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QuesƟons

• What is equity ? It was explained on course 1
• Why ones should need to valuate it ? It 

appears on BS. There is a price for listed 
compagnies stocks.

• The idea is that valuaƟon isn’t a science : 
different methods will provide different 
results.

• What is a fair rate of return on equity ? What 
is your opinion.
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Risk and return relaƟonship



More quesƟons

• How do you mesurate risk ?
• What is the unit of risk ?
• Does a small company should have an higher 

return on equity than a big one ?
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Source : https://www.landaas.com/landaas-university/the-efficient-frontier-balancing-risk-and-return/

Historical return of US markets
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30 years of S&P 500



Equity ValuaƟon

We will see various methods : DCF, 
Comparables : companies & transacƟons and 
asset-based.  
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Discounted cash flows
DCF is the net present value (NPV) of cash flows projected by the company. DCF is 
based on the principle that the value of a business or asset is intrinsically based on its 
capability to generate cash flows.

    Hence, DCF relies more on the fundamental expectaƟons of the business than on 
public market factors or historical model. It is more theoreƟcal approach which relies 
on various assumpƟons.

    A DCF analysis helps in yielding the overall value of a business (i.e. enterprise value), 
including both debt and equity.

    While calculaƟng this, the present value (PV) of expected future cash flows is 
calculated. The disadvantage of this technique is an esƟmaƟon of future cash flow & 
terminal value along with appropriate risk-adjusted discount rate.

    All these inputs are subject to substanƟal subjecƟve judgment. Any small change in 
input changes the equity valuaƟon significantly. If the value is higher than cost then 
the investment opportunity needs to be considered.

Alexis NASS, CFA - 2019/2020 51



Alexis NASS, CFA - 2019/2020 52

DCF : example 1
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DCF : example 2



Cost of capital
The DCF methods raise the quesƟon of which actualisaƟon rate / discount rate/ 
required rate of return is appropriate.

This rate should cover the level of risk.
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Comparable Company Analysis 
ValuaƟon Method

    This equity valuaƟon method involves comparing the operaƟng metrics and 
valuaƟon models of public companies with that of target companies.

    Using equity valuaƟon mulƟple is the quickest way of valuing a company. Apart from 
that, it is useful in comparing companies that doing a comparable company analysis. 
The focus is to capture firm’s operaƟng & financial characterisƟcs such as future 
expected growth in a single number. This number is then mulƟplied by a financial 
metric to yield enterprise value.

    This equity valuaƟon method is used for a target business that has an idenƟfiable 
stream of earnings or revenue which can be maintained by the business. For 
businesses that are sƟll at development stage then projected revenue or earnings are 
used as the basis of valuaƟon models.
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Comparable TransacƟon ValuaƟon 
Model

Value of company using this equity valuaƟon method is esƟmated by analyzing price 
that was paid for similar companies in similar circumstances. This kind of valuaƟon 
method helps in understanding the mulƟples and premiums paid in a specific industry 
and how private market valuaƟons were assessed by other parƟes.

This equity valuaƟon method requires familiarity with industry & other assets. When 
choosing companies for this type of analysis, one needs to keep in mind that there are 
similariƟes between factors such as financial characterisƟcs, same industry, and size of 
the transacƟon, type of transacƟon and characterisƟcs of the buyer.
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Comparables example



Asset-Based ValuaƟon Model
The asset-based valuaƟon method takes into account the value of the assets and 
liabiliƟes of a business. Under this approach, the value of a business is equal to the 
difference between the value of all its relevant assets and the value of all its relevant 
liabiliƟes.

This may appear at the simplest method and most intuiƟve for people non familiar 
with finance but is rarely used.

Put it simply : book value of equity reflect past, not present market value
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Why an accounƟng value isn't a 
transacƟon value

Who cares about the past ?

The different between market value and book value is computed via a raƟo called 
price to book raƟo and can be very significant.

PracƟcal work : compute B/P raƟo for L’Oréal
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Cost of capital

Capital can be either equity or debt.

For debt the cost of debt is merely the interest rate paid by the company on its debt. 
However, since interest expense is tax-deducƟble, the debt is calculated on an aŌer-tax 
basis as follows:
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Cost of capital
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The cost of equity is more complicated since the rate of return demanded by equity
investors is not as clearly defined as it is by lenders. The cost of equity is approximated by
the capital asset pricing model as follows:



Beta
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Beta (β or beta coefficient) of an investment is a measure of the risk arising 
from exposure to general market movements as opposed to idiosyncratic 
factors.

The market portfolio of all investable assets has a beta of exactly 1.



WACC

The firm’s overall cost of capital is based on the weighted average of these costs. For 
example, consider an enterprise with a capital structure consisƟng of 70% equity and 
30% debt; its cost of equity is 10% and aŌer-tax cost of debt is 7%.

Therefore, its WACC would be:

(0.7×10%)+(0.3×7%)=9.1%(0.7 \Ɵmes 10\%) + (0.3 \Ɵmes 7\%) = 9.1\%(0.7×10%)
+(0.3×7%)=9.1%
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