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fran witzel: introduction
Good morning.  I'm Fran Witzel, Vice President of the Morino Institute's netpreneur.org, the .org community for .com startups.  It is my great pleasure to welcome you this morning to our Coffee & DoughNets event.
	Today we are going to discuss the Anatomy of an Acquisition from the netpreneur's perspective.  Despite IPO fever, getting acquired by another company is still the more common exit for high growth netpreneurs by far.  We are fortunate to have with us this morning a noted author and expert in the field of mergers and acquisitions (M&A) to introduce both our topic and our panel of netpreneurs who will share their experiences in selling their companies.  We will then open up a question and answer session, followed by a wrap-up by Mario Morino, a man who has been on both sides of the acquisition transaction.
	I now want to introduce Alexandra Lajoux, Director of Research at the National Association of Corporate Directors, Editor In Chief of Director's Monthly and author of several books about M&A, including The Art Of M&A Integration, The Art Of M&A Financing & Refinancing and The Art Of M&A Due Diligence.  Her true passion, right now, however, is a chorus that she has organized at her son's middle school in South Arlington.  The group's theme song is "I Believe I Can Fly," and that is her theme this morning.
alexandra lajoux: i believe i can fly
Ms. Lajoux:  Thank you, Fran.  Good morning, everyone.  It is truly an honor to be here. I consider this to be a living, breathing emblem, personification and embodiment of all that really makes this country great.  Here you are to teach one another, to learn from one another about your field—.com companies obtaining capital in order to fly, and possibly buying other companies or selling your own down the line.  I'm very enthusiastic about this.
	I started out in the M&A business when I was 15, clipping newspapers for my dad who started a publication called Mergers and Acquisitions, which still exists today.  While I won't promote my own books, I will say that this publication, long since acquired, has excellent information about trends, and it has a lot of good news for you.  It tells us, for example, that in recent years the amount of money spent on companies like yours has gone up to $15 billion.  Every year a few hundred, sometimes 400 and up to 500 companies like yours in the information and computer industries will sell at good prices.
	The average price is about $300 million for companies like yours; the median is smaller, about $35 million.  That means half of the deals done are above $35 million; the other half below.  That is true of all deals in general, and it is one of my points. In the public perception, M&A is about two very large, equal companies coming together and finding synergies by reducing costs and cutting manpower.  It is seen as a greedy, Wall Street phenomenon that reduces jobs in our society and reduces the livelihoods of families.  In fact, that is far from true.  M&A is the ultimate exit for entrepreneurs like you who have the vision to pursue a dream, but who do not necessarily want to keep a company your whole life.
	We have a vital, vibrant M&A market with some 10,000 deals every year—and that is only counting deals valued at $5 million and up.  Also, there are several hundred funds, commercial banks, investment banks and other sources of capital looking for companies just like yours, and you can find their names and addresses in the book, The Directory of Buyout Finance Sources, published by Securities Data.
	It reminds me of a statement that Peter Drucker made years ago about M&A.  Why M&A?  There are many lists that give you all kind of motivations, but Drucker said that it's a choice: do you want money or do you want assets?  If you want assets, you put your money in M&A.  That's why it will always be with us.  People are looking for assets, and there are always people wanting to buy rather than build.
	I think it's about time for me to turn to the real experts.  I'm just a derivative person quoting and describing people like those on our panel, starting with Raj Khera, co-founder and CEO of Khera Communications, and two popular portal sites, MoreBusiness.com for small business, and GovCon, a company he recently sold to VerticalNet.
raj khera: find the honey
I wish that you were going first, Mario, because I learned a lot from you.  If you spoke first, I would follow with "What he said."
	At one of the very first netpreneur.org events, Mario talked about The Dangers of Ego And Greed.  That was crucial to us selling GovCon.  I didn't own the whole company.  I owned a portion of it and got diluted because we had to bring other people on board.  If we hadn't brought them on, however, and taken that dilution, we would never have sold the company for what we did.
	GovCon changed an industry.  It changed the way government contractors found bidding opportunities, market research, regulations and other information.  We were the first Web site to put the Commerce Business Daily online, the government publication that has bidding opportunities in it.  We put it online and made it available to people free.  When you put something like that online, we call it "the honey."  It's something people go to see every single day, a reason they want to come back to the site.  It was our stickiness factor.  The fact that we did it first was very important because when you are the first to market, you have established a name for yourself.
	What did we have that someone wanted to buy, rather than spending the money to build it themselves?  It may be cheaper to build something yourself, but how far along will you be if you buy something rather than build it?  We are pretty confident that one of the reasons VerticalNet acquired GovCon was that we had the number one position in the government contractor marketplace. If you went to a government contracting conference or if you talked to other government contractors, everybody knew who GovCon was.  That was an important factor.  Outside the industry, not many people knew who we were, but that didn't matter because people did know us in our particular niche.
	The brand name was very important, and so was the user base which we had built to over 100,000 registered users.  We had demographic information on them and we had an email list that was absolutely phenomenal.  People wanted to rent or buy our list, but we had a strict policy against that.  It's actually what maintained our customer loyalty.
	So what could VerticalNet do?  They could replicate all of GovCon—the data was available—they could go find people to build a similar site, but they wouldn’t be able to capture that user base or the brand name in such a quick period of time. They made the decision that it was cheaper to just give us money or, in our case, stock, for what we had built.  They can increase their page views and use or sell GovCon’s info across other VerticalNet communities.  It is a very good fit for them, and that was one of the reasons they were interested in buying us.
	Why did we want to sell rather than take the company public or wait it out and maybe sell for more?  It goes to another thing Mario said a long time ago, that the company you are working on now may not be the last one you start or the one you continue with.
	We built GovCon, and my experience was paid for by the dilution that I suffered.  I had to get that somewhere.  I couldn't just go out and start a company and sell it for billions of dollars.  I didn't have that experience, but I'm acquiring it and, someday, I hope to do something like that.  However, you also need some financial security, and that was one of our motivating factors.  Another was that we did some due diligence on VerticalNet and figured that their stock was getting ready to go through the roof.  It did, after we sold, and we were very happy about that.
	You need to do your homework on the company that may be interested in you.  If the company you are thinking of selling to is stagnant, or even going downward, be very careful.  Don't sell; walk away from the table.
	I can talk about how we got acquired, but not about the terms of the deal.  The folks at VerticalNet were tough negotiators.  We sat at the table and went through the whole discussion about, "Okay, what are you worth?"  They threw out a number, and we thought, "Oh, my gosh!  Is that all they think we're worth?"  We were so stone faced that they just looked at us and said, "What?  You ready to throw tomatoes at us or something?"  We went back and forth, and we didn't think the deal was going to happen.  This was around October of last year.  On the drive back from Philadelphia with three of the partners in the car, we were just going at each other: "You should have said that.  You should have done this."  We decided never to go camping together after that, and we arrived home thinking the deal wasn't going to happen—we wouldn’t let it happen at the price they quoted.
	A couple of days later they sent us an email saying, "Well, okay, the highest we can go is this."  It was a little bit higher, but we had something bigger in mind.  We went back and forth and back and forth, and then they came back to us and said, "Okay, this is about as far as we can go. We don't have much more negotiating room."  We asked, "What do you mean by not much more'?"  They said. "We have this much wiggle room."  We thought to ourselves, "All right, if they have this much room, let's try to shoot for something just a little higher." That’s the way you negotiate these things.
	One of the most important things I learned came from one of my mentors and partner was to start high because you can always go lower, but you can't go higher.  That's what we did.  I think my partner actually started really high, and that is one of the reasons we were fighting in the car on the drive back home, but it worked out.
	A couple of other quick lessons learned before I turn it over to Oron. One, they will be tough negotiators so be prepared for that, and be prepared to walk away.
	Two, as you build your business, one of the most important things I can tell you is that if you don't have the best performing people, you have to terminate them.  That is one of the things that prevented us from growing as fast as we could have.  We had a few folks on board whom we had to let go, and I just couldn't do it.  Too much of a nice guy, trying to make it work out.  It wasn't working out.  Finally, they left.  We brought in some other people, had the dilution and then everything turned out well.
	The last thing I want to say is that I had no idea how emotional this experience was going to be. GovCon was something my brother, Vivek, and I started in a basement.  It started as a Pentium 66 connected to a 28K modem.  It was one of those homegrown stories.  When you have something like that, when you go through all the ups and downs, you know the nuances of your business inside and out.  You have been working on it for years and someone wants to acquire it, yes, yes, we're all happy.  But you start to get so emotional.  I had no idea how emotional it would be, so be prepared for that, too.
Ms. Lajoux:  Thank you, Raj.  Now let me introduce Oron Strauss.  At 27 years old, he is already a successful entrepreneur.  In April 1996, Oron co-founded Net.Capitol, Inc., a provider of Internet-based products and services for public affairs and political organizations.  Net.Capitol was acquired by Netivation.com in December of 1999, and Oron is now President and CEO of Netivation's Public Policy and Politics Division.


oron strauss: always an entrepreneur
Thank you.  It is a true honor to be here.  This is my second time speaking at a netpreneur.org event.  The first time was more than two years ago.  Then, we were in the middle of a big change in our business plan, and I guess that it worked.
	I want to quickly go through seven key lessons that we learned going through the acquisition process when we sold Net.Capitol to Netivation:
	1. It takes forever.
	2. It ain't easy.
	3. It's personal.
	4. You learn who your friends are.
	5. Don't forget your people.
	6. The future matters.
	7. Remember, you're always an entrepreneur.
	I'll go through them quickly, interspersed with questions for the audience to win some prizes.  Before I do that, however, I want to say that, from my perspective, we have been extraordinarily lucky.  First, in building Net.Capitol and being able to find an incredible team of people who have been dedicated and emotionally invested in it.  I can't underscore Raj's point enough—the value of having people who buy into and go through this process with you is just an amazing thing to be part of.  To be able to walk down the hall and see the expressions on people's faces; to be able to go back to investors who made a bet on you, personally, and nothing else, and say, "You have a 5 times, 10 times, 20 times, 50 times return on your investment."  That's a very powerful thing.  I won't ever forget it.
	OK, the first lesson, "It takes forever," and the first question for the audience.  Multiple choice.  Any guesses on how long it took?  We were not a big company—35 employees with a little over $1 million in revenue, although no official numbers are being disclosed here, of course.  How long did it take us to do our deal?  Three months, six months or 10 months?  Anyone want to take a guess?
Participant:  Ten months.
Mr. Strauss:  All right.  You are the winner of a Net.Capitol Tech Team T-shirt.   These are sentimental gifts now.  [Strauss tosses the shirt into the audience.]
	It took a very long time.  One of our first meetings in New York coincided with a trip I was taking with one of my partners to see an opening day baseball game at Yankee Stadium.  Come October, as we were in the final stages of negotiations and trying to really push the deal through, I was sitting with the same friend watching a World Series game, which the Yankees won.  We said to ourselves, "Do you remember when we started this process?  It has been a whole baseball season."  That gives you a little perspective.
	The point is, these things take time.  That is not a necessarily a bad thing, however, because there is a lot you learn in the process.  You need to be patient.  Sometimes you need to be impatient and push things through, but, in our case, it was a 10-month process and we got there eventually.
	The second point is that it ain't easy.  It's a hard process.  Negotiation is tough.  Bringing your people around is tough—inside the organization; your investors, being able to convince the outside people—and you as the entrepreneur, the CEO, you are right in the middle of it.  It is an incredible balancing act of trying to bring together a bunch of different constituencies.  You have to make as many people as you can happy.  You have to go to the other company and get them invested in who you are, then you have to go back to your team, after beating up on the other side for so long, and sell them on why it is a great deal and why this team is so great.  It is a real balancing act, and it's also very complicated.  You bring in investors, the legal team and the accounting team, even when it's a tiny deal like ours.
	Here's another multiple choice question.  Our final legal agreement was: 50 pages long, 100 pages long or 200 pages long?
Participant:  200.
Mr. Strauss:  All right, another T-shirt.  Since Net.Capitol is no longer around, these are things you'll want to keep on your wall.
Ms. Lajoux:  By the way FindLaw has sample agreements posted, starting today.
Mr. Khera:  So does MoreBusiness.com, as well as business plans and many other resources.  Go there first.
Mr. Strauss:  The value in those first two lessons is that it forces you to build a relationship with the acquiring company, especially if you are going to work with them going forward.  That's extraordinarily important.  As contentious as the negotiations can be, as long as they can be drawn out, as frustrating as that can be, it is still part of a process of building a relationship.  You learn a lot about the people that is truly valuable.
	Third lesson is: It's personal.  This is a very emotional decision and, more importantly, it is about the people.  My first investor and my mentor with Net.Capitol is someone I interviewed while writing my thesis at Dartmouth—Brad Feld, a general partner with Soft Bank Ventures.  I first presented the acquisition to him and said, "These guys have approached us.  We need to talk it through."
	By the way, it is kind of funny how Netivation approached us.  We had an employee leaving who called Netivation and said, "Hey, I was working at Net.Capitol and I'm looking for a job."  They said, "Well, we're not really interested in hiring you, but we would love to talk to your CEO."  Funny how things work out.
	Anyway, Brad said to me, "Stock prices will go up and down; valuations will be all over the place.  It is going to be complex, with a lot of back and forth, but, at the end of the day, this kind of deal is about the people.  Are these people you want to get into bed with? Are they people you want to be a team with?  Ultimately, that's the personal decision you and your management team have to make."  It's the best advice I got throughout the process.
	The next lesson is: You learn who your friends are, and who they aren't.  I had one former employee threaten to sue us.  It's about money.  Greed becomes an issue that you have to be ready to deal with.  There have been cases of companies where employees brought totally bogus lawsuits just as the IPO was about to go out.  At the end of the day, they are holding you hostage.  Your job, as the entrepreneur, as the CEO, is to get the deal done.  You can't get caught up emotionally in knowing that someone is doing something wrong, something you perceive as evil or whatever.  You have to get the deal done.  Those people will come out of the woodwork.
	Another example is that I had a board member who had invested some money.  It was a name kind of a person to bring on my board, and he had some real problems with the deal.  I would get these phone calls where he would literally harangue me for 45 minutes about why I was just going after the money, that this is a bad deal, that I was in over my head, that I couldn't negotiate this deal because I don't have any experience—personal, really going after me.  On the one hand, it kind of makes you angry, but, on the other hand, you recognize that he is doing his job as a director trying to get you the best deal.  You have to separate the emotional from the business deal, but you learn about people and you take away that lesson going forward.
	I'll go back to Brad for another example.  This was a tiny deal in his total portfolio.  He is a top venture capitalist doing huge deals, but, because of the personal, mentoring relationship that had been established, he was totally involved in the deal.  He sat with us through the negotiation sessions, helping us do the deal.  He was behind us 100%.  When we went through it with the other board members, he said, "Look, this is Oron's deal.  He has to run with it through his management team.  I'm not going to sit here and rubber stamp things, I'm going to ask the tough questions, but, by the same token, it's his deal and he's going to run with it."  He's been a terrific supporter.  When you find those people, you really want to latch onto them.
	The fifth lesson is: Don't forget your people.  As the entrepreneur and CEO, you probably have the most at stake.  You probably invested the most, you have worked the hardest and you really feel it is your decision to make.  However, for the most successful deal, you want to bring your whole team in on it.  The whole team is your employees, your customers, your investors and everyone who is associated with it.  If you do that, if you get buy-in from these people, it makes the deal that much more powerful.
	At Net.Capitol, we had a pretty flat management structure and kept our whole team abreast of the situation every step of the way.  Obviously, you have to enforce confidentiality and be careful, but the point is that this is their lives, too.  Maybe they didn't invest as much as you did, but they bought into your vision, your dream.  They made sacrifices and commitments to make it happen.  It impacts them directly, so you really want to get them involved.  Also, because they are not directly in the middle of the process, they are going to give you valuable insights if you open those lines of communication.
	The sixth lesson is that the future matters.  You have to think about the next steps and what's involved in the process.  In the last two months since we closed our deal, we have helped close five other acquisitions.  We opened three new office spaces, launched E-Primary at Votenet.com and hired a dozen new people.  I have grown from managing a staff of 35 to 80. In the meantime, we've also hit our revenue numbers. There's been an extraordinary acceleration of things to do. You have to be prepared to deal with that going forward.  You can't just say, "The deal is done; now I'm going to rest."  You must be ready to make the commitment—or not make the commitment, in which case, make sure you're honest about it through the process.
	The final lesson: Remember you are an entrepreneur.  Here's kind of a goofy question for the last prize.  Is "Bonzo" the name of my dog, the name of our intranet association management product, the nickname of Led Zeppelin's drummer or all of the above?
Participant:  All of the above.
Mr. Strauss:  Exactly.  You get a Net.Capitol hat.  The point is that you have to have fun through the process.  Don't forget who you are.  Don't forget what this is all about.  It is about your life, about chasing your dream, about living out your destiny.
	Here's a little story about how I announced the closing of the deal to our company.  We have a weekly staff meeting every Monday and the team was gathered in a big room outside my office.  I pretended I was on the phone with the CEO of Netivation and was yelling at him saying, "I can't believe you are doing this to me.  We've been through this so long."  People were standing outside the room listening with some strange expressions on their faces.  I slammed down the phone after cursing at him—and I never curse, never get upset.  People were wondering, "What's going on with Oron?" I said, "Mark, Nick, come into my office.  I need to talk to you."  I had these two people on my management team kind of involved with this thing.  We're talking in my office, it's kind of quiet and everyone in the outside room is wondering what's going on.  After a little while we started yelling at each other and saying, "I can't believe you would do this."  They're telling me how I screwed up the deal, that this is their lives and asking what they are going to do.  This is an Oscar winning performance.
	Finally, Mark storms out of my office, slams the door and storms out of the main room.  We waited another couple of minutes, then we went out to the group.  I had a very serious, somber expression on my face and started explaining how we'd been through hard times before, that this has been a long roller coaster ride, how you have to persevere.  I went on with this for a good five minutes.  Everyone was really shocked and nervous.  You could hear a pin drop.  Finally, Mark came back in the room, swings the door opens and hands me an envelope and saying, "Here's the letter you wanted."  No one can believe that Mark is actually going to resign.  I open the letter and hold it up for everyone to see.  In big letters it says, "Congratulations.  The deal is done."
	Have fun with it.  Enjoy the process.  Don't forget who you are.  The money and rewards will follow, and that's what it is all about.
Ms. Lajoux:  Now, we're moving on to Frank Wood, who started out as the President and CEO of ToFish!, Inc. which commercialized a histogram-based image matching technology developed by his partner Greg Pass at Cornell.  The technology allows you to search the Internet for pictures similar to ones you provide by analyzing pixels to a profile, then looking for similar profiles.  ToFish! was acquired by a small company called America Online (AOL) on January 18 for an undisclosed amount of stock.
frank wood: david's slingshot
Thank you and good morning. I want to be the first to announce to all of you that one of the final sticking points in our deal has been worked out as of this morning. There was a small issue with the name, so from this point forward, the company will now be called ToFish! AOL Time Warner.  Just kidding.
	My deal is a little bit different than those of my two friends here since we were a straight technology play.  The best way I can explain it is that AOL was Goliath and we were David.  We had a really cool slingshot that worked better than most everybody else's slingshot.  Unfortunately, their hand was a little too large to use it, so we delivered it to them and we're helping them make the best use of it we can.
	A shockingly short amount of time ago I was sitting way back there in the corner of this room listening to Mario and other speakers.  I really didn't know much about how all of this works then, so it is both a shock and an honor to be sitting up here trying to convey what I learned to all of you.
	Here's our story, very quickly, since we're not quite as high profile as some of the other people up here.  We managed to remain in stealth mode throughout most of our existence.  In November of 1998, we were funded by Steve Walker & Associates, largely due to an introduction from Fran Witzel of netpreneur.org to Gina Dubbe.  In about March or April we rolled out a product called CFish, a copyright tracking application using our technology.  It was the first implementation of an actual product, and it didn't go anywhere.  No market.  Around September of 1999, we rolled out another product called ImageFish, which was a direct encoding of the technology that we could give to other search engine and database companies.  There was a lot of excitement about it; unfortunately, we were running out of money and needed to do something.  The companies we were dealing with were very, very large, and in every one of our discussions the subject of acquisition came up.
	When looking at the choice of raising another round of money, given the valuation we could get, or going the acquisition route and cashing in, it was a pretty clear choice to be made.  It was just a matter of getting it done.  I'm an engineer, so one of the things I can tell the other engineers in this group, is that, yes, it does happen.  That is my first five points.  It does happen.
	These kinds of deals happen all the time.  They're common.  When I sat back in the corner of this room  that last time, I didn't know what M&A was.  I know now, and, hopefully, many of you will soon as well.  When you're writing your business plan, which I assume many of the first-timers are doing right now, that little liquidity section is for real.  It really does happen, so pay attention to it.
	Oron stole some of my fire.  I don't have any T-shirts to throw into the audience, but it does take a long time.  Our deal took six months to close, but I think we may have beaten him on the number of pages in the agreement.  It was a monster to deal with, and a lot for us three guys at ToFish!.
	Valuation.  Unlike these other two panelists, we were a straight tech deal which is very hard to value.  It's essentially all "goodwill," and an argument from start to the finish.  What is it worth?  Who knows, but it worked out okay.  As I said, their hands were too large to operate the slingshot, so all of the employees of ToFish!, including myself, are working at AOL operating that slingshot.
	Part of the deal is that you have to worry about how long you get locked up—how long and what are the terms of your lockup.  We managed to negotiate a amenable deal.  But it is something you should keep in mind if you are at a stage where you're considering being acquired.
	I'll finish up by repeating some things that have been shown to be true consistently, that you hear over and over again, but you just can't hear enough.
	Keep your ducks in line; keep them in order.  When you are going through this process, every little ghost in the closet is going to come out and haunt you.  If your paperwork is not right, if your accounting has slipped, if you are not keeping track of everything or if one of your employees has not signed a certain agreement, it all comes out.  Do it beforehand because you are going to eat a huge legal bill if you don't take care of it up front.
Mr. Khera:  You're going to get a big legal bill anyway.
Mr. Wood:  That is true.  But it is going to be even bigger if you don't have things in reasonable shape beforehand.
	You are not going to be able to hide anything, so don't bother to try.  Anything that you can sneak past an investor or during the course of running the business is coming out.
	My best piece of advice is to find somebody to help you through the process if you haven't done it before.  Is Gina Dubbe in the audience?  There she is in the back.  Gina was instrumental in working this deal for us.  She was our primary contact at Steve Walker & Associates and saved the day more times than not.
	Thank you.
the audience: q&a
Ms. Lajoux:  Now is the time to ask your burning question of any of our panelists.  As you are thinking about them, I'll start with one that came in by email, "Did you actively seek an acquirer by making all the contacts and cold calls, or were they looking for you?"
Mr. Khera:  Well, we had a bit of an unusual deal.  It was fast.  We met with them in October, and they decided they wanted to do the deal.  If they were going to do it, it was going to happen in three weeks.  Before that, however, we had been approached by a couple of companies.  Those didn't work out because the valuations were just way out of line.  We actually had a lot of government contractors come to us.  If anybody knows the way government contractors value, it is strictly based on your revenue and that was not going to work for us.  One company valued us at something like $800,000 and I said, "You have to be kidding!"
	We had a colleague who knew somebody in a high position in VerticalNet and he introduced us.  We went there, met with them and everything happened very fast.  Within a month we had the deal laid out.  In another couple of weeks we got the letter of intent; then, within a month to a month and a half, we went through the due diligence process.  Frank is right.  It is a bear, so you had better have all your ducks in a row.  You had better get your accounting act together now and your legal act.  Do it now because you are going to have to have it ready then.
Mr. Strauss:  For us it was interesting.  In the second quarter of 1999, we made a decision that we were either going to raise a venture level round of money sometime in the next six months or we were going to seek out a partner for strategic partnership or acquisition.  At the same time we made that decision, these guys fell on our laps through the story I told earlier.  Once that happened, we sought a couple of other partners to try to get some bidding going and to see if anyone else was interested.  That was useful in helping push the process along.
Mr. Wood:  We had pretty much the same deal as Oron in this respect.  We were looking at raising money, but, as I mentioned, the tradeoff leaned in the direction of acquisition.  Once we realized that AOL was willing to play, we went out to seek other potential suitors and were successful in doing so.
Mr. Spiro:  My name is Cyril Spider.  I know you can't get into the details, but could you tell us what percentage you got in cash and what you got in equity?
Mr. Khera:  100% equity.
Mr. Strauss:  We got about 90% equity, 10% cash.  We struck kind of a special deal for our investors.  We had raised a little less than half million dollars as part of our seed and angel money, and our deal allowed for some debt pay-off.  All of our investors got the cash back that they put in, in cash.  They ended up with all upside in terms of the stock, so they are all extremely happy.
Mr. Wood:  For all intents and purposes, 100% equity.
Mr. Hawley:  Good morning.  I'm John Holly from Netwhistle.com.  I'm going to assume that everybody made at least one mistake early in putting their businesses together.  What was the biggest mistake you made during your growth that affected the acquisition?
Mr. Wood:  I'm pretty happy with the way things turned out.  It seems that there are many ways to run a business.  For some styles of valuation, it makes sense to be as large as possible.  I don't understand this economic environment that says having 35 people is more valuable than three people.  I guess it is an easy way to hire folks.  The more people you have, the quicker you grow and the higher valuation you might end up with.
Mr. Strauss:  I think that the biggest mistake which complicated our deal was a dispute with one employee.  It started a couple of years ago, and trying to do the right thing made it a personal issue.  We basically said we would trust each other, so we didn't bring attorneys into the process and do it the right way.  That turned out costing me a lot more later in terms of legal fees and consequences within the deal itself.  As much as you hate it, and as much you think you have to do the right thing, sometimes you need to bring the attorneys into the process.
Mr. Khera:  One thing you need to realize is the tax implications of what's going to happen after the deal.  If you do something that is 100% equity, somebody is going to have to pay some kind of capital gains tax along the line.  When does that happen?  I didn't know what all those issues were.  The types of deals we discussed involved pooling, stock for stock, stock for asset, cash—a whole mix of things.  I didn't fully understand what the implication of all these deals were.  You think that X millions of dollars sounds good, but it doesn't work that way.  It could be X millions and take off 40% for taxes.  That changes things.  My biggest mistake, I think, was not getting educated on all the ramifications fast enough.
Ms. Lajoux:  That is how the magazine Mergers & Acquisitions got started.  When I was a teenager, my dad sold his company for $1 million in stock.  The stock flopped and he was poor.  Publishing is the best business to get into if you're poor.  I have a written question, and I'd almost say it's cruel.  Don't tell us the price you got, but how much lower would you have gone as a percentage?
Mr. Khera:  No comment.
Mr. Strauss:  I probably would have gone 20% lower.  One of the lessons I learned in the negotiation from Brad Feld is that at the end of a good negotiation each side feels a little pain—especially if you will be working going forward after the deal.  If you are just cashing out and walking away, then you want to screw these guys as best you can; however, if you are working forward, that is not necessarily the way you want to negotiate.  That was definitely our case.  We left some money on the table.  We could have gotten a better deal, and we would have been willing to take a worse deal.  You get to a point where, if you've bought in, your job is to get the deal done.  That's what we did.
Mr. Wood:  I plan on doing this again at some point in the future and giving away that information could adversely affect my ability.
Mr. Leiber:  Marc Lever from CybeReg.com.  Can you comment more about the dynamic of the negotiations among your acquirer, your investors and your employees, such as the kinds of issues they brought up and how you would go about resolving them?
Mr. Strauss:  We ended up with three different constituencies—the acquirer, our management team representing our employees and our investors.  The investors, of course, had different goals and they didn't know the people at Netivation.  While they trusted us, they said, "Hey, we put our money in you and not in them.  Who are these guys and what is the deal?"  That was a critical issue.  The way we solved it was by getting the two sides together.  We had several negotiating sessions with Netivation's CEO, myself and one or two of our board members trying to work things out.  That ended up being the key factor there.
	The other thing we did was to bring our employees into the mix.  When Netivation came to town, we had a happy hour where we brought them out to meet the rest of our team.  Communications solves it, hopefully, but there are difficult points.  One of our board members had very serious issues with the deal.  At the end I brought in one of the other board members to try to mediate.  I was very open with Netivation and the three different parties there.  They actually helped with the process and accommodated it.
Mr. Khera:  One of our issues was that I didn't go to work at VerticalNet with the deal.  That was a big thing. Here's the founder of the company who knows that baby inside and out, and he's not going with the deal.  Earlier, we had brought on Dave Coakley as President of GovCon.  Previously, he had started a company himself and sold it.  We got around that issue since Dave was going with the deal.
	I wanted to work on MoreBusiness.com.  We've found a little niche where there's a hole in the marketplace, and we are going at it full force right now.  I wanted to build that out. My brother, who is also our partner, wanted to build it out, too.
	We were not venture or angel funded.  The founders put in the money, so we didn't have those types of issues to deal with.  Some of the founders were pretty experienced people, so they had a lot of opinions about how certain things should be done.  They have their motivations.  I have motivations in building MoreBusiness.  Trying to put all that together is definitely difficult.  You have to figure out, "Okay, I'm going to give a little; they are going to give a little."  You try to create something that works well for both of you.  The advice that we got from our advisors was very valuable for how we structured the deal.  In fact, at MoreBusiness we have wonderful advisors, Bill Howe and Ed Brenniman, who are helping us a lot by giving us guidance.  Always have somebody to do a reality check with you.
Ms. Lajoux:  Frank, you mentioned the slingshot and being able to operate it as an entrepreneur and a scientist where AOL can't.  What about the culture fit?  When a small company is acquired by a large one, there can be a dramatic difference in culture.  What's it like operating a slingshot at AOL?
Mr. Wood:  I sit in cubicle 4BHO8 . . . and I'm really happy.
Participant:  How important were intellectual rights and patents to your discussions with potential acquirers?
Mr. Wood:  Absolutely essential.  I would say 95% of the value of our company was based on the intellectual property that we brought to the table.  This goes back to having all your paperwork taken care of and sorted out to the best of your ability.  I can't speak about exactly where we are in the patent process, but it is public information.  I have to make you dig for it if you really want it.  In a technology deal, being able to operate the slingshot is important, but the slingshot itself is very, very important.  It is important to be able to demonstrate the value; to have the process well underway and well managed; and it is important to be able to communicate it with some degree of confidence to potential acquirers.
Mr. Khera: Our intellectual property was our trademark, several domain names and things like that.  We didn't have any patented technology, but the databases we created were quite valuable.
Mr. Strauss:  We had software and content, but that was not the real value of the deal.  We were running a very tight ship and had no investment in trademark, patents and anything like that.  We started from a clean slate and it didn't impact the deal.
Mr. Ross  My name is Larry Ross and I'm a recovering lawyer.  I wanted to offer some advice about lockup agreements and greed.  In a deal I put together when I was practicing as an attorney, I received stock of about 83¢ a share.  A lot of stock.  We put the deal together, worked with it for years and years and finally got it to go public.  It went public at $6 and shot up to $13 while I was in a lockup agreement.  Then, it started sliding.  It dropped to $12, and now I'm unlocked.  Should I wait for it to go back to $13 or $15?  Well, I waited.  It dropped to $10.  "It will probably go back to $13 again," I thought.  It dropped back to $9.  At that point I sold about 10% of my shares and recovered all of my investment in the company and my taxes.  It made me whole and the remaining 90% was supposed to make me rich.  Well, the stock is now back down to 83¢.  Let that be a lesson to you about lockup agreements.
Mr. Howe:  Good morning.  My name is Bill Howe with Strategic Marketing Group.  This is a little bit selfish since I'm a business advisor to Raj, but it's an issue we faced and lots of other people will as well.  I would like to have the panel speak to "going with the deal."  Often, there are performance aspects  called an earn-out.  Earn-outs are typically win/win because the entrepreneur stays with the company and builds it financially, and the acquiring company gets their talent.  However, two problems typically emerge.  One is that earn-outs are notoriously fraught with legal issues and litigation because of questions about performance.  The second issue is the one of culture, which Frank was so understated about.  You go in as an entrepreneur and are now subject to new culture and new bosses, even multiple bosses.  What lessons are there to be learned for thriving in that environment?
Mr. Strauss:  We had an interesting situation where we originally negotiated an earn-out tied straight to revenues that we were producing.  A few months into the deal, after we had agreed on it but prior to closing, we thought it through a little bit more.  We figured that it didn't make sense because our new role was not just to run what was formerly Net.Capitol, but the entire division made up of five other companies we have acquired.  There's a conflict if I receive financial incentive to hit my revenue targets, but my job is to run four or five other companies as well. What do I do?  It's a balancing act , and those are decisions I didn't want to be in a position to have to make.  We renegotiated it out of the deal.
	The culture question is interesting as well.  While the company that acquired us was not that big, it was different.  For one thing, they are headquartered in Post Falls, Idaho, which, as beautiful as it is, is very different.  They are also a little older and have more experience, so there is a culture gap.  We had a retreat this weekend and culture is one of the main issues I brought up.  The way you deal with it is by communicating.  We had a very strong culture at what used to be Net.Capitol here at the DC office.  It is very important to me that we have fun, that we be irreverent, that we have a dog in the office and have the office look a little crazy.  When the Netivation folks walk into the office in DC, on the one hand they are like, "Wow, this is pretty cool.  We have these hip, cool guys.  That's part of the Internet image, and we want to be a part of it."  On the other hand they are like, "What's going on here?  Is this a real business?"  You just have to explain to them how important it is to you.  If it is important to you, you fight for it.  You have to pick your battles.  That's the bottom line because you are now part of a bigger company.
Ms. Lajoux:  Now we would like to introduce Mario Morino.  He is very much a businessman and a great success story.  His company, Morino Associates, merged to form Legent Corporation in 1989, which grew to become one of the 10 largest software firms in the world.  In addition to being Chairman of the Morino Institute, he also serves as an advisor and limited partner to General Atlantic Partners, a premier private investment firm in information technology.  He sits on a number of boards including the Internet Policy Institute, the Counsel On Competitiveness, and the National Commission On Entrepreneurship. He has been on both sides of the table in transactions like the ones you have heard about today, so he has a unique perspective.
mario morino: wisdom that comes with scars
Thank you.  You left the most important part of the bio out: three lovely kids and a wonderful wife.  That's where it starts.
	First of all, I want to thank everybody for being here.  These meetings continue to amaze me as I sit in the back and watch so much energy pop.  Thanks to Alexandra, Raj, Oron and Frank.
	You got great wisdom today.  It is wisdom that comes with scars, as every one of these panelists will attest, so pay great heed to what you heard because it's exactly what you will live through.
	I want to start out with the point that you will always sell your business.  It is a horrible thing to think about when you start, but the reality is that you will always sell.  You should be thinking about it all the time so that when the day comes you will be prepared for it. You will sell the first time you bring a VC firm in, because you are selling a part of your soul.  You will sell when you do an IPO, because you've opened yourself to public markets. You will sell when you are acquired, if that's the outcome, but eventually you will sell. We can’t assume that we will all become Bill Gates and stay his course, but he went public and had to sell to some degree.  In this same way, Ellison had to sell, and others had to sell as well.
	Raj said it clearly; they are very emotional times.  I can't tell you what you go through, if you haven't felt it—knowing this baby you created is no longer yours.  You must get to the emotional decision that you are comfortable with the outcome, otherwise it doesn't work—unless you totally walk away from the deal.  A second point that Raj mentioned was ego and greed.  Something that my partner taught me about negotiations which served us well over the years, is that when you go to sell—whether it is an acquisition, a VC or an IPO—define what you want out of the transaction.  Make sure you get it and focus less on what the other person is getting.  More deals go down the drain because of jealousy about what the other guy is getting, in spite of the fact that you are getting what you wanted.  It is a hard lesson, but a real one.
	Tie that to my next point: Make sure you have an advisor with you.  Ideally, you'll have an agent or a banker, and it doesn't have to be a fancy banker.  They make it less personal and give you a negotiation buffer point.  These are complex transactions, and you can be fleeced in a second.  I can take you through chapter and verse on earn-outs, how you can set them up as the investors, and how you set them if you are being acquired.  Boy, you had better know every in and out of the process or somebody is going to make a mistake.  It is vital that you have top counsel.  This is the time when you don't worry about paying an attorney $500 an hour.  Don't do it normally, but at this point you go for the very best, even if you have to bypass your existing counsel.  You are dealing with your life and you don't want to make a mistake at this point in time.  Advisors become critical.
	You also want to establish what I call the "brakeperson."  Once they get started, deals have a life of their own; they can't stop.  It's a phenomenon called "deal momentum."  Juices get flowing, the competitive spirit cuts in, we start losing track of whether the deal remains right and focus instead on getting it done.  While you go through a deal, times can change.  If you are negotiating 90 days in this space, life changes, markets change and you change.  Make sure that somebody is tasked with the responsibility of asking everyday, "Should we go forward with this deal?  Should we stop it?"  The brakeperson.
	Oron said that deals are about people.  Deals are totally about people, unless you are doing a pure technology licensing agreement.  That has tremendous implications when you are in an earn-out or stock-for-cash transaction.  If you are in cash transaction you can take the money and walk, but those are being done less right now.  Consequently, you may negotiate the greatest deal, but if chemistry and mechanics don't work, post-deal you lose.
	Most acquisitions don't work; most acquisitions seldom pay off.  The reason is that we don't spend enough time understanding the cultural differences and the assimilation issues of the transaction.  I think the AOL/Time Warner deal is the deal of all time, but I sent a case of champagne to Steve Case and wrote, "Congratulations on the merger.  Good luck on the assimilation."  Everything is post-deal.  Everything is assimilation and it is a bear, an absolute, gut-wrenching, horrible bear.  Can I be any clearer?  You are going to go through stuff you could never imagine you would go through.
	Frank made a great comment—I love the cube 4BHO8 remark.  It says so much in this context.  I said something two weeks ago to a close friend and it stopped him dead in his tracks.  As the CEO, when you are going to do the deal, ask yourself these two questions: The deal is done and you are now in cube 4BHO8.  A reporter from the Wall Street Journal comes in and walks down the aisle, right past you to see the real CEO.  How are you going to deal with that?  You are no longer the story.  Worse yet, the night before you took a bunch of clients and friends to a wonderful dinner and spent far too much money which you never should have spent.  You've never worried about this before.  You get to work the next morning and realize that for the first time in your new life you have to fill out an expense chit which someone else has to approve.  Ask yourself, how are you going to deal with that?
	The answers to those questions caused the CEO to examine the cultural fits more closely, and the deal slowed down.  My friend said, "Wow, that's what life will be like."  It is exactly what happens.  You will be meshed into a machine.  That is not bad, necessarily.  If all the ingredients are right for you, it can be terrific, but realize those implications.
	I want to return to the emotional part.  I believe that there are two parts to such a decision.  The first is your personal emotional decision.  You have to come to grips with this thing emotionally for the deal to work.  That is not a business decision; it is a personal, individual decision.  If you are the primary founder or owner, it is an emotional decision—unless you went into it from the first day strictly as a mercenary saying, "I'm going to pop it, move it and get out of it."  Chances are that most of the people in this room are not in that situation, so the emotional decision is in your head.  You have to think it through and be comfortable when the deal is finished.  I have seen deals go all the way through the negotiation, and the whole time you knew the person had not sold himself or herself on doing the deal.  When everything is on the table, all there in black and white, they feel the pain and retreat.  After two months of negotiations, no one likes that, and you are not going to get another business deal very fast. You've got to make the emotional decision before you start this process.
	Second, there is the business decision.  What is the right thing for the business, for the owners, for the clients and for the staff?  You have to separate the business decision from the implementation of that decision.  What do I mean by that?  I believe that you never give major acquisitions to your staff or your line officers to do.  It should always be the CEO's job to do that deal.  Why?  Because someone can't be the Vice President of Sales and give input on a transaction that could wipe out his or her job.  Once you make the right business decision, then make all the decisions that affect the implementation, the people issues, etc.  Be very clear, and that leads to a point Oron got into: Watch your promises.
	I can't tell you how many times we went into an acquisition, did the deal and learned afterwards that this person said the famous words, "Trust me.  I'll take care of you."  And, of course, it's a pooling transaction, which means no one can touch stock.  The only way this can be resolved is that the new company now has to put new options on the table which they never planned for in order to keep those troops.  They are not happy about it at all, and they want to cut your heart out at that moment.  Before you do this deal, go back and ask yourself if you have made any promises.  Ask yourself, "How am I going to deal with them?"  Don't cop out and say, "Well, I can't do anything because of the pooling law."  My comment to CEOs who do that used to be, "You have a checkbook and you make a lot of money.  Write a check.  Put your money where your mouth is."  There is always a resolution; you just have to have enough guts to deal with the promises you make.  Be very careful with the promises.  If you make a promise, involve an attorney right away.  There is no such thing as doing it personally.  That's a mistake.  Even if it is your best friend, you have to assume that he or she could be hit by a truck and you would be dealing with their estate.  There is no such thing as trusting each other at that level because life changes.  Anything you do has to go to counsel to guide both of you through the process.
	I want to come back to advisors.  Have the banker or the VC there for another reason.  I don't know if everyone would agree with this, but, when you're doing the deal, one thing you hate to have is a young company that has no banker.  Things become irrational.  You get a valuation and they say "Oh, my gosh, you can't do this to me!"  The bankers, even though they are being paid, bring a sense of rationality to the table that allows the deal to go forward.  It's very rare for firms, even large firms, to have the maturity to deal in negotiations without a banker at some point.
	The last thing I'll leave you with is one very key message.  The biggest deal we did emotionally was in 1989 when my firm merged with a company in Pittsburgh and created Legent Corporation.  We did about 20 transactions after that, and another fairly major merger in 1992.  My son was looking at my pictures in the basement the other day, pictures taken before those deals.  He looked up and said, "Dad, you had all kind of hair."
	If you are going to do acquisitions, get Rogaine now.


