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By Dennis McCafferty

Outside investors have shown agrowinginterestin the hosting business during the last few years.That investment, and the potential
for further investment, is creating a considerable impact on the policies and management decisions at hosting companies

osting has, for many years had an

entrepreneurial atmosphere. There

have, of course, been large cor-
porate businesses operating in the space
- telcos, major ISPs and internet giants like
Yahoo and Google have offered hosting or
similar services. But the community around
hosted services, and the mentality that has
typically characterized these kinds of servic-
es has had that entrepreneurial spirit.

That aspect of the business has been
changing over the last few years, as a series
of major investments and acquisitions has
brought a long list of outside investment
interests into the hosting industry. Some
of the hosting companies that best typified
this entrepreneurial origins have gone the
acquisition route, with EV1 Servers acquired
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in 2006 and HostMySite just this summer.

The growing interest from big money
investors is impacting the overall culture
of hosting in a few ways, the most obvious
of those being the managerial influence of
the executives brought in to manage some
of the companies created by major acquisi-
tions and mergers. But another less obvious
influence is the impact of that potential in-
vestment on the attitudes of smaller host-
ing providers.

Hosts may be operating their businesses
with an awareness of the potential for a
major injection of capital, or an outright ac-
quisition. According to Doug Erwin, CEO of
The Planet, running a business with the sole
motivation of being acquired or receiving a
big investment is a mistake.

Hosting businesses with these goals fore-
most in mind, he says, will inevitably seek
short-term gains at the expense of the com-
pany’s long-term growth and health. They
often strive to make the balance sheets look
good in the present while sacrificing the fu-
ture. Because outside investors often seek
growth potential, for example, the hosting
company may go out and gain additional
customers at any cost, which can be a fatal
strategy.

“There are two kinds of growth,” Erwin
says. “Constructive growth and destructive
growth. Companies looking to get bought
will often grow at any cost, and they’ll go
bankrupt from being so ‘successful! Hosting
is a major-league, capital-intensive business
and you will run out of money if you don’t
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build long-term value and cash flow. When
you're out of money, you're no longer driving
the boat. Your creditors are.”

Erwin should know. He's bought and sold
16 IT companies over his career, including
a small hosting company in the Midwest. In
2006, Gl Partners acquired and merged The
Planet and EV1 Servers, with the operation
now headquartered in Houston, and Erwin
was brought out of retirement to run the re-
sulting hosting business.

“Before | agreed,” he says, “l had a question
for Gl Partners, which was, ‘Are you hiring me
to clean these two companies up and posi-
tion them for a sale, or are you hiring me to
merge these two companies to build one
powerful, long-term hosting operation?’ The
answer they gave me was the latter. That's
the answer | wanted. | want to run a company
with a plan. That's how you stay in the game.
That’s why people want to buy you.”

The leaders of many hosting operations
struggle with prospect of an acquisition or
a considerable inflow of outside investment.
The topic inspires a long list of challenging
questions: will the company lose its core

identity and values? Will founding executives
lose their final say on key decisions? Will the
investors or acquisition team seek a quick fix
that will ultimately harm the business?

Unfortunately for some hosting opera-
tions, the answer to these questions can be
yes. But other hosts — through a careful ap-
proach to long-term, shared values with out-
side investors and/or acquirers — avoid this
fate. It's a topic that seems unavoidable now,
as The Planet is by no means the only hosting
company that has attracted acquisition or in-
vestment interest in recent years.

In July, Goldman Sachs led an investment
of $75 million in credit and equity financing
to DataPipe, a managed IT services provider,
to expand its data center space at its head-
quarters up to 60,000 square feet.

DH Capital, which was involved with the
DataPipe deal, has been a highly active play-
er in this space. DH Capital mainly serves as
a conduit for such agreements, effectively
introducing potential buyers to hosting sell-
ers. Late in 2007, it served as exclusive fi-
nancial advisor to Denver-based data center
Data393, which provides managed hosting

and colocation, as it was sold to Managed
Data Holdings.

“The interest is there for colocation and en-
terprise-focused services,” says Dean Mann,
managing director of DH Capital. “There’s
also an increasing interest in managed host-
ing and providers focused on the SME market.
All of this is an evolution of the investment
community’s interest in the hosting sector as
a whole. That’s because of the fundamentals
of the business. They have great growth. The
margins are strong.”

Layered Tech bought FastServers, looking
to boost its managed server offerings. Fast-
Servers hosts 3,500 servers in three data cen-
ters located in Chicago; Cedar Falls, lowa; and
Fremont, California

In another deal involving DH Capital, Host-
MySite was recently acquired by Wachovia
Capital Partners, which once also operated
and then sold Inflow, another host.

“We're seeing a lot of merger and acquis-
tion activity,” says Dan Golding, an analyst
who tracks hosting industry and Internet in-
frastructure developments for IT industry re-
search firm Tier1 Research.”Hosting company
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founders want to monetize their investment.
Private equity firms want to take smaller
hosting operations, inject capital into them,
grow them quickly and position them for an
IPO. They see a very fast-growing industry
here in hosting.”

Short months into the relationship, the
HostMySite acquisition appears to be a best-
case scenario — a smooth and positive tran-
sition, according to HostMySite executives,
and one that bodes well for the future of
the company and the acquisition team’s ROI.
Outside investors are drawn to the hosting
industry these days because of the high-re-
ward potential of future growth, says Art
Zeile, recently installed CEO of HostMySite.

Such an endeavor often meets with chal-
lenges. Early on, investors need to decide

and infrastructure. Private equity firms allevi-
ate this risk because they are, by definition,
the antidote. They provide growth capital. The
industry is consolidating and each company
has to decide whether it will be a consolidator
or [be subject to consolidation]”

Many hosting companies are eager to be
acquired, for both the personal interests of
the top, founding executives as well as the fu-
ture health and growth of the business. Zeile
says hosts need certain key components in
place to present themselves as appealing
acquisition targets: a value proposition to
investors; the ability to “move the dial” when
it comes to growth; and the needed data to
validate a strong business model with quan-
tifiable results.

“You have to think like an acquirer,” he says.

Tier1 Research’s Dan Golding strongly
advises executives to make sure they
end up with the right banker if they're
in position to be acquired
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whether to cut risk and take money off the
table, Zeile says, or go with a potentially
higher future reward by adding more cash to
the equation. At a time when much available
equity is going into the bargain-basement
prices that populate the real-estate market,
it’s not an easy decision to invest heavily in
an IT niche like hosting. But it's one that can
pay off with greater return down the road.
“The more savvy investors understand that
Web hosting provides a compelling long-term
solution for the customer,” he says. “That’s
always the best basis for investment. Most
Web hosting business models do not provide
substantial cash flow until they are mature
— founders are constantly investing in people
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“The importance of a solid ‘data engine’ vali-
dating customer information cannot be under-
stated in this environment, because it acceler-
ates the courting and due diligence process.”
For the hosting company, having outside
investors with a proven track record can pro-
vide immediate benefits that extend beyond
cash flow, by importing professional manage-
ment techniques that will help to grow the
company’s value. That isn't to say that host-
ing companies that fly solo with the founding
management team aren'’t run professionally.
“But the outside investment team will sys-
tematically look at each company function to
provide advice on how to improve it Zeile
says. “They will bring the collective wisdom

of a lot of smart people to the table - from
board members to advisors to relationships
with other portfolio companies. If you're per-
sonally motivated to learn new paradigms
- and you don’t mind an open, vigorous de-
bate on strategic decisions — you will love the
mindset and education that private equity
brings to building companies.”

There’s always the risk of a culture clash,
but hosting companies that maintain their
core vision with respect to critical values -
such as quality customer service and strong
staffing — will make a more successful transi-
tion. If these and other essential values are
effectively communicated between the orig-
inal management team and the acquisition
leaders, then the table will be set for a strong
working relationship.

“It's better to get everything out on the
table quickly then to postpone a subsequent
‘no’ by either side,” Zeile says. “This is an in-
dustry where growth demands full manage-
ment effort, and it’s in everyone’s interest to
move quickly and decisively.”

Tierl’s Golding strongly advises hosting
company executives to make sure they end
up with the right banker if they’re in position
to be acquired.

“Many times, hosting companies get a call
from a very well-known, Wall Street invest-
ment firm,” he says. “It's flattering, of course,
and you want to strike a deal with them. But
most of the better-known firms don’t under-
stand the hosting industry at all. They'll stick
you with a junior banker there and it may not
turn out so well. You need to get with a firm
like DH Capital that maybe isn't as well known
a household name but really understands the
industry, one that has a proven track record
with these acquisitions. These firms know
how to value and sell a hosting company.”

Often a larger web hosting company will
position itself as the acquirer, rather than
seek to be acquired. Gerry Libertelli is one
web hosting executive that has experienced
this process from both sides, having once
sold an application development company.
He cautions against positioning for a buyout
to earn a relatively shortsighted payday.

“Running a hosting shop is more a mara-
thon than a sprint,” he says. “If you sell one as
a simple services entity, you might get two
times your gross revenues from an acquirer.
However, if you took the profit from a healthy
company and invested it into, say, your own
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physical data center, you could increase rev-
enues by five to 10 times what you put in.”

Today, Libertelli is actively pursuing an
acquisition as a means to add to existing
resources with his web hosting operation.
As CEO of ReadyTechs, he provides digital
infrastructure services that include hosting,
storage, virtualization and cloud comput-
ing to small and medium-sized businesses.
He previously held the title “technologist in
residence” for General Catalyst Partners, a
private equity firm, as he evaluated emerg-
ing tech investments for the partnership.
He's now eyeing a data center investment
for ReadyTechs, preferably in New Jersey.
He’s out to take advantage of the growing
interest in consolidation via hosting, coloca-
tion and managed services.

posal based upon an extensive examination
of the targeted company and its assets, to
make sure the acquisition target fits into a
broader plan. Far too often, Libertelli says,
investors buy either too much or too little
infrastructure and processing equipment.

“This leads to disastrous results,” he says.
“And this thinking also applies to the hiring
of human management resources. Scaling
plans in the data center space should be de-
cidedly metrics-based, with enough margin
for error to create a flexible foundation.”

On the side of the company being ac-
quired, or courting investment, there’s al-
ways the internal question of how much
investment to seek. Often, says The Planet’s
Erwin, management teams will set them-
selves up for an addiction - looking for a
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The outside

Investors are realizing the benefits of co-
locating their networks and centralizing
processing operations to increase produc-
tivity, Libertelli says.

“Data centers and the services surround-
ing them will be a net benefactor from this
ever increasing consolidation,” he says. “This
fact — coupled with the severe limitations in
capacity that we see in existing data cen-
ter environments — amounts to a ‘gold rush’
mentality behind investment in data cen-
ters. As hardware vendors pack more and
more processing power into smaller spaces,
the balance between physical space and the
power required to fill it is tipping the scales
heavily in the direction of power.”

Key to a successful acquisition is a pro-
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investment team or
acquisition outfit may segue the
company into a more policy and
procedure-based mindset

“fix" of cash flow to get the business going
for another six months.

“Why are you seeking six months in fund-
ing?” he says. “It will take six months to
get that kind of funding, which could be
$500,000 to $1 million. By the time you've
raised it, you have to go out and raise some
more. You need to think of raising cash in
terms of 12 to 18 months.”

All of which raises the other potentially
troubling question for a host: how do | bal-
ance the amount | raise with the percentage
of control I'm willing to give away? Unfortu-
nately, Erwin says, there is no easy, rock-solid
equation for figuring out your comfort level.
It depends upon your own personal vision
for the company and your own future. That

said, there are certain market factors you
can use for leverage, to maintain as much
control as possible.

“You can't be penny wise and pound foolish,”
Erwin says.”But you can get a sense of how hot
your business is, and how hot the market is, to
get yourself in the best position.”

Ultimately, however, the final decision
may be to depart from the entrepreneur-
ial-driven model to one that’s more focused
on outside management. As the company
grows from, say, a dozen charter employees
to 500 staffers spread among three or more
locations, the outside investment team or
acquisition outfit may segue the company
into a more policy and procedure-based
mindset. Veterans of the hosting operation
may scream, “here comes the bureaucracy,”
but it could be in the company’s best inter-
est for lasting success.

“Entrepreneurs are entrepreneurs because
they have the drive and the creative ideas,
Erwin says. “But they generally aren’t the
kind of people who command a great abil-
ity to manage multiple balls and teams, and
lead from the top instead of coming from
behind and fixing things that are wrong.
When you have multiple data centers, for ex-
ample, you need company-wide procedures
for fixing certain problems for customers
that will be consistent. The customers ex-
pect that, whether their data center support
team works out of Dallas or Houston. That's
a shift of mentality for the entrepreneur.
They’re used to reacting and taking action.
They don't look back on situations and come
up with processes. But that’s what's needed
at this stage. That's where an outside man-
ager comes in.”

Indeed, Golding says turning over the
leadership reins of a hosting company can
be the most difficult part of the process.

“You have to go into this with your eyes
wide open,” he says. “You need to be willing
to accept a subordinate role in a larger com-
pany, or to depart entirely. If they promise to
you that you'll be doing what you did before
as CEO, I'd be skeptical. But if your strength
is sales, you can negotiate ahead of time to
oversee the sales division. If you want to
hang on as CEO, however, it’s not likely go-
ing to happen. These acquisition firms have
CEOs waiting on the bench ready to take
over. There’s little chance they envision you
in thatrole” m



