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Roundtable: 10 big issues in business valuation
Tony Aaron - Wolfgang Ballwieser - Mauro Bini - Stefano Giuliani* - Eric Teo

A substantial percentage of business valuation differ-
ences around the world stem from a relatively short list
of major issues. These major issues each have a pro-
found influence on value. Some of the issues listed
below are typically addressed in advanced course offer-
ings as areas of controversy or concern, but no con-
sensus is offered. The valuer is called upon to make
these decisions without a good compass. This round
table is designed to identify major issue areas and to
increase awareness of the full range of solution adopted
for each issue area.
Business valuers use either techniques that comply

with the rigors of scientific studies or employ techni-
ques consistently used by peers within the valuation
profession. This places the business valuers in a parti-
cularly difficult position if there is no consensus among
valuers or market participants on key valuation issues
or if the common practices of the profession are at odds
with recent studies.
The areas that influence value greatly are as follows:
(1) DCF: Prospective Financial Information;
(2) DCF: Terminal value;
(3) DCF discount rate: ERP and risk free rate;
(4) DCF discount rate: Wacc Capital structure;
(5) DCF discount rate: Alpha;
(6) DCF discount rate: size premium;
(7) DCF discount rate and growth rate;
(7) Multiples: multiple of public companies to eval-

uate private held companies;
(8) Valuation of a minority interest: surplus or re-

duntant assets;
(9) Differences between Price and Value;
(10) Business model analysis and valuation.
The objectives of this round table are: (i) to identify

the range of choices available to the practitioner for
addressing each issue area, and (ii) to help practi-
tioners appreciate how substantially these choices in-
fluence values.
The participants at this first round-table are five

members of the Editorial Board of BV OIV Journal.
They represent different geographies around the world
with different peers within the valuation profession.
The responses are in alphabetic order:
- Tony Aaron [TA] (USA);
- Wolfgang Ballwieser [WB] (Germany);
- Mauro Bini [MB] (Italy);

- Stefano Giuliani [SG] (UK);
- Eric Teo [ET] (Singapore).

1. DCF: Prospective Financial Information (PFI)

The business valuer has to use professional skepticism in
considering PFI. What are in your experience the analysis
that the business valuers has to do for judging the reason-
ableness of the PFI?
TA:
I believe that business valuers historically have not,

on average, performed enough procedures to come to a
conclusion that PFI is reasonable for use in their va-
luations. I also believe that the level of ‘‘stress-testing’’
of PFI is on the rise among business valuers, which is a
positive trend. There are clearly some individuals and
firms that truly perform an adequate level of proce-
dures, but many do not. That being said, I believe that
the following procedures would be a minimum level of
steps that should be followed:
1. review the process by which the entity prepares its

PFI and investigate the qualifications of the indivi-
duals who actually prepare the PFI and those that re-
view and approve it;
2. consider the purposes for the preparation of the

PFI and evaluate whether such purposes might intro-
duce bias into the PFI (e.g. budgeting, financing, ca-
pital budgeting, R&D, M&A activities, compensation,
etc.);
3. compare PFI to historical performance for the

entity;
4. compare PFI to information that can be obtained

from industry studies, market studies, government stu-
dies and analyst’s reports for the industry and/or the
entity or its peers;
5. compare prior years’ PFI to actual results to ascer-

tain whether the entity tends to systematically miss its
projections;
6. if ‘‘expected cash flows’’ can be ascertained, com-

pare those expected cash flows to the PFI prepared by
management (in practice, this can be a very difficult
step, as sources for ‘‘expected cash flow’’ data may not
exist).
WB:
Fortunately, most valuation objects have a history.

PFI has to be in line with this history. Expected

* Caxton Europe LLP, London. ‘‘The views expressed in the round-
atble are those of Stefano Giuliani and do not represent the views of
Caxton Associates LP. This discussion is intended for information

purposes only and is not, and should not be considered as, an offer
to invest in, or to buy or sell, any interests or shares in any funds, or to
participate in any investment or trading strategy.’’
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changes have to be explained with convincing reasons.
Only possible, but not plausible or – even stronger –
probable measures and potential resulting cash flows
do not count in the determination of a business value.
Analysis requirements are
i. plausibility of planning, i.e. confirmability, consis-

tency, free of contradictions;
ii. computational consistency and consistency of as-

sumptions, internal consistency (management expla-
nation, historical background and future potentials)
and external consistency (markets, competition & reg-
ulation);
iii. integrated planning (P&L, Balance Sheet, Cash

Flow Statement);
iv. phase model (2 or 3 phases);
v. careful estimation of perpetuity in last phase

(terminal value).
MB:
To answer this question it is necessary first of all to

define the meaning of professional skepticism in busi-
ness valuation.
Professional skepticism is an attitude that includes a

questioning mind and a critical assessment of the ap-
propriateness and sufficiency of external and internal
evidence and is based on three main attributes:
1. competency. This attribute refers to the business

valuer’s degree of knowledge, skills and experience;
2. professional care. This attribute refers to the com-

pleteness of the information base available to the busi-
ness valuer to express an informed value judgment;
3. objectiveness. This attribute refers to the prospec-

tive that the business valuer must adopt in analysing
specific facts and circumstances, weighing both corro-
borating evidence and contrary evidence.
The exercise of professional skepticism requires the

simultaneous presence of all three attributes. Thus, for
example, a highly competent business valuer, with
good skills and vast experience but with an inadequate
information base, cannot exercise effectively his pro-
fessional skepticism in the specific context, simply be-
cause his knowledge of the facts and circumstances
regarding the specific valuation is not adequate.
Competency, professional care and objectiveness be-

come professional skepticism when they turn into ac-
tion, that is when they define a specific ‘‘modus oper-
andi’’ of the business valuer which in the literature is
referred to as ‘‘fundamental analysis’’. Fundamental
analysis precedes and accompanies the analysis of PFI.
Fundamental analysis must precede the analysis of

PFI because in analysing prospective financial informa-
tion the business valuer needs to have clear in mind:
(i) the value drivers that the company undergoing
valuation nurtures and manages; (ii) the company’s
source of competitive advantage; (iii) the company’s
market positioning, i.e. the void that the business fills.
Fundamental analysis must also accompany the ana-

lysis of PFI, as its support is necessary for the latter to
be considered adequate.
In my experience, the best approach to the analysis

of PFI is founded on a simple logical schema, wherein
prospective financial information acts as a ‘‘bridge’’
between two company situations that could be defined
as ‘‘start’’ and ‘‘end’’. The start situation (situation ‘‘as
is’’) is the result of company’s history at the valuation
date, in terms of earning power, book value of equity,
intangible assets and skills, customer relations etc. The
end situation (situation ‘‘to be’’) is instead the target
that management intends to achieve through specific
strategic and operational actions, leveraging first of all
the ‘‘start’’ assets and competencies. Many business
plans are simple extrapolation exercises, in that they
do not aim to attain and firm up a specific end situa-
tion in terms of earning power, competitive position-
ing, total assets. They merely express the best com-
pany-performance forecast, given a consensus macro-
economic and/or industry scenario. To continue the
metaphor, in these cases prospective financial informa-
tion is not a ‘‘bridge’’ but a ‘‘stepping stone’’ suspended
in mid-air
The business valuer’s first task in analysing prospec-

tive financial information is precisely to draw a distinc-
tion between ‘‘bridges’’ and ‘‘stepping stones’’ for the
simple reason that PFI of the latter type cannot con-
stitute a reliable basis to estimate terminal value in
DCF valuation.
The business valuer’s second task is to evaluate the

strength of the end situation, which should be: (i)
sound, in terms of financial condition, operating per-
formance and cash flows; (ii) realistic and not aspira-
tional; (iii) consistent with the company’s competitive
context and advantages; (iv) attainable through a
well-defined operational roadmap shared with the
management lines involved; (v) realistic in terms of
timing.
The business valuer’s third task is the evaluation of

the PFI’s risk profile. Rarely do firms make plans on
the basis of different scenarios. Typically, they make
their plans on the basis of the most likely scenario.
However, a plan that is well-designed and is based
on a well-defined and shared roadmap often provides
for corrective solutions in case of adverse scenarios,
delays or, more generally, unexpected events. All
things being equal, the more a plan provides for alter-
native and flexible solutions the lower the exposure of
such plan to external risks.
The business valuer’s fourth task concerns the iden-

tification of any impediments to the improvement of
the plan’s performances that might give rise to an
asymmetrical risk exposure. For example, a company
that plans to operate at full capacity would not be able
to meet a higher-than-expected demand and would
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underperform in the presence of a weaker-than-ex-
pected demand.
SG:
Using the information available in the proper way is

a prerequisite of any sound valuation process. There-
fore selecting, organizing, elaborating and interpreting
all the data is the cornerstone of any fundamental
assessment. The main pillars of this process are the
following: strategic analysis (macro inputs, sector dy-
namics, resources and skills), historical examination of
accounting, economic and financial data, market in-
puts (interest rates, returns, growth, betas), balance
sheet situation (tangible and intangible assets, finan-
cial assets and liabilities), prospective estimates (busi-
ness plans, budgets, macro analysis, sell side consen-
sus), database on former transactions (for the company
or peers), accounting due-diligence and market multi-
ples for similar companies. Any valuation process then
cannot avoid a preliminary view of the sector attrac-
tiveness (life cycle positioning, regulation, competitive
forces, innovation and technology, human resources).
Given that the valuation is always based on forward
looking estimated results, it’s important that any pro-
jection will be coherent with the historical, current
and estimated inputs available, both quantitatively
and qualitatively. A fundamental element of the pro-
cess is the distinction between the internal value dri-
vers (that the company can affect) and the external
ones (taken as a given). In order to build a coherent
and sound set of estimates we need a good information
basis but also the capacity to translate that in accurate
business plans and some degree of conservatism in the
probability assigned to the execution. In this respect,
the production of secondary information produced by
companies (budgets, guidance and business plans) has
become an essential tool in order to have a solid start-
ing point for the fundamental analysis. Of course, the
valuer cannot rely only on the static data, both histor-
ical and prospective, but has to apply her professional
skill-set in order to build a coherent and solid process:
She has to normalize historical accounting (eg. re-le-
velling the extraordinary elements, isolating the num-
bers not afferent to the core business, adjusting the
fiscal policies, considering any potential inflation is-
sue), integrate the accounting data with an analysis
of intangibles (eg. R&D, marketing, IT), explicit a
critical effort on the sustainability of the business plans
and perform sensitivities. All that said, in order to
define the prospective financial information (PFI) as
reasonable, we have to balance different elements: the
risks of the forward looking projections (analysis of the
dispersion of results), the number of variables consid-
ered in the process, the granularity, reliability and
completeness of the inputs used and the eventual pre-
sence of any external control. In a nutshell, the use of
the PFI necessitates prudence, professional scepticism,

a deep knowledge of the matter and a proper distinc-
tion between forecasts and projections (if based on a
reasonable information basis or on an expected state of
the world based on specific assumptions).
ET:
To be able to judge the reasonableness of the PFI, a

business valuer must first obtain good insights into the
company’s business model, its industry and external
operating environment, often through site visits, en-
gaging in discussions with the management and per-
forming research.
We adhere closely to IVS [International Valuation

Standards] in our work where under IVS 105, Para-
graph 50.13, ‘‘regardless of the source of the PFI, a valuer
must perform analysis to evaluate the PFI, the assumptions
underlying the PFI and their appropriateness for the valua-
tion purpose. The suitability of the PFI and the underlying
assumptions will depend upon the purpose of the valuation
and the required bases of value. For example, cash flow
used to determine market value should reflect PFI that
would be anticipated by participants; in contrast, invest-
ment value can be measured using cash flow that is based
on the reasonable forecasts from the perspective of a parti-
cular investor.’’

2. DCF Terminal value

The terminal value calculation is based on expected cash
flows beyond the period of the explicit forecasts. Beyond the
period over which the PFI preparer is confident of its fore-
casts. Do you use some prudence in estimating Terminal
value to avoid errors?
TA:
I believe that terminal value calculations should re-

flect a ‘‘normalized’’ or long term stabilized outlook for
the entity. Aside from calculational or logic errors, the
valuation specialist should be very careful about the
main inputs, i.e. stabilized cash flow, discount rates
and growth rates.
WB:
Prudence is a concept of financial reporting and

cannot avoid errors, since a valuer cannot be a pro-
phet. Business valuation has to be done without pru-
dence. Theoretically, one can discount certainty
equivalents of probability distributions of cash flows
with a risk-free rate of return or expected values of
those probability distributions with risk-adjusted rates
of return. Practitioners prefer the second approach.
Both approaches require probable cash flows, not pru-
dently determined ones.
MB:
Typically, applying DCF does not entail the adop-

tion of different discount rates for the cash flows ex-
pected in the period of the explicit forecast and for the
cash flows expected beyond the period of the explicit
forecast, assuming implicitly that both sets of cash
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flows exhibit the same risk. However, if the business
plan covers the entire period over which management
is confident about the reliability of its forecasts, it
follows that such confidence evaporates or otherwise
dwindles beyond this period. This means that the cash
flows used to estimate terminal value can show the
same risk as the cash flows expected in the explicit
forecast period only if the business valuer makes an
adjustment (to the downside), to make them consis-
tent in terms of risk profile.
This adjustment is not dictated by prudence (the

business valuer does not have to be prudent but objec-
tive) but by the consistency between numerator (cash
flows or earning streams) and denominator (cost of
capital) of the valuation formula.
If no adjustments are made in the estimation of

terminal value, and the cash flows of the last year of
the explicit forecast period is used as the perpetual
annuity to be capitalized, not only will the company
be overestimated, but an error is introduced that modi-
fies the result of the estimate in relation to the exten-
sion of the plan period. In fact, if the plan calls for a
return on invested capital higher than the cost of ca-
pital, as the plan’s horizon extends the value of the
company grows, not only by the amount of the net
present value of the investments made but also by
the projection in perpetuity of net present value of
such investments in the estimation of the company’s
terminal value.
The adjustments to be made in the estimation of the

cash flows to be used to calculate terminal value con-
cern once again fundamental analysis. If the plan, as
illustrated previously, is a ‘‘bridge’’ between start and
end, terminal value must reflect the soundness of the
end situation. This assumes a forward-looking analysis
of market share, profitability and invested-capital turn-
over ratios, R&D expenditure and maintenance, etc.
to check the consistency of the results with the com-
pany’s and the industry’s historical performance, with
the consensus and, more generally, with outside fore-
cast sources. Attention must be paid to the company’s
performance vis-à-vis the competition and to the vo-
latility of the company’s results over time. This analysis
is intended to distinguish between recurring and non-
recurring profits, based on the assumption that only
recurring profits can be projected into perpetuity
and, consequently, be used in the estimation of term-
inal value.
SG:
In a standard DCF, the Terminal value (TV) typi-

cally constitutes the majority of the companies’ net
worth. In order to take a balanced view and minimize
errors, I think two solutions are available. In the first
one, the valuer can consider an explicit set of coherent
inputs and work on an extended time-frame (15-30
years) in order to be ‘‘forced’’ to explicitly estimate

the duration and the intensity of the capital advantage
period (CAP, where ROE>CoE), before converging to
the steady state (ROE = CoE, Capex/D&A = 1). In so
doing, the dynamics of the business in terms of growth,
margins, capex needs, cash flows, target leverage and
so on are adjusted year by year in an explicit manner:
the growth rate can fade, the margin level, the capital
turnover and the profitability can ‘‘smooth’’ towards a
normalized state first (typically the sector average),
and towards a steady state later on (no economic value
creation). The first 3-4 years of analytical estimates
can be built on an informed analysis of the company’s
business plans and budgets, as well as on sell side ana-
lysts’ consensus estimates and other available set of
data. A second period can move towards a sustainable,
normalized behaviour of the business, if the planning
period is still far from that situation, and then start to
fade to the steady state. The CAP needs of course to be
based on an in-depth fundamental analysis of the com-
petitive landscape. In any case, at the end of the fading
period, the TV will represent invariably the capital
recovery (1x multiple). In a second scenario, the
Terminal value is determined after a shorter period
of time (typically year 5 to 10). Usually, the approach
I have seen in two decades of financial markets experi-
ence is quite often based on a simple multiple applied
to the last estimated figure of flow (earnings or cash) of
the explicit period analysed. In this situation, a lot of
inconsistences can emerge. First of all, it’s not a given
that the last year of the explicit plan has to be the basis
of TV calculation, if it is not representative of a ‘‘nor-
mal’’ year. Another topical issue relates to the fact that
the capitalization of the last flow needs to be coherent
with the sustainable reinvestments required to support
the perpetuity growth assumptions, (eg. (NOPAT x (1
– g / ROIC)) / (WACC – g)). I find that one of the
most common inconsistencies is typically related to
the implicit reinvestments in working capital and
growth capex embedded in the calculation. Further-
more, I always link the long term growth estimate to
the long term risk-free rate available in the market
and, related to that, the ERP needs to be linked to
those two variables, typically derived from current
market prices, if the cost of capital is market consis-
tent. When we are valuing a growth company, this
approach can be of course conservative, if TV is esti-
mated in a short time-frame (say, year 5). In this situa-
tion a ‘‘growth risk premium’’ can be in any case taken
into consideration (the g factor in the Gordon Model
can be effectively considered like a ‘‘financial summar-
izer’’, meaning that every discrete growth path can be
transposed in a financially equivalent single growth
factor in perpetuity). Looking at the financial gearing,
a particular attention needs to be put in the calcula-
tion of the net financial position if we are using a cash-
flow model rather than an economic approach in va-
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luing the asset side (avoiding the risk to double count
or to miss cash components of the flow, not reflected
in the Net Financial Position we then subtract from
the asset value). An important element to take into
consideration is the analysis of the cycle for the com-
pany we are valuing: in presence of a cyclical business,
the TV has to be necessary calculated on an over the
cycle basis. Another useful cross-check is determining
the implied ‘‘exit multiple’’ and comparing it with the
current one, looking both at peers and at similar com-
panies/sectors in terms of growth opportunities, return
on capital and other fundamental drivers that can be
considered in a ‘‘normalized’’ state of their life cycle.
ET:
Under IVS 105, Paragraph 50.21, the terminal value

should consider:
a) whether the asset is deteriorating/finite-lived in

nature or indefinite-lived, as this will influence the
method used to calculate a terminal value;
b) whether there is future growth potential for the

asset beyond the explicit forecast period;
c) whether there is a pre-determined fixed capital

amount expected to be received at the end of the
explicit forecast period;
d) the expected risk level of the asset at the time the

terminal value is calculated;
e) for cyclical assets, the terminal value should con-

sider the cyclical nature of the asset and should not be
performed in a way that assumes ‘‘peak’’ or ‘‘trough’’
levels of cash flows in perpetuity; and
f) the tax attributes inherent in the asset at the end

of the explicit forecast period (if any) and whether
those tax attributes would be expected to continue
into perpetuity.
In practice, when estimating the DCF Terminal va-

lue, one of the key components is the annual growth
rate expected into perpetuity. A common way would
be to compare this against the growth rate of the in-
dustry or country’s economic growth.
It is not uncommon to see valuations where the

terminal value makes up a large chunk of the estimated
value. Hence it is important to perform sensitivity
analysis of the impact of a range of growth rates in
estimating the DCF Terminal Value.

3. DCF discount rate: ERP and risk free rate

There is a relationship between ERP and risk free rate
(RFR). How do you consider it in estimating the market
return?
TA:
I believe that there is a definite and inverse relation-

ship between ERP and the RFR. Over the long term
(100-200 years of data), while equity returns have var-
ied from year to year, there tends to be a relatively
stable average level of nominal returns on equity in

the range of 8-9% (at least in the United States). That
being said, I view the ERP, in effect, as a ‘‘spread’’
which can vary as the RFR moves up or down. While
I believe that the average expected nominal return on
equity is relatively stable (i.e. the 8-9% mentioned
earlier), the ERP rises as the RFR falls and vice versa.
Thus, I view market returns on equity as being rela-
tively stable, on average over time, while the compo-
nent parts vary inversely to one another.
WB:
If the expected value of the market rate of return is

assumed to be constant, a decreasing risk-free rate im-
plies an increasing ERP according to CAPM. It is an
empirical question whether a decreasing risk-free rate
changes the expected market rate of return. I do not
know reliable evidence.
In Germany, the risk-free rate is normally approxi-

mated by spot rates of Government bonds at the va-
luation date which vary over time. At the same mo-
ment, the ERP is normally estimated by means of his-
torical data. Therefore, there is a mixture of historical
and future directed data which is inconsistent with the
CAPM. Implied ERPs could help but have other dis-
advantages.
MB:
We know that equity market return is more stable

that its constituent parts (ERP and RFR). The reason
is the negative correlation between risk-free rate and
equity risk premium. Risk-free rates show a pro-cyclical
pattern (they rise when the economy grows and fall in
recessions) while equity risk premiums are counter-cy-
clical (they fall in a growing economy and increase in
recessions). This makes ERP dependant on risk-free
rate levels.
When risk-free rate levels are normal so are equity

risk premium levels. This makes it possible to identify a
number of patterns, the most famous of which is defi-
nitely the Fed Model (introduced by Greenspan)
whereby in normal condition the P/E of the U.S. stock
market should approximate the inverse of the risk-free
rate, based on the assumption that the nominal growth
rate of the U.S. economy (‘‘g’’) is nearly equal to the
equity risk premium (‘‘ERP’’). Against this back-
ground, the historical ERP can be taken as a reliable
measure of the risk premium in estimating the cost of
capital of a specific company.
However, when the situation is far from normal,

significant caution is required in the use of historical
ERPs. Historical ERPs are (arithmetic and geometric)
means of risk premiums derived from secular invest-
ment horizons which assume (implicitly) risk-free rate
levels in line with the long-term average. Today, in
nearly the world over, we are going through a histor-
ical phase where risk-free rates have settled at levels
that are extraordinarily lower than the long-term aver-
age (in many countries ten-year and longer risk-free
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rates are negative) also as a result of the quantitative
easing policies adopted by the central banks. In this
context, the Fed Model cannot work.
Hence, two possible alternative solutions to estimate

the cost of capital.
The first involves the normalization of risk-free rates

on the assumption that they do not reflect the free
interplay between demand and supply but are instead
lowered artificially by the purchase of government
bonds by central banks. As central banks can only
intervene for limited periods of time, risk-free rate le-
vels should normalize at the end of the quantitative
easing phase. This solution, which raises the risk-free
rate by normalizing it to levels more in line with long-
term historical averages, makes it possible to adopt
average normal ERPs that generally do not deviate
substantially from long-term historical averages.
The second solution involves instead the use of cur-

rent risk-free rates (including negative ones) and ad-
justed risk premium rates (generally higher than the
historical average).
The choice of either solution is not neutral for the

results of the valuation of a specific business. In fact,
given the same market return (= risk-free rate + ERP),
the greater the ERP the greater the cost of capital for
firms with a beta greater than 1 and vice versa. The
consequence is that, in case the second solution is
adopted (negative risk-free rate and ERP higher than
the historical average), the costs of capital for firms
with different betas will be much more scattered than
the costs of capital calculated by using the first solu-
tion. Hence, the need for greater accuracy in estimat-
ing the beta of a specific company. In the absence of
closely comparable listed companies (thus in case of
possible errors in the estimation of the beta coeffi-
cient), the first solution might be better.
Often, use is made of intermediate solutions. Instead

of adjusting risk-free rates to levels considered normal
in the long run, use is made of average 12- or 18- or
24-month rates and then measures of prospective ERP
consensus are adopted (from surveys or stock analyst
reports).
Whatever the solution adopted, it should still be

considered that in the current market context, the
breakdown of market return into its two constituent
parts (time value of money and risk premium) is largely
uncertain. A cursory review of the reports of equity
analysts reveals the broad dispersion between risk-free
rates and ERPs, with such dispersion narrowing when
the focus shifts to the sum of the two constituents
(risk-free rate + ERP). The consequence is that this
uncertainty tends to be magnified in the estimation of
the cost of capital of specific companies in relation to
the beta of such companies.
That is why it would be appropriate also to check the

reasonableness of the cost of capital on the basis of

synthetic estimation criteria, such as the implied cost
of capital.
SG:
I think consistency is paramount in choosing the

right approach. If I run a market valuation, I tend to
use the current market risk free rate (RFR), a similar
long term growth assumption and a market implied
ERP. The risk free rate is effectively a reflection of
what the investors estimate to be the economic growth
path in the future, basically the expected real growth
plus the inflation expectations. In a low interest rate
environment, therefore, the expected growth should
be relatively subdued. Another way to look at RFR,
is related to the role it plays when the fear factor rises,
as happens in a flight to quality environment. In this
situation, that decrease of RFR affects also the risk
premiums of all other asset classes: credit default
spreads, cap rates on real estate and, of course, the
equity risk premium. If we look at the market implied
cost of capital in recent years, we have witnessed a
shift in the relative weight between RFR and ERP in
its composition. If we calculate risk free rates and mar-
ket implied ERP for the last 20 years in the US, for
instance, we can see that, while RFR decreased from
6% to 2%, the ERP grew almost symmetrically, with a
relatively limited impact on the overall cost of equity
capital (that has been a break compared to pre-crises
periods). Partly related to that, we have to consider
that the sensible reduction of credit spreads provided a
clear incentive for corporates to follow a de-equitiza-
tion path (debt-to-equity swap), in order to reduce
WACC. Using this dynamic approach, where RFR,
ERP and long term growth expectations are market
consistent and time-varying, presents nonetheless
some issues that need to be taken into account. First
of all, it can be volatile, while the intrinsic value is
typically more stable. Secondly the impact of market
variables is asymmetrical versus higher risk/high
growth companies, compared to lower risk/low growth
ones. So another possible approach is to pursue a nor-
malized valuation: here we can replace current inputs
with normal – average – data (eg long term growth
estimates, long term historical ERP and normalized
fundamental drivers). This kind of approach implicitly
assumes that the past and the future tend to be rela-
tively similar on an over the cycle basis and that mean
reversion will continue to work. In this case, the va-
luation can be much more stable, but the distance
from some market prices can be huge, also for not
trivial time-frames. What I don’t do, in any case, is
to use inconsistent inputs (like market RFR and long
term average historical ERP, for instance). Needless to
say, the RFR and ERP need to be calculated on a
homogeneous basis in terms of reference markets,
countries, currencies, real or nominal values, duration.
A related argument that nowadays is overly present in
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the market on this topic is the role of monetary poli-
cies and the related market behaviour in pricing risks
that we are seeing after the advent of the crises of 2000
and, even more, of 2008. A decent amount of litera-
ture is starting to emerge, analysing the impact of un-
conventional monetary policies on financial asset
prices and on the risk premiums of different asset
classes. The typical argument relates to the historical
analysis of credit fuelled bubbles (1929, 2000, 2008)
where the herd behaviour in asset market booms drove
the subsequent crashes. In other words, does the role a
price insensitive global buyer of last resort (major cen-
tral banks) is having on both RFR and risk premiums
on different asset classes, affect the function of ‘‘price
discovery machine’’ that the financial market always
had? I think that’s a pretty relevant question when
analysing input valuation parameters, above all if we
consider the structural lack of safe assets available in
the market nowadays. That situation can be tricky for
equity valuation, if market rates are no longer fully
representative of the monetary cycle, and liquidity
can tighten without interest rates rising. In that situa-
tion, we probably need to become more used to oper-
ate in a quantity, as well as a price, world and to take
into account more complex liquidity indicators in the
inputs used in our valuation models.
ET:
ERP is estimated based on market studies and con-

sensus views from fellow practitioners. We acknowl-
edge that there is a relationship between ERP and risk-
free rate. However, we take a long-term view on ERP
and obtains the risk-free rate as at the respective va-
luation dates.

4. DCF discount rate: Wacc Capital Structure

Wacc is a function of Capital structure. In calculating
wacc do you use the average capital structure of the peers,
the specific capital structure of the firm that you are valuing
o some other benchmark? Do you use different capital
structure if you are valuing a control interest or a minority
interest in the firm?
TA:
Typically, I have used an average capital structure for

industry peers when valuing a controlling interest. For
a minority interest, I believe there are circumstances
where the specific capital structure in place may need
to be utilized, as the minority shareholder may not
have the ability to influence the capital structure de-
cision and is left with having to accept the capital
structure that management/controlling shareholders
have implemented.
WB:
When using the FCF approach I take the specific

capital structure of the firm according to a plausible
planning. Capital structures of peers only might influ-

ence the result of the plausibility test. I do not use
different capital structures for valuing a control interest
or a minority interest.
MB:
It should be said right from the start that wacc

(Weighted average cost of capital) cannot be applied
to all companies. Use of wacc assumes implicitly the
validity of the assumptions underlying the Modigliani-
Miller (MM) theorem, in particular that the debt of
the company (or its peers’) is risk free. Consequently,
the MM model should be applied only to companies
with an investment grade rating (for which the risk of
default is objectively negligible). When the probability
of default is no longer negligible, the discount rate
should reflect also expected distress costs. In fact, if
there is a significant probability that following a de-
fault the company should be liquidated, it is necessary
either: to consider expressly in the valuation also the
gone-concern scenario, in addition to the going-con-
cern one, or to discount the benefit streams on a going
concern basis but at a rate higher than wacc.
This introductory note was necessary because use of

the peers’ average financial structure might not make
sense when the entire industry in which the valuation
subject operates is experiencing a crisis. In these cases
the book value of the debt of comparable companies
hardly reflects market value. In addition, in these cases
the tax shield of interest expense is not certain (since
the debt is risky). For a company operating in a sector
experiencing a crisis, the discount rate of the levered
cash flows stream can be lower than the unlevered cost
of capital (which excludes the benefit of the debt tax
shield)
Use of the average financial structure for the industry

might not make sense also when the companies en-
gaged in it adopt business models that differ substan-
tially from one another due to totally diverse risk pro-
files and asset bases. In fact, it should be considered
that the wacc should ideally correspond to the wara
(weighted average return on assets). The wara in turn
depends on the normal returns on the individual assets
while returns are a function of the Loan-to-Value ratio
(LTV) of the specific assets.
With that in mind, the normal financial structure of

a firm should be the weighted average of the LTVs of
the individual assets.
If as a result of the different business model the

companies operating in the same industry use assets
with varying LTVs, their wara too (and consequently
their wacc) will vary.
The correspondence between wara and wacc throws

a light on the relationship between asset structure and
financial structure of a firm. If the company to be
valued has an asset structure different from that of its
peers, it will also have a normal financial structure
different from that of its peers. This circumstance is
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put in sharp relief in sectors where, for example, com-
peting companies are characterized by widely varying
sets of intangibles or where companies engaged solely
in trading compete with vertically integrated compa-
nies, etc.
In these cases, instead of using industry average fi-

nancial structures, typically it is better to calculate the
maximum leverage that can be associated with a BBB
(investment grade) rating and then use this leverage
ratio to calculate the wacc. To calculate the maximum
leverage that can be associated with a BBB rating,
normally use is made of synthetic-rating estimates, de-
riving from the ratings of companies in the same in-
dustry the financial statement ratios that explain rating
dispersion through regression analysis.
In theory, the financial structure so identified should

not be significantly different from the financial struc-
ture that the valuation subject can achieve over the
plan’s horizon. For this reason, the analysis of the syn-
thetic rating can be usefully applied also to the plan
years, to check whether the starting financial structure
has approached the target financial structure.
When minority interests are valued, the wacc esti-

mation can refer to the company’s current financial
structure. This however is predicated on the notion
that control over the company is not contestable
and that since the minority shareholder cannot change
the company’s financial structure, such minority share-
holder is penalized by the lack of tax benefits (in case
the financial structure shows a level of indebtedness
lower than the industry average) or, by converse, by
greater expenses (in the form of distress costs for firms
with a financial structure featuring a level of debt
higher than the industry average). In these cases, it
is always better to use APV (thus the unlevered dis-
count rate to estimate the unlevered enterprise value,
to which the effective debt tax shield is added to arrive
at the equity value).
SG:
In the WACC calculation, I typically use the target

debt structure of the company (cross-checked with the
sector average of comparable firms), differently from
the calculation of the cost of equity, where I use the
effective current capital structure. The reason is one of
coherence with relative flows: when we discount net
flows, we are considering the actual leverage (interest
costs are part of the flows discounted), while in dis-
counting operating flows, they are gross of interest
costs. So, when using the target structure in calculating
the WACC we take into account all the possible tax-
shields, while in discounting on a net basis the tax
shields are only the ones the company is currently
using. Therefore a cost of equity estimate using the
target financial structure wouldn’t be coherent. This
approach is of course predicated on a valuation based
on an investment grade level of risk. When I have to

analyse a situation of financial distress, an explicit
analysis of bankruptcy costs (BC) is deserved. I usually
take into consideration the credit spread and the asset
risk (unlevered k): BC = - (D*spread)/uk, where D is
the net financial position. In this situation bankruptcy
costs are a direct function of the debt level, so WACC
varies during the explicit valuation period and we need
to adjust it time-by-time until the target structure is
reached. In terms of the nature of interest I’m valuing,
I usually apply the target capital structure for a control
interest or for a highly liquid public company, while I
tend to use the current capital structure for a minority
interest, especially if we are in a situation of sub-opti-
mal management of the balance sheet, effectively ap-
plying a discount for a lower probability of re-adjust-
ment opportunities.
ET:
If the objective of the management is to maximise

the company value in the long run, the target weight
can be a consideration for the capital structure
- Average capital structure of the company
If the subject of valuation does not have a targeted

capital structure or valuers do not agree that it is an
optimal capital structure, the average capital structure
of well-performing comparable companies may be
used. However, it would be important to understand
how the industry-average capital structure is derived
and whether or not it is reasonable to expect the sub-
ject company to achieve it, given (a) current condi-
tions of the company itself and (b) current financial
market conditions.
No difference for minority interests as they are not in

a position to influence the capital structure decision
and hence, adopt the capital structure that controlling
interest utilised.

5. DCF discount rate: alpha

Do you adjust the cost of capital estimated with CAPM
or other scientific models adding an alpha factor? When,
why and how do you estimate it? Is it the adjustment
consistent with CAPM or the other model you use?
TA:
I have typically used an ‘‘Adjusted CAPM’’ for the

cost of equity, which may include premiums for size,
country or idiosyncratic company risk. I have utilized
size premium studies for size premiums, differences in
country default risk or other sources for country pre-
miums and either qualitative assessment or quantita-
tive analysis (i.e. solving for discount rate differentials
between management prepared PFI and ‘‘Expected Va-
lue’’ PFI) to estimate a company specific risk premium.
WB:
No, there is no adjustment with alpha.
MB:
By way of introduction, it should be noted that the
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cost of capital is applied to expected cash flows. The
business valuer that uses the most likely cash flows
(except for the cases where the expected cash flows
take a normal distribution shape) cannot use the cost
of capital. In these cases, the business valuer must add
a premium to the cost of capital for the additional risk
(alpha factor).
In my experience it is always better to use – when-

ever possible – expected cash flows, thus avoiding ar-
bitrary adjustments to the cost of capital. The weak-
ness of this solution is that if the PFI does not express
expected cash flows, it is up to the business valuer to
adjust the expected cash flows, but this:
a) exposes the business valuer to undue risk. If re-

sponsibility for Prospective Financial Information lies
with management, any change entails a potential lia-
bility for the business valuer;
b) requires in-depth fundamental analysis.
In many jurisdictions business valuers do not adjust

PFI, to ensure that responsibility for the prospective
information rests with management; as such, they in-
corporate the PFI risk in the discount rate. This solu-
tion is flawed in that the adjustment to the discount
rate (the size of the alpha factor) is due to the wish to
avoid the responsibilities that the adjustment of the
expected cash flows would otherwise entail, and does
not mean that the adjustment to the discount rate is
theoretically better than discounting expected cash
flows at the cost of capital in business valuation. Evi-
dence to this is that the adjustment to the discount
rate is used much more frequently in common law
countries than in civil law countries.
Even though in mathematical terms raising the cost

of capital by an alpha factor or otherwise reducing
expected cash flows can lead to the same results, both
solutions are not the same in terms of transparency of
the valuation process. In fact, while the downside ad-
justment of the cash flows is obtained analytically
thanks to an in-depth review of the plan and the
adjustment of certain revenue, cost, invested-capital
or financial-structure items, the alpha factor is esti-
mated synthetically. At best, the business valuer only
translates the effect of the alpha factor on the final
result, showing the extent to which the expected cash
flows (discounted at cost of capital) should be cut to
obtain the same result.
When the expected cash flows are adjusted, it is

easier to find external evidence that corroborates such
adjustments (suffice to think, for example, of consen-
sus forecasts by equity analysts who follow listed com-
panies, which are typically lower than companies’ gui-
dance). In the case of the alpha factor, instead, it is
much harder to find reliable external evidence. Even
the implied cost of capital does not provide useful
information, when it is derived from equity analysts’

consensus forecasts of PFI under the most likely sce-
nario.
That said, it is not always possible to refer to ex-

pected cash flows. To that end, it is necessary to dis-
tinguish between two different situations:
a) the case where the company’s plan features simul-

taneously expected cash flows and most likely cash
flows, e.g. when the plan reflects not only ordinary
business operations – for which the prospective infor-
mation expresses expected cash flows – but also the
launch of new products in new markets whose ex-
pected results represent the most likely scenario;
b) the case of start-ups or declining companies, for

which the outlook involves a binary outcome, of the
hit-or-miss type.
In my experience, in the former case (mixed-cash-

flow plan) a distinction should be made between ex-
pected cash flows and most likely cash flows, discount-
ing them separately at cost of capital and at the rate of
return required by investors for new projects (private
equity or venture capital funds), respectively.
In the latter case (start-ups or declining companies),

the valuation must start with the estimation of the
most likely expected cash flows and a higher discount
rate. However, in these cases the discount rate is not
the sum of the cost of capital and the alpha factor but
is the direct expression of the rate of return required by
investors for deploying their capital in similar compa-
nies. Once again, reference can be made to private
equity or venture capital firms.
SG:
Yes, if I’m using most likely cash flows. The reality is

that the financial market approach in calculating dis-
count rates tends to be usually over-simplistic and the
relationship between the nature of the flows dis-
counted (‘‘expected’’ vs ‘‘most likely’’) and the relative
cost of capital is rarely explicit. Typically a standard
CAPM formula is used: 10 years risk-free rate (of the
country where the company is listed or a weighted
average of the countries where a multi-national com-
pany runs its businesses), a standard equity risk-pre-
mium (4-6%) and an historical beta (usually calcu-
lated on a two to five years weekly timeframe). As a
first check I have a look at the statistical strength of
the outcomes, meaning that, for instance, if t statistics,
standard error, alpha or R^2 of the regression in the
Beta calculation are within certain limits I’m more
confident on the stability of the results. I tend to be
market consistent in the calculation of risk-free rates
and ERP (meaning, either I assume market price and
market implied level in the model, respectively, or use
a normalized long term growth assumption for the
RFR, associated with a long term average ERP). As
far as the Beta factor is concerned, I sometimes use the
Blume adjustment, when I think that some degree of
mean reversion of returns are reasonable, while I don’t
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take into account the Vasicek’s technique (a bit more
complex and with modest empirical results). Another
typical adjustment that I follow happens when the
company changes its risk profile during the period in
which the historical Beta is calculated. In case of an
M&A that changed the volatility of the revenue
stream or the operating leverage, or in case of a mean-
ingful change of financial leverage, for instance, I try
to look either at some meaningful comparables or to
re-lever the Beta to take into account the impact of
the new business mix and/or gearing levels. I rarely use
the Fama-French model (due to the variability of re-
sults coming from the multiple factor approach - size
and P/BV). I sometimes try to discriminate for some
specific factor (size, industry or volatility premiums)
through the build-up method. One specific case in
which I focus my attention on the significance of the
Beta contribution to the cost of equity is when I value
Banks. Looking at the academic literature, as well as
the market experience, the focus is almost constantly
based on the equity approach. Given that the defini-
tion of debt for a bank is ‘‘hard’’ to get and non-con-
sensual (given its own nature, the operational and
financial cash flows ‘‘cannot’’ be separated), the stan-
dard approach is to apply the equity method tout-
court, either in the form of a DDM, or as a FCFE
(essentially equal to earnings net of reinvestments in
regulatory capital). The Beta coefficient is simply
‘‘market driven’’. Now, the fact that we skip the defi-
nition of debt and leverage doesn’t mean that it’s not
an issue. At the end of the day, the financial gearing is
embedded in the Beta itself. I would present just some
consideration on the topic, given the time we have
available here: starting from the role of regulatory ca-
pital in the cost of equity calculation (and the ‘‘public
safety net’’ argument, just think about the regulatory
changes occurred in the last 10 years impacting the
Banks’ liabilities risk profile), someone proposes to
look at the mark-down as a value driver generated
by deposit funding. If we calculate a free cash flow
from assets (FCFA) of the bank like: after tax operat-
ing profit +/- non cash transactions +/- NWC +/- delta
tangible and intangible assets, we can generate a fair
value balance sheet where we have the asset side based
on value of deposits (discounting mark-down bene-
fits), value of tax shield and value of assets discounting
FCFA, while in the liability side we’d have deposits at
nominal value, other debt (discounting interests paid
on non-deposits) and Equity. The different costs of
capital used to discount every piece of partial flow
are based on a modified M&M proposition. Another
simplified approach looks at separating operational
from financial liabilities, considering as net financial
debt only the interest bearing liabilities exceeding in-
terest earning assets, while the operating profit would
be net of negative interests with operating nature. So, I

think that working on the cost of capital of financial
firms is a really important task, considering the rela-
tively weak effort that both the academy and the pro-
fession usually dedicate to the topic.
ET:
Yes, we will add an alpha factor within the discount

rate computation. In assessing the alpha to add, we will
consider company specific factors such as key man
risks, riskiness of forecast, customer concentration risk,
product concentration risk etc. The quantum of alpha
to add will depend on the overall reasonableness of the
discount rate adopted.

6. DCF discount rate: size premium

In the calculation of the discount rate do you add a size
premium? When, why and how do you estimate it?
TA:
Yes, using size premium studies, as mentioned above.
WB:
I do not use a size premium, since it is inconsistent

with using the CAPM. Empirical data also show het-
erogenous and controversial results for different coun-
tries and different time periods. Size premiums are also
not accepted in German court decisions about com-
pensation of minority interest in the case of squeeze-
out or merger.
MB:
The existence of a size premium is a controversial

issue in the literature. Historically, shares of smaller
companies fared better than the shares of larger firms
but this phenomenon seems to have run its course.
On close scrutiny, the causes of size premium can

vary substantially and sometime they do not concern
strictly the size of the company, as:
a) to determine empirically the existence of the size

premium, size is measured on the basis of market capi-
talization, with the result that the small company ca-
tegory includes also big companies with low market
capitalization due to restructuring or experiencing op-
erational or financial troubles, even though they are
big in terms of revenue, number of employees, invested
capital;
b) survival bias, which characterizes historical re-

turns calculated on market indices instead of closed-
end portfolios of companies, takes on added signifi-
cance in the case of small companies, with their great-
er birth/death rate compared to larger companies;
c) the shares of smaller companies are less liquid

than shares of big companies;
d) smaller companies can be subject to a greater

competitive displacement risk, compared to larger
companies.
It is clear that:
a. the first cause does not refer to small companies

(strictly speaking);
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b. the second cause refers to a measurement bias;
c. the third cause concerns the liquidity of shares,

but not a greater fundamental risk related to small
firms;
d. accordingly, only the fourth cause has a direct

impact on the fundamentals of small companies.
For reasons already mentioned, it is more appropriate

to address this risk in the estimation of future cash
flows (and the estimation of terminal value). It is a
fact that smaller companies can more easily fail due to
the competitive pressure of larger firms, compared to
larger firms which are better equipped to fight back,
though no generalization can be made out of this cir-
cumstance. It is also a fact that small companies that
adopt a traditional business model bear the brunt of
the competition of larger firm, as is the case with, for
example, an independent small shop that is threatened
by the opening of a shopping centre in the same area
or an independent hotel that is penalized by a hotel
chain that sets up an operation in the same location; a
textile manufacturing company may be hurt by the
competition of manufacturers from low-wage countries
as tariffs are lowered, etc. On the other hand, however,
small companies that adopt innovative business mod-
els can be a threat for industry incumbents. Indepen-
dent boutique hotels can attract customers away from
large hotel chains, e-commerce represents an opportu-
nity for independent retailers and smaller manufac-
turers, allowing them access to markets previously un-
reachable, etc.
In my opinion, applying a size premium just because

a company is small is a mistake. There is no evidence
that investors require higher returns on smaller com-
panies, whatever their business model. Surely smaller
firms that adopt traditional (mature or obsolete) busi-
ness models are exposed to greater competition risks,
but this should be properly captured in the estimation
of terminal value, more than in a size premium, of a
business valuation.
SG:
Talking about discounts, I think it’s important to

affirm that they always need to be estimated after
the fundamental valuation analysis. So, the ideal pro-
cess is split in two phases: we firstly calculate the fun-
damental value of the asset, and secondly we even-
tually apply a discount, in order to get a notional fair
market value. In presence of a small cap (or more
generally of a low liquidity stock), I tend to increase
my required return. Theoretically, we are in presence
of a put option (of abandonment). More specifically,
we have a waiver on a short put position on the stock.
Its value is driven by the price, the volatility and the
fair value of the underlying asset, plus the holding
period of the investment. The less liquid is the stock,
the higher is the delta between the fundamental value
and the fair market value of the share. Given the

difficulties to calculate a stable value of such an op-
tion, I usually refer to some rules of thumb we can infer
from market prices (being the expected returns of small
caps, or real transactions involving less liquid stocks).
Empirically, we have of course a huge range of dis-
counts available even if a more common average is
in the ballpark of 10-20% (discounts for non-market-
ability tend to be closer to 30-40%). From another
angle, looking at the finance literature, we can infer
some 2-4% increase in the expected return, even if a
lot of issues emerged during recent years, namely: a)
the premiums seem to be time-varying (stronger before
1980’s, weaker thereafter), b) clustering between small
caps and micro caps, the effect can be much less evi-
dent, c) a huge January effect seems to be present, d)
standard errors tend to be large, e) it’s more relevant in
less sophisticated markets (less so in US, for instance).
Some academics are even arguing that the small-cap
premium doesn’t exist, based on both implicit market-
price expected returns and some historical evidence,
mainly from the US market. Having said all that, I
tend to be reasonable and pragmatic in applying size/
liquidity discounts. I firstly focus on the drivers of illi-
quidity: high bid-ask spreads, the risk of impacting the
price of the stock (how many volumes do we need to
trade compared to average daily value?), the opportu-
nity cost of waiting to trade (linked to my risk-adjusted
forecasted holding period), the eventual higher trading
cost and the nature of the investment (a low risk-low
volatility company vs high risk-high volatility one).
Looking at all the drivers mentioned it’s possible to
build a matrix to help me assess a proper discount. Of
course the larger the bid-ask spread, the higher the risk
of impacting the price, the higher the opportunity cost
of not to trade, the higher the trading costs and the
more risky-more volatile the stock is, the higher the
discount applied will be.
ET:
Yes, we include a size premium in the computation

of the discount rate. Our estimation is based on em-
pirical studies which show the typical size premium to
consider based on the size of the company.
Empirical studies have provided evidence that the

degree of risk and corresponding cost of capital in-
crease with a decrease in the size of the company.
Hence, when performing a valuation for smaller com-
panies, inclusion of a size premium which commensu-
rate with the size of the subject of valuation is neces-
sary. At current, references are drawn from different
empirical studies, which stipulates the size premium to
be considered for different companies.

7. DCF discount rate: discount rate and growth rate

Growth is risky. How do you consider the relationship
between discount rate and growth? Is your cost of capital
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estimate independent from the growth rate of the specific
firm you are valuing?
TA:
Given that, as growth expectations increase, risk of

achieving such growth also increases, I believe that
discount rates are commonly higher as expectations
around growth increases. When one considers that a
discount rate is the sum of the capitalization rate and
the growth rate, all other things equal, higher growth
expectations should in turn expand the discount rate.
WB:
Growth is a characteristic of cash flows. Both mea-

sures have to be taken as expectation values. In the
Gordon-Shapiro model the expected growth rate
comes only technically into the denominator of the
PV formula. Therefore, the riskiness of growth influ-
ences the expected value of cash flows and is indepen-
dent from the discount rate.
MB:
The relationship between growth and cost of capital

should be clarified.
First of all, in many cases growth is risky simply

because it is calculated on the basis of the most likely
cash flows, not on the basis of the expected cash flows.
This is the case with start-ups, more than mature com-
panies that launch a new product in a new market, as
mentioned previously. In these cases, however, the
cash flows should not be discounted at the cost of
capital and the risk premium (alpha factor) does not
concern growth in itself but the circumstance that the
cash flows being discounted are greater than expected
cash flows.
In the second place, profit growth can be the con-

sequence of a mere accounting effect. If the company is
incurring R&D or advertising expenditures, which
cannot be capitalized, future profits will grow not only
because the expenditures that reduced current profit
will generate future benefits but also because in the
future it might be enough to incur maintenance ex-
penditures much lower than the initial outlays. In
these cases growth is fuelled by an accounting effect
(accounting conservatism) and does not entail greater
risk.
When the effects of these growth measurement as-

pects are excluded, taking into account only the in-
crease of expected cash flows, we should distinguish
three different types of growth:
a) Expected growth over the plan’s time horizon

(CAGR% and length of plan’s horizon);
b) The growth expressed by the percentage increase

of the highest profit to be projected in perpetuity to
estimate terminal value (end situation) with respect to
current profit (start situation);
c) The growth rate used to estimate terminal value

(the growth factor ‘‘g’’ in Gordon’s formula).
By adopting the approach I suggested previously to

analyse PFI, whereby PFI acts as a ‘‘bridge’’ between
the ‘‘start’’ situation and the ‘‘end’’ situation, the assess-
ment of the profit level of the ‘‘end’’ situation must
precede the analysis of the growth expected to be
achieved over the plan’s horizon, for the simple reason
that when the end point is not a realistic target, the
plan (‘‘the bridge’’) turns into a ‘‘stepping stone’’ sus-
pended in mid-air. This perspective casts light also on
the relationship between the start situation and the
end situation. Many times enterprise value is broken
down into two components: value of assets in place
and future growth opportunities. The idea underlying
this breakdown is that the earning power achieved by
the company in the current situation is a value floor to
which the net present value of future investments
needs to be added. From this standpoint, a company’s
growth is regarded as a series of additions – given the
initial value the final value is obtained by adding the
contribution of new investments, based on the as-
sumption that some sort of rack-and-pinion effect ap-
plies - and that once a profit level has been attained
there will be no rollback, regardless of the contribution
of the investments made.
In my experience, this growth model ‘‘by addition’’ is

increasingly rare. Competition forces companies to
grow or perish and only few companies, operating in
protected niches, can preserve their earning power
while remaining stable. The competitive displacement
risk materializes mostly with companies that do not
grow, do not innovate, and do not change their busi-
ness model. Regarding the profitability of assets in
place as less risky than the profitability of future in-
vestments stands in stark contrast with the evidence
that the main source of risk for a company is ‘‘doing
nothing’’ (no investment, no innovation etc.), that is
to keep the assets in place. Slumbering companies or
companies that are slow to react to competitive pres-
sures risk much more than an active and reactive com-
pany. Obviously, acting entails the risk of making
wrong choices but this does not mean that this risk
is necessarily greater than the risk of doing nothing.
The attempt to separate the risk of steady-state firms

from the risk of future growth opportunities is not
supported, in my opinion, by fundamental analysis or
by evidence gathered in the market, where companies
with high growth prospects, thanks to a sound and
scalable business model, are considered by investors
as less risky than companies that are stable but unable
to act as platforms for add-on businesses.
Even financial theory does not show any positive

correlation between growth and cost of capital.
Growth shares provide returns much lower than value
shares. This evidence suggests that growth is an ‘‘anti-
dote’’ to risk, more than a source of risk in itself. This
interpretation is predicated on the assumption that
growth helps to defend the profitability of assets in
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place and generates additional benefits. Obviously,
growth must find in the company’s starting situation
the engine of its fulfilment in terms of competitive
advantages, ability to attract capital and talent, etc.
As to the growth of expected cash flows over the

plan0’s horizon, it is necessary to distinguish two ex-
treme situations:
a) If the plan is a bridge between the start situation

and the end situation, and the latter is a target in view
of which the company has already laid the ground-
work, the risk over the plan’s growth horizon is not
greater than the profitability of the assets in place;
b) If instead the plan is prepared by extrapolation

and is not supported by a solid end situation, growth is
definitely risky, simply because the plan expresses gen-
eric projections.
Lastly, it is necessary to consider the relationship

between the growth rate ‘‘g’’ in the estimation of term-
inal value and the cost of capital. To this end, I just
want to make a remark of a general nature. Risk does
not concern the growth rate in itself but the profit-
ability associated with that growth. For example, in a
levered DCF valuation the growth rate g of net profit is
equal to the earning retention rate (b) multiplied by
the expected ROE. If the plan covers the time horizon
over which the competitive advantage of the firm runs
out of steam, the marginal investment that the com-
pany could make after the explicit forecast period can-
not be different from the cost of capital. This means
that a higher growth rate g must go hand in hand with
a higher earnings retention rate without any effect on
terminal value. In my view, the risk implicit in unrea-
listic earning growth rates in estimating terminal value
needs to be addressed when the investments necessary
to achieve that growth are estimated, more than arbi-
trarily raising the cost of capital.
SG:
The risk of growth depends on its nature. We can

have risky growth profiles, where the company pursues
growth for the sake of it, in a situation that is hardly
defendable in competitive terms and its profitability
can be diluted, or genuine growth where the profit-
ability and the volatility attached to it are based on
some sort of competitive advantage and can be valu-
able both in terms of returns on additional capital and
of the marginal risk profile. In presence of above aver-
age growth opportunities, sometimes I try to split the
value of assets in place from the value of growth, fol-
lowing the approach introduced in 1977 by Myers and
Turnbull. We need to calculate the value of assets in
place and, separately, the NPV of growth opportunities
(NPVGO). Differently from the original approach, I
don’t consider the former entirely based on tangible
resources and the latter mostly based on intangibles. If
the risk of the assets in place is lower than the one
related to growth, the latter can be considered, finan-

cially, as a call option with a higher systematic risk
contribution. Therefore, the cost of equity of the com-
pany will be an average of the two different sources of
value and, as a consequence, the betas of two firms
with different NPVGO would not be comparable. I
often try to infer the beta of the assets in place from
the observable market beta (for no-growth peers, when
available) and to isolate the higher beta related to the
growth opportunities calculated on the residual market
cap, given that assuming future investments as belong-
ing to similar classes of risk versus the assets in place is
not always a fair assumption. Another layer of analysis
is related to the sustainability and intensity of growth
prospects. Given that we have to figure out all the
drivers of the process (sizing the market, estimating
capex, operating margins, capital intensity, returns
on capital, cash flows) and develop a weighted scenar-
io, the less certain those drivers will be, the higher the
applied cost of capital will result. Sometimes I use
different costs of capital for different periods of time
when valuing NPVGO, starting with a higher beta for
the first period, where uncertainty is higher, and redu-
cing it while the growth fades towards a more stable
state of development, while the opposite is true when
valuing young/start-up companies, where initial losses
are almost certain and future growth is less predictable
(I’m aware that this approach is debatable among aca-
demics). A quick back-on-the-envelope approach I use
in relative valuations in order to discriminate for
growth is looking at the market multiples in an inte-
grated way. P/E and P/BV are linked by ROE, so ana-
lysing companies with different levels of P/E vs P/BV
can help to dissect the relationship between beta and
growth: high P/BV and low P/E can be related to a low
financial risk - low growth company with a low beta,
the opposite being true for low P/BV and high P/E.
When we have high P/BV and high P/E (low financial
risk but high growth) or low P/BV and low P/E (high
financial risk and low growth), the level of the beta
factor is less straight-forward, and we probably need
deeper level of analysis on the contribution to the
profitability coming from intangibles. Needless to
say, the long term growth cannot be higher than the
growth of the economy as a whole therefore I always
try not to inflate the terminal value. Another useful
cross-check is to back-solve the implicit market share
discounted by the valuation (looking at the company
analysed and at the sector in which it operates). It’s
not uncommon to find irreconcilable analysis, where
adding the market shares at a certain time in the future
for growth companies in the same business, the total
doesn’t sum up to 100%, compared with the estimated
sector growth. Interestingly enough, in recent years the
market performance coming from growth companies vs
value ones has been pretty strong, showing a net po-
sitive contribution in terms of risk profile, in a situa-
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tion where growth opportunities are overly scarce and
interest rates are so low.
ET:
Our cost of capital estimate is not independent from

the growth rate of the firm that we are valuing. If the
PFI is risky due to the unreasonable growth rate as-
sumptions, we will consider an alpha adjustment to the
cost of capital to account for it. In addition, it is rea-
sonable to expect a different level of risk to be asso-
ciated with cash flows at different growth stages. We
would expect a company to face greater risk during its
high-growth stage relative to its stable-growth stage.
Valuers would often employ different discount rates
to the cash flows for different stages of growth as the
situation warrants it.

8. Valuation of minority interest and surplus assets

In valuing minority interest in a company with surplus or
redundant assets how do you consider those assets: (i) you
exclude them, because the minority shareholders cannot
dispose them; (ii) you consider them just for their contribu-
tion to net income (that could be disproportionate from
their replacement cost); (iii) do you add the replacement
cost of those assets to a valuation based on income from
core business?
TA:
This is one of those questions where the answer is ‘‘it

depends’’. If management/controlling shareholders are
not expected to dispose of such assets in the foresee-
able future, then I may only include any income to be
received from such ‘‘non-operating’’ assets. If, however,
the entity is expected to be sold in the near future, or if
there is a plan in place by management to dispose of
such assets, then I may consider them in whole or in
part, with adjustments for the time value associated
with the time to sale of the entity or disposal of the
assets.
WB:
In Germany, valuation of minority interest follows

an indirect share valuation, i.e., the value of the share
is derived from the business’ total value. Surplus assets
are a component of business’ total value. They are
valued as part of DCF or – assuming they are nones-
sential operational assets which can be freely disposed
of without affecting the normal activities of the busi-
ness – with selling prices, not replacement cost.
MB:
There can only be one answer to this question: ‘‘de-

pends on the specific facts and circumstances’’.
Specific facts and circumstances combine to define

two different analysis levels:
a) when the redundant assets are identified, as it is

not the nature of the asset that defines its pertinence,
or lack thereof, to the core business, but the company’s
strategy;

b) when the redundant assets are valued, as it is the
existence of an active market for the assets, or lack
thereof, that suggests the adoption of a value-in-ex-
change valuation or a value-in-use valuation.
The definition of surplus or redundant asset depends

on the company’s strategy. A company may have pur-
chased an office building in the past which turned out
to be too big for its needs. Consequently, management
plans to relocate to another building (to be rented)
and to sell the previously purchased building. In this
case the sale of the building is part of the company’s
strategy. It is the strategy that makes the building re-
dundant originally purchased and the same strategy
replaces the cost incurred in the form of depreciation
of the building purchased with the rent for the new
building.
Another example where the strategy can trigger

transfers from the core business to redundant assets is
the case of a retailer that decides to extend the term of
its trade payables, paying its suppliers a higher price for
their goods. As a result of its choice, the retailer will
have more cash on hand, despite an increase in oper-
ating costs. Unless it is used in the core business, the
cash on hand is a surplus asset that offsets the loss of
value of the core business.
Another example of strategy that defines the redun-

dancy of an asset is a minority interest in a key supplier
or distributor. In these cases the investment is in-
tended to strengthen sales or procurement ties with
key partners. Even if the investment does not contri-
bute to the bottom line (e.g. because the investee does
not distribute dividends), or makes a small contribu-
tion (because the dividend yield is very low), it does
produce indirect benefits in terms of greater revenue or
lower purchasing costs or lower risk of failure to secure
key commodities or intermediate goods for the compa-
ny’s production process. In all these cases the distinc-
tion between redundant assets and core business is not
dictated by the nature of the assets in and of itself but
by the strategy adopted to manage the core business.
Thus, extreme caution is required in identifying re-

dundant or surplus assets. The key is to consider
whether the specific asset contributes directly or indir-
ectly to the profitability of the core business. Only
when there is absolute certainty that an asset does
not contribute to the profit of the core business can
such asset be considered redundant.
Once the surplus assets are identified, it is necessary

to value them.
To that end, it is necessary to ask oneself what ben-

efits might surplus assets produce. Any asset can pro-
duce benefits either through its sale (value in ex-
change) or through its use (value in use). Typically,
the firm that holds surplus assets is not capable of
making their highest and best use. This means that if
the redundant asset is a liquid asset (with an active
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market) and the market price reflects the highest and
best use of the asset from the point of view of the
market participant, the asset should contribute to the
value of minority interests for its market value (which
should exceed its value in use). When the redundant
asset has no active market it is preferable to estimate
the value of an asset for its use in production. In this
case the redundant asset contributes to value in light
of its contribution to the company’s profit.
SG:
In such a situation, as a general rule, I try to value

surplus assets separately and add them to the valuation
of core business. As a second best, I can consider valu-
ing them for their contribution to net income, if I
don’t have enough information to calculate their fair
value and the overall size of those assets are not big
enough to impair the valuation process. If the com-
pany owns the assets and they have some economic
value, there’s no reason to ignore them. Of course we
need enough information to determine the nature of
redundant assets (that can or cannot contribute to the
economic profit of the firm): typically we can have
excess cash, marketable securities, non-consolidated
subsidiaries, tax loss carry-forwards, discontinued op-
erations, unutilized real estate assets, recreational ve-
hicles, excess net working capital and so on. The va-
luation process should start from valuing the core busi-
ness of the minority interest, excluding any income
contribution coming from the surplus assets (if pre-
sent) and then adding back their value. In order to
determine this value, we have different options: in
some cases (cash, marketable securities) the result is
relatively straightforward, in others we need to calcu-
late a fair value. Let’s take a surplus real estate asset as
an example: If we can use some sort of market value
basis (sales price comparison, direct capitalization) we
can follow this route, otherwise we need to use a de-
preciated replacement cost (DRC) approach: we
should calculate the construction cost appraisal, add
the appraisal of ancillary costs and detract the replace-
ment cost depreciation. It’s clear that in order to use a
replacement cost approach we need a set of informa-
tion not always available from the outside (land value,
building value, deterioration and obsolescence, nature
of the asset, dynamic depreciation functions etc.).
DRC is in fact defined as the current cost of replacing
an asset with its modern equivalent less deductions for
physical deterioration and all relevant forms of obso-
lescence and optimization, so it’s typically used when
there is no active market for the asset being valued and
it is impractical to produce a reliable valuation using
other methods. Given the specific cases in which that
circumstance usually happens and the related informa-
tion-heavy nature of the valuation process, in financial
market practice it is seldom followed. A market ap-
proach of some nature is the first choice, even if the

value determined in this way can be different from its
replacement cost. I think the most important rule to
follow is focusing on the impact on total value. Some
error estimate can be tolerated if the role of surplus
assets is negligible. If the contribution to the total
value of the company is significant, on the other hand,
the valuer needs to find the best appropriate way to get
a fair value that can be a decent approximation of the
DRC.
ET:
In valuing minority interest in a company, we will

value it on a 100% equity interest basis first and adjust
it through a discount for lack of control. In estimating
the 100% equity interest in the company, we will in-
clude all the surplus or redundant assets.

9. Price vs. Value

Intrinsic or fundamental value is different from Price (or
market value). What are the value drivers that intrinsic
value includes or excludes in comparison with market va-
lue?
TA:
I believe that price and value are two distinct con-

cepts. Price is affected by supply and demand as well as
the efficiency of informational access. Value is more of
a ‘‘normative’’ concept, i.e. what the price ‘‘should be’’
if the market was efficient, and all information about
the entity was readily accessible. Value might be ulti-
mately determined by consensus price, but price may
or may not equal value on a given day, due to varying
levels of supply and demand for the shares of the enti-
ty’s stock. Price, in the short term, may be affected by
numerous current events, such as interest rate changes,
the publication of economic data, world events, etc.,
which may or may not reflect the true impact of such
factors on fundamental value.
WB:
Intrinsic value is a non-observable financial dimen-

sion of utility that is attributed to a business by an
actual or potential market participant. Usually, value
of a business is calculated by means of a PV approach
(DCF) for a going concern or by means of liquidation
value for a non-going concern. Price is the empirical
result of a transaction of a business.
According to economic theory and neglecting other

than financial aspects, a business is sold, if its price
exceeds the individual value for the seller and a busi-
ness is bought, if the individual value for the buyer
exceeds price. Of course, other than financial aspects
may be the reason for an observed price in reality.
For a potential buyer of a business, synergies may

lead to a difference between intrinsic value and price.
Other drivers may be different expectations about cash
flows, different opportunity cost and different risk pre-
ference. The term ‘‘market value’’ as equivalent for
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price is also misleading when this value is measured by
market capitalisation. Normally, a business is trans-
acted at a price which differs from market capitalisa-
tion.
MB:
Price and value can diverge, widely as well, for the

simple reason that the value in exchange of an asset is
different from its value in use. Value in exchange re-
flects certain characteristics of the market in which the
asset can be sold (active or inactive market, presence
or absence of information traders, etc.), the bargaining
power of the parties (in relation to the presence of
substitute assets and the interest of potential buyers),
the possibility to use the asset in different and better
ways than currently, etc.
However, in comparing price and value it is neces-

sary:
a) that the comparison be made on a consistent

basis, i.e. same unit of valuation (e.g. single share or
entity as a whole or controlling interest, etc.), same
perspective (e.g. investment value or investment price,
etc.), etc.;
b) to identify the market of reference, which may be

an active market (where prices can be checked con-
tinuously, on objective bases, so that price is a given)
or an inactive market (where prices are available oc-
casionally and only to reflect specific facts and circum-
stances relating to: the company, the buyer or the sell-
er, the degree of market liquidity. Thus the historical
price is only indicative of the price that would be
feasible in that particular market at the current date);
c) to check whether there is information asymmetry

between market participants and the party that esti-
mates intrinsic value. If intrinsic value is estimated on
the basis of private information not available to the
market, the comparison between price and value is not
consistent;
d) check whether the market price incorporates ex-

pectation of a change of the company’s control. If the
company is contestable, and rumours are spread of a
change of control that might benefit the shareholders,
the market price incorporates part of the expected
benefits (in proportion to the probability of success
of the change of control) while intrinsic value reflects
the value of the company as is (without change of
control).
Also when the comparison is made on a consistent

basis, and refers to prices formed in an active market,
in the absence of information asymmetry or rumours of
a change of control, the difference between price and
value can be substantial. In the literature many authors
studied the relationship between (intrinsic) values –
estimated on the basis of public information the con-
sensus of stock analysts – and prices formed in equity
markets, concluding that in the long run the Price-to-
Value ratio tends to revert to the mean, or close to 1

(when the Price-to-Value ratio = 1 it means that price
= value), but it is highly volatile in the short term,
with the ratio varying from 2.0x to 0.5x (where price
can be double the intrinsic value or half the intrinsic
value). Behavioural finance contributed to explain
why markets can express inefficient prices in funda-
mental terms. The main cause are transaction costs
(trading costs, holding costs and information costs),
though the difference between price and value is due
mostly to information costs.
In my experience the difference between the price

prevailing in active markets and value can be ex-
plained with the different time perspective adopted
by the business valuer in estimating intrinsic value
compared to the perspective implicit in market prices.
Typically, in rising markets prices incorporate values
significantly higher than those that can be derived
from the business prospects of a company as is while
in market drops prices incorporate only short-term or
very-short-term business prospects. In both bull and
bear markets sell side analysts do not estimate target
prices based on absolute values and only issue views
based on relative valuations obtained through multi-
ples. This translates into:
a) a greater reaction of market prices to events with

only temporary effects;
b) markets falling more easily under the sway of

irrational factors (speculative bubbles);
c) higher market price volatility compared to the

intrinsic value of the same assets.
When called upon to estimate intrinsic value, in the

presence of a substantial difference between intrinsic
value and market price, the business valuer must in
any case be able to explain the main reasons, as price
(even if it is formed in a fundamentally inefficient
market) constitute solid external evidence. In that re-
spect, attention is called to the reverse engineering
techniques that, starting from the consensus of the
equity analysts who follow the company and the cur-
rent market price of its share, derive the drivers im-
plicit in the valuation. It is up to the business valuer to
explain convincingly which drivers should not be re-
flected in the intrinsic value (as they have no funda-
mental support) and which should instead be consid-
ered also in intrinsic value.
SG:
The difference between value and price is the cor-

nerstone of most valuation exercises. For listed com-
panies, this delta justifies the existence of value inves-
tors (that try to exploit it in order to get a return),
while the traders tend to be less reliant on the funda-
mental value concept (being just one driver of the
potential performance). Furthermore, in situations
where the company is not listed, the reference to
quoted peers or to transactions of similar firms is not
necessarily aligned with its intrinsic value. With an
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obvious oversimplification, we can say that the value is
based only on fundamentals (profitability, growth and
risk), while the price can be affected by a lot of other
drivers (demand and supply conditions, mood, narra-
tives, liquidity, short term flows, technical and many
others). Let’s try to separate the two concepts looking
at what factors I consider in discriminating between
value and market price. We’ve seen that in order to
build a sound valuation process, we need a solid and
granular set of data in terms of historical and estimated
parameters (accounting, macro/sector/business drivers,
company’s secondary information) and a coherent and
consistent process in order to allow us to proper model
the forward looking fundamentals and calculate what
we think is the more reasonable value of the asset.
This value will depend on our estimates of revenues,
margins, cash flows, growth, profitability, operational
and financial risks, adjusted for the cost of risk in in-
vesting in the specific asset (it’s a net present value of
future results). When we look at the price of a listed
asset instead, we need to consider a lot of other factors
that not necessarily affect the fundamentals of the
company. To name a few of those factors, I would
underlie: any potential information asymmetry be-
tween buyers and sellers, the current situation of sup-
ply and demand of that specific stock (for reasons not
linked to any fundamental changes), incremental in-
formation (news, stories, rumors) that can shift the
mood in the short term without necessarily affecting
any value driver, technical indicators that can drive a
price move, the role of the so called factor investing
(typically quantitative algos that use to trade on some
specific characteristics like the level of multiples, re-
cent price or earnings momentum, growth or quality
characteristics, size etc.) that is gaining more and more
share of daily trading in equity markets, geo-political
situations that are unlikely to affect the fundamentals,
the holding period on which the trade - buy or sell - is
based (value tends to be much more stable than price),
the prominent role of narratives that contribute to the
success of a story in the market through thematic in-
vesting and the liquidity of the stock traded (we dis-
cussed the liquidity premium, that in particular cir-
cumstances can affect the market price in a significant
way).
ET:
In our opinion, a key value driver for the derivation

of the intrinsic value for an asset is based on its ability
to generate cash flows for investors. Price/market value
does not always fully consider this element and is also
subject to volatility of markets. It is an outcome of the
economics of demand and supply based on the dy-
namics of the buyers’ and sellers’ willingness to trans-
act for the asset.

10. Business model analysis and valuation

In valuing a business do you consider the obsolescence of
the business model? How do you integrate the business
model analysis with the traditional valuation analysis?
TA:
I am not sure what is meant here by ‘‘Business Mod-

el’’. If, for instance, this means changes in the nature of
the way entities conduct business over time (e.g. Re-
tailers use of ‘‘brick and mortar’’ stores vs. the internet
to distribute their products), then I would say that I
definitely consider whether an entity is pursuing an
‘‘antiquated’’ strategy that may imperil its competitive
advantage. Typically, I would assume that competent
management would eventually gravitate toward a strat-
egy that maintains competitive advantage, but if the
current model is out of date, then there would be
reorganization costs to consider in the valuation ana-
lysis, in order for the entity to realign its strategies to
maximize competitive advantage. If it means some-
thing else, I cannot provide an answer.
WB:
The consideration of the obsolescence of the busi-

ness model is necessary, when obsolescence is plausible
and probable. Technical or regulatory changes or dis-
ruptions may be reasons for obsolescence. One way of
integration may be scenario analysis.
MB:
In my opinion a valuation is of good quality if the

business valuer has been able to understand the busi-
ness model, the success factors (value proposition and
profit formula) and the related obsolescence risks. Un-
derstanding these elements is paramount to translate
them into enterprise value. Investors in shares buy a
business and do not just make a financial investment.
However, it is necessary to explain what ‘‘business

model’’ means. A business model is a blueprint of the
modus operandi adopted to generate revenue and prof-
it. It can be depicted through six main profiles:
1. value proposition;
2. market segments served and the spectrum of ac-

tivities performed;
3. model to generate revenue;
4. cost structure;
5. positioning in the value chain;
6. types of assets (and capital intensity).
Every business is characterized by revenue, costs, as-

sets and liabilities and every business buys inputs from
the outside, which it then processes to produce an
output that is sold in the market. However, the busi-
ness model adopted determines the interrelations
among these variables and, consequently, the cash
flow conversion cycle. If the business is regarded as
management’s effort to create value by generating cash
inflows in excess of cash outflows for the use of the
resources employed, the cash conversion cycle pro-
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vides an understanding of how the business model
works, the risks to which it is exposed and the busi-
ness’s growth prospects.
An example is a company that incurs higher costs to

provide better quality services to its customers (= value
proposition). We assume also that the value proposi-
tion is successful and the company’s revenue grows
faster than that of its peers, given the same number
of new customers acquired, due to greater customer
loyalty compared to the competition.
Business model analysis is based on non-financial

metrics. In the example of the firm that intends to
develop customer loyalty, the key metrics are the cus-
tomer churn rate, the rate of acquisition of new cus-
tomers, acquisition cost per customer and retention
cost per customer. These metrics explain the compa-
ny’s profit formula as reflected by revenue growth, re-
turn on sales and invested capital turnover.
Every business model has its strengths and weak-

nesses and can be more or less successful. Thus, the
business model defines the value proposition of the
company and how the company is structured to pro-
vide that value proposition to its target market. The
success or failure of a business is explained by non-
financial metrics and confirmed by financial metrics.
The business valuer must be capable of depicting the

business model (i.e. the idea behind the business) and
management’s execution of that idea through key non-
financial metrics, the cash flow conversion cycle and
the profit formula. Valuation is all about translating
these metrics into enterprise value.
In my experience, business model analysis is the

heart of fundamental analysis. If the business valuer
does not understand the business model he cannot
interpret the company’s performances and translate
them into value, simply because he cannot appraise
its risks and growth potential (business model scalabil-
ity) of the company to be valued.
Business model analysis does not require sector spe-

cialization. In my experience, the greater the exposure
of the business valuer to different sectors the greater
his ability to grasp the risks related to the introduction
of new business models by potential new entrants in
the industry or by start-ups capable of combining in
different ways competencies and talents already pre-
sent in the industry.
SG:
Since the contributions of Porter, Rappaport and

others emerged in the 1980s, the strategic analysis
started to be incorporated in the valuation process.
The inter-link between strategy and management
practices with finance theory meets two different
needs: from one side, the company itself starts to con-
sider the economic value creation for its stakeholders
as a prominent target of its own existence, from the
other the economic value of invested capital is not

only something to analyse in specific circumstances
(IPOs, M&A) or a prerogative of listed firms, but be-
comes part of the ‘‘daily language’’ in any analysis of
corporate performance. That means that in valuing a
company the competitive situation, the soundness of
the business model, the reliability of the firms’ strategy,
the risk of its execution and the state of the art of the
company’s resources (both material and immaterial)
are fundamental pillars of a solid process. When ap-
proaching a valuation I always start from some simple
questions: how does the firm make money? What are
the strengths and weaknesses of the strategy? What is
its competitive position within the sector? What is the
set of resources, tangible and intangible, on which it
relies? Understanding the way in which the business
produces its economic results is often given for
granted, but in my experience the degree of knowledge
the valuer shows can be sometimes relatively super-
ficial, and the belief that ‘‘if I have a model, I can
value everything’’ is not that uncommon. First of all,
I start from the sector analysis, trying to determine its
attractiveness: number of competitors and their rivalry,
potential new entrants, uniqueness of the products/
services sold, pricing power versus clients and suppli-
ers, economies of scale and scope, legal/regulatory fra-
mework, growth opportunities and potential to in-
crease penetration. A second necessary step is the fo-
cus on what the company does better or worse than
competitors and why: is there any competitive advan-
tage on which the current strategy can rely on? Is it the
focus on cost or on differentiation? In this phase, fo-
cusing on the typical value chain of the firm and the
sector in which it operates can be extremely helpful.
The third layer of analysis is the resource assessment:
does the company own unique resources compared to
peers? Are they tangible or intangible? What is their
risk of obsolescence? How much capital does it need to
protect and renew them? Adding to that a proper focus
on the obsolescence of the products and skills com-
pared to the degree of variability of the external and
internal factors is usually a strong tool to set-up a
coherent risk-adjusted framework from which I build
my estimates. The focus on the state of the cycle (early
stage-development-maturity-decline) is another
powerful lens through which I run the valuation. After
the competitive and strategic analysis is done, all the
information needs to be linked to the quantitative set-
up we use to calculate the economic value. As an
example, if the company generates most of its operat-
ing return from a high operating margin, it’s probable
that it relies on some sort of consumer advantage (high
costs of switching or searching for substitutes versus
the habitual current use), while if most of the return
comes from a high turnover it’s more likely that we are
in a situation of product advantage (privileged access
to some inputs or proprietary technology difficult or

20 Business Valuation OIV Journal Fall 2019

Volume 1 - Issue 2 n Roundtable: 10 big issues in business valuation



expensive to imitate). Another topic that needs to be
qualified with the strategic analysis of the business
model is typically the CAPEX evolution. All future
investments can come from reinvested capital or from
new resources (externally financed). If the competitive
dynamics of the sector and the current state of compa-
ny’s resources are reasonably similar to the past, look-
ing at a normalized historical level can be a good solu-
tion otherwise a different evolution of investment le-
vel needs to be considered. All the information we put
together with the business model analysis will be used
to support the estimates necessary for the valuation
model: growth, margins, cash flows, capital needs, risks
and sustainability of competitive advantage period.

Valuing a business is not only a financial modelling
exercise.
ET:
It is important to engage in discussions with the

management as they are at the best position to ascer-
tain if there is any obsolescence of the business model.
External research should also be performed to assess if
there is any indication of obsolescence. If there is, it
should be reflected in the explicit forecast cash flows
and explicit forecast period.
Conversely the discount rate determined to discount

this set of forecast cash flows must match the riskiness
of the forecast cash flows; that is, more uncertain cash
flows should be discounted at a higher discount rate,
possibly with alpha adjustments.
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The limits of accounting rates of return and the
calibration trap in applying accounting-based
models in modern business valuation practice
Matthias Meitner - Felix Streitferdt - Maximilian Levasier

Accounting-based terminal value models - such as the Value-Driver-Model - require accounting rates of

return as an input for determining the model-relevant long-term growth rate. Accounting rates of return

are calculated as a ratio of accounting earnings over an accounting-based capital measure. However, they

equal economic rates of return only under very specific circumstances. In particular, the existence of a

larger amount of (non-capitalized) intangibles regularly leads to non-negligible differences between the

two kinds of rates of return. As valuation professionals usually approach terminal value models from an

economic perspective, and as our modern business world is more and more driven by intangibles, there is

big risk of miscalibration of accounting-based terminal value models in practice.

1. Introduction

International financial reporting systems such as US-
GAAP and IFRS have been continuously refined over
the last years. E.g., the International Accounting Stan-
dards Board (IASB, the body responsible for the devel-
opment of IFRS) just recently finished its big, multi-
year update cycle with new rules on revenue recogni-
tion, leasing, financial instruments and insurance con-
tracts now in place. In future it is time for the stan-
dards board to tackle some of the more general report-
ing challenges: For the next months, the treatment of
so-called non-GAAP measures (performance measures
which companies see as decision useful but which do
not follow GAAP) and the big topic of non-capitaliz-
able, but economically relevant intangible assets. 1

This latter topic touches the problem that financial
reporting systems cannot – for mostly good reasons –
bring all economic assets, such as e.g. brands, network
effects, customer relationships, know-how, research or
high-quality data sets, etc. onto the balance sheet.
This intangibles problem is seen as one of the biggest

challenges of modern reporting systems. In the litera-
ture this point is sometimes even seen as unsolvable
and as a trigger for the death of financial reporting as
we know it today. 2 The authors of this article do not
want to go that far but they acknowledge the necessity
for a sound solution to this problem.
The intangibles problem is not new at all, it has

rather always been part of conservative accounting
systems. But it gains a lot of additional relevance every

day in our modern world which moves at an increasing
speed towards a more and more intangibles- and ser-
vices-driven one. The practical impact of this problem
is not only restricted to the pure analytical context –
i.e. the question whether the basic idea of IFRS, the
decision usefulness, can still be maintained – but also
highly relevant for the application within some of our
well-known business valuation models.
In this article, we want to shed some fresh light on

the nature of accounting rates of return and on how
they feed into accounting based valuation models – in
particular vis-à-vis the development of the modern
business environment. As this is a highly practical
issue, this contribution does not follow a pure theore-
tical approach but rather focuses in its core on deci-
sion-maker-relevant aspects. For reasons of simplicity
and focus, we abstract from any debt financing and
taxation issues in this paper. The findings can, how-
ever, easily extended to a setting which includes finan-
cing and tax effects.
The structure of the article is as follows: After a short

overview of the development of the value relevance of
accounting in general in recent years (section 2), we
will show the consequences of this development for
the derivation of accounting-based performance mea-
sures such as accounting rates of return in section 3. In
section 4 we shed light on why it is quite problematic
in today’s business environment to apply valuation
models that use accounting performance measures as
an input, and why we see so many practitioners falling
for the ‘‘calibration trap’’ when using these models.

1 See the interview with Hans Hoogervorst, Chairman of the IASB
on 20 June 2019: https://www.ifrs.org/news-and-events/2019/06/

strengthening-the-relevance-of-financial-reporting/
2 See e.g. Lev/Gu (2016), The End of Accounting, Hoboken.
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And finally, in section 6 we provide some solutions on
how to solve the problem associated with this calibra-
tion trap. The summary in section 7 rounds off this
article.

2. Challenges of Financial Reporting in a Modern
Business Environment

US-GAAP as well as IFRS are reporting systems that
are based on the idea of accounting conservatism.
Conservatism is not at all a new characteristic of re-
porting systems. It has already been applied in certain
reporting systems in the medieval period3, and a 1924
explanation of conservatism as ‘‘anticipate no profit,
but anticipate all losses’’ 4 is still a good description for
certain specifications of accounting conservatism to-
day.
Today, we usually differentiate in two sub-forms of

accounting conservatism: 5 a) conditional conserva-
tism, which rather targets the timeliness of the recog-
nition of positive vs. negative news in the income
statement 6 and b) unconditional conservatism, which
clearly focuses on the recognition and measurement of
assets vs. liabilities in the way that net assets are sys-
tematically understated on the balance sheet.
It is this latter, unconditional specification of ac-

counting conservatism – which by the way stands
against the academic ideal of an ‘‘unbiased accounting
system’’ 7 – that is of particular interest for this paper.
The conceptual background idea for the application of
unconditional conservatism is the clear wish of stan-
dard setters to prevent an overstatement of asset va-
lues, combined with the observation that the risk of
asset value overstatement increases with increasing
management discretion (if no rules would prevent
it). 8 Therefore, unconditional conservatism and its
consequences for practical application – i.e. rather
low book values of assets as compared to economic

values or even no recognition of some assets on the
balance sheet at all – are particularly relevant in cases
where the degree of management discretion for valua-
tion is high, e.g. for certain intangible assets. While
unconditional conservatism is perfectly tolerable from
a practical reporting application point of view, it is also
quite plausible that higher conservatism often comes
along with lower (economic) value relevance of ac-
counting figures 9 or at least with some additional ana-
lytical challenges for investors.
In terms of business trends, recent years (even dec-

ades) have seen a tendency towards a more and more
intangibles-driven environment. Studies, such as from
the European Central Bank10, highlight the growing
investments in intangible assets as percent of total in-
vestments. Additionally, the ratio of (research & de-
velopment plus selling, general and administrative ex-
penses) as a percentage of revenues has strongly in-
creased over the last years. 11 As a consequence of this
tendency, the degree of accounting conservatism has
also increased over the years.

3 See Basu (1997). The conservatism principle and the asymmetric
timeliness of earnings. Journal of Accounting and Economics 24, 3-37.

4 Bliss (1924). Management through Accounts, New York.
5 See Beaver/Ryan (2005). Conditional and Unconditional Conser-

vatism: Concepts and Modeling. Review of Accounting Studies 10,
269-309.

6 See also Basu (1997). The conservatism principle and the asym-
metric timeliness of earnings. Journal of Accounting and Economics
24, 3-37, for this defintion.

7 See Feltham/Ohlson (1995): Valuation and Clean Surplus Ac-
counting for Operating and Financial Activities, Contemporary Ac-
counting Research 11, 689-731; Feltham/Ohlson (1996): Uncertainty
Resolution and the Theory of Depreciation Measurement, Journal of
Accounting Research, 34, 209-234. An unbiased accounting system is
one where market values on average equal book values.

8 See Watts (2003). Conservatism in Accounting part I: Explana-
tions and Implications. Accounting Horizons 17, 207-221.

9 This is also often supported by academic evidence, e.g. Lev/Zaro-
win (1999). The boundaries of financial reporting and how to extend
them. Journal of Accounting Research 37, 353-385, found that more

R&D on the balance sheet comes along with a decline in value rele-
vance. Ciftci/Darrough/Mashruwala (2014), Value relevance of ac-
counting information for intangible-intensive industries and the im-
pact of scale: The US evidence. European Accounting Review 23 (2),
199-226, could also find a strong negative relationship between intan-
gibles heaviness and value relevance of accounting numbers. This ob-
servation can also be made with regard to conditional conservatism, see
Thijssen/Willem/Iatridis, 2016, Conditional conservatism and value
relevance of financial reporting: A study in view of converging ac-
counting standards, Journal of Multinational Financial Management,
37, 48-70. However, Balachandran/Mohanram, P. (2011). Is the de-
cline in the value relevance of accounting driven by increased con-
servatism? Review of Accounting Studies 16 (2): 272-301, could not
detect a clear relationship between conservatism and value relevance.

10 See Figure 1, Source: ECB Economic Bulletin, Issue 7/2018.
11 See Srivastava (2014) Why have Measures of Earnings Quality

Changed over Time? Journal of Accounting and Economics, 57, 196-
217, Lev/Gu (2016), The End of Accounting, Hoboken, 89. These are
the positions in the income statement where spending for intangibles is
usually hid due to accounting conservatism.
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Figure 1: Intangible investment as a percentage of total investment

It is this combination of both effects (lower value
relevance of accounting figures vis-à-vis increasing ac-
counting conservatism) that brings a lot of challenges
to investors in these days. In fact, it gets more and
more difficult to draw conclusions or get an under-
standing for the value of a business simply based on
accounting numbers. The concrete forms of these chal-
lenges and problems can be very well observed in gen-
eral in the determination of certain performance mea-
sures such as accounting rates of return and in parti-
cular in the application of well-known accounting
based business valuation models. This will be analysed
in the following sections.

3. Modern Firms and Accounting vs. Economic
Rates of Return

3.1. Ideal Accounting System

One desirable aspect of real-world accounting sys-
tems is that it is possible to determine – based on
information from this accounting system – rates of
return that equal the economic rates of return (here
economic rates of return are defined as the relative
periodical change in economic value of a particular
investment). In this context it can be shown that in
particular two requirements of the reporting system are
necessary in order to allow the proper application of
such a performance measurement based on accounting
figures by using simple ratios of the general form

12

– Initial recognition: all economic assets have to be
initially recognised on the balance sheet at their ori-
ginal cost.
– Carrying valuation: the depreciation and amortiza-

tion technique has to follow the so-called relative ben-

12 See, Meitner (2013), Multi-Period Asset Lifetimes and Account-
ing-Based Equity Valuation: Take Care with Constant-Growth Term-

inal Value Models!, Abacus 49 (3), 340-366.
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efit depreciation schedule 13 which ensures that period-
ical value changes in assets follow an economic path.
Below, we provide an example that highlights the

identity of accounting rates of return and economic
rates of return in a steady state setting. All numbers
base on an annually repeating project with the follow-
ing cash flow stream paid in arrears (Internal Rate of
Return of the project is 10%):

Table 1: Standard Project

Time t=0 t=1 t=2 t=3

Investment -100

Revenues minus
periodical cash costs

39.47 40.26 41.06

Here the development of net cash flows in period 1
to 3 is set in a way that these cash flows are growing at
a constant rate of g=2% which equals the inflation rate
in our example. This also implies that the initial in-
vestment grows at the rate g=2% from one project to
the next.

Table 2: Full Recognition of Assets

In Table 2 there is a ramp-up phase necessary until
the steady-state is reached. Here, net assets are defined
as gross assets minus cumulated depreciation & amor-
tization. The useful life of assets equals the project
length, i.e. 3 years. Furthermore RoE is calculated as

follows with B being the book value of

net assets and NI the Net income. Be aware that the
Depreciation in t=-2 is not equal to 66.67 because the
second project already needs an initial investment of
102 and is depreciated with 34 per annum. Therefore
the total depreciation in t = 2 is 33.33 for the first
machine plus 34 being equal to 67.33, and so on.
Due to the bias in periodical value adjustments in-

duced by the straight-line method of depreciation,
ROE is at 10.31% slightly higher in the steady-state
than the economic rate of return (here the internal
rate of return of 10%). However, if we applied a de-
preciation & amortization schedule according to the

relative benefit depreciation schedule, the calculated
RoEs would exactly equal the economic rates of return.

3.2. Impact of non-capitalized Intangibles on
Performance Measurement

In a variant of the above example we now assume
that the company still goes for the same set of invest-
ment projects in cash flow terms but that the account-
ing system does not allow to recognise all economic
assets on the balance sheet. It is highly important to
note that nothing has changed in economic terms
here, the projects are still the same and also the inter-
nal rate of return remains at 10%.
This new assumption is designed to show the effects

of the already mentioned non-capitalization of certain
intangibles. It makes our example more realistic as it
brings it closer to the real-world proceeding in IFRS or
US-GAAP (but also many national GAAP). Below, we
assume that 50% of the initial investment will imme-
diately be expensed through the profit & loss statement.

13 See Reichelstein (1997): Investment Decisions and Managerial
Performance Evaluation, in: Review of Accounting Studies, 2, 157–
180. Due to its forward looking character the relative benefit deprecia-

tion schedule is usually not reasonably applicable in accounting prac-
tice.
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Table 3: Partial Recognition of Assets

In Table 3 one can see that e.g in period 1 the
original capex from Table 2 (110.41) is now split into
a capex part of 55.20 plus an immediately expensed
part of also 55.20. Even though from an economic
point of view the whole amount of 110.41 are assets,
only 50% of this number generates assets from an ac-
counting point of view.
In this steady state analysis of this not-full-capitaliza-

tion example, we can now see that the accounting
rates of return are at 18.62% much higher as compared
to the original ideal accounting system example. The
reason for this effect is that the performance measure
(here: Net Income; the numerator in the ROE ratio) is
only mildly affected by this change – e.g. in year 0 at
19.50 vs. 21.60 before – as immediate expenses are just
substituted by (lagging) amortisation charges. 14 How-
ever, in contrast, the amount of capital recognised
(here: book value of equity; the denominator in the
ROE ratio) is much lower than in the previous exam-
ple. Or putting it differently: From an accounting
point of view, now only 50% of the assets are needed
to generate an almost comparable income as in Table
2. An analytical translation from accounting rates of
return in a full-capitalization setting to a partial-capi-
talization setting can be found in the appendix.
With this higher level of accounting rates of return

obviously also the distance to the economic rates of
return of still 10% increases. In fact, in the example
case it is no longer possible to even roughly infer the
economic rates of return from the accounting rates.
Hence, without any information on the concrete
amount of non-capitalized spending – which would

allow a recalculation – no reasonable conclusion on
the profitability of the company’s projects is possible.
In this context, it is also worth noting that this

positive deviation of accounting rates of return from
economic rates of return is something that we can see
on a regular basis in steady-state analyses of real world
accounting systems. It is also something that we can
observe in non-steady-state settings for companies that
are somewhere in the middle of their life cycle or even
mature (basically for the most part of publicly listed
companies). However, for fast growing and young
companies which are still in the phase of massively
and increasingly building up non-capitalized intangi-
bles we can sometimes observe that the negative nu-
merator effect (earnings are lower because of the high
amount of immediately recognised expenses) domi-
nates the negative denominator effect which leads to
accounting rates of return being lower than economic
rates of return. This has been the case e.g. for Google
in its earlier days. 15

3.3. Unobservability of Performance Causes

Looking at the not-full-capitalization example from
the previous section again, there is an important con-
clusion to draw. In fact, for an analyst it is not possible
to understand from the raw numbers whether the com-
pany a) really builds up economic assets on a sustain-
able basis – which it might support by future economic
investments but which will remain assets also in the
long-run – or b) is temporarily outperforming with no
real sustainable assets that back its performance (and
that might fade away over a shorter or longer compe-
titive advantage period (CAP)).

14 This lag in recognition in a growing business environments leads
to amortization charges being slightly lower than the immediate ex-
penses in the full-capitalization example.

15 See Lev/Sarath/Sougiannis (2005), R&D Reporting Biases and
their Consequences, Contemporary Accounting Research, 22, 977-
1026.
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I.e., a company that shows the accounting patterns
depicted in Table 3 might do this a) because certain
sustainable economic assets cannot be found on the
balance sheet because of accounting restrictions or b)
simply performs this way because of some temporary,
transitory business assets. These temporary business

assets can be first-mover advantages (or certain effects
thereof), temporary market inefficiencies, etc. 16 They
might disappear over time and will not provide any
support for the future long-term cash flow generation
and profitability.

Figure 2: The Unobservability Puzzle of Performance Reasons

This unobservability of performance causes might not
look very material for analysis reasons at first glance.
However, it is a massive problem for investors or other
parties being interested in the valuation of companies.
This is the cases because the question about the real
nature of the company’s performance determines the
future development of cash flows and hence the value
of the company. If these assets are only transitory, then
future cash flows will be lower compared to a situation
where the assets are sustainable in nature.
The unobservability puzzle can only be resolved by

fundamental analysis which goes beyond the raw ac-
counting numbers. This issue highlights the big (and
increasing) limits of pure accounting numbers for making
forecasts on future accounting numbers or cash flows. 17

For clarification, it is also not observable without a

deeper analysis whether the capitalized assets – both
intangible and tangible – are sustainable in nature. But
due to accounting rules (recognition only when they
fulfil much stricter criteria), these assets are sustainable
at much higher probability than the non-capitalized
economic assets discussed above. While we are aware
of this issue also potentially being relevant in practice,
we abstract from it here in our analysis to allow full
focus on the core problem of the article.

4. The Accounting Based Value Driver Model in a
Modern Environment

4.1. Model Structure

The Accounting Based Value Driver Model (VDM)

16 We assume here that any performance requires certain economic
assets as a support, even if they are only very short-term in nature.
There are other opinions on this issue amongst investors (e.g. that a
temporary outperformance does not require any assets to support it) but
the concrete reasons for transitory performance are not relevant for the

central findings of this article.
17 See Lev/Li/Sougiannis (2010), The Usefulness of Accounting Es-

timates for Predicting Cash Flows and Earnings, Review of Accounting
Studies, 15, 779-807.
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that goes back to the works of Gordon and Shapiro18,
also very prominently supported by consulting firm
McKinsey, is quite simple in its structure, although it
is often derived in quite complex terms in some pub-
lications. We shortly explain all that is necessary to
understand this model below.
First it is assumed that the accounting system suffices

the so-called clean surplus relation (CSR):

which means that all changes in the book value of
equity B are due to either net income from the profit &

loss statements NI or transactions with shareholders
(here for reasons of simplicity defined as dividends
D). 19

In a steady state 20 equity should earn a stable rate of
return which demands that net income and the book
value of equity have to grow at the same rate g 21, i.e.

Further assuming that the Dividend Discount Model
applies and setting t=0, we can write for the terminal
value TV:

Here k is the cost of equity, is the constant

pay-out ratio of net income

and the return

on equity is an accounting rate of re-

turn. 22 Voilà the VDM.

4.2. Calibration Trap

From the derivation of the VDM above it becomes

clear that the assumed growth rate is a function of the

plow-back ratio (1 – q) and the accounting (sic!) rate

of return. Hence, for our original example (Table 2),

the VDM applied for valuation in t=0 (setting the cost

of equity equal to the economic rate of return of 10%)

gets us to:

Here, the pay-out ratio q is determined for t=1 numbers by:

18 See Gordon/Shapiro (1956): Capital Equipment Analysis: The
Required Rate of Profit. In: Management Science, 3, 102-110.

19 In fact, real-world accounting systems do not follow the CSR in a
strict way. E.g. in IFRS-accounting there are certain changes in book
equity which take place outside the profit & loss statement and com-
pany-owner-transactions, such as changes in actuarial assumptions for
pension liability accounting, certain currency effects, etc. They are
accounted for in an equity subaccount called ‘‘Other Comprehensive
Income’’ (OCI). But in valuation, these violations of the CSR are
usually not meaningful as they rarely are considered in forecasted fi-
nancials and hence usually do not impact our valuation models. More-
over, the VDM also works without the CSR under certain conditions
which are not closer described here.

20 Steady-state in economic and accounting terms. The require-
ments for an accounting steady state are quite strict, see Meitner
(2013): Multi-Period Asset Lifetimes and Accounting-Based Equity
Valuation: Take Care with Constant-Growth Terminal Value Models!,

Abacus 49 (3), 340-366, and Knoll (2016): Continuing Value in Dis-
union: Steady State or Value Neutrality?, Corporate Finance, 7, S. 33-
34. They are rarely fulfilled in practical valuations when it goes into the
terminal value phase. But we do want to put too much stress on this
here.

21 See Chiang/Wainwright (2005): Fundamental Methods of Math-
ematical Economics, 4th Edition, 501.

22 In a strict sense it is the return on retained earnings, sometimes
also called return on new equity RoNE, that is needed here. But as our
analysis is based on a collection of a repeated standard project, we do
not have to make this distinction clear here. In a practical setting,
however, this distinction is highly important – not only for decision
values but also in appraisal settings such as e.g. the proceeding accord-
ing to valuation recommendations for specific reasons of the IDW
(Institut der Wirtschaftsprüfer in Deutschland; Institute of Public
Auditors in Germany), see IDW Standard 1: Principles for the Perfor-
mance of Business Valuations (IDW S 1) 2008, recital 37.
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Take care to use the accounting rate of 10.31% here
as an input for application of the VDM.
If we now move into the setting of Table 3 above –

further assuming that the economic assets build-up

outside of the balance sheet are sustainable in nature
– and value the company at time 0, we get based on
the VDM:

These calculations are also equal to a direct flow to equity (FTE) based valuation of the form 23

The important point is here that it is the accounting
rate of return that feeds into the VDM (i.e. 10.31% in
the Table 2 setting and 18.62% in the Table 3 set-
ting), not an economic rate of return. Hence, despite
these optically high rates of return, in the valuations
above we assume that operating projects do not gen-
erate an outperformance but rather perform exactly at
the cost of equity in economic terms (remember: the
economic rate of return equals the cost of equity
[10%]) – they are net present value (NPV) neutral
and create no outperformance. This finding is so im-
portant that we want to repeat it here: For assumption
of NPV neutrality of investments from plowed-back
earnings, it is necessary to include the accounting rate

of return into the VDM. This rate might differ materi-
ally from the economic rate of return as we have al-
ready shown above without any value being created or
destroyed.
Despite the relatively clear structure of the VDM, in

practical valuation settings we often observe a comple-
tely different calibration of this model. In real life,
valuators who want to map NPV neutrality for re-
tained earnings feel regularly forced to set the RoE
equal to the cost of equity in pure quantitative terms
(we admit that this tempting if one takes a superficial
look at the formula for the VDM). I.e. they calibrate
the VDM in the setting of e.g. Table 3 as follows:

Here, ERR equals the economic rate of return, i.e.
10%. Obviously this false application of the ERR in
the VDM leads to a much lower value. And it is quite
interesting to see which implicit economic assumption
the valuator makes if he calibrates the model this way.
In fact, when putting the ERR instead of the account-
ing rate of return into the VDM, valuators implicitly

assume that any spending that generated historical
growth of the non-capitalized economic assets imme-
diately stops at time of valuation. The company does
not build up any further non-capitalized economic as-
sets – but it still keeps its level of total spending. It
basically totally changes its business model! This is
shown in Figure 3 below.

23 Here full pay-out of Flows-to-Equity is assumed, i.e. FTE = D.
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Figure 3: The Calibration Trap

Obviously falling for this calibration trap can lead to
massive mis-valuations 24 of the company if in fact
these economic assets exist, are sustainable in nature
if supported by future spending and are part of the core
business model of the company – similar to the assets
that we can see on the balance sheet.
Of course, it could also be that behind the setting of

RoE equalling the cost of equity in pure quantitative
terms stands the active assumption that the economic
assets indeed stop being assets at the time of terminal
value calculation. In this case, the calibration is abso-
lutely ok (but then this massive break of the business
model at the time of terminal value calibration should
clearly be described in the comments relating to the
valuation).

5. Possible Solutions to the Calibration Trap

5.1. Using transformed Accounting Rates of Return

From the explanations above, it clearly seems as if
the easiest way for dealing with the problem of the
VDM calibration trap is to apply the transformed ac-
counting rates of return as a variable input into the
model. It admittedly works, but comes along with sev-
eral problems in valuation practice.
If a valuator wants to know e.g. what the trans-

formed accounting rate is for implying a NPV neutral

investment of retained earnings she has to drill out the
whole accounting system in order to really understand
what rate she has to apply for determining the growth
rate of the VDM. In reality, this is not as easy as in our
example cases in this article: How much of the spend-
ing is periodical expense and how much leads to eco-
nomic assets? How sustainable are these assets? Etc.
This is not an impossible task, but it requires deep
fundamental analysis – far beyond a simple digestion
of accounting numbers.

5.2. Setting margins back to immediate-expense levels

If a valuator wants to stick to the VDM and wishes
to set RoE equalling the cost of equity in pure quanti-
tative terms, and hence make the non-capitalized eco-
nomic assets ceasing being assets at time of terminal
value calculation, then she should adjust spending of
the company to a level that only covers the periodical
expenses. From an economic point of view it otherwise
is extremely difficult to argue why the company has
build-up assets over time by doing some sort of eco-
nomic investing but now doesn’t. If these assets are no
assets anymore then there is no reason for investing
money in their development – only a very stupid CFO
would do this, and this is not a sound default assump-
tion for the terminal value.
In our Table 3 setting we would e.g. have to cut

expenses by 2.055 in year 1 (iteratively determined)

24 To be clear: A mis-valuation is given when a valuator applies a
model or assumptions within this model which contradict what the
valuator wants to say in economic terms. It is, however, not a mis-

valuation if assumptions are set and correctly mapped in the valuation
model but turn out to be wrong in the future.
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in order to cope with the assumed effect of no more
economic assets being generated by any further spend-

ing. This leads to the following VDM valuation equa-
tion:

Obviously, here the impact can be neutralised. The
curbing of spending exactly offsets the loss of asset
characteristics. However, this is only the case here
because all projects are assumed to generate an eco-
nomic rate of return equalling the cost of capital. In a
real-world setting we would observe a loss in value as
compared to the original economic setting if we take
out the growth investment component for non-capita-
lized economic assets if these non-capitalized econom-
ic assets generate an economic return higher than the
cost of capital, and vice versa.
In a real-world setting the determination of the por-

tion of spending that has to be curbed in order to

change to a pure economic immediate-expense setting
of future spending is quite difficult to determine. In
fact, it requires a deep analytical process to understand
the real nature of the spending.

5.3. Considering economic investments directly in the
valuation model

An approach that does no longer make use of the
VBM but rather changes the whole model setting, is
to allow for a more direct economic determination of
the growth rate. A model that relates more to economic
value drivers is e.g. the so-called Bradley/Jarrell-Model: 25

Here, i is the inflation rate, BCF is the basis cash
flow (the cash flow which just allows for real capital
preservation of the company in economic terms) and
qBTF is the pay-out ratio based on BCF.
While we do not want to go deeper into the eco-

nomics of this model here, we still want to highlight
that the application of this model is not a silver-bullet,
as it also requires deep fundamental analysis – in par-
ticular about the concrete amount of BCF where all
economic spending for maintaining all economic assets
is already included. However, this model follows typi-
cal analytical and economic ideas which clearly puts it
into a better position than the VDM.

5.4. So what?

If a valuator understands that there is spending of
the company which does not translate into accounting
assets but does so into sustainable economic assets,
there is no way out of putting the analytical helmet
onto its valuation head. In a time where accounting
rules are less and less able to map the spending of a
company correctly in economic terms there is an in-
creasingly forced necessity to look beyond the raw
numbers from financial statements. We showed differ-
ent ways how to deal with the accounting deficiencies
in order to still derive a value that is sound in econom-

ic terms. None of them is easy in practical application
but all require an in-depth fundamental analysis.
This, however, should not come as a surprise. If our

core source of information (financial reporting) could
not deliver the way we need it, we have to make up
our mind ourselves. In addition, no matter which of
the different ways we described a valuator thinks is
best to follow, it always requires to build-up an eco-
nomic understanding of the situation the target com-
pany is in.

6. Summary

There is an old saying in the investment community:
‘‘The standard setters are the last ones to admit that
there is something wrong with accounting’’. This bon
mot is based on the fact, that usually standard setters
do not at all want to see their set of rules as inferior for
decision making and only react if evidence is over-
whelming. This creates on a regular basis room for
forensic accounting analysts to make a difference in
investment analysis, but it also forces normal investors
to look deeper into accounting topics than just digest-
ing the raw numbers.
After years of comments, complaints and head shak-

ing of investors, the IASB now eventually has under-

25 See, Bradley/Jarrell, (2008), Expected Inflation and the Constant-
growth Valuation Model’, Journal of Applied Corporate Finance, 20.
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stood that the problem of non-capitalized intangibles is
a massive one and has put this issue on its agenda. 26

Interestingly, this time they are not the last ones to
react. We still see many appraisal cases in the real
valuation world which deny the existence of this pro-
blem. These cases are falling for the VDM calibration
trap described in this article – mostly due to the nice
optical appearance of the model if accounting rates
equal cost of capital in pure quantitative terms, but
which is wrong in economic terms.
We have discussed this issue in different settings

and audiences over the last years, but now eventually
the evidence seems to be overwhelming. We do not
see any excuses anymore to fall for the VDM calibra-
tion trap. The only good reason for the application of
the RoE equalling the cost of equity in pure quanti-
tative terms (or of similar application with some vari-
able variations in an enterprise setting) is when va-
luators actively (and supported by documentation) as-
sume that the non-capitalized assets cease to grow
exactly at the time of terminal value calculation –
i.e. a change of the business model. At the same time,
they have to assume that the spending of the com-
pany still stays at the same level (despite no more
economic assets are created). In our opinion, this is
a thread of arguments and analytical conclusions
which will be very difficult to argue for – especially
if one takes into consideration the nature of our mod-
ern business world.
We admit that in real-world settings, there are more

things to consider than we did in this article. In parti-

cular, the existence of corporate taxes (which are de-
termined on tax accounting numbers) or debt finan-
cing were not considered in this article. But none of
them is too problematic to be included into a sound
application of a terminal value model, whatever shape
it takes – as long as it follows the economic ideas and
analytical assessments of the valuator.
The real finding of this article is that the application

of a terminal value is not a quick-and-dirty or mechan-
ical task. It is a highly fundamental exercise, forcing
the investor/analyst/valuator into a rigorous analytical
process into the company’s fundamentals. Only based
on such analytical depth a sound valuation of a com-
pany is possible. And the terminal value with its value
weight in typical valuation cases (not rarely more than
60% even for mature companies and often much more
for the valuation of growth companies) deserves this
analytical treatment. This is good news for those who
have always seen valuation as an analytical task, but
bad news for those who want to stick to the status quo
of a fast application of such models as the Accounting
based Value Driver Model.

7. Appendix: Accounting Rates of Return for full vs.
partial Recognition of Assets

In case of full recognition of all economic assets on
the balance sheet, accounting rates of return are cal-
culated in the steady state (straight-line depreciation)
as:

In case that only the portion b (with 0<b<1) of all
economic assets is recognised as accounting assets, ac-

counting rates of return are calculated in the steady
state (straight-line depreciation) as:

Transforming these equations and substituting, leads to:

26 At our experience it was also the very strong book Lev/Gu (2016),
The End of Accounting, Hoboken, which ultimately pushed standard
setters over the edge.
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For the calculation of accounting rate of return ac-
cording to the setting in Table 3 (50% recognition of
economic assets) in period 1 based on the information

from Table 2 (full recognition of economic assets), we
get:

We can also read this ARR50% -value from the calculations in Table 3.
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Connecting economic value to company strategy:
critical issues and new perspectives
Giorgio Donna*

In estimating a company’s economic value strategy should be a key reference, as it is a main driver for

future financial performance. Consequently, it is important to endow the value measurement process

with a robust and structured strategic content. But strategy and value are talked about in different

languages not easy to combine, and the value measurement models usually employed show some critical

weaknesses in dealing with the strategic variables. To improve the current practices, the article outlines

some ideas and proposals by focusing on two main topics: first, which financial algorithms to choose to

estimate value; second, how to translate the ‘words and narratives’ of corporate strategy paradigms into

the ‘numbers’ that those algorithms require to identify. A real case is briefly presented to demonstrate

how to proceed practically. Finally, the idea of a ‘value selfie’ to be taken periodically is suggested, along

with a responsibility for CFOs to assume in diffusing an ‘economic value culture’ within their companies.

In order to make engagement with shareholders as
productive as possible, companies

must be able to describe their strategic framework for
long-term value creation

and explicitly affirm that it has been reviewed by
their board of directors.

Larry Fink, CEO, BlackRock (2018)

This article develops the idea that a critical weakness
currently exists concerning the link between the eva-
luation financial models and a company’s strategy. To
bridge the gap, it makes some suggestions aimed at
better combining the conceptual paradigms of finance
and strategy in a theoretically robust as well as a prac-
tically feasible way. It benefits from the contributions
(not so many, to tell the truth) of the most authorita-
tive academics and of the most respected consultants
who have been working on the same subject matter. 1

The intent of the author (neither a professional busi-
ness appraiser nor a financial market analyst, but an
academic and professional strategist with a background
in economics and finance) is not to indicate easy solu-
tions, but rather to promote a debate about a fascinat-
ing, as well as critical, topic.

1. Current practices and critical issues

It is obvious that, since measuring value requires

looking forward, a key unavoidable input should con-
sist of an accurate analysis of the company’s strategic
profile. If the strategy is the project of the future that a
company is willing to pursue, the appreciation of the
company’s economic value needs a clear understand-
ing of that project, and of its suitability and risks.
Strategy and value are two sides of the same coin,

since both look at a company globally and with a long-
term horizon. They need each other, too: without con-
sidering strategy, value may be a poor measure; without
measuring value, strategy may result in a poor choice.
Consequently, a good evaluation approach should

include a consistent consideration of the main strate-
gic variables, such as the business prospects, the com-
pany’s business model and its competitive risks. Is this
the case? Do the models in place incorporate those
variables properly?
Unfortunately, the marriage between value and

strategy is far from a happy one, both in theory and
in practice.
One reason is that they are usually talked about in

two different languages that are not easy to combine:
discourses concerning strategy are based on words and
narratives, while those concerning value are focused
on numbers and mathematical formulas. This may be a
relevant problem, if ‘‘storytellers and number crunch-
ers behave as two tribes, each one speaking its own
language and each convinced that it has a monopoly

* Full Professor (now retired) of Business Administration at the
University of Turin and Politechnic of Turin.

The author wants to thank two anonymous reviewers for their com-
ments on a previous draft of the article, which have contributed to
some significant adjustments in its setting and text.

1 The academic pioneer on the subject was Alfred Rappaport (1986,

1998). Concerning the consulting industry side, a distinctive contribu-
tion has come from SternStewart (Bennett Stewart, 1991), Marakon
Associates (McTaggart et al., 1994) and above all McKinsey, whose
best-seller Valuation, firstly published in 1990 (coauthored by T. Cope-
land, T. Koller and J. Murrin), has reached its 6th edition (Koller et al.,
2015).
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on the truth and that the other side is the one that is
wrong’’ (Damodaran 2017, p. 1).
From a technical perspective, the prevailing prac-

tices appear loosely connected to the strategic vari-
ables, and for some aspects even in contradiction with
some basic strategy theorems. To be convinced, let us
take a deeper look at the main evaluation items.

a) Perpetuity

Usually, value measurement practices employ the
perpetuity mathematical scheme, which means consid-
ering value as a perpetual rent based on three expected
rates: profitability, growth and the shareholders’ cost of
capital (see Box A). 2

Box A - Measuring value according to the perpetuity
scheme
Assuming that, by definition, value is the net present value
of the cash-flows that shareholders can expect to receive in
the future, the perpetuity scheme hypothesizes that the
company’s future will be characterized by steady condi-
tions in terms of profitability and growth. Hence the ex-
pression of value of Equity as VE = DIV1 /(cE – g), where
DIV1 is the dividends expected for the first year to come, cE
is the shareholders’ cost of capital and g is the annual
growth rate.
In the no-growth case (g = 0) the whole Net Profit (NP) can
be distributed, so DIV = NP and VE = NP/cE. As return on
equity is ROE = NP/E, it follows that VE = E x ROE/cE.
If a positive growth rate, g, is introduced, the net profit
cannot be totally distributed because of the need to finance
growth, so DIV = NP – g x E = E x (ROE – g). At the same
time, the dividends themselves will be expected to grow
(perpetually) at rate g. Conclusively, according to the per-
petuity scheme (applied to the case of a perpetual rent
growing at rate g), it will be: VE = E x (ROE – g)/(cE – g).

The perpetuity scheme is questionable from a strate-
gic point of view. In particular, the theory of strategy
specifies that:
- to create value (i.e. to realize enduring profitability

that is greater than the cost of capital) a company has
to own some type of competitive advantage. If this is
not the case, its profitability will be forced by the
competition to align with the cost of capital itself;

- a competitive advantage cannot be considered as a
perpetual rent. Like a runner leading a race who is
aware that his pursuers will try to catch him, a com-
pany owning a competitive advantage can be certain
that its competitors will be strongly committed to neu-
tralizing it through either imitation or innovation
(that is, by excogitating a new kind of advantage).
Thus, the fatal end for its profitability is to erode,
sooner or later, to the cost of capital level, pushing
the value creation spread to zero. 3 The real question
is not whether this will happen but how long it will take
to happen. These concepts bring into play the compe-
titive advantage period - a variable up to recent years
neglected by valuation theorists and eluded by value
practitioners. 4

Beyond economic logic, common sense and statis-
tics, one more reason can support the idea of value
creation as a temporary attitude for a company. Actu-
ally, it seems reasonable to assume that, along with the
natural decline of any competitive advantage, the cost
of capital should increase somewhat. In fact, a compe-
titive advantage is per se a risk-mitigating factor: the
stronger the company, the more stable the results that
it can be expected to achieve due to its superior resi-
lience during economic downturns. 5 In conclusion,
the value creation margin seems destined to be
squeezed because of declining profitability and a rising
cost of capital. Nothing could be farther away from a
perpetual source of value creation!

b) Growth Rate

The measure of value can be distorted by a second
factor, namely the growth rate. In addition to the pro-
blem of defining a reasonable estimate in the short-
term, growth rate is also a critical item in computing
the terminal value. The assessment of a single rate
which can realistically combine the long-term expec-
tations about inflation, the general economy, a specific
business evolution and a company’s growth objectives
is a challenge of heroic proportions. 6 Like everything
and everyone in the world, companies and businesses
follow a life cycle, and growth rates can be expected to

2 It is worth mentioning that the perpetuity scheme comes into play
for any kind of evaluation model employed. For example, if value is
computed by adding the so-called terminal value to the net present
value of the cash flows expected for the years covered by a business
plan, generally the terminal value itself is calculated by applying the
perpetuity hypothesis.

3 In truth, few companies in few industries show steadily high profit-
ability in very extended time horizons. But even in this case the per-
petuity assumptions can be questioned: is it correct to ascribe the long-
term results to a pre-existing competitive advantage, or should they
rather be attributed to the managers’ ability to reinforce and/or repro-
duce and/or renovate an advantageous position over time? If this
should be the case, would you pay in advance for a value creation
which will be on your shoulders to achieve?

4 The subject of the competitive advantage duration or sustainability

has been explored in the economic literature only sporadically, at least
until the end of the last century. A mention of a similar concept can be
found (in a footnote, by the way) in Modigliani and Miller (1961), but
Rappaport (1986) was the first to identify and discuss it (named as
‘value growth duration’). He was then followed by, among others,
Mauboussin and Johnson (1997), Williams (2000), Rappaport and
Mauboussin (2001), Wiggins and Ruefli (2002), Leibowitz (2004),
Fritz (2008), Madden (2010), Mauboussin and Callahan (2013), Bril-
liant and Collins (2014), and Holland and Matthews (2017).

5 As it will be noted later, the mainstream of the cost of capital
theory does not pay explicit attention to the strategic and competitive
variables.

6 For a significant contribution to the technical aspects of the pro-
blem, see Buttignon (2015).
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be very different according to each life stage. More-
over, growth is never free and is a risky adventure,
because it requires investment (in R&D, advertising,
customer retention, acquisitions, plants, etc.) and may
induce policies (e.g. pricing, entering new markets and
customer segments) that can cut the margins and prof-
itability. In particular, many authors (e.g. Penman
2010, ch. 4; Holland and Matthews, 2017, ch. 10;
Koller et al., 2015, ch. 5; Damodaran, 2017, ch. 7)
have underlined the danger of overestimating the ben-
efits of growth for value. 7 As a general warning, one
must be aware that ‘‘it’s difficult to create value with-
out growing, but growth alone doesn’t necessarily cre-
ate value. It all depends on what type of growth a
company achieves and what the returns on that
growth are.’’ (Koller et al., 2011, p. vii).

c) Cost of Capital

In measuring value, cost of capital is another insi-
dious variable: a necessary ingredient but unfortu-
nately a terribly blurry and elusive one. It is the Holy
Grail that finance theorists have been seeking since
the 1950s, and we must be grateful for their energy and
intelligence as we now have data, ideas and models
that are able to define it in a much less discretionary
and rough way than before. Despite decades of work,
we are still in the swamp, as is demonstrated by the
strong debate still raging about many technical and
theoretical issues concerning the most widely em-
ployed models and approaches.
Since this article looks at value from the perspective

of strategy, the basic questions are: must the strategic
dimensions (e.g. business attractiveness, a company’s
competitive position, the strategy it intends to pursue)
be taken in consideration in computing the cost of
capital? If yes, do those models give them the right
attention? If this is not the case, what can we do?
In a nutshell (sorry for oversimplifying the matter)

two basic models are identifiable, the Market Ap-
proach and the Fundamentalist Approach. It could
be said that the first focuses on ‘‘what the market
thinks and implicitly says’’, the second on ‘‘what the
company is and what it intends to do’’.
The Market Approach is undoubtedly fascinating for

its semblance of objectivity, which probably is the
main reason for its current predominance. Starting
from the assumption that for every company a precise
cost of capital exists but is hidden in Mr. Market’s 8

mind, it works to discover that number by crunching
the capital market data (basically the share prices of
the listed companies) through more or less sophisti-
cated statistical models. In its family many children
compete to be the favorite, like CAPM, APT, Fama&-
French’s ‘‘three or five factors’’, the HOLT Discount
Rate or the market-implied cost of capital, only to cite
the most popular ones.
All these technical proposals share three basic pre-

mises: first, market efficiency and rationality (the idea
that market share prices are a good proxy for the in-
trinsic value of listed companies); second, full portfolio
diversification as a dominant characteristic of the ty-
pical shareholder; third, the distinction between sys-
tematic and specific (or idiosyncratic) risk, the former
to be included and the latter excluded, thanks to the
investor diversification, in computing the cost of capi-
tal.
The Fundamentalist Approach makes the following

criticisms of the Market Approach:
i. Mr. Market is not a totally trustworthy and ra-

tional character, being strongly influenced by emo-
tionality and by a (growing) speculative instinct.
‘‘There is much inefficiency in the market. When
the price of a stock can be influenced by a herd on
Wall Street with prices set at the margin by the most
emotional or the greediest or the most depressed per-
son, it is hard to argue that the market always prices
rationally. In fact, market prices are frequently non-
sensical.’’ (W. Buffett, 2007, p. 546).
ii. Full diversification of the investors’ portfolio looks

like a rather abstract assumption, since is not sup-
ported by statistical evidence, and today it is more
difficult to realize than in the past. (Pratt and Grabow-
ski, 2004, p. 210).
iii. Several researches show that the market does not

take in account just the systematic but also the specific
risk (especially with regard to the small companies),
and that the weight of the latter is significantly grow-
ing (Pratt and Grabowsky, 2004, ch. 15).
iv. The market approach has been developed with

reference to public listed companies, so it hardly gives
accountable solutions to the problem of measuring the
cost of capital for an unlisted company or a single
business unit of a diversified one (listed or not) 9.
v. The suggestion that the specific risk has to be

included in the expected cash-flows or profits and ex-
cluded from the discount rate is practically ambiguous.

7 ‘‘We can all agree that no company can grow so much that it
becomes larger than the economy in which it operates. That may be
stating the obvious, but I am surprised at how often I see this simple
mathematical constraint violated in valuation. Moreover, no matter
how successful you think a company will be in capturing market share,
its eventual market share cannot exceed 100%. That obvious con-
straint is also violated in many valuations and one reason for it is

our trust in past growth’’ (Damodaran, 2017, pp. 112-113).
8 Mr. Market is the imaginary character invented by Graham (1949)

to better explain the value investing philosophy.
9 To solve this problem, you have to look for other companies in the

same industry and/or other companies with similar profiles. By the way,
the latter was one of the ideas developed by Al Rappaport and Carl
Nobles in the 1980’s as part of their Alcar initiative (Rappaport, 1986).
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Which are the factors to be considered in each risk
category? How can the specific risk factors be incorpo-
rated into the future expected results? The assumption
is also conceptually questionable: is it right to apply
the same cost of capital to an aggressive strategy and to
a conservative one? or to strategies characterized by
the same average expected profitability and by very
different variances? 10

vi. Last but not least, the language and the tools used
by the market approach seem to convey the message
that the cost of capital is a strictly financial concept, a
number generated by capital markets that the compa-
ny’s management must accept (even without comple-
tely understanding what it means) but cannot influ-
ence. Is this right, or should it be more logical to
consider the cost of capital as a significant lever for
managers to create value?
In the world of finance, the Fundamentalist Ap-

proach is connected to the value investing philosophy,
the school of thought founded by the legendary Ben-
jamin Graham around the concept of the intelligent
investor (Graham, 1949), which counts the similarly
influential Warren Buffett among its most famous pro-
ponents. Rather than the perfectly diversified financial
investor’s perspective of the Market Approach, the
Fundamentalist Approach looks at a company from
the point of view of an intrinsic investor, who identifies
as a steady owner of a business and not as a temporary
holder of some shares. Consequently, in appreciating
risk he cannot but take in consideration factors such as
the competitive advantage, management competences
and accountability, business prospects and strategic
challenges, which are quite difficult to reconcile with
the parameters statistically extracted from the market
prices. ‘‘These investors do not discuss beta, the capital
asset pricing model, or covariance in returns among
securities. These are not subjects of any interest to
them. In fact, most of them would have difficulty to
define those terms.’’ (Buffett, 2007, p. 540).
Obviously, this approach (by far less popular in prac-

tice, to tell the truth) is afflicted by a major weakness:
rather than an objective measure to discover, cost of
capital has to be conceived as an estimate coming from
personal judgment. This changes the nature of the
problem substantially: the basic question no longer

consists of finding the best statistical model (even if
data and statistics are useful anyway), but rather of
supporting an informed opinion. According to Fernan-
dez (2015, p. 21), ‘‘a reasonable person should com-
pute the beta of each company using common sense
and good logic, experience and some business and fi-
nancial knowledge about the company, its industry,
national economies and so on’’. Buffett (quoted in
Greenwald et al. 2001, p. 168) writes that this is the
way to follow for being ‘‘approximately right instead of
precisely wrong’’.
The practical solutions offered by the supporters of

the Fundamentalist Approach can be classified in two
groups: the accounting model and the qualitative mod-
el. Both are aimed at substituting �, the systematic risk
coefficient of the CAPM, with a different one, respec-
tively based on accounting evidences 11 and on score-
boards designed around a check-list of risk variables. 12

Of course, the two have opposite strengths and
weaknesses: the accounting model is based on hard
data but is past-oriented, while the qualitative one
looks at the future but is unavoidably subjective.

d) Multiples

A further trap comes from the siren call of multiples
(e.g. P/E, EV/EBIT, etc.), due to their apparent ease,
logic and statistical robustness. The search for the right
multiple requires the identification of a perfect clone
company for comparison (the industry multiples often
employed may be non-sensical, given the quite differ-
ent profiles of the companies competing in each in-
dustry). Another problem caused by using multiples is
their basic assumption of defining value as a linear
function of short-term economic results (e.g. Earnings,
EBIT or EBITDA). Like any comfortable habit that
easily degenerates into a dangerous vice, the wide-
spread use of multiples can contribute to worsen the
so-called short termism that is increasingly affecting
managers’ attitudes and consequently companies’ be-
havior. It is evident: if value is defined as a multiple of
current earnings then managers, to maximize it, may
be tempted to reduce or at least to defer long-term-
oriented expenses and investments (R&D, brand pro-
motion, training, plant maintenance and updating,
etc.). 13 Paradoxically, they may depress the economic

10 As it is well-known, a basic principle of finance theory states that
the rational investor is risk-averse. As a consequence, two investments
promising the same average return have to be discounted at different
rates if the variances of their expected returns are different (the bigger
the variance, the bigger the discount rate). So, in the author’s opinion
to consider the specific risk factors to appreciate both the expected
return and the cost of capital is not a double-counting mistake.

11 For example, the Duff & Phelps model is based on three measures
of risk: the operating margin level, the variation in operating margin
and the variation in return on equity (Pratt and Grabowski 2004, ch.
15). The Business Index Risk developed in the 1990’s by SternStewart

was based on 18 accounting measures grouped in 4 risk factors: operat-
ing risk, profitability and growth, asset management, size and interna-
tional diversity (Bennett Stewart, 1990, ch. 12).

12 Fernandez (2015) mentions some proposals pertaining to this
group, such as MASCOFLAPEC, MARTILLO, BAMIFLEX and CA-
MEL (a Goldman Sachs method). The acronyms come from the initials
of the risk drivers identified by each method (for example M stands for
Management, C for Country, P for Products, and so on).

13 For example, a survey by Graham et al. (2005) shows that nearly
four out of five companies would take value-decreasing decisions (like
sacrificing investment projects with positive net present value, cutting
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value just to show, thanks to multiples, that the value
has increased. The apotheosis of short-termism!

To stimulate the debate around these critical issues,
some ideas will be provided about two points: first,
which algorithms to choose for estimating value; sec-
ond, how to introduce the strategic variables into the
algorithms itself. Before concluding, a short case will
be presented to exemplify a possible way to proceed.

2. Choosing the evaluation algorithms

To measure value, assuming that it is the net present
value of the future expected cash flows, finance theory
and mathematics provide different well-known algo-
rithms. For example, one can choose to discount the
expected dividends, operating cash-flows or residual
incomes. It can be said that all the calculation models
are roughly equivalent: they can’t avoid converging
towards the same result if the numbers put into each
of them are based on the same hypotheses concerning
how the company’s sales, margins, assets and financial
leverage will evolve in the future. In other words,
mathematically ‘‘all roads lead to Rome’’, since each
algorithm can be traced back to any other. Conse-
quently, the main problem does not consist of deciding
which model to opt for, but of defining the pathway
that those variables can be expected to follow.
However, the choice of the algorithm is very rele-

vant from a practical point of view, since each calcula-
tion scheme may make it more or less easy to transform
the main strategic variables into the parameters that it
requires to quantify.
In this regard, two basic choices seem to be appro-

priate: first, to measure value according to the residual
income scheme; second, to separate the operating vari-
ables from the ones connected to the company’s finan-
cial structure. 14 Let us briefly consider why.
The residual income paradigm is the only one that

explicitly requires the assessment of the competitive
advantage period. In fact, it defines the economic va-
lue of shareholders’ capital as

VE = E +
P

EPi / (1 + cE)
i with 1 � i � n, [1]

where E stands for Equity, EPi for Economic Profit in
year i, and n for the duration of the competitive ad-
vantage period. Since the EP depends on the spread
between the rate of return (ROE) and the cost of
equity (cE), written as EP = [(ROE – cE) x E], and
the spread is justifiable only assuming the existence

and persistence of a competitive advantage, then the
EP can be expected to fade gradually with the decay of
the competitive advantage itself.
The second choice - considering the operating flows

independently from those connected to the company’s
financial leverage - is important to avoid confusing the
value creation promised by the company’s business
strategy with that arising from its financial policy. This
is a critical problem for diversified companies in parti-
cular, since their business units may present different
competitive risk profiles and hence require the assign-
ment of different cost of capital rates.
It’s worth noting that an initial reassessment of the

Balance Sheet and Income Statement may be required.
Amendments may need to be made to correct the
misrepresentations induced by the accounting princi-
ples, which can mask the actual size of the invested
capital and the actual level of the economic perfor-
mance. The main adjustments generally involve tan-
gible and intangible fixed assets (e.g. accumulated de-
preciation, operating leases and acquired goodwill) and
the treatment of forward-looking expenses (e.g. R&D,
marketing, training). 15 To measure value it is impor-
tant to recognize and exclude ‘‘the profits generated
(or hidden) by accounting’’ (Penman 2010).
After adjusting the accounts, the next step is the

evaluation of the company as if it were unlevered, that
is, supposing that the net invested capital is totally
covered by the equity, with a zero net financial posi-
tion.
According to the residual income scheme, [1] trans-

forms as follows:

UVNIC = NIC +
P

OEPi / (1 + cu)
i with 1� i� n [2],

where:
UVNIC = the economic value of net invested capital

in the unlevered case;
cu = the unlevered cost of capital;
OEP = the Operating Economic Profit, defined as

OEP = [ROI x (1 - t) – cu] x NIC, being ROI =
Operating Profit/NIC, and t = tax rate; 16

n = duration of the competitive advantage period.
If the last term in [2] is labeled as Operating Good-

will or OGW, then
OGW =

P
OEPi / (1 + cu)

i = UVNIC – NIC [3].
What does OGW mean? It measures the value crea-

tion coming from the business strategy and the com-
petitive environment of a company, independently
from its financial structure.

R&D and marketing expenses, or giving additional discounts to custo-
mers) to avoid missing quarterly earnings expectations or targets.

14 The same suggestions have been proposed by Penman (2010).
15 The problem has been abundantly explored in the literature.

Amongst others, see Bennet Stewart (1991), Damodaran (2007), Pen-
man (2010), Koller et al. (2015, third part) and Holland and Matthews

(2017).
16 OEP can be expressed in another equivalent way by switching

NIC for Sales, undoubtedly a more recognizable reference. In particu-
lar, it can be written as OEP = Sales x [ROS x (1 – t) – cu/T], where
ROS = Operating Profit/Sales, and T = Sales/NIC.
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OGW is the key number for estimating value. In the
next paragraph a possible way to estimate it will be
presented, using a company’s strategic profile as a start-
ing point.
To quantify the value of equity (VE), a final step is

needed to compute the effects of the company’s finan-
cial leverage. Specifically, to pass from UVNIC to VE

two further items must be considered: the Net Finan-
cial Position (NFP) has to be subtracted; and Financial
Goodwill (FGW) - as the value creation coming from
the financial leverage can be called – has to be added
(or subtracted, if negative).
To sum up, the company’s economic value (VE) can

be expressed in two equivalent ways:

VE = (NIC + OGW) – (NFP - FGW) = UVNIC –
VNFP [4a], or

VE = (NIC – NFP) + (OGW + FGW) = E + (OGW +
FGW) = E + TGW [4b].

[4a] defines VE as the economic value of the invested
capital if the company were unlevered (UVNIC) less
the economic value of the net financial position or
VNFP, being VNFP = NFP – FGW.
[4b] states the obvious, recalling that VE corresponds

to the Equity (E) increased by the Total Goodwill
(TWG), but at the same time it specifies (which is
less obvious) that the TGW can be segmented into
two components, namely Operating Goodwill (OGW)
and Financial Goodwill (FGW).
Ultimately, to estimate VE, the two fundamental

numbers that we need, after adjusting the accounts,
are OGW and FGW. The former represents the value
creation associated to the competitive profile of the
company, and the latter to its financial structure (Fig-
ure 1).

Figure 1 - Economic Value Structure

a) Measuring Operating Goodwill (OGW)

Assuming [3] above as the general formula for
OGW, is it possible to transform it into a more man-
ageable version? A possible suggestion is to return to
the perpetuity, although in an adjusted version. Let us
see how.
As it is well-known, according to the perpetuity

scheme, [3] transforms as follows:

OGW = OEP1/ (cu – g) [5],

where OEP1 is the Operating Economic Profit of the
first year to come, and g is the expected annual growth
rate.
Previously, the perpetuity model was criticized for its

implicit assumption of a competitive advantage persist-
ing forever, in contradiction to strategy theory. The
problem becomes even worse considering the necessity
to identify a growth rate, g, also lasting forever, with
the over-evaluation dangers noted before. However,
the perpetuity model has a clear advantage in terms
of its user-friendliness. So, can we find a ploy to res-
urrect it while at the same time bypassing its flaws?
According to the competitive advantage period con-

cept, two consequences have to be accepted: first, at
the end of that period the company cannot be ex-
pected to create further value (i.e. the spread between
the rate of return and the cost of capital is supposed to
equal zero) 17; second, within the period the spread

17 It is worth noting that this assumption does not coincide with the
one contained in the renowned work by Modigliani and Miller (1961),
who were the first to conceive something similar to the competitive
advantage period idea. Their model, followed by many authors, is based
on two assumptions: first, that the company’s capacity to invest in
value-creating projects (i.e. with a positive spread between the rate

of return and the cost of capital) will stop in the future at year T;
second (and this is the questionable point), that the current activities,
as well as the new investments until T, will continue to generate the
actual rate of return forever. Conclusively, concerning the competitive
advantage, the problem of perpetuity remains firmly in place.
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itself will fade because of the decay of the competitive
advantage. So, this raises two problems: the assessment
of the competitive advantage period duration (this
point will be discussed later, in paragraph 3.1); and
the definition of a ‘fade path’ (for example, spread
could be supposed to fade linearly or exponentially).
Regarding the ‘fade path’ problem, one possible so-

lution could consist of changing the discount rate from
(cu – g) to (cu – g + d), d being the average annual rate
of decrease of the spread caused by the competitive
advantage decay. Practically, assuming a competitive
advantage period of n years, the rate of decay can be
defined as d = 1/n. 18

Based on this assumption, [3] can be transformed as
follows:

OGW = OEP1 / (cu – g + d) [6].

[6] keeps the perpetuity structure but involves a sub-
stantial change compared with [3], since the discount
rate is burdened by the decay rate. Consequently, the
estimate of value ends up being more conservative.
Without going into mathematical detail, it can be

shown that [6] is roughly equivalent to the value that
OGW would assume according to a spread fading to
zero in n years at progressively increasing rates. This is
a plausible guess, since the competitive advantage can
reasonably be supposed to decay slowly in the first
years, while accelerating towards the end of the peri-
od. 19

As a further advantage, [6] gives the growth rate a
more concrete reference, since g becomes the average
rate of growth (regarding sales and net invested capi-
tal) that can be expected to occur along the competi-
tive advantage period. 20

b) Measuring Financial Goodwill (FGW)

In computing the value of OGW, the unlevered cost
of capital cu has to be used. But finance theory states
that to create value for the shareholders the net oper-
ating profitability (i.e. the ROI after taxes) has to be
higher than the weighted average cost of capital, the so-
called WACC. In fact, the WACC may be considered
as the ‘price’ that the company has to pay for satisfying

both its capital lenders and its shareholders. Since the
WACC depends on the mix between debts and equity,
it is easy to understand why the financial leverage can
create (or destroy) shareholder value: without debts
(i.e. in the unlevered case) to create value the rate
of return must be greater than cu; with debts (i.e. in
the levered case) it has to be greater than the WACC.
Consequently, financial leverage creates value if it
lowers the ‘price’ to be paid by the invested capital,
that is if WACC < cu. Of course, FGW will be nega-
tive in the opposite case.
To estimate FGW, the easiest way is to obtain it

indirectly, first computing the value of the Total
Goodwill (TGW) and then deducting the amount of
OGW from it. To measure the TGW, the most
straightforward way consists of substituting the eco-
nomic profit EP for the OEP and the cost of equity
cE for cu in [3] or in [6] above, which will transform
respectively as follows:

TGW =
P

EPi / (1 + cE)
i [7]

TGW = EP1 / (cE + d – g) [8] 21.

Of course, this procedure requires a preliminary as-
sessment of the cost of equity capital, cE. This point
will be briefly discussed below (see paragraph 3.2).

3. Translating the words of strategy into the numbers
of value

Having defined the algorithms (although with sev-
eral questions remaining open to discussion), it is time
for the key challenge: to identify a way to connect the
strategists’ words with the evaluators’ formulas. Let us
try!

3.1. The OGW drivers

As noted before, operating goodwill is at the core of
the problem: first, because it depends totally on stra-
tegic variables; second, because generally it is the most
important contributor to the total value creation. Ac-
cording to (6), the five drivers of OGW are:
- the ROI, namely the expected normal operating

return on the invested capital;

18 The same solution has been proposed by Holland and Matthews
(2017) and Holland (2018). Interestingly, these authors suggest to
interpret the decay rate, d, as the probability that the competitive
advantage abruptly disrupts. For example, a 20% decay rate (corre-
sponding to a five years duration of the competitive advantage) would
mean 20% probability that the spread jumps to zero in one year.

19 A second (more conservative) solution could be to calculate
OGW as the total of a finite geometric progression of n terms with a
reason equal to: [(1 + g) x (1 – d) / (1 + cu)]. In this case it will be:
OGW = OEP1 x [1 – [(1 + g – d)/(1 + cu)]

n] / (cu + d – g). Why not
(third possible solution) average the two? The debate is open.

20 As a strategist, this author has doubts about the size premium that
current practice uses to increase the cost of capital for smaller compa-
nies. It could be a case of statistical misinterpretation, since a large size

(above all if measured in terms of market value) could be considered as
a plausible indication of a longer competitive advantage period. How-
ever, there exist large companies that have an ephemeral competitive
advantage, as well as small companies that enjoy a more resistant one.
Consequently, it would seem more correct, from a strategic point of
view, to burden the discount rate according to the competitive advan-
tage period rather than to size.

21 Alternatively, it is possible to substitute the so-called Economic
Value Added (EVA#) popularized by SternStewart for the OEP and
the WACC for cu in the same [3] and [6]. Recalling that EVA =
(NOPAT – WACC x NIC), it will be respectively:

TGW =
P

EVAi / (1 + WACC)i, and TGW = EVA1 / (WACC +
d – g).
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- the tax rate, t;
- the unlevered cost of capital, cu;
- the decay rate, d, connected to the length of the

competitive advantage period;
- the annual growth rate, g, expected over the dura-

tion of the competitive advantage period.
To connect these drivers to the main strategic factors,

an approach is outlined below which has been fine-tuned
by testing it in a number of real cases. 22 It draws data and
analytical tools from a wide array of managerial literature,
but its nature remains strictly empirical. The underlying
logic can be outlined as follows: first, identify the main
strategic factors that influence each OGW driver; second,

evaluate each factor according to a conventional (but
structured) scoring system; third, quantify each OGW
driver according to the scores assigned to the different
factors. The approach is founded on three basic pillars,
respectively aimed at appreciating the business quality,
company competitiveness and operating risk, of which the
connections with each value creation driver are repre-
sented in Figure 2. These three pillars will be briefly
analyzed to examine how they can help in identifying
the value of the OGW drivers. After that, some observa-
tions will be made concerning the measure of the com-
petitive advantage period, that has been rightly defined
as ‘‘the neglected value driver’’ (Mauboussin, 1997).

Figure 2 - Drivers’ of Operating Goodwill (OGW)

a) Business quality

To estimate OGW, it is important to consider the
quality of the business in which a company operates,
since it is the main driver of the size and duration of
the value creation potential for all companies compet-
ing in that business. It can be usefully analyzed on the
basis of two dimensions: Business Attractiveness and
Business Rhythm.
Business Attractiveness can be appreciated according

to three features: business growth prospects, competi-
tive pressure intensity and the impact of potential dis-
ruption risks. Several well-known tools can help: for

example, the life cycle framework is basic for estimat-
ing business growth; the Five Forces model authored
by Michael Porter 23 is quite effective for qualifying the
competitive pressure intensity; PEST Analysis 24 is a
quick way for identifying the most significant disrup-
tion risks. Beyond growth, which is obvious, business
attractiveness will strongly influence both the ex-
pected ROI (as a rising tide lifts all boats, so a greater
attractiveness pushes up the potential profitability for
all competitors, while the opposite is true when the
tide ebbs), and the cu (other things being equal, a
more attractive business is less risky, and vice-versa).

22 The approach outlined below has been copyrighted by the author
with his colleague Marcello Bianchi under the label SCRYBA# - The
Strategic Crystal Ball.

23 The model identifies five main forces driving the intensity of
competition in a business: rivalry among existing competitors, bargain-

ing power of buyers, bargaining power of suppliers, threats of new
entrants, and threats of substitute products (Porter, 1985).

24 The acronym stands for Political, Economic, Social and Techno-
logical. A more analytical variant of the PEST framework is PESTEL,
which adds Environmental and Legal factors.
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Business Rhythm analysis looks at the dynamism of
the business, a critical factor to be considered for esti-
mating the length of the competitive advantage peri-
od. In this regard, many authors have suggested mak-
ing a distinction between slow-, standard- and fast-
moving businesses according to elements such as the
life cycle length of the products, price trends, innova-
tion rate, entry and exit frequency, and volatility of
competitive positions (Williams, 2000).
The practical suggestion is to synthesize the analysis of

the two dimensions by assigning a ‘Business Attractive-
ness Score’ (BAS) and a ‘Business Rhythm Score’ (BRS).

b) Company competitiveness

Exploring the company’s competitiveness is crucial for
measuring value. It is a key reference for at least three
value creation drivers: the expected ROI, since profit-
ability can be quite different (even in the same business)
according to the company’s competitive strength; the
cost of capital, cu, since the stronger the competitive
advantage, the lower the company’s operating risk will
be; and the decay rate, d, because the length of the
competitive advantage period is related to the type of
advantage and the company’s competitive strength. An
effective way to proceed is to match two kinds of infor-
mation: first, a careful analysis of the operating return

actually achieved by the company in the past; second, a
detailed investigation of the company’s business model,
as briefly outlined in Box B.25

To be more precise, the expected ROI should emerge
from comparing the average historical ROI (the one
previously realized) with the company’s parROI, a term
borrowed from golf26 to mean the ROI level that a
company can reasonably be expected to achieve accord-
ing to its competitiveness and business attractiveness.
To estimate the parROI (an exercise the author

strongly recommends to make management more con-
scious about the company’s strategic profile and its
actual competitive strength), two steps are needed:
first, to assign a ‘Company Competitiveness Score’
(CCS) according to the guidelines concisely illustrated
in Box B; second, to transpose that score to a parROI
format matching it with the Business Attractiveness
Score defined above (an example is shortly presented
in Box C and pictured in Figure 4).
If relatively close to parROI, the historical ROI can

be assumed to be a reliable proxy for the future ex-
pected ROI. 27 If the two differ significantly, a deeper
analysis is needed to understand if the misalignment is
related to an abnormal past performance (e.g. because
of some extraordinary conditions) or to an incorrect
evaluation of the company’s competitive strength.

Box B - Analyzing and evaluating the business model^
Probably the most critical step of the whole process, the analysis and evaluation of the company’s competitiveness requires
a clear understanding and a rigorous examination of the so-called business model. In its essence, the business model is a
description of how a company intends to create value for customers and shareholders, and it can be summarized in four
main ingredients:
- the customer value proposition, namely the distinctive features of the company’s offer (price, product, service and image)
aimed at enticing customers;
- the type of competitive advantage (cost, differentiation, scale) on which the company is focused, which establishes the
relative weights of the different profit levers (efficiency, premium-price, market share);
- the distinctive competences sustaining that advantage, that is the key processes in which the company has to excel to
perform better than the competitors;
- finally, the company’s strategic equity, which means the quality and durability of key resources vis-à-vis its competitors.
As depicted in Figure 3, to sustain its value creation capability (the roof of the temple) over time, a company needs a set of
robust competences (the columns), which are rooted in a consistent wealth of strategic equity (the temple’s foundations).
The strategic equity can be classified into seven categories (the acronym PROFITS helps in memorizing them):
- Professional capital (the quality and potential of the human resources in terms of experiences, attitudes, knowledge, etc.);
- Relational capital (the robustness, depth and exclusivity of the company’s relationships with its main stakeholders, such
as customers, suppliers, strategic partners, regulators, local communities, etc.);
- Organizational capital (consistency of organizational structure and culture, quality of procedures and management sys-
tems, database depth, etc.);
- Financial capital (ease of access to capital markets, financial rating, etc.);
- Immaterial capital (value of protectable assets like brands, patents, trade secrets, etc.);
- Tangible capital (convenience of the company’s locations, technological level of plant and laboratories, etc.);
- Social capital (quality of externalities, such as public infrastructures, social context, and regulatory and bureaucratic norms).
Assigning both a score and a weight to each strategic equity category allows a ‘Company Competitiveness Score’ (CCS) to
be calculated as the weighted average of those scores.
^ The content of the Box is adapted from Donna (2018).

25 According to Magretta (2002) and Teece (2010), ‘‘Business mod-
els are stories that explains how an enterprise works to deliver value to
customers, entice customers to pay for value and convert those pay-
ments to profits’’.

26 For a specific golfer, par is the number of shots that he or she should
employ for a course round, given his or her handicap level (depending in turn

from his or her past performances) and the degree of difficulty of the course
itself.

27 Of course, to estimate the Terminal Value of OGW, parROI -
defined according to the competitive position that the company is
expected to achieve at the end of the business plan - has to be matched
with the terminal ROI predicted in the plan itself.
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Figure 3 - The Business Model Template

Box C - Estimating parROI: a simplified method
To estimate a company’s parROI, beside the Business Attractiveness Score (BAS) and the Company’s Competitiveness
Score (CCS) mentioned in the text, a third element is needed, namely the mathematical function connecting parROI with the
two. Here is a possible (simplified) method. Assuming a measurement of both BAS and CCS on a scale from 1 to 10, 6 being
the average condition, the first task consists of defining the ROI that should correspond to a ‘6&6’ situation (that is, average
business attractiveness for BAS and competitive parity for CCS). To do that, you can refer to the available databases and
choose the one you think is the most suitable for your company. The second step is to define how the ROI level can be
expected to change according to increases (decreases) of BAS and CCS. To establish the function for a specific company,
you can look at some statistics concerning the industry or the segment of your interest (or at specific companies’ data), in
order to identify a possible range of values that ROI has assumed. A possible relationship connecting BAS, CCS and parROI
is pictured in Figure 4, where the parROI curve is plotted according to the two following functions:
parROI = 10% x � + 5% x (CCS – 6)2 if CCS > 6
parROI = 10% x � + 5% x (CCS – 6)2 if CCS < 6,
where 10% is assumed as a significant value for the average ROI in the long-term^, and � is a coefficient associated to the
BAS^^. To make an example, assuming �= 1,4 (corresponding to BAS = 7), and CCS = 7,5, it will be:
parROI = 10% x 1,4 + 5% x (7,5 – 6)2 ffi 25%.
^ By the way, 10% is the average long-term ROI identified by a recent McKinsey’s research (Bradley et al., 2018).
^^ For example, � can be supposed to extend from a minimum of 0,25 (in case of BAS = 2) to a maximum of 4 (if BAS =
10), 1 being its value for an average attractiveness (BAS = 6). According to these assumptions, the math function for � is:
� = 2(BAC – 6)/2.
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Figure 4 - Relating parROI, Business Attractiveness (BAS) and Company Competitiveness (CCS):
an example

c) Operating risk

Concerning the cost of capital, the contrast between
the Market and the Fundamentalist Approaches has
already been noted. The proposal here is not to choose
one of the two and reject the other, but instead to
consider both and compare them. The reason is sim-
ple: two eyes are better than one, as the old adage says.
If the cost of capital computed according to the Mar-
ket Approach28 gives a similar value to the one calcu-
lated by the Fundamentalist model, the evaluator will
be reassured. Otherwise, if the two measures diverge
substantially, the evaluator will need to investigate
why, and to revisit both of them to try to close the gap.

To support the estimate of the unlevered cost of
capital, cu, according to the Fundamentalist Approach
(in the qualitative version), Figure 5 depicts a possible
framework. It is aimed at calculating an operating risk
indicator � based on strategically significant factors.
Conceptually, � is the fundamental equivalent to the
� unlevered (�u) coefficient of the CAPM model. Re-
ferring to the most commonly used expression of the
cost of capital, it will be cu = rf + � x pom, where rf is
the risk-free rate and pom the operating market risk
premium.29

Like �u, � is a measure of the company’s relative
degree of operating risk. 30 But, differently from �u, it
is assessed on the basis of the profiles of the business

28 Regarding the choice of the model (CAPM, APT, F&F and so
on), this author admits a preference for the market-implied cost of
capital method (Bini, 2018).

29 A slight difference must be noted from the traditional CAPM
expression of cost of capital, which includes the financial risk con-
nected to leverage both in the � coefficient and in the market premium
pm. Working on the unlevered case, as the text suggests, those refer-
ences have to be modified appropriately. In particular, there are two
equivalent options: a) to keep the � barycenter at 1, while deducting
the financial risk component from the market risk premium; b) to keep
the market risk premium as it is, while lowering the � barycenter to
remove the financial risk component from it. Since finance authors

generally argue that the financial risk component may be estimated at
15-20% of the total market risk, one can choose alternatively: a) to
establish 1 as the barycenter of the unlevered risk coefficient �, at the
same time lowering the market risk premium by 15-20% to substitute it
with its unlevered equivalent (the way suggested here); b) to keep the
market premium unchanged, while reducing the � barycenter to 0,80-
0,85 (by following this option, � would perfectly coincide with � un-
levered, �u, mentioned in any finance textbook).

30 This means that � will be respectively greater than, equal to or
lower than 1 if the company’s operating risk is considered to be respec-
tively greater than, equal to or lower than a sort of normal or average
unlevered company.
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and of the company. Three operating risk factors are
identified: the business risk, related to the competitive
environment; the strategic risk, connected to a compa-
ny’s strategy and competitive strength; and the struc-
tural risk, associated with the sensitivity of a company’s
results to a change of context. For each factor one
main driver is identified (respectively the business at-
tractiveness, the company’s competitiveness and the
capital intensity, highlighted in Figure 5 in the green
boxes), which is complemented by four minor drivers

(listed in Figure 5 in the red boxes). To calculate �
three steps are required: first, a risk score has to be
assigned to each driver; second, an average risk score
is computed for each of the three factors, firstly by
averaging the risk scores of the minor drivers, and then
furtherly averaging the resulting score with the one
assigned to the main driver; third, � is quantified as
the average of the resulting risk scores for each of the
three factors. 31

Figure 5 - Drivers of unlevered cost of capital

d) The Competitive Advantage Period (CAP)

As noted in the first paragraph, the competitive ad-

vantage period (CAP) is a tricky question in estimat-

ing value. A possible way to integrate it in the valua-

tion algorithm has been proposed above (anyway, it is

an open question, as it has been remarked32), but the

problem remains to identify some references to give it a

reliable quantitative dimension. Once again, the state-

of-the-art research and practice don’t offer definitive

answers, so one has to look for empirical solutions

founded on a coherent logic and the (limited) statis-

tical evidence available.

A two-step procedure can be employed that starts

with the assessment of an average CAP extension,

based on statistics and general practices, and then ca-

librate it according to the factors that can be retained

as the CAP main influencers.

The available data suggests that CAP can be aver-

aged over a range between 7 and 10 years (in the

author’s opinion, 8 can be considered as a reasonable

choice) 33.

31 A practical suggestion can be to identify five levels of risk for each
driver, and to assign to each level the following scores: 0,25 to level 1
(low risk); 0,50 to level 2 (medium-low risk); 1 to level 3 (medium
risk); 2 to level 4 (medium-high risk); and 4 to level 5 (high risk).
According to this scale, the geometric average scheme is better than
the arithmetic one for averaging the scores.

32 Among others, two relevant problems are neglected here. The
first: has anything to be changed to measure value in case of a compe-
titive disadvantage? The second: if value is calculated by adding a (dis-
counted) terminal value to the value associated to a multi-year business

plan, which has to be the time reference for CAP? In other words, has
CAP to be considered only in computing the terminal value, or must it
contain even the horizon covered by the business plan?

33 A significant research on the CAP extension is the one accom-
plished by Fritz (2008), given the richness of the database used, which
has covered thousands of companies of all the major countries. Refer-
ring to two performance measures (ROA and Tobin’s Q), the average
CAP is identified as comprised between 7 and 8 years, with negligible
differences among countries and industries, as well as between the two
performance indicators.
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To distance a specific company CAP from the aver-
age, at least three factors have to be considered:
i. the company’s competitive strength (for example,

one can refer to the Company Competitiveness Score
noted above), since a stronger strategic equity is un-
doubtedly the best possible insurance against the com-
petitive advantage decay;
ii. the type of competitive advantage the company is

relying on, since the vulnerability of the different types
looks quite different. In particular, as argued by Green-
wald and Kahn (2005), the cost advantage is reputed
to be the easiest to imitate and neutralize, while the
scale advantage seems to be the most enduring, and
the price or differentiation advantage stands in the
middle position; 34

iii. the Business Rhythm mentioned above, since the
CAP extension is affected by the speed of change
characterizing a specific business.
According to these factors, CAP can be appropri-

ately shortened (to zero) or expanded (up to thirty
years). 35

Of course, CAP extension cannot exceed the useful
life of specific assets that are considered as absolutely
crucial sources of competitive advantage (e.g. expiry
dates of specific patents or licenses, age of key-persons
difficult to replace, etc.).

3.2. The FGW drivers

Switching to Financial Goodwill (FGW), usually a
minor contributor to Total Goodwill, one more driver
has to be considered: the company’s financial risk. As
finance theory teaches, the substitution of equity ca-
pital with financial debts is a double-edged sword: on
one side, debt is a cheaper resource than equity; on the

other, debt pushes up both the cost of interest and the
cost of equity because of the higher risk burden carried
by both moneylenders and shareholders. Ultimately,
the financial strategic challenge consists of finding
the debt/equity mix able to minimize the weighted
average cost of capital. 36

According to these premises, an algorithm is needed
to identify the premium to be added to the unlevered
cost, cu, to compensate the shareholders for the risk
associated with the company’s financial leverage.
Without raking over the coals of an argument that
has been covered exhaustively in finance literature,
the suggestion here is to appreciate the financial risk
premium pF (added to cu to obtain cE) as follows:

pF = (cu – rf) x L,

where L is financial leverage (after taxes), measured
as L = NFP x (1 – t)/VE.

This means assuming that, for L = 0, the total risk
premium is the same as the operating risk (as it is
obvious), while it doubles for L = 1 (i.e. if the amount
of financial debts after taxes equals the economic value
of equity).
As theorists and practitioners know, an iterative pro-

cess has to be put in place to compute cE and VE. The
reason is the following: to compute the financial risk
premium, a preliminary estimate of VE is needed; at the
same time, to compute VE, a preliminary estimate of cE
is required. Practice proves that, accepting minimal
round-off margins, the process is quite short and easy.
The story is at its end, but it may be worthwhile to

briefly recap. To do so concretely, a real case is sum-
marized in Box D.

34 This is one of the reasons why this author suggests to identify scale
as a distinct kind of advantage, differently from the Porter’s model,
which considers scale just as one of the drivers of the cost advantage.
(Donna, 2018).

35 Two examples of CAP estimate models are worthy to be recalled.
The Morningstar’s ‘moat model’ classifies the companies owning a
significant competitive advantage into three categories, to which it
assigns a CAP of 10, 20 or 30 years according to factors such as in-
tangible assets (brands, patents and regulatory licenses), economies of
scale, switching costs, network effects and entry barriers (Brilliant and
Collins, 2014, chapters 2 and 3). The HOLT approach of Credit Suisse
defines the fade rate for a listed company by estimating the Market-

Implied-Competitive-Advantage-Period (MICAP), that is the CAP
extension implied in the share price. Relatively to the American listed
companies, MICAP extension goes from 0 to 20 years (very few com-
panies overcome this horizon), 10 years being the average (Holland
and Matthews, 2017).

36 As it is well known, the WACC is the weighted average between
the cost of debt after taxes and the cost of equity. It is important to
remember that the weights have to be computed according to the
economic value of both debts and equity, differently from the common
but incorrect habit of basing them on their financial or accounting
evidence.
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Box D - A real case^
XY is an Italian privately owned company, working in the
textile industry. A medium-sized company (sales around
E130m), it enjoys a differentiation advantage, and its main
profit lever consists of a significant premium price. The net
invested capital (E84m) is covered by equity for E62m and
by financial debts for E22m. The average ROI realized in
the last years and parROI (based on a Business Attractive-
ness Score equal to 6,25, and a Company Competitiveness
Score estimated at 7) converge around 15,5%, which jus-
tifies an expected ROI after taxes of 11.5%. This means a
spread of 5% over the unlevered cost of capital, estimated
at 6.5%.^^
The competitive advantage period is established as 12
years (the business is considered to be relatively slow
moving), corresponding to a decay rate of 1/12 = 8.3%.
Finally, 4% is the expected growth rate for the competitive
advantage period horizon.
According to [6] and to these inputs, the Operating Good-
will and the Unlevered Value of net invested capital will be
as follows:
OGW = 84 x (11.5% - 6.5%) / (6.5% + 8.33% - 4%) = 4.2 /
10.83% = 38,8 m
UVNIC = 84 + 38,8 = 122.8 m.
Taking into account the company’s financial leverage, the
cost of equity is estimated as 7.19%, corresponding to a
financial risk premium of 0.69%.^^^
Assuming a net interest cost rate of 2%, the Net Profit and
Economic Profit can be derived as follows:
NP = 11.5% x 84 – 2% x 22 = 9.66 – 0.44 = 9.22 m
EP = 9.22 – 7.19% x 62 = 9.22 – 4.46 = 4.76 m.
Consequently, the Total Goodwill and Financial Goodwill
will be:
TGW = 4.76 / (7.19% + 8.33% - 4%) = 41.3 m
FGW = 41.3 – 38.8 = 2.5 m.
Ultimately, the company’s economic value VE amounts to
(62 + 41.3) = 103.3 m, consisting of:
- adjusted Equity (the shareholders’ invested capital) for
E62 m;
- Operating Goodwill (the value creation resulting from the
company’s strategic profile) for E38.8 m;
- Financial Goodwill (the value creation associated with the
company’s financial leverage) for E2.5 m.
These values can be translated into some of the usual mul-
tiples as follows:
- M/B (Market/Book value) = 103.3 / 62 = 1.67;
- P/E (Price/Earnings) = 103.3 / 9,22 = 11.2;
- EV/NOP (Enterprise Value/Net Operating Profit) = (84 +
41.3) / (84 x 11.5%) = 13.
Now, but only now, it is worthwhile comparing the compa-
ny’s multiples with some standards based on stock ex-
change statistics.
^ The analysis is based on data and information collected
from outside the company.
^^ The unlevered cost of capital has been computed by
assuming a 2% risk-free rate, a 5% unlevered market risk
premium (defined by subtracting 1% from the total market
risk premium, assumed to be 6%) and an operating risk �
equal to 0.9 (meaning an operating risk slightly below aver-
age, justified by mid-level business risk, medium-low stra-
tegic risk, and mid-level structural risk). According to these
assumptions, it is: cu= 2% + 0.9 x 5% = 6.5%.
^^^ To compute the financial risk premium, pF, one has to
multiply the operating market risk premium, pom, by the
leverage (after taxes). Since leverage is L = [NFP x (1 – t)
/ VE], in this case it will be L = [22 x (1 – 0.28) / 103.3] = 0.153.
Thus, conclusively, pF= (4.5% x 0.153) = 0.69%.

4. Concluding remarks

Before concluding, three messages are worthy of being
underlined. They concern the basic question of how to
connect judgment and numbers, a new habit to be
strongly recommended, and, lastly, the key role CFOs
should play to promote an ‘economic value culture’.

a) Supporting judgment with numbers, supporting numbers
with judgment

As business appraisers know quite well, estimating
economic value is firstly a question of judgment.
Even the market value of listed companies can be

said to be just conjecture. For instance, it is strongly
influenced by external factors and speculative beha-
viors that make it very volatile and can push it very
far, at least temporarily, from its fair value.
In the same way as a figure-skating judge gives a

subjective score for artistic merit, measuring a compa-
ny’s economic value is above all an exercise of logic,
experience and wisdom.
However, subjectivity does not mean arbitrary dis-

cretion. Just as the figure-skating judge has to follow
specific guidelines and criteria established to make
their assessment as accountable as possible, in estimat-
ing value it is fundamental to rely on a framework able
to keep the process on a consistent path. To be up to
the job, such a framework needs to be tightly con-
nected to the paradigms of strategy, because the com-
pany’s strategy and the competitive dynamics are the
main drivers that will generate its economic perfor-
mance in the future. Regarding this, some ideas have
been identified to help in performing the task and in
mitigating some weaknesses of current practices.
The basic problem, as the article argues, consists of

promoting a reliable link between the narratives of
strategy and the numbers of value. This is the real goal
of the indicators (such as parROI or �) and of the tools
(e.g. check-lists and scoring systems) that have been
suggested above. Although they cannot provide objec-
tive measures, they are still useful references to check
the numbers that the value exercise requires, from the
expected ROI and growth rate promised by a business
plan to the cost of capital generated by questionable
statistics.
b) Taking a periodical ‘value selfie’
A strong recommendation concerns adopting a prac-

tice of taking a periodical ‘value selfie’, that is an in-
ternal assessment of the company’s value. Usually, the
measurement of value involves professional experts
coming from outside, on the implicit assumption that
the task requires some expertise that a company does
not have internally. Presumably this is a legacy of the
past, when a value estimate was a figure required only
in exceptional circumstances (e.g. in dealing with rare
matters like mergers, acquisitions, IPOs and so on),
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with the involvement of professional intermediaries
and/or independent appraisers.
Unquestionably, being faced with an occasional si-

tuation, it is better to hire a specialized professional
than equipping the company with the same compe-
tences and tools internally.
However, the situation has changed substantially:

first, because once extraordinary events are now
much more frequent; second, because value is needed
to substantially improve the quality of the strategic
planning process; third, because value should enter
explicitly in the performance evaluation metrics, as
Box E concisely shows, possibly helping to contrast
the dangerously myopic attitude pushed by measures
based on short-term results (e.g. ROI, ROE, EVA,
etc.).
The conclusion is that companies must learn to self-

evaluate in a systematic way, developing specific com-
petences internally and tailoring the general evalua-
tion models to fit their strategic profiles. If you think
about it, it is obvious: assuming that a deep under-
standing of the strategy and of its risks is a necessary
requirement to measure a company’s value, who is
more suited to accomplish this task than someone
who knows the company as an insider?

Box E - Measuring economic performance according to
value
Finance theory, as well as the economic common sense,
postulates that the most significant measure of a compa-
ny’s economic performance can be identified in the total
shareholder income (TSI), usually expressed as the total of
dividends received by the shareholders and the increase
(decrease) of the shareholder equity value, that is:
TSI = (DIV + �VE) (a)
This way to define TSI is financially correct but poor from
an economic point of view, since neither dividends nor the
change of equity value constitute meaningful signals about
the value creation that the company has realized.
But another way to break down TSI exists (even if forgotten
by finance texts) and is worth consideration. Let’s see it.
By definition, the dividends are the part of the Net Profit
(NP) which the company has not retained, so that:
DIV = NP - �E (b)
Since the value of equity is the total of Equity and Total
Goodwill (i.e. VE = E + TGW), its change in a year (�VE) will
equal the change in the equity �E increased by the change
in the total goodwill �TGW, that is
�VE = �E + �TGW (c).
Now, by substituting (b) and (c) into (a), we can find that
TSI = (NP - �E) + (�E + �TGW) = NP + �TGW.
Split in this way, TSI comes to be the sum of two economic
measures: the first, NP, enables to appreciate how the
company has performed in managing its current activities;
the second, �TGW, how it has worked for the future.

c) CFOs as economic value tutors

In promoting the value selfie practice, a crucial role
needs to be played by CFOs, who should evolve from
‘income and asset guardians’ into ‘economic value tu-
tors’. For listed companies in particular, this change in
attitude will greatly improve the dialogue with the
financial market, by providing financial investors with
the strategic information they need (and complain
they are not currently getting). 37 For private compa-
nies it would also be an important development, as
currently the operating managers are not used to per-
ceiving value as a concrete and measurable reference.
In both cases, the CFO’s role in building and diffus-

ing an ‘economic value culture’ within a company is
essential. As it has been underlined, a common under-
standing of the connections between the narratives of
strategy and the numbers of value is a vital ingredient
of this new culture.
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