
Getting Money from 

E-Commerce Professional Service Firms

Better, Faster, Cheaper

Our Top 4 Takeaways

1. The incubator model is becoming more prevalent

· Firms are realizing that they have vast resources that can help their portfolio companies.

· By leveraging these professional assets, they can help ensure the client’s success, attract better deals, and somehow realize a harvest event.

2. Investments are limited because venture capital funding is not their core competency

· Many companies admit that their core competency is providing services. They are not venture capitalists.

· They are admittedly less sophisticated than VC’s in valuation techniques, therefore many look toward their venture capital partners to set the deal terms. 

· Firms are scared of Wall Street’s perceptions of branching outside of their core competency.

· Entrepreneurs should still be prepared to present their plan with as much rigor as if they were talking with VCs.

3. Business development (sales) people are the usual gatekeepers

· However, they have limited authority.

· In most instances, the entrepreneurial company must become a client of the venture company before funding is approved.

4. Selecting a firm is more complex than going where the money is

· We have created a tool to help match your needs to the right firm.

Table of Contents

1Table of Contents

Quotes
2
How to Get the Smartest Money from E-commerce Professional Service Firms
3
Research Report
5
Qualification Sheet
7
Exhibit Analysis
8
Breakaway   (a professional services company)
10
Circle Strategies   (a professional services company)
11
Lycos Labs   (a professional services company)
12
Scient   (a professional services company)
14
Xpedior   (a professional services company)
16
Zefer   (a professional services company)
17
Smartbride.com   (an entrepreneurial company)
18
Xceleration   (an entrepreneurial company)
20
Exhibit 1 – Questionnaire Outline
1
Exhibit 2 - .com Scorecard
1
Exhibit 3 – Sample Engagement Letter
1
Exhibit 3 (continued) – Sample Engagement Letter
2
Exhibit 4 – Sample Services Contract
3
Exhibit 4 (continued) – Sample Services Contract
4
Exhibit 4 (continued) – Sample Services Contract
5

  

Quotes

During our interviews, we kept a list of quotes that defines the thought process of raising money. Companies that are attempting to raise money should understand a current entrepreneur’s thoughts on raising capital, and how the VC’s think. 

Entrepreneur’s Quotes

“Everyone wants to be an incubator, and everyone wants a piece of the pie.”

“I walked into their office [an e-commerce consulting firm] and they told me that ‘we’ve seen five deals today’, and then asked, ‘so what’s your pitch?’ Although I thought I had the power, I instantly began to try and sell them.”

Ben Levenbaum, CEO, Xceleration

"Many of the big firms were willing to do business with us but the cost would have resulted in giving up a huge portion of the company"

"We were able to negotiate the start of the development work without a formalized contract which is pretty scary"

Helen Lee, CEO, SmartBride.com

Venture Capital Quotes

“We do not fancy ourselves as venture capitalists… It is a tactical mistake for a services firm to become a venture capital firm”

“By taking equity positions you can’t make the realization of shareholder value within a year”

John Hollinger, Senior Vice President, 
New England Region, Xpedior Worldwide

"The high-end deals (B2B) will first secure financing and then get the technology"

"We would negotiate a fixed percentage of the company for consulting advice and then discount our fee schedule accordingly for the actual development work"

John Immel, Circle Strategies

How to Get the Smartest Money from E-commerce Professional Service Firms

1. Look for firms with multiple service offerings – very few companies offer only money. The current potential of the digital economy has many firms racing to supply multiple services to their client base.  Visualize the future of your business.  Which company can provide the services that you will need in the next stage of your business?  Do you need web hosting, database management, interactive web design or specialized accounting and legal services? Each firm has a different limit to what they are able to offer.  An equity swap with a firm that has multiple service offerings is infinitely more valuable than a one-dimensional firm.  In addition, as your business grows it will save considerable time if the firm you choose is able to leverage the existing business into increased service offerings.   

2. Summarize the cost/equity tradeoff.  Most companies have little in the way of sophisticated valuation methods and will look to receive a certain “number of shares” or “a percentage of the company”.  Be sure to have a thorough understanding of what the cost of the entire job is first before talking about the piece of equity involved.  By doing so you are able to hold the firm to a fixed amount while then arguing over the valuation of the equity piece.  You have the advantage provided you can support your valuation with solid business arguments.  

3. Evaluate the firm’s VC relationships.  In recent years many professional service firms have looked to cash in on the IPO boom by aligning themselves with VC firms that are helpful in bringing them new business.  However, this is a two-way street.  If a service firm has established contacts in the venture capital community this is a good way for an undercapitalized company to expand its network of contacts.   This trend should continue as this is the only way some service firms can compete with more established incubator programs and companies like CMGI, Softbank and Idealab.

4. Understand what size fish you are and want to be to these firms.  In the interest of aligning yourself with a big brand such as Zefer, Scient or Sapient you may be sacrificing the attention that a smaller firm may give you and you may need.  In other words, do you want to be the big fish in the little pond or the little fish in the big pond?  Many of the bigger firms commit to providing available resources and are hesitant to stick to specific timelines to complete the project.  The smaller and more eager firms might view your project as a number one priority and devote their best people to the effort.  Go with a smaller firm and sacrifice the equity swap if you are ready to go on development of the site and infrastructure.  Providing a “project bonus” for a completely subjective assessment at the end of the project can be a good incentive to some of the firms.  If you want the money from the big guys, try to mitigate the time-to-completion risk by having a vesting schedule that is tied to specific milestones and deadlines.  

5. Review the service firm’s own life cycle to understand their willingness to obtain equity.  Since equity swaps and venture investing are a drain on current cashflow, service firms will have a wide range of risk profiles.  This profile oftentimes has a direct correlation to where they are in their own lifecycle.  Typically, small cash starved firms will have a tough time swapping their services for equity since they need the cash now.  In addition, large public companies sometimes avoid the risk because they cannot realize the benefits of the investment in enough time to appease Wall Street.  This forces some firms to set aside a certain amount of money for investment that they will not exceed regardless of the quality of the business plan.  Do your homework.  Look to see what deals different companies have announced and how much money they have committed.  Do not waste your time contacting the firms that seem to have fully invested their portfolio.  Typically larger service firms will commit around 10-20 million total for their entire portfolio.

6. Find the deal maker.  Most of the current professional service firms have established sales forces in addition to the technology and consulting components of the business.  While these business development people do bring in the new clients they seldom have the final authority to negotiate terms of an equity swap or a venture investment.  Typically, a senior VP in the technology group or a senior manager in a certain service area has the ability to sign off on these types of deals.  In fact, firms involve the CEO in all of the venture capital decisions.  Talk to other companies who have secured financing and determine who this person is.  Wasting time running this deal through the entire organization will only force you to slow down the growth of your venture and force you to lose precious resources.

7.  Understand the make-up of their client list.  A firm’s client list provides a valuable insight into the overall philosophy of the firm.  If this list contains clients in similar industries or with similar business models there maybe potential synergies involved in doing business together.  The quality of financing from a service firm with experience in your field is invaluable as you attempt to expand your business.  Also, the potential of finding valuable strategic partners through the referral of a professional service firm is a fundamental reality of doing business in the new economy.   

8. Realize that this is an imperfect process and anything goes.  The glamour behind venture capital and the potential return on IPO start-ups has made everyone offering professional services interested in getting in on the action.  This means that the entrepreneur needs to be creative in defining the terms of an agreement and realize that someone out there is interested in your idea.  Stick to your valuation and negotiate a discount on the overall service cost because you do have the next great idea.  Most companies do not have the level of sophistication necessary to define terms and support valuations.  Get two complementary firms to co-invest.  One firm wants to invest but doesn’t offer enough money or services?  Tell them to find a partner and offer a list of names and referrals.  Firms are willing to do this because it also helps to spread their risk and makes them feel good about jumping on board with someone else.   

Research Report

Hypothesis

Our initial assumption was that e-commerce services were simply swapped for equity by a variety of firms.  In order to test this hypothesis we chose to examine three different things:

· Which firms did offer financing arrangements and why.  

· The different levels of sophistication between these firms.  

· The variance in the specific deal terms.  

Sample

The following companies were selected because they collectively represent a relevant cross-section of the current E-commerce professional services industry:

· Sapient 

· Agency.com

· Zefer

· Breakaway

· Scient 

· Rare Medium

· Xpedior

· Masterworks

· Circle Strategies

· Razorfish

· Partners & Simons

· Digitas

Methodology

We developed an outline/questionnaire (See Exhibit 1) to help guide the interview. We designed the questions to be open-ended which led to unexpected and intriguing responses.  The responses were summarized to cover the key points brought up during the discussion.

Results

After reviewing the interview results and analyzing the written documentation we were able to summarize our results.  Of all the companies contacted, the following did not do any form of investment or equity swap for services with startups:

· Masterworks

· Agency.com

· Razorfish

· Xpedior

· Digitas

· Partners&Simons

The rest of the companies did so to varying degrees.  The most interesting thing learned is the level of development of the range of services that most of the companies provide.  Whereas we believed that it was a simple arrangement of either infused cash to be used for E-commerce related services or a straight up swap for equity, companies are acting more like incubators for small business.  Some of the services that these E-commerce pros are providing include: 

· Full incubation services

· Access to a knowledgeable staff of potential advisors

· Office space 

· Technological infrastructure – including servers, backend and phone services

· Technical expertise at all levels from programming to architecture and strategy

· Legal services

· Accounting services

· Strategic partnerships

From the results gathered, we were able to develop “How to get the Smartest Money from E-commerce Professional Service Firms” summarized in the first few pages of this report. In the next section you’ll find the detailed write-ups for each of our contacts and the contact name and number should you wish to contact them for services.

Qualification Sheet

We developed an assessment model with the help of one of our industry contacts, the results of which were validated with our research from other companies.  The model allows the user to rate the different companies that we assessed in terms of important factors that are input into the form.  The results are matched to the best alternative company depending on the requirements of the user.

In an effort to assist businesses with the task of evaluating e-commerce professional service firms’ financial deals better, faster and cheaper, a qualification sheet was created.  This tool provides a simple framework so that financing proposals can be benchmarked against each other in an efficient manner.  This tool, however, only seeks to highlight the more common components involved with financing arrangements, and should not be relied upon to provide the only means of assessing the various proposals.     

The qualification sheet is the result of interviews conducted with three members of a web design firm whose company has completed many financing deals over the last several months, and is also supported by the findings with other interviews from other firms.  The underlying assumptions are listed within the sheet to provide the user a better understanding of how it was developed and how it can be used productively.

The sheet is in a Microsoft Excel format and is titled, “Qualification Sheet.xls.”

Exhibit Analysis

In addition to the interviews, we sought to obtain term sheets or other written documentation to help us further understand the structure of the deals.  Despite the fact that this information is considered ‘sensitive’ by our contacts, we were able to obtain several items.  These included; two actual term sheets and the details of a scorecard (Exhibit 2) used by one of the service providers to rate startups petitioning for equity swaps. 

The term sheets were obtained from an entrepreneur who has recently been looking for capital through a variety of different sources. The first term sheet (Exhibit 3) is a proposal from a local business association that acts as an agent for start-up funding. The second term sheet (Exhibit 4) is a proposal from an accounting firm that provides business management, accounting and tax services for e-commerce companies. Detailed assessments of these term sheets follow.

Exhibit 2: .com Scorecard

· Firms look for the same requirements that you would expect from a VC

· Concentration is on Market Opportunity, Market Size, and Market Demand – no surprises here

· The firms also consider the makeup and holes in the management team

· Critical mass and aggressive growth are expected

Summary

Although the firms vary in their degree of analysis, you should be prepared to present your ideas as clearly as required for any VC.  

Exhibit 3: Agent Capital 

· The client (entrepreneur) can look for additional capital if necessary. In other words, there is not a right of first refusal.

· The client can decline the money if he wishes

· If the client accepts the money, he may cancel within 10 days. However, the client may not pursue any form of funding with the sources associated with the agent (this list is not shown). 

· If the agent is successful in obtaining funding for the client, there is a specific 
“success fee” depending on the amount of money raised. This fee can be paid either in cash or a combination of cash and equity. The agent has the right to determine the cash or cash/equity options at the time the success fee is due.  (See exhibit for breakdown of fee.)

Summary

Overall, this is a good deal for the entrepreneur. The terms are not restrictive and the entrepreneur doesn’t have to give up a great deal of equity in return for cash. The negative aspect is that the entrepreneur doesn’t receive benefits that are typically associated with funding from a VC, Angel or Internet service company, such as a business contacts and advice. In this case, the entrepreneur did not go through with this proposal. The main reason was that he did not want to give up cash to an agent, he would rather go directly to the funding source and at this point is not in a position where he “needs” the cash. 

Exhibit 4: Accounting Service Firm

· In exchange for a combination of cash and equity, the accounting firm provides all types of business services including standard accounting activities, investment and insurance decisions, financial statement preparation, cash management, tax preparation and employee benefits.

· The fees are deferred and accumulated at 3X the standard rates. Subsequent to initial funding, the deferred fees are converted to equity at the lowest share price used for funds raised. In addition, a minimum monthly retainer takes effect at the rate of $2500/month, or the standard monthly rate less 20%, whichever is higher.

· After funding, the accounting firm defers 20% of their fees in equity at the current valuation.

· The firm holds one seat on the Board of Directors.

Summary

The Entrepreneur did not take this deal. The main reason was that he thought the deal was extremely one sided and the value of these services did not warrant an initial drain of the company’s equity.

Breakaway   (a professional services company)
Contact:  Janie Tremlett – Vice President, Strategy Services

Company Profile (background info)

Breakaway Solutions is the leading full-service provider (FSP) of ebusiness solutions for growing enterprises. They have developed a proven methodology to give companies a significant competitive advantage so they can capitalize on the Internet to support their customers, develop their markets, and build their business.

Breakaway Solutions offers integrated strategy consulting, systems integration services, and application hosting. 

The company considers itself to be a fully integrated solutions provider and requires it to be involved from beginning to end at all levels of the project.  That includes strategy, architecture, design, implementation, and sometimes hosting.  They usually will not simply write code.  The estimated cost for minimum functionality is $1 to $3 million and up to $5 million for a fully functioning solution.

Venture Arm

Breakaway has an unsophisticated fund that is not fully developed as a separate division.   

Requirements to be a portfolio company

· Breakaway concentrates on B2B (or B2B2C) plays primarily.  This is where they feel their specific competencies lie and where they can carve out there segment of the market.

· Must be a client of Breakaway’s

· Must be backed with money from top tier venture capital firms, therefore the company must be beyond seed

· Significant critical mass by end of year 3.  The minimum should be $100 million

Philosophy

Risk is an issue for them:

They will not exchange service for equity.

· Breakaway considers the two transactions to be completely separate, and won’t commit funds prior to the company signing on as a customer.  

Sample Deal

· Breakaway recently invested $1 million in Circles.  The term sheet that represents the deal was distributed in class.  It reflects the terms negotiated by the VC’s that led the round.  Breakaway does not negotiate the terms which is why they require a top tier VC in on the deal.  They believe that they do not have the expertise to negotiate the price or the specific terms and leave that up to the VC’s.

Circle Strategies   (a professional services company)
Contact: John Immel, Senior Technology Manager

Company Profile (background info)

Background information

Circle Strategies is a regional e-commerce services firm that specializes in a low-cost approach that enables startups to expand their business.  They focus on several core concepts in service that include: hosting/connectivity, web design, database management and strategic planning.

Circle Strategies usually works with early stage startups that are looking to use the Internet as a primary means to do business.  Typically, the like to work with companies that are new to the Internet since then they can develop a strategy from the ground up without attempting to mix technology components with which they are not familiar.

Venture Arm

Circle Strategies has trademarked a concept that they call Venture Technology.  They recognize the growing technology demands for Internet services by cash-starved startups and have defined a formula through which they will provide full service consulting.  In exchange for a fixed percentage of equity (4%), Circle Strategies will provide strategic consulting as part of a retainer agreement plus a discount on the normal hourly charges incurred during the implementation aspect of that strategy. 

The equity ownership has no direct tie-in to the hourly fees accumulated during implementation work and serves only as recognition of the strategic consulting offered by the firm during the planning process.

Circle Strategies also believes that the future of the new economy will be derived in the B2B marketplace and is now looking to build a replicable model that will capture the needs of clients in this market.

Client List 

· RfpMarket.com

· TaxLienAuction.com

· OrderTrust LLC

· Cell Press, Inc.

· e-Recruit

Lycos Labs   (a professional services company)
Contact:  Jeff Crown- Vice President and General Manager

Company Profile: 

Lycos Labs is Boston’s unique full service business accelerator that offers entrepreneurs early stage financing and guidance based on real world experience. From strategy, marketing and corporate development to operations and international deployment, Lycos Labs harnesses the experts who have built Lycos into one of the world’s largest and most profitable networks of Web destinations. 

Venture Arm

Lycos Labs has an early stage investment fund that is focused on start-ups. 

· They will not take more than a 20% stake in the business because of SEC restrictions. This is attractive to the entrepreneur.

· They focus exclusively on early stage financing opportunities.

Requirements to be a portfolio company

They will only invest in companies that fall into the following categories:

· Viral e-commerce- ie. Tripod, Hotmail
· ASP’s

· Wireless and pervasive computing- ie. Speech recognition

· Infrastructure- e-commerce, direct marketing

In addition, the company has to be a Massachusetts based business, or willing to re-locate to Lycos’ Waltham campus. This is due to the fact that the portfolio companies are housed on the Lycos campus in Waltham.

They do not directly exchange services for equity. The value they bring to the table is built around the information transfer and resource sharing between Lycos and the funded company. 

In essence the entrepreneur receives free consulting services during the initial stages of growth throughout all of the Lycos business units. Lycos views themselves as a provider of tested Internet skills that will accelerate a company’s liquidity event. Some of the specific resources and benefits that are available to the funded company are:

Engineering

· Launched 125 new services in 1999

· Advanced research team- ability to recognize future trends

· Experts in building scalable and international services

· Existing relationships with companies such as Akamai, MCI, Exodus

· Established processes and programs to build and manage a launch

Marketing & Public Relations

· Help select a PR firm for the company
· Positioning
· Brand Identity
· Guerilla marketing
· Brand awareness
· The Lycos brand opens doors
Finance and Administration

· Lycos creates books and sets up accounting- optimizes cash flow (Lycos wants the entrepreneur to develop the product and not have to focus on the money).

· Volume discounts with Lycos buying power

· M&A strategy with synergistic companies

· Helps in the IPO process

· CFO access

Human Resources

· Hiring expertise
Overall Benefits

· Angel and VC friendly

· Entrepreneur friendly

· Entrepreneur focuses on building company

· Lycos focuses on support services

· Speed to market is greatly increased

Process

· The business plan is submitted on-line through their Website, www.lycoslabs.com.

· Deals are ranked as they come in

· Select Lycos executives comment on pre-screened deals

· If they are interested, they will call and conduct a phone interview. Or, as Jeff Crown stated, a “phone grilling”. 

· If they are still interested they will invite you in for a presentation and interview.

The decision making process is very simple and straightforward. If they like you and your idea they will make a decision very quickly. Turn around time from plan submission to funding can be made in as little as 1 week. Decisions are made be Jeff Crown and a few select individuals from Lycos’ executive committee. BOD participation is 1 board seat. The time frame was defined as, “as long as necessary”. 

Scient   (a professional services company)
Contact: Lawler Kang

Company Profile (background info)

Background information

Scient is The ebusiness Systems Innovator™. They deliver electronic business solutions to create market leadership, breakthrough positions, and shareholder value. They:

· help clients figure out their ebusiness strategy rapidly. 

build complete eBusinesses at breakneck speed. 

· partner with clients to keep them on the edge of innovation for life.

Scient has served over 85 clients as of December 31, 1999, representing industry leaders in financial services, electronic markets (i.e., ".coms,"), enterprise markets and telecommunications. Illustrative clients include AT&T, BenefitPoint, Carstation.com, Chase Manhattan, Fasturn.com, First Union, innoVentry, Johnson & Johnson, Miadora, Metretek, Nasdaq, PlanetRX, PointServe, homestore.com(Realtor.com), MVP.com, sephora.com, Simplexity.com, and Washington Mutual Bank.

Venture Arm

They have created a $20M fund, Scient Capital Excelerator Program. 

Requirements to be a portfolio company:

· Must be able to achieve market dominance – they do not want to share markets with competitors

· Must be a Scient client

· Have to have attracted at least $300-400K of money from top tier venture capital firms

Philosophy

· All valuations and terms are set by the lead Venture Capital fund. Scient will contribute up to $1M per company.

· They strongly believe that they do not want to be in competition with Venture Funds – 50% of their core business is referrals from VC firms. 

· They see this arm as a way to partner with the VC companies, and to make gains for Scient – but they acknowledge that their primary business is professional services.  

· Because of their indirect investment, they do not negotiate any specific terms.

Risk is an issue for them

· Because they are a public company, they feel they need to focus on their core consulting business. Their investors do not purchase stock for their venture capital competency.

· They feel they are unsophisticated investors, but they partner with top tier firms, which limits their risk.

· Additionally, because portfolio companies are clients of theirs, they have a unique knowledge of the company.

They will not exchange service for equity

· There is no exchange of services for equity – all project work is billed at 100%. This is because the client companies already have committed money from the Venture Capital clients.

· Scient does not believe in incubator programs, and will not institute nor invest in them. The concern is that there is an incentive problem, and they feel there are too many conflicts of interest.

Formal process to obtain money

· Because all portfolio companies must be appropriate clients, the initial contact is through a sales call. Once a project contract has been signed and agreed upon, a discussion of venture funding is brought up.

· Because Scient takes a back seat to the VC’s, the process can be slow. The fastest deal that they have done took two months to close.

· Ultimate funding decisions have gone up through to the CEO, no other formal processes have been established.

How competitive is the environment for deals? Multiple bidders?

· They do not feel that they are in a competitive environment, because they are viewed as providing “strategic money”.

Can you provide a list of your portfolio companies?

· They would not provide a list of portfolio companies, nor a term sheet.

Other information

· They have created a Scient Affiliates program. It allows high level Scient employees, who are accredited investors, to participate in funds.

Xpedior   (a professional services company)
Contact:  John Hollinger, Senior Vice President New England Region, Xpedior Worldwide

Company Profile (Background Info)

Xpedior is the third largest ecommerce business services provider in terms of total revenues in the United States.  Their considerable growth strategy has focused around three key elements.  These elements include the following:

· Xpedior Process, a five-step methodology used to create ebusiness Solutions

· Ebusiness Xpediators, a collection of reusable solutions

· Solution Centers, high-tech facilities where professionals collaborate to create ebusiness solutions

These elements are wrapped around different service disciplines that many new ventures are looking for as they evaluate potential professional service firms.  First, Xpedior helps a new venture define and implement its business strategy.  Second, Xpedior secures and delivers the technology base from which a new venture can support it’s business.  Finally, Xpedior helps to creatively redesign the business concept to help attract and retain valued customers.
Venture Arm

To date, Xpedior has declined to offer equity swaps or direct cash investments to any concept stage or growth stage company.  They will consider offsetting some fees for startups with the hopes of retaining the client for additional services as the business grows.  Currently, revenues from startups represent only about 20% of their total revenue base and they do not feel that this figure will change in the near future.

Reasons for Avoiding the Start-up  

Xpedior is a public company that must address short-term profitability over long-term investment income.  The long-term harvest potential of a startup is an unattractive proposition for a company that must answer to Wall Street in order see it’s stock price perform well in the market.  Since, many of the employees are compensated from the option pool it becomes paramount that senior management protect the interests of the shareholder.

Xpedior developed from a spin-off inside a larger organization.  Many of the employees inside the organization are unfamiliar with the subtleties of private equity transactions and do not appreciate the risk/reward trade-offs involved in such transactions.

Xpedior has a long-term outlook of the new economy and is looking to establish relationships with those companies that will survive in the future.  As a result, Xpedior has focused on helping profitable, established companies move to the web, rather then create an entirely new web-based business.

Zefer   (a professional services company)
Contact:  Ed Chapman – Vice President, Business Development

Company Profile (background info)

Background information

ZEFER is a strategic Internet consulting and services firm. They work with both leading corporations and dot-com startups to design and build new business models for the digital economy-models with the power to fundamentally reshape business dynamics, reinvent whole industries and redefine the nature of competition. 

Their project teams are multidisciplinary, tightly integrating the skills of business strategists, experience designers, technologists and program management experts from start to finish, ensuring that the solutions they create are ambitious and forward-thinking, yet grounded and practical. 

And because only the most adaptable businesses will thrive in today’s fast-changing economy, they work with their clients to create Internet strategies and solutions that can continually evolve in response to changing market conditions. 

Venture Arm

Zefer has an unsophisticated fund that is not fully developed as a separate division.   

Requirements to be a portfolio company

· Must be a client of Zefer’s

· Must qualify to terms in their scorecard

Philosophy

Zefer believes that there is a multitude of opportunities for financial return in their client list.  They have developed a swap program to allow them to capitalize on opportunities as a company and as employees.  For every approved company that becomes part of their portfolio of both investments and clients, employees have the ability to invest.  This incentive benefits them in two ways:  (1) When working at Zefer employees have unique opportunities to get into early stage companies in terms of investment of money and of energy in helping the company to succeed via its Ebusiness systems (sense of ownership and bottom line responsibility) and (2) The work that they do for these companies is always the best efforts of the team which enhances Zefer’s name on the street.

They exchange service for equity

Zefer will usually have an idea of what the costs of the services will be, and make that the level of the investment.  Typically there is no transfer of money.  Zefer vests its stock at certain project milestones based on the valuation determined at the beginning of the project.

Can you provide a list of your portfolio companies

Zefer did most of the investing in the earlier companies that they dealt with including:  Foodline.com and Greenlight.com.

Smartbride.com   (an entrepreneurial company)
Contact:  Helen Lee and Steve Lanza

Company Profile (background info)

Background information

Smartbride.com is a development stage company started my two Babson MBA students who are trying to vertically integrate the wedding industry.  They are currently developing their website and are in the process of searching and evaluating different sources of financing to expand their business.

Potential Sources of Vendor-Based Financing


Large Web Development Firms

· Typically won’t consider a small equity swap without the presence of some degree of venture capital.  This is problematic for current e-commerce companies since VC's want to see a working model and some degree of organic web traffic before they will provide funding.  This is especially true for companies like Smartbride.com that are not first movers in their industry.

· Firms will look to charge $300,000 to $500,000 for this initial degree of development.  This can represent between 30-60% of the average angel-funded company.  It would be much more difficult for a company to secure future rounds of financing if large portions of the company are already owned by outside web development/consulting firms.

· More formalized agreement that can have certain terms like a venture capital arrangement.  Prospect qualification sheet and a structured term sheet.  

Small to Mid-Sized Companies

· Most firms will consider an equity swap although it is usually around a 50/50 split between cash and equity.  This percentage is sometimes negotiable but Smartbride.com found it difficult negotiating with firms with which they were not familiar or did not have a contact.

· A web site development project may cost around $20,000 to $50,000 for initial development.  The companies usually agree upon a total cost of the project and then agree upon the split percentage.  The web development company typically depends upon the valuation of the entrepreneur and how they see the shares performing in the current marketplace.  For example, a dot.com like Smartbride.com would offer roughly 20,000 shares at their current valuation of $0.50/share to offset $10,000 in fees.  

· Not geographically specific.  Smartbride.com is currently using a front-end developer in the New York City area that they were familiar with. Usually, they do not need to be in the same city to either communicate or alter the design work.  

· Lose a great degree of control over the timing of the development.  In the sense that you “get what you pay for” smaller firms have a greater difficulty with the timing and the rollout of the project.  With Smartbride.com this was a necessary evil as they tried to save money (and preserve ownership) by going with a smaller firm.

· It is important to understand who makes the decision in the organization.  While most of the mid-sized firms have sales forces, it was not until Smartbride.com met with a senior programmer and the VP of Engineering that they were able to negotiate an appropriate deal.

List of Companies Contacted/Consulted

· Appnet, Inscribe, Corporate Technologies, Circle Strategies
Term sheet/Contract

· A rather informal arrangement.  Smartbride.com was able to secure an equity swap without a formal agreement.  The number of shares and a cash payment were enough to begin development work.  In fact, a contract was still not signed after the work had already started. 

Xceleration   (an entrepreneurial company)
Company Profile (background info)

Background information

Xceleration is an incentive management company specializing in on-line performance improvement programs.

With more than 15 years combined experience in designing, implementing, and participating in sales incentive programs, Xceleration can help your company: 

· Promote and reward employees for achieving corporate initiatives 

· Motivate, increase, and track revenue performance 

· Communicate goals and results to participants and management 

Most importantly, Xceleration will help your corporation ACHIEVE and EXCEED objectives with a cost-effective Incentives solution

The deal with the Web Development Company

What Xceleration got

· Free web development and hosting

What they got

· 1 year agreement to be hosted at his site

· As his service grows, it will bring revenue

How he approached them

· Brought a blueprint of what he wanted 

· Business case consisted of a few assumptions and a simple spreadsheet

· He knew the development company had extra bandwidth

Current Issues

· Because he still does not pay, he gets poor service. He is considering moving but the lock-in agreement is a problem. He is going to approach them by calculating how much it would have cost to build the site, discount it at 25% and then demand the source code. They have the power because they have the code and the lock-in.

Exhibit 1 – Questionnaire Outline

I. Company Profile (background info)

· Specialty

· Vertical/Segment

· Size/Growth

· History

· Published VC division?

· Key Players (management)
· Key Customer List

II. Venture Arm?

· How are investments or equity swaps for services handled

· How formal is your investment approach?  Do you have a separate division for instance?  How big is it?

· Are valuations determined internally or externally?

· How much money in time/resources are committed to such investments?

· Are certain services better suited for equity swaps because of cost or time to implementation? What are they?  

· How is performance measured?

· How competitive is the environment for deals? Multiple bidders?

· What do your term sheets usually look like?  Do you have a boilerplate agreement?

· What do you look for in a potential portfolio company – any specific industry, competency, etc?

· Can you provide a list of your portfolio companies?

· What are some of the stumbling blocks you have encountered while negotiating?

· What are the specific terms that you look for in the term sheet?

· BOD participation

· Level of ownership

· Future business arrangements (i.e. purchase commitments)

· Performance contingencies (sales revenue/income levels)

III. Portfolio Company Qualifications
· Industry

· Market Size

· Margins

· Market Opportunity

· Team

· Experience

· Understanding of Opportunity

· Stage of development of the idea

· Stage of investment

· Seed

· Angel

· A round VC

· B round VC

· C round VC

· Bridge

· Mezzanine

· Do you look for companies that complement your current business? 

· Do you look for companies that have merger potential?

· Have you funded companies that have been started by current/past employees? (This one may not be relevant)
· Additional investors

· Who else do you want to see involved / leading the round for you to be the most comfortable making an investment?

· Who will you not participate with? (competitors / client companies, etc.)

· Synergistic potential of future company with your growth

IV. Decision Process

· Who makes decision?  What are their backgrounds?  How many people must approve?

· How long does it take?

· What are the usual steps 

a. Deliver plan

b. Present plan

c. Q & A

d. References

e. Negotiate terms

· How do you diversify the investments? Do you concentrate in certain industries or areas of expertise?

V. Working with the portfolio company

· How often is there interaction between you and the portfolio company?

· What is the nature of that interaction?

· When do you start getting nervous about the investment?

· How is this mitigated?

Exhibit 2 - .com Scorecard

Elements

Most of the elements of the scorecard are quite familiar.  They pretty much mirror what any VC will look at in terms of a cash investment.  Just because the company has potential however, doesn’t automatically mean that The firm will invest.  The firm must see that they can add value to the organization through there own set of competencies.  If Ebusiness isn’t at the core of the business model, The firm will usually take a pass.  Some of the larger companies have the necessary resources and project requirements, but lack the commitment to making it a successful or even substantial part of their business.  This also would default a no investment by The firm.

1. Mgt. Team confidence in ability to execute

2. Scale: expertise and no experience ---------or expertise and experience

3. How much funding and the funding source?

4. Advisor team that will support the success

5. Relevant experience

6. Clear and compelling strategic vision

7. Quality and feasibility

8. Large enough market opportunity – DSI was not

9. Stage of maturity

10. SCA

11. Level or rivalry

12. Sustainable asset

13. Partners

14. Internet initiatives

15. Size of initial engagement

16. Life cycle

17. Serious competitors

18. Degree of fragmentation

19. Technical objectives achievable, buildable

Contract

20. Each one negotiated separately

21. Must have skin in the game
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Exhibit 4 (continued) – Sample Services Contract
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Exhibit 4 (continued) – Sample Services Contract
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