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business strategies in the new economy:
roll-up or not, is it right for you?


Roll-ups have become a popular acquisition strategy in a business environment as fractured and formative as today's Internet space.  While they often make sense, they can also simply magnify an already weak business plan.  When they work, when they don't and whether netpreneurs should consider becoming part of a roll-up was explored at this Netpreneur Program Coffee & DoughNets meeting, April 22, 1999, produced by the Morino Institute (http://www.morino.org).


Statements made at Netpreneur events and recorded here reflect solely the views of the speakers and have not been reviewed or researched for accuracy or truthfulness. These statements in no way reflect the opinions or beliefs of the Morino Institute, Netpreneur.org or any of their affiliates, agents, officers or directors. The transcript is provided "as is" and your use is at your own risk.   
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mary macpherson: introductions
Good morning.  We certainly have a lively crowd this morning.  We're delighted to have two business leaders with us today who can share their experiences in netpreneurship and their business strategies with regard to a very prominent phenomenon in the Net world—business roll-ups.
	Drew Clark is president of Verio East (http://www.verio.com), a company that has grown through acquisition, including the acquisition of ClarkNet, the Internet service provider (ISP) that Drew founded with his cousin Jamie Clark.  He'll be joined on the panel by Nelson Carbonell, president and CEO of Alta Software (http://www.altasoft.com).  Alta is one of the region's Fast 50 companies, and Nelson has some interesting perspectives on the topic of roll-ups.
	Our panel will be moderated by a journalist who has been examining high-tech companies in the region for the last six years, Bob Starzynski, the editor of TechCapital magzine (http://techcapital.com).  We'll begin with opening remarks from Bob, followed by comments from Drew and Nelson, then we'll open the floor to your questions.

bob starzynski: background
Before we get started, let me take a minute to insult your intelligence and explain what a roll-up is.  A roll-up is not just the acquisition of businesses; it is taking a series of small businesses in the same or similar markets and combining them to create a large business.  It's been a popular model recently, and the people who have put these companies together have touted their benefits.  Among other things, they say that roll-ups afford a company the opportunity to attract bigger clients, to buy materials and services in quantity more cheaply, and to keep administrative and overhead costs down by eliminating the overlap of services.
	At the same time, other people say that roll-ups aren't all they're cracked up to be.  One of the things that spurred this morning's topic is a letter that I wrote in TechCapital, the basic message of which was "beware of the roll-up" (http://206.144.247.59/vol2_no6/department/92-1.html).  I don't think that roll-ups are inherently bad or evil, but I do think that roll-up strategies, if done for the wrong reasons, can be troublesome.  For example, if you roll up stagnant businesses, all you're creating is a larger stagnant business.  Once you stop acquiring, your top line growth is going to stop because you're acquiring companies that weren't growing in the first place.  That aside, if you're putting together businesses that are growing in a rapidly growing industry, you stand a good chance of continuing growth once companies are joined together.
	By the way, one of our speakers, Nelson Carbonell, responded to my column with a letter of his own (http://206.144.247.59/vol3_no1/department/105-2.html), expressing some of his concerns with roll-up strategies, primarily with the integration of cultures.  Let's hear from Drew Clark to begin with, however, for his first hand experience with Verio's roll-up acquisition of ClarkNet.


drew clark: "poof," you're a company
Thanks, Bob.  Good morning, everybody.
	The roll-up strategy dilemma is one that needs some fine tuning.  The early stage "poof" transactions we have seen implemented a number of times are different from building a business through the acquisition of strong players in a particular industry and gaining economies of scale, expertise or strategic advantages from those organizations.  There are some companies that go out and say, "We're going to sign up everybody to this great agreement and, in a certain period of time, we'll become one company, but it's all contingent on equity markets and raising a lot of cash."  That kind of "poof" transaction is different from building a company through a grass roots effort where you go out and identify the companies, do a lot of due diligence and decide that it fits into the vision you've created.  You may or may not ultimately go into the public equity or debt markets to get capital.
	My old company, ClarkNet, was founded by my cousin, Jamie, who got the idea to create a local ISP through some of his graduate school programs at Johns Hopkins University.  He had some very difficult times getting connected to the Net back in that period, 1992 and 1993.  When he first set up shop, he had a 56K line with Sprint, and thought he was the king of the world.  Clarknet was the first deaf-owned ISP in the country and only the second ISP in the Greater Washington region.
	Jamie had a vision which he wanted to build up over time.  As most of you know, the technology in this space is changing so rapidly—hardware, operating systems, compression technologies at the local loop level and throughout the Net.  As time passed and technologies changed, we had to keep asking ourselves, "Can we continue to invest in the company to provide the level of service and the level of products that the marketplace is demanding?"  At some point, the answer became, "No, we probably can't."
	We could give it another three to five years, maybe, if we were lucky, but what would we have had at the end?
	Could we attract the kind of people we had brought on in the early stages of ClarkNet and continue to have the level of expertise from an engineering perspective and from our sales folks?  Could we be competitive in the human resources component? The answer was, "Probably not in the long run."
	There were a host of other issues.  Could we be attractive to local, regional or national banking institutions to provide us with working capital?  In the past we had been fortunate, through Jamie's skills and his recognition as Small Businessperson of the Year in Maryland, to have attracted some Small Business Administration financing which helped us build from the milking barn to a real facility, operating as a true business.
	We looked at those types of issues.  They are the kind of challenges most entrepreneurs face every month.  Can I do payroll next month?  Will our people walk down the street to work for competitor XYZ which has more resources, a more attractive benefits program or more stability than we have today?  Entrepreneurs are constantly struggling with those decisions each and every day—keeping the company afloat, maintaining the organization, driving the company to the next level.  You overcome those hurdles and you feel good about it.  At the end of the week, you know you'll catch up this weekend and start over on Monday.
	The Verio deal had risk associated with it.  It was a venture capital-financed private company.  Fortunately, one of the things we also evaluated was the culture and the management team that had been put in place at Verio to take the company to the next level.  We felt very comfortable.  We felt there were a lot of opportunities to grow with Verio.
	That's another fork in the road where people must stop to consider.  If you're going to participate in a roll-up strategy or become part of an acquisitive company, what's the role for you in the future?  Will you have a place in the company?  Can you commit to that organization?  Does it have the same values and beliefs that you do?  That's important.  At some point, you may make the decision that you're interested in selling your company, but not staying with it.  Hopefully, you make enough money that you can go off and do another entrepreneurial activity, or just go off and play golf.  There are a lot of decisions you have to make in arriving at the right exit strategy for you.  If you're in the technology marketplace today, and you have any type of success whatsoever, chances are pretty good that somebody is contacting you, interested in having you participate as part of their team.  They want to acquire you and let you go on about your way, or they want to acquire you and have you become an important contributor.
	We were fortunate with Verio.  They've been very successful in growing organically as well as growing through the acquisition process.  It's been an interesting and very rewarding experience, much different from being an entrepreneur in the barn at ClarkNet and worrying about rebooting modems at 2 a.m.  It's been a good experience for our folks and it's provided a lot of different opportunities for our people to grow both intellectually and financially.  We have a benefits package and a set of solutions that we can feel good about each and every day, and not have to worry about some of the hurdles we all face as entrepreneurs.
	I'm a proponent of an acquisition strategy that makes sense.  As Bob said, if you acquire stagnant companies or businesses that don't have future potential, what's the point?  Perhaps there are some economies of scale you gain, but if you're not going to build a company for the long term, then I'm not sure the roll-up strategy is one that makes sense for an entrepreneur.  If, at the end of the process, you have paper value that isn't rock solid, it's not necessarily liquidity for you.  You have to consider the situations of cash versus equity or some other compensations when you sell your company.

Mr. Starzynski:  Can you tell us how many companies were rolled together with Verio and how big the company is now?

Mr. Clark:  Verio was formed in March of 1996 with venture capital from Centennial Funds and a few other folks who participated in the initial seed financing.  The idea was that the ISP space was very fragmented, and there were opportunities to pool these local companies together.  If you look at some of the leverage points, economies of scale and opportunities to create value in that market, it lends itself well to that strategy.  You're talking about backbone and infrastructure, things you have to buy from somebody.  The larger your capacity requirements are, the more economies you can get with the long-haul providers.  At the time of Verio's public offering, I think we had acquired and incorporated about 36 companies that were predominantly regional ISPs.  We've also done a number of acquisitions subsequently in the Web hosting environment.  Today's count, I think, is close to 50 companies that have been incorporated into the Verio family.  That public offering was in June of 1997, for about $150 million, and we did another high yield debt offering last May.  It's been a fairly aggressive acquisition strategy, and, I will tell you, it's not been without a lot of bumps in the road.  You start talking about trying to get people unified on administrative platforms, on billing platforms, on customer care platforms.  There are times when you're trying to establish software functions across 40+ companies.  The challenges of culture and the challenges of integration are absolutely there.  We've been pretty successful in handling most of them, but we certainly had our bumps in the road.  We continue to look to improve our economies of service and our networks.  It's been a plus for us and a plus for Verio.


nelson carbonell: exit (strategy), stage left
Thank you.  At Alta Software, we basically build custom applications for the Web.  We're a Web engineering company, which is different from building Web sites because we rarely work on front-end content.  We usually work on putting together the back-end applications to make something like an E-commerce system work.  Our claim to fame is that we built and deployed sites last year for major Fortune 500 companies, such as First Union and Equifax.  Alta was started about six years ago.  Over those six years we've had dark days, bright days, ups and downs.  I'm sure those of you who are entrepreneurs can relate to that.
	During one of the dark days, I started thinking about exit strategies.  I can tell you that my perspective on exit strategies ebbs and flows with the numbers.  Whenever things are bad, I'm always thinking about exit strategies.  Maybe I can get out of it what I put into it.  When things are going well, I never think about exit strategies.  Right now we're in heady times, so I haven't thought about exit strategies for about 18 months.
	All of the Internet professional services roll-ups have approached us over a period of time, some of the famous  public ones and some of the ones yet to be public.  Research is an unbelievable thing.  Every single one of them found us.  I was impressed.
	I sat in a room with one of them who said, "Why don't you tell me a little bit about your company?"  Two minutes into my talk about how great we were, he said, "I want to buy you."  I just sat there for a second.  The only words that could come into my head were, "Can't you kiss me first?"
	See, when I look at our business, there are two constituencies we have to serve.  One is our customers who come to us based on trust.  How does someone trust you that's never met you?  They trust you based on reputation and how you interact with them.  Our customer gets delivery of the product we built for them after they pay us.  Maybe they have a little bit left at the end, but, for the most part, there's a leap of faith that they have to make. For many of our customers, we are the second, third, and in one case, I think the fifth try at actually deploying something significant on the Web.  We're dealing with people who have a lot of experience, who have hit all the bumps, including some they never thought they would hit.  That's one constituency.
	The other constituency is our employees.  We are only as good as each person that we hire and their ability to execute a job with a customer.
	When I think about a roll-up strategy, I imagine that I'm one of my customers who picks up the newspaper and reads that Alta Software has joined roll-up XYZ.  I wonder how that makes him feel.  Does it make him feel good?  He's thinking, "Most of the people are going to be independently wealthy, so that means they're going to give me better service, right?  Not likely."
	From an employee standpoint, we spend a lot of time talking about how to build a culture.  Our turnover rate has been below 3%.  How do we retain those people?  We have a value proposition with them that they don't have just a job; they're working and building a company that's going to last a long time.  Our strategy has been to look at the big players in the professional services industry, the Andersen Consultings of the world and so forth.  Those weren't roll-ups.  Those were organically built cultures.  You've heard about the Andersen culture.  The reason for that notoriety is that they provide a consistent quality of service for their customers—whether you think it's good, bad or indifferent.  We believe that's a successful strategy and we employ it.  If we can make sure that every one of our customers succeeds, that every one of our customers gets the best quality of service we can possibly provide for them, then we believe that's going to lead to more customers and growing our business.
	Some data points.  Our run rate is over $20 million now, and we've been growing about 25% quarter-to-quarter, so, by the end of the year, it should be up to about $45 million.  We've done that without acquisitions and without outside capital.  I think, fundamentally, that the people in our company believe we can build a business one person at a time, one customer at a time.  Right now, it's kind of hard to read the paper and find out about people going public and raising $500 million, but, three years from now, maybe it won't be so hard when we have a business that's built to last.


the audience: questions & answers

Mr. Starzynski:  One of the reasons why roll-ups, and acquisitions in general, have been so popular in recent years is because of the lack of technical talent.  Nelson, have you ever been concerned that you might need to go out and acquire a business or take part in a roll-up in order to get the technical talent you need?

Mr. Carbonell:  That's a great question.  Everybody's worried because finding talent and getting the right people is difficult.  I'm not going to tell you that it's easy for us.  We have a very aggressive recruiting program.  In a company of a little over 100 people, 5% of our staff are recruiters—five people who basically spend their full time out looking for employees.
	I'm sure that a lot of you have had to hire software engineers.  Software engineers think a little bit differently than other people do.  Ultimately, the value proposition that our people get is that they get to work on challenging projects, which are really going to be used, with other very talented people using the latest technology.  That gives them reason to come to work for us, but also to stay.  My biggest fear is not whether we can recruit people, it's can we continue to do things to make sure people don't leave.  People are our capital in our business, so we do everything we can to make sure that the value proposition for our employees remains the same.  I think that's pretty important.

Mr. Roshfeld:  I'm Larry Roshfeld with E-Certify (http://www.e-certify.com).  I've been involved in a lot of acquisitions on both sides.  I find that it's easier for the senior management of companies to get aligned than it is for the folks who are being bought, who often find themselves in an "us" and "them" mentality.  I've been involved in situations where people who joined the company after the roll-up were still talking about the good old days in which they'd never participated.  How do you keep the folks who are actually driving the business?

Mr. Clark:  The key success factor we experienced as part of Verio is the communication process.  You've got to go overboard with communications, to over-communicate.  You must continue to have the lines of communication open to ensure that those folks feel like they have some ownership in the process.  At the end of the day, they're the intellectual capital that makes or breaks a business.  Our challenge was to make sure that the people in the customer care group and the billing department understood why we were making this transaction.  What did it mean to them, and what did it mean to the customer base?  We have a lot of loyal, long-established ClarkNet customers who enjoyed the old days of being able to use UNIX shell and talk to an engineer about the deployment of a latest router or modem technology.  You lose some of that, but you have to continue to communicate to bring your customers along.
	As Nelson refers to it, what's the value proposition for them?  It's a bumpy road, because the value proposition isn't immediate.  It's not like you turn on the "Verio" light outside and everything is wonderful for your employees and customers.  You continue to drive the vision and the culture and communicate it to the employees so that they understand.  Finally, they start to see some tangible results, whether it's an improved benefits programs or the ability to interface with talented people all across the country.  You have a technical issue you don't understand?  All right, let's talk to Dick or Jane in Seattle.
	That's one of the attractive features of being part of Verio—people can be tasked with things that they never would have been tasked with before.  They are challenged intellectually, which makes them feel rewarded and fulfilled and more marketable in the long run, should they want to go out and do something different.  They've got a collective experience that we couldn't have provided them at the local level.  The key is communication, but, you know, that's a challenge that goes all over, whether you're a person in a consulting practice or a systems engineers.  How does General Motors communicate with 50,000 folks across the globe?  To me, that's a daunting task.

Mr. Owens:  My name is Charles Owens, chairman of AbleMedia (http://ablemedia.com).  As an investment banker for the last 25 years, I have been involved in and encouraged numerous roll-ups in the neighborhood of millions of dollars.  The majority of the roll-ups that we encouraged were limited partnership roll-ups—limited partnerships in oil and gas and real estate, for example.  Those roll-ups were investor strategies; they weren't entrepreneurial strategies.  We rolled up entities which, as far as management was concerned, were passive management entities.  The roll-ups worked because we didn't have all of the problems that you're talking about with active managers.
	I would call what you have described an acquisition, which is a bloody difficult exercise.  The idea of rolling up 50 companies is strictly an investor play.  I can't imagine it being primarily in the interest of the entrepreneur.  Verio sounds like it was started by a group of investors who raised venture capital.  It is not an entrepreneurial play from the perspective of the individual companies, but a financial play aimed at an IPO by well-capitalized, large investors.  It seems to me that there's some conflict between what most people in this room are trying to do, and what is being attempted in a roll-up.  In my view, you're talking about a process that is fundamentally not in the best interest of most people here.  Would you address that?

Mr. Clark:  To a great extent I agree with that.  As I alluded to at the start, there are gradations of what I'll call roll-ups versus acquisitions.  I happen to know one of the key members of onemain.com (http://onemain.com).  He pulled together a number of ISPs and signed them all up saying, "Okay, if we're successful with the IPO, we'll become one family."  To me, that's the classic definition of a roll-up transaction—it's encouraged for financial purposes only.  As Mark Twain said, "If they tell you it's not about money, it's about money."
	If you look at the Verio proposition, clearly there was some element of that.  There was a vision to take a fragmented industry and create a company that would, hopefully, have a high value proposition for the investors from the early stages, as well as those investors throughout the life of the company.  Where roll-ups succeed or fail for the entrepreneur, the employees, the customers and, ultimately, the investors who buy into the concept, is in their ability to create a culture and have a vision to take the company to the next level—to become a change agent or transformer.  Most people are entrepreneurial because they want to be change agents.  There are a host of factors why people become entrepreneurs, but I think that, when push comes to shove, it's the change factor.  Time is the true test.  If Verio is a successful company five years from now, then that will be the true measure of success, whether the stock is at $10 or $150.  That's a secondary issue in my perspective as an entrepreneur.
	If it's all done and driven purely for a financial engineering motive, it's probably not a good thing for the entrepreneur.  There's also the issue of how an entrepreneur gains a return on his or her sweat equity, besides the recognition and the intangibles that go along with being an entrepreneur.  That sweat equity—the 20 hours a day trying to recruit and retain people, creating the vision and growing the company—you want some sort of financial return for it.  At some point, will it just sort of fade off into the night, and you retire saying, "Okay, we created a great culture and a great vision and I feel really good about that, but did I actually earn something from that in terms of an economic return?"
	I think the entrepreneur is served by an acquisition strategy, although it depends on what the motivation is.  Certain people get to a certain point in their life and say, "I'm tired of banging my head against the wall."  Maybe you want to be more involved in the community, and this is a way to get some financial security and accomplish that dream.  There are different motivations for the entrepreneur, but I agree with your initial comment that's it's not always right to head in that direction.  It depends upon the point in your professional and personal life cycle, but I think it's a good vehicle if executed correctly.

Mr Starzynski:  Assuming that everyone here is an entrepreneur who has or will be faced with the question of whether to sell into a roll-up or not, what is your advice in 20 words or less?

Mr. Carbonell:  If you think you're done, then sell.  If you think you're not done, then don't.  If you think that you can sell without being done, well, most people end up disappointed in that.  I always imagine that it's a challenge to roll up a company where 40 guys used to be presidents of their own companies.

Mr. Clark:  I think that's a great formula.  What feels right?  At the end of the day, you have to feel comfortable with your decision.  Hopefully, you evaluated all the factors; now you have to make the decision that feels best for you as the entrepreneur.

Mr. Halligan:  I'm Rob Halligan with Evolve, Inc. (http://www.evolveweb.com).  We are what could be called an IT services roll-up, building solutions integration services.  It isn't for everybody and you have to find the right people who want to do it. It's not always whether you're done or not, because we personally don't want companies where the owner is ready to jump.  We want him or her to work with us, so it's not all black and white.

Mr. Carbonell:  I don't have the psychological profile of entrepreneurs down pat, but I know that they are people who like to build things.  If the value proposition from the roll-upp-er is, "We can get you away from all of this stuff that you don't want to do," then why did you become an entrepreneur to begin with?  You probably are miscast in your role.  You should either look to go to work for somebody, and probably a roll-up is one strategy, or do something else.  Entrepreneurs, at least the ones I know who are successful, are the ones who live to build something.

Audience Member:  A public company is worth  a lot more than a private company.  That's the attraction.

Ms. Young:  I'm April Young from Imperial Bank (http://www.imperialbank.net).  Do you see any segments, not necessarily in IT, that are particularly right for roll-up?  How do you suggest somebody go at them?

Mr. Clark:  I think you have to ask some of the roll-upp-ers in the audience.

Mr. Carbonell:  I think you can say that there are two characteristics that have to exist in order for a roll-up to even be attempted. One is that you have to have favorable market conditions in the industry.  Going out and saying, "I'm doing a wallboard company roll-up," is probably not going to get you a big splash in the IPO market, even though it may be a fragmented industry.  You also have to have enough players in the market that you can find enough companies to acquire.
	And I think there's also a third element—you have to be convinced that the strategy ultimately builds a real business.  Maybe the investment bankers have to convince themselves of that, but you have to be sure that this thing is going to be around and that it's going to grow and deliver on its promise.

Mr. Starzynski:  To elaborate on Nelson's points, the industries that I see rolling up more successfully are those that are very disparate, the ones that have a couple of large leaders, but also a bunch of undervalued mom-and-pops.  Of course, that's assuming it's people with financial intentions putting the roll-up together.  They're really going to go after the markets that they see as undervalued.

Mr. Khera:  I'm Raj Khera of Khera Communications (http://www.kcilink.com) and GovCon (http://www.govcon.com).  We've been approached by many companies to do a roll-up, but have resisted, although maybe the day will come when we decide it is right.  If so, what can I expect in terms of the nuts-and-bolts after the roll-up happens?

Mr. Clark:  There's a universe of potentials out there, depending on how the transactions are structured.  In some cases, the due diligence and the agreements are executed, but nothing happens until, "poof," the IPO happens.  Things really will run the gamut, depending upon how the companies want to structure the transaction.  There's give and take between the acquirer and the selling company.  You can dictate that in terms of the negotiation process, as well as contractually.  
	I will tell you that, at the end of the day, it doesn't really matter what's on paper, if there isn't good faith in the process.  If there isn't the sense of moving forward together, then why have a consulting agreement or an employment contract without any real intention for either of the parties to adhere to it?  Get the baloney off the table and dictate what you want to accomplish.  If you're set on being involved with the company on a prospective basis, you need to make sure you have a level of trust with the existing management team—that you buy into the culture and you feel good about moving forward.  It comes down to a lot of gut feelings.
	The process and conditions can run the whole course.  It can be very, very legalese, or it can be more laissez faire.  The transition period can run from 30 days to three years.  It depends on the circumstances.  If you're a key component of the acquisition because of your intellectual talent, or your leadership or your ability to keep the sales force motivated, then you're going to have a lot more value than if you're writing code that somebody else can maintain.  Unfortunately, there's no pat answer.  You can't go to the Harvard MBA program and find out what happens after an acquisition.  There are themes and trends that are similar, but they are all unique.

Mr. Dejardan:  My name is John Dejardan and I'm a software engineer.  I recently joined a company called webMethods (http://webmethods.com), and I made that decision because I want many of the things you mentioned, Nelson, such as the ability to work on interesting projects.  Are you against any kind of acquisition strategy at all, or are you just not interested in being acquired?

Mr. Carbonell:  That's a great question. Let me just say this: roll-ups and acquisitions are different.  A roll-up is an acquisition on steroids, okay?  It's a different model.  Acquisitions are a difficult business strategy to execute, but they can be done.  Cisco Systems (http://cisco.com) is one of our customers.  They're an acquisition master.  They can do an acquisition and you will be assimilated.  It's very effective and it managed to create a market-dominant position for them.  I can't say that acquisitions are not in our future, although we will more likely be the acquirer than the acquiree when we feel that we can deliver consistent numbers in the marketplace.
	At the stage we are now, we are putting together foundations for our company.  It's very difficult to do an acquisition at a foundation level because you get overwhelmed with people and problems.  A Cisco Systems acquiring someone like LightSpeed International—a huge company acquiring a very small company—that's been done more than once.  It's a very different transaction than a roll-up where you have 40 small companies and you show up one day to meet your 39 best friends who are going to be working with you in this company.  We are not anti-acquisition; we just think that the roll-up is a strategy that doesn't work for us in our industry.

Mr. Starzynski:  I was looking through Verio's annual report and noticed that it has $200+ million of goodwill on its balance sheet.  For those of you who are not familiar with "goodwill," it's the price over the assets that you pay for a business.  Drew, what kind of  burden does that put on a company that is still trying to grow organically?

Mr. Clark:  It's not cash, so it doesn't really hit your operations other than from a financial accounting perspective.  There's a big debate over what type of accounting standards should be in play, the delta between the asset value that you're acquiring and the purchase price.  To me, if you're trying to build value and attain a certain synergy level with the acquisition process, whether through a roll-up or the more traditional, slower-paced acquisition, you're most likely going to pay a premium.  Hopefully, the premium you pay for companies is less than the premiums you would garner in the marketplace.  The key element is not what goodwill does, but does the market capitalization you achieve through public financing methodologies justify that goodwill.
	I don't get hung up on goodwill.  Being an ex-CPA, they call me an accountant with an attitude.  What I'm really concerned about is whether a business generates cash, because you can't spend goodwill.  One of our measurements is to get to a positive EBITDA (Earnings Before Interest, Taxes, Depreciation And Amortization).  If you can get to that point, you've done something that not many others have done in software development or the Internet space.  We think we're going to get that.  Cash flow, for me, is a much more important measurement than the non-cash items of the balance sheet which amortize over the period of time they have to be amortized.

Mr. Hemrajani:  My name is Anil Hemrajani, president and CEO of Divya, Inc (http://divya.com).  We've been around for about two and a half years and have added some very large customers, mostly Fortune 500 companies.  We're sort of a hybrid company which implements custom applications employing mainly subcontractors.  We have a very good reputation with a specialized department that focuses on Java Web solutions.  Like you, on the bad days I think about exit strategy, not because the business isn't growing, but there are just days when you really get tired of putting in 14 hours and to maybe get some cash out for all the hard work that I put into it.  Is there value in a company like ours?

Mr. Carbonell:  First, I can tell you that I feel your pain.  Deciding what you want out of it is important, and what your objective is.  I really don't have an answer to that question, but as a service business companies are going to acquire you for two reasons, both pretty important.  One reason is to get your customers, so the first question you have to ask yourself is, when you're acquired, will your customers stay with you?  Do you have that kind of relationship with them?  Will the new company do right by them?
	The second reason that they'll acquire you is to get your employees.  The concern I have is that if your employees are subcontractors and you sell, what is the chance they're going to stay around?  What kind of retention rates can that company expect among those people?  Those two things drive the acquirer's mind-set.  If it were me, those are the two things I'd be most concerned about, but there are acquirers out there who want companies like yours, so you probably have something pretty valuable.

Mr. Jordan:  My name is William Jordan, with MelaNet (http://melanet.com), an Internet consulting firm.  With both the roll-up and acquisition process, I'm trying to follow the equity and what's happening to it.  Can you clarify the difference between the two processes and what's really happening to my equity stake in my company?

Mr. Clark:  It'll probably get diluted.  Again, it depends on the structure of the transaction and a lot of other circumstances, but what you need to understand is a simple equation.  You have something over here that you're going to exchange for something over here—it's either going to be cash or equity in the new company.  You've got to make sure that you're getting fair value for what you're exchanging and for the risk it carries.  If it's nonpublic equity, there's the chance that the paper could be worth nothing more than a napkin.  You have to figure out the true value of what you're receiving for what you're giving up, and  you have to be comfortable with that exchange. 
	I sat down and had a heart-to-heart meeting with the CEO when we completed the sale of ClarkNet about how the transaction was structured.  We sold 51% of the company originally.  We had to come up with an appreciation and a confidence level that the valuation Verio was using was something we felt good about.  Was it equitable to us?  Fortunately, yes.  If you don't have that expertise, I'm sure there are folks here that would love to help you figure out valuations and how to structure a transaction.

Mr. Carbonell:  I think the easiest way to look at the game is that it's arbitrage.  It's got to be worth more to them; otherwise, it doesn't make sense to buy it.  The question you have to put to yourself is how much?  Ultimately, that's the game the acquirer is playing, especially in a roll-up.  "I can acquire you for 10X revenues, but I know I can sell you for 20X as a package with everybody else."  That's what you have to keep in mind.

Mr. Howe:  Could you comment on the role of strategic alliances as an alternative way to rapidly accelerate your company's growth—bottom line and top line?  For example, Verio has a new deal with Network Solutions to give out domain names, so rather than roll up, why not hitch your wagon to a large company's star and shoot along with them?

Mr. Carbonell:  Part of our strategy has been to build alliances with companies like Sun and Cisco Systems which are at a different end of the business from us.  Alliances can be a kind of fair weather friend situation, because they have to work for both partners in the alliance.  The thing you have to keep in mind is that things change.  What was in Sun's best interest a year ago when they were selling hardware is different from today when they are the ".com in E-commerce."  Now, they are our competitor as opposed to being our partner.  We have to be constantly vigilant in these strategic relationships as to what the objectives of the other partner are.  You also have to be ready to change partners, so it's a much more fluid set of relationships than if you're somebody like Drew who's part of Verio.  Now, they're a team and their mutual objectives remain the same.  Alliances require a lot of work and you have to be nimble.

Mr. Clark:  I think the analogy is, do you want to date or do you want to get married?  Dating is not a permanent relationship.  As Nelson said, in the strategic alliance it's tough to keep the partners aligned.  There are so many examples of those alliances gone awry.  Also, bottom line, if you're small, let's say a small shop of Java programming experts, it's not likely that Sun's going to come knock on the door saying, "I want you to be my strategic partner today."  You don't have the mass.  You don't have the presence in the marketplace or the resources that makes it interesting enough to get on Sun's radar screen.
	Verio was able to bring those things to the table, or at least had the potential.  ClarkNet was never going to do a Web hosting alliance with America Online, but we just did one as Verio.  I hate to say it, but if you want to play with the big boys, you have to be big.  You have to bring something of value to the table to enter into those strategic relationships.  Verio will not do as much acquisition activity in the future.  We'll continue to do it when it's strategic, but we will do more relationships and more alliances.

Mr. Kling:  My name is Arnold Kling from homefair.com (http://homefair.com).  Having been through a recent merger that took us from three presidents to four, I agree with Nelson's comment about software shops having strong cultures.  To me, it would be like trying to roll up three rock-and-roll bands into one orchestra.  Do you think that if you took away the stock market and its ability to price earnings, or have a "price to fantasy ratio" as one economist called it, we would even be talking about these kind of roll-ups?

Mr. Carbonell:  No.  It's an essential element of the formula.  If the executor of the roll-up can't get arbitrage for their dollars, meaning they have a market that's going to price what you're giving them at a higher value than what you're selling to them, it doesn't work.


