Test 5: Comparables and Exit Multiples

[

Now assume that you are told that an analysis of other
acquisitions reveals that acquirers have been willing to pay 5
times EBIT.. Given that your target firm has EBIT of $ 20
million, would you be willing to pay S 100 million for the
acquisition?

What if | estimate the terminal value using an exit multiple of
5 times EBIT?

As an additional input, your investment banker tells you that
the acquisition is accretive. (Your PE ratio is 20 whereas the
PE ratio of the target is only 10... Therefore, you will get a
jump in earnings per share after the acquisition...)
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Biased samples = Poor results

1 Biased samples yield biased results. Basing what you pay
on what other acquirers have paid is a recipe for disaster.
After all, we know that acquirer, on average, pay too
much for acquisitions. By matching their prices, we risk

replicating their mistakes.

o Even when we use the pricing metrics of other firms in
the sector, we may be basing the prices we pay on firms
that are not truly comparable.

1 When we use exit multiples, we are assuming that what
the market is paying for comparable companies today is
what it will continue to pay in the future.
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Lesson 5: Don’ t be a lemming...

0 All too often, acquisitions are justified by using one of the
following two arguments:

O Everyone else in your sector is doing acquisitions. You have
to do the same to survive.

O The value of a target firm is based upon what others have
paid on acquisitions, which may be much higher than what
your estimate of value for the firm is.

0 With the right set of comparable firms, you can justify almost
any price.

0 EPS accretion is a meaningless measure. After all, buying an
company with a PE lower than yours will lead mathematically
to EPS accretion.
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Test 6: The CEO really wants to do this... or

there are competitive pressures...
o Now assume that you know that the CEO of the

acquiring firm really, really wants to do this
acquisition and that the investment bankers on both

sides have produced fairness opinions that indicate
that the firm is worth S 100 million. Would you be
willing to go along?

0 Now assume that you are told that your competitors
are all doing acquisitions and that if you don’t do
them, you will be at a disadvantage? Would you be
willing to go along?
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Lesson 6: Don’ t let egos or investment

bankers get the better of common sense...

o If you define your objective in a bidding war as winning the auction
at any cost, you will win. But beware the winner s curse!

0 The premiums paid on acquisitions often have nothing to do with
synergy, control or strategic considerations (though they may be
provided as the reasons). They may just reflect the egos of the
CEOs of the acquiring firms. There is evidence that “over confident
CEOs are more likely to make acquisitions and that they leave a trail
across the firms that they run.

0 Pre-emptive or defensive acquisitions, where you over pay, either
because everyone else is overpaying or because you are afraid that
you will be left behind if you don’t acquire are dangerous. If the
only way you can stay competitive in a business is by making bad
investments, it may be best to think about getting out of the
business.

7
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To illustrate: A bad deal is made, and
justified by accountants & bankers!

$11,100
$12,000
$10,000 A between. e the
ae.qmsnmn
$11,100)
|V and the post-
$8,000 deal bool
$5.900 equity
(4,600) was
$6,000 The market recorded as
: Accountants  $4,600 wasattaching ¢; 309 goodwill
reassessed ium of ($6,500) on
value of assets HP's balance
sheet
$4,000 -
$2,000
$0 < £ + t t
Pre-deal book equity Post-deal adjusted book equity Pre-deal Market equity Acquisition price
Autonomy: Building up to the acquisition price (in millions)
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The CEO steps in... and digs a hole...

o Leo Apotheker was the CEO of HP at the time of the deal, brought
in to replace Mark Hurd, the previous CEO who was forced to

resign because of a “sex” scandal.

o In the face of almost universal feeling that HP had paid too much
for Autonomy, Mr. Apotheker addressing a conference at the time of
the deal: “We have a pretty rigorous process inside H.P. that we
follow for all our acquisitions, which 1s a D.C.F.-based model,”
he said, 1n a reference to discounted cash flow, a standard valuation
methodology. “And we try to take a very conservative view.”

o Apotheker added, “Just to make sure everybody understands,
Autonomy will be, on Day 1, accretive to H.P..... “Just take it
from us. We did that analysis at great length, in great detail, and
we feel that we paid a very fair price for Autonomy. And it will
give a great return to our shareholders.

Aswath Damod
swath Damodaran 110



A year later... HP admits a mistake...and

explains it...
1

$12,000 7~

$10,000 *~

N |

2,000

§2,000

s0

um for non-exisient synergy
paid by HP (34,451 m)
Primary culprit: Leo Apotheker
(HP's old CEO)

Secondary culprits: HP's deal
bankers

$4,451
impropriety effect on

m&g@ ) and
synergy m) and on
‘/W€$ . )

Primary culprit: Autonomsy's managers
Secondary culprit: Deloitte

HP's remaining write off ($1,900 m) for

Primary culprit: HP's current
managment
HP's audftors

Synergy Accounting mistake Market price Residual value
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Test 7: Is it hopeless?

2y |
0 The odds seem to be clearly weighted against
success in acquisitions. If you were to create a

strategy to grow, based upon acquisitions, which of
the following offers your best chance of success?

s lorws

Sole Bidder Bidding War
Public target Private target
Pay with cash Pay with stock
Small target Large target

Cost synergies Growth synergies
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Better to lose a bidding war than to win

one...
I

o
O~
= ———e—— Winners
el | OSSrS
Q
N
o
o
D
(@)
(o0 18
'T | 1 I |
-40 -20 0 20 40

Period
(a) Market-adjusted CARs

Returns in the 40 months before & after bidding war
Source: Malmendier, Moretti & Peters (2011) 113
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Better off buying small rather than large
targets... with cash rather than stock

114

Abnormal returns to Acquiring firms - Publicly traded Targets

Cumulative Retur Aguirer: 5 days around announcemen
3 S

v

g— |

=
5

2B g ¥
2
&

Mode of payment
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And focusing on private firms and
subsidiaries, rather than public firms...

Acquiring firm Returns - Classified by target status

7.00% 7
6.00% 77

5.00% 7

a.00%

3.00% 1

& Public targets

2.00% £ & private targets
Subsidiary targets

1.00%

0.00%

-1.00%

Cumulative returns to acquirer in 5 days around acquisiition

2.00%

-3.00% ;
Size of target as % of acquirer
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Growth vs Cost Synergies

Top-line trouble: 70 percent of mergers failed Cost-synergy estimation is better, but there
to achieve expected revenue synergies are patterns emerging in the errors
Mergers achieving stated percentage of Mergers achieving stated percentage of

expected revenue synergies, percent N = 77 expected cost savings, percent N = 92

23
17
13 14 13
8

<30% 30- 51- 61— 71- 81- 91— >100%

0, 0, 0,
o0% 60% 70% 80% 90% 100% <% - S G- Ti- 8- Sl >100%

Typical sources of estimation error 50% 60% 70% 80% 90% 100%

* |gnoring or underestimating customer losses (typically 2% to Typical sources of estimation error
5%) that result from the integration  Underestimating one-time costs

* Assuming growth or share targets out of line with overall « Using benchmarks from noncomparable situations
market growth and competitive dynamics (no “outside view”

* Not sanity-checking management estimates against precedent

calibration) ;
transactions

) . . * Failing to ground estimates in bottom-up analysis (e.g., location-
Source: McKlnsey (2002) Postmerger Management Practice client by-|ocation review of ovenaps

survey; client case studies

Source: McKinsey (2002) Postmerger Management Practice client
survey; client case studies
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Synergy: Odds of success

0 Studies that have focused on synergies have concluded
that you are far more likely to deliver cost synergies than
growth synergies.

0 Synergies that are concrete and planned for at the time
of the merger are more likely to be delivered than fuzzy
synergies.

0 Synergy is much more likely to show up when someone
is held responsible for delivering the synergy.

o You are more likely to get a share of the synergy gains in
an acquisition when you are a single bidder than if you
are one of multiple bidders.
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Lesson 7: For acquisitions to create value, you

have to stay disciplined..

1.

If you have a successful acquisition strategy, stay focused on that
strategy. Don t let size or hubris drive you to "expand  the

strategy.

Realistic plans for delivering synergy and control have to be put in
place before the merger is completed. By realistic, we have to
mean that the magnitude of the benefits have to be reachable
and not pipe dreams and that the time frame should reflect the
reality that it takes a while for two organizations to work as one.

The best thing to do in a bidding war is to drop out.

Someone (preferably the person pushing hardest for the merger)
should be held to account for delivering the benefits.

The compensation for investment bankers and others involved in
the deal should be tied to how well the deal works rather than

for getting the deal done.
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UE ENHANCEMENT AND THE
EXPECTED VALUE OF CONTROL:
BACK TO BASICS
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Price Enhancement versus Value Enhancement

120

The market gives...

Figure 1. Cumutatve abnormal returns eamed around the announcement date by Srms changing
i Names 10 COM Names

0 20 W0 0 W 20 W 4 S 6 T HH O W W P

S0
Darys
e L e
e N SR e g e e alaed TR e o s aws
T s g slad (I ased or (AN
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And takes away....

NAME THAT STOCK

New Markets, New Names

In the bull market, adding dot-comto a
company name made a stock soar. Lately
those zippy new monikers are disappearing.

Additions

D) Intermet-stock Index
A 4

20

15 Deletions

10

il ||| |

Oll I”' bl i i 1)1
'98 1999 2000 01

New Name, Higher Price

But the stocks still get a bounce when dot-
com goes away. Chart shows returns in the
days before and after the name change.

20%
10

100 75 50 25 0 25
- days +— days —»
before sinca

Sources: Thomson Datastream; P. Raghavendra
Rau, Michael J. Cooper, Igor Osobov, Purdue
Univ.; Ajay Khorana, Virginia Univ.; Ajay Patel,
Wake Forest Univ.
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The Paths to Value Creation

o Using the DCF framework, there are four basic ways in which the
value of a firm can be enhanced:

o The cash flows from existing assets to the firm can be increased, by either
m increasing after-tax earnings from assets in place or

m reducing reinvestment needs (net capital expenditures or working
capital)

O The expected growth rate in these cash flows can be increased by either
m Increasing the rate of reinvestment in the firm
m Improving the return on capital on those reinvestments

o The length of the high growth period can be extended to allow for more
years of high growth.

O The cost of capital can be reduced by
m Reducing the operating risk in investments/assets
m Changing the financial mix
m Changing the financing composition

Aswath Damodaran

121



Value Creation 1: Increase Cash Flows from
Assets in Place

ore efficient
operations and Revenues
cost cuttting:
; Al *Operating Margin

Higher Margins
= EBIT
Divest assets that
Gave negative EBI'I)/' - Tax Rate * EBIT
//z EBIT (1-1) | ive off past over-
Reduce tax rate nvestment
- moving income to lower tax locales + Depreciation /
- transfer pricing - Capital Expenditures
- risk management - Chg in Working Capital Better inventory
= FCFF management and
tighter credit policies
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Value Creation 2: Increase Value from Expected

Growth

Pricing Strategies
Price Leader versus Volume Leader Strategies
Return on Capital = Operating Margin * Capital Turnover Ratio

Reinvest more iD\ /G)o acquisitions )

projects A Reinvestment Rate 4— |
@crease operating * Return on Capital @rease capital turnover ratio )
margins

= Expected Growth Rate

Game theory
How will your competitors react to your moves?
How will you react to your competitors’ moves?
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Value Creating Growth... Evaluating the Alternatives..

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

Category of growth

New-product
market development

Expanding an
existing market

Maintaining/arowing share
in a growing market

Competing for share ina
stable market

Acquisition (25th to 75th
percentile result)?

Aswath Damodaran

Shareholder value
created for incremental
$1 million of growth/
target acquisition size'

| 1.75-2.00

- 0.30-0.75

0.10-0.50

_025-0.40

Revenue growth/
acquisition size necessary
to double typical company's
share price,’$ billions

|56

n/m-25

n'm-50
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Sometimes, growing less is the answer...

Excess Returns in 2023..

Median Value Median Value % with ROIC % with ROIC less
% with ROE>COE % with ROCCWACC | % with ROIC<KWACC Wil @, [ T o1 X', /(e o .}

Sub Group count| ROE | Cost of Equity ROIC | Cost of Capital WACC by >5% >5%

Africa and Middle East 1,836 | 8.14% 13.93% 33.22% 5.81% 11.70% 29.96% 70.04% pLR 47.01%
Australia & NZ 1,747 | -9.04% 10.51% 22.36% -5.36% 10.43% 25.72% 74.28% 18.88% 41.88%
Canada 2,722 |-12.09% 10.54% 17.13% -7.99% 10.44% 19.96% 80.04% 14.54% 41.19%
China 6,955 | 7.15% 12.14% 27.96% 4.64% 11.00% 27.25% 72.75% 17.32% 43.20%
EU & Environs 5,243 | 8.46% 12.11% 36.99% 6.66% 10.66% 37.74% 62.26% 27.09% 50.17%
Eastern Europe & Russia 287 | 7.85% 13.31% 32.87% 4.96% 11.61% 28.83% 71.17% 20.27% 43.94%
India 3,574 | 8.37% 14.31% 34.00% 6.29% 12.85% 29.63% 70.37% 19.71% 42.87%
Japan 3,787 | 7.06% 12.51% 23.75% 5.93% 10.79% 30.83% 69.17% 19.87% 50.36%
Latin America & Caribbean | 821 |10.13% 16.17% 32.21% 9.30% 12.50% 40.90% 59.10% 26.45% 52.00%
Small Asia 8,792 | 7.09% 13.31% 27.71% 4.77% 11.35% 24.71% 75.29% 15.10% 41.29%
UK 1,052 | 5.76% 12.32% 33.22% 6.56% 10.95% 41.53% 58.47% 31.36% 52.28%
United States 5,593 | 3.51% 11.37% 35.20% 7.44% 10.10% 46.89% 53.11% 37.53% 51.67%

Global 42,409| 6.64% 12.31% 29.49% 5.19% 10.86% 30.64% 69.36% 20.86% 51.68%
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I1l. Building Competitive Advantages: Increase
length of the growth period

126

Increase length of growth period
I
I

/Build on existing\ / Find new \

competitive competitive
\advantages / advantages

Brand Legal Switching Cost
name Protection Costs advantages
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Value Creation 4: Reduce Cost of Capital

127

@utsourcin@ Glexible wage contracts 8)
’ C

ost structure

Geduce operating @hange financing mix)

leverage \ / \

{ A
ICost gf Equity (E/(D+E) + Pre-tax Costﬁf Debt (D./(D+E)) = Cost of Capital

Make product or service Match debt to
less discretionary to assets, reducing
customers default risk
A %
Changlng @ @erivatives) w
product effectlve
characteristics advertising
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Avg Reinvestment .
rate = 36.94% SAP: Status Quo

Return on Capital

einvesitment Rate 19.93%
Current Cashflow to Firm 57 .42%
EBIT(1-t) : 1414 Expected Growth
"Nt CpX 831 in EBIT (1-t) <« table Growth _
- Chg WC 19 5742%.1993=.1144 = 3.41%; Beta =1.00;
— FCFF 602 »| 11.44% Debt Ratio= 20%
Reinvestment Rate = 812/1414 Cost of capital = 6.62%
—57.499% ROC= 6.62%; Tax rate=35%
_I ) Reinvestment Rate=51.54%
. Growth decreases Terminal Value10= 1/71//(.0062-.0341) = 53540
First Siears gradually to 3.41% \
Op. Assets 31,015 Year 1 2 3 4 5 6 7 8 9 10 k Term Yr
+ Cash: 3,018 EBIT 2483 2,767 3083 3436 3829 4206 4552 4854 5097 5271 5451
- Debt 558 EBIT(1-t) 1,576 1,756 1957 2,181 2430 2,669 2889 3,080 3235 3,345 3543
- Pension Lian 305 -Reinvestm 905 1,008 1,124 1252 1,395 1501 1,591 1,660 1,705 1,724 1826
- Minor. Int. 55 = FCFF 671 748 833 929 1035 1,468 1298 1420 1,530 1,621 1717
=Equity 34,656 |« >
-Options 180
Value/Share106.12 Cost of Capital (WACC) =8.77% (0.986) + 2.39% (0.074) = 8.68% o
Debt ratio increases to 20%
* Beta decreases to 1.00
gn May 5, 2005,
AP was trading at
Cost of Equity Cost of Debt _
8.77% 3.41%+..35%)(1-.3654) Weights 122 Euros/share
L 2 399, E=98.6%D=1.4%
Riskfree Rate: Risk Premium
Furo riskfree rate = 3.41% Beta 4.25%
+ 1.26 X
[ * | [ I |
nlevered Beta for Mature risk Country
Sectors: 1.25 premium Equity Prem
4% 0.25%
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SAP : Optimal Capital Structure

Debt Ratio Beta Cost of Equity Bond Rating [Interest rate on debt Tax Rate Cost of Debt (after-tax) WACC Firm Value (G)
0% 1.25 8.72% AAA 3.76% 36.54% 2.39% 8.72% $39,088
10% 1.34 9.09% AAA 3.76% 36.54% 2.39% 8.42% $41.,480
20% 1.45 9.56% A 4.26% 36.54% 2.70% 8.19% $43,567
30% 1.59 10.16% A- 4.41% 36.54% 2.80% 7.95% $45,900
40% 1.78 10.96% CCC 11.41% 36.54% 7.24% 9.47% $34,043
50% 2.22 12.85% C 15.41% 22.08% 12.01% 12.43% $22.444
60% 2.78 1521% C 15.41% 18.40% 12.58% 13.63% $19,650
70% 3.70 19.15% C 1541% 15.77% 12.98% 14.83% $17.444
80% 5.55 27.01% C 1541% 13.80% 13.28% 16.03% $15,658
90% 11.11 50.62% C 1541% 12.26% 13.52% 17.23% $14,181
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Avg Reinvestment
rate = 36.94%

SAP: Restructured Reinvest more in

Return on Capital

einvestment Rate | ©merging markets 19.93%
Current Cashflow to Firm 70% :
EBIT(1-t) : 1414 Expected Growth
"Nt CpX 831 in EBIT (1-t) <« table Growth
- Chg WC 19 .70%.1993=.1144 % =bit3-é;t(<z): %%tg =1.00;
- p| 13.99% e 10= 5U7
E%eFi(r?\llzgstment Rate —6 g% 2/1414 ’ Cost of capital = 6.27%
onmen Reinvestment Rate=54.38%
I
) Growth decreases Terminal Valueq1 0= 1898/(.0027-.0341) = 6b36/
First 5 years gradually to 3.41% \7
Op. Assets 36045 Year 2 3 4 S 6 8 9 10 k Term Yr
+ Cash: 3,018 EBIT 2,543 2,898 3304 3,766 4293 4802 5271 5673 5987 6,191 6402
- Debt 558 EBIT(1-t) 1,614 1,839 2097 2390 2,724 3047 3345 3,600 3,799 3929 4161
- Pension Lian 305 - Reinvest 1,130 1288 1468 1,673 1907 2011 2074 2,089 2,052 1,965 2263
- Minor. Int. 55 = FCFF 484 552 629 (717 817 1036 1271 1,512 1,747 1963 1898
=Equity 40157 [« >
-Options 180
Value/Share 126.51 Cost of Capital (WACC) =10.57% (0.70) + 2.80% (0.30) = 8.24%
On May 5, 2005,
SAP was trading at
Cost of Equity Cost of Debt :
10.57% 3.41%+1.00%)(1-.3654) Weights 122 Euros/share
2 80% E =70% D =30%
Use more debt financing.
Riskfree Rate: Risk Premium
Euro riskfree rate = 3.41% Beta x | 4:50%
+ 1.59
[ * | [ I |
nlevered Beta for Mature risk Country
Sectors: 1.25 premium Equity Prem
4% 0.5%
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Blockbuster: Status Quo

Return on Capital

einvestment Rate 4.06%
Current Cashflow to Firm 26.46% :
EBIT(1-) : 163 Expected Growth
- Nt CpX 39 in EBIT (1-t) -+ table Growth
- Chg WC 4 .2645*.0406=.0107 % gs? é?;caBﬁ;: 1607%0/
= FCFF 120 - 1.07% = 6.76%: Tax rate=35°
Reinvestment Rate = 43/163 ROC= 06,767, Tax rate=32¢
=26.46% einvesiment hate=44. (<
I
l Terminal Values= 104/(.06/6-.03) = 2/14
Op. Assets 2,472 : . . , - k
+ Cash: 330 Term Yr
- Debt 1847 EBIT (1-1) $165 $167 $169 $173 $178 184
=Equity 955 - Reinvestment 54 $4 $5 $6 $79 82
-Options 0 FCFF $121 $123 $118 $109 $99 102
Value/Share $5.13 [« >
Discount alCost of Capital (WACC) = 8.50% (.486) + 3.97% (0.514) = 6.17%

1

A

Cost of Equity
8.50%

Cost of Debt
4.10%+2%)(1-.35)
= 3.97%

Weights
E =48.6% D =51.4%

Riskfree Rate:
Riskfree rate = 4.10%

31
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Risk Premium
Beta 4%
1.10 X
[ * | [ I |
nlevered Beta for irm’s D/E Mature risk Couniry
Sectors: 0.80 Ratio: 21.35% | premium Equity Prem

4%

D%




Blockbuster: Restructured

Return on Capital

einvestment Rate 6.20%

Current Cashflow to Firm 17.32%

EBIT(1-) : 249 Expected Growth

- Nt CpX 39 in EBIT (1-t) <— tablg Growth

- Chg WC 4 .1732*.0620=.0107 % gs? é?;caBﬁ;: 1607%0/

= FCFF 206 L p 1.07% =9.707

) < ROC= 6.76%; Tax rate=35%
Reinvestment Rate ;?g/gg?/o Reinvestment Rate=44.37%
I
l Terminal Values= 156/(.0676-.03) = 4145
Op. Assets 5,840 : . 5 . . k
+ Cash: 330 Term Yr
- Debt 1847 EBIT (1-t) $252 $255 $258 $264 $272 280
=Equity 2323 - Reinvestment $44 $44 $59 $8 $121 124
-Options 0 FCFF $208 $211 $200 $176 $151 156
Value/Share $ 12.47 |« >
Discount alCost of Capital (WACC) = 8.50% (.486) + 3.97% (0.514) = 6.17%

1

A

Cost of Equity
8.50%

Cost of Debt
4.10%+2%)(1-.35)
= 3.97%

Weights

E=48.6%D =51.4%

Riskfree Rate:
Riskfree rate = 4.10%

4%
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Risk Premium
Beta 4%
1.10 X
[ * | [ I |
nlevered Beta for irm’s D/E Mature risk Couniry
Sectors: 0.80 Ratio: 21.35% | premium Equity Prem

D%




The Expected Value of Control

The Value of Control

Probability that you can change the X Change in firm value from changing
management of the firm management
Value of the Value of the
Takeover ofing Rules &| [Access o Size of o un = | [ runstatus
Restrictions Rights Funds company P y 9
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