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In Chapter 5, the fundamentals of valuation were discussed. In Chapter 6, we discuss the calculation of one of the most important aspects of that valuation process – the estimation of the appropriate r to be used as a discount rate/opportunity cost in the formula. 

Important elements in the estimation of r
· It is an estimation process so the numbers calculated are only as good as statistics will allow.

· r is the variable that is adjusted for risk. This implies that the measurement of risk is an important element in the determination of the correct value of r.

· A different value of r is required for valuation of cash flows to firm and cash flows to equity. That is, the value for ke will be different from the value for kc​​​.

In the following question and answer series, we look at the logical sequence of chapter 6.

What are we trying to do here?

Find the correct r for cash flows to firm and equity.

Make sure r is properly adjusted for risk.
How do we define risk realistically?

Variance

Are there different kinds of risks?

Diversifiable vs. Non-diversifiable
also called Non-Systemic Risk    

also called Systemic/Market Risk
Project Risk +Competitive Risk + Industry Risk

     Market Risk
Should the investor be compensated by the firm for this type of risk in the long run?

No




Yes
Why?

1. It can be diversified away

  
1. It cannot be diversified away
2. It averages out over time 


2. It does not average out over time
What is the minimum return that the investor needs?

The expected compensation for non-diversifiable/market risk only

How can we measure this?

Use the CAPM, APM or Multi-Factor model

What do these models produce?

An estimate of the expected return to only diversifiable risk

How do we know that only diversifiable risk is being considered?

The right hand side of the CAPM equation contains the following terms:

R​F, ( and E(Rm)

None of these terms have anything to do with non-diversifiable risk.

This implies that the CAPM doesn’t either.
How does all of this relate to the first discussion about r and ke?

If you think about it, the minimum expected return that the investor requires

is also the minimum cost to the firm for providing the return
Once we find the ke, are we done?

Only if the cash flows to be discounted are cash flows to equity.

If we are discounting cash flows to firm, we need to find kc
What other information, besides ke, do we need to find kc?

kd (cost of debt), E (value of equity) and D (value of debt)

How do we find appropriate values for these variables?

kd can be obtained by simply observing what the firm has paid in the recent past for loans 

or what its competitors (with similar risk) are paying for their loans.

E and D can be seen from the balance sheet. 

A better method for finding sensible values for E and D will be introduced in the next chapter.

Once we have values for ke, kd, E and D, we can calculate:

kc = ke[E/(E + D)] + kd[D/(E + D)]
Are we done now?

Yes! Now we have a suitable r for discounting each kind of cash flow.

ke for discounting cash flows to equity.

kc for discounting cash flows to firm.

