EDIT]

rgfzﬁ
e —

THE - #1 BESTSELLING s&UI'DE TO

CORPORATE VALUATION

Measuring and Managing the

Value of Companies

KINSEY & COMPA



Copyright © 1990, 1994, 2000, 2005, 2010 by McKinsey & Company. All rights reserved.

Published by John Wiley & Sons, Inc., Hoboken, New Jersey.
Published simultaneously in Canada.

No part of this publication may be reproduced, stored in a retrieval system, or transmitted in any
form or by any means, electronic, mechanical, photocopying, recording, scanning, or otherwise,
except as permitted under Section 107 or 108 of the 1976 United States Copyright Act, without either
the prior written permission of the Publisher, or authorization through payment of the appropriate
per-copy fee to the Copyright Clearance Center, Inc., 222 Rosewood Drive, Danvers, MA 01923,
(978) 750-8400, fax (978) 646-8600, or on the Web at www.copyright.com. Requests to the Publisher
for permission should be addressed to the Permissions Department, John Wiley & Sons, Inc., 111
River Street, Hoboken, NJ 07030, (201) 748-6011, fax (201) 748-6008, or online at

http:/ /www.wiley.com/go/permissions.

Limit of Liability / Disclaimer of Warranty: While the publisher and author have used their best
efforts in preparing this book, they make no representations or warranties with respect to the
accuracy or completeness of the contents of this book and specifically disclaim any implied
warranties of merchantability or fitness for a particular purpose. No warranty may be created or
extended by sales representatives or written sales materials. The advice and strategies contained
herein may not be suitable for your situation. You should consult with a professional where
appropriate. Neither the publisher nor author shall be liable for any loss of profit or any other
commercial damages, including but not limited to special, incidental, consequential, or other
damages.

For general information on our other products and services or for technical support, please contact
our Customer Care Department within the United States at (800) 762-2974, outside the United States
at (317) 572-3993 or fax (317) 572-4002.

Wiley also publishes its books in a variety of electronic formats. Some content that appears in print
may not be available in electronic books. For more information about Wiley products, visit our web
site at www.wiley.com.

Cloth edition: ISBN 978-0-470-42465-0

Cloth edition with DCF Model Download: ISBN 978-0-470-42469-8
University edition: ISBN 978-0-470-42470-4

Workbook: ISBN 978-0-470-42464-3

DCF Model CD-ROM: ISBN 978-0-470-42457-5

DCF Model Download: ISBN 978-0-470-89455-2

Instructor’s Manual: ISBN 978-0-470-42472-8

Printed in the United States of America
10 9 8 7 6 5 4 3 21



About the Authors

The authors are all current or former consultants of McKinsey & Company’s
corporate finance practice. Collectively they have more than 50 years of expe-
rience in consulting and financial education.

McKinsey & Company is a management-consulting firm that helps lead-
ing corporations and organizations make distinctive, lasting, and substan-
tial improvements in their performance. Over the past seven decades, the
firm’s primary objective has remained constant: to serve as an organization’s
most trusted external advisor on critical issues facing senior management.
With consultants deployed from over 80 offices in more than 40 countries,
McKinsey advises companies on strategic, operational, organizational, finan-
cial, and technological issues. The firm has extensive experience in all major
industry sectors and primary functional areas, as well as in-depth expertise in
high-priority areas for today’s business leaders.

Tim Koller is a partner in McKinsey’s New York office. He leads the firm’s
Corporate Performance Center and is a member of the leadership group of the
firm’s global corporate finance practice. In his 25 years in consulting Tim has
served clients globally on corporate strategy and capital markets, mergers and
acquisitions (Mé&A) transactions, and value-based management. He leads the
firm’s research activities in valuation and capital markets. He was formerly
with Stern Stewart & Company and with Mobil Corporation. He received his
MBA from the University of Chicago.

Marc Goedhart is a senior expert in McKinsey’s Amsterdam office and leads the
firm’s Corporate Performance Center in Europe. Over the past 15 years, Marc
has served clients across Europe on portfolio restructuring, capital markets,



x ABOUT THE AUTHORS

and M&A transactions. He taught finance as an assistant professor at Erasmus
University in Rotterdam, where he also earned a PhD in finance.

David Wessels is an adjunct professor of finance at the Wharton School of
the University of Pennsylvania. Named by BusinessWeek as one of America’s
top business school instructors, he teaches courses on corporate valuation and
private equity at the MBA and executive MBA levels. David is also a director in
Wharton’s executive education group, serving on the executive development
faculties of several Fortune 500 companies. A former consultant with McKinsey,
he received his PhD from the University of California at Los Angeles.



Preface

The first edition of this book appeared in 1990, and we are encouraged that it
continues to attract readers around the world. We believe the book appeals to
readers everywhere because the approach itadvocates is grounded in universal
economic principles. While we continue to improve, update, and expand the
text as our experience grows and as business and finance continue to evolve,
those universal principles do not change.

The 20 years since that first edition have been a remarkable period in busi-
ness history, and managers and investors continue to face opportunities and
challenges emerging from it. The events of the economic crisis that began in
2007, as well as the Internet boom and its fallout almost a decade earlier, have
strengthened our conviction that the core principles of value creation are gen-
eral economic rules that continue to apply in all market circumstances. Thus,
the extraordinarily high anticipated profits represented by stock prices during
the Internet bubble never materialized, because there was no “new economy.”
Similarly, the extraordinarily high profits seen in the financial sector for the
two years preceding the start of the 2007 financial crisis were overstated,
as subsequent losses demonstrated. The laws of competition should have
alerted investors that those extraordinary profits couldn’t last and might not
be real.

Over the past 20 years, we have also seen confirmed that for some compa-
nies, some of the time, the stock market may not be a reliable indicator of value.
Knowing that value signals from the stock market may occasionally be unreli-
able makes us even more certain that managers need at all times to understand
the underlying, intrinsic value of their company and how it can create more
value. In our view, clear thinking about valuation and skill in using valuation
to guide business decisions are prerequisites for company success.

xi
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WHY THIS BOOK

Not all CEOs, business managers, and financial managers dounderstand value
in great depth, although they need to understand it fully if they are to do
their jobs well and fulfill their responsibilities. This book offers them the nec-
essary understanding, its practical intent reflecting its origin as a handbook for
McKinsey consultants. We publish it for the benefit of current and future man-
agers who want their companies to create value, and also for their investors.
It aims to demystify the field of valuation and to clarify the linkages between
strategy and finance. So while it draws on leading-edge academic thinking, it
is primarily a how-to book and one we hope that you will use again and again.
This is no coffee-table tome: If we have done our job well, it will soon be full
of underlinings, margin notations, and highlightings.

The book’s messages are simple: Companies thrive when they create real
economic value for their shareholders. Companies create value by investing
capital at rates of return that exceed their cost of capital. And these two truths
apply across time and geography. The book explains why these core principles
of value creation are true and how companies can increase value by applying
the principles to decisions, and demonstrates practical ways to implement the
principles in their decision-making.

The technical chapters of the book aim to explain step-by-step how to do
valuation well. We spell out valuation frameworks that we use in our con-
sulting work, and we illustrate them with detailed case studies that highlight
the practical judgments involved in developing and using valuations. Just as
important, the management chapters discuss how to use valuation to make
good decisions about courses of action for a company. Specifically, they will
help business managers understand how to:

* Decide among alternative business strategies by estimating the value of
each strategic choice.

* Develop a corporate portfolio strategy, based on understanding which
business units a corporate parent is best positioned to own, and which
might perform better under someone else’s ownership.

* Assess major transactions, including acquisitions, divestitures, and re-
structurings.

* Improve a company’s performance management systems to align an
organization’s various parts to create value.

¢ Communicate effectively with investors, including both who to talk and
listen to and how.

* Design an effective capital structure to support the corporation’s strategy
and minimize the risk of financial distress.
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STRUCTURE OF THE BOOK

In this fifth edition, we continue to expand the practical application of finance
to real business problems, reflecting the economic events of the past decade,
new developments in academic finance, and the authors” own experiences. The
edition is organized in six parts, each with a distinct focus.

Part One, Foundations of Value, provides an overview of value creation.
We make the case that managers should focus on long-term value creation
despite the capital market turmoil of the past several years. We explain the
two core principles of value creation: first, the idea that return on capital and
growth drive cash flow, which in turn drives value, and second, the conserva-
tion of value principle, that anything that doesn’t increase cash flow doesn’t
create value (unless it reduces risk). We devote a chapter each to return on
invested capital and to growth, including strategic principles and empirical
insights.

Part Two, Core Valuation Techniques, is a self-contained handbook for
using discounted cash flow (DCF) to value a company. A reader will learn
how to analyze historical performance, forecast free cash flows, estimate the
appropriate opportunity cost of capital, identify sources of value, and inter-
pret results. We also show how to use multiples of comparable companies to
supplement DCF valuations.

Part Three, Intrinsic Value and the Stock Market, presents the empirical
evidence that share prices reflect the core principles of value creation and are
not influenced by earnings management, accounting results, or institutional
trading factors such as cross-listings. It also describes the rare circumstances
under which share prices for individual companies or, very occasionally, the
market in general may temporarily violate the core principles. The final chapter
explains what makes stock markets efficient, which type of investors ultimately
determine the trading range of a company’s share price, and the implications
of their influence for managers.

Part Four, Managing for Value, applies the value creation principles to
practical decisions that managers face. It explains how to design a portfolio of
businesses; how to create value through mergers, acquisitions, and divestitures;
how to construct an appropriate capital structure; and how companies can
improve their communications with the financial markets.

Part Five, Advanced Valuation Issues, explains how to analyze and in-
corporate in your valuation such complex issues as taxes, pensions, reserves,
inflation, and foreign currency. Part Five also includes a comprehensive case
valuing Heineken N.V., the Dutch brewer, illustrating how to apply both the
core and advanced valuation techniques.

Part Six, Special Situations, is devoted to valuation in more complex con-
texts. We explore the challenges of valuing high-growth companies, companies
in emerging markets, cyclical companies, and banks. In addition, we show how
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uncertainty and flexibility affect value, and how to apply option pricing theory
and decision trees in valuations.

WHAT’S NEW ABOUT THE FIFTH EDITION

Most of the case examples and empirical analyses have been updated, and
we have reflected changes in accounting rules. We have enhanced the global
perspective in the book with extensive examples and data from both the United
States and Europe.

To make the book easier to navigate, we have broken up long chapters
from the previous edition into several shorter chapters, so that each is a more
manageable size and the reader can find important topics faster. In addition, we
have created a new part on advanced valuation issues, removing these topics
from the section dedicated to core techniques. This makes the core techniques
section shorter and easier to read and also allows us more space to devote to
advanced topics.

An important addition to the book is the expanded discussion of return
on invested capital (ROIC) and growth in two new chapters in Part One. The
new ROIC chapter shows the linkages between different levels of ROIC and
different business strategies, to help executives assess whether their strategies
can lead to high and sustained returns on capital. In the new growth chapter,
we show the different effects on value of different types of growth, to help
companies prioritize growth initiatives.

Finally, Part Three is an entirely new section that deals with the stock
market. As in past editions, we show that stock market values generally reflect
companies’ fundamental economic performance: markets are not fooled by
accounting gimmicks used to embellish results. For the fifth edition, however,
we have expanded our discussion of those market inefficiencies that do occur
from time to time. We also present new insights on how to segment investors
into different types, how the different types of investors affect the market, and
the implications of this segmentation for executives.

VALUATION SPREADSHEET

An Excel spreadsheet valuation model accompanies this book and can be
downloaded following the instructions on the card adhered to the back cover
of this book. This valuation model is similar to the model we use in prac-
tice. Practitioners will find the model easy to use in a variety of situations:
mergers and acquisitions, valuing business units for restructuring or value-
based management, or testing the implications of major strategic decisions
on the value of your company. We accept no responsibility for any deci-
sions based on your inputs to the model. If you would like to purchase the
model on CD-ROM (ISBN 978-0-470-42457-5), please call (800) 225-5945, or
visit www.wileyvaluation.com to purchase the model via Web download (ISBN
978-0-470-89455-2).
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