
Therefore, the DDM is most appropriate for valuing small minority shareholdings 

When valuing the whole firm, it does not matter whether you use FCFE or dividends. Either 

appraoch is OK but we need to be careful when using the DDM. Specifically, if FCFE is not 
equal to dividend in each period, then we need to keep track of both FCFE and dividends 

to ensure we fully account for all the cash flow generated by the firm otherwise the DDM 

will give the wrong value.  

 

Case DDM valuation will 

be… 

Why? What should we do? 

Dividends = FCFE Correct -  -  

Dividends < FCFE Too low Does not account for 

undistributed FCFE 

which is retained in 

the company.  

Include the value of 

this undistributed 

cash flow which 

accumulates in the 

firm as a surplus 

asset. 

Dividends > FCFE  Too high  Does not account for 

the shortfall in FCFE 

required to pay 

dividend. To cover 

the shortfall ,the 

firm borrows from 

the bank.  

Include the value of 

bank loan as surplus 

liability of the firm.  

In the Miller–Modigliani Dividend Irrelevance Proposition in a perfect capital market, it also 

assumes that the timing of when the FCFE is paid out as a dividend does not affect the value 

of the firm provided any retained FCFE is reinvested at the cost of capital and eventually 

fully paid out.  

  



In CAPM, the equity beta is related to the cost of equity. The cost of equity and the equity 

beta reflect the operating risk and the financial risk that the equity holders face in the levered 

firm. When estimating cost of equity based on comparator firm(s), they may have different 

leverage ratio, therefore having different financial risk. To account for the leverage 

differences, we de-lever and lever an equity beta. By de-levered the equity beta, we exclude 

the financial risk of the comparator firms and get the unlevered equity beta which measures 

the operating risk only.  

𝐴𝑠𝑠𝑢𝑚𝑒 𝑘𝑖𝑡𝑠 = 𝑘𝑢, 

𝛽𝑢 = (1 − 𝐿)𝛽𝑒 + 𝐿𝛽𝑑 

By levering the unlevered equity beta, we get the levered equity beta which measures the 

operating risk and financial risk of the firm that we wish to estimate.  

𝐴𝑠𝑠𝑢𝑚𝑒 𝛽𝑑 = 0, 

𝛽𝑒 = (
1

1 − 𝐿
)𝛽𝑢 

For investment-grade firms, debt is almost risk free, errors using the above formula are small. 

If the firm is highly leveraged, the errors can be large.  

𝐴𝑠𝑠𝑢𝑚𝑒 𝑘𝑖𝑡𝑠 = 𝑘𝑑  𝑎𝑛𝑑 𝛽𝑑 = 0, 

𝛽𝑒 = (
1

1 − 𝐿
)(

1 + 𝑘𝑑(1 − 𝑇𝐿)

1 + 𝑘𝑑
)𝛽𝑢  

 

This enhances the comparability and result in more accurate estimate.   

  

Using the credit spreads to estimate the cost of debt  

𝑃0 =
𝐶1

(1 + 𝑘𝑑)
+

𝐶2

(1 + 𝑘𝑑)2
… +

𝐶𝑛

(1 + 𝑘𝑑)𝑛
 

𝑤ℎ𝑒𝑟𝑒 𝐶𝑡 = 𝑒𝑥𝑝𝑒𝑐𝑡𝑒𝑑 𝑐𝑎𝑠ℎ 𝑓𝑙𝑜𝑤 
𝑤ℎ𝑒𝑟𝑒 𝑘𝑑 = 𝑐𝑜𝑠𝑡 𝑜𝑓 𝑑𝑒𝑏𝑡  

𝑃0 =
𝐶1

𝑃

(1 + 𝑦)
+

𝐶2
𝑃

(1 + 𝑦)2
… +

𝐶𝑛
𝑃

(1 + 𝑦)𝑛
 

𝑤ℎ𝑒𝑟𝑒 𝐶𝑡
𝑃 = 𝑝𝑟𝑜𝑚𝑖𝑠𝑒𝑑 𝑐𝑎𝑠ℎ 𝑓𝑙𝑜𝑤 

𝑤ℎ𝑒𝑟𝑒 𝑦 = 𝑦𝑖𝑒𝑙𝑑 − 𝑡𝑜 − 𝑚𝑎𝑡𝑢𝑟𝑖𝑡𝑦 

 

Credit ratings reflect the opinion of credit rating agencies about the capacity of issuer to 

repay its obligation. A good credit rating is normally associated with low default risk. The 

worse the credit ratings, the higher the default risk, the higher the return required by the 

investors, the higher the credit spread, the higher the yield.  

𝑦 = 𝐶𝑠 + 𝑟𝑓 



Lecture 6: Miscellaneous issues in DCF Valuationbs 

Surplus Assets 

Assets that are not required or used in generating the free cash flow of the firm. Also 

known as non-operating assets and liabilities.  

Depends on the nature of the firm’s business activities. E.g. Cash is a surplus asset to a 

manufacturing company but it is an operating asset to a bank.  

We should take surplus assets into account in valuing the company since they belong the 

company and usually have a non-zero value by 

(i) Value surplus assets separately.  

(ii) Add or minus the value of surplus assets to the enterprise value of the firm before 

surplus assets to give the enterprise value of the firm after surplus assets.  

(iii) Ensure any cash flow related to surplus assets is not included in the free cash flow 

used in determining the enterprise value of the firm before surplus assets to avoid 

double count.  

Cash  

Dt may be gross debt or net debt. We should treat cah as a surplus asset or Dt as gross debt 

since:  

• It is easier to determine the cash value.  

• Cash is liquid and has lower risk but debt is inliquid and has high risk so netting is not 

as clean as it may first appear.  

• Debt is a long-term contractual cash flow obligations which may not be repaid using 

cash today.  

• Cash today can be used for other things.  

• Debt holders usually do not have priority claims on the cash assets.  

• The standard WACC and vanilla WACC make assumptions about the risk of the 

interest tax shields and the interest tax shields are based on the gross debt. 

• There may be substantial differences in the calculated leverage ratio and levered 

equiyty beta of a company and comparator companies using gross debt compared to 

using net debt (especially when the company and comparator companies have a lot of 

cash). 

One-off Cash Flow items  

Usually, use firm’s historial performance as the starting point to estimate its future operating 

performance. We should ignore one-off cash flow items which will not arise in the future 

when estimating the expected future free cash flow generated by the firm.  

 Corporate tax rate 

The concept of surplus assets and one-off items are relevant to deciding which value of T we 

should use in a discounted cash flow based valuation.  

 


