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Introduction 1

The objective of this report is to document the intricacies of the valuation process private equity firms
may sometimes overlook when considering a number of acquisition targets . Also, my objective is to shed
light on an overlooked metric called Return on Invested Capital (ROIC) in relation to co st of capital
(WACC). Through my current and past work with commercial banks and private equity firms, what |

have noticed is that the basic discounted cashflow and pure play comparables may not be enough to
determine the proper value of a company. Somemiddle market firms ($10m - $100m in enterprise value)
do not have publicly disclosed financial statements that are readily available via Capital IQ or Thompson
Banker. Also, using public firms as comparables may tend to overvalue the targeted private company
because publicly traded firms usually have lower financing costs and easier access to capital.

There are numerous guessesa basic DCF and comparable analysis assume such as growth rates and
discount rates. However, in reality, market returns, capital costs, growth rates and capital expenditure
can be volatile and fluctuate yearly, depending on leverage ratios and operating cash flows. PE firms
should consider the impact of volatility in their valuation methods, to determine scenarios and

risk/return profile s. In other words, if a firm is seeking a 25% return on investment, they must be willing
to assume a level of risk intrinsic to that expected level of return. On the other hand, if a firm expected a
return mirroring the ten year return on the S&P index, th e risk profile and payoff are lower. The upside to
risk is a higher payoff profile, if things go as planned. But, the downside is the additional capital a PE

firm must inject into a business if they are unable to make a proper exit at the limit of the inve stment time
horizon . ROIC should be utilized more often to determine value creation or erosion of an investment.
This metric is essential to projecting the impact of additional capital and also the impact of net working
capital, return on assets/equity and cash flow.

In this report, | will document my ten year forecasted valuation analysis of two acquisition targets. The
acquisition targets are from very different business sectors, commodities and software industries, and
have very different cash flows. Also, | will explain my statistical method of projecting volatile cash flow,
fluctuating capital costs and the importance of return on invested capital, which is an essential and
accurate metric of evaluating ROI in terms of discount rates.

1. Navigating the New World of Private Equity, Chicago Feél, €deral Reserve Bank of Chicago
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Private Equity Methodology and Trends

In 2008, private equity firms were taken for a surprise, when access to capital and liquidity events was
brought to a halt. Valuations were drastically reduced and firms were forced to inject additional capital
into busin esses that were seemingly predictable.

Due to the high leverage utilized in making acquisitions , private equity firms usually expect a 20% return
on investment, and due to such a high expected return, they assumed a higher level of risk. In previous
years, PE firms have been able to achieveextraordinary returns, thanks in part of cheap cost of capital

and a surge in mergers and acquisitions.
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events were delayed if not cancelled due to lower valuations. PE firms were forced to adjust to longer
time horizons and acquiring firms with the intentions of creating value, investing in innovation or core
competencies of the company and the PE firm.

The Federal Reserve Bank of Chicago also projects lower exit multiples and valuations for the private
equity asset class, which consists of leveraged buyouts or funds utilized to acquire a firm with the
intention of an IPO or to sell the acquired firm for a hi gh EBITDA, EBIT or Sales multiples. Mergers and
acquisition financing has fallen drastically, and firms have been caught off guard, such as the high profile
KKR, Blackstone and The Carlyle Group. However, middle market private equity firms have been active ,
but have been forced to adjust to deferred liquidity events.
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Private Equity Trends 2

1 Between 2001 and 2007, $2.7T of leveraged buyouts occurred largely in part to private equity
firms.

1 A bulk of private equity buyouts now occur within mature industri  es such as chemicals,
machinery and also high growth sectors such as technology and biotechnology.

1 40% of exit events occur with a trade sale with another firm.
1 24% of exit eventsoccur with a buyout by another firm.
T (/. zZUwEUI woOU b Olexit Bverit, Gdoduridirg FoOdaly 18% BsuoE20042008.

1 6% of private equity acquisitions or buyouts end in restructuring or bankruptcy, due mainly to
difficulty in maintaining debt service.

1 Private equity acquisitions have a low rate of default, in compari son to corporate bonds and junk
bonds.

1 58% of private equity exits occur at least five years after an acquisition.
1 Only 12 % of private equity exits occur less than five years after acquisition.

1 Asof 2007, over 14,000 firms were recognized as private quity firms, under leveraged buyout
status.

ZGIobaIization of Alternative Investments: Impact of Private Equity Report, 2008, by the World Economic Forum.

) © May 2009 Odum Capital



The Acquisition Targets
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information were utilized from an actual metal and software company, therefore we shall refer to both as

Metal Company and Software Company). This company collects, recycles and distributes processed

metals in the US and particularly overseas, where emerging countries such as China and Brazil consume

over 50% of global metals. The second companyD 2 ®1 UPEUI w" OOxEQa~» wU| Bfsalel x| EPEOD
software for retail stores, gas stations, etc. This firm also provides credit card processing for retailers.

Metal Company

Years: 30+

Employees: 10

Positive: Generates a lot of cah

Negative: Subject to market risk (spot prices)

Upside: Potential to generate more revenue via derivatives

Metal Company Risk Profile

(OWOUET UwUOwxUOx1 UOawxUONI EOwi DOEOCEPEOU Wi OUwWUT T w?, 1 UEO!
forecasted salesgrowth cannot be assumed to be at an arbitrary number such as 10% or 15% for a fixed

number of years. The commodities industry is extremely volatile and impossible (or extremely difficult)

to forecast. Commodities based firms are subject to spot and forward price risk, and qualitative risk (such

as political, war), which is difficult to project or imply in forecasts.

The Chicago Board Options Exchange (CBOE) VIX Index will be utilized as a proxy for the commodities
industry, which | also utilized in proje cting the income statement and balance sheet effects of the Metal
Company.
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Income Statement

Revenue $ 5,949,487
COGS $ 2,082,320
Gross Profit $ 3,867,167
SGA $ 594,949
Operating Expenses $ 892,423
EBITDA $ 2,379,795
Depreciation and Amortization $ 148,737
EBIT $ 2,231,058
Interest Expense $ 148,107
Pre-Tax Income $ 2,082,951
Income Taxes $ 708,203
Net Income $ 1,374,748
Assets

Cash $ 1,487,372
Receivables $ 892,423
Inventory $ 1,189,897
other Current Assets $ 1,586,530
Total Current Assets $ 5,156,222
Fixed Assets $ 1,487,372
non Current Assets $ 594,949
Total Assets $ 7,238,543
Liabilities

A/P $ 535,454
N/P $ 416,464
other Current Liabilities $ 594,949
Total Current Liabilities $ 1,546,867
Total Long Term Debt $ 594,949
Total Debt $ 2,141,815
Shareholders Equity $ 5,096,727
SE + Total Debt $ 7,238,543
NWC $ 594,949
CAPEX $ 506,699
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Software Company

Years: 10+

Employees: 13

Positive: Generates a lot of cash

Negative: Subjed to cash flow risk (accounts receivableg

Upside: Potential to hedge accounts receivables in the forward market

Software Company Risk Profile

The projected financials for the software company is more predictable than the metal company; however,
there is an imbedded volatility within this industry. Software firms usually experience rapid double digit
growth during infant years, however, this growth stabilizes just as quick, as these firms must innovate or
acquire firms to maintain 10% growth rates. The S&P historical returns will be used as a proxy for growth
rate and volatility for the Software Company.

m
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Income Statement

Revenue $ 6,887,143
Cogs $ 1,170,814
Gross Profit $ 5,716,329
SGA $ 1,239,311
other Expenses $ 929,484
EBITDA $ 3,547,534
Depreciation and Amortization $ 30,344
EBIT $ 3,517,189
Interest Expense $ 323,085
Pre-Tax Income $ 3,194,105
Income Taxes $ 1,085,996
Net Income $ 2,108,109
Assets

Cash $ 1,612,957
Receivables $ 3,761,220
Inventory $ 250,000
other Current Assets $ 1,560,061
Total Current Assets $ 7,184,238
Fixed Assets $ 606,887
non Current Assets $ 5,566,819
Total Assets $ 13,357,944
Liabilities

AP $ 297,967
N/P $ 603,923
other Current Liabilities $ 876,787
Total Current Liabilities $ 1,778,677
Total Long Term Debt $ 2,626,922
Total Debt $ 4,405,599
Shareholders Equity $ 8,952,345
SE + Total Debt $ 13,357,944
NWC $ 68,871
CAPEX $ 471,799
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Historical CBOE VIX Index and S&P returns are illustrated as follows:

CBOE and S&P Historical Returns
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Based on historical data, CBOE returns were substantial compared to the S&P, however the fluctuation in
returns suggest a high level of volatility within the commodities industry.
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Current Valuation Methods

Discounted Cash flow
The basic DCF valuation method is the lingua franca of valuation, and is widely used and accepted. An
estimated or historical growth rate is used, and a steady cost of capital is assumed.

The advantages are:

M Quick
1 Generally understood
1 Simple

The disadvantages are:

Betais assumed to remain stable

Cost of equity is assumed to remain stable
Volatility is disregarded

Constant capital structur e assumption

=A =4 -4 -4

Comparables

Private equity firms are accustomed to using comparable companies and transactions to determine a
possible range of values for a target. Some firms use this method to extract a range of EBITDA and EBIT
multiples, to determine how much they should expect to pay for a company.

The advantages are:
1 Measurable
1 Transparent/A ccessible Information,

The disadvantages are:
1 Pure Play (i.e., how do you compare a $10B firm to a $10m company)
1 Scale
 Comparable Data
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Adjusted Present Value

By utilizing the Adjusted Present Value discounted cash flow method, | was able to forecast a reasonable
cash flow analysis typical of a metal and software company. A number of volatility based assumptions
were made in determining growth rates, cost of goods sold (COGS), selling general and administrative
(SGA), capital expenditure (CAPEX), net working capital (NWC) and debt service.

Metal Company

2009 2010 2011 2012 2013
Sales Scenario 0.743575289 0.613517898 0.001590525 0.896186129 0.009412459
Sales Growth 0.178807226 -0.100624869 0.195310944 -0.392079291 0.370504202
Sales Up or Down up down up down up
COGS Scenario 0.731530693 0.087841164 0.057189504 0.363704368 0.490188651
COGS Growth 0.776684392 0.310154218 0.365234866 0.373268515 0.344248508
SGA Scenario 0.377962246 0.080476793 0.00361928 0.198850129 0.161243565
SGA Growth 0.020192011 0.124824313 0.122592299 0.127818387 0.102938253
NWC Scenario 0.373014437 0.263701294 0.265166896 0.300993108 0.955789495
Net NWC $ (76,736) $ 261,268 $ (359,110) $ 360,148
CAPEX Scenario 0.308304873 0.89926529 0.321918999 0.274788662 0.404498704
CAPEX Growth 0.014547112 0.063637133 0.060599719 0.037966796 0.062836497
Debt Service Scenario 0.009592308 0.127904715 0.933000442 0.019671069 0.782232218
Debt Service (Principal Payment) 0.19188543 0.191754781 0.101103579 0.136997316 0

A sales, COGS, SGANWC, CAPEX and debt service scenarioswas generated by using a random variable
function in order to project financials. For instance, under sales growth, a 60% probability of sales growth
being between 5% and75% was offset by a 40% probability of sales being between50% and 4% per
annum. This was necessary to imply the ferocious volatility intrinsic in the commodities industry, and to
randomly project losses in the profor ma statement. COGS and SGA were given probabilities in terms of
industry cost structure averages of 80% chance of COGS being?0% and80% of sales ad SGA 30% chance
of being 7% and 8% of sales. Debt service principal payment was necessary to imply the prokability of the
Metal Company paying a substantial portion of long term debt during periods of double digit sales

growth. The following is an example of the projected cash flows of the metal company:

Income Statement 2009 2010 2011 2012 2013
Revenue $ 5,949,487 $ 5,817,358 $ 9,174,736 $ 5,897,310 $ 4,490,903
COGS $ 2,082,320 $ 1,817,694 $ 5,265,074 $ 3,488,985 $ 1,691,892
Gross Profit $ 3,867,167 $ 3,999,664 $ 3,909,662 $ 2,408,325 $ 2,799,011
SGA $ 594,949 $ 413,091 $ 508,720 $ 525,193 $ 358,636
Operating Expenses $ 892,423 $ 872,604 $ 1,376,210 $ 884,596 $ 673,636
EBITDA $ 2,379,795 $ 2,713,969 $ 2,024,731 $ 998,536 $ 1,766,739
Depreciation and Amortization $ 148,737 $ 198,217 $ 219,297 $ 259,102 $ 344,836
EBIT $ 2,231,058 $ 2,515,752 % 1,805,435 $ 739,433 $ 1,421,903
Interest Expense $ 148,107 $ 193,090 $ 228,396 $ 146,808 $ 111,797
Pre-Tax Income $ 2,082,951 $ 2,322,663 $ 1,577,039 $ 592,626 $ 1,310,106
Income Taxes $ 708,203 $ 789,705 $ 536,193 $ 201,493 $ 445,436
Net Income $ 1,374,748 $ 1,532,957 $ 1,040,846 $ 391,133 $ 864,670

As you can see from above, net income fluctuates fromyear to year, which is more realistic than a
standard DCF.

The Metal Company balance sheet was based on income statement effects, in particular the NWC, Capex,
debt service and inventory and other current assets. Inventory and other current assets will b e discussed
later. For instance, if sales growth in a particular year were positive, NWC would be between 10% -15% of
sales, since a Metal Company must spend a substantial portion of revenue on NWC. However, Capex
was given a random variable based on salesgrowth. The snapshot of the balance sheet is as follows:

11 © May 2009 Odum Capltal



Assets

Cash

Receivables
Inventory

other Current Assets
Total Current Assets
Fixed Assets

non Current Assets
Total Assets

Liabilities

AIP

N/P

other Current Liabilities
Total Current Liabilities
Total Long Term Debt
Total Debt
Shareholders Equity
SE + Total Debt

NwC

CAPEX

Software Company

Sales Scenario
Sales Growth
Sales Up or Down
COGS Scenario
COGS Growth
SGA Scenario
SGA Growth
NWC Scenario
Net NWC

CAPEX Scenario
CAPEX Growth
Debt Service Scenario

Debt Service (Principal Payment)

2009
1,487,372
892,423
1,189,897
1,586,530
5,156,222
1,487,372
594,949
7,238,543

R R R

535,454
416,464
594,949
1,546,867
594,949
2,141,815
5,096,727
7,238,543
594,949
494,797

PO PDPHPH OB S

2009
0.243618984

-0.095030611
down up

0.132042556
0.151789554
0.438098532
0.106464639
0.123827674
68,871 $

0.182391439
0.054980046
0.347913032

0

2010
1,454,339
872,604
1,141,505
1,266,452
4,734,900
1,982,169
581,736
7,298,804

B O PP O P B

523,562
407,215
581,736

1,512,513
581,736

2,094,249

5,204,556

7,298,804

(14,802)
210,799

R e

2010
0.344648841
0.036937831

up
0.463866839
0.195328129
0.937262448
0.346868182
0.905537004

38,159 $
0.312104058
0.129404449
0.274100109
0.228170171

R R R

B R A A

2011 2012
2,293,684 $ 1,474,327
1,376,210 $ 884,596
1,095,080 $ 1,050,543
1,010,949 $ 806,993
5,775,923 $ 4,216,460
2,192,968 $ 2,591,022
917,474 $ 589,731
8,886,364 $ 7,397,214
825,726 $ 530,758
642,231 $ 412,812
917,474 $ 589,731
2,385,431 $ 1,533,301
917,474 $ 589,731
3,302,905 $ 2,123,032
5,583,460 $ 5,274,182
8,886,364 $ 7,397,214
839,345 $ (359,315)
398,055 $ 279,177

2011 2012
0.056142308 0.500807612
0.066524664 -0.025574489

down

0.045145006 0.851229639
0.159588314 0.133711901
0.314100958 0.684974583
0.33153789 0.327351329
0.090782388 0.225516845

71,263 $ (27,897)
0.832030573 0.561071883
0.116096808 0.108539018
0.319614761 0.283092149

0.171499925

0.20279651

R R

R iR

up

2013
1,122,726
673,636
1,007,818
644,185
3,448,364
2,870,199
449,090
6,767,654

404,181
314,363
449,090

1,167,635
449,090

1,616,725

5,150,928

6,767,654

(160,284)
202,799

2013
0.217431165
0.012086217

0.127215251
0.155343473
0.323488927
0.341541201
0.715991136
13,455

0.950645773
0.146794166
0.416130098

0.24040707

Similar to the Metal Company, sales COGS, SGA, NWC, CAPEXand debt service scenarios were
generated by using a random variable function in order to project financials for th e Software Company.
Sales growth was determined by an average of-0.04% with a standard deviation of 15%, truncated with a
minimum of -10% and a maximum of 105% sales growth in order to imply the probability of an early

jump in sales, followed by a steady decline. Also, this was necessary to properly compareboth

companies. The-4% and 15% standard deviation will be explained shortly. The following is an example
of the proforma income statement of the software company:

Income Statement 2009 2010 2011 2012 2013
Revenue $ 6,887,143 $ 7,183,773 $ 6,917,874 $ 6,719,368 $ 6,701,984
Cogs $ 1,170,814 $ 1,204,652 $ 1,170,050 $ 1,254,498 $ 1,104,999
Gross Profit $ 5,716,329 $ 5,979,121 $ 5,747,824 $ 5,464,870 $ 5,596,985
SGA $ 731,012 % 2,331,603 $ 2,227,180 $ 2,331,418 $ 2,233,600
other Expenses $ 548,259 $ 1,748,703 $ 1,670,385 $ 1,748,563 $ 1,675,200
EBITDA $ 4,437,058 $ 1,898,815 $ 1,850,258 $ 1,384,889 $ 1,688,186
Depreciation and Amortization $ 30,344 $ 81,780 $ 83,604 $ 69,216 $ 42,069
EBIT $ 4,406,713 $ 1,817,036 $ 1,766,654 $ 1,315,673 $ 1,646,116
Interest Expense $ 323,085 $ 287,351 $ 268,775 $ 268,775 $ 268,079
Pre-Tax Income $ 4,083,629 $ 1,529,685 $ 1,497,880 $ 1,046,898 $ 1,378,037
Income Taxes $ 1,388,434 $ 520,093 $ 509,279 $ 355,945 $ 468,533
Net Income $ 2,695,195 $ 1,009,592 $ 988,601 $ 690,953 $ 909,504
12 © May 2009 Odum Capltal



The five year projected financials resembles a more realistic picture of a Software company, where COGS,
SGA, NWC, Capex and debt service were givenvarying probabilities based on industry averages.
Random variables were also utilized just as the Metal Company previously.

The balance shet for the Software Company was projected based on income statement financials. For
instance, Accounts Receivables was determined to grow at the same rate of sales because the Software
Company is paid sometimes months after a product or service is sold. The following is the five year
projected balance sheet:

Assets 2009 2010 2011 2012 2013
Cash $ 1,612,957 $ 1,795,943 $ 1,729,468 $ 1,679,842 $ 1,675,496
Receivables $ 3,761,220 $ 3,923,216 $ 3,622,003 $ 3,653,293 $ 3,751,489
Inventory $ 250,000 $ 359,189 $ 345,894 $ 335,968 $ 335,099
other Current Assets $ 1,560,061 $ 1,436,755 $ 1,383,575 $ 1,343,874 $ 1,340,397
Total Current Assets $ 7,184,238 $ 7,515,103 $ 7,080,940 $ 7,012,977 $ 7,102,481
Fixed Assets $ 606,887 $ 1,635,590 $ 1,672,083 $ 1,384,313 $ 841,388
non Current Assets $ 5,566,819 5387829.749 $ 5,188,405 $ 5,039,526 $ 5,026,488
Total Assets $ 13,357,944 $ 14,538,523 $ 13,941,428 $ 13,436,816 $ 12,970,356
Liabilities

A/P $ 297,967 $ 718,377 $ 691,787 $ 671,937 $ 670,198
N/P $ 603,923 $ 718,377 $ 691,787 $ 671,937 $ 670,198
other Current Liabilities $ 876,787 $ 1,077,566 $ 1,037,681 $ 1,007,905 $ 1,005,298
Total Current Liabilities $ 1,778,677 $ 2,514,321 $ 2,421,256 $ 2,351,779 $ 2,345,694
Total Long Term Debt $ 2,626,922 $ 2,155,132 $ 2,075,362 $ 2,015,810 $ 2,010,595
Total Debt $ 4,405,599 $ 3,277,748 $ 2,396,108 $ 3,070,488 $ 2,362,157
Shareholders Equity $ 8,952,345 $ 11,260,775 $ 11,545,320 $ 10,366,328 $ 10,608,200
SE + Total Debt $ 13,357,944 $ 14,538,523 $ 13,941,428 $ 13,436,816 $ 12,970,356
NWC $ 68,871 $ 44,494 $ (27,282) $ (24,028) $ (2,272)
CAPEX $ 859,951 $ 775,639 $ 896,444 $ 487,869 $ 353,519
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Metal Company + Software Company EBITDA/CAPEX Comparison

Metal Company
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is practical since this company needs a constant level ofCapexin relation to EBITDA, and in years 1 and

10, EBITDA and Capex come dangerously close to meetingeach other, which is a signal of potential cash

flow risk. A PE firm must be prepared to handle th e volatile nature of a commodities based company.
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In terms of the Software Company, in Year 2, there is a huge drop in forecasted EBITDA in relation to
Capex, which immediately induces a reduction in future Capexin relation to EBITDA. This forecast is
also practical because the Software Company is very sensitive to cash outflows, such asapex because a
majority of its sales is tied to accounts receivables. A PE firm must be able to assume such unpredictable
cash flow cycles when considering an acquisition of a service company with unpredictable accounts
receivable conversion.

The APV (adjusted present value) method is necessary to project freecash flow of both companies, since
the Metal Company needs a more substantial amount of Capex and NWC in comparison to the Software
Company. The following are the results:

Software
Valuation 1
Value of Entity 2009 2010 2011] 2012 2013 2014 2015 2016 2017 2018
EBIT 5 4248338 § 1763662 § 1.962.748 § 1,997.176 2052189 § 2678219 § 2736,707 % 4436408 % 4642377 § 4.847.077
Tax on Operating Income 5 1,334,586 § 496500 5 568,328 § 570,034 $ 554978 § 750439 $ 762,805 § 1314921 § 1.332.800 $ 1,395,742
EBIAT 5 2913752 § 1257162 5 1404420 § 1427142 3§ 1497211 3§ 1,927.780 $ 1,973,902 3 3121487 3 3.309.576 § 3451335
plus Depreciation 5 30344 5 59630 5 58173 5 79.066 % 79,500 § 71715 % 94331 § 99353 § 132293 § 119.759
less Investment in NWC 5 68,871 5 67,061 5 127719 % (20.964) § 372,360 § 191,788 % 82939 § 284366 5 576,187 § 73.413
less investment in Fixed Assets (net)  § 639,849 § 550756 5 612695 § 968619 5 621378 S 697062 § 729791 § 842007 § 1068986 §  1097.956
Software FCF 5 2235376 § 698,875 § 722178 % 5BBRE2 § 6582973 § 1,110,645 § 1255504 § 2094468 § 1.797.696 § 2,399,725
Residual Value § 21.483.368
FCF plus Residual Value 5 2235376 § 698,875 § 722178 % 5BBRE2 § 6582973 § 1,110,645 § 1255504 § 2094468 § 1.797.696 § 23.883.093
Value of the Unlevered Firm 5 18599430 § 14207994 § 13693478 § 160880950 § 17342494 S 18712803 § 19709779 S 206747184 § 20908247 § 21465443
Value of Debt
Value of Equity
Interest Expense 5 323,085 § 293369 § 320606 § 320606 § 419,902 § 471,045 5 493162 5 668993 S 722376 § 741953
Interest Tax Shicld 5 109.849 5 99745 5 109006 5 109,006 $ 142,767 5 160,155 § 167,675 5 193458 § 245608 § 262,264
Residual Value of Interest Tax Shield ] 2,536,584
Interest tax Shields plus Residual Value  § 109.849 5 99745 5 109006 5 109,006 $ 142,767 5 160,155 § 167,675 5 193458 § 245608 § 2,536,584
Value of Interest Tax Shields 52,718,595
Software Value of Assets. $ 16,318,025
Metal Company
Valuation 1
Value of Entity 2009 2010 2011] 2012 2013 2014 2015 2016 2017 2018
EBIT 5 2231058 § 3.241625 § 3,862,780 § 4,015,977 § 6,863,829 § 6,996,129 § 5,784,993 § 1902432 § 5036433 § 3,776,039
Tax on Operating Income 5 758,560 § 1102152 § 1245345 § 1365432 § 3013702 5 2378684 5 1966898 5 646827 5 1712387 § 1283853
EBIAT 5 1472498 5 2139472 S 2417434 5 2650545 $ 5850127 5 4617445 § 3818095 S5 1255605 5 3324046 § 2492185
plus Depreciation 5 148,737 § 182,842 § 281,789 § 390.260 § 881,701 § 732,971 § 602,147 § 435158 § 488,006 § 766,352
less Investment in NWC 5 594949 § 2993835 § 482,695 § 1,695.552 § 1535013 § (537.249) § (489,329) § (626.830) § 330488 § 1.739.722
less investment in Fixed Assets (net) 5 341,052 § 989,466 § 1.084.707 § 1,150,884 § 934442 § 971,881 § 707476 § 754157 § 478522 § 2,577,745
Metal FCF 5 685,235 § 1033014 § 1131821 § 194369 5 4262374 5 4915784 5 4202095 5 1562437 § 3003042 § (1.058930)
Residual Value $ (13.394.803)
FCF plus Residual Value 5 685,235 § 1033014 § 1131821 § 194369 5 4262374 5 4915784 5 4202095 5 1562437 § 3003042 § (14453 732)
Value of the Unlevered Firm $6,070.716 56,192,935 $5.983,631 $5.647 681 56,204 499 $2,767,374
Value of Debt
Value of Equity
Interest Expense $148.107 $237,284 $226,028 $394 864 $547.715 $4565.865 $374,656 $270,793 $303,702 5476.,936
Interest Tax Shield $50,356 580,677 $76.849 $134 254 $186,223 $154.994 $127,383 $92.070 5103,259 5162,158
Residual Value of Interest Tax Shield 54,034,747
Interest tax Shields plus Residual Value $50,356 580,677 $76.849 $134 254 $186,223 $154.994 $127,383 $92.070 5103,259 54,196,905
Value of Interest Tax Shields 52,376,482
Metal Value of Assets $8,447,197
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The Value of the Assets (NPV of Cash flows + NPV of Interest Tax Shields) for each firm was calculated
by utilizing a fluctuating cost of equity and debt, and also a f luctuating betain relation to a constantly
changing leverage for each firm. This is an important statement because in reality, if your cost of debt is

10% this year, there is a good chance (at least 50%) that your borrowing costs will increase or decrease
next year.

Software Company APV and FCF Analysis

With the adjusted variable factors such as costs of equity and debt and also expected market returns and

beta, the results of simulated NPV of Software Cash flows and Value of the Software Firm were
determined to be,

Software Simulated Cashf...
0... 3...

Software Simulated
Cashflow

o 4

= 3.0 @RISK for Excel Minimum 54091.1388

n 2.5 . = Maximum 6548645.3305
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Values 5000

Values in Milli...
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% 0.6 1 . E Maximum  36199243.0335
) Palisade;Corporation Mean 14890173.5112
T 044 Std Dev 4025361.9551
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0.2
0.0
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— — [a\] o~ (s2] (a2} <
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After 5000 iterations, the net present value of the Software Cash flows was determined to be $2.2M, with
a standard deviation of $800K. This means, when forecasting thecash flows of this Software Company,
the PE firm can safely assumethat yearly free cash flow from the Software Company to average $2.2M,
with a forecasted cash flow range of $54k and a maximum value of $6.5M. With 90% certainty, cash flows
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could be projected to fall within $1M and $3.7M per annum . The net present value of the Software
Company was determined to be $15m, with a standard deviation of $4m, and an enterprise value in the
range of $5M and $36M. With 90% certainty, the PE firm can assume the value of the Software Company
to be within $9m and $22M.

Metal Company APV + FCF Analysis

With the adjusted variable factors such as costs of equity and debt and also expected market returns and
beta, the results of simulated NPV of Metal Company Cash flows and Value of the Metal Company were
determined to be:
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The net present value of the cash flow for the Metal Company was determined to be $11M. In other
words, a PE firm can expect annual cash flows of $11M from the Metal Company over the course of ten
years. However, the standard deviation was $21M, based on a rang of cash flows between -$9M and
$460M. In short, with a 95% level of certainty, a PE firm can expectcash flows the Metal Company to
within $1.2M and $467M, based on the simulation.

The value of the Metal Company was determined to be $36M, with a minimum and maximum range of
$1.4M and $830M. With a 90% degree of certainty, a PE firm can expect the value of the Metal Company
to be within $6M and $100M over the course of ten years. Now, this wide range of values for the Metal
Company, in actuality, is practical, due to the volatile nature of the commodities industry. This volatility
will be explained in an upcoming section.

Metal Company + Software Company Adjusted Variables

The beta for each company was calculated by the following formula:

Levered Beta = Expected Return
Risk Premium

Expected returns were determined from the historical returns from the S&P and CBOE indices, and the
risk premium was based on standard risk premiums for each index. To determine the value of the equity
for each company, the following formula to calculate the Unlevered Beta was utilized:

Unlevered Beta = Levered Beta
{1+ (> Tax Rate)D/Total Capitalization)}
Equity/Total Capitalization

This was essential because the forecasted financials for each firm, derived dluctuating capital structure,
which for the Software Company resulted in a cost of equity range of 10% - 13% per annum, and for the
Metal Company, a cost of equity range of 12% and 17%.These percentages were based on fluctuating
unlevered betas of 0.65to 0.68 for the Software Company, and for the Metal Company, unlevered betas of
1.00 and 1.70.

These variables were important in determining realistic values and cash flows of each firm over ten years,
without making blanket assumptions such as equivalen t costs of equity and equivalent intrinsic risk,
which could improperly help a volatile company if a lower beta is assumed, or hurt a steady company if a
higher cost of equity is assumed.
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A comparison snapshot of the projected free cash flow of both companies is as follows:

56,000,000

55,000,000

54,000,000

53,000,000

t —#— Software FCF

52,000,000
=l Metal FCF

51,000,000 -

5(1,000,000)

%(2,000,000)

It can be observed from the results above that the Software Company will have a predictable free cash
flow , compared to the Metal Company which could exhibit steady, if not impressive cash flow until
between year 9 and 10 whee free cash flow could drop to below zero without any warning from
previous years.
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Volatility

In the previous sections, expected returns, risk premiums and in particular, volatility were implied, but

not assumed. Volatility for the Metal Company and Software Company were derived from historical data
from the CBOE VIX Index?3 and S&P Index4. Returns and averages were annualized, and the results are as
follows:

Monthly commercial paper rates 5, Treasury returnsé, CBOE and S&P eturns were observed from Jan 2001
to Dec 2008. The annualized averages for S&P and CBOE were almost identical at5.2%. While the
annualized standard deviation (volatility) for each was 53% for the CBOE and 15% for the S&P. However,
an interesting observation was the non-correlated relationship between the CBOE and S&P. This is very
important because it also gives more credit to the volatility factor, and also the fact that when the S&P is
up, commodities are down, and a clear example is the current market, where the S&P is at historic lows,
while the price of gold is at historic highs.

PE firms should i mply such scenarios when valuing two different companies to prepare for any scenario
in the future. Your company could be worth $100M in ten years, or neg ative $10M in five years,
depending on the volatility of the sector. A traditional DCF does not capture this, and this may tend to
under value or over value a company. A traditional DCF also does not capture:

I The probability that a company may need additi onal capital in the near future.

1 The probability that a company would be best suited to acquire another company.

I Or acompany would be more than likely favorable to be acquire years before investment time
horizon.

% Yahoo Finance
*CRSP

® Federal Reserve
® Federal Reserve
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