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fran witzel: introduction
Good morning. I'm Fran Witzel, vice president of the Netpreneur Program.
	If the 600+ registrations for today's 300 seats is any indication, valuation appears to be a popular subject among netpreneurs. Although we only have time to barely scratch the surface, we hope you will find this an informative and thought-provoking introduction to this challenging and important subject. Beyond what we cover here, you may also want to visit Bond & Pecaro's Cybervaluation report, VentureOne's Customized Valuation reports, FairShare.com's Valuation Calculators and Fran's Funding Resources for more information.
	Jeff Hooke of investment banker Hooke Associates, our first speaker and our moderator, will present some basic concepts on company valuation, after which we will hear different perspectives from Jeffrey Anderson, valuation expert with Bond & Pecaro; Scott Frederick, a venture capitalist (VC) with FBR Technology Venture Partners; and Angie Kim, a netpreneur who is president and chief customer officer of EqualFooting.com. We'll then open it up to the floor, taking your questions, as well as those that have come in by email.
	We are truly fortunate to have a great lineup of speakers, starting with Jeff Hooke.
 
jeff hooke: the investment banker
It's very nice to be here. Clearly, there is a great deal of interest in Internet valuation and, with this group of experts, I don't think we'll be disappointed.
	So, let's start with how you value a company in a general way. I always like to tell people that valuation is not like physics where you can duplicate results by dropping a ball and measuring how many seconds it takes to fall. Valuation is not a science at all. It does, however, give you a methodology to derive a rational justification for why you should make a purchase or a sale of stock or of a company. This rational concept, however, is often clouded by herd psychology, emotion or just poor logic.
	When you boil it down, there are basically two methods for valuing a stock. The first method is the Discounted Cash Flow (DCF) method. For those of you who have taken a business school course, that's the method you usually learn about. The second method is the one that's far more popular on Wall Street and in the real world, the Relative Value method, which looks at comparable companies and transactions.
	Let's go over a quick example of a DCF calculation for an Internet company in today's world. Say the company is losing money in 1999, as many of them are, and it's forecasted to lose money for the next five years, finally making money in 2004. Using the DCF method (Figure 1), you would assume there are no dividends paid over that five-year period, so there is no dividend cash flow to project. For 2004, however, you apply standard earnings multipliers, either P/E ratio or EBITDA ratio. You now have a big number projected out in the future, and you discount that value to the present. If the company was Proctor & Gamble or General Motors, you might use a discount rate of 15%. Since Internet companies are more speculative, the discount rate should be 30% or 40%. If you apply that kind of discount rate to a company that is theoretically worth $100 million in the year 2004, it would be worth $27 million today.
	What about the Relative Value Method? Relative value involves taking the value multiples (such as P/E or EBITDA) of publicly traded firms, M&A deals or VC financings and calculating fundamentals to come up with a table of multiples that can be applied to the firm in question. This method is most effective with companies that have positive earnings or EBITDA, but it's not a great a method for companies that show losses. It's a little bit like real estate valuation. If you are looking to buy a four-bedroom home in McLean, Virginia, you look at comparable sales, including how the last three similar houses traded in McLean. For companies, you would look at four or five similar firms or deals, then apply the multiples to your situation.
	If a firm is losing money and doesn't have an P/E ratio or EBITDA, it will typically find multiples of operating statistics. For example, enterprise value divided by number of eyeballs hitting the site, or divided by sales or number of employees. This is not new. People sometimes think so, but it's been done before with cable TV companies in their infancy. They were valued on numbers of customers or sales. Cellular phone companies would calculate value, based on the number of persons covered in their license area.
	For companies that are past the startup phase, another alternative is to look at publicly-traded companies and VC deals, and apply the kind of ratios I mentioned such as price/sales, price/visits or price/employees. For companies that are still in the startup phase, VC firms and strategic investors like to use a combination of DCF, comparables based on projected value and similar VC deals. They might, for example, project that a certain company will have sales of $10 million four years from now. Companies are trading at 5x sales, so the company three years from now might have a value of $50 million—take it back to the future. They might also look at comparable VC deals that have taken place with similar businesses, although sometimes that can be hard to find. There are also a number of VC rules of thumb. For a "concept company" that has no real track record whatsoever, a rule of thumb might be $1 million for 20% of the ownership.
 
jeffrey anderson: the valuation analyst
Good morning. Fran gave us the challenging test of covering the topic of valuation of Internet companies in five minutes or less. I had hoped that one of you entrepreneurs in the audience would have developed a Web site that would provided us with instant valuation for these companies—one where you could plug in the name of the company, its brand and the total cups of coffee consumed by each employee per day. I'm sure that those variables are closely correlated with success.
	Although there are no magic formulas for valuing Internet companies, the good news is that there have been several hundred IPOs this year. This has provided us an opportunity to take a look at the financials and operation of many new, emerging growth companies. Jeff did a great job summarizing the methods available to assess value in companies today. We find it useful to look at as many of these tools as possible.
	I'd like to share with you my thoughts in three areas: the market approach, income approach and the importance of intangible asset valuation as it relates to Internet companies.
	The market approach analyzes recent sales transactions of businesses. In a recent study, we set out to illustrate the marketplace range of valuation multiples for Internet companies. As Jeff mentioned, the valuation multiple is simply a ratio or measure used to compare the relative values of businesses. We examined over 550 transactions involving Internet-related sales this year through the third quarter of 1999. These include IPOs, mergers and asset and stock sales. We then separated each transaction into four very broad categories: Internet service providers (ISP), portals, Internet retailers and business-to-business (B2B) ventures. As you can imagine, categorization of these companies is very difficult. The industry is changing quickly and many of the companies rated in several categories.
	The calculation of valuation multiples was based upon a two-step process. First, we computed the enterprise value. In the case of asset sales, for 100% of the assets that were purchased, we used a purchase price paid for those assets as the enterprise value. In the case of stock sales or IPOs, we started with market capitalization of those companies at that time, added long-term debt and deducted working capital to get the enterprise value in those transactions.
	Next, the enterprise value was divided by an appropriate metric. As Jeff mentioned, commonplace metrics may include revenues—either trailing revenues or year ahead projected revenues. Operating metrics may include subscribers, registered users, customers or monthly visitors, among many others. As expected (Figure 2), the multiples in all segments varied quite widely. The multiples in the charts are based upon trailing revenues. We next computed a weighted average for each full set of data in each segment. We analyzed the data for outliers and atypical transactions in order to determine a broad range of multiples (Figure 3). You can see that the variables were quite large, both between segments and among companies within each segment. It's interesting to note that the weighted average multiple by subscriber in the ISP sector is in the $1000-$2000 per subscriber range, which contrasts with recent sales of cable TV systems, many of which have traded in the $4000-$5000 range.
	There are three things to keep in mind when looking at this data. First, like any broad averages, they are just starting points for relative valuation. The operating metrics, whether you consider revenues, subscribers or anything else, are only potential indications of value. Ultimately, the value is equated with discounted cash flows that companies hope to achieve. Second, it's very important to be careful in selecting comparables. We try to look at companies that are similar in terms of structure, market position and size to those companies we are analyzing. Third, the multiples appear high on an absolute basis, but remember that these companies are growing at 100%, 200%, 300% in revenues per year. These multiples will be dropping quite rapidly in the next few years.
	We regard the income approach as a primary method. It is extremely difficult with valuations as high as they are today to apply the discount and income approach to these companies; nonetheless, if you haven't tried, you really have to sit down and take a look at the revenues—hopefully the operating profits for two, three, five years out and for the long term. Even though it's difficult to predict what next year's revenues are going to be, in order to sustain these huge values, it's incumbent upon the operators and owners to look at the company in terms of getting to the steady state stage.
	Very quickly, I'd like to touch on intangible asset valuation. If you take the purchase price paid for some of these companies and deduct the fixed assets, you are left with a huge value to allocate, probably 90% or more that is attributable to their intangible assets. The reason it's important is that many Internet companies, both new media and traditional companies, have been using intangible assets as a form of currency. A good example is CBS which traded advertising promotion dollars for an equity stake in Sportsline USA. There are many other examples that have occurred this year. Online companies also are shifting some of their assets to other companies as a form of currency. Take, for example, the opportunity in the media sector with broadband media developing so rapidly. Many of these new media companies have a great chance to monetize some of their valuable intangibles. These include content in the form of programming, audio/video archives, sports information and data. Customer assets include subscribers, audience bases, marketing in the form of promotion and unique distribution channels. It's possible to value these assets, for example, in a situation where a company might contribute banner ad space for a two-year period. You might consider the foregone opportunity of giving up the space. Could you have sold it? What are the implications of giving up the space for two years? Alternatively, from an income approach, what are the incremental revenues or operating profits that could have been derived if that space had not been contributed to a joint venture, marketing agreement or a new company. Take a close look at these intangibles, not just as a way to generate or monetize the revenues, but also as a form of currency for partnerships, joint venture or in raising equity. 
 
scott frederick: the venture capitalist
Good morning. Jeff and Jeffrey have done a very good job of laying out what happens in the public markets. Now I want to try to explain what happens at a much earlier stage in a company's life cycle.
	I want to walk through some dos and don'ts in attempting to establish the valuation of a venture capital stage company, then conclude by taking you through our methodology—although I'm not even sure that's the right word for it. Let me start with the don'ts because they are easier.
	The first thing is: don't work backward from the valuation or the market cap of a "gorilla," such as an America Online, Cisco or Microsoft, when trying to estimate what your rate of return is going to be. It's going to hurt you for two reasons. First, it's not going to be productive at all in determining the proper valuation for an early stage company. It ignores the private liquidity discount, as well as the fact that a large portion of the risk has already been beaten out of the gorilla. Remember, value is a function of the magnitude, timing and risk of future earnings. Hopefully, you heard that accent on the word risk. In addition, it ignores the fact that the gorilla's current valuation may not be sustainable. More importantly, doing so actually could hurt you in getting financing. We see about 1500 to 2000 business plans a year. If we see a plan that has an unrealistic valuation expectation in it, we have to take that into consideration when deciding how to allocate our time. Regardless of how great or compelling the business idea, we have to ask ourselves whether or not we want to bring you in if we think we're going to have to wrestle with you for a few weeks about valuation?
	Another concept that I think is relevant is the concept of increasing returns. Success is nonlinear. Once a "gorilla" reaches a tipping point or critical mass, it's off to the races. Success breeds success and their valuations rise exponentially. Most of the companies we value have not yet reached that point, so they can't justify similar valuation multiples.
	The second thing I urge upon you is: don't minimize short-term dilution at the expense of long-term dilution. Let me give you three examples straight from our portfolio—LifeMinders, webMethods and Silicon Wireless. We financed two of those companies at single digit pre-money valuations and one at a valuation of over $100 million pre-money. Two are going to be successful IPOs—one is already public and the other is going out very, very soon. The third is bankrupt. There is a lesson in that. The company we funded at the very high valuation tried to toe the line on dilution. They put themselves in a position where they had nowhere to go on subsequent financings. The other two companies realized that they had to get money quickly to build a business, and they did just that. Was the valuation right in single digits? It's going to work out great for us and it's certainly going to work out great for everybody on the management teams. There has been a lot of wealth created in those companies.
	If I can get across one message, it's to look at a financing round not in isolation, but over the lifecycle of your company. Your goal is to go public or to have some sort of exit, I presume. If not, you are probably not appropriate for venture capital. If that is your goal, look at the sum total effect of dilution on your path to liquidity, not just the dilution you are going to suffer in your initial round of financing.
	So, what are the dos? My time is limited, but, first, I urge you to make sure you understand VC-speak. We work in this field every day, so we tend to think that everybody knows what we are talking about when we use terms like pre- or post-money valuations, but it's not always intuitive. One term you will hear a lot is fully diluted pre-money.
	Second, make sure that when you compare alternative ways to finance your business that you are comparing apples to apples. What do we mean when we say fully diluted pre-money? Why do we even use that term? We use it because it's the easiest way to give an indication of what valuation range we are coming in at—e.g. $10 million pre-money versus $50 million pre-money. But when a VC speaks of a pre-money valuation, he or she generally is speaking of a fully-diluted pre-money valuation. This means that they are going to include in the calculation all the options and any warrants. We all basically include anything that can turn into common stock at the end of the transaction.
	A lot of people throw around pre-monies without clarifying how many shares they are assuming to be outstanding. I don't want to get too technical, but there are only three moving parts, so I think this audience can handle the math. You multiply per share price by total shares outstanding. That gives you your post-transaction valuation. Now, subtract out the new money that came in and you have your pre-money valuation.
	Entrepreneurs say, "We saw in your term sheet that you are trying to alter the option pool." We are doing that because it's in your best interest and we want to make sure you are comparing apples to apples. When we look at a capitalization table, we are going to look to see how many options you have reserved to incent and build a world-class management team. As a general rule of thumb, we like to see about 20% of the option pool unallocated. Is that a hard and fast rule? Of course not, and we generally try not to just automatically go to the 20% number. We want to have a little bit more precision, but the precision is easy to do. I'll tell you exactly the math I do. I look at your management team. I sit down with you and talk through where you see holes in that team and how we can help you build it. We help our portfolio companies make a lot of hiring decisions, so we know how many options it generally takes to recruit at each level in an organization. We know that a vice president of marketing is going to cost you X%, COO, Y%, whatever. The end result of this needs assessment, however, will almost always have the same goal—we are going to try set aside enough options to buy you one year's worth of runway. That's where the magical 20% comes from. More often than not, in a high growth business, one year worth of hiring runway will require close to 20% in option grants.
	My final advice is very, very important. Remember the golden rule, or at least my golden rule. You can sum up entrepreneurial fundraising activities in this one statement: There are only two kinds of entrepreneurs, those who run out of money and those who don't. Keep in mind what your goal is. Cash is king. You need to raise money so that you can grow, and you need to make sure you are viewing the entire lifecycle of financing your company.
	What is a typical VC's valuation methodology? VCs don't talk about this much, but, heck, let's give it a whirl. It's surprisingly non-analytical. You heard the first two speakers give a great lay of the land for the public markets. We VCs can't build off of traditional metrics because the companies we invest in are generally too early-stage. Here's a real life example, two of our last three deals had three people in them when we invested. How do you value a company with three people? They didn't even have their Web sites developed yet. They had phenomenal ideas and we loved the management teams. They're absolutely inspired, so we wanted to do the deals.
	I'm trying to get you to understand our dilemma. It's very, very tough to value a company at that stage. Looking at public comparables is almost meaningless—not in terms of assessing how compelling the idea is, so don't pull the public comparables section from your business plan altogether—just don't put it in your valuation expectation section. Instead of being quantitative or analytical, the VC valuation process is often guided by rules of thumb. I tend to use five categories differentiated by feel: $2-$5 million dollar pre-money, $5-$10 million pre-money, $10-$20 million, $20-$50 million and $50 million+. Is there any rhyme or reason to those categories? I don't know; it just happens to be what I have developed over time. What I can tell you is, if you were to put the four of us who comprise FBR Technology Venture Partners in separate rooms and just slid business plans under each door, telling us to put them in value buckets without any communication between us, I bet that we would have almost 100% unanimity.
	I wish I could give you something more concrete, but it's difficult. I can tell you that there is certainly room to move within a category; however, the ability for a company to jump from one valuation bucket or category to another is very, very rare. Angie Kim pulled it off, and I'll let her tell you her secrets. The best way for a company to increase its valuation is to be able to demonstrate a reduction in risk. As I said, valuation is a function of the magnitude, timing and risk of future earnings. If there are things you can show us to convince us that the risks of your business are easily managed, it's going to enable you to jump from one bucket to another.
	One more point that I think is very important. A lot of people don't understand the kinds of returns we are looking for. Our goal is 10x returns or higher. Honestly, it's not because we are greedy; it's because we do very risky investing and there are going to be a number of companies in our portfolio that don't quite make it. We have been very, very lucky. In our first fund, I think we will have over a 50% IPO rate, and a number of those will return well in excess of 10x our investment. That's fantastic, but we are also getting a bit of a draft from the public markets. We get business plans from people who say they have a guaranteed 2x return. Philosophically, even if I believed that it was 100% guaranteed at 2x, I don't think we could do that deal because that's not what our limited partners want from us. They hired us as an alternative asset class. They want us to swing for the fences, and the sure thing 2x just isn't it. They want home runs that go out of the park, into the parking lot and keep rolling down the street.
	The last point is that, ultimately, valuation is determined by supply and demand. It's that way in the public markets, and it's that way in the private markets. That's why we are starting to see some valuation creep. We are starting to see a lot of larger-scale private equity funds, the traditional buyout groups, who generally do valuations using metrics, math and Excel models. They are seeing the returns that the VCs are getting, so they are coming down market. The good news for entrepreneurs is that they tend to pay more. As a result, we are seeing valuation creep upwards. In the end, if you have something that's red hot, I don't care what bucket I think it belongs in. If you absolutely sell us on the idea and we want to make sure we are a part of it, we'll try to work with you to make a valuation work. It's in your interest and, in all honesty, it's in ours also.
 
angie kim: the netpreneur
Thank you. As Jeff mentioned, I just went through the whole valuation mess, as I call it. It's a very mysterious process that we netpreneurs have to go through.
	I would like to tell you a little bit about what our funding adventure was like so you have a context and tell you a couple of observations and hints that I learned from some of my friends who went through this process before me. I was a little bit skeptical because the stories seemed so quirky. After having gone through the process, I now definitely can say that some of those weird things you hear about, the ones you just sort of discount, they are true.
	To give you a quick overview, EqualFooting.com, is an online marketplace for small businesses in the industrial supplies and equipment sector. I started it in May with two of my colleagues from McKinsey & Co. who had also focused on E-commerce. We all quit our jobs in early June and got our first employees around July. About three weeks ago, we closed our first round of $8 million from New Enterprise Associates, as well as FBR Technology Venture Partners, so Scott knows what he was talking about.
	Of the things we learned, number one echoes what Scott was saying about discounted cash flows and those types of analytical valuation methods. We completely went through them. Our business plan in early June highlighted the DCF method. My two partners are Wharton finance MBAs, so they went through this very complicated model using a pretty reasonable discount rate of 50% pre-money. We realized very quickly that nobody even looked at our financial models. They just asked us very basic questions about certain revenues and whether we were actually going to have revenues. Other than that, there weren't any specific questions around our DCF models, assumptions, methodology, discount rate—none of that seemed relevant. In fact, yesterday I was going through our financial model just to see what we had thought back in June (which now seems like a very, very long time ago) and realized that what we had was so completely absurd even at 50% pre-money. I showed it to all of the 30 employees we have now, and we all got a huge kick out of it. When they calculated what the discount rate would have been using the same model, revenue assumptions and cash flows, but actually getting the pre-money valuation that we had ultimately settled on, the number was a 200% discount. I thought that was illuminating, since we were pretty happy with our pre-money valuation.
	The second thing is one of the quirky secrets that was passed down to me from friends who had gone through raising funds in Silicon Valley and on the East Coast. We talked to a number of West Coast VCs and angels and we talked to a number of East Coast VCs and angels. There seems to be a marked difference in the valuations that are typically given by the two. For some reason, I'm not sure exactly why, West Coast VC valuations are on average higher, sometimes significantly. I had heard this from a number of people and was skeptical about it, but our own experience bore it out. We did a lot of comparison shopping among term sheets, which I'm sure frustrated some of our VCs, but I can definitely tell you it's a bizarre difference. West Coast VCs, we were told, tend to be very geographically focused. They tended to tell us that if we wanted to do their deal, we had to move to the West Coast.
	Even though we weren't interested in moving to the West Coast, I'm glad we went through the process. You see, since West Coast VCs, it seems, give somewhat higher pre-money valuations and sometimes can move a bit quicker, probably because their methodology is a bit more scrutinized. I'm not sure, but, in any case, because of that difference we were able to quickly get some attractive term sheets from West Coast VCs and use them to hurry along the East Coast VCs that we really wanted to do deals with. The process probably somewhat heightened the pre-money valuations we ended up getting. We really didn't do this consciously, but it ended up working out that way.
	The third thing is about how valuations are paid, and, more importantly, when it is paid to the company. One thing we found is that raising money, no matter how fast you want to do it, no matter how fast you get the term sheet, takes a really, really long time. Even with the lawyers all lined up to go and term sheets that clarify everything, it still took us a good couple of months to actually close the deal. So, as Scott said, do not ever, ever, ever be in a position to run out of money. Make sure that you have enough money to stay afloat.
	Having said that, one thing that most people don't realize, and we just realized it after we closed, is that a company's value seems to be pegged at the time of your first meeting with that particular VC to start talking about pre-money valuations. For example, we started talking to a lot of VCs in July after we did our seed round. We got term sheets in August and September and closed some time after. From June—when there were just the three of us working out of my basement in Great Falls with no partnerships and pretty much nothing except the concept—until we signed the term sheet, at which point we had maybe 20 employees, a beta that we were working on, some customers who had signed up as pilots and some agreements—still our valuation seemed to be pegged more to the time that when we first seriously started discussing our company's pre-money valuation in June. There was even a lot of activity between signing the term sheet and actually closing that I'm sure were relevant to valuation, although that's obviously off the table. If I had it to do over again, I think we would do a couple of things differently. One is, as long as you are comfortable that you won't run out of money, try delaying the meetings until you get over a significant bump in your company's history, whether it's hiring the first employee outside of the founders, developing a prototype, or signing your first major marketing agreement—whatever it is for your company—try to wait until it happens before having your first meetings.
	The second thing we did, based on our lawyer's recommendations, ended up being great. We did not put a valuation on the company at the seed round, which included friends and family as well as some angels. We took about a million dollars in and did it as a round of convertible debt that converted at the VC price. We had very nice friends and family who were willing to do that. If you have access to that kind of money where you can delay putting a valuation on your company until after the first venture round, well, we found it very helpful. Based on conversations with other entrepreneurs who have had similar first round pre-money valuations, I think we suffered significantly less dilution.
	Those are the lessons learned and some observations. Thanks.
 
the audience: q&a
Mr. Hooke: We'll start with an email question. What is a down round?
Mr. Frederick: A down round is any round of financing that you have to raise at a lower price per share than the round before. Watch out for these because there is an odd disconnect between the private and public markets in this regard. In the public market, stocks go up and down all the time. Cisco was down yesterday. You don't feel that it's a weaker company because of that, but, in the private market, people expect the exponential growth curve to go in only one direction. It can taint your company if you are pushed into a down round scenario, so I urge you to think about that when you establish your valuation expectations.
 
Mr. Hooke: Please give your advice on the following scenario: an Internet startup with no capital and no experience would like to bring in five experts. Contribution and dollars invested in time is valued at $10,000 each. Since the company's growth is a complete unknown, how can a percentage of future profits or a vested ownership be looked at fairly, and what are some scenarios?
Ms. Kim: Early on, especially when we were trying to preserve cash, we thought of some of these issues, whether it was with strategic advisors, outside agencies, development firms or others. We gave some of them convertible notes and said, "You are giving us $10,000 worth of services. Here is a note that converts at the first VC round,"—maybe with some slight discount to it—"Thanks for letting us use your money. You get to invest along with some pretty smart VCs who have done pretty well, so you should do very well." Those are the arguments we used and it seemed to work out.
Mr. Frederick: That's the best way to do it. Unfortunately, we see people with broken capitalization tables because they gave too much of their company away too early, or they tried to get fancy and ended up with things like revenue overhangs. I can't think of any subject matter expert who is worth some sort of revenue share going forward. The best way by far is these convertible deals where it converts as the same price at the next round of financing. If the subject matter experts are going to play an important role in securing that financing or creating value at the time of that financing, give them a discount. We have absolutely no problem with that. If it's just a little bit of value that they created, give a 10% discount; if it's a lot, 20%.
 
Audience Member: Scott, you said that a "sure thing" with 2x return on your money wasn't worth looking at. Would you be willing to look at a company coming to you with less risk but much less return and help them develop a more exponential growth model and a larger market possibility?
Mr. Frederick: By all means. If the seed of the idea is compelling enough, and it sounds as though there is the opportunity for much greater than the 2x return, then I'm not worried about that limited return opportunity. That's what we do. We view ourselves as roll-up-our-sleeves types of investors and are certainly willing to help a company develop a strategic model that can give us the returns we are looking for.
 
Mr. Hooke: The question I often get from people when I travel around the country is, "How much longer is the Internet valuation craze going to last? How much longer are you going see these huge multiples of sales?" Jeff, does your firm have any standard response to this question?
Mr. Anderson: I don't think I can predict how long it's going to last, but one interesting way of looking at it, perhaps, is that a lot of times we get the question, "Is the market overvalued?" The market is what it is. It's twice as big for these companies driven by the capital markets at this time, and the values are tremendously high. As I mentioned before, it's very difficult to justify these markets using an income approach, but you still have to try to do it. One way of using the income approach to determine whether the values are reasonable or not is to back into it. For example, I was looking at TheStreet.com recently. Earlier this week, they had an enterprise value of $275-$300 million. I wanted to see what kind of assumptions it would take to justify that market value in today's dollars; what kind of targets they would have to hit. Using a simple DCF model over a 10-year period with a discount rate of 18%, the company would have to grow annual revenues in excess of 150% for 10 years, achieve an operating profit margin in year three and grow to 50% in year six. I assumed an exit multiple of about 20x. This is not TheStreet.com's business plan. It gives you a sense of the magnitude, the hyper rate at which these companies have to grow in order to justify current values.
 
Mr. Finn: My name is Michael Finn with Powersim. Our revenues are skewed more towards services than products, but we want our investors to view us as a product company. What kind of things do you look for in a business plan that help you categorize a company as a product versus services firm?
Mr. Frederick: The distinction is important because service companies are often viewed as difficult to scale. A lot of entrepreneurs we talk to don't quite realize that just because we make that distinction, it doesn't mean that service businesses are not good businesses. We did very well on our investment in Proxicom, but the danger of a service company is that all your assets go home and sleep in their own beds every night, which is a pretty scary position as an investor. The reason why the product company gets a higher multiple and tends to get higher valuations is that it's eminently scalable. Once you make the product, you can enjoy repeat sales. With services, in order to grow you need to get your body count up, and that's going to be a function of the rate at which you hire and retain people.
	We see a lot of companies trying to make that transition from being a services company to becoming a product company. One of my biggest fears is that a services company that wants to "productize" will never be able to firmly delineate what the product is. It sounds simple, but it's tough because you are going to be tempted in a lot of situations to do anything to close a deal. Big customers will say, "I really like the product. If you could just do this to it, then I'd buy it." You are going to want that customer as a reference, but you have to be careful not to become a one-off consulting shop that has to layer on tons of services every time you sell a product. We wrestled with that with webMethods, and they were very successful. They said, "Hey, this is our product." After a while, you need a "take it or leave it" aspect to hope that it sells.
 
Mr. Grosvenor: I'm Edwin Grosvenor, CEO of KnowledgeMax. Scott, I assume that most of the deals you are doing are $5-$15 million. Most of the New York investment banks won't act as placement agents for raises that are much under $20 million. How often do you work with placement agents for the size rounds that you do? On the whole, do you find them to be helpful in the process or would you rather see that percentage of your money going into the operations?
Mr. Frederick: Great question. We have very rarely invested in deals that were brought to us by placement agents. This is going to be a huge generalization, but deals that come through placement agents tend to be higher priced because a lot of the places they are going to are not "smart money." I don't mean that in a detrimental sense, but they are going to high net worth individuals who are going to be a little bit less valuation-sensitive. That being said, private placement agents can be very, very valuable, and we have used them in some of our portfolio companies for follow-on financing. At that point, we are already in the company and we are trying to get as high a valuation as possible. There is a second reason as well. We want the management team building a business, not on the street raising money. Agents can be very, very valuable, and there are some people locally who will do smaller rounds. Just make sure you ask for a list of companies they successfully raised capital for.
Mr. Hooke: I would add that a placement agent can be helpful in drafting a story for you that is appealing to institutions, and they can give investors a reality check that they are in the market zone.
Mr. Frederick: Sometimes they can oversell. They will want to get your business and they will say, "We can raise money for you at such-and-such a valuation." They will go out on the street, then come back and say, "Well, the market is actually telling us it's lower."
Mr. Hooke: The common problem is that they try to bid as high as they can to get the business. Six months later they say, "The market changed. Sorry, I can't give you that valuation."
Mr. Frederick: That's incredibly frustrating. In a deal we are trying to close now, there was a private placement agent who was offering to raise money at two to three times the valuation we gave, and we had to explain to the entrepreneur that the placement agent's money wasn't guaranteed. I would wire by Christmas.
 
Audience Member: Regarding B2B transition, we are moving into industries that are not commonly known to those who invest in Internet startups. What is your best advice for trying to convey to the VC both the opportunity on the Internet and in the industry itself without losing them or putting them to sleep? In other words, how can we best explain a complex business model in a short time?
Ms. Kim: We have seen great receptivity to B2B. It's so hot right now. We got started in May, when it was still not sexy, which was one of the reasons why we entered the space. Now, it is so red hot that when we were doing the fundraising, all it seemed we had to say was, "We are focused on B2B in a really boring industry," and people would be all over us. Getting the suppliers in the market to listen to you is something of a different story, however, and we have used some public relations things to say to people, "This is real. It is going to happen to your market. Don't let what happened to some of the old consumer companies happen to you."
Mr. Frederick: Boring is good. I'd rather be rich and boring than famous and poor. Especially in the B2B space, boring is hot.
Ms. Kim: Right now, because it's so hot, you can be famous and rich. Maybe.
 
Mr. Shin: I'm John Shin with Web-On-Site. We are involved in a second round of financing and getting a lot of interest from individual and institutional investors. How much money should you take at various stages, especially as you start thinking about public offerings later? Additionally, at what point do you want to introduce strategic investors, and how important is that to you?
Mr. Hooke: Are you giving the same valuation numbers to the individuals and institutions?
Mr. Simon: We were trying to get some money in to shore up things. We are going to true up the individuals if it winds up that the institutional money comes in at different valuations.
Mr. Anderson: Scott recommended, at least in earlier rounds, not to worry too much about dilution, but, instead, to obtain a large amount of money up front in order to get to a certain level. An alternative strategy is to take a look at the minimum amount of money that you need to get to a certain level, then revalue the company at that time once you have a better track record for financial revenues, customers and so forth. It might give you a little bit more flexibility and higher valuation and dilution at that time if you are in a different stage.
Mr. Hooke: Individual investors are nice because they are less sophisticated than VC firms and you can get more dilution out of them. You can get more hand holding as the company grows.
 
Audience Member: I have been told by a lot of VCs that the window of opportunity for these valuations is closing to a certain extent, even to where some securities lawyers have suggested that we have six months left to get out. That just seems ridiculous to me, and I wondered about your thoughts.
Mr. Hooke: Well, if everybody promises to keep their answers to under 20 seconds, I think we should all answer that. I thought it was going to end 20 months ago. I think this thing could keep going for a year, two years easily until there is some severe downturn in the general market as a whole. Jeffrey, what do you think, particularly about the non-earning space metrics?
Mr. Anderson: I personally think this may last a couple of years. It's really going to be dependent upon how the funding continues for these companies to be able to market and develop their enterprises before they start generating revenues. As we mentioned before, these measures such as subscribers and site visitors are just potential value. You have to convert those measures into revenues, and, hopefully, one day, operating profits. There is so much money going into these companies now, and a lot is being spent on marketing promotion, so I think that in a couple of years, if you are not turning things around pretty quickly, that funding could dry up and you'll face real problems.
Mr. Frederick: First of all, I want to say I'm a raging bull; otherwise I wouldn't be in my profession, but I do think that in the end all markets have to return to some sort of fundamental analysis. What you are speaking of are proxies, and you use proxies such as eyeball counts when you don't have earnings. My fear is that the Internet success will, to some extent, actually take its own air out of the balloon. I don't think it's a bubble that will burst; I think it will deflate a little bit, but not burst. Let me give you some examples. People say these extreme valuation multiples have never happened before, but that isn't the case. I'll tell you a funny story about biotechs. There literally were biotech companies whose stocks fell when the FDA announced approval of their products. A Wall Street analyst explained that it was because the companies could no longer garner biotech multiples because they were now real drug companies.
	If you analogize to the invention of the telephone, back then people didn't speak of telecommunications companies. If you were a stock broker and you used the telephone, you weren't suddenly a telecommunications company that garnered a higher multiple. I think we are getting caught up in the question of whether or not a company is an Internet business. E-Trade trades at something like $10,000 per account, meaning their market cap is worth $10,000 per account. E-Trade has fundamentally changed the brokerage business, but they have not changed the way they get paid. Brokerage firms still get a commission on every dollar of stock that is bought or sold. In the end, you do have to return to some sort of fundamental analysis.
	You asked for a time period. It's going to be as companies start to have earnings or as these mergers start to take place. You are hearing a lot about Yahoo! or AOL doing deals with the likes of Wal-Mart and K-Mart. That puts analysts in a quandary because they have two different sets of multiple and they are not sure what to do.
Mr. Hooke: In other words, ask the question five years from now.
Ms. Kim: I think that the phenomenon you were describing of using proxies is continuing to "devolve," if you will. Before it was earnings, profits, then down to revenues. For pre-revenue companies it's customers. I find myself in the peculiar position of not having any customers except for the pilot customers and we are hearing that the new measure is number of skews, especially for bargain-makers, which is what we are. I think this will devolve, and, ultimately, we will all have to prove our value. Another interesting thing I have heard is that in both the private and public markets, apparently the biggest driver of a huge jump in valuation of companies is when you have a set of customers, a product line and then a second product line launched. That's when you get the biggest jump. That's how you prove to the market that your customer is much more valuable than the earnings and the revenue streams that were being put up on your first product line.
 
Mr. Raben: I'm Jesse Raben from allthingsjewish.com. Two questions. One is a quick follow-up. Jeffrey, are you saying that after you get an angel round of investment you go back and revalue your company when you walk into the VC? The other question is, what is your opinion about hiring a strategic marketing company to help you finish your business plan, do the marketing and take you to a VC? What is the basic percentage that these people charge for this service?
Mr. Anderson: I'll take the first question. Yes, that's what I was suggesting. You get a little bit of a track record behind you in terms of building the business and hopefully moving up towards customers and revenues so that the valuation of the company could possibly be justified at a higher rate. You must be careful and make sure that you understand the minimum amount of dollars that you need and have to be able to get to that level. As Scott said earlier, you may be better off if you take a lot of money up front and make a big push, but if you are worried about dilution, that is one strategy that is used.
Mr. Hooke: Angie, what about the second question? Did you consider that option?
Ms. Kim: We had a marketing agency early on that we continued to use for a lot of our creative work and such. They actually offered those services, but we thought, who better to talk about the vision of the business than the founders? We certainly did dry runs with them, more as a complementary business relationship building service than any sort of fee. As far as the business plan, the overviews, the actual pitches and things like that, we did them ourselves and we really didn't consider using the agency. It just seemed like a marketing agency would be too focused on the marketing area.
 
Audience Member: Is there an optimal scenario that you would like to see from building the management team pre-money? Obviously, if you have some of the team in place it demonstrates value, but without the money it's difficult to attract top players.
Ms. Kim: Our key hires, CIO and CFO did not come through pre-money. It was pre-closing but post-signing of the term sheet. I think that it was important for some of those key hires that we knew which VC firm we were going with. They did a lot of talking to our board members from the VC firms to get an idea. A lot of the employees we hired prior to that time were based on relationships we already had. I think we would have had a pretty tough time trying to sell the company on just the three of us alone with no funding. At least a couple of good angels were behind us, so the pre-term sheet was definitely all people that we knew and trusted, with generous options. After the signing came the really, really key hires. We tried beforehand, but we couldn't pull it off.
Mr. Frederick: A lot of entrepreneurs have a misconception in thinking that they have to come to us with a full-blown management team. That's really not the case at all. I think in Angie's case, we would have bid on just the three of them. They were that impressive. We would have been excited if they had three or 30 employees. One of the things we can help with is recruiting people. Once you have VC money, it's a lot easier to get A-list talent, and we get tons of resumes.
 
Audience Member: You mentioned the VC exit strategy. Is it something I need to articulate in the business plan? Does it always have to be an IPO, or are their other options that you might use for the exit plan for the VC?
Mr. Hooke: I think the VCs are open to any option—IPO, merger, sale to another company. I suppose it depends on the breadth of the product line whether it can be an IPO.
Mr. Frederick: Absolutely. We are completely open to either of the two common exits, IPO or acquisition. We generally go into an investment with no preconceived ideas. The most important thing is that we are looking for scalability. Can you scale to the point that you can afford an institutional exit, which generally means, can you get over $100 million in market value? If you can't, you might not be a VC play because we are not going to get the returns that we need.
 
Audience Member: What's a potential management buy-back of stock with VC valuation?
Mr. Hooke: I have never seen anything like that in business plans. Scott, have you?
Mr. Frederick: Very, very rarely. We have done some management buy-backs of stock, but never early on or in the first stages of the investment. To us, that's a very bad signal. We want that entrepreneur pretty much strapped to the mast.
Mr. Hooke: An appropriate term. He is a very nice guy for a VC.
Mr. Frederick: We are honest about it. We do see it later, when the company nears the public markets or has acquisition offers coming in to buy the company at $100 million when we think it has billions of dollars worth of potential. It's not fair to let a CEO drift in his poverty, so what we have done in the past is to allow some entrepreneurs to pull some cash off the table. We do that by buying some stock from them, and that way they can enjoy some of the riches earlier without awaiting the IPO so anxiously.
 
Mr. Almeddine: My name is Sam Almeddine with OfficeDiscounters.com. Can you give us more specific ideas about the range of valuations for companies that come to you, let's say "two people and a business plan" and companies that have seven or eight employees and a prototype?
Mr. Frederick: Wow, it's tough to say in generalities. I can tell you, generally, two people and an idea will fall in the first bucket which is a $2-$5 million valuation. Really, do we see $2 million anymore? No, not at the level that we play. We now write bigger checks, so valuations are drifting up toward $5 million pre-money. There are things that can distinguish you. Minimize the risk. If you have something very proprietary or if the management team is very compelling, you can hop up to that $5-$10 million or even $10-$20 million bucket. On the West Coast, it's not unheard of. My law school roommate got a term sheet from a Silicon Valley VC at $20 million pre-money sight unseen for his next venture.
 
Mr. Giasson: I have two questions. One is, how much time should you plan on to get the first round of VC funding? Second, I have heard stories and read an article by David Gladstone that says the shotgun approach is very effective for soliciting money from VCs, which means handing out plans all over.
Ms. Kim: You have to devote so much time to fundraising. I can't say how much we underestimated it. Of the three founders, Aaron spent most of his time doing supplier business development, and Jim and I spent maybe 70% of our time fundraising, 30% hiring and pretty much no time doing anything else, sadly. We dragged it out a bit by doing a lot of our comparisons between the two coasts, but it was a huge time sink.
Mr. Hooke: How many VCs did you approach?
Ms. Kim: A lot. Much of it came from our angels and advisory board. They would say, "You have to go meet with blah, blah." That would lead to a VC firm which would then say, "Wow, I really like you, but we can't do quite as much money as you are looking for, so you should go see these three other VC firms." We probably ended up meeting with 20 VCs.
Mr. Frederick: There are two great lessons in what Angie just said that relate to your shotgun issue. David Gladstone is a great guy and very smart, but I'm not sure that's the message he is trying to send. I'm warning against "scatter shot" because, as Angie said, you can waste a lot of time trekking across the country to talk to a VC where you just don't fit. Do research. There are a lot of resources, such as TECHCapital's and Digital South's grids. Fran does an amazing job putting together sources at Fran's Funding Resources. Get to know what a VC is like. Your accountants and lawyers can also help you. We rely on them for deal flow, so it helps you two ways. First, it can help you focus and, more importantly, it will get your plan read first.
Mr. Anderson: From a valuation standpoint, there is a method called the Venture Capital Method of Valuation that gives you a sense of what VCs are willing to put into your company. You survey the market and it's probably not as subjective as you might think. I imagine the funding alternatives are pretty similar.
Mr. Hooke: They also invest in syndicates. There might be four or five in a deal with a so-called lead buyer. You have to find the lead first, then others will follow after that.
 
Mr. Monroe: I'm Hunter Monroe with ValueSpeed, Inc. I'm one of these people "strapped to the mast" trying to get into your first bucket. How do we do that? We have a prototype and a signed deal with a partner. What is it exactly that's going to minimize risk to you, Scott?
Mr. Frederick: What's going to minimize risk for us? The quality of the management team and the extent to which they make us believe their understanding of the competitive landscape. We are not afraid of competitors; we just want to make sure that you guys know who they are and how to compete against them. Proprietary technology is fantastic. It certainly helps. I also think that a lot of entrepreneurs fail to get into the details about sales and marketing or distribution channels. How are you going to reach your audience and do so in a cost-effective way? You should say, "It costs us X to get there and they buy for Y, and Y is bigger than X." If you can do that, it minimizes our risk.
 
Mr. Witzel: I want to thank all of our speakers today. I thought they were terrific. Thanks to everyone for coming. Happy holidays and we look forward to seeing you next year.


