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Lesson 1: Every business decision 1s ultimately

a financial one
L]

o Every decision that a business makes has financial implications, and any
decision which affects the finances of a business is a corporate finance
decision.

o Defined broadly, everything that a business does fits under the rubric of
corporate finance.
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So, watch out for these justifications

o The “Expert” Cop out: For many firms, the easiest way to
explain the unexplamable 1S to pass the buck and get a
consultant/expert to sign off on an action.

o Weapons of distraction: Managers/investors/analysts
seem to find ways of overriding the numbers with buzz
words. Here are some to watch out for:

O “Gut feeling” or “Intuition”: Older, more experienced managers
often claim to have a gut feeling about decisions. Psychological
studies of gut feeling find that they are almost never based upon
good data, are often completely wrong and get worse as
managers get smarter/ more experienced.

O “Strategic”: The word “strategic” almost always goes to describe
actions that cannot be justified based upon the numbers...




Lesson 2: Have a destination before you leave:
Have a dominant objective that 1s measurable...

o If you don’t have an objective, your decision-making
process has no rudder. Each manager will then create his
or her own vision of where the business 1s going, and
make decisions based on that vision.

o If you have multiple objectives, you will still have to
make choices. If you are not clear about which objective
should dominate, managers again will pick their own
dominant objectives, leading to them working at cross
purposes.

o If you have a fuzzy objective, you are giving no guidance
on both how decisions should be made and no
accountability for decisions, once made.




What is BHP’s end game?

N S
1. Is this it?
To bring people and resources together to build a better world.

2. Or this?

o Value and returns will be underpinned by embedding
social value, being excellent at operations and at
allocating capital, and by ensuring we have a portfolio with
options that allow us to invest in meeting society’s needs
in the short, medium and long term.



A Scorecard for BHP
I

A strong set of results, safely achieved
Our people maintained an

unwavering focus on safety in a O Fatalities
challenging year across the globe.

Total recordable injury (o) to 4.2 per
frequency fell (O million hours

worked.

Safety remains our top priority and we continue to
search for ways to improve safety across our business.

High potential injuries (HPI) decreased by
16 per cent from FY2019 and the frequency rate
decreased by 23 per cent.

HPI trends remain a primary focus to assess progress
against our most important safety objective:
to eliminate fatalities.

We contributed to social value in the
communities in which we operate
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in environmental and social programs, including
responding to the COVID-19 pandemic through
social investment funds.

During FY2020, 12 per cent of our external expenditure
was with local suppliers. An additional 84 per cent of
our supply expenditure was located within the regions
in which we operate.

We embedded social value priorities into our annual
business planning process.

We remained true to our
environmental commitments

We set a target to reduce o
our operational greenhouse 3 O /
gas emissions by at least (o) by FY2030

(from FY2020 levels ) and our long-term goal is to
achieve net-zero operational emissions by 2050.

In line with our water stewardship commitments and our
five-year public target for water, we continued to reduce
our freshwater withdrawals, with FY2020 withdrawals
now 19 per cent below our FY2017 baseline, exceeding
our 15 per cent reduction target.

We eliminated extraction of groundwater for operational
supply purposes at Escondida 10 years ahead of
schedule, and announced a move to 100 per cent
renewable power for Escondida and Spence by the
mid-2020s.

We delivered a strong financial performance

Our Attributable
profit was X

and our Underlying EBITDA @ was US$22.1 billion,
at an Underlying EBITDA margin @ of 53 per cent.

We generated free cash flow @ of US$8.1 billion.
Our balance sheet remains strong, with net debt @ at
US$12.0 billion and at the bottom of our target range.

We created value for our shareholders

Total dividends of 120 US cents per share and basic
earnings per ordinary share of 157.3 US cents.
Our underlying return on capital employed ? was 17%.



Measuring success? In accounting terms...

Measure: Profit after taxation uUssm Profit after USS$SM | Net operating USS$SM | Profit after taxation uUssm
from Continuing taxation from cash flows from from Continuing
operations 8'736 Continuing 8'736 Continuing 15'706 operations 8'736
operations operations
Made Profit after taxation Profit after taxation Cash generated by the Group’s Profit after taxation
up of: consolidated operations, after
dividends received, interest,
taxation and royalty-related
taxation. It excludes cash flows
relating to investing and
financing activities
Adjusted | Exceptional items Exceptional items Exceptional items
for: before taxation 1.546 before taxation 1 - S4a6 before taxation 1.546
Tax effect of 241 Tax effect of Tax effect of
exceptional items ¢ ) exceptional items (241) exceptional items (241)
Exceptional items 201 Depreciation Net finance costs
after tax attributable ¢ ) and amortisation 6'112 excluding exceptional 818
to non-controlling excluding ) items
interests exceptional items
Exceptional items Impairments of Income tax expense
attribl;‘tablﬁ tl?:l 1’1 o4 pr%perty, plant 85 on net finance costs (267)
HP shareholders and equipment,
financial assets ey - = @
and intangibles rofit arter taxation
excludingg excluding net finance e e T
exceptional items %OS(S and exceptional
items
Profit after taxation Net finance Net Assets at the
attributable to (780) costs excluding 818 beginning of period 51,824
non-controlling exceptional items
interests
Taxation expense Net Debt at the 0446
excluding 5’01 5 beginning of period -
exceptional items
Capital employed 61,270
at the beginning
of period
Net Assets at the
end of period 52,246
Net Debt at the end 12,044
of period S SRR
Capital employed
at the end of period 64’290
Average capital 62,780
employed g
L . 1 L T 1 L - L I 1
To reach Underlying Underlying Net operating Underlying Return o,
9,060 |cBoon o 57 A O 7 i Bl ben i i 15,706 | o tarEmpioved 16.9%%

our KPIs

Why do
we use it?

attributable profit

Underlying attributable profit allows
the comparability of underlying
financial performance by excluding
the impacts of exceptional items and
is a performance indicator against
which short-term incentive
outcomes for our senior executives
are measured. It is also the basis on

which our divi
policy is applied.

dend payout ratio

Underlying EBITDA is the key
Alternative Performance
Measure that management
uses internally to assess the
performance of BHP’s
segments and make decisions
on the allocation of resources
and, in our view, is more
relevant to capital intensive
industries with long-life assets.

Net operating cash flows
provide insights into how
we are managing costs
and increasing productivity
across BHP.

Underlying Return on Capital
Employed is an indicator of the
Group’s capital efficiency and is

provided on an underlying basis to

allow comparability of underlying

financial performance by excluding

the impacts of exceptional items.




Capital management KPlIs

Total shareholder return

% change from previous year
(3-month average)

50

Measuring success: In other terms...

Long-term credit rating
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2017 A A3
2016 A A3
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Here 1s my choice...

Corporate Finance: The Big Picture

The hurdle rate The return
should reflect should relfect How much How you
the riskiness of the magnitude The cash you choose to
the investment and the timing of optimal can return return cash to
and the mix of the cashflows as mix of debt depends the owners will
debt and equity welll as all side and equity upon current depend
used to fund it. effects. maximizes & potential whether they
firm value investment ~ Rrefer
opportunities dividends or
H buybacks

l l

The Investment Decision

s N

, The Financing Decision The Dividend Decision
Invest in assets that earn a Find the right kind of debt If you cannot find investments
return greater than the for your firm and the right that make your minimum
minimum acceptable hurdle mix of debt and equity to acceptable rate, return the cash
rate fund your operations to owners of your business

—

v

Maximize the value of the business (firm)




Lesson 3: In any business, you are juggling

contlicting interests..
N

Shareholders invest in equity & own Banks & bondholders lend to the
company company

Debt covenants restrict corporate

Shareholders exercise control over : .
actions with veto power over some

management tyhrough board of

directors & annual meetings sl
L
Competitors Compete for Corporate managers make decisions on Wages and msk";ﬂ::ay::)sdzgtlg &
provide products market share in |_| what to invest in, how much debt to take & benefits — services that the
& services that are a product how much cash to return to shareholders. determined by company sells
similar market. market for labor. pany :
Determined by laws and societal c?,ﬁqte;?;;id&b?;a?gﬂcéggﬁ:r
norms on acceptable behavior. P :
| protections
I
Society receives side benefits and Customers pay for & receive
bears side costs of corporate benefits from company's products
actions. & services

Aswath Damodaran
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Utopian Corporatism
‘o

Utopian Corporatism

Shareholders own the company with Banks & bondholders lend to the
equal voting rights. company

Board of directors operate as check on -
CEO and shareholders exercise voting Bondholders are fully protected, either

power at annual meetings. explicitly through covenants or
| implicitly, by reputation concerns.

; Play to win, but Employee .
: Siedioris byoffering | | Maximize stock prices, with efficient || unions or strong | Emplo_y es.gat paid
winnowed to best . . lab ket fair wages.
companies better products markets & full information abor marke
) or lower prices. ) even the game.

Maximize shareholder wealth, subject to
constraints (external or self-imposed)

All costs created by the firm can be Treat customers well because you
traced & charged to it. want them to be repeat customers.

l [
Society faces no costs since all
costs are paid by the firm.

Customers get a good deal for
their money.

The Utopian End Game: Managers focus on maximizing stock prices, which also maximizes

stockholder wealth. In the process, all other strakeholders are also given their rightful dues, and
society/the economy are better off.

Aswath Damodaran
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With the board of directors as a good example of the
contlict of interest...

o In theory, the board of directors should work to protect
the best interests of stockholders, monitoring top
management to ensure that they do their fiduciary duty.

o In practice, boards are not effective because:

O They are rubber stamps for CEOs: In many companies, the
directors who sit on the board are picked by the CEO and inside
stockholders. While outside stockholders get to nominally vote
on these directors, they are not given any real say in the process.

O Directors are ill equipped to play the role of monitors: Directors
often lack the expertise to question top managers, lack the
information to raise questions and the time to follow through.

O Directors are generally not large stockholders nor do they
represent them: In most companies, directors own only token

stakes in the company.

12



The BHP Board: Be the judge!
-

Director Tenure (in years) Background/Details
Ken MacKenzie (Chair) 5 Was MD/CEO of Amcor Limited (2005-2015)
Mike Henry 1 Current CEO of BHP since 2020
Terry Bowen 4 Managing Partner & Head, BGH Capital, 2009-2017
Malcolm Broomhead 11 MD/CEO of Orica Limited, 2001-2005
lan Cockerill 2 Chief of BlackRock World Mining Trust plc
Anita Frew 6 Chair of Croda International plc
Gary Goldberg 1 CEO of Newmont Corp
Susan Kilsby 2 Senior executive, Credit Suisse
Lindsay Maxsted 10 CEO, KPMG Australia
John Mogford 4 Multiple roles, BP & MD of First Reserve
Shriti Vadera 10 UBS/Warburg from 1984-1999, UK Cabinet
Dion Weisler 1 President & CEO of HP

13



External Assessments of your corporate

governance
-

Refinitiv (Top 100) ISS Corporate Governance

Company Rank ~ Company Name Country Industry Overall Governance Score (S COI'e S 1 = 1 O 0 IOWCI' 1 S bettef )
1 Royal Dutch Shell PLC Netherlands Energy - Fossil Fuels 919
ateg
2 NK Rosneft' PAO Russia Energy - Fossil Fuels 977 A .
udit
3 Johnson Matthey PLC United Kingdom Chemicals 917

Board

4
1
1
4

4 Endeavour Mining Corp United Kingdom Mineral Resources 975 .
Shareholder Rights

5 AIA Group Ltd Hong Kong Insurance 973 .
Compensation

6 BHP Group Ltd Australia Mineral Resources 912

1 Alcoa Corp United States of America Mineral Resources 9.9

8 Newmont Corporation United States of America Mineral Resources 9.9

9 Sime Darby Plantation Bhd Malaysia Food & Beverages 9.8

10 AngloGold Ashanti Ltd South Africa Mineral Resources 9.8



One End game: Managerial Corporatism
s

Managerial Corporatism

Shareholders are small and dispersed

and/or have little power to create change. Eanksid bondnatdersiiend e s

company

Board of Directors operates as
managerial rubberstampes and annual
meetings are scripted ineffective events.

Lenders collect interest and principal
payments but leave corporate decision
making to managers.

Sector is

composted of

Be competitive
enough to be

Focus on managerial interests, while

Buy peace with
labor with wage

Employees are
coopted with wage/

larger manager- profitable but |— delivering enoggh to other stakeholders to contracts and benefit packages
dominated not too neutralize or neuter them.. Benaris) that are just good
companies aggressive. enough.

Take actions that advance societal
interests, but only if they also improve
managerial standing.

Customer interests will be servedq, if they
converge with managerial interests.

Society may or many not be well
served by companies, depending on
whether it serves managers.

Customers }nay or may not get a good
deal for their money, depending on
whether it serves managers.

The Managerial End Game: The surviving companies are the ones that find a way to keep managers

happy (either economically or with side benefits) with other stakeholders' interests being served well or
badly depending on whether they converge with managerial interests.

Aswath Damodaran
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The Business Roundtable’s Message..
-

o While each of our individual companies serves its own corporate purpose,
we share a fundamental commitment to all of our stakeholders. We

commit to:

o Delivering value to our customers. We will further the tradition of American
companies leading the way in meeting or exceeding customer expectations.

O Investing in our employees. This starts with compensating them fairly and
providing important benefits. It also includes supporting them through training and
education that help develop new skills for a rapidly changing world. We foster
diversity and inclusion, dignity and respect.

o Dealing fairly and ethically with our suppliers. We are dedicated to serving as
good partners to the other companies, large and small, that help us meet our
missions.

O Supporting the communities in which we work. We respect the people in our
communities and protect the environment by embracing sustainable practices
across our businesses.

O Generating long-term value for shareholders, who provide the capital that allows
companies to invest, grow and innovate. We are committed to transparency and
effective engagement with shareholders

16



Confused Corporatism
I

Confused Corporatism

Shareholders own the company, but Lenders get paid, but only if payment
share control with other stakeholders. does not endanger other stakeholders.
Board of directors promote stakeholder Lenders have their rights to get paid
interests over shareholder interests. enforced, but only after being balanced
against other stakeholder interests.

Keep the sector | Ensure that

competitive, Gain market _Employ?e employees earn a
holding back (if share, but hold | Maximize stakeholder wealth — ur;;c:)nosr ?r:asrlig?g —  living wage,
necessary) on back on market .

r.y.) domil even the game. proflta.\t.)mty and
competitive ominance. competitive effects
advantages. notwithstanding.

Don't take actions that create costs Hold back on pricing power, even if
for society & actively try to create you have it, to charge less for
societal benefits. more.

l [
Maximize customer satisfaction,
even if it may not translate into
repeat business or profits.

Protect society's interests at any
cost.

The Confused End Game: In the attempt to serve all stakeholders, none will be served, and there will

be no accountabiity for managers, leading to companies that are less competitive and efficient.

Aswath Damodaran
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BHP’s Payoffs to Stakeholders
-

Total economic contribution in FY2020

Suppliers? -ﬂ m B

Payments made to our
suppliers for the purchase US$15.5b “

of utilities, goods and services

Employees™
Employee expenses for salary,
wages and incentives US$3.9b ' ' 9 * ' '

Shareholders, lenders + Total economic

and investors % contribution

Dividend and . R

interest payments US$8.6b = —
US$37.2b

Total payments +

to governments

Income taxes, royalty-related income

taxes, royalties and other payments US$9.1 b

to governments
@)

Social investment ? ﬁ
Contributi d
St US$150m 'h

- _

18



The ESG Promises: Cake for all, with no calories!

1 Good for companies: For companies, the promise is that
being "good" will generate higher profits for the
company, at least in the long term, with lower risk, and
thus make them more valuable.

1 Good for investors: For investors in these companies, the
promise is that investing in "good" companies
will generate higher returns than investing in "bad" or
middling companies.

1 Good for society: For society, the promise is that not
only would good companies help fight problems directly
related to ESG, like climate change and low wages, but
also counter more general problems like income
inequality and healthcare crises.

19



But what comprises goodness? The

services disagree..
- -

0.90
0.80
0.70
0.60
0.50
0.40
0.30
0.20
0.2 012

0.00

Total Environment Social Governance
-0.10

B Average I Max B Min

Average, minimum, and maximum correlations across providers
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BHP’s ESG Ranking
N

BHP Group Ltd.

Industry Group: Diversified Country: Australia Identifier: ASX:BHP
Metals
ESG Risk Rating Ranking
Hi h INDUSTRY GROUP
3 O g Diversified Metals 20 out of 149
o I Risk
UNIVERSE
T T - Global Universe 8125 outof 13655

0-10 10-20 20-30 30-40
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A Burning Question
-l

0 In the last decade, ESG scores have consistently weighted
“o0il” businesses as less green than other businesses
(including mining). That has led some to argue that BHP
should get out of the oil business by divesting its oil assets.
Will this improve your ESG scores?

a. Yes
b. No

0 Will it make BHP a “better” company?
a. Yes
b. No

0 Will it increase ESG’s stock price?

a. Yes
b. No

22



ESG and Value: Where’s the beef?

0 A Weak Link to Profitability: There is a small positive link between ESG and
profitability, but one that is very sensitive to how profits are measured
and over what period. Breaking down ESG into its component
parts, environment (E) offered the strongest positive link to performance
and social (S) the weakest, with governance (G) falling in the middle.

o A Stronger Link to Funding Costs: , i.e., companies
involved in businesses such as producing alcohol, tobacco, and gaming,
find that these stocks are less commonly held by institutions and that
they face higher costs for funding, from equity and debt). While these
companies face higher costs, and have lower value, investors in these
companies generate higher returns.

o And to Failure/Disaster Risk: “Bad” companies are exposed to disaster
risks, where a combination of missteps by the company, luck, and a failure
to build in enough protective controls (because they cost too much) can
cause a disaster, either in human or financial terms.

23
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Constrained Corporatism
I

Constrained Corporatism

Shareholders own the company with Banks & bondholders lend to the
equal voting rights. company

Board of directors operate as check on
CEO and shareholders exercise voting
power at annual meetings.

Covenants restrict corporate actions,
but corporations trade off that loss of
freedom for cheaper debt.

: Play to win, but Employee :
_ Sectoris b};/ offering Maximize shareholder wealth, subject to | | unions or strong | | EmPloyees get paid
winnowed to best | constraints (external or self-imposed) labor market fair wages.
companies . better products
or lower prices. even the game.
Minimize societal costs and add to Treat customers well because you
societal benefits. want them to be repeat customers.
l |
Companies operate as good Customers get a good deal for
corporate citizens. their money.

The Constrained End Game: The winner companies are the ones that find a way to maximize

shareholder wealth, while being good corporate citizens, protecting employee interests and delivering
good value to customers.

Aswath Damodaran
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I esson 4: Understand the essence of risk

0 Risk, in traditional terms, is viewed as a ‘negative .
Webster’ s dictionary, for instance, defines risk as
“exposing to danger or hazard” . The Chinese
symbols for risk, reproduced below, give a much
better description of risk:

[R5

0 The first symbol is the symbol for “danger”, while
the second is the symbol for “opportunity”~, making
risk a mix of danger and opportunity. You cannot
have one, without the other.

25



Risk can come from many places...
N

Figure 3.5: A Break Down of Risk

Competition
may be stronger
or weaker than Exchange rate
anticipated and Political
risk
Projects may
do better or ) Interest rate,
worse than Entire Sector Inflation &
expected by action
y economy
Firm—specigc i i Market
: ' ' :
Actions/Risk that P Actions/Risk that
affect only one Affects few Affects many affect all investments
firm firms firms
Firm can Investing in lots Acquiring Diversifying Diversifying Cannot affect
reduce by of projects competitors  across sectors across countries
Investors Diversifying across domestic stocks Diversifying globally  Diversifying across
can asset classes

mitigate by
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And not all risk 1s made equal...
N

0 If you are a sole owner of a business, you are exposed to all of the
risks in a business. Thus, your hurdle rate should reflect those risks.

o If you are a publicly traded company, the game changes. As a
manager, you have look at risk through the eyes of the marginal
investor in your company. There are two criteria that go into being a
marginal investor:

O You need to own enough stock to make a difference. In other words, you
have to be a large stockholder.

o You have to trade that stock. Thus, a founder who owns a lot of stock but
does not trade 1s not the marginal investor.

o If that marginal investor is a mutual fund or institutional investor,
the only risk they see in an investment 1s the risk that it adds to a
diversified portfolio. Consequently, the only risk you as a manager
should build into your hurdle rate is the risk that cannot be
diversified away.

27



Know your marginal investor..

Portfolio Name hcurce Pu:m n| %Dut Latest El‘

E':l“amw:'t Pension Investment Fund Jap Hultiple Portfolios
{0 FIL Ltd
& State

11 FHR Lr.-
i Australian Foundation Investment Co Ltd
0 @ JPMorgan Chase & Co
10. @ Schroders PLC
11 & Teachers Insurance & Annuity Associ
11 Netwealth I'u=‘tmen:s .tu; Australia
13 1 Argo Investments Lid
1 Hi avernment Pensio nF nd Global Multiple Portfalios

Multiple Portfolios
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Your risk is not a statistical number or a

Greek alphabet..
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And playing with indices does not make it

SO...
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But comes from your choices as a

business..
CO

Beta of Equity

|

|

@eta of Firm )

[

[

Nature of product or
service offered by
company:

Other things remaining equal,
the more discretionary the
product or service, the higher

the beta.

anlications

1. Cyclical companies should
have higher betas than non-
cyclical companies.

2. Luxury goods firms should
have higher betas than basic
goods.

3. High priced goods/service
firms should have higher betas
than low prices goods/services
firms.

4. Growth firms should have

higher betas.

J

|

Gperating Leverage (Fixed\
Costs as percent of total
costs):

Other things remaining equal
the greater the proportion of
the costs that are fixed, the
higher the beta of the

kcompany.

J

anlications

1. Firms with high infrastructure
needs and rigid cost structures
shoudl have higher betas than
firms with flexible cost structures.

betas than larger firms.
Q Young firms should have

2. Smaller firms should have higher

~

J

Financial Leverage:

Other things remaining equal, the
greater the proportion of capital that
a firm raises from debt,the higher its
equity beta will be

Implciations
Highly levered firms should have highe betas
than firms with less debt.
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Let’s do an intuitive check on BHP

o Broadly speaking, BHP is in two businesses, oil and
mining, with mining broken down further into coal,
iron ore and copper

a. Oil

b. Copper
c. lronOre
d. Coal

0 Do you see them all as equally risky businesses?

o If not, how would you rank them (from most to least
risky)?

o What measure of risk are you using?

32



Here is my try for BHP

Oil Risk of the oil exploration/production business 0.90 (Average for oil production
and exploration)

Copper Risk of metals & mining business 0.83 (Average for metals &
mining companies)

Iron Ore Risk of metals & mining business 0.83 (Average for metals &
mining companies)

Coal Risk of coal & related energy 0.93 (Average for coal and
related energy businesses)

Business Revenues | EV/Sales | Estimated Value | Unlevered Beta
Coal & Related Energy S 4,070 | 1.2333 |S 5,020 0.90
Metals & Mining S 31,463 | 1.6388 |S 51,560 0.83
Oil/Gas (Production and Exploration) S 6,242 | 2.7823 |S 17,367 0.93
BHP S 41,775 S 73,947 0.86
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BHP: Cost of Equity by Business
N

Unlevered Levered | Risk free Cost of
Business Beta D/E Ratio Beta Rate ERP | Equity
Coal & Related Energy 0.90 7.90% 0.95 1.30% |5.70%| 6.71%
Metals & Mining 0.83 7.90% 0.88 1.30% |5.70%| 6.31%
Oil/Gas (Production
and Exploration) 0.93 7.90% 0.99 1.30% |5.70% | 6.92%
BHP 0.86 7.90% 0.91 1.30% |[5.70% | 6.48%
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Lesson 5: Know your “hurdle” rate
N

o Since financial resources are finite, there 1s a “hurdle rate” that projects
have to cross before being deemed acceptable. A simple representation of
the hurdle rate is as follows:

Hurdle rate = Riskless Rate + Risk Premium

How risky is the business that you are investing in?
Higher risk investments should have higher risk
premiums than lower risk investments

In what currency are you estimating your hurdle rate?

How risky are the countries that you are investing in?
You should demand a higher risk premium for
operating in riskier countries that safer countries

How are you financing this investment?
The hurdle rate is a function of your mix of debt &
equity and how much it costs you to raise debt
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Currencies matter, but not for the reasons

vou think that they do..

Riskfree Rates in January 2021 : Government Bond Rate
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One hurdle rate will generally not work

across the company
N

o If you are a single business company, but you are a multinational, your
hurdle rate will vary, depending on where you are investing. If you use the
beta of that we estimated for BHP earlier, the cost of equity (even in USS
terms) will vary depending on where the investment is going to be made:

Riskfree Cost of | Cost of Debt (After-| Debt Cost of
Region Revenues | ERP Rate Beta Equity tax) Ratio Capital
Australia & New
Zealand $47,286 | 4.72% 1.30% 0.96 5.83% 1.86% 7.22% 5.55%
Central and South
America $18,179 | 8.71% 1.30% 0.96 9.66% 1.86% 7.22% 9.10%
North America S 9,682 | 4.72% 1.30% 0.96 5.83% 1.86% 7.22% 5.54%
Western Europe S 1,156 | 5.56% 1.30% 0.96 6.64% 1.86% 7.22% 6.29%
Rest of the World | S 1,955 | 6.10% 1.30% 0.96 7.16% 1.86% 7.22% 6.77%
Total $ 78,258 | 5.70% 1.30% 0.96 6.77% 1.86% 7.22% 6.42%




A Test: The Jensen Project

o In 2021, BHP announced that it would invest $12 billion in the
Jansen project, a potash mine, in the Sasketchwan, and it
plans to assess the investment in US dollars. Since you have
enough cash in hand to make the investment, you plan to use
no new debt in funding the project. In making your
assessment of the hurdle rate, what would you use as:

Risk free Rate Unlevered Beta ERP D/E ratio
a. US S Riskfree [a. BHP's beta (0.86) a. BHP ERP (5.70%) a. Zero (no debt)
rate
b.Canadian S  |b. BHP Metals & b. Canada's ERP (4.72%) |b. BHP D/E ratio (7.90%)

Riskfree rate Mining (0.88)

c. Australian S [c. Fertilizer beta (0.75) |c. Global ERP (5.76%) c. Other
Riskfree rate
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[.esson 6: Your investments need to earn returns that
beat the hurdle rate...
-

0 Your hurdle rate is both a cost of financing your business and
an opportunity cost, 1.e,, a return you can make elsewhere if
you invest 1n a project of equivalent risk. If that 1s the case,
you should only take investments that generate returns that
earn more than the hurdle rate.

0 To measure returns, though, here are three simple propositions
to follow:

1. Look at the cash flows that you will make on the investment, rather
than earnings. You cannot spend earnings.

2. Look at incremental cash flows that come out because of the
investment. Be wary of allocated costs (that will be there whether you
take the investment or not) and 1gnore sunk costs (costs that you have
already incurred).

3. Time weight the cash flows, with cash flows occurring earlier being
valued more than cash flows later.
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The Jansen Project: Cash Flow Returns
-

o The Jansen Project will require $12 billion in investment over

time.
o If your analysis is entirely in US S terms, the cost of capital for the
project is about 5%.

o For this project to pass the investment principle test, the returns on
this project will have to be greater than 5%.

o Those returns, should be based upon expected future cash flows.

0 Assuming that the project starts generating cash flows
overnight, that the cash flows are expected to be level over
time and that the project lasts forever:

o How much would you need as after-tax, annual cash flow for this
project to Pass muster?

o How would your answer change if you had to wait five years, before
the project becomes operational?
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Here 1s a short cut that you can use to assess the

quality of your existing investments...
1

Adjust EBIT for Use a marginal tax rate
a. Extraordinary or one-time expenses or income to be safe. A high ROC
b. Operating leases and R&D created by paying low
c. Cyclicality in earnings (Normalize) effective taxes is not

d. Acquisition Debris (Goodwill amortization etc.) sustainable

i

ROC = BIT ( 1- tax rate)

Book Value of Equity + Book value of debt - Cash

djust book equity for djust book value of debt for
1. Capitalized R&D a. Capitalized operating leases
1))

2. Acquisition Debris (Goodwi

Use end of prior year numbers or average over the year
but be consistent in your application
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ROIC: Truth in Advertising
-

0 Itis from the past: The return on invested capital is based
upon operating income and invested capital from a time
period (last year, average of the last five years etc.)

0 And an accounting number: You can dress up ROIC as much as
you want, but it is still, at its core, an accounting number. It is
the only place in finance that we use book values.

0 Subject to accounting actions and game playing: Any actions
taken by accountants, legitimate or game playing, and any
accounting inconsistencies (leases, R&D etc), will show up in

ROIC.

Bottom line: The ROIC is a metric, perhaps even a useful one for
mature companies, but not a very good one for young
companies or companies in transition.
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BHP’s best businesses, its worst ones and
where it stands as a company..

Allocated based upon net operating

assets in annual report

Operating Operating Cost of
Business Revenues Income Invested Capital Margin ROIC Capital

Coal & Related
Energy $6,242.00 $811.00 $9,907.02 12.99% 4.91% 6.36%
Iron Ore $20,797.00| $12,924.00 $19,170.17 62.14% 40.45% 5.98%
Copper $10,666.00| $2,590.00 $25,428.61 24.28% 6.11% 5.98%
Qil/Gas $4,070.00 $811.00 $8,592.20 19.93% 5.66% 6.56%
BHP $60,817.00| $29,162.00 $63,098.00 47.95% 27.73%| 6.14%




The Commodity Price Effect..

@ For information on realised prices,
refer to section 1.11.

2020 2019 2018 2020 2019 2018 2020vs 2019
Year ended 30 June Closing Closing Closing Average Average Average Average®
Natural gas Asian spot LNG  (US$/MMBtu) 22 48 10.3 41 81 8.5 -50%
Crude oil (Brent)? (US$/bbl) 41.8 66.1 719 515 69.0 63.6 -25%
Ethane® (US$/bbl) 8.0 71 147 72 134 1o -46%
Propane“ (US$/bbl) 19.0 18.9 39.3 18.0 315 36.2 -43%
Butane ® (US$/bbl) 191 206 45.9 2238 374 410 -39%
Copper (LME cash) (US$/Ib) 27 27 3.0 26 2.8 31 -8%
Iron ore ® (US$/dmt) 1011 118.0 64.5 93.2 801 69.0 16%
Metallurgical coal ? (US$/t) 116.0 193.5 199.0 143.9 2047 203.0 -30%
Energy coal ® (US$/t) 51.2 68.8 173 64.5 99.4 100.2 -35%
Nickel (LME cash) (US$/Ib) 5.8 57 6.8 6.4 56 56 13%

(1) Platts Liquefied Natural Gas Delivery Ex-Ship (DES) Japan/Korea Marker - typically applies to Asian LNG spot sales.

(2) Platts Dated Brent — a benchmark price assessment of the spot market value of physical cargoes of North Sea light sweet crude oil.
(3) OPIS Mont Belvieu non-Tet Ethane - typically applies to ethane sales in the US Gulf Coast market.

(4) OPIS Mont Belvieu non-Tet Propane - typically applies to propane sales in the US Gulf Coast market.

(5) OPIS Mont Belvieu non-Tet Normal Butane - typically applies to butane sales in the US Gulf Coast market.

(6) Platts 62 per cent Fe Cost and Freight (CFR) China - used for fines.

(7) Platts Low-Vol hard coking coal Index FOB Australia - representative of high-quality hard coking coals.

(8) GlobalCoal FOB Newcastle 6,000kcal/kg NCV - typically applies to coal sales in the Asia Pacific market.

(9) Due to rounding, immaterial differences in numbers may exist.

Impact of changes to commodity prices

The prices we obtain for our products are a key driver of value for BHP. Fluctuations in these commodity prices affect our results,
including cash flows and asset values. The estimated impact of changes in commodity prices in FY2020 on our key financial measures
is set out below.

Impact on profit Impacton

after taxation Underlying

from Continuing EBITDA

operations (US$M) (US$M)

US$1/bbl on oil price 24 37
US¢1/Ib on copper price 24 35
US$1/t oniron ore price 163 233
US$1/t on metallurgical coal price 24 35
US$1/t on energy coal price 10 14
US¢1/Ib on nickel price 1 1
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Should you hedge?

Value Trade Off

( What is the cost to the firm of hedging this risk? )

Cash flow benefits
- Tax benefits
- Better project choices

Negligible

Is there a significant benefit in
terms of higher cash flows or
a lower discount rate?

High

terms of higher expected cash

Survival benefits (truncation risk)

/Is there a significant benefit in \ }—1 Protect against catastrophic risk
- Reduce default risk

Qows or a lower discount rate? S

AN Discount rate benefits
- Hedge "macro" risks (cost of equity)

Yes No Yes No - Reduce default risk (cost of debt or debt ratio)
|
Hedge this risk. The Indifferent to Can marginal investors Do not hedge this risk.
benefits to the firm will hedging risk hedge this risk cheaper The benefits are small
exceed the costs than the firm can? relative to costs
Pricing Trade
Earnings Multiple Earnings
Yes No - Effect on multiple - Level
I - Volatility
Will the benefits persist if investors hedge Hedge this risk. The
the risk instead of the firm? benefits to the firm will

exceed the costs

No

Yes

Let the risk pass
through to investors
and let them hedge
the risk.

46 Aswath Damodaran

Hedge this risk. The
benefits to the firm will
exceed the costs




Lesson 7: Acquisitions are just big investments

and have to meet the same standards..
-]

0 An acquisition 1S just a large-scale project. All of the rules that
apply to individual investments apply to acquisitions, as well.
or an acquisition to create value, 1t has to

o Generate a higher return on capital, after allowing for synergy and
control factors, than the cost of capital.

o Put another way, an acquisition will create value only if the present
value of the cash flows on the acquired firm, inclusive of synergy and
control benefits, exceeds the cost of the acquisitons

o0 A divestiture 1s the reverse of an acquisition, with a cash
inflow now (from divesting the assets) followed by cash
outflows (i.e., cash flows foregone on the divested asset) in
the future. If the present value of the future cash outflows is
lesls than the cash inflow today, the divestiture will increase
value.

0 A fair-price acquisition or divestiture is value neutral.
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Acquisition Sins
N

o Risk Transference

O The Sin: Using the acquiring company’s risk characteristics (hurdle rate) to value a target company’s
cash flows.

O The Fix: Use the target company’s risk to determine its hurdle rate.
o Debt Subsidies

o The Sin: Using acquired company’s debt capacity and/or low cost of debt to lower discount rate for
target valuation

O The Fix: Use target company’s cost of debt/ debt capacity.
o Magical Synergy
O The Sin: Synergy is a plug variable, unplanned and unaccounted for
O The Fix: Plan for synergy, buy it for less and hold someone accountable
o Auto-pilot Control
O The Sin: Control is worth an extra 20%
O The Fix: Value the company, with the status quo and with you in control, & pay less
o Decision first, analysis to follow
O The Sin: Top management, egged on by bankers & consultants, decides to do deal before analysis.
O The Fix: Don’t let bankers/consultants decide on whether deal makes sense.
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And of all the ways to create growth, acquisitions
rank worst...
N

Modes of organic growth vary in value creation intensity—
consumer goods industry

Shareholder value Revenue growth/
created for incremental acquisition size necessary
$1 million of growth/ to double typical company's
Category of growth target acquisition size' share price,’$ billions
New-product f <
market development )y bt
Expanding an 1 0.30-0.75 ' 13-33
existing market 0 S5 mew
Maintaining/growing share Mk R
in a growing market ' 0.10-0.50 20-100
Competing for share ina [ o
stable market B0 [l i
Acquisition (25th to 75th | : [ ,
percentile result)? -05-0.20 _ n/m-50
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Lesson 8: You have only two ways of raising funding

for a business...

Figure 7.1: Debt versus Equity

Fixed Claim

Tax Deductible

High Priority in Financial Trouble
Fixed Maturity

No Management Control

Residual Claim

Not Tax Deductible
Lowest Priority in Financial Trouble

Infinite

Management Control

Debt

Bank Debt
Commercial Paper
Corporate Bonds

Hybrid Securities
Convertible Debt
Preferred Stock
Option-linked Bonds

Equity
Owner’s Equity
Venture Capital
Common Stock
Warrants
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And here 1s the trade off....
N

Advantages of Debt Disadvantages of debt
1. Tax Benefit: Interest expenses on debt are tax deductible 1. Expected Bankruptcy Cost: The expected cost of going
but cash flows to equity are generally not. bankrupt is a product of the probability of going bankrupt and
Implication: The higher the marginal tax rate, the greater the the cost of going bankrupt. The latter includes both direct and
benefits of debt. indirect costs. The probability of going bankrupt will be

higher in businesses with more volatile earnings and the cost
of bankruptcy will also vary across businesses.

Implication:

1. Firms with more stable earnings should borrow more, for any
given level of earnings.

2. Firms with lower bankruptcy costs should borrow more, for
any given level of earnings.

2. Added Discipline: Borrowing money may force managers | 2. Agency Costs: Actions that benefit equity investors may

to think about the consequences of the investment decisions a | hurt lenders. The greater the potential for this conflict of

little more carefully and reduce bad investments. interest, the greater the cost borne by the borrower (as higher
Implication: As the separation between managers and interest rates or more covenants).
stockholders increases, the benefits to using debt will go up. Implication: Firms where lenders can monitor/ control how

their money is being used should be able to borrow more than
firms where this is difficult to do.
3. Loss of flexibility: Using up available debt capacity today
will mean that you cannot draw on it in the future. This loss of
flexibility can be disastrous if funds are needed and access to
capital is shut off.
Implication:
1. Firms that can forecast future funding needs better
should be able to borrow more.
2. Firms with better access to capital markets should be
more willing to borrow more today.
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Lesson 9: There 1s a “right” mix of debt and equity
for your business...
I

Bankruptcy costs are built into both the
cost of equity the pre-tax

yfdebL \ Tax benefit is
here +

Cost of capital = Cost of Equity (Equity/ (Debt + Equity)) + Pre-tax cost of debt (1- tax rate) (Debt/ (Debt + Equity)

As you borrow more, he As you borrow more, ATsome level of
equity in the firm will your default risk as a borrowing, your tax
become more risky as firm will increase benefits may be put at
financial leverage pushing up your cost risk, leading to a lower
magnifies business risk. of debt. tax rate.

The cost of equity will

increase

52



Be wary of companies that are too aggressive... and
too conservative... 1n their use of debt...
N

0 If you use too little debt (you are too conservative), you are missing the tax
benefits from using debt that would have lowered your cost of capital and
increased your value as a business.

O Prime candidates: Mature companies that have large, stable cash flows, face high
tax rates and use little or no debt to capitalize themselves.

O Fixes: At the minimum, borrow more when funding new projects and pay more
dividends. More radically, borrow money and recapitalize.

o If you use too much debt, your tax benefits may be overwhelmed by the
cost of distress and default. Consequently, you have a higher cost of capital

and lower value as a business, because you have chosen to borrow too
much.

O Prime candidates: Companies in risky businesses that have other fixed commitments
to meet and low or volatile income, while borrowing large amounts.

O Fixes: At the minimum, cut back or stop paying dividends and utilize retained
earnings to fund investments. More radically, raise new equity and retire debt.
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BHP: Current versus Optimal
N

Cost of Bond Interest rate Cost of Debt Enterprise
Debt Ratio Beta Equity Rating on debt Tax Rate (after-tax) WACC Value

0% 0.9600 6.77% Aaa/AAA 1.99% 25.00% 1.49% 6.77% | $265,985
10% 1.0400 7.23% Aaa/AAA 1.99% 25.00% 1.49% 6.65% $271,824
20% 1.1400 7.80% Aaa/AAA 1.99% 25.00% 1.49% 6.54% | $277,926
30% 1.2686 8.53% | Aaa/AAA 1.99% 25.00% 1.49% 6.42% | $284,308
40% 1.4400 9.51% Al/A+ 2.37% 25.00% 1.78% 6.42% | $284,505
50% 1.6800 10.88% | Caa/CCC 10.76% 25.00% 8.07% 9.47% | $178,083
60% 2.0634 13.06% | Caa/CCC 10.76% 23.37% 8.24% 10.17% | $164,061
70% 2.8644 17.63% Cc2/C 14.39% 14.98% 12.23% 13.85% | $115,954
80% 4.2966 25.79% Cc2/C 14.39% 13.11% 12.50% 15.16% | $105,004
90% 8.5933 50.28% Cc2/C 14.39% 11.65% 12.71% 16.47% | $95,943

Used average EBITDA over the last five years to compute
optimal debt ratio.
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Lesson 10: The “right” debt for your firm depends on
your firm
[

o The objective in designing debt is to make the cash flows on debt match up
as closely as possible with the cash flows that the firm makes on its assets.

o By doing so, we reduce our risk of default, increase debt capacity and
increase firm value.

Unmatched Debt Matched Debt
Firm Value [\
\/ \J Value of Debt

\/

\/
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The pertect debt for you is....

41
o The perfect financing instrument will

o Have all of the tax advantages of debt
O While preserving the flexibility offered by equity

Start with the —
Cash Flows Growth Patterns Cyelicality &
on Assets/ Duration Currency [Effect of Inflation Other Effects
Projects Uncertainty about Future
Fixed vs. Floating Rate Straight versus Special Features Commodity Bonds
Duration/ Currenc * More floating rate Convertible on Debt Catastrophe Notes
Define Debt Maturit Mix y - if CF move with - Convertible if - Options to make
Characteristics Y inflation cash flows low cash flows on debt
- with greater uncertainty now but high match cash flows
on future exp. growth on assets
|Design debt to have cash flows that match up to cash flows on the assets financec |
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BHP’s perfect debt

0 Typical investment: BHP’s typical investment is a mine or in oil
production, generally long term and with a long gestation
period, with revenues in US dollars. Its cash flows are tied to
commodity prices going up and down.

0 Recommendation: The debt should be long term, US dollar debt,
with coupon rates tied to commodity prices (if feasible).

o Actual: The existing debt at BHP is below:

2020 Restated

USSM Current Non-current Current Non-current
Interest bearing liabilities

Bank loans 737 1,755 508 1,990
Notes and debentures 3,354 17,691 1,002 20,527
Lease liabilities” 853 2,590 65 650
Bank overdraft and short-term borrowings - - 20 -
Other 68 - 66 -
Total interest bearing liabilities 5,012 22,036 1,661 23,167
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Lesson 11: Cash 1s not accumulated by accident,

& cash does not belong to the company
- J |

01 The Free Cashflow to Equity (FCFE) is a measure of how much cash is left
in the business after non-equity claimholders (debt and preferred stock)

have been paid, and after any reinvestment needed to sustain the firm’ s
assets and future growth.

Standard Definition Modified Version Simplified (if debt ratio = constant)
Net Income Net Income Net Income
+ Depreciation Reinvestment
- Cap Ex - (Cap Ex - Depreciation +
- Change in WC Change in Working Capital) Reinvestment from Equity

- (Cap Ex - Depreciation + Change

FCFE before debt cash flow FCFE before debt cash flow in Working Capital) (1 - Debt Ratio)

+ New Debt Issued Net CF from Debt
+ (New Debt Issued - Debt
- Debt Repaid Repaid)
FCFE FCFE FCFE
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BHP — Dividends/Buybacks versus FCFE

00 | 013 | 20014 | 2015 | 2016 | 2017 | 2018 | 2019 | 202 | 2021 [Aggregate
Net Income $15,473.00 [$11,223,00]513,832.00{ $1,910.00 {-56,385.00| 95,890.00] 93,705.00{ $8,306.00 |$7,956.00{$11,304.00] $73,214.00
+ Depreciation & Amortization 56,431.00 | $6,067.00 | 57,716.00 | 59,158.00 | $6,210.00 |$5,972.00| $6,288.00{ 95,687.00 |55,994.00| $6,824.00 | $66,347.00
- Capital Expenditures $33,686.00 | $22,425.00| $16,210,00| $12,763.00| 56,459.00 | 54,663.00] 55,853.00] $7,123.00 | 7,640.00 | §7,600.00 | 5124 422.00
« Change in non-cash Working Capital [ -51,584.00 [ -$389.00 [ $269.00 [ -§592.00 [ -5636.00 | -592.00 | $125.00 [ -5493.00 [51,179.00( $1,969.00 | -5244.00
FCFE (before debt) -$10,198,00(-54,746.00 | $5,069.00 |-51,103.00 {-95,998.00{$7,291.00] 54,015.00{ $7,363.00 [$5,131,00| $8,559.00 | $15,383.00
+ Debt issuances $12,817.00 | $9,143.00 | 56,000.00 | $3,440.00 | §7,239.00 {51,577.00] $528.00 | 525000 | $514.00 | $568.00 | $42,076.00
- Debt repaid §3,993.00 | $1,902.00 | 57,048.00 | 54,135.00 | $2,781,00 [$7,114,00| $4,188.00{ $2,604.00 | 52,047.00| $8,395.00 | $44,207.00
FCFE (after debt) S1,374.00 | 52,495.00 | $4,024.00 (-51,798.00{-51,540,00151,754.00{ $355.00 | $5,009.00 [$3598.00] §732.00 | $13.252.00
Dividends $5,877.00 | $6,167.00 | 56,387.00 | 56,498.00 | $4,130.00 |$2,921,00{$5,220,00{ $6,237.00 | 56,876.00| $7,901.00 | $58,214.00
Buybacks $507.00 | $445.00 | $368.00 | $355.00 | $106.00 | $108.00 | $171.00 | $5,408.00 | $143.00 | S23400 | $7,845.00
Cash Returned 56,384.00 | 96,612.00 | 96,755.00 | 56,853.00 | 54,236.00 | $3,029.00{$5,391.00 $11,645.00] 57,019.00| $8,135.00 | 966,059.00

Aswath Damodaran

59



And companies don’t pay out what they can

afford to....

70.00% 1

60.00% T

50.00%

40.00%

30.00%

Percent of firms in the market

/

20.00%

bl

0.00% Y

Australia, NZ and Developed Europe Emerging Markets Japan United States Global
Canada

“ Negative FCFE, No dividends ¥ Negative FCFE, Positive dividends © Positive FCFE, No dividends
& Positive FCFE, Dividends < FCFE  * Positive FCFE, Dividends > FCFE

FCFE = Potential Dividends = Cash left over after all operating expenses, taxes,
reinvestment and debt payments have been made.
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Not all cash balances are created equal...
N

Market Value of $ 1 in cash:
Estimates obtained by regressing Enterprise Value against Cash Balances

Mature firms, Negative excess returns All firms High Growth firms, High Excess Returns
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And buybacks are flexible dividends...
1

Dividends and Buybacks on S&P 500: 1988- 2020
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Mythology on buybacks..
-

0 Buybacks increase stock prices: The notion that buybacks are
automatically good for stock prices is built on the fact that they reduce

share count. That is not just lazy, but it is wrong, since the equity drops by
the cash returned.

O The net effect on value is determined almost entirely by whether the buybacks
moves the company towards or away from its optimal financial mix.

O The net effect on price is more messy, since buybacks can affect mood and
momentum.

o Buybacks are bad for investment: A company that is using cash to fund
buybacks is clearly not investing, but the cash used for the buybacks goes
to investors who invest in other companies. In short, buybacks move cash
from companies that do the buybacks to companies raising capital in
markets.

0 Buybacks are funded primarily with debt: It is true that some companies
doing buybacks fund them with debt, but the bulk of buybacks in the last
decade have come from companies that have not seen dramatic increases
in debt.
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Lesson 12: The value of your business 1s a function of
these variables...

Cashflows can be

a. After debt payments to equit Growth rate can be
- Dividends pay K4 a. In Equity Earnings
- Free Cashflow to Equity - Net Income Firm is in stable growth
b. Before debt payments to firm - Earnings per share. which it can sustain
- Free Cashflolw to Firm b. In Operating Earnings forever
Expected Cashflows during extraordinary growth phase Terminal Value
| | | | | | >
Discount the cashflows and terminal value to the present
4 Present value is \ *
a. Value of equity, if cashflows to
equity discounted at cost of Discount Rate can be
equity _ a. Cost of equity, if cashflows are equity cashflows
b. Value of operating assets of b. Cost of capital, if cashflows are to the firm
the firm, if cshflows to firm
discounted at the cost of capital
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And behind those numbers, there is a

story..

Favored Tools
- Accounting statements
- Excel spreadsheets
- Statistical Measures
- Pricing Data

The Numbers People

A Good Valuation

Favored Tools
- Anecdotes
- Experience (own or others)
- Behavioral evidence

lllusions/Delusions
1. Precision: Data is precise
2. Objectivity: Data has no bias
3. Control: Data can control reality

The Narrative People

lllusions/Delusions
1. Creativity cannot be quantified
2. If the story is good, the
investment will be.
3. Experience is the best teacher
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BHP [ Sep-21

The Story

BHP is a mature company in a business that will struggle to stay at current levels, let alone grow over time. Growth, if it occurs, will come primarily from commodity prices going up, rather
than consumption. BHP started 2021 with sky high margins, as iron ore prices bounced back from COVID lows, but will decrease over time to the ten-year average,

The Assumptions
Base year Next year Years 2-5 Years 6-10 After year 10 Link to story
Revenues (a) S 60,817.00 2.0% 2.00% 1.30% 1.30% Low growth business
Operating margin (b) 50.62% 45.0% 45.00% —_— 35.25% 35.25% Margins move to ten-year average
Tax rate 39.00% 39.00% =———p 25.00% 25.00% Converge on global tax rate
Industry average reinevstment, for capital
Reinvestment (c ) 1.10 1.10 1.10 21.59% intensive business.
Return on capital 14.85% Marginal ROIC = -48.38% 6.02% Competitive advantages fade over time.
Cost of capital (d) 6.14% - 6.02% 6.02% Cost of capital relatively stable.
The Cash Flows
Revenues Operating Margin EBIT EBIT (1-t) Reinvestment FCFF
1 S 62,033.34 | $ 045 | S 27,915.00 | S 17,028.15 | $ 1,10456 | $ 15,923.60
2 S 63,274.01 | $ 043 | $ 27,239.46 | $ 16,616.07 | $ 1,126.65 | $§ 15,489.42
3 S 64,539.49 | S 042 | S 27,15499 | $ 16,564.54 | $ 1,149.18 | § 15,415.36
4 S 65,830.28 | $ 0415 27,056.24 | S 16,504.31 | $ 1,172.16 | § 15,332.15
5 S 67,146.88 | S 040 | $ 26,942.69 | S 16,435.04 | $ 1,19561 | $ 15,239.43
6 S 68,395.81 | $ 0415 28,314.24 | S 18,064.49 | $ 1,13415 | § 16,930.34
7 S 69,572.22 | § 040 | S 27,73199 | § 18,469.50 | $ 1,068.29 | § 17,401.21
8 S 70,671.46 | S 038 |5 27,084.00 | S 18,796.30 | 998.22 | § 17,798.08
9 S 71,689.13 | $ 037 |5 26,372.21 | $ 19,040.74 | 92414 | § 18,116.60
10 S 72,621.09 | $ 035 (S 25,598.93 | $ 19,199.20 | $ 84631 | § 18,352.89
Terminal year S 73,565.17 | $ 0355 2593172 | $ 19,448.79 | $ 4,19990 | $§ 15,248.89
The Value
Terminal value S 323,069.61
PV(Terminal value) S 178,680.26
PV (CF over next 10 years) S 120,205.65
Value of operating assets = ) 298,885.91
Adjustment for distress S - Probability of failure = 0.00%
- Debt & Minority Interests S 26,470.00
+ Cash & Other Non-operating assets S 18,828.00
Value of equity S 291,243.91
- Value of equity options S -
Number of shares 5,057.70
Value per share S 57.58 Stock was trading at= $ 55.65




And here is how you can change your value

Are you investing optimally for

()
future growth? \ Is there scope for more
Growth from new investments Efficiency Growth Zf(fslglgntalsltsgiguon s
HQW_ we}l do you manage your Growth created by making new Growth generated by g ’
existing investments/assets? investments; function of amount and using existing assets

\ quality of investments better
| |

Cashflows from existing assets
Cashflows before debt payments,
but after taxes and reinvestment to

Expected Growth during high growth period

o e Stable growth firm,
maintain exising assets I with no or very
/ | P> limited excess returns
Length of the high growth period

Since value creating growth requires excess returns
this is a function of

- Magnitude of competitive advantages

- Sustainability of competitive advantages

Are you building on your
competitive advantages?

. - Cost of capital to apply to discounting cashflows
Are you using the right Determined by

amount and kind of - Operating risk of the company
debt for your firm? - Default risk of the company
- Mix of debt and equity used in financing

67



