PENINSULA
STRATEGIES

Robbie Kellman Baxter is the founder
of Peninsula Strategies, a strategy
consulting firm focused on helping
companies accelerate growth through
new markets and product offerings.
Corporate clients have included indus-
try leaders Netflix, Sun Microsystems
and Oracle, as well as fast-growing
private companies such as Market-
Tools (makers of Zoomerang) and
PayCycle. She has spoken before
groups including alumni associations of
Stanford and Wharton, as well

as several regional professional asso-
ciation. Frequently quoted in publica-
tions ranging from the New York Times
to Inc Magazine and the eCommerce
Times, Robbie earned her MBA from
Stanford University and her AB from
Harvard College. You can reach her at
www.peninsulastrategies.com or
650-322-5655.

Winning in the Due Diligence

Process

Tips for Companies Seeking Investment from VCs

by Robbie Kellman Baxter

hat is Due Diligence?

When a VC tells you they want

to do some Due Diligence on
your company, generally, it is a good sign.
It means that they like your business model,
and want to make sure that you are telling
them the full truth. VC's expect that the
company presenting the business plan is
going to present the competitive market,
sales pipeline, financials and product quality
in the best possible light—as they should.
Now it's up to the VCs to validate the facts
given, make sure they’re correct, and also
get some objective industry experts to give
them some facts.

What Might a Due Diligence Exercise In-
clude?

Customer Interviews

e Ensure that the customers have pur-
chased what the company says they've
purchased (i.e. are all customers actu-
aly “beta testers’ or “friends and fam-
ily”)

e Ascertain how the product is being used

e Find out if the customer is happy with
the product

e Understand if the customer is planning
to buy more and/or make referrals to
others

Prospect Interviews

e Vdidate the pipeline—how serious
each prospect is

e Understand what other options are be-
ing considered (competition)

e Determine how strategic the product is
and how much the customer is expect-

ing to pay

Detailed Scrutiny of Financials

e Review financials and capital structure
with CFO

e Talk to investment bankers to under-
stand possihilities for exit (how long,
what way, how much)

o Tak to existing investors to verify addi-
tional planned investments and how
strong they would be if the company
stumbles

Calls with Industry Experts

e Tak with pundits, analysts and other
objective people familiar with the space

e Determine if the company is perceived
of as being a player with a chance at
success

Reference Calls About Management Team

and Board Just like reference checking for

a job—uwith both past employers and current

colleagues

e VC wants to know what it's like to
work with these people

e Wants to understand how the team gets
along with each other

e Assess commitment and integrity of
each key player

e Tak with Board members and major
investors

e Ensure that the attitudes of al constitu-
encies are

e aigned and consistent with those of the
prospective investor

What Do Companies Do Wrong?

Forget to Prepare
Too often, companies aren’t prepared for the

requests of the VCs relating to Due Dili-
gence. They haven't identified which cus-
tomers they want to make available, or ha
ven't spent time with the customers to un-
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derstand the risks. Especidly in early
stages, start-ups may appear disorganized
and unprofessional when they aren’'t able to
quickly respond to the VC.

Withhold the Truth

Companies sometimes fudge the truth.
While every savvy VC understands that the
company will portray itself in the best pos-
sible light, VCs also are evaluating compa-
nies for honesty and ethics. The Due Dili-
gence process is likely to bring out al the
warts, and any “dirty laundry” that only
comes out after the VC digsinislikely to be
perceived as particular damning.

Put all Eggsin One Basket

Some VCs deliberately take their timein the
Due Diligence process, often encouraging
the company to put off other interested suit-
ors. In the moment, it might seem like a
show of good faith to work with the leading
VC and not mislead the other VC firms, but

it is always in the company’s best interest to
work with 2-3 other firms throughout the
Due Diligence phase. Otherwise they run the
risk of being stuck accepting an unappealing
term sheet just before they are due to burn
through the last of their cash.

Putting Your Best Foot Forward

Companies should put as much effort into
preparing for Due Diligence as they do in
crafting the Investor Presentation. Think
like the investor and try to anticipate what
their greatest concerns will be, and what
“objective” evidence you can make avail-
able to them that will alay these worries.
Due Diligence is actually an opportunity to
strengthen the relationship with the Venture
Capitalist, to increase their perception of
value in the company, and ultimately to jus-
tify ahigher vauation.

This article initially appeared in American Venture Magazine.
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