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Value of asset = PV of expected cash flows

· Value of equity = PV of expected dividends 

· Value of firm = PV of expected cash flows to firm

PV of a perpetuity = A/(r – g)
Questions:

· What is the appropriate value of A?

· What is the appropriate value of r?

· What is the appropriate value of g?

Valuing Equity vs. Assets

· When do these valuations give the same answer?

· When do these valuations give different answers?

Valuing Equity

· For value of A: Use (1) expected dividends, (2) expected cash flows to equity or (3) expected Free Cash Flow to Equity

· For value of r: Use ke (cost of equity)

· For value of g: Use rate at which cash flows are growing

Value Firm

· For value of A: Use (1) expected cash flows to firm or (2) expected Free Cash Flows to Firm

· For value of r: Use kc (cost of capital)

· For value of g: Use rate at which cash flows are growing

Different growth rates? Use Terminal Price method

Valuation
Value = PV of Expected cash flows = A/(r – g)
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g = growth rate of cash flows to equity
g = growth rate of cash flow to firm before debt
Other Issues

· Gordon’s model: Use first year’s cash flow for the value of A

· Different growth rates of cash flows: use terminal price method

