

Session 10 Summary and Commentary

Corporate Valuation

“Modern Man is the victim of the very instruments he values most. Every gain in power, every mastery of natural forces, every scientific addition to knowledge, has proved potentially dangerous, because it has not been accompanied by equal gains in self-understanding and self-discipline.”

Lewis Mumford

“Reason and emotion are not antagonists. What seems like a struggle is a struggle between two opposing ideas or values, one of which, automatic and unconscious, manifests itself in the form of a feeling.”

Nathaniel Brandon
Chapter 15 is one of the most interesting and relevant chapters of the text because, in it, BE attempt
 a synthesis of the material from earlier chapters.  As they rightly claim, 

“The corporate valuation model is the culmination of the material covered thus far, because it pulls together financial statements, cash flows, financial projections, time value of money, risk, and the cost of capital.” (p. 507).

It is convenient to divide assets into two parts in the corporation valuation model—operating and non-operating.
 So, at the risk of oversimplifying matters, the value of a corporation is the value of its operations plus the value of its non-operating assets: 

Value of Corporation = Value of Operations + Value of Non-Operating Assets
The value of operations is simply the present value of the expected free cash flows. In employing this methodology, it may be necessary to divide a firm’s growth profile into non-constant and constant growth periods. The free cash flows in the non-constant growth period are discounted individually using the WACC. Then you estimate the terminal, horizon or continuing value
 of the firm at the start of the constant growth period, using the Gordon model.  This procedure is illustrated clearly in figure 15-1 on page 513.
   In order to estimate the value of common equity, one needs to subtract from the total value determined above all the claims on the assets of the firm, including debt and preferred stock. 

BE identify four fundamental wealth drivers associated with value-based management:

· g = The growth in sales (or revenues)

· OP = Operating profitability = NOPAT / Sales

· CR = Capital requirements = Operating capital / Sales

·  WACC = Weighted average cost of capital

Do these factors have a simple relationship to the value of a firm? Well, mostly. Let’s see if the following table can summarize BE’s impact analysis:

	Higher Wealth Driver
	Impact on Firm Value


	Growth in sales
	· Positive, if firm is profitable; Negative if capital requirement is higher

	Operating profitability
	· Unambiguously positive

	Capital requirements
	· Unambiguously negative

	WACC
	· Unambiguously negative


With the exception of the impact of growth, the relationships are pretty obvious. In order to make complete sense of BE’s analysis of the impact of growth on wealth, we need to become familiar with yet another metric, the expected return on invested capital, or EROIC.

EROICN
=
NOPATN+1 / CapitalN
As BE show in equation 15-4, the value of operations can be expressed with the Gordon growth model and EROIC thus:

Value of operationsN = CapitalN + CapitalN (EROICN – WACC) / (WACC – g)

Growth is good if and only if the expected return on invested capital is greater than the WACC. If EROIC < WACC, growth is harmful to the wealth of stockholders. This is the familiar marginal revenue (MR) = marginal cost (MC) condition in economics.
 You carry on an economic activity as long as MR is equal to or greater than MC. At equilibrium, MR = MC.

BE conclude chapter 15 with some good commentary on corporate governance. Note the favorable tax treatment of cash dividends paid on ESOP stock.

~end~

� And, in my opinion, largely succeed. Your valuation of their efforts may differ.


� Perhaps we could have cut to the chase and saved a lot of time by studying this chapter only. Good try. That would have made for a very short but confusing course.


� You could also divide them into good and evil, but this is not a course in religion, thank God.


� I believe I warned you earlier than Finance is not yet a science. Three names for the same thing! Someone is just spoiling for a fight.


� Yes, of the BE text. Did you think I was referring to the King James Version?


� For those of you who are mathematically inclined, this is the first derivative of firm value with respect to the driver.


� My copy of Word had some very interesting problems with this acronym. Enough said.


� Economics can be annoyingly useful. Wouldn’t it be nice if we could just dismiss all that theory and move on to “practical” matters?
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