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Module I 

Corporate valuation 

An Overview 

If you are buying or selling a company, an operating division, an IPL franchise, a shopping mall or an 
equity share, the question “what is value?” is paramount, and for a sound reason. If the price is too high 
relative to value, the buyer will get a poor return; by the same token, if the price is too low relative to 
value, the seller will leave plenty of money on the table.  

Valuing a business is neither easy nor exact. Several methods have been developed to help you in this 
difficult task. It is very important to remember two caveats. First, the true value of a business cannot be 
established with certainty. It is impossible to forecast accurately the future cash flows that the business 
would generate and estimate precisely the discount rate applicable to the future cash flows. There is an 
inescapable element of uncertainty in valuation. 

Second, a business is not worth the same to different parties. Different prospective buyers are likely to 
assign different values to the same company, depending on how the company fits into their scheme of 
things. One may argue that just the way beauty lies in the eyes of the beholder, value lies in the pocket of 
the buyer. 

The purpose of corporate valuation is basically to estimate a fair market value of a company. So, at the 
outset, we must clarify what is meant by “fair market value” and what is meant by “a company”. The 
most widely accepted definition of fair market value is “ the price at which the property would change 
hands between a willing buyer and a willing seller when the former is not under any compulsion to buy 
and the latter is not under any compulsion to sell, both parties having reasonable knowledge of relevant 
facts”. 

Corporate valuation 

Corporate valuation is otherwise known as business valuation 

Business valuation is a process and a set of procedures used to estimate the economic value of an owner's 
interest in a business. Valuation is used by financial market participants to determine the price they are 
willing to pay or receive to effect a sale of a business.   

  Context of valuation  

Corporate valuation is done in the following situations: 

i. Raising capital for a Nascent Venture 

ii. Initial public offering 

iii. Acquisitions 

iv. Divestitures 

v. PSU Disinvestment 

vi. Employee Stock Option Plans 
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vii. Portfolio Management 

Approaches to Valuation 

A valuation approach is the methodology used to determine the fair market value of a business. 

i. Book Value Approach 

The simplest approach to valuing a company is to rely on the information found on its balance 
sheet. For example, if the book value of assets (fixed assets, investments, and net current assets), 
which by definition equals the book value of investor claims (equity, preference and debt), is 500 
million, we say that the value of the company (also called the enterprise value) is 500 million. 

In practice book value figures are adjusted to reflect replacement value or liquidation value or fair 
value. Often, even with these adjustments we find that the book value of the company is much 
less than the market value of the company (the sum of the market value of investor claims on the 
company). The discrepancy arises because the conventional balance sheet does not reflect 
valuable intangible assets of the firm such as brand equity, technical and managerial knowhow, 
and relationships with vendors, and so on. Obviously, the divergence between book value and 
market value is more in intangible-intensive sectors such as information technology and 
pharmaceuticals, and less in tangible-intensive sectors such as real estate and banking.  

ii. Stock & Debt approach 

When the securities of a firm are publicly traded its value can be obtained by merely adding the 
market value of all its outstanding securities. This simple approach is called the stock and debt 
approach by property tax appraisers. It is also referred to as the market approach. 

iii. Discounted cash flow approach 

Valuing a firm using the discounted cash flow (DCF) approach is conceptually similar to valuing 
a capital project using the present value method. The DCF approach involves forcasting future 
cash flows (for all time to come) and discounting the same to the present point of time, using cost 
of capital that reflects, inter alia, the firm’s capital structure and business risk. 

There are several models of DCF valuation 

 Enterprise DCF model 
 Equity DCF model 
 Adjusted present value model 
 Economic profit model 

iv. Relative valuation approach 

Common sense and economic logic tells us that similar assets should trade at similar prices. 
Based on this principle, one can value an asset by looking at the price at which a comparable 
asset has changed hands between a reasonably informed buyer and a reasonably informed seller. 

Also referred to as the direct comparison approach or the multiples approach, this approach uses a 
simple valuation formula. 

VT = XT   ( VC  / XC) 
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Where VT is the appraised value of the target firm 

XT is the observed variable (such as profit before interest taxes and taxes) 

VC  is the observed value of the comparable firm 

XC is the observed variable for the comparable company. 

There are broadly two kinds of multiples used in relative valuation: 

 Enterprise multiples 

 Equity multiples 

v. Option valuation approach  

An option is a special contract under which the option owner enjoys the right to buy or sell 
something without an obligation to do so. For example, you can buy a call option that gives the 
right to buy 100 shares of Reliance Industries Limited on or before 25/10/2011 at an exercise 
price of Rs. 1200. To buy this call option you have to pay an option premium.  

Features of the valuation Process 

 The bias in valuation 

o Avoid precommitments 

o Delink valuation from reward/punishment 

o Diminish institutional pressures 

o Increase self awareness 

 Uncertainty in valuation 

o Estimation uncertainty 

o Firm-specific uncertainty 

o Macroeconomic uncertainty 

 Valuation complexity 

Corporate valuation in practice 

Very broadly, the investment banking industry employs three basic valuation methods for enterprise 
valuation: 

 Relative valuation 

 Transaction multiples 

 Discounted cash flow valuation vtu
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For pricing of IPOs, relative valuation, based of multiples of comparable companies, seems to be 
preferred approach. 

In mergers and acquisitions analysis, the transactions multiple method is used along with the discounted 
cash flow method. The logic for using transaction multiples is simple: both the buyer and the seller cannot 
ignore the multiples paid for similar transactions. Apart from using the transaction multiples, the buyer 
would also rely on DCF valuation that reflects its forecast of how the business would perform under its 
ownership. 
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Module II 

Enterprise DCF Model 

Analyzing historical performance 

The Importance of Historical Analysis 

• Understanding a company’s past is essential for forecasting its future. Using historical analysis, 
we can test a company’s ability to  

• create value over time by analyzing trends in operating and financial metrics 

• compete effectively within the company’s industry 

• In this presentation, we will examine how to effectively evaluate a company’s previous 
performance, competitive position, and ability to generate cash in the future by: 

• rearranging the accounting statements,  

• digging for new information in the footnotes,  

• making informed assumptions where needed   

• A good historical analysis will focus on the drivers of value: return on invested capital (ROIC) 
and growth.  ROIC and growth drive free cash flow, which is the basis for enterprise value. 

To analyze a company’s historical performance, we proceed in four steps: 

i. Reorganize the company’s financial statements 

First convert the company’s financial statements to reflect economic, rather than accounting performance, 
creating such new terms as net operating profit less adjusted taxes (NOPLAT), invested capital, and free 
cash flow. 

ii. Analyze ROIC & Economic Profit 

Return on invested capital (ROIC) measures the economic performance of a company’s core business.  
ROIC is independent of financial structure and can be disaggregated into measures examining 
profitability and capital efficiency. 

iii. Analyze Revenue Growth 

Break down revenue growth into its four components: organic revenue growth, currency effects, 
acquisitions, and accounting changes. 

iv. Evaluate credit health and financial structure 

Assess the company’s liquidity and evaluate its capital structure in order to determine whether the 
company has the financial resources to conduct business and make short and long-term investments. 

 Why do we need to reorganize the company’s financial statements? vtu
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Traditional measures of performance, such as ROE and ROA, include non-operating items and 
financial structure that impair their usefulness. 

a. ROE mixes operating performance with capital structure, making peer group analysis and 
trend analysis less meaningful. ROE rises with leverage if ROIC is greater than the after-
tax cost of debt. 

Equity
Debt)kROIC( ROIC

Equity
Return

D

 

• ROA measures the numerator and denominator inconsistently (even when profit is 
computed on a pre-interest basis).  

• To ground our historical analysis, we need to separate operating performance from non-
operating items and the financing to support the business. 

• To prevent non-operating items and capital structure from distorting the company’s operating 
performance, we must reorganize the financial statements.  We will create two new terms: 

• NOPLAT.  The income statement will be reorganized to create net operating profit less 
adjusted taxes (NOPLAT).  NOPLAT represents the after-tax operating profit available to 
all financial investors. 

• Invested Capital.  The balance sheet will be reorganized to create invested capital.  
Invested capital equals the total capital required to fund operations, regardless of type 
(debt or equity). 

By reorganizing the income statement and balance sheet, we can develop performance metrics that are 
focused on core operations: 

CapitalInvested
NOPLATROIC 

 

FCF = NOPLAT – Net Increase in Invested capital 

1. Reorganizing the Income Statement: NOPLAT 

• Net Operating Profit Less Adjusted Taxes (NOPLAT) is after-tax operating profit available 
to all investors 

• NOPLAT equals revenues minus operating costs, less any taxes that would have been 
paid if the firm held only core assets and were financed only with equity. 

• Unlike net income, NOPLAT includes profits available to both debt holders and equity 
holders 

• In order to calculate ROIC and free cash flow properly, NOPLAT should be defined 
consistently with invested capital.  

• For instance, if a non-operating asset is excluded from invested capital, any income from 
that assets should be excluded from NOPLAT. 
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 Analyze ROIC & Economic Profit 

 Having reorganized the financial statements, we now have a clean measure of total invested 
capital and its related after-tax operating income.   

 To measure historical operating performance, compute return on investment by comparing 
NOPLAT to invested capital: 

NOPLAT
Invested Capital

ROIC =
 

Understanding Value Creation: Decomposing ROIC 

• Compared to both its weighted average cost of capital, and that of its rival Lowes, Home Depot 
has been earning a superior return on invested capital.  

• But what is driving this superior performance?  

• Can these advantages be sustained?   

To better understand ROIC, we can decompose the ratio as follows: 

 
 

 

 

 

 

 

• As the formula demonstrates, a company’s ROIC is driven by its ability to (1) maximize 
profitability, (2) optimize capital efficiency, or (3) minimize taxes  

• Home Depot benefits from a more efficient use of capital and a better cash tax rate. 

• This capital efficiency comes primarily from fixed assets, which in turn come from more 
revenues per dollar of store investment… 

EBITA Revenues 

Revenues Invested Capital 
ROIC x x (1 - Cash Tax Rate) = 

Profit Margin Capital Efficiency 
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 Analyze Revenue Growth 

 The value of a company is driven by return on invested capital, the weighted average cost of 
capital, and growth.   And the ability to grow cashflows over the long-term depends on a 
company’s ability to organically grow its revenues. 

 Calculating revenue growth directly from the income statement will suffice for most companies. 
The year-to-year revenue growth numbers sometimes can be misleading, however.  The three 
prime culprits affecting revenue growth are: 

a. Currency Changes. Foreign revenues must be consolidated into domestic financial 
statements.  If foreign currencies are rising in value relative to the company’s home 
currency, this translation, at better rates, will lead to higher revenue.   

b. Mergers and Acquisitions.  When one company purchases another, the bidding company 
may not restate historical financial statements.  This will bias one-year growth rates 
upwards  

c. Changes in accounting policies.  When a company changes its revenue recognition 
policies, comparing year-to-year revenue can be misleading. 

 To demonstrate how misleading year-to-year revenue growth figures can be, consider the 
following example from IBM. 

When IBM reported its first rise in reported revenues in three years in 2003, it became the subject of a 
Fortune magazine cover story.  “Things appear to be straightening out dramatically,” reported Fortune. 
“Last year Palmisano's company grew for the first time since 2000, posting a 10% revenue jump.” vtu
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• Analyzing Revenue Growth: M&A Growth through acquisition may have very different ROIC 

characteristics than growth through internal investments (this due to the sizable premiums a 

company must pay to acquire another company).  

The bidder will often only include partial-year revenues from the target after the acquisition is completed.   

Analyzing Revenue Growth: Accounting Changes 

1. Each year the Financial Accounting Standards Board (U.S.) and International Accounting 
Standards Board (Europe) make recommendations concerning the financial treatment of certain 
business transactions.   

2. Consider EITF 01-14 from the Financial Accounting Standards Board, which concerns 
reimbursable expenses.   

– Prior to 2002, U.S. companies accounted for reimbursable expenses by ignoring 
the expense entirely.  Starting in 2003, U.S. companies can recognize the 
reimbursement as revenue and the outlay as an expense.  

– This “new” revenue will artificially increase year-to-year comparisons. 

4. Evaluate credit health and financial structure 

• In the final step of historical analysis, we focus on how the company has financed its operations. 
We ask: 

• How is the company financed, i.e. what proportion of invested capital comes from 
creditors versus equityholders? 

• Is this capital structure sustainable? 

• Can the company survive an industry downturn? 

• To assess the aggressiveness of a company’s capital structure, we examine 

• Liquidity – the ability to meet short-term obligations.  We measure liquidity by 
examining the interest coverage ratio. 

• Leverage – the ability to meet long-term obligations.  Leverage is measured by 
computing the market-based debt-to-value ratio. 

• The interest coverage ratio measures a company’s ability to meet short-term obligations: 

ExpenseInterest
EBITA)(or EBITDA CoverageInterest 

 

• EBITDA / interest measures the ability to meet short-term financial commitments using both 
profits, as well as depreciation dollars earmarked for replacement capital. 

• EBITA / interest measures the ability to pay interest without having to cut expenditures intended 
to replace depreciating equipment. 
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• To better understand the power (and danger) of leverage, consider the relationship between ROE 
and ROIC. 

Equity
Debt)kROIC( ROIC

Equity
Return

D

 

• The use of leverage magnifies the effect of operating performance.   

• The higher the leverage ratio (IC/E), the greater the risk. 

• Specifically, with a high leverage ratio (a very steep line), the smallest change in 
operating performance, can lead to enormous changes in ROE. 

Estimating the cost of capital 

Providers of capital (shareholders and lenders) want to be suitably compensated for investing in the firm. 
The cost of capital reflects what they expect. It is the discount rate used for converting the expected free 
cash flow into its present value. Hence, the definition should have the following features: 

 It represents a weighted average of the costs of all sources of capital, as the free cash flow reflects 
the cash available to all providers of capital. 

 It is calculated in post-tax terms because the free cash flow is expressed in post-tax terms. 

 It is defined in nominal terms, since the free cash flow is stated in nominal terms. 

 It is based on market value weights for each component of financing, as market values, not book 
values, represent the economic claims of various providers of capital. 

 It reflects the risks borne by various providers of capital. 

Formula, 

The formula that may be employed for estimating the weighted average cost of capital is: 

WACC = rE (S/V) + rP (P/V) +rD (1-T) (B/V) 

Where, 

WACC is the weighted average cost of capital 

rE is the cost of euity capital 

S is the market value of equity 

V is the market value of the firm 

rP is the cost of preference capital 

P is the market value of preference capital 

rD is the pre-tax cost of debt 

T is the marginal rate of tax applicable 
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B is the market value of interest-bearing debt. 

Currently, capital asset pricing model (CAPM) is widely used for estimating the cost of equity.  

Cost of equity = Risk-free rate + Equity beta (Market risk premium) 

Here, beta represent the sensitivity of a equity to general market movement and market risk premium is 
the difference between the expected return on the market portfolio and the risk-free rate. 

Forecasting performance 

After analyzing historical performance, we have to develop a set of financing forecasts, reflecting 
expected future performance of the company. 

Since the future is unknowable, forecasting performance is at best an educational guesswork. It involves 
the following steps: 

1. Determine the length of the explicit forecast period. 

2. Develop a strategic perspective on the future performance 

3. Develop financial forecasts. 

1. Determine the length of the explicit forecast period 

Valuing a firm using the discounted cash flow approach calls for forecasting cash flows over an indefinite 
period of time for an entity that is expected to grow. This is indeed a daunting proposition. As mentioned 
earlier, to tackle this task, in practice, the value of the firm is separated into two time periods: 

 

Value of the firm   =  +  

 

 

During the explicit forecast period-which is often a period of 5 to 15 years- the firm is expected to evolve 
rather rapidly and hence a great deal of effort is expected to forecast its cash flow on an annual basis. At 
the end of the explicit forecast period the firm is expected to reach a “steady state” and hence a simplifies 
procedure is used to estimate its continuing value. 

The general guideline is that the explicit forecast period should be such that the company reaches a steady 
state at the end of this period. The steady state has the following characteristics: 

 The company earns a fixed profit margin, achieves a constant turnover, and hence earns a 
constant return on invested capital. 

 The re-investment rate (the proportion of cash flow invested annually) and the growth rate remain 
constant. 

 The capital structure and the cost of capital remain constant. 

Present value of cash 

flow during an 

explicit forecast 

period 

Present value of cash 

flow after the explicit 

forecast period 
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The above assumption imply that in the steady state the free cash will grow at a constant rate that can be 
discounted at a fixed discount rate. This means that the continuing value of the company at the end of the 
explicit forecast period can be estimated by using the growing free cash flow perpetuity method or the 
value driver method. 

2. Determine a strategic perspective on future performance: 

The strategic perspective reflects a credible story about the company’s future performance. One such 
story about a telecom software provider is given for example: 

“The global telecom market is recovering. The company is well-positioned in those segments of the 
telecom market which are growing rapidly. The company has restructured its licensing arrangements with 
its customers and this is expected to augment its overall income from licensing. The combination of these 
factors is expected to generate a robust growth in revenues and improve the net profit margin over the 
next five years”. 

The story that you craft about the future prospects of the company provides the context for financial 
forecasting. So, develop the story on the basis of a thoughtful strategic analysis of the company and the 
industry to which it belongs. The ability of a company to earn superior returns depends on its sustainable 
competitive advantage which may come from cost leadership or product differentiation or both. Hence the 
story relating to the company’s future performance must dwell on its potential competitive advantage. 

 Importance of a story 

It is well established psychological principle that must of the human thinking that leads to action 
is in the form of storytelling. In their study of how juniors reach decisions, psychologists Nancy 
Pennington and Reid Haste found that juniors’ reasoning tended to take the form of constructing a 
story, in which details gathered by them were woven in the form of coherent narrative of the 
chain of events. As Robert Shiller put it: “In describing their verdict, they tended not to speak of 
quantities or probabilities, or of summing up the weight of the evidence, but rather merely to tell 
a story of the case, typically a chronology of events, and to remark how well their story fits 
together”. 

3. Develop financial forecast 

The DCF value of an enterprise depends on forecasted free cash flow and the latter is derived 
from the profit and loss account and balance sheet. So, the forecasting process may be broken up 
into the following steps: 

Step 1: Develop the sales forecast 

At the core of any financial forecasting exercise lies the sales forecast. Sales to a company are 
like the GDP to a nation. Most of the variables in the profit and loss account and the balance sheet 
are linked to sales in some way or the other. 

There are two ways of developing the sales forecast, viz., the top-down approach and bottom-up 
approach.  

Top down approach: In this the sales of the company are estimated by sizing the total market, 
determining the market share are the company would enjoy, and predicting the selling prices. 
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Bottom up approach: In this approach, the projected sales to existing customers are addrd to the 
projected sales to new customers to get the forecasted sales of the company. 

Step 2: Forecast the profit and loss account 

Based on the sales forecast, develop the forecasts for individual line items of the profit and loss 
account. Use the following three step process for this: 

 Determine the economic driver of line items 

 Estimate the forecast ratio 

 Multiply the forecast ratio by an estimate of its economic driver 

Step 3: Forecast the Balance Sheet: Assets Side 

You can forecast the line items in the balance sheet using the stock approach or the flow approach. For 
example, the stock casts the change in debtors as a function of the change in sales. The stock approach 
seems to be a better approach because the relationship between balance sheet items and sales (or other 
volume measures) is more stable than that between balance sheet changes and changes in sales. 

Step 4: Forecast the balance sheet: Liabilities side 

The principal items on the liabilities side are paid up capital, reserves and surplus, and debt (secured loans 
and unsecured loans). 

Use the following procedure to forecast the above items: 

i. Keep the paid up capital unchanged 

ii. Estimate reserves and surplus using the principle of surplus accounting: 

 

      =    +           -  

 

iii. Forecast existing debt using contractual terms. 

iv. Compare the following: 

A: Assets – Excess cash 

B: Paid up capital + Reserves and Surplus + Debt 

v. If A>B, set excess cash equal to zero and plug the difference with new debt. If  

 B>A, plug the difference with excess cash. 

Step 5: Calculate FCF and ROIC 

After completing the forecasts of profit and loss account and balance sheet, calculate FCF and ROIC for 
each forecast year.  

Reserves & 

Surplus (t+1) 

Reserves & 

Surplus (t) 

Profit after 

Tax (t+1) 

Dividends 

(t+1) 
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Step 6: Check for consistency and alignment 

The final step in the forecasting exercise is to evaluate the forecast for consistency and alignment by 
asking the following questions. 

 Is the projected revenue growth consistent with industry growth? 

 Is the ROIC justified by the industry’s competitive structure? 

 What will be the impact of technological changes on risk and returns? 

 Is the company capable of managing the proposed investments? 

 Will the company be in a position to raise capital for its expansion needs? 

Because ROIC and growth are the key drivers of value, let us look at how companies have performed on 
these parameters. Empirical evidence suggests that: 

 Industry average ROICs and growth rates are related to economic fundamentals. For example, the 
pharmaceutical industry, thanks to patent protection, enjoys a higher ROIC whereas the 
automobile industry earns a lower ROIC because of its capital intensity. 

 It is very difficult for a company to outperform its peers for an extended period of time because 
competition often catches up, sooner or later. 

Estimating the continuing value 

A variety of methods are available for estimating the continuing value. They may be classifies into two 
broad categories: cash flow methods and non-cash flow methods. 

 Cash flow methods 

The two commonly used cash flow methods are 9a0 growing free cash flow perpetuity method and (b) 
value driver method. 

 Growing free cash flow perpetuity method 

This method assumes that the free cash flow would grow at a constant rate for ever after the explicit 
forecast period, t. hence, the continuing value of such a stream can be established by applying the 
constant growth valuation model: 

CVt =       FCFt+1 

                 WACC-g 

Where CVt is the continuing value at the end of year t, FCFt+1 is the expected free cash flow for the first 
year after the explicit forecast period, WACC is the weighted average cost of capital, and g is the 
expected growth rate of free cash flow. 

 Value Driver Method 

This method too uses the growing free cash flow perpetuity formula but expresses it in terms of value 
drivers as follows: 
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Where CVt is the continuing value at the end of year t, NOPALTt+1 is the expected net operating profits 
less adjusted tax for the first year after the explicit forecast period, WACC is the weighted average cost of 
capital, g is the constant growth rate of NOPALT after the explicit forecast period, and ROIC is the 
expected rate of return on net new invested capital. 

The key value driver formula may be called the Zen of corporate finance because it reflects the value of a 
company in terms of its fundamental economic drivers viz., invested capital ROIC, growth, and WACC. 
You can argue that this formula captures all there is to valuation. Everything else is a matter of detail. 

Considerations in estimating the continuing value parameters 

 NOPLAT 

Reflect a normalized level of earnings at the midpoint of the business cycle 

 FCF 

Based on NOPLAT and level of capital expenditures necessary to sustain growth 

 ROIC 

Consistent with competitive conditions, WACC and growth 

 WACC 

Consistent with a sustainable capital structure 

 Growth 

Level of inflation? Consumption for industry? 

Some misconceptions about continuing value 

There are three common misconceptions about continuing value 

 The length of the explicit forecast period has a bearing on value. 

 Most of the value is created during the continuing value period 

 Competitive advantage period ends at the end of the explicit forecast period. 

Non cash flow methods 

In addition to cash flow methods, analysts use non-cash flow methods as well to estimate the continuing 
value. The three common non-cash flow methods are the multiples method, the replacement cost method, 
and the liquidation value method. 

 Multiples method vtu
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The multiples method assumes that the company will be worth some multiple of future earnings or book 
value or revenues during the continuing period. The commonly used multiples are enterprise value-to-
EBITDA ratio, enterprise value-to-book value ratio and enterprise value-to-sales ratio. 

 Enterprise Value-to-EBITDA Ratio 

A popular method for estimating the continuing value is the enterprise value-to-EBITDA ratio method. 
The expected EBITDA in the first year after the explicit forecast period is multiplied by a ‘suitable’ 
enterprise value-to-EBITDA ratio. The principal attraction of this method is that the enterprise value-to-
EBITDA ratio is a commonly cited statistic and most executives and analysts feel comfortable with it. 

 Enterprise Value-to-Book Value Ratio 

According to this method, the continuing value of the company at the end of the explicit forecast period is 
assumed to be some multiple of its book value. The approach is conceptually analogous to the enterprise 
value-EBITDA ratio, and hence, suffers from the problems. Further, the distortion in book value on 
account of inflation and arbitrary accounting policies may be high. 

 Enterprise-value-to-Sales ratio 

Since sales is the ultimate driver of values, enterprise-value-to-sales ratio is also used to estimate the 
continuing value. The advantage of this ratio is that sales, in comparison to EBITDA and book value, is 
not much influenced or distorted by accounting policies. The disadvantage of this ratio is that it is highly 
sensitive to factors like net profit margin, growth rate, and asset turnover. 

 Replacement Cost method 

According to this method, the continuing value is equaled with the expected replacement cost of the fixed 
assets of the company. 

This method suffers from two major limitation: 

I. Only tangible assets can be replaced. The “organizational capital” (reputation of the 
company; brand image; relationships with suppliers, distributors, and customers; 
technical know-how; and so on) can only be valued with reference to the cash flows the 
firm generates in future; as it cannot be separated from the business as a going entity. 
Clearly, the replacement cost of tangible assets often grossly understates the value of the 
firm. 

II. It may simply be uneconomical for a firm to replace some of its assets. In such cases, 
their replacement cost exceeds their value to the business as a going concern. 

 Liquidation value method 

According to the liquidation value method, the continuing value of the firm at the end of the explicit 
forecast period is equal to the proceeds expected from the sale of the assets of the firm. 

Liquidation value is very different from the going concern value. The liquidation value of a profitable, 
growing company is much less than it’s going concern value. Such a company is better dead than alive. 
Do not use the liquidation value method unless you expect the company to be liquidated at the end of the 
explicit forecast period. 
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Calculating and interpreting the result 

After developing financial projections and continuing value estimate, you are ready to move on to the 
final stage of the valuation exercise. This stages involves the following steps: 

 Determine the value of operations 

 Calculate equity value 

 Explore multiple scenarios 

 Verify valuation results 

1) Determine the value of operations 

Based on three cash flow projections, the present value of operations may be calculated in three steps.  

a. Discount free cash flows 

In most valuations, a constant WACC is used for discounting future free cash flows. If WACC changes 
over time, you may use a time-varying discount rate to discount free cash flows. 

A time varying WACC may be considered if significant changes are expected in the capital structure of 
the firm or the cost of debt or tax rate. In such a case, the adjusted present value (APV) approach is a 
better alternative as it explicitly models the capital structure and debt-generated tax shields. 

b. Discount the continuing value 

The continuing value is usually derived using a perpetuity-based approach. So, it is already expressed as a 
value at the end of the explicit forecast period. Hence, discount it for the number of years in the explicit 
forecast period. For example, if the explicit forecast period is 5 years, discount the continuing value by 
5years, not 6 years. Further, if WACC changes over the explicit forecast period follow the approach 
described above in discontinuing value. 

c. Calculate the value of operations 

In the final step, add the present value of free cash flows in the explicit forecast period to the present 
value of continuing value to get the value of operations. 

2) Calculate the value of equity or enterprise value 

To the value of operations you have to add the value of non-operating assets to get the enterprise value. 
From the enterprise value, you have to deduct the value of non-equity claims to get the equity value. 
Thus: 

Enterprise value = Value of operations + Value of non-operating assets 

     Equity value = enterprise value – Value of non-equity claims 

The best approach for determining the value of non-operating assets and non-equity claims depends on 
how their value changes with the DCF value of operations. 

 Non-operating assets 
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Cash flows relating to non-operating assets like excess cash and marketable securities are not included in 
the free cash flows and therefore not reflected in the value of operations. So, the value of non-operating 
assets must be added to the value of operations. We discuss below important non-operating assets and 
how they may be valued. 

 Excess cash and marketable securities 

Non-operating assets that can be quickly converted into cash at a minimal cost may be called cash and 
marketable securities. Under U.S> GAAP (Generally Acceptable Accounting Principles) and IFRS 
(International Financial Reporting Standards), these assets have to be reported at their fair market value. 
So, considered the most recent book values as a proxy for the market value. 

 Quoted investments in associate companies 

These investments are made in companies which belong to the same business group. For example, Tata 
Power may hold shares of Tata steel and vice versa. Since these holdings are usually small and there is an 
active market for them, they may be valued at the prevailing market price. 

 Quoted investments in subsidiary companies 

Since these investments represents a controlling interest they may be valued at the prevailing market price 
plus a control premium of about 25%. 

 Unquoted investments in subsidiary companies 

Do a DCF valuation of the subsidiary and value the parent’s equity stake in it. If you do not have 
adequate information for doing DCF valuation, rely on relative valuation. 

 Excess real estate and unutilized assets 

It is difficult to identify these assets in an outside-in valuation. If you have information on these assets, 
rely on the most recent appraisal value. 

 Non-equity claims 

The enterprise value is the value of operations plus the value of non-operating assets. To get the value of 
equity, you have to deduct the value of non-equity claims from the enterprise value. Non-equity claims 
represent all financial claims other than those of current equity shareholders. They may be classifies as 
follows: 

o Debt 

o Preference share 

o Hybrid claims 

o Debt equivalents 

 Debt 

Debt comes in various forms such as debentures, loans from financial institutions and banks, public 
deposits, and commercial paper. If the debt is in the form of a tradable instrument (debentures and 
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commercial paper), use its market value. If the debt instrument is not traded (loans and public deposits), 
discount the promised interest and principal repayments at the current interest rates and applicable to such 
an instrument to estimate its current value. If interest rates and default risk have not changed much since 
the debt issue, the book value of debt is a reasonable proxy for its current value. 

 Preference capital 

Preference capital is akin to unsecured debt and preference dividends may be linked to interest payments 
as they are predetermined and payable under normal circumstances. If preference shares are traded, use 
the market value; if not, do a DCF valuation in which expected payments (dividends and principal 
redemption) are discounted at the cost of unsecured debt. 

 Hybrid claims 

The most common hybrid claims are convertible debentures and employee stock options. Convertible 
debentures are debentures which can be exchanged, at the option of the holder, for equity shares at a 
predetermined conversion ratio. In essence, a convertible debenture is a package of a straight debenture 
plus a call option on equity. Since the conversion option often has a significant value, convertible debt has 
to be treated differently from regular debt. 

The value of convertible debentures depends on the value of the firm. Hence, you cannot use the book 
value or the simple DCF value of debt cash flow to value convertible debentures. If convertible 
debentures are actively traded, you can use their market values; otherwise you may have to use option-
based valuation. 

 Debt equivalents or employee stock option 

If the cost of the stock options granted to the employees is fully captured in free cash flow projections, 
stock options should not be considered as a non-equity claim. If the cost of employee stock options is not 
fully reflected in free cash flows projections the unreflected portion has to be valued and treated as a non-
equity claim. 

3) Value under multiple scenarios 

Valuation is done to guide some management decision like acquiring a company, divesting a diversion, or 
adopting a strategic initiative. Hence the results of valuation must be analyzed from the perspective of the 
decision at hand. As risk and uncertainty characterize most business decisions, you must think of 
scenarios and ranges of value, reflective of this uncertainty. 

When you analyze the scenarios, critically examine the assumptions with respect to the following: broad 
economic conditions, competitive structure of the industry, internal on shareholder value, interpreting 
multiple scenarios is far more complex. At a minimum, you should address the following questions: 

 If the decision is positive, what can possibly go wrong to invalidate it? How likely is that to 
happen? 

 If the decision is negative, what upside potential is being given up? What is the probability of the 
same? vtu
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Answering these questions can be illuminating. An examination of initial results may uncover unexpected 
questions that can be perhaps be resolved by evaluating additional scenarios. This means that the 
valuation process tends to be inherently circular. Doing the valuation throws up questions and insights 
that lead to further scenarios and analyses.  

4) Verify valuation results 

After estimating the equity value, you should perform several tests to verify the results of valuation. 

 Is the model logically correct? 

The model must satisfy the following logical conditions: 

o In the unadjusted financial statements, the balance sheet balances every year, net profit equals 
dividends plus retained earnings, and the sources of cash equal the use of cash. 

o In the reorganized financial statements, invested capital plus non-operating assets equal the 
financing sources. 

 Do the valuation results correctly reflect value driver economics? 

Here are some of the checks to see whether the valuation results correctly reflect value driver economics: 

o If the expected ROIC is greater than the WACC, the value of operations must be greater than the 
book value of invested capital. 

o If the expected ROIC is close to the WACC, the value of the operations must be fairly insensitive 
to the rate of growth. 

o If the expected ROIC is significantly higher than the WACC, the value of the operations must be 
highly sensitive to the rate of growth. 

 Are the key financial and operating ratios consistent with economic logic? 

The patterns of key financial and operating ratios like capital turnover, profit margin, growth rate and tax 
rate must be realistic and consistent with economic logic. Ensure that when you apply a continuing value 
formula the company achieves a steady state. If the company is still evolving, extend the explicit forecast 
period. 

 Are the final results plausible? 

If the company is listed, compare your value estimate with the market value. If the market value is very 
different from your estimate, don’t conclude that the market is wrong. Indeed, it makes sense to assume 
that the market is right, unless you have reason to believe that all relevant information is not incorporated 
in the market price due to factors such as small float or poor liquidity in the stock. 

Other DCF models 

Equity DCF model 

Dividend discount model vtu
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The enterprise DCF model is the standard DCF model used commonly in valuation practice. Its principal 
advantage is that it incorporates the costs and benefits of borrowing in an easily understandable manner. 
The impact of changes in financial leverage on firm value can be readily examined. 

There are some problems with the enterprise DCF model 

 Intuitively, it is easier to understand the free cash flows to equity than the free cash flows to the 
firm. When we are asked to define cash flows, we tend to think like owners and look at cash 
flows after debt related payments (interest as well as principal. 

 The calculation of weighted average cost of capital calls for making implicit assumptions that 
may not be reasonable. For instance, an assumption that the market value debt ratio is 40% means 
that a growing firm will have to issue large amounts of debt in future years to maintain that ratio. 
This implies that the book value debt ratio may become unreasonably high. 

Since equity shares have no maturity period, they may be expected to bring a dividend stream of infinite 
duration. Hence the value of an equity share may be put as: 

 

This is the same as equation which may be regarded as a generalized multi-period valuation formula. 
Equation is general enough to permit any dividend pattern, constant, rising, declining, or randomly 
fluctuation. For practical applications it is helpful to make simplifying assumptions are as follows: 

 Zero growth model 

The dividend per share remains constant forever, implying that the growth rate is nil. 

 

 The constant growth model 

The dividend per share grows at a constant rate per year forever 

 

 Two stage growth model 

Dividend per share grows at a constant rate for a finite period, followed by a constant normal rate of 
growth forever thereafter. 
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 H model 

The dividend per share, currently growing at an above normal rate, experiences a linearly declining rate of 
growth for a while. Thereafter, it grows at a constant normal rate. 

 

Applicability of Dividend discount model 

The dividend discount model offers certain advantages: 

 It is simple and intuitively appealing. After all, dividends are the only cash flows that the 
shareholders receive from the firm. 

 Fewer assumptions are required to forecast dividends than to forecast free cash flows. Dividend 
forecast can be obtained by applying growth rate estimate to dividend paid last year. Free cash 
flow forecast requires assumptions about the net operating profit after tax, capital expenditure, 
depreciation, and working capital. 

 Firms generally pursue a smoothed dividend policy. Hence, while a company’s earnings and 
reinvestments tend to be volatile, dividends are more predictable. So a valuation based on 
dividends tends to be more stable than a valuation based on cash flows. 

Free cash flow to equity (FCFE) model 

The FCFE is the cash flow left for equity shareholders after the firm has covered its capital expenditure 
and working capital needs and met all its obligations toward lenders and preference shareholders. It may 
be defined as follows: 

FCFE = (Profit after tax – Preference dividend) – (Capital expenditure – Depreciation) - (Change in net               
                working capital) + (New debt issue – Debt repayment) + (New preference issue – Preference 
                repayment) – (Change in investment in marketable securities) 

The equity value is the present value of the FCFE stream, where the discounting rate is the cost of equity 
(rE) 

 

Adjusted present value model 

The enterprise DCF model uses a constant discount rate to value the enterprise cash flows. This makes 
sense when the capital structure of the firm remains more or less constant over time. In situations in 
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which the capital structure of the firm is likely to substantially change over time, the adjusted present 
value (or APV) approach is more appropriate. 

The APV approach defines enterprise value as the sum of two components: 

 

Enterprise value =  +  

 

 

The first component on the right hand side of the above equation is the present value of the firm’s 
operating cash flows. Since the operating cash flows do not depend on how the firm is financed, they may 
be referred to as the unlevered equity free cash flows. The second component on the right hand side of the 
above equation is the present value of the interest tax shields arising from the use of debt financing. By 
decomposing the enterprise value in this way, the APV approach captures easily the impact of changing 
capital structure. 

Procedure  

The APV approach is typically implemented using a procedure that we followed for estimating the 
enterprise value using the WACC approach, wherein the enterprise value (or firm value) was estimated as 
the sum of the present value of the free cash flows during the planning period (explicit forecast period) 
and the present value of the estimated terminal value at the end of the planning period. 

The steps involved in implementing the APV approach are described below. 

Step 1: Estimate the present value of the cash flow during the planning period 

The planning period cash flow comprises of (i) unlevered equity free cash flow (ii) interest tax shield. 

The unlevered equity free cash flow, which is the same as the free cash flow to the firm, is obtained as 
follows: 

Net operating income 

-Taxes 

=  Net operating profit less adjusted taxes (NOPLAT) 

+ Depreciation expenses 

- Capital expenditure 

- Increase in net working capital 

= Unlevered equity free cash flow (=FCFF) 

The present value of the unlevered equity free cash flow during the planning period is: 

 

Value of the 

unlevered 

equity free 

cash flows 

Value of the 

interest tax 

shields 
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Where FCFFt is the free cash flow to the firm for year t, rUE is the cost of unlevered equity, and n is the 
planning period. 

The present value of the interest tax shield during the planning period is: 

 

Where It is the interest expense for period t, T is the tax rate, rD is the firm’s borrowing rate, and n is the 
planning period. 

The present value of the cash flows during the planning period is: 

 

Step 2: Estimate the terminal value of the firm at the end of the planning period. 

The terminal value of the firm at the end of the planning period is: 

 

Where FCFFn is the free cash flow to firm at the end of the planning period, g is the perpetual growth rate 
in FCFF beyond the planning period, and WACC is the weighted average cost of capital, beyond the 
planning period. 

Step 3: Add the present values of cash flows during the planning period and terminal value 

The enterprise value, as per the APV approach, is the sum of the following: 

 

Economic profit model 

The enterprise DCF model is endorsed by academics and practitioners alike because it focuses squarely 
on cash flows in and out of the business. However it has a shortfall in the sense that the cash flow of a 
single year hardly provides any insight into the performance of the firm. A declining free cash flow may 
mean deteriorating performance or investment for future returns. In this respect, the economic profit 
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model is more informative. While it produces a valuation that is identical to that of the enterprise DCF 
model, it also gives a clear picture of how and where the firm creates value. 

Economic profit (EP) is simply the surplus left after making an appropriate charge for the capital invested 
in the business. The EP of a single period is defined as: 

EP = IC X (ROIC – WACC) 

Where IC is the invested capital, ROIC is the return on invested capital, and WACC is the weighted 
average cost of capital. 

Since, ROIC is equal to NOPLAT (net operating profit less adjusted taxes) divided by IC,  

EP = NOPLAT – IC  X  WACC 

According to the EP model, the value of a firm (V0) is equal to the current invested capital plus the 
present value of the future economic profit stream. In symbols 

 

Applicability and limitations of DCF analysis 

 Applicability of DCF: 

The DCF method requires credible estimates of future cash flows and discount rates. It is easily 
applicable to assets and firms when (a) current cash flows are positive, (b) future cash flows can be 
estimated reliably, and (c) the risk profile is stable. 

The more removed a situation is from this idealized setting, the more difficult it is to apply the DCF 
method. In the following situations it may be difficult to apply the DCF method or it may be necessary to 
make substantial modification to the DCF method: 

 Firms which are in distress 

 Firms which have highly cyclical operations 

 Firms with substantial unutilized assets 

 Firms with significant patents and product options 

 Firms which are under restructuring 

 Firms involved in acquisitions 

 Private firms. 
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DCF analysis has its limitations. To understand this let us look at where it is helpful and where it is not. 
The following table shows that 

Sl.No Securities Corporate Analogs 

1 DCF is the standard for valuing fixed-income 
securities 

DCF can be easily used for valuing safe 
cash flow such as the cash flows of financial 
leases. 

2 DCF can be sensibly used for valuing stocks of 
mature companies paying regular dividends 

DCF can be readily applied for valuing cash 
cows. It also works well for “engineering 
investments” such as replacement projects. 

3 DCF is not very helpful in valuing stocks of 
companies that have substantial growth 
opportunities. You can stretch the DCF model 
and say that the value of the stocks is equal to 
the present value of dividends the firm may 
eventually pay. But it is more helpful to think of 
values as: 

P0 = (EPS / r) + Present value of growth 
opportunities  

DCF is not very helpful in valuing a 
business with significant growth or 
intangible assets. Put differently, it provides 
only a partial answer when options account 
for a significant portion of the value of a 
business. 

4 DCF is never used for valuing call and put 
options. They are valued using the option 
pricing model which is very different from the 
DCF model. 

DCF does not make any sense for valuing R 
& D projects. The value of such project is 
represented by their option value. 
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Module-III 

Relative valuation 

Steps involved in relative valuation 

Relative valuation involves the following steps: 

I. Analyze the subject company 

To begin with, an in-depth analysis of the competitive and financial position of the subject company (the 
company to be valued) must be conducted. The key aspects to be covered in this analysis are as follows: 

 Product portfolio and market segments covered by the firm 

 Availability and cost of inputs 

 Technological and production capability 

 Market image, distribution reach, and customer loyalty 

 Product differentiation and economic cost position 

 Managerial competence and drive 

 Quality of human resources 

 Competitive dynamics 

 Liquidity ,leverage and access to funds 

 Turnover, margins, and return on investment. 

II. Select comparable companies 

After the subject company is studies, the next step is to select companies which are similar to the subject 
company in terms of the lines of business, nature of markets served, scale of operation, and so on. Often, 
it is hard to find truly comparable companies because firms are engaged in a variety of businesses, serve 
different market segments, and have varying capacities. Hence, in practice, the analyst has to make do 
with companies which are comparable in some ways. He should make every effort to look carefully at 10 
to 15 companies in the same industry and select at least 3 to 4 which come as ‘close as possible’ to the 
subject company. Understandably, a good deal of subjective judgment is involved in this process. 

III. Choose the valuation multiples 

A number of valuation multiples are used in practice. They may be divided into two broad categories: (a) 
equity valuation multiples (price-earnings ratio, price-book value ratio, and price-sales ratio), and (b) 
enterprise valuation multiples (EV-EBITDA ratio, EV-book value ratio, and EV-sales ratio. 

IV. Calculate the valuation multiples for the comparable companies 

Based on the observed financial attributes and values of the comparable companies, calculate the 
valuation multiples for them. 
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V. Value the subject company 

Given the observed valuation multiples of the comparable companies, the subject company may be 
valued. A simple way to do is to apply the average multiples of the comparable companies to the relevant 
financial attributes of the subject company and obtain several estimates (as many as the number of 
valuation multiples used) of enterprise value for the subject company and then take their arithmetic 
average. 

A more sophisticated way to do is to look at how the growth prospects, risk characteristics, and size of the 
subject company (the most important drivers of valuation multiples) compare with those of comparable 
companies and then take a judgmental view of the multiples applicable to it. 

Equity valuation multiples 

The commonly used equity valuation multiples are: price-to-earnings (P/E) multiple, price-to-book value 
(P/B) multiple, and price-to-sales (P/S) multiple. 

 P/E Multiple 

The P/E multiple is commonly defined as follows: 

P/E multiple = Market price per share / Earnings per share 

While the numerator of this multiple is the current market price per share, the denominator of this 
multiple may be the earnings per share (EPS) for the previous financial year or the EPS for the trailing 12 
months or the expected EPS for the following year. In its most common version, it is measured as the 
expected EPS for the current year. 

 Fundamental determinants of the P/E multiple 

From a fundamental point of view  

P0/E = (1-b) / r-ROC x b 

Where (1-b) is the dividend payout ratio, r is the cost of equity, ROE is the return on equity, and b is the 
plough back ratio. 

 P/B multiple 

Like the P/E multiple, the price to book value (P/B) multiple has been used for a long time by investment 
analysts. 

 Fundamental determinants of the P/B multiple 

 

Where ROE is the return on equity, g is the growth rate, (1 – b) is the dividend payout multiple, and r is 
the rate of return required by equity investors. 

 P/S multiple 
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The P/S multiple is calculated by dividing a company’s current stock price by its revenue per share for the 
most recent twelve months. 

 Fundamental determinants of the P/S 

 

Where, NPM is the net profit margin ratio, g is the growth rate, (1- b) is the dividend payout multiple, and 
r is the rate of return required by equity investors. 

Enterprise valuation multiples 

While equity multiples focus on the value of equity, enterprise value multiples focus on the value of the 
enterprise. The enterprise value is usually related to some measure of earnings, assets, or sales. The 
commonly used enterprise value multiples are: 

 EV/EBITDA multiple 

 EV/EBIT multiple 

 EV/FCFF multiple 

 EV/BV multiple 

 EV/Sales multiple 

 

 EV/EBITDA multiple 

EV is defined as the sum of the values of the firm’s equity and interest-bearing debt. Put differently, EV 
is firm value (value of equity plus interest-bearing debt). 

 Fundamental Determinants 

 

Where ROIC is the return on invested capital, g is the growth rate, DA is the depreciation and 
amortization charges as a percent of EBITDA, t is the tax rate, and WACC is the weighted average cost of 
capital. 

 EV/EBIT multiple 

This ratio is defined as: 

Enterprise value (EV) / Earnings before interest and taxes (EBIT) 

 Fundamental Determinants 

From a fundamental point of view 
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 EV/FCFF multiple 

It is defined as  

Enterprise vale (EV) / Firm free cash flow (FCFF) 

 Fundamental determinants 

 

 EV/BV multiple 

It is defined as 

Enterprise value (EV) / Book value of assets (BV) 

 Fundamental determinants 

 

Choice of multiple 

Since different multiples produce different values, the choice of multiple can make a big difference to 
your value estimate.  

 The cynical view 

You can choose a multiple that serves a preconceived notion. If you want to sell (buy) a business, choose 
the multiple that gives the highest (lowest) value. While this may appear like manipulation and not 
analysis, it seems to be a fairly common practice.  

 The Bludgeon view 

You can value a company using a number of multiples and then arrive at a final recommendation. There 
are three ways of doing this. First, you can arrive at a range of values, generated by the various multiples. 
The problem here is that the range is likely to be too wide to be useful for decision making. Second, you 
can calculate a simple average of the various values thrown up by the different multiples. The advantage 
of this approach is its simplicity. However, it assigns equal weight to the values from each multiple, even 
though some multiples may be more appropriate than others. Third, you can calculate a weighted average- 
the weight assigned to each value reflecting its relative precision. 

 The best multiple 

Although you may not like to discard any information, the best estimate of value is perhaps obtained by 
using the one multiple that is most appropriate for the firm being valued. 
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There are three ways to find the best multiple. The fundamental approach suggests that we should use 
the variable that has the highest correlation with the firm’s value.  

The statistical approach calls for regressing each multiple against the fundamental that theoretically 
affect the value and using the multiple with the highest R-squared. 

The conventional approach involves using the multiple that has become the most commonly used one 
for a specific situation or sector. 

Best practices using multiples 

A judicious use of multiples can provide valuable insights, whereas an unthinking application of multiples 
can result in confusion and distortion. Bear in mind the following best practices with respect to multiples: 

 Define multiples consistently. 

 Choose comparable with similar profitability and growth prospects. 

 Identify the fundamental determinants. 

 Use multiples that use forward-looking estimates. 

 Prefer enterprise-value multiples. 

 Define multiples consistently 

Make sure that the multiple is defined is consistently and measured uniformly across the firms being 
compared. 

 Choose comparable with similar profitability and growth prospects 

The key drivers of valuation multiples are growth and profitability prospects. So, as far as possible, the 
comparable, whose multiples are used as benchmarks, must have growth and profitability prospects that 
are similar to the target firm (the firm that is being valued). Of course, sine it is not possible to find truly 
comparable firms, you will have to adjust for differences between firms on fundamental characteristics. 

 Identify the fundamental determinants 

You should identify the fundamental determinants that determine each multiple and how variations in 
these fundamentals bear on the value of the multiple. 

 Use multiples that use forward looking estimates 

Multiples should be based on projected, not historical, profits or cash flows. Since a company’s value is 
equal to the present value of its future cash flow, forward-looking multiples are consistent with the theory 
of valuation.  

 Prefer enterprise-value multiples 

The price earnings multiple, despite its popularity, has two major shortcoming: (a) The price earnings 
multiple is affected by capital structure. (b) The net profit figure (which determines the EPS) is calculated 
after non-operating gains and losses. Thus, a non-operating gain, arising out of sale of assets can 
vtu

so
lut

ion
.in

Vtusolution.in - Vtu Notes, question Paper, books, Internship, Final Year Projects and many exciting offers for students

Vtusolution.in - Vtu Notes, question Paper, books, Internship, Final Year Projects and many exciting offers for students



CORPORATE VALUATION  14MBAFM412 

  

DEPT. OF MBA-SJBIT 34 

 

significantly increase earnings (without much effect on value), causing the price-earnings multiple to be 
artificially low. 

Assessment of relative valuation  

In theory, discounted cash flow valuation is emphasized, but in practice most assets are valued on a 
relative basis. With the following: 

 Investment rules of thumb are typically stated in terms of multiples. For ex, a stock is considered 
as cheap if its price-earnings multiple is less than the expected growth rate in earnings per share 
or if its price book multiple is less than 1. 

 While discounted cash flow valuation is commonly done as part of acquisition analysis, the value 
paid is usually determined or justified in terms of some multiple. 

 Why relative valuation so popular? 

 Multiples serves as a convenient shorthand for communication and provide a useful check for 
valuation. 

 A DCF valuation requires projections about ROIC, growth, and free cash flow. Since predicting 
the future is a difficult task requiring subjective forecasts, analysts find it convenient to use 
earnings multiples. 

 Simply using the industry average multiple, however, can be misleading. Companies differ in 
terms of their growth prospects, profitability, risk, capital structure, accounting policies, and 
corporate governance standard factors which cause differences in multiples. 

 Multiples can, however, serve as a convenient shorthand for communication, particularly for 
informed investors. 

 Weakness of relative valuation 

 As the underlying assumptions of relative valuation are not explicitly defined, it provides the 
analyst greater scope for manipulation. 

 The multiples used in the relative valuation approach reflect the valuation errors (over-valuation 
or under-valuation) of the market. 
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Module- IV 

Other Non DCF approaches 

Book value approach 

The simplest approach to valuing a firm is to rely on the information found on its balance sheet. There are 
two equivalent ways of using the balance sheet information to appraise the value of a firm. First, the book 
values of investor claims may be summed directly. Second, the assets of the firm may be totaled and from 
this total, non-investor claims (like accounts payable and provisions) may be deducted. 

Value is what the business could be sold for, market value- the classic meeting of the minds between a 
willing buyer and seller. 

The accuracy of the book value depends on how well the net book values of the assets reflect their fair 
market values. There are reasons why book values may diverge from market values: 

 Inflation drives a wedge between the book value of an asset and its current value. The book value 
of an asset is its historical cost less depreciation. Hence, it does not consider inflation which is 
definitely a factor influencing market value. 

 Thanks to technological changes some assets become obsolete and worthless even before they are 
fully depreciated in the books. 

 Organizational capital, a very valuable asset, is not shown on the balance sheet. Organizational 
capital is the value created by bringing together employees, customers, suppliers and managers in 
a mutually beneficial and productive relationship. An important characteristics of organizational 
capital is that it cannot be easily separated from the firm as a going entity. 

Adjusting book value to reflect replacement cost 

Though an asset’s earning power may not be related to its book value, especially if the asset is old, it is 
likely to be related to its current replacement cost. Hence, book values may be substituted by current 
replacement cost. The various assets are valued as follows: 

Cash: cash is cash. Hence there is no problem in valuing it. Indeed, it is gratifying to have an asset which 
is so simple to value. 

Debtors: generally debtors are valued at their face value. If the quality of debtors is doubtful, prudence 
calls for making an allowance for likely bad debts. 

Inventories: inventories may be classifies into three categories: raw materials, work-in-process, and 
finished goods. Raw materials may be valued at their most recent cost of acquisition. Work-in-process 
may be approached from the cost point of view (cost of raw material plus the cost of processing) or from 
the selling price point of view ( selling price of the final product less expenses to be incurred in 
translating work-in-process into sales). Finished goods inventory is generally appraised by determining 
the sale price realizable in the ordinary course of business less expenses to be incurred in packaging, 
handling, transporting, selling and collection of receivables.  vtu
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Other current assets: other current assets like deposits, prepaid expenses, and accruals are valued at their 
book value. 

Fixed tangible assets: Fixed tangible assets consists mainly of land, buildings and civil works, and plant 
and machinery. Land is valued as if it is  vacant and available for sale. Buildings and civil works may be 
valued at replacement cost less physical depreciation and deterioration. The value of plant and machinery 
may be appraised at the market price of similar (used) assets plus the cost of transportation and 
installation. 

Non-operating assets: assets not required for meeting the operating requirements of the business are 
referred to as non-operating assets. The more commonly found non-operating assets are financial 
securities, excess land, and infrequently used buildings. These assets are valued at their fair market value. 

Adjusting book values to Reflect Liquidation values 

The most direct approach for approximating the fair market value of the assets on the balance sheet of a 
firm is to find out what they would fetch if the firm were liquidated immediately. If there is an active 
secondary market for the assets, liquidation values equal secondary market prices. However, active 
secondary markets do not exist for many business assets. In such cases, the appraiser must try to estimate 
the hypothetical price at which the assets may be sold. 

The principal weakness of the liquidation value approach is that it ignores organizational capital. Instead 
of valuing the firm as a going concern, it values it as a collection of assets to be sold individually. This 
approach makes sense ony for a firm that is worth more dead than alive. 

The bottom line 

The unadjusted book value approach makes sense only in rare cases, such as the appraisal of regulated 
industries. The adjusted book value approach- replacement cost approach or liquidation value approach – 
makes sense for firms which derive their value mainly from owning tangible resources. Even such 
situations are not common because most firms have valuable organizational capital. Thus, in most real life 
situations, the book value approach has limited applicability. 

Fair value accounting 

From late 1990s, accounting rule makers and regulators have been pushing for “fair value accounting”. 
Apparently, this initiative has been inspired by the ideal that the balance sheet should provide a reliable 
estimate of the value of the assets and equity in the firm. 

The accounting community, however, seems to be divided on the issue of fair value accounting. 
Proponents of fair value accounting argue that it will improve the alignment of accounting statements and 
value and provide useful information to financial markets. 

Stock and Debt approach 

When the securities of a firm are publically trded its value can be obtained by merely adding the market 
value of all its outstanding securities. This simple approach is called the stock and debt approach by  
property tax appraisers. It is also referred to as the market approach. 

Efficient market Hypothesis 
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Since the stock and debt approach assumes market efficiency, it is worth exploring the idea of efficient 
market hypothesis. In the mid-1960s Eugene Fama introduced the idea of an “efficient” capital market to 
the literature of financial economics. Put simply the idea is that the intense competition in the capital 
market leads to fair pricing of debt and equity securities. 

This is indeed a sweeping statement. No wonder it continues to simulate insight and controversy even 
today. Benjamin Friedman refers to efficient market hypothesis as a “credo”- a statement of faith and not 
a scientific proposition. Warren Buffet, perhaps the most successful investor of our times, has 
characterized the market as “a slough of fear and greed untethered to corporate realities”. For most 
financial economists, however, the efficient market hypothesis is a central idea of modern finance that has 
profound implications. 

 Efficient market 

An efficient market is one in which the market price of a security is an unbiased estimate of its intrinsic 
value. Note that market efficiency does not imply that the market price equals to intrinsic value at every 
point of time. All that it says is that the errors in the market prices are random and uncorrelated with any 
observable variable. If the deviations of the market price from intrinsic value are random, it is not 
possible to consistently identify over or under-valued securities. 

Levels of market efficiency: 

Market efficiency is defined in relation to information that is reflected in security prices. Eugene Fama 
suggested that it is useful to distinguish three levels of market efficiency: 

Wake-form efficiency: Prices reflect all information found in the record of past prices and volumes. 

Semi-strong form efficiency: Prices reflect not only all information found in the record of past prices and 
volumes but also all other publicly available information. 

Strong-form efficiency: Prices reflect all available information, public as well as private. 

Evidence in favour of efficient market hypothesis 

There are three important predictions of the EMH, which are fairly supported by empirical evidence. 

1. If security prices reflect all publicly available information, then even professional investors (such 
as mutual fund managers) cannot earn superior risk-adjusted rates of return. 

2. Since the current stock price reflects all currently available information, price changes only in 
response to new information that, by definition, is unrelated to previous information (otherwise it 
will not be new information). Because new information cannot be predicted in advance, price 
changes too cannot be forecast. Hence prices behave like a random. This prediction of the EMH 
has also been supported by empirical evidence over time. 

3. Stock prices respond immediately and unbiasedly to new information. For example, suppose that 
Tata steel announces lower earnings and as a result the stocks drop from 525 to 500. As per the 
EMH, the decline should occur immediately following the announcement. The drop should not 
occur gradually over several days, nor should the market “overreact” and then recover. 
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Evidence against Market Efficiency 

While the bulk of the empirical evidence supports the EMH, a number of into three general categories 
as follows: 

 Patterns in stock prices 

 Mispricing of securities 

 Excess volatility in stock returns 

 Market efficiency and valuation 

 Indirect applications of the stock and debt approach 

Strategic approach to valuation 

Is there an alternative approach to valuation that overcomes the shortcomings of the DCF approach? 
Fortunately, there is one which may be called the ‘Strategic Approach to Valuation’. This approach 
segregates reliable and unreliable information; it relies on strategic judgments about the current and future 
state of competition in the industry; and it does take into account the resources invested in the company.  

The strategic approach to valuation involves valuing a company at three levels, viz., asset value, earning 
power value, and total value and decomposing the value of a company in terms of three tranches, viz., 
asset value, franchise value, and growth value. 

 Asset value: 

For valuing a company, the most reliable information is the information on its balance sheet. Assets and 
liabilities are shown as they exist presently and can be inspected, even though some of them may be 
intangible. Valuing the balance sheet items does not require any projection of future developments. For 
items like cash, marketable securities, and short-term debt there is hardly any uncertainty about their 
value. For other items, the valuation may be more complicated, involving judgments. 

1st Judgment (Liquidation value): 

It relates to whether the product market in which the company operates will be economically viable in 
future. If it is believed that the business will not be economically viable, the assets must be valued at their 
liquidation value.  

 Cash is valued at its balance sheet value.  

 Marketable securities are valued at their market value. 

 Accounts receivables may be valued at a slight discount over their balance sheet value. 

 Inventories may be value at a larger discount, compared to accounts receivables. vtu
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 General purpose plant and machinery as well real estate usually have active second hand markets 
and hence may be valued at what they are likely to realize in these markets. Industry specific 
plant and machinery may be worth only its scrap value. 

 Intangibles like brands and customer relationships, for an economically nonviable business, may 
have limited or nil value in liquidation. 

 From the value of the assets, the liabilities must be subtracted in full because in any liquidation, 
other than bankruptcy, they are fully paid off. 

2nd Judgment (Reproduction cost) 

If the business is considered viable, the assets will have to be reproduced at some point. So, they should 
be valued at reproduction cost, the cost of reproducing the economic function of the asset as efficiently as 
possible. 

 For cash and marketable securities, the reproduction cost is simply the accounting book value. 

 For accounts receivable, the reproduction cost will be slightly higher than the accounting book 
value because in the normal course of business some receivables are not collected.  

 For inventories, the reproduction cost is the cost of producing equivalent amounts of salable 
inventory. 

 For plant and machinery, the reproduction cost is the cost of acquiring similar plant and 
machinery from the cheapest source, new or second hand. 

 For land and buildings, the reproduction cost is the cost of buying land and constructing similar 
buildings. 

 Current Earnings power value 

 After the assets and liabilities, the next most reliable basis for determining the value of a company is the 
current earnings power of the company. Conceptually, the earnings power may be defined as distributable 
earnings that can be sustained with the existing operations of the firm. To arrive at the “earnings power” 
certain adjustments have to be made reported earnings. 

 First, to abstract away the effects of financial leverage begin with operating earnings or EBIT, 
rather than net profit. This ensues that we ignore the interest payments and the tax shield 
associated with debt financing. 

 Second, make adjustments for “nonrecurring items” such as gains or losses from sale of assets 
and restructuring charges, the timing of which is often chosen by management with the purpose 
of managing the bottom line. One way to adjust for them is to calculate their average level over a 
period of time and add or subtract this average level to the operating earnings before nonrecurring 
items. 
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 Third, after eliminating the effect of accounting manipulation, adjust the current earings for the 
cyclical factor that may cause them to be either above or below their sustainable level. A simple 
way to do this is to calculate the average operating margin (EBIT divided by sales) over abusiness 
cycle and apply the same to current sales to arrive at the normalized current operating earnings. If 
in addition to the operating margin, sales are also sensitive to the cycle, they should also be 
adjusted to an average level. 

 Fourth, supplant accounting depreciation with economic depreciation. Accounting depreciation 
relies on certain conventional rules for allocating the historical cost of the asset over its estimated 
life.  

 Finally, apply an average sustainable tax rate to the normalized pre-tax earnings to get the 
earnings power of the company, the amount that can be distributed to investors each year without 
diminishing the productive assets of the firm. 

Earnings power value: 

Earning power, which represents the annual flow of funds, had to be divided by the weighted average 
cost of capital to get the earnings power value (EPV) 

Franchise value: 

Ignoring the issue of growth, we have estimated the value that the company as asset value or EPV. A 
comparison between them suggests three possibilities: EPV>Asset value; EPV= Asset Value, 
EPV<Asset value. The difference between the EPV and Asset value may be called as ‘franchise 
value’. 

 Total value 

Theoretically, the total value of a company is equal to the present value of its future cash flows. If a 
company lacks sustainable competitive advantage (which means that it has a franchise value) but cannot 
leverage the same for growing profitability, its total value is equal to its earnings power value plus the 
value of growth. 

Value of growth: 

Growth is bad when the asset value exceeds the EPV. In this case the management is doing poor job in 
managing the current resources of the firm. Put differently, it is earning a rate of return which is less than 
the cost of capital. Obviously, such a company lacks competitive advantage. In these circumstances 
growth will destroy value. 

Growth is neutral when the asset value equals the EPV and strategic analysis suggests that the firm has no 
competitive advantage. In such a case, the company earns a rate or returns which is equal to its cost of 
capital. This implies that growth neither creates value nor destroys value. In this case, it is quite 
appropriate to ignore growth in the valuation exercise.  

Growth is good when the EPV exceeds the asset value and strategic analysis confirms that the firm enjoys 
sustainable competitive advantages which can be leveraged. In such a case, the company earns a rate of 
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return that exceeds its cost of capital. Put differently, growth benefits from competitive advantage and 
hence is valuable. 

Guidelines for corporate valuation 

 Understand how various approaches compare  

The various approaches to valuation compare as follows: 

 The adjusted book value approach makes sense when liquidation is being considered a distinct 
possibility or when you want to establish a minimum benchmark price. 

 The stock and debt approach is eminently suitable when the securities of the firm are actively 
traded and there is no price manipulation. 

 The relative valuation approach is quite appropriate when (a) the current earnings of the firm are 
reflective of future earnings capacity, (b) the company expects to enjoy stable growth rate, and (c) 
there are comparable companies. 

 The discounted cash flow approach is ideally suited when (a) fairly credible business plans and 
cash flow projections are available for the explicit forecast period of five to ten years or even 
more and (b) the firm is expected to reach a steady at the end of the explicit forecast period. 

 Use at least two different approaches 

Every approach has its limitations. Hence, exclusive reliance on a single approach may lead to biases in 
valuation. Practical wisdom suggests that in most real life valuation exercise, the appraiser must use at 
least two different approaches. The final value indicator may be arrived at by taking a weighted average 
of the valuation figures produced by two or more different approaches. Weighting should be based on the 
judgment of the appraiser, nor on a mechanical formula. 

 Use parsimonious models 

Thanks to technology and availability of data, it has become feasible to apply more complex valuation 
models. However, often it makes sense to use simpler models that require fewer inputs. 

 Work with a value range 

Valuation is an inherently imprecise, inexact, and uncertain exercise. Given an inescapable indeterminate 
characterizing valuation, it is naïve and foolhardy to attach great precision to any single value estimate. A 
more sensible approach would be look at two to three plausible scenarios and define a value range, based 
on the value indicators for these scenarios, to take care of the imponderables. 

 Tell a story but support it with data 

Human beings have a natural tendency to tell a story to justify why a company should command a certain 
value. Often these stories are meant to rationalize our preconceptions about companies. As a valuer, you 
have an obligation to support the story with data. 
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 Go behind the numbers 

There are several value drivers, like invested capital, return on invested capital, growth rate and cost of 
capital. Often, appraisers have difficulty in getting a handle over return on invested capital, perhaps the 
most critical value driver. Since the return on invested capital is mainly a function of entry barriers, the 
appraise must go behind the numbers and examine carefully entry barriers like economies of scale, 
product differentiation, technological edge, access to distribution channels, patent protection, and 
governmental license. 

 Value flexibility 

The discounted cash flow approach to valuation is based on cash flows forecasted on the basis of a current 
assessment of future prospects. This approach, in an important sense, is incomplete as it does not take into 
account the value of flexibility. Remember that the management may change its policies in the light of 
future developments and can exercise a variety of options suited to the needs of the unfolding 
environment. Flexibility and options are quite valuable. To ignore them is to overlook an important 
source of value. 

 Blend theory with judgment 

Valuing real companies’ calls for combining theory, judgment, and experience. Valuing a company is 
neither an art nor a science but an odd combination of both. There is enough science that appraisers are 
not left to rely solely on experience, but there is enough art that without experience and judgments, failure 
is assured.  

 Avoid reserves financial engineering 

In valuation exercise, the appraisers may sometimes start with a given value estimate and then work 
backwards to specify the assumptions that produce the pre-determined value figure. This may be referred 
to as ‘reverse financial engineering’.  

 Beware of possible pitfalls 

Valuation is a complex and difficult exercise in which one can easily commit mistakes. There are some 
common pitfalls that a careful analyst should avoid: 

 Use of shortcuts 
 Belief in Hockey Stick 
 Short forecast Horizons 

 

 Adjust for control Premia and non-marketability 

There can be different levels of value depending on (a) the control rights associated with ownership stake, 

(b) the marketability of the ownership stake, (c) the strategic premium that a potential acquirer is willing 

to pay. Some indicative guidelines: 
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 In an unlisted company, a partial stake which lacks any control rights may be percent over the 

pro-rata value of the firm, irrespective of whether the firm is listed or not. 

 A prospective acquirer who can derive synergistic gains may pay a strategic premium of 20% 

over control value. 
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Module V 

Advanced issues in valuation 

Valuation of companies of different kinds 

The issues which become relevant in valuing multi-business companies that have subsidiaries, high 
growth companies, commercial banks, and insurance companies. 

 Valuation of multi-business companies 

Most large companies are engaged in multiple businesses. Reliance Industries Limited has a portfolio 
consisting of oil and gas, refining, petrochemicals, textiles and retail. General Electric is engaged in four 
main businesses like technology, energy infrastructure, finance, and media. 

Since the different businesses of a multi-business company have different financial characteristics (ROIC, 
growth rate and risk), it is best to value each business separately and then sum the parts to obtain the 
value of the entire company. 

While the principles of valuation remain same, there are some unique issues that arise in the context of a 
multi-business company. These relate to: 

 Creation of business unit financial statements 
 Estimation of cost of capital for each business unit 
 Interpretation of result 

Creation of business unit 

To value a business unit, you need its financial statements, like income statement, balance sheet, and cash 
flow statement. To create the financial statements of different business unit, you have to allocate 
corporate costs, deal with inter-company transactions, deal with inter-company receivables/payables, 
value financial subsidiaries, and deal with incomplete information. 

 Corporate costs 

Most multi-business companies incur costs for shared services and corporate overheads. When the 
corporate center provides shared services like accounting, HR and IT, you have to allocate these costa to 
various business units using appropriate cost drivers. For example, the cost of human resources services 
provided by the corporate center may be allocated to various business units on the basis of the number of 
employees. 

Corporate overheads such as CEO compensation and charitable contributions should not be allocated to 
business units. Instead, they should be retained as a corporate centre cost for two reasons. (a) If corporate 
centre costs are allocated to business units (which generally have their own chief executives and CFOs), 
their comparability with pure play business unit peers diminishes. (b) It makes it easier to measure the 
drag that the corporate centre may have on the value of the company. 

 Intercompany sales vtu
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Sometimes business units sell goods and services to one another. Such intercompany sales must be 
recorded at the value at which they would be transacted with third parties in an arm’s length relationship. 
Otherwise, there will be a distortion in the relative valuation of business units. 

 Intercompany receivables and payables 

Generally, in a multi-business company cash and debt for all business units are managed centrally. Units 
with positive cash flow remit the same to the corporate centre, leading to an intercompany receivables 
from the corporate parent. Likewise, units with negative cash flow get cash from the parent, leading to an 
intercompany payable to the parent. 

 Financial subsidiaries 

Some companies have financial subsidiaries. The balance sheet of a financial company is structured very 
difficultly from that of a manufacturing or service company. Its assets are mostly financial and it has a 
high debt-equity ratio. 

Estimation of cost of capital for each business unit 

Because the systematic risk (beta) of operating cash flows and debt capacities tend to vary across business 
units, each business unit must be valued at its own cost of capital. The cost of capital of a business may be 
calculated as follows: 

1. Estimate the business unit’s target capital structure. Use the median capital structure of publicly 
traded peers, if most of them have similar capital structures. If peers are not available or if their 
capital structures differ widely, allocate the consolidated corporate debt to various business units, 
so that the interest coverage ratio (EBITS/interest expense) is the same for each unit. 

2. Determine the leveraged beta for each business unit. This involves estimating an unlevered sector 
median beta and then re-levering it using the business unit’s capital structure derived in step 1. 

3. Calculate the cost of equity for each business unit. The cost of equity of a business unit is: 

Risk-free return + Levered beta x Market risk premium 

4. Estimate the cost of capital for each business unit. The cost of capital of a business unit is:  

Cost of capital = Weight of equity x Cost of equity + Weight of debt x Cost of debt (1-t) 

Summation of parts and interpretation of results 

Estimate the DCF value of each business unit (on the basis of its forecasted free cash flow and cost of 
capital), sum the business unit values, and subtract the corporate costs to derive the operating enterprise 
value. 

Add the value of nonoperating assets to the operating enterprise value to get the figure of total enterprise 
value. From this figure, subtract nonequity claims to obtain the value of equity. 

Business unit analysis often provides valuable insights into where value is created or destroyed within the 
firm. It provides a roadmap for reorganizing the business portfolio to create shareholder value. 
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 Valuation of companies that have subsidiaries 

Many companies have subsidiaries or associate companies in which they have significant equity stakes 
that usually range between 25% and 100%. To ascertain the intrinsic value per share of such companies 
the sum of the parts (SOTP) method of valuation is commonly employed. The SOTP method involves the 
following steps: 

1. Determine the value per share attributable to the core business. One way to do so is to calculate 
the earnings per share from the core business and apply a suitable multiple to it. 

2. Find the value per share for each of the listed subsidiaries. In computing this value a discount 
factor of 15 to 20% is generally applied to the observed market value of the equity stake in the 
listed subsidiary. 

3. Assess the value per share for each of the unlisted subsidiaries. To do this, the analyst has to first 
estimate the market value an earnings multiple or some other basis as there is no observed market 
value and then apply a discount factor of 15 to 25% to the same. 

4. Add the per share values for the core business, for listed subsidiaries, and for unlisted 
subsidiaries, to get the total value per share. 

 Valuation of high growth companies 

The rise and fall of Internet stocks suggests that valuing high-growth, high-uncertainty companies is 
challenging – some practitioners even consider it as despairing. 

To value an established company, we start with analysis of historical performance. But for a nascent high-
growth company, historical performance provides little clue about future prospects. So one must begin 
with the future and work backward to link it to the present. More specifically, the following procedure 
may be followed. 

 Start from the future 

To value high-growth companies, start by defining what the industry and company might look like when 
it reaches a steady state (sustainable, moderate growth rate) in future. 

 Work backward to current performance  

After developing the forecast for total market size, market share, and ROIC, interpolate back to current 
performance. To do this, you have to assess how the firm and industry will transition from current 
performance to future long-term performance. Your estimates must reflect economic principles and 
industry characteristics. 

 Develop Scenarios 

To handle uncertainty associated with high-growth companies, develop a few possible scenarios. Estimate 
the revenues, pre-tax margins, capital turns, and DCF equity values for the different scenarios. 

 Estimate the expected equity value  vtu
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Estimate the probability of occurrence of each scenario. Obtain the expected equity value by multiplying 
the equity value under each scenario by the probability of its occurrence and adding these products across 
all scenarios. 

Valuation of Cyclical Companies 

A cyclical company experiences significant increases and decreases in its earnings in a repetitive pattern. 
Companies in industries such as steel, paper, airlines and chemicals seem to be characterized by 
cyclicality. 

Procedure for a two-scenario approach for valuing cyclical companies is as follows: 

 Based on information about past cycles, construct and value the “normal cycle” scenario. Take 
into account the long-term trend of ROIC, growth rate, operating profits, and cash flow as they 
impact valuation significantly. Estimate the continuing value on the basis of a normalized level of 
cash flow, not the peak level or the trough level. 

 Based on the recent performance of the company, construct and value a “new trend-line” 
scenarios. As in step 1, focus mainly on the long term trend line. 

 Develop the economic justification for each of the two scenarios like normal scenario and new 
trend-line scenario, taking into account factors like demand growth, entry or exit of companies 
and technological developments. 

 Based on economic rationale, assign probabilities to the two scenarios and calculate a weighted 
value of the scenarios. 

Valuation of Banks 

Financial institutions – banks and insurance companies – are some of the most complex companies to 
value, especially for outside analysts as they do not have some critical information (such as asset-liability 
mismatch) about these companies. Further, as these institutions are highly geared, their valuations are 
extremely sensitive to small changes in key drivers. 

The enterprise DCF model is the model of choice for non-financial companies as their operating and 
financing decisions are more or less separate. However, for financial companies, which are by nature 
highly levered, the equity cash flow approach is more appropriate for the following reasons: 

 Financial companies by their very nature are highly levered institutions. Their operations cannot 
be valued separately from interest income and interest expenses, as these are the dominant 
components of their income statements. 

 The invested capital of a non-financial company is more or less independent of how its assets are 
financed. However, financing decisions are central to how financial companies like banks and 
insurance companies produce earnings. 

Valuation of Insurance Companies 

Like banks, insurance companies are difficult to value. While valuing an insurance company bear in mind 
the following: 
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 It is difficult for an outside analyst to assess the amount of capital an insurer needs to meet 
unexpected claims. Remember that insurers themselves employ actuaries and risk management 
experts, while regulators and credit rating agencies provide external scrutiny. 

 The cash flows of insurers extend over long periods. Hence, it is difficult to match revenues and 
expenses and measure an insurer’s true profitability. 

 Insurers derive revenues from several sources: premium income, interest and dividend income, 
capital gains (or losses), and fee income. 

 Premium income represents what customers pay for their policies. As most policies run for more 
than one year, the premium income for any given year is just a portion of a longer-term cash flow. 

 There is time lag between the receipt of premiums and the payment of benefits and claims. 
During this period, insurers earn investment income (interest and dividend) by investing the funds 
lying with them. 

 On their portfolios, insurers can also realize capital gains or suffer capital losses. 

 Insurers may earn fee from selling financial products like mutual funds. 

Valuation in different contexts 

Cross border valuation 

To value a company in another country, follow the principles and methods discussed earlier. However, 
bear in mind the following: 

 International accounting differences, an important issue earlier, are becoming less of an issue for 
two reasons: (a) Most major countries in Europe and Asia have adopted or are adopting 
International financial Reporting standards (IFRS). (b) The IFRS and U.S. GAAP, the two most 
common set of accounting standards, have been converging in recent years. However, when you 
analyze long term financial performance, you will find that former differences still matter because 
companies provided only a few years of results based on similar principles. 

 Tax regimes differ across countries. It is important to know taxable income is calculated and what 
the relevant tax rate is. It is must to take into account reliefs available through tax exemptions, tax 
credits, and tax treaties. 

 The value of a company should be same, regardless of the currency in which its cash flow s are 
projected. You may use any of the following methods: 

o Spot rate method 

o Forward method 

 While estimating the cost of capital for a foreign entity, it is important to ensure that the currency 
of the discount rate is consistent with the currency of the cash flow. vtu
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 The cost of capital should ideally be estimated from the perspective of a global investor. This 
implies that both the market risk premium and beta have to be measured against a global market 
portfolio, not a local market portfolio. 

 The weighted average cost of capital should not include an additional risk premium for perceived 
currency risk. The spot and forward exchange rates that are used to translate currencies are 
supposed to reflect currency risk premium, if any. 

Valuation in emerging markets 

The emerging economies in Asia and South America are expected to register strong growth over the 
coming decades. These economies are characterized by high macroeconomic uncertainty, considerable 
volatility in exchange rates, inflation, and interest rates, controls over capital flows, shallow capital 
markets, not so rigorous accounting standards, inadequate disclosures, and high political risk. There is no 
consensus as yet on how to address these challenges. Practitioners use different methods and often make 
subjective adjustments based on intuition and limited evidence. 

In applying the framework of DCF valuation to companies in emerging markets, you have to bear in mind 
the higher inflation and greater macroeconomic risks characterizing these markets. 

Valuation of private companies 

Valuation of private companies is difficult for several reasons: 

 Many private companies are in a nascent stage with negative free cash flows. They are expected 
to evolve rapidly. Hence, getting a handle over their forecast free cash flows is difficult. 

 For most private companies, thanks to their short history, the number of years for which past 
information is available is limited. Further, the equity of this information is generally less reliable 
than that of public companies. 

 Shareholders of a private company usually do not have a diversified portfolio. So they expect a 
premium for bearing unsystematic risk. Hence, the CAPM underestimates the real cost of equity 
for such firms. 

Pricing an initial public offering 

When the shares of a company are offered for sale for the first time in the public market, the process of 
offering those shares is called initial public offering or IPO. In the pricing of IPOs, the market comparable 
approach plays an important role. 

To begin with, the lead merchant banker, who manages the IPO process, establishes a price range in 
consultation with the company. This is typically based on comparable valuation analysis using valuation 
ratios such as EV-EBITDA ratio, price book ratio, price-earnings ratio, and so on. 

Once the price range is fixed, the company uses the mechanism of book building. This involves inviting 
subscriptions from potential investors wherein they are asked to indicate how much they are willing to 
buy and at what price. 

Once the demand function is ascertained through the book building mechanism, the merchant banker and 
the company executives finalise the initial offering price. The determination of this price is judgmental, 
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which takes into account an up-to-date comparative valuation analysis, the demand function revealed in 
the book building process, and a desire to “leave something on the table” for the allottees (this means that 
the IPO is priced at a discount to the price the shares are expected to trade on listing). 

Valuation in a private equity setting 

Private equity has become an integral part of the financial services industry globally in the last two 
decades or so and the top private equity funds have established an impressive track record. Thanks to a 
paradigm shift in the investment model in the past 2 to 3 decades, partnership and mutual dependence 
have become the core of the relationship between private equity investors and investee companies. 

In recent years, India too has witnessed a surge of private equity investment. What has fuelled this 
growth? On the demand side, high growth firms have found private equity to be an attractive form of 
capital. The tremendous success of firms like Bharati and Suzlon which depended on private equity 
demonstrated that private equity is long-term, dependable, non-intrusive and value enhancing (through 
strategic contributions).  

On the supply side western pension funds and other institutions have been looking for alternative 
investment avenues to earn a higher return so that they can meet their obligations. The search for higher 
returns has brought them to a well-performing emerging market like India, which has become an 
attractive global investment destinations. 

Private Versus Public equity Investing 

Private equity investing differs from public equity investing in several ways. 

 Illiquid Investment 

Private equity investment tends to be illiquid as there is no organized market or there may be restrictions 
on transfer of securities. 

 Active role 

Private equity investors generally play an active role in the management of investee companies. In 
contrast, mutual funds and others who invest mainly in public equity markets follow a “hands off” 
investment style. 

 Finite horizon 

Private equity investor’s funds are generally organized as limited partnership with a life of 7 to 10 years. 
At the end of this period, the fund is liquidated and the proceeds are returned to the partners. In contrast, 
mutual funds often have no fixed liquidation date. 

 High return Expectation 

Private equity investors require a rate of return of (often in the range of 25% to 50%) as they bear higher 
risk and suffer illiquidity. 

Procedure for valuation vtu
so

lut
ion

.in

Vtusolution.in - Vtu Notes, question Paper, books, Internship, Final Year Projects and many exciting offers for students

Vtusolution.in - Vtu Notes, question Paper, books, Internship, Final Year Projects and many exciting offers for students



CORPORATE VALUATION  14MBAFM412 

  

DEPT. OF MBA-SJBIT 51 

 

Private equity (PE) investors generally participate in the equity of investee companies that they hold for 
few years before liquidating the same. Their returns come mainly from liquidating their investments, as 
they expect negligible dividends during the holding period. The procedure used by the PE in valuing the 
assisted entity and structuring the deal typically involves the following steps: 

 The PE establishes a rate of return that it expects to realize from the investment (KPE). 

 The PE’s required rate of return is used to determine the rupee value the PE hopes to realize at the 
end of its planned holding period, H years, which is usually four to seven year. 

 PE investment today (1+ KPE)H  = Required value of PE investment  

 The PE estimate the value of the firm’s equity at the end of year H, applying a multiple to the 
firm’s projected EBITDA for year H. 

 Estimated Equity value H + EBITDA H x EBITDA multiple H + Cash H - Debt H 

 The PE determines the ownership share needed to generate its required rate of return. 

Ownership share = Required value of PE investment H / Estimated equity value H 

Pre-and post-money value of the firm’s equity 

Apart from looking at the value of the firm at the future date when the PE plans to exit, the PE also 
estimates the current value of the business in which it invests. The implied current value of the equity of 
the firm is reflected in something called the post-money invested value. 

Valuation under the CCI Guidelines 

The guidelines issued by the office of the Controller of Capital Issues (CCI guidelines) under the Capital 
Issues (control) Act, 1947. 

According to the CCI guidelines, the “fair value (FV)” of a company’s shares is computed as the 
arithmetic average of the values obtained by the “Net asset value (NAV) method and the “Profit Earning 
capacity value” method. 

 The NAV Method 

As per the CCI guidelines, the NAV calculation is done as follows. 

 The NAV is computed on the basis of the latest available audited balance sheet. 

 If a fresh issue of share is contemplated, the face value of the fresh issue of equity capital is added 
to the existing ‘net worth’. 

 Intangible assets such as patents, trademarks, copyrights and goodwill should not be reckoned as 
assets for determining the net worth. Etc., 

 The PECV method 

The PECV method determines the value of a share by capitalizing the profits of the company at a suitable 
capitalization rate and dividing the same by the number of outstanding shares.  
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According to the CCI guidelines, the following norms have to be followed in applying the PECV method 

 The PECV is calculated by capitalizing the average profits at the following rates: 

o 15% in the case of manufacturing companies 

o 20% in the case of trading companies 

o 17.5% in the case of intermediate companies 

o 12% in cases where the capitalization rate may have to be lowered in view of intangible 
value or other parameters. 

Loose ends of valuation 

 The biggest reason for bad valuations is not bad models but bias. Building a better valuation 
model is easy, but getting the bias out of valuation is difficult.  

o Allowing analysts to add premiums and discounts to estimated value makes it easy to 
bring bias into valuation and to hide it. 

 Analysts who fault their models for not being more precise are not only missing the real reason 
for imprecision (which is that no one can forecast the future with certainty) but are also setting 
themselves up for false alternatives. 

o Using an arbitrary premium or discount as a substitute for estimating uncertain cashflows 
does not make uncertainty go away. 

 Valuation is simple. We choose to make it complex. Complexity always come with a cost…. 

The Value of Cash 

 The simplest and most direct way of dealing with cash and marketable securities is to keep it 
out of the valuation - the cash flows should be before interest income from cash and 
securities, and the discount rate should not be contaminated by the inclusion of cash. (Use 
betas of the operating assets alone to estimate the cost of equity). 

 Once the operating assets have been valued, you should add back the value of cash and 
marketable securities. 

Should you ever discount cash for its low returns? 

 There are some analysts who argue that companies with a lot of cash on their balance sheets 
should be penalized by having the excess cash discounted to reflect the fact that it earns a low 
return. 

o Excess cash is usually defined as holding cash that is greater than what the firm needs for 
operations. 

o A low return is defined as a return lower than what the firm earns on its non-cash 
investments. 
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 This is the wrong reason for discounting cash. If the cash is invested in riskless securities, it 
should earn a low rate of return. As long as the return is high enough, given the riskless nature of 
the investment, cash does not destroy value. 

 There is a right reason, though, that may apply to some companies… 

Dealing with Holdings in Other firms 

 Holdings in other firms can be categorized into 

o Minority passive holdings, in which case only the dividend from the holdings is shown in 
the balance sheet 

o Minority active holdings, in which case the share of equity income is shown in the 
income statements 

o Majority active holdings, in which case the financial statements are consolidated. 

 How to value holdings in other firms.. In a perfect world.. 

 In a perfect world, we would strip the parent company from its subsidiaries and value each one 
separately. The value of the combined firm will be 

o Value of parent company + Proportion of value of each subsidiary 

 To do this right, you will need to be provided detailed information on each subsidiary to 
estimated cash flows and discount rates. 

 Two compromise solutions… 

 The market value solution: When the subsidiaries are publicly traded, you could use their 
traded market capitalizations to estimate the values of the cross holdings. You do risk 
carrying into your valuation any mistakes that the market may be making in valuation. 

 The relative value solution: When there are too many cross holdings to value separately or 
when there is insufficient information provided on cross holdings, you can convert the book 
values of holdings that you have on the balance sheet (for both minority holdings and 
minority interests in majority holdings) by using the average price to book value ratio of the 
sector in which the subsidiaries operate. 

 Other Assets that have not been counted yet.. 

 Unutilized assets: If you have assets or property that are not being utilized (vacant land, for 
example), you have not valued it yet. You can assess a market value for these assets and add them 
on to the value of the firm. 

 Overfunded pension plans: If you have a defined benefit plan and your assets exceed your 
expected liabilities, you could consider the over funding with two caveats: 

o Collective bargaining agreements may prevent you from laying claim to these excess 
assets. 
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o There are tax consequences. Often, withdrawals from pension plans get taxed at much 
higher rates. 

 Do not double count an asset. If you count the income from an asset in your cashflows, you 
cannot count the market value of the asset in your value. 

Equity to Employees: Effect on Value 

 In recent years, firms have turned to giving employees (and especially top managers) equity 
option packages as part of compensation. These options are usually 

o Long term 

o At-the-money when issued 

o On volatile stocks 

 Are they worth money? And if yes, who is paying for them? 

 Two key issues with employee options: 

o How do options granted in the past affect equity value per share today? 

o How do expected future option grants affect equity value today? 

 Equity Options and Value 

 Options outstanding 

o Step 1: List all options outstanding, with maturity, exercise price and vesting status. 

o Step 2: Value the options, taking into accoutning dilution, vesting and early exercise 
considerations 

o Step 3: Subtract from the  value of equity and divide by the actual number of shares 
outstanding (not diluted or partially diluted). 

 Expected future option and restricted stock issues 

o Step 1: Forecast value of options that will be granted each year as percent of revenues 
that year. (As firm gets larger, this should decrease) 

o Step 2: Treat as operating expense and reduce operating income and cash flows 

o Step 3: Take present value of cashflows to value operations or equity. 

The Value of Control 

 The value of the control premium that will be paid to acquire a block of equity will depend upon 
two factors - 

 Probability that control of firm will change: This refers to the probability that incumbent 
management will be replaced. this can be either through acquisition or through existing 
stockholders exercising their muscle. 
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 Value of Gaining Control of the Company: The value of gaining control of a company arises 
from two sources - the increase in value that can be wrought by changes in the way the company 
is managed and run, and the side benefits and perquisites of being in control 

Value of Gaining Control = Present Value (Value of Company with change in control - Value of company 
without change in control) + Side Benefits of Control 

 Minority Discounts and Voting Shares 

 Assume that a firm has a value of $ 100 million run by incumbent managers and $ 150 million 
run optimally.  

 Proposition 1: The market price will reflect the expected value of control 

o The firm has 10 million voting shares outstanding.  

o Since the potential for changing management is created by this offering, the value per 
share will fall between $10 and $15, depending upon the probability that is attached to 
the management change. Thus, if the probability of the management change is 60%, the 
value per share will be $13.00. 

 Value/Share  = (150*.6+100*.4)/10 = $13  

 Proposition 2: If you have shares with different voting rights, the voting shares will get a 
disproportionate share of the value of control… 

 Proposition 3: The value of a minority interest (49%) of a private business will be significantly 
lower than the value of a majority stake in the same business if control has value. 

Distress and the Going Concern Assumption 

 Traditional valuation techniques are built on the assumption of a going concern, i.e., a firm that 
has continuing operations and there is no significant threat to these operations. 

o In discounted cashflow valuation, this going concern assumption finds its place most 
prominently in the terminal value calculation, which usually is based upon an infinite life 
and ever-growing cashflows. 

o In relative valuation, this going concern assumption often shows up implicitly because a 
firm is valued based upon how other firms - most of which are healthy - are priced by the 
market today. 

 When there is a significant likelihood that a firm will not survive the immediate future (next few 
years), traditional valuation models may yield an over-optimistic estimate of value. 

Defining Debt 

 General Rule: Debt generally has the following characteristics: 

o Commitment to make fixed payments in the future 

o The fixed payments are tax deductible 
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o Failure to make the payments can lead to either default or loss of control of the firm to 
the party to whom payments are due. 

 Defined as such, debt should include  

o All interest bearing liabilities, short term as well as long term 

o All leases, operating as well as capital 

 Debt should not include 

o Accounts payable or supplier credit 

 Book Value or Market Value 

 For some firms that are in financial trouble, the book value of debt can be substantially higher 
than the market value of debt. Analysts worry that subtracting out the market value of debt in 
this case can yield too high a value for equity. 

 A discounted cash flow valuation is designed to value a going concern. In a going concern, it 
is the market value of debt that should count, even if it is much lower than book value. 

 In a liquidation valuation, you can subtract out the book value of debt from the liquidation 
value of the assets. 

 But you should consider other potential liabilities 

 If you have underfunded pension fund or health care plans, you should consider the underfunding 
at this stage in getting to the value of equity. 

o If you do so, you should not double count by also including a cash flow line item 
reflecting cash you would need to set aside to meet the unfunded obligation. 

o You should not be counting these items as debt in your cost of capital calculations…. 

 If you have contingent liabilities - for example, a potential liability from a lawsuit that has not 
been decided - you should consider the expected value of these contingent liabilities 

o Value of contingent liability = Probability that the liability will occur * Expected value of 
liability 

The Value of Synergy 

 Synergy can be valued. In fact, if you want to pay for it, it should be valued. 

 To value synergy, you need to answer two questions: 

o What form is the synergy expected to take? Will it reduce costs as a percentage of sales 
and increase profit margins (as is the case when there are economies of scale)? Will it 
increase future growth (as is the case when there is increased market power)? ) vtu
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o When can the synergy be reasonably expected to start affecting cashflows? (Will the 
gains from synergy show up instantaneously after the takeover? If it will take time, when 
can the gains be expected to start showing up? ) 

 If you cannot answer these questions, you need to go back to the drawing board…  

 A procedure for valuing synergy 

 The firms involved in the merger are valued independently, by discounting expected cash 
flows to each firm at the weighted average cost of capital for that firm.  

 The value of the combined firm, with no synergy, is obtained by adding the values obtained 
for each firm in the first step.  

 The effects of synergy are built into expected growth rates and cashflows, and the 
combined firm is re-valued with synergy.  

Value of Synergy = Value of the combined firm, with synergy -  Value of the combined firm, 
without synergy 

Valuation of intangible assets: patents, trademarks, copyrights, license, franchises, brands 

The terms knowledge assets, intellectual capital, and intangible assets are used interchangeably. 
Economists call them knowledge assets, management experts refer to them as intellectual capital, and 
accountants call them as intangible assets or simply intangibles. 

 Intangibles are recorded at cost and are also reported at cost at the end of an accounting 
period. 

 Intangibles with limited life are subject to amortization and possible impairment test. 

 Intangibles with indefinite life are only subject to impairment test at least annually. 

Costs of Intangibles 

 Costs of Intangibles include acquisition costs plus any other expenditures necessary to make 
the intangibles ready for the intended uses (i.e., purchase price, legal fees, filing fees etc.; not 
including internal R&D).   

 Essentially, the accounting treatment of valuation for intangibles closely parallels that 
followed by tangible assets. 

 

The important types of intangibles assets are: 

 Patents, trademarks, copyrights and licenses 

 Franchises  

 Brands  
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Patents 

 Granted by the U.S. Patent and Trademark Office for a period of 20 years. 

 A patent gives the holder the exclusive right to produce, use and sell a product or process 
without interference or infringement from others. 

 Cost of patent: If purchased from an inventor, the cost will include the purchase price plus 
any legal fees (to successfully protect the patent).  

 In addition, any legal fees occur after the acquisition of a patent which successfully defend 
the right of the patent should also be capitalized. 

 The cost of a patent should be amortized over the legal life or the useful life, whichever is 
shorter. 

 If a patent becomes worthless, the net value of the patent should be written off as loss.  

 If a patent is internally developed, no cost can be capitalized.  

 Most of the research and development (R&D) costs are expensed. 

Copyrights 

 A federally granted right to authors, sculptors, painters, and other artists for their creations.  

 A copyright is granted for the life of the creator plus 70 years. 

 It gives the creator and heirs an exclusive right to reproduce and sell the artistic work or 
published work. 

 If purchased, the cost includes the purchase price plus any legal fees. 

  If developed by the owner (the creator), no cost can be capitalized.  

 Amortization: Straight-line method or a unit-of-production method. 

 Impairment test needed only if events indicate that book value may not be recoverable. 

Franchise & License 

 A franchise is a contractual agreement under which the franchiser grants the franchisee the 
right to sell certain products or service or to use certain trade names or trademarks. 

 A license is a contractual agreement between a governmental body (i.e., city, state, etc.) and a 
private enterprise to use public property to provide services.  

 Costs: Franchise fees plus any legal fees should be capitalized. 

 Amortization: over the shorter of the contractual life or the useful life, not to exceed 40 years. 

 Impairment test is needed only if events indicate that the book value may not be recoverable. 
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Trademarks & Trade Names 

 A word, a phrase, or a symbol that distinguishes a product or an enterprise from another (i.e., 
company names, XEROX,…) 

 Cost: Similar to that of copyrights. 

 Life: register at the US Patent Office for 10 years life. The registration can be renewed every 
10 years for unlimited times. 

 Amortization: no amortization necessary. 

 Impairment test is required at least annually. 

Brands 

According Phillip Kotler, a brand is “a name, term, sign, symbol or design, or a combination of them 
which is intended to identify the goods or services of one seller to differentiate them from those of 
competitors.” 

A brand name benefits the firm as a whole. Valuing it is difficult as it does not produce cash flows on its 
own. There are three ways to estimate the value of a brand 

The cost incurred in building the brand, this means that you have to capitalize the advertising and 
promotional expenses over time, amortize it realistically, and look at the unamortized balance. 

You can do discounted cash flow valuation. For this, you have to estimate the incremental cash flow 
expected to be generated by the intangible asset and discount the same by applying a suitable risk-
adjusted discount rate. 

You can compare the market value of the firm with an intangible asset (such as brand name) with the 
market value of a firm without the intangible asset, and attribute the differential to the intangible asset. 
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Module VI 

Value Based Management 

Value based management is the management approach that ensures corporations are run consistently on 
value. (Normally: maximizing shareholders value) 

Methods and Key premises of VBM 

Three principle methods are: 

 The free cash flow method proposed by McKinsey  /Alcar group 

 The economic value added/ market value added (EVA/MVA) method pioneered by Stern Stewart 
and company 

 The cash flow return on investment/ cash value added (CFROI/CVA) method developed by BCG 
and Holt Value Associates 

Common Premises: Though these methods look outwardly different, the basic premises underlying them 
are same. They are as follows: 

 The value of any company (or its individual strategies and investments) is equal to the present 
value of the future cash flows the company is expected to produce 

 Conventional accounting earnings are not a sufficient indicator of value creation, because  

• they are not the same as cash flow,  

• they do not reflect risk,  

• they do not include an opportunity cost of capital,  

• they do not consider time value for money, and  

• they are not calculated the same way by all firms  because of variations in accounting 
policy    

 For managing shareholder value, firms should use metrics that are linked to value creation and 
employ them consistently in all facets of financial management 

 A well designed performance measurement and incentive compensation system is essential to 
motivate employees to focus their attention on creating shareholder value 

Key difference: key difference between these methods relates to VBM metrics. 

 For ex., the Alcar et al method uses shareholder value added, the Stern Stewart method 
emphasizes EVA and MVA and the BCG  method focuses of CFROI and CVA cash value added 

 Each camp argues they are the best and cite supporting evidence, making it difficult to objectively 
asses the validity of these claims  

 It seems EVA/MVA method has received more attention and gained popularity 
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Marakon approach 

Key steps 

• Specify the financial determinants of value 

• Understand the strategic drivers of value 

• Formulate higher value strategies 

• Develop superior organizational capabilities  

Specify the financial determinants of value: 

• Marakon approach is based on market-to-book ratio model 

• According to this model shareholder wealth creation is measured as the difference between the 
market value and the book value of a firm’s equity. 

• The book value of equity, B, measures approximately the capital contributed by the shareholders, 
whereas the market value of equity , M, reflects how productively the firm has employed the 
capital contributed by the shareholders, as assessed by the market   

• Hence the management creates value for shareholders if M exceeds B, decimates value if M is 
less than B, and maintains value if M is equal B 

• According to Marakon model, the market-to-book values ratio is a function of the return on 
equity, the growth rate of dividends (as well as earnings), and the cost of equity 

M/B=(r-g)/(k-g) 

Here, M=market value of equity; B=book value of equity; r=return on equity; g=growth rate in 
dividends; k=cost of equity 

• From the eqn. it is evident that (M/B) > 1 only when r>k 

• i.e., value is created when there is positive spread between return on equity (ROE) and cost of 
equity 

• Further when r>k, higher the g the higher M/B ratio 

• This means that when the spread is positive , a higher growth rate contributes more to value 
creation 

Understand the strategic determinants of value: 

• The key financial determinants of value are the spread (between ROE and cost of equity) and the 
growth rate in dividends 

• The two primary strategic determinants of spread and growth and hence value creation are market 
economics and competitive position as shown in figure   vtu
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Market economics: refers to the structural factors which determine the average equity spread as well as 
the growth rate applicable to all competitors in a particular market segment 

• The key forces which shape market economics (or profitability) are as follows: 

– Intensity of indirect competition 

– Threat to entry 

– Supplier pressures 

– Regulatory pressures 

– Intensity of direct competition 

– Customer pressures 

Marakon refer first four as “limiting forces” and last two as “direct forces”    
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Competitive position: the competitive position of a firm refers to its relative position in terms of equity 
spread and growth rate vis-à-vis the average competitors in its product market segment 

• It is shaped by two factors:  product differentiation and economic cost position 

• A firm is successful in its product differentiation if the customers value its particular offering and 
are willing to pay a premium for the same 

• As McTaggart et al say “ Differentiation of a particular offering occurs only when customers 
perceive a significant difference in quality or benefits, with the  result the offering is capable of 
commanding a price  premium relative to competitive offerings” 

• A firm may exploit its offerings in two ways: 

1. it can raise the price, leaving the market unchanged or 

2. expand the market share, leaving the price unchanged  

• For some products and services, in particular those which are regarded as commodities, 
successful product differentiation may not be feasible. 

• In such cases superior profitability may arise mainly from a relative economic cost advantage  

• McTaggart et al define this as follows “ A business has a cost advantage if it has lower total 
economic cost per unit than the market average” 

• The total economic cost comprises of two elements; the total operating cost and a charge for the 
capital employed in business 
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• The possible sources of a relative economic cost advantage are: 

• Access to cheaper raw materials 

• Efficient process technology 

• Access to low-cost distribution channels 

• Superior management 

• Economies of scale in some markets 

Formulate Higher Value Strategies:  

 value is created by participating in attractive markets and/or building a competitive advantage 

 Thus the key elements of a firm’s strategy are its participation strategy and its competitive 
strategy as shown in the next slide 

 Elements of Business Strategy 

The participation strategy of a firm defines the product markets in which it will compete 

• At the corporate level the issue is:  

– In which new business the firm should enter and from which existing business the firm 
should exit? 

• At the business unit level the issue is :  

– In which unserved markets should the firm enter and from which existing markets should 
the firm exit? 

The  Competitive strategy of a business unit spells out the means the management will employ to build  
competitive advantage and/or overcome competitive disadvantage in the markets served by it 

• As McTaggart et al say “development of a competitive strategy involves three related tasks: 
determining  

– how best to differentiate the product and/or service offering,  

– how best to configure and manage the business unit’s costs and assets, and  

– how to price the product or service offerings” 

Develop Superior Organizational Capabilities: 

• Higher value strategies are designed to overcome the forces of competition 

• They should be combined with superior organizational capabilities which enable a firm to 
overcome the internal barriers to value creation and to counter what Warren Buffet calls the 
“institutional imperative” (forces which lead to divergence between the goal managers and 
shareholders)  
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• The key organizational capabilities are: 

–  A competent and energetic chief executive who is fully committed to the goal of value 
maximization 

– A corporate governance mechanism that promotes the highest degree of accountability 
for creation or destruction of value 

– A top management compensation plan which is guided by the principle of “relative pay 
for relative performance” 

– A resource allocation system which is based on four principles,  

o The principle of zero based allocation  

o The principle of funding strategies 

o The principle of no capital rationing 

o The principle of zero tolerance for bad growth 

– A performance management process (high-level strategic and financial control process) 
which is founded on two basic principles  

o the performance targets are driven by plans, rather than the other way around 

o the process should have integrity implying that the performance contract must be 
fully honored by both sides, chief executive and each business unit head   

Alcar approach 

The Alcar Group Inc. a management education and Software Company, developed an approach to VBM 
which is based on discounted cash flow analysis 

Determinants of shareholder value:  

According to Alfred Rappaport author of creating shareholder value; a guide to managers and investors, 
who is regarded as father of shareholder value, the following seven factors called “value drivers” affect 
shareholder value 

1. Rate of sales growth 

2. Operating profit margin 

3. Income tax rate 

4. Investment in working capital 

5. Fixed capital investment 

6. Cost of capital  

7. Value growth duration 
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• While first six “value drivers” are self-explanatory, last one value growth duration represent the 
period over which investments are expected to earn rates of return in excess of cost of capital  

• It is an estimate reflecting the belief of management that competitive advantage will exist for a 
finite period 

• Thereafter competitive edge would be lost causing the rate of return to regress to the cost of 
capital       

 

Assessment of the shareholder value impact of the business unit (strategy)  

Procedure suggested by Alcar approach for assessing shareholder impact of a strategy 

Steps Elaboration 
1. Forecast the operating cash flow stream for the 
business unit (strategy) over the planning period 

The annual operating cash flow is defined as: cash 
inflow [(sales)(operating profit margin)(1-effective 
tax rate)] –cash outflow [fixed capital investment + 
working capital investment]  vtu
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2.Discount the forecasted operating cash flow stream 
using the weighted average cost of capital 

The weighted average cost of capital is: (post-tax 
cost of debt) (market value weight of debt)+(post-
tax cost of equity )(market value weight of equity) 

3. Estimate the residual value of the business unit 
(strategy) at the end of the planning period and find its 
present value 

The residual value is : (perpetuity cash flow)/ (cost 
of capital) 

4. Determine the total shareholder value The total shareholder value is :  present value of the 
operating cash flow stream + present value of the 
residual income – market value of the debt 

5. Establish the pre-strategy value The pre-strategy value is; [(cash flow before new 
investment ) / (cost of capital)] – market value of the 
debt 

6. Infer the value created by the strategy The value created by the strategy is: (total 
shareholder value – pre-strategy value) 

 

Shareholder value management cycle: a successful implementation of shareholder value management 
means that the firm  

1. Selects a strategy that maximizes the expected shareholder value 

2. Finds the highest valued use for all assets 

3. Bases performance evaluation and incentive compensation on shareholder value added 
and 

4. Returns cash to shareholders when value creating investments do not exist  

 

vtu
so

lut
ion

.in

Vtusolution.in - Vtu Notes, question Paper, books, Internship, Final Year Projects and many exciting offers for students

Vtusolution.in - Vtu Notes, question Paper, books, Internship, Final Year Projects and many exciting offers for students



CORPORATE VALUATION  14MBAFM412 

  

DEPT. OF MBA-SJBIT 68 

 

Mckinsey approach 

• A leading international consultancy firm has developed an approach to VBM. 

• According to them “Properly executed, value based management is an approach to management 
whereby, the company’s overall aspirations, analytical techniques and management processes are 
all aligned to help the company maximize its value by focusing decision-making on the key 
drivers of value”    

The key steps are as follows: 

1. Ensure the supremacy of value maximization 

2. Find the value drivers 

3. Establish appropriate managerial processes 

4. Implement value-based management properly 

Ensure the supremacy of value maximization:  the first step in VBM is to ensure that senior managers 
embrace value maximization as the ultimate financial objective 

• This means that top management should focus on discounted cash flow value (the most direct 
measure of value creation) and eschew (give up) traditional measures like earnings per share, 
growth in profit, or accounting rate of return as they are often poor proxies for value creation. 
Generally companies pursue financial goals as well as non-financial goals. Financial goals (value 
maximization or profit maximization) guide senior management. 

• Non financial goals like product innovation, customer satisfaction and quality improvement are 
meant to motivate the entire organization. They guide and inspire employees. They make sense to 
employees down the line who are familiar with operational measures like productivity, market 
share, cycle time, defect rate or absenteeism and understandably find value creation to be 
somewhat abstract and remote. 

• Non-financial goals are often consistent with the financial goal of value maximization. 
Companies that maximize value also excel in terms of product quality, customer service, 
innovation, and employee satisfaction. Of course, in some cases there may be a possibility of 
conflict between a non-financial goal and the goal of value maximization. In such cases the 
conflict should ordinarily be resolved in favor of the goal of value maximization 

• Find the value drivers: an essential ingredient of VBM is a sound understanding of performance 
variables, referred to as the key value drivers, that influence the value of the business. Value 
drivers need to be identified at different levels. Copeland et. al. suggest that it is useful to 
examine value drivers at three levels viz: 

• Generic level: at this level, the return on invested capital is analyzed in terms of operating margin 
and invested capital 

• Business unit level: at this level, variables like product mix, customer-mix, operating leverage, 
and so on are relevant 
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• Grass root level:  at this level, the focus is on operating value drivers like capacity utilization, 
revenues generated per visit, cost per delivery, and so on, that are directly influenced by the 
decisions of front line managers  

Establish appropriate managerial processes: VBM calls for gearing the following managerial processes 
to value maximization: 1. strategy development, 2. target setting, 3. action plans (budgets), and 4. 
performance measurement / incentive system 

Strategy development: value maximization should guide the formulation and evaluation of strategies, 
both at the corporate level as well as at the business unit level. At the corporate level, strategy 
development is concerned with two related issues: 

• What business should the firm be in? 

• How should resources be allocated across various businesses? 

Strategy development at the business unit level calls for exploring alternative strategies, valuing them, 
and selecting the one that is expected to generate the highest valueTarget setting:  targets reflect what 
management plans to achieve. The selected value maximizing strategies should be translated into specific 
targets, short-term as well as long-term 

• The basic principles that should guide target setting are as follows: 

• 1. target should be based on key value drivers 

• 2. targets must be tailored to the level of the organization 

• 3. short-term targets and long-term targets must be properly linked 

Action plans / budgets:  action plans show the specific steps to be taken in line with the strategy of the 
business unit to achieve the targets. Short-term budgets of the companies, often expressed almost entirely 
in financial terms, do not provide sufficient guidance for implementation. 

What is required is an actionable plan that facilitates an organized pursuit of its goals 

Performance measurement:  managerial actions are greatly influenced by how performance is measured 
and evaluated. Hence performance measurement  and the incentive system should be linked to the 
company’s strategy or business unit’s strategy 

• According to Copeland this calls for: 

1. Tailoring performance measurement to reflect the characteristics of business unit 

2. Linking performance measurement to set target 

3. Combining financial and operating measures that reflect the key value drivers of the 
unit, and 

4. Developing performance measures that provide early warning       

Implement VBM properly:  VBM is a long and complex process as it calls for a change in the mindset 
of decisions makers. The spider diagram, shown below, is a useful tool to provide a perspective on the 
process of change. 
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• It helps understanding where the company is in terms of the following questions: 

1. Is the company performance oriented? 

2. Are the decisions of the company value-based? 

3. Does the company employ a bottom up as well as a top down process? 

4. Is there a meaningful two-way communication in the company? 

5. Does the company have fairly strong self-reinforcing processes? 

6. Does the company have a low-cost value-based management systems? 

The above characteristics reflect the hard as well as the soft aspects of value-based management. As 
Copeland et. al put it “the goal is to plot where your organization is on each of these parameters and then 
stretch to reach the outer limits of the hexagon. Few companies today have achieved this ultimate goal, 
but many are striving to do so” 

Stern Stewart approach (EVA approach) 

• Originally proposed by consulting firm Stern Stewart & co. Economic Value Added (EVA) is 
currently a very popular idea. Fortune magazine called it “today’s hottest financial idea and 
getting hotter”, Peter Drucker refers it as ‘a measure of total factor productivity’ 

• Companies across a broad spectrum of industries and across a wide range of countries have 
joined the EVA bandwagon. EVA is essentially the surplus left after making an appropriate 
charge for the capital employed in the business 

It may be calculated in any of following: 

EVA=NOPAT –c* x CAPITAL 

EVA= CAPITAL(r-c*) 

EVA= [PAT+INT (1-t)] –c* x CAPITAL 

EVA= PAT –ke x EQUITY 

Where EVA= economic value added; NOPAT=net operating income after tax; c*=cost of capital; 
CAPITAL= economic book value of the capital employed in the firm; r=return on capital = 
NOPAT/CAPITAL;  PAT= profit after tax; INT= interest expense of the firm; t=marginal tax rate of the 
firm; ke=cost of equity; EQUITY= equity employed in the firm 

What causes EVA to increase? 

• From the above it can be seen that EVA will rise; 

• If operating efficiency is improved, 

•  If value adding investments are made,  

• If uneconomic activities are curtailed and  
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• If the cost of capital is lowered  

In more specific terms: 

1. The rate of return on existing capital increases because of improvement in operating 
performance 

This means that the operating profit increases without infusion of additional capital in the 
business 

2. Additional capital is invested in projects that earn a rate of return greater than the cost of 
capital 

3. Capital is withdrawn from activities which earn inadequate returns 

4. The cost of capital is lowered by altering the financing strategy  

The three components of EVA 

• As seen EVA is a function of net operating profit after tax  (NOPAT), cost of capital c*, and the 
capital employed (CAPITAL). NOPAT is defined as; (profit before interest and tax) (1-tax rate) 

• This definition is based on two principles 

1. Separate the investment and financing side of a firm. This implies that financing 
charges (interest & dividend) are not considered when we look at profit (or cash flows) 
on the investment side. Financing charges will be reflected in the cost of capital figure 
used in discounting profits (or cash flows) on the investment side 

2. do all analysis in post-tax terms   

Cost of capital: providers of capital (shareholders and lenders) want to be suitably compensated 
for investing capital in the firm. The cost of capital reflects what they expect. 

• The cost of capital should have following features: 

– It represents a weighted average of the cost of all sources of capital 

– It is calculated in post-tax terms 

– It reflects the risks borne by various providers of capital  

The formula employed for estimating cost of capital is: 

c*= (cost of equity)(proportion of equity in the capital employed) + (cost of 
preference)(proportion of preference in the capital employed) +(pretax cost of debt)(1-tax 
rate)(proportion of debt in the capital employed)  

Capital employed: to obtain the capital employed in the business we have to make adjustments to the 
‘accounting’ balance sheet to derive the ‘economic book value’ balance sheet. These adjustments are 
meant to reflect the economic value of assets in place rather than the accounting values as determined by 
inherently conservative historical cost based Generally Accepted Accounting Principles  
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Measuring NOPAT and CAPITAL: adjusting for the distortions of GAAP 

• As seen EVA is a function of NOPAT, CAPITAL, weighted average cost of capital  (WACC). 

• NOPAT and CAPITAL (capital employed) calls for adjusting for the distortion in GAAP 
(Generally Accepted Accounting Practices) 

• Stern Stewart have identified more than 160 potential adjustments  

• In most real life situation 10 to 15 adjustments are suffice  

The important ones are given below: 

• Research and development: outlays on R & D are investment in future products and processes. 
GAAP requires companies to deduct this from earnings. For EVA purpose R & D outlays are 
capitalized and amortised over a period of 5 years 

• Strategic investments: managers are reluctant to propose strategic investments, as there is 
gestation period and no returns for few years. To check this strategic investments are held back in 
a suspense account and capital charges are added to reflect opportunity cost, till the time 
investments is expected to generate profit.      

• Expense recognition: companies incur substantial marketing cost to establish brands, enter new 
markets, expand customer base and gain market share. Under GAAP they are treated as expense 
even though the benefits accrue over longer period. Under EVA system these outlays are 
capitalized and amortized over an appropriate period  

• Depreciation:  managers are reluctant to replace cheap old asset with expensive new assets 
because capital charges declines as the book value of the assets decrease on account of st.line 
depreciation. To overcome this sinking fund method can be used, where the annual depreciation 
is small initially but rises over the life of asset. If the sinking fund method of depreciation is used, 
the sum of depreciation and the EVA capital charge remains constant over time  

Sinking fund depreciation= Value (r-1)/(rn-1) 

• Restructuring charges: under GAAP restructuring charges are treated as a loss on an investment 
that has turned sour. Managers are reluctant for restructuring. Under EVA restructuring is 
welcomed 

• Taxes: companies use accelerated (WDV) depreciation method for tax purposes and slower 
method for shareholder reporting (straight line). Under GAAP referred to as book taxes, and cash 
taxes company actually pays are different. The difference between book taxes and cash taxes go 
into a liability account called deferred taxes payable in future, which never gets paid. So while 
calculating NOPAT only cash taxes must be deducted and deferred tax liability must be treated as 
quasi-equity and included as shareholders’ funds 

• Marketable securities: companies hold marketable securities which are not used for generating 
operating profit. The investment in marketable securities should be excluded from capital 
employed and income from them should not be included in the NOPAT 
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EVA as the basis for an integrated financial management system:  

The proponents of EVA argue that it is an excellent bedrock on which an integrated financial 
management system can be constructed, as it has the following features 

1. It is a performance measure that ties directly, theoretically as well as empirically, to 
shareholder wealth creation 

2. It converts accounting information into economic reality that is readily grasped by non-
financial managers. It is simple yet effective way of teaching business literacy to everyone      

3. It serves as a guide to every decision from strategic planning to capital budgeting to 
acquisitions to operating decisions 

4. As the basis for incentive compensation, it truly aligns the interest of mangers with that of 
shareholders and make managers think and act like owners 

5. It is an effective tool for investor communication 

6. It serves as an anchor for internal system of corporate governance that motivates everyone to 
work co-operatively and enthusiastically to achieve the best attainable performance  

EVA and valuation:  

The value of a firm or division thereof is equal to current economic book value plus the present value of 
the future EVA stream expected from it 

• EVA valuation= economic book value of assets+ present value of EVA stream associated with it 

• EVA valuation and DCF valuation give identical results 

Link between EVA and MVA:  

The market value added (MVA) is the difference between the current market value and the capital 
employed by the firm    

• Ex. If the market value of a firm (the sum of the market value of its equity and debt) is 12000 and 
its economic book value is 10000, the MVA is 2000 

• MVA is the present value of all the future EVA’s 

• MVA= [EVA1/(1+c*)1] + [EVA2/(1+c*)2] +…. 

• If the market value of a company exceeds its capital employed it means that MVA is positive and  
vice versa 

• To get an insight into how value is linked to its key drivers, a company’s value may be expressed 
as a sum of two components 

• V=NOPAT/ c* + [I(r-c*)T]/[c*(1+c*)] vtu
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• Where V=value of the firm; I=amount of new investment projected every year; r=rate of return 
expected to be earned on new investment; T=period over which new investment will take place; 
c*= weighted average cost of capital; NOPAT= net operating profit after tax 

• The first term NOPAT/c* represents the value of the investments in place 

• The second term I(r-c*)/c*(1+c*) represents value of the forward plan. It is the present value of 
the EVA added by new investments which are available for a period of T years 

• Beyond that period it is expected that new entrants and substitutes will compete away the 
potential for superior returns   

EVA and capital budgeting:  

• The NPV of a project using the EVA approach is defined as: (same as DCF method) 

• NPV= nΣt=1 [EVAt/ (1+ discount rate)t] 

EVA and incentive compensation:  

The purpose of an incentive compensation plan is to motivate employees to work harder and smarter so 
that the organizational performance is maximized 

• Unfortunately, the incentive compensation plans used by most companies fail to accomplish these 
objectives. The centre piece of the EVA financial management system is a unique bonus plan that 
overcomes the limitations and aligns the interest of managers and shareholders. 

• The key elements of the EVA bonus plan are: 

1. Bonus is linked to increases in EVA 

2. There is no floor or ceiling on the bonus 

3. The target bonus is generous 

4. Performance targets are set by formula, not negotiation 

5. A bonus bank is established 

BCG approach 

• Boston Consulting Group has developed an approach to shareholder value management 

Two concepts: total shareholder return and total business return 

• For applying these concepts, two performance metrics are used: cash flow return on investment 
(CFROI) and cash value added (CVA) 

Total shareholder return: total shareholder return (TSR) is the rate of return shareholders earn from 
owning a company’s stock over a period of time.  

• The TSR for a single holding period is computed as follows: vtu
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TSR= [(dividend/ beginning market value) + (ending market value –beginning market value) / 
(beginning market value)]   

• TSR for multiple holding period is computed using the conventional IRR computation.  

• Beginning market value=[dividend1/(1+TSR)1 + dividend2/(1+TSR)2 + dividendn/(1+TSR)n +.. 
…+ending market value in year n/(1+TSR)n 

• The reasons for considering TSR as a useful measure of value creation are: 

1. TSR is comprehensive as it includes dividends as well as capital gains  

2. TSR is widely used by the investment community and also required by the Securities 
Exchange Commission a regulatory body for the capital market in USA 

3. TSR can be easily benchmarked against the market or peer groups  

4. TSR is not biased by size 

5. TSR is difficult to manipulate  

Total Business Return: if TSR is what matters to investors, an internal counterpart to it is needed for 
managerial purposes. For BCG, the total business return (TBR) is the internal counterpart of TSR. The 
TBR for a single holding period is computed as follows: 

TBR= (free cash flow/beginning value) + (ending value – beginning value) / beginning value 

• The TBR for a multiple holding period is measured using the conventional IRR computation 

• Beginning value= [free cash flow1/(1+TBR) +free cash flow2/(1+TBR)2 +…..+  free cash flown/ 
(1+TBR)n + ending value in year n/(1+TBR)n 

• The beginning and ending values are estimates of market values of the firm or business unit at the 
beginning and end of period. They are estimated using one or more of the following: 

Value=earnings x P/E multiple 

Value= Book value x M/B multiple 

Value= Free cash flow divided by cost of capital 

Value= NPV of expected cash flow      

• BCG calculates TBR using a time fade model which assumes that a firm’s return on invested 
capital and its growth rate will fade over time toward a national average due to competitive 
pressures 

• Bartely Madden of HOLT Associates explains as follows “when businesses succeed in achieving 
above-average returns, competitors are attracted by above-average returns and try to serve the 
customer ever more effectively. The competitive process tends to force high-CFROI firms toward 
the average. Business earning CFROIs below the cost of capital are eventually compelled to 
restructure and/or downsize in order to earn at least the cost of capital, or eventually they cease 
operations”  
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• Inter alia, BCG uses the TBR for strategic planning, resource allocation, and incentive 
compensation 

Strategic planning: strategic planning involves choosing strategies and plans that create value. 
Alternative strategies and plans must be evaluated in terms of their TBR. This is the only measure that 
accurately reflects the tradeoffs among profitability, growth and cash flows, the three drivers of value.  

Resource allocation: in multi-business firms, resource allocation has a critical bearing on value creation. 
Resource allocation decisions should be based on the track record of various business and the promise of 
their strategic plans.  

Cash flow return on investment (CFROI): TBR incorporates the returns (CFROIs) both for the assets in 
place and the assets to be created. Thus CFROI has an important bearing on TBR 

What is CFROI and how is it measured? BCG defines CFROI as “the sustainable cash flow a business 
generates in a given year as a percentage of the cash invested in the firm’s assets”. Sustainable cash flow 
is gross cash flow less depreciation. Thus: 

CFROI= (cash flow- economic depreciation)/ cash invested 

Note the economic depreciation is the amount of annual sinking fund payment earning cost capital 
required to replace assets 

Cash Value Added:  the CFROI is the key metric used by BCG for measuring performance and valuing a 
company. However, BCG has also developed a measure of economic profit: cash value added (CVA). 
BCG claims that CVA is superior to EVA because it removes the accounting distortion that may bias 
EVA. CVA is measured as operating cash flow less economic depreciation less a capital charge on gross 
investment. Thus CVA= cash flow – economic depreciation – capital charge on gross investment.  

Lessons from the experiences of VBM adopters 

The key lessons that can be gleaned from the experiences of VBM adopters are as follows: 

 Top management support and involvement is essential 

 A good incentive plan is necessary  

 Employees should be properly educated 

 The choice of value metric  

 VBM works well in certain cases 

 Need for customization. 

Top management support and involvement is essential 

Top management must enthusiastically support the VBM programme. Ideally, the CEO and CFO must 
champion its cause, oversee its implementation, and lend continuing support to it. Without their active 
involvement and support, the VBM programme is likely to fail. 
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Incentive plan 

A critical element of any VBM programme is the link between performance and compensation. A good 
incentive plan the following characteristics: 

– Objectivity 

– Simplicity 

– Variability 

– Definitiveness  

Education  

Unless the employees understand it, the VBM programme cannot be used for transforming their behavior. 
Hence, all employees must be given proper training that emphasizes the need for improving the 
productivity of capital, that explains the basics of the VBM programme, and that shows how their efforts 
can contribute to value creation. Training must be an ongoing activity that prods employees continually 
about the effect of their actions on shareholder value. 

Choice of Metric 

The metric chosen must be suited to the circumstances of the company. However, what is more important 
is the effective implementation of the VBM programme.  

VBM works well in certain cases 

Not all firms can benefit equally from a VBM programme. Firms seem to gain most from a VBM 
programme are the ones that have substantial assets that are not productively employed and that have 
diversifies into too many areas beyond their core competence VBM seems to work best for firms that 
need to shed assets and achieve focus than for firms that have immense growth opportunities. VBM 
seems to make more sense for firms that depend more on physical capital than for firms that rely more on 
intellectual capital. 

Need for Customisation 

One size doesn’t fit all. VBM adopters often review the VBM tools different vendors and customize their 
own application.  
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Module VII 

Case studies in valuation 

Bharat Hotel Company 

Bharat Hotel companies is a major hotel chain of India. The company operates 35 hotels of which 14 are 
owned by it and the rest are owned by others but managed by BHC. 

BHC’s principal strategy has been to serve the high end of the international and leisure travel markets in 
major metropolises, secondary cities, and tourist destinations. It plans to continue to develop new 
businesses and leisure hotels to take advantage of the increasing demand which is emanating from the 
larger flow of commercial and tourist traffic of foreign as well as domestic travelers. 

BHC believes that the unique nature of its properties and the emphasis on personal service distinguishes it 
from other hotels in the country. Its ability to forge management contracts for choice properties owned by 
others has given it the flexibility to swiftly move into new markets while avoiding the capital intensive 
and time consuming activity of constructing its hotels. 

BHC’s major competitors in India are two other major Indian hotel chains and a host of other five star 
hotels which operate in the metropolises as an extension of multinational hotel chains. 

Bharat Heavy Electricals Limited 

Established in 1964, BHEL, a public sector company is the largest engineering and manufacturing 
enterprise in India in the energy related/infrastructure sector. BHEL cater to core sectors of Indian 
economy viz., power generation and transmission industry, transportation, renewable energy, and defense. 

In March, 1992, BHEL was a 100% government-owned company. In the wake of the economic reform 
initiated in 1991, BHEL felt that the scope for strategic alliance with foreign companies had increased. It 
also anticipated that the GOI would partially disinvest its stake in BHEL. In this context it asked the 
author to do a valuation as on March 31, 1992 (the lien date). 

The inputs for the valuation exercise came largely from the five year plan BHEL had developed for the 
period 1992-1997. From the detailed financial projections available in the plan, the free cash flow forecast 
for the five year period, 1992-1997, was prepared. 

Bhoruka Power Corporation Limited 

Bhoruka Power Corporation Limited (BPCL) is a highly profitable power generation company which has 
done very well right from its inception in 1992. It has grown at a healthy rate, achieved a high return on 
equity, and built impressive reserves and surplus. In terms of two key financial performance measures, 
vis., net profit to sales ratio, and return on net worth, BPCL outperformed all the listed power generation 
companies. 

The superior financial performance of BPCL is attributable to three factors, in the main: (a) allotment of 
choice hydel sites by the government at a nominal water cess. (b)good project implementation and 
commendable technical and managerial capability, and (c) banking and wheeling arrangement. vtu
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While BPCL has done very well, its investments in group companies have soured. It had to write off 
nearly Rs. 4.5 crore of its loan to Bhoruka steels and its investments in Prabhi Securities, an investment 
subsidiary, has eroded considerably. This raises serious concerns in the mind of any strategic investor. 

BPCL is currently operating hydel project at Rajankollur (2MW). BPCL has begun work on a thermal 
power project to be set up at Wadi (53MW). It is exploring a few other options. 

BPCL will enjoy superior returns on its existing hydel projects and even on the thermal project at Wadi. 
However, it appears that the profitability of new hydel projects may not match the profitability of its 
existing projects. Hence, its thrust in future will probably be in the area of thermal power where 
profitability is likely to be moderate. 

Valuation in the Merger of ICICI with ICICI Bank 

When the RBI announced in 2001 that it would encourage financial institutions to transform themselves 
into Banks, the management of ICICI and ICICI Bank quickly initiated the process of amalgamating 
ICICI with ICICI Bank. 

ICICI retained JM Morgan Stanly as its financial advisor; ICICI Bank retained DSP Merrill Lynch as its 
financial advisor; and ICICI and ICICI Bank retained Deloitte Haskins and Sells as an independent 
accounting firm in connection with the proposed amalgamation. These advisors rendered their valuation 
opinion dated October 25, 2001. 

Based on the options provided by the advisors, the Boards of ICICI Bank and ICICI finally approved a 
swap ratio of 1:2. 

Sasken Communication Technologies 

Set up in 1989, Sasken Communication Technologies Limited (Sasken) provides telecommunication 
software solutions and services to network equipment manufacturers, terminal device manufacturers, and 
semiconductor companies around the world. Headquartered in Bangalore, Sasken has offices around the 
world. Sasken presently employees about 1350 persons.  

Sasken is an unlisted public company. It prepares its financial statements in conformity with the Indian 
GAAP as well as the US GAAP. 

Sasken plans to issue stock options to its employees in April 2004. Sasken wants to ascertain the intrinsic 
value of its equity shares to structure its employees stock option scheme and determine the compensation 
cost associated with it. 

The valuation of Sasken’s equity shares was done using two methods, the DCF method and the direct 
comparison method- for a technologically intensive company like Sasken whose major assets are its 
human and intellectual capital, which are not reflected on the conventional balance sheet, the adjusted 
book value method is not considered appropriate.  

Valuation of Infosys Brand 

The wave of brand acquisitions in the late1980s exposed the hidden value in highly branded companies, 
and brought brand valuation to the fore. The values associated with a product or service are vtu
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communicated to the consumer through the brand. Consumers no longer want just a product or service, 
they want a relationship based on trust and familiarity. 

A brand is much more than a trademark or a logo. It is a ‘Trustmark’- a promise of quality and 
authenticity that clients can rely on. Brand equity is the value addition provided to a product or a 
company by its brand name. it is the financial premium that a buyer is willing to pay for the brand over a 
generic or less worthy brand. Brand equity is not created overnight. It is the result of relentless pursuit of 
quality in manufacturing, selling, servicing, advertising and marketing. It is integral to the quality of 
client experiences in dealing with the company and its services over a period. 
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