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COMPOSITION OF A BUSINESS ENTERPRISE
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Business Valuation

THE BUSINESS ENTERPRISE EQUATION
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GENERAL ALLOCATION FORMULA

Monetary & Current
ASSELS

+ +

Shoert-Term Liabilities

Fixed Assets
& [Cong-Tierm Debt

Intellectual Property
_|_
Other Identifiable
Intangible Assets Shareholders’
_|_

Goodwill
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EXCESS RETURNS FROM INTELLECTUAL
PROPERTY

Super Return on
Intellectual Property:

Returni on
Intellectual Property:

Return on
Non-IP Intangible Assets

Returnion
Working Capital

Return on
Fixed Assets

Enhanced Super Enhanced

PRODUCT
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THREE POSSIBLE COMPONENTS OF
A TRANSACTION

Intrinsic Value (“Stand-Alone”
Value) of Acquiree

Net Econemic Value Created! by
Acguisition

VValue of “Redundant™ Assets
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VALUATION ISSUES

dValuation approach

s Valuatien methedolegy and
technigues applied

s Adjustmentsito “normalize™ reported results

s« Capitalization rate (price/earnings multiple)
to apply tormaintainable earnings: (et cash
flow) of the business (I.e., cost of capital)

ﬁ Winning & Financing Private Equity Transactions RigizLre . .W
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VALUATION ISSUES

I “Discounted Cash Elow Method™ used, reasenableness
(0)

projections and underlying assumptions as welllas
discount rate applied

I GuidelinerCompany: Methed™ used) appropriateness
and similarty effmarket comparables relied en

ldentification’ (and valuation) el “redundant™ assets

Effiect et any. cyclicality’and/or seasenality, on earnings
andi cash flows
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VALUATION/PRICING CONSIDERATIONS

COMPONENLS

s \/aluation formula @

K !
% >

Deneminator (cap rate, I
discount rate, cost of capital,
I.e., rate of return)

Numerator (cash flew)

¢
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RATE OF RETURN —

# Capital Structure
Comparable companies
* Cost-of-Equity Component

Build-Up Appreach, or
Capital Asset Pricing Model

# Cost-of-Debit Coampoenent
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DEVELOPMENT OF DISCOUNT RATE OR
CAPIALIZATION RATE (RATE OF RETURN)

TOTAL
DISCOUNT RATE

Company-

Specific

Risk

Impact of “Size” on Eactors
Risk

Equity Risk Premium Viarket
Rate of
Return

Other Company Risk
(Internal & External)
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VALUATION ISSUES

s \/aluation offoff-balance sheet rems
(e.qg., valuable mtangibles; including 1P)

s Dependency on key persoen(s)
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SYNERGY

“Jhe increase In perfermance ofi the
combined firm over what the two
businesses are already expected or
reguired toraccomplishias independent,
stand-alene businesses.”
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SPECIAL PURCHASER/STRATEGIC BUYER
SYNERGIES

“ Economies ofi scale

. Reduction/elimination of competition

s Assured source of supply.

“ Product identification

s Market share/tie-up

* Maximiziing target’s production capacity.

ﬁ Winning & Financing Private Equity Transactions A L Wls;l. 212'112?/ IZS OIS
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POST-ACQUISITION SYNERGIES

YU Rcreasing guantum off aggregate
prespective discretionary cash filows

¢ reducing risk off either buyer;, seller, or both

YL creating growith eppertunities and strategic
advantage not etherwise available te either
the buyer or seller.

ﬁ Winning & Financing Private Equity Transactions Richarclh, Sl Sl
| May 8-9, 2008 — Toronto




SPECIAL-PURCHASER/STRATEGIC BUYER
SYNERGIES (“1 + 1= 3%)

Size and related lower financing cests
Leverage: ability,
Improeved capitalistructure

Economies of scale
Product diversification
Utilization e excess capacity,

Assulred source of supply.
Gain inrtechnelegy.
Growith eppertunities

Richard M. Wise, FCA, FCBV, FASA, MCBA
ise, Blackman LLp
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ASSESSMENT OF SYNERGIES

Forecast and analysis of increased cash flows, net of
working capitalland fixed-asset investments and related
fiinancing

Likelihood off achievement

Use best-case, most-likely-case and worse-case
scenarios;, including sensitivity analysis

As, fiorecasts, go further into the future, there is more risk
In meeting target; synergies; in shorter term can be
forecasted more reliably.

Richard M. Wise, FCA, FCBV, FASA, MCBA
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OVERPAYING FOR THE TARGET

! Paying total consideration that:

exceeds, target’'s Fair Market Value

exceeds special-purchaser/strategic-
buyer value of target

results in internal rate of return
CIRR*) being less than purchaser’s
return on investment (“ROI)

8] winning & Financing Private Equity Transactions Richard M. Wise, Fc’limFaLlfv FASA, MCBA
May 8-9, 2008 — Toronto #

PRICING THE TARGET

s Conseguences off everpaying for target:
Dilutien of purchaser’s interest In a merger
transaction
Impairment in value of purchaser’s equiity
Increase in purchaser’s cost of capital

Reduction off purchaser’s liguid and credit
resources availableforralternative 2
Investments (or reduction off debt) 8

ﬁ Winning & Financing Private Equity Transactions
| May 8-9, 2008 — Toronto




PRICING THE TARGET

(CONT’D)
s Conseguences off everpaying for target:

Impairment off purchaser's key financial raties
that may be subject to scrutiny by third
parties

Possible decrease of credit availability

Possible shareholder litigation; €.9.,
oppression remedy or dissent remedy

P otire . . . . . . icl . Wise, FCA, FCBV, FASA, MCBA
Winning & Financing Private Equity Transactions Fchiasd Ll UIss s e, e s
T ackman LLp

May 8-9, 2008 — Toronto
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AOL TIME WARNER INC.
YEAR ENDED DECEMBER 31, 2002

(Source: Audited financial statements)

Goeodwill (AOL)
Calble segmenit
Music segmenit
Brands and trademarks at Music segmenit

Impairment charge (against operating
income) $45.5

V, FASA, MCBA.
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AOL MANAGEMENT’S EXPLANATION OF
WRITE-DOWNS

The $33.489 billion charge at the AOL segment: reflects
AOL segment’s;lewer than expected perfermance,
including continuedidecline in enline advertising market.
The $10.550 billion charge at Cable segment reflects
current market conditions inicable television industry, as
evidenced by decling in stock prices ol comparable cable
television companies. The $1.499 billion charge at Music
segment reflects declining Valuatiens; in music industry,
primarily, due to negative effects, of piracy.

The impairment: charges are nen-cash in nature and de
not affiect the campany’s liquidity:... .

I, S o q . - . ic . Wise, FCA, FCBV, FASA, MCBA
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HOW TO AVOID OVERPAYING FOR
TARGET

Apply: alternative valuation appreaches, methods
and technigues

Caerroborate earniings or cash flew based
valuation with dual capitalization methodology,
where reasenableness of implied intangible value
can be tested

Determine stand-alene Fair Market Value of
target (absent speciall purchaser/strategic buyer
considerations) to check reasonableness of
Implied transaction premium

ﬁ Winning & Financing Private Equity Transactions RichardiM. Wlsel,apccl::ﬁ;rﬁv, FASA MCEA
| May 8-9, 2008 — Toronto - WyISe, BIACKMANLLE
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Market Approach

Guideline Guideline
Public Company. Transactions
Method Method

Winning & Financing Private Equity Transactions
May 8-9, 2008 — Toronto

Prior
Transactions
in Shares of
Subject Company

Richard M. Wise, FCA, FCBV, FASA, MCBA

IN WHICH MARKET
WILL TRANSACTION OCCUR?

Principal
Market

@Greatest Volume
diLevelloff Activiity: +

Pooll ofi
Market Participants

Most Advantageous
Market

Price Maximization
Including
Highest & Best Use

Other
Market Participants

Ordinary Special
Purchasers Purchasers

1, 2 or more

Winning & Financing Private Equity Transactions
May 8-9, 2008 — Toronto
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EXAMPLES OF MARKETS

R XTIl eI
Parking lot eperation on ABC land
/S
Apartmenit bullding/conde develepment
on ABC land
W EXapIerZ:
Summer camp on XY« land
VS
Condos or resort hotellon XYZ land

NOTE: See, for example, FAS 157 (“principal” vs “most advantageous™ market).

ﬁ Winning & Financing Private Equity Transactions Richard M. W'Sgl- Fc’limFaLlfv FASA, MCBA
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EXAMPLES OF MARKETS

(CONT’D)

Coentroll eff publicly-traded companies
and
Control of closely-held companies

Minority interests in publicly-traded companies
and
Minority interests in closely-held companies

ﬁ Winning & Financing Private Equity Transactions RIChard %Wlse, FCCQ‘TI;C:V' FASA MCEA
| May 8-9, 2008 — Toronto - WyISe, BIACKMANLLE
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MARKET, PRICES AND
INFORMATION AVAILABLE

s Organized market

" Regulated market
d [1quid market
d radingl prices/

patterns (active vs
thin)

et Trakeover bids

!t Company’s own stoeck

i Reguired mifermation

hl Il

Not erganized
Not regulated™
llhiguid>

Noe fireguent share
transactions

> May be affected by Shareholders” Agreements.

Winning & Financing Private Equity Transactions
May 8-9, 2008 — Toronto

Richard M. Wise, FCA, FCBV, FASA, MCBA
lackman LLp

MARKET, PRICES
AND INFORMATION AVAILABLE

(CONT’D)

influenced by stock
market price

price may influence
offfer/bid

disclesure, 10-Qs, etc.

Winning & Financing Private Equity Transactions
May 8-9, 2008 — Toronto

* No reference price

& No guoted

market/liguid price

o imited information

disclosure

Richard M. Wise, FCA, FCBV, FASA, MCBA
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MARKET, PRICES
AND INFORMATION AVAILABLE

(CONT’D)

s Disclosure of » Takeover information
information on takeover: not publicly available

¢ |nvestment analysts’ “ No published reports Ne
reports competing bids

s Competing| bids may # Shareholders generally.
surface due to publicity active; have much
Infermation regarding
plansiand policy

Richard M. Wise, FCA, FCBV, FASA, MCBA

May 8-9, 2008 — Toronto ackman LLp
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MARKET, PRICES
AND INFORMATION AVAILABLE

(CONT’D)

# Shareholders not active; # Sharehoelders generally.
have little information re active; have much
business plans, strategy, Information regarding
etc. plansiand policy

¢t Stock market investors do ¢ Investors consider
not fermulate pelicy. potential strategic

I takeover bid, purchaser WENEITS

relies on filings, analyses, & In takeover, purchaser has
ete. (atter, will'doi pre- lots of informatien
clesingldue-diligence) regarding target

ﬁ Winning & Financing Private Equity Transactions
| May 8-9, 2008 — Toronto




IFE RELYING ON'OTHER (“GUIDELINE”) MARKET
TRANSACTIONAL DATA, YOU MUST KNOW ABOUT

o Seller’'simotives
“ Buyer’s motives

i Special/strategic buyers vs financial/erdinary.
buyers

# Redundant assets, Iff any, Included i price
& Tax structuring

- @ther “consideration” included in/excluded from
transaction “price”:

Consulting agreement withiseller
Non-compete covenant with vendor
Earn-out provision

Richard M. Wise, FCA, FCBV, FASA, MCBA

May 8-9, 2008 — Toronto ackman LLp
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NON-COMPETE AGREEMENT

Project earnings of subject business
under each| off two scenarios:

Without competition
With competition

Establishifinancial prejection peried

Project lost sales revenues absenit nen-
COmpEetition cevenant

y Winning & Financing Private Equity Transactions
May 8-9, 2008 — Toronto
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NON-COMPETE AGREEMENT

(CONT’D)

!t Preject sales with a non-competition
covenant in place

¢ Project costs of Implementing appropriate
counter-measures (such as increased
advertising,, price reductions, etc.) absent
covenant

s« PDetermine capitalization multiples te apply.
to earnings of business under each scenario,
considering respective risk profiles

Richard M. Wise, FCA, FCBV, FASA, MCBA
Wi ackman LLp

ﬁ Winning & Financing Private Equity Transactions

May 8-9, 2008 — Toronto

NON-COMPETE AGREEMENT

(CONT’D)

» Seller’s (i.e., covenanter’'s) business expertise to
compete

. Seller’s intent to compete
L Seller’s economic FESOUKCES

. Potential damage torbuyer pesed by seller’s
competition

. Seller’s contacts and relatienships with
customers, suppliers and others in the business

Richard M. Wise, FCA, FCBV, FASA, MCBA
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SEIFLER:SIPROJECTIONS

L Assumptions go te heart of
pProjections

. Ofiten eptimistic; can be

AL
Jﬁ%_ unrrealistic
I

= Assumptions must be
scrutinized and challenged

* Perform sensitivity analyses

I, S o q . - . ic . Wise, FCA, FCBV, FASA, MCBA
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SELLER’S PROJECTIONS

(CONT’D)

General economic environment and entity’s
econemic circumstances?

Existing market information?

Entity’s plans, including management’s
expectations ofi outcome ofi specific abjectives
and strategjies?

Ptz f " Richard M. Wise, FCA, FCBV, FASA, MCBA
ﬁ Winning & Financing Private Equity Transactions E lackman
| May 8-9, 2008 — Toronto - WyISe, BIACKMANLLE
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STANDARDS AFFECTING BUSINESS
VALUATION

Canadian
GAAP & GAAS

Canadian
Securities
Commissions

Richard M. Wise, FCA, FCBV, FASA, MCBA
Wi lackman LLp
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INTERNATIONAL VALUATION
STANDARDS COMMITTEE (1VSC)

Objectives of IVSC:

B Jo lermulate and publish;, 1n pulblic Interest,
valuation Standards for property valuation
and to premete their worldwide
acceptance; and

Jjor harmoenize Standards amongworld’s
States and identify and disclose diffierences
In statements and/or applications of
Standards as they eccur.

Richard M. Wise, FCA, FCBV, FASA, MCBA
May 8-9, 2008 — Toronto
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FINANCIAL REPORTING

“ Canadian Accounting Standards Beard
adopt Internationall Einancial
Reporting Standards (“1ERS™) by 2011

“ Norlonger harmoenizing Canadian
GAAP with U.S. GAAP

ﬁ Winning & Financing Private Equity Transactions
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INTERNATIONAL FINANCIAL

REPORTING STANDARDS (*IFRS”)
OBJECTIVES FOR “FAIR VALUE”

Establishisimple source of guidance fior
all Fair Value measurements required by
IERS

Clarify definition off Fair Value and
relevant guidance

Enhance disclosures regarding Fair Value

ﬁ Winning & Financing Private Equity Transactions
| May 8-9, 2008 — Toronto
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“FAIR VALUE”
MEASUREMENT CRITERIA

CICA and FASB set hierarchy for Fair
Value Measuremenit:

Quoted market prices in an active market
Recent transactions for similar assets

Other valuation technigues

(CICA Handbook 1581 and SFEAS 157.)

ﬁ Winning & Financing Private Equity Transactions. Richard M. Wise, Fc’limFaLlfv FASA, MCBA
| May 8-9, 2008 — Toronto #
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IFRS

s Conceptual framework substantially same as for
Canadian standards (GAAP)

s Cover many. of same tepics
& Reach same conclusions on many. ISSUes

s Structured same way as CICA Hardbook
(Accounting)

& GAAP principles highlightediin similar language

¢ Of similar style, length and detail as CICA
Harnabook

ﬁ Winning & Financing Private Equity Transactions 4 ) AL, DR
| May 8-9, 2008 — Toronto
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“FAIR VALUE” MEASUREMENT AND DISCLOSURE
UNDER GAAP

FairValue Measuremenits; Under Awaiting  SFAS 157
GAAP IFRS

Allocation off Purchase Price in CICA 1581 SFAS 141
Business Combinations

Annual Impairment Test — CICA 3062 SFAS 142
goeodwill and ether intangibles

Reorganizations under CICA 1625 SOP'90-7
bankruptey laws: “firesh start”
accounting

Richard M. Wise, FCA, FCBV, FASA, MCBA
i lackman LLp
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“FAIR VALUE” MEASUREMENT AND DISCLLOSURE

UNDER GAAP
(CONT’D)

Impairment or dispesal ofi long- CICA 3063 SEAS 144,
lived assets; Using Cashi Flow. CON 7
Information and Present Value

InfAccounting Measurements

Auditing Fair Value CICA 5306 SAS 101,
Measurements AU 328

Using Work of a Specialist CICA 5049 SAS 73,

AU 336
Perfermance in Assuramnce 0] [0749510)245)
Engagemenits

Winning & Financing Private Equity Transactions
lackman LLP
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