
Financial Modeling

1



Accounting 101 for Modeling



Accounting Foundations

• Core Financial Statements (IS, BS 
and CFS)

• Supplementary Financial 
Statements (OCI, SOCE, Notes)

• Audit Reports (Audit Opinions, Key 
Audit Matters, Emphasis of Matter)

• Performance Measures (Efficiency, 
Profitability, Solvency)  

Accounting Intermediate

• Investment Accounting

• On Balance Sheet Finance 
(Amortised Costs)

• Off Balance Sheet Finance 
(Leases and Securitisation)

• Pension Obligations

• Types of Equity Dilution
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Quick Check-In



Overview of an Audit Report: Part 1
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1.

Independent audit report
First or ‘opinion’ paragraph/ section

Provides unqualified audit opinion

• True or fair view (IFRS) and/or Fairly presented (IFRS and US)

• Clean opinion

Also provides qualified opinion, giving limitations or exceptions to 
accounting standards and explanatory paragraphs regarding exceptions

2.

Second or ‘basis of opinion’ paragraph/ section

Describes the basis for providing the opinion

Accounting Standards under which the Audit was conducted

Confirmation of independence and ethical standards of auditors

‘Going concern’ conclusions

3. Third or ‘scope’ paragraph/ section

Details the nature of the audit process
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Types of Audit Opinions



Overview of an Audit Report: Part 2

6

4.

Independent audit report
Fourth or ‘Key Audit Matters’ paragraph/ section

Highlight for the users/ reader of the report

• The existence of significant events that should be disclosed

• Any areas that involved significant judgment

• Emphasis of Matter

5.

Fifth paragraph/ section

Describes the materiality thresholds for the usability of the financial 
statements

Directors responsibilities towards the financial statements

Auditors’ responsibilities towards the audit

6. Sixth paragraph/ section

Any other reporting responsibility (legal and/or regulatory)



Definition:

Key Audit Matters (KAM) are based on topics which are discussed with those (on 
the company’s side) responsible for governance. The auditor then assesses these 
matters and identifies which ones require significant attention during the audit

Identification Criteria required by the auditor to consider:
• Areas that are deemed to be susceptible to higher risks of material misstatements.

• Any area that requires significant auditor’s judgement.

• The effect on the audit of significant events or transactions that have taken place during the 
period.
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Key Audit Matters



Emphasis of Matter

An EOM paragraph aims to highlight to the users a crucial matter that has already 
been disclosed in the financial statements, which the auditor deems essential for 
their comprehension.

In other words…..
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you know that note in the financial statements, the one about the uncertainty 
surrounding the legal dispute? We, the auditors, think it’s really important, so make 

sure you read it!



Emphasis of Matter – Example of Boeing 737 MAX Grounding
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What are the Auditors trying to tell you?

1. During 2019, Boeing recorded a liability of $5.5 billion related to estimated 
payments, concessions, and other consideration that it intends to provide to 
customers for disruptions caused by the Grounding and associated delivery 
delays. 

2. This liability, which reflects Boeing’s best estimate of future concessions and 
consideration to customers, is based on individual negotiations with customers 
and the substance of such negotiations. 

3. However, the liability is subjective, and the complexity of assessing the 
outcome of the ongoing litigation and investigations requires a high degree of 
auditor judgment and increased audit effort.
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Investment Accounting

0% 20% 50%

100%

Business combination



A firm issues a 3 year bond:

• Face Value = $40,000

• Coupon = 8% p.a, payable semi

• The firm receives $39,468 (before incurring issue costs)

• Issue costs = $500

• What is the Effective Interest Rate on this bond?

Calculate the following:

• Interest expense recorded in the Income Statement (every year)

• Value of the bond liability in the Balance Sheet (every year)
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Amortised Costs



Leases: Operating vs Finance

Finance leaseOperating lease

Cash ↑

Rental income ↑

Cash ↓

Rental expense ↑

Asset on lessor’s 

balance sheet

Asset on lessee’s 

balance sheet

Assets ↓ Receivables ↑

Cash ↑ Receivables ↓

Interest income ↑

Assets ↑ Liabilities ↑

Depreciation ↑ Interest ↑

Cash ↓

Owner = Lessor

User = Lessee

………..new changes introduced since 2019



1. Current treatment of operating leases can be retained in two 
circumstances:
• Short term leases

• Low value assets

2. The New Approach
• Initial Measurement of Asset Value

• Subsequent Measurement of Asset Value
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Leases: Key Changes
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Why is it done?

but

Key questions remain:

1. Transfer of risks?

2. Equity relief?

E.g. Securitisation of trade 

receivables

Securitisation
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Earnings Per Share

Basic earnings per share: Computation

• Basic earnings per share: Weighted average number 
of common shares

• Restatement of prior year EPS
• Bonus issues/scrip dividends/rights issue

sharesordinary   of number average  Weighted

dividends  Preference - EAT
EPS =
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Diluted EPS

Complex capital structure: Dilutive securities
• Convertible debt

• Convertible preference shares

• Share options/warrants

Diluted earnings per share: Computation

sharesordinary  potential and

ordinary  averageWeighted

sharesordinary  for available income Adjusted
EPS Diluted =
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Exercise - 1

Calculate the Basic and Diluted EPS
• Net income: $25,000

• Ordinary shares: 5,000 shares outstanding for the entire year

• Preference shares: 2,000 $100 8% shares outstanding for the entire year

• Convertible bonds: 200 $1,000 7% bonds issued during the previous year for $120,000. Each is 
convertible into 50 shares.

• Tax rate: 30%
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Exercise - 2

Calculate the Basic and Diluted EPS
• Net income: $25,000

• Ordinary shares: 5,000 shares outstanding for the entire year

• Preference shares: 2,000 $100 8% shares, each convertible into two shares, outstanding for the entire 
year

• Tax rate: 30%



Foundations for Modeling



Analysis Framework

What are the main 
drivers?

Build a suitable model

Develop assumptions

Effective Models: Foundations



Analysis Framework

What are the main 
drivers?

Build a suitable model

Develop assumptions

• Macro  
• Industry
• Business
• Management

Effective Models: Foundations



Sales

Change in LT 
Assets

Change in 
NWC

Change in 
Funding

Profits
Other 

Obligations?

Analysis Framework

What are the main 
drivers?

Build a suitable model

Develop assumptions

Effective Models: Foundations



Linking Profits to Cash Flow

+ Depreciation and amortisation

EBITDA

+ / -

Operating cash flow

Taxes

Debt service:
interest + 
principal

Dividend/
share buy-
back

Operating profit

Working capital

Capital 
expenditure

Acquisitions

+/- Other non-cash items

• Margin pressures: Lower prices/higher marketing 
costs to retain or gain market share

• Inability to transfer increasing raw 
material/energy costs

• Increase of trade receivable days to support 
revenue

• Loss of ability to negotiate supplier terms

• Higher capital expenditures required to fuel 

growth, improve products, increase efficiency or 

change/shift product mix

• M&A activity may be required to reduce 

competition or as alternative to capital 

expenditure



Analytical Framework



Qualitative Analysis

Macro & 
Industry

• What business are we (and do we want to be) in?

• Where does profit potential and risks lie in the industry?

• Tools: PESTEL

Business

• How can we maximise our potential/ minimize our risks? 

• Tools: Porter’s Five Forces, BCG Product Lifecycle Matrix

Management

• How relevant are the strategies, skills, systems and processes 

• Tools: 7S Model



Sources of Qualitative Information

You are an analyst seeking to study the qualitative drivers for an sector/ 
industry. What are the possible sources through which you could 
gather relevant information?

1. ………………………….…………………..

2. ………………………….…………………..

3. ………………………….…………………..

4. ………………………….…………………..

5. ………………………….…………………..



Sources of Qualitative Information

• Economic Reports and Surveys

• Industry Reports

• Annual Reports

• Management Meetings

• Trade Publications

• Market Indicators and Surveys



The Annual Report is the primary public document used to disclose the 
company’s business and financial performance?

Question:

What are the various topics that you would expect to see in a 
Company’s Annual Report?

The Annual Report
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Exercise: Qualitative Analysis

Please refer to the handouts:

1. Starbucks Qualitative Exercise

2. Starbucks FY 22 Annual Report

Please work in your groups and be prepared to share your findings with 
the class. 









What does this tell us?

Overall Risk

Business Risk

Key question:
Are cash flows that are being 
generated volatile over time?

Financial Risk

Key question:
Are the financial decisions enhancing 

or mitigating the Business Risks?



Day 2 Agenda

Financial Risks

Growth and Value Drivers

Introduction to Forecasting



Sources of Financial Risks

Capital Structure

Financial Control

Financial Reporting



Capital Structure

Key Consideration: The level and appropriateness of Debt

Question: How much debt can be serviced given the projected cash?

• Having forecasted the financials for ABC Ltd, you assess that they are likely to generate an annual 
adjusted cash flow of AED 18.7 mln (operating cash flow less other business expenses related to 
taxes, dividends and capex) over the next 5 years. 

• Based on these projections, you would like to assess the maximum debt that the company should 
be taking on assuming:

• Scenario 1: There are no covenants from the banking group

• Scenario 2: The banking group insists on a minimum coverage ratio of 1.2x

• The company’s cost of debt is assumed to be unchanged at 6%, and its tax rate at 30%



Debt Capacity: Inputs

Discount rate = Interest rate (1 - Tax rate)

EBITDA

+/- Change in net working capital (NTA/NWI) 

- Taxation

- Capital expenditure

- Dividends

+/- Other principal sources and uses

Cash available to service debt

Cash flow available to service debt (existing and new debt)

Discount rate: After tax cost of borrowing reflecting new capital structure 

Number of years: Average tenor of existing and new debt



Where can it go wrong?

Macro and 
External

Company 
Specific

?

Country

• Chronic and growing 
public sector deficits

• Weakening external debt-
servicing capacity

• Signs of asset price 
bubbles

Economy

• Falling GDP growth
• Unemployment rates 

increasing
• Rising inflation or deflation
• Depreciation in exchange 

rates

Industry

• Consistently poor capacity 
utilization in identified 
industry

• Poor industrial growth rate 
in identified industry

• Adverse industry 
regulations



Where can it go wrong?

Operations
• Steady decline or rapid 

increase in sales
• Significant changes in 

NWC
• Frequent cash 

shortages

Management
• Poor sponsor reputation
• Lack of management 

vision
• Frequent changes in 

ownership and key 
positions

Financial
• Declining gross profit 

margin
• Rising levels of bad debt 

losses
• Rising levels of total assets, 

relative to sales/profits 

Investing
• Seemingly speculative 

inventory purchases
• Major procurement 

without proper 
rationale/financing 

• Working capital needs 
funded by asset sales 

Perception
• Less positive media 

exposure
• Equity market collapse
• Recall of sold products
• A decrease in awareness 

of the client’s brand 
and/or logo

Macro and 
External

Company 
Specific

?



Where can it go wrong?

Macro and 
External

Company 
Specific

?

Financial Risks
• Inappropriate levels and 

cost of Debt
• Debt Repayment profile
• Balance Sheet Mismatch 

Risks
• Market (e.g, FX, Interest 

Rate) Risks
• Capital Market Access 

Risks

Higher Risk of Financial 
Distress 

= 
Higher Probability of 

Default on Debt
= 

Loss Absorption by 
Equity Investors



Estimating Debt Default Risk

There are a variety of methodologies that help us evaluate default risk: 

• Rating agency ratings – Moody’s, S&P, etc

• Quantitative calculators – e.g. Moody's analytics (KMV), Altman Z-Scores

• Asset swap, credit and credit default spreads (CDS)

• Fundamental Credit Analysis



Altman Z-Score

• Scoring model to ‘predict’ probability of default (or bankruptcy)

• Scoring range of 1 to 4

• A low (Z) score (< 1.8) suggests a higher likelihood of default

• A high (Z) score (> 3) suggests credit safey

• Formulaic approach using a combination of:

• Financial ratios

• A weight assigned to each financial ratio

Z-Score = 1.2(R1) + 1.4(R2) + 3.3(R3) + 0.6(R4) + 1(R5)

R1 = Working Capital/Total Assets R4 = MV of Equity/Total Liabilities

R2 = Retained Earnings/Total Assets R5 = Total Sales/Total Assets

R3 = EBIT/Total Assets



Financial Risks: Creative Accounting

Company

• A company with its accountant will 
have some discretion in how it 
reports revenues, costs, assets, etc. 

• Management often seeks to show 
performance and financial 
condition in an optimistic, 
promising way

• What discretion or loopholes are 
available to management?

• Are there signs the company may be 
reporting results illegally?

• Are there signs management is mis-
representing financial condition

• Should analysts adjust reported 
information to account for true 
financial condition?



WeWork

45

Total Sales & Marketing $143m so only $4m for 
maintaining occupancy?



Examples of Creative Accounting

• Premature or fictitious revenue recognition
• Premature recognition of suppliers discount
• Creativity down the profit & loss statement (non-operating income)
• Inappropriate use of provisions
• Increase of cash and/or profit through sale of assets: Invoice discounting; sale 

and lease back
• Asset revaluation (downwards) plus subsequent profit on disposal
• Capitalized expenses (that other companies treat as operating expenses) or 

accelerated revenue (or suppliers discounts)
• Deferring costs (further than is reasonable, delay in reporting accrued 

expenses)
• Extended depreciation (further than expected life of the asset)



The Investor Perspective

Question: What can investors do to manage the (business and financial) 
risks in their investee companies?



Growth and Value Drivers



Building Assumptions: Key Drivers

Historical Financials and Analysis

Historical Drivers Forecasted Drivers

Forecasted Financials and Analysis

Incorporate:
1. Macro-economic forecasts
2. Key Industry Drivers
3. Company specific position
4. Management Strategy

Validate with industry 
benchmarks and other 

related financial variables



Selected Drivers

• Division and geographic break-up, price vs volume, industry specific metrics (sales/sq feet)

• Consider industry factors, input prices, constraints, order books, etcSales Revenues

• Division and geographic break-up, opex/ sales and leverage, input price trends 

• Consider industry factors, cost and pricing strategy, competition, business mix, etcOperating Profit

• NWC/Sales, Days Ratios

• Consider historical efficiency, sales drivers, changes in industry environment, etcNet Working Capital

• Capex/Sales, Sales Turnover Ratios, Maintenance costs, Equipment costs, Useful life 

• Consider historical trends, management strategy, capacity utilization, industry dynamics, etcCapex and Depreciation

• Tax Rates, Tax Credits/ Carry forwards/ Incentives, Dividend history and trends  

• Shareholder configuration, Sector norms, payout rates, capital structure

Other Liabilities (Tax and 
Dividends)

• Repayment profile of debt and lease commitments, CPLTD

• Consider prepayment requirements, capex and/or divestment plansLong Term Debt



Forecast Exercise

Please refer to the Excel Sheet for further instructions



Normalising Earnings



Cleaning Data: Normalizing Earnings

Historical Data Forecasted Numbers

Key Question:
• Have we cleaned the data to remove 

items that may not be ‘representative’?
• Do we have a clear estimate of the 

‘recurring’ earnings of the business?



Recurring Net Income and EBIT/EBITDA

Recurring net income is bottom line net profit adjusted 
for the post-tax impact of non-recurring items only

This is then used to calculate normalised earnings per 
share measures which are used in valuation

As for EBIT and EBITDA, there is subjectivity in deciding 
which items are non-recurring

All non-recurring items adjusted in EBIT and EBITDA are 
also non-recurring for net income



Example: Non-Recurring Income

Net income X

Add back: post-tax non-recurring expenses X

Deduct: post-tax non-recurring income (X)

Recurring net income X

• Companies sometimes disclose the tax impact of non-recurring items

• If the tax impact has not been disclosed then use the companies marginal tax 
rate to estimate the tax effect of non-recurring items, if taxable

Post-tax non-recurring item = Pre-tax non recurring item * (1-MTR)



Example: Cleaning Earnings

Reported Adj Cleaned

Sales 500.0 500.0 

Cost of sales (280.0) (280.0)

Gross profit 220.0 220.0 

Operating costs (115.0) (115.0)

Non-recurring costs (15.0) 15.0 0.0 

Operating profit 90.0 105.0 

Interest expense (10.0) (10.0)

Profit before tax 80.0 95.0 

Tax expense (30%) (24.0) (4.5) (28.5)

Profit after tax 56.0 10.5 66.5 

EBIT

Recurring 
net income



Exercise: Normalizing Earnings

Please refer to the Excel Sheet for further instructions



Related Concept: Operating Leverage

.

Examining fixed vs. variable costs (FC/TC, VC/TC)

• Understand the advantages of low fixed costs when sales decline

• Understand the advantages of low variable costs when sales increase 

Variable costs

Fixed costs

Total costs



Breakeven analysis

• Breakeven sales

• The level of sales required for a business to cover its fixed costs and 
make neither a profit nor a loss:

• To estimate fixed costs, assume these are:

• Margin of safety

• The gap between current sales and breakeven sales

• Expressed absolutely or as a percentage

(decimal) margin Gross

          costs Fixed            

tax before Profit - profit Gross

Sales

    Breakeven - Sales    

• Is the company able 
to pass cost 
increases to 
customers (variable 
costs)?

• Does the company 
have leverage in 
reducing costs when 
sales decline?

• Is lack of demand 
reducing pricing and 
margins?



Day 3 Agenda

Extracting and Cleaning Data

Developing Excel Skills for formats and functions

Modeling: Getting Started



Master Case Study

Our objective is to:

1. Extract the financial data efficiently

2. Input the data into the relevant worksheet (historical financials)

3. Normalize the historical earnings



Modeling Considerations



Model Considerations

Objective of the Model
• Valuation? Debt Repayment? Project Evaluation?

Inputs and Outputs
• Primary and Secondary (Derived) Inputs
• Required Output Data and Visuals

User-friendliness
• How easy is it to find information?
• How easy is it to understand the “logic”?
• How flexible is your model?  A model is not an answer key, it is a tool.  It 

should allow for changes in scenarios



Model Components

• A set of financial statements – I/S, B/S, and CFS – including relevant 
details

• Historical data

• Forecast period

• To build the values for the forecast period, we need a set of 
Assumptions – one assumption for each line in the financial 
statements

• Ratios, summary tables, for analysis

• Cover worksheet 



Data Legends

• Models consists of historical data and your forecasts

• It is standard to distinguish between them visually to make it easy for 
a user to identify

• Example legend:
text / ### in black are calculation or forecast

text / ### in blue are historical or hard-coded

use “A” or “Actual” for past dates

use “P”, “F” or “Projected” or “Forecasted” for future dates

text / ### in a yellow box are assumptions



Model Tips

Try to use only the visible field of a worksheet 

Try to group logical inputs and outputs together

Try to keep your formulas simple to understand

Expenses can be shown as negative or positive – just be consistent

Cash flows should always be shown as positive if cash-generative and negative if cash-
usage



Worksheet Structure

Everything on one worksheet

▪ Benefit is do not need to move from 
worksheet to worksheet

▪ Suitable for simple models

▪ Ensure the model is built in logical 
progression, running from top to bottom 
or from left to right

▪ If it’s a larger model, may want to use 
“group” to collapse and expand sections 
(make sure your user knows how to use 
this functionality)

One function one worksheet

▪ Benefit of keeping the model structure 
clear even if does requiring moving from 
1 worksheet to another

▪ Keeps workings within field of vision on 
each worksheet

▪ Suitable for normal to large models

▪ Ensure the worksheets are appropriately 
named so your user knows where to find 
information

▪ Ensure your cover page provides a table 
of contents



Building a Simple Model

Building a model is iterative but in general the steps are as follows:

• Step 1: build the I/S first (this is because certain I/S items feed into the B/S)

Some I/S items may be dependent on B/S, link to the B/S item’s cell address(es) 

anyway, it will update as the B/S is built

• Step 2: build the B/S footnote calculations before building the B/S – do not build cash!

• Step 3: build the CFS next – the ending balance feeds into the “cash” item on the BS

• Step 4: do you balance?

• Step 5: complete ratios & summary – remember this is the output and for now sanity 

checks your model

This is a starting point. A fuller set of model building guidelines shall follow



Exercise: Building a Simple Model

Please refer to the Excel Sheet for further instructions



Tips: When you do not balance

• Delete all values but year 1 before checking

• “Ctrl + ~” shows worksheet as formulas 
• Step 1: check that you deducted expenses if you showed them as positive values

• Step 2: make sure you do not total something twice

• Step 3: make sure you calculated changes in assets,  liabilities & equities correctly (& capex is cash-
negative)

• In general:
• Make sure you picked up the correct assumption

• Use “ctrl + [” to find first input - note this only works if first input is from assumptions

• Check that forecast values are consistent with historic values 

• No dramatic switching from gain to loss, from positive to negative value, or vice versa

• No dramatic rates of change that cannot be explained

• It is possible to have more than 1 error



More on Errors!

• Is it possible to balance but still have mistakes in your model? Yes!

• Harder to find such errors

• Tips:
• Check for extreme changes, check margins & ratios

• Change assumptions and see if your model still balances and makes sense!



Exercise  

Let us change the assumptions:
• Change the debt repayment schedule

• Debt repayment of USD 1000 per annum

What happened? Does it make sense?



Solving the Issue

Modeling solution:

Add a revolving line of credit in the model

• In your model, you need to have the flexibility 
that when there is cash, it is recorded in cash, 
but when there is no or negative cash, there is 
a more sensible record

• Insert a “CP-RCF” item in current liabilities

• If ending cash is positive, the value goes to 
cash (assets); if cash is negative, the value 
goes to CP-RCF (liabilities)

Forecasting solution:

Need a realistic debt issuance/repayment 
schedule in your forecast

• Commercial paper (CP) and or its back-stop, a 
revolving line of credit (RCF), are typically 
used by companies to daily cash flow short 
fall, in particular do to seasonal variations, 
OWC management, and unexpected needs in 
cash

• Companies should also have a strategy for 
medium- and long- term funding – and your 
model should reflect that



CP-RCF in Balance Sheet

year T+1 (F) T+2 (F) T+3 (F) T+4 (F) T+5 (F)
Assets:
cash 1,841.9 1,148.3 460.3 0.0 0.0 

OWC 2,453.2 2,649.4 2,873.7 3,074.8 3,167.5 
PPE 9,602.2 9,696.4 9,866.6 9,980.0 10,029.5 

total assets 12,055.4 12,345.9 12,740.3 13,054.9 13,197.0 
Liabilities:
CP-RCF 0.0 0.0 0.0 211.6 425.2 

long-term liabilities 313.0 433.0 633.0 833.0 1,033.0 
debt 8,000.0 7,000.0 6,000.0 5,000.0 4,000.0 

total liabilities 8,313.0 7,433.0 6,633.0 6,044.6 5,458.2 

Shareholders' equity:
shareholders capital 1,080.0 880.0 800.0 600.0 600.0 

ending RE 4,504.2 5,181.1 5,767.6 6,410.3 7,138.8 
total equity 5,584.2 6,061.1 6,567.6 7,010.3 7,738.8 

balance? A-L-E = 0? 0.0 0.0 0.0 0.0 0.0 

To accommodate the possibility of overdraft, the B/S needs a “CP-RCF” line (included in 
total liabilities)



Debt Calculations: B/S Footnote

year T=0 (A) T+1 (F) T+2 (F) T+3 (F) T+4 (F) T+5 (F)

Debt:

CP-RCF 0.0 0.0 0.0 0.0 211.6 425.2 

CP-RCF interest 0.0 0.0 0.0 9.8 29.6 

LTD 8,000.0 8,000.0 7,000.0 6,000.0 5,000.0 4,000.0 

LTD interest 744.0 697.5 604.5 511.5 418.5 

total debt 8,000.0 8,000.0 7,000.0 6,000.0 5,211.6 4,425.2 

total interest expense 744.0 697.5 604.5 521.3 448.1 

• To accommodate for debt complexity, it may be more user-friendly to separate out the debt 
calculations on the B/S in a footnote

• Excerpt from B/S footnote calculations

• Notice that the I/S now needs to be updated for “total interest expense”



What happened?

76



Circular References

• The following is a simpler example of a circular reference error

• Here is a simple finance example

• What is a circular reference?

• Why did changing the interest expense in cause a circular reference?

A B

1 =B2

2 =A1

A B

1 Principal = 100 + B2

2 interest = B1 * 10%



Excel: Circular References

• Excel’s method of working with circular reference is called “iteration”

• To use it go to File/Options/Formulas

• Tick “Enable iterative calculations”

• What happens now?



Day 4 Agenda

Assumptions and Financial Forecasts

Fundamentals of Valuation



Master Case Study

Based on the historical financials, we shall now:

1. Develop a set of assumptions based on the historical data and our 
qualitative assessment of the case company

2. Build out a set of core forecasted financials for the case company



Forecasting and Valuation



What are we valuing?

• Usually, we value a firm. A firm is a group of assets (and associated 
liabilities) used to generate profit for its owners:

Equal to the value of the financing to support operations (at its simplest, 
debt, cash and/or equity)

• Valuation can be done at equity or enterprise level:

Equity value reflects only the claims due to equity holders

Enterprise value reflects the value of claims by all stakeholders

Equity value

Debt
Cash

Enterprise 
value (EV)

Net debt



Valuation Methodologies

Relative valuation

Absolute valuation

References what other people think about the 
value of the asset we are looking at

• Using multiples 

• Comparable company analysis                 
(using public companies)

• Comparable transaction analysis               
(M&A based comps)

Based on assumptions of future performance 
of the company

• DCF – PV of future operating cash            
flows available to stakeholders

• Implied private equity valuation – range 
based on target returns given a certain 
capital structure and exit timeframe



DCF Valuation Framework

Equity Valuation

Equity value = PV of cash available 
for distribution to equity holders

• Free Cash Flow To Equity (FCFE)
• Discounted at required return of 

equity

Only used to value financial 
institutions (no ability to distinguish 
operational and financial assets)

Enterprise Value

Enterprise value = PV of cash flows 
from operations available for 
distribution to all capital providers

• Free Cash Flow To Firm (FCFF)
• Discounted at weighted average 

required return of all capital 
providers (WACC)

Will need to bridge from Enterprise/ 
Firm Value to Equity value



Enterprise Value (EV): The Intuition

Enterprise value

Market value of core,
controlled, continuing 

operations MV equity
including NCI

MV cash and 
financial assets

MV debt

=

Enterprise value = MV equity + MV debt - MV financial assets

Uses of Funds Sources of Funds



Enterprise to Equity Value: Derivation

Enterprise
value

Non-controlled 
investments

+

Financial
investments

+

Debt
equivalents

Non-controlling
interests

Preference
shares

Common 
equity

and options

=

Cash and 
equivalents

+

Non-core 
assets

+

Debt
_

_

_

_

PV of FCFF 
discounted 

at WACC



Deriving FCFF/ Unlevered FCF

• Do not adjust FCF for non-cash stock-based compensation
• Forecast of operating items only is required:

• Excludes any income from financial assets
• Excludes claims of financing capital providers

 EBIT    43,200   

 Effective tax rate    23.0%  

       

NOPAT [ EBIT x (1-t) ]    33,264   

 Capex (net of disposal proceeds)  (3,900)  

 Depreciation    1,640   

 Amortization    345   

 (Inc.) / dec. in net working capital  (750)  

 (Inc.) / dec. in other operating assets (278)  

 Inc. / (dec.) in other operating liabilities 102   

Unlevered FCF       30,423   
 



FCF Forecast

Year 10

Discount explicit forecast 
horizon year-by-year

= PV of FCF years 1 – 10

Value of FCF years 10 - ∞

Captured in the ‘Terminal 
Value’ (TV)

• Good DCF will be based on valid, justifiable forecasting assumptions 
• Forecast horizon may be 5 to 10 years
• Need to forecast until reach sustainable mid-cycle position, viz, ‘Steady state’



Terminal Value Methods

Growing perpetuity

• Assumes constant long-term growth rate 
(LTG) in FCF in perpetuity.

• Ensure integrity of final forecast FCF.

• Should reflect steady state

• Requires discounting back from final year (N)

• May ignore link between reinvestment and 
growth

EV multiple

• Use a multiple of final forecast EBIT(DA).

• Ensure integrity of final year forecast.

• The multiple must reflect steady state growth 
and margins

• Use a mature multiple

• Requires discounting back from final year (N)

TVN = 
Steady state FCFN x (1 + LTG)

(WACC - LTG) TVN = Steady state EBIT(DA)N x Multiple



Discount Rate

Discount rate = Hurdle rate

Value is only created if the FCF at least covers the cost of funding.

• FCFF are discounted by WACC:

• WACC must be calculated using a capital structure which is appropriate to the length of your 
forecast period:

• The ‘long-term’/‘target’/‘targeted’/‘optimal’ capital structure. This may be different from 
the company’s actual capital structure

• Beta must also be calculated according to the target capital structure (expressed as D/E)

• Use up-to-date market values

• Note: FCFE are discounted by ‘Cost of Equity’



What is WACC?

WACC = (Kd x D) + (Ke x E)

(D + E)

WACC = Weighted average cost of capital (aka cost of capital). Weighted individual cost of 
each capital structure component

• Influenced by perceptions of risk and opportunity cost

• Driven by market expectations

Kd = Cost of debt after tax = Rd x (1 - t)

D = Market value of target debt amount

Ke = Cost of equity

E = Market value of target equity amount



Cost of Debt and Equity: Overview

Cost of 
Capital

Equity

Methods: CAPM (most common), 
Dividend Discount, Build-up 
method

CAPM: Ke = Rf + β (Rmarket – Rf)

Beta: estimator of stock’s return 
vs equity market return 

Debt

Interest Rate (Rd) = Rf + Risk Premium

Risk Premium: comparables, credit 
ratings, fundamental analysis

Kd = Rd * (1 – tax rate)



Exercise: Valuation

Please refer to the Excel Sheet for further instructions



Day 5 Agenda

Valuation of a Company

Adjusting for Scenarios



Master Case Study

Based on the forecasted financials, we shall now:

1. Develop estimates of the company’s value

2. Consider how we may develop additional scenarios



YOUR FEEDBACK 
MATTERS

You can access the Feedback Form from the Dashboard at the right side of the page 

below the Training Hours.

Please complete the course feedback via iLAB to capture the training hours.



Appendix
1. Valuation Fundamentals

2. Excel Modeling Set-Up



Useful Excel Shortcuts - General

key stroke action

Ctrl + S save

Ctrl + C copy

Ctrl + X cut

Ctrl + V paste multiple times

Enter paste once

Ctrl + R copy right

Ctrl + D copy down

Ctrl + Z un-do the last command

Ctrl + Y re-do the unwound command

F2 switch between formula bar and worksheet

F4 absolute and relative cell referencing



Useful Excel Shortcuts – Error Finding

key stroke action what it does / context

F9 hover over a cell address or formula in the 
formula bar, then press F9

the value underlying the cell address or 
formula will be revealed.  Be careful to hit 
“esc” when done otherwise the value will 
replace your address/formula

Ctrl + [ jumps to the first cell address in your 
formula

handy as your formulas  are built across 
worksheets – putting the assumption 
input first  in your formula maximises the 
utility of this shortcut.  Hit “F5” then 
“enter” to return to original cell. 

Ctrl + ~ changes display of worksheet from values 
to formulas

Ctrl + ~ again will revert back to normal 
view of values



Useful Excel Shortcuts – Navigation

Cursor keys:    Page keys:

• Move from cell to cell:  (choose direction)

• Move to first & last cells in worksheet:  Ctrl +   
     Ctrl + 

• Move to edges of data blocks:    Ctrl + 

• Move from worksheet to worksheet:    Ctrl +  for previous
        Ctrl +  for next 

Home

End

PgUp

PgDn

Home

End

PgUp

PgDn



Excel Default Settings

Excel shortcut tip:
“Alt” (button) reveals 
the alpha-shortcut key 
to the tabs on the 
ribbon

To go to the “File” tab:
Alt + F

Choose “Options”

• Setting up excel for efficient modeling

• Go to File / Options



1. Set “workbook 
calculation” to 
“automatic except for 
data tables

2. De-select “Enable 
iterative calculation”

3. De-select “Enable 
background error 
checking”

4. “OK” for changes to 
take affect

• Choose General / Formulas
• Select / deselect as shown in screen dump

Settings: Continued



1. De-select “After 
pressing Enter, move 
selection”

2. De-select “Allow 
editing directly in cells”

3. De-select “Enable 
Autocomplete for cell 
values”

4. “OK” for changes to 
take affect

• And to General / Advanced
• Select / deselect as shown in screen dump

Settings: Continued
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