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The Value Test

0 As a business, making money is easier than creating
value, since to create value, you have to not just
make money, but more money than you could have
if you had invested your capital elsewhere.

o Profits: How much do you expect to generate as profits and
cash flows from existing projects?

O Invested Capital: How much capital is invested in existing
assets/projects?

o Opportunity Cost: Given the risk of the investment, what
return do you need to make to break even?




In a perfect world, here is what you would

do..
I

0 For profits: You would use expected earnings and cash
flows in future years to measure profits to both equity
investors and the business.

0 For invested capital: You would have an inflation-
adjusted estimate of how much capital is invested in
existing assets or equity.

o For hurdle rates: You would have costs of equity and
capital that reflected

O The mix of businesses that a firm operates in

O The current debt to equity ratio for the firm, with all financial
commitments treated as debt

O The mix of countries that the firm does business in




Different Perspectives
1

F . Cost of equity = Rate of return required
-1 Return on equity (ROE) = Net - »| by marginal investors in equity, given the
w Income/ BV of Equity Excess Return = risk they perceive in investment
ROE - Cost of
T Equity T
What you actually make on your What you need to make to break even on
investments your investment, given its risk
l Excess Return = l
? _ _ ROIC - Cost of
g Return on invested capital (ROIC) = | cpita) Cost of capital = Weighted average of the
2 After-tax Operating Income/ (BV of | —*| cost of equity and the after-tax cost of debt
m Debt + BV of Equity - Cash)




Return on Equity

A
Return on Equity

Net income in most recent twelve
months.

Equity Income

Equity Capital Invested

Book Value of Equity at the start of the
fiscal year.




Cost of Equity

Cost on Equity

Risk free Rate
in currency

Leverage
Effect

Unlevered
Beta

\

Currency Choice
| did all my
calculations in US
dollars, with the
T.Bond rate on 1/1/19
as the riskfree rate.

Business Risk
Used the beta of the
company's key business,
rather than a weighted
average of all of the
businesses it is in.

Equity Risk | X Weight of Equity
Premium
Financial Leverage Country Risk
Used the current Debt/ Used the ERP of the

Equity ratio, with
leases treated as debt
and market value of

equity.

country of headquarters,
rather than a weighted

average of the countries

the company operates in.




Measuring Excess Returns: Estimation

Choices for Return on Capital
-

Return of Capital for the company

Adjusted EBIT = EBIT
| + R&D Expense -
Adjusted EBIT = - - - - Amortization of Past
EBIT + Lease Use earnings before interest Use effective tax rate paid R&D
Expense - Deprec'n —»| and taxes for most recent 12 on income during the most
on Leased Asset months recent 12 month
Operating Income X (1- tax rate)
Convert Capitalize
leases to R&D
debt Book Value of Equity + Book Value of Debt - Cash & Marketable Securities
Book value of interest- Book value of equity at Net out cash & goodwill
Adjusted Debt | .| bearing at the start of the the start of the most at the St?'ft_s‘:;tlhe —
= BV of Debt most recent fiscal year recent fiscal year recen year
+ PV of lease T
commitments Adjusted Book Equity = Book

Equity + Capitlalized Past R&D




Measuring Excess Returns: Estimation

Choices for Cost of Capital
-

Cost of Capital for the company

Business Risk Financial Leverage
Used the beta of the company's key business, Used the current Debt/Equity ratio, with leases
rather than a weighted average of all of the treated as debt and market value of equity. Cost of
businesses it is in. debt is based on rating, if available, or synthetic
\ _ rating, if not.
Cost of Equity Cost of Debt\
Default
Leverage Risk free Rate in = | Spread for
A Effect currency debt
Risk free Rate X Equity Risk
in currency Premium
Unlevered + / X
Beta
Weight of Debt
Weight of Equity
(1- Marginal Tax Rate)
A\ X

\ / N N

Currency Choice Country Risk Marginal Tax' Rate
To make excess returns comparable globally, | did all Used the ERP of the Used the marginal tax
my calculations in US dollars, with the T.Bond rate on country of headquarters, rate of heaxquarters
1/1/19 as the riskfree rate. rather than a weighted country

average of the countries
the company operates in.




