Raising Early Stage Capital

15.990
Simulation Rounds: Negotiate with a Venture Capitalist

Overview

Armed with the keen insight from your lawyer meeting, your team will now formulate its negotiating strategy for reaching the best deal with your VC, and meet for a negotiation session with a VC.

Mechanics  

· The general process of the VC round is the same as for the lawyer round.  You will be using the same firm profile, filled-in term sheet, and fact pattern as before. 

· The scheduling is the same: please sign up outside Simon Johnson’s office. The VC rounds will run from April 30-May 10, in the evenings.  You must provide Adrian Perica with the 2 forms of agenda (see below) 24 hours before your scheduled round.

· It is your responsibility to manage scheduling conflicts among team members and to schedule sufficient time between your lawyer and VC rounds to allow adequate preparation.

· The sessions will run on the same format of 60 minutes of negotiation, with 30 minutes of feedback and Q&A.   They will take place at the VC’s offices.

Work product

In addition to the previously prepared firm profile and filled-in term sheet, teams will collectively prepare the following summaries specifically for the VC round.  Each should be one page or less, except for item 2:

1. Formal meeting agenda.  This document should be an objective, rather dry outline that prioritizes your issues to be discussed.  It should be a product of your lawyer meeting notes together with conclusions from team discussion regarding the priority provisions you want to negotiate with your VC.  (see below)  Provide to Adrian Perica at least 24 hours prior to your meeting.
2. Internal strategic agenda.  This document should reflect the team’s internal negotiating strategy, and a candid analysis of how the team has set its priorities.  (see below) Provide to Adrian Perica at least 24 hours prior to your meeting.
3. Meeting evaluation.  A collective appraisal of the simulation overall, the appropriateness of the agenda, and your team’s effectiveness in the meeting.  Provide to Adrian Perica within 48 hours after your meeting.

4. Peer evaluation.  Individual confidential appraisals of the constructive participation (or otherwise) of the other members of your team.  This will take place at the end of the course and cover all aspects of team work.  

 Note:
We will provide copies of your previously prepared firm profile and the filled-in term sheet together with your “formal” agenda directly to the VCs.  The internal strategic agenda will NOT be provided to the VC.

Formal Agenda 

In addition to the 2-4 priority issues you are prepared to negotiate at your session, your agenda should also outline (in roughly descending order) the other issues your team finds unacceptable in the term sheet.  This is the “issue-spotting” part of the exercise; it is objective and will be graded accordingly. You will not be able to cover all the provisions you find unacceptable in the term sheet.  Part of the exercise is to prioritize those points your team finds particularly objectionable.  (You are not conceding less objectionable points by deferring them; assume rather that they will be taken up at a later meeting.)

Internal Strategic Agenda

The internal strategic agenda should evidence the team’s understanding of  1) basic term sheet provisions; 2) the business and financial implications of the relevant legal jargon; 3) standard market practices and norms; and 4) standard alternative proposals and compromise tactics. In doing so, the internal agenda should thereby make a persuasive case for why and how the team has chosen to balance and trade off relative priorities.  A sample internal strategic agenda will be provided.

Valuation

For purposes of this meeting, assume that valuation discussions are ongoing, and that you are about 80% satisfied.  You were looking for a $5 million investment on a $10 million post-money valuation for 50% of the company (a $5 million pre-money valuation).   The current offer values the company at around $8 million post-money, with a $4 million investment for 50% of the company.   Although you are not ready to accept these numbers, you feel comfortable that you are making progress and that you will resolve the valuation question satisfactorily. 

You have agreed to table discussions on pure valuation at this meeting, however, and take up the other points your team has flagged in the term sheet.    That is, valuation is deemed an excluded provision from the negotiations.  You may, however, offer to lower the current valuation offer in exchange for a VC concession on one of your other points.  Do not enter into negotiations over how much lower.

Substantive technology

The technology described in this exercise is deliberately outdated.  It does not present an accurate picture of the state of the art of the network switch industry in February 2001.  This is done 1) to keep the exercise focus properly on the investment negotiation process, and 2) to marginalize the background material our professional participants need to be familiar with.

Substantive technological expertise is irrelevant to the goals of the negotiation. All teams (and professionals) have been provided with the same packet of substantive information.  All negotiations should be based solely on the information provided.

The meeting: partners to be 

This is a negotiation involving a great deal of money and the loss of some control of your company, and it is essential that you make every effort to persuade and convince the VC of your views where they differ materially from his or hers.  Never lose sight of the fact, however, that  at the end of this negotiation, you’ll have to live with this new partner.  Banging the table with your shoe is not a good way to start.  

Also, bear in mind that the VC will be doing other kinds of due diligence during the negotiation—looking at character, integrity, leadership, management skills and teamwork.  Those intangibles are critical in how he evaluates the potential of the venture.  Foster some trust; help her lower her risk assessment of your team—you’ll probably get a better deal as well.

Points that bear repeating

Teams determine the roles and responsibilities of  the members in the meeting.  For example, each team member may speak for 15 minutes about a particular issue or concern, or one member may act as an obsessive CEO and do all the talking.  This decision should be reflected in the agendas.

As you will only have 60 minutes for your simulation, use that time to get as much substance as possible.  Arrive a little early.  

Come to the office “in character.”  Introduce yourselves as founders of your firm, not MIT students. (Receptionists will know only that you are new clients.  Act the part.)  Make up simple business cards if you want.  This all enhances the value of the simulation, and makes it much easier to get the meeting started.  (No awkward metamorphoses before the VC’s eyes.)

On the other hand, any simulation must balance the value of role-playing and verisimilitude against the goal of education.  As this is not a course on negotiation, the role-playing should yield to opportunities to learn more, even if it takes you “out of character.”

The feedback period, after the simulation, is not structured.  The VCs will give their impressions, and then allow for team members to ask questions. You should not be playing any roles.  This is the time to exchange your real MIT business cards with the VC.
Tips:

· Visit the VC’s website

· Familiarize yourself with your VC’s history of investment and general philosophy of investing.

· Take notes.   

