


Figure 1A. Data Table Example

A B C D E F
1 4 12
2 3 1 3
3 12 2 6
4 3 9
5 4 12
6 5 15
7
8 12 1 2 3
9 1 1 2 3
10 2 2 4 6
11 3 3 6 9
12 4 4 8 12
13
14
15
Cell A3 Formula: =A1*A2 Cell D1 Formula: =A3
Cell A8 Formula: =A3 '

Bold values are inserted by the user.
Bold Italic values are formulas inserted by the user.
The “data table” feature produces all other values within the spreadsheet.

produces the value for A3 when cells A1 and A2 are altered via the column and row

indexes. .

Data tables are particularly convenient for sensitivity analysis using the compact
model contained in this paper. For example, one can see the effects on firm/project
value when comparing the length of time for a given phase versus the growth rate

-throughout the phase. Such an analysis using traditional pro forma techniques simply
can not be performed. Yet, such analysis is often very necessary for the overall
assessment of a project/firm value.

Note: Additional information for the Excel features discussed in the Appendix are
available in Sengupta (2004).
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Case Study
Bell Financial Software, Inc.

Steven R. Kursh
Northeastern University

The dance had gone on for over a year and David Bell, the principal owner of Bell
Financial Software, Inc., was getting frustrated. Bell Financial Software, Inc., had just
completed a record year in revenue and profits, and he wondered how much longer it
would take Roberts Professional Publishing1 to make the decision to buy his company
or walk away after an extended period of due diligence and frequent negotiations. It
simply wasn't possible, he thought, for them to do any more due diligence on his
company. They had already studied the company's financial records spoken with clients
and vendors, and extensively reviewed the software.

He had never imagined when they initially called late the prior summer just how
much time and energy would be devoted to general meetings and negotiations with
them. Now, in August, 1998, it was reaching the point where well over half of his time
was being spent speaking with them, obtaining information for them related to the due
diligence review, or working with his attorney and accountant in preparation for a future
meetings with someone from Roberts. Plus, he had difficulty concentrating on his regular
work with his mind constantly drifting to thoughts about the transaction.

Ironically, David Bell was most worried about how he would respond if and when
an offer came from Roberts. How would he know if the Roberts offer was fair? Besides
his gut feel, David Bell wasn’t sure how much Bell Financial Software, Inc. was worth
and until the past few years his primary concern was making the company successful on
an ongoing basis, not having a successful exit. How much room would there be for
negotiations over the price and terms with Roberts? What would happen, he worried,
if Roberts suddenly decided that the market for Bell Financial Software’s products was
near saturation and/or that PC-based software was a dying business overall, soon to be
replaced by applications available from applications services providers (ASPs) on a per
use basis versus license fees?

David Bell knew that the decisions were essentially his to make. Should he continue
with the dance? If an offer was made by Roberts, how would he assess it? What was his
company really worth today and, just as importantly, given the rapid changes in the
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software industry, how much could it be worth in the future? Fundamentally, David Bell
had to determine the value of his company and he needed to be able to support that
valuation number with detailed analysis in the future negotiations with Roberts.

Bell kept telling himself that the time and energy was worth the end result - an
opportunity to obtain financial independence and, just as important, a real sense of
personal achievement. Ifthe deal would go though, his company, Bell Financial Software,
Inc., would be the first of its kind to be acquired by one of the world's major professional
publishers. Indeed, he knew that less than 2 percent of all software company owners ever
have the opportunity to obtain liquidity through sale of their companies, public offerings,
or other exits. Besides, for the first several months, he enjoyed the dance; it was exciting
to be involved in the negotiations. Doinga deal was much more interesting than day-to-
day business.

It was nearly ten months from the initial discussions with Roberts and fifteen
months after their first formal meetings with him, and Bell hoped that they were going
to come forward with a solid offer. In the back of his mind, he remembered how in the
past years, the company had also had discussions with several other of the major
professional publishers including, Prentice-Hall, McGraw-Hill and others. None of
these discussions had progressed as far as those with Roberts. Obviously, corporate
objectives and financial goals had an influence in the earlier discussions, but
fundamentally, the key, he thought, was that everyone from both Roberts and Bell had
simply "clicked." There seemed in his mind to be a solid foundation for working
together.

David Bell knew, however, that simply clicking wasn’t enough. They still had to
agree on the price and structure of the transaction. He felt that the standard finance
models didn't seem to provide the one right approach because of a lack of data on
comparable transactions, expectations about future earnings streams and the company’s
cost of capital, and different perceptions of the value of the company's underlying assets.
This was not like valuing the stock of a publicly-traded company where information was
readily available on comparable companies and there is usually general consensus among
analysts regarding financial projections and earnings.

David Bell was particularly concerned about how to estimate the company’s cost of
capital and the use of this estimate in the valuation of the company using discounted cash
flow analysis. He couldn’t use the standard CAPM and WACC methodology that he
learned in business school (risk-free rate, beta, risk premium, etc.) given the size and type
of his company.

His company had no debt, so essentially he had to estimate the cost of equity capital.
To do so using CAPM, he needed to estimate his firm’s beta, but the only betas that were
available were for publicly-traded software companies like Microsoft, Oracle, and SAP,
businesses totally different than his own. Even small cap firms wouldn’t be appropriate,
since they were much larger than his company and were typically in much larger
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horizontal markets versus the smaller, vertical markets for Bell. He remembered,
furthermore, that his finance professor had discussed the “small-firm effect” and how it
was not consistent with CAPM theory. He also knew that the companies in the “small-
firm effect” research were huge compared with his.

Bell decided after speaking with one of his B-school professors that the best way to
estimate the cost of capital would be to use the * bulld-up method.” Under this approach,
he planned to begin with the risk-free rate of return” and then consider adding in risk
premiums for company size, industry, business risk, liquidity risk, management risk, and
equity risk (i.e. uncertainty regarding the company’s projected growth rates, scalability,
and, overall likelihood of realizing the expected income flows).

Like most mergers and acquisitions, the transaction was too small to justify hiring
an investment banking firm, and even if a investment banking firm was a viable option,
it would face the same valuation problems due to a lack of data and, more broadly,
different perceptions of the parties involved about the variables to be used in the
valuation. :

Bell had taken the time to learn about many other technology company transactions,
but he wasn’t sure just how valuable the information was in regards to valuing his
company. Most of the information he had related to large software or other types of
companies as the buyer. Nearly all of these were well over ten million dollars, a figure
out of his league, and some of the transactions involved stock, both preferred and
common. Since many of the acquired companies were privately-held, it was not possible
to determine detailed price/earnings ratios or other common finance metrics based on
sales, revenues, or other data readily available for publicly-traded companies. Many of
the deals, moreover, involved pooling accounting and, hence, the publicly-traded
companies that were buyers did not disclose the amount of the purchases in their filings
with the Securities and Exchange Commission.”

He also knew from industry meetings and friends that most transactions involved a
combination of initial payments and payouts based on continuing earnings of the
acquired companies. Typically, the buyers were paying a multiple of earnings or sales,
although some transactions seemed to be based solely on the buyer's interest in the
seller's proprietary products or customer lists. Many transactions had large "earnouts”
as contrasted with “upfront” payments to minimize the risks for the buyer.4 Some
combination of valuation approaches was obviously needed.

Bell knew that in most transactions involving closely-held companies, the real price
is what the buyer is willing to pay and what the seller is willing to take. Internet-focused
companies were really in a separate category and with regards to his company, the golden
rule really applied — “he who has the gold makes the rules.” Still, Bell realized that
having a valuation based on solid financial analysis would help him in the negotiations.
Indeed, he knew that the more he could provide the negotiators the easier job they would
have selling the transaction internally, particularly to the finance staff and senior
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