KEYS
TO SUCCESSFUL
INVESTING

We are all presented with numerous opportunities to invest
in businesses. If you are a professional working for a venture
capital or leveraged buyout firm, you are being bombarded
with “opportunities” from professional money raisers known as
investment bankers. If you are an “angel” investor, you are
being flooded with new business plans from friends and busi-
ness associates. In the introduction, we discussed how we all
have biases toward everything, including what we like to invest
in. Now we move from biases to gathering hard facts about the
business, the industry, and the team running the business. This
part of the investing process is know as due diligence.

This chapter starts the beginning of what venture capital-
ists (VCs) call the due diligence process. That is, it describes
the steps that an investor should take in researching an invest-
ment opportunity. This is a detailed process that takes
weeks—sometimes months—of work. It begins when an inves-
tor is confronted with a business proposal and must decide
whether the idea warrants further investigation. If the invest-
ment does make it past this initial decision process (explained
in this chapter), Chapters 2-8 go into further detail of the
extent the due diligence process must take.
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WHAT ARE THE BASIC ITEMS TO LOOK

FOR

IN A BUsSINESS PROPOSITION?

There are six critical components to look for in this first stage
of evaluation.

1. THE NUMBERS SHOULD
BE PROPERLY PRESENTED

Everybody in the investment business lives and dies by “the
numbers.” This means that the investor cannot proceed with-
out accurate figures on a company’s past performance. Any-
thing less than accurate and detailed (and in most cases,
certified financial statements) will lead the investor into a
business risk that is probably not worth the business opportu-
nity. To repeat—no investor should make an investment with-
out accurate historical figures.

In addition, current financial statements are an absolute
must. All too often, investors are given financial statements
that are ancient history. The older numbers do not reflect how
the company is doing at that current moment. You should not
accept any statements older than two months. Make sure the
entrepreneur gives you current (either monthly or quarterly)
interim financial statements, or don’t invest. Any entrepre-
neur who sends you poorly prepared or stale financial state-
ments does not deserve financing.

Another thing to look for is the entrepreneur’s knowledge
of the financials. You must make sure that your entrepreneur
is able to explain the numbers in detail. If that cannot be done,
it is a sure sign that the entrepreneur does not live and die by
the numbers and, therefore, will be a poor match for you. As
an investor, you must live and die by the numbers.

If an entrepreneur cannot produce accurate financial pro-
jections, he or she should hire an accountant to prepare them.
However, even if hiring an accountant, the entrepreneur
should still know most of the numbers by memory if he or she
intends to live and die by the numbers. If you ask the entrepre-
neur about the financials and the answer is, “These financials
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were put together by my accountant and I cannot tell you why
certain projections do certain things,” the small business per-
son does not understand the numbers. This is a clear sign that
you will have problems in the future unless a new member of
the team is brought in to handle that side of the business.

In addition, the entrepreneur must provide accurate and
detailed projections for at least five years. As an investor, you
cannot assess how much money you can make without good
projections. An engineer was once asked for some projections
on his small business, and the VC was told that he couldn’t
supply them because this involved “sheer speculation” and
that engineers don’t guess about things; they only report what
is known. Needless to say, the VC did not invest in his com-
pany. Projections are important because they reflect the com-
pany’s financial plan. A company without a financial plan is a
company without direction.

Another point is that if the company has not reached the
point where cash from sales is equal to expenses—the
“breakeven”—the entrepreneur should provide you with a
month-by-month financial analysis indicating when the com-
pany will reach breakeven. An investor needs to know when a
company will finally reach cash flow breakeven and no longer
require more investor money.

As investors, we prefer not to deal with entrepreneurs who
do not understand the financial projections for their compa-
nies. A good entrepreneur must know the operating plan and
the financial plan. A good manager has a deep appreciation of
accounting. Managers know that, without accurate and timely
information, a manager cannot manage a company. This
sounds obvious, but many entrepreneurs are “concept peo-
ple.” An entrepreneur who lives by the numbers is the one you
want to back.

2. THE DEAL MuUusST MAKE LOTS
OF MONEY

Usually, no one has to tell an entrepreneur that the projec-
tions must go up. Every set of projections that we have ever
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received from entrepreneurs has the infamous “bell curve,”
with everything on the income statement and balance sheet
improving. If they didn’t show improvement, no one would
be interested in investing. Unless the projections go up sig-
nificantly, no VC is going to be interested in investing. VCs
look for a return on investment of at least 25 percent, and in
many situations they expect to see as high as 50-100 percent
return on investment per year.

When you look at the company’s projections, you should
be asking the question, What will the company be worth in
three to five years? Using that projection and the earnings and
cash flow of the business, one can put a value on the business
at the end of that time period. Using that expected value of the
company in the future, you can as the potential investor calcu-
late how much of the company you will have to own in order
to receive a return on investment that will compensate you for
the risk. If the projections don’t go up significantly, the inves-
tor will have to own a very large share of the small business in
order to make a significant return. Years ago, a VC did this cal-
culation on a potential investment, and it was determined
that, to make the type of return that was commensurate with
the risk, an investor would need to own 150 percent of the
company. It was a nice little business on a slow growth pat-
tern, but there was little possibility of a high return for an
investor. Obviously, no one can own 150 percent of anything!

3. THE AcID TEST OF A DEAL
Is MANAGEMENT

Recently, there was an industry seminar in which some very
well known VCs were asked what attributes of a potential
investment opportunity would indicate that the investment
was going to be successful. There were ten slots on the black-
board, and within a minute, the first six slots were filled with
some phrase that had the word management in it. Over and
over again, VCs say that the acid test of any deal is its manage-
ment. You may have heard a real estate executive say that a
good real estate investment is based on the three attributes of
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good real estate: location, location, location. Well, in the ven-
ture capital world, the three attributes of a good venture capi-
tal deal are management, management, management.

But what exactly does good management mean? It is very
easy for an investor to blame poor management for a loss, but
the reverse is also true. You can make a lot of money when
management is good. Well then, what management qualities
should an investor look for? Here are a few.

Honesty and Integrity. One criterion that every investor uses to
test management is honesty. If the entrepreneurial team is not
honest, almost “honest to a fault,” it is unlikely that the lender
or VC will invest. One VC tells about touring a plant with a
group of VCGs and stopping for a moment to watch a lady at a
drill press. He happened to ask her what she was making. She
replied, “Oh, nothing. I was hired just for the day. I was told
there were some big shots coming through and that I should
look real busy.” At that moment, management’s credibility
(and that of others in the plant) was gone. As a result of that
one incident, the company never raised the money it needed.
The news of its actions went flying through the venture capital
community and Killed all hopes of raising cash.

Experience. Every VC wants to back an entrepreneur who has
extensive experience in the industry in which the business
is operating. If the entrepreneur is a white-collar govern-
ment worker who is going to buy a meat-packing plant, for
example, the investor should have serious reservations
about that person’s qualifications for work in the industry.
Would the entrepreneur know how to run a meat-packing
plant? We remember one of the questions that a VC asked a
man who owned a meat-packing plant when the VG was
fresh out of business school and filled with a new concept
called management by objective (MBO). The VC asked the
owner whether he used MBO to run his plant. He was a fairly
burly fellow, puffing on a big cigar, and he quickly informed
the young VC, “No, I don’t use MBO in my plant. I use MBI.”
“Oh,” asked said the VC, “What is MBI?” This husky fellow
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replied, “management by intimidation.” This gruff entrepre-
neur knew how to work in his business. He knew that objec-
tives were best left in the office and that MBO would not
work inside his meat-packing plant. He had the experience
necessary to operate the plant.

Achievement. Solid achievements in the entrepreneur’s back-
ground are a big plus. Every investor should look for achieve-
ments. The chances of success increase when the
entrepreneur is an achiever. Look at the entrepreneur’s back-
ground. What did the entrepreneur achieve in college or in
business? Achievers are what make the world go 'round.

During the 1950s, a social scientist studying achievers and
nonachievers made some interesting discoveries about their
backgrounds. The background factor having the highest corre-
lation with the achievers was Eagle Scouts. The lowest correla-
tion was between achievers and pipe smokers. There is a
lesson here for anyone looking at an entrepreneur trying to
raise money: Bet on high achievers. They have the spark that
will light the fire. They want to win. They have achieved in the
past and most likely will continue to achieve.

High Energy Level. What most investors look for in a management
team is a high level of energy. Being an entrepreneur is tough.
Every VC has the greatest respect for all entrepreneurs. Entre-
preneurs work long hours. Most of us have worked only a few
70-hour weeks, and there are few people who like them. Your
entrepreneur will have to be one who can accept the long
hours and the grinding pace. Creating a great business is 1
percent inspiration and 99 percent perspiration.

Your entrepreneur must, therefore, be in good health and
of sound mind. The entrepreneur’s health will be put to the
test as the daily stress and physical exhaustion mount. Make
sure your entrepreneur is a strong person with plenty of
energy. The entrepreneur must have the energy to be success-
ful. Good management will not only possess the strength to
work long hours, but also will actually put in the long hours to
make the business successful.
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Motivation. Many entrepreneurs work long hours, week in and
week out. So some of the questions a VC should ask an entre-
preneur are, Why do you want to do all of this, knowing it is
going to take time out of your life? Why is it you want to get
involved in this difficult situation?

The wrong answer to this question is, “I want to be my
own boss. My current boss doesn’t understand me. I just
want to get out on my own.” Investors should not be solving
the personal or psychological problems of entrepreneurs.
The right answer to this question is, “It is a great opportunity
for us both. If you will invest in the company, we can make a
lot of money.”

Of course, there are plenty of greedy people in the world
who want to make money. But it is our experience that the
winners are rarely just plain greedy! Business profits are a
way of measuring one’s success. Every achiever selects some
standard to be measured by. A doctor measures success by
the lives saved or the diseases cured, a clergyman measures
success by the souls saved, and an inventor measures suc-
cess by the useful inventions created. When one selects a
business career, one accepts as the ultimate measure of suc-
cess: a very strong, going concern with strong profitability for
all parties at stake. You want to back an entrepreneur who
measures success by profits.

4. THE SITUATION SHOULD BE
UNIQUE

One basic question every VC asks is, Why is this situation spe-
cial? Every investor knows that in the business world, big
businesses “beat up” little businesses. Therefore, if a small
business is to survive, it must have something special, such as
a patent, a proprietary process, a two-year lead time on the
competition, or a good location (for example, in the case of a
restaurant). What does the small business bring to the market-
place that will make people want to buy its product or service?
The business must have something unique if it wants to win in
the competitive environment.
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At the same time, most VCs have an aversion to products
that are too unique. The product or service should not be rev-
olutionary; rather, it should be evolutionary. We suspect that
most VCs would not have backed Edison’s new invention, the
electric light bulb, because it was too revolutionary. Revolu-
tionary products change the way human beings live on Earth.
As a result, they take many years to gain public acceptance,
and the return on investment is stretched out over such a long
period of time that the annualized return on investment is too
low for most investors. VCs don’t want to wait 20-25 years.
Their normal time horizon is five to seven years. So the prod-
uct cannot be revolutionary; it should be a follow-on product.

5. THE PROPOSED VENTURE SHOULD
BE ORIENTED TOWARD THE MARKET

Every successful business must take its direction from the mar-
ketplace it addresses. Emerson wrote, “If a man can...make a
better mousetrap than his neighbor...the world will make a
beaten path to his door.” Obviously Emerson was not a venture
capitalist! Good entrepreneurs do not introduce a product
because it is a nifty product. They introduce a product because
their analysis of the marketplace shows that a new product will
sell and that there is a demand for the product.

Some people praise Henry Ford for creating mass produc-
tion. He should be given more credit for his market analysis.
He believed that the average person would purchase a cheap,
stripped-down car if it were available. Instead, most cars were
like the high-priced and beautifully made Stanley Steamer or
Pierce Arrow. His market analysis concluded that people
would buy a low-cost, shaking, rattling, “tin lizzie.” That con-
traption made marketing history. It changed the way we live.

A good entrepreneur starts not with a product idea but
with a vision of what the marketplace needs and wants. A mar-
ket division entrepreneur loves the action of making sales. He
or she is not in the lab to create a new product but to find a
solution to a problem or to develop a product that people will
want. Make sure you back a market-oriented company.



CHAPTER 1 U KEYS TO SUCCESSFUL INVESTING _

6. THE DEAL MusT HAVE AN EXIT

The final element of a business proposition that every investor
should look for is the exit. This refers to the way to get one’s
money back, or how to cash in on the investment. All VCs look
at cash flow (sometimes known as EBITDA) and how the
money will come back. VCs spend a great deal of time review-
ing a business situation to make sure that they will get their
money back, as well as turn a good profit. The event when a
VC gets the investment back with a big capital gain is called a
liquidity event.

There are only three basic ways to get your money out of a
small business:

1. It can go public (this is one of the most common ways
VCs reach liquidity).

2. A business in the same industry (a strategic buyer) or
another investor group (a financial buyer) may want to
buy the entire business, pay off its debts, and give the
existing stockholders a good return on investment.

3. The company can simply buy out the VC by refinanc-
ing the company out of cash flow.

Although this last exit is an unusual way for VCs to make
money, it happens more often than most VCs will tell you. The
point here is this: Make sure there is a way out of the deal (a
liquidity event) before you get into an investment.

IT’S NOT AN INVESTMENT, IT’S
A PARTNERSHIP

Every person who reads this book, and especially those who
intend to put money into a small company, should be abso-
lutely sure that the relationship between you, the investor, and
the entrepreneur is a strong partnership—in reality, a “mar-
riage.” It must be a trusting relationship in which neither party
is trying to get the upper hand. Both parties must be working
together to make money. Therefore, every investor should get
to know the management of the company before investing any
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money in it. We usually try to spend extra time with members
of the management team so that we feel comfortable with them.

There is the story of the VG who was talking to a group
that had three “Doc-in-the-Boxes.” This is slang for a medical
delivery system. In place of a Jack-in-the-Box where one goes
for a quick meal, you have a Doctor-in-the-Box, which refers
to an accessible unit that provides quick, efficient, and cheap
medical service. In this case, three individuals owned three
Doc-in-the Boxes and wanted a large investment so they could
continue to expand. After meeting with them for a full day and
after being convinced that the VC should make the invest-
ment, the VC joined them for dinner. After a few drinks, they
began to tell the VG how they really operated the business.

First they described (in their terms) how they were going
to “screw” the IRS and not pay their taxes; then they
described how they were going to “screw” their suppliers and
not pay them, “screw” Medicare and Medicaid to get higher
payments, and “screw” a few of their patients by overcharging
them. The VC knew before that dinner was over that if the VC
made the investment, someday in the future, one of those
“screws” would have the VC’s name on it.

PREPARE A WRITTEN SUMMARY
BEFORE YOU BEGIN TO INVEST

We firmly believe that every investor should prepare a written
summary before formally investigating the situation. A sum-
mary of one or two pages can crystallize your thinking about
why this is such a great investment opportunity. It will also
put in a concrete form what you want to discuss with your
friends, your banker, your accountant, and others. All of them
can help you to determine whether it is a good investment
opportunity. After reading this book, you should be able to
prepare such a summary. This summary should be a response
to the following questions:
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WHAT ARE YOU INVESTING IN7?

Here you are trying to define the entity that you are investing
in. For example, specify whether it is a partnership, a sub-
chapter S company, a limited liability company, or a corpo-
rate entity. Also, it’s a good idea is to have the name, address,
and telephone number of the business. It is also helpful to
describe in ten words or less the type of company you are
investing in. Describe the industry and describe its stage of
development, such as a start-up. Try to pinpoint the kind of
business you will be investing in. Often, this information
does not appear in a conspicuous place on the proposal.
Before you go any further, you should wade through the pro-
posal to understand who and what you will be investing in.
This information will also be handy in the future when you
want to talk to the company’s people.

WHO IS YOUR CONTACT
AT THE BUSINESS?

Many proposals list a number of contact people in the firm,
but as an investor you need to know who you will be dealing
with directly during the due diligence process and during the
monitoring after you have invested in the company. Usually, it
is the president of the company, although sometimes the vice
president of finance will be your contact. Find out immedi-
ately who this person is and make sure you have a clear chan-
nel for gathering information from this person. If your initial
contact is a broker, you should ask the broker to introduce
you to the person who is going to be your contact at the busi-
ness. Don’t let all of the information filter through the broker.
Get it from the “horse’s mouth.”

SUMMARIZE THE BUSINESS SITUATION

Prepare a thumbnail sketch of the company’s situation.
Emphasize the strong points that draw you toward this invest-
ment. You should be able to do this in one paragraph, perhaps
two. But it should be brief, and it should crystallize in your
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mind the business situation that you are getting involved with.
If you cannot do this in a few words, ask yourself whether you
really know what you are investing in.

WHO IS THE MANAGEMENT TEAM?Y

Although management is the most important section in the
entire analysis, you don’t need to cover entire backgrounds of
the individuals involved in the investment you are considering.
Do hit some of the highlights that make you want to invest,
such as the entrepreneurs’ experience, past achievements, and
“go-power.” Make sure you put down the names and the cre-
dentials of the top two or three people. You need to highlight in
only two or three sentences what aspect of their backgrounds
sets them apart from other management teams that you have
seen and why their backgrounds are pertinent to this invest-
ment situation. Remember, you are investing in a team. If you
don’t have a good team at the top, it will be hard to win.

WHAT ARE THEY SELLING?

In a very brief paragraph, describe the product or service the
company is selling. State why the product or service is unique,
and if it is not unique, explain why this product or service will
succeed over other products and services that are offered by
the competitors. You need not discuss the competition in
detail, but it is important to differentiate the company in sum-
mary form from others in the industry. More than a paragraph
here would be too much.

How MucH MONEY ARE THEY RAISING
AND How MucH ARE YOUu
CONSIDERING INVESTING?

Every business proposal tells you how much money its princi-
pals are looking for, but the amount should not be expressed in
ranges. For example, the business proposal should not say 85
million to $10 million. The company should know how much
money it needs to do the job and should state that figure. In
addition, you will want to know the type of money that the
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business is raising. Is it selling common stock, preferred stock,
convertible debentures, subordinated debentures, or junior
loans with warrants? What structure and format will be used
in raising this money? You should know exactly what the deal
involves on all levels of the balance sheet.

Is THERE ANY SECURITY FOR YOUR
INVESTMENT?

Every banker looks for collateral when making a loan to a
company. Even though you are an investor, your investment
can be in the form of debt with collateral security (sometimes
referred to as second liens). You may take a second mortgage
on the assets of the business or you might have outside collat-
eral, such as a mortgage on the person’s house. Venture capital
takes many forms, but whatever the form, your prime consid-
eration should be how to lower your risk. Collateral is one way
to lower your risk. However, most VCs who invest using stock,
options, and warrants are the farthest down on the balance
sheet and usually never see any type of collateral, which is
why they demand such high returns.

How WiLL THE MONEY BE USED?

The proposed use of proceeds is not always set out in great
detail in the business plans. However, after investigating and
discussing these plans with the entrepreneur, you should have a
good idea of how he or she is going to spend the money. You
should be able to state in one short paragraph where the money
is going. You should not have to use such broad terms as work-
ing capital, but should be able to specify where the funds are to
be used. A detailed explanation of sources and uses is essential.

WHAT Is THE PAST FINANDCIAL
PERFORMANCE?

In this section, you want to summarize the sales, earnings,
assets, liabilities, and net worth of the company. In three or
four columns, you should be able to sketch out where the
company has been and what kinds of trends it is setting. You
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may be surprised by what you can learn by dredging through
the business plan and placing these items in your summary.

WHAT ARE THE PROJECTIONS?

As a VC taking a long-range view of the situation, you should
look at the five-year projections for the company. Even
though the fifth year is highly speculative, it gives you a clear
idea of how the company will grow and, in essence, how much
money you stand to make if it meets the projected goals.
Without a summary projection in the same format as the
financial history, you will not be able to develop a basic
understanding of the company.

A word from the wise: Always make your own projections
and do it with your own model. We know how easy it is to use
someone else’s model, but don’t. Building your own model will
give you much deeper insights into the business than you can
ever get from reviewing someone else’s model. You need to
look at the business from your own perspective.

How WiLL Yaou CAsH OQuT?

As we mentioned before, no venture capital company wants to
remain a stockholder in a company forever. Every VC must real-
ize the capital gains on the fund’s investment in the business.
Even though your horizon may be three to seven years, you must
have a clear perception of how you are going to get out of the
investment before you go into it. You should be able to state in
three or four sentences how you plan to get out of this situation.

How MucH CAN YOu MAKE?

The expected profit is the final test of a promising business pro-
posal. If you own a certain percentage of the company, what will
it be worth when you cash it in? We like to set out in a tabular
format the cash that we will be expected to be put into the com-
pany over the next seven years and the cash that we can expect
to receive back. This format enables us to summarize clearly the
cash in and cash out. There are probably a thousand ways to
determine this, but we use a calculator that gives us internal rate
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of return. If a company can’t show a strong internal rate of return
and the situation entails all of the typical risks of a venture capital
investment, it doesn’t deserve any more of your time.

WHAT DO YOou LIKE ABOUT THIS
SITUATION?

List in point form three to five reasons for making the invest-
ment. What is it that you like about the situation and is com-
pelling you to invest? If you can’t express it now, you probably
will never be able to do so.

WHAT DO You DISLIKE ABOUT THIS
SITUATION?

No investment opportunity is perfect. Every one of them
seems to have some “warts.” You should be able to explain
those dislikes in three or four lines. You should know exactly
what you don’t like about the situation. If it goes bad, you will
know what to avoid in the future.

WHAT DOEsS A SUMMARY LOOK LIKE?

What follows is a useful summary format. This format is a
composite of many that we have seen. The figures are based
on an actual investment, but the numbers and names of the
people involved have been changed. The investment made a
tremendous amount of money for everyone.

COMPANY

Electronic Press, Inc.

8888 Avenue of the Americas
New York, NY 10005
Telephone: (212) 555-1212

Contact: JB Entrepreneur, President
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TYPE OF BUSINESS

Online preparation of camera-ready copy and printing of
materials requiring quick turnaround.

COMPANY SUMMARY

A new company has been formed to purchase the assets of an
ailing printing company. The existing company is a quick-turn-
around, standard printing company for company documents.
The company’s team will write computer programs to receive
standard formatted information over the Internet and convert it
to the format for printing. Then it will be sent back to the cus-
tomer in camera-ready copy, ready for editing. This will con-
tinue back and forth until the customer is ready to print.

All existing customers will be serviced with the current
business people until the new system is ready.

Management. JB Entrepreneur, president, has been in printing
for 12 years. JB has worked in all phases of the business and
has been working with computer programs to do this job for
the past year. JB has a BA in accounting from a university in
New York. JB is 32 years old.

Jim Operator, vice president and COO, has been in the com-
puter field for eight years. He has been a programmer, systems
analyst, and management consultant on computer applica-
tions. He has been working on a computer program to set type
for one year. He has an engineering degree from a large Boston
college. He is 31 years old.

As far as product/service and competition, Electronic Press
will be continuing to offer conventional typesets and printing.
Once the computer can be used to set type, the company will
offer the customer five-hour turnaround or better for typeset-
ting and printing. Customers can use the actual camera-ready
copy for corrections and make corrections quickly.
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Janet Accountant, vice president and CFO, has been with
the company for six years and is responsible for the financial
planning side of the business. She is a CPA and is age 28.

Funds Requested. 310 million in common stock for a 40 percent
ownership.

Collateral. None.

Use of Proceeds. $2 million for new inventory purchases, $2 mil-
lion to pay off accounts payable, and $6 million to carry the
company’s research and development budget to develop the
computer program. The purchase price of the business is $16
million (or 6 X earnings before interest, taxes, depreciation,
and amortization [EBITDA]): $2 million in cash; $4 million in
a five-year, 8 percent note; and $10 million in equity.

Financial History.

ACTUAL ACTUAL

ACTUAL
ITEM 2 YEARS AGO 1 YEAR AGO LAST YEAR ($)
($) ($)
Revenue 5,109,000 9,989,400 12,460,500
Net Loss (70,000) (43,100) (11,600)
Assets 5,279,000 7,700,000 9,870,000
Liabilities 4,238,000 6,420,000 8,601,000
Net Worth 1,041,000 1,280,000 1,269,000
Financial Projections.
PROJECTED PROJECTED
PROJECTED
ITEM THIS YEAR ($) NEXT YEAR 2 YEARS OuT
($) (%)
Revenue 18,000,000 26,000,000 42,000,000
Net Income 10,000 1,600,000 5,000,000
Assets 12,000,000 18,000,000 22,000,000
Liabilities 1,000,000 4,000,000 3,000,000
Net Worth 11,000,000 14,000,000 19,000,000
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Exit. The company will go public in three years. If the company
does not go public in five years, the investors can exchange
their ownership for three times their investment and be paid
out over three years.

A SECOND SUMMARY

To give you more food for thought, here is a second summary
(again, the information is disguised).

COMPANY

TTS Corporation

123 Main Street

McLean, Virginia 22101
Telephone: (703) 555-1212

Contact: JB Entrepreneur, Chairman

TYPE OF BUSINESS

Manufacturer of switching gear for telephone equipment.

COMPANY SUMMARY

TTS Corporation was founded three years ago by JB Entrepre-
neur, an individual with seven years’ experience in the com-
munication and switching-gear industry. The company’s first
product was a multipurpose switching unit attached to tele-
phone systems that permits the buyer of the unit to use sev-
eral low-cost telephone services. The company will reach
profitability in one year, and estimates show that it will be
very profitable in three years.

Management. JB Entrepreneur, with seven years’ experience in
manufacturing PBX and related equipment, founded the com-
pany and has served as president. He previously worked for a
large communications network conglomerate and several other
corporations in the communications field. He is a graduate of a
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Boston technological university with a degree in electrical engi-
neering and is 32 years old.

Joe Operator, vice president and COO, has been with the
company for one year. He has 17 years of experience in the field
of telephone equipment for businesses and related equipment.
He has written two books on the subject and has been granted
six patents for work in telecommunications. Currently, he
guides the company in all of its marketing operations. He has an
MBA degree from a large university in Maryland.

Jane Accountant, vice president and CFO, has been with
the company for two years and has a work history in commu-
nications. She worked for two public companies for a total of
six years and is a CPA.

Product /Service and Competition. TTS Corporation manufactures a
unique electrical switching box that can be adapted to all
forms of PBX and telephone equipment. At present, no compa-
nies other than TTS Corporation are in the business of manu-
facturing these add-on communication boxes. It is doubtful
that anyone will enter the business in the next two years. If
competitors do enter, TTS’s patents should give it a monopoly
on certain types of installations.

Funds Requested. $15 million convertible subordinated deben-
tures at 13 percent cash interest; 5 percent noncash and con-
vertible into 20 percent ownership of the company.

Collateral. Second secured interest in the assets of the business,
subordinated to a local bank debt of $35 million.

Use of Proceeds. The company has currently outstripped its line
of working capital at the bank, and its low equity base pre-
vents the bank from increasing the line of credit beyond the
current status. Initially, the company will use the $15 million
to pay down the bank loan and negotiate a larger line of credit
(8350 million) with the bank so that more working capital will
be available to the company.
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ACTUAL

ACTUAL

ACTUAL
ITEM 2 YEARS AGO 1 YEAR AGO LAST YEAR ($)
($) ($)
Revenue 100,000 450,000 2,450,000
Net Loss (226,000) (443,100) (62,600)
Assets 443,000 1,002,000 10,200,000
Liabilities 232,000 1,402,000 9,876,000
Net Worth 211,000 (400,000) 324,000
Financial Projections.
PROJECTED PROJECTED
PROJECTED
ITEM THIS YEAR ($) NEXT YEAR 2 YEARS OuT
() (%)
Revenue 8,000,000 26,000,000 82,000,000
Net Income 1,000,000 3,600,000 15,000,000
Assets 19,000,000 28,000,000 32,000,000
Liabilities 15,000,000 23,000,000 23,000,000
Net Worth 4,000,000 5,000,000 9,000,000

Exit. The company will attempt a public offering on the basis of
earnings in three years. If there is no public market and no
prospect for a public market in the near future, the company
will offer to buy back the stock owned by the fund.

WHAT MAKES IT EXCITING?

There are three reasons why such summaries excite the VC.
First, the product is unique. As mentioned, the product is manu-
factured only by this company, and there appears to be no
potential competition on the horizon. The second bit of informa-
tion that is music to the VC’s ears is the fact that the individuals
have had previous experience in this area, as well as long experi-
ence in the industry. This background usually makes the VC
more comfortable about the operation and about the prospects
for the future. The crowning touch is the financial projections.
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Not only has the company turned the corner from its actual
financial statements, but it is now projecting strong earnings.
Obviously, the VC will be led to believe that, in the years ahead,
the company will go public or be sold to a large company. When
the public offering occurs, the investor (as well as the entrepre-
neurs) will reap huge capital gains.

Whether or not you wish to use the format suggested here,
you must try to summarize and crystallize your thoughts
about why you are making this investment. If some nonmone-
tary items begin to creep into your thinking, it is the first sign
that you are making a mistake.

For example, if you are making the investment to help a
friend, why not just help him or her find a bank loan instead?
Are you making the investment so that you will be famous and
be recognized as the person who backed this great investment?
You may turn out to be famous for backing a crazy idea that
failed. Are you making the investment because the entrepreneur
is the same race, religion, or sex? These are very poor barome-
ters for success. Are you making the investment for some social
goal? Why not make a cash gift to some charity instead? That
will look better than an investment in a failed company. Are you
investing so you can be on the board of directors? Being on the
board of directors will carry some substantial liabilities beyond
your investment—you might find out one day that the IRS is
looking to the directors for past-due payroll taxes.

Finally, if you are making the investment because you will
get some free merchandise, it would be much cheaper to go out
and buy the products you want. Too many people have ended
up losing a great deal of money this way, and the product has
turned out to be far from free. In your summary, you should
keep coming back to the key points; that is, good management,
good profit potential, unique product or service, and great exit
opportunity. If these things keep popping into your mind while
you are writing the summary, you are on the right track.

Once you have finished your summary, you should show it
to a few friends and let them read it. An accountant should defi-
nitely look at it, and so should your banker. Both are very con-
servative people and would probably advise you not to invest,
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but make sure they understand what you see in the business and
why you are interested. If your summary churns up their desire
to invest in the business, you know you are on the right trail.

SOME WORDS ABOUT FRANCHISING

Just because someone is starting a franchise that at first
glance looks like the next great fast-food concept in your
area, don’t automatically jump at the idea. Franchising is just
another means of operating a business. Before you invest in a
franchise, you have to be sure that some very important
characteristics are present.

SOuUuND CONCEPT

When you look into the history of a franchise, investigate the
uniform franchise agreement that it must file in many of the
states. In that filing, you will find the failure rate of the fran-
chisor. If you discover that the number of failures exceeds 3
percent, the franchise that you are about to invest in is above
the national average. You may want to read the entire uniform
disclosure agreement to learn about the franchisor.

WELL-FINANCED FRANCHISOR

One of the things that you will be looking for when you review
the uniform disclosure agreement is the financial statement of
the franchisor. If the franchisor is not well financed and is liv-
ing hand-to-mouth, it is not going to be able to give your fran-
chisee a great deal of help. Study the franchisor as well as you
do your franchisee. Unless the franchisor has the wherewithal
to give a great deal of assistance to your franchisee, in all prob-
ability, the franchisee that you are investing in will fail.

How DOEsS THE FRANCHISOR MAKE
MaNEY?

Every franchisor has an orientation in one direction or another
toward the franchisee. By this we mean that the franchisor is
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either trying to make a great deal of money out of the franchis-
ing fee or it is content to break even on the franchise fee and
make its long-term money on the royalties. It is by far better to
select a franchisor that is oriented toward long-term royalty
payments than one who is betting on a quick up-front fee from
the franchisee. The franchise fee should not exceed the
amount of the service that is being given to the franchisee. In
good franchisor relationships, the franchisor charges a fee suffi-
cient to cover its expenses for delivering the training and other
assistance to the franchisee.

GoobD RELATIONS

You may want to call a large number of the franchisees of the
franchisor in question to see whether they are happy with
their relationship with the franchisor. If after a few phone calls
you find a group of unhappy franchisees, you may want to
invest elsewhere. If the chain of franchisees is unhappy with
their franchisor, in all probability, your franchise is not worth
what you are being charged.

SuMMARY—QRIUICK STANDARDS
OF VENTURE CAPITAL INVESTING

Using some simple standards can help you make a quick deci-
sion to go forward or say no. People use various “quick-look”
criteria when making decisions about venture capital investing.
Although everybody has his or her own ideas about what to look
for, here is some sound advice from individuals in the business:

1. Look for people who are hard-working and honest.

2. Look for a growth industry with strong growth
opportunities.

3. Make sure the company has an adequate capital base.

Those three simple rules have helped us sort through hun-
dreds of proposals and work on opportunities that make a
great deal of money. If it passes this quick screening, move on
to the next four criteria that the opportunity must pass.
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First, is there a barrier to entry in the business? That is,
each company has some kind of unique product or placement
in the market that others are unable to have. It may be a pro-
prietary situation or a patent. Each business has a competitive
advantage, and you need to know how the business will defend
its market.

Second, is the company leverageable? That is, the com-
pany is able to borrow money on the assets of the business so
that it need not have an inordinate amount of equity capital in
the business. Leverage is like buying stock on margin. You put
up only part of the equity and the rest you borrow on the
assets of the business. If a business is so risky that it cannot
borrow money, it will have to use equity to grow. This is an
expensive way to grow a business. At some point, it needs to
be able to tap into the debt financing market.

Third, is the venture repeatable? That is, if you have only
one location or one situation in which this business opportu-
nity works, it is basically a one-time shot. Major venture capi-
tal firms look for things that can be done over and over again
as a basis for a business. Repetition is a key trait of a good
business. This concept has also led many VCs to conduct “roll
ups” or “buy-and-build” strategies that we will mention later
in the book.

Fourth, is the venture able to generate internal capital?
The profits of a company must be great and its tax rate low if it
is to generate its own capital to grow.

So, look at the cash flow being generated by the company.
If it is strong, you probably have a winner. And if you are
banking on a “growth” story, its ability to generate cash in the
near future is essential.

These criteria are the keys to success. The harder you work
at analyzing and learning as much as possible about your invest-
ment opportunity and the industry it operates in, the easier it
will be to identify the keys to success in the investment.

Chapters 2-7 of this book explain in further detail the due
diligence process of investigating a business. Obviously, inves-
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tigating a new idea for a business is entirely different from
investigating a business that is already thriving and needs
growth capital. Do remember that you will have to adjust the
questions you ask to the stage of development of the business
in question.



