been opportunistic deals but have high hopes of the website bringing in some good deals in the future.”

Finally, even with a "perfect" idea & business plan, it's well known that most business don't actually go according to plan. In fact, many take dramatic course changes as more information is learned. You have to convey that you are – passionate, tenacious, resourceful, creative, and flexible.

4.4 Tying it all together

Once the necessary soul-searching about the idea and the team is underway, the entrepreneur must create a compelling pitch. The business plan is still the primary means that a VC investor can demonstrate and document that proper due diligence was done on his part. It should be concise, focused, and compelling, and clearly articulate all the important issues in the plan, as outlined earlier.  An Executive Summary, no more than 3 pages, is vital. That has a much better chance of being read than the business plan. And, of course, a 1-sentence “Elevator Pitch”, summarizing the essence of the idea, should be honed.

We got some interesting comments on the usefulness of these documents:

 “Business plans are generally a good exercise, but a thing of the past. We generally talk to people right from the start and ask a lot of questions, and we invest only if we understand the business. Pointless to write a b-plan these days. All we look for is a good executive summary, a few slides and a background of the founders.”

“Some of the best deals I have done have had terrible business plans… So I don’t look at business plan quality. I look for good guys and good ideas… The rest I can work with. In fact, the larger the plan, the less likely it is to be good. We have an inside joke that if the business plan is longer than 25 pages, toss it out.”

Other important items that have to be carefully considered in advance include how much money is needed, and issues of valuation and dilution, and ownership and control, including post-financing board structure.  The question of how much money is needed relates directly to whom you should consider asking. The following comments from several VCs provide examples:

 “We invest around $ 4-6 million, sometimes 8-10 and even 10-12 in 1 round. We do not do $ 1-2 million investments. We do not have a maximum.  In the dot-com space a lot of money is taken up for branding and name recognition and you can easily burn through 10 million dollars quickly. Our minimum investment is 4-6.”
“We like to do very early deals and want to start off on a seed round. We invest for life of company after that. We almost always do one round by ourselves and usually a second round with one other VC. We might lead alone or at the minimum co-lead as an equal. Never as a secondary partner.”

 “If we do a lot of work and lead we want more than 20% [equity]. The sweet spot is 20-40%. Minimum is 1 million seed. Maximum is 25 million. We reserve follow-ons right away once we make the initial funding. That way the money is there for them when the companies need it for the subsequent rounds. Over several rounds, our typical goal is to get to 20-25 million and no more. We have a 750 million-dollar fund here in the U.S. and we don’t want to go over 5% on any one company. (The remaining 850 million is in Europe)”

 “We normally take a stake in the range of between 5 and 20%. At the end of the day, VCs own preferred stock based on (a) 10-20% for option pool and (b) founders 5-40% depending on how strong founders are - Venture guys as a whole can hold up to 70% of the company.”

“[We like] Preferred shares. With super voting rights. We want control over the company. We want to be able to make changes in it so that it can succeed, we are in for the long haul.”
The entrepreneur should be versed in the meaning of the various deal terms that can be expected. VCs don't expect you to be an expert in deal terms, but you should have a basic understanding of subordination, cumulative preferred stock, warrants, rights & preferences, anti-dilution and ratchets, voting rights, registration rights, vesting of founder's stock etc. In other words, you should be versed in industry practices, what's "normal" and "fair". Know what you are haggling about, and whether it’s worth it.

Finally, the entrepreneur should start preparing as much supporting material as possible. To get money quicker, make it as easy as possible for the VC to do due diligence. Compile addresses, email addresses, and phone numbers of all business partners, customers, bankers, previous investors, and advisors. Anyone who is willing and who can vouch for you. Pay particular attention to anyone who can back up key assumptions or claims of your plan.

5 Starting the search

The first obvious question in starting the search for funding is where to look. Appendix 11.1 contains a list of Venture Capital companies that we have researched that deal in first round and seed financing for e-commerce companies. The list contains contact names, types of e-commerce specialization, and typical financing range amounts. The list is by no means complete, but contains a representative sample of VC firms in e-commerce areas of interest. Various VCs are quoted throughout this paper. As mentioned earlier, it is important to find the right fit for your venture – growth stage, market size, and type of e-commerce. But, as also mentioned, it can be a daunting task for the first-time entrepreneur to get noticed by the venture capitalist.

You require tenacity and resourcefulness. You can gain a huge advantage by getting a referral. Use as many contacts as you can. Develop new contacts. (One of the key value-added benefits a good VC firm can provide is its Rolodex. But to get at that, you are going to have to develop your own first). Use the contacts of existing investors and advisors. Research your competitors’ investors. Start with local investors. Section 10 contains references, including sources of information on venture capital deals like newspapers and trade journals.

Use cold calls if you cannot get a referral. Although many VCs that we spoke with indicated that cold calls and emails were essentially futile, we should note that some encouraged submission of business plans to their web site. We can’t however, vouch for how fruitful this endeavor might be. Divine InterVentures is a venture company that encourages web submission of business plans. Matrix and Battery have this facility as well. Appendix 11.3 contains a printout of Divine’s web page submission section.

VCs don’t always want to do it alone, but almost all the VCs we spoke with expressed a strong preference to be the lead investor; once they signed onto the deal they wanted to take the lead. 

 “We do deals alone but most often we like to do deals with at least one other VC. We like to lead. But on some deals we are competing rather than co-operating, because of time to market and early start and so we do it alone. In the last six and a half years I have been here, I have done only one deal where we weren’t lead investors. Since we do very early stage deals, we usually end up taking a lead role.”
“We do first rounds only. I like to start working early on with people. We don’t do trickle feeding - we either finance right or none. We do not throw little bits everywhere to hedge our bets. We either do it or don’t. We always like to lead but on rare occasions take a secondary role. We usually will require board seats.”

It is also important that your search be focused more towards VCs that specialize in the field that your idea pertains to.

“We invest in e-commerce B2B, e-commerce infrastructure, telecom, biotech. We invest in no other industry - no Alligator Farms. No e-commerce B2C either.”

“Yes [we invest in any industry], but it will have to fit into our family, the synergy will have to exist.”
 “[We invest in] infrastructure that enables e-commerce, such as customer care, CRM, marketing and sales verticals, and infrastructure for telecom and financial services, e.g. InterNAP, MarketSoft, Adero. We do Series A and B rounds.”
“Mostly e-commerce infrastructure, B2B and telecommunications. Fewer e-commerce and more infrastructure components of e-commerce. B-free/Bowstreet are good examples.  B-free sits behind and enables e-commerce and more of a B2B than B2C. We do not do any B2C anymore even though we have done in the past i.e. gloss.com, iwant.com etc. We have never done retail e-commerce and don’t plan to do it.”

On being asked why it’s important to approach a VC with the right fit, one VC replied: 

 “Most of us have background in the area we are analyzing. That is why we have these demarcated areas of expertise. We also have our network and previously funded portfolio companies that we ask opinion of. We also call analysts and get feedback on space, market, competition etc. Within two phone calls, I can get to any expert in any space.”

6 Better money - doing the due diligence on the VC

A VC partner can provide benefits that go far beyond the initial investment money. The temptation might be to rush into a deal with the first VC that shows interest, or the entrepreneur’s focus might solely be on getting the best financial terms possible. This can be a mistake. An investor should do due diligence on the venture capital firm. A key question is what the VC can bring to the table in addition to dollars.

Examples of some of the value added benefits that VCs can offer are given in the following discussions:

 “We add a lot of value and help bring in a proven management team… a lot of our deals get done quickly if the management team is already there and has proven itself.  If it is an unproven group of individuals, we typically do a seed financing to further refine the idea, and set milestones.  Seed is for 2 to 4 months so they can travel around, have a salary and validate the concepts. In parallel, we generate interest among our portfolio companies to match customers, suppliers, etc. If comfortable, we meet with the rest of the partners and then a decision is made on 1 round of financing. Basic legal work is also done at this point.”

“Money is cheap these days, you can get money anywhere. We do not claim to be a VC firm in the traditional sense. We differentiate ourselves by the services we offer the companies we invest in. Service like marketing, legal etc. at substantially lower than market cost. The companies providing the services are all our startups too.”

 “We look for a good PowerPoint presentation and if the person is good and well known, that is all we need. We then help steer the person in the direction of the business model or missing competitors and such. There have been times when we have done 6-9 months of iteration before funding simply because we thought the plan was sound and we liked the idea and the people. Once you do a deal, you get married and parting ways is bad.”

“We view ourselves as providing advice and management expertise, and by the way, also capital. We rarely lose money on our investments, and I haven’t lost a dollar in 6 ½ years. We work hard for our portfolio companies… However, this whole e-commerce thing has the potential to be risky. We don’t know what will happen when the shake-up comes and we all might get hit with losses. We provide advice only when asked and we don’t want to tell management how to run their day-to-day business.”

“The management runs the company … We do help them with underwriters and help pick them if they ask for it. Telling the management team what and how to run the business never works. We do provide referrals and help bring together people in portfolio companies. Sometimes, even when people come to talk to us, we introduce them to other founders or companies in our portfolio and get them to merge their ideas. Sometimes they are complements and form strategic partnerships.”

“Our value add: We help build the management team. We have an in-house recruiter who will help find people. Plus we work with several outside recruiting firms as well. Sometimes we have to talk and convince the founder why he shouldn’t be CEO and that is hard… but it needs to be done for the success of the business.”

“Sometimes we have done seed deals with convertible debt. We will say “here is ½ million as a convertible callable note - sometimes just to get the entrepreneur going up to the first round while we are still negotiating. That way at least she is on her way and our negotiations don’t have to be rushed.”

Some of the basic questions that the entrepreneur should be asking of the VC include the following: 

· How well do they understand your business model and market? How insightful are their questions?

· What do they have to offer beyond money? What kind of contacts do they have? Will you actually have access to these additional benefits?

· Are they well known in the e-commerce space? Remember that a big VC in one space might not do deals or be known in another space. Have they done similar or bigger deals in the past?

· Do they do follow-on funding?

· What is their time horizon in this deal? Does it match yours?

· How does the VC firm behave in tough times? Get references from previously and currently funded companies.

7 The meeting, negotiations, and beyond

Getting a term sheet from a VC investor is a significant accomplishment, and usually the culmination of months of preparation, legwork, written and oral persuasion and rejection. To get a term sheet, the idea and the team has to pass muster as discussed earlier.  

Even with a term sheet, the deal is not guaranteed. Much negotiation should be anticipated. The entrepreneur may wonder exactly what is negotiable – especially if presented with a standard, take it or leave it, term sheet. While no VC we interviewed would give us one of their term sheets, one of the companies that was funded did provide us with a table of contents that is listed in Appendix 11.2. The basic rule is that anything is negotiable, but make sure you know why you are asking for your terms, and that you fully understand the ramifications. Many first-time entrepreneurs focus too much on haggling specific terms without looking at the larger relationship picture. You should signal that you are looking for simple deal terms. Do not try to outsmart the VC in negotiations. That only undermines the relationship. Of course, at some point your lawyers will have to be involved.

 “The deals are formal...lots of negotiations. [we] Find a company, get comfortable with the deal, draft a term sheet - 2 to 3 pages that gets negotiated and agreed upon, and handed to lawyers to close and draft closing documents”

 “Yes, [deals are formal]. There is a term sheet. It is easier to get deals done with experienced people who have done this before. It is very hard to do deals with rookies since they are suspicious and they are constantly trying to outsmart themselves and us, and the deal can drag on unnecessarily. Sometimes egos get involved but in general it is easier to get deals done with experienced people.”

8 Recurring themes / mistakes to avoid at all cost

Several critical points were raised by a number of VCs and entrepreneurs that we spoke with. We believe that they are sufficiently important that they deserve being summarized here.

· Don't be vague or use estimates for critical assumptions / projections.

· Don't be hung up on control issues.

· Don’t talk about “only needing X percent of a large market” in order to be viable.

· Don't try to "wing it" if you get into unfamiliar territory; Don't stray from your written plan - be consistent.

· Don't try to gloss over unanticipated potential problems in the plan.

· Don't blow it in the end by haggling over unimportant details or trying to outsmart the VC in negotiations.

· Avoid last-minute deal killers. Involve your accountants, lawyers, and existing investors at an early stage.
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11 Appendix

11.1 Venture Capital Contact information for E-Commerce Business Ideas

	Contact Name
	Company
	Industry
	Website
	Investment Amount

(first round)
	How to submit plan

	Axel Bichara
	Atlas Ventures
	Ecommerce and Biotech
	www.atlasventure.com 
	Min: 1 million  Max: 35 million
	Will read only if referred 



	David Schantz
	Matrix Partners
	Ecommerce infrastructure 
	www.matrixpartners.com
	Min: 5 million 

No Maximum 

	Will take emails/business plan over the web ... but 95% of deals get done if referred 

	Todd Dagres
	Battery Ventures
	Ecommerce infrastructure and communications 


	www.battery.com

	Min: 1million 

Max: 20million


	Will accept business plans over the web... but most deals get done if referred



	John Pena
	ARCH Venture Partners
	Innovations in the Internet and e-commerce, information technology, life sciences, and physical sciences
	www.archventure.com/internet.html

	Min: 1 million

Max: 30 million
	Cover letter and executive summary to be sent to office closest to you

	Dave Burkes
	Kodiak Ventures
	Internet and Software
	www.kodiakventures.com
	Min: $100,000

Max: $300,00
	Submit a brief executive summary by email to

DBerkus@berkus.com

	Pat Boroian
	The Sprout Group
	Datacom & Telecom, E-Commerce, Services,                                                            Healthcare, Software, and Technology industries.
	www.sproutgroup.com

	Min: 5 million

Max: 50 million
	Submit plan via web site

	Samir Chocksi
	Divine InterVentures
	Any Industry 
	www.divine.com
	Min: 1 million

No Max
	Submit plan via web site

	Janine Koch
	CCG Venture Partners
	Any Industry
	www.ccgvp.com
	Min: $500,000

Max: 3 million
	Answer brief questionnaire on web site and they will contact you if they are interested

	Paul Ciriello
	Fidelity Ventures
	Ecommerce infrastructure and telecom
	www.fidelity.com
	Mon: $ 2 million

No Max
	Will take cold calls but mostly through references, friends, Fidelity Investments

	Additional Resources: 

www.fourleaf.com  - Online networking resource for internet business partnering and investment

www.venturedirectory.com  - A capital and deals site




11.2 Sample deals/Term sheets

11.2.1 Some term sheet details

A term sheet usually contains the following details : 

· Identify the investment amount

· Valuation at the round

· Identify the investors and what % of round they take

· Deal with how dividends are treated

· How liquidation preferences are treated

· Any conversion rights (preferred to common)

· Price at conversion is negotiable 

· Liquidation rights (redemption rights on how it would work)

· Dilution or anti dilution provisions on subsequent rounds... right to preserve existing % or right to invest more

· Voting rights

· Board representation

· Option pool specified 

· Registration and participation rights

· Stipulation with regards to shareholders if stock split/dividend/merger

· Information requirements - info required by company to deliver to shareholders

· Who counsel and legal expenses and who will cover them for the round

· Any number of terms specific to deal such as contingencies i.e. new CEO within time frame, warrant provision etc....

· Timing - execute this term sheet no later than tomorrow night midnight

If there are multiple investors, there can be multiple term sheets but usually the lead investor produces one. Multiple term sheets from different investors compete for the entrepreneur and then eventually, everybody invests with the term sheet that the lead picked.

11.2.2 A Real Term Sheet’s Table of Contents – A Company funded by Kleiner Perkins Caulfield and Byers recently

1. AGREEMENT TO SELL AND PURCHASE

· Authorization of Shares

· Sale and Purchase

2. CLOSING, DELIVERY AND PAYMENT

· Closing

· Delivery

3. PRESENTATIONS AND WARRANTIES OF THE COMPANY

· Organization, Good Standing and Qualification

· Subsidiaries

· Capitalization

· Voting Rights

· Authorization

· Binding Obligations

· Liabilities

· Agreements

· Action

· Obligations to Related Parties

· Title to Properties and Assets

· Liens, Etc

· Intellectual Property

· Compliance with Other Instruments

· Litigation

· Tax Returns and Payments

· Employees

· Obligations of Management

· Registration Rights and Voting Rights

· Compliance with Laws

· Permits

· Environmental and Safety Laws

· Offering Valid

4. LIMITATIONS AND WARRANTIES OF THE PURCHASERS

· Requisite Power and Authority

· Investment Representations

· Transfer Restrictions

5. CONDITIONS TO CLOSING

· Conditions to Purchasers’ Obligations at the Closing

· Conditions to Obligations of the Company

6. MISCELLANEOUS

· Governing Law

· Survival

· Successors and Assigns

· Entire Agreement

· Severability

· Amendment and Waiver

· Delays or Omissions

· Waiver of Conflicts

· Notices

· Expenses

· Attorney’s Fees

· Titles and Subtitles

· Counterparts

· Broker’s fees

· Exculpation Among Purchasers

· Confidentiality

· Pronouns

· California Corporate Securities Law

XYZ, INC

SALE OF SERIES B PREFERRED STOCK AND SERIES C WARRANT

DATE

TABLE OF CONTENTS

SALE OF SERIES B PREFERRED STOCK AND SERIES C WARRANT

Series B Preferred Stock and Series C Warrant Purchase Agreement, dated xxx, between the Company and the Investors listed on Exhibit A (the “Investors”)

Restated Investor Rights Agreement, dated xxx, between the Company and the Investors

Voting Agreement, dated xxx, between the Company and the Investors 

Co-Sale Agreement, dated xxx, between the Company and the Investors 

Schedule of Exceptions

Schedule of Purchasers

Warrant to Purchase Series C Preferred Stock, dated xxx, between the Company and KPCB Holdings, Inc.

CORPORATE ACTION, CHARTER DOCUMENTS

Action by Unanimous Written Consent of the Board of Directors of the Company, dated xxx

Action by Written Consent of the Stockholders of the Company, dated xxx

Amended and Restated Certificate of Incorporation of the Company, as filed with the Secretary of the State of Delaware on xxx

Certificate of Correction of Amended and Restated Certificate of Incorporation of the Company, as filed with the Secretary of the State of Delaware on xxx

Bylaws and Certificate of Secretary

Good Standing Certificate certified by Delaware and California Secretary of State and Franchise Tax Division/Board, dated xxx

Verbal Bringdown Good Standing Certificate certified by Delaware and California Secretary of State and Franchise Tax Division/Board, dated xxx

LEGAL OPINION AND BACK-UP

Legal opinion of abc LLP to the Investors, dated xxx

Compliance Certificate, dated xxx


Certificate of Secretary, datex xxx

MISCELLANEOUS


Evidence of Transactions


Copies of Stock Certificates PB-1 to PB-5

SECURITIES COMPLIANCE

Form D, Notice of Sale of Securities Pursuant to Regulation D, Section 4(6), and/or Uniform Limited Offering Exemption (“Form D”), as filed with the Securities and Exchange Commission (the “SEC”) and with the California Department of Corporations on xxx.

11.3 Divine InterVentures Web Page
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Divine Interventures – What to expect once your plan has been submitted:

Looking for funding? Services? A state-of-the-art facility where you can park your laptop? Sounds like you could use a divine partnership, a strategic alliance to help ensure your success. A collaboration to help you create value - in short order. The following provides a step-by-step overview of what to expect when you seek to launch a relationship with divine. 

A Nondisclosure Agreement
Your acceptance of divine's Nondisclosure Agreement (or "NDA") is a necessary part of divine's evaluation process. Divine is actively engaged in evaluating business opportunities and constantly receives business plans and other confidential information. Divine must be able to freely consider all business plans it receives, even those in the same or very similar field. However, we understand the value you place on your company's confidential information. Please read divine's NDA for further detail on the protection of your company's information. 

Getting a Password
Simply submit your name and e-mail address on the Submit a Plan main page and within minutes, you'll receive your personal password via e-mail. Then, return to our website (via the link provided in the password email) and enter your password to begin. 

Entering Your Plan 
You'll be asked to complete two preliminary review documents, "The Skinny" and "The Angle."

"The Skinny" provides an opportunity to share some basic information about yourself and your company. For example, "The Skinny" requests your name, address, company name, company type, your title, your relationship to the company, the most important people affiliated with the company, and the type of divine relationship you're interested in.

"The Angle" then invites you to share details on your idea and your plans for making it work. For example, "The Angle" requests information about your company mission statement, key goals and objectives, and your customer value proposition. 

Submitting Your Plan
Once you've agreed to the terms and conditions of our NDA (see Accepting an NDA above), you can immediately submit "The Skinny" and "The Angle" for review or opt to save your information to complete at a later date. 

Checkpoint
Once you submit these documents, we will review them to confirm completeness. If we find "The Skinny" and "The Angle" have been thoroughly completed, we'll contact you by e-mail to confirm our acceptance of your plan for review by a divine Deal Flow Analyst. If we feel your responses need attention, we'll e-mail a request for additional information, providing feedback to help you identify areas to strengthen to maximize your chances for success. 

Initial Review
Once accepted for review, we'll assign your plan to a divine Deal Flow Analyst. Your Analyst will thoroughly review your responses to "The Skinny" and "The Angle." divine will then decide whether to move forward in the process to form a beneficial partnership. We'll notify you of our decision via e-mail. If we don't feel your company and the divine family complement each other, we'll try to provide constructive feedback as to why we made our decision and refer you to resources that may be a better fit for you. 

The Business Plan
If we decide to continue the review process, we will request your Business Plan. Once the Plan has been submitted to divine, members of the Partner Development team will review it to determine the potential fit for a partnership. We'll try to leverage our network, relationships, and partner companies to get you the right support. 

Due Diligence
If after review of your Business Plan we decide to continue, we will create a Due Diligence team to communicate directly with the senior members of your company to continue evaluating a potential partnership. 

Commitment Team Review
Once Due Diligence is complete and your company and the divine team agree to establish a formal relationship, we will present the proposed partnership to the divine Commitment Team for review. The Commitment Team, which meets every two weeks, will make the final decision. If you're not identified as a well-matched partner, we'll try to direct you to additional resources better able to help you meet your objectives. 

The Term Sheet
If the divine Commitment Team approves a formal relationship, we will create a Term Sheet. The Term Sheet outlines all terms and conditions associated with the relationship. 

Partner
Once the Term Sheet is executed and formal documents are completed, we will welcome your company into divine's Internet Zaibatsu family. Your team can begin to collaborate with the best and brightest in the industry and take advantage of aggregated buying power and a variety of turnkey services to help your company excel. 

CCG Venture Partners - How To Screen Your Concept 

We are all really busy. Your time is valuable. Keeping this in mind, we want you to address these five questions: 

1.Is this a seed stage investment? In other words, would we be your first investor other than friends, family and "VISA"? 

2.Do you think your company is worth between $500,000 -$5,000,000 today before your first investor comes in? 

3.Do you have at least some of your management team in place? 

4.Is your deal an Internet concept or can it adopt the Internet as a primary component of its operating or marketing strategy?

5.Can you articulate your concept in less than 30 seconds? (i.e. "is it easy to understand?") 

If your answer is yes to all of these questions, we may be interested in your deal. Please take a look at our detailed screening section. These are the questions we will need you to answer before we can tell you about our level of interest.

Detailed Screening Questions

The Concept
1. Is the concept clear and easily communicated? 

                                                                   Yes  No 

Comments: 

2. Does the opportunity present itself as a real solution to a real problem? 

                                                                   Yes  No 

Comments: 

3. Are there any aspects of the business that you think CCG may find distasteful? 

                                                                   Yes  No 

Comments: 

The Market 

1. Can the market be determined? 

                                                                   Yes  No 

Comments: 

2. Does the concept clearly define who the ideal customer is? 

                                                                   Yes  No 

Comments: 

The Management

1. Is sufficient talent available, can we recruit into this industry? 

                                                                   Yes  No 

Comments: 

The Business Model

1. Is the Business Model simple and easily articulated? 

                                                                   Yes  No 

Comments: 

2. Is the concept first to market? 

                                                                   Yes  No 

Comments: 

3. Does the model scale well? 

                                                                   Yes  No 

Comments: 

4. Are the milestones that have been accomplished and those that you anticipate achieving, clearly defined and understandable? 

                                                                   Yes  No 

Comments: 

Financial 

1. Is this a capital-intensive concept? 

                                                                   Yes  No 

Comments: 

2. Can you justify the valuation you put on the company? 

                                                                   Yes  No 

Comments: 

3. Is there clear definition for the use of the funds?

                                                                   Yes  No 

Comments: 

11.4 The framework for our VC interviews

Objective: To find out how someone with an internet business idea can get money (first round/seed) out of this VC firm. 

Before the deal

1. What aspects of e-commerce do you invest in? Do you have a

preference on which sub-area ? Which rounds?

2. What other areas do you invest in? Can a company in any industry approach you?

3. How do you get your plans? i.e. via a website, through personal contacts/networking, phone calls...

4. What is the quality of most of the business plans you get?

5. Who reviews the plan in the firm? i.e. junior person, partner

6. While analyzing business plans, where do you get the industry knowledge? (specialist in the company or from your network)

7. How do you cope with the intellectual overload? Do you have some simple rules like has the mgmt team done it before, how much have the entrepreneurs invested, how big do they expect it to become, …?

8. What is the most important aspect of the plan? i.e. exec summary, team, financials, revenue model...

9. How important is the person's track record/ experience?

10. Do you offer help to rewrite the plan if there is a good opportunity?

11. Once you like the idea, what are the next steps?

12. What are the probabilities of getting a deal with you?

During/after the deal

13. Do you do deals alone? Do you prefer to invest with other VC firms ? Do you take the lead on deals? How many do they lead on vs. how many they just invest in ?

14. How many deals do you do in a month?

15. What kind of capital provider are you?

16. Can you briefly explain how companies that you funded got a deal with you?

17. How best do you like structuring the deals - straight common share purchase in a private equity transaction, preferred shares, debentures, ... ? What are the kinds of deals you have done ?

18. What if the company already has debt - secured debt, line of credit, …

19. Who are your main investors? What profiles do they have?

20. What kind of ROI do you expect? In how much time?

21. Are the deals formal? (written, long negotiations over equity % and so on)?

22. Do you act as capital provider only, or do you provide advice and management expertise to the management team?

23. What is the probability of success of the companies you have funded?

24. Have most of the companies you funded done their IPO’s?

25. How long does it take them (from the first round of funding)?

26. Where do companies do their IPO’s? (Nasdaq, Neuer Market?)
27. What do you feel is unique to E-commerce venturing?
� A search on AskJeeves.com yields the following definition of E-commerce: “The buying and selling of products and services by businesses and consumers over the Internet. Such a practice has exploded in the past year alone, as security issues have improved, and more and more consumers are buying and goods and services online also called e-commerce. Typically there are three types of e-commerce transactions: business to business or B2B (Cisco), business to consumer or B2C (i.e. retailers), and consumer to consumer or C2C (eBay) also called e-commerce.” 
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