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ABSTRACT:

Valuation of companies not quoted on the stock market, and of relatively small size, have net
been studied (evaluated) as compared with other large and quoted ones

In the present study, and as starting point, we apply the tradittonal “CVA — Cash Value
Added” method particularly adequate lor the type of Portguese (small) firms. We proceed by
performing u sensitivity and simulation (“dynamic™) analysis, in order to estimule the
associated risk and compare the results with (he previous classic (stetic) valuation
methodology.

I'lus, in our opinion, is another contribution of this rescarch
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VALUATION OF COMPANIES NOT QUOTED ON THE STOCK MARKET

I — Introduction

Rappaport (1998) supgests that, when a company s vaded publicly, fts market value is
(should be) the basis o determme its value, although Rappaport & Mauboussin (2002) cull
the attention to the fact that (stock) market prices may not always be approprine. But, in the
absence of a market, non quoted companies can o be valued by using some adequate
valuation methods.

In this study. we brietly review the literature on the topic, present the adopted valuation

methodology and the respective results. At the end, we will outline the main conclusions

2- Literature Review

The various valustiion methods may be divided inta three major groups: methods based on thic

revenue (accounting) point of view, methods based o cash lows and dynamic methods

2.1 - Methods based on the Patrimony/lncome

These methods use accomnting information (e buok values;, corrected book values:

substantive values: nel ncomes; profitability: goodwill, ete .. ).

all of them

All the above mentioned methods are relutively easy 1o apply. Tn spite of the
have limitations that reduce their potentiat as a ool for valuation purposes. The conservatism
“embedded” on the ~Accounting Principles Generally Accepted - APGA ™. leads o the fact
that these methods are not, in general, the most correct ones (Buuman, 1999) In tact. thev do
not consider importamut decision variables such as the cost of capital, the risk of the firm and
s (futuze) expectations. Some authors (e.g.: Felthamd&Ohson, 1996), consider that linancial
statements, based on hislorieal costs, may provide misleading  information Anothe
criticisny/disadvantage of these methods is that, wpart from considenng the firm as a whole,
many of these are prone 10 “window dressing” and certain aceounting practices with the
purpose of ohtaining short-term resulls at the expense of long terny prospects of the lim

Some authors, Like Seetharaman & Soore (20023, consider that one ol the Iiportant



challenges ol accounting is to eliminate (or reduce) the difference belween the value provided
by the balance sheet and that provided when using market values

all ol these methods have, at least, some informative power,

[n spite of these limitation

which may be, to a certain extent, useful for some companies.

Finally, when buying a firm, one should take into considerution. not only what the firm is
today, but also its future prospects. We may argue that it makes no sense to estimate their
value using static historicnl models (such as those previously mentioned), because any irm’s

value comes from its potential 1o ereate wealth in the Huture,

The methods described below overcome, to a large extent, this limitation.

2.2- Cash flow based methods

Ihese methods are, generully speaking, based on the premise that the value of a firm depends

on its capability of generating fulure cash-flows

The following main subcategories of methods are: the Free Cash Flow, the Present Certainty
fquivalent - PCL; the Shareholder Value Added - SVA; the Feonomic Value Added - EVA;
the Market Value Added — MV A and the Cash Value Added - CVA.

In general, all these methods have common characleristics. Virtually all of them are based on
the assumption (hat firms should not look only at accounting profits (which are prone to

distertions), but should take inte account the return that exceeds the cost of capital

Strack et al (2001) considers, lor example, that the CVA is equivalent to the EVA with the

exception that they use different concepls. Nevertheless, the EVA and the CVA method:
indicate how firms are contributing 16 the increase of the firm’s value for the shureholders and
what capital should be invesied (althouph. and again, their approaches are dilferent). The
main differences in the two methods lie on the way how EVA meusures aperational results,

1 flows with the

whereas the CVA 1s 4 measie ol efficiency which compares the (fiture) ¢
total assets (hat generate them. The CVA method, at least theoretically, corrects the
uccounting distortions which are present in the EVA. Also, a firm creates value only when it
increases the expected growth rate of the cash flows and reduces the weighted average cosl of

Cupital = WACC (Damodaran, 1998: Copeland, 2002).

But, the respective measures are not casy 1o determine apant from the fact that, somehos, they
tend to ignare factors of qualitative nuture, such us. the quality of management, the rrademark.
strategie deesions and the markeling policy of the (i, for example

Nevertheless, and m our opinion, the CVA metliod takes into uccount several fuctors 1
particular. considers economical as well as financial aspeets of the firm. On the contrary the

EVA method, considers only the economical aspeet of'it

2.3 - Dynamic models

bed valoauon methods assome thal (s assets are ninaged

The previously  des
“passively ", By means of the real options approach, managers are “ullowed” to take decisions

and, consequently, considering thew impact on the value of the fim

As it 1s well known, real options methods allow us 10 evaluate the aperational fexibility and
strategic options “embedded” in most projects us oppused, for example, 10 the “rigid” NPV
and IRR methodologies. However, in certain circumstances/situations, there are praclical
problems that restrict (or makes it very dullicull) to use real options models, for example in
relation Lo the type of Portuguese firms which are the ohject of valuwtion in this rescarch: they

are relatively small, with lach of relevant and necessary information for that purpose.

Having w mind all the advantages and the drawbacks, we have chosen | as a starting point, 0
apply the standard CVA method for its relative simplicity and beeause, it our view, it is the
most appropriate for the valuation of the type of firms under study (as it will be deseribed

both in sections 4.1 and 4.2).

3 — Methodology

As it has been previously menuoned, at least theoretically, the value of any linm (or
investment) depends on the future benefits that 1t 15 expected to penerate. As a starting point,
we will follow the methodology of Kousenidis et al (2000) and will predict the vidues o) all
items in relation to the financial statements of all frms, in particular those which will cnabile

us to predict therr CVA's,

In order o deal with the well known (and potentinl) problem related with (he wse of

s owell as with the

(accounting) information from the (ype firms used in (his research,

4



mtormation that has to be obtamed from other databases, which are composed. 10 a large
extent, by relatively large finns (e, g research depariments of Banks, and similar ones)’, we
believe that we have mitigated these limitations, for example, using average values of the

sector and ol (he lirms in our research to which they belong™

3.1- Definition of the variables and brief deseription of the methodology
3.1.1 - The “Static” CVA

The CVA is a measure of efficiency that compares the expected net cash flows with the total
amount of assets that generate these cash flows. We begin by forecasting sales, from which
we predict all the other items, also considering (as we have previously said) the sector average
values and those from the {irms under study. Also, we are poing to work al censtant instead of

cirrent _um._..l_nm.

S0, insuch a context. the CVA may be expressed as follows

CVA, =0R, + DI, -ED, -11. WACC, (3.1
B, = DG 3.2

(1+Wacce,)' -1

where:
- ORyis the net opermional result of the year t;
- DI, i the depreciation in relation to the year t;
- EDgis the economie depreciation lur year t,
- Il1is the initial investment;
- uis the usetul life of the fixed assets;

- WACC, - werghted averape cost of capital relative to year t

ee, fur example Sudrez (2000)
T (Of course, and to the best of our knowledge/possibilit
and m selation to atl firms

, we also chiecked all the financial statements used in this research

The economical depreciation represents the annuity that, when capitalized at the cost ol
cupital (IWACC), gives the value of the assets at the end of its economic lite, According to the

BCG (1996), this 1s the annual estimated economic cost ol the investimenl

of the firms

5 a3 well as other Ninancial statemen

We used (and analyzed) the balance s

for the years between 1997 and 2001,

3.1.1.1 — Sales Growth
I this section, we lollowed Lumomi&Poll's (2001) methodology i order to estimate the

sales growth rate by regressing their historical values lor the firms with thuse or the seetor’

The sales growth rawe was estimated under the assumption that the s Jo not reinvest
because they have not and, in fact. it is expect not o achieve their limit of production

capacity

3.1.1.2 - Cost of Equity (Ks)

For the lirms under study, the cost of equity was considerad to be 111 %0 based on the

indicutors front the “Central de Balaneos™ BPA ! between 1996 and 1994,

3.1.1.3 - The cost of Debt (Kd)

The cost of debl wus estimated as follows

_ Interest < &
;

Kd = — -
[ebt

Debat, as it 1s well known. allows fiscal incentives,

3.1 L4 —Weighted Average Cost of Capital (WACC)

Tand Trecesson’ ul the

cr the pericds of “expans:

P I is also noteworthy 1hat, in so doing, we did not ce
{Disman& Berry, 1993)

YBPA - Danco Portugues do Atlantico




The weights, in general, should be market weights and nol accounting ones. Flowever, since

we used accounting weights

this study is concerned with non quoted and small fim

(Lamont&Palk, 2001).
So. the WACC ean be estimated as follows:

(DY . o (80) L .
E?fu,s_‘_.r;.:-:fﬁ ‘K, (3.4)

1
where:

- Dy represents the debt ot time t;

- V.is (he total value ol the asset at time (;

- Kyis the cost of debt;

- Tisthe wx rate;

- 5,15 the amount of equity;

- Lrepresents the time peried,

- K, is the cost of equity

We assume that the respective tax rate remains constant during the period of analysis ™.

L LS — Terminal (Residual) Value

it is the value of the firm at the end of the time horizen for evaluation purposes which,

obviously, has to be discounted for the moment of the valustion (moment “zero™),

We assumed, as it is common, that the firm’s cash-flow beyond 2006, will be equal and

perpetual. S, the residual value, is obiained from:
VR, =M-CVA, 13.5)

where the capitalization coelficient M is given by:

wiation anadysis, this can he “casily” handled.

* Of course, and for examplz, via sensitivity and/or

M = Jzﬂ.i (3.60)
WACC,

being:

- VR, the residual value in the fast year for which the predictions are made (2006,

- CVA, the “Cash Value Added” in year z (which is assumed constant and pempetual )
- 2 the last year for which the predictions are made,

- Misthe value, at ume z, o a perpetual annuity, with the terms equal to unity

3.1.1.6 — lavested capital

Inorder to eslimate the invested capital, we used the data provided by the balance sheet of the

firms as well from the depreciation maps of 2001,

3.2 - Risk analysis (The *Dynamic” CVA)

Even though “risk™ and “uncerainty” have not the same meaning, we will use bull
indilferently

In order to determine the eritical variables (vin sensitivity analyvsis), we considered, lor cach
vartable, u set of intervals with an amplitude inereasing with time. Those (eritical) varables
will play an importunt vole as for as the sunulation analysis is concerned and perfurmed

alterwards.

4 — Data description and discussion of the results

4.1 - Data description

To carry out the empirical study, we selected some tirms in accordance with the fullonving
criteriu;
- firms should be active since 1997 (inclusive). This is due (o the need of having

enough (accounting) information at least 3 years) for eslimating the sales growih rate.



- small firms belonging 1o the olive oil sector, which is a very importent one for

Portugal

In order o keep the information anonymous, at the request of the firms, a code (E1, 2 and
3) was created. One of them 1s run by the family and the other two (cooperatives) are
managed by a board of directors that is appointed by the general assembly for a typical time
ol 3 yeurs, All ol these lirms have benefited [rom the EU funds and the invesiments were
made in order comply with EU environmental norms®

Obviously, and as u starting point, certain (we believe) reasonable assumptions were made, s
follows:

- A tux rate of 25% lor the so-culled family- firm and of 20% for the cooperatives

were laken into account, due o the fact that they are located in a zone of Portupal

which is considered “prioritary™;

- The firms do not pay dividends in the period between 2002 and 2006;

- The predictions ook into account their historical records as well as the
charactensties of the sector where the companies belong. The experience of the
owners ui well as ol the authors, as to the sector end 1o the economy, were also
considered:

- All the predictions were made at conslant prices;

- It 15 expected that there will not be new investments within the time horizon for

evaluation purposes, as well as in terms of “social capilal™.

4.2 — Analysis of the results

This hus foresd the companies o abandon the 3 phase process of productian and adopt a continuous 2 phase process with

less environmental impaet.

As an example. we apply the methodology to firm 1 only and present the gl results i

relation o all of them in Table 4.5

Tuble 4.1 - The Expected Value of Firm El

~ ESTIMATION OF THE CVA's and VALUE “Un: Euros
Yeurs -
20m 2003 2004 2005 2006

1. Sales 2089862 [ 27987 [ 2206111 | 2264230 | 2322300
2. External Services 0 0 0 0 U
3. Inventory Change 0 {0 i) 0 i}
4. Total Operationul Revenues | 2.089.862 | 2.147.987 | 2.206.111 | 2.264.236 | 2.322.360
5. Costs of Good sold 1.763.635 | 1812686 | 1851737 | 1010788 [ 1959810
6. Adminsstration Costs 97 880 10 602 103.324 6047 108 704
7. Labour Costs 77433 9607 81.7601 834913 o U7y
8 Depreciation 85 4ot 70638 7578 70062 64443
9. Other Provisions {i 0 u 0 0
10. Other Operational Costs 8.359 3392 & 424 G037 Y.28y
11. Total Operationul Costs 2.032.795 | 2.078.125 | 2131432 | 2.179.869 | 2.233.411
12 Operating Results 13634 35 880 39 744 S FCE IR
13. Depreciation 83 Jof 76038 75.784 Ti62 o443
1-l. Eeonomie Deprecialion 42816 4263l 38225 38507 33191
13. nitial Tnvestinent AHTAS | A HT74E | 007418 | 03718 | 4047418
16. WACC 2.2 2.134% 2.07% 2014, 1o
17. CVA's -66Y 3363 13.324 17723 25.132
18. Present Value of CVA's saa ,.. T
19, Terminal Value in 2006 1.267.097
20. Terminal Value in 2002 1.143.157
21. Value of the Firm 1.197.-498

In order to estimate the sules growth rate (the intermediate tables cun also be requested from
the suthars) for the period uf 2002 - 2006, we used historicn] data of the i as weli as that of
the sector and nsed repression snalysis. Then. we estimated Lhe cost structure and, in the end,
the various CVA's and the expected value, This structure was compuied based on the ay erage
costs between those of the firm and of the seetor. This procedure ammied at idjusting the lirms’

data *eloser” 1o that o the sector (although they present similar costs structures, anvaway)

" Upon requsst, the authurs are glad to provide all the results i rel 1o fimmns B2 and B3,
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Having estimated all the variables required by the model, we computed the CVA’s for each

year, and discounted them, at the respective WACC, 1o the beginning of the evaluation periad.

The previously estimated value for the firm El (see Table 4.1 above), can be seen as
“classic” value which does not reflect the risk being taken. To be able to estimate the
assacinted risk, we will perform now a sensitivity analysis ollowed by the use of simulation,
Luking the traditional CVA methodology as the basis for applving those procedures.

We determined the intervals for each varable (see Table 4.2 below), bused on inlonmation
obtained from a questionnaire sent to the “investors™ and also from our own experience as 10
these type of firms, sector, as well as the cconomic perspectives of the country. The amplitude
of these intervals increnses with time. Also, il is important to point out that, to perform this
kind of analysis, we kepl the same degree of confidence (suy: 93%) for all the intervals,
independently of their amplitude and for all the variables. This procedure enables a consistent

comparison of the ditferences in Table 4.3 below.

Table 4.2 — The variables and the respective intervals.

Variables 4 Years
2002 2003 2004 2005 2006
Sules 5% 10% 13% 20% 23%
Gross Marpin 4% 8% 12% 16% 20%
Administration Costs 3% 6% 904 15%
Labour Costs 29, %o | 6% 10%
Other Operational Costs | 3% | 6% | 9% 13%

In order o determine the values shown in Table 4.3 below, we also considered the most

smpurtant interdependencies hetween the variables, again based on our experience and also on

our knowledge on this type ol firms as well as their sector. Having determined the value of
the firm for different variables, we concluded that [irm Bl is very sensitive, in particular, to

variations on the sales growth rate and to the gross margin.

Table 4.3 — Results of the Sensitivity analysis for Firm E1.

Variable Pesshmistic H Optimistic Differences Standord I
Value (V) | Value (0OV) OV -y Beviation
Sales 2209417 € _ 7067496 € | 92709106 | 4799004 &
GrosMugn | eiane] 4i70ise | sevisme| Temsue
Administration Costs ! 5917€ | 1sde2e7E | 1278350 ¢ 63117 €
Labour Costs m #60.733 € wla_ 535133 ¢ 671380 € 337190 ¢
Other Operational Cosls | 1420216 | 125209096 | 1ov078€ | 34500 |

The analysis just made allows us to, consistently, deiermine which are the criticst variables
for the valuation of the Tirms. Obviously, this Kind of analysis does not “pleture” completely
the risk. Although it 15 important o recognize these facts. simee there 1s a wide variaon us the
possible CVA's, il 15 necessary (o consider a higher number of other possible scenarios

In this context, we have decided (o perform a simulation analysis, considering the prowtl rate
ol sules and the pross margin as eritical variables according (o the information provided by
the sensitivily analysis. All the others were kept at the values obtuined by the classical
unalysis, sinee they were considered as non-critical variables

From the values obtained, (see Fipure 4.1), it is possible o conelnde thet the expected

(average) value ol the firm E1 15 1.205.618¢, with a relatively high stapdard deviaton



Graph 4.1 - Simulation: Summary statistics,

Forecnst: Yalue of the Business

Statistics: Value
Trials 2000
Mean 1.205.018
Median 1.210.736
Made —
Smndard Deviation 1.496.142
Variance I3
Skhewness 4,04
Kurtosis 298
Coell, of Varizhility L2
Range Minimum -4.173.391
Runge Maximum 6.469.420
Range Width 10,642,412
Mean Std. Error 3345475
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Analyzing Table 4.4 below, we conclude that there 1s a probability of 50% of the value of the
firm to be less than 1.210.736€. slightly smauller than the value of 1.197.498€ given by the so-
called static analysis. According to the predictions, there is & very small probability for that

villug to be larger than 6.469.020€ and smaller than -4.173.391€. However, there is a

probability of more than 20% of a negative value.

Table 4.4 — Some possible values of the firm and the respective perceantile,

_ Pereer Furos
{ -1173.391
104y -710.239
2% -50.117
300 376013
40% 828059
Yo 1.210 730
60 1.38.537
U4 1.981.541
8% 2473 63y
S04y 3104399
10040 LA6Y.020

As il can be seen by the “static” (raditional) CVA analysis, the value of the firm I s

1.197.495€. Through a “dynamie™ analysis, we can also see that the expected (average) value

15 1.205.618€. However (and this is ve

v important for several reasons), m fernis of possible

negotiation, and consequent definition of the linal price. the value obtained by the “dynumie’

analysis 15, obviously, very much important, as it shows that the value of the 1 can van

between -4.173.391€ and 6.469.020€. This allews an cventual buyer/fseller 1o have a better st
ol mformation for setting the final price. Throngh the “clussical” CVA analysis il ix
umpossible (o have this perspective

Table 4.5 below presents a summary of the valuation of all firms.

Table 4.5 — Vilue of all the firms.

irms

E2 | ‘
4130085 ¢ * 3.306.296
1218613¢ | 33220673 €

R — El
Static value of the Fums | 107 U8 €
" value of the Firms | 1205618 ¢

Risk of evaluation 1 4961426 | 1.242048¢€ o0 13k
Fquity 1.523220€ 1 20d0l5€ | 435.57)

It is possible (o sce that, although all Grms present “dynamic” values relatively close to the

of oth

the “dvnamic” analysis one oblains a

stuiic”  ones, however,

alues/indicators/ranges which will allow us to malke less nsky (at least, in prmciple)



decisions. This 1s why to compute the CVA® by the classical (“static”) approach is nol the

most adequate or even sulficient for the purpose ol concern,

5 — Conelusions:

[n this research, we begun by presenting various methods of firms” valuation (section 2) and
briefly discussed each of them. A special discussion was made about the one (the CVA
method) that seemed to be more adequate to value the small firms considered in our research

und also not quoted on the stoek market, in relation to which very little work has been done

The implementation ol the methodology was described in Section 3

In scetion 4 we preseated the firms that were object of valuation. The collected mnformation

ed on accounting decuments provided by the Nrms, as well as from the “Central de

wis L

Balungos™ of BPA (Banco Portugiies do Atlantico)

[n our research. we lound two important (and possible) values for the irms under study. One

value and the other the “dynamic™ one. Both

of them 15 called the traditional (or “static
alues are computed based on the sum of the discounted CVA’s plus the, also discounted,
residual value. The “sttic” valuation gives only a possible value, while the so-called
“dynamic” valuation gives a spectrum ol possible values which allows us to have a more
accurate preture of the firm’s value, as well as of the associated risk. This allews an eventual

buyei/seller to have a betler set of nformation for deciding the final value of the deal

We also concluded that the variables to which the value of the companies is more sensitive
are the growth of sales and (he gross margin. The authors Rappaport ¢ Manboussin (2002)
conciuded the sume, considering the variables prowth of sules, operational results, and
nvestment costs as essential variables for the prediction of the firms growth

Moreover, the “uverage” obtained by simulation, compared with the equity capital of the
lirms, allows us to conclude that only firm Bl presents its equity capital higher than the so-
called “dynamic” value, being that ene smaller us compared to that of the other firns. These
results may have some relationship to the creation of value for the stakeholders,
independently of thetwr lepal structure, as well as to the existing refationship between the
reatized investment and the sales obtained by the firm, since firm B is the only one wlach

presents the largest relationship between the realized investment and ils sules.

¥ As proposed by the Bostan Consulting Group (BCGY

Finally, we also concluded that the CVA method and the “extended and  dynanue
methodology based upon it zot only allows e valuation of small and non gueted fimms, bt
also can be a measure of ereation of value lor the stakcholders, by comparison with their
equily.

As a possible future reseurch one may (ry the valuation of these type of firms through Reul

Option Theory
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