a dose of realistic optimism
preventing startups from stopping
“Entrepreneurs are, by their very natures, optimistic or they couldn't keep plugging away 24x7,” says venture capitalist Patty Abramson.  But in today’s tighter market, she adds that it must now become a more realistic optimism.  With Internet euphoria coming down to earth, what can netpreneurs learn from those that have failed or stumbled?  At this Netpreneur.org Coffee & DoughNets meeting held July 20, 2000, Abramson joined a panel of experts to offer advice in avoiding the dot.bomb minefield.
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mary macpherson: introduction
Good morning and welcome to Coffee & DoughNets.  This morning we have taken a timely topic, “When Startups Stop,” and we have brought together a panel of experts to talk about what they have learned that can turn that topic into “When Startups Go And Grow.”  I noticed that the cover story of the current issue of Business 2.0 is entitled “Crash and Learn.”  What we are going to talk about this morning is “Learn Not To Crash,” something more preventative than historical.  The topic was inspired by April's Coffee & DoughNets, A View From The Valley, where the panel explored some of the lessons to be learned from our friends in Silicon Valley, including conversation in the Q&A portion about failures and successes.
	We have an incredible panel today, but they are not here to talk about “dot.bombs” or to gossip about who's hot and who's not.  They are here to share experiences from their individual and professional perspectives and to morph what they have learned into practical information that netpreneurs can use today and tomorrow.  You will hear stories and anecdotes about companies and management teams and boards, markets and service providers.  Be open to this new information, and be honest with yourselves.  Scrutinize your own situations.  Although some of the lessons may not apply to you right now, the times are so unpredictable that they might come to apply later.
	Let me introduce our panel.  We could spend the whole morning on their bios, but we won't, since you can follow the links.  They are the lawyer, Mike Lincoln, Partner at Cooley Godward; the finance guy, Jon Shames, Partner at Ernst & Young; the venture capitalist, Patty Abramson, Managing Director of the Women’s Capital Growth Fund; Esther . . . well, there is no single categorization for Esther Smith, Principal at investor relations firm The Poretz Group, but today she will be playing the role of the board member; and last but not least, the entrepreneur, Jamey Harvey, CEO of iKimbo, who has just returned at 0:dark:30 from Europe, so we are glad he is here with us today.  They will each talk for a few minutes, then we'll open it up to your questions.  Let's get started by turning it over to Mike Lincoln.
mike lincoln: it’s a control thing
Good morning.  When I think back over the last year, particularly the last three months, and try to identify the reasons that companies failed or struggled, it occurred to me that you really have to divide them into two categories.  One is the factors or reasons that you can control, the other is the factors or reasons that you can't control.
	Starting with the latter, one of the things you can't control is marketplace trends, which will often change overnight. For example, a year ago, companies were often valued based on eyeballs or users or page viewsthese were the only metrics for valuation.  If you were building a company and a user base, you did exactly what the marketplace said you should do.  Today, of course, that metric is disfavored in the marketplace, and now it's revenues, sales and profitability.
	Another example is large portal deals.  If you think back to when DrKoop.com announced a large portal deal for which they paid many millions of dollars, it was viewed in the marketplace as a positive.  Today, those deals are often viewed as anchors that a company has to struggle to get out from under.  Another example, in my experience, that's changed dramatically overnight, is burn ratehow fast you spend cash.  Just six months ago, one of the positive indicators for a company that had succeeded in raising capital was how fast it was ramping up, spending cash and building.  Today, we have moved to a cash conservation mode.  It's still important to build and ramp up quickly, but simply burning through cash is no longer necessarily a positive sign because that next round may not be right around the corner.
	Finally, the last marketplace trend over which you have no control is acceptance or commercialization.  I remember being at a board meeting five years ago for a telemedicine company.  As it turned out, that very day, on the cover of the Wall Street Journal, left column, was an article predicting that telemedicine would be a $4 billion industry by the year 2000.  The company went on to raise, as I recall, $30 million, became one of the leaders in that space and did all the right things, but the marketplace just didn't materialize.  It still hasn't completely materialized.  In their case, they were just ahead of the marketplace.
	Obviously, other factors over which you may not have control are things like the emergence of a superior technology, economic downturns, a tight labor pool or the funding of your competitors who just simply get to the money sources before you do.
	On the list of factors over which you have control, there are the obvious ones like execution, management team and technology development.  Just to quickly focus on a few, one mistake that is in your control, that many companies have made recently, is a lack of focus or trying to attack too many markets at once.  For example, if you have a five-person sales and marketing team, chances are that you are not going to succeed in attacking two or three multiple verticals with different distribution channels.  Rather than take that approach, the conventional wisdom, today, is to try to attack one vertical, succeed with that vertical, then move on to the next.
	Another example of where companies struggle or fail actually comes on the back end.  There are companies that have actually done very well, but they fail to execute when it comes to an exit strategy.  A well-publicized example of that is PointCast. Many of you will remember that a few years ago PointCast was really on fire.  It had a great viral marketing concept and, as I recall, they were offered $500 million by Rupert Murdoch’s NewsCorp.  The board rejected the offer, saying it was too low.  Within the last six months, PointCast was sold for salvage value; I think it was $7 million.  The point is, mistakes are not always made on the front end; they are also sometimes made on the back end.
	I think I'm going over my five minutes, but I'll touch on solutions and remedies for just a minute.  One is your ability to remake or reposition your company.  If you see that you are not getting traction in the marketplace, one thing you can do is be decisive and nimble.  A great example of that is SingleShop, a company that saw the B2C space was a challenge and quickly, before the market downturn, repositioned itself into more of a B2B play where it has done very, very well since.
	One problem that founders and entrepreneurs have is to have blinders on and charge full speed ahead although it's also a good traitbut not when they fail to see the point at which they need to scrap their original plan or model and move in a different direction.
	Another thing to think about, if your company is struggling, is that, if you are fifth in a three-way race, you need to consider talking to numbers one through three before it's too late.  I'm talking about the possibility that you may have to consider a merger or a combination of some sort with one of the leaders in the space.  If you think back a few years ago, for example, when drugstore.com got funded by Kleiner Perkins, a major West Coast fund, it was like dominoes, like Mother Nature planted her ax and everybody else got funded.  That race was over.  It's not such a great space to be in today, of course, but, at the time, you could just see one, two, three.  If you had the fifth online drug company, chances are that you needed to go talk to numbers one through three, sooner rather than later.
	The last thing on the solutions/remedies side is that, if you are struggling to raise money, consider that you might need to do one of two things.  Instead of going out to raise a $5 or $10 million dollar round, you may need to raise a modest round of $250,000 to $500,000, hit some milestones, then go back to raise a larger round later.  The second thing to consider is the possibility that you mayjust to survivehave to seek some non-core revenue sources.  You may hate to pull people on your development team off your core mission or core competency, but, if it means revenues, you may have to go out and find a revenue source to weather the storm, then go back to your core mission later.
jon shames: five lessons learned
When Mary called me to speak about this topic, my first reaction was, “I don't know if I have any startups that have failed or stopped or anything like that recently.”  We have had some very good times lately, but I went around the office and talked to people, and we did come up with a bunch of stories.  We remember our successes a lot more than our failures. We came up with five lessons learned, and I would group them under leadership, succession, cash, revenue and exit strategy.  I want to talk briefly about each of them.
	From a leadership perspective, it's important to make sure that you, as the founder or CEO, have a complete management team.  It's very important to make sure that you have people from different backgrounds and experiences.  You must be prepared to spend a lot of time in this area building the right management team with the right chemistry and loyalty, and you need to pay for this in a lot of ways, so you shouldn't be worried about paying for the best.  As the financial guy on the panel, I think a key part of that is the CFO or controller.  In today's startup world, the CFO or controller has a lot of hats, including the admin person, the operational person, the HR person, so it's important to make sure that you hire a strong CFO.
	Also under leadership is the issue of making sure that you don't continue to have any sort of tunnel vision.  You need to surround yourself with people who are independent and dispassionate about your business.  It may not be your board of directors.  It may be your board of advisors; it may be your service providers; it may be some friends of yours, but you need people who are willing to speak.  Many of you have heard Mario Morino talk about Ego & Greed.  It's important to get people outside of that who can tell you when you are developing those traits, and be able to change.  As Mike said, it's important to be nimble and quick, to be able to make that management team change from a leadership perspective.
	The second point is succession, and this is really about two areas.  The first is that a lot of founders believe they can take a company from beginning to end.  Our experience has been that this is not the case.  It's a very emotional issue, and you and your investors should deal with it up front, whether you, as the founder, can take this company from where you are today to some point in the future.  Have a plan for when you will go out and hire a CEO or COO.  If you look at some of the successful companies in this area, Blackboard or Cidera, for example, have strong founders with a lot of skills, but they went out and hired CEOs.  Those CEOs run the day-to-day operations, even though the founders continue to be very, very strong influences on the company.  I would encourage you to think about that, because most founders don't make it to the IPO as the key person or sole person running the company.  In addition, you will go through many different management changes, and that's very healthy.  If you take a look at a company like America Online, sure, Steve Case has been around from day one, but Bob Pittman came in several years ago, and he has brought a different perspective into the company.  That's actually very, very healthy.  Over the years, they have had a lot of people leave, a lot of good people, and they have replaced those people with new generations of management who have fresh ideas.  That's one of the reasons why it is successful today.
	A third point is cash.  We have heard from a lot of people that most companies underestimate the amount of cash they will need.  The rule of thumb is: double the amount of money you think you will have to spend to get where you want to go, and double the amount of time you think it will take to raise it.  As a result, you must focus on your cash burn rate and be very disciplined about it.  Make sure that you have a budget, and make sure that you stick to it.  You really have to watch your pennies and plan well in advance for when you are going to need cash.  As Mike mentioned, we are seeing some companies that should go for a smaller round, but we are also seeing some successful companies raising more money because the VCs are saying, “You say you needed $10 million, but we think you need $20 million, and we would like to give you $20 million.”  While it doesn't happen that often, and it's a great story, it's probably an indication that people recognize it's an important area you need to stay on top of.
	The fourth area is revenues.  Many organizations, especially in the last year, have gotten enamored with product developmentgetting a wonderful product and spending a lot of time fixing it.  As Mike said, spending a lot of time spending money.  That's changed now.  Revenues cure all ills, and, from that point of view, you should make sure that your company is market-focused, that you have the appropriate sales team right away and that you look to make revenues as quickly as possible.  I will tell you, as the accountant on the panel, that the revenue recognition issue is a big one, today, so make sure that the revenues you think are revenues, actually are revenues.  The accounting rules are very complicated.  Some people find them to be almost unreasonable, but they are the rules.  You have to listen to your advisors on that, and I encourage you to do so early on in the business.  We have had too many clients who said that they had $10 million in revenues, but, when we come in, it’s actually $2 million.  That's not a good sign.  One of the guys that works for me has done this about eight times in the past year.  I call him The Grim Reaper, but, unfortunately, that's just the way it is.  People understand that more, and I would encourage you, especially if you are a software company, to spend a lot of time in this area.  It is an organization-wide issue, and it's not just an accounting issue.
	The last item is exit strategy.  You really must be disciplined and focused on your liquidity event.  Your investors are there to make money.  They want a liquidity event, but they don't want a 10-year liquidity event; they want something pretty soon.  Having said that, in most cases the liquidity event is not an IPO.  You might want to think it is, and, in fact, we tell our clients that the IPO process begins today, but that's really to make sure that they understand that in the future there will be scrutiny over your operations, either from a third party who is buying your company or from the Securities & Exchange Commission and others involved with an IPO.  So, I encourage you to be very disciplined and focus on documenting things.  Our new clients still tell us that they are going public about 80% of the time.  Even in today's environment, half of them are still telling us that they are going to go public the next year.  We just don't think that's realistic anymore.  While you can plan for that, don't be too aggressive in your expectations.
patty abramson: big surprises, every single day
First of all, I love being called an expert because the truth of it is, none of us are experts.  Everybody is living through this market for the first time.  What we are trying to do is simply stay a little bit ahead of you so that we can sit here on this panel.  We are getting these big surprises every single day.  For me, as a VC, this was a wonderful exercise to go back and give some thought to our portfolio companies and the companies we are looking to fund, and to think about what we are thinking about as people say the party is over, the spigot has been turned off and you see dot.coms imploding.
	We have discovered, this year, that some businesses flop.  Some of us thought that was not going to be the case, that all we needed to do was give them more money.  This is not really a surprise.  Selling goods for less than they cost is not really sustainable.  Many of us questioned that assertion before, but, somehow, we kept throwing money at these companies in the hopes that they were going to make it.  In some way, all of this turmoil is part of the natural shakeout of marginal Internet companies, many of which would never have been funded without the overheated IPO market and the push towards going public.
	From the entrepreneur's perspective, when it comes to negotiating financing, the balance of power has shifted a bit back to the VCs.  What we saw before were very high valuations set by the entrepreneur; what we are seeing now is a move towards VCs saying here’s what they are willing to pay.  It's becoming a buyer's market, but this doesn't mean there is not money available.  As one entrepreneur said, it has gone from shooting fish in a barrel to having to do a considerable amount of work to raise your money.
	From a VC perspective, the question we are faced with is, which of our companies do we let die and which ones do we plow more money into?  Truth be told, all of us have companies we are looking at with that in mind.  We have to see our funds at the top tier companies, and, therefore, we are going to make some tough decisions over the next short period of time.  Being an entrepreneur today is not for the faint of heart.  It's not just, “Let's go out and start a business and we are sure to make it.”
	I want to look at the signs, for us, that something is wrong and the factors that contribute to failure; or, looking at it from a positive angle, what are we looking for in this market?
	If you asked a VC about his or her criteria for investing, all of us would have said, “Management.  Management.  Management.”  We continue to say it today, in fact, because it has never been truer.  Building a company is about leadership, and that leadership is based on three factors.
	First, it is now leadership grounded in realism.  This means realistic optimism.  Entrepreneurs are, by their very natures, optimistic or they couldn't keep plugging away 24x7.  They are also optimisticsome people would say that they are blindabout their traffic estimates, their revenue models and the pace of the deals that they think they are going to close.  Successful entrepreneurs must continue to be optimistic, but they also need to be realistic.  They need to begin to see the glass as half empty.  We are now beginning to hold their feet to the fire, which we really weren't doing before. We are beginning to ask, “What could go wrong?  What happens if this doesn't work?  What if you don't make these estimates?”  We are beginning to decide those things today, not tomorrow.  If you don't make your estimates, if the traffic isn't what you say it's going to be, if you don't close these deals, we begin to say, “Let's not come back to you next month or the month after that; let's come back next week and figure out what we are going to do about it.”
	In the past, the answer to all of these problems has been marketing dollarsif you get them there, they are going to buy.  Obviously, that is not true.  The entrepreneur who keeps saying, “Traffic is going to grow if we just fund more marketing or sign this partnership agreement,” is not going to build confidence.  The other piece of that is that affiliations and partnerships do not do anything in and of themselves.  Deals need to be cut contingent on what they will achieve.  We have a company in Boston that was very happy because they signed a very large deal with AOL.  They paid millions of dollars for an exclusive in AOL’s small business market.  They didn't realize that AOL still had the ability to put competitive advertising on the site and to bring other people on to sell products and services that in some way infringed on where this company was.  The assumption that this was going to drive enormous amounts of traffic and sales didn't prove to be true.  Entrepreneurs are not spending nearly enough time on negotiating those contracts or understanding what they say and what is being provided.  This is a time to bring in a lawyer to look at them with you, whether it's in-house or outside counsel.
	The other piece about leadership is that it needs to be flexible.  The market is changing so fast that leadership needs to change on a dime.  A company's inability to move from B2C to another model meant sure failure.  It means the necessity to move on all fronts.  While I certainly agree with Mike that you can't be moving everyplace at the same time, you need to look at what the market is saying.  Don't be positive that your model is right, and don't ignore what other people are doing.  Don't have the blinders on.  If there are other people in your space and they are doing something differently, you ought to know what that is.  Be out there.  One company in our portfolio, VIPdesk.com, built their model thinking about eCommerce as a very, very crucial piece.  They spent a lot of money doing that in their early funding, but they quickly found out that the amount of money being transacted in eCommerce was incidental to what the business needed to do.  They were quick enough to drop it so that it didn't mean spending additional months and additional people pushing it as their revenue model.  That's a flexibility that you need to look for.
	The other piece of leadership is building a team as quickly as possible.  While we know that it takes the next level of funding to really build out the management team, right from the outset you need to think about that team.  Think about a team of six, seven or eight people from a governing perspective.  This could be three or four inside the company and several others outside the company.  Get a board sooner rather than later.  Get your advisors on deck, because you need these people to help you execute on all fronts.  We used to be willing to wait for later rounds, but you need to make sure that you have strategic people in place who are going to help you close the deals, raise the next round and build the team.
	Here’s a little bit of advice to entrepreneurs. This is the time to bring in smart money, not just money.  Of course, that's easy for me to say sitting here when I think that we are smart money, and you are sitting there hoping to just get money, but you have to think about what those funders bring to the table.  Are they going to work with you?  Are they going to help you build the team?  Are they going to help you get access?  In some ways, from your perspective, you say, “Gee, I know what I'm doing, so I just want the money.  Tell these people to shut up.”  That is not what you need.  You need help building the team and you need help on the advisory board level.
	In summary, be flexible, watch the market and watch the competition.  Listen to your advisors since they often know quite a lot.  Design realistic revenue models, sooner, rather than later, and build to profitability.  Think about an exit strategy sooner, rather than later.  The answer is probably not an IPO.
esther smith: the other p2p
I also believe that there are multiple exit strategies but, as an old philosophy major, I have a canon about acting as if you are going to go public, whether you actually do so or not.  That way you won't screw up.  That's just an overriding word of wisdom.
	I was thinking, anecdotally, about some of the issues that we are supposed to discuss today.  One of the big issues is the personality of the CEO.  All CEOs have to have a driving personality that's reflected either in vision or charismathe ability to attract people to the idea and to the company.  This is great, and you have to use it positively.  What happens, sometimes, in thinking about people who weren't entirely successful, is that it's dangerous to get sucked up in the idea that publicity for you is necessarily good for the company.  If the publicity about you is about your company, that's great for the company.  If you just become a personality with no real tether to your business vision or your business model, in the long run, you are undercutting your own position.
	The other characteristic that I think is critically important is flexibility.  An old friend of mine, Dennis Hayes, is the guy who invented the modem and one of the great business disaster stories that ever existed.  He built this fabulous technology and created the de facto standard.  He sued the world and won.  Meanwhile, continuing to build his company, he never established any financial relationships because his company was doing so well and he wanted to have total control.  He didn't want to be bothered with the “vulture capitalists” or even the banks except to have automatic deposit for his payroll.  When hyper-growth hit, when everybody wanted a dialup modem and if you weren't buying a Hayes you were buying somebody who had licensed Hayes technology, they couldn't keep up with it.  All of a sudden, he had no place to go for working capital because he hadn't made the relationships.
	To make a long story short, Dennis, who had been extremely arrogant in every respect, went bankrupt.  What was really bad was that he put the company back together, dug them out of bankruptcy, started over again and went bankrupt again.  At some point, if he had given away a little bit of the control and the equity, if he had created some relationships and thought he needed some help, that might not have happened.  He is a great visionary and a fabulous guy, but it can happen to you when you are small, and it can also happen to you when you are big.
	Well, let's go beyond that.  It's very difficult in an early stage company to do much in the way of metrics that will make much of an impression on someone like Jon.  I would say, however, that I do think any kind of cash is good, whether it shows up as revenues or not, especially at an early stage.  You have to create alternative metrics, and that is how page views and such got to be importantthey are a way of looking at things.  You need metrics that are going to reflect whether what you are doing is working or not, and you might want to try multiple metrics.  When one of my clients, VerticalNet, first went public it was not on a Path to Profitabilitythat’s the other kind of P2P which I'll talk about in a minutebut that was in the early days when no one was exactly sure what was going to show performance.  Clearly, revenue growth shows that, but they were at such an early revenue stage in the first couple of quarters that it was hard to get any real visibility on where that was going.  We created a number of other measures, and any company, especially in the Internet space, needs some of this.  If you are in a situation where some sort of adoption has to occur to validate the fact that you are on to something, you had better have a way to measure it and you had better be willing to look at the measures.  This is one of the great things about viral marketing, vis-à-vis other environments.  If it's working, man, you know it, and you usually know it pretty fast.  
	That being the case, if you can get the money, I think it's okay not to have profits if you have a Path to Profitability.  Everybody needs to come up with this P2P.  It buys you a lot of credibility.  It buys you credibility as a public company if you can demonstrate that you are on the path and each quarter you hit the milestone that you set out on the path, and it's also good for a private company, as well.
	One other thing that I think is a symptom of lack of adequate metrics, and it’s something that boards can use as a window on performance, is how are you doing not just closing on your deals, but maximizing them.  I couldn't agree more with the comment Patty made that you have to put resources into managing a relationship.  It's not just enough to say, “Oh, I got a deal with Yahoo!.”  You have to have somebody who is there every day, every week making that relationship work.  If you are closing deals and nothing is happening, if you hit a road bump and you say you have the next great deal on the horizon, that’s a big red flag. 
	Those are my anecdotal thoughts of the morning, and I'm going to turn it over to Jamey.
jamey harvey: the moment of opportunity
I'm curious.  How many people here are either CEOs at startups or founders at startups?  Can you raise your hands?  [It is nearly the whole group of over 300 people.]  I'm going to talk directly to you.  Everybody else can feel included anyway, because I'm sure you'll start a company sometime if you're hanging out here.
	iKimbo is the third company I have started. I started an interactive comic book/CD-ROM company in Mountain View, California, and did that for two and a half years, then I started a company called Digital Addiction in Laurel, Maryland, which did online game distribution technologies.  iKimbo is a new platform for group communication that we are delivering to companies so that they can let their customers communicate with each other P2PPeer to Peer.  Somebody was laughing before, asking how long we have been calling ourselves a P2P company, “Ever since that article came out in The Washington Post?”  I said, “Yes, we have only been saying it for three days, but we have been building it for a year.”  So, there you go.  We are going to be one of those “path to profitability” companies.
	I want to talk a little bit about what the job of a CEO is.  I realize I have a vastly different perspective than anybody here on what we are talking about today. At every company I have started, there has been a moment where you realize that what you are doing isn't workingevery company, including the one I'm in now.  That moment is the moment of greatest opportunity an entrepreneur can ever have.  It is in that moment when you get to recreate yourself.  You get to see what the new opportunity is because, when you start a company, you are projecting yourself into the future.  You had better be projecting yourself into the future because, if you are dealing with the market that is here today, you have already lost; you are already starting the wrong company.  You need to be starting a company that will be relevant one year, two years, three years from now, so ask yourself before you get started: “Is what I'm doing a fad?”  If it is, you have already lost.
	That goes to what Mike was saying, that there are things which are out of your control.  Yes, the marketplace is out of your control, but, if you are the CEO of a high-tech startup, it is your job to get it right.  Bottom line, you are accountable for getting it right.  You are accountable for making sure that the business you build is relevant to the marketplace you are addressing.  It doesn't matter if the market changes; it's your job to get it right.  You always need to be out there a year, two years in the future asking, “What's going to happen next?  What is the next trend?  What are we doing wrong?”  Constantly cycle in your own doubt, adjust the plan and communicate it to your team in a way that makes a difference.
	Some things to avoid.  When you get to that moment when the company needs to transform, you need a good relationship with your shareholders.  Your other job as a CEO is to create value for your shareholders.  At the end of the day, that is the metric that you will be measured on for your successthey bought at 25 cents a share and sold at $5 a share.  Okay, base hit.  Right?  If you are growing the value of the company for the shareholders, you are succeeding; if you are not, you are failing.  There are moments in any company's history when it's growing and moments when it's tapping out.  You have to be profoundly aware and realistic about which is happening, and you must adjust your plan to succeed.  It's very important to be . . . two-faced would be the wrong word . . . let’s say “of two minds” at the same time.  You must be able to be optimistic and realistic at the same time.  The key to having a good relationship with your shareholders is not to mislead them.  Do not get all airy-fairy with your shareholders in your board meetings “Oh, it's great!  Oh, we have this deal coming!  Oh, look at our projections!”  They see right through it.  They have sat on boards before.  They have been in train wrecks.  Bring your doubts and your fears to your board meetings.  Partner with the people who have money in your company.  Depend on them.  When they call and ask you how things are going, tell them the truth.  Ask them for help.  If you do that, they will back you when you go to make this transition.  You don't want to get caught in a situation where you have to recreate the company and they all look at you and say, “We don't believe you anymore.”
	Here is a very practical lesson I have learned.  When you get to that moment when you intend to recreate your company, it's just as easy to build a company that is going after a huge market as it is to build a company that's going after a small market.  The truth of the matter is, it took just as much work to grow to 35 people and build a software product that addresses a $100 billion market, which is what iKimbo is doing, as it took to grow a company that was addressing a $1.6 billion market, which is what Digital Addiction is doing.  The big difference is that you can get the second company funded, but you can't get the first company funded.  It's that simple.  What we tend to do, as entrepreneurs, is go after the opportunities that are easy to recognize, and those tend to be smaller opportunities than the ones that change the world.
	When you get to that moment when you are recreating yourself, you need a good relationship with your shareholders; you need to be able to present the public face while adjusting in the private face; and the other thing you need is cash.  If you are running out of money at the moment of the transition, you will die.  Even if you don't die, you will become one of the walking dead, one of those companies that's going nowhere.  Here’s a couple of stories.  It's gotten progressively better for me.  You do learn, and that's a big relief to me.
	My first company built interactive comic books.  Originally, we were writing original comic books on CD-ROM and distributing them worldwide.  The first order came in and we made $400,000 having only spent $100,000 to develop the title.  We cranked out another one and we made $20,000 on the second order.  We said, “Uh-oh.”  That's the moment of truth, when the business seems great, but you know it's just not going to work doing what you are doing.  I'll give the CEO of Inverse, Inc. a lot of credit.  He saw it.  I came to him with an alternative and he jumped on it.  We implemented it.  We went out and licensed Superman, Batman and The Tick.  We changed the model and started delivering the comic books into K-Mart and Wal-Mart instead of software stores.  We went very, very low-end consumer, highly branded comic books, and then we raised a round of financing from very, very dumb money when we were running on fumes.  The very, very dumb money came and said, “Well, this is fine.  I know you need the money to make payroll next week.  We have added an extra term to the deal.  You have to give us all of your technology, all of your patent applications and the software engines.  All of that belongs to us.”  We were out of money.  They took the deal and the company was dead.  It was completely unfundable after that.
	But it's your job to get it right.  If you are running out of money and trying to restart the company, it means you made a mistake and you will suffer the consequences.  Your employees and shareholders will suffer the consequences.  You need to be making those transitions when you have enough cash in the bank for a year.
	At Digital Addiction we had a much better story, but it had its bumps as well.  We brought out the first game and the business model just sang.  One out of five people who downloaded the software bought, and they were buying $70 worth of virtual collectible cards.  Nothing.  They were paying $70 for nothing.  It was so beautiful.  Then they lived on our site and never left.  The name Digital Addiction was completely appropriate, but we couldn't drive enough downloads and we had no money for marketing, so we created this new viral marketing technology to take that business model and move it everywhere.  When we started talking to investors about it they said, “This new marketing technology is awesome; we want to fund that.  Why don't you forget about this game thing?”  That's the moment of opportunity.  You are making the transition.  What you did before didn't work.  It is an opportunity because that's the moment when you can recreate yourself.
	What I did wrong was that I took nine months of hemming and hawing before I made the split.  That has iKimbo coming to market nine months later than it should have, and it made life very difficult for everybody at Digital Addiction for nine months while we were essentially straddling two strategies.  Make the decision.  Make the change.  Live with the consequences.  It's your job to get it right.
	As it worked out, Digital Addiction is doing great as a game company.  I expect that the investors in that company will do just fine.  iKimbo is singing along.  You need to be decisive at the moment when you recreate yourself.  At iKimbo, we have been going through that over the past six weeks.  We built this incredible system for delivering service; we brought it out and found that there was a lot of interest.  I started talking to companies about partnering, and every one of them said to me, “We don't want a piece of this, we want the whole thing.  The system you built is great.  We can see how your business is going to be awesome, but we want that business, we don't want a little corner of it.”  We banged up against them and we kept saying, “Oh, man, this isn't working right.”  Then, one day, my partner Eric walked in and we looked at each other and said, “Heck, let's sell it to them.  Give them what they want.  We already have it built, we have our first couple of beta clients signed up.  They are going to come and take the system and distribute it all over the world.”
	I said to somebody this morning that it's like being shot out of a rocket, the moment you make that transition from what doesn't work to the new opportunity you create out of the barriers you hit.  I truly believe that the moment when you realize that what you are doing isn't working is the moment to seize. It can be painful.  It can be scary.  There are people around to support you, if you are doing it right.  .  you have a team, you have a board and you have advisors who can help you.  Do not hesitate because things move very fast in this world.
the audience: q&a
Ms. MacPherson:  Thanks, Jamey, for sharing those real experiences and to the panel for their insights.  We are now going to take questions
Mr. Kayatin:  My name is Justin Kayatin with microCreditCard.com.  My startup, which provides a number of different services for eCommerce merchants, recently completed seed funding and we are burning through our cash at a fairly rapid rate.  As we go out for more money, should our messaging focus on all of the services we provide or on the one of paramount importance?
Mr. Harvey:  That’s hard to say without knowing all that you provide, but the general answer is that you should see how it works.  I'm a big believer that when you start talking to investors, you tell them a story.  Start with a couple that aren't that important and listen to what you hear from them.  Write it down and go back.  Rework your story and tune it to what the investors are looking for. Actually, what you want to do is research each VC to find out what they are interested in, then put a slant on it that works for the VC you are talking to.
Ms. Smith:  It's very important to have a scalable message, and it's dangerous to focus on one thing you are doing well now if it's not part of the vision of where you are going.  Never position your company entirely for what it is today, but for what it can do.  I think you have another step to that message.
Ms. Abramson:  We are certainly looking for a path to profitability, not just to build market share.  We are looking for return on investment, so I agree that we need to know the whole story.
Mr. Makowski:  I'm Mike Makowski, one of the  co-founders of Mighty Acorn.  We are a million dollar management team that has brought in some money and things are going well.  Is this the right time to bring on a CEO?  Is there a point that's too early for that, or one that’s too late?
Mr. Lincoln:  I don't think there is a single answer to that question, unfortunately.  You have to be opportunistic, first of all.  If you have an early stage company and that person presents himself or herself to you, if he or she is willing to work for a low salary in exchange for 5% or 10% of your company, you might have to seize that opportunity.  Many companies, of course, will hire the “rock star” CEO on the eve of an IPO or other major funding event.  In my experience, it varies widely.
Ms. Abramson:  You have to be realistic about your skills and the skills of the existing management team.  Given what you need to accomplish, are the people in place able to do it?  It isn't that you are looking for somebody to come in and create an entirely new company, you are looking for somebody to come in and take it to the next level.  Be realistic about who's onboard and what you need, then begin looking sooner rather than later for the person who can take it to the next step.
Q:  Should a small company consider the Over The Counter Bulletin Board (OTC BB) instead of VC money?  It can bring more awareness to the public about the company.
Mr. Shames:  The accepted route is to do an IPO, but you see some companies do what's called a Direct Placement Offering (DPO) and there are other variations.  I will tell you that we, as a Big Five firm, don't really deal with anything but IPOs. We tend to get a little nervous when you're dealing with other types of offerings just because they are more complicated and there is more risk on our part.
Ms. Smith:  The OTC BB is sort of the tail end of the Nasdaqyou are a public company but you are not really in a market . . .
Mr. Shames:  You are very thinly traded and there are not many shareholders.
Ms. Smith:  Your stock is usually a buck or less a share.  It's really a sick scenario.  A business starts going well and they say, “Well, gosh, we have a pretty good company and we want to get some recognition . . .”
	You are dead before you start.  Nobody, not significant analysts, nobody is going to pay any attention to a company that took this path because they are going to say, “If these guys were smart, they wouldn't have done anything so dumb.  We don't want to mess with them.”  That's really what it boils down to, so, no, don't do that unless you are going to go out of business.  Even then you might still go out of business and then you might have shareholder liability suits on top of all your other problems.
Ms. Abramson [Laughing]:  Esther, how do you really feel about this?
Mr. Shames:  It really is the absolutely last resort.  It wouldn't be something where I would start, and you shouldn't go there unless you really are desperate and there is nothing much more you can do.
Mr. Kling:  I’m Arnold Kling with homefair.com.  As a follow-up to the last item, one of our competitors went public that way and we referred to them as having gone public on the Yugoslavia Stock Exchange.  We didn't worry about it and we had no need to.
	I have interviewed various entrepreneurs and have been surprised at the number who say that they messed up in the way in which they gave away equity.  For example, giving away equity to somebody and ending up in a lawsuit with them.  What are the right and wrong ways to give up equity?
Mr. Lincoln:  One of the mistakes that is often made is the failure to properly paper equity incentives.  Later, there is a falling out and you have some disagreement about what the arrangement was for somebody who has been brought in.  If you are going to give away equity, the other thing to do, of course, is to provide a vesting schedule or a forfeiture clause.  That's like golden handcuffs in which people have to earn the equity over time or through performance-based milestones.  You need to make it clear that their equity or some portion of it is subject to forfeiture if it doesn't work out and they leave.
Mr. Shames:  Obviously, equity is an extremely important commodity for a startup, and I would encourage everyone to be very careful about when and how much equity you give out.  There are a lot of service providers and other people who will come to you asking for equity, and I would encourage you to say no.  Give it only to those who are really necessary and need to have it, such as your board of advisors, your board of directors and people like that.  Even then I would be very careful how you give the equity out.
Ms. Abramson:  On the other hand, once you are raising a venture round, a venture fund is certainly going to want to make sure that your management team is properly incentivized, committed to the company and has equity.  By the time we come in, we are not looking for the ownership to be pushed only into the CEO's hands.
Mr. Shames:  That's a good point.  There is one group that should get equity, your employees.  Typically, when you do a VC round, there is something like a 15%-20% pool that that gets allocated to your employees, and that's very, very important.
Q:  I have trouble with a company wanting to focus on a niche, and would like to hear your opinion on whether you think the message, marketing and communications should be focused on a niche.  I think the benefit is that you have a better chance of succeeding in that niche, but the risk is that you leave a lot of the broader market on the table for competitors.
Ms. Smith:  There is a great commentary on that very topic in Living On The Fault Line, the new Geoffrey Moore book.  Moore is my favorite economist, even though he is considered a marketing guru.  He wrote Crossing The Chasm, Inside the Tornado, The Gorilla Game and now, his newest book, Living on the Fault Line.  He talks about disintermediation by going into a niche ahead of the crowd and using that as your platform for building out to other segments of the market.  It's really great.
Ms. Abramson:  People are looking for you to achieve somewhere.  If the market is too broad for you to show any real success, focusing on a niche allows you to get some traction in one place, then build out from there.
Q: This is a two-part question.  First, how do you deal with two co-founders who no longer agree on the strategy for a company when the two strategies are mutually exclusive?  Second, is it up to the shareholders to decide on a direction if there is an impasse?  If so, how does one do that?
Ms. Abramson:  Go in a room, duke it out, then come out and tell us who's in charge.  That's a real issue going forward, and it's one of the problems when you have two co-founders who are 50/50 partners.  You need to work it out, and your investors are going to have a pretty big say in the result.  One of you is going to have to go, and the company is going to go one way or the other.  You will need to bring in your investors and your advisors and have a real strategy session to try and work it out.  Hopefully, you do it in a nice rather than an adversarial way before you bringing in someone like Mike Lincoln to run up your legal bills.
	Absolutely, your shareholders are going to have something to say about this.  They backed a company with a certain kind of direction and, unless the shareholders think the direction ought to change, it’s probably going to stay the same as what they were bought into.  Your hope is to bring people together and to begin to work that out.  That said, it would be great to bring in an outside advisor and see if you can negotiate some kind of an agreement.
Mr. Lincoln:  I would agree with that.  If it's a healthy disagreement, debate is a good thing.  If it's clear to you, however, that it's reached a point where there is a fundamental disagreement, at that point you go sit in a room with your co-founder, or perhaps the board, and make it a quick divorce.  If it's an insurmountable problem and it drags on, in my experience, that's a recipe for disaster.
Ms. Abramson:  Most of us, as investors, feel that it's a big enough challenge to deal with the outside world.  We hope that we have things working okay on the inside.
Mr. Harvey:  In a way, that's not a dissimilar situation to what happened at Digital Addiction.  We had two strategies.  One was a highly risky strategy of going out and trying to create a new Internet platform for which we thought we could raise money; then we had a very safe strategy which was to keep developing games and make money from big game companies that want us to develop games for them.  Both are valid strategies and valid businesses, neither of which contributed to the other, so they needed to be separated.  At the end of the day, if you focus on growing value for your shareholders, you will make the best decision for the shareholders.  At Digital Addiction, that was to keep the game company intact and position it for a possible exit event, and spin out a new company that had the chance to go very big.  That's a very good solution.  If you are in a situation where you are at loggerheads with one of your partners, look for an “outside-the-box” solution.  There may be ways that you can take care of your shareholders without having to kill one strategy or the other.
Mr. Kay:  My name is Ed Kay.  I run Practical Marketing, and I'm a cashed-out CEO and a venture catalyst.  Please talk about the importance of having a passion for your customers and their success.
Mr. Harvey:  When you get to that defining moment when the people are telling you that what you are doing doesn't work, they are generally your customers in one sense or another.  Your customers are the people who can best tell you where to go, although sometimes it may get you on a road that's not where you want to go.  A lot of times, that may mean abandoning your customers.  The hardest thing about leaving Digital Addiction to come to iKimbo was that I had 100,000 friends all over the world who played a game that I built.  When I see them, they thank me for building it.  They love that game, and they are hurt that I left.  I still interact with them online all the time.  I have a very tight relationship with those people, but it would have been a very bad business decision for me to let my passion for my customers decide the strategy for growing the value of the company.  Sometimes, they are at loggerheads.
Mr. Forgy:  I’m Larry Forgy with HomeTies, Inc.  We are currently considering a merger with another company that's very similar to ours.  We think the two companies together would be a lot stronger in the market than either one of us by ourselves.  Do you have any pointers on what makes a successful merger and what makes a merger disaster?
Mr. Lincoln:  We could have an entire discussion about the subject of mergers and integrating the two companies.  That is the real challenge, of course, combining your forces and making sure that the chemistry works.  In the current marketplace, that is a very valid strategy, and I think we'll see a lot of consolidation in the next year.  If you can get over things like the two founders, integrating the management teams, maybe shedding some divisions or business units or customers, then obviously it's a way to make your company more viable.
Ms. Abramson:  Hopefully, we will see you up on this panel in the fall because there are going to be a lot more of you.  We are going to see a lot of mergers in the next six months, as there should be.  We have very crowded spaces in a lot of different verticals, and success for most people is going to be some sort of affiliation.
Mr. Shames:  Mike mentioned integration, but I wouldn't underestimate chemistry, either.  I think that too many mergers have failed because of the chemistry among the founders.  If you don't have the same vision, it's not going to work.  Don't gloss that over as part of the negotiations.
Ms. Abramson:  Then it's probably not a merger.  It's some kind of a buyout.
Ms. Butler:  My name is Sue Butler.  I'm a director of business development for Teamwork Company.  We are kind of in a Catch-22 on money in that we are completing an angel round right now and we know that we are going to have a positive cash flow before the end of the year.  We are launching our product in September, have signed some multiyear agreements with major national companies and plan on doing a VC round near December.  Although we don't really need much more than $500,000 to $700,000, we have been told by some potential investors that you are defined by the money you ask for, and that maybe we should ask for more.  What do you do?
Ms. Abramson:  You are not in a Catch-22.  Get the money.
Mr. Harvey:  Take the money.  More money.
Ms. Smith:  You will hear people who tend to bottom fish, say “Take the minimum.  People having too much money is a big problem.”  Yes, it can be a big problem, but it's not nearly as big a problem as not having enough.
Ms. Abramson:  Seriously, one of the things that you have to think about when you are looking very positively at all of these things that are going to happen is: What if all of them don't happen or they don't happen as quickly as you think they are going to?  Big companies take a long time to make decisions.  They tell you that they have decided, but, by the time the paperwork is in, you don't want to be looking for money when you are backed up against the wall.  The key is to get enough money to last you for a lot longer than you think it has to last you.
	A company in our portfolio is in the biggest difficulty right now.  It is a very, very successful company that raised $8 million out of the box, headed by a woman who is a three-time CEO.  She had a very bad experience with venture funds, so she decided very early not to raise venture money.  She raised $8 million from somebody who put together a group of individuals because her product was going to be up and ready and on the market and selling.  Well, the product was eight months late and she was out of money.  She had to go out for a first venture round at a time when her product was not out, yet she had raised $8 million which pushed the valuation up.  VCs weren't looking to come in when she was backed up against the wall unless they were going to give her a real hit, so take the money when you can get it.
Mr. Harvey:  As much as possible.
Mr. Jordan:  I’m William Jordan with MelaNet.  A quick, two-part question.  First, my understanding is that venture funding and a lot of other types of funding expect high risk, but, when there are failures, all of a sudden everybody seems to be panicking.  Isn’t that the name of the game?  Second, when these companies do fail, are you stigmatized for life or are you allowed to resurrect?  What is it about a failure that allows you to come back and play again, and what may mark you for life?
Ms. Abramson:  Well, first, yes, it's high risk and everybody that invests in our funds knows that this is a very high-risk part of the game.  We do expect failures.  If you have 10 deals in your portfolio, you are looking for at least four of them not to do well.  Nevertheless, you don't invest in any companies thinking that it is the failure.  A lot of things are going to go wrong that you didn't anticipate in the beginning, but we are hoping and working our best to make every one of them succeed.
	That said, if you fail, you are absolutely not marked for life.  One of the things that VCs are looking for is experienced CEOs.  You have trouble raising money when you have never raised money; and you have trouble raising money if you have failed.  Theoretically, though, you will have learned something from your experience and you will be a better CEO next time around.  I wouldn't get in the McDonald's line yet.
Mr. Harvey:  The only time people get marked is if they behave badly.  If you behave without integrity, that gets around, or if you get in a situation and you lock up or panic or some character flaw gets exposed.  That will get around, too.
Mr. Lincoln:  Interestingly, some recent studies have identified the lack of stigma associated with business failure in this country as being one of the principal reasons why there is so much venture capital and entrepreneurship in the United States compared to some countries.  For example, in the Far East where there is such a great stigma attached to trying to start a business and failing, people are much more likely to take a safe job with a large conglomerate and not break out on their own.  Silicon Valley has long had the reputation for being a place where failure is something of a badge of honor, at least for a few times, and I think that has caught on here as well.
Ms. Abramson:  In a Wall Street Journal article a couple of months ago, the CEO of Cosmo.com, who had just raised a good deal of money but was having some trouble, said something to the effect of, what's the difference if I fail?  It will be a real learning experience.  I will tell you, as an investor in Cosmo.com, I really didn't like hearing that he didn't think it was anything to worry about.
Mr. Jarriel:  I’m Steve Jarriel with Bystander.com.  One of the things I often say in leading this company is that I'm not going to be seduced by my ambitions of what this company could become.  As someone pointed out, you need to conquer one vertical, then move on to the next, and that's the philosophy I'm bringing to Bystander.  Where, however, does one balance sound business principles with the excitement and grandeur you are looking for when considering an investment?
Ms. Abramson:  Usually, as an entrepreneur, you are thinking about the grand vision and I, as a VC, am trying to hold you back and focus you.  Hearing you come from the other side, we are certainly looking for you to be cognizant of the market and the potential and to be out there studying it.  What we are looking for, however, along the way, are some accomplishments that you can point to and success in some verticals.
Ms. Smith:  Let me also say that there are a lot of wonderful businesses that are not appropriate for venture funding.  You don't have to want to be the next AOL to have a successful business and raise money, but you probably won't raise it from venture capitalists.
Ms. Abramson:  You know, all of a sudden it's as if it was a negative to want to run a business and stay with it for life.  Most people don't want to change jobs every three years, and there is nothing wrong with building a company, making it into a good, profitable firm and passing it on without worrying about whether you are going to raise the next dime.


