
A Note on Valuation for Venture Capital 
There is probably no more difficult nor more crucial part of the Venture Capital process than Valuation. And it arises over and over again. What value should the entrepreneur put on his/her company when first raising capital? What should the VC pay to invest in the company? What is the appropriate valuation for subsequent rounds of financing? What is the right value at which to exit the investment?

VCs use a variety of methodologies to arrive at the valuation for an investment. Because valuation methodologies can yield widely varying results, it is important to look at valuation from many different angles to arrive at a valuation range that you feel comfortable with.

This note will address the most commonly used methodologies. Keep in mind that ultimately the value will be set by negotiation—there is no right answer. Nevertheless, the VC and the entrepreneur must have done their homework to determine both what is reasonable and what each is willing to accept.

WHAT IS VALUATION?

Valuation is, quite simply, the process of determining how much to pay to invest in a company. (Sometimes “Valuation” is used as a synonym for “Value” or “Price”; i.e. the endpoint as well as the process.) When VCs invest in a company, they are taking an ownership position in that company. In exchange for their investment, they will receive shares in the company. If the VC wants to own 25% of the company, he or she must first decide what the whole company is worth. Then the VC will know how much to offer for 25% of it. Similarly, the entrepreneur must decide if he/she is willing to give up 25% ownership in the company for the price offered by the VC. The value may be expressed in total—“This company is worth $10 million—or on a per share basis—“I’ll pay $2.45 per share.”
Why is Valuation so difficult?

In a publicly traded company the value of the company is determined on a second by second basis by buyers and sellers in the stock market. Millions of buyers and sellers are potentially vying in a (nominally) frictionless setting to trade shares with each other. VCs invest in private companies (i.e. companies that are not traded on a public exchange). Hence, there is no efficient market mechanism characterized by multiple buyers and sellers to set the price for private companies. 

Further compounding the problem, private companies will often have little operating history or that operating history might have been erratic. Management will generally provide forecasts for future years, but are these reliable with so little or inconsistent a history? Additionally, the earlier stage the company, the more likely it has been losing money and will continue to do so for a few more years. How do you put a value on a company that’s bleeding cash? A great venture investment will often be in a company that is pioneering a field. A sector for MySpace didn’t exist until MySpace created it. What was the value of fuel cells before Ballard? (Of course, some are still asking that question.)
Finally, entrepreneurs are often heavily invested, both financially and psychologically, in their companies. Entrepreneurs are almost by nature optimists—they really believe their most aggressive sales forecasts. Not surprisingly, entrepreneurs think their companies are worth a lot. Venture Capitalists are unlikely to see it the same way. They don’t have the same emotional ties; they’ve likely seen lots of great ideas fail, so they probably don’t even believe the entrepreneur’s most conservative forecast; their role is to maximize the return to their investors so VCs want to pay as low a price as possible.

One of the great arts of venture capital is working through these ambiguities and arriving at a value.

Some Terminology

There are some key terms with which both VCs and entrepreneurs must be familiar in order to have a meaningful valuation conversation. Each of these is discussed below.

Market Capitalization

By definition: Number of shares * price per share

Market Capitalization or, more familiarly, Market Cap, represents the value of the equity. In can be useful as a quick reference but has an important deficiency, as described below, which makes Total Enterprise Value the preferred measure of a company’s value.

Total Enterprise Value (TEV)

By definition: Equity + Debt – Cash

TEV has the useful effect of taking into account different capital structures. To use only market cap (i.e. equity value) does not take into account the possibility that one company is using its equity more efficiently (or in a riskier way) because it is leveraging the equity with debt. TEV represents the entire value of the company, not just the equity that the VC is acquiring. Consider this example:
	TEV

	Price per Share
	$2.00

	No. of Shares
	1,000,000

	Debt
	$250,000

	Cash
	negligible

	Equity Value or 
Market Cap
	Price per share * No. of Shares

$2,000,000

	TEV
	Equity + Debt – Cash

$2,250,000


Does it make sense that the Total Enterprise Value (TEV) is greater than the equity value? Let’s assume that one of the conditions of the loan is that if there is a change in ownership, the loan must be paid off. Therefore, a new buyer would have to come up with the $2.0 million to buy the shares plus $250,000 to repay the loan. The total value of the deal would therefore by $2.25 million. But what if there were $100,000 in cash in the company. In that case, the new buyer could use that $100,000 as partial payment on the loan, so the total value the buyer would have to come up with would be $2.0 million for the shares plus $250,000 for the debt minus the $100,000 of cash or a total value of $2,150,000—the TEV.
Pre-money Value

By definition: the value of the company before the new money goes in.
VC’s always talk in terms of “pre-money” and “post-money” or, if in a particular hurry, the “pre” and the “post”. 

Post-money Value

By definition: The Pre-money plus the amount of the new investment.
	Post-Money

	Pre-Money Value
	$2,250,000

	New Money Invested
	$3,000,000

	Post-Money Value
	$5,250,000


Price per Share

By definition:  Equity Value ÷ No. of Shares
But you already knew this because at the beginning of the discussion we said that there were 1.0 million shares outstanding each with a value of $2.00. 
Note that price per share is used to determine how many shares to issue in exchange for the new money invested. 
	Price per Share

	Price per Share
	$2.00

	New money
	$3,000,000

	No. of new shares
	$3,000,000 ÷ $2.00

= 1.5million

	Shares outstanding after

New Investment
	2.5 million


Just to wrap things up, now you also know the breakdown of ownership in the company. And you can confirm this two ways.

	Ownership

	
	Value
	Ownership
	# of Shares
	Ownership

	Equity held by Existing Shareholders
	$2,000,000
	40%
	1,000,000
	40%

	Equity held by New Shareholders
	$3,000,000
	60%
	1,500,000
	60%

	Post-money
	$5,000,000
	100%
	2,500,000
	100%


HOW TO VALUE AN INVESTMENT
There are two primary methods used by VCs to value private companies:

· Comparables

· Net Present Value

The fundamentals of these methods are discussed in the following sections.

Comparables

This method of valuation is probably the most commonly used in the venture capital world. Put simply, the comparables method means determining the valuation for the company of interest by examining the values known to have been placed on like companies in like transactions. Such values might include the price/earnings ratio (P/E) as is typically used for public companies, or the ratio of TEV/EBITDA or TEV/Revenue. The comparables approach is also consistently used by research analysts looking at public companies. Pick up any investment bank research report and you will see a comparables table like the following
:
	Company
	Ticker
	Price
	Shares

Out
	Market

Cap
	Debt
	Cash
	TEV
	Revenue


	TEV/Rev
	EPS
	PE

	
	
	
	
	
	
	
	
	2005
	2006F
	2005
	2006F
	2005
	2006F
	2004
	2006

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	JDA Soft
	JDAS
	$14.28
	29.2
	417.0
	0.0
	97.1
	319.9
	216.0
	231.0
	1.5x
	1.4x
	$0.55
	$0.67
	26.0x
	21.3x

	Kronos
	KRON
	$46.10
	32.1
	1479.8
	0.0
	159.8
	1320.0
	516.0
	583.0
	2.6x
	2.3x
	$1.68
	$1.92
	27.4x
	24.0x

	Radiant
	RADS
	$12.94
	30.3
	392.1
	15.6
	15.1
	392.6
	161.0
	189.0
	2.4x
	2.1x
	$0.37
	$0.45
	35.0x
	28.8x

	Pegasus
	PEGS
	$10.86
	20.8
	225.5
	75.0
	22.4
	278.1
	187.0
	193.0
	1.5x
	1.4x
	$o.43
	$0.52
	25.3x
	20.9x

	Par Tech
	PTC
	$33.7
	9.5
	321.5
	4.6
	3.4
	322.8
	210.0
	242.0
	1.5x
	1.3x
	$0.93
	$1.13
	36.2x
	29.8x

	Average
	
	
	
	
	
	
	
	
	
	1.9x
	1.7x
	
	
	30.0x
	25.0x


Identifying Comparable Companies

In using the Comparables Method, the VC or entrepreneur must first address the question: What are comparable companies? In arriving at a reasonable answer, the individual might run down a list like the following:

· Are the companies I am comparing to in the same industry as my target company? The closest comparables, in terms of industry, are not surprisingly one’s competitors. Are there enough of them to give me a decent sample? If not, what danger do I run by defining my “industry” more broadly?
· Are my comparison companies about the same size in terms of revenue as the company I’m interested in?

· Are the cost structures similar? For example, are the gross margins approximately the same; are the companies spending about the same proportion on marketing or R&D? If a company is spending very little on R&D, it sales might be fine now, but will it have competitive product in the future?
· Are the growth rates similar? Investors will generally pay more for fast growing companies.
· Are the distribution strategies similar? For example, is the target company using a direct sales force while all the others are using distributors? Do I understand the implications of each?

· Do the companies have similar prospects for profitability? 
· Are there other metrics that are legitimate predictors of future financial success? For example, is number of unique web page hits a good proxy for future revenue?

There can be an almost endless list. But determining comparability is only one problem. 

Identifying Comparable Valuations

To find comparable rulers for valuing a company, the VC or entrepreneur might approach the problem several ways:

· By looking at the value placed on publicly traded companies

· By looking at prices paid for related private companies when they are acquired by another company

· By looking at recent similar venture investments
Not surprisingly each of these has its strengths and weaknesses.

1. Using Publicly Traded Companies
Using information about publicly traded companies is very attractive because the data is readily available. Not only can the VC or entrepreneur see the prices of their publicly traded competitors on a daily basis, they can also often access research reports from investment banks which will include financial forecasts and the research analyst’s view of where the stock price is heading. Unfortunately, publicly traded companies can make for the worst comparables:

· Publicly traded companies are almost always much larger than the private company of interest. Greater size means greater stability and hence less risk.

· Publicly traded companies are almost always profitable and/or cashflow positive while private companies are almost always the opposite. Profitability equates to lower risk.

· Companies don’t generally get to be public unless they have shown consistent financial performance. Private companies either haven’t been around long enough to have much of a history, or their growing pains have led to erratic results. In addition, when looking at public companies, you are likely comparing against the best performers rather than sampling form the entire universe.
· Publicly traded companies have much greater liquidity; that is, it is easier to find a buyer for one’s shares. 
Nevertheless, publicly traded comparables can be used as long as appropriate adjustments are made. For example, academic studies have should that greater liquidity commands a 25-30% premium. Other adjustments for size or profitability can be made on a more subjective basis.

2. Using Mergers & Acquisitions Transactions

Another way to look at valuing private companies for a venture investment is to see what prices have been paid for comparable private companies that have been acquired in M&A transactions. Relative to using public company data, this approach has the advantage that it looks at the value placed on a private company, thus in many cases eliminating the shortcomings, such as size and lack of liquidity, noted in the previous section. As always care must be taken to find the most similar companies for comparison.
Information on M&A transactions involving private companies is not quite as readily available as that for public companies, but there are a number of sources. Such acquisitions are often reported in the press or by investment bank research reports and over time, VCs or entrepreneurs can accumulate a database of such information. The information might be incomplete however. The acquirer might release the price paid but not any other financial data making it impossible to compute ratios like TEV/Revenue or TEV/EBITDA to use in valuing the a potential venture investment. It is also essential to consider if there are unique aspects to a transaction which make it inappropriate for us. For example, a larger public company might acquire a small, private competitor that has become a thorn in the side.  The acquirer might be willing to pay a premium well beyond what a financial buyer would for the strategic value of getting the thorn out of its side. But one must soldier on, using the best data available and making accommodations as necessary. 

3. Using Other Venture Investments

The most comparable situation of course is a venture investment made in a comparable company. That is, if VC #1 paid three times revenue for Competitor A, perhaps VC #2 should also pay three times revenue to invest in Competitor B. VCs and VC firms will, over time, see a lot of transactions and can build up their own database of information. This is one reason why VCs or VC firms tend to specialize. It can also put them in a stronger position than entrepreneurs when it comes to negotiating price. Entrepreneurs ought to be paying attention to this kind of information as a way of knowing what’s going on with their competitors and simply to gauge what their own company is worth. Of course, entrepreneurs are just the tiniest bit busy running their companies. It can be helpful for entrepreneurs to find some knowledgeable advisors who have access to private company comparables as a way of evening the playing field. In the end, both parties should believe they have a fair deal and an entrepreneur who is at an information disadvantage might feel out-maneuvered. 
There are some databases of venture transactions, albeit for the U.S. market. The most commonly used is a subscription service called Venture Source www.venturesource.com. There are some caveats in using this or any other publicly available information about private companies. The information is self-reported and not subject to any form of regulation—it may be inaccurate. Useful details may also be missing as with M&A data. The price paid might have been reported but not any of the other operating statistics to help determine whether it is a comparable situation or to enable calculating the necessary ratios.
It should also be noted that using other venture investments to value a new venture investment is somewhat circular. Who said the right prices were paid for the other ventures? In one sense, it’s just one VC giving advice to another without a third party proof like an IPO or an acquiring corporation. On the other hand, using a broad range of venture investment valuations is not that different from believing prices set by buyers and sellers of public companies in the stock market.  That is, this method can stand as a proxy for decisions made by another group of multiple buyers and sellers, in this case VCs and entrepreneurs.
What Metric to Use

Once the comparable companies have been determined, and the data collected about them and the transactions that valued them, how is that information applied  to the company of interest?  Do I use TEV/Revenue or P/E? Do I apply those ratios to historic results or forecasted results? In truth, the prudent approach is to use as many metrics as possible as a way of bounding the problem. There are too many vagaries to expect that you will arrive at a single answer. Here are some guidelines on what to use when.
	Metric
	Use

	
	

	P/E
	Always useful; but seldom available as most venture investments are in companies that are not profitable. You might use forecasts of profits but then you must deal with the possibility that the forecasts are unrealistic.

	TEV/EBITDA
	Always useful especially in that it eliminates the distortions of different capital structures inherent in P/E. However, venture investments are often in companies that are EBITDA negative

	TEV/Revenue
	Useful in cases where the company has revenues. However, it may be distorted by different cost structures so care must be taken to find comparables with similar cost structures or adjustments must be made.

	TEV/Gross Profit
	Useful in the case where there are gross profits. Corrects for companies with different costs of goods sold. Care must still be taken with differences in cost structure below the gross profit line

	TEV/Actual Revenue

vs. 

TEV/Forecast Revenue
	Venture investments are generally made in fast growing companies therefore using historic revenue in the ratio can penalize the company. On the other hand, venture companies rarely have much operating history so forecasts can be highly inaccurate. The best approach is to use both timeframes paying close attention to the forecasts and adjust as deemed appropriate.

(Note the same arguments hold for using historic or forecast Earnings or EBITDA.)


An Example
We are considering an investment in a company for which the companies in the table on page 4 are good comps. Our target company has the characteristics shown at the bottom of the Comps Table.

	Company
	Ticker
	Price
	Shares

Out
	Market

Cap
	Debt
	Cash
	TEV
	Revenue


	TEV/Rev
	EPS
	PE

	
	
	
	
	
	
	
	
	2005
	2006F
	2005
	2006F
	2005
	2006F
	2004
	2006

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	JDA Soft
	JDAS
	$14.28
	29.2
	417.0
	0.0
	97.1
	319.9
	216.0
	231.0
	1.5x
	1.4x
	$0.55
	$0.67
	26.0x
	21.3x

	Kronos
	KRON
	$46.10
	32.1
	1479.8
	0.0
	159.8
	1320.0
	516.0
	583.0
	2.6x
	2.3x
	$1.68
	$1.92
	27.4x
	24.0x

	Radiant
	RADS
	$12.94
	30.3
	392.1
	15.6
	15.1
	392.6
	161.0
	189.0
	2.4x
	2.1x
	$0.37
	$0.45
	35.0x
	28.8x

	Pegasus
	PEGS
	$10.86
	20.8
	225.5
	75.0
	22.4
	278.1
	187.0
	193.0
	1.5x
	1.4x
	$o.43
	$0.52
	25.3x
	20.9x

	Par Tech
	PTC
	$33.7
	9.5
	321.5
	4.6
	3.4
	322.8
	210.0
	242.0
	1.5x
	1.3x
	$0.93
	$1.13
	36.2x
	29.8x

	Average
	
	
	
	
	
	
	
	
	
	1.9x
	1.7x
	
	
	30.0x
	25.0x

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Target
	N?A
	
	5.0
	
	0
	0
	
	10.0
	25.0
	
	
	$0.00
	$0.01
	
	


We can calculate a range of values. Note the goal is to determine the TEV and price/share of the target company.

	Metric
	Ratio
	Calculated TEV
	Calculated Share Price

	Average TEV/2005 Rev.
	1.9x
	$19.0 million
	$3.80

	Average TEV/2006 Rev.
	1.7x
	$42.5 million
	$8.50

	P/E 2006
	25.0x
	$1.25 million
	$0.25

	Average TEV/Rev. 
With 2006 Revenue reduced 

to 50% growth over 2005
	1.7x
	$25.5 million
	$5.10

	Average TEV/Rev. without

Kronos as it is 2x the size of any 

other comp.
	1.7x
	$17.0 million
	$3.40




We might supplement this information by knowing that recent venture investments in similar companies have been made at 2x the next year’s revenue giving a TEV of $50.0 million if we believe management’s forecast or $30.0 million based on the slower growth estimate. And unfortunately, we might have been unable to find any relevant M&A transactions.

We are left with a TEV ranging from $1.25 million to $42.5 million. But we should at least apply a “liquidation discount” as discussed previously. If we use 25% then our TEV range is $0.9 million to $32.0 million. 

And now you know why valuation is difficult. You must apply judgment:
· Should I throw out the P/E based calculation because the company is just turning profitable (if I even believe the forecast) while the P/Es for the comps represent a steady state?

· Whose forecast do I believe? Probably mine at the reduced growth rate, but I’d better prepare for a debate with management.

· And so on

Ultimately the decision of how much to pay will depend on how strongly you believe in the company or, to be cynical, how well you can convince your partners of the value of the company. As an entrepreneur, the price you accept will depend on what other offers you have or how strongly you value a particular VC.

And you should probably take a look at that the well-accepted, theoretically sound approach: Net Present Value

Net Present Value
This note will not cover the theory of Net Present Value (NPV) as it is assumed you covered this in your other finance course(s). Rather the discussion will be limited to its use in the Venture Capital setting.

Nevertheless, as a reminder, the key equations are:
NPV = [CF1÷ (1-r)] + [CF2÷ (1-r)2] + [CF3÷ (1-r)3] +  . . . + [(CFT+ TVT) ÷ (1+r)T]

Where:

CFt = EBITt x (1-T) + DEPRt –CAPEXt-ΔNWCt
TVT = [CFT x (1+g)] ÷ (r - g)

r = (D ÷ V) x rd x (1-t) + (E ÷ V) x re

And:

	CF = Cashflow
	DEPR = Depreciation

	TVT = Terminal Value at Time Period “T”


	CAPEX = Capital Expenditure

	g = long term growth rate
	ΔNWCt = Net Change in Working Capital

	r = overall discount rate

	D = Value of Debt

	rd= discount rate of debt
	E = Value of Equity

	re= discount rate of equity
	V =  D+E

	
	


 r = discount rate
The key elements of NPV are cashflows, terminal value and discount rate. One of the great weaknesses of NPV, especially in a venture capital setting, is that it uses forecasts of cashflows that may be difficult to substantiate. In particular, the value furthest in the future, the terminal value, carries a lot of weight mathematically in the final result.  As a result, VCs must take great care in arriving at the forecasts to be used in the calculation.

One way of handling the uncertainty of the future cashflows and the terminal value is through the use of a high discount rate. VCs generally want to show a return to their investors of 20-30%. It is fairly well demonstrated that despite the best efforts of VCs to choose and manage their investments well, on average there is a 20/60/20 rule at play. That is, 20% of companies will fail and return nothing; 60% will provide fair returns; and 20% are the big wins. Thus for a $100 million fund to return 25%, it has to be worth just over $300 million in five years. If 20% will be worth zero, and 20% will be worth, say, 12% ($60 million becoming just over $100 million in five years) then the remaining 20% or $20 million has to be worth $200 million or a 10x return—an IRR of approximately 58%.

As a result, VCs will tend to use a discount rate of 50% or higher to calculate the NPV of a particular investment in order to make up for the losses or mediocre performance on other investments.
 On the other hand, entrepreneurs will argue for a lower discount rate, certain that they have already removed much of the risk from the endeavour and therefore there is no way their company will be a write-off. 
An Example
	Period
	Cashflow
	Notes

	Year 1
	$(0.5) million
	

	Year 2
	$0.0 million
	

	Year 3
	$1.0 million
	

	Year 4
	$3.0 million
	

	Terminal Value
	$40.0 million
	Calculated as 8* Cashflow in Year 5 of $5.0 million



The preceding formula applied to this data results in the NPVs shown in the following table. The discount rate has a major effect on the NPV: should I pay $5.8 million for this company or $17.6 million. The assumption of terminal value has an equally large impact.  However, changing the other cashflows will have a much smaller effect. (For example, changing the cashflow to 0 in Years 2-4 but preserving the terminal value, affects NPV by no more than 20-30%. Go ahead, try it.)

	Discount Rate
	NPV



	
	Terminal Value = $40.0
	Terminal Value = $20.0

	20%
	$17.6 million
	$9.6 million

	30%
	$11.9 million
	$6.5 million

	40%
	$8.2 million
	$4.5 million

	50%
	$5.8 million
	$3.2 million


SOME REFINEMENTS
Price per Share

Calculating price per share is not as straightforward as the foregoing simplified discussion implies. To explain, there are some additional definitions to learn:

Shares Outstanding

Shares Outstanding = the total of all shares issued and held by investors
Fully-diluted Shares

Fully-diluted shares = Shares Outstanding + all shares represented by instruments convertible or redeemable as shares.

There are a variety of financial instruments that, when issued, are not shares but can turn into shares. These include:

· Employee stock options. 

· Convertible debt (i.e. debt convertible into equity)

· Warrants

Using only shares outstanding instead of fully-diluted shares to calculate the price per share can have a dramatic impact on the price per share. It is common, in a new venture, for considerable future equity to be made available to employees in the way of stock options. A not atypical number of options in a company that has a product and is starting to produce revenue is 15-20% of total equity.
An Example

	Metric
	Ratio

	TEV
	$2,250,000

	Shares Outstanding-pre
	1,000,000

	Price/Share Outstanding
	$2.25

	Employee Options
	150,000

	Fully-diluted Shares
	1,150,000

	Price/Fully Diluted Share
	$1.96


The recommended way to calculate the price per share is to divide the TEV by the Fully-Diluted Number of Shares.

The Pre-Everything Company

VCs and Entrepreneurs talk about pre-revenue companies or companies that are pre-cashflow. They are difficult enough to value; but what about the company that is only an idea? The founders may have roughed out a product design but they haven’t done any market research except to believe they have a better mouse trap. What’s the value on that company? 
VCs have arrived at a number of approaches to dealing with such early stage companies. 

Looking Forward

One way to place a value on a company at Stage A is to look at the values being places on companies at Stage B. For example, if a companies with a finished product and some customers are being valued at, say, $5.0 million, and you are looking at putting $2.0 million into a much earlier stage company, it would be difficult to assign more than $1-1.5 million as the pre-money—for a post-money of $3.0-$3.5 million given that you are taking so much more risk. At the same time, one critical element to keep in mind is that the founders—especially if they are domain experts critical to the company’s success—must retain enough ownership for them to stay motivated.

Sharing the Load

Some early stage VCs will simply say to a technologist with a great idea for a great market, but no proven product, “We’re in this together. You’ve got a terrific idea and probably the technical ability to realize it. I’ve got the money and I’m going to help you hire a team, build relationships and get to market. So we’re going 50/50. I’ll put in $500,000 (a typical seed amount and a not insignificant amount of money) and for that I get half of the company.”  For smaller amounts the valuation is less sensitive since there is both less money at risk, and less of the company to give up.
Bridge Building

Sometimes it is just not possible to bridge the gap between the optimism (and ego) of the founder and the anxiety (and ego) of the investor. In these instances, the two parties might simply say, we’ll put that question (or some of it at least) aside for now.  Here are a couple of examples of this approach:

A) The VC makes an initial investment but no price is put on the investment. Instead, the parties agree that the price for this initial round will be stated as a discount to the next round. This might be done on a sliding scale. For example, if another round is raised in six months, the discount will be 20% of the price of that next round; if the next round doesn’t happen for 24 months, the discount will be 30%. Or,
B) The VC might invest in multiple tranches. For example, if both parties agree that $3.0 million is needed, the VC might put in an initial $1.0 million at an agreed value, but one that the entrepreneur feels is much too low. The parties would also agree that if a further significant amount (e.g. the next $1.0 million) can be raised at a higher valuation (e.g. at least a 25% increase) then the first VC will agree to invest its remaining commitment at that higher price. 

Pulling it All Together

Having completed all of these analyses, the entrepreneur or VC is generally left with a fairly large range of values. Now what? This is where judgment comes in.

Risk Analysis

Having calculated a range of valuations, the VC might then go back and do a risk assessment to determine how aggressive to be in the range. The VC might ask him/herself a series of questions: How do I feel about the management team, the market and the product? Has the company demonstrated good execution in achieving milestones and meeting forecasts? How much of the investment thesis remains to be proven? How much capital will be required to get the company to cash flow positive? What is the sensitivity of my IRR to operating execution? Can the company, and I as an investor, control our own destiny?
Working Backwards

At the end of the day, the VC or entrepreneur should probably do a simple exercise of working backwards, by looking at the market opportunity, experience with similar stage companies and say, for example: In five years, the company should be able to achieve $30 million in revenue. Based on comparables the company would then command a 3x revenue multiple in a sale to a strategic buyer. Therefore the company is potentially worth $90 million. If we need to make a 50% IRR then the post-money value cannot be greater than $12.0 million. (Please do the math.) Alternatively, or perhaps even more crudely, the VC might say, I need the opportunity to make a 10x return. Therefore I cannot have more than a $9.0 million post-money value (equating to a 58% IRR).
Previous Financing Rounds

It is inevitable that, in a situation where there have been previous rounds of financing, entrepreneurs will expect that the new round will be worth at least X+Y, if the valuation at the previous round was X. Entrepreneurs may expect this, but they are not necessarily going to get it. It may be that the company has not achieved what it said it would at the time of the previous financing or market conditions may have changed for the worse; e.g. if a new competitor has entered the market in a significant way or a previously buoyant financing market has turned bearish. Nevertheless, the entrepreneur should make the argument about what has been achieved since the last round, and the VC should be prepared to address the argument. To complete your education in valuation terminology, one is talking hear about “marking up” or “marking down” from the previous round.

Finally, differences in expectations around valuation between entrepreneurs and VCs can sometimes be bridged by the structure of the investment. But we will leave that for a later discussion.
This note was prepared by Teddy Rosenberg who wishes to acknowledge the assistance of Barry Gekiere of Ventures West, Stuart Lombard of JLA Albright and Mark Skapinker of Brightspark who kindly reviewed the note and made suggestions which have been gratefully incorporated.


















� Source: CIBC World Markets Equity Research


� As you know from previous courses, the theoretically correct way to calculate the discount rate is to use the Weighted Average Cost of Capital (WACC) calculated using discount rates appropriate to each element of the capital structure. The problem is: what β do you use for a company with minimal history?


� The multiple on terminal value is derived from what is assumed to be the steady state multiple of cashflows for like companies. So NPV also uses comparables—double whammy.


� It should be noted that since generally in venture situations no money is paid out along the way, but rather is re-invested in the company, the NPV should really only be applied to the terminal value with no other cashflows taken into account along the way. For completeness, it should also be noted that the use of the terminal value as is implies an assumption of zero cash and zero debt at the terminal date.


� The issue of keeping founders motivated continues to reverberate in subsequent rounds of financing. It is essential to remember that if the founders retain 33% of the company at the first round, they might be happy but will get crankier and crankier as subsequent rounds dilute their position. It doesn’t work generally to leave founders with a few percentage points of equity after the first round.
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