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Equity VALUATION

- Introduction to Industry and Company Analysis
- Intrinsic Value Calculation









Uses of Industry Analysis
Understanding a 

company’s business 
and business 
environment

Identifying active 
equity investment 

opportunities



Approaches to Identifying Similar Companies

Industry 
Classification

Products 
and/or 

Services 
Supplied

Business-
Cycle 

Sensitivities

Statistical 
Similarities



Cyclical vs. Defensive



Cyclical vs. Defensive



Myth of correlation



Cyclical and Noncyclical Companies

Profits 
strongly 
correlated 
with 
economic 
activity

Expensive, 
nonessential 
products

High 
operating 
leverage

Cyclical
Company



Framework for Industry Analysis

 

A Framework for Industry Analysis 

Economic 
Sector 

Customer Bargaining Forces 
(affected by number of suppliers, 

number of purchasers, their 
size/power, switching costs to 

other suppliers, number of 
contracted suppliers, customers’ 

ability to produce the product 
themselves) 

Supplier Bargaining Forces 
(affected by number of industries 

buying suppliers’ products, of 
supply substitutes, switching 
costs of suppliers’ customers, 
industry, and customers’ ability 

to enter industry.) 

 Technological Influences Social Influences 

Macroeconomic Influences 
(stage of business cycle, longer term growth, and structural economic trends) 

Demographic Influences Governmental Influences 
(regulatory, political, legal) 

 

Product / Service Substitution Threats 

New Entrant Threats 

Group of Complementary Industries 
Industry 

Internal Competitive Forces 
(affected by economies of scale, cost advantages, other 

brand loyalty, customers’ switching costs, product 
government regulation, industry’s competitive structure, 

corporate rivalries, cost conditions, entry and exit barriers) 
Life Cycle Analysis 

(embryonic, growth, shake-out, mature, declining) 
Business Cycle Sensitivity 

(cyclical: leading, lagging, coincident; defensive, growth) 
Analysis by Position on the Experience Curve 

  

  

  



Industry Life Cycle

Source: Based on Figure 2.4 in Hill and

Source: Based on Figure 2.4 in Hill and Jones (2008).
Source: Based on Figure 2.4 in Hill and 
Jones (2008).







Macroeconomic Influences on Industry Growth, 
Profitability, and Risk

Industry 
Growth, 

Profitability, 
and Risk

Economic 
Growth

Interest 
Rates

Availability 
of Credit

Inflation



Industry Analysis for Branded Pharmaceuticals
Major Companies Pfizer, Novartis, Merck, GlaxoSmithKline 
Barriers to 
Entry/Success 

Very High: Substantial financial and intellectual capital required to compete 
effectively. A potential new entrant would need to create a sizable R&D 
operation, a global distribution network, and large-scale manufacturing capacity.  

Level of 
Concentration 

Concentrated: A small number of companies control the bulk of the global 
market for branded drugs. Recent mergers have increased the level of 
concentration.  

Impact of Industry 
Capacity  

Not applicable: Pharmaceutical pricing is primarily determined by patent 
protection and regulatory issues, including government approval of drugs and 
manufacturing facilities. Manufacturing capacity is of little importance.  

Industry Stability Stable: The branded pharmaceutical market is dominated by major companies 
and consolidation via mega-mergers. Market shares shift quickly, however, as 
new drugs are approved and gain acceptance or lose patent protection. 

Life Cycle Mature: Overall demand does not change greatly from year to year.  
Price Competition Low/Medium: In the United States, price is a minimal factor because of the 

consumer- and provider-driven, deregulated health care system. Price is a larger 
part of the decision process in single-payer systems, where efficacy hurdles are 
higher. 

Demographic 
Influences 

Positive: Populations of developed markets are aging, which slightly increases 
demand.  

Government & 
Regulatory 
Influences  

Very High: All drugs must be approved for sale by national safety regulators. 
Patent regimes may differ among countries. Also, health care is heavily 
regulated in most countries. 

Social Influences Not applicable. 
Technological 
Influences 

Medium/High: Biologic (large-molecule) drugs are pushing new therapeutic 
boundaries, and many large pharmaceutical companies have a relatively small 
presence in biotech. 

Growth vs. 
Defensive vs. 
Cyclical 

Defensive: Demand for most health care services does not fluctuate with the 
economic cycle, but demand is not strong enough to be considered “growth.” 

 



Industry Analysis for Confections/Candy
Major Companies Cadbury, Hershey, Mars/Wrigley, Nestle 
Barriers to 
Entry/Success 

Very High: Low financial or technological hurdles, but new players would lack 
the established brands that drive consumer purchase decisions.  

Level of 
Concentration 

Very Concentrated: Top four companies have a large proportion of global 
market share. Recent mergers have increased the level of concentration. 

Impact of Industry 
Capacity  

Not applicable: Pricing is driven primarily by brand strength. Manufacturing 
capacity has little effect.  

Industry Stability Very Stable: Market shares change glacially. 
Life Cycle Very Mature: Growth is driven by population trends and pricing. 
Price Competition Low: A lack of private-label competition keeps pricing stable among 

established players, and brand/familiarity plays a much larger role in consumer 
purchase decisions than price. 

Demographic 
Influences 

Not applicable. 

Government & 
Regulatory 
Influences  

Low: Industry is not regulated, but childhood obesity concerns in developed 
markets are a low-level potential threat. Also, high-growth emerging markets 
may block entry of established players into their markets, possibly limiting 
growth.  

Social Influences Not applicable. 
Technological 
Influences 

Very Low: Innovation does not play a major role in the industry. 

Growth vs. 
Defensive vs. 
Cyclical 

Defensive: Demand for candy and gum is extremely stable.  

 



Estimated Value and Market Price

Undervalued:
Intrinsic 
value > 

market price

Fairly valued:
Intrinsic 
value = 

market price

Overvalued:
Intrinsic 
value < 

market price



Major Categories of Equity Valuation Models

Present value 
models
• Dividend 

discount 
models

• Free cash flow 
models

Multiplier 
models
• Share price 

multiples
• Enterprise 

value multiples

Asset-based 
valuation 
models
• Adjustments to 

book value 
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Present Value Models

Value of an investment = present 
value of expected future benefits

Future benefits 
= dividends

Future benefits 
= free cash flow
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Preferred Stock Valuation (Non-callable, Non-
convertible Shares)

Perpetual 67.91$
06.0
50.5$0

0 »==
r
DV



The Gordon Growth Model
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Assumptions:
• Dividends are the correct metric to use for valuation 

purposes.
• The dividend growth rate is forever: It is perpetual and 

never changes.
• The required rate of return is also constant over time.
• The dividend growth rate is strictly less than the required 

rate of return.



When Is the Gordon Growth Model Most 
Appropriate for Valuing Equity?

Dividend-
paying 

company

Insensitive to 
the business 

cycle

Mature 
growth phase

Use the 
Gordon 

growth model



Estimating a Long-Term Growth Rate

Earnings 
retention 
rate (b)

Return 
on equity 

(ROE)

Dividend 
growth 
rate (g)

0.40 15.00% 6.00%



Decomposition of ROE

Net 
Profit 

Margin
Asset 

Turnover
Financial 
Leverage ROE



Multistage Dividend Discount Model

Use 
multistage 
dividend 
discount 
model

Rapidly 
growing 

companies

Company will 
pass through 

different 
stages of 
growth

Growth is 
expected to 
improve or 
moderate



The Two-Stage Dividend Discount Model
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Dividends grow at rate gS for n years and rate gL 
thereafter:



The Two-Stage Dividend Discount Model
(continued from previous slide)
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Price Multiples

Group or sector of stocks

Use price multiples as a 
screen

Identify overvalued and 
undervalued stocks



Popular Price Multiples

• Stock price ÷ earnings per sharePrice-to-earnings 
ratio (P/E)

• Stock price ÷ book value per sharePrice-to-book 
ratio (P/B)

• Stock price ÷ sales per sharePrice-to-sales 
ratio (P/S)

• Stock price ÷ cash flow per sharePrice-to-cash 
flow ratio (P/CF)



Price Multiples for Telefónica and Deutsche 
Telekom

 Telefónica Deutsche Telekom 
 2008 2007 2006 2008 2007 2006 
(1) Total assets (€ billions) 99.9 105.9 109.0 123.1 120.7 130.2 

Asset growth −5.7% −2.8% -- 2.0% −7.3% -- 
(2) Net revenues (€ billions) 57.9 56.4 52.9 61.7 62.5 61.3 

Revenue growth 2.7% 6.6% -- −1.3% 2.0% -- 
(3) Net cash flow from operating 

activities (€ billions) 
16.4 15.6 15.4 15.4 13.7 14.2 

Cash flow growth 5.1% 1.3% -- 12.4% −3.5% -- 
(4) Book value of common 

shareholders’ equity (€ billions) 
19.6 22.9 20.0 43.1 45.2 49.7 

Debt ratio: 
1 – [(4) ÷ (1)] 

80.4% 78.4% 81.7% 65.0% 62.6% 61.8% 

(5) Net profit (€ billions) 7.8 9.1 6.6 1.5 0.6 3.2 
Earnings growth −14.3% 37.9% -- 150.0% −81.3% -- 

(6) Weighted average number of 
shares outstanding (millions) 

4,646 4,759 4,779 4,340 4,339 4,353 

(7) Price per share (€) 15.85 22.22 16.22 10.75 15.02 13.84 
Price-to-revenue ratio (P/R):  

(7) ÷ [(2) ÷ (6)] 1.3 1.9 1.5 0.8 1.0 1.0 
P/CF: 

(7) ÷ [(3) ÷ (6)] 4.5 6.8 5.0 3.0 4.8 4.2 
P/B: 

(7) ÷ [(4) ÷ (6)] 3.8 4.6 3.9 1.1 1.4 1.2 
P/E: 

(7) ÷ [(5) ÷ (6)] 9.4 11.6 11.7 31.1 108.6 18.8 
 Sources: Company websites: www.telefonica.es and www.deutschetelekom.com.



Justified Value of a Multiple

Fundamentals or 
cash flow predictions

Discounted cash 
flow model

Justified value of a 
multiple



Justified Forward P/E for Nestlé

Constant Dividend 
Growth Rate 

Dividend Payout Ratio 
40.0% 42.5% 45.0% 47.5% 50.0% 

7.0% 8.0 8.5 9.0 9.5 10.0 
7.5% 8.9 9.4 10.0 10.6 11.1 
8.0% 10.0 10.6 11.3 11.9 12.5 
8.5% 11.4 12.1 12.9 13.6 14.3 
9.0% 13.3 14.2 15.0 15.8 16.7 
9.5% 16.0 17.0 18.0 19.0 20.0 

10.0% 20.0 21.3 22.5 23.8 25.0 
10.5% 26.7 28.3 30.0 31.7 33.3 
 

Required Rate of Return = 12 percent
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The Method of Comparables

Method of 
comparables

Time series 
analysis

Comparison to 
past or 

average values

Cross-
sectional 
analysis

Comparison to 
benchmark or 

peer group



Price-to-Sales Ratio Data for Major Automobile 
Manufacturers (2009)

Company P/S 
General Motors 0.01 
Ford Motor  0.14 
Daimler 0.27 
Nissan Motor 0.32 
Honda Motor 0.49 
Toyota Motor 0.66 

 



P/E Data for Canon

Sources: EPS and P/E data are from Canon’s website: 
www.canon.com. P/E is based on share price data from 
the Tokyo Stock Exchange.

 
Year 

Price 
(a) 

EPS 
(b) 

P/E 
(a) ÷ (b) 

2004 ¥5,546 ¥387.8 14.3 
2005 ¥6,883 ¥432.9 15.9 
2006 ¥6,703 ¥342.0 19.6 
2007 ¥5,211 ¥377.6 13.8 
2008 ¥2,782 ¥246.2 11.3 

 



Enterprise Value Multiples

Market 
capitalization

Market value 
of preferred 

stock
Market value 

of debt
Cash and 

equivalents
Enterprise 

value

Enterprise 
value (EV) EBITDA EV/EBITDA



EV/Operating Income Data for Nine Major Mining 
Companies

Company 
Ticker 
Symbol 

EV 
(C$ millions) 

Operating 
Income (OI) 
(C$ millions) EV/OI 

BHP Billiton  BHP 197,112.00 9,794.00 20.1 
Rio Tinto  RIO 65,049.60 7,905.00 8.2 
Anglo American  AAL 48,927.30 6,208.00 7.9 
Barrick Gold  ABX 35,288.00 1,779.00 19.8 
Goldcorp  G 28,278.00 616.66 45.9 
Newmont Mining  NEM 22,040.80 1,385.00 15.9 
AngloGold Ashanti  AU 19,918.30 –362.00 –55.0 
Alcoa  AA 17,570.40 4,166.00 4.2 
Freeport-McMoRan Copper & Gold  FCX 11,168.40 2,868.75 3.9 

 

Source: www.miningnerds.com



Advantages and Disadvantages

• Theoretically appealing and 
provide a direct computation 
of intrinsic value

• Input uncertainty can lead to 
poor estimates of  value

Present 
value 

models
• Ratios are easy to compute 

and analysis is easily 
understood

• Problems with selecting a 
peer group or “comps”

Multiplier 
models
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