CHAPTER 7

Valuation

INTRODUCTION

When I teach my MBA students about entrepreneurial finance, on
Day 1 of the classes, I run through an exercise in which students
attempt to value a company. You should know that many of these
students have previously sat through high-level finance classes,
know about discounted cash flows, and have their heads full of
formulas. We look at the numbers. “Tell me what you would pay
for the company,” I demand. The valuations range from zero to
$300,000. Actually, I tell them, when the company was sold, it went
for $38,000. It sold for the price of its inventory. There is a story
behind the valuation that is not quantitative. The owner had to sell
the company, because his wife told him that if he didn’t, she was
going to leave him and retire down in Florida by herself. It had
nothing to do with a multiple of cash flows, multiple of revenue, or
anything other than that he simply had to get out of the business.
Here's the lesson: valuation is very tricky and can never be
done in a vacuum. Entrepreneurs must learn the methods used to
value companies and become comfortable with the “ambiguity of
valuation” and the fact that the valuation process is not a hard-and-
fast science. The story of Bain Consulting highlights this fact.
In 1973, Bill Bain, a former vice president at Boston Consulting
Group, and seven partners founded the consulting firm Bain
Consulting. From the mid-1980s through 1993, it was estimated that
Bain’s revenues had increased from $100 million to $220 million.
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During this time, the eight partners decided to sell 30 percent of the
company to a Bain Employee Stock Option Plan (ESOP) for $200
million. This transaction gave the company an implied valuation of
$666 million. A few years later, the vice presidents of the company
took legal action against these partners, which ended in the partners
returning $100 million to the company as well as the 70 percent of
the company’s equity that they held. This transaction, in which the
eight partners essentially sold 100 percent of their equity back to the
company, changed the valuation from $666 million to $200 million,
a reduction of more than 70 percent! The point of this story is to
show that even a world-class organization such as Bain, filled with
brilliant MBA graduates from some of the finest business schools in
the country, including Kellogg, Harvard, Stanford, and Wharton,
could not initially come up with the “correct” valuation.

Let me repeat it again. The valuation of a company, particu-
larly that of a start-up, is not an exact science. As Nick Smith, a ven-
ture capitalist in Minnesota, stated, “Valuation in a start-up is an
illusion.” Therefore, the true value of a company, be it a start-up or
a mature business, is established in the marketplace. Very simply, a
company’s ultimate value is the price agreed to by the seller and
the buyer. This fact can be traced back to the first century BC, when
Publilius Syrus stated, “Everything is worth what its purchaser
will pay for it.”

One of the best examples of this fact is highlighted by the story
of Apple Computer and Be, Inc. In October 1996, Apple Computer’s
CEQO, Gil Amelio, began negotiations to buy Be, Inc., from its CEQ,
Jean-Louis Gassée. Be had developed a new operating system called
BeOs that some people in the industry said “put Apple’s Macintosh
and Microsoft’'s Windows to shame.”! Like most opportunistic
entrepreneurs, Gassée was more than willing to sell his 6-year-old
entrepreneurial venture, which he had financed with $20 million
from venture capitalists and other private investors. In 1996, Be,
Inc., had 40 employees and approximately $3 million in annual rev-
enues. Amelio offered $100 million for the small company. Gassée
thought the value of Be, Inc., was much greater and countered with
a $285 million asking price, which amounted to approximately
10 percent of Apple’s valuation.

Amelio refused to offer anything over the $100 million price.
Instead, he bought the more established NeXt Software, Inc., which
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ironically had been founded by Steve Jobs, Apple Computer’s
founder and current CEO. Therefore, what was the value of Be,
Inc., in 19967 It was an amount between $100 million and $285 mil-
lion. And what happened to Be, Inc.? In September 2001, Nasdaq
regulators told the company that they were delisting it for failing
to maintain a minimum bid price of at least a dollar for 30 consec-
utive days. Be, Inc.’s shares were trading for about 14 cents. That
same month, Be, Inc., announced that it would sell its remaining
assets and technology to Palm Inc. for $11 million.

This overvaluation experience taught Gassée the valuable les-
son that all entrepreneurs must learn: “pigs get fat and hogs get
slaughtered.” He could have been a nice fat happy pig by accept-
ing the $100 million. Instead, he got greedy, a common trait of hogs,
and got nothing.

Despite the fact that business valuation is not an exact science,
entrepreneurs should determine a value for their company at least
once a year. This process must not intimidate them. As has been
repeatedly stated throughout this book, it is not brain surgery. In
fact, it can be rather simple, and almost everyone can do it. What is
the reason for performing an annual valuation of a company? There
are many. If the entrepreneur does not determine the value of his
company, then someone else will, and the entrepreneur will not be
happy with the result. For example, if the entrepreneur is selling his
business and relies entirely on a prospective buyer to determine its
worth, the buyer will certainly look out for her own interests and
price it low. The entrepreneur must, therefore, look out for his own
best interests by establishing a price that he is comfortable with,
using logical and acceptable valuation methods. Which methods
are correct? As you will see later in this chapter, all of them.

Valuation involves estimating the worth or price of a company.
Different industries use different methods to determine this value.
Some industries use complicated quantitative models, while others
use relatively simple approaches. Regardless of the methodology
used, however, the valuation of a business incorporates not only a
financial analysis of the company, but also a subjective assessment
of other factors that may be difficult to quantify, including:

= Stage of the company
®= Management team assessment



182 CHAPTER 7

® Industry
= Reason the company is being sold
® Other general macroeconomic factors

Ultimately, the value of a company is driven by the present
and projected cash flows, which are affected by all the factors just
mentioned. As Bill Sutter, a former venture capitalist, said to a class
of MBA students, “Where does value come from? Cash flow. It does
not come from assets or revenues. It comes from cash flow.”

VALUING THE CLARK COMPANY

At the beginning of this chapter, I shared the story about the owner
whose selling price had more to do with his wife’s threats
than with any fancy formula. The company is called the Clark
Company, and it is worth examining in a bit more detail. As we dis-
cussed in Chapter 5, the Clark Company had 2007 revenues of
about $113,000. The cash flow that the business generated was an
astonishing $45,000, or 39 percent of revenues. This was calculated
after scrutinizing the income statement and asking questions of the
seller. Remember, the starting point for calculating cash flow is net
profit plus depreciation plus any other noncash item expenditures.
In this case, we add the $16,000 in net profit and the $835 for depre-
ciation. Cash flow calculations will often also include discretionary
expenses that the new owners of the business would not incur if
they were to acquire the company. For Clark Company, the addi-
tional add-backs include wages, which were in fact wages ($12,215)
being paid to the owner’s spouse.

The $8,965 allocated for office expenses were in reality per-
sonal expenditures that the owner was running through the com-
pany for a new car that his wife drove. In addition, as the owner of
the business also owned the building that the business was renting,
he was in effect renting the building to himself. The company was
paying about $7,000 more than market value for the rent for this
building.

Net income $16,000
plus Depreciation $835
plus Excess wages $12,215
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plus Personal expenses $8,965
plus Excess rent $7,000
equals $45,015

This company is really “a little engine that could.” To value
this company or any other, many different valuation methods
could be used. For example, using a conservative multiple of 3 in
the multiple of cash flow valuation method, the company’s valua-
tion is approximately $135,000 (3 X $45,015). If another valuation
method, such as multiple of revenues, was used, then a different
value could be determined. For example, if a conservative 0.9 mul-
tiple of revenue was used, Clark Company’s value would be
$101,700. Clark actually sold for $38,000, which was the value of
the inventory on hand. Why did it sell for the price of inventory?
Again, the answer was that the owner had to sell it. His wife had
told him that if he did not sell, she was going to leave him and
retire in Florida by herself. The price was not determined by using
a free cash flow, a multiple of cash flow, or a multiple of revenue
method—or, for that matter, any other valuation method that is
usually used in determining the value of a business.

Again, this case perfectly highlights two major points. One is
that valuation is not a hard-and-fast science. The second is that the
valuation of a business can never be done in a vacuum. A myriad
of things affect valuation, quantitative as well as qualitative.

Before we proceed further, it is important that we clarify two
terms that are commonly used when discussing valuation. Those
terms are premoney valuations and postmoney valuations.

PREMONEY AND POSTMONEY VALUATIONS

Private equity investors routinely ask entrepreneurs, at the begin-
ning of negotiations, for the value of their company. When an
answer is given, the usual follow-up question is, is the valuation a
premoney or postmoney valuation? Premoney means the com-
pany’s value, using whatever method the entrepreneur chooses,
before the investment. Postmoney is very simple. It means the pre-
money valuation plus the amount of the equity investment.

As we will see later in this chapter, there are several ways
to determine the value of a company. These methods render a
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premoney valuation. Therefore, if the multiple of revenue method
creates a $12 million valuation and the company is pursuing
$3 million of private equity capital, the postmoney valuation will
be $15 million if the equity capital is successfully raised.

The significance of the two valuation terms is to ensure that
both parties, the entrepreneur and the investor, are viewing the
valuation the same way. The other significance is that postmoney
valuations determine how much equity the investor gets. This own-
ership amount is calculated by dividing the investment by the post-
money valuation. Using the previous example, if the premoney
value is $12 million, then the person who invests $3 million will get
20 percent (i.e., $3 million invested divided by the sum of the $12
million premoney valuation plus the $3 million investment).

The problem arises when the investor thinks the value is
postmoney and the entrepreneur considers it premoney. In that
instance, if the $12 million valuation is thought to be postmoney,
the premoney valuation would be $9 million. The investor thinks
his that $3 million investment will get him 25 percent of the equity
(i.e., $3 million divided by the sum of $9 million + $3 million),
while the entrepreneur wants to give up only 20 percent.

This is the reason why it is imperative for both parties to
quickly agree on what they mean. Therefore, when she is asked by
investors whether the valuation is premoney or postmoney, the
entrepreneur’s answer should be a resounding, “Premoney with
the equity amount for the investor determined by the postmoney
valuation.”

Another major point to be made is that the postmoney valua-
tion of the last financing round is usually where the premoney val-
uation of the next round begins—unless there is an increase in the
valuation using another agreed-upon method. In the earlier exam-
ple, the first round, the “Series A,” was financed at a $15 million
postmoney valuation. Therefore, the premoney valuation for the
next round of financing, the “Series B,” will be $15 million, and if a
new investor puts in $3 million, the new postmoney valuation will
be $18 million. The Series B investor will receive 17 percent of the
equity for his second round of financing. The Series A investor,
who invested $3 million for 20 percent will now own 20 percent of
83 percent (the balance of the equity after Series B), or 16.6 percent
of the company
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Finally, the private equity industry has a rule of thumb that
Series B financing should never be done at a valuation more than
twice the Series A valuation.?

WHY VALUE YOUR COMPANY?

There are numerous reasons why an entrepreneur should know the
value of her business. These include:

= To determine a sale price for the company

® To determine how much equity to give up for partnership
agreements

= To determine how much equity to give up for investor
capital

Let us discuss this final point in a little more detail.

How Much Equity to Give Up

It is quite common for entrepreneurs to establish the value of their
companies unknowingly when they are raising capital. Many of
them will determine the amount of capital they need and at the
same time arbitrarily state the level of ownership they wish to
retain. Such an act automatically places an implied value on the
company. For example, if an entrepreneur is looking to raise
$100,000 and says he wants to retain 90 percent of the company, the
postmoney valuation is $1 million.

The most common minimum level of ownership that many
start-up entrepreneurs seek is 51 percent. They believe this to be
the minimal number they need to maintain their control of the
company. Therefore, they are willing to give up 49 percent. The
problem with arbitrarily giving up 49 percent for an investment is
that it typically gives the company too low a valuation and little
equity to sell to future investors.

Another very simple way to determine the level of equity to
give up is by calculating the company’s value using the methods
that will be cited later in this chapter. This calculation should be
done prior to taking any fund-raising action. After the valuation
has been logically, rather than arbitrarily, calculated, the amount
of equity capital needed, as explained in Chapter 10, should be
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determined. Once these two numbers have been identified, the
entrepreneur is prepared to actively pursue investors because he
can now inform investors what they will get for their capital. For
example, if the company has a postmoney value of $2 million and
the entrepreneur is raising $200,000, then the investor will get
10 percent of the company.

The entrepreneur should be aware of the fact that sophisti-
cated and experienced investors will want to use a more complex
formula to determine their future equity position. Investors may
determine the equity stake that they want using calculations that
factor in the company’s present and future valuations along with
time and their desired rate of return. In this instance, four, not two,
variables are needed: the future expected value of the company, the
amount of capital invested, the investors’ desired annual return,
and the number of years that the capital will be invested. This
approach is shown in Equation 7-1.

EQUATION 7-1
Equity Stake

(1 + Year 1 expected return) X (1 + Year 2 expected return) X ---
future expected value of company

Amount of investment X

Using this formula, an entrepreneur who is seeking an equity
investment of $400,000 for a company valued at $5 million can cal-
culate the amount of equity she should expect to give up to an
investor who wants to cash out in 4 years with an annual return of
30 percent. See for example, the calculation shown in Figure 7-1.

FIGURE 7-1

Postequity Investment Ownership Calculation

$400,000 X (1 + 0.30) X (1 + 0.30) X (1 + 0.30) + (1 + 0.30)
$5,000,000

or
$400,000 X 2.86

=0.23
$5,000,000
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This shows that the entrepreneur should expect to give up 23
percent of the company.

The final way to determine the amount of equity to give up
requires knowing the equity investment amount, knowing the
investor’s desired return, and placing a value on the company
before and after the investment. In the example in Figure 7-2, the
entrepreneur established the company’s value at the time of the
investment at $10 million, and forecasted that the company’s value
would be $40 million in 5 years. The entrepreneur also found out,
by asking the investor, that the investor expected an internal rate of
return (IRR) of 38 percent, which is the same as 5 times the invest-
ment in 5 years. The $5 million investment would generate a $25
million return. Therefore, the $25 million return the investor would
be entitled to equals 63 percent of the company’s future projected
value of $40 million.

FIGURE 7-2
Equity Amount Calculation

Today 5 Years Later
Company value $10 million $40 million
Investors’ equity $5 million $25 million
Investors’ ownership 50% 63%

Regardless of the reason, however, every entrepreneur who
owns a business, or who intends to own one, should have some
idea of its worth. Thomas Stemberg, founder of Staples, Inc., gives
excellent advice when he notes, “No one will ever value your busi-
ness as highly as you do. No one really knows how a new business
will fare. A company’s valuation is very much a test of your own
conviction.”?

KEY FACTORS INFLUENCING VALUATION

As noted earlier, the value of a business is influenced by a multi-
tude of factors, qualitative as well as quantitative. Before a final
value for any company can be determined, the entrepreneur must
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identify and review these factors. This procedure is commonly
referred to as completing a “contextual factor analysis.” In other
words, what is the general context in which the valuation is taking
place? A proper valuation of a company does not occur in a vac-
uum. A solid valuation contextual factor analysis should include
the following factors:

® The historical, present, and projected cash flow of
the company.

= Who is valuing the company?

® [s it a private or a public company?

= The availability of capital.

® Is it a strategic or a financial buyer?

® The company’s stage of entrepreneurship.
= [s the company being sold at an auction?
= The state of the economy.

= The reason the company is being valued.
® Tangible and intangible assets.

= The industry.

® The quality of the management team.

® Projected performance.

Let’s discuss each factor in more detail.

Cash Flow Status

Historically, the value of a company has been largely driven by its
present and projected cash flow. Contrary to this historical practice,
however, over the last few years, technology companies, particu-
larly Internet and e-commerce businesses, have created immense
value without the existence or the projection of positive cash flow
in the foreseeable future. Despite this fact, which we will analyze
and discuss in more detail later in this chapter, the argument of this
book is that all entrepreneurs should focus on creating and maxi-
mizing value by aggressively pursuing positive cash flow.

The idea that value comes from positive cash flow is rather
simple and direct. The entrepreneurial pursuit of business oppor-
tunities usually comes with one basic goal in mind: to make more
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money than you spend—also known as positive cash flow. The
other issues mentioned in Chapter 2 regarding why people choose
to become entrepreneurs, including to create jobs, nurture an idea,
and get rich, are simply by-products of the successful attainment of
the goal of making more money than you spend.

Thus, the cash flow of the company is where its true value lies.
This cash flow can be used to reward employees with special
bonuses, reward owners and investors, or reinvest in the company
to make it even stronger in the future. It should be noted that the
timing of a company’s cash flows can also affect its value, depend-
ing on who is valuing the company. For example, the entrepreneur
who is buying a company should give the greatest importance to
the targeted company’s present, not future, cash flows. The reason
is that future cash flows are uncertain. They are merely projections,
with no assurance of achievement. Experienced entrepreneurs like
Wayne Huizenga correctly refuse to pay for the unknown. When
asked about valuation, Huizenga said, “We pay for what we know,
today’s cash flow, not tomorrow’s.”

The other reason that buyers should base their valuation on
today’s cash flow is that future cash flow comes from the work put
in by the new buyer. Paying the seller for the company’s future
performance would be rewarding the seller for the work the buyer
will do. By doing so, the buyer would essentially be giving away
the value that he will create. The craziness of the practice of valu-
ing a company and paying the seller based on a company’s future
cash flow is something akin to the following. A prospective home
buyer sees a house for sale in Beverly Hills that has been appraised
at $10 million in its present condition and needs a lot of repairs.
The buyer does due diligence and finds that once the repairs have
been completed, the value of the house will be $30 million. With
this information, the buyer makes an offer of $30 million, paying
the seller for the work he is about to do!

Obviously, such a scenario is utterly ridiculous, and the same
should hold true with a business. The value of a business to a buyer
should be based on the company’s most recent cash flow, not the
future. The difference between the present and future cash flows
belongs to the buyer. On the other hand, if the person valuing the
company is the seller, she will want the valuation to be based on
future cash flow because the future is always projected to be rosier
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than the present, which would lead to a higher valuation. In the
case of a start-up, a valuation based on cash flow projected for the
future is acceptable to investors and the entrepreneur because there
is no historical or present cash flow.

Finally, the cash flow of a company directly affects its value
based on the amount of debt it can service. This can be determined
by working backward. The idea is that, for the buyer, the value of
a company is primarily based on the amount of debt that can be
serviced by the company’s cash flow in 5 to 7 years (the typical
amortization period for a commercial loan) under the worst-case
scenario (the worst-case scenario should be the actual for the most
recent year). Most highly leveraged acquisitions have capital struc-
tures consisting of 80 percent debt and 20 percent equity. Therefore,
if an entrepreneur were able to get a 7-year commercial loan for
80 percent of the value of a company that had a worst-case pro-
jected cash flow of $100,000 for the first year, the company’s value
would be $875,000.

This valuation is based on the fact that 80 percent of the com-
pany’s value equals $700,000 cumulative cash flow projected over
7 years. Thus, each percentage of ownership of the company is
valued at $8,750, or 100 percent equals $875,000. This relationship
between value, debt serviceability, and present cash flow is sup-
ported by a comment made by Sam Zell after he purchased the
Chicago Tribune newspaper in 2007 with $8.2 billion in debt.
Regarding the 2006 cash flow of $1.3 billion Sam said, “I don’t think
you need it to go up, you need for it not to go down.”?

Who Is Valuing the Company?

Are you the entrepreneur who is selling the business or raising cap-
ital? Are you the buyer of the entire company or an equity investor?
As Stemberg aptly points out:

The central tension in a venture capital deal is how much the new
company is worth. The company’s valuation governs how much of
it the entrepreneur will own. Venture capitalists yearn to keep the
valuation low and take control. Entrepreneurs want to push the
number up to raise the maximum amount of cash and keep control
themselves.®
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Stemberg’s experience with venture capitalists highlights the
tension that often exists between financiers (both venture capital-
ists and others) and the entrepreneur. He notes:

I thought Staples was worth $8 million post-money when I went
out to raise capital. I wanted to raise $4 million for 50% of the
company. Relative to the company’s value, are you the insurance
company who has to pay a claim, or are you the claimant? The
former wants a lower company valuation than the latter. Are you
the party in a marriage divorce trying to minimize payments to
your spouse as assets are being divided or are you the spouse?
The venture capitalists wanted to value the company at $6 million.
On January 23, 1986, I struck a deal: The venture capitalists would
pay $4.5 million for 56% of the company. Staples was worth
$8 million.”

The value placed on a business will depend on which side of
the table you sit on: If you are the entrepreneur, you will want as
high a valuation as possible so that you give up as little equity as
possible. If you are the investor (e.g., the venture capitalist), you
will want a low valuation because you will want to get as much
equity as possible for your investment. As Scott Meadow, a 20-year
veteran of the venture capital industry, said, “I'm going to pay you
as little as possible for as much of your company as I can get.”8 This
point is best illustrated by the experience by Stemberg that was just
cited. The venture capitalists initially wanted 66.6 percent of
Staples for their investment, compared with the 56 percent they
received. Not all investors are as aggressive as Scott Meadow, men-
tioned earlier. Another venture capitalist is quoted as saying, “The
key to valuing a company is to do it in a way that enables the
investor to get his desired return, while keeping the entrepreneur
happy and motivated.” Obviously, this venture capitalist seeks a
valuation that creates a “win-win” situation for the investor and
the entrepreneur.

Public versus Private Company

Two companies of similar age, operating in the same industry,
producing exactly the same products or services, and achieving
the same level of revenues, profits, and growth rates, will have



192 CHAPTER 7

significantly different values if one is publicly traded (i.e., listed on
the NYSE or Nasdaq stock exchange) and the other is privately
owned. A publicly owned company will always have a greater
value than a private one. Specifically, private companies have his-
torically been valued at 15 to 25 percent less than similar compa-
nies that are traded publicly.’ This difference in valuation is
explainable by the following factors:

= According to Securities and Exchange Commission (SEC)
rules, all public companies are required to disclose all
details regarding the company’s financial condition, past
and present. These disclosures allow investors in public
companies to make their investment decisions with more
information. As private companies do not have to adhere
to SEC disclosure rules and regulations, investors in
private companies do not have access to this type of
information.

® Investors in publicly owned companies have a ready
market to buy and sell shares of stock. As you will see in
more detail in Chapter 8, “Raising Capital,” anyone can
buy and sell the stock of public companies. That is not the
case with the stock of private companies. Legally, private
companies are supposed to sell stock only to
“sophisticated” investors whom they know directly or
indirectly. Sophisticated is loosely defined to include
individuals with a certain minimum net worth who
understand the risks associated with equity investing.
Investors known “directly” means those who are
associates, family members, or personal friends. Investors
who are known “indirectly” are people known through
others, for example, through a banker, lawyer, or
accountant.

Therefore, publicly owned companies have greater value
because they provide greater and more reliable information regu-
larly to investors than do private companies. This fact supports the
axiom “information is valuable.” Publicly owned companies also
have greater value because of the liquidity opportunities available
to investors.
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Availability of Capital

As seen in Table 7.1, purchase price multiples of EBITDA on trans-
actions under $250 million in value reached an all-time high of 7.6
in 2006. The availability of capital is one of the main reasons for this
increase. Between 2002, when multiples reached a 7-year low, and
2006, a number of factors converged to make this a golden era
for sellers. First and foremost, the amount of credit available to
investors reached historic levels. Low interest rates and the explo-
sion of securitization of loans opened the spigot, enabling financial
buyers to use leverage to target acquisitions. The proliferation of
private equity firms, flush with new capital, has been another factor
driving valuations higher. Armed with overflowing coffers and eas-
ily accessible credit, buyout firms spurred a record $2.7 trillion in
M&A activity in the first half of 2007. Corporate buyers, tradition-
ally the most lucrative exit option for sellers, have contributed their
share to the multiple increase.

TABLE 7-1

Purchase Price Multiples

Year Price/Adjusted EBITDA
1995 5.5

1996 6.1

1997 7.0

1998 7.0

1999 6.3

2000 6.2

2001 5.9

2002 5.8

2003 6.4

2004 6.8

2005 7.5

2006 (June) 7.6

Source: Carter Morse & Mathias, “Strategic Buyers in Perspective,” November 2, 2006.

As noted in Chapter 5 and shown in Table 7.2, corporate prof-
itability was at an all-time high in the mid-2000s, riding a strong
economy and years of cost cutting. This had firms flush with cash
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and looking for ways to spend it. In 2006, cash and cash equiva-
lents for S&P 500 firms were more than 6 times as high as in 1995
and even twice as high as in the dot-com era. Additionally, other
factors such as the entrance of hedge funds and second-tier lenders
into the market and the increasing presence of foreign buyers as a
result of a weaker dollar also supported these higher multiples.

TABLE 7-2
U.S. Corporate Profits, 1995-2006

U.S. Corporate Profits

Year (Billions of Dollars)
1995 697

1996 786

1997 869

1998 802

1999 851

2000 818

2001 767

2002 886

2003 993

2004 1,183

2005 1,331

2006 1,616

Source: U.S. Department of Commerce.

In 2008, the situation has changed drastically, as the interna-
tional credit markets have tightened significantly as a result of the
increasing fallout from the U.S. home mortgage crisis. While the
situation is still unfolding, the reduction in liquidity resulting from
the softer credit markets is likely to lead to a decline in purchase
price multiples. As Scott Sperling, co-president of buyout firm
Thomas H. Lee Partners, said in an interview, “Prices have gotten
much higher than historical trading levels for many of these com-
panies. That’s probably not sustainable if debt markets adjust to
more normalized levels.”!? The results of a survey of investment
bankers lends support to a more difficult environment for financ-
ing in 2008 and beyond: 68 percent of the bankers in the survey
said that the availability of financing is getting worse, and only
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11 percent said that it is getting better.!! Moreover, corporate prof-
its and the economy are slowing, and both factors should work to
bring down acquisition prices.

Venture capital fund-raising levels tend to track the economy
and the stock market. Typical of this historical pattern, venture cap-
ital funds were awash with investable capital in the years leading
up to 2007 and early 2008. While fund-raising at this point in time
was still far below the $83 billion raised in 2000, venture capital
fund-raising became more plentiful again. This has moved median
premoney valuations from a low of $10.7 million in 2002 to $18.5
million in 2006.!2 VentureOne Corp., a Dow Jones company, tracks
venture capital investments. As indicated in Tables 7-3 and 7-4, the
availability of capital can vary dramatically by the sector or indus-
try that the firm competes in, and also by the round class. All of this
impacts premoney valuations. Firms in hotter industries get a
higher premoney valuation, as do firms that are further along in
their evolution.

TABLE 7-3

Median Premoney Valuation by Industry Group,
Millions of Dollars

Industry Group 2001 2002 2003 2004 2005 2006 2007, Q2
Health care 16.00 1470 1470 1589 1832 19.75 17.85
Information technology  16.70  10.00 955 1250 15.00 19.48 15.70
Products and services 15.00 8.00 8.70 890 10.15 13.00 5.40

Source: Dow Jones VentureOne

TABLE 74

Median Premoney Valuation by Round Class,
Millions of Dollars

Round Class 2001 2002 2003 2004 2005 2006 2007, Q2

Seed Round 3.18 2.68 2.00 1.70 1.80 2.50 2.40
First Round 8.00 6.00 4.90 6.00 5.94 6.00 7.30
Second Round 18.00 13.00 13.00 12.25 15.00 17.80 16.00
Later Round 40.00 24.10 21.00 29.30 32.80 36.00 35.25

Restart 17.50 8.00 8.90 11.19 21.50 24.70 23.85

Source: Dow Jones VentureOne
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Strategic or Financial Buyer

The value of a company is also affected by who the buyer is.
Corporations, such as those in the Fortune 500, have historically val-
ued companies at higher prices than do financial buyers, entrepre-
neurs with financial backing from leveraged-buyout funds (i.e.,
leveraged buyouts, or LBOs), and other private equity sources. As
stated previously, a significant reduction in the amount of available
credit typically reduces the buying power of private equity firms and
returns the spread between financial and strategic buyers closer to
historical norms. In situations where financial buyers have an abun-
dance of available funds, they often pay higher prices for attractive
companies; in these instances, financial buyers will often pay higher
prices than strategic buyers. Table 7-5 shows the average EBITDA
multiples by sectors, and Table 7-6 shows the multiples by year.

TABLE 75
Average EBITDA Multiples by Sector

Financial Buyers

Strategic Buyers

Manufacturing 6.8 7.0
Services 7.3 71
Retail 8.2 8.4
Health care 52 6.1
Communications 10.9 11.0
Overall 7.4 7.5

Source: Thomas Financial, 2000.

TABLE 7-6

Average EBITDA Multiples by Year

Financial Buyers

Strategic Buyers

2001 5.8 8.8
2002 5.8 6.0
2003 6.3 6.4
2004 6.6 7.8
2005 7.5 7.6
2006 7.2 7.2
2007 8.3 7.0

Source: S&P Leveraged Commentary and Data, 2008
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Speculation

There are some companies that gain all of their value based on future
projected performance. This was the case with the vast majority of
Internet and e-commerce companies, which we will examine in
more detail later in this chapter, which typically had modest rev-
enues and no history of profits.

In response to the question, “Are Internet stocks overvalued?”
one business writer responded, “Let’s put it this way: They sell
more on hype and hope than on real numbers.”!3 That is the reason
why Amazon.com, at the end of March 1999, had a 27 percent
greater market value than Sears, a company with revenues more
than 15 times greater—and, more importantly, with actual profits
compared with losses for Amazon.com, as Figure 7-3 shows. After
the market crash in 2001, both companies took a huge hit from
investors, but Amazon.com was slapped silly. Later that year,
Sears’s market capitalization was listed at $11.2 billion, while
Amazon was valued at just over $2 billion—a 91 percent drop from
its value in 1999. In mid-2007, the picture shown in Figure 7-4 sug-
gests that maybe the speculators in Amazon were on to something,
as Amazon.com has become one of the world’s most successful
online retailers.

FIGURE 7-3

Valuation Comparison (1999)

Sears Amazon.com
Value $18.6 billion $23.6 billion
Revenues $9.0 billion $293 million
Net profit (loss) $144 million ($62 million)

FIGURE 714
Valuation Comparison (2007)

Sears Amazon.com
Value $22.6 billion $28.4 billion
Revenues $52.7 billion $11.4 billion

Net profit (loss) $1.5 billion $0.25 billion
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Stage of Company Development

The earlier the stage of the company, the lower its value. A company
in the early seed stage will have a lower value than a company in
the more mature growth stage. The reason is that there is less risk
associated with the later-stage company. It has a history. Therefore,
entrepreneurs are generally advised to develop their products and
companies as much as possible before they seek outside private
equity financing. Unfortunately, many entrepreneurs learn this les-
son too late. They procure equity financing in the earliest stages of
the company, when the valuation is extremely low and the leverage
is on the side of the investors.

This problem is further exacerbated by the fact that early-
seed-stage entrepreneurs typically need relatively little money to
start their company and/or develop prototypes. It is not uncom-
mon for these entrepreneurs to need as little as $25,000 or as much
as $200,000. When equity investors come in at this stage, they want
to own at least 50 percent of the company in return for their invest-
ment. Their investment of $25,000 to $200,000 for half the company
results in a postmoney company valuation of only $50,000 to
$400,000. This creates major problems for the entrepreneur later
because he is left with little stock to sell to future investors.

Another common problem that arises is the “seller’s remorse”
that entrepreneurs feel once they realize that they gave up so much
of their company for so few dollars. This was the feeling that Joseph
Freedman had with the company he founded in 1991, Amicus Legal
Staffing, Inc. (ALS). He raised $150,000 for 65 percent of the com-
pany, thereby giving the company a value of only $230,769. In 1997,
Freedman sold ALS to AccuStaff, and his investors received $13 mil-
lion, or 65 percent of the price, for their initial $150,000 investment.!4
Table 7-7 provides average venture capital investment amounts
by round.

TABLE 7-7

Median Amount Invested by Round

Round Amount (Millions of Dollars)
Seed round 1.0
First round 49
Second round 9.5

Later round 121

Source: Dow Jones Venture One/Ernst & Young, first quarter of 2007.
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Auction

When a company is being sold via an auction process, it theoreti-
cally will ultimately be valued based on what the market will bear.
This process typically has multiple potential buyers bidding against
each other. The result is usually a nice high price for the seller. For
example, in 2007, Microsoft outbid Google and Yahoo! for the right
to buy a portion of Facebook. Microsoft’s $240 million investment
for 1.6 percent of Facebook gave the company a value of $15 billion!
At the time, Facebook’s revenues were less than $50 million.

State of the Economy

The condition of the country’s and possibly even the world’s eco-
nomy can dramatically affect the valuation of a company. As stated
earlier in this chapter, the value of companies being started up
or purchased increased annually for 5 years until 2000. It is not
merely a coincidence that this occurred at the same time that the
U.S. economy experienced the longest period of continuous eco-
nomic growth without a recession, as stated in Chapter 2.

A strong economy translates into an increased availability of
investor capital, which in turn, as we mentioned earlier in this
chapter, translates into leverage for the entrepreneur. Obviously,
the converse is true. The value of companies typically declines as
the economy worsens because investors have less money to invest.
Therefore, the economy affects the availability of capital, which in
turn affects the value of companies.

This is not just economic theory, but a fact, evidenced by, for
example, what occurred during the last recession. In 2001, the
United States went into a recession. Capital raised (i.e., available
for investing) by all private equity firms (i.e., venture capital, LBO,
and mezzanine funds) was $89.2 billion. The next year, 2002, was
the first full year of the recession. Capital raised for the year plum-
meted to $33.6 billion, a 62 percent decrease from a year earlier.
Every year since 2002, the economy has improved, and the private
equity available to entrepreneurs has correspondingly increased,
as the data in Table 7-8 show.

Reason for Selling

The value of a company that is being sold is directly related to the
reason behind the sale. A company has its greatest value if the
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TABLE 7-8

Commitments to Private Equity Partnerships

Total Funds Amount Raised Average per Fund

Year (Number) (Millions of Dollars) (Millions of Dollars)
1990 151 11,160.6 73.9
1991 69 7,889.4 114.3
1992 139 16,341.6 117.6
1993 169 20,199.0 119.5
1994 239 29,387.3 123.0
1995 276 36,337.9 131.7
1996 260 41,040.3 157.8
1997 375 61,074.7 162.9
1998 451 91,538.7 203.0
1999 601 109,650.6 182.4
2000 807 181,116.3 224.4
2001 439 89,223.2 203.2
2002 296 33,588.3 113.5
2003 263 42,519.1 161.7
2004 356 70,782.3 198.8
2005 412 124,861.4 303.1
2006 408 178,686.9 438.0
2007 432 207,305.1 479.9
Source: National Venture Capital Association, 2008.

entrepreneur is not selling as a result of personal or business pres-
sures. For example, the value of a company that is being sold
because of the threat of insolvency brought on by cash shortages
will be much less than the value of the exact same kind of company
that does not have financial problems.

The same holds true for personal reasons. The value of a com-
pany that is being sold, for example, to settle the estate of divorcing
owners will be lower than it would be if that circumstance were not
driving the sale. Other personal reasons that may negatively affect
the value of a company include, but are not limited to, illness or
death of the owner(s) or members of the owner’s family and internal
conflict (i.e., business or personally related) among the owners.

Because these personal and business problems can negatively
affect the value of a company that is being sold, it is common for
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owners to disclose as little as possible about the real reasons for the
sale. That is why it is essential for any entrepreneur who is buying
a company to do thorough due diligence to determine the reason
the company is being sold before valuing the company and making
an offer. The major lesson to be learned from this section is that
information is valuable. The same lesson was the highlight of an
earlier section in this chapter, which discussed the reason why pub-
lic companies have greater value than private companies.

Tangible and Intangible Assets

The tangible and intangible assets of a company will also affect the
company’s value. Most of the value of manufacturing companies
typically lies in tangible assets. The age and condition of these
assets—such as machinery, equipment, and inventory—will have a
direct impact on the company’s value. For example, if the equip-
ment is old and in poor condition as a result of overuse or lack of
maintenance, the company will have a lower value than a similar
company with newer and better-maintained equipment.

The same holds true for intangible assets, including a com-
pany’s customer list, patents, and name. For example, if a com-
pany’s name is damaged, the company will have less value than
another company in the same industry with a strong, reputable
name. That is the reason why AirTran Airways changed its name
from Value Jet Airlines. The latter’s name had been severely dam-
aged as a result of a disastrous plane crash in 1996.

Type of Industry

The industry that a company competes in is also very important to
its valuation. It is not uncommon for two separate companies in
different industries, but with similar revenues, profits, and growth,
to have significantly different valuations. As we will see later in
this chapter, that was most certainly the case a few years ago when
comparing Internet and e-commerce companies with companies in
almost any other industry. Based on the price/earnings ratio (P/E
ratio) valuation method, which we will also discuss in more detail
later in this chapter, the industries with the highest and lowest val-
uations were the ones shown in Figure 7-5.
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FIGURE 7-5
Highest and Lowest Industry P/E Ratios

Highest P/E Ratios Lowest P/E Ratios
Industry Ratio (Trailing Industry Ratio (Trailing
12 Months) 12 Months)
Wireless networking 353.4 Homebuilding 6.1
Power 222.8 Retail building supply 9.4
Utility (foreign) 106.6 Building materials 11.0
Insurance (property 105.6 Steel (general) 1.7
and casualty)

E-commerce 96.1 Trucking 1.7
Internet 62.5 Financial services 1.9
Source: Aswath Damodaran, Stern School of Business, January 2008.

The reasons why some industries had greater value than oth-
ers were the sexiness of the industry and its growth potential.
Those companies that were viewed as being sexier, with high and
rapid growth potential, typically were valued greater than those
companies in staid, conservative, and moderate-growth industries,
despite the fact that—as we saw earlier in this chapter when com-
paring Sears and Amazon.com—the conservative industries were
immensely more profitable.

Quality of Management Team

The quality of the management team, which is primarily measured
by the number of years of experience each member of the team has
and the individual members’ success and failure rates, will affect
the value of a company that is being sold or is raising capital from
external investors. In the situation where a company is being sold
and the existing managers require the new owners to retain them,
the value of the company will be negatively affected by the evalu-
ation of the management team. If the new owner views the old
management team as poor, then she will be less willing to pay a
high price for the company because she will have to pay to further
train or replace team members. The chance that the management
team may need to be replaced adds risk to the future of the com-
pany, which in turn decreases the value of the company.
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Private equity investors will give greater value to a company
that has experienced management. The reason is exactly the same
as that just mentioned: risk. The greater the risk, the lower the val-
uation. For example, two start-up companies looking for the same
amount of investor capital will have significantly different valua-
tions if one company’s management is composed of people with
start-up experience and the other’s has none.

VALUATION METHODS

There are numerous ways to value a company, and seemingly,
almost no two people do it the same way. Methods may differ from
industry to industry, as we will see later in this chapter, as well as
from appraiser to appraiser. It is important to know that there is no
single valuation methodology that is superior to all the others; each
has its own benefits and limitations. But ultimately, most business
appraisers prefer and use one method over another. Typically,
the commitment to one method comes after experimenting with
several methods and determining which consistently provides the
valuation that the person is most comfortable with.

Candidly, valuation is part gut and part science, and simply
saying that you believe in one valuation method is all well and
good. The rubber hits the road when you actually risk your own
capital using one or more of these methods to value a business. The
point is that an entrepreneur’s valuation method is determined by
experience; without that valuable experience, it is strongly recom-
mended that the entrepreneur use at least two different valuation
methods to determine a company’s range of valuations.

Valuation methods basically fall into three categories: (1) asset-
based, (2) cash flow capitalization, and (3) multiples. In the world of
entrepreneurship, if there is a most popular and commonly used
valuation category, it is multiples, and within this category, the most
popular method is the multiple of cash flow.

MULTIPLES
Multiple of Cash Flow

The cash flow of a company represents the funds available to meet
both its debt obligations and its equity payments. These funds can
be used to make interest and/or principal payments on debt, and
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also to provide dividend payments, share repurchases, and rein-
vestments in the company. One way of valuing a company is by
determining the level of cash available to undertake these activi-
ties. This level of cash is determined by calculating earnings before
interest, taxes, depreciation, and amortization—EBITDA.

In this valuation methodology, EBITDA is multiplied by a spec-
ified figure (i.e., the multiplier) to determine the value of the com-
pany. In general, as shown here, a multiplier of between 3 and 10 is
used. However, buyers’” market or sellers’ market, sales growth,
industry growth potential, variability in a company’s earnings, and
exit options available to investors are all factors that affect the level
of the multiplier used in valuation. The multiple is not static, but
evergreen. It can change for a myriad of reasons.

As venture capitalist Bill Sutter, a graduate of Princeton
University and Stanford Business School, stated:

Virtually every conversation about a company’s valuation in the pri-
vate equity industry starts with a 5 times cash flow multiple discussion.
The multiple will go up for qualitative reasons like super management
and higher growth and will go down for other types of industries that
are recessionary, where risk and volatility is perceived to be higher.!®

Another means of reducing or improving valuations based on
cash flow multiples is to adjust EBITDA. The adjusted EBITDA
should be calculated after the entrepreneur’s salary has been
deducted. The reason is that the entrepreneur is entitled to receive a
market-rate salary. This salary should be treated as a legitimate
expense on the income statement. If the owner’s salary is not rec-
ognized, then the company’s EBITDA will be artificially inflated,
resulting in an overvaluation of the company. This result would not
be in the best interest of a buyer, who would pay more for a com-
pany, nor would it be in the best interest of an investor, who would
get less equity for her investment. In the case of a buyer, the proper
way to determine EBITDA is to replace the seller’s salary with the
new salary anticipated by the buyer, as long as it is at a justifiable
market-rate level. The calculation is shown in Equation 7-2.

EQUATION 7-2
EBITDA Salary Adjustment

Adjusted EBITDA = EBITDA + seller’s salary — buyer’s salary
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For example, if a company in an industry that commonly uses
a multiple of 7 had an EBITDA of $500,000, one would assume a val-
uation of $3.5 million. But suppose further analysis of the seller’s
financial statements shows that he took a salary of only $50,000
when similar-size companies in the same industry paid their owners
$125,000. If the buyer intends to pay himself the market rate of
$125,000, then the company’s value, using the EBITDA multiple of 7,
should be $2,975,000 [i.e., ($500,000 + $50,000 — $125,000) X 7]. This
$525,000 difference is an 18 percent overvaluation!

Please note that the change in the owner’s salary would also
affect the amount of taxes paid by the company. Since the new salary
would decrease the operating profit, the taxes would also decrease.

As stated earlier, multiples of EBITDA up to 10 are not
uncommon. For example, in 2008, Mars, the candy manufacturer,
agreed to buy Wrigley, the gum company, for $23 billion, or 19
times EBITDA, whereas the packaged food industry generally
averages a 12 multiple.!® But this author discourages acceptance of
such multiples unless you are the seller of the entire company or a
portion of it. For a buyer, it is suggested that multiples no greater
than 5 should be accepted. The reason is that valuation should be
such that cash flow, under the worst-case scenario, will be able to
completely service the debt obligation in the typical 5- to 7-year
amortization period.

At a 5 multiple, if the capital structure is 60 to 80 percent debt,
as is common, then it can be serviced within 7 years. For example, if
the Grant Company’s EBITDA is $1 million, a buyer should pay
no more than $5 million. With an 80 percent, or $4 million, loan at
7 percent, if the cash flow over the next 7 years remained the same
and no major capital improvements were needed, the total $7 million
could comfortably service the debt obligation.

Multiple of Free Cash Flow

Finally, for companies requiring major investments in new equip-
ment in order to sustain growth, it is common to use a multiple
of the company’s free cash flow (FCF) instead of just EBITDA.
This is a more conservative cash description that yields a lower
valuation. For multiple purposes, FCF is calculated as shown in
Equation 7-3.
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EQUATION 7-3

Free Cash Flow

FCF = EBITDA — capital expenditures

Manufacturing companies are usually valued based on a mul-
tiple of FCF. On the other hand, media companies such as televi-
sion stations are usually valued based on a multiple of EBITDA.
For example, in 1995, Westinghouse and Disney purchased CBS
and ABC, respectively. Westinghouse paid 10 times EBITDA, and
Disney paid 12. In fact, a quick review of the television broadcast-
ing industry (see Table 7-9) will highlight the earlier point regard-
ing the “evergreen” aspect of multiples.

TABLE 7-9

Television Broadcasting Industry Multiples

Years Selling Multiple
1980s 10-12
Early 1990s 7-8

1996 16

2007 15

It should be noted that the EBITDA and FCF multiple meth-
ods correctly value a company as if it is completely unleveraged
and has no debt in the capital structure. The adding back of inter-
est, taxes, and depreciation to the net earnings eliminates the rele-
vance of whatever debt the company presently carries. This is the
proper way to value a company, especially if you are a buyer,
because the seller’s chosen capital structure has nothing to do with
the buyer and the capital structure she ultimately chooses. The
company’s present capital structure could be loaded with debt
because the owner wants his balance sheet to look dreadful as he
begins asset settlement negotiations as part of his upcoming
divorce. Therefore, the company should be valued without regard
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to its existing debt. Once the buyer determines the value she wants
to pay, she can agree to inherit the debt as part of her payment. For
example, if the company’s value is $5 million, the buyer can agree
to pay it by assuming the $1 million of long-term debt that the
seller owes and paying the $4 million balance in cash.

Multiple of Sales

This multiple is one of the more widely used valuation methods.
Sales growth prospects and investor optimism play a major role in
determining the level of the multiple to be used, and different
industries use different multiples. In the food industry, businesses
generally sell for 1 to 2 times revenue, but sales growth prospects
can have an impact on raising or lowering the multiplier. For exam-
ple, Quaker Oats, a strategic buyer, paid $1.7 billion, or 3.5 times
revenue, for Snapple in 1995 at a time when similar companies
were being sold for a sales multiple of 2 or less. Quaker’s rationale:
it expected rapid growth from Snapple.

However, that rapid growth did not happen. Two years later,
Quaker sold Snapple to Triarc Cos. for $300 million, equivalent to
a little more than 50 percent of its annual revenues of $550 million.
Quaker’s obvious overvaluation of Snapple was instrumental in
the CEO’s departure from the company. On the other hand, Triarc’s
owners were given the greatest compliment after buying Snapple
when someone said, “They stole the company!”!” In 2001, PepsiCo
acquired Quaker for $13.4 billion.

Other industries that are commonly valued on a multiple of rev-
enues include the radio station industry. Typical valuations are 2.0 to
2.5 times revenues for small-market stations, 3 to 3.5 times for mid-
dle-market stations, and 4 times for large-market stations. Another
such industry is professional services firms, which are typically val-
ued at 1 to 3 times revenues. But the most prominent industry that
used the multiple of sales model is technology, especially the Internet
industry, which will be discussed in more detail later in this chapter.

The shortcoming of this method is that it ignores whether the
company is making cash. The focus is entirely on the top line.
Therefore, this valuation method is best suited for those entrepre-
neurs who are focusing on growing market share by acquiring
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competitors. The idea is to buy new customers and rely on your
own operational skills and experience to make each new customer
a cash flow contributor. This method is best carried out by entre-
preneurs who are well experienced in operating a profitable ven-
ture in the same industry as that of the company being acquired.

Multiple of Unique Monthly Visitors

This valuation method has surfaced primarily in the Internet space.
In 2005, News Corporation purchased MySpace for $580 million, or
$2.93 per unique monthly visitor. The next year, Google purchased
YouTube for $1.65 billion, or $4 per unique monthly visitor.
Additionally, in 2008, NBC Universal agreed to buy the Weather
Channel for $3.5 billion. At the time of purchase, the Weather
Channel’s Web site had 37 million unique monthly visitors, making
it a top 15 Web site. This purchase price translates into a price of
$9.40 per unique monthly visitor.!8

P/E Ratio Method

Another common valuation method that falls in the multiples cat-
egory is the price/earnings ratio. The P/E ratio model is com-
monly used when valuing publicly owned companies. The P/E
ratio is the multiplier used with the company’s after-tax earnings
to determine its value. It is calculated by dividing the company’s
stock price per share by the earnings per share (EPS) for the trail-
ing 12 months. For example, a company with a stock price of $25
per share, 400,000 shares outstanding, and trailing 12 months’
earnings of $1 million will have a P/E ratio of 10, calculated as
shown in Figure 7-6. In the figure, the P/E of 10 means that it costs
$10 to buy $1 in profit, or conversely, that an investor’s return is 10
percent. This return compares very favorably with the 5.8 percent
historical average returns of long-term bonds."

FIGURE 7-6

Price/Earnings Calculation

Price per share/EPS

EPS = earnings/number of shares outstanding
$25/($1,000,000/400,000)

$25/$2.5 = 10
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The average historical P/E multiple for the Dow Jones
Industrial Average and Standard & Poor’s 500 is 16. In 1998, dur-
ing the heart of the stock market rise, the S&P multiple was 28 and
the Dow 22.20 In late 2001, in the heart of the market crash, the S&P
multiple was 23.5 and the Dow multiple was 57.3. If you exclude
Honeywell (P/E of 731, due in large part to GE’s attempted acqui-
sition), the Dow multiple was 32.9. That multiple is higher than the
historical averages for some good reasons. The Dow consists of
larger blue-chip companies that tend to have less volatility, and
during the economic downturn, investors were migrating to these
safer companies. Consequently, the P/E multiples of these compa-
nies tended to be higher than normal.

P/E multiples are published daily in the business sections of
newspapers, showing the ratios for publicly traded companies in
comparable businesses. Companies in the same industry may have
different P/E multiples despite the fact that they have similar
annual earnings and a similar number of outstanding shares. The
difference may be related to the price of the stock. Investors may be
willing to pay a higher stock price for one company because of its
higher forecasted growth rate, the presence of more experienced
management, the settlement of a recent lawsuit, or the approval of
a new patent. In this example, the company with the higher stock
price would have a higher P/E multiple and therefore a higher val-
uation. Thus, it can be concluded that when a company has a P/E
multiple that is higher than the industry average, it's primarily
because investors have a positive view of the company’s growth
opportunities and expect relatively reliable earnings. Conversely,
lower P/E multiples are associated with low growth, erratic earn-
ings, and perceived future financial risk.

Be mindful of the fact that the use of P/E multiples is ideally
for publicly owned companies. But P/E multiples are sometimes
used to value private companies.

The ideal way to value a private company using a P/E multi-
ple is to find the public company that is the most comparable. The
most important criterion to look for is a company with exactly the
same, or as close as possible, products or services. The objective
is to select a company in the same business. The other important
criteria are as follows:

® Revenue size
® Profitability
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= Growth history and potential
= Company age

After the best comparable is determined, the P/E multiple
should be discounted. The reason? As stated earlier in this chapter,
the value of a publicly owned company will always be higher than
that of a private company with exactly the same revenues, profits,
cash flow, growth potential, and age, as a result of liquidity and
access to information. The result is that private companies are
typically valued 15 to 25 percent lower than public companies.
Therefore, the P/E multiple of a public company that is selected as
the best comparable should be discounted by 15 to 25 percent.

MULTIPLE OF GROSS MARGIN

As a rule of thumb, the multiple of gross margins should be no
higher than 2. Therefore, a company with revenues of $50 million
and gross margin of 30 percent has a value of $30 million (i.e.,
$50 million X 0.30 = $15 million; $15 million X 2 = $30 million).

DIFFERENT INDUSTRIES USE DIFFERENT
MULTIPLE BENCHMARKS

Before we close out the discussion of multiples, it is important to
highlight the fact that different industries use not only different
multiple numbers but also different benchmarks. They include the
following:

= Distribution companies in the soft drink and alcoholic
beverages industry are valued at a multiple of the number
of cases sold.

® The pawnshop industry, which provides loans averaging
$70 to $100 at annual interest rates ranging from 12 to 240
percent, typically uses one of two valuation methods: the
multiple of earnings model or the multiple of loan balance
model. There are over 15,000 pawnshops in the United
States, and approximately 6 percent are publicly owned.
These public pawnshops are valued at a multiple of 18.5
times earnings, which is significantly higher than the
figures for private shops, which are valued at between
4 and 7 times earnings.
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While this multiple of earnings valuation model is not

unique to pawnshops, the model of a multiple of loan
balance is. A pawnshop’s loan balance provides evidence of
the number of its customer relationships, which is its greatest

asset. Thus, the multiple range commonly used to value a

pawnshop is 2 to 4 times its outstanding loan balance.

Rules of thumb are often used to make quick estimates of
business values. The 2008 Business Reference Guide, published by
the Business Brokerage Press, is a great resource for anyone
involved in valuing, buying, or selling a privately held business.
Table 7-10 is a sample of some businesses and the “rule-of-thumb”

multiples outlined in the guide.

TABLE 7-10

Rule-of-Thumb Valuations

Type of Business

Rule-of-Thumb Valuation

Accounting firms

Auto dealers

Bookstores

Coffee shops

Courier services

Day-care centers

Dental practices

Dry cleaners

Employment and personnel agencies
Engineering practices

Florists

Food and gourmet shops
Furniture and appliance stores
Gas stations

Gift and card shops

Grocery stores

Insurance agencies

Janitorial and landscape contractors
Law practices

Liquor stores

Property management companies
Restaurants (nonfranchised)
Sporting goods stores

Taverns

Travel agencies

Veterinary practices

100-125% of annual revenues

2-3 years net income + tangible assets
15% of annual sales + inventory
40-45% of annual sales + inventory
70% of annual sales

2-3 times annual cash flow

60-70% of annual revenues
70-100% of annual sales

50-100% of annual revenues

40% of annual revenues

34% of annual sales + inventory
20% of annual sales + inventory
15-25% of annual sales + inventory
15-25% of annual sales

32-40% of annual sales + inventory
11-18% of annual sales + inventory
100-125% of annual commissions
40-50% of annual sales

40-100% of annual fees

25% of annual sales + inventory
50-100% of annual revenues
30-45% of annual sales

30% of annual sales + inventory
55% of annual sales

40-60% of annual commissions
60—-125% of annual revenues

Source: Business Brokerage Press via bizstats.com.
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As one further point of reference, the Newsletter of Corporate
Renewal suggests that the value of any company should be no more
than 2 times its gross margin dollars.?! In conclusion, when valuing
a company using any one of the aforementioned multiple models
(i.e., revenues, cash flow, earnings, and gross margins), it should be
noted that the multiples are not static. They are constantly changing
and should be adjusted up or down, depending on several factors.

If an industry is experiencing a downturn, thereby making it a
buyer’s market, then the multiples will typically decline. The televi-
sion industry is a perfect example. During the 1980s, television sta-
tions were selling for 10 to 12 times EBITDA. By the turn of the
decade, however, the multiples had gone down to 7 to 8. The reason?
The country was in the early stages of a recession. Fewer advertising
dollars were going to television stations because of more competi-
tion from the new cable industry. Also, the major networks
decreased the amount of payments they were making to their affili-
ate stations. The combination of these factors created a buyer’s mar-
ket for network-affiliated television stations. By 1995, the multiples
had changed again. The reason for the increase was aptly described
in a Chicago Tribune article:

Television stations normally sell for 8 to 10 times cash flow. But some
of the recent sales sold at multiples of 15 to 20. A strong economy and
an even more robust advertising market helped make TV stations vir-
tual cash cows, producing profit margins ranging from 30 to 70 percent.
The approach of a presidential election year in 1996 and the Olympic
Games in Atlanta should provide further stimulus to the ad market.??

Another interesting example is the newspaper industry in
2007. Since 1940, the number of U.S. daily newspapers has steadily
declined. In addition, more recently, advertising revenue for news-
papers has come under siege from other media, including the
Internet. As Warren Buffett said at his annual investors’ meeting in
May 2006, newspapers appear to have entered a period of “pro-
tracted decline.” Consequently, share prices of newspapers have
been in free fall, down 20 percent in 2005 and 14 percent in 2006.%3
To illustrate, Google’s market capitalization in mid-2007 was
approximately 4 times that of the five largest newspapers, yet
Google’s EBITDA of $5.8 billion was equivalent to the $5.5 billion
generated by these newspapers. Table 7-11 demonstrates this point.
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TABLE 7-11

Valuation Comparison

Top Five Newspapers Google
Total EBITDA $5.5 billion $5.8 billion
Market cap $37.5 billion $158.5 billion
Multiple of EBITDA 6.87 27.42
Source: Company financials via Yahoo! Finance.:

There are many factors that may justify an increase or
decrease in a company’s multiple relative to the industry’s typical
multiple. An example of multiples increasing occurred in the
funeral home industry. Historically, this industry was character-
ized by primarily small “mom-and-pop” family owner/operators.
These small businesses were selling for 2 to 3 times EBITDA. But
in the early 1990s, the value of companies in this fragmented
industry of over 25,000 funeral homes began to change dramati-
cally. Four companies, which are now publicly owned, began a
fierce battle, competing with one another to grow their companies
rapidly by consolidating the industry. The four companies, Service
Corporation International, Stewart Enterprises Inc.,, Loewen
Group Inc., and Carriage Services, Inc., in many instances sought
the same funeral homes, so that by the end of 1998, funeral homes
were selling for 8 to 10 times EBITDA.

In 1997, the industry saw the beginning of a decline in these
multiples because the growth began to slow. As one business ana-
lyst said, this industry is suffering from overvaluation of companies
financed by too much debt that cannot be repaid because of an “out-
break of wellness”—fewer people are dying.>* About 2.3 million
people die each year in the United States, with a typical average
annual increase of 1 percent. But in 1997, for the first time in a
decade, that number decreased. There were 445 fewer deaths in
1997 than in 1996. One interesting reason for this decline was the
weather. Most people die in the harsh winter. The past few winters
in the United States have been relatively mild. The industry’s
growth was also hurt by the increasing popularity of cremations,
which cost half the price of traditional burials.?®
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The final example of an ever-changing multiple was that
applied to high-growth Microsoft. From 1994 to 1996, Microsoft’s
multiple of revenues more than doubled, from 6 to 14.2

ASSET VALUATION

In the past, the value of a company’s assets had a great significance
in determining the company’s overall valuation. Today, most
American companies do not have many tangible assets because
each year fewer things are produced in the United States. Most are
produced overseas in low-wage-paying countries like China, India,
and Taiwan.

The result is that over time, the value of a company is depend-
ent less on its assets than on its cash flow. Asset value tends to be
most meaningful in cases in which financially troubled companies
are being sold. In that case, the negotiation for the value of the com-
pany typically begins at the depreciated value of its assets.

CAPITALIZATION OF CASH FLOWS
Free Cash Flow Method

The most complicated and involved valuation model is the free
cash flow model, also known as the discounted cash flow or capi-
talization of cash flow model. It is a model that relies on projections
filled with assumptions, because there are so many unknown vari-
ables. Therefore, it is the model most commonly used to value
high-risk start-ups.

Simply stated, free cash flow is the portion of a company’s
operating cash flow that is available for distribution to the
providers of debt (i.e., interest and principal payments) and equity
(i.e., dividend payments and repurchase of stock) capital. This is
the cash that is available after the operating taxes, working capital
needs, and capital expenditures have been deducted.

Using this valuation method, one approach is to forecast the
ECF as the Japanese do: for 25 years without regard to what hap-
pens later, because its discounted value will be insignificant.
Another similar, and more commonly used, approach is to separate
the value of the business into two time periods: during and after an
explicitly forecasted period. The “during” period is referred to as
the planning period. The “after” period is referred to as the residual.
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The FCF valuation formula—Equation 7-4—is the sum of the
present value (PV) of the free cash flow for the planning period and
the present value of the residual value.

EQUATION 74

Free Cash Flow Valuation

PV for the FCF planning period
+ PV residual value
FCF value

To calculate the PV of the FCF for the planning period, the fol-
lowing steps must be followed:

1. Determine the planning period. It is customarily 5 years.

2. Project the company’s earnings before interest and taxes
(EBIT) for five years. The use of EBIT assumes that the
company is completely unleveraged; it has no debt in its
capital structure.

3. Determine the company’s EBIT tax rate. This will be used
to calculate the exact amount of adjusted taxes to be
deducted. These are “adjusted” taxes because they ignore
the tax benefits of debt financing and interest payments,
since this model, as stated previously, assumes a capital
structure that does not include debt.

4. Determine the amount of depreciation expense for each
of the 5 years. This expense can be calculated in several
ways:

a. Assume no depreciation expense because the capital
expenditures for new assets and the corresponding
depreciation will cancel each other out. If that
assumption is made, then there should also be a zero
for capital expenditures for new assets.

b. Using historical comparables, make the future
depreciation expense a similar constant percentage of
fixed assets, sales, or incremental sales.

c. Using the company’s actual depreciation method,
forecast the company’s value of new assets from capital
expenditures and compute the actual depreciation
expense for each of the forecasted years.
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5.

Determine the needed increase in operating working
capital for each year. The working capital required is the
same as the net investment needed to grow the company
at the desired rate. The working capital can be calculated
as shown in Figure 7-7. The increase in working capital
would simply be the change from year to year.

FIGURE 7-7

Working Capital Calculation

minus

Current operating assets excluding cash
Current operating assets excluding cash

equals

Working capital

6.

Determine the investment amounts for capital expenditures.
Capital expenditures are made for two purposes. The first is
to repair the existing equipment in order to maintain the
company’s present growth. The other is for new equipment
needed to improve the company’s growth. As was stated in
4a, the new asset cost can be zeroed out by the depreciation
expense. Therefore, only the capital expenditures needed for
maintenance would be highlighted. As stated earlier, that
amount can be determined by using historical comparables.

. Determine the company’s expected growth rate (GR).
. Determine the discount rate (DR). This rate should reflect

the company’s cost of capital from all capital providers.
Each provider’s cost of capital should be weighted by its
prorated contribution to the company’s total capital. This
is called the weighted average cost of capital (WACC). For
example, if a company is financed with $2 million of debt
at 10 percent and $3 million of equity at 30 percent, its
WACC, or discount rate, can be determined as follows:

a. Total financing: $5 million

b. Percent of debt financing: 40 percent ($2 million/
$5 million)

c. Percent of equity financing: 60 percent ($3 million/
$5 million)
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d. (Debt amount X debt cost) + (equity amount X
equity cost)
e. (0.40 X 0.10) + (0.60 X 0.30) = 0.22

A final point: please note that the tax-shield benefit of
the debt financing is incorporated in the WACC.

9. Input all the information in the FCF planning period
formula, Equation 7-5.

EQUATION 75
Free Cash Flow for the Planning Period

EBIT
— Taxrate
+ Depreciation
— Increase in operating working capital
— Capital expenditure
FCF for the planning period

10. Once the FCF for each year has been determined, a
present value of the sum of the periods must be
calculated. The discount rate is required to complete the
calculation shown in Equation 7-6.

EQUATION 7-6
Present Value of Free Cash Flow for the Planning Period

PV of FCF planning period:

Year 1 FCF Year 2 FCF = Year 3 FCF + Year 4 FCF N
(1 + DR) (1 + DR)? (1 + DR)® (1 + DR)*

Next, the present value of the residual must be determined. To
do so, the first year’s residual value must be calculated by simply
forecasting the FCF for Year 6, the first year after the planning
period. Then all the information should be put into the PV residuals
formula, Equation 7-7.
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EQUATION 7-7

Present Value Residuals

PV residuals:

First year residual value/(discount rate — growth rate)
(1 + discount rate) X number of years to discount back

The final number from this calculation should then be added
to the PV of the FCF number to determine the company’s value.

Let’s determine the value of Bruce.com using the FCF model.
The company is forecasting a conservative 10 percent growth rate.
Its WACC is 13 percent, and its tax rate is 52 percent. The forecasted
annual FCF is presented in Figure 7-8.

FIGURE 7-8

Forecasted Annual Free Cash Flow Calculation,
in Thousands of Dollars

2000 2001 2002 2003 2004

EBIT $1,398 $1,604 $1,789 $1,993 $2,217

— Tax (52%) 727 834 930 1,036 1,152
+ Depreciation - - - - -
— Increase in working capital 56 144 158 175 191
— Capital expenditure 16 18 20 21 24
Forecasted annual FCF 599 606 681 761 850

The PV of the FCF planning period is determined as shown in
Figure 7-9. With an estimated Year 6 FCF valuation of $960,300, the
PV residual can be calculated using the equation in Figure 7-10.
Now we can determine the value of Bruce.com. As you can see in
Figure 7-11, Bruce.com’s value is $19,798,746.

It should be noted that 88 percent of the company’s value
comes from the residual value. Also, this FCF valuation formula is
very sensitive to slight changes in the growth and discount rates.
For example, if the discount rate were 0.17 instead of 0.13, an 18
percent difference, the value of Bruce.com would decrease by 57
percent, to $8,430,776. The PV residual would be $6,264,187, and
the PV of the FCF would be $2,166,589.
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FIGURE 7-9

Present Value of Free Cash Flow for the Planning
Period Calculation

PV of FCF for the planning period:

59 606 681 761 8 _
(1+0.13)"  (1+0.132 (1+0.133 (1 +0.13* (1 +0.13)®

$530,088 + $473,437 + $469,655 + $466,871 + $461,956 = $2,402,007

FIGURE 7-10

Present Value of the Residual Calculation

PV residual:

$960,300/(0.13—0.10)  $960,300/0.03

= $17,396,739
(1 +0.13)5 1.84 $
FIGURE 7-11
Valuation Calculation
$17,396,739 PV of the residual
+ 2,402,007 PV of the FCF
$19,798,746 Bruce.com valuation

The criticisms of this model are that it is too theoretical and
complex and that it is filled with uncertainties. The three major
uncertainties are the FCF projections, the discount rate, and the
growth rate. Nobody truly knows. It is all educated speculation. As
Bill Sutter, the venture capitalist at Mesirow Partners and a
Stanford Business School graduate with a major in finance who
was mentioned earlier in this chapter, noted in a lecture to gradu-

ate business school students:

Valuation is remarkably unscientific. You can take out your FCF
models, Alcar models, talk about your capital asset pricing model
and betas until you are blue in the face. I have not used any of those
since I got out of business school. Frankly, that is not the way we
operate. You can use it for your finance class but you are not going

to use it out in the real world.
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VALUING TECHNOLOGY AND INTERNET
COMPANIES

In most instances, the valuation methods discussed in this chapter
were not applicable when valuing start-up Internet and related
technology companies during the 1990s. The P/E ratio method
could not be used because the companies had no “E.” Until 2000,
Internet companies that had negligible or no present cash flow
streams, and in most instances did not expect to get positive cash
flow streams for years to come, had been valued at extremely high
prices at the time they went public. Examples of this include
Netscape, Yahoo!, and Amazon.com, to name just a few of the
better-known brand names.

When Netscape, the Internet browser company, went public
in 1996, the value of its stock went from $28 to $171 per share over
a three-month period, despite the fact that the company had never
made a profit. AOL eventually acquired Netscape.

In 1995, two Stanford Ph.D. students founded Yahoo!, the
Internet search engine company. In 1996, with annual revenues of
$1.4 million and profits of only $81,000, the company went public
at a valuation of $850 million. In 1999, Yahoo!’s $19 billion market
value was equivalent to that of CBS, which had 37 times Yahoo!’s
revenues.

Finally, the most famous e-commerce company, Amazon.com,
which went public in May 1997 at a value of $500 million despite
the absence of any historical, present, or near-term projected prof-
its, once had a value greater than profitable Fortune 500 companies
such as Sears, as noted earlier in this chapter. Another example: the
Internet firm Epigraph had expected revenues of $250,000 in 1999
and $1.4 million in 2000. When asked when his company might
become profitable, the founder responded, “Oh, come on. We're an
Internet company!”%

In the late 1990s, the prices of Internet and technology com-
panies soared enormously: Dell Computer rose 249 percent in 1998,
Amazon.com went up 966 percent during the same year, and
Yahoo! went up 584 percent, while eBay rose 1240 percent from its
initial offering price. These valuations called into question whether
conventional valuation methods were applicable in estimating the
worth of Internet stocks. As one stockbroker noted, “I don’t know
how you value these things. It's a new set of rules. The Internet
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stocks are bizarre and outrageous.”?® And as we all discovered,
many of those high-flying Internet stocks could be hazardous to
one’s health.

A prominent investor, Warren Buffett, the CEO of Berkshire
Hathaway, who has forgone any significant investment in techno-
logy-related stocks, was also baffled by these stocks” valuations. At
a 1999 news conference, he cheerfully closed a discussion of how
he thought business schools should teach the principles of valuing
companies by saying, “I would say for a final exam, here’s the
stock of any Internet company, what is it worth? And anybody who
gave an answer, flunks.”

Warren Buffett and others who believed that Internet stocks
were valued more on hope and on hype than on real numbers were
justifiably concerned that most Internet companies had high debt
levels, few assets, and, most importantly, a limited, if any, history
of profits. Despite this, investors were more than willing to pay
premium prices for their stocks, with the expectation that these
companies would eventually produce significant earnings.

Therefore, given all this controversy, what was (were) the best
method(s) to use for valuing technology and Internet companies?
Quite frankly, all of them had major drawbacks. The least practical
method seemed to be a multiple of earnings or cash flow. As stated
earlier, most of these companies had not only negative earnings but
also negative cash flow. For example, in 1998, Forbes magazine
identified what it called “the Internet landscape,” which included
46 companies that covered the breadth of the Internet market, from
semiconductor chips to sports commentary. Only 14 (or 35 percent)
of the companies had had at least a breakeven net income for the
previous 12 months. Despite this fact, the value of the lowest com-
pany was $182 million.?

Using the comparable valuation method also created problems.
The process of borrowing a valuation from a similar company that
had been priced by an acquisition or some other event did not work
very convincingly either, says columnist Jim Jubak, especially given
the fact that all Internet companies might be overpriced.* For exam-
ple, two Internet service providers, Mindspring Enterprises Inc. and
EarthLink Network Inc., were sold in 1998. Their selling prices trans-
lated into a value of $1,500 per subscriber. In mid-1998, America
Online (AOL), the largest and most prominent Internet service
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provider—now operated by Time Warner—had 14 million sub-
scribers. If AOL were valued based on comparable subscriber rates,
the company’s value at the time would have been $21 billion, not the
actual $14 billion. Thus, using the comparable method would have
foolishly suggested that AOL was 33 percent undervalued.

Even the most popular and seemingly acceptable valuation
method for the Internet industry, the multiple of revenues, had many
justifiable critics. The rule of thumb was to use a multiple of between
5 and 7 times a company’s projected, not current, revenues to deter-
mine valuation. The multiple would go up or down depending on
the company’s revenue growth rates and gross margins.

Criticisms of this model included the fact that a 5 to 7 multi-
ple for companies that had low or no profits seemed excessively
high when a company like Sears was valued at a revenue multiple
of 1 and a profitable media company such as Gannett was valued
at a multiple of 5. The other problem was that the value was based
on projected revenues, not present. If Amazon.com as of the third
quarter of 1999 had been valued based on present revenues, the
multiplier would have been an astonishing 20 times. Even more
astounding is that, because of the use of projected revenues, a com-
pany like Yahoo! had a $19 billion market value, similar to that
of CBS television, despite the fact CBS had revenues 37 times those
of Yahoo!.

Another example of the craziness of the revenue valuation
model previously used to value Internet companies was a com-
pany called Rhythms NetConnections, a high-speed Internet access
firm. Rhythms NetConnections, with revenues of $5.8 million, was
valued at $3.1 billion, or 539 times revenues. In defense of this
multiple, the founder said it was justified because Rhythms
NetConnections was growing exponentially, doubling its size
every quarter.3! On August 1, 2001, Rhythms NetConnections and
all of its wholly owned U.S. subsidiaries voluntarily filed for reor-
ganization under Chapter 11.

To get a sense of perspective, let us look at the Standard &
Poor’s Industrial 400. If the companies on this list were valued
based on multiples of revenues, their historical median from 1956 to
1997 is 0.9 times. The highest the multiple ever got during the 1990s
in a frothy public market was a whopping 2.2 multiple of sales. The
previous record multiple was 1.25 times, in the mid-1960s.
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The final criticism of the revenue method was based on the
discovery that many Internet companies were reporting “virtual
revenue.” The revenue was not real. For example, the companies
recognized as revenues the value of the ad space that they
exchanged with each other for space on their sites. While the recog-
nition of revenue in such a situation had to be offset by an expense
on the income statement, the expense became irrelevant because
valuation was based only on revenues. Since the expense was irrel-
evant, this practice encouraged companies to inflate the price of
their bartered ad space. Another challenge to this practice was the
fact that there was no guarantee that if the ad space had not been
bartered, it would have been sold. Thus, bartering was very impor-
tant to a company’s reported revenue. Internet.com did not include
bartered ads in its revenues. Its CEO, Alan Meckler, says that this
hurt the value of his company’s stock, because competitors that
included barter appeared to be doing better.3? Figure 7-12 lists sev-
eral public companies that, according to their company reports,
included bartered ads in their revenue in 1998.

FIGURE 7-12
Bartered Advertisements

Company Percent of Revenue from Barter
CNet 6
Yahoo! <10
EarthWeb 1
SportsLine USA 20

Not surprisingly, private companies that were planning to go
public realized the value of recognizing barter. Deja.com, an online
chat site that went public in 1999, reported 1998 revenues of $5 mil-
lion. Over 25 percent of that reported revenue came from barter.
After 6 years of no profits, Deja.com went out of business in 2001
and sold its assets to the search engine Google.

Given the fact that most Internet and e-commerce companies
did not have earnings or positive cash flows, the commonly used and
accepted valuation model was a multiple of revenues. Therefore, the
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companies were in constant aggressive pursuit of increased revenues
to bolster their valuations. As stated earlier, this practice of rewarding
revenues without regard to profit seemingly encouraged more com-
panies to recognize “virtual revenue.” The standard accounting rules,
which have now been revised, vaguely stated that retailers that do
not assume the risk of holding inventory are “business agents” and
should book as revenue only the difference between what the retail
customer pays and the wholesale price. Therefore, if a retailer charges
a customer $200 for a bike that will be shipped to the customer
directly from the manufacturer (i.e., drop-shipped) and the manufac-
turer charges the retailer $100, the amount of revenue recognized by
the retailer should be the $100 difference, not $200.

The vagueness of the accounting rules resulted in Internet
companies recognizing revenues differently. This inconsistency
made some companies seem significantly larger than others. For
example, Preview Travel’s CFO, Bruce Carmedelle, said that rival
Priceline.com appeared to be 10 times larger even though it “sells
only a few more tickets than we do.” At one time, Priceline.com
counted as revenue what customers paid for airline tickets, while
Preview counted only the commissions it got from carriers.

This virtual revenue phenomenon also occurred when a com-
pany generated sales both by shipping inventory from its warehouse
and by having the products shipped directly from its supplier’s
warehouse to the end customer. Ideally, the revenue amounts should
have been recognized differently. In the former case, the amount of
revenue that should have been recognized was the total price that
the customer paid. In the latter case, where the product was being
drop-shipped, the revenue recognized should have been only the
difference between the retail and wholesale prices. Xoom.com, now
part of NBCi, was one of the companies that adhered to this practice.
But many other companies, such as Theglobe.com, booked revenue
the same way in all cases, although some items came from company
warehouses and others from suppliers.?®

Theglobe.com would soon see its world come crashing down.
From its opening-day high of $97 in 1998, the stock was delisted
and trading for just 7 cents a share in late 2001. The technology
industry, which came under justifiable criticism for overvaluation
of companies without profits, began using the multiple of gross
margin method. This method became more popular after it was
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realized that the multiple of revenues method had encouraged
these companies to generate revenue without regard to gross, oper-
ating, or net profits. The result of the revenue method was the cre-
ation of companies such as Buy.com that sold products at prices
below cost. This was sheer madness.

Beginning in April 2000, the valuation of technology companies
began declining rapidly. For example, IWon purchased Web portal
Excite.com in 2001 for $10 million. In 1997, Excite.com was worth
$6.1 billion. As a comparison to their lofty status in 2000, Table 7-12
list the current P/E ratio (where it exists) for the five firms with the
highest P/E ratios in the 2000 USA Today Internet 100 (now the
Internet 50). As you can see, only two of the firms are still publicly
traded today—at P/E ratios significantly lower than in 2000; one
firm, Exodus Communications, went bankrupt; and two firms were
acquired at fractions of their market values just 8 years earlier.

TABLE 7-12

Current Status of Firms with Highest P/E Multiples in the
2000 USA Today Internet 100

Firm 2000 P/E 2008 P/E

Infospace.com 599.3 22.8

Exodus Communications 634 N/A (bankrupt)

Vertical Net 854 N/A (acquired for
$15 million in 2007)

Covad Communications 922 N/A (acquired for
$1.02 per share)

CMGlI 1,228 18.77

Another thing that positively affected the value of publicly
traded Internet companies was the fact that they had “thin floats.”
This means that most of the company’s stock was controlled by
insiders, such as the management team and other employees.
Therefore, public investors held very little stock. The result was
that it did not take a lot of buying by the public to increase the
share price. Examples of companies that had thin floats are listed in
Table 7-13. In contrast, companies with typical levels of stock held
by the public include those listed in Table 7-14.
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TABLE 7-13

Companies with Thin Floats, 1999

Company Held by Insiders Public Float
eHome 69% 31%
Amazon.com 65% 35%
Broadcast.com 65% 35%
eBay 91% 9%
Yahoo! 49% 51%

TABLE 7-14
Publicly Held Stock Levels

Company Held by Insiders Public Float
Microsoft 94% 6%
AOL 92% 8%
Adobe Systems 92% 8%

Dell Computer 92% 8%
Intuit 92% 8%
Source: Barron’s, December 21, 1998.

While we correctly criticized the looniness of valuations dur-
ing the Internet craze, it is important that the lesson learned be
greater than a few jokes. The primary lesson learned is that
whether one operates in a new economy, an old economy, or a
future economy, financial fundamentals, relative to profitability
and valuation, will always be important because they have passed
the test of time.
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