
 

“ECONOMICS & MANAGEMENT 2013” (EM-2013), 21–23 NOVEMBER 2013, LVIV, UKRAINE 204 

Business evaluating:  
problems of risks accounting 

Ludmila Svistun1, Svitlana Sivitska2 
1. Finance and Banking Department, Poltava National Technical 

Yuri Kondratyuk University, UKRAINE, Poltava, 
Pershotravneviy av. 24, E-mail: milapoltava@rambler.ru 

2. Finance and Banking Department, Poltava National Technical 
Yuri Kondratyuk University, UKRAINE, Poltava, 

Pershotravneviy av. 24, E-mail: s_sivitskaya@rambler.ru 

Abstract – In this research estimation versus have been 
considered and the basic estimation models have been 
investigated. Local currency Government Bond rates, Default 
spread from government bonds, CDS spreads and Typical 
Default Spreads have been analyzed. Also risk free rate in a 
currency for Poland via tree approaches has been defined. 
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I. Introduction 
Investors have a mixed relationship with risk, forgetting 

that it exists in the good times and obsessing about in bad 
times, and nowhere is this dysfunction more visible than 
in emerging markets. After a few years where investors 
seemed convinced that emerging markets were no riskier 
than developed markets, they seem to have woken up to 
the existence of risk in emerging markets, with a 
vengeance, in the last few months. 

II. Page Setup 
While discount rates are a critical ingredient in 

discounted cashflow valuation, we spend far too much 
time on discount rates and far too little on cashflows. The 
most significant errors in valuation are often the result of 
failures to estimate cash flows correctly. While discount 
rates obviously matter in DCF valuation, they don’t 
matter as much as most analysts think they do. At an 
intuitive level, the discount rate used should be consistent 
with both the riskiness and the type of cashflow being 
discounted. 

 

 
 

Fig. 1. Estimation versus 
Source: Developed by the author according to the data[2] 
 
Expectattion of cash flows across all scenarios, good 

and bad. Incorporates all risks that affect the 
asset/business. Discount rate should reflect the risk 
perceived by the marginal investor in the company.  

,  
 – risk adjusted cost of equity;  – risk free rate in 

the currency of analysis;  – relative risk of 

company/equity in question;  – equity risk premium 
required for average risk equity. 

The risk in an investment can come from many places 
and we should categorize risks not only to get a sense of 
which risks are critical and which ones are minor but as a 
precursor to dealing with that risk. 

 

 
 

Fig.2. Not equal estimation versus 
Source: Developed by the author according to the data[2] 
 
Lays out the four basic models and how non-

diversifiable risk is measured in each model: 
- The capital asset pricing model makes the most 

restrictive assumptions and arrives at the simplest model 
to estimate and use. 

- The arbitrage pricing model and multi-factor model 
make less restrictive assumptions but yield more 
complicated models. 

- The proxy model is dependent upon history and the 
view that firms that have earned higher returns over long 
periods must be riskier than firms that have lower returns. 
The characteristics of the firms that earn high returns - 
small market cap and low price to book value. 

 

 
 

Fig. 3. Basic estimation models 
Source: Developed by the author according to the data [2]\ 
 
While this equation is set up in terms of the capital asset 

pricing model, the issues raised with the CAPM apply to 
the more complex models as well - the APM and the 
multi-factor model. Consider the standard approach to 
estimating cost of equity:  

 
In practice, government security rates are used as risk 

free rates; historical risk premiums are used for the risk 
premium; betas are estimated by regressing stock returns 
against market returns. 
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Fig. 4. Local currency Government Bond rates at October 2013 

Source: Financial Times [1] 
For an investment to be riskfree, then, it has to have: no 

default risk; no reinvestment risk. 
Time horizon matters: Thus, the riskfree rates in 

valuation will depend upon when the cash flow is 
expected to occur and will vary across time.  

Not all government securities are riskfree: Some 
governments face default risk and the rates on bonds 
issued by them will not be riskfree. 

In valuation, we estimate cash flows forever. The right risk 
free rate to use in valuing a company in US dollars would be: 

- A three-month Treasury bill rate – 0,1%. 
- A ten-year Treasury bond rate - 2%. 
- A thirty-year Treasury bond rate - 3%. 
- A TIPs rate - 1%. 
- None of the above. 
Default spread from government bonds we can see 

every day in Financial Times (Fig. 5). 

 
Fig.5. Bonds – high yield & emerging market in October 2013 
Source: Financial Times [1] 
Sovereign CDS spreads are available for 63 countries and 

for our example we consider CDS spreads for Poland (Fig. 5). 
Figure 6 was developed using both sovereign bonds and CDS 

spreads. Getting to a risk free rate in a currency for Poland (for 
example): government bond rate in nominal reais in 
October 2013 was 4,45%. To get to a riskfree rate in nominal 
reais, we can use one of three approaches (Fig. 7). 

Conclusion 
While discount rates are a critical ingredient in discounted 

cashflow valuation, we spend far too much time on discount 
rates and far too little on cashflows. The most significant 

errors in valuation are often the result of failures to estimate 
cash flows correctly. As companies increasingly become 
global, and multiple listings abound, the consistency 
principle becomes very important. The currency used in 
estimating cash flows should also be the currency in which 
you estimate discount rates - Euro discount rates for Euro 
cashflows and peso discount rates for peso cash flows. 

 

 
Fig.6. Poland CDS spreads in October 2012-October 2013 

Source: Bloomberg 

 
Fig.7. Typical Default Spreads in 2013 

Source: Developed by the author according to the data [2] 
 

 
Fig.8. Risk free rate in a currency for Poland in October 2013 
Source: Author estimates 
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