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GdA?TE% )
A VALUATIQN PﬁﬂﬁLﬁH
1t is rvecognized that one of the primary functions of modern day
‘basking 1s the extension of credit. Properly aduinistered, the fulfill-
ment of this fuﬁcéioh ia, either éirecéiﬁ or indiractly; éffimportaace to
the geﬂetal'ﬁelfara. Properly loaned money is a saurce of income to the
bank, and hence to the stockhaléers and employeas, ic enablea the retailet
to carry kis iaventery; the whilesaler to purchase and distribute a vaviety
of products; and the manufacturer tsvbrﬁéuce é.aeedéd finiahad piaéuct.
Direct laans to individuals are 1ikewiae of vital imgcrtance for many rea-
sons. Borrowed funds may enable an inﬁividua& to meet the demanda of an’
unexpected emergency, to build a home, to invest in a business, etc.. Gen~
erally, the extension of credit is essential to our everyday way of 11£e
and has been largely responsible for tha»high etandard af 1iving which wve
enjoy. o -
It i toward one phase of the broad fleld of credit édmiéiatiétion
that the efforts of this paper are directed; that is, the azea of the
secured loan, and, evem more spécifically, che‘aiea reléting torléans
secured byrthe’pieagé af ¢Lbse1y he!é'énd untraded stocks. The pﬁrpaseé
of this study are: o | o | -
1. To present and brlefly discuss the merits and/or faults of the
methods currently used for the valuatlion of closely hgld and untradaﬁ} |

stocks.




2. To develop and/a: préseut a8 suggzsted procedure for the valuation
of closely held amﬁ uniraded acdcz .

The field of credit administration ig not the only one faced with the
problem of valuing stocks of closely held corporations for which there is
no market quotation iadigating true markst value. A few other occasiocns where
this problem arises a?& as follows:

1, To determine vhether an individual or Eﬁéineés'iéAsﬁlvénﬁ\unéer
the Dankruptcy Act. | | | o

2, ?a determine a firm's prefita and net worth 1n connaction with
: miaority atcckholé&rs auits‘ |

3. To get avvalue on a fi:m?s assets on iﬁé-décaéibn of corporate
teorganizacion and morﬁgagé £¢r¢c1dsure.‘ | |

4. To determine estate taves and to settle contﬁoveﬁsieé among heirs
upon the death of a principal stockholder.t

A XGéning officer méy request, or the hbrrowefvméy offar, collateral
for one or several reasons. Some of these are as follows:

1. ﬁbtéin a lower rate bftinieresﬁ.z

2. Strengthen a loan risk which the Lenéer feels to be otherwise un~
acceptablse.. | ) | ‘

3. CGffer #aluntatilyias‘é watter of custoﬁ or syeciéliintent.

4, Compensate for an'apéarent weakﬁess in §alance sheet prcpartiohs

Compensate for the reasonable uncertainties that may necessarily

surround the source of repayment.

Alfred R. Oxenfeldt, “Valuation of Untrxaded and Closely Held Securie
tiea“, The ﬁﬁ&lﬁsts Jaurnﬂl’ August 1953, VQI. 9‘ Ho. 4, P 33.

2?01 a general discusgion, see Carlisle R. Davis, Credit Administration,
Ameré;:ndgnstitute of Banking, Section Americen Bankers Associasion, 1?49,
PP “cocta




6. Bxpadite and simplify the loan negotiations.
70 Cugtom. ‘

The American Institute of Danking textbook on Bank Administration
stresses that the taking of collateral is not the primary security for a
loan..

"The mere f£act that 8 personal or business loan is secured by

the pledge of specific collateral or by the title to or a lien

on & specific asset or assets does not necessarily mean that

the loan is a safe one or a proper loan for a bank to handle.

The primary s=scuyxity for every loan should be the character and
the respomsibility of the borrower; the avaiiadliity of recourse
to specific collateral for sliimate payment should be ounly a
pecondary consideration. The literal meaning of the word
colizteral is ‘accompanying or zelated, bul sacondary or sube
ordinate; auxiliary; contzibutory.' Collateral mey ceatribute

to the strength of @ loan, but it does not supplant the uneed for
careful investigation and appralsal of the character and finane
cial respomsibility of the borrower, for a knowledge of the purw
pose for which the loan iz made, and for an acceptable understand-
ing of the source or sources from which the borrower will make re-
payment of the loan."d

Vhen collateral ia requested or sccepted to streagthen a loan it is
essential that it be correctly valued to be falr to the bank and the
borrower. It is the respousibility of the loaning officer to see that an
equitable value is reached. IFven though the collateral is a sscondary con=
eideration it warrants the full, prudent attention of the loaning oificer,

The economic strength of the Unilted States has often been characterized
by the large, Lif not glgantic, corporate emtity. It is quite txue that these
"giants” do erist and flourigh, and the degreec of importance attached to them
in regard to our economic life is quite valid. tHowever, it must also be
recogniéed that our fres enterpriss system ellows, needs, and supports a
much larger numbey of smaller entities. It 1s estimated that at the present

time there are over 600,000 corporations cperating in the United States, aad,

3pank Administration, Acerican Instituts of Daaking, Section American
Bankers Association, 1952, p. 246.



of this number, only about 4,000 have issues of stocks and bonds listed
on gone type of orxganlzaed exchanga.@ Another portion, quite small when
compared to the whole, are actively traded over-the-~counter. Thus, it
is clear that a very large number of corporate securities have no ready

indicator of mawvket value such as today's quotations on an exchaunge.

4218t Annual Peport of thef§e¢ﬁri§}es and Exchance Commission, (Washimgton:
United States Government Printing Office, 1956), p. 23.
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- CHAPTER II
GEﬁE &L 03%315”&&?10@3 ﬁEGAHBIﬁG VALUATION
?reviaﬁs to'conaideriag tﬁe various specific factors which might
affect asay valuhtica it is essentlal that the goals aﬁ sush valuation
be clearly determinad. Ia ctﬁer tarms, tha prmcise nature of the pro=
blen té be fagaé by theloasning officer must be known in order that it
way bé appraached in an organized manner.

Two Paaeiblﬂ ?roblema

A iﬁ&ﬂiﬁg_ﬁfﬁicer,might face the followiny gituationa, each requir-
ing a diffevent aﬁﬁrcach:

. The flrst situation arises &ariag negotiaticnﬁ for a losn, whea
the gtock to Le pledge& as cellateral iz less #ﬁan.tha amoent necessary
for liguidsting b@nﬁﬁbl. In this ihsiaﬁce §rimaxy‘emphésis mst be placed
oa the market value of the saeck because in case of dafauit the lender
can count ouly on the sales value of the stock., Where market value is of
primary importance tha.ioaning officer ﬁ&st recegnizé that different people
buy stocks for different veasons. Among these are: |

A. Bividends | | o

The dividend=paying capacity of the company is usually one of

the prime reasons for stock purchase. People purchasing stock

with this irn mind are generally interested in a steady xeturn
through the r@ceipt of dividends,

,E° Speculation

Hany forms of speculation way be presented as reasons for the
purchase of stocks by individuals. Three of these are as follows:

1 é@a!@giééigas Tais impliés that tha growth factor ls
primarily In the mind of the investor, with dividends
of gecondary importance.




2) ﬁmrg-ter@:sgacglatiogz This form of speculation is of
little importance in :hia paper due to Aack ﬁf a»tivity
in the market.

3) Situatlen spoculation: This is quite prevalent in closely
held and uatraded stocks. The “situatlon” velates to exe
pected mergers, consolidations, inventiong, new products,
expandad aad Llmproved services, etc.

. Mﬁm

Apaarbnt uecessity of stock ovnership to dewoqstrate loyaley
end interest in welfare of business.

. Control

Purchase for comtrol purposes where monetary gain may or may
not be ob:aineﬁ throufh div*denﬂs or appraaia*ion in stock
value.,

E. Psyzholosical valuss

This relates to the desire of indlviduals to be a part of somee-
thing known, accepted, and dasired by other indlviduals.

2. The secoﬁd situation arises durina Loan nanotiations when the stock
to be pledgeﬂ as cgilateral is an amount gufflicient for liqaidatinw control.
ﬁete, liquidation value must he given prime comslderation with market value
sacondary. Zn case of d»fanlt by the Sorramur tha bank could liquidate the
entity, if an acceptable market bid cou!d not be oLtaxned for the stock. Yhile
the bank held the power to liguidate the enti;y, this wuuldbﬁcrmally be done

only after all other avenues of recovery had been explored,

The Time Element

Once tha loaning officer knows M%&Gﬂ of thp two sitaatlons &acas hin,
ke mast then &etexmin@ the period of time that must be consiuereﬁ in tha
valuation praaedare. Two types of actea are ncmmonly uged by banks in
connection wiih this type of securedAloén: nétés payable upon demand of the
bank and notas.payable at a pre-ﬁetarmined maturity date. ﬁsuﬁlly the latter

type of notes have thirt;-ai&t;-ninaty-or one hundred tweat j-&ay maturities.
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Information Bsgential to the Valuation

It &£s usually vecognized that the success of any valuation procedure
is largely dependent upon cobtalning sufflcient iunfovmation. Varlous types
of data are requized to enable a loaning officer to corrsctly estimate a
stock's wvalue., The information desired might well include:

1, Date the business was established.

2. Nature of the business.

3. Nanss of the preseat corporate officers and their past personal
“histories.

&4, Informatlon regarding the character of the active management, its
integrity and effsctiveness.

5. Informaticn gilving pertinent highlizhts of the hiszory of the
buginess.

é. Success of the corporate operations and iaformation relating to
the present {inancial condition.

7, #&ny derogatory lnformation regarding the entity.

It is essentlal to obtain financial statements covering saveral years
of opevations. It is customary to prefer unqualified audits prepared by
cextified public aacountahta. In certain instances it may be necessaxy to
obtain financlal statements for a period covering many years. Such might
have been the cage if a borrower approached a bank in 1940 with statements
covering, 63y, a fiveeyear period which woulid most likely bave shown only
abaormal wartime prosperity for the business. A teasyear exhibit would have
furnished a {airer view of operations. Even more desived would be statements
covering a complets business cycle:

Also of value are agency reports such as those prepared by tha Dun and
Bradstreset organization, giving background informatlon relating to the history

7



of the business, nature of its operatioms, and remarks reparéing wanagement,
Speclal agency weports are also avallable which commonly gilve a more de~
tailed personal history and appralisai of certaln individuals connected with
the corporation. Thaee special agency reports may also be orderad to attempt
to find an answer to any mthe: important questions which may arisz, In addi-
tion to the above, personal contact with individuals familliar with the opsra-
tions of the corporation is deslrable. Another excellent source of information
in many lnstances would be the bank's own credit files.

Vhere the cerporation whosa_stocks‘ara to be pledged is not a customer
of the lending bank; the baunk ofbacsount may be requested to furnish essential

information from 1its files.



G?AQTER III
3PEGI¥IG F%ﬂ?ﬁﬁs A?EECEE%Q VALH”

L Mangyement

Of all tbe factcrs o be cons&éared in zha valuazion praceéure,
management, in many instances, is af primaxy imgoxtaﬁca. Like other
;ntangiblesg the effectivaness o£ maﬁagament ia ﬂzfﬁiault to analyze. The
true test of management is th@ accemplzshments of tha erganiaaticn campaxed
with the opp&rcunitiea presented to the crganizatleug Five bread tests of
auch aacomplxshmenta of an organization $ managemant are as fallcws. 4

l. Ability to increase eaxning pawer ovar a pcricd of yeats telative
to‘the capltal investeé in the bmsinesgﬁ

2; CGnseivatism of fiﬂén§181 pbliciea.

3. “npﬁlé&ity of 9toé§cta oi services and improveﬁenﬁ ia'ccmpetitive
poextxoag that is, the abiiity to maintain or increase the company 8 share
of the avaﬁla%le business relative to its campatztora.

Q. Aztmtudg tcward research and the developmeut of new products and
processes. ‘

S Abilizy to secure full coap@ration from emplayeea, stcckhalders,
the traée, and the public in general.5 ‘

The above criteria are adequate in wmost circumstances. Iowever,

SFor a complete discusslcn see, Five Tests of Hanqgam@nt, Fiduciary
Counsel, Inc., Mew York, 1941, pp. 3-26,
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situationg sometimes arise where the criteria will have to be coupled with
a deeper insight into the management problem.

Special Situatione Requirins
A Moxe Complete Anaiysis

Ev;éence of the "one man”™ leadership of é cciporatian requires special
atteation; ;sﬁch is the individual who refuses to rellaquish certain respon-
gibilities to others aud koowingly or unknowlugly rebards the training of in-
dividusls to replace him in case of illmess, death, or retivement, The rea-
gon individuals éict#ta & business to this extent is not under consideration
in this paper. Of lrportance is the determination or estimate of what the
loss of the “ené man®” will m&aﬁ te the corperation and hence to the collazeral
value, |

In case the "one man® is lgst to the oxganization, one of three things
must oceur;: the business must be liquidated; outside managemant must be
found and obtained; or new leadership must be quickly trained, using indis
viduals presently within the organization. In the last two instances the
corporation must undergo @ trial period while the new management proves the
dogree of its effectiveness. In these situations the leaning officer must
attempt to determine the avallability of replacement management, such judg-
ments taking into consideration the abilities of individuals within the or-
ganization and the cutside management manpower market.

Another difficult problem arises in appraising the management of a
newly formed entity. Unless the agency reports or other information reveal
that the management is experienced and capable, an effort must Le made to

appraise the individuals composing the organization's manageument.

10



The good executive, it is recognized, has several qualities or charace
teristics which make him an effective business leader. There is some variance
in the degrees to which each top-management executive will possess these charac~

teristics, which are as follows:

Intelligence ' Teaching Ability
Experience Initiative

C Qriginality ' ; . Tenacity
Receptiveness Human Undetatandinb
Yersonality ’ Couraze

A scuse af justzce and faxr ylayﬁ

The success in mﬁasuxin@ the dagree to waicﬁ an 1nd£xiaua1 possessas
these characteria&icg depends largely upon the loaning officer's experience
and judamcnt. | | o -

Other p:cblems, in additicn to the two presented previously, will be
confronted ia which the five tests of management will prova to be inadequate.'
| Each sxtuatian will require complete analysis beiore the problem can be un=
derstood and appraised.

IX. Historical and‘Ecoﬁonic ?actors of Importance

History Ls a 3ystematic accounting of past events aarviub two purpesus.
Firse, it may explain the existence of a curvent situation, and second, his~
tory may be used as a basis far judgments concexning the future. Both of
these are of use in the valuat;en of stocks coming wlthin the puxvxew of this
paper. In utilizing historical evideuce the analyst must be alert to informa~
tign wh;ch willlaffect kis valuétion. As a timé-saving factor the analyst
must have in mind previcus to his‘review a systematic method t& approach the

sometimes voluminocus material with which he is confronted.

6Ralph Currier Davis, The Fundamentals of Top Man a§ement, Harper and
Brothers, MNew York, 1951, p. 147.
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History = The Beginning

The year the enterprise began operations, when related to the current
phase of the busineas cycle, will help measure the growth that has occurred.
This, then, may be related to the growth of other eimilar businesses. As
indicated previously, a business formed in the early 1540's ox 1950's is
wsually found to have experienced a steady growth.

of courses the above loses value in the case of a very old firm. A
business in existence one hundred to ome hundred and fifty years must have
gone through manyfeXtremes of the business cycle and many different manage-
ments. In such cases all that can be done is to note the entire grovth of
the business as related to the number of years it has been in operation.
This ﬁay reveal a buslness which ig, seemingly, inherently weak or incapable
of grewiagvat an expected or desired rate. Reasons for such weaknesses might
include: |

1. Leng history of poor edministrations

 The meaning of thig is that vegardless of how many chaages have been
made in the area of top management the wrong result has been achieved.
2. Inadequate capitalization
Businesses to achleve growth must have at their disposal sufficient
capital resources. There are times when it requives large capital expen-
ditures to maintain a competitive position. Those without funds must, ra-
gretfully but neca&sarily,'take:a secondary or retarded pusition.

3. Poor competitive location

This can mezan one of two things. Firsi, may relate to competitive pro-
duction costs, due to location, as in the case of a manufacturing concern,
and second, would relate to a poor competitive selling location. A combina=-
tion of both could exist.

i2



4. Bestrictive influences on the active managemont

An example of this 1s a company in which the control is vested in a family
scmewhat dis;nterested in the suCCess oF failure of the business, and thig
legree of ewnership is passed oa from one generation to another. The harm-
iul reaulﬁs of tﬁisktyp@ of condition are self-evident.

5. Limited-growth product

, Esaally in these céses the limited-growth product 1s coupled with in-
adequate research and development. A company manufacturing automatic pens
and pencils, ﬁgé snab;e to add to its line ballpoint pens or liquid=lead
pgnciis, could remain in buainess, have operations on a profitable basis,
butkstixl not have or indicate the proper growth.

The d&@ger of having g concern with one or mworve of the above weaknesses
is quite ap@arent,, The maintenance of a atazué of stagnation or slow growih
1eaves 8 canee:nk1n4a,vety‘vclaazable position, subject to the deadly pressures
of economic récesaicn or ra?id technological change. A company must grow to
exist. There are dangaég te growth also, but they are unot so subtle or dan-
gerous as in the stagnant situationf Such dangers as noted above can affect
quite rapidly ;ha marketability oi an issue,

The Present Pogition of the Pusiness

~Another purpose of the historical review is to determine why the busiuness

is at its_p:egent pgsition. This attempts to clarify why a business has made
progress, last ground, or maintained a status quo position, It is quite
poesitle for a business to make a rapid growth and still have a basic weak-
ness. Such grayth might ocecur in time of a war cmerzency. MNoreover, inven-
tion may give‘a rapid ;mpetua to a business, particularly one newly formed,
wilch may leaéyta an accepted product supported by an iseffective and dan-
gerously weak corporate base.

13



It is also necessary (o learn the nature of the growth of a businesa.
If 8 business is subject to severe fluctuations, then the related stock value
probably will be likewige subject to severe fluctuation.

| Avother enterprise may be found to be geared to general ecounomic condi-
tions, in which case more emphasis will have to Le placed on a geneval eceno-
wmie review, which will be discussed later. It must be recognized that some
enterprises are not so subject to the influence of cconomic ups and downs as
others. Those producing a wew product, scarce and in strong Jdemand, are qot
so likely to Le influenced by aslowiong down of the business cycle. Tﬁis may
be particularly true of certain extractive industries such as gold, tungsten,
uranium, oy tltanium.
Hature of the Tuginess

Of particular intevest to the analyst is information velating to the
nature of the business conducted by the covporation uader review. A stock's
marketability is largely dependent upon its earnings and dividend record and
future expectations of both of these. This record is, in turn, mainly de-
pendent upon sales of the corporation's sexrvices or products.

1f the corporation is one engaged in the manufacturing of a product,
several factors must be considered which might possibly retard or have &
depressing influence on the marketability of the velated stock. Some of
these are as follows:

i. Product ebsblescence.

2. Product subject to scasonal fluctuation due to uncontrollable ine
fluences such as weather.

3. Product with limited distribution im respect to area, especially
if the area may be considered as an economic reliance unit. Example:
Detroit area in Michigan. Purchase of certain goods could be greatly

14



curtailed in case of layoff, strike, ov other work stoppage im the auto-
moblle industry.

G rcducha\wit& derived demand.

5. ?rodué; whose sale is dependent uﬁén trade with‘ralatively unsiable
countries. |

Many of the above factors will also apply to a non-manufacturing entere
prise. Care must be used in either instance to note to what extent'cr da=
gree the product sold or serviee renderedyhaa any of the above chavacteristics.

The Related Indusgey

Wot only is it Important to analyze the particular business under cone

ideration, but it is also essenilal to broaden the scope of the investiga-

&

-

tion to include the entive iandusiry. An industry survey may reveal a weake
nees which may pnot have reached the particulay corporation under veview. If
an industry is found to be in a weak position, a weak enterprise within that
particular industry might be expected. -

The review of a new, fastegrowlng industry may reveal an expectation
of heavy future competition. Such competition in a shori time could affect
quite severcly the position of the enterprigse. Vhy some industries find ine
creasing competition while other industries started about the same time find
little competition is a study in itself. A few incentives for individuals or
groups of individuals to enter an industry and add to the competition are as
follows:

1. High profitability of the business,

2. Dasz of entry in regard to:

~ A. Experieace
B. Begulatiocn
C. Capital
15



3. Amount of outside promotion behind the business.
4, Nature of the business; in particular:
A. Social acceptance of gervice or product
B. Desirable internal business conditions such as:
1) Hours ’
2) Workinz conditionse
3) Gencral, wlde acceptance of conditions by individuals
5. Lack of specialized or techaical skill needed.
Examples of industries which might have been affected in a relatively shortg

time by increased competition are motels, drive-in theaters, and service

stationus.

Geperal Econémic Conditions

it is Very difficult to orgénize one's thouzhts to cover the breadth
of world econoric conditions and then apply them to one loan of one individual,
Every phase of the economic system has gome effect upon the onme logn. Yet,
every phase is a study in itself,

The loaning officer must combine his past personal euperience with a
day-to=day follow~up of writtem and oral commentary of ecoﬁomic highlights.

Eeyond this, theloaning officer must recognize that certain corporations
have qualities which sowewhat lwnunize it against normally dangerous but ever
recurring adjusiments in the econonic cycle. It must be remembered further
that the time~period under consideration is limited, and reviews are regular,
This tiﬁ% élemeﬁt allows a greater leeway than, say, a five=year term loan
or an even longer mortzage loan.

Thus, we do have safeguards set up to give some degree ¢f protection
against ihe whims df economic forces. However, this does nol supersedes a

continual study cf the over-zll economic landscape by the loaning officer.



111, Financial Statements

-

The problem in the analysis of finaacial statemeats is twofold, First,
we st determine if thére are any factors to add or detract from a “base
value.” A base value is essential in the val uation process. It is a starting
point from which all adjustments are made. In this Lnstance the officer is
Iaakiﬂg‘fer;raaaens why the base values is low or high ia relation to the pre-
seat market value, The above is, thea,_the figstyggnsi&eratiea.

Second, end equally as imporiant, is an allowance for the period of
time over which the valuation nust carry, The cfficer must look for favorable
ané/ug unfavorable trends that uay bave ﬁevelapad'whiah will caryy ing# the
period the collateral is held by the baak. These trends may not have had
time to be reflected in the stock's present macket price. However, it will
be necegeary to make gu allowaace in ghe curreut markeavva}ua to carzy
thrqughithe pledged period.

~ Hence, the two considexations above arve presemted, boib of equal ime-
portance. They will be discussed move thoroughly in the followiny paragraphs.

Statement Information Affecting
Current Markeb Value

‘Pirst to be noted is the size of the bls#k of stock under consideration
and the book value. If the numbef of saaies uﬁdex'consﬁdatétian is large
relative‘té the total outsténdigg stock of that issue, them it is possible
that wore than several buyevs might have to be found in case of defaule.

This, haweﬁ@f, can work in an opposite maunarﬂéepending vpon Lhe metive of
thélpdﬁaﬁiiai buyer. If he is secking control or a neas~-controlling interest,
thea a large gréuping of the stock would be desirved.

Book value, although a poor indicator of actual mérket'value as will be
pciutédrcut‘latery is sufficienciy accurate to determine if the price of each
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ghare is too large to have an effect upon marketabllity. Stock with a
gtatement book value of $2,000 per share uéually has a limited market vhen
coupared to another stock issue of similar quality having @ book value of
$20 per share. As the book value 1ncreaéea, fewer iﬁﬁividuals have the -
means of purchase and hence a reduced number of potential buyers for the
stock exists.,

Earnins Capacity and Its Utilization

A previeously mentioned, earnings have a marked effect upon a stockls
marketability, Earnings permit the establishment of @& desirable dividend-
paying record. Also, earnings enable a corporation to expand its facilities
80 as to increase a stock's value and generalmmarkatability; |

What the analyst iz secking to determine is what amount has been earned
in the normdl operatlon of a corporation. Therefore, it is necaéaary; in
many instances, to wmake adjustments to the eatnings/iﬁformaéicn as presented
in the etatement of profit and loss. ¥or exampie. nonérecﬁrring income
items should be taken out as they are not a rveflection of the actual earaning
pover of the corporation. The same may bé"said of nan-recurting expense
itenms.

After an adjusted earnings'figure is obtained, the followiﬁg compari-
sons and checks ghould be made:

1. Comparison of adjusted earnmingg’ figures with those for other years
will enable the anslyst to note trends, Where there ig a wide discrepancy
between the earnings' figure for two consecutive years the reason for the
difference should be found. |

2. Comparison of earnings to sales. The rveasonableness of the figure
should be noted. This is taken as a percentage figure, and should be come
pared to the results of previous years' operations and to figures of

competitors where available,
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3. Compariscn of expense and other profit and loss items. This ze-
view should bring to light the draining of funds by managemsnt such as
would be noted in an abnormally high salary or bonus figure for executives.

Dividend~Paying Capacity

- To the investor dividends are usually of vital importance. He or she
is interested in a fair return, with regular payment over the life of the
investment. In order to pay cash dlvidends steadily fe: a numbei of years
a3 corporation must earn 8 steady retura by emplqyment of its facilities
as will be reiflected in the statement of profit and loss. | |

In regard to dividends the investor looks at two thingss thé dividends
that have besn paid in the past, and the earnings andior dividend policy |
which will allow dividends to be pald in the future,

The past dividend-paying record is clear-cut. The only problem lles
in interpretation of this xecoxd. It is bes: to review the recofd, keeping
in mind the discovery of reasons for pdsaible future changes in diviéeﬁd
payment. The main things to be on guard against are as follows: | |

1. The paymeat ef too large a cash dividend in proportion tokearniﬁgé
over a period of several years. This may be a clue to 8 weakening of financial
conditions which will not be refle#téé until some future time. It is quite
pogsible for a‘éorporation to payka dividend during years of operating defi-
cits. Such dividendé, of course, canrot go on indefiniteiy.

2. A reduction of dividends aand an increasé in exacutive take-out, when
compaxéd’te previous years. In a closely held corporaticn, a shift in con-
trol mﬁy be reflected in the above. This shift may be detrimenta2l to non-
assoclated s;pckholéers.
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Finaneial Soundness

When reviewing épeaific informaticn 23 greseateé in tha financial
statemeﬁts and snyylementary'étatemenas, theye is a dangerous temptaltion
to evezlookktﬁe iaﬁiew.ﬁf the indicators of financial “saunénesa“. A
“gound” corporation coming wiihia the scope of this paper has the charace
teristic of halénsé. ?ﬁis a#trib@te in some manuer would normally come %o
the attention of the investor. Hemse, it is of interest to us, |

&a'just'stated,'tha main attribute of £inancial soundness is balance,
Balance in this imstance relates to desirable or acceptable proportions exe
pressed as & ratio, percentage, -or dollar amount. The relationship between
two er‘mwre items as showa below, coupled with the loaning efi;cex“s past
experience and the use of similar informsiion on related businesses for compara-
tive purposes, will indicate financial soundness or the lack of it.

Mr, Garliéle R. Davis in his agerican Institute of Banking textbook on
Credit Adminiatratian'brings éttengien to five baale ratios which are of
value in the analysis of ££nancialﬂszat9m¢nta.' In regard to thege ratios
he states:

“Ganeralij speaking, these particular ratios are of assistance

in the analysis of most statements, but there are, of course,

instances in which even some of them have little significance.

These basic ratios are the current ratio, the debt to worth

ratfc, the sales © feceivables tetio, she sales to inventory

ratio, and the profits to worth ratio.™

ﬁ?. Davio states the method of calculating these ratlos as follows:

~ Tha curvent ratio is computed by dividing the total dollar 2ucunt
of curyent gssets by the total dollar amount cf:currenz liablligies.

‘gariisle B. Davis, Cradit Administration, American Institute of
Banking, Section American Bankers Asscciation, Mew York, 1943, p. 108,
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“Pebt to Worth Ratlio

The dabt to worth ratle is computed by dividing total debt by tangle
ble net worth. . (Tangible net worth is calculiated by deducting from
thestated net worth all intangible assets and any defezred charges
having no value in liquldation.),

Bales to Receivables Ratio

To compute the ratio, the net sales flgure (with cash sales excluded)
is divided by the trade receivables, that is, the recelvables created
in the normal course of the sales actlvity of the business.

Sales to Inventory Baﬁic

The net sales figure is divided by the inventory amount to obtaln
the gales to inventory wxatio.

Profits to Worth Ratlo

To camputaﬁéhe ratio, divide'net'érofit‘after taxes by téngible
net wvorth,' v S

In sugma:izing his disgussiam of the basic ratios,‘ﬁr. Davig relates:

“The five ratlios described are helpful in the snalysis of most

statements. In some instances, however, they are of little
moment, and other relationships often are of equal or even
‘creater significence. The basic ratlos of and by themselves
are uever conclusive tests, If they are to be of value, the
analyst must interpret them by goling behind the raiios and by
weighing them with other statement velationships. Frequently
the trend of & given ratio is of more importance than the single
ratio by itself could ever be. The ratios do, however, set up
milestones, and when used intelligently, they can be of help to
the analyst.”

Beyond the uge of'the above ratios as préscrihed by Mr. Davis it is
necassary to review other areas which deal more with the desire of an indie~
vidual to purchase stock than with the specific field of Credit Administra-
tion. These items to be presented may be an indicator of present marketability,
or the reasons therefor. They may aiso be used as a reflection of increased or
decreased expected acceptance of the stock's marketability in the future.

suéh indicators of the ahbve are as follows:

BFor complete ﬁiscuésion, sce Ravig, pp. 10Y-il4,
9D3v£s,22, cit., p. li4.
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1. Beiative amountg expendad yearly on resgeavch and development as
related to product davelopment. |

2. Relative amounts expended yearly on regearch and davelopment as
related to sales and promotion.

3. Belative smounts expeundad yearly on capital expenditures and imw
provements.

4. Indicators of expansion guch as the opeming;pf new branches, pux=
chiase of exisiing non-velated enterprises, etc.

5. Changes in capital structure.

One of mmnagement’s main tasks is seeing that the various operating
departments of hig business 6o‘not tip the scales toward bankrupicy or
buginess stagaation., The above ig a partial list of items that might in=
dicated management's effsctivenszss at maintaining balaace,_whlch'will enable

a desired growth to take place,
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CHAPTER IV
© SOMIT PRISTHTLY USED VALUATION MRTUODS

Az hes been stated, oue of the puvrpvses of this paper is to develop
& method for the valuation of stocks éoming within the scope of thie study.
Taere ar&‘saiezal approaches to the valuation problam, seome with eﬁvious
limitalions. Iaimust be recognized that no ong formela based on tangible
caleuiations cas be devised. Waen cealing with Ea&tmré swﬁh éa ménag@mamt
the officer ig dealing with intangibles, and as o vesult a wide variance
in final judgment is qulte possible. Alzo of importance is that an
organiged prccédura be developed to caryy oui the valuation go that no
vital factor be overiooked, Good érbcedure and methed are of the utmﬁst
importance. 1In the following peragraphs soas presently usaﬂ methods of
valuation will be discussed. ”

Statenent Book Valus

Cne method quite frequeatly emgic;e& ig that of vsing book valus,
This is extremely dangerous. Ualess 1iquiéatian value i3 of érime ippor-
tacce in the valuation the imterest Is in wmarketability. The degree of
marketability is based on people’s éésire'to purchase the stock., This dee
sirve, as has been noted, is largely dapendant upon final return on invegt~
ment elther obtained through ¢ividends or appreciaticn of stock values.
Book velue is not a refiection of the rate of return in either ease, The
over-all rate of return depends on efficiency, économy, general eéenomic

conditions, ete., but not on book value.
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Further, the book value of a corporation’s sgqck may have a large
variance frow true value. Inventory may be wver or u@éervalucd, because
of obsolescence and imbalance. Accounts and notes receivable may contala
& relatively large portion of uncollectables ot ctherwise allowad for im
the statement. The wvaluation of fixed assets may be in error &ecaua& of
a paarl& selected depraciation schedule.

Dook value i, them, at very best, of limited vsage in the valuation.

Lagts Sale Price

Becausa of its extended use, 1£ is obvicusly felt by sonme loaning
officers that the last sale price is the best representative of present er
current market value. Providing cales are made quite repgularly, end provie
ding that such gales are true indlcators of free trading, then use of this
method is particularly justified. lowever, the obvious weakness is that this
procedure would apply to few securities coming wlthin the scope of thls paver.
Another weakness is the detectlon of true sales, or sales reflecting the rela-
tively uwnprejudiced desire of an indlvidual to buy and the upprejudiced desire
of an individual to s2il. Azread sales between individuals for reasons of
maintenance and conktrol, management incentive, eic. will zender this method
completely useless.

Ligaldation Yslue

It has bLeen mentioned earlier in this paper that the loaning officer
may be faced withk a situation wheréby the liquidating control ¢f the corp-
oration would be in the hands of the bank in case of the borrowez's default.
To be stressed once azain is the point that ligquidation is not an absolute
necessity in case of default. Instead, it is a Last resort, the bank
preferring to sell at the hlghest price possible sufficient to recover the

amount of the borrower's obligation.
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Liquidation value should not be used as market value or even as an
indicator of market value. It should not be contemplated that a goling
business will be liquidated. A hassle among stockholders has in certain
ingtances led to liquidation, but these Lnstantes are vare and need net be
alloved fox unless eviéeéce of disagreements are present at thg time of the

valuation,
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CHAPTER V
THE SUGGESTED VALUATION PROCEDURE

During the course of discussion in this‘paﬁéi several things have
been noted which will affect or will be a guide in the daéelopmené of a
valuation ptbcedure; - o o

First and foremost, is recognition that the desired value is a reflection
of both‘tangibie and intangible factors. Likewise,.maiketability is a reflection
of rational and irrational thought. From the acceptance of the previous state~
ments, it may be further assumed that the value arrived at in the valuation
ls subject to controvexsy. Anything based on intangibles and irrétldnal'
thought is subject to differing opinlong., The loéning 6f£icer must attewpt
to arrive at an “expert guess” develdyed ip an‘otdérly, éfeciseAmahner by a
consideration of all major determinants effeéting,valuatién.'

Second, the valuation must usually be considered from the investor's
standpoint. To sell a share of stock, inm case of default, there must be a
buygg and therefore it is his viewpoint that is of interest to the loaning
office:. Information rel ating to why an individualwill purchase stock and
why he has stock preference must be used.

‘Third, there are three specific factors affecting the valuation of any
stock. A complete understanding of the :amificatidns of managenent, historical
and edonomié data,'and finanéial statements fi of the utmost importance. It
is the knowledge of these factors which makes the loaning officer’s guess an
"expert guess', | |

- 26



As an example of how the suggested method might be applied let us
assume the corporation whose shares are under review is described as a
moderately cyclical, small, closely held manufacturing concern.m The
amount of stock to be pledged is a minority interest.

The financial statements indicate a five~year average dividend of
$1.50 per share, average earnings of $3.00 per share and a book value of
$25.00 per share. Average dividends and earnings are then capitalizad.

The rate of capitalization is determined by the loaning officer's using
his past experience and/or information published by Robert Morris Associates,
Dow-Jones and other similar organizations.

Mr. D. 8. Willcox may be credited with the ofiginal development of this

valuation procedure in his thesis entitled The Trustee's Responsibilities

With Respect to Cilose Held Corporations. Mr. Willcox states:

"Ordinarily the rate of capitalization employed will vary accord=-
ing to the type of industry represented, the characteristics of

the business under analysis, and the competitlve position of the
company within the industry. Also to be considered 1s the economic
outlook for the country as a whole and the trend of the company's
earnings and dividends over the past severai years.'!

Continuing with the example, the next step is capitalization of divi-
dends at 10% and earnings at 16 2/3% which would seem justified.12 The
capitalization.of average dividends at 10%, meaniﬁg that a 10% return should

be expected over a reasonable period brings a figure of $15.00. Capitalization

wlnfotmat'ion takax from bank credit files. In order to preserve the
oonfidential nature of data the name, type of buszness, and other infotmation
could not be revealed

Ugor o complete discussion of this method as originally proposed see,
Donald S. Willcox, The Trustee's Responsibilities With Respect to Close Held
Corporations, 1955, pp. 62+69.

2Capitalization rates derived from a study of credit files.
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~of average earnings at 16 2/3%, or approximately six times earnings, produces
a figure of $18.00.
. The mext step in the valuation procedure is to apply weights to book
value and the figures obtained by capitalizing dividends and earnings.
The welghts to be used depend upon the relative importance attached
to dividends, earmings and book:.value. At the risk of oversimplification let us
attach weights of 3, 2, 1 to dividends, earnings and book value respectively.
The minority interest under considervation might justify the selection of these
weights., Upon default of the borrower the bank would be putting up for sale
a minorityvintérest.;,A,potential investor, therefore, would normally be look=
ing for returns through dividends. Hence, the additional welight would be
attached to dividends.M,This'may‘bevfurther justified by realizing that all
other benefits of ownership are subjugated to the desires of the controlling
stockholders,
When the weights are attached the result is as follows:
Dividends of 15 given a weighf of 3 = 45
Earnings of 18 given a weight of 2 = 36
Book value of 25 given a weight of L = _25
Totals 6 into 106 = 17.67
The sum of the products {106) when divided by the sum of the weights
(5) gives a valuation figure of $17.67 per share.
In any instance the selection of the welghts is left up to the judz~
meat of the loaning officer. Based on his knowledge of the corporation
he must attempt to weight each factors-dividends, earnings and book value~~
in the same way that the potential investor would attach a certain degree
of importance to each factor. As an example, two corporations'coﬁld be
described as small, extremely cyclical,‘manufacturing concerns, but the
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attachment of different sets of welghts could be justified even thoqgh»
the same percentage of the total outstanding stock was to be pledged.
There ére'several reasons which might account for attaching dliferent

' sets of weights to like situations. These might include:

L. All outstanding stock might be owned by one family. One branch
of the family might have sufficient wealth and may have expressed a strong
desire to own additional stock of the corporation under consideration.

2. Low dividend policy to avoid taxes, improve financial conditlionms,
ete.,

3. Controlled dividend payments due to a loan agreement.

The final step.in the valuation procedure is to adjust the Vbage_
value" which in this example is $17.67 per share. Adjustments would be made
to account for weak management, poor financial condition, valuable patents,
etc. In this example a complete review of all available information did not
give cause to~adjust the "base value®” of $i7.67 per share upward or downward,

The suggested piocedure is suificiently flexible to take care of the
various situations which the loaning officer might face. 1In the previous
example the emphasis was placed on diﬁiﬁéndéxagevto the mirority interest
which was to be plédgéd; However, the loaning officer might be considering
‘& controliing amount (50% or more) of the outstanding stock of ‘a corporation
which would normally neeessitate emphasizing the importance of zarnings.
This is true because upon default of the borrower, the bank would have the power
to operate the business until such time as an acceptable bid was obtained.
The purchaser or‘purchasers of the stock would have the same controlling

power. A potential purchaser of a controllling interest can reap certain
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benefits not available to minority stockholders. lost of the benefits are
related to eernings; hence, the primary emphasis must be placed en earnings
in the valuation.

To illustrate this point further let us consider a corporation which
could be described as a small, eyclical, manufacturing concern with averaze
earnings and dividends over a twelve~year period of $5.10 and §3.00 per
share re3pective1y.13 Book value ig $63.00 per share. Assume & controlling
interest is to bepledged.

‘Due to spimilarities related to the nature of the business the same capie-
talization rates would gpply &8 noted in the example on page 27, namely,
earnings at 16 2/3% and dividends at 10%. Capitalization of earnings at
16 2/3% would yield & figure of $30.60 and the capitalization of dividends
at 10% would vield a figure of $30.00.

In this example we might be justified in attaching weilghts of 2.5, 2.
and 1 to earnings, dividends, and book value respectively. The:rasult of this

action is as follows:

Earnings of 20.60 given a weight of 2.5 = 85.50
Dividends of 30.G0 given a weight of 2 = 60.08
Book value of 03.00 given a weight of L = _63.90
Totals 5.5 into 209.50 = 38.09

The sum of the products (20%.50) when divided by the sum of the weights
(5.5) gives a valuation fizure of $33.09 per share.
The “base value® €33.03) wmust then be adjusted. A review of information

in this instance revealed that a totally owned subsidiary located in a city

131uformation taken from bank credit files. In order to preserve the
confidential nature of the data, the name, type of business, aand other informa-
tion could not be revealed.
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some milaa distaﬁt was beﬂknnzﬂg to exper&ence greatly vncreased sales and
kigh ptofsts- The subsxdsary established three years age, had cperated at
a’ioés #ntilbsix months.preﬁious to the review. The relocation of two
nacionally knawn manufacturing coneetns in the same area was the main reason
for the improved outlook. The eazninzs picture if extenﬁed would justify an
increase of4$3;56 per share giving a final per shaze valua of $&l¢59,

Siill #nothet aituation would be whéte the amount of stock to baipleégéd
will place liquidatina control in the bands of the bank upon éefauit of zhe .
borrower. The bank would usually look fitst to other avenues o£ secoverj
befare 11qu1dating the entity, but nevertheless liquadstica value must be
Ziven pzimazy conaideration. The procedure is to xelate the value as obtained
by the proposed m»thcd to.estimated liquidation value. .

Fox example, ta&ing a fifteen~yeat average of diVLdeads and earnings for
a amall h;ghly c;»l&cal concern engaged in the canning of ve@etables yields
figures of $ 24 aad $ 30 pex share respectively.14 Eook value as of tha last
statement date was $224.35 per share, Aasume that en amount of stock sufficient
for lxquidatxng control was to be pledbed.

Capbtalxzation of earnings at 12%, divldends at 3%, would gLve the follow-
ing reaults.ls ' | '

Average earnings of $.30 per share capitalized at 18% - 31.67.

Averagze diviéenda of $.24 per share capltalized at 12% $2.00

lélnfurmation taken from bank credit f£iles. In order to preserve the
confidential nature of the data, the namne, type of hus;ness, and otber information
could not be revealed. v

l3capitalisation rates derived from a study of credit files.
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Attaching weights of 3.5 to mming;m z.a !:w dwﬁ@wcﬂa and 1 es b@%
valss results in the following:s o ' o
" Doralngs of 1,67 glven e weight of 3.5 smsﬁ
Dividonds of  2.00 given a wigm of 3
Book valus @ﬁ 224,35 gws:a:z a !ﬁ’@i"&iﬁ of ;_m Eﬁ&éﬁ
Totals | a5 iate m.z@ s 3@.@3
Ths mmz of the pmém% (zsa"ﬁ 2&) w’nesz é&vi&aé by &h@. s @ﬁ tfm wawg%zt@
(a.S) gi@@g a valustion figurs of $36.03 pez shats,
A wmzw of espential date mﬁicm;ad e'h% ms&aaiky ﬁw sﬂjmtin.,, the
"hage valug® £igura of 636,03 per shamc o |
A améy ¢3£ tha cradig fﬁﬂa z*maiaé ::laa fal!m%z
1. Ssv@s:al mmaﬁ“é the o;;ainim thaz nanagmment wag ”‘mﬁ@qmﬁ@“
2. salzs vare down c@wmemm? over ;srw:wszs ya,am.
3 ’&:ha fimsxcial samﬁit:imx of zhs cm@am&i@n %mﬁ been amly:aaé aad
opinions axgams.sed by t%x@ amlyaa inﬁieaﬁed as "m&m&y msz" situation.
‘ﬁzs azzwe mm@ éam,g@m :mfommm amalé mgm zwi: ae:@azstilmg
a&m m-f:céa as conazeral. | -
m m:*:& sﬁe&p is to ﬁetemim or mzimam uqaaiéatim vﬁu@. M, |
maiyss.s aﬁ tha Eimcial smwmts mdicatsﬁ aéjagmmw eﬁ acmmmtz;
reaaimbia, mvemery and fimé‘ agseza.

&ﬁjmmts ars 88 fsilﬁ*ag Adjusted
SEakoemme Yal: Value
Accounts Reccelvable 10,730 § 15,080
Inventory 187,000 20,000
Pized Azsets 259,000 130,600
8457,790 £220,030

- Tha difference between statoment value and adjusted value ($457,700«
$220,090) 4s $237,700. ' This weuld give a megative liqefdating value.’ OF
courac, the collataral would not be accentadle.

32



Seill another cxampla shovine how the proposed valuatien mothod
could be used vhore tha ememmt of stock eo be pledsed ig equivalent to &
uq;aié:zéiezz control ic as f%ilmsia |

The eorporatiss wafor eonsidoretion ¢ a endium plzad, eyclical
corporation and engages ia the discributicn of industelal parts, Takiag
cz"ve:é@ yaar gvercge of exralngs end éivmémés violded figures of $23.13
por mﬁ@@a‘éy.eﬁ per shize espectively. Tho bosk valus of the stock
15 $350,51 per ehags, e e :

A figm of 33-'?’3-?’3' 10 vbtainad by a&;iitalizmz earnlngs at 16 2/3%.
Copiealisation of dividends ok 107 gives a £igure of 870,0057 Attachins
weights of 3.5, 2, 1 to carninge, ddvidends gnd hook velue respectively tha
regult 1s as follows: B R e

' fornings of 128,78 givea a welght of 3.5 € 435,73
. Dividends of 70.00 given a welghs of 2 » 140.80
Book value of 350.5 given a wolpht of 1 & 350.51

2.
e 6.5 1at0977.04 ©. 150,51
O fhe cum of tho products (977.04) when divided by the sun of tho wolghts
(6.5) gives & valescion figure of $150.31 pﬁ? share. A study of 211 availe
ehle information d14 wob veccssitate any adjustieat to "hase valua®,
To actinate liquidation valus in thls iustones it was pecassary to

moks tha felloving edjustuents: SRR
' ‘ Adjustad

© Jzem _— Beatement Yalug - Valua

Accounta Baceivabla $292,400 $250,000
© Toventory - 232,500 220,000

Pizod Assets 76,782 50,009

| $651,600 £520,000

Aopaformtton taken from bosk cradit §iles. In order to pressrve the
confidaasial nature of the dote, the mames, type of businesa, gad othor ius
formation coulid not ba rovozled, , .

_17039&&112331@3 rotes derdved from & stndy of credit f£ilsa.
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Conatdering ths abova adjustments tha estimated liquidatien value
would b §209.40 per share. m bank in this inctznce could extend ezedit
on collateral valmﬁ az $3§9.¢a’3 por ahaze. ) . ,

I£ the eatimtaé m.t:e.z miﬂ&. es caenvm by the @masaﬁ mth@é, o]
 ceeded ostimated liqaiéatim valua t!:m 1% w.zl* te mmsaaw m doserning
the evkremes of am cconomic cycle. A doefsion to the effece x:am ‘th.a corp=
orazion M in sound eondition would nscesaitate the use of liquidation

még)régbaﬁzd mothsd my wall be wsed in eacther fashion,. then 2
 borzower fimmly cupseste a value for ,hiss gtoels the proposed nmothod mighe
be utilized to substestiste the custemer’s statemant of value, ‘

FPor ezmgde, in eariy 1956 a borrowsy epproacied 4 bank oﬂ'@rﬁm aa
colleteral for a loan tha stock representing a rinority interest of e elozaly
1xld corpozetion. 13 The borrover iadicated thst the lost sale was e $25.00
é ghare. - The corporation could be described as a cyelieal, falrly loree maous
fanturiog concera. The i?‘immial statmts for a ‘tm~:raas.peﬂod indicatod
averege dividends of 82,50, cverage esrnings of £3.20, ond a book value of
$35.15.

Capitalization of dividonds ck 12% becauss of the cyclieal mature of the
businecss, meaning that dividends should sverage a 127 zoturn over a reasonsbla
perlod, brings a £igure of $20.83.

Capitalization of carnirps ot 16 2/3% or eppronimatoly siz times earne
inos \pm&m&a a Bigure of $19.20.

Applying weights of 3, 2, 1 to dividends, earnings and back valua reoe

pactively, the result is ga £ollows:

I@fﬂmtion taken from bank eredit files. In order to preserva

confidential matura of date, tha neme, type of bucindss and othow information
could noz be ravealed.
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-~ Dividends given 2 weighs of s 6249
- Parnings given a weisht om 2 s 33,40
.. Beok value m?ﬁ a weight of L . " _35.15
. Totals 6 ioto 136,06 = 22.67 .
. Tha vesultant m&ﬁ.@ of mmw_. 67 oe@.ﬁ.@m £avopably to wg iask sals

prica am mwm.,ca a9 suggested by the _mwww%&.. _ ﬁ w ﬂ.mm mwmnwawmn&, exista

. petwcen last sale price end the value arvived ap by the proposed moehod

n&g 5 ﬁwga should ta ﬁ.&@ ko m&ua ng reason mﬁ. the %mﬁ%g

- | o | &T&ﬂ?ﬁg | .

nﬁé ﬁﬁgﬁg gngw a3 3&5& mugaﬁﬁu in this aw@gn bas sgveral
gé«m@nu aﬁﬁ the awngwm gﬂ.« ?@m na%.w. ond ngmm w%mbwm%m ace
summarized in the following two otatesemts:
 Lome uu%%& pethod tala futo accouat tasgible end fntangible
B mmnwawm pres 8« within tha 3&%&&3 which have an effact on valua. A3
an example, ggm«. E««aﬁgw. gad cortain eponomlc factors are cons
 giderad aE% might alter the valus of the stock duping ths 11fs of tha loan,
Sach £actors are suﬁ ngﬁm@gm &&B book value or last sale price is used to
derive gtock value. | L

2. The proposed method allows for both ratfonal aad irrational sction

oa the part of the potential purchasers of the stock vpon defaule by eho
wgﬁﬁu wnu. gwﬁ. the ciza of the block of ghaves wamwn cousideration
and 25 ressens wiy peopla would want to nﬁagw tho ptock are reviewod whm

. the proposad method iz veilized. These factors are nod Ex@. into aguw&&me

tion vhon the unnmmun ummwamu are ueilized,

] Hdunwa.. wnusn«umg tha am?au?ﬁomu of nwm mn&vgam amrwmm 12 wva

veview nmm moﬁcﬁbm casa Ez«m@wn In aﬁ.uw S.b a vﬁ«namn a@wwﬁ&ﬁ&

Smﬂm@u@gm takon fran bask eredit mﬁbm In oxdar to mw@unﬁ
confidontia) narure of data, tho neme, type of 3&@3? and other informae
tion could mot ba nm%m»o&



a bagk tﬂshmg to m:a!w usgs of c‘m bazﬁs's cmcm: &e&l&ti@m Ee oﬁfmd
| as cona»aml etoc!: wg:msmt:inu a mnozf:ity in emsz: m a c?.asely mm
cmamz:w:z; It: ms agread ﬂm ghe bank w.zla 1&:«1 65"’ of t:ha book valss
of tho éﬁ:@f?&. Bw!a valuca acwrc}im, to ch& lasst aﬁiﬁ ﬂameﬂ Dacma%mr 1953
s $307par e&a:a.,;"“ i f RS U B

. Wha ?aarrw«r mdicaf:&a that the lasa salea eesauumzf:aé was at a pxica
of "oround $300%, ?@siadicany the demaxd was curtailed. Also &z
regulay inmrvala the loon waa teviwad 'E&w roviaw was limimé w a pers
eem:&ga mreaaim of t'!aa ool va!..m of t:ha collaﬁaral agaimt te?:ni st
emzstaaﬁing.' The bank at no tim fwm tha dam‘ of the m'igmat enery to
Bﬁcmt 1%5 was 1emim‘, move than 65% of tha stated book value aﬁ? thra
cauumxal. In eﬁrly 1956 the c:sz*pazauon £iled o patit:io*a of bmmzcy.
In tha Emal amlysia craditors of ma eoz-g;matma raceived appmxﬁmazely
| fxi:ty cents on the dsuez- ond tha eallat:em_ mm by the bank bamma .
worehlese, R I |

ﬁaﬂ cstm mbhads cmmly uged today been employed the result woald
kave qmiﬁa poav:lb!y been the same. Indlcations ove that tiva ptim.fy canse
for the failum a£ the cc:ger..tiezz vas th’s mcv-easlng imbility of maa@ao
nent to make dseisions. S

 The use of last sale price would have quite wvimly led to tho samo
cod, Sales of the stock did occur between the tims of the loan end banke
ruptey, but they sppesved to be gaamd to book value with little evidence
of ez, uar.a*trictec} gction on the pm of ths bn:yez or seller.

Liquid«,tion value would have boen difficult to ez@lay in t.ha above
inctaace. Zven as of stetement date, Deeem‘he: 1555, it would have been cxe
tremely hazd to detemim cﬁsz the wrpm:atim had a nogative net mrz?;.
Statement net worth as ct .:acmber 1955 was $175.5ea. o evidence was
presonted in the audit report o indicate the gross discrepasey. Ta the
final aoalysis the outcome would have been the pame « the bank’s collateral

would have been worthless. 6



Aspunlag t;h& pw@m@ﬁ v:s!.uam?.m mt&aad m aﬁ&liza&, tbw £anwmg
'malé ms;:: ukaly hwe:a Me&s f:msa mwit. mz.mamg m e:i:&aa mw m ; |
mily 1954 %Ih% z:%m mxwm ﬂxwx c@gsmaeh@é tm b&z&k t:lm msmmgg ai‘ﬁiem:
had iﬁw fﬂllwmg iafwmamm ok his dﬁ.ﬂzmsai | | |
. L "‘ha zzwmma af ssmw?;: t:a ‘é:e yleéga& s a miam:icy in‘»camst. |

2‘ ﬂm bu&mass mi& ha c?sasmriﬁad as a m&@rawiy uyal:iaal, mn,

) \c?;.n a?.y hczlzz mmfzmwmg aaacam | ' ‘
3. Sﬁatm*a mre amﬁabia s.n tha ham‘s cmﬁiiz fi}.&a fm:’ ::m r‘a«am

. 13..«0 azmm 1953,

Ee, émanmy rﬁpm:ts w@w a!.uo avgailahla. 4
5. A Wrm’um in aha csméit fnas indiea«.a& i:% vﬁew aﬁ cm:a oﬁﬁi@@r
‘that wmmmt bad been ehaza@aé m 1%@ amx thwg% w ;»,». mly ”fair“ :i.n
QWH‘&?-« ) , N - -
| ﬁm mmmm for tha :ﬁzmr-ymr pmaa 1950 tﬁrmgﬁ Lm a,wmw
- mrwagsa eiwi&e&ads e£ ‘*9.36 am”a e:mmga mramgs Qﬁ q@.ea. » ﬂaﬁk walaa iu
Decenber 1953 was §307.00. |
 Copitalization of dividends at wz. manizzg a:w éwi&an&a sgmaa aves
| rage a 1%‘% x&tam over o teasumule parm&. brz%.»s a ﬁgxzm aﬁ $93 89.
Cag:italizatien of e.ming., at 15 2/3%. ar @yzmtaly am am
'eamings, produces e ﬁiga.%a of 57 66.
- ﬁ'xﬁa 2pplying a waigw' o étvi@ea&a ef 3, eamiaga & migb.z t)f 2, and
book valr.;c a migm of 1, the mﬁ& is as f@nm.

Divideads given a m:lght of '3 T $279.00
Earaings given a weight of 2= 115.20

Baok valun givez:; & welght @f i = 307,00
-  Ginto £701.20 = $116.87
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The sum of the products (701.20) divided by the sum of the velghta
(6) would result in a valustion figure of $116.87. This "base value" would
then be subject to other adjustments based on avallable informeion. The
iaformation available in early 1954 revealed several items which would have
| nocessitated adjustment ia tha base valus. B#iaﬁly deperibdad, they were:

| 1. Evidencs of ouly "faiz" management. o
2 get profit low in relation to indieated worth in the gaast: ten years.
© 3. Het pmﬁa iaia whon in proportienm to saies volums in the last ten

years,

&4, Dividends exceaeding nok profit for all years undor eonsidevatiom.

S Agém rapork indicated scme Yglowmess™ in poyaemis tu creditors.

The abova indicators of weakness would have justifisd o seill lower
final valuation £igure than the $116,87 previously derived by perhaps 25%.

Because of the wide discrepancy betwsen the book value zad the value
obtained by the proposed valgat:im method additionsl iavestigation would be
requized. BSuch an mwstigamm might have zevealed the discrepancy batween
stated book value ond liquidation value and verified the wealmess of tha
progent management. |

&frer the invosiigation and furthor adjustoents were made the extends
ing of credit would not have been justified exeept by the pledsing of move
accepi’:abia collateral, utilizing a repurchase agreenent, otc,

Tho_Periodic Review

The losning officez’s responsibility in regard o the valuation of
collateral doas not »ceasa when the initial loan is mads, Of extreme fne
portance iz the followsup o periodie review.

The periodic review morely comsists of the obtalning of up-tosdate
agency reports, the reviowing of more t;éceat £ipancial statements, aad
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the analyzing of other antecedent data that may have been obtained. Of

course, the results of the analysis should be recorded for future reference.

-

Importance of the Review -

The iﬁportance of this periodic review cadnot be stressed too greatly.
An excellent example of what can happen when a predetermined pattern is not
followed is illustrated in the preceding case history as noted on page 33.

Loans with & specific maturity date should be reviewed by the officer if
a rencwal is requested. Demand loans should be reviewed periodically. Any
special occurrence, either internal or extermal, to the corperation should
cause an immediate review. Some of the warning signals are as follows:

1. Sharp break on any of the organized securitles exchanges.

2, Rumored weaknesses passed by "word of mouth" by individualé famil-
iar with the corporation’s operation.

3. Hewspaper and other articles indicating elther a weakness within the
industry or the individual corporation.

4, Significant changes as noted in the fiscal yeazr financial statements.

The purpose of the regular review is to locate and account for any sige-
nificant changes that may affect the stock value, The time to be spent on
each review is, of course, dependent on the thinking of the loaning officer,
though it may be dictated by the policy of thé institution. It is not rea~
sonable to assume that the same amount of time will be spent on a $1,000
loan the: would be spent on a $100,000 loan if both are secured by the same

quality of collateral.
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-GHAPTER VI
" SUIMMARY ARKD CONCLUSIONS
One problem encountered by the modern day bank loaning officer is the
valuation of closely held and untraded stccksAoffered‘of'requéstéd“aé Gol-
lateral in support of a loan, It is recognized that collateral is not the
primary éecurity‘for 8 loan, but nevertheless, the'fﬁll;‘éra&ént attention
of thé loaning officer is expected in the vsluatioﬁ of this type of collateral.
- The preseﬁtly used methods for valﬁiﬁg cléséiy beld and u@ﬁiadédﬂstocks,
namely, lasﬁ saié'§rice and liquidation value, éppeat to be inadequate. Dan~
gers found to be common to nearly all of these methods may be summarized as
folléwsi | | | |
1. The failure to recognize and account for certain baaic‘coﬁsidératiohs
such as the exact nature of the problem, the‘tihe elemeﬁt, motives of the
potential purchaser upon default of the borrower, etc.
2. The failure to recognizevand account for certain apeéific factors,
namely, management, historical and economlc factors, and financial soundness,
To overcome the dangers inherent in the presently used methods, as nctéd
above,'é method was proposed based, first, on a thorough study of all available
ihformation having a bearing upon value. ©Next, the calculaiion of "base value"
vas accomplished by capitalizing average dividends and average earnings, and
the consideration of book value. Weights are then applied accordihg to
the degree of importance attached to dividends, earnings, andvbook value.
Once this "base value'" is obtained adjustments would be made where
thought necessary. Decisions as to adjustments would depend largely om the

analysis of available information. It was also recommended that the proposed
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valuation method could be used to substantiate suggestions bythe borrower
in regard to value,
| m pro@oa‘.d valuatim m:»:thaa ia szmme wie.k embles :!,ta use ﬁrm
t:he v&&uatim og closely lmld md uatra&e& stocka tméer a wiée tanga of
circamstances. é’.‘anarauy zh@sa imluﬂez ,
- 1. %’hen Iass t:hau 5% e§ :ha auz:seandmg ss:oc.’s: a:e a carparatioa is
ta ba pladﬁe&. o
2o Eheze ttsa mmnt oﬁ sﬁoci» no ba glac!gea :ezmeseats a coatmlliag
ingerastin thn cotperaam. )
o 3. ‘{3‘&&’& the wowzz: ci staek w ba pledged :ts aufficiant ﬁm: liquida-
: ting cant:mz.
B 'me hmamg efficer’s initiai valuax:iam ama :ws: razs.ew him of hig
msgmnaimnay. ? :iodic :eviaw of t:he valuatim wzsa ba mée dependent
) upm t:he eypa oi mte wplmd ifs makiﬂg thxa Ioan. Aﬂ&it:ioual xe"viws wust
| be mc%a upm nof:s.ce oﬁ significzm& develapmems eﬁ:&c& might affact: va?.ua.
It s teeognized :;hae tha aucceas eﬁ the valuatim 3.3 mgezy depmdene
| ‘uptm tha stsiu o:E t:ha laanin@, ofﬂcer, gnd thea:mn: Q:E eiuali:y infmtian
available, |
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