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Introduction to Valuation

Introduction to the Module

This module introduces concepts and tools for valuing companies in a
consistent manner. You should find it useful as a starting point and guide
for analysing the performance of companies and industries of your interest,
and for interpreting and assessing valuations.

The module should be useful for practitioners working in various market
environments — from developed countries to emerging markets, from
services to manufacturing industries, and from the viewpoints of managers
to the desks of stock analysts.

The field of valuation has evolved over time, along with the changing nature
of markets, firms and corporations. While much of the development in this
area is encouraged by the need to measure company performance and
profitability for the purpose of equity price valuation, valuation is also
useful for understanding business conditions and the drivers behind them,
for evaluating your own and competing companies, for peers in the indus-
try, and even for suppliers and customers along the production chain.

While the module is meant to apply to various business settings, certain
assumptions underline the material:

e that the markets perform well, close to perfect competition and
complete information

e that the business decisions that result in corporate performance are
made in the best interests of stakeholders

e that the processes of valuation are done with the correct information
and for all possible scenarios.

The main part of this module takes a deterministic approach to valuing
companies, in which the valuation assumes away most of the errors, ran-
domness, and mismeasurement in the company’s financial information.
While the module introduces several sensitivity and scenario analyses, you
are reminded, where applicable, of the shortcomings of the basic models and
the key limitations of the approaches taken. This module focuses on the
baseline analysis so that you have an understanding of the tools and con-
cepts necessary for pursuing further more advanced materials.

When you work through the module materials, there are various exercises
based upon the key text, the module readings and the unit content. These
are designed to consolidate your knowledge and skills. We recommend that
you do the exercises, most of which take half an hour or less, before you
look at the answers that are provided in the unit text.

At certain points we will ask you to reflect on various aspects of the valua-
tion process in relation to companies with which you are familiar. It will be
valuable for you and your fellow students to share these reflections on the
VLE. Short notes setting out the issue and the approach will enrich your
experience of the module.
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Please feel free to raise queries with your tutor and with your fellow stu-
dents, if there are things that are not clear to you. Do this as soon as you find
a problem, because waiting will hold you up as you work through the module.
We hope that you will find the module instructive, useful and challenging.

The Module Authors

Yothin Jinjarak was a Reader in Banking and Finance in the Department of
Financial and Management Studies at SOAS. He has published in Journal of
Banking and Finance, the Journal of International Money and Finance, the Journal
of Financial Stability, and other finance and economics journals. In addition to
his position at SOAS, he has held consultancies with the World Bank, the
United Nations, ASEAN Secretariat and the Asian Development Bank.

Pasquale Scaramozzino is a Professor of Economics at the Centre for Finan-
cial and Management Studies, SOAS, University of London. Professor
Scaramozzino has taught at the University of Bristol, at University College
London and at Universita di Roma “Tor Vergata’. His research articles in
finance and in economics have been published in several academic journals,
including Applied Economics, Economica, The Economic Journal, Empirical
Economics, Journal of Comparative Economics, Journal of Development Economics,
Journal of Environmental Economics and Management, Journal of Industrial
Economics, Journal of Population Economics, The Manchester School, Metroeco-
nomica, Oxford Bulletin of Economics and Statistics, Oxford Economic Papers,
Oxford Review of Economic Policy and Structural Change and Economic Dynam-
ics. He has also published extensively in medical statistics. Professor
Scaramozzino has contributed to several CeFiMS modules, including Math-
ematics and Statistics for Economists, Portfolio Analysis and Derivatives,
Quantitative Methods for Financial Management, Managerial Economics, and Risk
Management: Principles and Applications.

Jonathan Simms is a tutor for CeFiMS, and has taught at University of
Manchester, University of Durham and University of London. Dr Simms has
contributed to development of various CeFiMS modules including Econo-
metric Principles & Data Analysis, Econometric Analysis & Applications,
Financial Econometrics, Risk Management: Principles & Applications, Public
Financial Management: Reporting and Audit, Banking Strategy, Introduction to
Law and to Finance, and Advanced Topics in Valuation.

Study Resources

This study guide is your main learning resource for the module as it directs
your study through eight study units. Each unit has recommended reading
either from the key text or from supplementary module readings.

Centre for Financial and Management Studies



Introduction to Valuation

ﬂ-_.-..-J' Key text

Tim Koller, Marc Goedhart and David Wessels (2015) Valuation. Measuring
and Managing the Value of Companies. 6th Edition, Hoboken NJ: John Wiley
& Sons.

Module readings

The module readings consist of academic journals and financial papers. You
will be advised in the study guide when to read these and what to focus on
when reading from them.

Module Overview

Unit 1 Foundations of Value Creation

1.1 Introduction

1.2 Why Study ‘Value'?

1.3 Growth and Return on Invested Capital (ROIC)

1.4 The Maths of Value Creation

1.5 The Conservation of Value

1.6 Risk and Value Creation

1.7  Expectations and Why Shareholder Expectations Become a Treadmill
1.8 Decomposing Total Returns to Shareholders

1.9 Conclusion

Unit 2 Sources of Value Creation

2.1 Introduction

2.2 Drivers of Return on Invested Capital
2.3 Competitive Advantage

2.4 The Sustainability of ROIC

2.5 Drivers of Revenue Growth

2.6 Growth and Value Creation

2.7 The Difficulty of Sustaining Growth
2.8 Conclusion

Unit 3 Framework and Organisation of Valuation

3.1 Introduction

3.2 Enterprise Discounted Cash Flow Model
3.3 Economic Profit Valuation Model

3.4 Adjusted Present Value Model

3.5 Reorganising the Accounting Statements
3.6 Conclusion

Unit4 Performance Analysis

4.1 Introduction

4.2 Analysing ROIC

4.3  Analysing Growth

4.4  Credit Health and Capital Structure
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4.5 Mechanics of Forecasting

4.6 Additional Issues regarding Forecasting

4.7 Continuing Value: DCF Valuation

4.8 Continuing Value: Economic-Profit Valuation
4.9 Common Pitfalls and Limitations of Forecasting
4.10 Conclusion

Unit 5 Cost of Capital and Value per Share

5.1 Introduction

5.2 Weighted Average Cost of Capital

5.3 Estimating the Cost of Equity

5.4 Estimating the After-Tax Cost of Debt

5.5 Using Target Weights to Determine the Cost of Capital
5.6 Valuing Non-Operating Assets

5.7 Valuing Debt and Debt Equivalents

5.8 Valuing Hybrid Securities

5.9 Conclusion

Unit 6 Reporting Results

6.1 Introduction

6.2 Verifying Results

6.3 Sensitivity Analysis
6.4 Creating Scenarios
6.5 Valuation by Parts
6.6 Using the Multiples
6.7 Using the Peer Group
6.8 Alternative Multiples
6.9 Conclusion

Unit 7 Market Value

7.1 Introduction

7.2 The Role of Economic Fundamentals

7.3 Market Valuation Levels — Return on Invested Capital and Growth
7.4 Expectations and Returns to Shareholders

7.5 Do Earnings Matter more than Cash Flows?

7.6 Technical Trading Factors and Stock Market Values

7.7 Conclusions

Unit 8 Agents and Efficient Markets

8.1 Introduction

8.2 Company Mispricing

8.3 Market Mispricing

8.4 The Role of Investors

8.5 Further Challenges of Behavioural Finance

8.6 Market Efficiency — Managerial Implications

8.7 Conclusions

8.8 Module Summary — ‘What you have and have not studied’
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Unit 1 introduces the foundations of value creation. You will learn how a
long-run perspective supports value creation for companies and the econo-
my. You will also study how the return on invested capital and growth rate
affect a company’s cash flow, and how the expectations treadmill affects
managers’ ability to deliver total returns to shareholders.

Unit 2 examines two drivers of value creation — the returns on invested
capital, and growth. In this unit you will study a detailed analysis of
returns on invested capital. The unit considers how the return on invested
capital is driven by corporate strategy and competition among firms in a
similar industry. You will also examine the importance of growth and
what determines the sustainability of growth across firms and industries.

Unit 3 introduces the core valuation techniques. You will examine a step-by-
step procedure for valuing a company. The unit discusses three valuation
techniques: enterprise discounted cash flow, discounted economic profit,
and adjusted present value method, and when to use them. The unit also
includes a consideration of how to reorganise the financial statements for an
analysis of economic performance.

In Unit 4 you will study how to analyse historical performance and identify
sources of value. You will learn the steps involved in analysing the return on
invested capital, revenue growth and financial health. The unit then focuses
on the mechanics of forecasting over an explicit forecast period, and estimat-
ing and interpreting continuing value.

Unit 5 discusses how to define the weighted average cost of capital (WACC)
so that it correctly measures the opportunity cost of investment. We describe
the components of WACC and discuss how to estimate the cost of equity,
cost of debt, and target capital structure. You will then learn how to estimate
enterprise value, equity value, and value per share, based on core operating
value and an understanding of capital structure.

Unit 6 illustrates ways of checking the robustness of the valuation methods.
It explains how to use key uncertainties that affect the company’s future to
construct a range of alternative forecasts using scenario analysis. The unit
also describes multiple analysis, where critical firm ratios — for example, the
ratio of enterprise value to next year’s projected EBITA (earnings before
interest, taxes and amortisation) are compared to those of similar firms to
identify differences in forecast performance.

Unit 7 discusses to what extent stock market valuations are related to
fundamental values both in the long run and in the short term. It also
explains how stock market valuation is related to measures of real value
creation, such as ROIC and growth, rather than to such indicators of cash
flows as earnings per share.

Unit 8 critically examines the view that stock markets are informationally
efficient. It analyses the empirical evidence on deviations of stock market
valuations from intrinsic values and considers alternative forms of market
mispricing, which could result in bubbles and bursts. It discusses the main
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principles of behavioural finance and its managerial implications for
investors.

Learning Outcomes

When you have completed your study of this module, you will be able to:

discuss the importance of value to the performance of companies and
economies, and differentiate between activities that create value and
those that do not

explain how to calculate the Return On Invested Capital (ROIC), why
a high ROIC can be sustained by a competitive advantage, and the role
of pricing advantages and cost advantages in value creation

provide a proper assessment and organisation of financial statements
analyse ROIC and revenue growth and assess the financial health of a
company with respect to its ability to take on short-term and long-term
projects

construct forecasts for an explicit forecast period, and estimate
continuing value

denote the properties of WACC, how to estimate it, and alternative
ways to calculate its components, and its limitations

provide a verification of valuation results and sensitivity analysis
which helps confirm the value drivers of a company under a broad set
of conditions

identify the economic fundamentals of value — the return on invested
capital and expected revenue growth

explain what is meant by behavioural finance, distinguish between
informed investors and noise traders and discuss the main managerial
implications of market efficiency.
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