


Interaction among value of an enterprise, its
earnings, tangible and intangible assets
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sSmumnaly of Generally Accepted Valuation Axioms
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Most Widely Used Methods for
Valuation

¢ eIncome valuation (contains several technique),

relates the value of an asset to the present value of
expected future cash flows on that asset.

¢ eMarket valuation (contains several technique),

estimates the value of an asset by looking at the pricing of
‘comparable’ assets relative to a common variable like
earnings, cash flows, book value or sales.

® o(Costs valuation(contains several technique), uses
option pricing models to measure sum up assets.
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Basis for all valuation approaches

The use of valuation models in investment decisions (i.e., in
decisions on which assets are under valued and which are
over valued) are based upon
a perception that markets are inefficient and make
mistakes in assessing value
an assumption about how and when these inefficiencies
will get corrected
In an efficient market, the market price is the best estimate
of value. The purpose of any valuation model is then the
justification of this value. (Damodaran)




Income Valuation

What is it: In discounted cash flow valuation, the value of
an asset is the present value of the expected cash flows on
the asset.
Philosophical Basis: Every asset has an intrinsic value
that can be estimated, based upon its characteristics in
terms of cash flows, growth and risk.
Information Needed: To use discounted cash flow
valuation, you need

to estimate the life of the asset

to estimate the cash flows during the life of the asset

to estimate the discount rate to apply to these cash flows

to get present value







Advantages of Income Valuation

® oSince Income valuation, done right, is based upon an
asset’s fundamentals, it should be less exposed to market
moods and perceptions.

® oJf good investors_buy businesses, rather than stocks (the
Warren Buffet adage), discounted cash flow valuation is the
right way to think about what you are getting when you buy
an asset.
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Disadvantages of Income Valuation

® oSjnce it is an attempt to estimate intrinsic value, it requires
far more inputs and information than other valuation
approaches

® ®These inputs and information are not only noisy (and

difficult to estimate), but can be manipulated by the savvy
analyst to provide the conclusion he or she wants.

® ®]n an intrinsic valuation model, there is no guarantee that
anything will emerge as under or over valued. Thus, it is
possible in a Income valuation model, to find every stock in
a market to be over valued.
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When Income Valuation works best

This approach is easiest to use for assets (firms) whose
cashflows are currently positive and
can be estimated with some reliability for future periods,

and
where a proxy for risk that can be used to obtain discount

rates is available.
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Which cash flow should I discount?

Use Equity Valuation
(a) for firms which have stable leverage, whether high or not,
and
(b) if equity (stock) is being valued

Use Firm Valuation
(a) for firms which have leverage which is too high or too low,
and expect to change the leverage over time, because debt
payments and issues do not have to be factored in the cash
flows and the discount rate (cost of capital) does not change
dramatically over time.
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*The value of the |
cash flows to the 'é-
meeting all operat1

payments, at the

where, A WACC)

CF to Firmt =
WACC = Weighted Average Cost of Capital



DISCOUNTED CASHFLOW VALUATION

Cashflow to Firm
EBIT (1-t)

- (Cap Ex - Depr)
- Change in WC
= FCFF

Expected Growth
Reinvestment Rate
* Return on Capital

Firm is in stable growth:
Grows at constant rate
forever

Value of Operating Assets
+ Cash & Non-op Assets
= Value of Firm

- Value of Debt

= Value of Equity

i

FCFF1
|

FCFF2

FCFF3

Terminal Value= FCFF n+1/{r-gn)

FCFFa4 FCFF5  FCFFn

Discount at WACC= Cost of Equity (Equity/{Debt + Equity)) + Cost of Debt {Debt/(Debt+ Equity))
A

| -

Cost of Equity

Cost of Debt
(Riskfree Rate
+ Default Spread) (1-t)

Weights
Based on Market Value

Riskfree Rate

- No default risk

- No reinvestment risk

- In same currency and
in same terms (real or

nominal as cash flows

Beta
- Measures market risk

X

Risk Premium
- Premium for average
risk investment

Type of Operating

Business | |Leverage

Financial
Leverage

Base Equity Country Risk
Premium Premium
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