BUARDS IN CRALLENGING TIMES:
-XTRAORDINARY DISRUPTIONS

Case Study: Skype Technologies: Reviving the Disruptor

h

ALXAHEZ & MARSAL
dhn
HENLEY BUSINESS SCHOOL

JOINT RESEARCH PROGRAMME ON BOARD LEADERSHIP

=
Steering Group.
SPtG h?(?)hm)Chm of Tate & Lyle and Natio IdeI
Mark Clare: Former Group CEO of Barratt Developments plc
MkGIIttGIbIH ad Value Creation, Silver Lake
Stephen Hester: Group CEO of RSA Insurance Group plc
Malcolm McKenzie: Managing Director, Alvarez & Marsal
Professor Andrew Kakabadse: Henley Business School




RESEARCH GASE STUDY

SKYPE TECHNOLOGIES: REVIVING THE DISRUPTOR

This case study is based on an analysis of interviews conducted during the first and second quarters of 2015, as well as an analysis of relevant documentation. The

following participants took part in the study:

« Miles Flint | Former Chairman of the Board | Skype Technologies
« Jim Davidson | Founder | Silver Lake

« Niklas Zennstréom | Founder | Skype Technologies

INTRODUCTION

In October 2005, eBay acquired Skype for a total of $2.6
billion'. At the time, Skype had significantly disrupted the
telecommunications and internet market. Between 2005
and 2007, the founding team ran the business from within
eBay and managed to sustain performance. However, in the
two years that followed, eBay changed management and
struggled to integrate Skype with its existing services and
realise the benefits of using Skype to enrich the experience
of eBay consumers.

The impact of the global financial crisis, coupled with internal
inertia, caused Skype's performance to suffer heavily with
eBay taking a $1.4 billion write down in October 20072,
ultimately resulting in eBay seeking to sell the business in
September 2008. The business also faced litigation over
Skype's intellectual property?.

“Skype had become the Kurt Cobain of technology companies - wildly
popular, deeply troubled.” (Fortune Magazine)

Despite the challenges, Silver Lake Partners and other
investors saw a great investment opportunity and on
September 1, 2009, a consortium led by Silver Lake
Partners acquired 65 percent of Skype’s shares for all cash
consideration of approximately $1.9 billion, valuing the
business at $2.75 billion. Following a strategic realignment
and rapid transformation, Skype continued its journey of
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+ Ben Horowitz | Investor and Founder | Andreessen Horowitz

» Mark Gillett | Former Chief Operating Officer | Skype Technologies

‘Creative Disruption) reaching 170 million connected users in
more than 190 countries, 25 percent of all international long
distance (ILD) minutes and over 12 billion billing minutes

by 2010.

What follows is insight from inside a disruptor from Skype's
key Executives and Board Members on the journey from
opportunity identification to transformation and value creation.

CALL OUT THE OPPORTUNITY

It was September 2008 when Lehman Brothers collapsed
and the world economy contracted. Internet businesses suf-
fered considerably with the downturn and Skype in particular
was facing its own specific challenge to align the entrepre-
neurial culture established by the original founders with the
more corporate culture of eBay.

“A series of management blunders turned a fast-growing startup
into a cesspool of mediocrity and bureaucratic infighting. It was as
if someone opened the fuel tank on a rocket heading to the moon”
(GigaOm, Sept 2009)

“...as usually happens when the founders leave, so too do a lot of the
original people, and there are new hires coming on board...so a little
bit of that entrepreneurial spirit can be lost”

Disputes over intellectual property with the Skype founders
and disagreements over the strategic direction of the busi-
ness paralysed Skype at a time when it was facing potential



competition from some very large and well-established compa-
nies. AT&T, Google and Microsoft and Facebook were all trying
to develop digital communications solutions. John Donahoe
had succeeded Meg Whitman who had acquired Skype for
eBay, and could dispassionately evaluate the situation.

Silver Lake identified Skype as a potential investment oppor-
tunity and initiated conversations to establish a consortium

to acquire a substantial portion of equity from eBay. The
consortium was purposefully diverse, including the Canadian
Pension Fund Investment Board as institutional investor, eBay
as previous owner, Silver Lake as private equity partner and
newly minted technology venture capitalist Andreesen Horow-
itz whose founders had navigated the original internet growth
boom. There was also at least one other potential rumoured
bidding consortium separate from Silver Lake.

Whilst the Silver Lake consortium were agreeing to buy 65
percent of Skype from eBay, the founders of Skype used

the investment vehicle Joltid to file a lawsuit against Skype
seeking injunction and damage over intellectual property (IP),
particularly with regard to a piece of technology known as “Gl
code!” This threatened the whole deal and growth prospects of
Skype and was one of the first challenges faced by

the consortia.

“The price of Skype was objectively low enough that people were
bidding but there was very good reason for this which was the IP
litigation with the founders. | think everybody determined that from a
legal standpoint the litigation threat was real in the sense that if the
founders went to court and won they could shut down the service. And
so that was why there weren’t very many bidders, it looked like a very
dangerous deal on the surface.”

Silver Lake put in place a risk mitigation strategy by identifying
an exceptional team who they believed could rapidly rewrite
the underlying code from scratch if the consortium was to

lose the intellectual property litigation. This enabled them to
maintain a clear investment thesis. With a global communi-
cations market worth $1.7 trillion, Skype, the leading global
internet VolP provider, was seen as a great opportunity. There
was significant potential for value creation with various oppor-
tunities to improve operations and accelerate growth in core

SILVER LAKE IS POTENTIALLY MAKING
A MAKE OR BREAK DECISION FOR

THE FIRM, ONE OF THE LARGEST
INVESTMENTS UP TO THAT POINT FOR
SILVER LAKE.

business. There were untapped growth opportunities in small
and medium enterprises, mobile, advertising and new geogra-
phies. Moreover, Skype had highly attractive financial charac-
teristics including a low tax rate and capital expenditures and
an attractive working capital profile. Skype was a potentially
highly strategic target for some large tech acquiring compa-
nies such as Apple, Google and Microsoft and had strong IPO
potential. With this in mind, investors could see a favourable
buy-in valuation relative to the growth outlook.

“Silver Lake is potentially making a make or break decision for the firm,
one of the largest investments up to that point for Silver Lake.”

The deal was signed on September 1, 2009 with the con-
sortium led by Silver Lake Partners acquiring 65 percent of
Skype's shares for all cash consideration of approximately
$1.9 billion* valuing the business at $2.75bn.

DETERMINING THE RIGHT LEADERSHIP
OPERATIONAL AND STRATEGIC DIRECTION

By the end of October 2009, following an extensive dialogue
with Joltid, the IP issues were resolved and Skype acquired
the rights to the Gl code. In exchange, Skype founders re-
ceived an approximately 15 percent stake in the consortium
and corresponding Board representation.

The investors were diverse, encompassing entrepreneurs,
Silicon Valley venture capitalists, more traditional private
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equity, institutional investors and the previous strategic owners.
Whilst Silver Lake had the largest stake, it was deliberately
decided to appoint an independent chairman. Silver Lake did
not have a majority, therefore this decision was itself a collabo-
rative decision amongst the investors. Silver Lake looked for
someone who had a good perspective on technology compa-
nies, was demonstrably independent and objective, able and
willing to work with all Board Members and most importantly,
someone the Board and management could trust. It was an-
nounced that Miles Flint, previously CEO of Sony Ericson who
had successfully managed the complications of joint venture
technology business, would become Chairman in January
2010.

“Miles was somebody who was very accomplished and trusted. He
had two things, he had an understanding of technology and fabulous
knowledge of the communications markets and how companies were
addressing issues as they evolved. Things were changing rapidly.”

Immediately upon taking control, the new Board wanted to ob-
tain their own on-the-ground view and a subset of the Board
spent an intensive period with the business, undertaking in-
depth interviews with multiple levels of managers.

“We just said, look we’ve got some people who really get this, let’s
put them on a plane and send them to where more than 50% of the
employees are and spend a week there. And we flew out and we met
with CEO minus two, minus three, maybe even down to minus four in
some cases.’

This revealed that while many people were good, in developing
its market focus the company had lost its focus on product,
which is critical for a technology disruptor. For example, Skype
was still a single platform application, did not yet have a mobile
client and the whole product development process was slow
and effectively broken. The Board decided to put Mark Gillett,
an Operating Partner from Silver Lake (and the individual
previously identified to lead the code rewrite if necessary), into
the business as a partner to the CEO, and ultimately to serve
as Chief Development and Operations Officer. His role was to
fix these issues, and he successfully navigated this role transi-
tion. He stepped down from his PE role on the Board, formed
a successful partnership with the CEO and management team
and built new capability and pace in both product development
and operations.

Determining strategic direction and implementing the correct
leadership were two critical success factors for Skype. How-
ever, maintaining strategic direction and alignment was an
ongoing challenge. What was Skype's purpose, its structure
and the overall strategic direction?

The change in the business was broad reaching and opera-
tional. Many of the job roles in the company had been unclear
and operations were fragmented internationally. The majority
of employees participated in an assessment process and had
to apply for roles which were defined in the new organisation.
This helped determine who “wanted to be on the bus” for a
very different journey.

The Board needed to agree whether Skype's competitive
advantage lay in the internet or in the telecommunications
industries, determine its market positioning (C2C versus B2B),
address how it would sustain its disruptive growth and turn

a strong cash flow, whether it would partner with potential
competitors such as Google, Apple, Facebook and Microsoft
or attempt to grow on a solitary basis, and what was the best
structure and operating model to deliver profitable growth.
Those amongst the consortium who saw Skype as an internet
company advocated accelerating investment in research and
development (R&D) whereas those who saw it as a telecom-
munications player pushed for cost controls and a focus on
pricing and business development capability.

As the former Chairman explains:

“...[there was] an organisational structure logic which was unclear, and
part of the reason that it was unclear was no one had really figured out
whether Skype was a Telecoms asset or an Internet asset, and the truth
is it’s a bit of both. It seemed that people from North America tended to
look at it as an Internet business and people from Europe tended to look
at it more as a Telecoms business.”

Articulating the purpose meant answering the questions of
what business is Skype in and where was Skype going. These
contrasting views from the Board were ultimately resolved
through a common denominator in the investor Board:
disruptive capacity.

“...they all understood disruption; they've all seen it or caused it. So
you have eBay, Marc Andreesen and Ben Horowitz [from Netscape]...
and the original Skype guys...| think ultimately that's why the telecom
versus internet question was resolved that if you are a disrupter there
are many more disruptive opportunities in the internet space than there
are in the telecom space...”



The chairman role was equally important in creating alignment
within the Board.

“The first leadership dimension you need is alignment from the
boardroom ...and a coalition of the willing. As the Board progresses, |
believe you need clear anointment of leadership.”

“[Miles] is unflappably calm...and he holds his own counsel extremely
well. He was able both to share his perspective and to enable others to
share their perspective without carrying any bias. And he was both able
to draw people in and to gently contain members of the Board which |
think is a very important chairing skill when you've got a big roomful
of people”

Management was able to quickly adapt to the changing
strategic landscape. Google, Apple and Facebook had initially
been viewed as potential partners, but as soon as it became
clear that they would launch their own products and potentially
risk the investment and Skype business, a strategic decision
was required on the tenure of the investment. It was decided
that it should be a long term hold, which meant it had to

be improved operationally, with a focus on the product and
leadership of the product. There was a need to transform

the business.

The CEO, Josh Silverman, a former eBay Executive , was
regarded as a great marketing and communications Executive
. He provided the leadership to initiate the transformation and
conduct much of the initial re-organisation. However, having
decided to transform and improve the product and operations
of the business, he and the Board determined that a new
CEO with a strong background in technology and product
development was required.

After extensive discussions, Skype announced Tony Bates as
the new CEO in October 2010, to join Mark Gillett, Chief
Development and Operations Officer and Jonathan Chadwick
as Chief Financial Officer.

“...as we went through those discussions (i.e. what should be Skype’s
direction)...we came to the conclusion that we needed to change

the leadership, the CEO. ...| think he [Tony Bates] was absolutely the

right guy because he understood telecoms, he understood internet, he

understood hardware... and he understood the technology, he moved

very fast and he was prepared to make tough decisions quickly.”
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... GONSTANT ALIGNMENT
REQUIRES VIGOROUS DISCUSSIONS,

S0 THE PROCESS CAN BE QUITE
CHALLENGING BUT IT'S NECESSARY
10 DO THAT.

With the new CEO on-board, Skype was able to complete

the transformation of the business which ultimately included
replacing core systems and a comprehensive transformation
of product, structure and people. During this disruptive period,
it was important that roles were clearly defined and supported
by exceptional communication and alignment.

“...it's very important in a complex disruption that the individual and
collective roles of the Board are clear... | think we were probably
talking daily during this time period.. [before close]”

“... constant alignment requires vigorous discussions, so the process
can be quite challenging but it’s necessary to do that.”

During the peak of the transformational efforts, Board
Members convened, often over Skype as much as weekly
often with the CEO and CDOO. As the effort matured and the
new CEO settled in, a new more structured and more typical
rhythm of formal board meetings established.



APPLY THE RIGHT BUSINESS DISCIPLINES:
SKYPE'S TRANSFORMATION AND GROWTH

Skype's successful transformation and disruptive growth
draws particularly on five disciplines which were critically
important in generating value:

. Continually driving strategic alignment at the top.

IIl. Getting the right leadership team who understand the
business, identify challenges and deliver fast results.

[l. Articulating a purpose for the business, taking some
calculated risks and importantly, doing this at pace.

IV. Having a constructive and supportive Chairman / CEO
relationship throughout the process in order to reduce
complexity and ensure that the investors are clear and
supportive of management's strategy.

V. Being evidence-led and getting the facts to inform
Board decisions.

1. REALISE STRATEGIC ALIGNMENT AND
ENGAGEMENT

Ensuring continuous alignment at Board level was fundamental
so that the management team could pursue the transformation
and revival of Skype. The mix of investors with varying views
on technology, investment horizons and organisation structure
meant that difficult alignments needed to be managed,
primarily by the Chairman of the Board. The Chief Executive
could then drive the business around a common direction and
understanding. The Chairman commented:

“Everyone wanted to make a success of it. The question then was
how?”

Ultimately, the Board coalesced around the common objective
of realising their investment, which was successfully achieved
despite the difficult alignments throughout the process.

2. GET THE RIGHT PEOPLE IN PLACE

According to Skype's Chairman, appointing the wrong people
could have easily derailed the whole venture.

There were long debates with the board about who should
be the CEO and the management team needed to take up
the challenge to quickly reform Skype and lead the eventual
IPO. Mark Gillett, who had more than 16 years of experience
at Silver Lake, Alvarez & Marsal and a number of software
and electronics businesses, was appointed early on to the
position of Chief Development and Operations Officer.
Jonathan Chadwick, who had worked for more than 20 years
with McAfee, Cisco and PWC, took charge as Chief Financial
Officer. Ultimately, the Board decided to appoint Tony Bates
as CEO, who had vast diversified experience in the tech
industry with companies such as Cisco, Tokbox, Youtube and
Lovefilm. Together this team was able to deliver an effective
transformation of Skype.

“...the one skill that the effective CEOs need to have, is they need to
have great people doing their most important things..”

When recruiting the Executive team, it was just as vital to
have people with the right experience:

“What we were looking for was people who had managed and
experienced significant change, who were biased towards companies
that knew how to deliver a product.

3. ARTICULATE THE PURPOSE, TAKE
CALCULATED RISKS AND GET PACE

The transformation of Skype was achieved rapidly between
January and December 2010. In parallel, a carve-out from
eBay included core systems replacement, real estate
separation and the creation of an independent legal and
regulatory functions, while the transformation continued with
a fundamental reorganisation of product, structure and people
and process.
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On the product side, products were broken down into both
intern (shared) technology and externally facing ‘release
vehicles’ and large, project oriented teams reorganised into
smaller more nimble product teams. An agile development
process was put in place which could deliver new releases
to market 90-day or less increments, compared with the
previous timescales of well over 12 months. On the people
and structure side, new job families and career ladders were
created and a product and process matrix was embedded
in the organisation with a set of accountabilities and
performance indicators.

In addition to the organisation-wide talent re-evaluation,
significant time and millions of dollars was invested in a
training and development program to align staff with a new
operating philosophy and product development process. These
actions reinvigorated Skype’s ability to innovate and grow.

“The critical thing was really getting a grip on the software engineering
and product development process.’

4. ENSURE CONSTRUCTIVE CHAIRMAN /
CEO RELATIONSHIP

Another key discipline critical to the success of Skype was
a constructive Chairman / CEO relationship, which enabled
trust to be built into the Board and ensured the necessary
alignment and support for managerial action. The former
Chairman explains:

“...to me the Chairman/CEQ relationship is almost the beginning

and the end of successful boards. . .it was much more a coaching,
grown-up discussion between...kicking issues around and just sharing
perspectives and experience of things we’d seen before that had worked
and hadn’t worked. It was collegiate and collaborative.”

“...part of the Chairman’s role is coaching the CEQ to develop his or
her skills.”

WHAT WE WERE LOOKING FOR WAS
PEOPLE WHO HAD MANAGED AND
EXPERIENGED SIGNIFICANT CHANGE,

WHO WERE BIASED TOWARDS
COMPANIES THAT KNEW HOW TO
DELIVER A PRODUCT,

In addition it was critical that there was strong trust and
working relationship between the CEO, CFO and the Chief
Development and Operations Officer. This could have been
complicated given that one had formerly been a deal partner
in one of the investors. However, it seems that this triumvirate
formed a trusting relationship, focused primarily on the
success of the company. All three subsequently went with the
eventual sale to become senior Microsoft Executives.

5. BE EVIDENCE LED

There was a great deal of information provided to the investors
and Board, including internal strategy decks and internal
planning. But the investors wanted to obtain a third viewpoint
and, as previously discussed, they undertook in-depth site
visits and staff interviews to ensure that they really understood
the realities and had first-hand experience of the issues, and
progress being made.




DECLARE SUCCESS: A WIN-WIN TO ALL
THOSE INVOLVED

By the time Skype launched its IPO process it was already

a member of the exclusive “100-100" club, with an online
engagement of over 100 minutes per user per month and
over 100 million active users per month. It had 170 million
connected users in more than 190 countries, 25 percent of all
international long distance (ILD) minutes and over 12 billion
billing minutes in 2010.

The IPO process sparked the interest of major strategic
acquirers and Skype was in fact not taken public but sold
to Microsoft for $8.5 billion. This was more than a threefold
increase in value within less than two years.

Skype’'s story has been recognised as a success for both
sellers and buyers. For the equity sponsors, they received

over three times return on equity. This meant eBay was able

to recoup its initial investment (and a profit), CPP Investment
Board ensured a good return for its pensioners and the

Skype founders realised additional cash for a business they
lost ownership of several years before. Andreesen Horowitz
achieved a great return and started consolidating its reputation
as a leading technology venture capitalist.

For Silver Lake, this strong result ensured good demand for
their Fund Four, which was in fact oversubscribed® from a
target of $10 billion. Not only was great value generated for
the consortium members, but it appears as if the deal has
been successful from Microsoft's perspective as well.

“I think it wasn’t just a question of the investors getting a good return
in a comparatively short period of time, at post disposal it continued to
do very well”

“...two subsequent years, this wasn’t flash in the pan it was
sustainable change and transformation... it is momentum and people
buy growth”

“...to fulfil my initial objective when we started the company,...
if Skype would have a successful IPO and be a thriving, let’s say

independent company, that would be something | would be more

pleased from a personal legacy point of view. But from a financial
outcome | think this was a very good outcome.”
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APPENDIX A: SKYPE TIMELINE OF EVENTS

1. RECOGNIZE THE

DISRUPTION / OPPORTUNITY

Silver Ladke Recognized and Sized The

Opportunity:

+ $1.7 trillion global comms marker

* Leading global Internet VoIP provider

* Various opportunities to improve operationa and
accelerate growth in core business

* Multiple future growth opportunities

* Attractive financial characreristics: low tax rate
and capex and attractive working capital profile

* Several strategic acquirers and strong IPO
potential

* Attractive buy-in valuation relative to growth
outlook

2005-2007:

« Lack of synergies

« Clash of corporate and
entrepreneurial cultures

* Low focus on product

« eBay / founders relationship

« IP issues over source code

« Performance implications
under increasingly
competitive environment

« Paralysis

2005:
« eBay acquires Skype
for $2.6 billion

2006 2007

REFERENCES

o b~ W N

html

2. DETERMINE LEADERSHIP, STRATEGIC
DIRECTION & ALIGNMENT

September 1, 2009:

* Deal signed / announced to acquire 65%
of Skype
September 16, 2009:

« Joltid files law suit seeking injunction /
damage
October 28", 2009:

« IP issues resolved / Skype acquires rights
to Gl Code / Founders join the board / All
litigation dropped

Key Actions:

September - December 2009

* Post-deal engagement with
management and carve-out from
e-Bay

2

2008 2009

6. ChartOfTheDay_1417_Skype_Usage: http://skypenumerology.blogspot.com/

3. APPLY THE RIGHT DISCIPLINES /

ASSESS & REFINE

January 2010:
* Miles Flint appointed Chairman

Key Actions: August 2010:
January = June 2010: « Skype attempts IPO
Skype ‘s Transfor- October 2010:
mation + CEO Tony Bates
* Focus on product announced
* New organization
structure

« Product catalogue

* RACI Matrix

« Career ladders

+ Job families 30

May 2011:
* Microsoft acquires
25 Skype for $8.5 billion

(over 3x equity)

Key Board Disciplines:

* Continually driving strategic alignment and
engagement at the top

* Getting the right leadership team who
understand the business, can identify challenges
and deliver fast results

« Articulating a purpose for the business,
taking some calculated risks and importantly,
doing this at pace

* Throughout the process, having a constructive
and supportive Chairman / CEO relationship
in order to reduce complexity and ensure
that the investors are clear and supportive of
management's strategy

* Being evidence-led: getting the facts to inform
Board decisions

2010 20m

. eBay Completes Acquisition of Skype (Company Press Release): https://investors.ebayinc.com/releasedetail.cfm?releaseid=176402
. eBay writes down Skype value by $1.4bn (Financial Times, London): http://on.ft.com/1QLKMrO
. eBay Form 8-K (SEC Filing): http://www.sec.gov/Archives/edgar/data/1065088/000129993309001497/htm_32105.htm

. eBay Inc, signs definitive agreement to sell Skype (Company Website): http://about.skype.com/press/2009/09/ebay_inc_signs_definitive_agre.html

. Silver Lake Completes 10.3Bn Fundraise (PR Newswire): http://www.prnewswire.com/news-releases/silver-lake-completes-103-billion-fundraise-203645721.
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Companies, investors and government entities around the world turn to Alvarez & Marsal (A&M) when
conventional approaches are not enough to activate change and achieve results.

Privately-held since 1983, A&M is a leading global professional services firm that delivers performance

improvement, turnaround management and business advisory services to organizations seeking to transform

operations, catapult growth and accelerate results through decisive action. Our senior professionals

are experienced operators, world-class consultants and industry veterans who draw upon the firm's

restructuring heritage to help leaders turn change into a strategic business asset, manage risk and
unlock value at every stage.

When action matters, find us at: www.alvarezandmarsal.com
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