FINANCE 556, FALL 2004: SESSIONS 1 AND 2 TAKE-AWAYS (SUMMARY OF MAJOR POINTS)

IMPORTANCE OF VALUATION IN BUSINESS DECISIONS: Valuation is key to all business decision-making because the firm’s goal is to maximize the market value of the equity.  The business manager must therefore understand how equity value relates to the financial and operating variables of the company that management influences or controls (revenues, expenses, capital outlays, taxes, interest on debt, dividends, etc.).  In business acquisitions, valuation is a central consideration: buy a company only if the price paid is less than the intrinsic value received.  

Intrinsic Value: Intrinsic value is the market value that an asset (e.g., the firm’s equity, debt, and other firm securities) would attain if market participants were rational and well informed.  There is strong evidence that, on average, the market value of an asset attains its intrinsic value based on discounted cash flow.  Market values fluctuate over time around intrinsic value.

Intrinsic Value Assumptions: It is usually assumed in estimating intrinsic value that:

[1] The company will remain as a stand-alone enterprise

[2] The company will be effectively managed

However, neither [1] nor [2] is required for estimating intrinsic value.  For example, in valuing a target firm for takeover, we may want to drop [1] and value a target including the synergistic benefits that would result from a merger in order to decide what to pay for the target.  We will want to drop [2] if it is clear that the firm will remain under the entrenched control of an incompetent management.

What Are Company Cash Flows?  Cash flows are the firm’s sources of cash (e.g., cash from customers, and proceeds from issuing stock or debt), and uses of cash (e.g., employee salaries, dividends to stockholders, interest and principal paid to lenders).  The sum of the sources of cash must equal the sum of the uses of cash (TBV equation (1)).

The Drivers of Value:  Three cash flow quantities relate directly to valuation:  Total Cash Flow (TCF), Free Cash Flow (FCF), and Equity Cash Flow (ECF).  Below, the “value of the firm” (
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) refers to the value of all of the firm’s securities, including common equity, non-convertible debt, convertible debt, and preferred stock.

Total Cash Flow (TCF): TCF is the net amount paid in total to all the firm’s security holders during the period, including the owners of the common equity, non-convertible debt, convertible debt, and preferred stock (see TBV equation (2a)).  TCF is the money paid to all security holders minus the money received from all security holders during the period.  TCF can also be expressed as the firm’s revenues minus all net outlays for expenses, productive assets (net capital outlays), other investments (e.g., stock in another company), net change in firm cash holdings, and taxes (see TBV equation (2b)).  The value of the firm equals the present value of the expected future TCF (using the pretax weighted average cost of capital as the discount rate).

Free Cash Flow (FCF): FCF is the Total Cash Flow that the firm would have if it were all-equity financed but were otherwise the identical firm.  If the firm has no debt (that is, is all-equity financed), FCF = TCF.  If the firm has debt, FCF = TCF minus the corporate tax savings from the debt.  This is because having debt increases TCF only by the tax benefit of debt.  See TBV equations (3a) and (3b).  The value of the firm equals the present value of the expected future FCF (using the after-tax weighted average cost of capital as the discount rate).  

Equity Cash Flow (ECF): ECF is the net amount paid by the firm during the period to its equity (common stock).  ECF is the money paid to equity minus the money received from equity during the period.   ECF equals dividends plus treasury stock purchases minus new share sales (see TBV equation (4a)).  Equity cash flow can also be expressed in terms of firm cash revenues, expenses, etc., (see TBV equation (4b)).  The value of the firm’s equity (common stock) equals the present value of the expected future ECF (using the equity cost of capital as the discount rate).  

“Value” will refer to intrinsic value.  As explained below, “firm value” refers to the sum of the values of all of the firm’s securities (equity, debt and other financing).  Firm value is signified 
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; it equals the present value of the firm’s TCF or FCF (using different discount rates for TCF and FCF).  The value of the firm’s equity, 
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, is the present value of the firm’s ECF.  

Extracting Cash Flow from the Financial Statements:  The dollar amounts of the variables in TBV equations (2a) through (4b) (which define TCF, FCF and ECF) can be extracted from the firm’s statement of cash flows.  

· If we are computing past cash flows, we use the historical statements of cash flow.  

· If we are forecasting future cash flows, we must use the firm’s forecasted statements of cash flow; to do this, we forecast the firm’s balance sheets, income statements, and statements of cash flows (the three statements are interrelated) and then use the forecasted statements of cash flows to extract the information that we need to compute forecasted TCF, FCF and ECF.  

To use the statement of cash flows, apply TBV equations (5a), (5b) and (5c) for TCF, FCF and ECF, respectively.  So, if we compute TCF as stated in (5a), we get the dollar amount that also appears on the right-hand side TCF equations (2a) or (2b).  Similarly, (5b) produces the right-hand side of (3a) and (3b), and (5c) produces the right-hand side of (4a) and (4b).

Valuation, Cash Flow and the Cost of Capital: The next issue is how we convert forecasted cash flows (TCF, FCF and ECF) into estimates of value (we will use the term “value” or “market value” to mean intrinsic value, as contrasted with book value, liquidation value, replacement value, going concern value, etc.).  

The Value of the Firm’s Equity: Equity value 
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 signifies the value of the firm’s outstanding common stock (or, for other forms of business organization, the voting equity interest). There are three methods to estimate equity value (all three produce the same values if performed correctly).

(1) Discounted Equity Cash Flow Approach: Equity value equals the present value of the firm’s expected future equity cash flow (ECF).  See TBV equation (7) (TBV equation (25) is an adjusted version to incorporate convertible securities and employee stock options). 

(2) Discounted Dividend Approach:  Equity value equals the number of shares currently outstanding times the value per share. This approach is described in TBV Appendix B.  

(3) Indirect Equity Valuation Approach:  The value of the equity is the value of the entire firm (
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) minus the values of all securities other than the equity.  See TBV equation (18) (see TBV equations (24a) and (24b) if there are convertible securities or employee stock options).  To apply the Indirect Valuation Approach, we use either discounted TCF to determine firm value 
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 (see TBV equation (9)) or we use discounted FCF to determine firm value 
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 (see TBV equation (11)).

All three approaches properly applied produce the identical answer.  We will focus our attention in this course on method (3), the Indirect Equity Valuation Approach.  The reason is that this approach is the most widely used.  

The Value of the Firm’s Debt: Debt refers to non-convertible straight debt, that is, debt for which all the dollar returns in the future are in the form of interest and principle (the interest rate may be floating).  Footnote 9 of TBV explains that there are two ways to estimate the value the firm’s outstanding debt, signified 
[image: image8.wmf]0

D

.  The first way (see TBV footnote 9, equation (a)) is to compute the present value of the expected future interest and principal payments on the outstanding debt (where “expected” is the mean of the probability distribution of each of the interest and principal payments).  The second way to estimate 
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 is to discount the promised interest and principal payments on the outstanding debt (see TBV footnote 9, equation (b)).  In Session 4 of this course, the valuation of debt is discussed in detail.

The Value of the Firm’s Other Financing: Other financing includes every security other than the firm equity and debt, which are described above.  Other financing includes convertible debt, preferred stock, preference stock, and a range of other securities. The value of each issue of other financing is simply the present value of the expected future dollar payoffs on the other financing.  To compute the present value of an option-embedded security (this includes all the convertibles as well as straight options, such as put options and warrants), an option pricing model is usually used to compute the present value.

The Value of the Firm: The value of the firm, 
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, is the total value of all of the firm’s securities (equity, debt, and other financing).  There are three ways to compute 
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.  

(1)
Sum of Individual Classes of Securities: 
[image: image12.wmf]0

V

 equals the sum of the individual values of the equity, debt, and other financing.  This is done in TBV equation (8).  

(2)
Total Cash Flow Approach: 
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 equals the present value of the firm’s expected future Total Cash Flow, TCF, where the discount rate is the firm’s appropriate pre-tax weighted-average cost of capital (
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).  This is done in TBV equation (9).  Under assumptions [1] and [2] on page 19 of TBV, we can use TBV equation (10) to define 
[image: image15.wmf]tax

pre

WACC

r

-

.  Assumptions [1] and [2] are fairly restrictive, although for many firms equation (10) is adequately accurate estimate of 
[image: image16.wmf]tax

pre

WACC

r

-

 

(3)
Free Cash Flow Approach: 
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 equals the present value of the firm’s expected future Free Cash Flow, FCF, where the discount rate is the firm’s appropriate after-tax weighted-average cost of capital, 
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.  This is done in TBV equation (11).  Under assumptions [1] and [2] on page 19 of TBV, and assuming that all debt interest paid is completely and immediately tax-deductible, we can use TBV equation (12) to define 
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.  As noted in (2) above, assumptions [1] and [2] are fairly restrictive; however, for many companies, equation (12) is sufficiently accurate estimate of 
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Comparing the TCF and FCF Methods for Computing Firm Value 
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:  If the correct 
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 is used in TCF equation (9), and the correct 
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 is used in equation (11), then the TCF method ((9)) and the FCF method ((11)) produce the identical 
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.  The two equations are just two ways of getting the right answer.

What if one (or both) of assumptions [1] and [2] is violated?  Then equation (10) is not the precisely correct 
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 in (9), and equation (12) is not the precisely correct 
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 in (11).  In this case, using the right-hand side of (10) as the discount rate in (9), or using the right-hand side of (12) as the discount rate in (11), will produce the only an approximation of firm value 
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 (although it may be a good estimate); and equations (9) and (11) will generally produce somewhat different dollar approximations of 
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 (the difference between (9) and (11) will be due to the arithmetic involved in the two equations).  

Continuing Value and Firm Value: Imagine that we are valuing a company (that is, estimating 
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) and we feel that we can develop a good detailed forecast of the firm’s balance sheets, income statements, and statement of cash flows for the next 10 years.  But, for years beyond 10 years into the future, the forecast becomes sufficiently hazy that a detailed financial statement forecast is impractical.  So, what we might do is forecast the cash flow over the next 10 years using our detailed analysis and compute the present value those flows.  For cash flows after 10 years into the future, we use a simplified assumption for forecasting those cash flows (e.g., a constant growth rate after year 10), and then compute the expected year 10 present value of the cash flows that will occur after year 10; this year 10 present value is what we expect the company will be worth in 10 years (it is called the year 10 continuing value).  We then discount the estimated year 10 continuing value back to now (time 0) and add it to the present value of the first 10 years’ cash flows.  This sum is the estimated value of the firm (
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).  

To compute firm value 
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 under the continuing value approach, we use equation (14) and (15) under the TCF approach and we use equations (16) and (17) under the FCF approach.   
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