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Preface

A ROADMAP FOR THIS BOOK

The value of a business is essentially related to three main factors: its current
operations, its future prospects, and its embedded risk. The advent of global-
ization, new technologies, and the consequences of the recent financial crisis
completely reshaped these elements, thus making more elusive the definition
of company “value” and of the metrics to measure it.

Firstly, firms do business in a context becoming progressively faster,
more diverse, and more interconnected so that also valuing their current
operations is a task less straightforward than in the past. Secondly, forecast-
ing future macro and business related dynamics is getting less standardized
in a business environment characterized by inherent difficulty in predicting
changes—both on the upside and on the downside—and by constant inno-
vation for companies that are more and more exposed to hyper-competitive
industry dynamics. Thirdly, new types of risks and competition, so far
unknown (think for example of climate change risks), are shaping both the
operational and the financial side of enterprises, redefining the importance
of managing uncertainty as a key element to achieve success.

In this context, the book is organized in three parts. In the first part of
the book (Chapters 1 to 4), the main focus is on the relationship between
value and business/economic uncertainty. In an environment characterized
by an increased complexity where the concept of value itself is challenged,
we provide a definition of corporate value based on a holistic approach, thus
encompassing both the accounting and the financial perspective (Chapter 1).

Moving to relationship between uncertainty and value, we focus on the
business modeling tools available to forecast corporate results and determine
company value. Depending on the level of uncertainty, on the information
available, and the time and effort investable in the analysis, it is possible to
pick one out of three possible approaches. We start from a standard situation
when uncertainty is limited and there is a clearly dominant, likely scenario
(Chapter 2).

When there is a significant amount of uncertainty and there is one or
more scenario(s) that are alternative to the most likely one and that could
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have extreme—either positive or negative—consequences for company’s
value, the scenario-based approach is to be preferred (Chapter 3).

Stochastic simulation (Chapter 4) is to be used when detailed data
is available (or assumed) regarding the probability distributions of key
variables affecting future cash flows. This approach, as discussed, is
mathematically complex but it can be handled by software packages easily
available.

Having tackled the uncertainty modeling aspects, the second part of
the book is focused on the main valuation approaches that can be used in
practice, The chapters from 5 to 13 present therefore the main principles of
corporate valuation starting from the reorganization of the financial state-
ment data and business plan figures (Chapter 5). The relationship between
financial leverage and corporate value is then presented (Chapter 6),
followed by the discussion of how corporate growth and, financial leverage
are interrelated (Chapter 7).

Chapter 8 presents the main techniques and tools to estimate the cost of
capital. From Chapter 9 to Chapter 11, the discounted cash flow analysis is
presented in depth highlighting the various approaches that can be used in
practice.

Moving to relative valuation, Chapters 12 and 13 present respectively
the theory and practice of multiple-based valuation for companies.

The third and final section of the book comprises Chapter 14 and 15,
which introduce the main elements of valuations in the market for corporate
control and models to structure corporate valuations in the framework of
M&A transactions.

Chapter 16 features a topic, the valuation of right issues, seldom men-
tioned by corporate finance handbooks but which is becoming crucial in
many financial markets.

Chapter 17 closes by introducing a topic that is receiving increasing
attention by investors and policymakers, namely the incorporation of envi-
ronmental risks in corporate valuation.

The key message of the book is that standard business planning and
valuation, which assume high visibility of firms’ future performances, tend
to prove more and more inadequate. In the context of high market volatility
and recurring disruptive economic events associated with the post-financial
crisis business world, companies’ operations face systematically new points
of discontinuity and increased risks. As a consequence, traditional standard
valuation techniques may provide insufficient information in an economic
environment characterized by high uncertainty. This book treats risk not as
one of the input variables used in the valuation process but as the main driver
to be considered when approaching the estimation of corporate value.
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Introduction

1.1 WHAT WE SHOULD KNOW T0 VALUE A COMPANY

This book is based on the idea that mastering valuation techniques is pos-
sible only after having gained a sound theoretical knowledge. But theory is
not enough. In order to evaluate an enterprise or an acquisition, an analyst
should have enough first-hand experience: such experience usually does not
depend on the quantity of the previous valuations carried-out but on the
quality of the work done.

A distinguishing feature of the valuation process is that to produce con-
vincing valuations, analysts should master various areas of expertise, and
three in particular:

1. Industrial economics and business strategy with reference to the analysis
of the industry and competitive context devoted to understanding the
validity of the company’s business model, its past results, and its future
plans

2. Theory and technigues of finance with regard to the basic principles of
net present value, to the underlying links between leverage and value,
to models that explain stock prices on financial markets, and finally to
the techniques which correctly depict the business plan in terms of cash
flow

3. Economic theory, in particular with regard to the relationship between
uncertainty and value' in all those cases in which the simplifications
assumed in the standard models presented in the finance textbooks do
not permit the development of convincing valuations

Despite the fact that theoretical contributions in all three disciplines are
widely known, valuation is more than a collage of knowledge and technique.

'One of the limitations of such models is the assumption of normal distributions of
results, In such a case, the highest probable expected output is the average output.
Quite often, though, prospective results are mutually exclusive, thus making expected
“average” results unlikely. The very idea of average thus loses its significance.



2 CORPORATE VALUATION

In a valuation, critical drivers are so bound together that the real distinguish-
ing element is the “glue” that holds them together. This glue consists of the
ability to balance the different choices made in each phase of which the eval-
uation process is composed, of correctly weighing the empirical evidence,
and of the ability to perform coherent estimates within the final objectives
of the valuation work.

1.2 VALUATION METHODS: AN OVERVIEW

Finance textbooks offer several different options to perform the valuation of
a firm or of an acquisition. Furthermore, financial institutions and consult-
ing firms typically work out tailor-made models expanding the spectrum of
available techniques. In the end, in assessing value of firms belonging to par-
ticular industries, several empirical techniques have gained quite a standing
among practitioners.

Given the number of methodologies made available by theorists and
practitioners, we find it useful, before getting into the core of this book, to
explore a classification of the most widely used methodologies (Exhibit 1.1).

Approaches Methodologies

e

1) Income approach .
-~ Income -

Stock Market Multiples
3) Market approact )
3 I approach < Comparable

Transactions

T J < =

Exhibit 1.1 An overview of the main valuation
methodologies/approaches

' 2) Economic profit
| approach
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Exhibit 1.1 shows that the methodologies available (excluding simplistic
empirical approaches) can be grouped into four fundamental approaches,
each a function of the relevant link between corporate value and relevant
value driver. A methodology is then a choice of the relevant driver, chosen
out of the above-mentioned four approaches in order to assess value:

1. Income approach

2. Economic profit approach
3. Market approach

4. Net asset approach

The first approach expresses the value of a company or an investment
as a function of the expected returns it generates. The so-called financial
method (or, better, discounted cash flow, or DCF) falls into this approach
and is the methodology most consistent with those found in standard finance
textbooks.

The second approach is based on the idea that the value of a company is
determined by two components: net asset value and earnings that exceed the
“normal” return of the assets (economic profit is then the difference—when
positive—between realized returns and “normal” industry returns).

The third approach is empirical: valuations are performed through a
comparison with comparable assets traded on the market.

Finally, the fourth approach determines value from the estimation of the
assets (tangible and intangible) that, net of the liabilities, constitute the net
invested capital of the firm.

1.2.1 Common Practices in the Accounting
and Financial Communities

Often, professionals separate methodologies into two main approaches to
valuation: the first is the standard practice adopted by the financial commu-
nity; the second one is the most widely used by accounting professionals.

The common practice in the financial community can be traced back
to the methodologies adopted by investment and merchant banks—in
particular:

= The DCF method based on the discounting of future cash flows derived
from the company’s business plan or assumed by the analyst

= Stock market multiples or multiples derived from comparable transac-
tions

In other professional fields, the other methods set forth in Exhibit 1.1
seem to be preferred, partly because of cultural affinities and partly because
of the specific goal of the valuation.



4 CORPORATE VALUATION

Indeed, some methods (particularly those based on excess earnings):

® better fit into some economic and accounting environment;

s follow, therefore, a logic more understandable to the actors for whose
benefit the valuation is performed; and

= allow one to effectively and convincingly deal with special valuation
problems, such as third-party interests or tax benefit valuations.

1.2.2 Approach of This Book

Despite the widespread use of alternative methodologies, most of this book
will be devoted to the DCF analysis.

The reason for this choice is that DCF valuation processes allow a clear
focus on the fundamental principles underlying valuation conditions that
need to be met, and also when the professional believes a different method-
ology to better fit the final valuation objective.

In this chapter, we introduce, following a logical order that teaching
experience has shown to be effective, the basic principles and themes that
form the pillars of the DCF valuation approach:

® The net present value (NPV) principle

® How to deal with uncertainty

= The relationship between uncertainty and value

® The need for preventing, when possible, subjective judgments in value

determination

1.3 THE TIME VALUE OF MONEY

Irving Fisher is considered the founding father of modern finance theory,
not only for his market equilibrium model, which explains investment and
consumption decisions, but also because of his almost-obsessive insistence
on the need to determine any asset value exclusively as a function of its
expected discounted cash flows.

Thanks to Fisher, since the early 1920s the main building block of val-
uation has been identified as follows: any asset value (financial or real) is a
function of the cash flows it can generate and of the time distributions of the
cash flows.”

Through Fisher’s contribution, the concept of time value of money
became solidified, thus building the rationale for the universally agreed
need for a present value approach to valuation.

*Irving Fisher, The Rate of Interest (New York: Macmillan 1907) and The Theory
of Interest (New York: Macmillan 1930).
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flows

Time

(14

(143)7

Exhibit 1.2 Investment cash flow profile and mechanics of discounting

So, without uncertainty, or, as it is often said, in a deterministic frame-
work, an investment, firm, or more generally any asset value can be obtained
by the following:

® Calculate the asset relevant cash flows and their time distributions.
= Discount any cash flows at a rate expressing the time value of money.

Typically, this rate is the return rate of investments whose issuers are
virtually free of any insolvency risk, such as government bonds (so-called
risk-free rate). Exhibit 1.2 shows the concept.

1.4 UNCERTAINTY IN COMPANY VALUATIONS

In order to set forth in an organized fashion the crucial problem of every eval-
uation, it is necessary to understand the reasoning that guides the process of
valuation in a context in which the results of an investment, or of a business,
cannot be certainly determined in advance, but can only be estimated.

In order to introduce the problem of uncertainty with the pragmatic
approach more suitable to the needs of a business or financial analyst, it is
useful to start from some basic concepts:

® The performance of industries is characterized by different degrees of
predictability and, therefore, uncertainty. For example, trend in demand



