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Why Put a Number on Company Value?

. Preparing for Equity Funding

1. Stock Value for Employee-Owned Companies
lll.  Stock Option Pricing

IVV.  Preparing to Sell

V. Morbid Curiosity
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Valuation’s Role

Determines what a share of stock is worth

— Determines what percentage you own after a VC round
— Determines what employees will pay for a share

— Determines option strike price

Can have tax implications

VALUATION IS SUBJECTIVE
— Value to Whom?
— Why is it Valuable to that Person?

IT'S ALWAYS WORTH LESS THAN YOU THINK

(3] Vergo

July, 2009 © 2009, Copyright Verge Fund



Why Valuation is important

Pre-Funding Post Series A Post Series B Sale @ $100M
Ownership.  Value  Ownership Value Ownership Value Value
Founders 75.0% 7?77?72 37.5% $ 1,500,000 25.0% $ 7,500,000 $ 25,000,000
Option Pool 25.0% ??7?7? 12.5% $ 500,000 8.3% $ 2,500,000 $ 8,333,333
Series A ($2M) 50.0% $ 2,000,000 33.3% $ 10,000,000 $ 33,333,333
Series B ($10M) 33.3% $ 10,000,000 $ 33,333,333
Total $ 4,000,000 $ 30,000,000 $ 100,000,000
Pre-Funding Post Series A Post Series B Sale @ $100M
Ownership  Value | Ownership Value Ownership Value Value
Founders 75.0% ??7?7? 45.0% $ 2,250,000 30.0% $ 9,000,000 $ 30,000,000
Option Pool 25.0% 7?7?77 15.0% $ 750,000 10.0% $ 3,000,000 $ 10,000,000
Series A ($2M) 40.0% $ 2,000,000 26.7% | $ 8,000,000 $ 26,666,667
Series B ($10M) 33.3% $ 10,000,000 $ 33,333,333
Total $ 5,000,000 $ 30,000,000 $ 100,000,000
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Methods of Valuation

 Discounted Cash Flows

« Comparables
— Similar Deals
— Public Companies

e Target Ownership
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Discounted Cash Flow

The Value a Series of Cash Flows has now

Takes time value of money into account (interest
rate)

Purely numerical — works for operating companies
only
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DCF Example

Discount | Year 1 Yr 2 Yr3 Yr 4 Yr5 Value of
Rate Cash Company
Flow (NPV)

10% $100,000 | $200,000 | $300,000 | $400,000 | $500,000 | $1,065,258
\Voodoo:
e Discount Rate
 Accurately Estimating Cash Flow
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Pros and Cons of DCF

e Pros

— Highly quantitative

— Provides specific, objective (?) numbers as a
basis for negotiation

— Speaks to “Intrinsic Value” of company

e Cons

8 )

— Too many variables
— Depends upon accurate forecasting
— Doesn’t account for strategic value

— Difficult to discount for risk and illiquidity Verg
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Comparables

 Most closely resembles Real Estate valuations

e Two Methods:

— Compare to transactions
— Compare to public companies

e Adjust up or down for specific circumstances
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Adjustments to the Comparables

« Current capitalization
— Cap table
— Past investment rounds
— Current cash position
* Product development
— In Beta
— In release
« Management
— Good or bad management
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Adjustments to the Comparables

e Business Development
— Sales booked
— Quality of sales pipeline
— Profitability
 Growth Rate
— Larger growth rate can overcome smaller earnings

e Public vs. Private

— A private company will be devalued compared to public 50%
or more
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Comparing to Transactions
useful for VC rounds, gearing up for sale

Company Sales Price P/E P/Sales

A $1,000,000 10.5 2.3

B $2,500,000 21.0 3.0

C $1,750,000 20.0 2.0

D $4,250,000 15.0 2.75

Average 16.63 2.51
Earnings Sales

Company $200,000 $2,000,000

Valuation $3,325,000 $5,025,000
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Comparing to Public Companies
useful for internal stock & option pricing

Company Market Cap P/E P/Sales
($1000s)

A $1,000,000 10.5 2.3

B $2,500,000 21.0 3.0

C $1,750,000 20.0 2.0

D $4,250,000 15.0 2.75

Average 16.63 2.51

Earnings Sales

Company $200,000 $2,000,000

Discount 3 3

Valuation $1,100,000 $1,650,000
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Pros and Cons of Comparables

 Pros
— For company sales, no need to adjust for risk or liquidity
— Most common method for early stage
— Fast

« Cons
— Highly subjective — picking comparables is difficult
— Public vs. Private comparisons tricky
— Imperfect distribution of information
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Target Ownership Example

e (Calculates a percentage based on required ROI
* |nvestment requirement: $2 Million

« VC Returns: 40% - 60% ROI
= 5X In 3 years (60%)
= 10X in 5 years (60%)
 VC'’s share at the end of Year 5: $20 Million (~10X
times $2 Million)
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Venture Capital Method EXx.

Your Projections,
Average P/E

Our Discount,
Your Projections,

Lowest P/E
Net Income (NI) $20 Million $20 Million
Discount Rate - 100% (50%)
Adjusted NI $20 Million $10 Million
Earnings/Share $2.00 $1.00
P/E 10 5
Share Price $20 $5
Market Cap. $200,000,000 $50,000,000
V.C. Share 10% 40%

(16

Total # of shares = 10,000,000
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1.0

by Robert von Goeben
& Kathryn Siegler

I VALUATION INFLATION...

Sa, how do we
put a value on
my company!

Let's start by
putting our deal
parameters on
the table and go
from there.

IFFnu:rr us, we have a )
lot of money to
put to work, so
unless we can put
millions to play,
it's a non-starter.
Plus, since we
need a world class
team, we really
want to s5ee a

hefty 150 pool. %

On our end, we'll 1
only give up so much
of the company, and
the founders shares
better stay well

‘é within double digits.

Well, let's do
the math and
see where it

COMmes out.

That's it...

Carry the one...

e

we're worth!?

/

Wow! Is that
really what

Mo, that's
called a
starting
point.

| (17)
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3.0

by Robart van Goeben

& Kathryn Siegher

( Because we
have to grow
this thing big.
Quickly.
Speed and
size dominate
markets,

and that
takes money.
*Lots* of
money.

N\

=,
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But, if we only toolk
$500K now we could use
that to build a solid base

for our company, gain
existence proof through
key beta customers, and
give engineering a chance
to do extensive QA and
make the product bullet-

proof before launch,

%

—

Owr plan calls
for $500K But we don't
in this round. need three
million.
We like
your company Of course
alot. We'll you do.
give you
three million.
! ™

p-
Besides, if we
waited and took
maore money
later, after we've
had a chance to
build our valuation,

we'd give up a e,
smaller percentage || You
of the company. just
~ | don't
V get it,
do you?

7
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