EarekTpoHHe HaykoBe paxoBe BHUOAHHS 3 eKOHOMIYHHX HayK «Modern Economics», No15 (2019), 175-182
https://modecon.mnau.edu.ua | ISSN 2521-6392

JEL Classification: G320, Q14, M20 DOLI: https://doi.org/10.31521/modecon.V15(2019)-25

Sivitska Yuliia, PhD student, Department of Economics and Management, Poltava state agrarian academy,
Poltava, Ukraine

ORCID ID: 0000-0001-8635-9038
e-mail: ijosjo@ukr.net

Valuing Agricultural Enterprise for Investment Purposes: Methodological Aspect

Abstract. Introduction. The production cycle of agricultural enterprises and agribusiness management differs
significantly from other sectors. Scientists emphasize significant differences of agrarian sphere from other ones, strong dependence
on unpredictable weather changes inherent in it. Also, there is an increased risk of income instability, volatility of agricultural
markets and variety of activities that can be conducted in one enterprise. Along with the presence of many risk factors, this area is
also characterized by high profitability and it is always attractive to investors. Consequently, there is a need to improve the
methodology of agricultural business valuation and the search for the most correct method and methodological approach to
determine the value of agricultural business for investment purposes.

Purpose. The purpose of the study is to determine which of the methods of business valuation is the most suitable for
objective agricultural business valuation for investment purposes.

Conclusions. The novelty of the article is it proves that a Build-up approach is appropriate for discount rate calculation
(in agricultural business valuation for investment purposes). And justification of the fact that Cost of equity capital model (cash
flow discounting-based method of business valuation) is acceptable for agrarian business valuation was further developed. As this
model provides the most objective information for investors and business owners and is most often used by professionals for valuing
a business when investment decisions are necessary. The results show that Income approach, Cash flow discounting method (Cash
flow type - Equity cash flow) is the correct methodology for valuing agricultural business for investment purposes.

Keywords: agricultural enterprise valuation, specific company risk premium, cost of equity capital, capital assets pricing
model, Build-up method, business valuation, discount rate.

YAK 330.332.5

CiBinpbka 0. 0., 3106yBau cTyneHs gokTtopa ¢inocodii 3i cnenianbHocTi 051 «EkoHOoMika», [losTaBCchbKa
JlepKaBHa arpapHa akaZeMig, [lostaBa, Ykpaina

O1niHKa CiIbCHbKOroCnoAapchbKoro miAnpueMcTBa
AJiA iHBeCTULLiMHUX LiJIei: MeTOA0/IOTIYHUHA acleKT

AHomayia. Bupo6Hu4ull yuka cibCbko2o0cnodapcbkoz2o nidnpueMcmea ma ynpasAiHHA azpo6i3HecoM icmomHo
8i0pi3HsIOMbCS 8I0 IHWUX cekmopie eKkoOHOMIKU. BueHi nidkpecaoomsb 3HauHi 8i0MiHHOCMI azpapHoi chepu 8i0 iHWUX, CUAbHY
3asexcHicmb 8i0 Heneped6avyeaHux 3MiH nozodu, npumamauHy daHitl cgepi disinbHocmi. Kpim moeo, icHytomb: nideuwjeHull
pu3uk HecmabisbHocmi d0x00i8, 801aMUALHOCMI CibCbKO20CNOJAPCLKUX PUHKI8 ma pizHOMaHImHocmi gudig disiibHocmi, sKi
MOXMCHA NP080AUMU HA 00HOMY nidnpuemcmsi. [lonpu HasieHicMb 6a2ambox pakmopie pusuky 0aHa 2a/y3b Xapakmepusyemucsi
BUCOKOW peHmabebHicmio i € 3a8xcdu hpusab.1ugor 045 iHeecmopis. Omoice, He06XiOHO 800CKOHAIUMU Mem0d0.102i10 OYiHKU
eapmocmi azpapHozo 6i3Hecy ma gidHalimu i o6rpyHmysamu Halibiibw npaguabHull Memodoi02ivHull nidxid ma memod 045
BU3HAYEHHs1 apmocmi azpapHozo 6i3Hecy 8 iHgecmuyiliHux yiasx. Memor docaidxiceHHs € 8UBHAYEHHS M02o, SIKUll 3 Memodie
OYiHKuU eapmocmi 6i3Hecy € Halibinbw npudamHuM 05 06 '€EKMUBHOI OYIHKU Ci/ibCbK020CN00apCcbko20 hidnpueMcmaeda 3 Memoro
iHBecmyeaHHs y Hb020. HogusHa cmammi noasizae 8 moMy, wo 8 Hili dogedeHo: Memod KyMyAImu8Hoi no6ydosu € Halibiabw
KOpeKmHUM 0/151 pO3paxyHKy cmaeku OJUCKOHMY8aHHs (8 oyiHyi eapmocmi azpapHozo 6izHecy 045 IHeecmuyitiHux yiaeli).
Aicmaao nodasnvwiozo pozsumky o6TpyHMyeaHHsi meepodiceHHs, wjo Modeab OYIHKU eapmocmi 8.4acHoz2o0 kanimasay (3
BUKOPUCMAHHAM Memody OUCKOHMYB8AHHS 8i/1bHUX 2POW08UX NOMOKI8) € NPUTIHAMHOI0 015 OYiHKU d2papHo20 6i3Hecy. OcKiabku
daHa modesnv 3abe3nevye Hallbinbw 06'ekmusHy iHgpopmayito 0451 iHeecmopie i eadcHuKie 6i3Hecy, 6oHa Halvacmiwe
sukopucmosgyemucsl axigysimu 045 oyiHKU 6i3Hecy Koau HeoOXxidHi iHeecmuyilini piwieHHs. Pe3ysbmamu docaidsiceHHs
nokasanu, uwjo doxioHutl Memodu4Hull nioxid, Memod OUCKOHMYB8AHHS BiNbHUX 2POWOBUX NOMOKI8 (mun 2pou08020 NOMOKY -
gi/bHUll 2powosull nomik Ha e8/adcHUll kKanimas) € npasu/ibHO Memodoa02I€r0 OYIHKU CiibCbK020cn0dapcbkoz2o 6i3Hecy 015
iHeecmuyiiiHux yiaeti.

Kamwuosi caoea: oyinka sapmocmi cinbcbkozocnodapcbko2o hidnpuememaa; npemis 3a cneyugivHull pusuk KoMnatii;
sapmicmbe 84acH020 kanimasy; modeab oYiHKU doxiOHOocmi KanimaabHux akmueie; memod KymyasamueHoi no6ydosu; oyiHka
eapmocmi 6i3Hecy; cmaska dUCKOHMY8AHHSI.

Statement of the problem. The production cycle of  of business. Thus, the need to justify the most appropriate
agricultural enterprises and agribusiness management method for assessing agrarian business and improving
differs significantly from other sectors. This determines  existing methodology is obvious.
the availability of features assessing the value of this type
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Analysis of recent research and publications. The
study of the methodology of agricultural business
valuation is devoted to the work of such scholars as
Marques-Perez, |.; Guaita-Pradas, I.; Pérez-Salas, J. L.,
Franc-Dabrowska, Madra-Sawicka, Bereznicka and others.

The scientists such as Marques-Perez I. [1], Stasytyt e,
Viktorija and Duzinskyt " e Viktorija [2], Santeramo [3] also
confirm the fact that agrarian sphere differs from others
and there is a high risk and income instability. But in spite
of many risk factors it is a sphere of high profitability and
it is always interesting for investors.

Moreover, Schaffnit-Chatterjee [4], Clapp and Martin
[5], Schneider [6] emphasize on volatility in agricultural
sector which is expected to increase in the future.

In particular, Marques-Perez |. et al. [1] proved that
the definition of the discount rate is one of the most
important issues in the assessment of this type of
business. They proposed a new methodology of the
discount rate calculation when assessing the value of the
agro-industrial complex in their article. Franc-Dabrowska,
et al. [7], proposed a new empirical model of the
agricultural company valuation. Their study justifies that
there are specific factors inherent in agricultural sector.

Many modern researchers: Chawla et al. [8], Meinhart
[9], Camara et al. [10], Habib [11], consider the Cost of
equity capital model the most appropriate in business
valuation for investment purposes. Franc-Dgbrowska et
al. [7] consider this model acceptable for the agrarian
business valuation.

But the issue is still not fully disclosed, what caused the
continuation of our research.

Setting objectives. The purpose of the study is to
determine which method of business valuation is the most

appropriate for objective agricultural business valuation
for investment purposes.

Methodology. Used methods: scientific abstraction,
method of analysis and synthesis, method of analogy and
comparisons, development of tables.

The main part. The agro-industrial complex is formed
by companies, as emphasized in the academic literature
present a series of outstanding characteristics as a result
of adapting to today’s economic reality.

These characteristics include:

a) adapting to extending the economic environment
and the sector’s internationalization;

b) adapting to changes in
commercial structures;

c) influx of foreign-owned capital and risk capital.

As a result, the agro-industrial companies has built
some business models that have been adapted to
consumer demands and to customers in general The
European food industry has witnessed significant and
rapid changes towards the formation of a more
concentrated internationalized structure. Some countries
and food sectors have undergone this trend to a greater
extent than others, but no country or industry sector has
remained unaffected. The new stage of the world
economy, which stems from the effects of the global
economic crisis that began in 2008, has brought new
implications for the food industry, although it is
impossible to predict its mid-long-term impact. Due to the
nature of many AIC companies (see Table 1), it is not
possible to identify a single reference price. Some
companies produce more than one product, and with
different volumes and selling prices. So it is not easy for
companies to estimate and decide on one reference price
to estimate the activity risk [1, p.3].

consumption and

Table 1 Specific features of agribusiness according to modern reseachers

Author

Quotation

Franc-Dabrowska et al.,
2018

«...the measurement of equity capital and its cost by agricultural entrepreneurs requires a unique
approach which makes allowance for certain variables that are different from those applicable to
other sectors, and therefore specific to agricultural activities...These activities depend on weather
conditions, live organisms management, specific work factors and production factors risk» [7, p.1]

Marques-Perez et al.,
2017

«The AIC is formed by industries that add value to farming production. This sector’s economic success
demands financial management techniques that assess risk. The conventional method responds
neither to the heterogeneity of the economic activities that make up the AIC, nor to differentiating
risk by groups» [1, p.1]

Stasytyt ~ e & DuZinskyt
e, 2016

«Agriculture sector is characterized by a particular specificity that is not considered in other fields and
because of that agriculture sector is defined as highly risky sector. Response to risk is still very
important and responsible activity in this field» [2, p.211]

Clapp & Martin, 2015

«The recent volatility on agricultural markets can be seen in this context, and it
is unclear whether private financial actors will remain interested in the sector given the high degree
of risk and uncertainty ...» [5, p.12]

Hall et al., 2014

«Agribusiness companies have a greater impact on the cost of debt to the capital structure but have
better returns than other firms» [12, p.1]

Santeramo et al., 2014

«The nature of agriculture, dependent on climate conditions, exposes the sector to production risks
... which determine unexpected bad harvests are also relevant risks in developing agricultures and, in
particular, affect field crops. Price risks challenge the production side of free marketed crops; losses
in products’ quality and decreases in final price are the main risks faced by wholesalers and sellers.
Finally, financial (e.g. the inability to access credit market) and institutional risks (e.g. risks of
unexpected changes in the policy framework) are relevant to farmers’ decisions» [3, p.24]
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Continuation of Table 1

Szekely & Palinkas,
2009.

«Every country that considers agriculture a strategically important economic sector strives for
effective risk management in agriculture» [13, p.55]

Schaffnit-Chatterjee,
2010.

(4, p.1]

«Volatility in agriculture is expected to increase — production volatility, mostly driven by climate
change as well as price volatility, due to higher production volatility, a tight supply/demand balance,
volatile energy prices, and other factors»

Schneider, 2010.

«Volatility and the resulting risk in agriculture are therefore costly» [4, p.8]

Source: [1-5, 7, 12, 13]

The scientists cited in Table 1 emphasize significant
differences of the agrarian sphere from others, strong
dependence on unpredictable weather changes inherent
in it. Also, there is an increased risk of income instability,
volatility of agricultural markets and variety of activities
that can be conducted in one enterprise. Along with the
presence of many risk factors, this area is also
characterized by high profitability and it is always
attractive to investors. Thus, the need to justify the most
appropriate method for assessing the agrarian business
and improving existing methodology is obvious.

Several methods can be used when we have to valuate
any asset or company: firstly, those based on accounting
information; secondly, those based on investment

valuation methods that use data from Accountancy have
their roots in calculating the patrimonial value as a
difference between Assets and Liabilities. However, we
must remember that this accounting value is not a good
estimator of market value. We can underline valuation
methods based on analogical-stock exchange information
among the last ones Methods based on investment
analysis (capitalization value, present value or yield value)
can be good estimators of the market value if we locate
the decision making process about investments in an
efficient market environment [14, p.17].

In a Table 2 we present describing Cost of equity
capital (in particular CAPM) as a suitable approach for
investment valuation of agricultural business.

analysis; thirdly, econometric techniques, etc. Company

Table 2 Arguments in favor of Cost of equity capital (cash flow discounting-based method of business valuation)

Author Quotation

«The issue of the cost of equity capital for an enterprise may be viewed from multiple
perspectives, given its application in accounting as well as in financial research. The cost of equity
capital is the basis for determining the premium for capital risk, valuation of businesses, and
investment decisions» [7, p.1]

«Based on our research we can conclude that the best way how to calculate the opportunity cost
of equity capital is calculation by Build-up model. This method reflected not only external risks
but also internal risks of companies which is very important factor» [15, p.1497]

«Each stream of cash flow has a specific risk structure. For instance, if the cash flows are
distributable to equity holders only, cost of equity should be considered (not WACC)» [16, p.41]
«Essentially, the cost of equity consists of a risk free rate of return and a premium assumed for
owning a business and can be determined based on a Build-up approach or Capital Assets Pricing
Model (CAPM). While both these approaches should theoretically result in the same discount
rate, in practice the estimated discount rates will differ between companies, markets and
geographical areas due to judgments by different valuators around some of the key components
of the discount rate» [16, p.38]

«The Sharpe-Lintner capital assets pricing model (CAPM) model as the most common model
equalizes the cost of capital with systematic risk, assuming that the cost of equity equals the sum
of risk-free rate of return and market risk premium adjusted by the beta factor» [8, p.103]

«The CAPM (and each other cost of equity model) is wellsuited to estimate the required return
on investment for this valuation purpose» [9, p.21]

«The estimation of the cost of equity capital (COE) is an important issue for both practi-

tioners and academics. The COE is widely used in applications such as the valuation of

an investment project of a firm and the estimation of equity risk premiums» [10, p.2]

«One of the fundamental decisions that every business needs to make is to assess where to invest
its funds and to re-evaluate, at regular intervals, the quality of its existing investments . The cost
of capital is the most important yardstick to evaluate such decisions. Not only the hurdle rate for
investment projects but the composition of the firm’s capital structure is also determined by this
variable» [11, p.3]

Franc-Dabrowska et al.,
2018

Dzuri”ckova et all., 2015

Mohendroo, 2014

Chawla et all,, 2014

Meinhart, 2008

Camara et al., 2008

Habib, 2005

Source: [7, 8-11, 15, 16]

model the most suitable for business valuation for
investment purposes. Scientists such as Franc-Dgbrowska

Analysing Table 2, it can be concluded that many
modern researchers consider the Cost of equity capital
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et al. consider this model acceptable for the agrarian
business valuation. This model provides the most
objective information for investors and business owners
and is most often used in assessing the value of a business
when investment decisions are necessary. In the studies
cited below, scientists propose using the Build-up
approach or Capital Assets Pricing Model (CAPM) to
evaluate business for investment purposes.

It is important to know the key areas of judgment, use
the appropriate approach based on the information
available and investment objectives, and cross-check the
reasonability of the discount rate using alternative
approaches such as average industry discount rates and
the implied multiple [16, p.8].

The methods for valuing companies can be classified in
six groups: balance sheet-based methods, income
statement-based methods, mixed methods, cash flow
discounting-based methods, value creation methods and
options. According to professor Fernandez there are three
basic cash flows: the free cash flow, the equity cash flow
and the debt cash flow. When we are we are valuing the
company’s equity, the appropriate discount rate will be
the required return to equity [17, p. 4,21].

The discount rate is applied to determine the present
value of future cash flows and represents the investor’s
appetite for risk and the underlying uncertainties in the
cash flows. The higher the implied risk the higher the
discount rate is and the lower the value, and vice versa.
The discount rate is an investor’s desired rate of return,
generally considered to be the investor’s opportunity cost
of capital. The discount rate is an essential component of
the DCF-based valuation, which can be tricky to get right
[16, p.3,5,6].

Determining the discount rate is one of the most
important tasks and takes into account the risk, historic
volatilities; in practice, the minimum discount rate is often
set by the interested parties (the buyers or sellers are not
prepared to invest or sell for less than a certain return,
etc.). The equity’s value depends on expected future flows
and the required return to equity. In turn, the growth of
future flows depends on the return on investments and
the company’s growth. However, the required return to
equity depends on a variable over which the company has
no control, the risk-free interest rate, and on the equity’s
risk which, in turn, we can divide into operating risk and
financial risk. It is very important that a company identify
the fundamental parameters that have most influence on
the value of its shares and on value creation. Obviously,
each factor’s importance will vary for the different
business units [17, p.27,28].

Essentially, the Cost of equity consists of a risk free
rate of return and a premium assumed for owning a
business and can be determined based on a Build-up
approach or Capital Assets Pricing Model (CAPM). While
both these approaches should theoretically result in the
same discount rate, in practice the estimated discount
rates will differ between companies, markets and
geographical areas due to judgments by different
valuators around some of the key components of the
discount rate [16, p.3].

While some courts and some business valuators treat
the Build-up method as if it is different from the CAPM,
they are in fact very similar. Under the CAPM, the
Discount Rate consists of the RFR (Risk free rate), plus the
ERP (Equity risk premium) multiplied by firm Beta.
Theorists have suggested that Industry Betas are more
reliable than firm Betas, and that the Beta of the industry
in which the firm is located should be substituted for firm
Beta. Ibbotson and others note that the CAPM is too high
for large cap stocks and too low for small cap stocks.
Ibbotson suggests adding a Size Premium to the Build-Up
Discount Rate. So a modified CAPM would consists of the
RFR, plus the ERP multiplied by the Industry Beta, plus a
Size Premium [18, p.38].

Many business valuators use the CAPM as the starting
point for determining the appropriate Discount Rate to
apply to the projected future cash flows of a closely held
business in order to determine a value for the business.
The CAPM claims to capture the risk associated with
investing in a publicly-held company through the
company’s Beta coefficient. The theory goes that, if
selected publicly-traded companies are comparable to the
privately-owned business being valued, then by taking the
value suggested by the CAPM for those publicly-traded
comparables, after adjusting for differences, and adding
risk premium to account for risks associated with the
subject company that are not reflected in Beta and cannot
be diversified away, the CAPM can be used to establish a
Discount Rate to use to value a privately-held company
[16, p.35-36].

Another popular approach to determining an
appropriate Discount Rate for the income approach to
valuing a business is the “Build Up Method.” Using the
Build Up Method, the Discount Rate for use in discounting
projected future cash flows of a business is determined by
adding together various components (see Figure 1), as
follows: risk free rate, equity risk premium, industry risk
premium, specific company risk premium [16, p.36].
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|_[ Risk Free Rate

|_[ + Equity Risk Premium } |
|_[ + Size Premium ] |
|_[ + Industry Risk Premium | |
|_[ + Specific Company Risk Premium } |
I_[ = DISCOUNT RATE ]

Figure 1 — Components of the discount rate

Source: [16]

The Build Up Method is an additive model in which the
required rate of return on an investment—what would be
sufficient to attract a buyer-is estimated by taking the Risk
Free Rate and adding to that the Equity Risk Premium and
other risk premium that reflect the various risks
associated with buying an interest in a privately owned
company. These additional risk premium include the Firm
Size Premium, the Industry Premium, and the Specific
Company Risk Premium [16, p. 36-44].

The risk premium is a fundamental and critical
component in portfolio management, corporate finance
and valuation. Given its importance, it is surprising that
more attention has not been paid in practical terms to
estimation issues. The premiums we estimate can vary
widely across approaches [19, p.363].

Portfolio analysis and the theory of risk in the capital
markets consider total risk and systematic risk. Total risk is
related to the variability of the rate of return. This variability
can be measured in different ways using classical measures of
risk, for example variance, semi-variance or lower partial
moments. Systematic risk is related to the influence of the rate
of return of a market portfolio and to the rate of return of a
given security [20, p.57].

Though various studies have quantified marketability
discounts and discounts for lack of control, the appraiser
must utilize experience in conjunction with the empirical
data to determine the appropriate marketability discount
for a specific company. The most obvious example of the
art involved in business appraisal centers on the specific
company risk premium. Given that errors in the specific
company risk premium may have a significant impact
upon the value indication, it is crucial that business
appraisers be keenly aware of the ramifications their
selection of this risk premium may have upon the
valuation process [21, p.1].

For valuation purposes, the firm-specific risk or
unsystematic risk associated with a privately-owned
company is represented in large part by the specific

company risk premium. Once estimated by the appraiser,
the specific company risk premium is added to the risk-
free rate and the estimate of systematic risk to yield the
company’s required return or cost of equity. Specific risk
is anintegral part of the company's total risk. It is generally
considered as a premium for specific risks in the
company's return on equity, which is a key component of
a company, investment or project valuation. The purpose
of the company specific risk premium calculation is to
consider the non-diversified risk of the company, which
significantly distinguishes this company from others
similar to it [21, p.2].

"Specific Company Risk" (SCR) has been defined to be
"an unsystemic risk specific to a certain company's
operations and reputation". The Specific Company Risk
Premium (SCRP) is central to business valuations of
closely-held companies, because the SCRP represents the
risks inherent in investing in a privately-owned business
that has lower sales and thinner capitalization and a more
vulnerable market position and less management depth
than the smallest companies traded on the national stock
exchanges. Ownership interests in a private company
cannot be valued objectively by comparison to a stock
price on a liquid national exchange. The challenge, then,
about the SCRP is that, by necessity, it is unique to the
company being valued, and thus cannot be standardized
or subjected to statistical analysis [18, p.38].

Orsinger in his workpaper marks the main factors (see
Figure 2) which contribute to Specific Company Risk
Premium. These factors should be taken into
consideration in the process of business valuation.

Because other premium sometimes capture parts of
these risks, care must be taken not to double-count any of
these risks by including them in two premiums, which
would overstate the Discount Rate. In most instances, the
SCRP is a subjective assessment by the business valuator
[18, p.38].

179



EarekTpoHHe HaykoBe paxoBe BHUOAHHS 3 eKOHOMIYHHX HayK «Modern Economics», No15 (2019), 175-182

https:/ /modecon.mnau

.edu.ua | ISSN 2521-6392

[

more limited access to
capital markets

)

smaller size

limited geografic area

[ industry volatility ]

Factors of
company
specific risk
premium

7

narrower customer
base

)

limited product line or
servises offered

|

dependency on key
executives

[

Figure 2 — Factors which form company specific risk premium

Source: [18]

While the estimation of the specific company risk
premium may seem a relatively minor issue, errors in
estimating the appropriate risk premium may have a
significant impact upon the valuation estimate. As a result,
this may result in an inflated value estimate for a business
which may lead the client to overpay taxes, or vice versa.
A factor analysis would seem the likely choice in
supporting the appraiser’s selection of a specific company
risk premium for two reasons. First, there is no database
from which to draw statistics regarding the specific
company risk premium used in various valuations. Second,
attempting to create a model would likely require a great
deal of historic data for each company in order to perform
a regression analysis. Since there is likely not enough
historic data for a privately-held company to perform a
regression, creating a model may not be possible or
appropriate. Therefore, a factor analysis would be the
logical choice in assisting the appraiser in developing an
appropriate specific company risk premium [21, p.3].

According to the Butler-Pinkerton model (BPM), it is
proposed to assess company specific risk premium
without identifying the risks inherent in the company.

By using the BPM, you can have a good mix of
companies (some larger and some smaller, which
potentially bracket the volatility of your private company)
to gain a better appreciation of the CSRP and the TCOE
(total cost of equity) for your private company. Since
company specific risk is just that—company-specific—you
do not need perfect comparables do get good indications
of CSRPs to assist in determining an appropriate CSRP for
a private company [22, p.34].

World-renowned consulting companies, such as
Delloite & Touche, Duff & Phelps, Morningstar (lbbotson
Association), recommend relying on world-wide analysts'
experience (available databases on consulting firms'
websites) when calculating company specific risk
premium.

In Table 3 we propose a methodology of agricultural
business valuation for investment purposes based on the
analysis of scientific articles cited above.

Table 3 Methodology of agricultural enterprise valuation for investment purpose

Methodological approach:

Income approach

Method:

Cash flow discounting

Cash flow type:

ECF (Equity cash flow)

Appropriate discount rate:

Required return to equity

Model of appropriate discount rate
calculation:

Build-up approach

Modes of Specific Company Risk
Premium calculation:

Butler-Pinkerton model [22]
Mercer [23]
Shepeleva [24]
Okulov [25]
valuation expert’s opinion

Source: developed by the author
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Analysing scientific articles we can conclude that: the
correct methodological approach for agricultural
company valuation for investment purposes is an Income
approach, Method - Cash flow discounting, Cash flow type
- Equity cash flow. The discount rate should be calculated
with the Build-up approach.

Conclusions and suggestions. The production cycle of
agricultural enterprises and agribusiness management
differs significantly from other sectors. This determines
the availability of features assessing the value of this type
of business. Along with the presence of many risk factors,
this area is also characterized by high profitability and it is
always attractive to investors. Thus, the need to justify the
most appropriate method for assessing the agrarian
business and improving existing methodology is obvious.

It can be concluded that many modern researchers
consider the Cost of equity capital model the most
suitable for business valuation for investment purposes.
Scientists such as Franc-Dgbrowska et al. consider this
model acceptable for the agrarian business valuation. This
model provides the most objective information for
investors and business owners and is most often used in
assessing the value of a business when investment
decisions are necessary. Many scientists propose using
the Build-up approach or Capital Assets Pricing Model
(CAPM) to evaluate business for investment purposes.

Cost of equity includes such components as: a risk free
rate and a premium supposed for owning a business which
can be calculated using the Build-up approach or Capital
Assets Pricing Model.

These two approaches can give similar results, but in
practice there might be a difference depending on
valuators, companies and markets. The Build-up method
is the transformed CAPM with adding a Specific company
risk premium.

The Build-up method has been accepted by many
professional valuators as a reliable method of the discount
rate calculation. This method defines the required rate of
return on an investment as it includes the Risk free rate,
the Equity risk premium and other risks inherent in a given
company (the Firm size premium, the Industry premium,
and the Specific company risk premium).

The Specific company risk premium calculation is not
an easy task, especially, taking into account the fact, that
an error in this case can have a significant impact on
valuation results. The purpose of Specific company risk
premium calculation is to consider the non-diversified risk
of the company, which significantly distinguishes this
company from others similar to it.

Given the foregoing information we can come to a
conclusion that: the correct methodological approach for
agricultural company valuation for investment purposes is
an Income approach, Method - Cash flow discounting,
Cash flow type - ECF (Equity cash flow). The discount rate
should be calculated with the Build-up approach as the
importance of taking into the account the Company
Specific Risk premium is proved.

Future studies should be focused on searching for new
methods of Company Specific Risk premium calculation
and on testing them for business valuation in different
production areas.
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