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Abstract—Author has described  selected  problems related 
to valuation and value creation of Internet related companies. 
Relationships between the brand, loyalty, trust and valuation 
were researched.  The method of valuing companies  based on 
valuation  of  Customer  Lifetime  Value  was  described.  Two 
kinds  of  the  Internet  clients  are  considered:  one-time  deal 
clients  and  oriented to  creating  relationships  with  the 
supplier.  Based  on  this  partition,  a  valuation  model  is 
proposed.

I. VALUATION OF INTERNET COMPANIES

ALUATION in any situation is always very challeng-
ing task. If we value early stage companies, with sig-

nificant influence of intangible assets, level of challenge in-
crease.  In  case of very young companies,  we can  discuss 
credibility  of  valuation,  because  of  high  uncertainty  and 
risks,  however process of valuation  show us strengthness, 
weakness,  power of strategy,  knowledge of enterprise and 
understanding value creators of the company, how the com-
pany build or destroy value for the shareholders? 

V

Nowadays we meet big volatility of the financial markets. 
One of examples is Internet  sector.  The market capitaliza-
tion  of U.S. publicly traded Internet  stocks plummeted in 
value by approximately 45% from February to May 2000 
[2], although the Internet sector was badly mauled from this 
“bursting of the bubble,” it remains a very significant com-
ponent of the world economy.

Valuing high growth businesses is complex. These busi-
nesses have often limited history to draw upon for future 
projections.  They also typically invest heavily in  the early 
periods, resulting in negative cash flows. Consequently, tra-
ditional  financial  methods have difficulty evaluating  these 
businesses. It is hard to use a P/E (price to earning) ratio for 
a company that  has no or negative earnings,  or to use the 
Discounte Cash  Flow approach  when a firm has  negative 
cash flow. This was evident  during  the height  of dot.com 
bubble  when  many  innovative  valuation  methods 
emerged [5].

The most popular  method of valuing companies base on 
comparables and revenue streams. The use of comparables 
provides quick  and  easy results,  however  it’s  difficult  to 
find firms with similar  key value drivers.  The characteris-
tics  including,  operation  risk,  growth  raets,  size,  capital 
structure, market situation will be always different.  Compa-
rable company often runs many other businesses with differ-
ent proportions, they are on different markets with different 
lifecycles.

Periodically whole classes of companies have been valued 
at prices that seem unjustifable on a fundamental basis, lat-
est example is property sector.

The  most  common  revenue  stream  method  is  The  Net 
Present Value (NPV). The value obtained is widely regard-
ed as so called fundamental value. Method is quite compli-
cated.  Many assumptions and  estimates during  the  valua-
tion process are made.  The problem is quality of forecasts 
and understanding value creators within the model for valu-
ation.

II.VALUATION OF LOYAL AND NON-LOYAL CUSTOMERS

Number of customers was used in  the prior  analyses of 
internet market as a main indicator of the company’s value. 
In 1999, when the Internet market flourished, valuing com-
panies  was  based  on  the  volume of the  customers’  base, 
without considering their potential of generating profits e.g. 
one customer of the Internet bookstore Amazon was valued 
$3000, and one customer of the protal Yahoo! was valued to 
$1000 [4].  In this concept Author refers to the idea of Cus-
tomer Lifetime Value (CLV). 

The simpliest formula for calculating CLV is following:

( )∑
= +

=
CL

t
t

t

r

P
CLV

0 1
(1)

CLV – customer lifetime value 
P t – income per individual user in period t 
CL – customer lifetime
r – discount rate

Revenue per  individual  user  in  period t  can  be     de-
scribed by following formula: 
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ARPUt – average revenue per user
ACPUt – average cost per user
SRCt – customer retention cost
SAC – customer acquisition cost

Because in preliminary period costs related to the client 
are higher than revenues, CLV can be described by the fol-
lowing formula: 
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New client  is  profitable  only if  future  discounted  cash 
flows are higher  than acquisition cost.  To calculate CLV, 
we should estimate retention and churn rate, they show us 
percentage of clients, who repeated  and leaving purchases 
in comparison to the previous period.

Retention  rate  is  calculated  according  to  the  following 
formula:

%100*
NCPP
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R = (4)

R – retention rate
NCRP – number of clients repeating purchases
NCPP – total number of clients in the previous period

Churn  rate is calculated according to the following for-
mula:
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C – Churn rate
NCLP – number of clients leaving purchases
NC – total number of clients

Most often we assume constant  values of retention  and 
churn rates for the group of clients, however in reality they 
can be heavy volatile [6]. 

According to Gupta, Lehmann and Stuart the value of the 
customer is understood as “the expected sum of future earn-
ings  based on key assumptions  considering  retention  rate 
and profit margin” [5]. The customers’ value is the sum of 
the  lifetime value of all  the  cohorts  of customers.  In  this 
model  the  number  of cohorts  and  the  company’s  lifetime 
approach infinity, but including the retention rate allows us 
to discount the customers who stop buying. So, the value of 
all customers’ cohorts at the present is:
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kn  - the number of customers in the k cohort of customers 

ktm −  - the margin generating by customer in k cohort 
k – k -th cohort of customer 
t – period of time 

kc  - cost of attaining customer for the k cohort 
This equation let us calculating total value of the clients 

before  taxation.  Number  of  customers  can  be  estimated 
based on bass model [1], which is quite complicated, or lo-
gistic curve, according to the following equation:
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N t – the number of customers in the t – period of time 
a , b , c – function parameters. 

Number of new customers is calculated according to the 
following formula:
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Parameter  a of logistic curve describes point  of absorp-
tion and a/2 show point of inflection. Methods of estimating 
parameters logistic curve are described e.g. by Stanisz [7].

III. MODEL

Author suggests modiffing this model by dividing the cus-
tomers into two segments. The consumer’s loyalty measured 
by behavioral  outcome - the frequency of purchase  is  the 
criteria of segmentation:

- One-deal  customers – customers sensitive to price and 
sales promotion tools, who often change the Internet suppli-
er looking for the most suitable transaction. It is difficult for 
a  company to build  a  long  term  relationships  with  them. 
The retention rate for this group is lower than the ‘average 
retention rate’. Few customers from this group repeat pur-
chase in the next periods;

- Relation oriented customers - customers prefer  dealing 
with reliable, trustworthy partners. They are less sensitive to 
price and more likely to consider the reputation of vendor in 
decision of purchase.

In estimating value the proportion between the volume of 
two indicated segments is pivotal. If the vendor focuses on 
attaining  promotion-sensitive  customers  the  future  of the 
company is more uncertain and the brand is more suscepti-
ble to competitors’ movements.

IV. VALUATION BASED ON THE MODEL

Author assumes two segments of the clients: one-deal cus-
tomers and relation oriented customers.

Value of the company is considered as a  sum of values 
one-deal  and  relation  oriented  customers  according  to the 
following formula:

CRSTLV VVV += (9)

VST – value of one-deal customers
VCR – value of relation oriented customers

In  case of one-deal  customer,  CLV will  be equal  to the 
profit from the single transaction, so it’s necessary to asses 
numbe of transactions proceeded by the non-registered users 
or registered users, which proceed no more than one trans-
action,  average  revenues  and  costs  related  to  the  single 
transactions:
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PST – profit from single transaction with one-deal customer 
zt – the number of transactions in the t-period
EL – forecasted lifetime of the company 

Forecasted  profit  from single  transaction  with  one-deal 
customer can be estimated based on historical data, e.g. av-
erages from the past-period transactions. 

Next step is forecasting number of transactions with one-
deal customers. Based on Author’s practical experience, the 
easiest  way is  use forecasts  of the company management. 
Typically management has the most credible data related to 
the  forecasted sale.  In  case of young companies  and  new 
markets using of models and external experts are not credi-
ble, due to the often lack of the knowledge related to the 
specific markets.

If we prefer using models, Author suggest aproximations 
based on logistic curve and equation (7).  Biggest problem 
with estimations of number of transactions for the internet 
related companies based on this curve is short period of the 
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historical  data.  This  period usualy describes only prelimi-
nary part of the curve.

Next  step  is  estimating  current  and  future  number  of 
relation  oriented  customers.  Current  value  of  relation 
oriented  customers  can  be  described  by  the  following 
equation:
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nCR – number of relation oriented customers,
PCR –  average  profit  from  relation  oriented 
customer.

Decribed model can be developed by indication of K sub-
groups of relation oriented customers, e.g. depend on period 
of service subscription. It can be described by the following 
formula:
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PST, PCR and PCR,k are functions of time. Value of future cus-
tomers can be calculated based on equation (8). Author sug-
gest,  like in  case of one-deal customers,  forecasting based 
on company management data or using logistic curve.

Described model of valuation let us calculating value of 
the company based on CLV and show what’s most impor-
tant for building value – is it customer’s loyalty or attaining 
one-deal clients. In case of those groups there will be differ-
ent value creators, in case of one-deal customers most im-
portant is profit per transaction and in case relation orient-
ed customers it will be CLV. 

Described model doesn’t show value of enterprise related 
to the real  options. If we are able clearly indicate real  op-
tions in company development, equation (9) should be mod-
ified:

OCRSTLV EVVVV ++= (13)

EVO – expected value of real options
A real  options  exists in  a  future of the company when 

there are future possibilities for actions when the solution of 
a current  uncertainty is known. We can indicate following 
real options related to the CLV model: building new brands, 
entering new markets, acquisitions new group of clients.

Value of real  option can often describe gap between the 
fundamental with DCF method and real value. Real options 
can sometimes justify high valuation of the company in case 
of high  growth  rate  of enterprise  connected with  the  real 
danger  of bankruptcy.  For  valuing  options  most  often we 
use Black and Scholes' or binomial formula [4].  The Black 
and Scholes' formula values options using five variables as 
inputs:  exercise price,  the stock price,  the time to expira-
tion, the standard deviation of returns on the stock, risk free 
rate.

Example of real  options for Amazon,  when it  was only 
company that sold book were [4]:

-  New business options.  zShops (a  marketplace),  Ama-
zonAuctions (an auction market) and Drugstore.com (beau-
ty  and  health  products),  Ashford.com  (jewelry  and  gift 
items), Della.com (weddings and gifts), Pets.com (pets) and 
Greenlight.com (automobiles); 

-  Geographical  expansion  options.  Amazon entered the 
European market in 1999;

-  Growth options through new customers. Amazon start-
ed to sell music, videos and DVDs in 1998; software, toys, 
electronic  products  and  home products  in  1999;  kitchen-
ware and gardening products in 2000.

Internet companies, especially private-equity backed, are 
often  characterized  by the  several  rounds  of investments. 
The possibility of follow-on investment, depends on the pre-
vious performance, has many of the same characteristics as 
a call option and decrease risk for investors. 

V. CONCLUSION

It’s difficult to properly valuate Internet companies due to 
the high  influence on the value of intangible assets. Main 
intangible  assets  are  brand  value  and  customer’s  loyalty. 
Described  model  allows valuate  the  company,  as  well  as 
looking  inside the company and  understanding  where the 
value is created? It  helps to answer the question:  does the 
value  of the  company depends  on  the  value  of the  loyal 
group of customers? 

It’s possible to further  enhance the model and introduc-
ing additional group of clients, real options, as well as cal-
culating free cash flows generated by the different groups of 
clients, however it can be very difficult to access the data. 
Model is more useful for venture capital  funds,  where ac-
cess to the data is broader. 
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