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Lecture - 13
Equity Valuation Models (Contd.)

Hi, there. So, in continuation of the discussion that we are having in terms of the Valuation of
Equity, so, this session will focus on the Equity Valuation Model. Particularly, we are going
to talk about a discounted cash flow approach or DCF approach of valuing the equity asset or

equity share.

(Refer Slide Time: 00:52)

CONCEPTS COVERED

+ Valuation of stocks through dividend discount model (cont.)

+ Valuation models based on DCF approach
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So, we have already discussed about the valuation of stock through dividend discount model.

We have seen that dividend discount model can be applied to find the present value of all the



future dividends where the company keeps on paying dividend at a constant rate for in future.
And if it is a multiple period scenario, then the present value can be calculated using dividend
discount model where we have the present value or P naught is equal to dividend divided by

cost of equity or discounting rate.

And, if it is growing at a certain growth rate then we can also use a Gordon’s growth model or
the method through which we can implement the growth in dividend where dividend keeps on
growing at a constant rate and find the present value in terms in terms of P naught. We will

also touch upon the discounted cash flow approach or DCF approach of valuation model.
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Essentially, we will see first how growth can be measured particularly when it comes to
finding the present value of dividends that keeps on growing at a constant growth rate and

then we will use these concepts in discounted cash flow approach.
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Equity Valuation Process
Valuation Principles: Dividends and Growth in Earnings

* Dividend payout (Div;) is calculated as “Earnings per share (EPS) X Dividend payout rate)
* Here, EPS = Earnings for the year + No. of shares outstanding £ps = 20

The firm can increase the dividends in three ways: /. 0

* It canincrease its earnings (net income); Div- 9“1“‘ b
* Itcanincrease its dividend payout rate; : *5

* It can decrease its number of shares outstanding. = “;\‘T

Earnings growth rate can be determined as following:
* Earnings Growth Rate (g) = Retention Rate x Return on New Investments

* Here, Retention Rate is the fraction of current earnings that the firm retains
within the business (for future investments, usages, etc.).
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So, to approach or to the valuation principles or to explain the valuation principle we know
that the value of a share of a company can be derived by applying the basic present value
concept where we assume that a company will keep on paying dividends year after year to the
shareholders. And for shareholder the present value or the intrinsic value of such a financial
application or financial asset should be the present value of all future dividends that the

investor is expecting.

Now, in real world hardly any company keeps on paying constant dividend. So, we believe
that company might pay varying dividend and to simplify the matter, the payment of dividend
will have a growth rate G which implies that the dividend will keep on growing at a constant

growth rate G.



So, to highlight these this issue let us first start with understanding the dividends and growth
in earnings. So, as we know from our understanding of accounting concepts, a dividend
payout is calculated as the earnings per share also known as EPS into dividend payout rate.
Which means if a company pays 50 percent of it is earning as dividends then dividend payout
rate will be 50 percent and whatever earnings per share is available for shareholders can be

multiplied with dividend payout rate to find the dividend.

So, if a company has 10 rupees earnings per share and it has 50 percent of dividend payout
rate, then 10 rupees multiplied with 50 percent will be dividend. It is very intuitive. It says
that for every share I have certain earnings and I decide to as a company I decide to pay only
half of the earnings per share as dividend to the shareholder and remaining is left in the

business as retained earnings.

So, the idea here is if company has EPS of let us say 10 rupees, the board decides that 50
percent will be given as a dividend payout or payout percentage and remaining 50 percent
will be retained. So, we can also call it in a common parlance plowback which means 50
percent of the earnings per share is given back to the shareholders and remaining 50 percent is

plowed back in the business for further growth, further investment and so on.

So, when we have to find dividend all we have to do is EPS multiplied with 50 percent of
dividend payout. So, the dividend will be 5 rupees and remaining part of the profit will go
back to the business as retained earnings for further investment that is plowback. Now, in a
similar fashion we can do the back calculation for EPS. So, for calculating EPS we know that
it is the total earnings for the year available for shareholders divided by number of shares

outstanding and that is how we calculate earnings per share.

Now, when it comes to paying dividend companies can increase the dividends in three ways.
There are multiple ways to increase dividends. It can increase its earning which means the
company can focus more on generating higher revenue and or reducing all cost, so that the net

income or earnings can be increased. Once the earnings increase then earnings for the year



available for shareholders will increase assuming that the number of shares outstanding will

remain constant earnings per share will increase.
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Equity Valuation Process

Valuation Principles: Dividends and Growth in Earnings

* Dividend payout (Div;) is calculated as “Earnings per share (EPS) X Dividend payout rate)
* Here, EPS = Earnings for the year + No, of shares outstanding
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The firm can increase the dividends in three ways:

* Itcanincrease its earnings (net income);

* Itcanincrease its dividend payout rate;

* It can decrease its number of shares outstanding.

Earnings growth rate can be determined as following: 2% 8

* Earnings Growth Rate (g) = Retention Rate x Return on New Investments

* Here, Retention Rate is the fraction of current earnings that the firm retains
within the business (for future investments, usages, etc.).
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Second approach is the company can increase the dividend payout rate which means if the
company has EPS of 10 rupees, earlier if the company was paying 50 percent as payout now,
it can pay 75 percent as the payout and 25 percent alone as plowback. In this way the
available amount for dividend is increased and now, the company can pay 7 rupee 50 paisa as

dividend. So, earlier it was paying 5 rupees, now it can pay 7 rupee 50 paisa.

The drawback of this approach is two fold — one is the company will have less amount of
money as retained earnings compared to previous scenario where it had 5 rupees of earnings
per share as plowback. Now, it will have only 2 rupee 50 paisa of earnings per share as

plowback.



So, company might require a larger amount of fund in future and it might not have sufficient
earning retained earnings coming through plowback and it may have to find external sources
of funds for investing in newer branches, newer businesses, newer products and so on. So,

this will have some repercussions in terms of financial cost or obligations for future.

And, second is if the company keeps on paying higher dividend or if it increases the payout
then it might give a signal in the market that the company might not have sufficient attractive
projects for future and that is why a major chunk of earnings per share is given back to the

shareholders.

Imagine if I have very exciting projects in future which I can take up and develop new
products maybe I can acquire higher market share, I can attract more consumers, but instead
of doing all these I will give earnings per share more to my shareholders and retain lesser
amount with the business itself. Which means, I do not see any profitable any interesting
projects for the business in future and that is why I am parting away with the funds that I

might have.

So, this is the second approach of increasing dividend and third approach is of course, if we
can reduce the number of shares out outstanding, then we can have higher dividends available
for shareholders. So, but this approach again is tricky because to reduce the number of shares
outstanding a company has to buy back its own share and maybe investors might not be

willing to sell back to the company.

So, company has to buy back at a premium price which means the company has to pay higher
price to every share holder who is selling the shares back to the company in order to reduce
the number of shares outstanding which will eventually benefit the remaining shareholders

who still hold the share after the number of shares is reduced.

So, the company can take up any of the three approaches depending on the scenario,

depending on the industry trends, depending on the financial condition of the company,



depending on the future prospects of the company, the firm or the company can adopt one or

the other approach for increasing the dividends for the shareholders.

In a related note, earnings growth can be determined by using the following approach where
we have retention rate which is nothing, but the plowback rate. And if you have plowback
rate you can multiply plowback rate or retention rate with return on new investment and that

will tell you the growth rate.
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Valuation Principles: Dividends and Growth in Earnings

* Dividend payout (Div;) is calculated as “Earnings per share (EPS) X Dividend payout rate)

* Here, EPS = Earnings for the year + No, of shares outstandin,
Eqs 210

_—

The firm can increase the dividends in three ways:

* Itcanincrease its earnings (net income); Yol 6o-

* Itcanincrease its dividend payout rate; P,qod‘ fho e

* Itcan decrease its number of shares outstanding. 3 %04 - % 1o}
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Earnings growth rate can be determined as following: b= 4 @ 1o/, 8

* Earnings Growth Rate (g) = Retention Rate x Return on New Investments
* Here, Retention Rate is the fraction of current earnings that the firm retains
within the business (for future investments, usages, etc.).
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So, assume that in just, this previous example, we have this EPS to be 10 rupees and out of
which let us say 40 percent is paid as dividend which means dividend will be 4 rupees. So far
so good, but remaining 60 percent is plowback which means this is the retention rate,

company wishes to retain larger part of earnings for future investment.



Now, here company has to highlight or company has to project that it is retaining larger part
of earnings with itself so that it can invest in new ventures, new projects, new products,
maybe new plant, bring new machinery. And, once those new things are taken up, new
projects, new product development or R and D or machinery are taken up then return on new

investment will be something, right.

So, assume that return on new investment if the if the company wishes to invest more money
in new project and that project has return on new investment at the rate of let us say 10
percent, then growth rate in this case will be retention rate multiplied with return on new

investment and that will be the new growth rate for the business.

Here basically what we intend to showcase is retention rate is the fraction of current earnings
that the firm retain within the business as I was talking about in terms of plowback. And this
is done in order to invest, save more money or in order to keep more money with the business

for future investment uses, so that dependence on external funds can be reduced.

As we understand the firm can have multiple sources of funds for operating or for running the
business. Typically a firm can start with looking into its own retained earnings if the firm has
been doing business for quite some time or alternatively the firm can have short term loan as

one of the sources of funds. If that is not sufficient then firm can go for long term loan.

And, subsequently a firm requires larger amount of money then firm can go for equity
through IPO or FPO or any other mode through which the firm can raise equity. So, equity as
a source of fund and that is how typically businesses raise funds. So, first and cheapest and
least risky source of fund is the retained earnings which company has been retaining basically

the part of profit as plowback or retention rate indicates.

The company has been keeping part of its current earning for future uses and that is what the

company might use to indicate expected growth rate in earnings.
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Now, here let us take a look at the example which will incorporate all these formula or all
these approaches together. Let us take a look at this example here which says that a company
decides to reduce it is dividend payout rate to 75 percent. So, the payout rate the company is
trying to implement is 75 percent and this is done in order to retain some part of money which

is 25 percent.

So, plowback rate is plowback rate is 25 percent which means for every 100 rupees 25 rupees
is retained in the business for new investment or expansion plan and this new investment will
generate a rate of return of 8 percent. So, return on new investment will be 8 percent and
retention rate is 25 percent. The EPS for the year is given to be rupees 6, this is the EPS that
the company is having currently and the cost of equity capital is 10 percent. So, r E or the

discounting rate is 10 percent.



If these are the information given, then what should be the current price of the share for this
particular case? So, if we try to start with calculating this dividend first, so, dividend for this
company will be EPS multiplied with payout rate. So, dividend will be calculated to be
dividend is 6 rupees and payout rate is 75 percent. So, basically 4 rupees 50 paisa is the

dividend. This is the dividend that company is intending to pay.

Then we have earnings growth rate as plowback rate or retention rate multiplied with return
on new investment. So, basically, we have 25 percent into 8 percent and here we can calculate
this as 2 percent. So, we can find the value of g as 2 percent and finally, we can calculate the
value of P 0 as dividend divided by r E minus g. So, dividend is rupees 4.5 divided by r E is
10 percent and g is 2 percent. So, 4.5 divided by 8 percent. This will give us approximately 56

rupees 25 paisa.

So, this is the intrinsic value of the share or it should be the current price. Again, decision
criteria is if current market price is greater than 56.25 then do not buy and if current market
price is less than 56.25, then you can buy this share. So, this is how we calculate the current
value or present price of a stock given the dividend and growth in earnings. Using this these
examples we can find the value of any stock if we have the information about their dividend

payout ratio earnings per share.

There if earnings per share is not available then we can go to the earnings available for
shareholders and divide it by the number of shares outstanding for the year and calculate the
earnings per share. That is how we get EPS. If we know the dividend payout rate as a policy
of the company, then we can use earnings per share multiplied with the dividend payout ratio

to find the value of dividend to be paid.

Then we have earnings growth rate to be calculated as retention rate. So, retention rate is
nothing, but 1 minus dividend payout rate. So, it is 1 minus dividend payout rate. So, we can
find the retention rate. Return on new investment has to be found again with respect to the

investment the kind of investment that the company intends to make in future.



And based on the those investment the company expect to earn certain return on new
investments. And, that is how we can implement this formula of P 0 is equal to dividend
divided by cost of equity or discounting rate minus growth rate to find the current mark to

find the value or intrinsic value and based on that we can make a decision.
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Equity Valuation Process
Valuation Principles: Discounted Cash Flow (DCF) Model

When we generalize the Discounted Cash Flow (CDF) Model for multiple years in future with
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Now, an alternative approach where we do not depend largely on dividends because
dividends is basically an accounting phenomena where we know that the company might pay
dividend some year company might not pay dividend as well. So, in the situation where

company might not pay dividend, how do we find the value of such a company’s share?

So, to address this this sort of issues we implement dividend instead of dividend discount

model we approach discounting discounted cash flow model. As the name suggests we



generalize the dividend discount model to formulate discounted cash flow model for multiple

period. Instead of dividends, here we have cash flows.

So, for every year we have some cash flow that is coming in for the shareholders, for the
company, for the firm, for the equity holders and based on those cash flows we can find the

value by discounting those cash flows with the discounting rate and find the present value.

So, when we have to find the present value, we can just find the cash flow brought back to
present time and then we calculate the present value of the entire business, entire firm or if we
are able to find the present value cash flow to the equity holders. Then we can find the total

value of equity and thereby we can calculate the present value of every unit of equity shares.

(Refer Slide Time: 22:21)

Equity Valuation Process
Valuation Principles: Discounted Cash Flow (DCF) Models

¢ Discounted cash flow models: based on the concept that the value of a share of stock is equal
to the present value of the cash flow that the stockholder expects to receive from it.

* There is a long history of discussion in the academic literature about what should be
discounted. Some authors argued earnings, some dividends, and others earnings plus non-
cash expenses such as depreciation. It turns out that, properly defined, these approaches are
equivalent. See, for example, Miller and Modigliani (1961).

Let’s agree that this is equivalent to the present value of all future dividends. For
example, dividend discount model (discussed already).

*  Free Cash Flow (FCF) Discounting: Alternatively, we can consider cash flows to
the firm for discounting in order to find the value of the firm.
*  FCF: The cash flow that a company generates after taking into
consideration cash outflows that support its operations and maintain its
capital assets.



So, to highlight this example of discounted cash flow, we can simply take a look at this where
discounted cash flow model is based on the concept that the value of a share of a stock or a
share of a company is equal to the fundamental argument present value of the cash flow that

the stock holder expects to receive from the company, right.

In case of dividend discount model, we know that dividend is something that is coming as
cash flow to the investor in case of finding the value of the share of or a company we know
that company is expecting to receive some cash flow in the form of net profit or net cash flow

coming to the business.

And, if we look at the literature, we know that there have been debates, there have been
discussions in the academic literature about what should be discounted. We have already seen
that we can discount dividends; some people argue that we should discount earnings; some
people argue that we should discount earnings plus other cash non-cash expenses such as

depreciation.

And, if we boil down all these arguments to the root we know that these approaches are
similar and it has been highlighted in several finance and economics literature. So, to start
with we have already seen that present value of all future dividend is the current value of that
share which we have discussed in dividend discount model for one period for multiple period

with growth.

When it comes to free cash flow discounting which is basically a form of discounted cash
flow models, here we can consider cash flow to the firm for discounting in order to find the
value of the firm. Which means, here firm expects certain cash flows from the operations
from the business and those cash flows can be discounted to the present time and then we can

find the value of the firm.

And, if we are able to find the value of the firm then we can simply do the rest of the

calculation; which means if we are able to find the value of the firm in entirety then we can



divide the total value of the firm with number of sharcholders number of shares and we can

find the value of each share.

So, the key here is free cash flow. What is free cash flow? So, when it comes to free cash
flow then it is basically the cash flow that a company generates after considering all cash

outflows that support its operations and maintain its capital assets.

(Refer Slide Time: 25:16)
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Let us take a look here. Suppose a company is having a source of revenue. So, let us say it has
revenue and then it has costs all costs then we it will have earnings before interest tax,
depreciation and amortization. Then it will have to adjust depreciation and amortization, then
it will have earnings before interest and tax, then it will pay all interest on loans, then it will
have earnings before tax. Then it will pay taxes, then it will have earnings after tax that is

what we believe as earnings available for shareholders before appropriations.



Now, if we assume that this this is non-cash expenses this is non-cash item which means the
company is not losing cash on this particular item, then we have to bring it back and we just
add depreciation amortization to find the cash flow. And, in some cases there will be some
sort of working capital that can be considered to find the free cash flow and once we are able
to find the free cash flow for let us say year 1 then for year 2 let us say historically, we have

data for year 3, year 4, year 5.

Let us say these are the historical value which means we have data from financial statements
from previous years we can extrapolate these numbers for upcoming years let us say year 6,

year 7, year 8, year 9, year 10 and these are projected or estimated value.

(Refer Slide Time: 27:44)

Equity Valuation Process
Valuation Principles: Discounted Cash Flow (DCF) Models

¢ Hypothetical firm: ABC Ltd. (ref.: Excel example on DCF)
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So, we can calculate the FCF for all these future years and then discount it, bring it back.

Once we are able to find the projected cash flows; so, let us say cash flow FCF for year 1 or



rather year 6 FCF for year 7, FCF for year 8, FCF for year 9 and FCF for year 10. We can
bring those free cash flow to the present time which is year 5. Let us assume that the present

time is year 5, here we are trying to do the calculation.

So, all we have to do is we have to just bring all these future cash flows to a present time.
Once we know the value of all these future cash flows, we have to just do certain adjustments
and we should be able to know the present value of the firm because firm we are trying to

find the value of present value of all the future cash flow that firm is expecting.

And, once we are able to find the present value of a firm, we can simply deduce it to the share
level and find the present value of the stock by using discounted cash flow method. So, I will
just quickly show an example through an Excel through which we will be able to explain this

approach a little better.

(Refer Slide Time: 29:07)
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ABC Ltd.: Valuation - DCF Method

Net Income Projection

1
2
3
4
5 Allnumbers are in . C. unlessspecfed atherwise
6
1l
8

Mar-18  Mer19  Mar20 Mar2l Mar22 Mar23  Mar-24  Mar25 Mar26  Mar-27

9 INCOME

10 Net Sales/Income from operations 30499 31,298 33926 37,660 33,273 40560 43268 45998 48416 51,339
1" Other Operating Income 562 592 599 564 512 503 a8 458 435 418
12 Total Income From Operations 31,061 31,890 34525 38224 33,785 41063 43752 46456 48852 51,757
13 EXPENDITURE

14 Consumption of Raw Materials 11,267 11,363 12491 13240 11572 14657 15561 16517 17299 18,400
15 Purchase of Traded Gocds 3951 4166 3812 4708 6342 5026 5311 5562 5946 6277
16 Increase/Decreasein Stocks 8 156 -n 12 -121 -46 69 54 -60 170
17 Employees Cost 1573 160 1745 1747 1,691 2030 2151 2,266 2365 2,532
18 Depreciation n 3% 478 524 938 81 970 1,139 1328 1,449
19 Admin. And Selling Expenses 3600 3470 4105 4552 468 4758 5060 5453 5717 6,034
20 Other Expenses 4,834 5,068 5167 5,328 5,015 6,199 6,557 6,868 7203 7,709
21 P/LBefore Other Inc., It,, Excpt. Items & Tox 5428 5651 6798 8113 8662 7619 8063 8705 9055 9,52
22 Other Income 564 526 569 664 733 702 739 788 834 880
23 P/LBeforelnt,, Excpt. Items & Tax 5992 6177 7367 8777 9395 8311 8802 9493 9889 10,406
24 Interest 15 n 20 28 106 8 92 102 112 13

25 P/L Before Exceptional ltems & Tox 5977 6155 7347 8749 9289 8238 870 9391 9777 10294
26 Excepticnal ltems 31 a1 €2 227 197 M6 13 162 201 183 -




So, if we just quickly go to this Excel Sheet here if we take a look, here we know that as
explained earlier let us say this is the; this is the financial statement for a particular company.
Let us assume that this is a hypothetical company of ABC Limited and we have the financial

statement number for.

So, here I have one example in the spread sheet where I have some hypothetical company let
us call it ABC Limited and to start with we always have financial statements from previous

periods where we have a profit and loss statement and we have balance sheet.
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3| Mar'22 Mar21  Mar20 Mar'19  Mar'18 |
4
5 Net Sales/Income from operations 38,273.00 37,660.00 33,926.00 31,298.00 30,499.00
6 Other Operating Income 512 564 599 592 562
If Total Income From Operations 38,785.00 38,224.00 34,525.00 31,890.00 31,061.00
8 EXPENDITURE
9 Consumption of Raw Materials 11,572.00 13,240.00 12,491.00 11,363.00 11,267.00
10 Purchase of Traded Goods 6342.00 470800 381200 4,166.00 3951.00
1 Increase/Decrease in Stocks -121 12 - 156 87
12 Power & Fuel - - - - -
13 Employees Cost 1691.00 1747.00 174500 162000 1,573.00
14 Depreciation ¢ 938 524 478 3% 321
15 Excise Duty - - - - -
16 Admin. And Selling Expenses 4686.00 4552.00 4,105.00 3470.00 3,600.00
17 R & D Expenses - - - - -
18 Provisions And Contingencies
19 Exp. Capitalised - - - - -
20 Other Expenses 5015.00 532800 5167.00 5068.00 4,834.00
21 P/L Before Other Inc. , Int,, Excpt. ltems & Tax 8662.00 8,113.00 6,798.00 5651.00 5428.00
22 Other Income 733 664 569 526 564
2 P/L Before Int., Excpt. Items & Tax 9,395.00 8777.00 7,367.00 6,177.00 5992.00
24 Interest 106 28 20 22 15
25 P/L Before Exceptional Items & Tax 9.289.00 8749.00 7,347.00 6,155.00 5977.00
26 Exceptional Items -197 -227 -62 24 -31
cacksion | Asapios | e [ veesmoimaape e q

So, here we can see that the we have the financial statement of the company for year 18, 19,

2020, 2021 and 2022.
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1 2Mar 2Mer 20Mar 19Mer  BMa| |
2 EQUITIES AND LIABILITIES
3 SHAREHOLDER'S FUNDS
4 Equity Share Capital 216 216 216 216 216
5 Tolal Share Capital 216 216 216 216 216
6 Reserves and Surplus 7,998.00 7,627.00 7,06500 652800 6357.00
7 Total Reserves and Surplus 7,998.00 7,62700 7,065.00 €52800 6,357.00
8 Employees Stock Options 15 A 0 0
9 Total Shareholders Funds 822900 7,867.00 7281.00 674400 6573.00
10 Minority Interest 17 18 20 2 20
1 NON-CURRENT LIABILITIES
12 Deferred Tax Liablities [Net| 0 0 0 0 1
13 Other Long Term Liabilities 1,363.00 995 874 nz 510
14 Long Term Provisions 1227.00 1,08200 800 514 623
15 Total Non-Current Liabiities 259000 207700 167400 122600 113400
18 CURRENT LIABILITIES
17 Short Term Eorrowings 0 9 0 an 1m
18 Trade Payables 753500 7,20800 7,170.00 €186.00 5,685.00
19 Otrer Current Liabilities 1,360.00 838 1,029.00 858 912
20 Short Term Provisions a2 523 688 392 263
pil Tolal Current Liablities 9317.00 866700 8:887.00 771400 7.067.0
2 Total Capital Ard Liabilties 20,153.00 18,629.00 17,862.00 15,706.00 14,794.00
2 ASSETS
2 NON-CURRENT ASSETS
5 Tangivle Assets 4960.00 419200 4,080.00 396800 3,165.00
% Intangible Assets 402 406 367 e 12
a Capital Work-In-Progress 567 406 461 28 408
28 Fixed Assets 5959.00 500400 4,908.00 456700 3,585.00
2 Non-Current Investments 2 2 2 [ 2
30 Deferred Tax Assets [Net] 284 n 302 170 168
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So, all these years ending March 31st we have the numbers related to their of sales, operating
income, expenditure, even we have in case of balance sheet we have these numbers for their
assets and liabilities as well as shareholders fund. The same March ending 31st March for

year 2018, 2019, 20, 21 and 22.

So, with these historical information and certain assumptions about the growth rate and the
riskiness of the project to be used for calculation of return on new investment we have this
free cash flow estimation where we have the value for previous year from March 18 to March
2022. So, these are the actual data which is coming from the financial statement of these 5

years and based on the growth rate we extrapolated these numbers for next 5 years.

So, these are the projected data for March 2023, March 2024, March 2025, March 2026 and

March 2027. And, if you look at this calculation these calculations are simple because here



we have assumed that the value of let us say net sales for March 2023 is a function of the
sales of March 2022 and certain growth rate. And, this is used for next extrapolation for

March 2024, similarly for March 2025 and so on.

So, in this way we can extrapolate the numbers for all these items in the financial statements

first for profit and loss account, and then subsequently for balance sheet.
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ABC Ltd.: Valuation - DCF Method

1
2
3
~
5
6
U

Al numbers are i Rs. Cr. unless spectfed ctherwise

Projected

24 Interest 15 n 20 28 106 8 92 102 112 13

25 P/L Before Exceptional ltems & Tox 5977 G155 7347 8749 9289 8238 8710 9391 9777 10294
26 Exceptional ltems 3 a1 € 227 9 M6 13 182 201 183
27 P/LBeforeTox 5946 639 7285 852 9092 8383 8823 9553 9978 10477
28 Ta 1809 1906 2048 2485 2,354 2455 2564 2761 2904 3,047
29 NetProfit/{Loss) For the Period 4137 449 5237 603 6738, 5918 6259 6792 705 7430
s '

: W

2

33 Balance Sheet Items Projection

34 Alfnumbers are in Rs. Cr. unless specified ctherwise

7 Projected

39 EQUITIES AND LIABILITIES
40 SHAREHOLDER'S FUNDS

41 Fanity Shara Canital 26 216 24 N6 26
[ on_| Cocutons | Aot [AEHRY JAIEHS v w0 rampe e | @) 0

So, here we extrapolate for profit and loss account where we have extrapolated the or
estimated the value of net profit or loss for the period starting first we have the actual or
historical data, and then we have the estimated data. And, remember we are standing here in
2020. So, all we have to do is we have to find the value of the company based on the

projected cash flow in the year 2022.



Let us consider it is December 2022 and we are trying to find the value of the company in
December 2022 based on the expected value of financial statements or items in financial
statements including profit and loss account as well as the balance sheet. So, these are the

projection for income statement and similarly, these are the projection for balance sheet.

(Refer Slide Time: 33:24)

WES ¢ - T WO0C 222, M 913 lsion Fangie- e 10 -8 x
[ PR o 5 > < ¢ P - @ P
W - | st

A B C D E F G H | J K Lo

ABC Ltd.: Valuation - DCF Method

1
2
3
:
5
6
7

Al numbers are i Rs. Cr. unless specified ctherwise

Projected

8 Mar23  Mar-24  Mar25  Mar26  Mar-27
36

7 Projected

8 Marls  Marl)  Ma20  Mar2l M2 Mar23  Mar2d  Mar2

39 EQUITIES AND LIABILITIES
40 SHAREHOLDER'S FUNDS

41 Equity Share Capital 216 216 16 26 216
42 Total Share Capital 216 216 216 216 216
43 Reserves and Surplus 6,357 6528 7,065 7,627 7,998
44 Total Reserves and Surplus 6,357 6528 7,065 1,627 7,998
45 Employees Stock Cptions - - - 24 15
46 Total Shareholders Funds 6573 6,744 7,281 7,867 8229
47 Minority Interest 20 2 20 18 17
48 NON-CURRENT LIABILITIES

49 Deferred Tax Liabilties [Net] 1 - - . -
50  Other Long Term Liabilities 510 12 874 995 1,363
51 Long Term Provisions 623 54 800 1,082 127
52 Total Non-Current Liabilities 1134 126 1674 2077 2590 2,745 2,928 3113 3276 3474

53 CURRENT LIABILITIES
CF Coclation | Cacaions | Asorptons [ASCHLY [ABEHS] ¥ w6k ki shet
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1

2 ABCLtd.: Valuation - DCF Method

3

4 Net Income Projection

5 Allnumbers are in Rs. Cr. unless specfied otherwise

6

U Actual Projected

8 Mar23  Mar-24  Mar25  Mar26  Mar-27

45 Employees Stock Options
46 Total Shareholders Funds

47 Minority Interest 20 2 2 18 17

48 NON-CURRENT LIABILITIES

49 Deferred Tax Liabilties [Net] 1 - - B -

50 Other Long Term Liabilities 510 12 874 995 1,363

51 Long Term Provisions 623 514 800 1,082 1,27

52 Total Non-Current Liabilitles @ 1,134 122 1,674 20m 2,590 2,745 2,928 3113 3,276 3474

53 CURRENT LIABILITIES

54 Short Term Borrowings mn m - 99 -

55 Trade Payables 5685 618 7,170 7206 753

56 Other Curren: Liabilities 912 859 1,029 89 1360

57 short Term Provisions 293 39 688 523 a

58 Total Current Liabilties 7,067 7,14 8,887 8,667 9317

59 Total Capital And Liabilities 14794 15706 17862 18629 20,153

60 ASSETS

61 NON-CURRENT ASSETS

62 Tangiole Assets 3,165 3,968 4,080 4,192 4,960
KH Cacbion | Cockbons | Asorpions | JACHBEN [MREHS 7« a0t watpe et | @ g

Now, we do not need all the items the value for all the items in the balance sheet for

projection rather we just calculated the value for non current liabilities for next five years.
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ABC Ltd.: Valuation - DCF Method

Net Income Projection

1
2
3
4
5 Allnumbers are in Rs. Cr. unless specfied otherwise
6
7
8

Actual Projected
! 2 Mar-24  Mar25  Mar26  Mar-27
51 Long Term Provisions 623 514 800 1,082 1227
52 Total Non-Current Liabilities 1134 122 1,674 201 2,590 2,745 2,928 313 3,276 3474
53 CURRENT LIABILITIES
54 Short Term Borrowings mn 7 - 99 -
55 Trade Payables 5685 618 7,170 7,206 753
56 Other Curren: Liabilities 912 859 1,09 839 1360
57 short Term Provisions 293 392 688 523 n
58 Total Current Liabilties 7,067 14 8,887 8,667 9317
59 Total Capital And Liabilities 14794 15706 17862 18629 20,153
60 ASSETS
61 NON-CURRENT ASSETS
62 Tangible Assets 3,165 3,968 4,080 4,192 4,960
63 Intangible Assets 12 370 367 406 402
c4| ’Canmlwwl»hws a8 2 41 M6 597
65| |FixedAssets 385 4567 4508 S04 5959 6765 83 8723 9505 i
66 Non-Curent investments 2 6 7 2 2 (3]
67 Deferred Tax Assets [Net] 168 170 302 n 284
68 Long Term Loans And Advances = 168 184 25 28 .
CH Cacbion. | Coktons | Asurpions JASCHBEN [ARGHS] ¢ xeaToi kg Shet g
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ABC Ltd.: Valuation - DCF Method

Net Income Projection

1
2
3
4
5 Allnumbers are in Rs. Cr. unless specfied otherwise
6
7
8

Actual Projected
‘ Ma23 Ma2d Mar2s Mar26  Mar2l

72 CurrentInvestments 2,560 3,788 2871 2,114 1,253
73 Inventories 2726 2541 2,513 2,574 2,767
T4 TradeReceivables 1,264 1,085 1,310 1,816 1,149
75 Cash And Cash Equivalents 3,009 1828 3,485 3,757 5113
76 short Term Loans And Advances - - 4 4 -
77 OtherCurrentAssets 786 930 1477 1,049 2039
78 Total Current Assets 1035 10172 11,660 11914 12321
79 Total Assets 14794 15706 17,862 18,629 20,153
80
"
82
84 4
8

Yerra ot 8 248 273 347 300 328 35 &6 47 4095
86 (Current Assets - Current Liabilities) X i i & t § " i i
87 Change in Working capital <2,501 -820 315 474 243 259 268 294 32 348

Cocsion | Asurpions |[ASCREN [MBERS] e a0k kgl sheet | @ q

88 operating cash flow
K Caulton

We also calculated the total value of fixed asset for next five years and similarly, we

calculated the working capital requirement.
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1
2 ABCLtd.: Valuation - DCF Method
3
;
5 Allnumbers are in Rs. Cr. unless specified otherwise
5
7 Actual Projected
8 Narl§  Marld  Mir20 Ma2l Mar22 Mar2d M4 Mards  Mards  Mardl
& Marl§  Marld M0 Mar2l Mar22  Mar2d Ma2d  Mar2S  Mards  Mardl
[
Working cipra 78 248 278 347 304 326 31 386 4147 4495
8 (CurentAssets- Curent Libilies
87 hange n Workng capital 2501 80 35 e a3 29 68 B4 w8
88 operating cashflow
89 Capen (Change n fied st + depicaton) G0 18 819 60 193 168 1887 19 2509 2791
90 FCEF FCFF = = DBA VINT( ~TAX RATE)~ CAPEK - A Net W) 620 4303 455 548 6101 491 50 589 5651 545
91 Dlscwun:Facr . 1 2 3 4 5
2 G W 463 M0 589 561 545
9 Tor
9 et ests
95 PVofTerminal Value 4,76,429
Il
bl i S5
97 Loan Longterm debt) 2,590
ARt sonss
Gl | Gl | s [ R o e | ©

So, as we understand working capital requirement is basically the difference between asset
current assets and current liability. So, we estimated the working capital requirement which
gives us the change in working capital and then we also calculated the Capex which is
basically change in fixed asset plus depreciation the capital expenditure component and this

way we calculate the free cash flow.

So, as I was discussing earlier free cash flow is net income plus depreciation and amortization
and then a tax shield which is nothing, but calculated using interest into 1 minus tax rate. So,
tax shield in accounting is basically the advantage coming to the company because of lower

tax payment and then we have the CAPEX and change in net working capital.



With all these numbers we are able to find the free cash flow to the firm FCFF that is for next
five years from 2023 March till 2027 March. And, with these numbers we use the discount

factor and we find the present value of all these free cash flow to the firm for next five years.
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ABC Ltd.: Valuation - DCF Method

1
2
3
;
5
]
7

Al numbers are i Rs. Cr. unless specified ctherwise

Actual Projected

8 Mar-18  Mer19  Mar20 Mar2l Mar22 Mar23  Mar-24  Mar25 Mar26  Mar-27
90 FCFF [FCFF = NI+ D&A +INT(1 ~TAX RATE] — CAPEX - A Net WC) 6,320 4343 4,595 5,486 6,101 4921 5,140 5,529 5,651 5,853
91 Discount Factor 1 2 3 4 5
92 PVFCFF 4,623 5,140 5,529 5,651 5,853
93

T
9% l:v’:tll';'zln‘:;ol.‘:;m:cﬂ] biai
95 PVofTerminal Value nl + %‘
1 e+
97 _Loan (Long term debt) %S

Actual Firm Value 5“ P NG
98 (Firm Valve - Loan) 0t M‘)'

Expected Share price
99 (Actual Firm Value/# of shares)

N

So, the next task is to calculate the present value. So, all we have to do is we have to use this
present value of future cash flow to the firm and we have to also find the present value of
terminal value. So, terminal value is basically at the end of five year that is ending 31st March

2027 we will have some terminal value.

And we will have the firm value in terms of the sum of present value of free cash flow to the
firm and present value of terminal value as the firm value. And, once we have the firm value,

we adjust this firm value for long term debt which means the company will have might have



some debt in the year and that debt has to be adjusted. So, after the debt is paid, it is assumed

that after the debt is paid the remaining value is for the equity holders, right.

So, because typically when we look at the balance sheet, we know that it is liability and
assets, where liability might have loans and other liabilities and equity shareholders. So, if we
have the value of the firm derived and we pay all the liabilities, then the remaining value is
left over for the value for shareholders. So, the actual value of the firm is this much in rupees
crore and then we divide it by the number of shareholders to find the present value of each

share.
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1
2 ABCltd.: Valuation - DCF Method
3
4 Net Income Projection
5 Allnumbers are in Rs. Cr. unless specified otherwise
6
7 Actual Projected

8 Mar18  Merld  Mar20 Mar2l  Mar22 Mar23 Mar-24  Mar25 Mar26  Mar27

90 FCFF FCFF = NI + D&A +INT(1 ~TAX RATE) - CAPEX - A Net W) 6,320 433 4595 5,486 6101 4921 5140 5529 5651 5,853
91 Discount Factor 1 2 3 4 5
92 PVFCFF 4623 5140 5529 5651 5,853

Teminal Value
94 [PVRCEFI0 (14g)/(WACCg))
95 PVofTerminal Value 476,429
Firm Value
96 (PVFCEF + PV Terminal Volue)
97 Loan (Long term debt) 2,590
Actual Firm Val,
| @ pCF el
Expected Share price %
99 (Actual Firm Value/# of shares) R‘

(00 S OJ\W

651,165

503,225

FCF Caiclton | Cocotons | Asurptions | JABGUBEN [ABESN v « 8Ok g Shet

Now, how do we know whether these this number of present value of the cash free cash flow

or as we have discussed about discounted cash flow method. So, where we have discounted



the cash free cash flow to the firm and arrive at a per share value. So, per share value on this

date is calculated to be rupees 2,313.

Now, this should be the as I share this should be the price of the share for this particular
company and we can validate it or we can compare it with the price current price of the

company in the market.
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Stock Price (as on 15th Dec, 20x2)

1
2
3
4 DCF Method 2312.586577
5 PIE Multiple 2,286.82
8 EBIDTA Muttiple 224692
7 Average Stock Price  2282.009955
8

9 Actual Stock Price 2210.85

| el T

Let us assume that this is the current price of the company in the market and, we can then

compare whether it is higher or lower than the value that we have calculated.
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ABC Ltd.: Valuation - DCF Method

1
2
3
:
5
6
1

Al numbers are i Rs. Cr. unless specified ctherwise

8 Mar18  Merld  Mar20 Mar2l  Mar22 Mar23 Mar-24  Mar25 Mar26  Mar27

90 FCFF FCFF = NI + D&A +INT(1 ~TAX RATE) - CAPEX - A Net W) 6,320 433 4595 5,486 6101 4921 5140 5529 5651 5,853
91 Discount Factor 1 2 3 4 5
92 PVFCFF 4623 5140 5529 5651 5,853

Teminal Value
94 [PVRCFF10 (1+g)/(WACC9)]
95 PVofTerminal Value 476,429
Firm Value
96 (PVFCFF + PV Terminal Volue)

651,165

503,225

97 Loan (Long term debt) 2,590
Actual Firm Value
98 (Firm Value - Loan) 5,00,635
Expected Share price
99 (Actual Firm Value/it of shares) 3\5 8 DM* N’J\/ 50“
100 Y MP > 2 2.’

of Lxanet P

K Caiclton | Cocotons | Asurptions | JABGIBIN JABEHSN v « AOu g Shet)

And, if it is if the current price of the share as I say if the current market price of the share is
greater than rupees 2,313, then do not buy and if current market price is lesser than the value
that we have arrived by calculating this value then buy. Well, here we can assume that if you
are holding the share already, you should sell or if you are a smart investor and you have the

scale to short sell the short selling strategy can be implemented as well.

And that is how we use the discounted cash flow approach or DCF approach to find the value
of the shares using projected income statement and balance sheet. With this example, I must
highlight that this example is based on certain assumptions, particularly with respect to the

calculation of growth rate and cost of capital.
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i |
2 Assumptions Financial Stabllty Ratos - ABC Lt.
3

Fixed Asset Growth Rate

(CAGH ofFixd sset a on Mor 22 cmpored to 1% Mar22  Mar2l M0 Marl9 Mard8  Mard?)
4 Mor'1s)
5 Terminal Growth rate (g) 5.50%) 0 o0 0 004 003 001
6 Debt to Equity Ratio (0/F) 0015 (Current Ratiofe) 12 17 131 1R 146 108
7 Weight of debt 15%| \Quick Ratiofx) 102 108 103 09 108 078
8 Weight of equity 99%| Interest Cover(s) 769 26173 22 1574 35606 35803
9 Tax Fate 0% 0 [} [} 0 0 0
10 Risk Free Rate (R) 612%|
1 Retum on Market (Rm) 963%| A D/E ratio
12 Beta 0114433998 0015
13 Returm on Equity (Re) 652%|

Return on Dedt
14 (Avg Interest rate on long term deb) o
15 No o shares 2,16,48,14,187 *al the total shares of the company
18 No of shares (in Cr) 21648
17 WACC 645%)
18
19
20
2
2
23
K
5
2
8
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These assumptions are to be first calculated in terms of the growth rate and the proportion of
debt to equity ratio. These are certain technical requirement that are to be calculated first
before we go to calculate this free cash flow to the firm and subsequently the actual value of

the firm using this discounting discounted cash flow approach.

So, with this example, I think we have understood the approach of discounted cash flow

method DCF method for understanding the value of a firm.
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* Based on the valuation principles, we can determine the current price of a
stock using discounting of (expected) dividends or cash flows that are
expected over future periods.

* Discounted Cash Flow (DCF) Model is one of the most commonly used
approach to calculate the price of a share or the value of a firm given its
financial statements along with other information.

And, with this I would like to sum up here and as we have seen earlier that in order to value
equity share we need to determine either the present value of all the future dividends that the
company or the investor is, company is intending to pay to the investor and investor is

expecting to receive.

Or we can also find the expected cash flows to the firm or to the equity holders in order to
arrive at the present value of all those future cash flows by applying the discounted cash flow
approach, which is one of the most commonly used approaches for calculating the price of a

share or the value of a firm given its financial statement and other information.



As I already pointed out, other information might be required and that will help an investor to

make a decision whether the value is higher or lower than the current market price. That is all.

Thank you very much.



