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Standards of VValue

Al Marker Valtie— *... the cash or cash
equivalent, price at which property: would
change hands between;a willing buyer and a
willing seller, bothibeing adeguately: infermed! of
the relevant facts and neither being compelled

to buy or sell...”

s /g Valwe—"...the same as EMV, but more
generic (disregards premitums and discounts).. i



Standards of VValue

s /nvestment Value—*...while, market value could
be called — the value off the market place, the
Investment Value Is the specific value off goods
Or' Services, to a particular investor (or class of
Investors) for individual investment reasons.
Diffiers from EMV: by:

n Estimates of future earning power

n Differences in perception of the degree of risk

m Difference in tax status

m Synergies with operations controls or owned, etc....”



Standards of VValue

s Gojng-Concer Value— ...1S hot a value but
rather assumption about the business's
status. Could be estimated as Fai- Markert
Valte, rmaiValter ordnyesument Valie omna
doing-concern basis, i.e., should be
understand as the total value of the entity
as a going concern.... understood also as
excess value of intangible assets (good

will)...”



Standards of VValue

s Liguidation Value— ... the net amount the
owner can realize iff the business is
terminated and the assets are sold off
piecemeal... Oraerny liguidation— the sale of
assetsiover reasonable time; period in
attempt to get the best available price fior
each asset... Forced liguidation— sale of
assets as quickly as possible, frequently all
at one time at an auction sale...”



Standards of VValue

s Book Value— ... Is not a standard of value,
buti an accounting| term, net an appraisal
term... represents historical cost less
depreciation and amortization and' less
liability accounts as shewn on a balance
sheet...”



Approaches to Value

s Categorization I:
n Discounted Income Approach
m Asset Appraisal Approach
s Comparative appraisall approach

s Categorization IT:
s Discounted Future Earnings or Cash Flow (DCEF)

n Capitalization of current, noermalized, or historical
earnings



Approaches to Value

n Capitalization of current, normalized, or historical
cash flow

n Capitalization of dividends or dividends capitalization
capacity.

Multiple off gross revenue; or physical volume
EXCEsS earnings approach
Adjusted net asset value

Ratio of price to book value or adjusted net asset
value

m Prior transactions in or offers for the stock adjusted to
current conditions



DCFE Approach to Value

n Value ormoeney I e

Cornisider deposit or 1,000% (PV) and. fixed interest rate on
bank deposits 10%: (1).

lhe Value of money. deposit at the end orthe first year will
be equal to 1,000% +1000710% or 1,100% (FV1). For the

next year this will egual to. 1,100% + 1,100710% or' 1,210%
(7/2)

The Future Value of the current money could be described! as:
EV1 = PVA-PV*i or EVI = PV*(1+1)

FV2 = PVA(L+i)+PVA(A+i%i or FV2 = PVA(L+i)*(1+i) or
FV2 = PVA(1+i)2

PV=y __ FVi
(1)




DCFE Approach to Value

n Ner /ree castiion.
Net income (after taxes)
+Noncash charges (amortization/depreciation)

- Capital expenditures (the net changes in fixed
and other nencurrent: assets™)

- Changes ini working capital™
+ Net changes in leng term debt*
= et reerGasii 5 ow.

* ASSUMeS armounts are those necessary to support
projected operations



DCFE Approach to Value

8 Required Rate O REtUyPDIScoUlrt fate

PVi= E 2 (AFd)
R~0
Pl — Present Value

£, = base level or earings irom WhicH. the. constant Ievel or growi. /s
" exXpected. to) proceed. as or the valtation date

g — Annually, compournded. rate or growtii i eariings
R — Discount Rate (Reqguired. rate or total returi)
Example;

Company has 1,000,000% annual earnings wihich will constantiy
grow at. 2% annually. The owner Is 10oking ror 20%: total rate or
return. from. this business. How much /s worth today this business?
(Answer: 5,666,66/%)




DCF /Capitalization Approach
to Value

m [Djscount rater A rate of return used to convert a series of future
income amounts into present value

n Capltalization rate, A divisor used to convert a defined income to
ani Indicated value
Example:

If-an. income) stréeam or 10,000% were) to be) capitalized at 25%
eqguals a capitalized value or 40,000%. II- a DUSIHEess: /s Wortli the
valle orits 4 year lrncome. stream or 10,000% annually. THen. its
valte would: be 40,0005.

P/E ratio= J = J =50
Capitalization rate 0.20

Discount Rater = Capitalization Rate ard reciprocal . to. P/E ratio) only.
WIEN 1o dppreciable growltii or decline! /s anticipated. rrom the
earnings base peing capitalized.




DCFE Approach to Value

m PV off Net Cash Elow

Pl/=Y EVj + Resiaual Vale
(RV)

(L+1) (1+1)

RV= Ealings or RV = EQ*/ 7 74 )

Capitalization Rate R - g



DCFE Approach to Value

s Example: If a company expects to earn 10,000$ the first
year, 11,000% the second year, 12,000$ the third year
and 13,500% the fourth and all subseguent years, and
Income stream Is tor be discounted at a Discount Rate of
30%, hew much this company: would be; woerth?

PV= 10,000% + 11,000% + 12,000% + 13,500%/0.3
140.3 (1+0.3)2 (1+0.3)2  (1+0.3)3
PV=40,145% ~ 40,000%




Stecajna likvidacija ili
leorganizacija

» Povjerioci preduzeca u stecaju i stecajni sudija treba da
odluce izmedul likvidacije i reorganizacije na izvjestajnom
rocistu. Kako odlugiti?

OsnovNo Pravilo ie:

Ako Likvidacijska vrijednost preduzecal premasuje
Njegovu operativhu vrijednest, onda se treba odIuciti
Za IkVidacijul I obratno.

Ako operativna vrijednost preduzeca premasuje njegovu
likvidacijsku vrijednost, onda se treba odluciti za
feoKdanizaciju.



Measuring the Degree of
Insolvency

s Debt/Equity Ratio
s Debt/Assets Ratio
s Coverage off Fixed Charges

s Coverage of Interest Expense
s Operating Income (EBIT)/Interest expense

s Cut off number of days off none payment
s Current Ratio
= Quick (Acid-Test) Ratio



Debt/Equity Ratio

It measures the proportion of debt and equity a
company. Is using to finance, its business

TThe most common formula for the ratio Is:
[otal llabllities / owners: equity, = debt-to-equity ratio
Example, acompany’s long-term debt is $8,000,000, its
short-term debt is $4,000,000, and owners’ equity: totals
$9,000,000. TThe debt-te-equity ratio, would therefore; be:
(8,000 + 4,000),/ 9,000 =
12,000/ 9,000 = 1.55 dept-to-equity ratio
An alternative debt-to-equity formula considers only
long-term liabilities in the equation. Accordingly:
(8,000 / 9,000 = 0.889 debt-to-equity ratio



Debt/Equity Ratio

Practical Considerations

Understand exactly how debt is defined in the ratio
presented.

Debt-to-Equity must be evaluated! against those of other
companies in ar given industry. and over'a period off time.

Usle the market value of' debt and equity' vs. the book
value.

A low number indicates better financiall stability: than a
high one.

A ratio greater than one means assets are mainly
financed with debt; less than one means equity provides
a majority of the financing.

Debt-to-equity ratio is somewhat industry-specific, and
often depends on the amount of capital investment
required.



Debt/Assets Ratio

It measures the percentage of assets financed by creditors,
compared to the percentage that have been financed by the
business owners. Historically, a debt-to-asset ratio of normore than
50 percent has been| considered prudent. The common formula:

Jotal Liapilities/otal Assets

A low! debt; ratio is safer thania high debt ratie. This is because a
company: with: a small'amount: of liabilities' has low: required
payments and suchia company. is unlikely to get into financial
difficulties.

A company with high' debt ratio maY have trouble paying its

liabilites, especially’when sales are low' and cash isiscarce. When a

company. fails to pay: its debts on a timely basis, the creditors may:

Eake_ action that is' detrimental to the continued operation of the
usiness.

Improving this ratio means taking steps to either increase the value
of your assets, or to pay off debt.



Coverage of Fixed Charges

s [t measures the ability of the company to
meet its fixed obligations of all types.

s [t can be calculated by taking the net
INCOme, berfore taxes and [iXed Chakdes
(debt repayment, long-term leases,
preferred stock dividends etc.), and
dividing by the amount of fixed charges.

= [he higher the number, the better.


http://www.toolkit.cch.com/pops/P98_06_7325_01.asp

Coverage of Interest Expense

s [nterest coverage is known also as the “times
Interest earned ratio.” It is very similar to the
“times fixed charges earned” ratio but focuses
more; narrowly on the interest portion of
company: debt payments.

s [t can be calculated using the follewing formula:

Operating Income /. Interest expernse

= [he higher the number, the better



Current Ratio

s [t measures company’s liguidity and its ability to
meet its short-term debt obligations.

s, Can be calculated by the, formula:
CUrrent assets /. Current liabjlities = Current ratio

s Example, iffaicompany’s current assets are
$300,000 and its current liabilities are $200,000,
its current ratio would! be:
300,000,/ 200,000'= 1.5

s As a rule of thumb, the 1.5 figure means that a
company should be able to get hold of $1.50 for
every $1.00 it owes.



Current Ratio

Practical Considerations

The higher the ratio, the more liguid the company.
However, too high a ratio is cause, for alarm too,
because it indicates declining| receivables and/or
Inventory—signs that pertend declining liquidity.

A current ratio of less thani 1 suggests pressing| liguidity.
problems, specifically’ an inability to generate sufficient
cash to meet upcoming demands.

Current Ratio varies by industry.

One shortcoming of the current ratio is that it does not
differentiate assets, some of whichi may not be easily
converted to cash.

Another shortcoming of the current ratio is that it
reflects conditions at a single point in time.



Quick (Acid-Test) Ratio

s [t measures How: quickly a company’s
assets can be turned into cash.

m [[he most common formulas used:
n (Current assets - Inventory) / Current
llabllities = Acla-test ratio

m Casli + Accounts recelvaple + Short-term
Investments / CUrrent /iabilities = Acld-test:
ratio



Quick (Acid-Test) Ratio
Practical Considerations

In general, the quick ratio should be 1:1 or better. It
means a company: has a unit’s worth of easily
convertible assets for each unit of its current liabilities.

While a ratio of 1:1 is'generally acceptable to most
creditors, acceptable gquick ratios vary: by industry.

Comparing gquick ratios over an extended period! of time
can signal deyveloping trends in a company.

Like the current ratio, the quick ratiois a shapshot, and
a company. can manipulate its figures to make it look
robust at a given point in time.

A constant current ratio and falling quick ratio signal
trouble ahead, because this suggests that a company: is
amassing assets at the expense of receivables and cash.
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