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BUSINESS VALUATION SYSTEM AND METHOD

PRIORITY CLAIM

This application claims priority to U.S. provisional patent application Serial
No. 60/306,630 entitled Business Valuation System and Method filed on July 19,

2001.

FIELD OF INVENTION

The present invention relates to business valuation methods and systems for
calculating business valuations and more specifically to the use of an iterative process
to generate a maximum business value that satisfies conditions and requirements of all

parties interested in the valuation.

BACKGROUND OF THE INVENTION

Current techniques for valuing an entity, such as a business, consider the
numerous factors associated with the entity to calculate its value. Business valuation
techniques are commonly used by accountants, appraisers, attorneys, bankers,
brokers, mergers and acquisitions advisors, valuation firms, buyers and sellers to
determine market value of the entity. Business valuation techniques may also be used
as tools to aid a business owner in maximizing shareholder value.

There are many methods of business valuation currently used. However, these
methods produce business valuation results with a wide range of market values. Itis
not unusual to observe a 3:1 or 5:1 difference between the high and low values
generated by the various methods. Each method considers different variables and
factors and associates the variables to one another in a variety of ways. This leads to

vastly different business valuations that can be generated with a subjective bias and to
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serve the varying interests of the parties involved in the transaction. Additionally,
traditional valuation methods do not adequately address deal structures.

Traditional business methods fall into one of three categories: (1) asset based
valuation; (2) market comparable valuations; and (3) earnings based valuations.
According to asset based valuation methods, the value of the business is equal to the
value of the business’s assets. These methods can produce a multitude of results
because the book value, adjusted book value, fair market value or liquidation value of
the assets all may be used in the calculation.

According to market based evaluation methods, the value of the business is
equal to a multiple of a business parameter. The multiples are derived from actual
transaction data from similar businesses. The most common business parameter used
is earnings. However, for non-publicly traded companies, there are numerous
definitions of earnings including actual earnings or adjusted earnings, earnings before
the business owner’s salary or after, earnings before interest or after interest. As a
result, the market multiples method generates a broad range of valuations depending
on how the multiple is calculated and which business parameter the method uses.

Earnings based valuations generate a value of the business by using the
appropriate cost of capital to calculate the present value of future earnings or cash
flow. However, earnings can be defined as, for example, earnings before taxes
(EBT), earnings before interest and taxes (EBIT), earnings before interest, taxes,
depreciation and amortization (EBITDA), pre-tax earnings or net income. Similarly,
cash flow can be defined as, for example, net income plus depreciation minus capital
expenditure. Additionally, the cost of capital is calculated with multiple assumptions.
For example, the cost of capital can be defined using equity risk premium, size

premium, liquidity premium, industry risk adjustment or company specific risk
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adjustment. Further complicating the calculation are the numerous methods utilized
to generate the valuation, i.e. capitalization of earnings, excess earnings, discounted
future earnings/cash flow. Earnings based methods do not address the debt repayment
schedule of the acquisition debt. All of these assumptions, variables and methods
generate a broad range of valuations.

Currently, there are a number of commercially available valuation software
programs. Most valuation products provide multiple business values for a single
business because the products utilize many different valuation methods. Many of
these software programs require many input variables and input screens, and are
subjective with respect to the inputted values. This makes it virtually impossible to

understand the impact of the various input on the value of the business.

SUMMARY OF THE INVENTION

The present method and system of valuing an entity with a processor
comprises the steps of (1) receiving an input data set comprising an element from a
user at an input device associated with the processor, (2) generating a value set
comprising an element, (3) calculating an output data set from a the value set and
input data set, and (4) iteratively adjusting the element of the value set until the output
data set satisfies a condition. The condition comprises comparing an element of the
output data set to an element of a valuation condition set to determine if the valuation
condition set element is satisfied. If the valuation condition set element is not
satisfied, then the system and method adjusts an element in the value set and
calculates an adjusted output data set. The system and method repeats the calculation,

comparison and adjustment steps until the output data set satisfies the condition.
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The present method and system for valuing an entity also comprises the steps,
performed by a processor, (1) receiving an input data set comprising an element and a
value set comprising an element from a user, (2) calculating an output data set from
the input data set and value set, and (3) comparing an element of the output data set
with an element of a valuation condition set. The system and method marks an
element of the input data set or the output data set when a condition is met.

The present method and system also comprises a calculating module
configured to generate an output data set from an input data set and a value set, a
compare module configured to compare an element in the output data set to an
element in a valuation condition set, a best value module configured to iteratively
adjust an element of the value set and calculate the output data set until a condition is
met, and an interactive module configured to: calculate an output data set from user
defined input, compare the output data set to a valuation condition set, enable the user
to adjust the user defined input, calculate an adjusted output data set from the adjusted
user defined input, and compare the adjusted output data set to the valuation condition
set. A first switch module configured to receive a user initiated command to enable
the system to switch from the best value mode to the interactive mode and a second
switch module configured to receive a user initiated command to enable the processor

to switch from the interactive to the optimization mode.

BRIEF DESCRIPTION OF DRAWINGS

Fig. 1 is a flow chart of a method of operation of the present method and
system;
Fig. 2 is a flow chart of a method of a second method of operation of the

present method and system;
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Fig. 3 schematically shows the computer hardware and software components

of the method and system of Figs. 1-2; and

Figs. 4-12 are display screens of the present method and system.

DETAILED DESCRIPTION OF DRAWINGS

The present system and method offers an automated and interactive tool

combined into a single system and method for valuing an entity, such as a business.

The system and method operates off a principle valuation objective that can be

summarized as follows:

10 The Seller wants the best price for the business and the Buyer is

willing to pay the price that meets financial return objectives and

financial commitments.

This principle objective manifests itself into a series of valuation conditions, the first

valuation condition set, comprising the following:

15 1.

2.

-
20 6.

Seller wants the maximum price;

Buyer wants to achieve a certain minimum Return on Investment (“ROI”);
Buyer wants to meet all financial obligations to creditors;

Buyer wants to pay proper taxes;

Buyer wants to maintain a safety cash reserve at year end;

Buyer wants to meet all the cash needs of the operations;

Buyer does not want negative cash flow;

Buyer does not want to plan for equity infusion after the acquisition;

There is ample acquisition capital available in the market place and that a

Buyer can be found with the necessary equity to complete the acquisition;

25 10. Buyer wants to maximize bank borrowing;
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11. Buyer wants to minimize additional funding (“Gap Funding”) or restrict
Gap Funding to not exceed a specific amount;

12. Buyer wants to first borrow against the Accounts Receivable (“A/R”), then
against the Inventory, then against the Fixed Assets;

13. Buyer is willing to accept negative taxable income as long as the cash flow
is not negative (in another preferred embodiment, the user controls taxable
income);

14. Buyer wants to use excess cash flow to pay down debt; and

15. Lenders will not refinance the term loans during the planning horizon.

The system and method converts the valuation condition set into a series of
equations and constraints. The system operates in two distinct, but related, modes
offering a user versatility in conducting business valuations. In one mode of the
system, the Best Value Mode (Fig. 1), the system automatically, through an iterative
process 10, generates an optimized value set, and calculates an output data set from
input data set comprising user inputted values and the optimized value set. The
system determines that the value set is optimized when the elements of the output data
set satisfy the elements of the valuation condition set 12, and have converged on
optimized values 14. In this mode, the system also determines if no value set exists
that enables the calculation of an output data set that satisfies the valuation condition
set.

In another mode, the Interactive Mode (Fig. 2), the system calculates an output
data 20 set from user defined input 22 comprising the input data set 24 and the value
set 26, compares the elements of the output data set to the elements of the valuation
condition set 28, and flags elements of the input data set and output data set that do no

satisfy the valuation condition set 30. The user may modify the user defined input 32
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to create “what if” output data sets. The present system provides the user the ability
to switch between the Interactive Mode and Best Value Mode.

The system and method utilizes a processor to perform these functions. Figure
3 illustrates the processor 34 used by the method and system. The processor
preferably includes conventional hardware such as central processing unit (CPU) 36,
random access memory (RAM) 38, display memory 40, video interface circuit (VIC)
42, input/output controller (I/0) 44, computer readable storage medium 46, i.e. hard
disk, input device 48, display 50, and external device 52. The processor basically
functions as a conventional personal computer.

As shown in Figure 3, the CPU is directly coupled to each of the other
elements of the processor. The CPU executes program code (not shown) stored in
one or more RAM or the hard disk to carry out the functions and acts described in
connection with the processor. Specifically, the processor is capable of (1) executing
mathematical operations source code programmed into the processor with a the aid of
programming language and environment software, such as MicroSoft Corp.’s
VISUAL BASIC®, or (2) running spreadsheet software stored on the disk, such as
MicroSoft Corp.’s EXCEL®. The CPU preferably comprises at least one high-speed
digital data processor adequate to execute program modules consistent with the
method and system, such as generation and accumulation of input data, calculation of
output data, and comparison of output data and conditions. The CPU interacts with
RAM and the hard disk to execute stored program code according to conventional
data processing techniques.

As also shown in Figure 3, the input device 48 permits the processor to receive
input data, and, although shown as a single device, may comprise one or more data

input devices of various types, such as an alphanumeric keyboard, a numeric keypad,
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a bar code scanner, a credit card reader, a disk drive, a memory, an electronic
communication line, and a wireless transceiver. The input device 48 preferably
transmits received information to the CPU 36 for storage in the disk 48 or in the RAM
38. The VIC 42 comprises a video driver sending signals to the display 50 for
displaying either text or graphics based on the contents of display memory 40. The
display 50 is preferably large enough to display the valuation template of the present
system. The external device 52 allows operability of other components with the
processor, such as, for example, a modem, a printer, a scanner, a photocopying
device, or any other form of input or output device. As shown in Figure 3, the hard
disk 43 preferably comprises a large capacity memory capable of storing the program
code and desired output and accompanying reports.

Both the Best Value and Interactive Modes utilize the same valuation template
54, shown in Figure 4, as the starting point for operation. The valuation template 54
serves both as a platform for the user to input data into the system, as well as an
organized means for displaying the input data and an output data set sumrﬁary. Use of
a single input and output template simplifies the complexity of prior art systems that
include multiple input and output screens. In the present system, cells for entering
and displaying values comprising an input data set and a value set are in the top 2/3
56 of the valuation template 54. A summary of the output data set generated by
system is displayed in the bottom 1/3 58 of the valuation template 54.

Returning to Figure 1 and 3-4, in the Best Value mode, the system determines
the optimized value set through an iterative process 10. The optimized value set,
comprises the optimized Best Business Value, the Required Buyer Equity, and

Mezzanine Equity.
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In operation, the processor first displays the valuation template 54 on the
display 50 and the user inputs values for the elements of the input data set 60 into the
proper cells in the valuation template. The processor displays the values in the
valuation template as the user enters individual values. The user jumps from cell to
cell with the “tab” key on the keyboard or by using the mouse or other peripheral
device. The system will not function unless the user inputs values in all cells
comprising the elements of the input data set and will return a “Check Input Values”
error message in the display 62 section of the valuation template 54 if any cell is left
blank.

Turning to Figure 4, the elements of the input data set comprise: income
statement data 64, balance sheet data 66, future growth and expenses data 68,
financing data 70, deal structure data 72, miscellaneous data 74, and taxation data 76.
In one embodiment of the present invention, income statement input data breaks down
into: pre-acquisition sales 78; earnings before interest, taxes, depreciation and
amortization (“EBITDA”) 80; reduction from EBITDA for salaries, additional
expenses 82, and rent 84.

The EBITDA reduction for salaries and additional expenses input data cell 82
is designed to make adjustments to the EBITDA entered in the EBITDA input cell 80.
The system deducts the value of this cell from the EBITDA input cell. A value of
zero may be entered if the EBITDA is correct. A positive or negative number may be
entered in this cell. A positive value will reduce the value of EBITDA. A negative
value will increase EBITDA. The EBITDA reduction for rent input data cell 84 is
also designed to make adjustments to the EBITDA. If the rent has previously been

deducted as part of the EBITDA input data cell, a value of zero may be entered. The
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rent value entered will also be used as an income input in calculating the real estate
financials.

The second category in the input data set pertains to the balance sheet of the
business before acquisition. Balance sheet entries are critical to the valuation of the
business because these entries have a significant impact on the cash flow of the
business. The system values the business based only on the operating assets and the
operating liabilities entered by the user in this section. The first balance sheet input
cell is Operating Cash 86. Operating Cash is the amount of cash not available for
debt service, has no borrowing capacity and is required to keep the business running.
The Future Operating Cash requirement is increased in proportion to the increase in
future Sales; thus reducing cash available for debt service and other operating needs.

The Fixed Assets — Book Value input data cell 88 is used by the system to
determine Stock Purchase Value. The Book Value of the fixed assets on the Seller’s
books that the Buyer will be acquiring should be entered into this cell. The user
enters zero if there are no fixed assets. The system adjusts the Book Value at the rate
specified in Miscellaneous Inputs: Old Fixed Assets Write-off 90.

The system uses data from the Fixed Assets — Fair Market Value input data
cell 92 to determine the Asset Purchase Value and to calculate the amount of Term
Loan borrowing in both a Stock Purchase and an Asset Purchase. The user enters the
Fair Market Value (“FMV?) of the fixed assets that the buyer will be acquiring. The
system allocates FMV to the fixed assets of the entity and adjusts them at the rate
specified by the user in the Miscellaneous Inputs: Old Fixed Assets Write-off 90.

Next, the user enters the Net Accounts Receivable (“A/R”) in the Accounts
Receivable input data cell 94. The system assumes that the A/R amount is the amount

required to maintain the sales level entered into the Sales input data cell 78. Future

10
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A/R is changed in proportion to Sales. The Advanced Features 96 (Fig. 5) of the
system also enable the user to manually input A/R for each year.

The user also enters the total inventory of the business in the Inventory input
data cell 98. The system assumes that the value entered is the value required to
maintain the sales level entered in the Sales input data cell. Future Inventory is
changed in proportion to the Sales. The Advanced Features enable manual input of
Inventory by the user for each year 100 (Fig. 5).

The remaining elements of the income statement data section include
Miscellaneous Assets 102, Accounts Payable and Accrued Expenses 104, and
Miscellaneous Liabilities 106. In the Miscellaneous Assets cell 102, the user enters
operating assets that do not change in the future with the sales level, for example, pre-
paid rent deposit. The user also enter Accounts Payable (“A/P”) and Accrued
Expenses (“A/E”) 104 required to maintain the sales level entered in Sales. Future
A/P & AJ/E are changed in proportion to the Sales. The Advanced Features enable
manual input of A/R and A/E by the user for each year 108 (Fig. 5).

The third section of the input data set comprises future growth and expense
inputs 68. The user enters values for the following variables in this section Sales and
EBITDA Growth per year 110; Capital Expenditures (percent of EBITDA) per year
112; and EBITDA Synergy 114.

In the Sales & EBITDA Growth per year cell 110, the user enters the percent
growth in Sales & EBITDA per year. The system will grow both the Sales &
EBITDA amount entered in the Income Statement section by the percentage entered
in this cell for each one of the next 5 years. The Advanced Features enable manual

input of Sales by the user for each year 116 (Fig. 5).

11
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In the Capital Expenditure per year cell 112, the user enters future Capital
Expenditure as a percent of EBITDA. The system calculates Capital Expenditure for
each one of the next 5 years by multiplying the respective EBITDA by the percentage
entered in this cell. The Advanced Features enable manual input of Capital
Expenditures by the user for each year 118 (Fig. 5).

In the EBITDA Synergy cell 114, the user enters the anticipated Synergy
between the Buyer and the business or the anticipated operating costs changes after
the acquisition or merger. The user enters synergy or the cost changes as an increase
or decrease in the EBITDA percentage margin. For example, if EBITDA margin
entered in the Income Statement is 15 percent and is anticipated to improve to 18
percent, then enter the increase of 3 percent in this cell. The Advanced Features
enable manual input of the EBITDA margin by the user for each year 120 (Fig. 5).

The fourth section of the input data set comprises Financing Inputs 70. In this
section, the user enters values for Revolver - percent of A/R 112; Revolver - percent
of Inventory 124; Term Loan percent of FMV of Fixed Assets 126; Capital
Expenditure Loan 128; Open Revolver Credit Facility 120; Buyer Equity 132, and
Buyer’s Expected Return on Investment (“ROI”) 134.

In the Revolver - percent of A/R cells 122, the user enters the loan advance
rate as a percent of the accounts receivable amount entered in the Accounts
Receivable (A/R) cell and enters the interest cost of the A/R loan. The system
assumes that A/R borrowing is a revolver with no principal repayments.

In the Revolver - percent of Inventory cells 124, the user enters the loan
advance rate as a percent of the inventory amount entered in the Inventory cell and
enters the interest cost of the Inventory loan. The system assumes that Inventory

borrowing is a revolver with no principal repayments.

12
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In the Term Loan percent of FMV of Fixed Assets cells 126, the user enters
the loan Advance Rate as a percentage of the fair market value of the fixed assets
amount entered in the Fixed Assets — Fair Market Value (FMV) cell, enters the
Interest Cost of the Term Loan, and enters the terms (repayment period) of the Term
Loan in number of years. The system amortizes the Term Loan in uniform annual
principal payments over the term of the loan beginning with the first year post-
acquisition.

In the Capital Expenditure Loan cells 128, the user enters the loan Advance
Rate as a percentage of the capital expenditure. Capital expenditure is calculated for
each year based on the input in the Capital Expenditure cell 112 or per input in
Advanced Features cells 118 (Fig. 5). The user also enters the Interest rate of the
Capital Expenditure Loan and the Terms (repayment period) in number of years for
the Capital Expenditure Loan. The system amortizes the Capital Expenditure Loan in
uniform annual principal payments over the term of the loan beginning in the year of
the capital asset acquisition.

In the Open Revolver Credit Facility cells 130, the user selects “Yes” if the
lender will provide an on going revolver credit facility tied to the changing A/R and
Inventory and selects “No” if the pre-acquisition revolver amount will not change.

The Buyer Equity cell 132 acts both as an input cell for the user and an output
cell for the system. No entry is required in this cell to generate a solution set while
the system operates in the Best Value Mode (Fig. 1). When the user clicks on the
“Best Value” icon 136, the system overrides any data the user may have entered into
this cell or data displayed in this cell from a previous valuation, and generates and

displays an optimized value representing required Buyer Equity in this cell. The

13



10

15

20

WO 03/009104 PCT/US02/23036

Buyer Equity is calculated as a percentage of the Purchase Price. When the system
operates in the Interactive Mode (Fig. 2), the user inputs Buyer Equity in this cell 132.

In the Buyer’s Expected ROI cells 134, the user enters the Buyer’s expectation
of the pre-tax ROI. The value entered into this cell also is a condition in the first
valuation condition set.

The fifth section of the input data set comprises Deal Structure input 72. The
user enters values for Gap (Seller) Note 138; Gap (Seller): Non-Compete Agreements
140; Total Consulting 142; Prepaid Consulting 144; Stock Purchase or Asset Purchase
146; and Purchase Price Multiple (PM) 148.

The value entered into the Gap (Seller) Note cell 138 becomes part of the
valuation condition set. In the Gap (Seller) Note cells, the user either selects “Yes” to
prompt the system to assume unlimited Gap (Seller) Note funding availability, or caps
the value of the Gap (Seller) Note by entering “0” if the user wants an “all cash”
transaction, meaning no Gap (Seller) Note, or enters a specific dollar amount for the
Gap (Seller) Note.

The syétem calculates a value for the Gap (Seller) Note by subtracting the
Buyer Equity and Bank Loan value from the Business Value. If the system calculates
a value for Gap (Seller) Note that exceeds the cap value entered by the user, then this
condition is not met. Accordingly, the system may not be able to generate an
optimized value set when Gap (Seller) Note data is a condition in the first valuation
condition set, causing the system to display a “No Solution” message. Alternatively,
when the user enters “Yes” in this cell, there is no cap on the Gap (Seller) Note and
the condition is always met. The system calculates the value of the Gap (Seller) Note

and displays this value in the output data set summary.

14
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The user also enters the Interest Rate of the Gap (Seller) Note and the
repayment period in number of Years for the Gap (Seller) Note. The system
amortizes the Gap (Seller) Note in uniform annual principal payments over the term
of the Note beginning with the first year post-acquisition.

In the Non-Compete Agreement cells 140, the user enters the dollar amount of
any non-compete payments, enters the Interest Rate of the non-compete payments,
and enters either “Cash” if the non-compete is pre-paid as part of the up-front cash
payment, or the number of years to pay off the non-compete amount, or “0” if the
non-compete is a balloon payment at the end of 5 years. The system pays down the
non-compete amount in uniform equal annual payments over the duration of the non-
compete beginning with the first year post-acquisition. For tax purposes, the system
amortizes non-compete over a 15-year period.

In the Total Consulting -cells 142, the user enters the dollar amount of Total
Consulting payments, and enters the number of years over which the Remaining
Consulting payments will be made. The system automatically calculates the
Remaining Consulting amount as the difference between the Total Consulting amount
and the Prepaid Consulting amount entered in Prepaid Consulting cell 144. The
system pays down the Remaining Consulting amount in uniform equal annual
payments over the duration of the Consulting beginning with the first year post-
acquisition. The system amortizes the Prepaid Consulting amount over the same time
period as the Remaining Consulting amount.

In the Stock Purchase or Asset Purchase cell 146, the user selects “Stock” for
a Stock Purchase or selects “Asset” for an Asset Purchase. If “Stock” is selected, the
system uses the Book Value of the Fixed Assets 88, amortizes the goodwill over 40

years and does not deduct the goodwill amortization to calculate the taxable income.
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Alternatively, if “Asset” is selected, the system uses the Fair Market Value of the
Fixed Assets 92, amortizes the goodwill over a 15-year period, and deducts the
goodwill amortization to calculate the taxable income.

The Purchase Price Multiple (“PM”) cell also acts as an input cell 148 for the
user and an output cell for the system 150. No entry is required in this cell to generate
a value set while the system operates in the Best Value Mode. When the user clicks
on the “Best Value” icon 136, the system overrides any data the user may have
entered into this cell or data displayed in this cell from a previous valuation, and
generates and displays an optimized value representing the Purchase Price Multiple in
the output data set summary 150. When the system operates in the Interactive Mode
(Fig. 2), the user inputs the Purchase Price Multiple in this cell 148.

The sixth section of the input data set comprises Miscellaneous Inputs 74. In
this section, the user enters values for Cash Reserve at Year End 152; Interest Rate on
Cash 154; Dividend Distribution 156; Acquisition Expense 158; Closing Costs at Exit
160; Old Fixed Assets Write-off 90; New Fixed Assets Write-off 162; Exit Multiple
164; and Maximum Exit Multiple 166.

In the Cash Reserve at Year End cell 152, the user enters the Cash Reserve
amount as a percent of EBITDA and enters the Interest Rate 154 that can be earned on
the cash balance on the Balance Sheet. The system has a built-in minimum Cash
Reserve requirement of 1% of sales and maintains cash reserve either as a percent of
EBITDA or 1% of sales, whichever is larger. Cash reserve is the minimum amount of
cash balance that the user wants the system to maintain at the end of each year while
calculating a business valuation. When the system determines the optimized value
set, one of the conditions in the condition set is that the Buyer does not have a

negative System Cash Flow (“SCF”), where the System Cash Flow is defined as the
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cash flow after all obligations have been serviced. The system calculates this value
SCF after making allowance for the Cash Reserve specified in this cell.

In the Dividend Distribution cell 156, the user enters the percent of the System
Cash Flow that can be distributed to the shareholder. In the Acquisition Expense cell
158, the user enters the Acquisition Expense as a percent of the Purchase Price. The
system automatically capitalizes Acquisition Expense on the Balance Sheet and
amortizes it over 5 years.

In the Closing Costs at Exit cell 160, the user enters Closing Costs as a percent
of the Selling Price 168. Closing cost is deducted from the Selling Price 168 while
calculating Buyer’s ROI 170. In the Old Fixed Assets Write-off cell 90, the user
enters the remaining depreciation life, in number of years, over which to write-off the
old fixed assets on a straight-line basis. In the New Fixed Assets Write-off cell 162,
the user enters the depreciation life, in number of years, for the new fixed assets
acquired with the capital expenditures.

In the Exit Multiple (“EM”) cell 164, the user enters the Purchase Price
Multiple (“PM”) if the EM equals the PM. Alternatively, the user can enter a specific
EM. In the Max Exit Multiple cell 166, the user enters a value for the maximum Exit
Multiple (MaxEM). This input is used only when PM is entered in the EM cell. The
system generates an optimized value set whenever EM = PM, but it caps the EM to
MaxEM whenever the PM exceeds MaxEM. Capping of the EM helps prevent
system from calculating run awa}; valuations resulting from an EM = PM assumption
in high growth or high synergy situations.

The seventh category in the input data set comprises Taxation Inputs 76. In
this section, the user inputs data relating to Corporation Type and Tax Rates. In the

Corporation Type cell 172, the user selects the Buyer’s corporate structure, either an S
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Corporation or a C Corporation. If the user selects the S Corporation option, the user
enters shareholder’s, or sharecholders’, combined federal and state income tax rate
174, and the S Corporation’s state income tax rate 176. If the user selects the C
Corporation option, the user enters the corporate federal and state income tax rate.

Once the user completes inputting the first input data set 60, clicking on the
“Best Value” icon 136 prompts the system to, through an iterative process 10,
automatically generate and display an optimized value set or determine that no
optimized value set exists. In the first step of this process, the processor generates
values for the elements of the value set 178. In this embodiment, the processor
randomly generates the value for the Best Business Value with a random number
generator algorithm. Required Buyer Equity 132 and Mezzanine Equity 180 (Fig. 5)
have fixed initial values that are stored in the memory 46 (Fig. 3) and are retrieved by
the processor 36 (Fig. 3) during this step. In other embodiments, all elements of the
value set have fixed initial values stored in the memory 46 (Fig. 3), or all values for
the elements of the value set are generated randomly with the random number
generator. In yet another embodiment, values for the elements of the value set may be
imported from an external source 52 (Fig. 3).

Using the input data set and value set, the system calculates an output data set
182. The output data set comprises Income Statement data for the acquired business
184, Cash Flow data for the acquired business 186, Balance Sheet data for the
acquired business 188, Buyer’s Return on Investment 190, and additional calculations
192 such as bank loans, source of funds data, use of funds data, purchase price
allocation, financial rations, depreciation schedule, and real estate financials. The
system calculates the output data set with conventional methods used in the finance

and accounting fields to calculate financial statements and return on investment, along

18



10

15

20

25

WO 03/009104 PCT/US02/23036

with built-in algorithms defining borrowing sequence and funds disbursement
sequence.

Next, the processor compares the values in the output data set to the valuation
condition set 194. All the conditions in the valuation condition set are built-in to the
system. The following built-in conditions can be overridden by the user entering
numeric values in the Advanced Features section: Buyer does not want negative cash
flow, and Buyer does not want to plan for equity infusion after the acquisition.
Additionally, the following conditions are dependent on values the user enters as part
of the first input data set: Buyer wants to achieve a certain minimum Return on
Investment (“ROI”), and Buyer wants to minimize additional funding (“Gap
Funding”™) or restrict Gap Funding to not exceed a specific amount.

If any of the conditions in the valuation condition set are not satisfied 12, the
system adjusts the values in the value set 196, calculates an adjusted output data set
with the input data set and the adjusted value set 182, and compares the adjusted
output data set to the valuation condition set 194.

The processor iteratively repeats these steps until it generates an output data
set that meets the conditions of the valuation condition set within certain tolerance
limits, i.e. changes to the maximum purchase price in subsequent iterations are not
greater than the tolerance limits. In this manner, the system converges on optimized
values for the elements of the value set as it iteratively repeats the calculation,
comparison and adjustment steps 14.

If the system determines after a specified number of iterations 16 or after a
specified time period that repeated adjustment of the values of the elements of the
value set is not converging on optimized values, the system determines that no

optimized value set exists 198, displays a “No Solution” 200 message on the valuation

19



10

15

20

25

WO 03/009104 PCT/US02/23036

template display. Current values for the elements of the value set and output data set
are displayed on the valuation template with the input data set. In one embodiment,
the system determines that no optimized value set exists with five independent value
sets before displaying the “No Solution” message.

Adjustment of the values of the value set elements occurs using mathematical
optimization techniques. In one embodiment of the present invention, the adjustment
step is performed using non-linear programming techniques. This embodiment
utilizes a non-linear programming solver module. Solver modules of this type are
readily available. The solver module also performs the comparison step by receiving
the valuation condition set and treating the value set as decision variables. In another
embodiment of the present invention, the adjustment of the value set occurs utilizing a
solver module incorporating a genetic or an evolutionary algorithm.

Once the system generates the optimized value set, it displays the optimized
values and output data set summary on the valuation template 202. The system
enables the user to access detailed schedules (shown in Figs. 7-11) containing the
output data set by clicking on the appropriate icon 154, 186, 188, 190, 192 on the
valuation template. In an alternative embodiment, the detailed schedules are
accessible through pull-down menus at the top of the valuation template.

Figure 2 shows the Interactive Mode of the system. The system operates from
the same valuation template 34 (Fig. 4) used in Best Value Mode and calculates an
output data set 20 from user defined inputs 22 comprising the input data set elements
24 and value set elements 26. Once the user enters values in the required cells,
pressing the “Enter” key prompts the system to: calculate and display the output data
set 20, compare the output data set to the valuation condition set 28, and mark values

from the input data set and output data set summary that do not satisfy the valuation
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condition set 30. Each time the user modifies an element of the input data set or value
set 22 and presses the “Enter” key on the keyboard, the processor repeats these steps.
If the user does not enter values in all the input data set cells or value set cells and
presses the “Enter” key, the system will display the “Check Values” error message in
the valuation template display 62 (Fig. 4).

In the Interactive Mode, the comparison step 28 comprises executing a
program code module comprising a series of “if-then” instructions, i.e. if the user
enters a value of “0” for in the Gap (Seller) Note cell, indicating that the transaction
must occur without non-bank funding, and the system calculates a value for the Gap
(Seller) Note as $50,000, then this condition is not met and system flags the Gap
(Seller) Note cells in the input and output sections of the valuation template.

The user may click on the “Best Value” Icon 136 (Fig. 4) at any time while in
the Interactive Mode to prompt the system to switch to the Best Value Mode and
generate an optimized value set. Likewise, after the system generates an optimized
first value set, the system returns to the Interactive Mode if the user modifies any
input cells. Calculation of a new output data set occurs when the user presses the
“Enter” key on the keyboard. The present system and method offers the user
maximum versatility in determining the factors most critical to the transaction and
calculate the best value of the business to be sold as part of the transaction.

Turning to Figs. 5, 12 Although to calculate an output data set, the system
only requires the user enter values into the cells comprising the input data set
elements in the Best Value Mode and requires the user to enter an input data set and
value set in the Interactive Mode, the user may enter additional data in the Advanced
Features cells. The user prompts the processor to enable the Advanced Features cells

by clicking on the Advanced Features option found in the “Tools” 204 drop down
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menu on the valuation template. To deactivate all Advanced Feature cells, the user
clicks on the Advanced Features option a second time.

Enabled Advanced Features cells are marked with a square button with an “A”
inside. Clicking the “A” icon associated with the following input data set element
cells prompts the system to display new pop-up screens; Sales Growth and EBITDA
Growth 116, EBITDA Synergy 120, Capital Expenditure 118, Accounts Receivable
96, Inventory 100, Accounts Payable 108, Additional Equity 206, and Real Estate
208. Referring to Fig. 12 as an example of a ;;op-up screen, the user enters values
into the cells 210 on the pop-up screen and clicks on the “Okay” icon 212 to activate
the advanced feature and close the pop-up screen. To deactivate the Advanced
Feature, the user clicks on the “A” icon on the valuation template to retrieve the pop-
up screen and clicks on the “Cancel” 216 icon to deactivate the advanced feature.

In the EBITDA Growth advanced feature cells, the user selects “$/yr” to enter
the EBITDA sales for a 5- year period or “percent/yr” to enter the percent EBITDA
margin for the 5 years. When active, this Advanced Feature overrides the Sales &
EBITDA Growth cell 110 (Fig. 4). In the EBITDA Growth cell, the user selects
“$/yr” to enter actual EBITDA for the 5 years or selects “percent/yr” to enter percent
growth in EBITDA for the 5 years. When active, this Advanced Feature overrides
EBITDA Synergy cell.

The user enters actual capital expenditure for the 5 years in the Capital
Expenditure advanced feature cell to override the Capital Expenditure cell in the input
data set 110 (Fig. 4). In the Accounts Receivable advanced feature cell the user
selects “$/yr” to enter actual A/R for the 5 years or selects “# Of Days” to enter A/R
in terms of the number of days outstanding for the 5 years. When active this feature

overrides the A/R cell 94 (Fig. 4). The user selects either “$/yr” to enter actual
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Inventory for the 5 years or selects “Inventory Turns” to enter inventory turnover for
the 5 years in the Advanced Feature: Inventory advanced feature cell. This feature,
when active, overrides the Inventory cell 98 (Fig. 4).

In the Accounts Payable advanced feature cell the user selects “$/yr” to enter
actual A/P for the 5 years or selects “# Of Days” to enter A/P in terms of number of
days outstanding for the 5 years. When active, this feature overrides the A/P cell 104
(Fig. 4).

In the Additional Equity advanced feature cell, the user enters either
“Unlimited” or the actual additional equity, in dollars, that the Buyer is willing to
infuse in future years. The system normally assumes when this Advanced Feature is
inactive that the Buyer wants to establish a Purchase Price for the business that does
not require infusion of additional capital into the business after the acquisition. The
Additional Equity feature enables the user to override the system assumption by
enabling the System Cash Flow to become negative up to the amount of available
additional equity. This feature enables the system to become an effective tool in
valuing turn around and start-up businesses because these businesses will often times
have a negative cash flow in the early years. This feature is also useful to value high
growth businesses where working capital requirements can not be supported by
internally generated cash and additional bank borrowing.

Although the system does not calculate or find Real Estate value, it can
calculate a Real Estate income statement, balance sheet and cash flow when the Real
Estate Advanced Feature is enabled 208. When enabled, the user enters the Real
Estate price, the amount of bank loan as percent of the Real Estate Price, the interest
cost, the loan amortization period, and the depreciation life of the property into the

Real Estate cells in a pop-up screen.
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The user activates the Over Advance Loan 218, Gap (Seller) Note: Principal
Deferred 220, Gap (Seller) Balloon Note 222, and Mezzanine Financing 180
Advanced Features cells by clicking on the appropriate A icon and deactivates these
cells by clicking on the A icon a second time. The Over Advance Loan Advanced
Feature 218 provides the user with cells to enter the Loan Amount, Interest Cost and
the Term of the loan in number of years. This feature allows the user to enter a
second term loan. It is treated in the same way as the main term loan entered in the
Financing Inputs, except, if there is excess cash flow, this loan gets paid off first. The
Over Advance Loan feature is useful to enter air ball financing, second senior loan, a
separate seller note etc. The system amortizes the Over Advance Loan input data in
uniform annual principal payments over the term of the Note beginning with the first
year post-acquisition. If zero is entered for the number of years, the system treats this
loan as a balloon note and pays it off at the end of 5 years.

The user enters the number of years by which the principal payments on the
Gap (Seller) Note can be deferred in the Gap (Seller) Note: Principal Deferred cells
220. The entry is an integer number between 1 to 4 years. 1-year deferral means that
the principal payment on Gap (Seller) Note will begin in the 2™ year and 4-years
deferral means that the principal payments will begin in the 5" year. The system pays
off the loan in equal annual payments beginning after the deferral period.

In the Gap (Seller) Balloon Note cells 222, the user enters the Amount,
Interest Cost and the year in which the Balloon Note is due. The user must enter an
integer number between 1 and 5. This note is in addition to the Gap (Seller) Note in
the Deal Structure Inputs section.

In the Mezzanine Financing cells 224, the user enters the mezzanine loan

amount, the associated interest cost, the number of years over which the loan has to be
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paid off, and the expected ROI by the mezzanine lender. The system amortizes the
Mezzanine loan in uniform annual principal payments over the term of the Note
beginning with the first year post-acquisition. If the user enters “0” the number of
years, the system treats this loan as a balloon note and pays it off at the end of 5 years.

The Mezzanine Equity cell is an input cell for the user and an output cell for
the system. When the system runs in Best Value Mode (Fig. 1), no entry is required
to find a optimized value set. When the user clicks on the Best Value icon 136, the
system outputs into this cell the Mezzanine Equity to satisfy mezzanine lender’s ROI
expectation. Any previous information in this cell is overridden. In the Interactive
Mode, the user manually inputs Mezzanine Equity. The permitted Mezzanine Equity
range is from zero to 90 percent. Clicking the Mezzanine Equity 224 icon prompts
the system to calculate Mezzanine Equity and adjust Buyer’s actual ROI, but does not

change other variables, such as the Purchase Price.
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I claim:

1. A method of valuing an entity with a processor comprising:
receiving an input data set comprising an element from a user at an

input device associated with the processor;

5 generating a value set comprising an element;

calculating an output data set from a the value set and input data set;
iteratively adjusting the element of the value set until the output data

set satisfies a condition.

2. The method of claim 1 further comprising displaying a valuation

10  template configured to display the input data set received from the user, the value set
and an element of the output data set.

3. The method of claim 1 wherein the step of generating the value set
comprises randomly generating the element of the value set.
4, The method of claim 1 wherein the processor automatically performs

15 the step of iteratively adjusting the element of the value set.

5. The method of claim 1 wherein the condition comprises satisfying an
element of a valuation condition set.

6. The method of claim 5 wherein an element of the valuation condition
set comprises an element from the input data set.

20 7. The method of claim 5 wherein the valuation condition set comprises
an elgment stored in a computer readable storage device associated with the
processor.

8. The method of claim 1 wherein the condition comprises the processor
determining that no output data set meets an element in a valuation condition set.

25 9. The method of claim 1 further comprising:
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transforming the input data set, the value set, the output data set and a
valuation condition set comprising an element into a series of simultaneous
equations and constraints; and

solving the simultaneous equations and constraints.

5 10.  The method of claim 9 wherein the element of the valuation condition
set is received from the user.
11.  The method of claim 9 wherein the element of the valuation condition
set is stored in a computer readable storage device accessible by the processor.
12.  The method of claim 9 further comprising generating an optimized
10 value set by solving the simultaneous equations and constraints with a mathematical
optimization technique.
13.  The method of claim 12 wherein the mathematical optimization
technique comprises non-linear programming.
14,  The method of claim 12 wherein the mathematical optimization
15  technique comprises a genetic algorithm.
15. The method of claim 12 wherein the mathematical optimization
technique comprises evolutionary algorithm.
16.  The method of claim 12 wherein the step of optimizing the value set
comprises the steps of:
20 comparing an element of the output data set to the element of the
valuation condition set;

applying a mathematical optimization technique to adjust the element
of the value set and recalculating the output data set until the condition is met.
17.  The method of claim 16 wherein the condition comprises satisfying the

25 element of the valuation condition set.
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18.  The method of claim 16 wherein the condition comprises the processor
determining that no output data set satisfies the element of the valuation condition set.
19. A system for valuing an entity with a processor, the system
comprising:
5 a calculating module configured to generate an output data set from an
input data set and a value set;

a compare module configured to compare an element in the output data
set to an element in a valuation condition set;

a best value module configured to iteratively adjust an element of the

10 value set and calculate the output data set until a condition is met;

an interactive module configured to: calculate an output data set with
user defined input, compare the output data set to a valuation condition set,
enable the user to adjust the user defined input, calculate an adjusted output
data set from the adjusted user defined input, and compare the adjusted output

15 data set to the valuation condition set;

a first switch module configured to receive a user initiated command to
enable the processor to switch from the best value mode to the interactive
mode; and

a second switch module configured to receive a user initiated

20 command to enable the processor to switch from the interactive mode to the
best value mode.
20. A method of valuing an entity, the method comprising the steps,
performed by a processor, of:
receiving an input data set comprising an element and a value set

25 comprising an element from a user;
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calculating an output data set from the input data set and value set; and
comparing an element of the output data set with an element of a
valuation condition set.

21.  The method of claim 20 further comprising marking an element of the

S input data set when a condition is met.

22.  The method of claim 20 further comprising marking an element of the
ouput data set when a condition is met.

23.  The method of claim 20 further comprising receiving an adjusted input
data set from the user comprising an adjusted element, calculating an adjusted output

10  data set from the adjusted input data set and the value set, and comparing the element
of the adjusted output data set with the element of the valuation condition set.

24. The method of claim 23 further comprising marking the element of the
input data set when a condition is met and marking the element of the output data set
when a condition is met.

15 25.  The method of claim 23 further comprising receiving an adjusted value
set from the user comprising an adjusted element, calculating an adjusted output data
set from the input data set and adjusted value set, and comparing the element of the
adjusted output data set with the element of the valuation condition set.

26. The method of claim 25 further comprising marking the element of the

20  input data set when a condition is met and marking the element of the output data set
when a condition is met.

27.  The method of claim 20 further comprising receiving a user initiated
command and iteratively adjusting the element of the value set until a condition is

met.
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28. The method of claim 20 further comprising displaying a valuation
template configured to display the input data set, the value set and an element of the

output data set.
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