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= Putting intrinsic valuation into practice
requires grappling not only with how to
define cash flows and incorporate risk
into value, but also how to factor in the
time value of money.

Expected Cashflows in time period

E(CF1) E(CF) E(CE,)
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Value =

Risk-adjusted Discount Rate
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Equity Valuation

Assets

Liabilities

K Assets in Place
Cash flows considered are

cashflows from assets,
after debt payments and
after making reinvestments
needed for future growth

Growth Assets

Debt

Equity

Discount rate reflects only the
cost of raising equity financing

Gmscnt value is value of just the equity claims on the firm )

Firm/Business Valuation

Assets

Liabilities

K Assets in Place
Cash flows considered are

cashflows from assets,
prior to any debt payments
but after firm has
reinvested to create growth

assets Growth Assets

Debt

Equity

Discount rate reflects the cost
of raising both debt and equity
financing, in proportion to their
use

Present value is value of the entire firm, and reflects the value of)

all claims on the firm.
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EQUITY VS FIRM
VALUATION



= In theory, a publicly traded company
can continue as a going concern for
decades or even centuries.

= To impose closure on the exercise, and
one practice that valuation analysts use
is to assume that cash flows beyond a
point in time in the future will grow at a
constant rate forever.

= That assumption allows us to capture
the present value of all cash flows
beyond with a “terminal value”.

E(Cash Flow,) E(Cash Flow,) x E(Cash Flowy41)

Value of business =

a+n) (L31)* (r=g)@+n)"
Value of Present value of expected Present value of terminal value, i.e.,
business today cash flows in explicit forecast the value at the end of year n,
period (n years) assuming a constant growth rate
forever after year n.
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What is the value added/destroyed by growth?

Looks at the net effect of growth on value, by VAL '

bringing in the positives (increased revenues/ UE DRIVERS

earnngs) and the negatives (reinvestment / \
When will the firm

(3895%)

What are the cashflows LEELET LTI 0, become mature
from existing assets? and what are th'e
Measures cashflows, roadblocks?
after taxes, from the Assume costant

existing investments of
a business

How risky are the cash flows from both growth rate forever
existing assets and growth assets? \& apply closure. Y
Investors will discount at higher rates,
when cashflows are riskier.

G722
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Value of growth

The future cash flows will reflect expectations of how quickly earnings will grow in the future (as a positive) and how much
the company will have to reinvest to generate that growth (as a negative). The net effect will determine the value of growth.
Expected Cash Flow in year t = E(CF) = Expected Earnings in year t - Reinvestment needed for growth

Cash flows from existing t

The base earnings will reflect the
earnings power of the existing
assets of the firm, net of taxes and
any reinvestment needed to sustain
the base earnings.

Value of asset =

A
E(CF)  E(CFy)  E(CFy)

, ECE,)

1+r)  A+n? 1+r)?

(1+r)"

t

Steady state
The value of growth comes from
the capacity to generate excess
returns. The length of your growth
period comes from the strength &
sustainability of your competitive
advantages.

Risk in the Cash flows

of debt.

The risk in the investment is captured in the discount rate as a beta in the cost of equity and the default spread in the cost
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INTRINSIC VALUE:
KEY QUESTIONS



Function of the size of the total
accessible market & market share

Revenue Growth

Operating Margins
Determined by pricing power and
cost efficiencies

Growth/Investment Efficiency
Measure of how much investment is
needed to deliver growth

Value of <

!

Expected FCFF = Revenues * Operating Margin - Taxes - Reinvestment

Business

t

Risk-adjusted Discount Rate

Failure Probability
Chance of grevious or
catastrophic event
putting business model
at risk.

A

Cost of Equity

demand

Rate of return that equity investors
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Cost of borrowing money, net of tax

Cost of Debt

advantages

R PARSIMONIOUS

VALUATION
STRUCTURE



Appeal
Numbers provide a sense
of control, a sense of
precision and the
appearance of objectivity.

The Number crunchers

A Good Valuation
Story+Numbers

Appeal
Stories are more easily
remembered than numbers
and connect with human
emotions.

Dangers
Without narratives to back
them up, numbers can be
easily manipulated, used to
hide bias or to intimidate
those not in the loop.
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The Storytellers

Dangers
Stories that are not anchored
to or connected with numbers
can veer into fairy tales,
leading to unreal valuations.

VALUE = STORY
+ NUMBERS



Total Market

A

X

Market Share

Big market narratives will lead to a big number
here.

YWY

Revenues (Sales)

Operating Expenses

Networking and Winner-take-all narratives
show up as a dominant market share.

Operating Income

Strong and sustainable competitive
advantages show up as a combination of high
market share and high operating margins.

Taxes

A

After-tax Operating Income

Reinvestment

Tax Breaks and benefits show up a lower
taxes and higher after-tax income

Easy scaling (where companies can grow
quickly and at low cost) narratives will show
up as low reinvestment given growth.

After-tax Cash Flow

Adjust for time value & risk

Adjusted for operating risk

with a discount rate and for

failure with a probability of
failure.

A
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Low risk narratives (business) show up as a
lower discount rate. High debt narratives may
raise or lower discount rates.

VALUE OF
BUSINESS

CONNECTING
STORY PIECES T0
VALUE INPUTS



= Intrinsic value is a constant: The notion of the
intrinsic value of a business as the present value of
the expected cash flows from that business, over

time, applies for companies across the life cycle. VELU HTION
= With diff, t cash fl ths: With
colmp‘;?lrisers,;tflfg‘gli;?witﬁv]‘;ﬁi?diig ]olusiizlérslg ACROSS THE LIFE
models, the cash flows will be negative in the early CYCLE
years, and turn positive only as they approach high

growth, and grow rapidly before settle into stability.
With mature companies, you are far more likely to
see positive cash flows immediately, but with far less
growth in future years. With declining companies,
you may see shrinkage in the cash flows over time, as
businesses get smaller.

= And a changing dependence on terminal value:
Earlier in this chapter, we noted that the value of a
business today will be the sum of the present value of
its expected cash flows in the forecast period and the
present value of the terminal value, capturing cash
flows beyond the forecast period.Young companies,
with negative cash flows in the early years and
positive and growing cash flows later, will get a much
large proportion of their values from the cash flows in
the later years and the termina value than more
mature companies.
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NARRATIVE VS NUMBERS: ACROSS THE LIFE
CYCLE
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Lifecycle stage | Start-up Young High Growth Mature Mature Decline
Growth Growth Stable
Narrative versus : Mostly Narrative + Numbers + Mostly
Numbers AlRanative narrative Numbers Narrative Numbers AllNumbers
Narrative How big is the Iatij-ls(i);\lle e How profitable | How scalable sustall-iir?;vble i How happy is
Drivers narrative? B . is narrative? is narrative? : the ending?
narrative? narrative?
Narrative Unconstrained Constraints mount as numbers build up Constrained &
Differences & Large > Narrow
differences Differences across investors narrow, as history deepens differences
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Tools for intrinsic analysis

- Discounted Cashflow Valuation (DCF)
- Intrinsic multiples

- Book value based approaches

- Excess Return Models

Value of cashflows,
adjusted for time

INTRINSIC | THE GAP
d risk VALUE | Value Is there one? Price
andris Will it close? G

Drivers of intrinsic value

- Cashflows from existing assets
- Growth in cash flows

- Quality of Growth
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Tools for "the gap"
- Behavioral finance
- Gap catalysts

Tools for pricing

- Multiples and comparables

- Charting and technical indicators
- Pseudo DCF

Pa
D1 D2 S

P2y \ ,,/ /
PRICE P , N
Q102 E
Drivers of "the gap" Drivers of price
- Information - Market moods & momentum
- Liquidity

- Corporate governance

- Surface stories about fundamentals

PRICING



Mood and Momentum
Price is determined in large part
by mood and momentum,
which, in turn, are driven by
behavioral factors (panic, fear,
greed).

Liquidity & Trading Ease
While the value of an asset may
not change much from period to

period, liquidity and ease of
trading can, and as it does, so
will the price.

The Market Price

Incremental information
Since you make money on

the focus is on incremental
information (news stories,
rumors, gossip) and how it
measures up, relative to
expectations

price changes, not price levels,

Group Think
To the extent that pricing is
about gauging what other
investors will do, the price can
be determined by the "herd".
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PRICE DRIVERS



PRICING MECHANICS

A s e ety N wailie e (i i Market value of operating assets of firm
= Market value of equity Enterprise value (EV) = Market value of equity
o et e el Gh: + Market value of debt
- Cash
Step 1a: Pick a + -
multiple Numerator = What you are paying for the asset CHOOSE A
Multiple = - . —
Denominator = What you are getting in return MULTIPLE
: I I
Revenues ) Earnings Cash flow Book Value
a. ACf:ountlng revenues o T 2 sy Py a. To Equity a. Equity
b. Drivers - N T - Net Income + Depreciation =BV of equity
- # Customers - Earnings per share - Free CF to Equity b. Firm
- # Subscribers . b. To Fi =BV of debt + BV of equi
’ BRI T . To Firm =BV of debt + BV of equity
= # units - Operating income (EBIT) - EBIT + DA (EBITDA) c. Invested Capital
- Free CF to Firm =BV of equity + BV of debt - Cash
S.tel.) 1b: M.ake a Most recent annual Last four quarters Next four quarters Avyear in the future ——> CHOOSE TIMING
timing choice report/10K (Current) (Trailing) (Forward) (Forward Plus)
teri PICK
Step 2: Choose peer Narrow versus Broad Similar market cap or Country, Region or (;tl[ll;f;:;t:rz’ ——> COMPARABLES
group/Comparables ; ;
sector/business all companies Global objective FIRMS
Step 3: Tell a Risk Growth Quality of growth SPIN/TELL
story - Lower risk for higher value - Higher growth for higher value - Higher barriers to entry/moats for higher value YOUR STORY
- Higher risk for lower value - Lower growth for lower value - Lower barriers to entry for lower value
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PRICING ACROSS THE LIFE CYCLE
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Lifecycle stage | Start-up Young High Growth Mature Mature Decline
Growth Growth Stable
Pricing vs
Valuing Mostly Pricing Mostly value Pricing
Bricin Il;i)telr()tialc ital Revenue Revenue Earnings
Measur%s A:;c::; A growth, Gross | growth, Oper Earnings growth g tabilitgy Book Value
margins margins
o ; EV/TAM, EV/ EV/Forward EV/Sales PEG, Forward PE, EV/ PBY’ EY/
Pricing Metrics | Users, EV/ Sales PE EBITDA Liquidation
Subscribers Value
Young ; Young . High grow: Growth Other mature Declining
companies that companies that ﬁITDS, ok 5. % . .
Peer Group : companies in companies in | companies in
have accessed have gone sometimes - Seo "
VC funding. public recently | across sectors. ’ ’



