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The	  Essence	  of	  	  relaMve	  valuaMon?	  

¨  In	  relaMve	  valuaMon,	  the	  value	  of	  an	  asset	  is	  compared	  
to	  the	  values	  assessed	  by	  the	  market	  for	  similar	  or	  
comparable	  assets.	  

¨  To	  do	  relaMve	  valuaMon	  then,	  
¤  we	  need	  to	  idenMfy	  comparable	  assets	  and	  obtain	  market	  values	  
for	  these	  assets	  

¤  convert	  these	  market	  values	  into	  standardized	  values,	  since	  the	  
absolute	  prices	  cannot	  be	  compared	  This	  process	  of	  
standardizing	  creates	  price	  mulMples.	  

¤  compare	  the	  standardized	  value	  or	  mulMple	  for	  the	  asset	  being	  
analyzed	  to	  the	  standardized	  values	  for	  comparable	  asset,	  
controlling	  for	  any	  differences	  between	  the	  firms	  that	  might	  
affect	  the	  mulMple,	  to	  judge	  whether	  the	  asset	  is	  under	  or	  over	  
valued	  
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RelaMve	  valuaMon	  is	  pervasive…	  

¨  Most	  asset	  valuaMons	  are	  relaMve.	  
¨  Most	  equity	  valuaMons	  on	  Wall	  Street	  are	  relaMve	  valuaMons.	  	  

¤  Almost	  85%	  of	  equity	  research	  reports	  are	  based	  upon	  a	  mulMple	  and	  
comparables.	  

¤  More	  than	  50%	  of	  all	  acquisiMon	  valuaMons	  are	  based	  upon	  mulMples	  
¤  Rules	  of	  thumb	  based	  on	  mulMples	  are	  not	  only	  common	  but	  are	  o^en	  

the	  basis	  for	  final	  valuaMon	  judgments.	  
¨  While	  there	  are	  more	  discounted	  cashflow	  valuaMons	  in	  

consulMng	  and	  corporate	  finance,	  they	  are	  o^en	  relaMve	  
valuaMons	  masquerading	  as	  discounted	  cash	  flow	  valuaMons.	  
¤  The	  objecMve	  in	  many	  discounted	  cashflow	  valuaMons	  is	  to	  back	  into	  a	  

number	  that	  has	  been	  obtained	  by	  using	  a	  mulMple.	  
¤  The	  terminal	  value	  in	  a	  significant	  number	  of	  discounted	  cashflow	  

valuaMons	  is	  esMmated	  using	  a	  mulMple.	  
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Why	  relaMve	  valuaMon?	  

“If	  you	  think	  I’m	  crazy,	  you	  should	  see	  the	  guy	  who	  
lives	  across	  the	  hall”	  

	   	  Jerry	  Seinfeld	  talking	  about	  Kramer	  in	  a	  Seinfeld	  episode	  

“ A little inaccuracy sometimes saves tons of explanation”

H.H. Munro

“ If you are going to screw up, make sure that you have 
lots of company”

Ex-portfolio manager
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The	  Market	  ImperaMve….	  

¨  RelaMve	  valuaMon	  is	  much	  more	  likely	  to	  reflect	  market	  
percepMons	  and	  moods	  than	  discounted	  cash	  flow	  valuaMon.	  This	  
can	  be	  an	  advantage	  when	  it	  is	  important	  that	  the	  price	  reflect	  
these	  percepMons	  as	  is	  the	  case	  when	  
¤  the	  objecMve	  is	  to	  sell	  a	  security	  at	  that	  price	  today	  (as	  in	  the	  case	  of	  an	  

IPO)	  
¤  invesMng	  on	  “momentum”	  based	  strategies	  

¨  With	  relaMve	  valuaMon,	  there	  will	  always	  be	  a	  significant	  
proporMon	  of	  securiMes	  that	  are	  under	  valued	  and	  over	  valued.	  	  

¨  Since	  porbolio	  managers	  are	  judged	  based	  upon	  how	  they	  perform	  
on	  a	  relaMve	  basis	  (to	  the	  market	  and	  other	  money	  managers),	  
relaMve	  valuaMon	  is	  more	  tailored	  to	  their	  needs	  

¨  RelaMve	  valuaMon	  generally	  requires	  less	  informaMon	  than	  
discounted	  cash	  flow	  valuaMon	  (especially	  when	  mulMples	  are	  used	  
as	  screens)	  
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MulMples	  are	  just	  standardized	  esMmates	  of	  
price…	  

Numerator = What you are paying for the asset

Denominator = What you are getting in return

Market value of equity Market value for the firm
Firm value = Market value of equity

+ Market value of debt

Market value of operating assets of firm
Enterprise value (EV) = Market value of equity

+ Market value of debt
- Cash 

Revenues
a. Accounting 
revenues
b. Drivers
- # Customers
- # Subscribers
= # units

Earnings
a. To Equity investors
 - Net Income
 - Earnings per share
b. To Firm
 - Operating income (EBIT)

Book Value
a. Equity
= BV of equity
b. Firm
= BV of debt + BV of equity
c. Invested Capital
= BV of equity + BV of debt - Cash

Multiple =

Cash flow
a. To Equity
- Net Income + Depreciation
- Free CF to Equity
b. To Firm
- EBIT + DA (EBITDA)
- Free CF to Firm
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The	  Four	  Steps	  to	  DeconstrucMng	  MulMples	  

¨  Define	  the	  mulMple	  
¤  In	  use,	  the	  same	  mulMple	  can	  be	  defined	  in	  different	  ways	  by	  different	  

users.	  When	  comparing	  and	  using	  mulMples,	  esMmated	  by	  someone	  else,	  it	  
is	  criMcal	  that	  we	  understand	  how	  the	  mulMples	  have	  been	  esMmated	  

¨  Describe	  the	  mulMple	  
¤  Too	  many	  people	  who	  use	  a	  mulMple	  have	  no	  idea	  what	  its	  cross	  secMonal	  

distribuMon	  is.	  If	  you	  do	  not	  know	  what	  the	  cross	  secMonal	  distribuMon	  of	  
a	  mulMple	  is,	  it	  is	  difficult	  to	  look	  at	  a	  number	  and	  pass	  judgment	  on	  
whether	  it	  is	  too	  high	  or	  low.	  

¨  Analyze	  the	  mulMple	  
¤  It	  is	  criMcal	  that	  we	  understand	  the	  fundamentals	  that	  drive	  each	  mulMple,	  

and	  the	  nature	  of	  the	  relaMonship	  between	  the	  mulMple	  and	  each	  variable.	  
¨  Apply	  the	  mulMple	  

¤  Defining	  the	  comparable	  universe	  and	  controlling	  for	  differences	  is	  far	  
more	  difficult	  in	  pracMce	  than	  it	  is	  in	  theory.	  
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DefiniMonal	  Tests	  

¨  Is	  the	  mulMple	  consistently	  defined?	  
¤  ProposiMon	  1:	  Both	  the	  value	  (the	  numerator)	  and	  the	  
standardizing	  variable	  (	  the	  denominator)	  should	  be	  to	  the	  same	  
claimholders	  in	  the	  firm.	  In	  other	  words,	  the	  value	  of	  equity	  
should	  be	  divided	  by	  equity	  earnings	  or	  equity	  book	  value,	  and	  
firm	  value	  should	  be	  divided	  by	  firm	  earnings	  or	  book	  value.	  

¨  Is	  the	  mulMple	  uniformly	  esMmated?	  
¤  The	  variables	  used	  in	  defining	  the	  mulMple	  should	  be	  esMmated	  
uniformly	  across	  assets	  in	  the	  “comparable	  firm”	  list.	  

¤  If	  earnings-‐based	  mulMples	  are	  used,	  the	  accounMng	  rules	  to	  
measure	  earnings	  should	  be	  applied	  consistently	  across	  assets.	  
The	  same	  rule	  applies	  with	  book-‐value	  based	  mulMples.	  
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Example	  1:	  Price	  Earnings	  RaMo:	  DefiniMon	  

PE	  =	  Market	  Price	  per	  Share	  /	  Earnings	  per	  Share	  
¨  There	  are	  a	  number	  of	  variants	  on	  the	  basic	  PE	  raMo	  
in	  use.	  They	  are	  based	  upon	  how	  the	  price	  and	  the	  
earnings	  are	  defined.	  
Price: 	  is	  usually	  the	  current	  price	  

	   	  is	  someMmes	  the	  average	  price	  for	  the	  year	  
EPS:	   	  EPS	  in	  most	  recent	  financial	  year	  

	   	  EPS	  in	  trailing	  12	  months	  
	   	  Forecasted	  earnings	  per	  share	  next	  year	  
	   	  Forecasted	  earnings	  per	  share	  in	  future	  year	  
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Example	  2:	  Staying	  on	  PE	  raMos	  

¨  Assuming	  that	  you	  are	  comparing	  the	  PE	  raMos	  
across	  technology	  companies,	  many	  of	  which	  have	  
opMons	  outstanding.	  What	  measure	  of	  PE	  raMo	  
would	  yield	  the	  most	  consistent	  comparisons?	  
a.  Price/	  Primary	  EPS	  (actual	  shares,	  no	  opMons)	  
b.  Price/	  Fully	  Diluted	  EPS	  (actual	  shares	  +	  all	  opMons)	  
c.  Price/	  ParMally	  Diluted	  EPS	  (counMng	  only	  in-‐the-‐money	  

opMons)	  
d.  Other	  
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Example	  3:	  Enterprise	  Value	  /EBITDA	  MulMple	  

¨  The	  enterprise	  value	  to	  EBITDA	  mulMple	  is	  obtained	  by	  
nejng	  cash	  out	  against	  debt	  to	  arrive	  at	  enterprise	  
value	  and	  dividing	  by	  EBITDA.	  

1.  Why	  do	  we	  net	  out	  cash	  from	  firm	  value?	  
2.  What	  happens	  if	  a	  firm	  has	  cross	  holdings	  which	  are	  

categorized	  as:	  
¤  Minority	  interests?	  
¤  Majority	  acMve	  interests?	  

Enterprise Value
EBITDA

=
Market Value of Equity + Market Value of Debt  - Cash

Earnings before Interest, Taxes and Depreciation 
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