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TALK GIVERN ON SEFTEMEER 5. 198&. IM QUITO. ECUADOR.

AT THE CORFORACION FINANCIERA MNACIOMAL (CFM). TO

MEMEERS OF THE DEFTO. DE EMFRESAS Y REHAERILITACIOMN

(DEFARTMENT RESFONSIELE FOR MOMITORINMG/REHARILITATING

/MAGRIEETING CFM'S EQUITY IMVESTMENMT PORFOLIO).

Lédies and Gentlemen:

I have been asked to talk with vou about valuation -for the
purpose of settina =zales prices on shares of private sector

cCompaniec.

IMTRODUCT IO

I understand that CFN is about tﬁ embark on a program to divest of
ite holdinas in commercial companies and properties. The point of
departure is the settina of appropriate prices for these holdings.
Orie can anticipate that if the price ics et *00 low it mav attract
the wrono kind of interest and risk criticism that the State’'s (and
hence the public’'s) patrimonv was scld too cheap. If priced tco hiah.
1t mav discouraae the =serious investor and may cause a no-sale on the
inmitial offerina. If (t is then re-priced. the risk is that the

market mav simolwv sit back and weit for further lowerina of orice.

This conference will discuss some of the lLev 1ssues in valuation.



ft the outeet. it is well to point out that valuina is verv
important for settina the sales price. But it i€ aleo an important
first step that provides informaticn for a rance of other importart
decisions concerning the timino of a sale. the market to seek. as

well as such guestions as whether and how to prepare the companv for

sale.

CREDENMTIALS

Mv credentials consist of several vears working as a commercial
banker in Latin America followed bv § vears ac Chief Executive
Officer of an investment company coeratinag in Latin America in the
came field as CFN. In fact., that company and CFM held manv of the
same investments in Ecuador. Durina my vears with the company. many
of its investments in Latin America were put on the'market and =old.
More recentlv., I have been engaaged in helping the Government of
Hornduras. throuah the Center for Frivatization of Washinaton DC.

under contract with AID. to studv and develop a plan for orivatizinag

almost 70 state—owned entities in that countrv.

FREMISE

The basic oremice of valuation is that value is transactional:
l.e. it arises out of a transaction. The value of a orivate business
asset) whether shares in & comoanv. a piece of ecuioment. land or a
building. 1s what it is actuallv sold for in the market. Until then.
the value is strictly comeone’'s estimate of the price it miaht fetch

sametime in the future.
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In valuina an asset for cale. what we are doina is =imulatina the
market environment in order to et as close as practicable to what
the market is likelv to pav for the item.

The'kev consideration is to put ourselves in the place of the
buver and ask how much we can expect to earn from the asset.
Forecasting future earninas reallv is the heart of the process. We
then calculate the present worth of this future stream of income and
relate that to how much risk is involved and how much we could earn

in alternate investments of similar or lesser risk.

THEORY 0OF YGLUATIONM

Most people would agree with the theorv of valuation which states
that the valus of & bucsiness ig in direct relation to the future
benefits it will accrue. Thev mav have differina w$y5 of how to
calcuate the benefits. i.e. of translating the thecry into oractice.
Sut the aenerallv accepted thecrv, stated more technicallv., is that
the value of a business depends on the future benefits that will
accrue. discounted back to a present value at some appropriate rate.

This talk will discuss some of the wavs to estimate future
benefits. with specific relevance to the Ecuadorean environment.
Al=so. we will have in mind CFN'c decsire to have a pracedure which
provides reasonable assurance that it i< settina the riaght price for
the shares that it intends to d’vecst. Qlso —-the point must be
repeszted- valuation is onlv part of the divectiture process. an
important one and the starting point. but onlv part. There is an
eguallv important part which is to finu the right buver and offer the
riaht terms and conditions to conclitde the sale. This *alk cannot
treat it in detail. but it is imoortant to mention it. in the
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Ecuadorean settina. To make a succecssful divestiture of CFMN's
portfolio. in the Ecuadorean market. it mav be necessarv to do more

than correctlv calculate a selling orice.

GOALS OF VALUATION

The general goal of valuation qhould.be to achieve a businessman’s
valuaticn -that is. what a businessman thinks it ic worth to him. for
it is a businessman who is goina to buv it. I believe that this kind
of valuaticon is what is called "fair market value". the amount for
which an asset would likelv be sold by a knowl edaeable seller who is
willing but not obligated to =sell to a knowledaeable buver wio is
willinag but not cbligated to buwv.

Such an approach should establicsh high and low parameters and
avoid two mistaken apbproaches: Dné. the use of bhook Qalue (to recover
the Government's investment in trouﬁled companies) which would onlv
drive buvers awav. and the other —-the fire sale approach- to get rid
of the asset once and for all. which would inspire the wrona kind of
interest and earn criticism harmful to the whole process. Euver and
seller are much more likelv to #aree on & sales orice that is
developed in a raticnal. open wav. Frice, then. may not be the biaq

lesue. More likelv. it will be the terms of fered.

CEMN'S GOALS

The approach which I have just described should be consistent with
CFN's grals. In reaching a valuation and in negotiating a =ale. CFM.
becance it is disposinag of Mational patrimonv., must be concerned with
the wav the valuation is oraduced and the means bv which a sale is

effected. Otherwise. 1f the trancsaction is not sanctioned bv public
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opinien. the whole orivatization process could be harmed. Moreover.
it must be concerned with who the eventual purchaser is. at least in
the case of the larae troubled firms. For., the whole point of
privatization ic to get such firms into the hands of thosz who can

restore them to economic efficiencvy.

THEORY AND FRACTICE OF VALUATION

There are no formulas. mathematical equations or models to use
which will automatically produce the right price. You can use a
computer to help vou perform a rational. logical sequence of steps to
reach a working estimate. In fact. a computer proarain can be verv
useful, as we will sce. But there is rothina precise about setting
values. It is a series of judgements. and highly subiective,
Moreover. one simbplv cannot come up with the right p?ice which
auarantees the right sale. This is nat to sav that there are not
formula approaches to setting the price; and occasianally they can be
helpoful. Service businesses SQch as insurance agencies and travel
aagencies are examples. They are susceptible to formulas because their
aross marqgins are usuallv fixed and known. Orce the buver pluas in
the sales volume he more or less knows what will be available to
cover his costs and can make & calculation of the potential
orofitabilitv of the business for him.

The common formula aporoaches are based cn the balance sheet. the
incone statement or both. For examole. there is:

ADJUSTED BOOK VALUE ~This is more useful when the company has a

hiagh prooorticn of its assets in current assets.

CaPITALIZATION OF EARMIMNGS - this is useful when the company has a

teady earninas stream. but it has to be adiusted to eliminate

U]

extrao-dinary items.
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FERCENT OF GRUOSS REVEMUES —-the idea is that especiallv in service

businesses. as we have seen. a certain amount of aross revenue ouaht
to be able to produce a certain amount of net profit.

The problem with formula apoproaches in general. it is said. is
that the result usuallv turns out to be unfair to one partv or the
other. The valuation praocess should reflect & complex set of factors
usuallv too compler to be embodied adeguately in a formula. A& formula
miaght produce an aporopriate value in one vear. it might not do so in
another.

fAaoain, stated brieflv. the value of a business depznd=s on the
future benefits that will accrue. discounted back to a present valus
at some appropriate rate.

The starting point is the appraisal. The appraisal must document
preciselv what ic pocssecsed. its ownership. location.and value. This
must be done either on a going-concern bacsis or a liquidation basis.
Moreover. if 1t is & fixed asset. a determination has to be made as
to what is its highest and best use and a value assianed
correspondiﬁgly. A major problem in valuing assets is obtaining
current information on replacement coet. You are well aware of this.

There are three basic approaches to valuation. Actually thev all
degpend in one wav or ancther on a market price. And thev are
performed in order to arrive at the fair market value.

MARKET AFFPROACH
INCOME AFFROACH
COST AFFROACH
Which approach to ucse depends on what is being appraised. as this

chart chouc:



LAMD MAEREET
IMFROVED FROFERTY INCOME
GOING CONCERN INCOME
MACHINERY & EQUIPMENT COST

When applicable. the market approach ic considered preferable in most
appraicales cince it reflecte the informed judqement of thocse active
in the marketplace. However, one has to concider each approach in
each appreaical and finally select a single one based on his
judagement. rather than malke an average of the values derived. ball
Street uses averaage valués on occasion. as we shall see. but in a
verv limited specialized wav. Thev are averages of values that are

all calculated in the same way.

MARKET AFFROACH

In the market apbproach. you compare the szales prices of similar
compenies or.similar assete. or the asking prices for =ome that are
for sale at the time. Since no two are the came. the appraicser has to
make adiustments for the differences: —-{for example. differernces in
phveical characteristice, terms and corditions of cale. location.

etc..

INCOME AFPROACH

This approach calculates the present value of future cash ctreams
which will be produced over the life of the item. Firet vou have to
make a proiection of the cash flows which can be expected to be
generated. You have to estimate future incomes and enpenses. Then vou

have to convert these cash flows to a present value equivalent which

7



accounts for the time value of monev. The fair market value is the
sum of the discounted cash flows and the discounted recsidual value at
the last vear of the cash flows aenerated. The dicscount Factor is
adiusted to reflect risks in attainment of future income streams.

The valuation of the future earninags potential of a goina concern
is not an eract science. Concsiderina the same relevant factors.
experts mav differ widelv in their appraisals of value based on
potential earnings: there are so manv factors involved. and the
weights asciaried to each is a matter of judgement. The factors
include not only the business itself. and pecple. but econcmic
conditions, comretition, government actions, etc.. The kev point. in
my opiniaon, is to put more weight on future projections than an

histaorical recults.

COST AFFROACH

This approach uses the replacement or reproduction cost as an
indicator of fair market value. It is based on the idea that an
investor would pav no more than what it would cost him to replace or
reoroduce the item. In fact. that would be the highest amount he
would pav. If the item being sold would not provide all the utility
as the new one. then ite price would be lowered to adiust for

deterioration —wear and tear— and obsol escence.

EQOK. VALUE

Book VYalue is useful because it provides a basis for arrivinag at =&
rate of return. Bv itself it does not tell vou what the market mav be
willina to nav for the shares. But., to the extrent that revaluations
of assets are performed reaularlv. in accordance with Ecuadur ‘s rate
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of inflation. it can be a rouah benchmarlk of current market value.

The NOMIMAL value per share ic similar to the par wvalue concept

used 1n other markets. It shows the value assigoned to the shares when

originallv issued and. as such, shows the oriaginal cost per share.
Here in Ecuador, there appears to be more attention paid to this

figure than might be wished.

YOUR METHOD OF VALUATIOM

I was pleased to collaborate in a reformulation of vour pricing
methodoloav. As it is now configured. it takes into account the
important factors that bear on valu-=s in Ecuador todav., vet stays
within the basic prircinles of valuation. The key factors of vour
methodoloay. a= I see them. are:

MET WORTH -~ Ev adjusting ascets and liabilities to current worth
vou remove from the balance sheet aésets which are not needed to
produce the expected stream of earninas. You also adiust for other
known changes in the status of both assets and liabilities. and vou
revalue assets in accordance with current value. You alsc establich
recidual value for the assets at the end of the holdinag period when

an inves=tor presumablv might sell his holdings. Censidering Ecuador

's

inflation and devaluation of aporaximatelv 18-20% and 13-15% per vear '’

resoectively and the fact that the Ecuadorean investor looks for
"total return”., and thus purchases not enlv fo~ earninas but for
appreciation as well. this seems to be a procedure which "fits" the
circumstances.

AS to the orcblem of obtainina current information on the cost of
imported machirmerv and eauipment. I believe that it is not s1mplv a
guestion of having access to price liste and estimates of inflation
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rates. With all due respect for vour conesiderable abilities in
valuating, I would nevertheless encour=ge vou to retain independent
appraicsers for the compleyx and important cases. This is an expensive
and often time consuminag process, but worth it because vou get the
benefit of professional training. experience and third partv
objectivity. Moreover., these appraisers bring with them an
encvclopedic knowledae of current replacement costs.

FUTURE EARMINGS - You analv-e historical earnings as a point of

departure for ectimating future earnings. but make an indeoendent
estimate of future earnings based on consultation with the management
of the companv involved. And vou place it in the perspective of the
‘aereral business environment. Your decision to limit earninas
estimates to five vears seems about right for the changing Ecuadocrean
scene.

I would comment that since both the estimate of future earninas
and the estimate of future residual value is hbased on valuing future
events. your analvsts will want tO0 come up with a range of reasonable
values for each companv. I would sugaest three ranges: pessimistic.
optimistic., and a mid rarge. which we miaght call "most likelv®.

OFFORTUMITY €COST - The fact that an investor Can earn 307 on his

monev with normal risk and liquidity. makes it appropriate that this
fiagure be used in discounting future earnings back to the present.

A GEMERAL COMMEMT OM YOUR VALUATIONS AFFROACH

While I support vour idea to have a zinale approach for all
companies, it mav'prove in practice that vou have to alter vour
épproach in some cases to weigh more heavilv the valuation of
patrimonv (assets less liabilities) and in other cases weiagh more

heavilv the estimate of earninas. Mv reasoning is that in caces where
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the asset base is nealiagible. compared with earnings, as in the case
of a service business, vou would want a capitalization of earninas
approach. and in cases where there are heavy assets and the earnings
are negligible, vou would want an asset value approach. However, all
in all, I believe that vour method is suited to vour particular
environment., but the test will come in the market place.

I would reallv want to end this comment on vour valuation method
by emphacizing that formula or method is not as important ac the care

and judgement in obtaining the fiqures to put in it.

OTHER METHODS AMD FROGRAMS

VALUE SOFT FROGRAM

As an alternative method. which you can use to test your own
methr.d. I have given vou a copy of a computer-—aided éppraisal method.
"Expert VWitness" by Valusoft. The kit includes an incstruction manual
and a dicskette which you can use on vour computer. Also, vou will
note that it contains samples of actual valuations.

There are additional examples in the bock which I have left with
vou which also contains much basic material pertinent to vour
activities. The book. of course, ic "Valuirg A Eusiness", bv Shannon
Fratt. published in 1981 by Dow Jonecs-Irwin. This is a widelv
acclaimed text onm the amalvysis and appraicsal of closelv he d
companiecs.

I have discussed with vou. during my visit, some techniques and
rules of thumb used elsewhere. One example is the rule of thumb that
a share in a cement companv ought to be worth the value of annual
sales dividsd bv the pumber 0of share ocutstandina. These are useful acs
benchmarks against which to check vour own calculations. I would
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suagest that vou make a collection of such auides. for thev tend to
be univers=sally apnlicable in a broad sort of wav. Another techniaue
which I have described to vou is a method used in the U.S. for
leveraged buvoute where comparisons are made with the prices per
share at which other companies (especially those in the same
business) have been sold recently. The U.S. and Ecuadorean mar kets
obvicusly differ. but the techniques which mav be trancsferrable are
those which calculate. on a per share hbasic, averaae boolk value.
earmings, sales and cazh flow: assign multiples to them baced on
martet transactions or rules of thumb for the industry:.and then
derive a range of prices per share from which to calculate an
average. I have left with vau material describing this Fechnique.
But thke point that I wish to underscore is that the best approach.
whenever pocssible. is the market approach because it.reflects
informed judgement practiced by those who are in the market. The use
of more than one approach is valid —-with the caveat, however. that

the obiect is to come up with one price.

GOODWILL

Before finishinag., I would like to respond to the question that
come of vou have asked me about how to estimate the value of aocd
will or other intangibles. My comment is that thev are reflected in
the results of the bsiness. Sometimes. as in the case of a franchise.
like McDonald‘s or Hert=s in the U.S.. there ic a market price for the
franchise which can fairlv easily be obtained and plugaed into vour
calculations. But for most. i< thev have value. thev have alreadv
provided it in the form of higher esarninas and need not be calculated

again.



In conclusion. let me sav that I am imbrecsed Wittt vour knowledae
of the companies that vou monitor. and with vour Urnierstanding of
valuation techniques. It ic refreshing, too. that Et-veral of vou
contirue to seek more'information. I would encouraa:c vou to seek ac
much information as vou can, ecpeciallv about commer - ial transactions
of anv tvpe taking place in vour market because the, give vou a feel
for the current value of thinqsf Your market does nrt have a brecad
base ol transactions. but tramsactions are occurina. and whether
tradinag in real estate or debt instruments, thevy do rave a relation
to vour. transactions.

I svmpathize with vour problemc of getting infor~ation from abroad
and have sugaested to A.I.D. how they might help vow in this regard.
I al=o suagest that you establish contact with the C;mmercial Attache
at the U.35. Embassv so that he can channel to vou ir formaticn on
price trends.

If I could leave vou with one messaqQe it would E< this: There is
no business decicsion bigager than deciding the price it which a
coimpanv 1s =o0ld. Few expenditures are more worthwhi.= than those
necessarv to get it valued properlv. It costs monev :0 have
appraisals done. It is hard work., as vou well know. ‘utside
consul tants mav be needed because the know—-how to d- it properly is
not readily available. But., with a properly selectes outsider what
vou get. as I have gaid. 1= the benefit of professi .zl training,
experience, third partv objectivityvy and a krnowledae -¥ values.

I should mention that I do not expect that vou w. | find it easy
to sell vour share holdings to the public. Most Com. .mies think that
1t will be much easier to sell stock to the public ":an actuallwv
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turns out to be the cacse. Mv advice 1€ not to be daunted but to learn
from vour difficultics and trv to worlk more and more clocely with
brokers, bank=. investment companiec and other intermediariess who can
put vou in touch with i1nvestors. Tine intermediaries should also be
valuable in advising how to select companies for sale; prepare them
tor the sale. and even package groups of them.

ffie a partina thouwant., I must sav that vou have a good. bacsic
methodoloagy. Use it. refine it., check it. And keep vour focus on the
buver. He is tiie one vou need to complete the transaction.

I thank vou sincerelv for the fine reception that vou have agiven
me. It has been a pleasure working with you. and I enjoved the
teelino of being part of vour group. If I can be of help to vou in

the future. I am at vour service.

Joseph J. Eoraatti Seotember Z0. 1984
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