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Why Facebook's Acquisition of Instagram 
Makes Sense for Reasons Beyond "Strategic"
 Did Facebook get its money's worth with 
its acquisition of Instagram?  Conventional 
wisdom is pointing to the strategic value of 
such a combination as the rationalization 
of such a price.  We, however, think that 
the value of the deal is far more simple to 
explain than such analysis of potential 
strategic value lets on.  There is a strong 
argument to be made that Instagram's 
value to Facebook is underpinned primarily 
by value of the users it is acquiring, 
regardless of any long term strategic value 
that Instagram may (or may not) bring to 
Facebook.   

The Valley is Breathless 

Facebook purchases Instagram for $1B and 
the Valley PR machine goes into 
overdrive.  Unfortunately, I haven't seen too 
much real analysis of what Facebook is 
getting for its 10 figures - instead we get 
breathless pronouncements such as 
VentureBeat's "The bottom line: Facebook 
has traded $1 billion in cash and stock for 
billions of dollars of value in its upcoming 
market offering."  

Really?  Based on what exactly?  There is 
zero analysis to substantiate this claim beyond 
the assertion that purchasing Instagram 
eliminates Facebook's biggest perceived risks 
as laid out in their S-1 - specifically risks 
associated with their mobile and photo 
strategies.  

The problem with this argument is that prior to 
fixing these "risks", Facebook's implied 
valuation was already pushing the outer limits 

of what would be a rational premium... and 
probably rightly so...  As Bill Gurley points out 
FB is richly valued, but also passes all of the 
tests of companies that garner such rich 
values.   

Those value were: 

1. Sustainable Competitive Advantage – 
how big is the competitive Moat? 
 

2. Presence of Network Effects – does the 
model tip to a single vendor? 

 
3. Visibility/Predictability – is the revenue 

consistent 
 
4. Customer Lock-in / High Switching 

Costs – is it expensive to leave? 
 
5. Gross margin levels – How much 

leverage exists is the business? 
 

6. Marginal Profitability Calculation – is the 
leverage still expanding? 
 

7. Customer Concentration – are there key 
dependencies? 
 

8. Major Partner Dependencies – are there 
key dependencies here as well? 
 

9. Organic Demand vs. Marketing Spend – 
is customer acquisition expensive? 
 

10. Growth – how big will the future be?  

  

An argument can be made 
that Facebook’s acquisition 
of the Instagram users pays 

for itself before assessing 
any of the strategic value of 

the deal  
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Gurley rates Facebook an A or better on all of 
those except marginal profitability and 
growth.  If Bill is right, and he tends to be in my 
experience, it's pretty hard to argue that all of a 
sudden buying an 18-month-old company that 
lacks a proven revenue model represents 
plugging a multi-billion dollar hole in the 
Facebook valuation.   

The reality is that while most are pretty sure 
that Facebook's valuation will climb from it's 
lofty IPO valuation once public, the reason for 
this climb will have more to do with share 
scarcity associated with a tiny post-IPO float 
and public mania than the purchase of 
Instagram.  So I think we can dispense with the 
argument that somehow Instagram enhances 
Facebook's valuation by addressing the risks to 
its mobile and photo strategies that are 
dragging on its potential value.  

So does that mean the Instagram acquisition 
makes sense?  The answer is yes, though 
maybe not for the reasons most would argue. 

It's All About the Numbers 

Most will look at the $1B price tag for 
Instagram, Instagram's point in development, 
and immediately assume that the price paid is 
all about strategy and goodwill.  And this is 
where most go wrong in the analysis of the 
value of Instagram to Facebook. The most 
common arguments for strategically acquiring 
Instagram fall into two camps: 

1. Instagram enhances Facebook's 
mobile and photo sharing capabilities 
- filling a hole in the Facebook product 
line up and extending Facebook into 
mobile in a more decisive way. 

2. The acquisition keeps a valuable asset 
from growing to be competitive with 
Facebook or be acquired by a 
competitor (ok.. acquired by Google) 

The reality is that you could (and probably 
should) zero out either of these arguments in a 
valuation analysis.  Here's why: 

Regarding point 1...  The reality is that while 
Facebook certainly gains a nifty app, it's not 
something that Facebook couldn't have 
engineered on it's own - both quickly and at a 
fraction of the cost of what it is paying for 
Instagram (Instagram's founder didn't even 
have an engineering background when he 
developed the app).  Considering that 

Facebook is already by most estimates the 
largest photo sharing platform out there, 
getting adoption of the technology wouldn't 
be the issue. Even if there were patent issues 
with creating a similar service for Facebook, it 
still wouldn't have cost close to $1B to sort 
them...  Does Instagram make Facebook 
better at mobile and photos... yes.  Is that 
worth $1B... not even close.   

Regarding point 2... Would Instagram grow to 
assail Facebook on a competitive 
basis...   Uh.. no.  Not even over the long 
term.  Zuckerberg himself rightly argues that 
Instagram is (mostly) a complementary 
product for Facebook.  And, while roughly 
80% of Instagram users eschew Facebook for 
the sharing of their photos (or more precisely 
don't link to Facebook through Instagram) the 
idea that Instagram would grow into a 
meaningful competitive platform to Facebook 
(even behind the shift to smartphone and 
tablet driven computing) is a stretch as only a 
fraction of those 80% are actually using 
Instagram as a Facebook alternative - and are 
instead sharing through other social platforms, 
sharing the photos manually or on an ad-hoc 
basis, or merely using the app for the photo 
manipulation capabilities.  So the idea that 
Instagram represents a latent threat to 
Facebook's hegemony in the social 
networking space that requires $1B to solve is 
far fetched.   

Along those lines, if Instagram doesn't 
represent a stand-alone threat to Facebook, 
then it probably doesn't represent a threat in 
conjunction with another player either.  That 
is, Instagram wouldn't be the tipping point 
that takes Google+ to the point of being a 
competitive threat such that one should 
discount Facebook by $1B due to the 
increased competitive risk that a Google + 
plus Instagram (say that out loud three times 
fast) would represent.  

The fact is that a rational argument can be 
made that Instagram is worth at least $1B to 
Facebook over the long term for the value of 
its users alone.  The strategic advantages that 
the deal brings to Facebook are merely the 
icing, and not the cake as many have 
asserted.  BTW these users are pretty much 
worth $1B only to Facebook, and not 
necessarily others, because of its network 
effect, its business model, and position in the 
market - the same things that Gurley argued 
above that make Facebook so valuable (which 

… a rational argument can 
be made that Instagram is 
worth at least $1B to 
Facebook over the long term 
for the value of its users 
alone. 
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warrants an entirely different discussion about 
Facebook and the future of anti-trust 
legislation. Let's put it this way, if I were Mark 
Zuckerberg I'd be reading up on the history of 
the Bell System.) 

Why Instagram's Users are Worth $1B 
Even When Shorn of Any Strategic 
Value 

So while it's pretty likely that Instagram 
represents some strategic value to Facebook - 
quantifying that at this point is pretty 
hard.  Pinning a Billion dollar valuation on that 
strategic value is even harder.  Quantifying the 
value of the Instagram users to Facebook, 
however, is a bit easier and I would argue 
represents, in a perversely Internet way, what 
Benjamin Graham would consider a margin of 
safety (with all apologies to making poor Mr. 
Graham spin in his grave) if indeed the primary 
motivation for doing this deal was to gain 
strategic value from the IP that Instagram 
brings to the table. 

If you take the value of a Facebook user based 
on an IPO valuation of roughly $100B you get a 
value per sub of about $118 (assuming 
approximately 850M monthly active users).  

Or, taking another approach, assuming 
Facebook revenue per sub of around $4.35 (off 
of about $3.7B in annual Facebook revenues), 
nominal marginal cost to support those subs 
(not a stretch), and a discount rate of 12%, we 
get closer to $36 per sub.  

That said, I would argue a 12% discount rate is 
overpricing the risk given Facebook's market 
position and nominal churn (a cornerstone of its 
business model). If you believe that Facebook 
looks like Google long-term from a cost of 
capital perspective (again not a stretch) then 
the top end (most conservative) of Facebook's 
cost of equity looks more like 11% and not the 
assumption we put forth of 12%. In fact, it 
looks closer to 8% taking a more reasonable 
cost of equity. (Basic CAPM --> Google Beta of 
~1.2, ERP of 4.5% - 6.7%, US 20-Year of 
2.77%) 

Facebook is paying Instagram around $28 - 29 
per sub (assuming 35M Instagram subs). Even 
if you discount the overlap in Facebook and 
Instagram's user bases (22% of Instagram's 

users), the cost per sub acquired by 
Facebook (at the above mentioned 
assumptions) is around $36. So, at our most 
conservative estimates, the transaction 
appears neutral from a relative value per sub 
perspective. Using, more reasonable 
estimates, the transaction appears to be 
significantly value accretive from a cost per 
sub perspective. 

So what does this mean.  Well, at the 8% 
discount the value of Facebook monetizing 
the Instagram user base (unique users only) is 
$1.49 Billion, at a 12% discount rate its $990 
million.   

Of course this is just a rough analysis of the 
value of those users, for instance we assume 
that Facebook can monetize those users the 
same way they monetize their core users (no 
guarantee), while only 22% of users are linked 
between Instagram and Facebook, odds are 
that there is more overlap between those two 
user bases for which we do not account, and 
we don't adjust for the portion of Facebook 
revenues coming through partners such as 
Zynga which likely will be little impacted by the 
addition of Instagram.  That said, we also 
ignore potential positive effects of the merger 
on the value of the users.  For instance, there 
is a good possibility that the mobile-centric 
nature of the Instagram users will net a higher 
monetization value than Facebook's core 
static users, the potential that the addition of 
location-based data via Instagram to core 
Facebook user-base will raise the value of 
those users, and we ignore the marginal cost 
of user-acquisition for growing Facebook 
(which could be added to the value of those 
aquired users). 

The point is, regardless of how you hair cut 
the assumptions above, it would appear that 
Facebook's acquisition of the Instagram user 
base at the very least pays for a large chunk 
of the cost of acquiring the company - leaving 
any strategic value garnered as gravy to 
Facebook.     

With Thanks to Alston Lambert for his 
assistance in assembling the valuation data.  

 

 

… at the 8% discount the 
value of Facebook 
monetizing the Instagram 
user base (unique users only) 
is $1.49 Billion, at a 12% 
discount rate its $990 
million.   
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About Headwaters MB 
 

Headwaters MB is an independently owned, growth investment bank and advisory firm.  Headwaters MB has transacted over $15 billion of 
middle market deals and has over $75 billion of deal experience from its 65 full-time senior professionals.  Headwaters has a national office 
footprint in the United States, headquartered in Denver, with additional offices in Boston, Chicago, New York, San Francisco & Washington 
D.C. 

Headwaters MB has a significant international track record; providing our clients with a global reach. 

Our team has generated significant revenue from cross-border transactions, has local advisory partners in 30 countries and the firm has 
been the winner of “Cross Border Deal of the Year”.   

The firm has an established reputation as quality service provider and trusted long-term advisor to clients with a history of process and 
transaction excellence. 

  

The Headwaters TMT Team 

Gary Moon  John Batdorf Mark R. Langner 
Head of TMT Banking Managing Director Managing Director – Research 
415-766-3862 (office) (415) 926-7454 (office) 415-464-6322 (office) 
650-515-8734 (mobile) (415) 847-8805 (mobile) 415-994-0557 (mobile) 
gmoon@headwatersmb.com jbatdorf@headwatersmb.com mlangner@headwatersmb.com 

 

James Stone Sun Jen Yung 
Managing Director Managing Director 
202-263-3290 (office) 203-992-1667 (office)  
703-638-8272 (mobile)   917-297-8716 (mobile) 
jstone@headwatersmb.com sunjyung@headwatersb.com  
 
 

 

Upcoming Events 

Contact us to set up a meeting at the following events.  We will be attending: 

CTIA: New Orleans, LA   May 8 – May 10 
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Our bankers have deep personal experience completing transactions for Internet advertising companies, including: 

 
 

FINRA Disclosures  

Per FINRA regulations, Headwaters MB, LLC has developed a Business Continuity Plan on how we will respond to events that significantly disrupt our 
business. 

Since the timing and impact of disasters and disruptions ARE unpredictable, we will have to be flexible in responding to actual events as they occur. With 
that in mind, we are providing you with this information on our business continuity plan.  

Our business continuity plan addresses the following: data back-up and recovery; all mission critical systems; financial and operational assessments; 
alternative communications with customers, employees, and regulators; alternate physical location of employees; critical supplier, contractor, and bank 
impact; and regulatory reporting.  

If after a significant business disruption you cannot contact us as you usually do at (303) 572-6000, you should go to our website at 
www.headwatersmb.com.  

Significant business disruptions can vary in their scope, such as only our firm, a single building housing our firm, the business district where our firm is 
located, the city where we are located, or the whole region. Within each of these areas, the severity of the disruption can also vary from minimal to severe. In 
a disruption to only our firm or a building housing our firm, we will transfer our operations to a local site when needed and expect to recover and resume 
business within one business day. In a disruption affecting our business district, city, or region, we will transfer our operations to a site outside of the affected 
area, and recover and resume business within five business days. In either situation, we plan to continue in business, and notify you through our website 
(www.headwatersmb.com) regarding how to contact us. If you have questions about our business continuity planning, you can contact us at (303) 572-6012 


