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Abstract: The valuation of a company is a complex process and requires comprehensive knowledge. The
decisions made at each stage have consequences for the next step. The first fundamental stage is to choose
the standard of value that the valuer wants to determine. Only then is the appropriate valuation method selected.
One of the further factors influencing the outcome of the valuation process is the cost of equity, which takes into
account important parameters of the company's operation. It is the cost of equity that causes the most
controversy and dilemmas. The research problem analyzed in the article is a way of calculating the cost of equity
in enterprise valuation. The example of a specific valuation indicates that the cost of capital cannot be a
parameter (data item) covering all risks, but only those that cannot be programmed in cash flows. In the course
of research works, the valuation of enterprise B organized in the form of a general partnership as of 29.08.2014
in connection with its contribution by the shareholders to the joint-stock company A as an in-kind contribution
increasing the capital was performed. Due to the fact that there is a minority shareholder in joint-stock company
A, there is a dilemma of choosing the right value and valuation method and the method of calculating the cost
of equity. Neither the literature on the subject in this respect, nor the parties to the transaction, indicate a clear
solution, especially as regards the value of the cost of equity.
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Streszczenie: Wycena przedsigbiorstwa jest procesem zlozonym i wymagajgcym wszechstronnej wiedzy.
Decyzje kazdego etapu rodzg konsekwencje dla nastepnych dziatan. Pierwszym fundamentalnym etapem jest
wybor standardu wartosci jaka w wyceniajacy chce ustalic. Nastepnie dopiero decyduje sie o wiasciwej
metodzie wyceny. Jednym z dalszych czynnikdéw plywajacych na efekt koncowy procesu wyceny jest koszt
kapitatu wtasnego, ktéry uwzglednia wazne parametry dziatania przedsigebiorstwa. To koszt kapitatu wlasnego
wzbudza najwiecej kontrowersji i dylematéw. Problemem badawczy analizowanym w artykule jest sposéb
odniesienia kosztu kapitatu wtasnego w wycenie przedsiebiorstwa. Na przyktadzie konkretnej wyceny
wskazano, ze koszt kapitatu nie moze by¢ parametrem (dang) ujmujgcym wszystkie ryzyka, a tylko tych ktore
nie da sie zaprogramowac¢ w przeptywach pienieznych. W toku prac badawczych przeprowadzono wycene
przedsigbiorstwa B zorganizowanego w formie spotki jawnej na dzien 29.08.2014 r. w zwigzku z jego
whniesieniem przez wspolnikdw do spoétki akcyjnej A jako aport podwyzszajacy kapitat. W zwigzku z faktem, iz
w spotce akceyjnej A funkcjonuje akcjonariusz mniejszosciowy pojawia sie dylemat wyboru wiasciwej wartosci
i metody wyceny oraz sposobu kalkulacji kosztu kapitatu wlasnego. Literatura przedmiotu w tym zakresie,
podobnie jak strony transakc;ji, nie wskazuje na jednoznaczne rozwigzania, szczegélnie jesli chodzi o wartos¢
kosztu kapitatu wlasnego.

Stowa kluczowe: koszt kapitatu witasnego, godziwa warto$¢ rynkowa

Introduction

The fundamental stage of the valuation process is
to determine the standard (category) of value for the
valuation of a given object. The choice of a relevant
value standard is often dependent on a variety of
circumstances, terms, conditions, subject matter,
contract, agreement, law or other factors. For
professional valuation, the use of a particular value

standard has significant implications with regard to
the assumptions, methodologies and techniques
that should be used in valuation.

Literature review

By indicating a value standard, the parties to an
actual or hypothetical transaction and the terms on
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which the transaction is to be entered into are
defined. There are four basic value standards:

() the fair market value,
(i) the fair value,

(iii) the investment value,
(iv) the intrinsic value.

The last one is also called the fundamental value.
The above standards are mixed up as a
consequence of two most important premises of
value: the interchangeable value and the value to
the holder (Fishman, Pratt, Morrison, 2007).

These two indications of value are decisive in
determining which value standard to apply. Value in
exchange is the value of a business or share in a
business that changes ownership in reality or
hypothetically. In accordance with this standard, it is
necessary to consider whether, from the
perspective of the objective of valuation, discounts
due to lack of control and lack of liquidity apply. The
fair market value and, to some extent, the fair value
standards are affected by the assumption of value
in exchange. However, the value to the holder
represents the value of the property that is not sold
but maintained, preserved in its current form by the
current owner. Ownership does not necessarily
have to be market-driven or enjoy demand to be
valued. The value to the holder may be greater or
smaller than the value in exchange (Szymanski,
2015). As a result, P. Szymanski points to the
following dependencies:

Value in exchange | Value to the holder
fair market value | fair value | investment value

When determining the value, the investment value,
as the value of assets or business for a specific
current or potential owner, requires, consideration
of the current or potential owner's knowledge,
capabilities, expectations, risks and income and
other factors. The investment value must take into
account possible synergies such as cost savings,
economies of scale, improvement of competitive
position, restrictions of price competition, etc. As a
result, the investment value reflects the possible
creation of added value, which may be higher than
the fair market value. It reflects the value of the
property not from the perspective of a hypothetical
investor but of a particular individual (current or
potential personalized owner) as opposed to fair
market value where the potential owner is
impersonalized.

Market value is defined as the estimated
amount that can be derived, at the valuation date,
assuming that the parties have a positive intention
to enter into an agreement, are independent of each
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other, act knowledgeably and prudently, are not in
a position under pressure and an appropriate period
of exposure of the real estate on the market has
elapsed.

The Common National Valuation Rules in the
General Valuation Rules of Companies equate
market value with fair market value. Fair market
value is the value of the object of valuation
expressed in money or a suitable equivalent, in the
estimation of which it is assumed that the
transaction involves a typical hypothetical buyer
and a typical hypothetical seller, interested in the
transaction and not acting under pressure (and on
imperative). It is assumed that the valuer has an
adequate amount of information about the parties to
the transaction and the buyer and seller have an
adequate amount of knowledge about the subject of
the valuation. The value determined on the basis of
the fair market value category is accepted by the
buyer and the seller (Zarzecki, Mgczynska, Beer-
Zwolinska, Bombata, Filipiak, Grudzinski, Habdas,
Konowalczuk, Panfil, Peksyk, Prystupa, Ramian,
Szymanski, 2010).

The literature on the subject correlates the
above definition, the definition of market value,
understood as the most probable price that a willing
buyer would offer to a willing seller in exchange for
the subject of the transaction, assuming the equality
of the parties and their independence, without any
compulsion influencing the decision to buy and sell,
with  full  knowledge of the subject and
circumstances of the transaction at a given time.

In this study, both fair market value and
investment value may be used in the valuation of
the examined company. However, due to the fact
that there is a minority shareholder in company A, it
is justified to apply the valuation at fair market value.
It is not in their interest to assess the investment
value, as this value will, by its very nature, be higher
than the fair market value. The higher value of the
company will translate into higher equity taken up
for the contribution made, limiting the share of the
same minority shareholder.

The choice of fair market value is also justified
by the regulations of the Polish Commercial
Companies Code. Article 311 § 1 of the Code
stipulates that if contributions in kind are provided
for to cover the share capital, the founders of the
company shall draw up a written report which shall
in particular (among others) present: — the subject
of non-cash contributions and the number and type
of shares and other titles of participation in income
or in the division of the company's assets issued in
exchange for them, — the people who make non-
cash contributions, sell property to the company or
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receive remuneration for services, — the applied
method of valuation of contributions. The next § 1 of
Art. 312 of the Code indicates the necessity to
examine whether the fair value of non-cash
contributions at least corresponds to the nominal
value of the shares subscribed for via them or a
higher issue price of shares. The general
requirement of the Code in a share issuance
situation is to set the issue price at least at nominal
value level. When a company is established, the
issue price of the shares usually corresponds to the
nominal value of the shares. For subsequent share
issuances, the issue price is usually not equal to the
nominal value. This is due to the fact that the issue
price should reflect the fair value of one share of the
company, which varies over time according to the
economic situation of the entity (Cyganski, 2016).
Economic practice shows that new share issuances
covered by in-kind contributions are often directed to
majority shareholders or their affiliates. In such a
situation, there is a risk that an overvaluation of the
non-monetary contribution will not only distort the
company's balance sheet, but also negatively affect
the value of shares held by minority shareholders — to
the benefit of majority shareholders or their affiliates.

The same valuation methods will be used to
determine each of the values considered, and the
differences will relate to the assumptions made
therein, including the cost of equity.

The literature on the subject (Panfil, 2008)
indicates the methods of valuation based on income
or property and mixed methods to determine the
values presented above. Among the income-based
methods, the most popular operating method for
valuation of enterprises used by practitioners is the
discounted cash flow method. It may be used to
determine both fair value, fair market value,
investment value and fundamental value.

Methodology and theoretical basis
To illustrate the essence of the problem of
determining the cost of equity, the valuation of the

selected enterprise using the DCF method was

Table 1. Forecasts of the revenue growth rate

presented. This method requires the use of the cost
of equity that captures various business risks. An
example of the valuation of a selected enterprise
then became the subject of considerations for
various adjustments and bonuses incurred through
the cost of capital.

The DCF method determines the current value
of the company based on forecasts of the value of
the cash that it is able to generate in the future. In
order to obtain the current value of the company, a
forecast of future operating cash flows is made,
which are discounted, i.e. their current value is
determined. This is because the money received
today is worth more than it will be in the future.

For the investigated company, the following
valuation parameters were established:

The forecast period should cover the number
of years over which a company will be able to
achieve returns on assets higher than the cost of
capital. After this period, it enters the period of
stabilization (slowdown in growth), and changes in
revenues are not as dynamic as before. The
forecasting period usually covers a period of up to 5
years. Sometimes it is possible to adopt a forecast
period of up to 10 years. This depends mainly on the
branch in which the company operates. The more
mature the industry, the lower the barriers to entry
and lower the margins, the shorter the forecast
period will be — in highly competitive industries with
low margins, the period may be only one year. In
industries with high barriers to entry and a strong
position of the company, this period is extended.

In order to determine the cash flows for each
year, it is necessary to forecast revenues. Next, the
dynamics of changes in other elements influencing
the final value of cash flows (including operating
expenses) is determined. To determine the rate of
revenue growth in the audited entity, historical
changes in revenue, forecasts for the Polish
economy and the establishment of the company
were used. Three scenarios of changes in revenues
were adopted:

Forecasts of revenue in % 2015 2016 2017 2018 2019 2020
Revenue realistically 15 5 5 5 5
Revenue pessimistically -1.5 15 2 2 2
Revenue optimistically 35 10 10 10 10

Source: authors’ own elaboration based on available financial data

The real forecast of revenue growth results
from historical data and forecasts of changes in the

economy. The optimistic forecast results from the
assumptions of the company's management board.
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However, the pessimistic forecast was based on
2011, the worst year of operation of the company.

Free Cash Flow Estimation (FCF) in the
company was carried out through a summary of
generated revenues minus operating costs, taxes,
net investments and changes in the net working
capital.

The discount rate in the valuation of
companies using the DCF method is assumed to be
the weighted average cost of capital (WACC). In
order to calculate the weighted average cost of
capital (WACC), the cost of equity and borrowed
capital must first be calculated.

The CAPM model (Capital Asset Pricing
Model) was used to determine the cost of equity. In
this model, the formula for calculating the cost of
equity is as follows: where:

Re = Rf + B (Rm — Rf)

Rf (risk-free rate) — rate of return on investment in risk-
free assets. 5-year Treasury bond yields for 2014 were
assumed — 3.18% (http://stat.gov.pl)

B (beta) — a coefficient measuring the price of a
company's shares in relation to the market as a whole. A
beta value of 1 means that the shares move statistically
like the market, a value greater than 1 means that the
shares react in the same direction, but more intensively
than the market. On the other hand, a value below 1
means that the securities are more stable and react
slower than the market. It also sometimes happens that a
company's shares have a beta of less than 0 — then the
stock prices move in the opposite direction to the market.
As the company belongs to the metal industry, the
average coefficients for metal industry enterprises for
2010-2013 listed on the Warsaw Stock Exchange were
assumed: 0.73.

(Rm —Rf) — market-risk premium (expected market
return minus rate of return on risk-free assets). Adopted
as a Total Equity Risk Premium for Poland in the amount
of 6.28% (Damodaran Online, 2014).

The cost of borrowed capital (Rd) is the
weighted average interest rate a company pays on
its debts taking into account the tax shield.

Rd = Rd * (1- tax rate)

The cost of borrowed capital was adopted at the
level of the credit cost in the current account
available to the company on the day of valuation
(margin 290 % + 1 m WIBOR (2.59 %)) and
resulting from agreement No. 115/SME/2013 of
06.12.2013. The tax rate corresponds to a tax rate
of 19%.

The total value of the company thus consists
of the value of all cash flows (discounted to an initial
period) and the discounted residual value less the
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value of all debts of the company. As a result of the
adopted methodology and fundamental analysis of
the company, its valuation was carried out in
accordance with the table below (Table 2).

The value of the company was estimated at
the amount of: PLN 4,594,667.59, and the cost of
capital was determined based on the rate of return
on investment in risk-free assets and market risk
premium. The analysis of literature and valuations
of private parties to the sale of the company
indicates that the valuers use the cost of equity to
capture the various risks that they identify in the
course of valuation. The critical analysis shows that
most risks are not justified in terms of cost of
capital, especially as they can be included in the
estimated cash flows.

Results and discussion

As has already been stated, practice and theory
mention and apply a number of methods for
estimating the value of a company. Similar diversity
is identified in the case of methods for estimating
the cost of equity, which is an important element of
the “valuation algorithm”.

The choice of a particular method for
estimating the cost of equity generally applies to the
income approach. Which methods provide the best
estimates for this key parameter in the valuation is
the subject of numerous publications. Different
methods usually lead to different results, which
generate different value estimates. The choice of
the method for estimating the cost of equity is
therefore fundamental. One of the methods is the
CAMP method, which in literature and practice is
considered adequate for estimating free flows (Nita,
2008). It was precisely the use of the CAPM model
that determined the cost of production of the studied
company. The analysis of the study did not focus on
the models for determining the cost of capital itself,
nor on the risks it should reflect in the form of
various bonuses or adjustments.

A special element of the cost of capital is the
risk premium. This parameter (Rm — Rf) — market
risk premium (expected market rate of return minus
the rate of return on investment in risk-free assets)
in the study was adopted as the Total Equity Risk
Premium for Poland in the amount of 6.28%
(Damodaran Online, 2014). Various studies show
that risk premiums typically range from 2% to 10%,
with predominant bonuses ranging from 5% to 8%.
The differences result from the fact that different
additional risks, such as volume risk and liquidity
risk premiums, are included in this element
(Zarzecki, 2013).
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The volume risk premium is a parameter that
increases the discount rate applied in valuation of
companies of medium, small and micro
capitalization. The application of the volume risk
premium is based on the belief that small and
medium-sized enterprises have a higher
operational risk. The volume risk premium is the
additional rate of return expected by investors on
investments in small and medium-sized
enterprises. Especially, when the discount rate has
been estimated on the basis of a long-term general
market risk premium (ERP) for the portfolio of
companies with high capitalization and where the
beta ratio represents the systematic risk of
companies significantly larger than the valued
company, a premium for additional risk resulting
from the small size of the valued company is
required. It is therefore a kind of a market anomaly
that suggests that smaller companies generate
higher rates of return than larger companies.

In the literature on the subject, one can find
studies both confirming and negating this effect, or
even studies indicating the occurrence of an inverse
relationship (Zarzecki, Byrka, Koztowska-Nalewa).
Professor Dariusz Zarzecki points to the difficulty in
estimating this paramete: (Zarzecki, 2013): Risk
estimation in the valuation of small businesses. The
risk of investing in small businesses increases with
decreasing capitalization. Therefore, there is a
negative correlation between market capitalization
of companies and risk. The standard deviation of
the average rate of return in individual deciles
increases with the decrease in the size of
companies. However, the increase in risk measured
by the standard deviation is proportionately greater
than the increase in the average rate of return of a
given portfolio, which is reflected in the increasing
volatility coefficient. This is the so-called volume
effect, which manifests itself in several ways. First,
the higher risk of small businesses is not fully offset
by the higher rate of return (in the context of the
CAPM model). The CAPM gives points only for
systematic risk (so-called beta risk). Small
companies have rates of return higher than the
rates set by the CAPM. Secondly, there are
differences in the autocorrelation of the calendar
annual rates of return between small and large
companies. A positive autocorrelation can be used
as a trend indicator and thus be used to predict
future returns. In the case of the smallest
companies, autocorrelation is the largest. Thirdly,
the "volume effect" is seasonal in nature. It can be
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said that it coexists with other so-called anomalies
on the capital market. The volume premium in
response to the disclosure of the so-called volume
effect has now become an important component of
the valuation process.

As already mentioned, this formula (Rm — Rf)
was adopted as a Total Equity Risk Premium for
Poland in the amount of 6.28%, considered to
reflect any risk of doing business in Poland. The
classic CAPM model assumes that all risks, except
market risk (beta risk), can be diversified (Zarzecki,
2014) by any rational investor. It follows that,
assuming a simplified method, serving as a
confirmation of the value of the company
determined by another method, e.g. property value
adjustment in the valuation by the size of the
company, is not justified. The situation is similar with
adjustment for the lack of or limited liquidity and
marketability risk.

A liquidity risk adjustment is applied when a
company is absent from an organized market, i.e.
the stock exchange. Numerous studies conducted
in the USA show that average illiquidity discounts
range from 30% to 40% (Wisniewsk, 2018). This is
a very large difference in relation to the valuation of
listed companies, which indicates the great
importance of correct estimation of appropriate
discount rates. As a representative of one of the
parties to the transaction, Deloitte Advisory Sp. z 0.0.
sees the need for such a correction at the level of
13%. In the audit, the above adjustment was
abandoned because the valuation using the income
method was a simplified valuation and served
basically to confirm the value determined using the
adjusted asset method in connection with assets
not disclosed in the balance sheet: intangible
assets.

The literature on the subject also mentions the
risk of concentration of the clients' portfolio, which
should be reflected in the cost of capital, especially
in the situation of personal and capital ties between
the company and a significant group of clients.

In the case at hand, the valued company
concentrated its sales in a group of companies
related to the owners selling the company. There
was a risk that the company's client package would
leave if it was sold to an independent buyer. The
concentration of the portfolio of clients in the group
of entities related personally and in terms of capital
to the partners-sellers was not accounted for
through the cost of equity but through the adoption
of a realistic forecast of revenue growth:



Pigtek E., THE ROLE OF DATA IN THE VALUATION OF AN ENTERPRISE — THE COST OF EQUITY, Zeszyty Naukowe Uniwersytetu
Przyrodniczo-Humanistycznego w Siedlcach Nr 122, Seria: Administracja i Zarzgdzanie (49) 2019

Table 3. Forecasts of the revenue growth rate

Forecasts of revenue in % 2015 2016 2017 2018 2019 2020
Revenue realistically 15 35 5 5 5 5
Revenue pessimistically -15 0.5 15 2 2 2
Revenue optimistically 35 7 10 10 10 10

Source: authors’ own elaboration based on available financial data

Their level was calculated on the assumption of
organizational and management deficiencies of the
company, including regular Clients and Clients
independent of the seller for the products and
services of the valued company. This assumption
underlies the fair market value method applied.
The concentration of the client portfolio in the group
of entities related personally and in terms of capital
with the partners, and thus a significant impact on
the ability to sell, was decisive for the
recommendation to use the property method in the
valuation.

Weight will also play a role in the valuation
using the weighted average cost of capital
("WACC"). Some researchers indicate that the
financing structure should be determined on the
basis of market data, and the weights of debt and
equity should represent their long-term, target
relationship, the best approximation of which is the
capital structure determined by the market (i.e. such
as the average of entities comparable to the valued
entity). The second section of practitioners and
theoreticians explains that weights can be based on
both market and balance sheet values. The balance
sheet value approach is supported by the fact that:

1. Market value can be difficult to determine, book
values are always available in the balance
sheet of the company.

2. The market value, and in particular the equity
value, is subject to large fluctuations due to
changes in share prices on the capital market
and the book value is more stable, which
means that it can be regarded as a better point
of reference.

3. The share of debt calculated according to
market values is usually smaller than for book
values, which reduces its relative role in the
shaping process (Duliniec, 2001).

Although the literature on the subject provides
a way to calculate the WACC on the basis of book
values of capital, it is recommended due to
difficulties in estimating market values, e.g. in the
case of small companies, or in order to simplify the
method of calculating the WACC”(Dudycz, 2005).
Although market values are preferred, there are
many difficulties in determining the market value of

debt and equity. [...] In the case of an unlisted
company, this value [market value of the debt — JK]
can be calculated by discounting the future cash
flows for each instrument [...]. If such information is
not available, the book (Mills, 2005) value of the
debt may be used as an approximation of its market
value.

In the efficiency account of small and medium-
sized enterprises carried out at the pre-investment
stage, share payments and incurred debts shaping
the book value of capital recognized in the balance
sheet correspond basically to their market values.
In the forecasts of the capital structure in the
exploitation phase, the book values of the capital
are practically the only categories that can be used
in the calculation of the total capital cost involved in
the project (Pawtowski, 2007).

According to the second group of the valuation
experts, the most common method of estimating the
market values of particular sources of financing is
approximate and on this basis the weights to the
formula for the weighted average cost of capital
(Zarzecki, 1999) are determined.

In the WACC estimation process, there occurs
a vicious circle problem. It consists in the fact that in
order to determine the WACC, we need weights
based on market values, but [...] we cannot know
the market value of equity without knowing the
value of the WACC (Kuczowicz). Compliance with
the theoreticians' proposed rules for determining the
weights needed to be used in the WACC formula is
often impossible due to a lack of reliable data. This
is a typical situation for countries where the capital
market is in the initial phase of development, thus
countries such as Poland. The book values of equity
and debt are then used out of necessity and have
been used in the present case.

Conclusions

It seems clearer and simpler to apply the risks
described above in a direct way, that is by including
them in the volume of projected flows, not just the
cost of capital. Obtaining detailed data on the
property, financial, operational and market situation
during the fundamental analysis performed allows
taking into account all identified risks and their

77



Pigtek E., THE ROLE OF DATA IN THE VALUATION OF AN ENTERPRISE — THE COST OF EQUITY, Zeszyty Naukowe Uniwersytetu
Przyrodniczo-Humanistycznego w Siedlcach Nr 122, Seria: Administracja i Zarzgdzanie (49) 2019

translation into forecast cash flows. Lack of
fundamental analysis of the valued company makes
it necessary to include the risks described in the
article by implementing them in the cost of equity.
Such action is only justified when comparative
methods are used. For cash flow-based methods,
the direct recognition of risks in the forecast flows
provides a guarantee that true and reliable
information is received in accordance with the fair
value concept. Evidence of such a statement being
true is the fact that the value of the company in the
study in question was established at over PLN 4.5
million, compared to PLN 10.5 million obtained by a
private team using the described adjustments to the
cost of capital on the flows provided by the
interested seller, without conducting a fundamental
analysis.
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