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3 G nerally, valuation as well as damages 
. 5 12 e . assessment i . . 

price · fi ncial forecast mcludes any potential ad· mplicitly considers •nfl . 
. the ina . ~ustment for e . 1 at1on 

(1.e., . st not be considered separately)_ 124 B t . . xpected mflation a d h 
. flat1on rnu . . . u ' m Instances of v . n t us 
ifl . or even hypenn:flat10n (1.e., an extremely rap·d ery high and unstable 
. flat1on, h) . 1 or out of 
iri f 50 per cent per mont , mflation must be co .d control inflation in 
eicess o ns1 ered separately. 12s 

.d ring an appropriate discount rate 
CoUSl e 

. der the time value of money and the specific • k . 
To cons1 ns s associated . h 

Plying the DCF methodology, the free cash fl h wit the business 
when ap . . ow to t e firm is c ' 

ted to the valuation date applymg an appropriated. ompounded or 
discoun . . . 1scount rate. 126 The s . . 

ly to the deternunat1on of damages; 1.e. past and fi t 
1 

ame pnnc1-
ples app ' u ure ost profits or cash fl 

ounded or discounted to the valuation date applying . . ows are 
comp . . . . an appropriate discount rate 127 

h. h may s1gmficantly differ from the discount rate approp · t .c h . ' 
w ic . . . na e ior t e valuat10n of a 
bu iness. The appropriate discount rate IS usually a matter of substantial dispute_ 12s 

While there are many approaches to determine the appropriated. d 
. 1scount rate, epend-

·na on the cash flows to be discounted, the concept ofWACC is the t nl 
1 t, mos commo y used 
methodology and enjoys broad acceptance. 129 

Sometimes, risk adjustments in addition to the risk premium already captured within 

the WACC are discussed to reflect facts and circumstances specific to the market or the 

valuation object; for example, a country risk premium, a small firm premium or an infla
tion premmm. 

The country risk premium is usually derived from a comparison of two countries' bond 

rates (i.e., as a country bond default spread). It considers the additional risk that a specific 

country with an immature market may present in comparison to the mature markets from 

which the financial information to determine the WACC has been derived; for example, a 

WACC based on US-listed companies is adjusted to reflect the different risk of an invest

ment in an emerging country with little historical data or data too volatile to yield a mean

ingful estimate of the risk premium. 130 

Some empirical studies indicate that the capital asset pricing model, 131 which is used to 

determine the equity risk premium within the WACC, may understate the more volatile 

returns of small firms.A small firm premium is discussed to consider the additional risk or 
th dd. · · h · · · t a smaller firm than e a 1tional return an investor would reqmre w en mvestmg m 0 

th0se included in the determination of the WACC components (i.e., stock-listed compa
nie ) Whil . . . h al · f privately held businesses, s · e this premium is regularly applied m t e v uation ° 

:-=----_ 
123 Cf £ 
1 ·, or example US Bureau of Labor Statistics on www.bls.gov. 24 Cf ' . . ' 
125 Cf•Allen et al. (2011), pp. 451 ff. for further discussion. _ 

126 ci. Damodaran (2006), p. 36. . 

127 ci. Damodaran (2006), p. 10. 'Modeling and Discounting Future 
· Pollack et al. (2006), pp. 35 ff.; or Robert L. Dunn and Everett P. Harry, 

128 ~;mages' ,Journal ef Accountancy,January 2002 (Dunn/Harry (2002)), P· 3· 

129 Cf•Allen et al. (2011), p. 500. 15 on determining the weighted 
· Roller et al. (2015), p. 148; or Pollack et al. (2006), PP· 35 ff.; see Chapter 

average 
130 Cf D cost of capital. ... 

131 Cf. arnodaran (2006) pp. 41 ff. 

· Pollack et al. (2006), pp. 38 ff.; or Allen et al. (2011~., P· 459 ' 



Price per share can be thought f 
arket . o as the d. 

fne J11 h market pnce per share can thus b . iscounted su 
11 T e . e Written m of all fi 

deods-ble growth and discount rates) and usin as follows, under ~ture divi-
. os (sta g a perpetuity c certain assu uo 1.ormula: 1s mp-

Market Price Per Share = Expected Forward n· .d 
iv1 end Per Sh are 

r-g .__ 

cted forward dividend per share is the am 
fhe expe . . d h . . ount of expected fi 

.d out as div1den s, t at 1s, not remvested in th b . orward earn· 
share pal . . . e usiness. Given h mgs per 

. (pb) is the fraction of earnmgs that 1s reinvest d h . t at the ploughb k 
rano . . e , t e fraction of . ac 

di idends is equal to one nunus the ploughback . earnings that is paid 
out as . rat10. Therefore 1 . 
. -d dividends per share (next period's dividend) . h h , rep acing expected 
torwa1 . , . wit t e product of 

hare (ne~1: penod s earnmgs) and one minus the pl hb . forward earnings 
per . . . oug ack ratio (th 

• d's earnings that 1s not remvested but paid out a di .d . e amount of next 
feno s v1 ends), yields: 

Market Price Per Share = Expected Forwa rd Earnings Per Share* (1 pb) 

r-g 

Plugging this expression into the definition of the PE ratio above yields: 

PIE= 
1-pb 

r-g 

This decomposition shows that PE ratios depend on investment policy (pb or how much 

of earnings is reinvested in each period) and growth g as well as. risk, which affects the 

discount rate r.19 Therefore, when applying PE ratios in a valuation, the assets in the com

parables set should embed similar investment policy, growth and risk expectations. 

Similar calculations can be performed for other valuation multiples. For example, under 

~ertain assumptions, an enterprise-value-to-EBITDA multiple can be expressed as a func

tion of the weighted average cost of capital (WACC)' a growth rate, net investment, cha~ge 
ll1 Workin · 1 · t of a DCF valuat10n. . g capita and the tax rate, which are all components or mpu s 

Finally · · • 1 n inputs calculated 
. ' It is useful to note that DCF valuations sometimes re Y 0 

using com bl F. . . customary to calculate 
· para es. This most often arises in two instances. ir st, it is . 
lllputs to cos . . S ond some DCF valuations 
ap 1 t of capital calculations using peer companies. ec ' . d f ak-

p Y termi 1 . . f sh flows instea o m 
ing e li . na exit multiples to calculate the terminal value O ca . b based on 

:xp cit ter . al . h . ltiples may again e 
corn.pa bl nun growth rate assumpt10ns. Sue exit mu bl set would then 

ra e co . h . ht compara es 
appJy t rnparues. The caveats when choosing t e ng 

o the DCF 
valuation as well. 
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''-eader • t e Gordon growth model. finance textboo · ·• 
' s Interested . . . nsult a corporate . is based on 
Corporat . 111 a mo~e detailed discussion are mvtted to co flre Jaffe). The expression 

19 
a Perpeh,:e Finance' by Stephen A. Ross Randolph WWe sterfield and Je y te 
N 'lllty Dcp fc ' h d discount ra · 

0te that . ormula using a constant over time growt an hove. 
invest li · ti shown a 

tll.ent and growth are linked, which is not exp ci Y 

237 




