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Preface

International corporate assessment has become a vital part of to-
day’s business valuation. Within the scope of continued globaliza-
tion, financial experts face the perpetual challenge of measuring the
assets or capital equipment of their international subsidiaries or
foreign direct investments in a reasonable and comprehensive man-
ner. It is these cross-border acquisitions and dispositions in particu-
lar, for which sound valuation is indispensable, as proper assess-
ment is indubitably a crucial factor when reviewing profitability and
negotiating transaction prices. On these grounds international
business valuation is a powerful tool in evaluating strategic choices.

In addition to that it is already a useful instrument in establishing
transparency and communicating effectively with investors and will
gain importance in day-to-day corporate management, controlling
and financial reporting across national borders. Transparency espe-
cially has become an essential issue during and after the recent
financial meltdown, which in turn led to an increased importance
of international business valuation to allay anxieties of investors
and other stakeholders.

Thus, the book’s message is to explain how international business
valuation can be a critical success factor for good decision-making
and effective communication.

International business valuation raises the question whether distinc-
tive features need to be factored in when assessing foreign busi-
nesses and, if so, how exactly these additional aspects can be incor-
porated into the appraisal. The country risk premium regarding the
investment in emerging and high growth markets deserves special
consideration in this context.

In the scholarly debate, two different schools of thought have
developed. While formal scientists prefer a theoretical approach,
empirical scientists base their perceptions on more practice-
oriented findings.

Formal scientists could find notional proof that CAPM does not
tolerate any country risk premiums. Hence, their perception clearly



postulates that the question whether such a risk premium should be
included in international business valuation can be answered with a
simple “No”.

At the same time, empirical scientists — who, by nature, examine
practical observations — are aware of the existence of country risk
premiums and, therefore, stipulate their inclusion in corporate
assessments. This view seems to be supported by two practical
observations:

a) When examining visible prices or correlating stock prices in
emerging/high growth markets, it becomes evident that the use
of the traditional CAPM frequently leads to inflated values. High
discounting rates are required in order to adjust these high val-
ues and phase them with actual prices. Such discount rates are
often referred to as “country risk premiums”.

b) An increasing number of auditing firms and investment banks
deal with the challenge of assessing emerging/high growth mar-
kets by actually using a country risk premium concept, so as to
be able to align computed values, observed stock prices and
transaction prices.

With this in mind, thete seems to be a need to incorporate country
risk premiums into valuation models. Or should CAPM actually be
a model that is universally valid even across national borders? The
deduction of two different answers can be argued:

a) It can be empirically proven that — against current economics
literature and against experts’ opinions of auditors and invest-
ment bankers — the traditional CAPM also works for corporate
assessment in emerging markets and high growth countries; or

b) One needs to accept, that a more realistic assessment approach
is imperative. The inspection of a country risk premium sug-
gests that a realistic assessment approach also needs to consider
the relevance of the non-diversified corporate risks or at least a
part thereof. This is due to the fact that organizations in emerg-
ing/high growth markets bear a higher risk in all aspects which
in turn justifies additional capital costs.



Should the phenomenon of “country risk premium” indeed be
empirically proven — and there are some indications that support
this theory — then, existing approaches of modelling international
business valuation must be constructively debated with the inclu-
sion of these risk premiums. Consequently, research in this field
will need to be intensified.

This book is based on the fundamental principle of traditional
business valuation and demonstrates how companies and business
units are to be assessed outside their domestic markets. It presents
different approaches of modelling a country risk premium as de-
veloped by investment banks and auditing companies and explains
how an international corporate assessment is being conducted
using South Africa as an example of an emerging/high growth
market. The contents are being depicted by the means of continu-
ous examples. Every example can be found as an Excel data record
on the UTB homepage (www.utb.de) and the DICF homepage
(www.dicf.de) for the interested reader to practice and catrry out
some virtual international business valuation. Additionally, the
reader gets some useful insight on how to obtain and process the
data required for international business valuation.

The book is the product of a joint research project between Stel-
lenbosch University and the European School of Finance at
Nuertingen-Geislingen University (NGU).

We would like to thank the UTB-Verlag publishing house and its
employees for the constructive and enjoyable collaboration. Dr.
Jurgen Schechler deserves our special thanks. We greatly benefitted
from his support and his ideas.

You are welcome to contact us at info@dicf.de for any feedback
you’d like to share. We are grateful for additional ideas, comments,
criticism and (maybe even) praise.

We wish all our readers an interesting and insightful read.

Pierre Erasmus (Stellenbosch University)

Dietmar Ernst (Nuertingen-Geislingen University; German Institu-
te of Corporate Finance)
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1 Introduction to International Business
Valuation

Learning Outcomes

Understanding of the term international business valua-
tion and its relevance as an academic method for the de-
termination of the value of a company.

Understanding of the reasons for international business
valuations.

Knowledge of the specific features of an international
business valuation and the ability to use that knowledge
in international business valuations.

Ability to reproduce the most important approaches to
international business valuation.

Understanding of the 5-step approach towards interna-
tional business valuation and the ability to present this
approach.

Ability to explain the difference between the single valu-
ation method and the multiple valuation method.

Knowledge of the literature on international business
valuation.

1.1 The Term International Business Valuation

The advancing globalization has significantly increased the demand
for reliable valuation principles and mechanisms for cross-
border transactions and the valuation of capital assets and current
assets of subsidiaries abroad. Especially in the case of cross-border
acquisitions and sales of companies, the determination of transac-
tion prices, the related negotiations and any assessment of the
economic consequences absolutely depend on a solid valuation.



And valuations also gain in importance with regard to controlling,
accounting and transparent communication with the providers of
capital. Especially the latter point has caused an increasing demand
for business valuations during and after the recent global financial
crisis. In the past, companies were able to finance acquisitions
abroad with equity capital or unsecured bank loans, thanks to the
availability of strong equity capital cushions. During the crisis, they
were increasingly forced to raise available collateral by drawing on
assets held abroad. The determination of the value of capital assets
and current assets held abroad has posed great challenges for com-
panies, financial auditors and banks.

While pragmatic approaches for the valuation of companies abroad
were developed by valuation practitioners, the academic literature
has paid relatively little attention to the topic.

In the following sections the term international business valua-
tion refers to the determination of the value of entire companies or
participations in companies with a specific focus on the peculiari-
ties of foreign markets. The term foreign markets needs to be
defined more precisely and refers both to countries with developed
capital markets and also to countries which — in contrast to estab-
lished industrial nations — do not possess developed capital mar-
kets. This poses specific challenges for valuation professionals. At
issue is not only the question whether traditional valuation methods
can be adequately applied, but rather how they can be included in
the valuation process in the absence of appropriate information
about country risk and transfer risk.

Definition: International business valuation

International business valuation is defined as the determina-
tion of the value of entire companies or participations in
companies with a specific focus on the peculiarities of for-
eign markets.



1.2 Reasons for International Business Valuations 15

In the following, international business valuation is presented from
the perspective of a German valuation expert. Thus “Home” refers
to Germany in the following, while “Abroad” can be any foreign
country.

1.2 Reasons for International Business Valua-
tions

As a consequence of the accelerating globalization and the growing
international value chain, valuations in an international context are
becoming more and more common in daily company business.

Typical reasons for an international business valuation are (see
Figure 1.1):

Project assessment in the
context of investment
decisions

Purchase or sale of companies

Tax assessment, for example or parts of companies abroad
in the context of relocations
of functions

Reasons for Expansion/reduction/
Purchase price allocation international business liquidation of foreign holdings
valuations

Joint ventures across borders

1 ith international accounting
Impairment test Wi
standards
Squeeze-out Valuation and management of
5 ) participations

Figure 1.1: Reasons for international business valuations

" Purchase or sale of companies or parts of companies abroad
" Project assessment in the context of investment decisions
' Expansion/reduction/liquidation of foreign holdings

™ Joint ventures across borders

“® uvk-lucius.de



16 1 Introduction to International Business Valuation

" Valuation and management of participations
' Squeeze-out

" Impairment test

" Purchase price allocation

I Tax assessment, for example in the context of relocations of
functions

1.3 Specifics of International Business Valua-
tions

The valuation of companies in “emerging markets” (also “high
growth markets”) is subject to a number of specific considerations,
which are described in the following. This also makes it possible to
address the specifics of the situation by applying appropriate meth-
ods of international business valuation.

Applic_ability of classical

Interpretation of key
va.luauoncrzc;i];}s ST figures derived from local

e ain

markets

Exchange rate fluctuations Di.fferences. in international
accounting standards
SR o o R Availability and reliability of
s information and financial data

Figure 1.2: Overview of problematic areas in international valuation in
volatile markets

“® uvk-lucius.de



Figure 1.2 provides a first overview of challenges and problems
which valuation experts repeatedly face when dealing with interna-
tional business valuation in high growth markets/emerging mat-
kets.

1.3.1 Differences in Accounting Standards and Taxa-
tion

One problem faced in international business valuations refers to
the fact that local accounting regulations are often not compara-
ble with international accounting standards, especially if their use —
at a minimum for companies with a capital market orientation — is
not mandatory.

The comparability of financial figures of companies abroad with
those of companies in developed countries is frequently rather
limited because of the existence of country-specific rules. So even if
a valuation expert is able to define a peer group, comparisons, for
example of profitability, are made difficult. Annual reports or key
figures must therefore first be adjusted in order to allow a suitable
analysis or conclusions and to eliminate distortions of the true
economic performance of the valuation object.

Obtaining the necessary knowledge about country-specific ac-
counting regulations is frequently associated with substantial
effort and requires specific knowledge. This is an additional chal-
lenge for the valuation expert. While disclosure requirements have
increasingly been tightened over the past years, especially in devel-
oped countries, less restrictive rules are frequently observable in
emerging markets/high growth markets. This trend is likely to
continue for a number of years. And the mandatory use of interna-
tional accounting standards has yet to be realized. But a tendency
of increasing alignment and harmonization of the accounting and
reporting systems of emerging markets/high growth markets with
international standatrds is observable. This will increase the trans-
parency and attractiveness for international investors.

The current tax regime and corresponding legal requirements are
also relevant for valuation. At issue is not only the adequate consid-



eration of tax expenses that directly affect payments as a conse-
quence of the legal form, but also the assessment of company
structures driven by tax considerations, possibility and implications
for the disbursement of funds as well as tax risks.

1.3.2 Different Currencies

When valuing businesses in a single currency area, exchange rate
effects and exchange rate calculations are not relevant. But if the
perspective of the valuation expert is different with regard to the
cutrency at home, a decision has to be made about the relevant
currency for the valuation exercise.

A valuation can be done cither in the local currency of the home
country of the company under consideration or in a reference
currency. This is relevant for the aspect of currency equivalency in
the valuation exercise.

Once the base currency has been selected, consistency in conduct-
ing the valuation is important, especially when determining and
calculating the cash flows and the discount rates. They need to be
translated into the chosen currency using consistent assumptions.

Due to the specific situation in emerging markets/high growth
markets with regard to the currency, valuation exercises can be
problematic. As an example, a valuation in local currency can be
difficult, because the riskless rate of interest, which is needed to
calculate the cost of capital, is hard to determine due to a lack of
long-term public bonds issued by the government of the emerging
market/high growth market. This, as well as other related features,
can imply the significantly increased complexity of the valuation.



1.3.3 Exchange Rate Fluctuations and (Hyper-) Infla-
tion

Many foreign currencies are frequently very volatile, both with
regard to exchange rate fluctuations and inflation (loss of pur-
chasing power).

And the standard practice of fixing the local currency to a stable
foreign currency, such as Dollar or Euro should not mask this
volatility. Frequently overlooked are revaluations of the local cur-
rency, which can be significant in some cases.

Exchange rate fluctuations and inflationary developments can also
lead to massive distortions in the annual financial statements.
Thus they must be taken into consideration when determining cash
flows or discount rates.

1.3.4 Country Risks

Investments in emerging markets/high growth markets are fre-
quently rewarded with high growth rates. But these increased op-
portunities usually also correspond with additional macroeconomic
risks. If investors take a stake in countries such as Brazil, Russia,
India, China or South Africa (so-called BRICS countries), they are
exposed to political or economic turbulences in these markets. No
company that is active in the emerging market/high growth market
is able to escape the influence or the situation inside this country
over the long term. If a country collapses politically or economical-
ly, this also affects the best run companies.

Does this mean that an investment, for example in Brazil, generally
has a higher risk than an investment in Germany, France or the
United States?

When the investment is considered in isolation, this question about
the general relevance of country specific risks must be answered in
the affirmative from the perspective of valuation experts and inves-
tors. In the context of a globally diversified group of companies, an
investment in an economic region that is far away from the home



country and has its own currency can still make a positive contribu-
tion from a risk perspective. Examples are the manufacturing sites
of major German automobile companies in the US, which achieve
natural hedging against currency fluctuations in the Euro-Dollar
relationship.

There is fundamental agreement among valuation practitioners that
country risks must be considered in the context of international
business valuation. But there is disagreement about the determina-
tion of the relevant premium needed to compensate for the country
risk in a valuation exercise. Of particular relevance in this regard is
the aspect of risk equivalency, especially with regard to the deter-
mination of capital costs when assessing the net present value of
earnings.

1.3.5 Transfer Risks

Transfer risks can jeopardize the business success of foreign in-
vestments and relate to the repatriation of profits and capital.
Transfer risks include exchange restrictions imposed by a govern-
ment or the central bank, which make it impossible for the investor
to be repaid. While the investor has deposited the respective
amount in local currency, he does not get access to the needed
foreign reserves, since the central bank does not provide them.

Also considered a transfer risk is the possibility that payments from
a country in financial difficulties are refinanced even though they
are due. Such a transnational agreement reached by the Paris Club
can delay payment by several years.

1.3.6 Auvailability and Reliability of Information and
Financial Data

The procurement of information and financial data for the compa-
ny abroad which needs to be valued as well as for its environment
and comparable companies often constitute additional problems
when conducting an international valuation. As it turns out, the



data history in emerging markets/high growth markets often is of
insufficient length or does not exist at all.

In case data is available, it must be assessed how reliable and
meaningful it is. The quality of the valuation result depends to a
large degree on these factors and requires a major effort concerning
research and analysis. Frequently fundamental data such as the
intrinsic value or validity of sales and rental contracts for land and
real estate must be questioned. And in many emerging mar-
kets/high growth markets it cannot be assumed that the transfer of
ownership does not impinge on the continuation of existing agree-
ments concerning the calculation and payment of taxes, liquidity
and trading lines at banks or distribution and service contracts.

1.3.7 Interpretation of Key Figures Derived from
Local Market Data

A frequently utilized approach in business valuation is the determi-
nation of parameters from data observed on the capital market.
One example is the beta factor, which is obtained from a regression
of the company returns on the returns of a suitable index. But how
meaningful are these types of calculations in light of frequently
observable features such as illiquidity, lack of transparency and
high transaction costs on the financial markets in the emerging
markets/high growth markets? Does the share price reflect the
adequate value of the company, even though there is very little
trading in the stock and quotations are frequently not based on any
trading? Thus ratios and indicators which are based on illiquid and
less developed capital markets must be used with greater reserva-
tions compared to developed markets. Not only the general availa-
bility of financial market information but also its significance causes
problems for the valuation expert.!

1 See Damodaran, A. (2009), p. 5.



1.3.8 Applicability of Traditional Valuation Methods

It must be stated initially that in light of the conceptual difficulties
and the scarcity of information, the task is not to develop a new
valuation approach. The traditional valuation methods, predom-
inantly the discounted cash flow (DCF) approach in all its vatia-
tions, continue to be widely used by practitioners.

And with regard to the existing capital market models for the de-
termination of risk, the Capital Asset Pricing Model (CAPM) —
despite all its limitations — continues to be the accepted standard
for the determination of the cost of capital and is used by practi-
tioners globally. But it remains questionable whether the CAPM is
also a suitable model for the determination of the cost of capital in
emerging markets/high growth markets. As will be shown, CAPM
cannot be used in its basic form and must be adapted accordingly.
In this regard, several variants of the CAPM or alternative ap-
proaches are suggested. These variants are special in the sense that
the relationship between model parameters — riskless return, beta,
market risk premium and country risk premium — must be defined
in a way that adequately captures all risks in emerging markets/high
growth markets risks, but also avoids double counting of these
risks.

Among academics and practitioners as well as in the current litera-
ture there is disagreement about how to implement the specifics
of emerging markets/high growth markets and which models
should be used concretely in an international valuation. This disa-
greement is certainly also one reason for the current lack of a uni-
fied standard. Instead a large number of different models for inter-
national business valuation continue to exist. Partly this expresses a
desirable plurality of methodologies, but it is also the unsatisfactory
answer to the question of how to conduct valuations in incomplete
markets.

In summary it can be stated that a valuation expert is confronted
with numerous problematic areas when conducting an interna-
tional business valuation. Put differently, the existing conceptual



difficulties in valuation exercises become more severe in the case of
international valuations.

Due to the many situational factors which interact in an interna-
tional valuation, it is not always easy to point to a simple solution.
It is the responsibility of the valuation expert to take these factors
into consideration in his own valuation approach.

The basic principle of an international valuation resembles that of
a domestic valuation. For methods that rely on capital values, cash
flows need to be determined, which are discounted using an ade-
quate cost of capital. The market based approaches meanwhile rely
on the calculation of multiples for a peer group, which are applied
to the relevant reference value of the company to be valued. The
difference and also the difficulty stem from the availability of data
as well as the additional risk factors which are present in emerging
markets/high growth markets and must be taken into consideration
when determining input parameters. This requires that cash flows
and multiples are adjusted and the CAPM is modified or expanded.
Of particular relevance in this regard is the assessment of the relia-
bility of the future cash flows, initially in foreign currency, but
ultimately in the reference currency which is preferred by the prin-
cipal.

1.3.9 Legally Required Valuation Methods

Mandatory legal regulations concerning the valuation of assets exist
in some emerging matkets/high growth markets. In China for
example this is the “Statutory Valuation” which is legally mandat-
ed whenever assets are purchased or transferred that directly or
indirectly are owned by the Chinese state.

With its “Decree 917 under the working title “Statutory Valuation”,
the Chinese government in 1990 laid the foundations for the man-
datory application of “Generally Accepted Valuation Practices” in
China. The purpose was to prevent the sale of government assets
by State Owned Enterprises (SOEs) below their value, or at least to
make this more difficult.



Decree 91 mandates that the statutory valuation approach must be
applied in case of:

contributions in kind
liquidation
mergers which change the ownership structure

share purchases

The statutory valuation can only be conducted by one of 6,000
Chinese valuation companies that hold a government license. The
selection and commissioning of the valuation firm is usually done
by the seller of the government assets, in other words by the SOEs.
The sales price of the transferred assets is only allowed to deviate
by a maximum of 10% from the value assigned with the help of the
statutory valuation (“90% Rule”).

For publicly listed companies, public bidding via the equity ex-
change must take place. In this case the seller is required to publish
information about the company and the assets that are for sale as
well as the result of the statutory valuation. The offer must be made
public within 20 working days.

For companies that are not publicly listed, the business value is
usually derived by valuing all assets (“Asset Approach”). Since the
valuer is hired by the government, he will usually prefer valuation
approaches that result in a particularly high total valuation. And he
has a lot of leeway in this regard. For capital assets the valuer can
use either historical acquisition costs or current replacement costs.
Especially for machinery purchased abroad, this can have a massive
effect on the valuation due to the volatility of exchange rates. And
the choice of depreciation methods also leaves considerable scope.
Frequently the approach “Economic Life” is chosen, even though
the asset has long been completely amortized from the perspective
of accounting. It holds in general that the value of an asset can
never fall below the threshold of 15% of the purchase price. For
buildings the residual value amounts to 30% of construction costs.
The valuer furthermore has significant freedom when it comes to
the valuation of provisions, current assets, contingent liabilities and
goodwill.



International accountancy firms are usually not accredited as
“Statutory Valuer”. However, they offer support in the process.
This service is called “Statutory Valuation Monitoring” for example
and is offered in combination with the implementation of legal, tax,
financial and environmental due diligence. The aim of the consult-
ing service is to supervise the valuation process and to support the
interests of the interested foreign party in a dialogue with the Chi-
nese valuer. It is frequently possible that adept arguments voiced by
the adviser can convince the Chinese valuer to apply an approach
that is more advantageous or at least neutral for the buyer or that
he does not use the full scope that is given to him to the sole ad-
vantage of the seller. The aim is to achieve a more realistic valua-
tion result from the perspective of the potential foreign buyer. It is
important in this regard that the interested foreign party obtains
knowledgeable support before the proceedings begin, since the
transaction value can only deviate by a maximum of ten percent
from the statutory valuation as discussed above.

1.4 Methods of International Business Valua-
tion

As already mentioned, the methods of international business valua-
tion do not fundamentally differ from the known valuation ap-
proaches. In applied international business valuation, some meth-
ods appear to be particularly adequate and for emerging mar-
kets/high growth markets a few specific valuation methods were
developed.

In the following, the methods which are preferred in international
business valuation are briefly explained. As can be seen in Figure
1.3, the business valuation approaches can be broken down into
single valuation methods, mixed methods and total valuation meth-
ods. Since the methods which focus on the capital value (DCF
approaches) are of central relevance in the context of international
business valuation, they are presented in detail in the following
chapters and illustrated with the help of the Case Study. For this



