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Abstract

Techniques of assessment of company value espetoalpurpose of banking
financing are the main subject matters of this eréstthesis. Company appraisement
questions are described from the theoretical, dbagefrom methodological point of
view. Thesis reports the specifications of valuaiiorelation to business branch. It also
seeks for optimal solution for successful credigaeeding.

Abstrakt

Zpusoby stanoveni hodnoty spétesti gedevsim za d¢elem bankovniho
financovani jsou hlavnim tématem této diplomovéceraProblematika odevani
spole&nosti je popsana jak z teoretické strankgiystejré jako z metodologické stranky
véci. Prace popisuje specifika o@aim v zavislosti na oboru podnikani a snazi se maléz

optimalnireSeni k usgsnému Ugrovémurizeni.
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1. Introduction

This thesis is concerned with possibilities andhods of company valuation for
the bank financing purposes of business activitgnk finances are in currently
uncertain financial environment again the mostlygga after source of external
moneyed resources. These resources covers vanususebs activities, both operating
and investment.

Regarding to recent events on the financial maddaing up to global financial
crisis are the conditions for obtaining mentionbd\a resources more complicated and
tightened. Owing to economic decrement banks becaore cautious and they began
to check clients” creditworthiness in detail coesidlg the riskiness of propriate
economic sector. As well banks require collatefddank credit or clients” participation

on the loan.

Credit or loan collateral can have following fornhe most widely way of
credit security is right of lien to assets, bothvalgles and immovable, than personal
guarantee or collateral in form of business sHaetermined value of collateral doesn’t
represent the final amount of credit advanced, alglihe Loan to value ratio declined

and it is floating around 60%.

Banks are businessmen and they are always willingegotiate. The better
creditworthiness — by the other words higher valtieollateral, the better bargaining
position for client. Consequently is very importaot choose appropriate financial

institution and suitable collateral and its valaatmethod.

In my thesis is company respectively business stamsidered as the collateral
possibility while company appeals for bank loanrtker | effort to find adequate
method of company valuation and to determine th& bpposite value of business

share.
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2. Objectives and specifications of thesis

The main objective of diploma thesis is companyragement of company for
purpose of getting bank loan, as follows from idtrotion. Company valuation and its
usage for obtaining bank loan is very broad isherefore is necessary to define fields
which will be subjects of interest in thesis. Thesdjects can be divided into two

groups.

The first subjects of interest are general possdsl of banking finances.
Analysis of banking environment and its productd e focused on current situation of
credit market, which is derived from financial mairkAs was said before, the financial
market suffered decline and its” supposed develapimes been dramatically changed.
From this aspect are evaluated certain credit ¢immgdi of certain banking institutions.

Partial aim is the analysis of bank loans possiédiand conditions.

Second field of interest involves possibilitiesaampany appraisement, which
serves as loan collateral. Here is the companyatialu considered in three levels:
market valuation, return valuation and propertyuaibn. Consequently has to be
established final values of certain valuation mdtfiowhich can be market value,
subjective value and objectified value. Regardiongfdct, that we are looking for
appropriate valuation method for the banks purposies analysis and resume of
valuation methods will be focused on methods deteng objectified value. Second
partial aim includes the choice of adequate vabmathethod of 100% business share of
ABC Brno, s.r.o.

The third partial aim of diploma thesis is finallwation of 100% business share
ABC Brno, s.r.o. on the base of previous chosemagate valuation method, which
will serve as loan collateral. Final valuation cdition precedes analysis of ABC Brno,
s.r.o., which is divided into internal and exterraalysis of factors influencing
objectified value of company.

Internal analysis describes subjects of enterpnisekets being operated, current
economic situation and historical development afneenic outcomes and last but not

least prognosis of future business activity on biase of elaborated financial plan.
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External analysis represents current situatiortphcal development, and forecasts of

markets, economy and sector.

Results of this analysis will enable the final \alan calculations with using
appropriate method. Suggestions to ABC Brno, s.slwould help to find bank
institution, which has a will to communicate creddnditions and to accept my final

valuation as collateral of a loan.

My thesis should increase probability to gain besgsloan for company and
further better understanding of advantages andddisdages of business share
collateral for a bank. This includes understandhdusiness share collateral not only
as value of company’s property or book value, & as return value of company

based on net capitalization or discounted cash fitmthods.
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3. Theoretical Resources

3.1. Bank financing of a company

The decision making about structure of companyniceais one of the most
important. In Europe small and middle enterprisessuas the external finance source
mainly financial institutions — banks. Usually banfrovide the financial sources for
investment and operating activities and more likedycompanies with sustainable
growth, which make business longer time on the etarKkhe most common bank

products are certain form of loans.

Czech Commercial Code defines the Loan as conahotlationship between
creditor who is lending certain amount of moneyrequest of debtor and debtor who is
covenant to repay all sum paid and pay up the aster The loans perform two
important functions. (25) Firstly loan enables teditor to deposit money and their
improvement. Secondly loan facilitates to debtobty an assets even if debtor doesn’t

dispose enough own money to realize his prospectus.

Providing loans is enacted by Czech Bank Act aseisential activity of banks
(23). This activity ranks among the active credinsactions. These transactions brings
main source of bank return thanks to credit intsreSor debtors the interests express
costs. In case of companies the loan interestesgmignificant part afosts of foreign
capital (10). Each financial institute with licence to pide the loans offer a large

number of various loans.

3.1.1. Types of loans (credit)

The enumeration of all specified loans offered omtyCzech financial market
would take proper piece of this thesis. Insteathaf let’'s assume the basic division of
loans. We can distinguish loans according to follmnangles:

* term of expiration,
» type of currency (domestic currency and exchange)

+ collateral,
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e purpose and object (16).

3.1.2. Credit term expiration

Based on term expiration literature distinguishe®d fundamental groups of
loans: firstly short-term, secondly intermediate¥teand thirdly long term loans.
3.1.2.1. Short-term loans

The term of expiration is no longer than 1 yeare Thost common short term
loans are showed in following table:

* widely spread type

e serve as current account

Bank overdraft « drawings are quick and easy, payments are
automatically transacted from account incomes

* higher interest rate

e The base of this loan is paper - bill

Paper-credit _ _ _
e It has two forms: discount credit and acceptanedit

=

e Itis provided for securities of movable assetpgua,

Loan against securities _
goods, claims, noble metals, etc.)

» Bank provides the guarantee to pay the liabilities
Guarantor’s credit instead of its client, if the client is in currdirtancial
shortcoming

* Possibility to loan drawdown repeatedly

Revolving credit - .
* That facilitates the credit procedure.

Table 1. Overview of short-term loans.

3.1.2.2. Intermediate-term credit

Literature features the term of expirations istf@se loans somewhere between

4 or 5 years. The most common intermediate-terms@ae showed in following table:

* ltis given only to individuals in following forms:

* Personal loan —is given to client in cash,

* Acquisitions loan — bank pays instead the cliefit fu
acquisition price,

» Supplemental loan — bank pays instead the client a
part of acquisition price

Consumer credit

15



* The base is the issue of long term papers
Issuing loan * Issuer can issue the securities (bonds) by theurredi
of bank, bank will receive the reward.

Table 2. Overview of intermediate-term loans.

3.1.2.3. Long-term loan

Term of expiration is longer than term of expiratiaf intermediate-term credits.
The most common long term loans are showed inviatig table:

* ltis provided against to estates
* The purpose is only to acquire the real estate

Mortgage loan * interest rates are lower, this loan bears some tax

advantages
* The given amount is taken by market valuation of
estate
» |tis also provided against to estates
Mortgage » There is any purpose

* interest rate is higher

Table 3. Overview of long-term loans.

3.1.3. Collateral

Collateral means for a bank to obtain alternativerse of income (instead
payments) in case of debtors (clients) financialrgloming. By the other way just for
case when client doesn’'t dispose enough amountnahde to pay regularly credit
payments. This situation may be happen even th@qu® analysis of client or firm

standing was positive. The reason lies in changesanomic environment.

Most of loans require collateral. Banks try to aveinpaid claims mainly by
checking of clients standing, than limitation ofato amount, diversification of risk
through consortium credit and last but not leastrab of loan objects (18).

3.1.3.1. Collateral instruments

We can distinguish collateral according two angléd® first angle is the form of

collateral (personal or material) and the secongleagonsider the relation between

16



collateral and ensured bank claims (accessory &stltamt). Accessory collateral is
inseparably related to object of loan, it means rwhige object is abolished, the
collateral expires too. Abstract collateral represie right, which is independent on

the object of loan (18). Synoptic distinction iepented in following table.

Collateral instrument Personal Material

Personal liability Chattel mortgage, right of lien
Accessory

Banker’s indemnity Mortgage right to real estate

Assignments of claims and rights
Abstract Depot bill

Abstract right of lien

Table 4. Overview of collateral instruments

3.1.3.2. Personal collateral

Czech Commercial Code definggersonal liability as relationship between
creditor (bank) and personal surety (third parghpsequently: “Who gives the written
statement about settle creditors claims on behatfebtor (if debtor cannot pay his

liabilities), he is becoming the surety.” (25)

Specified form of personal collateral is bills acltecks aval, where the surety

gives security for bills or checks obligated per§b®).

Banker’s indemnityis also defined in Czech Commercial Code as fdlow
“Banker’s indemnity accrues from written stateméntbail bond, that bank will
discharge claims to creditor, up to certain amauamitained in bail bond, if the debtor
(third party) doesn’t carry out the obligationshar doesn’t fulfil other conditions stated
in bail bond.” (25)

The depot bill doesn’t serve as payment or credit instrument, dnly as
securing instrument. It is issued by receiver a@ild¢debtor) on behalf of bank, usually
in form of blank bill. The bank doesn’t put depdtsbinto circulation, these bills are
deposited in bank (16).

17



3.1.3.3. Material collateral

Material collateral gives bank the right on valdepooperty (assets), which are

usually the property of client (debtor).

The right of lien as the collateral accrues from written mortgagetreat
concluded between bank and client. The mortgag&arhas to include the object of
collateral (mortgage) of claims. The objects angallg assets (properties), real estates,

papers or claims (18).

Czech Civil Code defines the right of lien as falto “The right of lien serves as
security for a claim, just for case when the dedated to this claim will not be
extinguished in time. To settle the claim can bached through conversion assets

(collateral) into money (24).

Assignment of claimand rights consist in loan receivers” declarativat he
assigns to bank (creditor) his own claims towasltthrd party as collateral of received
bank loan. Assigned claims settlement goes to tslidmank account thereby bank can
control the claims settlement. It means that théws are not the part of loan payments.
Income from these claims on the bank account wpalg the loan only in situation,

when client would be in financial shortcoming (18).

3.1.4. Loan rate

Loan rate can be assessed in loan contract asviollo
» fix interest ratethis interest rate is constant all expiratiomter

» flexible interestate is changing during the loan expiration tefime way

of changes may be draw up subsequently:

» Loan rate can immediately copy certain interest.rdsually the loan
rate copies the basic bank interest rate, whiclk biself declares.
The dates of rate changes are unknown in the morokrban
contract settlement. This way of interest runniagcalledfloating

rate.
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» Loan rate can be related to certain market inteegst The dates of
loan rate adjustment to market interest rate xedfiThe loan rate is
changing in regular intervals and adjusting in aroant of reference
rate. Asreference ratare basically used market interest rates LIBOR
or PRIBOR, FIBOR, EURIBOR, etc. This way of intdresnning is
calledvariable rate(16).

3.2. Reasons for company appraisement

Appraisement is a service by itself, provided tougtomer with various needs
and goals. Therefore we divide appraisements aicapried different instigation and
purposes. Practical division (especially in Czeahitess environment) is mentioned in
Matik, M., (2003) (12) and determines appraisemettted| or not related to change of
ownership. Changes of ownership occur with purclaamkesale of company, with non-
monetary investment into corporation, with mergerseparation of a company, etc.
The need of appraisement in cases mentioned abesigndtes Czech Commercial
Code. Appraisement when doesn’t occur ownershipgeghanight bear ship to changes
in legal form of companymainly to granting credi{estimation of financial collateral of
a loan) and to dissolution of a company, etc. Egmbraisement action should include
clear definition of instigation and what categoryvalue and why is convenient to

determine.

Knowing what an asset is worth and what determiinasvalue is a pre-requisite
for intelligent decision making (in choosing inwagnts for a portfolio, in deciding on
the appropriate price to pay or receive in a takecand in making investment,
financing and dividend choices when running a bessh (5) The main purpose of
financial appraisement is an expression companyeval monetary units. Before we
choose certain method of financial appraisementhase to consider the instigation
and appoint the value of company.

From the Value point of view authors divide theethbasic types of valuation:
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» Subjective (investment) Valuation

This method determines Investment Value of Worthatwepresents value of

assets for concrete investor (or group of inveytaith established future investment

goals. This subjective judgement on a company joagether specific assets wi

investors” individual expectations.

Subjective valuation approach is advisable for pase or sale of compat

decision or in case of dissolution or rescue a {it3).

h

Yy

* Market Valuation

This method determines Market Value. Internatiovaluation Standards

Committee defines Market Value as “the estimatedwrhfor which a property shou
exchange on the date of valuation between a wiltinger and a willing seller in a
arm's-length transaction after proper marketing reinethe parties had each acl
knowledgeably, prudently, and without compulsio@y. (

Market value is independent of concrete subject simalild express a kind of

average market expectation about company futures appraisement is useful with

placing company on Stock Exchange, or in caselefafacorporation with no concre
prospective buyer (13).

* Objectified Valuation

d
n
ed

e

Objectified Value should not be dependent on irhliai expectations. This

valuation is based on facts and data about cusirgtion in company.

This method is especially in German speaking ahérotontinental Europes

countries advisable for credit granting and foreisiigation of standing of a firm (13).

20



3.3. Methods of financial valuation

Financial appraisement examines three basic appesathat can be used to
value a company. The first is based on return amlyhe second approach relates to
market value of a company using a market analysisthe third, property valuation,

estimates a company value based primarily on assgysis.

* Return analysis Methods

» Discounted Cash Flow Valuation
* Net Capitalized Return Valuation
e Compound Return Valuation

e Economic Value Added Valuation (12).

This group of valuation methods appears from tleey that value of an asset is
determined by expected benefit for its holder. Befan interpretation of specific

methods let’s assume the criteria for returns.

When we are seeking for Market Value, returns dfnreged company are
expected by the certain market. These expectedneetare consequently discounted

with discount rate at the level of required prodweriess on the market.

Investment Value of Worth considers returns exmkedtg concrete individual.

These are discounted by investors” required proceress.

Objectified Valuation use returns which will be itigh probability reach from
today’s point of view. It means growing opportwstiwhich seem to be today
sustainable and indisputable.

* Market analysis Methods

* Market Capitalization Method
e Similar Public Company Method
* Recent Acquisitions Method

 Initial public offerings Method

21



Market analysis valuation methods avoid some probl®f return methods.

Appraisement is connected with market data rathan twith accountant data. All

market imperfections affect the Market Valuatioauiés.

Property analysis Methods

Book value of Equity
Breakup Value
Substance Value based on reproduction price

Substance Value based on costs saving

This group of methods imply a detection of propdr&ge of company. Property Value

is defined as summary of individually valuated madp items (14).

3.4. Company valuation procedure

Before the start of valuation procedure, it is sseey to clear up the reason for

appraisement and what value should result the wrafuprocess. The choice of methods

and techniques is subordinated to expected furebappraisement.

Eva Kislingerova (11) specified following phasesompany valuation procedure:

N

A~ W

Definition of abstract labour and purpose spediftcaof appraisement

Creating of working team

Time planning of the labour, setting the dates.

External and internal data collection

Data analysis — financial and strategic analysis

The choice of methods in relation to purposeabfiation
Valuation, application of methods into analysis

Synthesis of findings and preparing the finalestent

Statement about the market value of a company®udltain date

Table 5. Phases of valuation procedure.
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3.5. Return analysis methods

3.5.1. Discounted Cash Flow Valuation

This method is widely spread primarily in Uniteca®s and United Kingdom,
but also managers from other countries are getivmgreness of Discounted Cash Flow
(further DCF) Valuation and its advantages anddlaatages. “In DCF valuation, the
value of an asset is the present value of the ¢egeash flows on the asset, discounted
back at a rate that reflects the riskiness of tlvast flows” (3). We estimate the value

of an asset as the present value of the expecsédficavs on it

E(CR) , E(CR) , E(CR) . E(CF)

Value=
@+r)  @+r)®> @+r)®  @+r)"

,where

n = life of assets; E(Cfr = expected CF in period t; r = discount rate mtting the

riskiness of the estimated cash flows.

Every asset has an intrinsic value and we try tonese that intrinsic value by
looking at asset’s fundamentals. The problem it ribae of us has full access to all
information available right now. But we all aspi@ be as close to the true intrinsic

value as it is possible.
There are three distinct ways in which we can caieg DCF models:

e Firm (Entity) Valuation
* Equity Valuation

e Variations on DCF models (Adjusted Present Value)

3.5.1.1. Firm (Entity) Valuation

This DCF valuation approach value the entire bissineith both assets-in-place
and growth assets.

23



ASSETS LIABILITIES

Assets in place Debt

_________________ —— -

-

' Discount rate reflects tt |
' cost of rating both debt & |
' equity financingin

' proportion to their us

' Cash flows considered &
' cash flows from asset

| prior to any debt paymet
' but after firm has

' reinvested to create gro\
| asset:

\
1
I
I
1
1
I
I
I
I
1
I

-

__________________________________

e e e e e e o e e ol e e e e e e e e e e e e e e e e e e e e e = e,

:' Present value is value of the entire firm, andectfl the value of all
.‘ claims on the firn

N o o e e e = = - - ——

Picture 1. Firm (Entity) Valuation (3)

The CF before debt payments and after reinvestmesds are callefitee cash
flows into the firm(FCFF), and the discount rate that reflects the pmsite costs of

financing from all sources of capital is calleasts of capital.

Technique of DCF Entity method is divided into teteps. The first step is to
summarize all CFs flowing to owners and to creditand consequently to discount
them. First step is showing the gross value of amin the one whole entity sense).
In second step we subtract debts from gross valdene will get as a result the owned

capital (equity) value.

Entity Valuation use firms which have leverage vhig too high or too low, and
expect to change the leverage over time, becausepdgments and issues do not have
to be factored in the cash flows and the discoat& (cost of capital) does not change
dramatically over time. Also this method use firwtsich have partial information about
leverage (e.g. interest expenses are missing) Hnotheer firms which have bigger
interest into valuing the firm than equity. In Chdausiness environment is this method

considered as basic and it is in principal only Bx@F valuation method applied there.
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3.5.1.2. Equity Valuation

This method just value the equity stakes in a lassin

ASSETS LIABILITIES
____________ Assets in place Debt
! Cash flows consider: are | ' Discount rate reflectonly |
' cash flows from asset | | the costs of raising equi ,
| prior to any debt payme ' financing :
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Picture 2. Equity Valuation (3)

The cash flows after debt payments and reinvestmesds are callelee cash
flows to equity(FCFE), and the discount rate that reflects just the cdsedquity
financing is thecost of equity Technique of DCF Equity method appears from CFs
pertaining only to owners, which are consequenggalinted. We get as a result owned

capital (equity) value (3).

Equity Valuation is used for firms which have stalbdverage whether high or

not and if equity (stock) is being valued.

3.5.1.3. Variations on DCF models (Adjusted Pres¥faiue)

We distinguish two variants of use of DCF modelse Tirst one is called Excess
Return Model. We can present DCF model in termgxafess return, with the value

being written as:

Value = Capital Invested + Present value of exaessrn on current investment +

Present value of excess return on future investment
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In the second Adjusted Present Value (APV) model hlue of the firm is
written as the sum of the value of the firm withal@bt (the unlevered firm) and the

effect of debt on firm value.

Value of business = Value of business with 100%tejnancing + Present value of
Expected Tax Benefits of Debt — Expected Bankrupisys

The unlevered firm value can be estimated by distiog the free CF to the firm
at the unlevered cost of equity. The tax benefitlelht reflects the present value of the

expected tax benefits. In its simplest form,
Tax Benefit = Tax rate * Debt

The expected bankruptcy cost is a function of ttabability of bankruptcy and

the cost of bankruptcy (direct as well as indirect)a percent of firm value (5).

3.5.2. Inputs into Discounted Cash Flows Models

3.5.2.1. Expected Cash Flows to DCF models

The CF to the firm is the cumulated cash flow tiohallders and creditors in a
company (4). We obtain the CF prior to debt andepred dividend payments, by
subtracting from after tax operating income theineéstment needs to sustain growth
(11). This cash flow is called tHeee cash flow to the firm (FCFRnd is used with
DCF Firm (Entity) valuation.Basic formula can be written as:

FCFF = EBIT * (1-tax rate) + Depreciation — Capit&pending
— Change in working capital.

Some Czech authors such asiWand kol (12) suggest the Net operating profit
after tax (NOPAT) instead the EBIT. For Czech bassand accountant environment is

the using NOPAT or called &orrected operating income advisable.

Following table specifies corrections of operatingome to get FCFF according

current Czech accountant standards.
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FCFF — Free Cash Flow to the firm

N

AW

10
11
12

13

Corrected operating income (NOPBT — net operatmofjtdoefore tax)

— Tax of operating income
Corrected operating income (NOPAT — net operating pofit after tax)

Non cash operations

— Depreciation of long term assets (without de@ian of operating not
needed asse

— Change in reserve balance

— Change in accrual basis balance

— Change in rectifying items to long term asgetsance
CF from operations before working capital changes
— Change in working capital

CF from operations

— Change in operating needed long term assets

FCFF

Table 6. Particular recipe of calculation FCFF ire€ch Accountant Environment

The Cash Flow to Equity is the cumulated CF intarseholders. For the

calculation DCF Equity model we udaee Cash Flows to Equity (FCFE)yhich

formula can be written as:

FCFE = Net Income + Depreciation — Capital Expendés — Preferred Dividends —

working capital change — principal repayments (3).

Following table specifies corrections of operatingome to get FCFE according

current Czech accountant standards.

FCFE — Free Cash Flows to the Equity

Corrected operating income (NOPBT — net operating mfit before tax)

- Expenses interest
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10

11

12

13

14

15

16

Corrected earnings before tax
— Tax of corrected earnings
Corrected earnings after tax

Non cash operations

— Depreciation of long term assets (without de@ian of operating not
needed asse

— Change in reserve balance

— Change in accrual basis balance

— Change in rectifying items to long term asbedance
CF from operations before working capital changes
— Change in working capital

CF from operations

— Change in operating needed long term assets
Net Cash Flow

— Dividend payment and shares on profits paid

FCFE

Table 7. Particular recipe of calculation FCFE ire€ch Accountant Environment

3.5.2.2. Discount rates

Debt and equity are the basic sources of extemah€ing the company. In the

DCF Entity model we use FCFF, which are cumulatdes hto all holders and

creditors. TheCosts of Capitatan be from this point of view consideredVésighted

Average Costs of Capital (WAC@hd thediscount rateshould be established on this

level. Basic formula of WACC may be written as:

WACC=r, (1—t)2+ reE
C C
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wherery = Costs of Debt; t = tax rate; D = Debts; E = Eqyj C = Capital; r. = Costs
of Equity.

To determine righCosts of Debtve have to know also Risk Free Rate and the
Debt Premium, gearing and taxes. For determindtierCosts of Equitys widely use
the Capital Assets Pricing Model (CAPM), what canwritten as:

[ r,=r, +BIER,-T;) Where’}

rr = Risk free rate(The long-term government bond rate is the appatgprisk free

rate.)

S = Beta Factor (The non-diversifiable risk for any asset can beasured by the

covariance of its returns with returns on a mankeex.)

E(Rn — ) = Equity Risk Premium (The risk premium vary across the markets,
depending upon their riskiness. Premiums are estamimrm historical data, what can
be in certain countries and markets unreliableerittively we can use country bond

ratings.)

Discount rate for model DCF Equity is related toHEC— Cash flows only for
holders of a firm. From this point of view is Disod rate estimated value Gosts of

Equityconnected with certain debt level (14).

3.5.2.3. Expected Growth

In a practise we can meet three ways of estimditinge growth. The first one is
to look into historical data of the company and tiee past growth rate as continuous.
Other way suggests a firm to obtain information wdbexpected growth from more

informed source.

The third method estimates the expected growttherase of two variables that
are determined by the firm, which is the subjectippraisement. They answered the
guestions — how much earnings are reinvested bdokthe firm and how well those

earnings are reinvested (5).
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“In the equity valuation model, this expected growate is a product of the
retention ratio, i.e. the proportion of net incoma paid out to stockholders, and the
return on equity on the projects taken with thanmo In the firm valuation model, the
expected growth rate is a product of the reinvestmate, which is the proportion of
after-tax operating income that goes into net nevestments and the return on capital
earned on these investments.” (4)

3.5.3. Nett Capitalized Return Method

This valuation approach has been developed anditis gidely used in German
speaking countries. This method is going under ftggprincipal, it means that return
value is estimated only for (equity) holders. Authdlistinguish two variants of Nett
Capitalized Return approach (12).

3.5.3.1. First Variant

Here the nett return of the company should be deted on the base of division
between incomes and expenditures, it mearsash flowsWe can consider this variant
as identical tdCF Equity(13).

3.5.3.2. Second Variant

Here the nett return of the company is derived froonrected income from
operations, it means from division between earn{ngiirns) and costs. This method is
advisable to use when we are not able to estinteerdange and time duration of
investment. Then we can valuate the company orbélse of corrected incomes from

operations, where planned investments are projesekkpreciation (12).

3.5.4. Compound Return Valuation

These methods compound together Return and Progeatysis methods. They

are also used mainly in German speaking countries.
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3.5.4.1. Mean Value Method

Mean valueis giving us the average value between returnevgtalculated
usually with use oNett Capitalized Return methpdnd substance value (the lowest

value of a company). Mean value is calculated Ugualder “equity” principal.

3.5.4.2. Nett Capitalized Extraordinary Return Meitl

The value of a company is understood as distindbeveen return value and

substance value. The value can be then written as:

NR-i_ [B
[ H,=S,+—— where,}

Ic2

H, = The value of equity while a extraordinary retigrconstantly gained,
S, = Netto substance value
NR= Nett Return

ic=Interest rate of contributed capital (12).

3.5.5. Economic Value Added (EVA) Valuation

The EVA approach appears from logic, that compaalyer consists of two basic
parts. The first is the range of capital investatb icompany by shareholders and
creditors expressed in accountancy. The presene @l future economic added value

creates the second part. (10).

3.5.5.1. EVA calculation

The Economic Value Added (EVA) is a measure of sigrpalue created on an

investment. This can be written as:

{ EVA = (Return on Capital — Costs of Capital)*(Cagitnvested in Project}

or as:

[ EVA = NOPAT — WACC *Capital where,}

NOPAT= Net operating profit after tax
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WACC= Weighted average cost of capital
Capital = Capital invested.

Value of mentioned above capital is related intsetss which are necessary to
gain operating profit. Then capital parameter canekpressed also a®t operating

assets (NOA)Subsequently the EVA formula can be written:

[ EVA = NOPAT, — WACGNOA:1 where,]

NOA = Net operating assets

The EVA valuation method partially uses an accaouryadata. These data
doesn’t express accrual the economic reality. Tadapossible imperfections, we have
to convert the accountant model (expression of @mpeality in accountant data) to

the economic model. This converse can be definéallowing steps:

» Conversion into operating assets. — Basic accotuntarms don’t
distinguish operating assets and non operatingtsas€tanges occur
mainly with elimination of non operating assetsldsaf property or
reserves implications) and in activation of itemvkjch are not booked in

accountancy.

» Conversion of financial data. — This conversiombeaione in purpose to
complete the accountant financial data into datachvigive us the real
and full expression of company finance. For examguleincrease in

NOPAT of lease interest payments.

* Tax conversion. — This changes appear from diftezdretween NOPAT

and accountant income from operations.

* Equity conversion. — Analysts have to consider myrithe NOA
calculation the items which are not currently babkeaccountancy (e.qg.
some parts of intangible assets). Subsequentlygelsamave to occur also

on the liability side (e.g. increase of capital2)1
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3.5.5.2. The use EVA as valuation method

EVA valuation method appears from logic that shaldérs value of a company
and market value of a company are identically sarhen thismarket valgfurtherMV)
express present value of net investors yields, whppear share holding. MV consists
of dividend payments and of payments from thirdesidto investor (as payments
related to sale and purchase the shares).

We can estimate the Market value of capital (equtyosequently:

MV of capital (equity) = MV of operating assets /Mf non operating assets —
MV of liabilities (debts).

Market value of operating assets is the sum of N4 the value added.

3.5.5.3. Market value added (MVA)

MVA is the present value of future EVA. Relationtwween EVA and MVA can
be defined that EVA measures the success of comgarnpg last year and MVA
express the future of a company perspective anigharpectations.

3.6. Market Analysis Methods

3.6.1. Market Capitalization Method

The fundamental of this method is the presumptibexisting market price of
shares. When we multiply the current share pricén wumber of shares, we get the
Market Capitalization.

But this price doesn’t (even it seems to) expréss NMarket Value of the
company. First problem is the considering only $mamber of shares, which purchase
or sale has been realized in last quarter. In éise of sale of more than 50% is the price
of share different, usually higher. This premium price share has three basic

explanations:

» Shares are overpaid (this can occur during impeoiee on market)
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* Premium is the extra charge for possibility to cohthe company

* Agency Costs

* In the case of synergy, the increase in value aigamies involved can

be source of premium (14).

3.6.2. Relative Valuation

In relative valuation, the value of an asset isivéel from the pricing of
“comparable” assets, standardized using a commadabla (3). Relative valuation is
much more likely to reflect market perceptions amolods than discounted cash flow

valuation.

3.6.2.1. Similar Public Company Methods

This model uses as “comparable” or similar assétgerocompanies that are
usually in the same business that company beingedalThis would imply companies
with similar cash flows, risk and growth potenti#h. this approach analysts try to
choose and identified two or three companies thalt hlmost exactly like the company
being valued and than to get their market valusgdapon share prices. Consequently
the shares of chosen companies are public tradestamk exchange. Than analysts
convert these market values into standardized sakiace the absolute values cannot
be compared. This process creates price multighes (

To choose right two or three “comparable” companiequires following

analysis:

* Analysis of the national and international economitp focus on growth
rate, discount rates, inflation rates, etc.

* Analysis of the sector where valued company operate

« Analysis of current situation and present progogss company (mainly a
progress in turnovers, market position and markates product position,
and competitive advantages)

* In depth financial analysis of company being val((£2).
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Principal of a multiple

The multiple is the proportion of market value (€harice) to some relation

value (ratio). The most widely used ratidPisce Earning Ratio (P/E ratio).

[ P/E = Market price per share / Earnings per sha}e

Than we have to assess the certain ratio for alinftarable” companies and we
determinate the average ratio of this peer compagiieup. If we picked up the P/E
ratio as the average value (ratio) of the compagresip, than we can estimate the

market price (share price) of company being vakigzsequently:

[ HA(p/E) = Z(op)*A(P/E), where }

Hare)= Estimation of market price per share of compaging valued
Zop) = Earning per share calculated for company beaiged
A(P/E) = Average value of P/E ratio of group of “compaedlzompanies

Structure of a multiple

Share prices can be standardized using a comma@bleasuch as earnings, cash

flows, book value or revenues.

* P/Eratio

» Enterprise value / EBIT

» Enterprise value / EBITDA

» Enterprise value / Cash flow

Earnings multiples

* Price per share / Book value (of Equity) (PBV
Book Value Multiple « Enterprise Value / Book value of Assets
» Enterprise Value / Replacement Costs

» Price per share / Sales per Share (PS
e Value/ Sales

Revenues

* Price per share / know-how

Industry Specific Variable _
* Price per ton of steel

Table 8. Structure and review of multiples (5)
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3.6.2.2. Recent acquisitions Methods

This method has basically similar procedure of &atin as the previous method
with few distinctions. The first is that we canaahte the multiples on the base of truly
paid prices of recently sold “comparable” compangscondly we can get the value of

all company instead of value per share (4).

Recent acquisition valuation is suitable for smafilen appraisement. Majority
of companies consider different legal forms then giock company, which shares are

free traded on the market.

3.7. Property Analysis Methods

Property valuation can be divided in relation tortai@ characteristics of
valuation of individual items and to expectation afntinuation of company being
valued. Considered going concern principal, thiiateon is based on reproduction
prices. If there is no continuation expectation, get the liquidation value (break-up

value).

3.7.1. Break up value

Break up value is used in particular for appraisgnoé a firm with limited life,
than for valuation of loss-making enterprise, fetiration the lowest value of the
company and can be useful with decision making eetwdissolution or rescue a firm.
Break up value can be also considered as a raticapital employed collateral for
investors. Break up value depends on speed of Idisso of a firm and if the

liquidation occurs under pressure from creditoidé.s

Break up value = Revenues from sold property — Eatipgres for

extinction of debt — Costs of liquidation
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3.7.2. Substance Value based on reproduction costs

The purpose of this method is to get answer on sggynsimply question:
“How much would cost the reconstruction of compéaeing valued in current prices?”

This valuation considers the going concern priricipa
We can distinguish substance value:

* Brutto substance value = current reproduction castghe (or similar)

property — Amortization.
* Netto substance value = Brutto substance valuebtPe
Substance value can be divided according to assetained:

» Entire substance valueonsidering all tangible and intangible assets. To
contain all intangible assets (know how, relationith customers and
suppliers, goodwill, and so on) is very complicaiadpractise and it

occurs only rarely.

* Incomplete substance valumnsidering all separately definable and

flexible assets (tangible and intangible).

Here is also important to note, that reproductiostg and its amortization are
use for valuation of operative necessary assetsagsets which are not indispensable
for business we don’t look for reproduction coststhis case we are seeking for selling
price of these indispensable assets. This methaglohtion has a limited importance

between valuation methods (12).

Substance value as a type of objectified valuefioanfollowing use:

* A base for estimation of collateral range

« Valuation of share in Ltd.

» Added data for return analysis methods of valuation

» A part of estimation the company value. Combinethods are used mostly
in continental Eurone
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* The basis of goodwill valuation
» Entire substance value determine the highest \@laempany being valued

Table 9. The use of substance value

3.7.3. Substance Value based on costs saving

This method is advisable to use during buy or bddtision making. If we
suppose probable level of future returns, the campalue (company being bought)
results from its ability to substitute all expengetate for building new company.
“Substance value based on costs saving is quavditdétermination of substitute effect

of existing assets. (12)”

Within this valuation method the assets are note@las individual items, this
method works only with cash flows related to proypetems. Cost saving substance
value is based on supposed business plan and ke @acompany is derived from

following principles:

» relation to future business and cash flows
» valuation of a company as entire company

* subjective point of view (subjective future plans)
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4. Analysis of banking environment and credit condions

4.1. Banking sector influence on corporate finance

The company decision making process precede asabfsieconomic and
financial environment. Banking sector is the sigmifit player in financial and
economic environment and analysis of current saona¢nables to see conditions and

possibilities of bank products as sources of cajgofinance.

4.1.1. Basic indicators of economic situation

Performance of the economy is usually measured rbgsgdomestic product

ratio.

Woeorld =———Advanced economies Euro area

USA

Japan Czech Republic

Chart 1. GDP development. Source CNB

The global financial crisis, which has been startedalf of 2007 in United
States and subsequently has captured some westoplesreeconomies, in 2008
transferred to other economies including the Czameh This situation evoked the fear
about bank attitudes towards traditional portfobgpecially towards small and middle
enterprises. In consequence of drop in foreign aelmand of global tightening of
financial conditions, the Czech economic growth dmee markedly slow down in
second half of 2008. The performance of economyinfiienced by businesses
profitability and also by interest rates of capéaiployed (loans).
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Fiscal and monetary policy of banking sector hasignificant impact to

economy through interest rates.
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Chart 2; Basic Czech interest rates; Sour€&B
After the growth of interest rates in 2007 and 2@@8 basic interest rates have
became slump at the end of 2008. It was the reaaiioCzech National Bank to

decreasing demand in an effort to keep stabiliyjnancial sector.

Profitability of businesses in 2008 dropped dowmamparing to previous year.

Next chart shows the progress of some key finanicidicators for non-financial

corporations.

RoE

Interest coverage - | T—_RoA
Gross profit
VAﬂEmpI.‘,, ] margin
Wages/VA {' 1 Debt ratio e 2007

' —2008

VA/Sa\ES-"-' ' o V’Debtcf;esft\;icmg
L__ - Average
Cash ratio collection period

Current ratio

Chart 3; Key financial indicators for non-financiabrporations; Source: ARAD;NB
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4.1.2. Indicators of credit policy of commercial bks
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Chart 4. Real interest rate on corporate detource Merrill Lynch Corporate Indices,

Thomson Datastream

In an effort to sustain stability and liquidity dfnancial sector, Czech
commercial banks responded through tightening btheke dimensions of financial
conditions: volume of loans (respectively new issl@ans), interest rates (higher loan
rate) and non-interest conditions (financial celfat or the requirement for part of own
sources of project).
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Chart 5. The volume of new issued loan; Source: A\RAB

! Note: Corporate bond vyields in the euro area #edUSA and interest rates on long-term corporate

loans in the Czech Republic adjusted for curreatipcer price inflation.
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This approach influenced also the volume of pradittans into Czech private
sector. Development of credits has been decreasneg second half of 2008, as can be

seen in chart 5.

The amount of new issued loans for businesses laakeoh similar progress as
total amount of new issued loans. The developméranmunt of corporate deposits

most likely copied the loans one, as can be seehart 6.
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Chart 6 The corporate deposits and loans; Sou€deB.

From the businesses point of view, the mentionedvabdata express the

unpleasant conditions for them.

The critical situation on financial markets is cented with high aversion to
riskiness, what has negative impact on market @r@mnstrument sources of corporate
finance (e.g. bonds, shares and other papers)étithe of uncertainty of markets,
clients prefer more secure traditional financiatioments. They prefer bank financing.
It posses banks as the primary source of externahde and give them appropriate

power.

Despite of uncertainty of financial markets, taremse of overdue loans or
default loans and to significant currency swindie €zech financial sector thanks to
unpleasant proceedings stands pretty well. Thisilgyasupports: the low rate of toxic
assets, low amount of loans in foreign currenagiesd liquidation balance and enough

volume of capital.
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Chart 7; Creditworthiness of non financial corpdaats; Source: ARADCNB

Also the non- interest conditions became to be ntigigen, as can be seen in
chart 7 which express the development of cliengslibvorthiness. Tighten collateral
requirement or demand for complicity on projecte&ficing also doesn’t facilitate credit

procedures.

Access to bank credit is limited mon-interest conditiongspecially for small
and middle young businesses and for innovativeniealy sophisticated projects.
Generally these companies are not able to fulfdharpened collateral requirement.

Second reason of credit proceeding failure lieshiort-term existence of businesses.

Managers™ personal collateral is not often suffitiand the young companies
often dispose unsatisfactory capital what could/eseas material collateral (movable
property or real estate, eventually government bandclaims). Does it seem to be for
you as limited possibilities of credit collaterallthe next chapter describes the

possibilities of credit collateral.
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4.1.3. Legislative limits of credit collateral pabsities

The ordinance No. 282/2008 Sbh. (22) admits follgMeachniques of reducing
credit risk and conditions of collateral eligibylitThis enactment distinguishes material

collateral according to certain approach.

Material collateral is distinguished according &mge of use firstly to material
collateral eligible for all approaches and secontdymaterial collateral eligible for

Internal Rating (IRB) approach.
4.1.3.1. IRB Approach

Banks in the framework of IRB system recognize fooaterial collateral

instruments:
* real estates
* claims

* movables

» properties in the lease

As material collateral by theeal estatesmay be recognized: residential:
buildings owed by the beneficial owner; shares ahnish residential housing
companies; non-residential buildings from Membeittest; shares of Finnish housing

companies.

As material collateral can be recognizedims which generated from business
transactions or other transactions with term ofirations is less than 1 year. Bank
cannot accept as collateral: claims against deb@rployees; claims connected with
securitization, sub participation or credit derivaf claims against economically

connected subjects.

Movablesare accepted: if the liquid market exists and Esalbo quick and
effective realization; if the market prices of mbles are public and available (22).
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4.1.3.2. All approaches
Banks in the framework of all approaches accepha®rial collateral:

* clearing

+ financial collateral

Clearing for the reducing credit risk purpose can be aazkpt form of clearing
connected with claims and liabilities, than as fep of repo transactions, papers

transactions and commodity or margin transactions.

In the framework of all approaches banks may reizeghadinancial collateral:
cash or credit linked notes; monetary gold; debtifesmtes issued by governments or
central banks registered in rating agencies; debtificates issued by institutions
registered in rating agencies; debt certificatesigd by others registered in rating
agencies; debt certificates with short term ratidgbt certificates without external
rating issued by institutions which are quoted be stock exchange; shares and
obligations comprised in Px; shares in investmantl$ if their current prices are daily
published (22).

4.1.4. Conditions for granting loans

4.1.4.2. Czech banks

On Czech financial market operate 37 banks whiclof3fem are with foreign
major implication. Most of these banks are grantoans, some of them are specialized
only on mortgage transactions. These banks aregitb granting business loans with

different purposes. These loans can be dividedfouogroups.

The first group of products of business loan camrsidoan for operations. Banks
are willing to borrow money with personal collalea movables, claims or very

common instrument of collateral is blank bill.

The second group contain specific loans and renghoans. Collateral here is
dependent on the amount of loan and on expiratioa.tThis group of loans are mid
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term. Banks accept as collateral personal guaradk@ens, real estates and sometimes

also movables.
Third are mortgage loans with real estates asteodlh

The fourth group are loans for project financingréibanks accept as collateral
real estates, claims and specific movables. Ircéis® of development projects are few
of banks able to accept also business shares.

CSOB Hypotecni | Unicredit | Raiffeisen | Ceska Volksbank | Oberbank | Komercni | GE Money
Banka Bank Bank Sporitelna Banka Bank

blank bill blank bill claims claims blank bill bill bill

personal personal | personal | personal personal personal | claims

guarantee guarantee | guarantee | guarantee | guarantee guarantee

real estate ... movables ... claims claims reatesta

claims bill real estate  claims claims claims ik

real estate guarantee movables  guarantee movables movables real estates

movables real estate] ... real estates real estates real estates

guarantee

real estate| real estate real estate real estatd estates| real estates real estates real estates estates

movables | real estate real estate real esfate gstadbe| real estates real estaies real estates estatds

business business business claims business
shares shares shares shares
real estate claims claims

Table 10. Accepted collateral in Czech banks; Ssu@wn research

Amount of loan, interest rates, time expiration aondditions of loan drawdown

and payments are consulted individually with foonsclients needs.

To get a loan has two aspects: satisfaction theraamconditions and individual
bargain. Today’s situation is unfavourable to gelo@an, as is mentioned above:
creditworthiness is dropping also the amount of m&swmed loans, corporate loans and
interest rates were increasing and non interesditons have been tightened up. The
model of one dominant financing bank can help tpliapnt for a loan. Non interest

conditions are mostly the reason for rejectionegfuest for a loan.

- Banks are willing to individually communicate ottwllateral instruments.
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4.1.4.2. European banks

In Western European countries is the current sgoatround granting loans also
not very pleasant for businesses. Financial chiishe Western European Institutions
intensively than in Czech Republic and banks rehote that also with tightening of

credit conditions.

In the second quarter of 2009, the net percenthgeporting banks a tightening
of credit standards for loans to enterprises bsoddbpped. The net tightening of price
and non-price terms and conditions on loans torpnses declined in the second

quarter of 2009, what can be seen at chart 8 (19).

W April08 mJuly08 mOctober08 mJanuary09 mApril0S mlJuly09
90

&a

70

GO

40

30

20

10

Marginson  Marginson  Size of loan or  Collateral Loan Mon-interest IMaturity
average loan  riskler loan creditline  requirement  covenants  rate charges

Chart 8, Terms and conditions for approving loansmdit lines to enterprige Source: ECB

According to Cushman & Wakefield research more thali of 83 responded
big banks are not willing to grant loan with comeial real estates as collateral. The
rest of responded banks borrow to reliable clierieh dispose quality real estates with

2 Notes: Ratios are expressed in netP (net peragnfiige net percentage is defined as the difference
between the sum of the percentages of banks resgdntightened considerably* and “tightened
somewhat”, and the sum of the percentages of baekponding “eased somewhat‘ and “eased

considerably”.
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strong contracts of lease. Except the decline of berrowers also the LTV (loan to
value) fall down In United Kingdom the LTV falldm 80% - 85% to 60%-70% of
estimated value of real estate. In Western Eur@seleen the decline more apparent
from 85% - 90% to 50% - 60%. In Czech Republidhes ¢urrent LTV around 65%.

Banks which are willing to borrow finance are mogatious and require more
detailed information business plans, which are etail checked. Easier position has

stable clients with history on the market and veifipropriate capital.

4.2. Widely accepted methods of company valuationnibanking

practise

4.2.1. Banking practise in Czech Republic

Legislative limits for loan collateral derive theethods of company valuation for
purpose to get banking financing. The ordinancerd@nes material collateral accepted
in the IRB approach and also for all approacheg. rBisult of this legislative limitation
is the acceptance of claims, movables, bills aherotertain papers and real estates as
collateral. Some banks are also willing to acceptallateral business shares but also
for developing projects, what means that the bdghi® business share is again real
estate. Consequently thproperty analysis methodasre practically only the methods
accepted in Czech banking practise.

Property analysis methods consider the valuatiomndividual items balance
sheet. This valuation overestimates these itenesnvairket prices. Each group of items

balance sheet is specifically valued.

4.2.1.1. Property revaluation of real estates

Objective assessment of real estate value takes aucount technical,
economical and market aspects of real estate. Msider all these factors are used three

commonly accepted methods: comparative, revenuenaterial (12).
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» Comparativemethod lies in comparing certain amount of realizales
of similar real estates. Main comparable factoes tegre: location, area,
technical conditions, equipment, age and so on.niam task is to gain

information about realized sales of similar reaht=s in relative time.

* Revenuamethod is determined from the encashment rent.vehes can
be calculated as present value of discounted ngenue from

encashment rent.

» Material method estimates how much would cost the recortgiru of
the real estate in current prices minus amortimatiche ordinance No.
279/1997Sh. includes the procedures of materialat@n methods and
also the prices for (practically) all parts (constrons) of all real estates
(21).

Each bank also imposes requirements on real esaate®llateral and on the

method of their valuation. Real estate has tofydtilowing conditions (principles):

* The subject of transaction is the loan. Real esimtenly collateral

serving for decrease of credit risk.
* Real estate has to be able keep its value fortiomgy

* Real estate has to be saleable for the case whanrdmnnot pay the

liabilities. Realized selling price from right aéh is usually lower.

Banks can estimate the real estate collateral veltie the help of internal
workers or they can gain the objective value ol estate with the help of external
appraiser or Expert Institute. Appraiser or Extéinatitute has to dispose with licence

in evaluation of real estates.

4.2.1.2. Valuation of other tangible property

This chapter distinguish two basic groups of talegiiroperty. The first group
considers machines and enginery. The second consiaierial, goods, inventory and
others (12).
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Valuation of machines and enginery is specific igisze which requires
appropriate technical education and additionallgneenical education. Procedures of
this valuation are based on standards issued bgnBiar engineering Institute in Brno.
This valuation provides appraisers or Expert logtg with licence in evaluation in

movables.

Valuation of inventory can be divided into accoumtealuation methods (LIFO,

FIFO and average techniques) or on the base abdaption prices (12).

4.2.1.3. Valuation of claims

Claims valuation technique is dependent on theqgaemf valuation. In the case
of assignment of claims to bank or use claims diateoal, are accepted three basic

valuation methods: revenue, cost and comparatipe (1

* Revenue metho based on estimation of future cash flows frdra t
claim and their discount into present value. Thisthod is the most

widely use and theoretically can estimate the raostirate value.
» Cost method can be used, but really in extreme case

» Comparative method is theoretically possible, brgcgically can’t be
applied, because each claim is specific and seaydor similar claims

which were assigned is nearly impossible.

In the practise appraisers don’t only calculatevakelie on the base of nominal
value, future cash flows and discount rate, theg abnsiders legal situation of relevant

documents, than collateral of claim and the finahsianding of debtor.

Claim valuation providers are bank workers, whos@neate the value for
internal needs of bank or they check and compagi @stimation with estimation of
claim value provided by appraiser or Expert InséitutAppraisers and Expert Institute
has to dispose with licence in evaluation of claiffisese subjects are usually focused

on company valuation and dispose with appropriaense.
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4.2.1.4. Valuation of financial assets

Concerning cash, short term papers and shares@téom papers and shares the
valuation can use the accountant techniques (pagrersin accountancy valued in

purchase price) or comparative and revenue metbiogsuation.

* Cash are considered in their nominal value. Foreigrrencies are

transformed according to exchange rates of natioaiaks.

» Papers traded on stock exchange are valued evgrypmdhe market.
Papers which are not traded on the stock exchamgyde comparatively
estimated. Non traded debt certificates can beedalon the base of

revenue method (12).

Seeing that legal limits for financial collaterahieh allow only paper traded on
stock exchange and debt certificates, the comparatiethod is not using in practise.
Financial assets valuation for bank internal nesddone by bank workers. Bank can
also entrust appraiser with estimation debt cedié value by the revenue method.

Appraiser and Expert Institute have to dispose @ajtpropriate licence.

4.2.3. European banking practise

Despite the financial crisis, the tightened ternmsl @onditions for approval
credit to enterprises are decreasing and expepecexurther slow decline in tightening
of term and conditions for approval loans. Europeanks are willing to borrow money
against real estates (less against commerciakstales), claims, movables, papers and

business shares.

The first four collateral instruments are accemigdilarly as in Czech Republic.
They are transformed into market value throughedg#iiit valuation methods as is
mentioned above. Likewise Czech banks, also theoggan use the internal bank
valuation for banks” needs and also for checkingoonparing with value estimated by
appraiser or Expert Institute. As well as Czecle BHuropean appraisers and Expert

Institutes can provide the valuation only with aygprate licence.
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Besides these collateral instruments, Western Eamodanks are willing to
approve loan against business shares as collaterttie base of detailed analysis of
business planBusiness plaranalysis and detailed financial analysis are dsdecior
valuation of a company respective its sharedigcounted cash flow metho®CF

method is broadly used in Anglo-Saxon cultures.

4.3. Introduction of company being valued towardsd get a loan

4.3.1. Company Introduction

Business name ABC Brno, s.r.o.

Legal form: Limited liability company, registeratl County

court in Brno.

Firm domicile: Zimni 902, Brno 614 00, Czech Rigljmu
ID: 13526908

Basic capital: 100 000 CZK

Commencement date: % September 1995

On the date of valuation firm doesn’t register aapital participation.

4.3.1.1 Subject of enterprise according to ceriifie of incorporation
* metal-working
* smithery
* wholesaling

4.3.1.2. History and present description of ABC Bxrs.r.o.

ABC, s.r.o was set in 1995 as a subsidiary of AB@oBGroup holding with

domicile in Eidhoven (Netherlands). The rise of gamy has been due besides to
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economical aspects also to Dutch owners” intefestitaqualified and skilled working
potential in region.

Subsequently the company focused on production cige mechanic
components especially for foreign clients. Suceebgi company rose to become a
producer of sophisticated mechanic components fligbt, space, medical, electro
technical and other equipment. All production t&geabroad. Target markets are

mainly: Germany, Netherlands, United Kingdom, Swiikznd, France and Canada.

Currently ABC Brno employs 75 employee and dispagd modern enginery
on the 1450 square meters of process area. Prodymtcess use special software and
quality control system conform t&SN EN ISO 9001:2001 certificated at Airbus
Deutschland GmbH, further t@SN EN 9001:2003 certificated by Honeywell

corporation.

ABC Brno arrived at current level in complicatedrgeetition especially with
foreign firms and under pressure of clients whiefquire high quality, high speed of
production process, flexibility and reliability. Bhindustry sector imposes difficult
conditions on qualification and experience of ergpks, further on technical equipment
and on technological procedures of a firm. Contimffort of ABC Brno, s.r.o. to keep
competitive advantage lies in the seeking of opltiaaomation of production, in
application modern technology support and alsoeivetbpment of new approaches for

preparation and for realization of production psxce

Management of subsidiary ABC Brno, s.r.o. made giecito30 % business
share from foreign business partner. This partner igngilto sell his share in amount
30 000 000 CzZK. The task for financial manager as get appropriate financial

resources for surrender 30% business share (30@DCZK).

4.3.1.3. Markets being operated with ABC Brno, s.r.

Firms”™ production is focused especially on foreigarkets (Germany, France,
UK, etc.). Production mix composites of wide rargfeflight and pace components,
accurate medical components, components of sp@aasuring instruments. They still

efforts to extend the production mix. Between thay customers can be mentioned:
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AIRBUS DEUTSCHLAND GmbH., BAE Systems, EADS Trangadion, SIGPACK
SYSTEMS, EMERSON, TESAT, PHILIPS, THALES, EATON, BOH, PARKER
HANIFIN, FEI, ECS EUTELSAT and others. Honeywell rhspace and Pratt and
Whitney are considering the cooperation with ABGQ\@&rs.r.0. Despite the decline in
industrial production across these markets, keyentdi are strong companies
successively fighting with financial crisis or ugigovernment support instruments.

4.3.2. Conclusions of SWOT analysis

STRENGTHS WEAKNESSES

wide production mix limitation of size of products
good geographic coverage in region south and

middle Morava, Vysocina dependence on material suppliers
high quality of production dependence on few key clients

flexibility of supplies

rising capacity of production
own logistical coverage
providing full service to client

OPPORTUNITIES THRETS

using the EU programs mergers and acquisitions of competition

using the government supports of industry vertical integration of flight machinery producers
expansion of flight production in CZ substitutability

demand for accurate components in measuring
technologies

slowly revival of industrial production

Table 11. SWOT analysis overview. Source: Own reBea

Mentioned above SWOT analysis confirm the presupnptif stable percentage
market share proportionally dependent on the growth volume “Production
transportation equipment” market. Significant proidadvantage firm doesn’t show. It

follows that volume of ABC Brno sales correlateshwgrowth in sector.
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5. Appraisement of ABC Brno, s.r.o. towards to gea loan

5.1. General presumptions for the valuation ABC Brwo, s.r.o.

Before the appraisement lets assume general legainomic and others

presumptions considered in financial plan:

Considered period

* Legal form

* Tax policy

* Economic and law system

+ Inflation

Accounting principles

5.1.1. Considered period

Prognosis of proven financial plan consider pefiatn 30" June 2009 till 3%
December 2013. This period doesn’t express the dination of a company. According
to financial plan will be the development of compasiable in 2013 (especially the
growth of sales, investment and so on). Followiegrg (after 2013) are modelled as

perpetuity.
5.1.2. Legal form

ABC Brno, s.r.o. is company with limited liabilityaccording to Czech
Commercial Code and other related law.

5.1.3. Tax policy

For the valuation based on historic economic outof company (period from
2005 till 2009) we can use average income taxaathe level of 24%. Income tax rate
development shows decreasing progress. Currentlthastax rate 20% and it is
supposed another decrease for income tax. Nextwidoe this rate 19%. According

to KPMG research has the income tax decreasinggssgFor the following period we
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can consider the income tax rate on the |[8®@8l. Even the income tax will decline,
the other taxes — especially consume tax — wil. ris

5.1.4. Economic and law system

We don’t presuppose significant changes in presecdnomic and law
environment, which could have an impact on comraérsiatement of a company.
Market economic policy will continue. After certatrme of economic convergence
with European Union, we can presume the adoptidéuod. Previous plan for adopting
Euro in 2010 are not real thanks to recent criSi#ttier plans talks about 2012 as about
the year of adoption, the others consider later. y&athe convergence period, we can
expect higher correlation of CZK/EUR exchange rtitan to others currencies.

5.1.5. Inflation

Inflation in July 2009 reached 3,1 % according tee€h Statistic Bureau
measures. Czech national bank same as ECB trideedp financial stability and
inflation target. According to May prognosis wik lannual increment in 3Q/09 1, 3 %

and in 4Q 1,7%. Estimated long term inflation carcbnsidered i2% p.a.

| |
I Monetary :

policy
horizon !

Inflation target -

1/07 1l IV 1/08 I 1 v 1/09 1l 1 v 1/720 1 1 v

90% I 70% M 50% M 30% confidence interval
Chart 9, Actual and projected inflation in CzectpRilic. SourceCNB

5.1.6. Accounting principles

For the valuation we suppose that all availabl@anting data are in compliance
with Czech Accounting principles.
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5.2. Specific presumptions of financial plan

Financial plan has been elaborated by renownedutestKPMG for company
need until the year 2013. Following valuation of @Brno is based on this financial
plan and on my additional information. Further #a¢uation also results from balances
to 31" December 2005, $1December 2006, 31December 2007, 31December 2008
and 3¢ June 2009.

5.2.1 Sales and Costs
5.2.1.1. Sales

Basic parameters of projection sales plan are: @ggdevolume of goods sales,
other operating incomes, other financial incomesl axpected volume of future

investment.
5.2.1.2. Costs

Prognosis of operating costs includes: consumgtimm operations, labour and

other costs, tax and fees, other operating cofter inancial costs.

5.2.2. Working capital

The volume of working capital belongs to financpllan. Its calculations
elaborate the KPMG institute. Working capital (W) estimated on the base of
average turnover time from past period (2005 — 20R@garding to absence of factors
influencing assets turnover (e.g. stable structdireuppliers, clients and stable amount
of stocks) is the WC estimated as turnover averapes implies stabilization of WC

development and its changes are related to chamgeses and operating costs.

The part of WC is not calculation of operating regtdash, because ABC Brno
doesn’t register any cash, which is not meant parations. Higher account balance has

investment purposes planned at 2009.
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Current

liabilities 2803 7267 8993 12346 11634 16029 20451 8656 7173 7543
Operating

needed cash 5545 8519 10024 17158 17528 0 0 0 16064 39231
Liquidity for

1st instance 1,978 1,172 1,115 1,39 1,507 0 0 0 2,24 5,201
Change n.a. -2974 -1505 -7134 -370 17528 0 0 -16064 -23167

Table 12. Working capital.

5.2.3. Investment expenditures

Investment policy influences the effort to getngsireturn of capital invested.
Investment is focused on reconstruction of engireeny expansion into new locations.
Finally are these financial sources targeted im&@a® with cutting costs and growing
production potential. For the period (2009 — 20i88)planned investment in total
amount 80 000 th. CZK. 30 000 th.CZK will be usetilithe end of 2009. In 2010 will
be spend 20 000 th. CZK and in 2011-2013 will heegted 30 000 th. CZK.

5.2.4. Debt resources

On the date of valuation ABC Brno doesn’t registey long term or short term
banking loans. In the period of financial plan ABno is not going to use charged
external sources for their operations. Rational @wesf company would however use
the external sources at higher level than at nddegarding to capital structure
optimizing we can use optimal debt ratio of busenesctor. Debt ratio is derived from
relation between own and external financial sourddss ratio is according to A.

Damodaran 36,89% (costs of these sources are 6,50%)

5.2.5. Terminal period

For the calculation of cash flows in period aft€12 (terminal period) we

accepted following presumptions:

* volume of sales in 2013
* growth rate 6,64%
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{CF (2011) =[Corrected EBIT (2010) *( 1- tax) -ABEX] * (1+growth rate)where, }

tax = planned tax rate in 2013;
Growth rate = perpetuity growth rate;

CAPEX = capital expenditures (net investment irangible and non-tangible assets

and into working capital).

Investment for the perpetuity period are highenttapreciation value thanks to

volume of net investment, which will finance 6,64¥6wth rate in perpetuity period.

Capital expenditures (CAPEX) suppose that returmesf net investment is at
least same high as costs of capital. The rate wf ingestments is 39,15% from the
profit after tax. Following table shows the caldida of operation capital return. In

future period we can expect increasing development.

Operating income -2051 -1761 6383 8918 13298 16912 21715 27336 35727
Fixed assets 7041 5912 5288 11590 35961 48333 49704 50367 52367
Capital participation 0 0 0 0 0 0 0 0 0
Short term assets 28632 26179 30018 33912 25844 30264 32916 51455 77344

Short term liabilities 2803 7 267 8993 12346 16029 20451 8 656 7173 7543

Cash 5545 8519 10024 17158 0 0 0 16064 39231
Operation capital
return -7,51% -10,80% 39,19% 55,74% 29,05% 29,09% 29,36% 34,79% 43,08%

Table 13, Operation capital return., Source: Fina@rospects

5.2.6. Planned growth rate of ABC Brno for finandiglan period and for perpetuity

Growth rate for financial plan and perpetuity pdrionplies from influencing

factors as follows:
5.2.6.1. Expected inflation rate

Expected long term inflation rate is estimated28a p.a. This is explained in

chapter 5.1.5. Inflation.
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5.2.6.2. Expected GDP growth rate

Expected rate of GDP in Czech Republic and in Edeigrmined on the base of

Ministry of finance prognosis.

-8 Jor w108 I 1 voe I [l v 1110 I [l v

90% 70% u50% ® 30% confidenceinterval

Chart 10, Actual and projected Czech GDP, SourdéBC

Prognosis in 2009 expect decline 3,9%, in 2010eia®e 0,7% and in 2011 may
be real the annual increase 2,2,%. European asaystmore sceptical on development
of GDP in EU. Forecast for 2009 expects 4% decéind in 2010 still decline 0,1%
(Source: Eurostat). Comparing Czech and Europesscdsts, the Czech GDP will
grow faster than European growth rate. The aveoddestorical and expected growth
rate in period 1996-2011 B,6% annual increment in Czech Republic and for period
1999 — 2010 i4,6% annual increment (measured for EU 27).

5.2.6.3. Expected growth rate of sales for the fia#al plan period

In following table are mentioned historical data sdéles value in sector

“Transportation facilities production” and sales ABC Brno, s.r.o. including their

comparison.

Transportation 310 943 334 746 381791 446 581 544 180 403 648
facilities production

Growth rate% n. a. 7,66% 14,05% 16,97% 21,85% 15,13%
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ABC Brno, s.r.o.

53

Growth rate%

n. a.

Share of ABC in sector

0,02%

Nominal GDP growth
rate %

9,22%

Difference between
rate of nominal GDP
and sector

n.a.

49
-8,57%
0,01%

6,01%

-1,65%

64
31,95%
0,02%

7,99%

-6,06%

71
10,55%
0,02%

9,72%

-7,25%

91
27,91%
0,02%

4,82%

-17,03%

66
15,46%
0,02%

7,55%

-8,0%

Table 14. Historic sales in business sector, SEUECB, Financial prospects

From the table follows, that considered businessosen financial plan period

mentioned rising progress until the year 2008,aherage raise is 15,13% p.a. (2004 —

2008). Here is also necessary to note, that “Tramapon facilities” sector includes

huge range of producers with different businessviies. ABC Brno is more likely

producer of components for aerospace and flightistrg. Mentioned above sales

consider industry growth rate on Czech market. st target market for ABC Brno,

because its production is focused on export. Th#te reason for limited usage of this

parameter in company valuation.

From the table also follows that in 2005 and 200éhgany suffered losses

because of expanding production and higher volumeiavestment. Excluding these

complicated years ABC Brno sales noted increasmgress. Comparing to all sector,

the market share of company is in average 0,02%. mimimal share is influenced by

the fact, that “Transport facilities” sector inckglalso car and automotive producers
like Skoda Auto, a.s.(TPCA Kolin).

Sales of ABC Brno

Growth rate %

91284
11,04%

114 105
25,00%

127797 140577
12,00% 10,00%

154 635
10,00%

125680
13,61%

Table 15, Planned sale, Source: Financial prospecti

The sales growth according to financial plan is041% in 2009 resp. 25% in
2008. This growth rate exceeds the growth rateoaiinal GDP rate.

Financial plan being used for valuation of ABC Brea.o. is in compliance with

expected GDP growth and with sector growth. Tharfaial plan keeps also market
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share of ABC Brno. If the market share of companygansistent, we can assume the
comparison of company and sector/nominal GDP groatih as acceptable.

5.2.6.4. Expected growth rate of sales for perpstyderiod

The growth rate in perpetuity period (after 2018pnalogously planned on the
base of long term expected inflation (2% p.a.) exppy average historical expected
GDP growth rate until 2013. To this we add one tpraof difference between sales
growth of ABC Brno and GDP growth (1,81%). Pursuamtsubmitted long term
contracts of key buyers we can consider this grgwirogress as real, despite the global

downturn in economic activity.

Than we can estimate for perpetuity period growdke rin amount (2% +
2,83%+1,81%) 6,64% p.a.

5.3. Valuation methods used

Consider the variants reflecting the rate of refamd consider the requirement of
rational investor who is taking in account the riskated to this investment has been
chosen the return valuation methobncretely discounted cash flows methott
inclines to the opinion respected by specialist$ experts community that, companies
continuous in their operations should be valuedtiom base of expected return,

respectively on the base of perspective and proginos

Nett capitalization return methodlas been chosen as the second way of
valuation 100% business share of company. This edetionsiders above all the value
of past economic outcomes, which are correcteddatoparable real level. The ground
for valuation using this method is: profit and l@xount, balance sheet, respectively
corrected operating income after tax.

62



5.4. Nett Capitalization Return method

This method considers especially past economic ocouts, which are

subsequently corrected. In contrast to DCF, thiotkleans on past outcomes.
As entry parameters of Net capitalization returnhod can be used:
» permanently (perpetuity) removable return

* Cost of capital (discount rate)

5.4.1. Assessment of permanently removable return

Economic outcomes of ABC Brno determined to" Tdecember 2005, 51
December 2006, $1December 2007, 81December 2008 and 8@une 2009 are the
base for calculation so called permanently remavabturn. Outcomes in 2009 are
considered for whole year. Removable net retumetessary to consider as the volume
of resources, which can be allocated into owndraréholders). These resources can be
allocated without any changes in fundamentals cb@mpany. At the same time we
suppose no creation of reserves from profit. Furthe suppose that, firm will keep
only the volume of resources which is necessarynét return (corrected profit) will be

allocated.

Further we consider the operating income inclutiesdiepreciation of long term
assets on the level their reproduction price. Ie thaluation is used accountant
depreciation, what expresses the reproduction valtieassets better than tax

depreciation. This is keeping the value of longtaissets.

The net removable return value is the income frguarations corrected with
created reserves, sales, depreciated price of Isolg term assets (material) and
taxation. Income tax noted decreasing progressatit Republic (28% - 04; 26%- 05;
24% - 06; 24% - 07; 21% - 08; 20% - 09). For thaduation | have decided to use the
average percentage of taxation for all period beogsidered in valuation, it means
24%. Permanent removable return is transferred intcectiprices thanks to Consumer

Price Index.
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From the founded value of permanently removablernein each year we can
calculate the weighted average net permanently vabie return. The weights are
chosen according to significance of past economitcames. The first year of
considered period has weight 10% (because of tistarete), the following two years
has the weight 7,5% (because of worse economicomgs and expanding of
production capacity), other years have the weigfb2

Operating income 10793  -2051 -1761 6383 8918 3153
Change in reserve balance and 0 0 0 127 114 500
Sales from long term assets and material 2556 614 511 1039 1512 1285
Depreciated price of sold long term assets 0 0 207 520 711 446
Costs interest 922 624 325 282 252 3
Permanent removable return before tax 7315 -3289 -2390 5709 7979 2811
Income tax 24% 24% 24% 24% 24% 24%
Permanent removable return after tax 5559 -2500 -1816 4339 6 064 2136
Inflation 28% 1,90% 2,50% 2,80% 6,30% 1,10%

Permanent removable return after tax at
current prices

Weight of net permanent removable return 10% 7,5% 7,5% 25% 25% 25%

Weighted average of permanent

2 867
removable return

Table 16, Permanent removable net return of AB®Bstr.0. in thousands CZK;

Source: Internal data

5.4.2. Conclusions to appraisement of ABC Brno witsing the Nett Capitalization
Return Method

Taking in account all presumptions (legal, econgrojerating and others) the
average value of permanent removable return fao@e2004 — 2009 is (on the date
31.7.2009) 2 867 th. CZK. The cost of capithb¢ount ratg¢is 16,91% p.a. as has been

used in calculation of DCF valuation as costs qitehrate for the period of perpetuity.

Further there is necessary to consider also theoperating part of firms™ assets,

claims and capital participation. From this poiftveew, ABC Brno registers in their

64



accountancy (on the date of valuation) dolyg term claimsConsequently the value of
non-operating property is 199 th. CZK.

The value of ABC Brno, s.r.o. while using Nett Gaptation Return method is
on the date of valuatiob6 754 th. CZK.

Company value = 16 953 — 199

This method doesn't reflect the future potentiatompany therefore it serves in

this case only as additional data.

5.5. Discounted cash flows method

5.5.1 Entry parameters

As the key valuation method in this case has béesen discounted cash flows

method, because it takes into account above ailahe of future cash flows.

5.5.1.1. Discount rate — approximation of costsoafpital
For the determination of costs of capital is neagsto set:

» Costs of equity
» Costs of foreign capital.

Weighted average costs of capital (WACC) have liegarmined through using

so called iteration.

5.5.1.2. Discount rate — Costs of equity
For the determination of costs of equity is necgstaknow:

* Risk free rate

* Beta factor
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e Risk premium
» Country risk premium
» Size and market capitalization risk premium

» Specific risk premium

Risk free rate

In July 2009 the yield of long term bonds in Cz&dpublic with time expiration
in 9" December 2022 were fixed on 5,69 % for purchask5n6% for sale. For the
assessment of discount rate is used as the riskdte the yield for sale, $46% p.a.

ST.DLUHOP. 3,25/09 100,3 100,8 2,09% 0,33% 27.11.2009
ST.DLUHOP. 6,40/10 102,4 103,4 2,60% 1,13% 14.4.2010
ST.DLUHOP. 2,55/10 100,2 101,2 2,37% 1,50% 18.10.2010
ST.DLUHOP. 6,55/11 107,8 108,8 2,72% 2,26% 10.5.2011
ST.DLUHOP. 4,10/11 101,9 102,9 2,89% 2,28% 4.11.2011
ST.DLUHOP. 3,55/12 99,3 101,3 3,79% 3,11% 18.10.2012
ST.DLUHOP. 3,70/13 99,8 101,8 3,75% 3,19% 16.6.2013
ST.DLUHOP. 3,80/15 99,1 101,1 3,98% 3,58% 4.11.2015
ST.DLUHOP. 6,95/16 115,2 117,2 4,20% 3,87% 26.1.2016
ST.DLUHOP. VAR/16 95,6 97,6 5,12% 4,78% 27.10.2016
ST.DLUHOP. 4,00/17 94,8 96,8 4,83% 4,50% 4.11.2017
ST.DLUHOP. 4,60/18 96,6 98,6 5,08% 4,80% 18.8.2018
ST.DLUHOP. 5,00/19 97,9 99,9 5,28% 5,01% 15.4.2019
ST.DLUHOP. 3,75/20 85,7 87,7 5,51% 5,24% 9.12.2020
ST.DLUHOP. 4,70/22 91 93 5,69% 5,46% 9.12.2022
ST.DLUHOP. 4,20/36 80 83 5,65% 5,40% 12.4.2036
ST.DLUHOP. 4,85/57 85 95 5,78% 5,13% 26.11.2057

Table 17. Yield of long term bonds. Sourge/w.patria.cz

Beta factor

ABC Brno, s.r.o. falls within the sector “Produstiand service of airplanes and
spaceships” (OKE 35 30) according to methodology OKHSector classification of
economic activities). This classification is conglde with US SIC methodology,

whereas ABC Brno falls within the sector “Aerosp@mfence — Equipment”.
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European Aerospace and Defence 27 1,02 36,89

Table 18.Clear of debt Beta factor by sector, Seunttp://pages.stern.nyu.edu/~adamodar/

For the estimation of the debt ratio of ABC, sfoo each year is necessary to
consider fact, that company for last few years hdaveeen financed from bank loans.
Financing of company without bank loans is suppadsd in financial (business) plan,
which is elaborated until 2013. For the period efpetuity is estimated the debt ratio
on the base of average similar firms debt ratiohis sector. The debt ratio for ABC
Brno is estimated at 26,95 %.

Risk premium

This premium can be calculated as the differented®n shares yield (e.g. S&P
500 index) and government securities (Stocks — idBp for the period 1928 — 2008.
This risk premium i5,19% p.a.,its volume is appropriate estimation of futurekris
premium. (Sourcehttp://pages.stern.nyu.edu/~adamodlar/

Country risk premium

In the case of calculation discount rate of forerggk free return and foreign
return is used the market index, then is necedsacpnsider the country risk premium
(12). Country risk premium can be also used indase of calculation local risk free
profitability. This premium as based on the ratofigountry and on volatility of shares
and bonds markets yield. Long term rating of CzZRepublic is A1 — so called default
spread is for than 140 bps. We can estimate anstadjucountry risk premium by
multiplying the default spread by the relative égunarket volatility for that market.
Global volatility of shares market comparing to atdity of securities market is 1,5
(http://pages.stern.nyu.edu/~adamodar/) . For tdeutation can be used following

formula:

[Country risk premium = Relative volatilitfcountry default spread/10000) }
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After the substitution current values we can esntaeCzech Republic risk premium
as2,1% p.a.

Size and market capitalization risk premium

The legal form of company being valued is Ltdtthahy we cannot determine
its market capitalization as the conjunction of twemof shares and their market price.
Ltd ABC Brno creates authorized capital 100 000 CZkhis volume doesn’t
correspond to real market value of company. Corssttjuwe can use the volume of

equity whose fundamentals better reflect the marépitalization.

Ibbotson Associates in their publication 2004 VéahraYearbook (8) transform
this risk premium in classification businesses adiog their size. Considering the size
ABC Brno can be classified as the business withran@apitalization. For the period
2009 and following periods consider the size andketacapitalization risk premium at
4,01% p.a. as follows in table 15.

Mid-Cap. 3-5 1167,04 4794,027 0,91%

Low-Cap. 6-8 330,797 1166,799 1,70%

Micro-Cap. 9-10 0,332 330,608 4,01%
Breakdown of Deciles 1-10

1- Largest 11444,104 286638,305 -0,34%

2 4809,422 11366,767 0,50%

3 2592,978 4794,027 0,67%

4 1723,907 2585,984 1,11%

5 1167,04 1720,959 1,36%

6 797,302 1166,799 1,59%

7 508,21 795,983 1,57%

8 330,797 507,82 2,25%

9 166,445 330,608 2,90%

10 - Smallest 0,332 166,414 6,34%
Breakdown of the 10th Decile

10a 96,961 166,414 4,50%

10b 0,332 96,928 9,82%

Table 19, Size and market capitalization premiuour&e:Ibbotson Associates
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Now we decided to use size and market capitalinatisk premium for ABC
Brno at 4,01% p.a. which correspond to companiesiwsize of market capitalization
varies between 0,332 — 330, 698 mil. USD respdgtivi003,888 th. CZK —
5980 342,632 th. CZK (at 31.7.2009 was exchangeaecording to CNB 18,084 CZK
per USD). Valued company is relatively small in ggare to big companies quoted on
U.S. stock exchanges, what is base for existindystdBC Brno is comparatively small
to competition at the sector “Aerospace/Defenceqdifiiment” according to US SIC

methodology.

ABC Brno thanks to its size will be classified ini@db decile. This decile
includes companies which size of market capitabravaries between 6 003,888 th.
CZK - 1752 845,952 th. CZK. So than we should aersthe size and market

capitalization risk premium at the lev&P8% p.a.
From the mentioned above facts results:

» The market capitalization risk premium at the le#@1% p.a. corresponds to
average value of companies, which size of markgital&ation varies between
003,888 th. CZK — 5980 342,632 th. CZK. With aete observance of
Ibbotson Associates methodology should be the amk market capitalization

risk premium at the level of 9,28% p.a. (decile 10b

* Market capitalization premium is not comparison difference between
company riskiness with the biggest capitalizationABC Brno, because the
companies with biggest capitalization (decile 1 d¢ee assigned the market

capitalization premium at minus level. ( -0,34%.p.a

For the estimation of market capitalization premiwve choose more
conservative approach and we classify ABC Brno irgiobjects with micro
capitalization (than 9-10 decile). Consequentlychieose appropriate risk premium at
the level 4,01%. Any lower premium should correspaa subjects classified in™9
decile with size of market capitalization highearth3 009 991,38 th. CZK. Roughly it
would correspond to companies with market capaélim much higher than for ABC

Brno.
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Table 19 results from statistics of size premiuntl@U.S. market. For discount
rate calculation is used beta factor of Europeampamies. Here also exists the
probability, that European companies determinirgylibta factors can be smaller than
U.S. companies determining data at table 19. Camsdly level of MC risk premium
should be corrected. We can compare average sizmrapanies included in beta
statistics on U.S. and European markets. The diffe# between both markets is

minimal (see table 20).

European market 4244,12
U.S. market 5517,85
% difference 76,92%

Table 20: Average market capitalization. Sourt#p://pages.stern.nyu.edu/~adamodar/

Each class for the size of market capitalizatiam loa consequently converts also

for the European companies. They are easily cadeby the difference as follows in

table 21.

Mid-Cap. 3-5 897,64 3687,38 0,91%

Low-Cap. 6-8 254,44 897,46 1,70%

Micro-Cap. 9-10 0,26 254,29 4,01%
Breakdown of Deciles 1-10

1 - Largest 8 802,37 220471,21 -0,34%

2 3699,22 8742,88 0,50%

3 1994,42 3687,38 0,67%

4 1325,96 1 989,04 1,11%

5 897,64 1323,70 1,36%

6 613,25 897,46 1,59%

7 390,9 612,24 1,57%

8 254,44 390,6 2,25%

9 128,02 254,29 2,90%

10 - Smallest 0,26 128 6,34%
Breakdown of the 10th Decile

10a 74,58 128 4,50%

10b 0,26 74,55 9,82%

Table 21, Corrected size and market capitalizatisk premium. Source: Ibbotson Associates.




U.S. market probably comprises companies with higlwapitalization,
simultaneously also includes bigger amount of cangsawith standard capitalization,
what decrease the difference in average capitaizaiThis acknowledges also the
calculation of premium, when for companies with thiggest capitalization assigns
negative value, so it declines the discount ratnsiglering mentioned above relations,

we can suppose this methodology as appropriatecfoection of European beta factor.

ABC Brno is classified with high reserve into™@ecile with premium 9,28%
p.a. which biggest capitalization is 1 752 845,852CZK and it is surely classified in
interval with correction 4,01% and with highest italization 5 980 342,632 th. CZK.
Value is not balancing on the edge of these intervhat’s why another additional
correction is not necessary.

From the complex point of view on discount rate arskd parameters for
valuation, can be final discount factor considesisctonsistent and adequate to rational
investors expectations. Regarding the market stlaf8C Brno and existing strengths
and weaknesses and also regarding to positive @@weint of past economic outcomes

and overcast of its continuing, we can supposedisount rate as balanced.

Final calculation

The above values can be instated into followingnida:

Minimal required rate of return = Risk free ratef+* (risk premium and count

risk premium) + market capitalization premium + spgee risk premium.

So than:
Minimal required rate of return =5,46 + 1,02 * (8 + 2,1) + 4,01 = 16,91%.

The minimal required rate of return (CAPM Methodshbeen estimated for
ABC Brno, s.r.016,91% p.a.
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5.5.1.3. Discount rate — Costs of foreign capital

In perpetuity phase of synthetic rating method whstdering the relation
between operating income and costs of foreign ahpfthanks to this relation is
established synthetic rating (e.g. AAA, BBB, andos)). Consequently with regards to
risk free rate and risk premium are estimated ss@paosts of foreign capital. ABC
Brno, s.r.o. has been classified as AAA with adéguaemium at the leved,75%.

Costs of foreign capital vary at the level 5% tog perpetuity period.

Weighted average cost of capital

The value of WACC can be estimated on the basebomeacosts of equity and
foreign capital and on the base of relation betw@en and external sources (is gain by
iteration). Perpetuity considers this relation be#w foreign and all sources
(Debt/Equity ratio),which are describes in financial plan of ABC Brsa,o. until the
2013. After the instalment of values, the WACC are:

Risk free rate 5,46% 5,46% 5,46% 5,46% 5,46% 5,46%
Clear of debt Beta 1,02 1,02 1,02 1,02 1,02 1,02
Involved in debt Beta 1,02 1,02 1,02 1,02 1,02 1,32
Risk premium 5,19% 5,19% 5,19% 5,19% 5,19% 5,19%
Country risk premium 2,10% 2,10% 2,10% 2,10% 2,10% 2,10%
Size and market cap. Premium 4,01% 4,01% 4,01% 4,01% 4,01% 4,01%
Debt/Equity ratio 0,00% 0,00% 0,00% 0,00% 0,00% 36,89%
Dent/Capital ratio 0,00% 0,00% 0,00% 0,00% 0,00% 26,95%
Tax 20% 19% 19% 19% 19% 19%
Costs of interests 5% 5% 5% 5% 5% 5%
Costs of equity 16,91% | 16,91%| 16,91%| 16,91% 16,91% 19,13%
WACC 16,91% | 16,91% 16,91% 16,91% 16,91% 15,06%

Table 22. Discount factor for ABC Brno, s.r.o.
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5.5.2. Estimation of FCFF

Income from operations 10146 | 16912 | 21716| 27336| 35726 38 098
Tax 0,20 0,19 0,19 0,19 0,19 0,19
Tax from operations 2029 3906 4 995 6533 8 690 7 239
Change in deferred tax 0 0 0 0 0 0
Net operating income after tax 8117| 13006| 16721| 20803| 27036 30 860
Depreciation 4511 7 629 8629 9337 8 000
Change in reserves 0 0 0 0 0 0
New investment -30000| -20000| -10000( -10000| -10000
Change in working capital -14 104 4089 2 357 2155 2352
Free Cash Flow to the Firm FCFF -31 476 4724| 17707 | 22295| 27388

Table 23, FCFF of ABC Brno, s.r.o0. Source: Finahpisspects

5.5.3. Valuation of ABC Brno, s.r.o.

Regarding all legal, economic and operating presiamg, which were the base
for prognosis estimation, is the value of assatsilities, which have close relation on

the creation of operating CF of company:

Operating effect (explicit determination of NPV) 12 089 th. CZK
Perpetuity effect (implicit determination of NPV) 247 311 th. CZK
> 259 399 th. CZK

5.5.3.1. Valuation of assets which are not direatbtated to creation of operating CF

Company ABC Brno registers on the date of valuaidditional cash in amount
of 13 494 th. CZK. Because of very low liquidity ¢ine date of valuation, we can
consider this cash as necessary for operatingitesivSo there is no unnecessary cash.
Further the company register non-operating asdety) (term tangible property as
buildings, enginery and equipment in weaned quarryamount of 13 654 th. CZK.
Depreciation related to these properties is exdudem operating costs, so it doesn’t

implicate the valuation of operating part of conypan
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5.5.3.2. Valuation of debts

Company doesn’t evident on the date of valuationtaank or other loan. Value

of debts (external sources) is zero.

5.5.3.3. Final calculation

Final calculation of company value results from trered above partial

calculations. Concrete calculation is following:lu& on the base of discounted cash

flow with value of assets which revenues are nduihed into operating cash flow.

Assets/Liabilities with direct relation on creation operating CF

248 641 th CZK

Assets of company without direct relation on cregbperating consider:

Unnecessary cash
Non-operating assets
Long term claims

Short term claims

Capital participation

0th CzK

0th CzK
-199 th CZK

0th CzK

0th CZK

Liabilities of company, which cash flows are notthe range of operating cash flow

considered:

Value of debts 0 th CZK

Valuation results 259 200 th CZK

5.5.4. Conclusions to valuation of ABC Brno, s.rwith using DCF method

The value of 100% business share of company AB®Bsm.o. is according to
DCF method on the date of valuation 259 200 thods&¥ZK.
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5.6. Resolution of valuation methods being used

Appraisement of ABC Brno is based on external da@onomic forecasts,
statistic data, sector analysis) and internal gataided by ABC Brno, s.r.o (account
sheets, financial plan prepared by KPMG, infornratioom interview with financial
manager ABC Brno, s.r.0.). The value of net busrma®perty ABC Brno, s.r.o. has
been estimated on the date of valuation by follgwialuation methods:

Discounted cash flow method 259 200 000,- K¢

Net capitalization method 16 754 000,- K¢

Regarding to opinion, which is widely accepted kpext public, is the value of
reasonable collateral estimated witiscounted cash flow methodThis method is in
contrast to net capitalization method real valuatacd company considering planned

economic contribution to shareholders and considehe riskiness of economic sector.

Company is operating on the Hi Tech field with hiathded value to products.
With respect to future sales under contract, exte@nsf production capacity, continuous
principle of company, stabilization of company atransformation into different sector
and considering reliable financial plan we suppibsg this method represent the best

market potential of company.

Net capitalization return method uses the historic economic outcomes of
company. This is appropriate for companies wittblstaeconomic activity. It means
companies which are not expecting changes in dpagsaand their depreciation on the
level of its reproduction prices. In ABC Brno cabées method doesn’t reflect future
potential. From this reason we consider this metmddditional.

Book value of equityis on the date of valuation 38 329 th. CZK. Boakue of
equity has only statistic character same as vatgémated by other property analysis
methods. These methods don't reflect future paaerdaf company, profitability or

riskiness of economic sector.
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6. Conclusions

The objective of ABC Brno, s.r.o. was to obtain mppiate financing for the
purpose of surrender 30% business share, whicmgelto foreign partner. For this
purpose the financial manager chose bank loan eguatk source for this transaction.
Pursuant to his decision has been done analyslsamking environment and credit
conditions for getting loan with following resultBanking approach to granting loans
and credit conditions have been recently somewbghatehed comparing to previous
periods. This is implication of current persistingcertainty related to financial crisis.

Banks consequently requires collateral or particypeon loans.

Within Czech banking sector are collateral possied limited also by
legislation. According to law they can accept aéateral business shares of companies
only being quoted on Prague Stock Exchange (Pxih&uthey are willing to grant a
credit secured by business property, which valuesttmated on the base of assets
revaluation. European banks are willing among athediscuss business share as credit
collateral of companies, which are not quoted ococlStExchanges. ABC Brno, s.r.o.

belongs to this companies” category.

Obtaining propriate loan required business shaliateaal. Therefore has been
necessary to determine adequate valuation methdD@¥% business share of ABC
Brno, s.r.o. Regarding to future potential of comphased on elaborated financial plan
has been chosen the discount cash flow valuatiothode This method considers
planned economic contribution to shareholders aondsidering the riskiness of
economic sector. ABC Brno, s.r.0. is growing compamnoducing Hi Tech products.
Further the company dispose with future sales uwdeatract and they are going to
extend production capacity. Valuation considers alsntinuous principle of company

and stabilization of company after transformatioto idifferent sector.

After calculations has been estimated value of @mpbased on discounted
cash flow method in amount of 259 200 000 CZK.

The realization of thesis results was suggestion appropriate banking

institutions, where could company get the loan.nfFrihe mentioned above reasons
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Czech banks haven’'t been willing to accept colddtén amount of business share.
Accordingly ABC Brno, s.r.o. address the foreigmkiag institute, which are able to

accept collateral in form of business share ansgatse determined by discounted cash

flow method.
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