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Economic evaluation of a chosen firm



Souhrn

Cilem mé diplomové prace je oemn vybraného podniku. V mémiipad se jedna o
spole&nost AUDITOR Praha s.r.o., ktera se zabyva audigninymi auditorskymi
sluzbami, kontrolami vedeniétnictvi a daovym, Eetnim a finatinim poradenstvim. V
oficialnim seznamu auditbr vedeném Komorou auditbr Ceské republiky je
zaregistrovana od roku 1999. Sesterska gpok Auditor spol. s r. 0. byla zaloZzena v roce
1991 jako 100 % déma spoleénost rakouské hospoidiko-spravni spotaosti. Nejprve
bylo nutné vypracovat strategickou a fidsahanalyzu a poté bylo mozno provést samotné
oceréni podniku. Ve strategické analyze je detailprozkoumano wjSi prostedi ve
vztahu k podniku. Je zde analyzovan tréR, dodavatelé, odbatelé a konkurenti dané
firmy. Pro celkovy pehled je vytvéena mapa strategickych skupin a Pdremodel gti

sil. Ve strategické analyze je také zhodnoceninihio prostedi a zdraj podniku. Dale je
provadna finargni analyza firmy. Zde nalezneme analyzu absolutolcratel, ktera se
déli na horizontalni a vertikalni analyzu, dale pahkalgizu tokovych a pogmovych
ukazatel, jez zahrnuji rentabilitu, aktivitu, platebni spmost a zadluzenost. Na zav
finan¢ni analyzy jsou vyhotoveny souhrnné modely, a tmahiv model a pawvtinovy
graf. Na celkové ocemi podniku jsou pouZzita data za 6 let (2004 — 206®dnik je
ocaiovan podle vynosovych metod. Jsou zde aplikovanytodye diskontovanych
pertznich toki, kde hodnota podnikdini 15 781 000, - K a metoda kapitalizovanych
vynog, kde je hodnota vlastniho kapitalu 5 300 000¢ - K

Kli¢ova slova: oceiovani podniku, strategicka analyza, fitah analyza, horizontalni
analyza, vertikalni analyza, ziskovost, aktivitagdiuzenost, likvidita

Summary

The aim of my diploma thesis is to evaluate a choBem. My evaluated firm is
AUDITOR Praha s.r.o. which offers auditing servicesidit of bookkeeping and tax,
accounting and financial advices. The company e bregistered in the official list of
auditors of the Czech Republic since 1999. Thdiattid company Auditor spol. s r. 0. was
founded as a 100 percent subsidiary company ofumtriédn consulting firm in May 1991
in Prague. Firstly it was needed to elaborate tfaegic and financial analysis and then it
was possible to make the company evaluation. &tegjic analysis is in detail investigation
of external environment towards the company. Thisreanalyzed the Czech market,
suppliers, customers and competitors of the cedaterprise. For an overview is created
strategic map of groups and Porter model of fivecds. In strategic analysis is also
valuation of the internal environment and firm’searces. Furthermore is implemented
the financial analysis of the firm. There we camdfanalysis of absolute indicators which
is divided into horizontal and vertical analysisen cash flow and ratio indicators which
includes profitability, activity, payment abilitynd insolvency. At the end of the financial
analysis are drawn summative models which are Altmadel and spider graph. For the
whole evaluation of the chosen firm is calculatethwlata for 6 years (2004 — 2009). The
enterprise is evaluated according to yield methobisere are applied methods of
discounted cash flow where the value is amounted3@81 000, - CZK and vyield
capitalized method where the value of equity is amted to 5 300 000, - CZK.

Keywords: evaluation of enterprise, strategic analysisaririal analysis, horizontal
analysis, vertical analysis, profitability, actiiinsolvency, liquidity
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1 Introduction

This thesis is engaged in evaluation of firm pratdewhich is one of the most substantial
areas of firm’s financial management and decisiaking in market economy. There exist
so many reasons for the evaluation of a firm. Thestmmportant ones are company
purchasing and selling, merger or separation ofpaony, share issue, advanced credit,
expropriation compensation or evaluating of partragital participation. It is not possible
to do without evaluation. Nowadays certain progffess) accounting concepts to market
accesses and ways out in company’s evaluationv®oad. When evaluating firm we can
get together especially with strategic analysisafiicial analysis and financial future plan.
Their elaboration degree, in the sense of avaitgland data sources usage, and reason
why the company should be evaluated offers valofarmation about certain accessions
and methods which should be chosen for the ceetaatuation. The selected enterprise for
my evaluation is AUDITOR Praha s.r.o. company.\rehahosen this firm mostly because
of their goodwill to provide me data and documemtsich are necessary for the

elaboration of separate parts of my thesis.

2.1 Aim of my thesis and methodology

2.1 Aim of my thesis

The aim of my diploma thesis is possible to diffieio several partial goals. These are
adherent mostly to work divisions and correlatiorcértain chapters. The main aim is to
make complex evaluation of a chosen firm accordingertinent methods and progresses
which are set by technical literature. Between phaetial aims we can include namely
strategic analysis elaboration where the conditiand factors of external and internal
environment of the certain firm are elicited. Theategic analysis shows internal sources
and capabilities, respectively the external envitent of the company. Other partial aim is
to achieve financial analysis and uncover the comdaancial health. In the field of
financial analysis is the fulfilment of vertical dmorizontal analyses of accounting data.

There is also ratio analysis and last but not l&asttotal models of evaluating financial



levels. Financial analysis measures complexly @petvaluation of financial situation of a
certain firm. Strategic and financial analysis ee@ssary namely for location of survival in

competitive environment and for election of thentigvaluating method.

2.2 Methodology

The elaboration of this diploma thesis was progrésa the following ways. Firstly, here
was a technical literature studying and identifaatof the progresses and methods
commonly used in enterprise evaluation. Indispelestty the practical part was selection
of a company which would be kind to afford theirtadanecessary for the individual
analyses elaboration. Next according to realizastgsses was here elaboration of the
strategic and financial analysis. Financial analysielaborated from six accounting period
that is from 2004 to 2009. The marketing seasoAUWDITOR Praha s.r.o. is harmonized
with the calendar year. Finally was compiled theipalar evaluation of the enterprise by

selected yield methods.

Strategic analysis

Strategic maps
This method creating strategic maps including camgsaplacing into the strategic groups
Is possible to summarize in following points:
1) Finding main characteristics which differentiateng@mnies in certain branch from
one another.
2) lllustration of companies by two variables in theseuof these different
characteristics on the map.
3) Enlistment of firms which fall within approximateame strategic space and same
strategic group.
4) Retrace circle around every strategic group; ewagle has to have a size in the

proportion to the part of certain group on theltetaenues of branches.



Financial analysis

Relative indicator changes against previous seasimnmulate as following:

indicatogs; — indicator;
A= x 100
indicator;

where:A is indicator change expressed in %

In vertical analysis of income statement was asntian item, for which the others are
related, chosen the sum of return on sales in awdygt items and services together with

return on sale in merchandize.

Profitability
EBIT
ROA =
assets
EAT
ROE =
equity
EBIT
ROS =
sales
EAT
Return on costs: --
total costs

Liquidity

current assets

Liquidity of the 3.level =
Short time period commitment
Financial assets + short time claims

Liquidity of the 2.level =
Short time period commitment



Financial assets

Liquidity of the 1.level =
Short time period commitment

claims

Proportion of claims on short term assets=
short term assets

Net working capital = current assets — currentiliizds

short term assets — short term liabilities
Ratio indicator of liquidity =

short term assets

equity
Indicator of overcapitalizing =------------—--
LTA + LIA

equity + debts
Indicator of undercapitalizing = -
LTA + LIA

Activity

income
Turnover of total assets=
total assets

commitment x 360
Turnover time of commitment =

revenue

total assets x 360
Turnover time of assets =

revenue

claims x 360
Turnover time of claims =

revenue



Financial stability and indebtedness

equity
Equity portion on assets-—=—--------—---
total assets

total assets
Degree of fixed assets covering = ----------------
fixed assets

loan capital
Total indebtedness =——————---
total assets

long term loan capital
Long term indebtedness—=

total assets

current loan capital
Current indebtedness—=

total assets
loan capital
Equity indebtedness =--------nnen---
equity
total assets

Assets coefficient =—————mme--
equity

Own evaluation

DCFE-Entity method

T
H, — Z FE‘FFtt_i_ PPi!’ _
E(1+iy) (L+iy)

where T = last year of prognoses
PH = following value
L3 = calculating interest rate on the level of wegghaiverage costs of capital



FCFFp,,

Following value in time T = ix — g

where T = last year of prognoses
Iy = average costs of capital
g = supposed growth rate of free cash flow durihgle second phase, that is
to infinite

FCFF = free cash flow into the firm

under conditioni=> g

DCF-Equity Method

FCFE
Reg

V=

Method of capitalized profit

Ei'.(= 1 (¢ E’Vl"

. vK
Permanently removable net profit 2r=. 4t |
where CV, (net profit) is previous edited net profit; @re weights which determines

meaning of net profit per certain previous year tloe estimation of future permanent

removable net profit and K is number of previouargancluded in calculation.

where TV is permanently removable net profit apdsicalculated interest rate (costs on

own capital)

10



Free cash flow
FCFF — Free Cash Flow for the Firm

Tab. 1 - FCFF

Operating profit (from profit and loss account)
Operating profit single and unrelated with operating assets

Operating costs single and unrelated with operating assets
Income from financial investment and interest income, if flowing from necessary operating
assets

Financial costs related to needed operating assets

Corrected operating profit or loss

tax

Corrected operating profit or loss after tax

Depreciation

Investment (gross weight)

FCFF

Costs of capital

Rp(1-t)-D+ Rp -E
WACC (Weighted Average Cost of Capitad) D+ E , whereR;, are

costs on interest liabilities,is income tax rate) is interest liabilities (DebtRe are costs

of equity,E is equity,C=E+D is total invested capital.

Costs on foreign funds (liabilities)

Rp =i (1-t), wherei is interest rate from debitjs tax rate.

Costs on equity — sectional model
According to this model in step with MM Il are tbtosts of insolvent firm determined
like this,

. t)

| O

1 -
WACC = WACG - (

11



costs of total capital of no insolvent firm areeatetined like this,

WACQJ = RF + Rentrepreneurial"' Rfinstab"' RLA ’
where Re is riskless interest ratdR a is risk additional charge for the size of firm,

Rentrepreneurial IS risk additional charge for business entrepreabuisk, Riinstan IS risk
additional charge for risk resulting from financsability.

Costs of equity like this,

Uz 1] UZ VK
WACCy 5 -0 -grropr (4 1)
VK
Re = A ,

whereUZ = VK + BU + OBL, are total source) are assetd) are interestsBU are bank

loans,OBL are obligationsyK is equity.

Determination of risk additional charge charactdlithe size of compara

If UZ > 3 bin. CZK,R.a= 0,00 %. This border results from the experiericérms which
offer risk capital. IfUZ < 100 mil. CZK, therR A= 5,00 %. IfUZ > 100 mil. CZK and at
the same time iI8Z < 3 bin. CZK, is used following calculation

R.a = (3 bln. CZK -UZ)?/ 168,2.

Determination of risk additional charge charactlithe production pow@enirepreneurial
Risk additional charge depends on indicd&®&IT / Awhich is compared to indicatofl

expressing replacing corruptible foreign fund byigg This indicator is defined as

follows
(VK +BU+0BL) 0
X1 = A BU +OBL .
ERBIT EBIT

If A >X1, pakF\)entrepreneurial= 0,00%.If 4 <O,

12



EBIT EBIT
thenRentrepreneuria|= 10,00 %. If A = O and aISO A = Xl,

thenRentrepreneuria= (X1 — EBIT / A/ (10 - X3).

Determination of risk additional charge of finarn@tgability on the bases of liquidi®instan
Starting indicator is indicator of total liquidityDA/current liabilities whereas is
determined marginal value of liquiditXL. If the average of industry is lower then 1,25
then the upper bordefL = 1,25, if the industry average is bigger thens1tf2en XL =
industry average.

If the total firm’s liquidity >XL thenRsnstab= 0,00 %. If the total liquidity < 1 theRsinstap =
10,00 %. If total firm liquidity > 1 and at the sartime total liquidity <XL, calculation of
Riinstab Will be like this,

Rinstab= (XL — total liquidityf / 10 - KL — 1Y

3 Literature overview

3.1 Company

Company is defined in many ways. Rosochatecka ahective (2006) define company as
fully business entity which decides about the flofsMinancial sources in the process of

their creation, distribution and usage.

According to Mdik and spol. (2007) have the biggest meaning ftuatar the definition
referred to the Commercial Code. Tha&i» define company as a set of tangible, as well
as private and intangible components of entrepmeadeactivity. To a firm appertain
things, laws and other property values which beltngnterpriser and serve to company
operating or they should serve like this accordmtheir character.

Firm should be established because of performibgsiness activity. This is defined by
the Commercial Code i8 2 as pursuit conducted by single enterpriser by oamerand

at own liability in order to make a profit.

13



»A legal entity, allowed by legislation, which peltsia group of people, as shareholders, to
apply to the government for an independent orgdéioizao be created, which can then
focus on pursuing set objectives, and empowerel rgal rights which are usually only
reserved for individuals, such as to sue and bd,saen property, hire employees or loan

and borrow money.“ [21]

3.2 Evaluating principles

According to Mdik and collective (2007) in profession we often tneéh requirement
that valuator should determine “objective” valuetiogé firm. It is necessary to point out
that something like objective value of the firm dowt exist.

Firm’s value is set by expected future income @gitbn the level of owners or on the level
of all investors in the company) converted (disdedhon their present value. Value of the
firm is not objective feature of the unit named @amy because it is founded on projection

of future progress. It is a judgment.

3.2.1 Reasons for evaluation

Evaluation of a company is needed in many casesaad in many cases law dictates it.
Here is a specification for which cases the evalgas done.
a) Evaluation related to proprietary changes, for eplam
* purchase and sale of a company on the base ofacbragbout firm sale
according to 8 476 of Commercial code
e nonmonetary deposit in an enterprise accordingd6 &f Commercial code
(in this case is concretely deposit of a firm)
» evaluation in a context of fusion according to & @ Commercial code
e evaluation in a context of fission of a companycadmg to 8 69c of

Commercial code

14



evaluation in a context of offer on takeover (vaarg offer on takeover or

obligatory offer on takeover when capturing of &rgnterprise) - 8 183a up
to 183g of Commercial code

evaluation in a context of offer on repurchase aftipipant securities - 8

183h of Commercial code

evaluation in a context with redemption law of papant securities, that is

squeeze-out - § 183i and following of Commercialeo

receiving of business share on a settlement olsdedtl17a, paragraph 7 of

Commercial code

b) Evaluation for those cases where proprietary chandg not happen to, for

example:

change of legal form of a company according to @ @9Commercial code
evaluation in a context with granting credits (whyganting credit it is often
desired to emanate not only from accounting view tba assets and
liabilities but also to elaborate a real evalugtion

evaluation in a context of a firm rescue (from timancial point of view is
suitable to rescue a company primarily at that timéen the firm’s
liquidity value is lower than the company valueeaftescuing lowered by

other necessary capital deposits)

3.2.2 Process of company evaluation

1) Collection of enter data

2) Data analysis

3)

a) Strategic analysis

b) Financial analysis for the findings of financiaklté of a company

c) Division of firm assets on operating needful anddiess

d) Analysis and prognosis of generator values

e) Orientation evaluation on the basis of value getoesa

Evaluation

a) Choice of method

15



b) Evaluation according to chosen method

c) Overall evaluation

In practical usage these individual steps will hakiéerent shape, deepness and stress

according to concrete method which will be usedofwn evaluation.

3.2.3 Value category

3.2.3.1 Market value

Market value is estimated price for which an estdteuld be exchange on the date of
evaluation between willing buyer and willing selierthe transaction between independent
partners after appropriate marketing in which stionbth sides act reasonably, well

informed and without any constraint.

Market value is understood to be assets value dexsam of expenditures of sales or
purchase and related taxes inclusion. It presuhmeprice agreed on free and competitive
market. Evaluating on the market is generally basethformation regarding to adequate
and relevant market researches.

Valuator must gain all important data and analylkeetating facts. Where are data about
market narrow or even do not exist, there valuhtts to appropriately clear the situation
up and bring out whether it was caused by someadequate data.

Any evaluation cannot be without own judgment of tlaluator. However, report should
features to what degree the valuator bases higgd&iathe estimation of market value on
a facts about the market or whether the estimatidmased on own valuator’s judgment
from the reason of estate character and absermmgdarable data about market.
Nevertheless, in every case it is governed, thaeétasevaluating based on the market
supposed market activity, which happens during tthasaction, without limits in off-

market powers.

16



Then it holds:

» Evaluation based on market has to identify and lcalecdefinition of market value
used in the certain evaluating.

« Evaluation based on market has to determine theebtgand the best usage.

« Evaluation based on market is derived from spedéta for reasonable markets
and it should rely on methods and procedures winjcto reflect thought processes
of certain market participant.

Market value should be an estimation of equilibripnce, compensative of supply and
demand where sufficient amount of subjects tradé wiore or less homogenous estate.
This conception conforms to the trade with crude oi

If here does not exist any sufficient operating ke#rit is very problematic to determine
market value as a point estimation, so is one nun#besal view of thing says that market
value understood as the estimation is expresseg ke the interval estimation.
Nevertheless it can be expected that this intezaal be very wide which relies mostly to
those assets such as enterprise.

With the problem of market value is necessary tmtpout that it is not always needed to
have existing operating market only like local nerkWhen we look at the present
practices of enterprise evaluation in the CzechuBkp we can see that during the
formation of evaluation are strongly promoted tteage of data from abroad markets
which applies mainly on routine method of discorate estimation. But it is obvious that
with increasing of market diversity, from where a@row data towards the relationship to

local conditions, the market evaluation is beconmimaye problematic. [6]

3.2.3.2 Subjective (investment) evaluation

From the view of concrete subject mainly in Gerrtfagory and practice was introduced a
new conception for evaluation such as subjectivaevaNe also find subjective value in
International evaluating standard number 2, so éetwevaluating on different principle
than is market value. It is referred to as investivalue and it is defined as following:

Investment value of worth is a measure of the wortlvalue that a given piece of real

estate has to a particular buyer or investor. Dejpgrnon the circumstances of the investor,

17



this value may be the same as the current markeke vdentified for the property,
assuming that the investor has the resources at toamaximize the returns generated by
the purchase. Should the investor currently noteh#tvose resources in place, the

investment value of the property may be less tharctirrent market price. [9]

Basic characteristics of investment value are Vaithg:

» Future cash flow is estimated almost entirely om lasis of images of evaluated
company’s managers. Eventually it is usually sligbhanged against these images
down. However, it represents in decisive measuggerof directive labour of the
evaluated subject, perhaps even investor.

» Discount rate is set on the basis of alternativesidlities to invest, which the

subject has, from whereof view the evaluating islyred.

If the valuator infers future cash flow in decisiweeasure from data of financial plan
provided by itself company, without any correspaigdieason to test its adequacy, then he
or she is not license to label these evaluatiomsaget value.
Investment value is in decisive measure assignedgubyective opinions, images and
eventually concrete conditions of subject, from wloé view is set up. The differences
between investment and market value can be sekBmple by that the concrete subject:

e expect certain synergy from the intended transactio

* plan perforation on new markets,

« has different attitude to risk, than it is usualtbe market as complex,

* isin different tax position, than it is usual,

* is more optimistic or contra pessimistic than “ag®” investor, etc. [6]

3.2.3.3 Objectification value
Objectification value points at substantial diversif objectification value from subjective

access. The subjective value is possible to balleddd just by the owner or buyer who

does not have the best financial knowledge.

18



Before now specialists in German speaking countaggeed on that objective value
basically does not exist, that value is not an dbje feature of enterprise. That is why
appraisers started to work with the conceptionéotification” value.

According to German evaluating standards the offiation value is defined as follows:
Objectification value represents yield value byeotsubjects re-examined, which is set
from the point of view of domestic person — owner the group of owners), without
restrain liable to tax, whereas this value is setondition that enterprise will continue in
non-changed concept with usage of realistic expieos in the frame of market
possibilities, risks and other influences effectihg enterprise value.

According to currently represented opinions shdwdthis value in the biggest measure
build around generally reputable data and durisgcélculation should be kept certain
principles and requirements. The aim is to gainliggest reproducibility of evaluation.

These principles are following:

Maintain of substance objective evaluation requires that from entegshould be collect

just that amount of monetary sources as there woatdbe a danger of estate essence
(substance).

Free profit— evaluation is based on free profit that meaespért of profit which | can
withdraw without any danger of enterprise substance

Unnecessary assets company assets are divided into part which isessary for self

operating and part of everything else. Yield evisuais concerned especially with that
part which is operationally necessary. Other assetseparately evaluated.
Possibilities of changes in enterpris&vhen evaluating we result from company as “sand

and lies” in the moment of evaluation. It is assdroentinuation in operating in the frame
of existing concept. Changes are in point of thegeawhich is already in present state
contained, for example the influence of finalizatalready under construction investment,
or investment of which was already decided. Hower®any times would be difficult to
determine what growth measures would be considesesiifficient in order to its resulting
growth of income will be considered as enough pbéhathus chargeable into

objectification value.

19



Method — evaluating method should be clear and uniqueligthess means that other
valuator should repeat without any problem wholaleation with the same or similar
result. That is why the preference has combinaifassets and gained method.
Management— gained method often depend on continuance inagenent in the
company. In the frame of objectification value wssume that standing management
outlasts. This standard presumption is part of datedization situation creating in the
frame of objectification value.

Taxation— against standard practice in the Czech Repitbi&c recommended to notify

also taxes on the level of owner, on standardind@wel as well.

The concept of objectification value, let us calestimator’'s concept, differs from other
evaluations a lot, but it is still possible to fiadpoint of concurrence. In the first level it
takes into account only general known actualitidsictv are relevant to the date of
evaluation. In the second level is taken to accofifilcts which have an influence on the
evaluation, they are generally known, even tholgly &are referring to the future, but their
incidence do not have to be definite. Until thedHievel it is possible to bring into the

evaluation purely subjective view, how it is in thgestment value.

The market value can be also understood as cddaim of objectification. Objective is

evidently that, what exists independently on oursseand pertinently on our decision
making. Obijectification can be understood as a nesx) based on data which are
independent of concrete expert or investor, andgenerally accepted methods. It is
obvious that objectification by means of methothzre or less similar to market value, so
to objectification value as well. Objectificationf data can be made by two basic

processes.

Firstly, we use data from market, above all frora tapital market. During the usage of
these data the objectification and market valuest@ma great extend coincident. But they
do not coincide totally because the objectificati@tue is basically based on continuance
in current concept of the enterprise, if this chemsyknown and ideally accepted by the
market.
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Objectification can also have other form, and thwtaccepted usages by skilled
community. These usages are accepted mostly intithaf when accessible data are not

available or if it is not very clear what sourcedata is possible to use.

From above mentioned definitions results that dbjeation value do not aspire to be at
least approximate estimation of probable sellinggorConcrete data from the transaction
with huge German enterprises indicates that redlizeces were largely higher than
objectification value determined by experts. Ingpective companies is possible to expect

this relation pretty logically. [6]

3.2.3.4 Cologne school

In European countries is often referred to the faat generally it is problematic to speak
about market value, because market with compani€sifopean conditions has still many
restrictions:
* size of transactions with “analogous” companiesasbig
* market is without transparency (it applies maimyoverview of transactions and
their conditions)
e itis not evident if price was paid under contirgigompany or if it contains certain

synergism

Real market is according to Mk and collective (2007) only capital market. Thatvhy

in evaluation of most of companies is used theesiive evaluating. Here is a starting
point the subjective value of concrete seller andtlfte other hand subjective value of
concrete buyer.

On this subjective position is about to establiskedalled Cologne school. The Cologne
school maintains that evaluation do not have sémsmodify in dependence on single
impulses, but on common functions which have evelodor users of its results.

Cologne school distinguishes several basic funstiohevaluations and along with this
even function of valuator:

a) counselling function
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b) arbitration function
c) argumentative function
d) communication function

e) tax function

In the course of tax function the aim is to affdetails for tax purposes.
In the course of communication function the ainigifford data for communication with
public, above all with investors and banks. Thecfiom is essentially derived.
The most important one is considered to be the smiling function. The sense of this
function is very easy — to afford data and infororato the buyers about:

* maximum price, which the buyer can still pay withéw@coming off a loser on a

the transaction (border value of the buyer)
* minimum price, which the seller can still acceptheut becoming off a loser on
the sale (border value of the seller)

In the function of counselling the evaluating o$feso called border values or values for
counselling. Border values delimit a space for gsige negotiation. Naturally just in the
case that border value of buyer is higher thandyovdlue of seller.
It is assumed that border value as individual (sctibje) estimation is unknown for the
second side. Individual means that it is estabfisbe the estimation of individual
possibilities of each transaction sides, how furttreat with enterprise and individual
chances of alternative investment.
After counselling function is entering the arbitoat function. In this function, it is the
performance of the independent valuator, arbitral.
This valuator should:

» atleast estimate border values of participante®transaction

» find rightful value in the frame of estimated range
Last function is argumentative function. In thisétion the valuator is finding arguments
which would improve the position of certain sidel&®rves as data for negotiation.
Special attention is paid to arbitration functidhe valuator’'s aim in arbitration function is
to find a “resultant” value which would in certaiay neutralize value views and interests

of transaction participants. Arbitration value iisked to the position of participant sides
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and it will be probably also different for thoseveral involved sides. However, it is not an

estimation of any general price. [6]

3.3 Tools and methods of company evaluation

3.3.1 Strategic analysis

Basic resource for a formulation of strategy corfresn results of strategic analysis.
Strategic analysis contains several analytical negles used also for identification of
relationships between company environments, inolydnacro-environment, branches,
competitive power, market, competitors and sourotemgial company. The aim of
strategic analysis is to identify, analyze and eatd all relevant factors, where we can

suppose they will have influence on final choicawmhs and company strategy. [5]

3.3.1.1 Analysis of external environment

Here it is especially focus on detection of develept trends acting in external

environment (in community, in economy), which camfnotably influence in the future.

Delimitation of relevant branches

According to Sedkkova and Buchta (2006) branches are usually dedmegroup of
companies proffering similar product or servicetlom market. The borders of branches are
defined as substitutability on the side of supphg also demand. Designed borders of
branches and markets are a thing of opinion whiak to consider the purpose and

connections of analysis. [5]

Basic characteristic of branches
Separate branches are in own basic characterigtigs different. For this reason it is
suitable to start analysis just with these basiaratteristics. From their impact on

company’s strategy these basic characteristicsraridnes are very important. Between
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particular factors belong for example the size o#érket, geographical sphere of
competitors, growth of market and phases in lifeleyinput and output barriers, rate of

technological changes, demand on capital and diitetion of product. [5]
Sector of customers
The rule distinguishes three classes of custoneaxd) can be identify by different factors

which influence their decision of purchasing. Tél®ws a following chart.

Tab. 2 — Customer classes and their influencintpfac

Customer class Factors influencing their decisions about purchase
Consumers availability, price, variety, comfort, quality,
guarantee, loans
competitor’s ability of product, availability of
Wholesale, product, supply dependence, recognition to
resp. retail consumers, product turnover, potential profit,

variety (width)

expenses vs. profitability, financing, price, meeting
the norms and laws, product information,
performance of product, maintenance and service

Industry and
institutions

[2]

Sector of suppliers

Here it is mostly about the analysis of availabilénd costs of all inputs needed for
production and for the stability of delivery round3osts and availability of sources are
especially determined by the relationship qualigtween certain company and its

suppliers.

Sector of competitors
The aim of the competitor analysis is to evalua@pgetitive positions of main competitors
in the relation to own enterprise, diversify adwem@ously situated ones from
advantageously situated and in key competitors:

e pursue if they are putted at pressure in ordeetteboperating results

e« monitor opinions about the branches progress ptedey managers of

competitive companies
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» study background and philosophy managers of cotygettompanies in order to
foresee step’s character which can be take in hand
» study the preferences of competitive enterprisestlagir performance goals

» estimate the probable next moves of particular citgrs

Strategic maps

Mapping of strategic groups is very useful analytial mainly for those branches of which

exists several characteristic groups of competitansre every group takes a significant
position on total market and has a good resouncbbgumers. Strategic group contains of
competing enterprises with similar market approachHgy recording market strategic

positions like axis is created strategic map. Thep serves as useful “bridge” between

view of branch as a unit and situation of each camyapart.

Porter’s five forces model
Threat of entry— new entering companies bring into branch nevaciap effort to gain

share in the commodities and often considerablecesuThis can lead to price decline or
rise of costs, thereby decline of profitability. r€at of entering new firms into the branch
depends on existing entering barriers in the coatlin of current participant reactions
which can entering firm expected. If the barrienes @0 big, threat of entry is small.

Competitive rivalry within industry- rivalry between current competitors has common

form of well maneuverability in order to gain favable position. Here are used methods
such as price competition, advertising campaigacip product on the market and better
service to customers or guarantee.

Threat of substitutes all firms in the branch compete in a large semsie branches which

produce substitutes. Substitutes limited potem&genues in the branch by determination
of price freeze, which can be charged by profitalens in that branch. The more
attractive price alternative offered by substitutéise firmer is price freeze over
profitability of branches.

Bargaining power of buyers customers compete with branches by pushing dogvn,

struggle for gaining the highest quality or thetsevices and place competitors against

each other — this all at the expense of branchtpbolfty.

25



Bargaining power of suppliers suppliers can apply negotiation superiority ow#rer

participants in the branch by threat of increasmigorices or decreasing of quality of
purchasing goods and services. In an unable branfictential suppliers can compensate

the increase of costs by increasing of own prices.

Pic. 1 — Porter’'s model of 5 forces

Potential Entrants I

Threat of new
entrants

Bargaining power

of suppliers

Industry I
Suppliers Competitors _ Buyers
Rivalry among P11
Existing firme Bargaining power of
Buyers
Threat of
substitute products

or services
Substitutes I

[22]

3.3.1.2 Analysis of internal environment

Identification of company resources and their analgis
Resources of company are divided into those foligwour groups.

Tangible resources- typical tangible sources are machines and egempmproperty,

buildings and halls or vehicles. Besides basicasttaristics such as amount, capacity, size
or consumption, it is necessary to also know timeixt features which influence their
potential for creation of competitive advantage godd starting position of the company
— for example: age, production capability, techhomandition and dependability, flexibility

of machinery park, flexible production systems ontest location.
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Human resources the main characteristics show the amount angttsire according to

qualification is it suitable to supplement othetagdor example motivation or adaptability.
Analysis of human resources deals with many quesi@md connexions.

Financial resources- characterized by own resources and liabilitdeiéncing financial

structure and stability of the company. Analysidiedncial resources contains broad range
of aspects from gaining capital, resp. access teign capital, amount of own equity,
managing of labour capital, rate of indebtednesstscon capital, commitment settlement
until relations with debtor and creditor.

Intangible resources comprises partly technology sphere, for exampdgents, licences,

business secrets, know-how, and other part is spb@ntaining reputation of the firm,
trademark, logo and so on. The key indicators araber and sense of patents, earnings
from patents and licences, portion of labour in tbsearch and development of the total

number of employees, etc.

Marketing and distributing factors

Importance of marketing factors for individual coempes can be different.f&kovsky and
Vykypél (2006) mention an example with enterprises whscipply their products to
several customers, which specify very exactly theguirements, do not have to have their
marketing forces too strong. On the other handtaading another extreme, relating to
companies which produce consumer goods with highkebashare, which must have
marketing functions very strong, and the biggesttipo in allocating their internal

resources often falls just on business marketitigye2]

3.3.2 Financial analysis
3.3.2.1 Characteristics of financial analysis
Financial analysis constitutes the data studyinigo’sv primary and on principle mainly

source is financial accounting. By analyzing théadabtained from financial accounting

and financial statements, we can get a survey a@festy, financial and income company
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situation, and also the basis for financial decdisimaking and financial operating

management.

Financial analysis is the conversion of financiatadinto useful information for decision

making. Therefore, virtually any use of financightements or other financial data for
some purpose is financial analysis and, essentialihe primary focus of accounting and
finance professionals. Financial analysis can kermal (e.g., decision analysis by a
company using internal data to understand or imgpraanagement and operating results)
or external (e.g., comprehensive analysis for spgtposes as commercial lending or

investment activities). The key is how to analysiailable data to make correct decisions.

Using economic and accounting information, finah@aalysis aims at discovering a
company's real situation, based on coded datdsdt rmakes it possible to make a full
assessment of the analyzed company and its futaspgcts. On a practical level, financial
analysis first places the company in its economirenment: market, sector, production
processes, distribution channels, motivations efi@ople working for the company. Then,
the analyst progressively studies wealth creatiovestment and financing policies, and

concludes on the profitability of the company. [4]

3.3.2.2 History of financial analysis

The historical roots of financial analysis arelie USA, where the usage was not just the
theoretical, but also a practical work. Originatlyas specialized just to represent changes
in absolute indicators, but later on the financalalysis also acts in detection and
attestation of company credit ability. After the ndoeconomic crisis in the 30years the
interest in liquidity and the survival ability agached. Afterwards the heed turned around
on the profitability and therewith on the questi@missconomization. The USA is also the
cradle of the processing branch statements, whioket the data from other individual
firms were compared with. In Germany the finan@aklysis is titled as the balance

analysis (Bilanzanalyse) or the balance critiquda(®kritik). The financial analysis

28



comprises of profiling and valuation of all thescdments: balance sheet, profit and loss
account (income statement), annual report and soppit.

In the Czech Republic the title for financial arsdywas “rozborové&innost”, analytical
operation, which was the loanword from the EnglB&fore 1989 the Czech analysis was
executing as so-called “rozbory hospimtd” economy analyses. So it is not that new
section, which would not have been existed herefibancial analysis has got a new and
wider content. So it is not just about performihg plans, but also about controlling the
aims completion, which is set by the firm itselin&ncial analysis interprets the financial
information attached with the efficiency examinatand the perspective of company, even

in confrontation with other firms and branch averdJ]

3.3.2.3 Methods of financial analysis

Firstly | would like to point out these methods a set up from any legislation neither
from system of law. For that reason sometimes i came about not that exact
interpretation of financial analysis results. Thel@es not exist an uniform terminology
and uniform elaborating processes. None the les&igeanalytical processes were

developed and they were also generally accepted.

The basic criteria for ordering the financial as&ymethods are simplicity, or more
precisely, complication of applied mathematicalgeaure. On the basis of this viewpoint
we can divide the methods into elementary methaus raethods of financial analysis

(mathematical-statistical and non-statistical md#)o
Elementary methods of financial analysis are farttessified into:
- analysis of absolute indexes
* horizontal analysis

» vertical analysis

- analysis of differential indexes and cash flow
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» cash flow

* net working capital

* net quick assets

* net monetary assets
- analysis of ratio indexes

» profitability

e activity

e liquidity

» financial stability and indebtedness
- analysis of indexes system

e Du Pont pyramid analysis

e Altman model (Altman Z-Score)

3.3.2.4 Analysis of absolute indexes

Status indexes come out directly from account statés. Those analyzed data are
compared with the current account year and theiguevaccount year. In those certain
data we have to observe the absolute changes angethentage changes (relative). The
analysis of absolute indicators comprises of hatiab analyses (trend analysis) and

vertical analysis (percentage component analysis).

Horizontal analysis

In the horizontal analysis of the absolute indicatwe have to find out how the certain
item in the account statement is changing agaiosthé previous year. And this is
measured in as absolute amount as relative (pagentamount. Comparing the
accounting items between certain years is doneniey horizontal — that is why we speak

about horizontal analysis.
Vertical analysis

Vertical analysis compares the accounting statenwénthe certain period with the

statements of the previous period. And speciallpngares the several companies of a
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different size. The concept “vertical” is mentionéére in the meaning of that, the
technique analysis is usually processes in thaiogperiods from up to down.

Percentage analysis

This method is based on transferring indicatorsabsolute values into the relative
percentage expression. In comprises of calculatforhain indexes, vertical analysis and
horizontal analysis.

Percentage analysis is advantageous in comparmdirtih statement in the long time
period, in the case of the whole and also as tHeuse system. Its disadvantageous is in
not pointing the problem of the changes, the albsddase for the calculation changes and
the balance data can include incomparable (diffeiends of depreciation methods,

merchandize estimating).

3.3.2.5 Analysis of differential indexes and casthoiv

Differential indexes serve to analyze the operatimgncial situation of the company (with
marked orientation on its liquidity) are denoted famncial funds (funds of financial

resources).

Cash flow

In investments, cash flow represents earnings badepreciation, amortization, and non-
cash charges. Sometimes it is called cash earn@®agsh flow from operations (called
funds from operations by real estate and othersitnwent trusts) is important because it
indicates the ability to pay dividends. [8]

The amount of cash earned after paying all expemsgégaxes. Cash flow is calculated by
adding net after-tax income plus any bookkeepingeages that result in items being
deducted but not paid out in cash. Such bookkeegmtiges include amounts charged off
for depreciation, depletion, amortization and ckartp reserves. Cash flow is a measure of
a company's worth and its ability to pay divideodsts stock.

Closing balance of money = opening balance of meneceipts - expenditures
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Net working capital

Net Working Capital, is defined as Current Assetisus Current Liabilities. Current assets
include stocks, debtors, cash & equivalents anerotlurrent assets. Current liabilities
include all the short-term borrowings. The formiddollowing: (stocks + debtors + cash

& equivalents + current assets, other) - creditshsyt.

Net quick assets

Current assets are readily convertible into castumcurrent liabilities. A large amount of
net quick assets often characterizes a conservétive with a very liquid financial
position. Cash, accounts receivable, and marketsdxterities, minus current liabilities.
Inventory is excluded in order to determine whetlifesales evaporate, a business could

meet its current liabilities with the readily comtiiele (to cash) assets on hand. [10]

Net monetary assets
(Monetary demanding financial fund) represents atercompromise, the middle way
between those indicators mentioned above, it igyded in order to include the short term

receivables (without unenforceable) complete willtkjassets and their equivalents.

3.3.2.6 Analysis of ratio indexes

Ratio indexes are the basic methodical implememe, s$taple of financial analysis
procedure. They are in the numeric form, in whightae financial-accounting information
putting in. The ratio indexes are ordinarily couhfeom dividing certain item by another
item listed in the statements, where between tletmments exists certain connection. The
construction and the selection of these items algested mainly to what we want to
measure. The analysis externalization has to lexast to the surveyed problem or to the

decision transaction.
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Profitability indexes

Profitability index is a finance term that tells tiee potential payoff of an investment
compared to the initial cost of investing. Profitidy index, often abbreviated as P.1., is a
great indicator of how good of an investment yoaliraaking. It is especially useful if you
can only invest a limited amount. You can calculéite profitability index for multiple
investment possibilities, and the one that hashigbest P.l. value is the one where you

should focus your resources. [11]

Profitability indicators measure profit with the aumt of resources which were spent on
creation of this gain. They are used for apprai$axploitation intensity of reproduction
and evaluation of the company.

When calculating the indicators we result from batasheet and profit and loss statement.
Profitability indicators differ from each other acding as profit is put in numerator and

what paid capital is put in denomination of thecfian in the indicator.

Return on assets

The profitability of the total capital (return ossets — ROA) or the profitability of assets
represents the whole effectiveness of the compateycan display it as a tax less or taxed
profitability. The profitability of total capitalepresents the productivity of the total capital

no matter from which the resources were financed

Return on equity

The profitability of the shareholder’s capital tue on equity — ROE. The amount of net
income returned as a percentage of shareholdergy.egaturn on equity measures a
corporation's profitability by revealing how muctofit a company generates with the
money shareholders have invested.

This indicator is used for tasting:

» possible implication in shareholder’s equity foe ihcreasing capital source
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* maintainable increasing rate of the company derifemin the increasing
shareholder’s equity

» the opportunity on the maintenance of actual vafshareholder’'s capital under
the inflation conditions

» the productivity levels of shareholder’s capitainare to expenses of loan capital

Return on sales

A ratio widely used to evaluate a company's opemnali efficiency. ROS is also known as
a firm's "operating profit margin”. It represente tability of company to gain a profit
during certain level of sales. From the result weable to find out, how many crowns of

profit brought one crown of sale to the firm.

In the development rank this indicator should rddacreasing trend, in average it is about

the value 10 % with that in branches with highentwer can be also smaller value.

Return on costs

This indicator represents the effectiveness of fie’'s economic actual, how many
percent of profit falls on 1 CZK of expended expEnslt should have an increasing
movement in the time series. The optimum valuebmanonsidered to be above 10% of the

indicator height.

Activity indexes

These indicators show us how effectively the actiognentity with its own activity
economizes. If the accounting entity has more #gtitian is needed, the useless expenses
rise. If the accounting entity has less than isdede the potential sale decreases. These
activity indexes are represented in two forms stlfr indicators of turnover amount or
secondary, indicators of turnover period (time)eTarnover amount indexes predicate of
how many times the set time period turns certge t9f asset. The turnover period index

watches the time where the asset is bounded int@rcéorm.

34



The company should press for the turnover peridoet@as shortest as is possible, because
in an inventory are bounded finances. On the dtlaed the company has to take heed to

still have enough inventories for the fluent opieigt

Turnover of total assets

It is measure of total usage of accounting itenetass

This indicator shows how long it takes to get te thtal assets turnover in the relation to
sales. Positive is the shortest time of turnovelue is determined by turnover of fixed and
working capital. The higher portion of fixed assebe higher is the value of indicator. It is

also affected by the dynamism of sales.

The time period of merchandise turnover
This represents the average time, which goes batweerial buying and product selling.
It represents certain number of days, where thet $bon assets are bounded in the form

of merchandise. Ideal is to gradually decreasevéihee of indicators in certain period.

In our condition, the satisfactory is consideredb® lower than 100, the optimum is
between 30 — 50 days. In the time series shouttiddecreasing trend of indicators.

The time of commitment turnover

It is also called as the time of the payments ddtashows us the time period between the
merchandise purchase and the payment for the mechae interest of company is on the
longest time period of the commitment turnoverabteast it should not decrease below

the time period of the claim in the liquidity sexti

The time of receivable turnover (payment time)
It represents the time period, in which lapses fitbin date of consumer invoice till the
date of receiving the payments. It shows the timth® payments of the claims in average.

The accounting unit has an interest in the shotit®est period of payment.
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Ability to pay

Ability to pay is one of the most important chamawdtics of financial situation. It reflects
short term financial stability of the company. Inetconditions of self-financing and
competitiveness on the market is very importarthd firm is able to perform payment

duties and comply its own financial commitment.

Liquidity basically represents firm’s ability to wer own commitments and obtain enough
funds on making needed payments.

Liquidity has adverse relation to profitability aEcounting entity. Accounting entities with

big share of high liquid assets reach usually logrefitability.

If these indicators are too low, it can mean paynpeablems. If they are too high, it can

mean non-effective usage of assets. Resulting yalmew us how many times company is

able to meet its commitment, if the firm would tsform its certain assets into cash.

Immediate liquidity (liquidity of the 1. level)

It represents the ability of the company to a certiay, the ability of the company to cover
usual neediness by its own financial funds. Thanmgnh value of the indicators are
between 0,2 — 0,6.

Current liquidity (liquidity of the 2. level)

It evaluates the payment ability from the view efatively longer period. The time
progress of the indicator tells about the finanara payment situation of the company.

It shows if the company is able to cover the usglessity and the short term debts by its

own claims and by financial funds. The optimum eatidi the indicators is between 1 — 1,5.

The height of indicator depends on the type of factivity, branch, and company strategy
in the sphere of financial management and so oe.ifiportance also has the evaluation of
progress of this indicator. Growth should signapexted improvement of financial and

payment situation and vice versa.
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Total liquidity (liquidity of the 3. level)
The indicator shows how the company is able to kcate own short time period
commitment by short term assets. The indicatorseduor the basic orientation about the

firm’s payment readiness. The indicator value stidnd between 2 — 2,5.

The most important is to compare companies withlamgharacter of activity or with the
average of branch. The main groin of this indexthat often is not realized main
presumption that all current assets would be ablé&ansform in money in short time
period. Part of merchandize can be already unudablproduction and at the same time
hardly salable. The indicator of total liquidity &so influenced by way of merchandize
evaluation (method of average costs, FIFO, etdgadvantage of the indicator consists in
non consideration of structure in current assetgyint of liquidity, structure of short-term
commitments in light of their validity. The level mdicator is affected by respite of some
purchases. Indicator is state type and that is wlsphould be under discussion in time

period.

Share of receivables on current assets
It denotes the structure of current assets. Inere&ghis index is positive in the case of
regular amortization from the customers. If thexdigger amount of bad receivables or it

is after long time payback period, it is bettethié indicator would decline.

Ratio indicator of liquidity
It is built with the help of net working capitaf. we would criticize only the value of net
working capital, it cannot reach negative, whichuldoshow evidence of fixed assets

coverage by current resources. The value of this redex should be from 30 to 50 %.

Indicator of overcapitalization
This index shows the rate of long-term tangibleesssoverage by equity. Equity should
be fund long-term assets, typically for certainnofa It characterizes presumptions for

financial structure stability.
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Indicator of undercapitalization
It represents conditions for equilibrium firm’s fling. Value cannot decline under 1
because the long-term tangible assets would beragedrom apart by current resources,

which threaten next development of the company.

Financial stability and indebtedness

It generally represents the ability of a companwgloterm providing the financial

commitment and long term achieve adequate effigiebe basic information source for
the financial stability analysis is the balanceegsh&€he financial stability of the company is
characterized by a structure of financial sourdeictvis responsible for the composition of
the economic resource. In the case of some probiethis section, it can get to heavy
indebtedness and finally that the company bankfTipé. company financial non-stability

means the decrease of the trust of the accountipggs.

Total indebtedness

Indicator of the creditor point of view, the totadebtedness, shows the loan capital
payment percentage on total assets. At the sane time accounting payees will have
rather lower value of this indicator and then tbevdr rate of indebtedness, while the

owner will prefer higher rate of indebtedness.

The indebtedness of equity

It is supplementary indicator of total indebtednéstells us the relation between loan and
equity.

Accepted indebtedness of equity depends on deveopperiod and on position of owner
to risk. In stable companies it should be approtéhyan the zone from 80 to 120 %.

Interest coverage

It shows how those interests are covered by atprofie higher indicators value the
accounting unit reaches, the stronger its finarstebility has.
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It informs us, how many times the interests areeced by profit. It expresses the firm’s
ability to fulfill the installments of interests.h& optimal progress of the indicator should

have the value higher than 5.

Share of equity on the assets (coefficient of séifrancing)

The indicator characterizes long term financiabsity and states how the company is able
to cover the funds by its own resources. The irsge# this indicator means the stronger
financial stability. If the indicator value is biggthan 30 %, it characterizes good financial
stability. The extreme indicator values mean oapHalization or under-capitalization of

the company.

Level of fixed assets coverage

Fixed assets of firm, long tangible and intangdmsets should have been coverage by long
term resources. The higher both two indicators bigtger is financial stability of the firm.
Level of coverage should reach at least the vafu#00 % that means all fixed assets

should be coverage by fixed capital.

Financial lever (coefficient of assets)

Main aim of financial operating is to gain optinpebportion of own and foreign funds, in
other words optimal indebtedness. The coverageeds mainly by own resources, which
are usually more expensive way of financing, cad | financial straining of company
and to insufficient elastic reaction on financigeds of the firm. Insolvency is not only
negative characteristic of the company. In healfingncial stable company can be its
growth administer to total profitability and so mearket value of the firm as well. Here
does not exist even direct connection betweenvesaly and indebtedness because higher

indebtedness leads firm into payment difficulties.
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3.3.2.7Analysis of indexes system

Altman model

It is bankruptcy indicator, which means, it deteres the rate of threat of company in
bankruptcy. That is why are chosen just the fingnaidicators, which have influence and
according to them it is possible to measure firgnitireat and company problems. It is

used mainly by creditors because they have aresttar firm’s ability to be solvent.

Altman index tries to predict financial situatiohtbe company by one number, let us say
number Z. It was calculated by the sum of valuelvefratio indicators. To them were set
different weights in similarity of coefficients. €hresult is possible to compare with
recommended values, and find out, if company rexanterage, under average or above

average value.

Z=0,717%; + 0,847, + 3,10%3 + 0,42Q,4 + 0,998s

x1 ... Working capital / total assets

x2 ... (operating profit + funds from profit) / total sets
x3 ... profit before taxation and interest / total asset
x4 ... market value of registered capital / liabilities

x5 ... Income / assets

Interpretation of result: if Z< 1,2 ... zone of bamitcy
1,20<Z<2,90 ... zone of grey area
Z>290 ...zone of prosperity

Spider graph

It provides quick and well-arranged evaluation osigion of certain company in rank of
indicators with regard to branch average (like this usually used); but possible is also in
comparison with the best ones (in branch or speatadn) or with competitive enterprise.

It usually uses 16 ratio indicators (amount is gego change). These are represented in
percentage towards branch average (possible toneséan or other medium value); the

branch average is considered to be 100 %.
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Indicators, which have to be minimize (for examgiele period of debt collections), are
calculated by reciprocal value (branch averageddiby value of analyzed company).
Especially we have to be careful on indexes whithukl take optimal value (they should
be neither too high nor too low — these are fomgxa indicators of liquidity).

Bases of the graph are concentric circles, fromravhbe first from the centre shows
branch average, that is 100 % of indicator valwxt 200 % and so on. Graph is divided
into four quadrants, from where the first containglicators of profitability, second
contains indicators of liquidity, third one the goosition of financial resources and fourth
show activity. In every quadrant is four beamst@tal 16), which run out from the centre
of graph. On these are applied values of indicatdrevaluated company. Neighbour
values marked on single beams will be put togethdrby that we get final spider graph.
Already on the first view graph usually offers idef evaluating company: if spokes
overreaches the circle of average values (circleé %), is concerned above average
company, if spokes are closer to the centre fromlecilO0 %, then it is under average
company. In one graph is possible to record evewrrak enterprises, but graph is less
synoptic. However, graph cannot replace detaileglyais of individual indicators and

their relationships.

3.3.2.8. Wers of financial analysis

Managers

The information giving in financial analysis is thHeasic stones for the operating
management. They are for the long term as welbashe operating managers. Financial
analysis gives the opportunity for the detailed arsthnding of financial situation in the
company, and that is why it also helps to the @broecision making with getting the

financial funds, with optimal property structuredats right financing. [12]
Investors

An individual who commits money to investment prouwith the expectation of

financial return. Generally, the primary concernaof investor is to minimize risk while
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maximizing return, as opposed to a speculator, ishailling to accept a higher level of
risk in the hopes of collecting higher-than-averpg#its.

An investor is a person or entity that purchasestaswith the objective of receiving a

financial return. The assets an investor may bugeavidely, but include stocks, bonds,
real estate, commodities, and collectibles (ef). &he portfolio of an investor commonly

includes a variety of assets that balance the d=wvand risks of each investment. An
investor is distinguished from a speculator, whekseto make quick, large gains from

price increases on risky assets. Generally, anstovehas a longer time horizon for

achieving a return, which may include regular cpaiments from the income the asset
generates, capital appreciation from the rise enabset price, or both. A young investor
tends to buy assets with price appreciation pakntecause a 25-year-old investor has
many years for the asset to appreciate beforeuthdsfare needed for retirement. An older,
retired investor ordinarily seeks income and thumnts assets that offer regular cash
payments. [13]

Banks and its other accounting payees
Potential payees basically need many informatioautilthe financial standing of the
potential debtor, because the bank have to detitteey offer the loan, what amount of

money and under which conditions.

Bank always verifies the financial standing of fisure client before offering the loan.

This financial standing valuation is done by anislys its financial management. Here it is
found out, if the needful funds the company neegtsabse of the bad firm’s economy or
because of the financial necessity for assets sitipm, which is needed for the certain
economical actual. The financial analysis gives lihak the answer, whether the debtor
has enough amounts of funds to be able pay badkdhewith its interests.

Business partner

Business partners are divided into two groups pksepand customer
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Suppliers
Suppliers have the interest in the company (thasiress partner) to be able to refund

short term liabilities and invoices. They mainlyiw#o see the company’s ability to pay.

Customers

Customers have the interest mainly in situatiomfrihe view of the long term period.
They would like its supplier (our company) do net qto big financial troubles, not even
in the bankruptcy situation. Finally the customemuld have their own problems with the

funding production. In a way they are dependernit.on

Competitors

Competitors need the comparability of their finahcstanding information with the
companies similar (the same) to business actiVitys information could have effect in
certain competitive advantage. They are very haafind.

Employees

Employees have natural interest in the prospegitpnomic and financial stability of their
firm, because they would like to keep the samewvanebetter their working place and
salary. They are often motivated by the resultheffirm’s economy.

State and its bodies

The state and its bodies are interest in the filahrcaccounting data from many reasons;
for example: for the statistics, control of tax yutontrol of the companies with the

portion in state property, financial help out dinigl (direct grant, warranted loans by the
state, etc.), getting the overview about the firmaricial standing with the state

commission. They require information to formulabte state economic policy (monetary,
fiscal and so on) towards the business sphere.

43



3.3.3 Own evaluation

3.3.3.1 Free cash flow

Flow of cash and financial resources is real measumd indicator of economic actual.
Important and sectional usage in financial opegatsuch as financial planning, investment
decisions making, evaluation of company and fin@nciols, has the entry free cash flow
(FCF). Category of free cash flow is usually untteyd as disparity between incomes and
expenditures, which are generated by company aasdtsefers to stated type of capital.
According to how the category of capital is defirtbtfers free cash flow for owners and
creditors (Free Cash Flow to the Firm - FCFF), frash flow for owners (Free Cash Flow
to the Equity — FCFE) and free cash flow for credit(Free Cash Flow to the Debt —
FCFD).

Free cash flow relative to total capital FCFF reprdas all cash flow, which company
generates from assets regardless of whom are dieemers, creditors). These are
composed of two files, from cash flow for ownersHECand from cash flow for creditors
FCFD.

Free cash flow for owners FCFE characterizes fltrais the point of view of owners, for
example stockholders and they are created fronméiahflow from operating, investment
and financial activities.

If total capital is created purely from equity ahd unleveraged firm, then cash flow from
equity FCFE and total capital FCRFidentical. Free cash flow of unleveraged firm
FCFE is in this case created only from financial flow operating and investment

activities and interests connected with foreignitedploes not occur.

3.3.3.2 Costs of capital

The notation costs of capital are most often uridetsas costs of company on reaching
single component part of business capital. Costsapital represents minimal required
rate of effectiveness (internal earnings percentafeapital. Costs of individual units are

different and are subject to progress in time. €ost capital are possible to understand as
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costs of capital as price of gained capital forthap development of activity. From the
point of investor’s view concerns requirement ofie@fveness which has to be reached by
the firm in order to not reach decline of value fihp for investors. In general, the size of
costs on capital depends on risk of particulartassgenerally it consists of risk-free rate
Rr and risk premium R

Costs on total capital (Weighted Average Cost opidéh— WACC) are combination of
costs of different forms of capital. Costs of cab@orrespond to earnings which investors
expect from their investment into firm and so cep@nding risk as well. Let us remind

that here we do not concern real earnings but cd$tss opportunities.

Costs of foreign capital are possible to expredatasests or coupon payments which have
to be paid to creditors. Basic interest rate ishsesituation on financial market. Costs of

capital which firm gains by the form of debf Rfor example: bank credit, emission,

debenture bond) is represented in the form of ledémnterest by tax shield.

Costs on equity Rare for the company usually bigger than costsooeidgn capital. Basic
methods which are used for cost estimation of gaare:

» Capital Assets Pricing Model — CAPM

* Arbitrage Pricing Model — APM

* Dividend growth model

 Modular model

3.3.3.3 Yield methods

In this method group is start from the presumptibat estate value is determined by
expected utility fro its holder. In company thelitgiare the future economic effects, such
as profit, dividends, cash flow. Value in these moes depends mainly on definition of
future earnings, choice of time period horizon &rihg costs of capital. Into this category
also belong two basic methods of evaluation: metbfodiscounted cash flow (DCF) and

method of capitalized profit.
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Methods of discounted cash flow

These methods are based on estimations of futeee dash flow which unwinds from
business activity. Future free cash flow is on¢hef most important measurement used in
company evaluation because with increasing incaorieases value of the certain firm.
When using these methods we meet with several basks. The first one is right
delimitation of future cash flow suitable for evation, the second is fixation of capital
costs by which cash flow is discounted and theltbine is value fixation by the help of

evaluating method.

Method of DCF-Entity

In this method is evaluated total capital. Freendémwv for owners and creditors FCFF is
discounted by costs of total capital WACC. The ainthis method is market evaluation of
total company capital.

With using method DCF entity a calculation proceedsvo steps. Festival, we go out of
cash flow which would be available to owners anddiors as well and by their
discounting we reach company value as a complexwiiveall it V4, gross value). From
that in the second step we subtract value of faore@pital on the date of evaluation and
reach value of own capital (we will call it,vhet value).

Standard two-phase method is in practice usuaorttes from simple image that future
period is possible to separate on two phases. pirase contains period for which the
valuator is able to draw a prognosis of free cdelw ffor single year. Second phase
contains period from the end of first phase tifirine. Company value in the period of
second phase will be in following text mark as cwnnhg value. Continuing value is
understood as present value of expected cash flmw the end of first phase till infinite.
This present value is calculated to the date st fthase ending (this moment is identical

with the beginning of the second phase).
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Method of DCF-Equity

In this case is evaluated just equity. Free cash fs related only to equity FCFE and is
discounted by costs of equityeREvaluation of market value of equity is one of ey
tasks of financial management and decision makivig finds out the value which falls on
owners of the company and increase of this valuansieealization of owner interests as
decision motives and aims in financial management.

When using method DCF equity we start from cashv flehich is disposable only to

owners of the firm. By their discounting we getuabf equity.

Yield capitalization method

It is method of “net” (or equity), that means yielalue is calculated from revenues to only
owners of equity and thus the result is also tHaevaf equity. It is based on principle of
present value of future profit. Revenues are esdchxom historical data. Starting point of
determination is data from balance sheet and paafitloss account for period from 3 to 5
years. Key data is so called sustainable profét i accounting profit which is subjugate
to rank of corrections, such as correction of dejpt®n by real amortization, exclusion of
extra profit and extraordinary costs in transitiperiod, exclusion of revenues and
expenditures which are not related to main actieityhe company, averaging of irregular
revenues, exclusion of hidden reserves, methodi@iges corrections and so on. If we do
objectification evaluation we should result frone tlhne of removable net income. Then
this is defined as real, income from operationsnituenced as low as possible by
accounting policy where the income from operaticas be divided unless the yield

potential of the company is at risk.
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4 Characteristics of a chosen firm

4.1 AUDITOR Praha s.r.o.

The auditing company AUDITOR Praha s. r. 0. hdseinployees and 2 auditors at
present. The company has been registered in theiabffist of auditors of the Czech
Republic since 1999.

Trade name: AUDITOR Praha s.r.o.
Address: Praha 1, Hastalska 6/1072,(P8L0 00
Identification number257 51 301

Legal form: s.r.o. — limited company
Date of registration: 6. April 1999
Reqistered capital: 100 000, - CZK

Subject of enterprise:

e Activities of an accounting advisers
* Activities of economic advisers
* Tax consulting

* Auditing activities

Statutory body: executive: Ing. Irena PospiSilova
Copartners: Eta Invest, s.r.o.
Deposit: 60 000,- CZK
Business share: 60 %

Ing. Irena PospiSilova
Deposit: 40 000,- CZK
Business share: 40 %
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The affiliated company Auditor spol. s r. 0. (prd&$ services in tax consulting and book-
keeping with 90 employees and 8 tax advisors) wasded as a 100 percent subsidiary

company of an Austrian consulting firm in May 1981Prague.

The company in Austria with locations in Vienna addrn provides economic and tax
service, has a staff of about 25 employees, inotudour tax advisors. The affiliated

company in Slovakia with location in Bratislava lsastaff of 35 employees.

The services provided by AUDITOR Praha s.r.o. afdiditor spol. s r.o. in Prague

correspond to the service of international audiing tax consulting firms.

The company AUDITOR Praha s.r.o. provides audisieryices for about 80 clients. They
have extensive experience with audits of medicahmanies (Mediscan, Multiscan,
Eurodiagnosis, NH Hospital, Jessenia (=hospitat) ahcompanies from other branches
(Amtek, Gebruder Weiss, Cargo-Partner, VA TECH B&koncern), VA-MCE,
Oberbank, McCain, Promat, Alcar, Flaga, Panalpt@).

AUDITOR Praha provides their reports in two langeiagersions. All employees speak
two languages.

Since 1998 in both the Czech Republic and the Kld¥@public AUDITOR Praha has
represented UHY — Urbach Hacker Young Internatioaakorldwide network of auditors
and tax consultants in more than 50 countries. T¢@y offer a solution of foreign tax

matters directly with experts in the countries amed.

AUDITOR Praha s.r.o. has a responsibility for pd®d services in an extent according to
Czech law.

49



4.2 HAYEK, spol. s r.o., holding — the competitor

The group HAYEK holding consists of HAYEK, spol.r.s., holding (formerly HLB

HAYEK), which was founded in 1991 and deals withliing, accounting and tax advice,

and HAYEK TAX, spol. s r.o., holding, founded in@Dand specialized exclusively in tax

services. The founder and only partner in both comgs is the auditor and tax adviser

Ing. lvan Hayek who is a much-sought specialistha field of business combination

including company transformations, acquisitions duod diligence.

Trade name: HAYEK, spol. s r.o., holding
Address: Praha 1, Jindska 5/901, P& 110 00
Identification number438 75 092

Legal form: S.r.o. — limited company
Date of registration: 28. January 1992
Reqistered capital: 100 000, - CZK

Subiject of enterprise:

e Activities of an accounting advisers
* Activities of economic and organizing advisers
* Tax consulting

* Auditing activities

Statutory body: executive: Ing. lvan Hayek
Copartners: Ing. Ivan Hayek
Deposit: 100 000,- CZK
Business share: 100 %

HAYEK company and valuating AUDITOR Praha comparg @ompetitors to each other.

Both companies run a business very well in the @Zepublic. They both provides very

similar, even | would say the same, services. Fthase reasons is Hayek company

50



considered as the competitor and at the same timdlialso pose branches values for

comparison.

5 Economic evaluation - own analysis of a choseinn

5.1 Strategic analysis

5.1.1 External environment

Delimitation of relevant market and its characterigics

The service which is offered to the customers iedauditing and consulting. AUDITOR
Praha belongs among the leading auditing compamestax consultants in the Czech
Republic. According to Chamber of Auditors of thee€h Republic (KER in Czech)
Auditor Praha belongs to the higher middle out 88 auditing companies operating in the
Czech Republic. It is defined according to the sttar Czech market of auditing services.
The obligatory audit is understood as verificatodrordinary and extraordinary accounting
settlements or consolidated accounting settlemiénitss verification requires other legal
enactment; eventually verification of interlocutorgccounting settlement, if this

verification requires other legal enactment.

The aim of audit of accounting settlement is tobdémauditor to express opinion, if the
accounting settlement is in every important aspagreeable with appropriate frame of
accounting audit (International auditing stand&@é 200 Aims and general principles of
accounting settlement audit).

Sector of customer

AUDITOR Praha s.r.o. provides auditing services #iout 80 clients. They have
extensive experience with audits of medical comgmni(Mediscan, Multiscan,
Eurodiagnosis, NH Hospital, Jessenia (=hospitat) ahcompanies from other branches
(LRS, Amtek, Gebrider Weiss, Cargo-Partner, VA FE(VOST-koncern), VA-MCE,
Oberbank, McCain, Promat, Alcar, Flaga, Panalpt@). AUDITOR Praha does not have
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any biggest customer who would perceptually overtbp total turnover. All their
customers are quite the same size, the biggess&RS which has 6 % of the total firm’s

turnover.

Sector of supplier
AUDITOR Praha does not have very important suppli€ompany only needs office

supply, office rent, phones, internet, bookkeeging payroll processing.

Sector of competitors

The competition in this branch is very high. Maimigwadays the competition increases
more and more. The main competitors with similandwer are Hayek, Proxy, Eik and
Rodl. AUDITOR Praha has the advantage that itedlartin a business quite early (before
there was a huge boom and also its advantage isitthacuses on German-speaking
customers which are subsidiaries from Austrian &@&iman parent firms (which takes

about 60 % of the total contracts).
Map of strategic groupsin the branch of auditing in the Czech Republi2@i0.
Pic. 2 — Map of strategic groups
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For the main characteristics were chosen 5 diftessmvices connecting to audit and
accounting. First one is audit of annual finang&tement (according to Czech las),
second one is other audit — 1) audit in the transédion (fusion) of the company, 2) audit
in accuracy of the transfer of Czech AFS into IFIRSAAP. Onethor sector of service is
tax and economic consultancy, then bookeeping sradyfpayroll processing. From the
picture we can see that the whole spectrum of sesvinave only the biggest companies,
such as KPMG, Mazars, PWC and then are smaller anm@p which operate with just
some of the sphere of the service. AUDITOR Pralmddivities in audit of AFS, other

audit and tax and economic consultancy.

Porter’s five forces

Threat of entrythis branch is long acting and long competititasinecessary to certain

have know-how for pursuit of audit. It the firm saan market longer time, it means better
cooperation. There is a certain threat of entrpeemlly in subsidiary companies from

already operating concerns from abroad.

Competitive rivalry within industryAUDITOR Praha provides high quality services and

their prices are not that expenses, so here igtlee comparison of price and service.
Long company operating means stable clients. AURTR)aha has employees who know

at least two languages, which is advantage as well.

Threat of substituteddere is no direct threat because auditing is & specific branch of

activity.

Bargaining power of buyerdt cannot be treating because audit is obligatbigre exist

three conditions under which the certain firm f@sarry out an audit.
Three conditions:

- total assets have to be over 40 000 000, - CZK

- annual turnover has to be over 80 000 000,- CZK

- average number of employees has to be over 50
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Bargaining power of supplier’dUDITOR Praha does not have that important supplie

which would influence this.

5.1.1 Internal environment

Identification of company resources
Tangible resources—- AUDITOR Praha does not own any huge tangibleuess, it only
has one type of tangible fixed asset and thatnspamy car. It has two cars where the total

purchase price was 1 153 000, - CZK. Nowadays batis are fully depreciated in an

accounting.

Human resources— average number of employees in individual years

Tab. 3 - average number of employees

Year 2006 2007 2008 2009

Average number
of employees

8 10 11 15

In the company is only one executive and she hasnloyees. Firm has one office in
Prague where they do the work. In 2009 companytsp&rr05, - CZK on employees

vocational training.

Financial resources- company does not make use of credit or anothesidy. Everything
is financed from own resources. In 2009 equity wgped from 2 681 to 3 202 thousand

CZK. Other financial indicators are mentioned i sapitol 5.2.2 — ratio analysis.
Non tangible resources— firm uses attendance software where the purchease was

20 000, - CZK and auditing software IDEA where thechase price was 60 000, - CZK.
In 2009 AUDITOR Praha spent 166 000, - CZK on saftwservices.
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Marketing and distribution factors — AUDITOR Praha has no advertisement. It is
mainly because affiliated company AUDITOR contrdctew clients to AUDITOR Praha

and then it started to have good contacts withrdtimas.

5.2 Financial analysis

5.2.1 Vertical and horizontal analysis

Vertical and horizontal analysis of balance statemd

Tables of horizontal and vertical analysis of batarstatement are possible to find in
supplements.

Total assets (further TA) are created from fixedets current assets and temporary
accounts of assets and liabilities. TA are maimbynf current assets; it is 75 — 95 %.
During years 2004 and 2009 is little increase, iygaim 2006 and finally in 2009 total
assets is the highest. From 2008 and 2009 is th&veechange 10, 64 %. But if we look at
it from 2004 to 2009 the change in TA is 35 % afrease. The biggest decrease in TA was
in 2008 towards 2007, there was a change of 6, 3%Hich is 297 thousand CZK, it is
mostly caused by decreasing of short-term receagabl

Total assets are created mostly from short-termtsss/hich are short-term receivables,
which are mainly receivables from partners. In glated years also a big part from current

assets is created from short-term financial ass&®ly in bank accounts.

Total liabilities (further TL) are created from ety foreign funds and temporary accounts
of assets and liabilities. TL are mainly cratedvrequity and foreign funds. In 2004 equity
and foreign funds were almost 50 — 50, even foréiguis created bigger part (around 62
%) and equity only 37 % but as time goes on in ZDD%re crated mainly from equity (66
%) and foreign funds are only 26 %. It is mostlysed by the decrease of short-term
liabilities from partners; nowadays AUDITOR Pratastonly 2 % of it and in 2004 it was

38 %. Another fact is that retained profit from s years is increasing almost year by
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year. In 2009 net profit to be approved is 521 #amd CZK comparing to year 2008
where net profit was 395 thousand CZK, so theixadathange is 126 thousand CZK.
Foreign funds are mainly created from short-terabilities, where the biggest part is in
liabilities from partners, co-operative and growmpetitors (it creates 11 % from TL).
Firm does not create reserves; here is no caseewhermarket and accounting valuating
differs markedly. In 2009 was no change in the amaf registered capital. Company

does not have liabilities after date maturity.

Vertical and horizontal analysis of income statemen

Tables of horizontal and vertical analysis of ineostatement are possible to find in
supplements.

In AUDITOR Praha company from 2004 to 2009 the apegs (revenues from own sales
and products) increase year by year, except 20@8e(twas a little decrease in amount of
676 thousand CZK). In 2009 operatings were 14 hbQsand CZK. Operatings are mostly
created from costs of sales and value added. F@iv B 2007 costs of sales were the
bigger part, it has around 60 % of operatings amldesadded has just around 40 %. In
contrast, in 2009 value added creates bigger paoperatings. It has around 52 % and
costs of sale create 48 %. Costs of sales areedréadm services because AUDITOR

Praha provides auditing services at most. Valuee@ds created mainly from personnel

expenses, which are wages and salaries, and seciaiity costs.

Profit for the accounting period is every year lowsan operating income statement and
this is caused mainly by the lowest (almost zermgricial income statement. The relative
change in profit from 2008 to 2009 is 31, 9 % ofirgrease. In 2009 the total profit is the

highest comparing to previous years. In 2009 phodfbre taxation is 672 thousand CZK.
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5.2.2 Analysis of ratio indexes

Sales per employee

Tab. 4 — Sales per one employee AUDITOR Praha

AUDITOR Praha s.r.o. 2006 2007 2008 2009
Average number of employee 8 10 11 15
Revenues from own sales and products (CzK) | 12325 | 14066 | 13429 | 14694
Sales on 1 employee (CZK) 1540 1406 1220 979

Tab. 5 — Sales per one employee HAYEK, spol. shalding

HAYEK, spol. s r.o., holding 2006 2007 2008 2009
Average number of employee 13 13 13 14
Revenues from own sales and products (CZK) 21603 21170 | 22655 | 21065
Sales on 1 employee (CZK) 1661 1628 1742 1504

The amount of revenues per one employee is sueldyant data from which is possible to
reason certain efficiency, respectively effectivenef the company. AUDITOR Praha has
almost the same number of employees except in Z0@&Fe the number is lower)
nevertheless is still able to create in 2006 safesne employee 1 540 thousand CZK. In
this year the competitor creates profit of 1 66dudand CZK (with 13 employees). From
2006 evaluated company still decreases sales anplogee and in 2009 it is 979 thous.
CZK.

Profitability

Tab. 6 — Profitability of AUDITOR Praha s.r.o.

Profitability Auditor Pha units | 2004 | 2005 | 2006 | 2007 | 2008 | 2009
ROA % 11,1 3,96 12,1 11,1 12,3 13,9
ROE % 20,5 20,2 21,9 16,1 14,7 16,3
ROS % 4 1,2 4,6 3,6 3,9 4,5
Return on costs % 7,7 9,5 8,9 7,8 7,1 10,8

Tab. 7 — Profitability of HAYEK, spol. s r.o0., hoid)

Profitability Hayek units 2004 2005 2006 2007 2008 2009
ROA % 107,7 | 111,7 | 103,6 | 107,5 2,1 3,1
ROE % 98,5 98,3 98,5 98,3 1,6 2,6
ROS % 50,7 39,4 44,8 41,4 1,4 2,4
Return on costs % 77,4 82,2 78,5 81,5 1,4 2,3
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Graph 1 — ROA and ROE of AUDITOR Praha s.r.o.
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ROA records the highest value in 2008 and 2009 &tewas more than 12, 2 %. ROE
records higher values in 2004 — 2006 where it wasral 20 %. From that period of time
ROE records decline which in 2008 was 14, 7 %. Ingu is that ROE exceeds the
certain interest rate; and this implies that f@& tompany is better to operate with business

activity than to have money in deposit.

Tab. 8 — Average interest rates from crown cliedéposit

Year 2004 2005 2006 2007 2008

Interest rate 1,407 1,247 1,28 1,411 1,589

Liquidity

Tab. 9 — Liquidity of AUDITOR Praha s.r.o

Liquidity of Auditor Pha units 2004 2005 2006 2007 2008 2009
Total liquidity ratio 1,58 1,73 2,81 2,57 1,51 3,47
Current liquidity ratio 1,52 1,6 2,68 2,47 1,47 3,37
Immediate liquidity ratio 0,88 0,59 1,44 0,16 0,61 1,20
Share of receivables on CA % 39 58 44 89 57 62
Net working capital thous.czx | 1142 1011 2696 2645 1313 3184
Ration indicator of liquidity % 36 42 64 61 33 71
Indicator of overcapitalization ratio 0 2,32 4,46 10,6 6,61 11,9
Indicator of undercapitalization ratio 0 2,32 4,46 10,6 6,61 11,9
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Tab. 10 — Liquidity of HAYEK, spol. s r.o., holding

Liquidity of Hayek units 2004 | 2005 2006 2007 2008 | 2009
Total liquidity ratio 4,66 6,08 4,91 5,79 7 7.4
Current liguidity ratio 4,66 6,08 4,94 5,79 2,52 5,2
Immediate liguidity ratio 3,83 4 3,19 3,6 1,51 3,47
Share of receivables on CA % 17 34 35 37 50 81
Net working capital thous.CZK | 1142 1011 2696 2645 1313 3184
Ration indicator of liquidity % 78 83 79 82 85 86

Graph 2 — Total liquidity of Auditor Praha and te&y

|
" —e— Auditor
» —#— Hayek
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2004 2005 2006 2007 2008 2009

The total liquidity of AUDITOR Praha is moving frorh, 5 to 3, 5, that is somewhere
between the recommended values, which are 2 - Phé&.correct values where between
years 2005 and 2008. The competitor Hayek hasottd tiquidity values hardy over
recommended values. The property of Hayek firmaisthat liquid. Current liquidity has
recommended values 1 — 1, 5. We can see that AURIP@ha is moving on the upper
border of the recommended value or even littleobér that. Immediate liquidity should be
between 0, 2 — 0, 6 and my evaluated company basmities around this recommended
border. The portion of receivables on current @sisehelpful indicator which can etch in
the structure of assets. This index is better wihelecreases. But this doesn’t happen in
AUDITOR Praha. In last two years the share of naddies on CA was about 60 % and in
2007 came increase up to 89 %. Indicator of ovetagmation has values from 2 — 11, it
shows us that in 2007 the fixed asset is 10timesreal by equity. Generally it is possible
to say that AUDITOR Praha has better position @nzbine of liquidity than its competitors

Hayek company.
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Activity
Tab. 11 — Activity of AUDITOR Praha s.r.o.

Activity Auditor Pha units 2004 2005 2006 2007 2008 2009
Turnover of total assets Turnoverlyear | 2,77 3,14 2,61 3,02 3,08 3,05
Turnover time of assets days 130 114 137 119 116 118
Turnover time of receivables days 50 50 54 99 59 68
Turnover time of liabilities days 80 49 43 43 68 31

The turnover of total assets is relatively stablee values are moving from 2, 6 to 3, 08
turnovers per year. Indicators of this should behigher values. In time turnover of
receivables and assets the emphasis is on loweesiahuditor Praha has its turnover of
assets always a little bit over than 100 days amdoter time of receivables is moving
between 50 — 99 days, that means receivables asvemage paid-in 75 days. The time
turnover of liabilities the emphasis is on highatues. Here it is moving between 31 — 80

days.

Financial stability and indebtedness
Tab. 12 — Financial stability and indebtedness GDATOR Praha s.r.o.

Financial stability and

. units 2004 2005 2006 2007 2008 2009
indebtedness

Equity portion on assets % 37 a7 40 49 61 66

Degree of fixed assets ratio 0 492 | 1004 | 216 | 107 | 178
covering

Assets coefficient

; . ratio 2,65 2,12 2,45 2,03 1,62 15
(financial leverage)

Total indebtedness % 61 43 32 36 58 27
Long term indebtedness % 0 0 0 0 0 0
Current indebtedness % 61 43 32 36 58 27
Equity indebtedness ratio 1,64 0,91 0,77 0,73 0,95 0,4

Equity portion on assets shows us to what extamttdmpany is able to cover own assets
by own resources (equity). In Auditor Praha theigalare moving from 37 — 66 %. Here is
an emphasis on higher value and we can see thsd ttadues are increasing year by year;
the highest is in 2009 that is 66 %. Degree aédirassets covering should reach at least
value 1, in order to have covered total fixed asbgtlong-term funds. Here the company
reaches good values except in 2004 there is zeraube Auditor Praha did not have any
fixed asset in 2004. Assets coefficient is in tipexiod relatively stable. Its values are

between 1, 5 — 2, 65, which means that equity esestinaller half of the total balance sum.

60



Long term indebtedness equals zero because Aueitdra does not have any important
amount of long term foreign fund. Total and currentebtedness values are moving from
32 — 61 %. We can see those values decreases agyties which is positive. Equity

indebtedness has recommended values betweenD, B ©Our values are from 0,4 — 1,64.

5.2.3 Analysis of indexes system

Altman model
Tab. 13 — Altman model

year 2009 2008 2007 2006 2005 2004
Z-score [6,15 4,16 4,38 3,51 4,13 3,68

Altman bankruptcy model is calculated with the wamswhich is determined for the
companies which do not have business (listed) stockstock market. In every year the
resulting Z-score was above the border 2, 9 poifttss proves that AUDITOR Praha is

not threatening with bankruptcy situation.

Spider analysis
Graph 3 — Spider analysis

ROE

Turnover time of liabilities .ROS

Turnover time of receivables \:j:» ROA

Turnover time of assets Immediate liquidity —e— General 100%

firm
—&— AUDITOR Praha

Turnover of total assets Current liquidity

Equity portion on assets ’,,:7" Total liquidity

Total indebtedness "Equity indebtedness

3

Degree of fixed assets covering
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Spider analysis is calculated with data in 2009reH&ere used basic ration indicators
which are mentioned in literature. AUDITOR Prahgsldehind its “competitors” almost
in every indicator. This is most obvious in quadrainprofitability. Here AUDITOR Praha
reaches only the minimum percentage of profitagbualue. In the liquidity quadrant is the
difference also known. Only the indicator of degoédixed assets covering AUDITOR
Praha has much better result than the competitae.tlirnover time of assets, receivables

and liabilities are moving on 80 % of competitoraues.

5.3 Own evaluation

5.3.1 Free cash flow

Seeing that years 2010, 2011 and 2012 are prografseessible future progress of

AUDITOR Praha company, here are not calculated ang time costs or revenues.
Financial revenues and costs will be representegrdfit or loss account. Data for capital

investment in individual years are found in thehciew statements as per certain period
of time. Corrected profit or loss account afteratizon is created by predicting profit or loss
account for certain accounting period. In prognaseslculated with the 19 % tax rate.

Tab. 14 — Calculation of free cash flow (in thous&rK)

Year 2010 2011 2012
Corrected P/L account after tax 552 658 674
Depreciation 0 61,6 123,2
Capital expenditure 0 560 0
FCFE 552 159,6 797,2
FCFF 552 159,6 797,2

Free cash flow of total capital and equity is tlaene. This is because AUDITOR Praha
company does not use any bank loans or bailoutshatds why there is not included in

cash flow any income or outcome from these forengans.
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5.3.2 Capital costs

For capital costs budgeting (even if we talk alemiity costs or total capital costs) is used
constructional model which is also used for exampledDepartment of Commerce (s.
WWW.Mmpo.cz). It results from presumption of moddVINl (Miller and Modigliani), where
accepted tax effects and tax shield are there.

Risk free interest rate is set according to returdreasury bonds with maturity of 10 years
iIssued in 2009 and it R= = 4, 67 %

Ministry of Finance in the Czech Republic — intéragesonling. [26/3/2011]

< http://www.mfcr.cz/cps/rde/xchg/mfcr/xsl/makroep62646.html>

Ra=5%
Rentrepreneurs 0 %
Rrinstan= 0 %
WAAC =9, 67 %
Re=9, 67 %

5.3.3 DCF - Entity method

In evaluating AUDITOR Praha company was used ixggacommonly applied two step
method. Firstly was calculated value of the filsage where the free cash flow to the firm
(FCFF) was used, which was subsequently discouinteah individual years using the
weighted cost of total capital. Individual years thfs discounted free cash flow were
counted and thus we get total value of the firsigeh In the second phase was counted
following value that is company value from the efi@012 to infinity.

The first phase contains three forecast years (20Q01, 2012). Prognosis for this data
was elaborated by AUDITOR Praha company and soassumed that data are correct and
credible and so they are not verified.

In the second phase is calculated with discoucdsts flow for following years. The GDP
growth in 2009 is according to the Czech Statistiféice 4, 1 %.

63



Subtotals and final values of certain evaluatinggals are possible to find in following

table.

Tab. 15 — Evaluating of the firm (in thousand CZK)

Year 2010 2011 2012
FCFF 552 159,6 797,2
1+ i 1,0967 1,088 1,09
discounted FCFF 503,3 146,7 731,4
Value of the 1* phase 1381
Continuing value 14 400

Total value of the firm 15781

This is a subjective (investment) evaluation beedosecast data were supplied by itself
evaluated company and were not verified. Therefi@ere does not exist any guarantee that
data correspond to the market situation. DCF ecantg DCF entity methods show the
same values at this moment because AUDITOR Prabs wat use any bank loan, so here
are no interests with foreign fund and thus freghdéow in unleveraged firm is the same
both for the owners and creditors.

The total value of AUDITOR Praha company as at 31 Bcember 2009, calculated by
the discounted cash flow method, amounted to 15 7800, - CZK.

5.3.4 Yield capitalization method

In this method was used so called standard methbighwworks with permanently

removable net profit for distribution. Like the preus net profit here was used profit after
taxation for the last six years; that is 2005 —200eights assigned to each period were
chosen with taking into account changes in praid ¢he change in trend. Of course, the

recent data have greater weight. Certain valuep@ssible to find in the following table.

Tab. 16 — P/L account for the accounting period &right in each period

Year 2009 2008 2007 2006 2005
P/L account for the accounting

period (thousand CZK) >21 395 367 421 303
Weights in each period 9,8 2,7 0,8 0,2 0,1
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The permanently removable net profit is 483 80DZK.

Value of the firm’s equity as at 31 December 2008Iculated by yield capitalization
method, amounted to 5 300 000, - CZK. This valueoissidered to be the lower limit of
the yield value of AUDITOR Praha company in objeetivaluation and in permanent
business activity on the market.

6 Conclusion

Strategic analysis

Determination of market and its customers is gaiéar. Business companies are obliged
by law to keep accounts and prepare annual finhsidtements. Information contained in
the financial statements serve users of thesesnstats who can according to them
evaluate their economic situation of the certaimfiBetween these users we can include
owners of the company, creditors, suppliers, custsnremployees and so on.

Customers of AUDITOR Praha are very often ownedstogtegic investors and they are
single parts of groups which have their affiliatesmany foreign countries. AUDITOR
Praha provides auditing services for about 80 tdieAUDITOR Praha does not have any
biggest customer who would perceptually overtoptttal turnover. All their customers
are quite the same size, the biggest one is LR8hattas 6 % of the total firm’s turnover.
Suppliers of AUDITOR Praha are not that importantthe company. It only needs office
supply, office rent, phones, internet, bookkeeing payroll processing.

Company has only one executive and she has 15 gegsdoFirm has one office in Prague

where they work. Company does not use any bankdoather borrowings.

Financial analysis

The total assets are created from about 80 % oécuassets. Total assets increases until
2006, then there is a little decrease but in 208@ts increases again and it is the highest
amount from all years. Current assets are createstlynfrom current receivables which

are mainly receivables from partners. In calculatears also a big part from current assets
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is created from short-term financial assets, mainlpank accounts. In 2009 total assets
amounted to 4 813 thousand CZK and current asseisrated to 4 468 thousand CZK.
Total liabilities are created from equity, foreifgmds and temporary accounts of assets
and liabilities. AUDITOR Praha has TL crated maiflgm equity and foreign funds. In
20009 total liabilities are crated primarily fromwety (66 %) and foreign funds are only 26
%. Another fact is that retained profit from prevsoyears is increasing almost year by
year. In 2009 net profit to be approved is 521 ffama CZK comparing to year 2008
where net profit was 395 thousand CZK, so theiradathange is 126 thousand CZK.

Firm does not create reserves; here is no caseewhermarket and accounting valuating
differs markedly. In 2009 was no change in the amaf registered capital. Company
does not have liabilities after date maturity.

AUDITOR Praha company from 2004 to 2009 recordseiase year by year in operatings
(revenues from own sales and products), except @@@8& was a little decrease in amount
of 676 thousand CZK). In 2009 operatings were 19 ffibusand CZK. In 2009 the total
profit is the highest number comparing to previgears. In 2009 profit before taxation
was 672 thousand CZK.

Own evaluation

Predicted financial plan was taken right from thaleated company — AUDITOR Praha.
There is a presumption of correctness and reltghnli the data. These data were not any
verify which means that evaluation cannot be carses market. AUDITOR Praha is
always valuated as at 31 December 2009 becaushkigodate are the latest (actual)
documents, needed for evaluation and caring ouh#eessary analyses, available. There
are used two, respectively three methods of evalydbut because AUDITOR Praha does
not use any bank loan then the total free cash o CF for investors is the same. Thus
there is an erase of the difference between metlwddSCF-equity and FCF-entity.
Furthermore, all the methods assume constant fgcomi the market which is considered
particularly strategic and financial analysis. lsthe method of FCF entity the company
is evaluated in subjective (investment) value. Tdtal value of the company is amounted
to 15 781 000, - CZK. Using the yield capitalizatimethod the last 5 years (2005-2009)
of profit are taken into account. For each year assigned weights of importance of

individual year. The newest data have of coursegtieatest weight than the older ones.
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This method is evaluating in objectified value aheé value of equity is amounted to
5300 000, - CZK. In this method of evaluation estain benevolence of decision making
of the evaluator and this especially in weight gisig to profit in each year. This is
primarily why these two evaluations differ from bacther a lot. In my opinion profit
around 2007 and 2008 do not have too much weigtt ianportance because of the
financial crises. The future profit is predicteditorease year by year, so the value of this
method may increase a lot in following years. Theoant of calculated value in the
second method is considered to be the lowest bafdée company price. In this case the
final value of AUDITOR Praha should be around tiretfcalculated value and then it
would depend, in case of evaluating value accortbhngologne school, on exact purpose
of the evaluation and argumentation abilities déiested parties. Then consensus of all

parties would provide the resulting value.
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8  Supplements

Supplement no. 1:

Balance sheet of AUDITOR Praha s.r.o. (in thousan@ZK)

Balance sheet 2004 | 2005 | 2006 | 2007 | 2008 | 2009
Total assets 3175(3174]14705(4647]4 350| 4 813
Fixed assets (long-term assets) 644 430| 215| 406| 269
Tangible fixed assets 644 | 430| 215| 406| 269
Individual movable assets and sets of movable assets 644 | 430| 215| 406]| 269
Current assets (short-term assets) 3105|2379|4188 4327 3 868 | 4 468
Inventories 125| 189| 175| 161| 108| 132
Work in progress and semi-finished products 125| 189| 175| 161| 108| 132
Short-term receivables 12331381 (1854|3888 (2 217]| 2793
Receivables from partners 1056 [ 1350|1264 | 3282]2 025] 2 601
Other receivables 3 31| 590| 606| 192 192
Short-term financial assets 1747 809([2159| 278 1543] 1543
Cash on hand 738 49 12 39 38 38
Bank accounts 1009 | 760|2147| 239| 1505 1505
Temporary accounts of assets and liabilities 70| 151 87| 105 76 76
Deferred expenses 70| 137 67| 105 76 76
Accrued revenue 14 20

Total liabilities 3175(3174]14705( 4647|5562 |4 813
Equity 119411497 (1918|2286 (2 681 |3 202
Registered capital 100| 100| 100| 100| 100| 100
Registered capital 100| 100| 100| 100| 2100| 100
Reserve funds 10 10 10 10 10 10
Statutory reserve fund 10 10 10 10 10 10
Net profit or loss from previous years 83910841387 (1809 2176|2571
Retained earnings from previous years 83910841387 (1809 2176| 2571
Net profit or loss to be approved 245] 303| 421| 367 395 521
Foreign funds 1963|1368 | 1492|1682 | 2555| 1284
Short-term liabilities 19631368 1492]|1682 | 2555| 1284
Short-term liabilities from partners 1227(1085| 631] 457| 333 53
Liabilities from partners, co-operative and group

competitors 260| 107| 241| 693 1304| 529
Liabilities to employees 119| 151] 109| 213| 251| 287
Liabilities to social insurance 77 97 73| 137| 163| 168
Liabilities to taxes and subsidies 280 315| 115| 182| 153 193
Estimated payables (liabilities) 29 54
Other liabilities -387| 323 322
Temporary accounts of assets and liabilities 18| 309]|1295| 679| 326( 327
Accrued expenses 18] 309]1295| 679| 326| 327
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Supplement no.2:

Profit and loss account of AUDITOR Praha s.r.o. (inthousand CZK)

Income statement (profit or loss account) 2004 | 2005| 2006| 2007| 2008| 2009
Margin of trade

Operatings 8617 | 10051|12311| 14052 | 13376 | 14719
Revenue from own sales and products 8795| 9987|12325| 14066 | 13429 | 14694
Change in inventory of own production -178 64 -14 -14 -53 25
Cost of sales 5507 | 5753| 7750| 8911| 7020| 7161
Raw materials and consumables 206 168 476 361 212 277
Services 5301| 5585| 7274| 8550| 6808| 6884
Value added 3110| 4298| 4561| 5141| 6356| 7558
Personnel expenses 2734 | 3686 3713| 4344| 5207| 6231
Wages and salaries 1986 | 2672| 2693| 3147| 3776 4590
Social security costs 666 926 840| 1098 1324| 1518
Other social costs 82 88 80 99 107 123
Taxes and charges 8 8 26 32 56 13
Depreciation of intangible and tangible fixed assets 107 215 215 211 137
Change in provisions and adjustments and

complex prepaid expenses written to operating

income/expenses (+/-) 293 482
Other operating revenues 34 44 85 51 50
Other operating expenses 40 98 145 121 165 120
Operating profit (loss) 362 399 506 514 475 625
Interest income 3 19 26 24 89 13
Interest expenses 25 24
Other financial revenues 26 73 21 12 72
Other financial expenses 11 18 35 40 16 14
Profit or loss from financial operations -8 27 64 5 60 47
Income tax on ordinary profit (loss) 109 123 149 152 140 151
- tax due 109 123 149 152 140 151
- deferred tax

Profit (loss) on ordinary activities after taxation 245 303 421 367 395 521
Profit (loss) for the accounting period 245 303 421 367 395 521
Profit (loss) before taxation (+/-) 354 126 570 519 535 672
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