The right price
Understanding the most

sensitive aspect of the VC
process: valuation

BY MICHAEL GURAU

based on the best price. In the case of a
viertiee n:.ﬁ-pirat imvestment, the best price
means the highest valuation for the company,
which results in the lowest dilution of the entre-
preneur's ownership. Although we believe this
approach is often penny wise and pound fool-
ish, it is high on the agenda for most growth-
oriented business owners. Let me give you an
example from my work at CEI Community
Ventures.,
We once spent six months with a local entre-
preneur, building a level of trust, respect and a
desire to find a way to work together. When it

Entmprem*urs tend to shop for capital
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came time to make an investment offer, we, and
other equity investors, said we would commit
$1 million to $2 million for what we saw as a
company with a $2 million valuation before
investment — effectively buying about a third
of the company (52 million existing valuation +
£1 million VC investment = §3 million post-
money valuation). Then the relationship took a
.

The entrepreneur saw the offer as something
of a litmus test for our support of him. Feeling
hurt and “devalued” by an offer he found too
low, he walked (more like stalked) from the
room, seemingly vowing silently to show us
how wrong we were, To my knowledge, he has
not raised meaningful capital at his expected
value and is in slow-growth mode with limited
capital resources.

Whether we were right or wrong about the
valuation in that scenario, this individual could
have used some coaching on how valuation
works, s0 the situation didn’t become a “my
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way or the highway™ exchange. I'd like to
witlk you though the valuation process to
help you in any potential engagement
with a venture capital investor.

I've often described the venture capital
process as a two-sided sell, Initially, VCs
are "selling” themselves, their fund and
their value-add — ie, industry contacts,
business-development assistance, strate-
gic and financial puidance — to entrepre-
neurs who may have the luxury of choos-
ing from several investors, Onee a compa-
ry and a potential investor agree o work
together, the “sell” shifts to the entrepre-
neur, who must provide a convincing
story o get the venhire investor to write
that check.

Then comes talk about valuation —
often a bucket of cold water in a budding

development, the greater the risk the VC
firm is taking for its investment — and the
greater the retum it expects,

Business risk involves an assessment
of the company’s key internal compo-
nents or market factors, such as the man-
agement team, the product, the compa-
ny's business model and its pefential
competition. Some of these categories are
more important than others. For example,
a company’s management experience
often trumps other factors, and many
investors would rather take a chance on
an experienced management team with
an average product than an inexperi-
enced feam with a great product,

By analyzing stage and business risk,
Vs set a target for their expected return
on investment, For example, a company

“Many investors would rather fake a chance on

ah experienced management team with an average product than

an inexperiericed team with a great product.”

relationship. From the demcanos of an
ardent suitor, the venture investor now
astumes the demeanor of a tough, skepti-
cal imvestor in arder to determine the com-
pany’s value.

Part science, part art

Venture capital valuations are one part
science {analvsis, math) and one part art
fthe VC's judgment and experience). The
schemce relates B0 assessing risk with as
ruwch clarity as possible, and the risks VCs
ook at when determining valuation fall
into two broad categories: stage rsk and
business risk,

Stage risk refers o the company’s stage
of development Eacly-stage companies
with little or no revenue have high failure
rates. So the earlier the company’s stage of

just going to market with a mix of business
risks — incomplete keam, uncerfain mar-
ket and compefitive dynamics — likely
needs to show a potential eeturn to
investors north of 10 times invested capital
over a four- to seven-vear period.

At the other end of the spectrum, an
established company with a couple dozen
happy customers and 2 complete man-
agement team does not warrant as high a
return premium as the early-stage compa-
iy In this case, an investor could expect
retumns rangig from three to seven times
his o her invested capital,

The math goes like this: If I'm investing

_ §1 million and expect to make 10 times
my cost, Dneed to collect $10 million at the

end of the investment cycle (11l describe
the duration and exit strategy for VC
investments in the next installment of this

Understanding operating risk
RISK ELEMENT IDEAL SCENARIO
Management * Company has a complete team in all functional roles .

* Team has made money together before
* [s operating in the same indusiry as prior success
Market « Lamge and fast growing
* Favorable compedtitive environment
Froduct /technology * Has dramatic performance Sdvantages over competition
i (1110th the cost, 10 times the performance)
* Strong intellectual property protection {patent,
copynght, etc.)
Financial * Low/no debt

Business moded/plan %

* Low risk of later financing difficulty (being in an attractive
Investment sactor)
* High gross profit margins (narth of S09)

Scalable: Make once, sell many times
* Not exceedingly capital intensive

+ Realistic and experiance-based business modal

Legal .

Mo autstanding lawsuits

* Strong intellectual proparty position

series). If 1 project that the company will
be werth $50 million at exit and [ need to
collect 510 million of that, then [ need to
own 20% of the company at exit. Given
this scenario, my §1 million will need o
buy 20 today, implying a company val-
uation of 54 million “pre-money” (ie.
before new money comes in) and $5 mil-
lion  “post-money” (value after new
money is inj.

If there's & disconnect between inves-
tors and entrepreneurs at this stage of the
game, there are usually a few common
causes. First, entreprencurs are pery opli-
mistic about their ability o grow theic
business. They typleally ever-project rev-
enue and under-project cost, and there-
fore argue for a high pre-money valua-
tion. Second, entrepreneurs — especially
first-timees — almost always underesti-
mate financing requirements, Third,
entrepreneurs just don’t want to give up
what they see as significant percentages of
their comipanies — even for much needed
investment capital — for fear of losing
control of their business.

Hopefully, you now understand some-
thing of the math and mystery that sur-

mounds the valuation dance. But even if
you find vourself on the wrong side of the
risk curve in any given area, you can act to
mitigate those risks.

If it's an isue of management, you
might rethink roles in your company and
seek out an expericniced professional to
complement your eam. If you can't afford
to hire a neaw person, try getling a sea-
soned professional to join an advisory
board or your board of directors. This
move will help ventune investors see that
you recognize the gap.

If it's an issue of stage risk — you're too
early-stage to justify a high valuation —
then your choices are to find a way to
mature by bootstrapping (see “The venture
equation,” Feb. 20) or by accessing other
forms of capital {federal or state grant
money, fiends and family, etcetera). The
more mature vour business, the less rsk
for the investor and the better value you
can achieve, ’

Michagl Gurau, president of GEI Community
Vemtures Ine.. can be reached at
editoral@mainablz.blz. Part three of the serles
willl appear in the March 20 [ssue of Mainebiz,




