
FINA2207 

FINA2207 - Business Analysis and Valuation 

Table of Contents
Chapter 1: Introduction to Investing and Valuation 7

Users of Firms Financial Information (Demand Side)
Investment Styles
Alpha and Beta Technologies
Bubbles
The settings: investors, firms, securities and capital markets
Business Activities
The Business of Analysis
Valuation technologies
Summary

Chapter 2: Introduction to the Financial Statements 14

The Financial Statements
Measurement in the Financial Statements
Measurements in the Balance Sheet 
Measurements of assets in the Balance Sheet
Measurements in the income statement 
Principles of Earnings Measurement
Matching Principles

Chapter 3: How Financial Statements are used in Valuation 21

The Method of Comparables:
Unlevered (or Enterprise) Multiples (that are unaffected by the Financing of 
Operations)
Variations of the P/E Ratio
Screening Analysis
Asset Based Valuation
Fundamental Analysis
The Valuation Model
Valuation Models for Terminal Investments
The Valuation Model: Bonds
The Valuation Model: A Project
The questions for forecasting 
Term Summary Table

�1



FINA2207 

Chapter 4: Cash accounting, accrual accounting and DCF Valuation 33

Valuation Models
The Dividend Discount Model: Forecasting Dividends
Terminal Values for the DDM
Dividend Discount Analysis
Free Cash Flow
The Discounted Cash Flow Model (DCF)
The Continuing Value (CV) for the DCF Model
Free cash flow and value added
Discounted Cash Flow Analysis
The Statement of Cash Flow (SCF)
The Income Statement

Chapter 5: Accrual Accounting and Valuation, Pricing Book Values 43

Pricing Book Values
Valuing a One-Period Project
Prototype valuation to equity
An anchoring principle
The normal Price-to-book Ratio
Alternative measure of residual earnings
Drivers of Residual Earnings:
Steps for applying the model
The Valuation Model
Project Evaluation: Residual Earnings Approach
Advantages and Disadvantages of the Residual Earnings Model

Chapter 7: Valuation and Active Investing     51

Reverse engineering the growth rate
Reverse Engineering the market index: 
S&P 500, May 2011
Converting a Residual Earnings Growth Rate to an EPS Growth Rate

Chapter 8: Viewing the business through the financial statements 56

Business Activities: All Cash Flows
The Treasures rule: 
Reformulated Statement of Cash Flows: C – I = d + F
Reformulated Balance Sheet:
Balance sheet restated

�2



FINA2207 

Reformulated Income Statement
Free Cash Flows and Dividends: 
How the balance sheet evolves over time: operating and financing activities

Chapter 9: The Analysis of the Statement of Shareholders Equity 63

Standard Statement of Shareholders Equity:
Reformulated statement of Common Stockholders’ equity:
Reformulation: The Steps
Dirty Surplus Accounting
Hidden dirty surplus: stock options
 Measuring the loss from exercise of stock options: Method 1 
The Reformulated Equity Statement:
The Option overhang
Ratio Analysis

Chapter 10: The Analysis of the Balance Sheet and Income Statement 70

The Standard balance sheet
Typical Financial and Operating Items
Issues in reformulating the Balance Sheet
The Income Statement: Typical Items 
The Reformulated income statement
Tax benefit
Comparative Analysis
Income Statement Ratios
Balance Sheet Leverage Ratios
Financial Leverage Ratios
Summary Profitability Measures 

Chapter 11: The Analysis of the Cash Flow Statement 77

Methods to calculate FCF:
The Standard Statement of Cash flows
Problems with the Standard (reported) Statement
Reformulated Statement of Cash Flows 
The Calculation of Cash Flow from Operations
The Quality of the Reported Cash Flow from Operations (CFO) Number

Chapter 18: Analysis of the Quality of Financial Statements 83

Accounting Quality

�3



FINA2207 

Detecting Income Shifting
Low Quality Accounting and RNOA
How specific balance sheet items are managed to increase income:
Accounting Areas where Manipulation is more likely in each Industry
Institutional Situations where manipulation is more likely 

Chapter 12: The Analysis of Profitability 89

Analysing ROCE
The Analysis of Leverage
The Effects of Leverage on ROCE
The Analysis of Operating Liability Leverage (OLLEV)

Chapter 13: The analysis of growth and sustainable earnings 94

The Base for Growth: Sustainable Earnings
Core Earnings (or Sustainable Earnings)
Reformulating Income Statements to Identify Core and Unusual Items
Comprehensive Tax Allocation
Analysis of core operating profitability (RNOA)
Analysis of Growth 
Growth through Profitability
Changes in the SPREAD
Analysis of Growth in Common Equity

Chapter 14: The Value of Operations and the Evaluation of Enterprise Price-to-Book 
Ratios and Price Earnings Ratios 101

A Modification of the RE Model
Earnings Components and Corresponding Residual Earnings Measures
The value of nfo and noa 
The value of Common equity
The drivers of residual operating income
Cost of capital for operations
Cost of equity capital
Financing risk and return and value of equity
share repurchases
Unlevered (or enterprise) multiples

Chapter 15: Anchoring on the financial statements; simple forecasting and valuation
107

�4



FINA2207 

Simple forecasts and valuations 
No growth forecast and valuation
growth forecast and valuation
Adding information to financial statement information 
sales growth can replace noa growth 

Chapter 16: Full-information Forecasting, Valuation and Business Strategy Analysis 112

Focus on (reoi) and its drivers 
Focus on change
Focus on key drivers 
Focus on choices vs conditions
Full information forecasting and pro forma analysis 
A complete forecasting template
Features of the OI valuation Approach
Scenario analysis
approaches to modelling revenue (sales) 
top-down approaches to forecasting revenue 
approaches to modelling operating costs
Forecasting costs

Valuation of Mining and Energy Firms 118

Resources sector
Steps in development of a new Resource
Resource firms vs other firms
Valuation of resource firms
Undeveloped reserves as an option
Inputs for valuing a natural resources option
Modified black-scholes-merton model
Multiple sources of uncertainty 
Value of a mining company 
ROV vs other valuation methods

Multinational Firms and Operations 123

Presentation currency and functional currency 
foreign currency transaction exposure 
Changes in exchange rates impact on sales and purchases 
Translating subsidiaries’ sales into the parent company’s presentation currency 
What exchange rate to be used for each line item?

�5



FINA2207 

Which method is the best for the firm?
Which method is best for the firm?
Where should the translation adjustment be reported?
Changes in exchange rates impact on translation adjustment 
Subsidiaries operating in hyper-inflationary economies 
Multinational operations and effective tax rate
Currency fluctuations

�6



FINA2207 

Chapter 1: Introduction to Investing and Valuation

USERS OF FIRMS FINANCIAL INFORMATION (DEMAND SIDE) 

Investors and management are the primary users of financial statements. Investors are always 
concerned about the amount to pay for an investment. 

“Price is what you pay, value is what you get”

If the market is efficient then price is equal to value, but this is not common. Deviation from 
equilibrium means that they are not equal. 

Our goal is to calculate value to convert to price and determine if it is over or under priced.

INVESTMENT STYLES 

Financial Statement 
Analysis

Primary information that firms publish about themselves.
The method by which users extract information to answer their 
questions about a firm.

Equity Investors Use statements for investment analysis and management of 
performance evaluation.

Debt Investors Use statements to calculate the probability of default, 
determination of lending rates, covenant violations, etc.

Management Use statements for strategic planning, investment in operations, 
evaluation of subordinates, subsidiaries, etc.

Employees Use them to assess job security and for remuneration.

Litigants Use them for disputes over value in the firm.

Governments Use statements for policy making, regulation, taxation and 
government contracting.

Competitors Use them to evaluate and compare themselves. Monitor 
performance to outmatch their competitor’s, what they spend on 
marketing, how much their manufacturing costs are. 

Style Cost

Intuitive Investing Relies on intuition and hunches, no 
analysis.

Self-deception, ignores ability 
to check intuition.

Passive Investing Accepts market price as value, no 
analysis. Assumes the ‘efficient 
market’ approach.

Risk paying too much.
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ALPHA AND BETA TECHNOLOGIES 

Beta Technologies:
• Passive investment needs a beta technology (except for index investing).
• Calculates risk measures: Betas.
• Calculates the normal return for risk using a model such as the CAPM.
• Ignores any arbitrage opportunities. 
• Hedges against the fundamental risk by holding a well-diversified portfolio.
• Index investors are protected against fundamental risk but not against price risk.

Alpha Technologies:
• Active investing needs a beta and an alpha technology.
• Try to gain abnormal returns by exploiting arbitrage opportunities from mispricing.
• They try to capture the price risk. 
• Normal rate of return is the one justified by the risk. 

BUBBLES 
• Many bubbles in the last two decades.
• Occur when people form unreasonable expectations of likely returns and so make 

misguided consumption and investment decisions.

Momentum 
Investing

Those stocks that have gone up have 
momentum to continue going up 
more.

Nothing can go up forever. 
Speculation feeds itself on 
creating bubbles.

Fundamental 
Investing

Uses Fundamental Analysis or 
valuation analysis (also called 
security analysis when securities 
such as stocks or bonds are involved). 

It examines information about firms 
for the purpose of reaching 
conclusion about the underlying 
value. It challenges market prices. 
It can either be active investing or 
defensive investing. 

Requires work.
Defensive: prudence requires 
analysis, a defence against 
paying the wrong price or 
selling at the wrong price.

Active: activism requires 
analysis, an opportunity to 
fined mispriced investments. 

Fundamental investors try to 
discover the intrinsic value 
(warranted / fundamental 
value) which is the worth of an 
investment that is justified by 
the information about its 
payoff. 

Fundamental Risk Is the risk that results from business operations.

Price Risk Is the risk of trading at the wrong price. Paying too much or selling for 
too little.

Key Idea To find the true value and exploit mispricing.
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SUMMARY 

• A Valuation model directs how analysis is to be done and how valuations are to be 
carried out.

• Accrual accounting corrects the deficiencies of cash accounting.
• Book value of equity – bottom line number in the balance sheet.
• Earnings (income) – bottom line number in the income statement. 

• Accrual accounting valuation is anchored based on these numbers. 
• Valuation is a matter of measurement of value generated in the firm. 
• The intelligent investor by Benjamin Graham.
• Shareholder = equity = common shares = profitability
• Bondholder = firm’s debts = bonds = default
• Investors typically invest in a firm by buying equity shares or the firms debt. 
• Fundamental analysis does not take away all uncertainty, it reduces it. 
• P/E ratios over 30 suggest that stocks are too expensive. 
• Value of the firm = enterprise value. 
• Business model = business concept = business strategy
• For the inside investor, business strategy is the result of valuation analysis. 
• For the outside investor, the business strategy is the starting point for analysis. 
• Intangible assets, knowledge capital, new technology and web real estate are all 

speculative.
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Chapter 3: How Financial Statements are used in Valuation

THE METHOD OF COMPARABLES: 

The Method of Comparables or multiple comparison analysis is simply the ratio of the stock 
price to a particular number in the financial statement. It involves:

1. Identifying comparable firms that have similar operations to the firm whose value is in 
question (the “target”). Usually use firms in the same industry (peers/competitors)

2. Identifying measures for the comparable firms in their financial statements – earning, 
book value, sales, cash flow – and calculate multiples of those measures at which the 
firms trade.

3. Applying an average or median of these multiples to the corresponding measure for 
the target firm to get that firms value.

Price earnings ratio is the most popular. 

Hewlett Packard, Lenovo, and Dell 2011

            1                 2                   3                   4               4/1       4/2       
4/3

�

The average valuation for Dell is $33,347m. Given 1,918m shares outstanding, this would 
give a value of $17.39/share. The market price at that time was $14.62. This, based on our 
valuation, the stock is cheap. 

Conceptual Problems:
• Circular reasoning: Price is ascertained from the price of the comparables. 
• Violates the tenet: “When calculating value to challenge price, don’t put price into the 

calculation.”
o Can bypass this if you use fair values not market values but long 

• If the market is efficient for the comparable companies…Why is it not for the target 
company?
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