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B

Accounting standards
IAS 38, intangible assets, 185
IFRS 10, control and business
interests, 211
revenue recognition, 96
role of IFRS, 40
Adjusted beta, 92
Altman Z Score Plus, 107
Amazon.com, 35, 128
American Society of Appraisers
(ASA), 21
Apple Inc., 27, 79
Arbitrage pricing model (APM), 97
Assets
current, 42
non-current, 42
reclassified assets, 42
relationship with liabilities, 42
Assumed transaction
assumed date of transaction, 6
assumed parties of transaction, 6–7
definition, 6

Bankruptcy
financial statement analysis, 71–76
Bases of value, 7
liquidation value, 8
market value, 7
Beta
adjusted beta, 93
arbitrage pricing model (APM), 97
definition, 90
levered beta, 93–96
multibusiness company
beta, 96–97
unlevered beta, 96
weakness of beta, 97–98
Bond rating
government bonds, 86
interest rate, 86
risk of default, 86
Book value
cost-based method, 176
price-to book value, 167
Business assets, 44–45
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Business interest
control premium (CP), 211
discount for lack of control
(DLOC), 211
Business life cycle, 51
C

Capital asset pricing model (CAPM)
adjusted CAPM, 103–104
beta, 89
formula, 85
return on equity (ROE) and
CAPM, 52
risk-free rate, 86
risk premium, 98
Capital expenditures
amortization, 48, 145
in manufacturing companies, 65
Cash flow
cash flow statement, 49
free cash flow to equity, 81
free cash flow to firm, 81
See also Discounted cash flow;
Expected cash flows; Terminal value
Cash flow statement, 49
Cash ratio, 59
Company specific premium (CSP), 104
Comparable firm
comparable firm beta, 93
financial statement analysis, 41
selection of a peer group, 130
See also Comparable companies
method; Comparable transaction
method
Comparable companies method
application tool, 137–139
selection of peer group, 137–139
Comparable transaction method
application tool, 137–139
relief-from-royalty method, 190–194
selection of peer group, 137–139
Competitive advantage

growth rate, 113
of intangible assets, 51, 184
relationship with value, 27
Context analysis
external elements analysis, 27–29
internal elements analysis, 25–27
Control
control method, 10, 17
control over a resource, 186
control premium, 211
Controlling interest
type of transaction, 136
valuation report, 14
See also Control premium
Control premium (CP), 211
Cost-based method
definition, 175
at a glance, 9–10
replacement cost, 177–178
reproduction cost, 177–178
Cost of capital
asset side and equity side, 80
relationship with ROE, 52
relationship with value creation, 33
weighted average cost of capital
(WACC), 108
Cost of debt
formula, 105
remuneration of lenders, 53
return on debt (ROD), 107
weighted average cost of capital
(WACC), 108
Cost of equity
beta, 90
capital asset pricing model
(CAPM), 85
risk-free rate, 86
risk premium, 98
Cost of goods sold, 63
Cost of sales, 63
Country risk premium, see Equity risk
premium
Current assets, 42
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Current liabilities, 42
Current ratio, 59
Current value, 176, 177
D

Debt, 2, 17, 30, 33, 34, 45–47, 49, 50,
52–54, 56, 59–61, 65–73, 75, 76,
81, 85, 90, 92, 95, 105, 107–109,
115, 116, 118, 119, 129, 136,
164, 169, 170, 176, 178
See also Cost of debt; Debt-to equity
ratio; Financial structure
Debt-to-capital ratio, 68
Debt-to-equity ratio
formula, 69
levered and unlevered beta, 94
Debt-to-sales ratio, 69–70
Default
equity risk premium (ERP), 98
financial analysis of distressed
firms, 71
risk of default, 108
spread, 105
Disclosure
quality of, 40
valuation report, 18
Discounted cash flow (DCF)
asset side (levered) valuation, 81
discount rate, 85
equity side (unlevered) valuation, 81
expected cash flow, 77
present value, 82
risk, 84
terminal value, 110
Discount for lack of control (DLOC), 211
Discount rate
capital asset pricing model
(CAPM), 102
cost of debt, 104
cost of equity, 85
definition, 85
weighted average cost of capital
(WACC), 108
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Distressed firms
financial statement analysis, 71
profitability, 73–74
Dividend discount model (DDM)
formula, 120
payout ratio, 52, 71
relationship between P/E and
DDM, 163
retention ratio, 121
Dividends
dividend policies, 70–71
expected dividends, 101
payout ratio, 52
E

Earnings before interest,
taxes (EBIT)
calculation, 48
margin, 54–57
multiples, 145
terminal value, 115
Earnings before interest, taxes,
depreciation and amortization
(EBITDA)
calculation, 48
margin, 56
multiples, 143
Economic obsolescence, 178
Economic value added (EVA), 34
Effective tax rate, 108
Enterprise value
asset side and equity side
approach, 129
formula, 124
Enterprise value to EBIT (EV/EBIT)
comparison between EV/EBITDA
and EV/EBIT, 148–162
definition, 145
Enterprise value to EBITDA (EV/
EBITDA)
comparison between EV/EBITDA
and EV/EBIT, 148–162
definition, 143
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Enterprise value to free cash flow (EV/
FCF), 147
Enterprise value to Sales (EV/Sales),
142–143
Equitable value, see Bases of value
Equity
cost of equity, 85
debt-to equity ratio, 69
financial structure, 33
return on equity (ROE), 51–52
Equity risk premium (ERP)
definition, 98
historical averages method, 100
implied method, 101
modified historical averages
method, 100
Equity-to-capital ratio, 68
Excess earnings method (EEM)
contributory assets charge, 200
formula, 198
multi-period excess earnings method
(MPEEM), 198
tax amortization benefit, 198
Expected cash flows
factor influencing expected cash
flows, 78
risk, 84
Expected growth, see Growth rate

Financial structure
debt-to equity ratio, 69
financial sources and value
creation, 33
financial structure and investments,
65–66
financial structure and
profitability, 50
financial structure and risk, 66
Firms
comparable firms, 132
distressed firms, 71
life-cycle, 51
private firms, 107, 216
Free cash flow to equity (FCFE)
asset side and equity side
valuation, 80
capital asset pricing model
(CAPM), 85
cash flow statement, 49
Free cash flow to firm (FCFF)
asset side and equity side valuation,
80–82
cash flow statement, 49
weighted average cost of capital
(WACC), 108
Functional obsolescence, 178
G

F

Facebook, 3
Financial statement analysis
analysis of past results, 30–31, 79
how to set up the analysis, 39–41
ratio analysis, 50–71
reclassified balance sheet, 42–47
reclassified income statement, 47–48
Financial strategy
debt-to-capital ratio, 68
debt-to-equity ratio, 69
debt-to-sales ratio, 69
in distressed firms, 75–76
equity-to-capital ratio, 68
at a glance, 65

Goodwill, 187
Greenfield method,
201–202
Gross margin, 47
Growth rate
PEG ratio, 165
terminal value, 113
H

Historical results
analysis of past results, 30
relevance, 17
Holding discount, see Investment
company discount
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Income-base method
definition of, 77
discounted cash flow, 81
at a glance, 10
Income statement
ratio analysis–profitability, 50
reclassified income statement, 47
Inflation
expected cash flows, 83
Information
documentation and choice of
valuation method, 32
segment information, 40
source of information, 16
Intangible assets
accounting standards
(IAS 38), 185
categories of, 186–187
cost approach, 202–205
definition, 186
income approach, 190–202
increasing role in business
strategies, 183
market approach, 202
purpose of valuation, 188
as a source of competitive
advantage, 36
Integrated valuation approach (IVA)
choosing parameters in the market-
based method, 144
definition, 23–24
financial statement analysis as a base
of, 39
identifying the most appropriate
value in DCF, 117
non-financial information, 40
Interest coverage, 70
Interest rate
equity risk premium (ERP), 99
financial structure, 51
return on debt (ROD), 107
spread, 105
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International reporting financial
standards (IFRS)
application of, 40
control definition, 211
difference with valuation standards, 18
discounted cash flow (DCF), 36
price-to book value (P/BV), 169
revenue recognition, 143
International Valuation Standard
Council (IVSC)
code of ethical principles for
professional valuers, 12–13
compliance with valuation
standards, 19
at a glance, 20
Inventory turnover
calculation, 63
cost of goods sold, 63
cost of sales, 63
Investment
investments and financial structure,
65–66
investment value/worth (see Bases
of value)
return on investments (ROI), 53
Investment company discount, 217
K

Key person discount, 217
L

Liabilities
current liabilities, 42
non-current liabilities, 43
reclassified liabilities, 42–43
relationship with assets, 42
Life cycle
business life cycle, 44
end of life cycle, 8
of intangibles, 194
Liquidation value, see Bases of value
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Liquidity
in distressed firms, 74–75
liquidity management, 57
operating working capital turnover, 61
short-term liquidity ratios, 59–61

calculation, 45
Net operating profit after taxes
(NOPAT), 34
Net present value, See Present value
Non-current assets, 42
Non-current liabilities, 43

M

Market-based method
definition, 123
at a glance, 10
See also Multinational firms;
Multiples method
Market rent, see Bases of value
Market value, see Market-based
method; Multiples
Minority discount, see Discount for
lack of control
Multinational firms
comparables, 29
multiple method, 126
Multiples
application of multiple to the target
company, 170–174
asset side multiples, 129
choice of multiple, 139
comparable companies method,
130–134
comparable transaction method,
135–137
correlation with performance
measure, 140
enterprise value and equity vale, 7
equity side multiples, 129
selection of peer groups, 130–139
N

Net debt
asset side and equity side in DCF
method, 81
asset side and equity side in multiple
method, 129

O

Operating expenses, 47
Operating income, see Earnings before
interest, taxes (EBIT); Earnings
before interest, taxes, depreciation
and amortization (EBITDA)
Operating risk
beta, 93
industry operating risk, 131
relationship with profitability, 50
Operating working capital turnover, see
Working capital
P

Patents, see Intangible assets
Payout ratio
dividend discount model, 122
payout ratio and retention
ratio, 52
price-to book value (P/BV),
167–169
price-to earnings (P/E), 163–165
PEG ratio, 165–167
Physical obsolescence, 178
Plant and equipment valuation, 179–181
Premium profit method (“with and
without” method), 194–198
Present value
excess earnings method, 198
formula, 83
Greenfield method, 201–202
premium profit method, 194–198
relief-from-royalty method, 190–194
time horizon, 82–83
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Price
multiples method, 123
price and market value, 7
price and value, 4
price range, 127
stock price, 134
Price-to book value (P/BV)
definition, 167–169
P/BV and dividend discount model
(DDM), 167
Price-to earnings (P/E)
definition, 163–165
P/E and dividend discount model
(DDM), 163
Price-to free cash flow to equity
(P/FCFE)
definition, 169–170
Private firms
Altman Z Score Plus, 107
control premium and discount for
lack of control, 216
discount for lack of marketability,
215–216
rating, 105
Private-held companies, see Private firms
Professional skepticism
analysis of information, 16
expected cash flows, 79
valuation approach, 31
Profitability
in distressed firms, 73
at a glance, 50
profitability and financial structure, 50
profitability and risk, 50
Profit margin, see Earnings before
interest, taxes (EBIT); Earnings
before interest, taxes, depreciation
and amortization (EBITDA)
Purpose of valuation, 32
Q

Quick ratio, 59
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R

R&D
investments in, 26, 30
time horizon, 51
Ratio analysis
dividend policies, 70
financial strategy, 65–71
at a glance, 50
liquidity management, 57–64
profitability, 50
Real estate
debt-to equity ratio, 69
valuation standards, 19
volatility, 78
Reclassified Balance sheet, 42
Reclassified income statement, 47
Regression
multiples, 140
raw beta, 92
Relief-from-royalty method
formula, 190
market royalty rates, 191
split of profits, 192
Replacement cost
cost-based method, 177–178
intangible assets, 202
Reproduction cost
cost-based method, 177–178
intangible assets, 202
Required return on equity
(RROE), 101
Restrictive agreement discount, 217
Retention ratio
calculation, 52–53
dividend discount model
(DDM), 122
price-to book value (P/BV), 167–169
price-to earnings (P/E), 163–165
Return on assets (ROA)
calculation, 53
differences among ROI, ROA and
ROE, 54
spread between ROI and WACC, 53
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Return on debt (ROD), 107
Return on equity (ROE)
calculation, 51
differences among ROI, ROA and
ROE, 54
ROE and CAPM, 52
sustainable growth rate, 70
Return on investment (ROI)
calculation, 53
differences among ROI, ROA and
ROE, 54
spread between ROI and WACC,
33, 53
Revenues
debt-to sales ratio, 69
in distressed firms, 72
growth, 31
revenue recognition, 143
revenues and inflows, 58
Risk
beta, 90
capital asset pricing model
(CAPM), 102
cost of equity, 85
discount rate, 85
discounted cash flow (DCF)
method, 84
equity risk premium (ERP), 98–102
return on quity (ROE), 52
risk and return, 51
risk appetite, 65
risk of default, 105
systematic and non-systematic risk, 204
Risk-free rate
cost of equity, 86–90
geographical relevance, 89–90
time horizon cost of equity, 86–89
Risk premium, see Equity risk premium
S

Sector
characteristics of the industry, 78
comparable companies method, 131
cross-sectional comparison, 41

industry trend, 28
sector beta, 93
Shareholder
dividend discount model (DDM),
120–122
dividend policies, 70
dividends, see Dividends, payout ratio
profitability, 50–51
return on equity (ROE), 51
Shareholder’s business interest, see
Business interest
Small stock premium (SSP), 104
Standard deviation, 137–139
Standard error, 137
Start-up firms
organizational structure, 26
PEG ratio, 165–170
return on equity (ROE), 90
volatile performance, 134
Statutory tax rate, 108
Stock
premium, see Small stock premium
price, 134
risk, 85
value, 101
Subsidiary, 11
Sustainable growth rate, 70
Synergistic value, see Bases of value
T

Tax rate
beta, 94
comparable companies method, 134
Terminal value
cash flow vs. EBIT, 114–115
discount rate, 112
formula, 111
growth rate, 113
market value, 117
role of terminal value in DCF, 115
salvage value, 118
Time series, 41, 112, 148
Total debt coverage, 70
Trade payables turnover, 62
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Trade receivables turnover, 62
Turnover ratio
calculation, 57
turnover of individual assets, 57
Type of transaction, 136
Types of valuation, 14
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Value of a share, 209
Value of the workforce, 205–207
Value per share, 121
Valuer
difference between a valuer and an
auditor, 30
identification of, 14–15
requirements, 12

V

Valuation
objective and subjective component
of, 8–9
standardized valuation, 36–37
Valuation report, 14
Valuation standards, 20
Value
actual value and potential value,
35–36
bases of value, 7–8
choosing the valuation approach,
31–32
creation of, 33–35
definition, 4–5
difference between price and value, 4
Value of a computer software, 207–208

W

Weighted average cost of capital
(WACC)
capital asset pricing model
(CAPM), 85
cost of debt, 105–108
formula, 109
spread between ROI and WACC, 33
Whole Food Market, Inc., 128
“With and without” method, see
Premium profit method
Working capital
in distressed firms, 75
operating working capital turnover,
61–64

