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Business Value Management Problems

PROFIT EARNING MECHANISM

The process of business cost management is mel#ac|t comprises the
entire procedure of decision making relating bathhte real and unreal capital
together with management of its components. Mogepsaon cost management
deal primarily with the external aspect of the prcitbn process. It leaves an
impression that the business cost grow infinitelyan unlimited manner. It is
different in reality.

Profit plays a sizeable role in assessment of m@stagement depending on
how much revenues exceed the cost of earning thémmvea certain period and
on how taxation changes. The problem is to whatréxthe profit of the busi-
ness earnings relates to implementation of its gmynfinancial objective and to
what extent it relates to maximization of the ooisthe owner’s property, if the
profit includes full gain and cost of running thesiness.

Let us consider the internal profit earning meckanthat is a core of every
cost assessment method, or the aggregative busassesss (property) that are
involved in the production process:

— Land. The land cost can change in response tagelsan the environmental
“landscape”, availability of roads and accessestadice to administrative
centers, markets, etc.

— Liabilities. The fixed assets that the businessdra#s landed property can
grow additionally within this landed property, yeheeds time and consider-
able money (investment) providing that the the daiviar business product
grows.Therefore, cost management requires an eease of available pro-
duction facilities. It was latter characterizedthg criterion of “end products
per square meter of production area” with a givesdpction process and
specialization. This indicator has limitations.

- The effective share of the fixed assets is commanigchnological compo-
nent characterized by the equipment load factorthedcapacity load factor.
The economic part is determined by the yield ofiteijinvestments and by
the amount of how much one ruble of the used fexegkts earns. The task of
cost management is to determine the minimal procluciapacity in case the
demand goes up. The excessive fixed assets shoughoumber production:
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they should be sold, leased or preserved untilsthetion becomes favor-

able. The criteria of capacity load and yield opital investments have stiff

limits. The practice of calculation of capacitieseds restoring.

- Labor: workers, engineers and managers; the affigiof workers involved
in processing operations is a factor of skills anthrtness. As a rule, each
person own individual characteristics making prditurcless certain and be-
ing one of the main causes of man-provoked disadiarlier, the labor effi-
ciency was rated by the output quota margin faittat changed from 1 to 2
and more. For example, the adaptation factor wad us machine building.
Cost management should be based on the laboregificiand contain a plan
of bonuses “for output”.

The required labor force is based on the curremdymtion process, working
hours (shifts) and maintenance norms. The auxiliarge is determined in ag-
gregative calculations in proportion to the maibdiaforce and depends on the
availability of auxiliary and servicing units (dsions).

The work load should be determined in the produgtimcess and operations
should be combined, to follow the suit of Japarmsnesses.

The management force can also be subject of adggregaalculation
[©ununmos, 2006]. The management force and payroll are ohetexd as a func-
tion of the main labor:

Sp=2*N*n, 1)

and auxiliary labor:

Sa=2*N*d*n, 2

With two shifts the total labor is:
S=2*N*(1+d)*n, 3)

and the mean of salary of one manager a year is:
Ze=W1e*12* (1+ N,) (4)

So, the total cost of the management staff is:
Zm=Sp* Ze (5)

where:  Sm - the number of managers;
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W1le - the mean base monthly salary of one manage
Ny - the number of machine tools in operation;
d - the proportion of the auxiliary labor to the méabor,
N - the average equipment maintenance norm,
Np - additional deductions into the payroll (socialdital in-
surance, etc.).

The production which includes: material to prodotitechnologies and ma-
chinery will be analysed.

The workload should be determined in the produgtimtess and operations
should be combined, to follow the suit of Japarsenesses.

The management labor can also be determinted bygbeegative calcula-
tion.

The coefficient of utilization of materials should considered specifically in
order to save resources (raw material, money mearnfe final account), in
other words to save waste, like chippings rejegi@aharily (by machine build-
ers). Hence, any feasible waste-free productionge® should be identified. The
less available and more expensive a resource (isaterel, energy) the more
the process needs improving (on the one hand) laeaper resources should be
sought for (on the other hand) that would not implaé end quality (strength,
reliability, durability, etc.).

The guest for new forms of energy saving, resouseesg and technologies
are in Republic of Belarus.

The problem of technology is often decisive to fod what effective alter-
native of production is needed. Yet, the majorrretsdn is what production
process (rotor line, semiautomatic, fully computed, flow or variable flow,
multipurpose lines) suits the minimal feasible emitgEach process has a de-
signed efficiency: if the output is low, it mearmiei time of the equipment (the
capital investment yields less, the resources sed wastefully, etc.); if the out-
put is large it means extra, often wasteful shiftpaid overtime are needed. It
all affects the end quality. It is advisable toethie in advance the time of in-
troduction of a new process (equipment) suitingdemand. As a rule, the type
of the equipment characterizes the state-of-theMNuwt superfluous equipment
should be installed but some insignificant standtgrgin to satisfy demand
variations. To reduce the cost of prolonged storafjestandby capacities
(equipment, floor space), they should be preseseg@rately from the produc-
tion line or leased.

Now let us consider the production cost structuoenfthe viewpoint of re-
source saving. The commercial product cost (thdumrtion cost of commaodities
for market or contract deliveries) is conventiopaplit into the conditionally
variable cost (variable proportionally to the oujpand conditionally constant
cost (independent of the output).
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The conditionally variable cost share comprisescha#lyg the following:

- ZM — expenses of material — it is need to increhgecoefficient (ratio) of
use the material (for example, in machine-buildsngstitution of casting to
powdery metallurgy or replacement by more cheagerizd} for reduce non-
effective expenditure.

- Ze — expenses of energy to technological aims -h@oy of resources is
contained in use of more economical drive (diesgiire instead of petrol),
more cheap energy (gas instead of electricity af)@nd energysaving tech-
nologies.

- ZP — income of workers (productive) —economy is teared in pay’for
labour productivity”. Work payment must be earning.

The conditionally constant cost relating to operatind maintenance. These
cost items are primarily expenses, such as theatasfpairs, maintenance, and
operation of the main production assets. They aneet into the expenses of
maintenance and operation of machinery and equifyrekeap and general works
expenses. These items of expenses have a similatuse. We will consider
them without breaking up.

- ZME — expenses of managers and engineers. Extrdivssibn is not al-
lowed as it would duplicate the work of anotherdiuision in process of in-
suring to auxiliary operation. Quality’s criteriondll anable to compare pro-
ductivity of one worker with last period in thisterprises or similary (for
example, mechanical bakery).

- ZA — another group of expenses is connected withréimation (deprecia-
tion), repairs and exploitation of plant, machindoyilding and other fixed
assets. Expenses of heating, lighting, and veintjatre also including in this
group. It is necessary to expel or lay up extratplproductive area (or lease)
for reduction of expenses.

- ZT — last group of expenses is connected with éghipersonnel, expenses
of business trips, representation, advertising es@g, rationalization and in-
vention and provision of Health and Safety envirenin Economy of ex-
penses must be founded on effectiveness of eduacaidvertisement, con-
tract, absence of trauma.

All listed economic means are effective providingyothat the output (the
product) meets demand. One of the main tasks maimtain the level of the
demand and promote it, if possiblEofrepmen, 1988;®octep, 1987]. Another
essential task is the sustainable adaptabilityhefliusiness to market changes,
versatility by restructuring, monitoring sings obgsible changesAflcodd,
1989]. Restructuring on specialization, unificatiand concentration should
accompany the company while merging and integrdtirginesses (companies).

It is advisable to investigate periodically (thendi of regularity depends on
what branch the business is active in and the digsaof updating the output)
the demand, the product parameters required byhgatteonsumers, to predict
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trends of changes and quality values of these peteamfor the near and remote
future. As a result, research and development oflgdproducts) with required
parameters should be implemented.

Market relations compel «to monitor the pulse @& tharket mechanism 25
hours a day». If it is ignored, a prosperous bssirsmon becomes uncompetitive
and goes broke.

Total production expenses (Zt) is calculated byftineula:

Zt :(ZMI +ZEt+ZPt)*Qt +ZMEt +ZAt +ZTt (6)
Profit (Pr) is calculated:
Pn:pt*Qt'Ztv (7)

where: p, — price of piece,
Q: —volume of products.

Hence, the profit is determined by the price of dpd@(the external (exo-
genic) factor poorly controllable by the businessnagement)) and the cost of
production of a unit of output ((mostly it is inted (endogenic) that can be con-
trolled and adjusted within a certain range)).

When the output equals sales, the following formislapplicable to deter-
mine the profit during an accounting period:

Pl’t = (p'ZMt - ZEt 'ZPt) * Qt 'ZMEt 'ZAt 'ZTt (8)

Net profit (Pk:) = profit less tax (G) and allocations to sociadlanedical ne-
cessities, to pensions fund etc.:

Py =Pt *(1-G)) (9)

Operating income with consideration of depreciatibangesA..) is calcu-
lated by:

D, =P *(1-G,) +A,,. (10)

The value analysis (VA) is greatly helpful for sayiexpenses (cost) and im-
proving quality. It implies the following:
— Application of systems approach to identificatidnegtra expenses of exist-
ing and projected articles (consumption of labaaterials, energy, etc.).
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- Systematic use of engineering ingenuity in new pkedechnological solu-
tions (the algorithm of solution of invention prebis, the brainstorm me-
thod).

— Clear-cut execution of the value analysis and imeletation of proposed
changes.

The value analysis embraces the following stages:

— Determination and identification of functions (pases) of each part, each
component of an article if it is feasible to condgsrfunctions in one part.

— Cost estimate of each function performed by thé& peonsumption of mate-
rials (excessive strength margin or two much wasteluced by the current
production process), energy, capital means, etc.

— Assignment of «superfluous» functions or functisvtsch are too costly to
implement.

— Withdrawal of components with unnecessary functiand selection of the
most rational technological solution for elemenparfs) with excessively
costly design. Implementation (adoption) of theutssof studies by the value
analysis method.

THE ASSESSMENT METHODS BASED ON CAPITAL FLOW

Capital flow is the basic indicator for managedakcision making. The as-
sessment methods based on the capital flow arsitiq@est and most popular
once. Yet, their use is limited due to the lacldafa about value added during a
certain period without comparing directly the twastvalues.

Still, the capital flow models (CFM) are the mosneenient tools for esti-
mating the cost of a business. These models carsdx in cost control in the
following cases:

1) Calculation of the alternative capital markelueain the initial time pe-
riod (prior to adoption of added value calculatimechanisms) because this
value serves a starting point in all added valueet®(AVM) discussed below.
The calculation of the invested capital market gakineeded both at the level of
the entire business and its individual branches.

2) Calculation of the cost effect of separate managsolutions (merger and
absorption deals, investment projects with unstehsh flow, etc.) because they
are more flexible and so they suit best the ecoooedlities of the AVM. Many
elements of the CFM (calculation of cash flow, disat rates) are used in the
added value models AVM.

Modern assessment methods based on the profitagprse the stock mar-
ket data as initial information.

The famous capital asset pricing mod&APM used to calculate the price
discounts is based on the market data. The iptedumption of such calcula-
tions is that the market price should equal capétibn in the process of market
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progress. This presumption permits to calculate diseount rate proceeding
from theCAPM model.

The more this prerequisite agrees with the trumemic reality the more
accurate determination of the company’s marketevawields if theCAPM-
model is applied. In this case, the market acth@snain and most fair arbiter.

Business value is calculated by the formula:

BV =V, + Vs £ Dy (11)

Where: - discount value — modern value of capital flow,
V4ea — discount value of excess fixed assets; B- change of
current assets.

There are several concepts regarding the busirsge (the value of an en-
terprise, a company): the full value of shares (e capital cost) from the
standpoint of the owner; the amount of all investegital that managers control
in order to benefit shareholders and long-term itwesl from the standpoint of
management. The difference in calculation of tHedapital and just own capi-
tal value is an application of different money fweither for all the investors or
just for owners as well as different discount rateffecting the risk of all the
investors or just the risk of the business owners.

Let us make out 3 models of capital flow:

— DIC - capital flow of investment capital = net wortNW) and liabilities

(long-time);

— DNW - capital flow of net worth;
— DTA - capital flow of total assets without accougtiof tax incentive.

Capital flow may be calculated by:

D =Pr*(1-G)+a, - I-Dy,c +9* C*G; (12)

Duw =Pr*(1-G)+a, -1-Dyyc +9*C*(1-G) -F. +AC; (13)

D;, =Pr*(1-G)+a,, -1 - Dyycs (14)
where: Pr - profit;

G - tax;

am - depreciation charges;

| - investments;

Dnwe - increase of net working capital;
G - interest rate of long-time financial investment
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C - sum of long-time financial investment;
Pc - repayment of a credit;
AC —receipt of new credit.

INDEXES OF THE ENTERPRISE VALUE MANAGEMENT IN BELARUS

To promote the attractivness of business for imorestit is essential to
achieve optimum profit distribution to satisfy asgion of the business and its
owners. The state budget is keen to obtain the mani profit; managers of
businesses strive to allocate most of their prdfite production expansion,
meanwhile the share holders’ interest is to bdwsit share in profit distribution
and dividends they get back. Let us consider theadhycs of financial results
shown by the data in the Table that the open stockpanies in this Republic
achieved during 2001-2006.

Table 1. Finance result of enterprise’s activitp001-2006 years *

Enterprises Years

2001| 2003| 2005| 9 month.

2006

Number of enterprises, units 1400| 1530/| 1684 1652
Number of enterprises, which pay the dividendstsuni| 691 | 605 | 564 606
Specific gravity, % 49,4 | 39,5| 33,5 36,7
Number of enterprises with profit > 0 , units 995 | 1085| 1309 1184
Specific gravity, % 71,0| 70,9| 77,7 71,3
Number of enterprises with net profit > 0, units 787| 823 | 1036 1150
Specific gravity, % 56,1| 53,8 | 61,5 69,6
Number of enterprises with account payable andwatgo
receivable, units** 1376| 1503| 388 765
Specific gravity, % 98,3 | 98,2 23,04 46,3
Number of enterprises with ratio account payable /
account receivable > 2/1, , units ** 622 | 758 | 154 269
Specific gravity, % 44,41 495 9,1 16,3
Dividends / Net profit, % 270| 36| 8,1 3,8
Dividends / Profit, % 186 2,4| 4,6 2,4
Profitability, % 12,9 18,7 10,0 10,8

* Calculation according to figures#ugopmayus o pesyrvmamax GuHaHCO80-X035UCMEEHHOU
OdesimenvbHoCmu OMKpPbIMO20 AKYUOHEPHO20 o6mecmea»

**In 2001 and 2003 years indexes is calculated Braecount payable and account receivable; in
2005 and 2006 — on overdue account

The analysis permits to conclude the following. iDgr2001-2006, the divi-
dends were paid only by part of theses businesshengdroportion was between
49.4% and 36.7%. The proportion was reduced byérZent points during the
last five years. The specific share of the busieessarning profit was higher
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than the share of those paying dividends. The stiabeisinesses with positive
profits during the reported period ranges 71-778&; share of the businesses
with net profits grew from 56.1% to 69.6% duringsk 5 years. It proves that
the dividend-paying businesses have resourcesow gr numbers. Over two
thirds of the businesses have potentials to paigelins. The level of dividend
paying is rather low currently. The proportion loé tdividends in the profit value
during the reported period amounts to 2.4%, wiinke riet profit value is 3.8%.
This level makes the businesses unattractive feesiments, hence the conclu-
sion is that dividends should augment and so shgrudd the number of divi-
dend-paying businesses.

Let us analyze one of the ratios used for managewofeenterprises value.,
i.e. price-earning ratio — correlation of the markalue of the share (P) and of
the profitability of one (E). It is one of the comans of the developed market
which characterizes the degree of the investotsré@sts in the given enterprise.
P/E reflects the relations between the enterprigkits shareholders. This coef-
ficiency shows how many money units are agreecbyshareholders to be paid
for one money unit of the pure profit of the comypahhe highest is the value of
this index, the highest is the investors’ apprémmbf the investment qualities of
the company. An important characteristic of theegiindex is not only its level,
but its dynamics in comparison with the dynamids Bf other enterprises and
with the general dynamics of the market. It is ipatarly important for the in-
vestors to examine long-term aspect of investment.

Let us calculate the ratio of market value of thare and its profit for Bye-
loussian joint-stock companies (table 2). The itmsscan evaluate the repay-
ment of the investments and examine the conditfdhefacilities of the enter-
prise by the use of the index of profitableness.

Table 2. Market activity indexes of the enterprisesording the B/ in 2001—
2006 years *

Enterprises with indeX’/E > 1

Years All enterprises NUmbers %
2001 1400 5 0,4
2002 1414 16 1,1
2003 1530 15 1,0
2004 1621 105 6,5
2005 1684 24 1,4

2006
(9 month) 1652 22 1,3

* Calculation according to figures#ugopmayus o pesyrvmamax GuHaAHCO80-XO3UCIEEHHOU
0esAMeNbHOCU OMKPLIMO20 AKYUOHEPHO20 0OUecmea
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While investigating Byelorussian enterprises acitmydo the value of the
coefficient P/E for the four years (2001-2004) vetedmined, that the level of
this index for the majority of the subjects is etlow, but the level of this index
in the period 2005-2006 is reduced. In 2004, 1i5exts had correlation P/E
higher than 1, in 2006 the number of such subjgatsonly 22. It means that for
one monetary unit of the pure profit the sharehsldgree to pay no less than
one monetary unit. The share of such enterprisés3i% of the total number of
enterprises.

The investors can evaluate the repayment of thestiments and examine the
condition of the facilities of the enterprise by thse of the index of profitable-
ness. Let us calculate some indexes of marketitycol the enterprises which
characterize the dividends’ level and profits afegprises. Four groups of enter-
prises are taken into consideration (table 3):

Table 3. Market activity indexes of the enterprise002—-2006 years*

Enterprises
Indexes All PIE > PIE> | PIE>1
0,3 0,8

2001
Dividends / Pure profit, % 27,0 17,24 39,083 44,75
Dividends / Profit, % 18,6 11,20 25,49 31,26
Profitability, % 12,9 27,7 3.4 3,6
Number of enterprises 1400 28 10 5

2003
Dividends / Pure profit, % 3,6 18,5 33,6 54,1
Dividends / Profit, % 2,4 11,8 20,8 27,1
Profitability, % 18,7 14,9 22,8 14,9
Number of enterprises 1530 121 22 15

2005
Dividends / Pure profit, % 8,1 23,97 17,4 16,9
Dividends / Profit, % 4,56 12,07 7,27 7,44
Profitability, % 9,98 7,96 7,2 7,28
Number of enterprises 1684 52 27 24

2006 (9 month.)

Dividends / Pure profit, % 3,8 29,6 47,85 49,45
Dividends / Profit, % 2,37 16,26 7,63 7,9
Profitability, % 10,8 8,4 2,66 2,8
Number of enterprises 1652 37 26 22

* Calculation according to figuresHugopmayus o pesyromamax Gunancoso-xo3sicmeeHHou
0esAmenbHOCU OMKPBLINO20 AKYUOHEPHO20 0O1ecmea»
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1) all enterprises;

2) the enterprises in which ratio P/E is highentB&%: one monetary unit of
the pure profit of the shareholders can pay 0,3atag units;

3) the ratio P/E is higher than 80%;

4) the enterprises in which P/E is higher than 10@%neans that for one
monetary unit of the pure profit of the enterprites shareholders agree to pay
no less than one monetary unit.

Investigating Byelorussian enterprises accordirgguhlue of the coefficient
P/E for the last six years we determined, thati¢kel of this index for the ma-
jority of the subjects was rather low. In 2006, 2bjects had correlation P/E
higher than 1, but in 2001 — only 15. It means fbatone monetary unit of the
pure profit the shareholders agree to pay no leas dbne monetary unit. The
share of such enterprises is 0,5-1,5% of the tataiber of enterprises.

The number of the enterprises with the ratio Pihéi than 0,8 (0,8 rouble
for one rouble of the company’s profit) increasemhf 10 up 26 units in 2006 in
comparison with the year 2001. The value P/E highan 0,3 (0,3 rouble for
one rouble of the company’s profit) in 2001 — 28eegprises, and in 2003 it is
number increased up to 121 enterprises (7,8% ofgdmeral totality), but in
2006 — only 37 units (2,2% of the general totality)

Table 1 shows also that there is a high specifizesiof businesses with ac-
counts payable and accounts receivable. In 20@6ptsinesses with concur-
rently account payable accounts receivable amouwotd®.3% characterizing a
poor quality of indebtedness and evidencing retandaf main assets turnover.
The acquaintance by debtors is a practical sourdesoharging of the bills pay-
able. Acceleration of the turnover of bills recdilea provides the businesses
with conditionally free means in the amounts cqroggling to the rate of turn-
over of the amount payable and amounts receivable.

Comparison of the turn-over of amounts receivable amounts payable is
essential in order to assess to the financial iposdf a business: if a creditor is
to be paid more often than the money is receivethfa debtor the business
grows short of means; when the turn-over of theumtsopayable and receivable
is reversed it appears extra means that can beatdlb to other purposes. How
to calculate excessive and lacking means properbyactice? This calculation is
impossible from the difference between the turnewéramounts receivable and
amounts payable; each indicator of the turnovees pgoduct of the factors in-
herent to each turnover. The difference betweentuh®over is just a sign of
extra or lacking means and enable to determinéatter case to what extent this
difference can be reduced or generally how to chaminus to plus. For in-
stance, in our case, acceleration of the turnovdredamounts receivable would
favor more sales without boosting the average duoeuats payable. It would
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practically mean changing the relations betweeretsiand other debtors. An-
other way is to alter the terms of contracts withgiers, for example, to extend
the time between delivery and payment. Since tbebitedness of buyers is de-
termined by both the turnover and the amount adssalhile debts to suppliers
are caused by both the turnover and the price lofedes, the total amounts of
maturing amounts receivable and amounts payablddhe compared. It is still
more essential to consider the total amounts due lysiness to both creditors
and suppliers. The lack or extra means in the wanof the business can create
positive or negative difference between the amortatsivable and amounts on
a certain date. This assertion is true providirad the reserves are fully payable
by own financing sources. The business may neédrn@w in case the amounts
payable grow in excess of the amounts receivaltierelis an alternative: either
to borrow or resort to factoring services.

Thus, there is one way to solve the problem of hmwnprove financial re-
sults of businessed and their attractiveness testmvents. It can be achieved by
a better management of indebtedness quality anpayment discipline.

LITERATURE

Koymrenn T.M. u ap. [1999], Cmoumocms xomnanuu: Oyenka u ynpasieuue,
M.:Omumn-busaec.

Banpaiines C.B. [2002], Oyenxa 6usneca. Ynpasnenue cmoumocmvio npeonpusmusi,
Vue6, [Tocobue, M.: FOuura-/lana.

Yorepmen P.X. [1988], @axmop obHoenenus. Kax coxpansrom  KOHKYpeH-
mocnocobrocms ayuuiue komnanuu, M.: Tlporpecc.

Docrep P. [1987], O6nosrenue npoussoocmea: Amaxyiowue sviuepoieaiom, M.. Tlporp-
ecc.

Aucodd U. [1989], Cmpameeuueckoe ynpasnenue, M.. JKOHOMHUKA.

Oumunmnos JI. A. [2006], Ilpobremsr ynpasienus cmoumocmsio npeonpusimus I/ B
cO.Hayd.TpynoB  «IIpoOieMbl mH)OPMAIIMOHHOW  OSKOHOMHKH», Brm.VI. —
M..JIEHAH/I.

SzczepankowsHKt. [2001],Poznavanie warti wtasnego przedgiiorstwa Warsza-
wa.

Hugpopmayus o pesyismamax uHanco80-x035UCMEEHHOU OesimelbHOCU OMKPbIMO20
AKYUOHEPHO20 0bUlecmea.

Summary

The aim of work is to analyze the methods of businealue. The internal profit earning
mechanism is a core method of cost assessmenthanaggregative business assets (property)
that are involved in the production process. Theeasment methods based on the capital flow
are the simplest and the most popular once. To pterthe attractive of business for invest-
ments it is essential to achieve optimum profitritisition to satisfy aspiration of the business
and its owners.
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Problemy zar zadzania wartoscia przedsigbior stwa
Streszczenie

Celem opracowania jest analiza metod oceny \eirtprzedstbiorstwa. Mechanizm we-
wnetrznej oceny zyskéw stanowi podstawpmetod oszacowania kosztéw, podobnie jak zagre-
gowanych aktywéw przedgiiorstwa (wtasnéci), ktére zaangawane § w proces produkcyjny.
Metody szacunku oparte o przeptywy kapitadungjprostszymi i najegciej stosowanymi meto-
dami. W celu promowania atrakcyjnych przewsiig¢ inwestycyjnych istotne jest agjnigcie
optymalnej dystrybucji zyskow satysfakcjoaegj aspiracje przeddiiorstwa i jego wiécicieli.



