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‘Introduction to valuation
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Value is all pervading
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m What is Value in Finance
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_ What rates to use for compounding or
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Value In Finance
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Value in Finance
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E Value in Finance

If you can estimate the cash flows and determine the rate
| for discounting you can value anything on this earth.
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Valuation Analysis

In Finance there should be no room for snob value. It must be

driven by estimates of cash flow and their discounting.
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Business Prospects

S ect‘:"

Industry Company
Growth Market Share
Threats Abllity to grow
Technology Brand
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Business Prospects-Paint Industry

Expected to grow at 1.5 to 2 times the growth rate of
GDP around 9% to 12%

Market is divided into decorative paints and Industrial

Margins better in decorative but competition from

unorganised sector
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Business Prospects-Paint Industry

Decorative Paint Is around 79% of total market for

paints.

Barriers to entry include Brand, distribution network,
production locations, working capital efficiency
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Business Prospects-Kansal Nerolac
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Business Prospects-Kansal Nerolac
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Historic Analysis

Asset Income
Analysis Analysis

Liability
Analysis

ity IS never an accident. It is always a result of intelligent effort

.rlco.biz Where learning is always fun



Asset Analysis

Attempt to Flush out:
Assets shown but are not really
assets.

Really assets but expensed out due
to Accounting rules

Impairment —Adequacy

Loss Provisions — Adequacy
Undisclosed gains (MTM Galins)
Asset Revaluation-Rationale
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Asset Analysis

Lease vs. Buy

Investment in Human Training
R and D expenditure

. Good will

Brand value

Deferred Tax

SR
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Liability Analysis

Attempt to Flush out:

Liabilities shown but are not really
Liabilities.

Really liabilities but kept outside the

books. [Enron]

Loss Provisions —Adequacy
Provisions due to Litigations —
Adequacy
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Liability Analysis

. Environment Liabllity

. Product warranty liability

. Guarantees and composite

service liability

4. Pensions or other employee
benefit obligations

5. Litigation (recent Vodafone
case)

6. Hybrid Securities

W N
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Revenue Analysis

Attempt to Flush out:

Non revenue treated as revenue.
Real Revenue is not taken into
account

Source of Income —Business or
others
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Revenue Analysis

1. Payments received in
Advance

2. Product/Service provided over
multiple years

3. Right to use product or
service but seller reserves
residual rights

4. Credit worthiness of customer
IS questionable

5. Refunds for dissatisfied
customers.
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Expenditure Analysis

Analytical Issues include:

Assets consumed over various
periods

Resources are consumed but the
timing and payment of future

amounts IS uncertain
Decline In value of un-used
resources.
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Expenditure Analysis

1. Depreciation

2. Goodwill Amortisation

3. R and D expense

4. Advertisement

5. Refunds for dissatisfied
customers.
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Ratio Analysis and Projections

Ratio Analysis-Thought process
and Interpretation are more
important not mechanical
application of numbers
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Making Projections

Projections are also like that.
You may end up calling it totally

wrong. You may end up getting
it all wrong because market
change
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Projections

My approach is simple and straight forward.

/_/

Projected Ratios Resulting Ratios

w
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Two Lessons
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J] Projections

/

/
/
Step 1 _

v i
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Projections

With the Computed ratios and the expectations on the
business of Kansai Nerolac, we project growth, cash

flows and financial statements.
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E Sensitivity Analysis, Expected Value

. +
Sensitivity .

Probability
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DCF APPROACH TO
VALUATION
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A Point to Note

Valuation for a nominal stake in the company,
Significant stake, an acquisition, a joint venture etc all

may be different and the efforts put in to determine
value may also be different.
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DCF Basics

Cash flow projections/estimations

Determining Discount Rates

Limitation on Models used
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E What to discount

Discounted Cash Flow

Cash flow should be

appropriate

Most appropriate when cash flows

Discounting must be for are positive

appropriate cash flows
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A word of Caution

Valuation is as good as cash flow
estimates

Take holistic view while
projecting

You can lose We have already covered
opportunities this
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Choosing Discount Rate

" Cost of
Equity

Cash r ] | Cost of
Coee || G
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Cost Of Equity

COE =R+ B * (M, —R)

Computing Beta for

Kansai

http://www.nseindia.com/products/content/equities/equities

/eq_security.htm
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http://www.nseindia.com/products/content/equities/equities/eq_security.htm
http://www.nseindia.com/products/content/equities/equities/eq_security.htm

Cost Of Equity

NSE 500 Historical Data from
http://www.nseindia.com/products/content/equities/in
dices/historical index data.htm

Interest Rate Historical Data from
http://www.nseindia.com/products/content/debt/wdm/
ove sec index.htm

| Computing Cost of Equity
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I Cost of Equity
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Impact and Adjustment for Leverage

Higher leverage results in higher risk.

Hence must be reflected in higher
beta

Adjust the beta for leverage impact
BL=BUL*(1+((1-t))*(D/E))

Levered Beta is much Vary beta for varying leverage

easier to understand
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Cost of Debt

|s always the
marginal cost of

borrowing (net of tax)

Yal get that Point
clearly,
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E ' Cost of Preference Shares

 Cost of preference share will
be observed yield-
Pref.Div/IM.Price of Pref.
Share

« For non quoted preference
shares, comparative value
will be used.
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B Well the idea cannot
change. You know it well
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' Estimation of Cash Flow

Depreci
ation

 %
B W,Car
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E | Asset Life and Time Horizon

Hence the need for Terminal

Terminal Value is important
Value

In valuation
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E ‘Time Horizon and Cash Flows

Wrong determination
could be disastrous.
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E Time Horizon and Cash Flows

When you project a steady growth rate from the terminal
year, It is logical to presume that Company will maintain a
constant asset turnover and profit margin. (Sales/Assets)
(Nopat/Saes)
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Time Horizon and Cash Flows

We can then say that the change in assets A Ais constant. If
you denote this by b then b=A A/NOPAT.

Then FCF, = NOPATt — A A = NOPATt — b * NOPAT
= NOPAT*(1-b)

But NOPAT t=NOPAT,_,+ROC *b*NOPATt-1
=NOPAT,_,*(1+ROC*b)

NOPAT, —NOPATt—-1
Growth rate g = . =

NOPAT,
_Nopat , , (1+ROC*b)~NOPAT , |
NOPATt-1
Norat t—1+(1+ROC+b—1
== < ) = p*Roc
NOPATT-1
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Time Horizon and Cash Flows

Growth rate g =b * ROC
=Going back to FCFt we have
FCFt = NOPATt « (1 —b)
= NOPATt*(1-g/ROC) given that
g=b*ROC
Given a growth estimate g from the terminal year you can
then back work the return on capital required which is

FCFt
ROC=g/(1 - NOPATt)
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m Alternate View

The same concept can be understood alternatively.
Change in the asset is nothing but the amount ploughed
back. Thus if profit is 100 and dividend is 20, then 80is
ploughed back and assets must also change by 80. Hence
change in asset is nothing but 1-payout ratio.

Growth is nothing but growth in ROE. Consider a case
where the Equity is 500 and the profit is 100. The company
pays dividend of 20. ROE is 20% 100/500. The equity for
the next year will be 500+80=580. At 20% return the PAT
must be 116. ROE growth is 116/100-1=16%.

Growth Rate = .80*.20=16% G=B*ROE
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Alternate View

Now if you have the growth at 16% and retention ratio of
80% the ROE that is possible is nothing but 16%/80%.
=20%

When you factor a terminal growth rate of certain
percentage say 5% and you have a retention ratio policy
then you can back work what must be the sustainable ROE
that can make the estimate work. That ROE must be
sustainable. If not you must rework your numbers
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E 'Estimating Growth Rates

Standard approach is to project fro
past adjusted for external
! circumstances

| Trend could be linear or compounding

Honest growth rates

reaction -similar
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~Pitfalls to guard against

/( _
External environment might be
undergoing a change

|
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Theory to Practice

Moving from Theory to practice we complete the exercise
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Limitations of Cash Flow Model

Firms in Trouble

Negative cash flow Cyclical Firms

Either use smoothed

out cash flows or
predict the cycle and
consequential cash
flows

Firms with
unused or under
utilised assets
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Limiations of Cash Flow Model

Irms under |
Acquisition- Firms under

Synergy and restructuring
anagement

Complex changes in
cash flows cannot be
culled from reported

figures.

Private Firms
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m What is Value

What is a good value? That depends
a lot on whose money is at stake
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Recap

Cash Flow, Cash Flow, Cash Flow

Predictions and projections can
go wrong
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Over confidence Is dangerous No Consolation for bad
projection
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Recap

You need deeper insights
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Some Good Books On Valuation

Damodaran Trioligy-Damodaran on Valuation
The Dark Side of Valuation
Investment Valuation

Investment Banking : Valuation, Leveraged Buyouts, and
Mergers and Acquisition-Josua Rosenbaum and others
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E ‘Thank You

What is a good value can change
| from moment to moment

|
|
|
|
|

Hope you enjoyed the session. All the very best for your future
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