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RESOURCES-banking & finance
Diary of a deal: Hope, disappointment and renewal

: GROWING YOUR BUSINESS

By Michael Gurau

Note: This is the first
in a series of inside
stories detailing actu-
al venture capital
transactions. Dates,
numbers and other
details have been
changed to protect
the private nature of §
the information.

A few years back, our fund closed an
investment in a company targeting a con-
sumer product to a fast-growing market.
The company was led by an industry-sea-
soned team doing its first venture capital-
backed opportunity — and their first start-
up together. Over the previous three years
the founders had secured some $500,000
from individual investors but were stalled
by an inability to secure additional individ-
ual investor support.

Professional start-up money was also
hard to come by. As many. companies dis-
cover, venture capital tends to be a game
for companies with investment needs over
$3 million to $5 million. The smaller end
of the market is limited to a very small
subset of funds. Luckily for this company,
ours is one of those funds.

The business plan showed the company
was planning to build on the $1 million it
had booked in sales the previous year to
$10 million in five years. Most VCs would
pass on an opportunity that showed “only
$10 million” — the vast majority of early-
stage venture capital funds require compa-
nies to show five-year sales targets ranging
from $50 million to $250 million. Smaller
funds, however, are able — subject to
“buying in” at an appropriate price — to
realize adequate returns on companies that
show more modest growth — if all goes
well.

The original plan called for $500,000 of
equity to get the company to its fifth-year
sales target. While we tend not to believe
business plans that show movement to
profitability funding by only a single
round of finance (unless they are close to
profitability when we fund), we. went for-
ward with hope, and with the expectation
that we'd likely be providing more capital
in second and/or third rounds. Venture cap-
ital investors always assume future financ-
ings and reserve for that likelihood.

Disappointment

The company fell short of its plan.
Reasons varied from market environments
(beyond their control) to excessive opti-
mism (within their control). While we
maintained our faith in the quality of the
team and of their unique positioning, we
were disappointed. Moreover, we had to
consider alternatives.

After four years and three small addition-
al financing rounds, the company reached
60 percent of the original plan. While sales
had grown threefold since our original

investment, the plan and our return model
required growth closer to five- or sixfold
to make the return worth the risk.

In venture capital, there is an expectation
that a venture that has high risk elements
requires a return commensurate with that
risk. So while sales growth was “good,” it
needed to be “great” to meet expectations.

As we reflected on the opportunity, we
assessed that we were right about the team,
product and market space but wrong about
the speed of take-up.

A venture capital investor’s “model”
works as follows: (a) come up with a real-

istic picture of achievable growth and cap-
ital requirements to support that growth;
(b) if company is below plan (as most are),
ensure that you understand whether the
reason stems from poor execution (a man-
agement issue), market conditions (typi-
cally beyond control of management) or
just a bad bet.

If (a) is the problem, then it’s incumbent
upon the board to address this, either by
complementing and/or. substituting the
original team. If (b) or (c) is the problem,
then the choices may be more limited and,
from management’s perspective, concern-
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ing. A bad market (and/or a bad bet) means
that further financial support of the com-
pany may not the best use of capital for
investors — the phrase “throwing good
money after bad” tends to come out in con-
versations at the fund’s investment review
discussions. 5

Often, an investor’s choices are limited
— in this circumstance, to finding a new
investor to “take out” an old investor’s
position (typically at limited/no profit to
old investors) or to sell the company.

Ever optimistic, management argued that
success was “just around the corner” and >
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