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Course Overview

Valuation plays a key role in many areas of finance -- in corporate finance, in mergers and acquisitions and
in portfolio management. This course gives detailed insights about the valuation process. The premise of
this course is that we can make reasonable estimates of value for most assets, and that the same fundamental
principles determine the values of all types of assets, real as well as financial. Some assets are easier to
value than others, the details of valuation vary from asset to asset, and the uncertainty associated with value
estimates is different for different assets, but the core principles remain the same. The course is also geared
towards enabling students to determine the factors which drive corporate value and to develop strategies to
enhance company’s value.

The course examines the three basic valuation approaches that can be used to value an asset. The first,
discounted cashflow valuation, relates the value of an asset to the present value of expected future
cashflows on that asset. The basis of this approach is that we buy most assets because we expect them to
generate cash flows for us in the future. There are three inputs that are required to value any asset in this
approach — the expected cash flow, the timing of the cash flow and the discount rate that is appropriate
given the riskiness of these cash flows. The second, relative valuation, estimates the value of an asset by
looking at the pricing of 'comparable' assets relative to a common variable like earnings, cashflows, book
value or sales. The basis of this approach is that we essentially put our trust in markets getting the values
right, at least on average. The third, contingent claim valuation, uses option pricing models to measure the
value of assets that share option characteristics. A contingent claim or option is an asset which pays off
only under certain contingencies - if the value of the underlying asset exceeds a pre-specified value for a
call option, or is less than a pre-specified value for a put option. The basis of this approach is that
discounted cash flow models understate the value of assets with option characteristics. The understatement
occurs because DCF models value assets based upon a set of expected cash flows and do not fully consider
the possibility that firms can learn from real time developments and respond to that learning. For example,
an oil company can observe what the oil price is each year and adjust its development of new reserves and
production in existing reserves accordingly rather than be locked into a fixed production schedule.

While they can yield different estimates of value, one of the objectives of this course is to explain the
reasons for such differences, and to help in picking the right model to use for a specific task. The models



discussed under various approaches provide a range of tools that analysts/valuers will find of use, but the
cautionary note is - valuation is not an objective exercise, and any preconceptions and biases that an analyst
brings to the process will find their way into the value.

Learning Outcomes
After undergoing this course, the participants will be able to:

e Explain the role and need for valuation

e Describe various approaches to valuation

e Compute the value of a company

e Differentiate between various approaches of valuation in different context, examination of
quality of earnings and other balance sheet related items

e Determine the value drivers for a company

e C(riticize the valuation of other analysts

Evaluation Criteria

Component Description Weight(%)

Mid term It will be based on the syllabus covered till date. 20
The question paper will be designed in a manner
to evaluate the understanding of concepts and
application of concepts taught in the course.

End term It will be based on entire syllabus. The question 40
paper will be designed in a manner to evaluate the
understanding of concepts and application of
concepts taught in the course.

Quizzes There shall be two quizzes (equally weighted) 20

Project It will be on group (group of 2-3 students) basis. | 20
Project will involve ascertainment of earnings quality
and its implications for corporate value.

Text Book
e Valuation: Analysing Global Investment Opportunities — Titman, Martin and Anshuman
(TAM)
References-
e Palepu, Healy, Bernard: Business Analysis & Valuation, CENGAGE Learning, Indian 3rd
Edition, 2010 (PHB)
e Penman, S: Financial Statement Analysis & Security Valuation, TMH 4e (SP)



Session Wise Schedule

Session Topic Reading
No.
1-3 Understanding Financial Statements SP Chapters 9-10
» Income Statement
» Balance Sheet
» Cash Flow Statement
4-6 Forecasting & Valuing Cash Flows TAM Chapter 2
» DCF Valuation Case:  JetBlue Airways IPO
» Relevant Cash Flows Valuation
» Free Cash Flow to Equity
6-9 Estimating Firm’s Cost of Capital TAM Chapter 4
»  Cost of capital — revisited
» Weighted average cost (WACC)
» Cost of debt
» Cost of equity using CAPM method & Dividend
yield method
8-11 Enterprise Valuation TAM Chapter 6-7
» Valuation using Comparables Apollo  Tyres:  Investment
> EBITDA, PE, PS, PEG Decision Dilemma
»  Sensitivity Analysis
» APV approach
11-13 Earnings Dilution and Project Selection TAM Chapter 9
» Understanding reported earnings
» Project analysis — EPS and Project selection
» Economic Profit
14-15 Accrual Accounting & Valuation SP Chapters 5-6
» Pricing Book Values
» Pricing earnings
16-17 Analysis of Growth and Sustainable Earnings SP Chapters 12
» Understanding Core Operating earnings
» Growth through profitability
» Growth of shareholder’s equity
18-19 Using Options for valuation TAM Chapter 10-11
» Real Options Case:  The  Valuation and
»  Certainty Equivalence Method Financing of  Lady M
» Binomial Option Pricing Model Confections




