Valuing Publicly Traded Equity Securities:
The Black & Decker Corporation (BDK) 

I.  Introduction 
This teaching note describes the valuation of publicly traded equity securities using the Discounted Cash Flow (DCF) and Price/Characteristic (market comparison) approaches, with a specific spreadsheet example for The Black and Decker Corporation.  Free cash flow valuation and comparables (comps) are key tools in fundamental analysis, the process of picking stocks with high expected return based on an analysis of the company.  In theory, buying stocks of companies that are undervalued in the stock market will produce high returns as other investors slowly realize the company’s true value and quoted share prices increase to match that value. 
Three basic ideas underlie the application of discounted cash flow (DCF) analysis.  First, the value of a company is ultimately derived from the cash that can be extracted from that company, and more cash is preferred to less.  Second, cash received in the future is not as valuable as cash received today.  Third, risky cash flows are valued less than cash flows known with relative certainty.
The process of valuing publicly traded equity using DCF involves three steps.  First, condensed financial statements, also called pro-forma statements, are forecasted several years into the future.  Second, the forecasted statements are used to calculate free cash flows for the entire firm, which are then discounted by the cost of capital for the firm.  Third, the intrinsic value of one share of the common stock is calculated as total firm value minus the market value of the debt, divide by the number of outstanding shares.  The resulting intrinsic value of the shares can be compared with the current market price to inform buy and sell decisions.  The objective of fundamental analysis in active portfolio management is to buy stocks with a market price that is substantially less than the estimated intrinsic value, and sell stocks when the market price is well above intrinsic value.

Fundamental stock analysts also rely heavily on Price/Characteristics ratios using comparable companies or “comps” to validate buy and sell decisions.  Most of these ratios, for example the simple P/E ratio, include the quoted market price in the numerator and some measure of profitability or performance in the denominator.  The analyst compares the ratio of the stock in question to the ratio for similar stocks; i.e., companies in the same industry and of similar size and financial leverage.  While a comparison or ratios across stocks does not produce an intrinsic value, the comparison does tell the analyst if the stock is expensive or cheap relative to other stocks.  This teaching note discusses the DCF approach first and in more detail than the Price/Characteristic method which is often used by analysts as the first step in screening for possible stock purchases or as a “reality check” on assumption for an appraiser of a specific business.

II.  Discounted Cash Flow       
Step 1: Forecasting Financial Statements
The example used throughout this note is The Black & Decker Corporation, a large U.S. corporation that makes hand held power tools.  To begin, financial data for Black & Decker is gathered from a financial web site, such as, www.zacks.com, directly from the Investor Relations section of Black & Decker’s own web cite, www.bdk.com, or from the Securities and Exchange Commission (SEC) at www.sec.gov.  This valuation example uses five years of historical data for the income statement and balance sheet to construct forecasted condensed income statements and balance sheets.  The condensed statements have much less detail than the formal audited financial statements, but are complete in that the income statement tracks top-line sales to the bottom-line net income, and the balance sheet does in fact balance.  These historical financial statements are then used to create forecasted or pro-forma financial statements for five years into the future.  In addition to the end goal of determining the stock’s intrinsic value, the forecasting of financial statements has other benefits including: (a) the analyst explicitly forecasts future sales, profitability, and asset utilization, (b) the analyst learns about the sensitivity of cash flows, and ultimately value per share, to these forecasting assumptions, and (c) the analyst calculates the additional financing needed to meet forecasted growth.

Two requirements that financial forecasts must meet are economic plausibility and accounting consistency.  Economic plausibility requires realistic assumptions about the firm, the status of the industry, and the overall economic climate.  Accounting consistency requires that the balance sheet balance with projected assets equal to projected total liabilities and shareholders’ equity.  To ensure accounting consistency, a line item for dividends at the bottom of the income statement is included so that the accumulated retained earnings on the balance sheet are consistent with the forecasted profitability and dividend payout policy of the firm. 
Table 1 outlines the forecasting method for each of the line items on the condensed income statement and balance sheet for Black & Decker. This note only represents one set of possible forecasting assumptions for the line items.  That is, this teaching note does not illustrate sensitivity analysis or simulation techniques.  Pro-forma analysis is an art.  Although, the results must be consistent with the two requirements of economic plausibility and accounting consistency, a single “correct” methodology or proforma statement does not exist.  For the Black & Decker example, the methods used to forecast each line of the financial statements are as follows:

Table 1
Proforma Assumptions for Black & Decker

	Income Statement
	Forecast Method

	Sales
	Forecasted by choice

	Cost of Sales (GOGS)
	Calculated: Sales – Gross Profit

	Gross Profit
	Percent of Sales (“Gross Margin”)

	Selling, General, and Admin. Expense
	Percent of Sales

	Income before Depreciation and Amortization (EBITDA)
	Calculated: Gross Profit – SG&A

	Depreciation and Amortization Expense
	Percent of Net PP&E

	Income after Dep. and Amort. (EBIT)
	Calculated: EBITDA – Dep. and Amort.

	Non-Operating Income (Expense)
	Forecasted by choice, if necessary

	Initial Interest Expense
	Percent of Prior Year Net Debt (ST Borrowing + LT Debt – Excess Cash)

	Pretax Income
	Calculated: EBIT + Non-Operating Income – Interest Expense

	Income Taxes
	Percent of Pretax Income (“Tax Rate”)

	Net Income
	Calculated: Pretax Income – Income Taxes

	Dividends
	Percent of Net Income (“Payout Ratio”)

	Addition to Retained Earnings
	Calculated: Net Income – Dividends

	
	

	Balance Sheet
	Forecast Method

	Assets
	

	Excess Cash (Plug Figure)
	Plug: zero if operating assets are greater than sources of funds; otherwise, the amount required to make the sheet balance

	Current Assets
	Percent of Sales

	Net Property, Plant, & Equipment
	Percent of Sales (“Fixed Asset Turnover”)

	Intangibles
	Forecasted by choice 

	Other Long Term Assets
	Percent of Sales

	Total Assets
	Calculated: sum of all asset accounts

	
	

	Liabilities & Owners’ Equity
	

	Current Liabilities
	Percent of Sales

	Short Term Borrowing (Plug Figure)
	Plug: zero if sources of funds are greater than operating assets; otherwise, the amount required to make the sheet balance

	Long Term Debt
	Forecasted by choice

	Other Liabilities & Preferred
	Percent of Sales

	Shareholders’ Equity
	Constant based on most recent year’s data

	New Retained Earnings
	Sum of forecasted Additions to Retained Earnings

	Total Liabilities & Shareholders’ Equity
	Set equal to Total Assets so that balancing is provided by the plug figures

	
	


Income Statement

The critical variable which drives the pro-forma income statement is sales growth.  Sales growth should be modeled with some knowledge of the historical limits on growth to be realistic and plausible.  Effort should be made to understand the variables that affect sales growth including: overall macroeconomic environment, industry competition, new products, new market opportunities, and changes in industry market share.  Sales growth for Black & Decker was sporadic over the last five years even with strong demand for housing.  The company shows signs of a turnaround by revitalizing some of its brands and introducing new products.  Black & Decker’s sales are forecasted to grow at 4 percent per year for the next three years and 3 percent thereafter in Table 3 (a printout of the proforma spreadsheet) at the end of the teaching note.
  In the durable household product sector, power has shifted to the large home improvement retailers like Home Depot, Lowe’s, and Wal-Mart.  These firms are able to dictate prices and payment terms for power tools, so sales growth will remain modest.

A number of accounts in Table 3 are forecasted as a percent of sales, so knowing the historical relationship of these accounts to sales volume is helpful.  For instance, gross margins have fallen slightly from 37 percent to about 35 percent.  By observing that: (a) Black & Decker lost pricing power to home improvement retailers, but (b) cost cutting efforts are showing some impact, gross margins of about 36 percent are predicted going forward.

In the Table 3 spreadsheet, Depreciation and Amortization Expense are forecasted as a percent of Net Property, Plant, and Equipment.  Using Net PP&E reduces the need to know the separate Gross PP&E account and the amount of accumulated depreciation.  Depreciation as a percent of net PP&E can be assumed to remain constant if the average life of the asset mix does not change from period to period.  Such seems be the case for Black & Decker where Depreciation & Amortization has been between 20 and 23 percent of PP&E in the past five years.  Other Income Statement accounts in the spreadsheet are calculated as shown in Table 1.  Initial Interest Expense is calculated based on prior year-end balance sheet numbers to avoid “circularity” logic errors in the spreadsheet.
  The non-traditional account “Addition to Retained Earnings” is added to the bottom of the condensed income statement.  While not included in formal audited income statements, this account ties the forecasted Income Statement to the Balance Sheet through the non-traditional account, “New Retained Earnings.”
Balance Sheet


Current Assets in the Table 3 spreadsheet are projected as a percent of sales.  Current assets include the cash needed to operate the business given the level of sales, accounts receivable, inventory, and prepaid expenses.  Note that current assets in this pro-forma methodology do not include excess cash, which is a “plug figure” discussed later.  Net PP&E is forecasted based on asset utilization.  Asset turnover is likely to remain relatively constant with some trend of improvement or erosion based on issues specific to the company being analyzed.  Black & Decker has made marginal improvements in its fixed asset turnover over time; in the proforma statement this ratio is forecasted to be constant over the next five years.  Intangibles are forecasted to remain constant (same as the most recent level); a common assumption except when a company has a history of frequent acquisitions that will continue over the period being forecasted.

The proforma statements for Black & Decker include two plug figures.  The first plug figure on the balance sheet is “Excess Cash.”  Excess Cash refers to cash in excess of the amount required to maintain the operations of the firm for a given level of sales.  Optionally, one could adjust the historic balance sheet to move investments and cash that are in excess of needed operating assets into an historical “excess cash” account.  Such retrofitting may make for a better presentation and cleaner forecast of future balance sheet accounts.  Conceptually, excess cash exists when the sources of funding (i.e., liabilities and shareholders’ equity) are greater than the operating assets required to run the firm.  A positive plug figure for Excess Cash is used when excess funding is forecasted; if additional funding is needed, the excess cash is set to zero and Short-term borrowing is used as the second plug figure. The dual plug-figures of Excess Cash and Short Term Borrowing ensure that total assets are equal to liabilities plus owners’ equity; the balance sheet is always balanced.

Long-term debt is forecasted by choice and can be left constant or changed to reflect assumed amounts of future financial leverage.  The Other Liabilities and Preferred Stock account can be forecasted in a number of ways.  In the Table 3 proforma spreadsheet, these accounts historically increased from year to year as a percent of sales.  In the spreadsheet, the percent of sales forecast for Other Liabilities and Preferred stock is held constant because such increases are unlikely to continue year after year.

In financial accounting, shareholder’s equity is conceptually in two condensed accounts: Paid in Capital and Accumulated Retained Earnings.  Of course neither of these accounts represents assets of the firm; they are on the “right hand side” of the balance sheet and represent the book value of equity ownership.  For simplicity these two accounts’ values are lumped into the historical account “Shareholder’s equity” in the Black & Decker example.  Going forward, book equity is maintained in two balance sheet accounts; existing shareholder’s equity (which is held constant) and new retained earnings which ties into the pro-forma income statement. The new retained earnings from the income statement are aggregated year-by-year in the appropriate account on the balance sheet.  

No changes in shareholders’ equity for Black & Decker are forecasted in the Table 3 spreadsheet, although this account would be affected by stock issuance or stock repurchases.  While a number of firms now engage in stock repurchases, repurchases are difficult to include in a pro-forma financial statement.  The challenge presented by stock repurchases and stock issuance is calculating the effects of these transactions on the number of shares outstanding.  For this reason, the most recent number for shareholders’ equity is forecasted in all future periods.  Since Black & Decker does appear to systematically use its cash flow to repurchase shares, this activity has been incorporated into the dividend payout ratio in the proforma forecast, making the payout ratio quite high compared to its historic values.

Before proceeding with step two of the valuation process, the historical and forecasted financial performance for Black & Decker (see the top of Table 4) is evaluated using the Du Pont system for decomposing return on equity (ROE).  Net margin, asset turnover, and leverage (Assets/Equity) are multiplied together in the Du Pont system to obtain ROE.  Black & Decker generated ROE above 30 percent for four of the past five years.  Table 4 also reports historical and proforma Earnings per Share and Dividends per Share along with growth rates for each.  A line recording historical reported EPS before non-recurring items is also shown because this number is often a better comparison to forecasted EPS.

Step Two:  Free Cash Flow and Discount Rates 
Free Cash Flow


The calculation of future free cash flow (see bottom of Table 4 spreadsheet) can be obtained from the forecasted financial statements from Table 3.  Starting with earnings before interest and taxes (EBIT), taxes are subtracted to obtain net operating profit after tax (NOPAT).  NOPAT is then adjusted for three types of reinvestment in the firm.  First, increases in net working capital (current assets minus current liabilities, excluding the plug figures excess cash and short-term borrowing) are subtracted.  Second, increases in net PP&E are subtracted.  Since the increase in Net PP&E (gross PP&E minus depreciation) is subtracted, we do not add depreciation back to NOPAT.
  Third, increases in other long-term assets are subtracted to obtain the total free cash flow to all investors in the firm.  Our decision to subtract increases in other long-term assets rests on the assumption that these assets need to grow with the firm, which may or may not be the case depending on the nature of these assets.

In order to complete the estimation of free cash flows, a terminal value needs to be estimated to account for cash flows in years that have not been explicitly forecasted.  While various methods are available to estimate the terminal value number, the Black & Decker example has the terminal value calculated using an estimated free cash flow multiplier.  The free cash flow in the fifth year of the forecast and the estimated multiplier are combined to obtain a terminal value, which is then added to the free cash flow in year five.

The free cash flow (FCF) multiplier is similar to a price-to-earnings ratio (P/E) because it expresses the value of the enterprise in relation to a single year’s performance number.  One way of forecasting this number is to look up the current FCF multiplier (current enterprise value divided by most recent year’s free cash flow) for this firm, or for other similar firms, and then make subjective adjustments up or down based on beliefs about the long-term or steady-state growth rate that will prevail five years from now.  Another method for calculating the terminal FCF multiplier is using an equation similar to the Gordon Growth formula.  The Gordon Growth equation states that the equity value of a constant growth firm is the next year’s dividend divided by the cost of equity minus the growth rate.  This equation also applies to valuing an enterprise based on free cash flows which grow at a constant rate.  The value of $1 of free cash flow received in the coming year (1 + growth rate) divided by the weighted average cost of capital (WACC) for the enterprise minus the growth rate (WACC – growth rate) will give the terminal FCF multiplier.
For Black & Decker the growth of cash flow is assumed to be 3 percent and the WACC (defined and estimated in the next section) is 7.8 percent   The Gordon Growth formula for dividends and this variation for free cash flows are both examples of the growing perpetuity formula in financial mathematics.  For Black & Decker the calculation of the FCF multiplier is as follows: (1 + .03)/(.078 - .03) = 21.5.  Free cash flow multipliers are generally higher than earnings multipliers (i.e., P/E ratios) because the WACC is less than the cost of equity.
Weighted Average Cost of Capital


The final element needed to discount the free cash flows is the weighted average cost of capital.  WACC calculations vary based on assumptions about market values versus book values, optimal versus current financial structure, and other conceptual issues and simplifying assumptions.  We assume that readers of this note are familiar with the basic concepts of the WACC calculation.  Below we review one approach to calculating WACC as it relates to Black & Decker.

Since the financing decision is independent of the operating decisions of the firm, the financial analyst is at liberty to estimate the cost of different funding sources and the appropriate weights for each funding source.  Durable household product companies grow at about the same rate as the economy as a whole.  Given this level of risk associated with the overall business, Black & Decker should pursue its optimal capital structure which we estimate to be 60 percent equity and 40 percent debt.  

The cost of equity can be estimated using a formula, or based on a rule of thumb for high-risk versus low-risk equity securities.  For the purpose of valuing Black & Decker, the well-known capital asset pricing model, ke = Rf + β(Rm – Rf), is used to find the cost of equity financing, the return required by investors to buy stock in Black & Decker.  The risk free rate is assumed to be the current five-year U.S. Treasury bond yield of about 3.0 percent.  The equity risk premium, which is subject to much debate, is assumed to be 6.0 percent.  The future Beta, measure of systematic risk for a stock, is assumed to be 1.2 (what it has been historically) for Black & Decker.  Based on all these assumptions, the cost of equity using the CAPM is roughly approximated as ke = 3 + 1.2(6) = 10.2 percent.


While the cost of debt can be estimated from the interest expense in the financial statements, this number is only a loose approximation for three reasons.  First, some current liability items might really be permanent financing and should be pulled from current liabilities and placed in short-term borrowing.  Second, the ratio of interest expense over prior year debt may be off because of new borrowing or debt principal payoff that occurs during the course of the year.  Third, interest expense from the Income Statement includes fixed-rate loans made in prior years when interest rates could have been much higher or lower.  The best estimate for the cost of debt is arguably the yield on Black & Decker’s bonds (or other companies with the same bond rating.)  For Black & Decker, the cost of debt based on bond yields is about 6 percent.  Interest expense reduces reported net income so debt financing includes a tax shield for the corporation.   Using an assumed tax rate of 30 percent, the after-tax cost of debt for Black & Decker is about 4.2 percent.  Based on the assumed financing weights and costs discussed above, the WACC for Black & Decker is 7.8 percent, 0.4(4.2%) + 0.6(10.2%).
When considering the appropriateness of the assumptions made to calculate the WACC, two caveats are in order.  First, the cost of debt should be less than the cost of equity given the seniority and limited risk that debt provides to investors.  Second, using the current beta of the stock may not be appropriate for the calculation.  The conceptually correct beta to use is the future beta of the stock.  This future beta should reflect the risk of the business in relation to the overall market risk.  Sometimes, unusual trading activity in a stock over an extended period may distort the stock’s historical beta.  Effort should be made to check the betas of other industry participants to identify the level of market risk associated with the type of firm being analyzed.  However, when comparing betas across firms, the impact of financial leverage on beta must also be accounted for.
Step Three:  Equity Value Per Share


To calculate the intrinsic equity value per share for Black & Decker, we compute the present value of the free cash flows (including the terminal value in the final year) using the weighted average cost of capital as follows:
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The present value of about $6.2 billion represents the value of the total firm based on all the assumptions about the firm’s future performance.  The value claimed by equity holders of the firm is total firm value minus the market value of the debt.  As an approximation, we use the book value of long-term liabilities of about $2 billion.  The total equity value for Black & Decker of about $4.2 billion is divided by the current number of shares outstanding, 78.2 million.  The resulting intrinsic value per share of about $53 incorporates all the assumptions in the pro-forma forecasts, free-cash flow calculations, and the cost of capital.  The intrinsic value of the shares can now be compared with the actual trading price of the company’s stock to inform buy and sell investment decisions.
III.  Comments on DCF Valuation

Valuation of High-Growth Companies

Valuing high-growth companies using DCF analysis is challenging because the detailed forecasting period (e.g. five years) should include all years of variable, non-stable business activity.  For a high-growth company, this might require year-by-year forecasts for ten or more years before a perpetuity growth calculation can be used to determine a terminal multiplier.  In fact, the early years of operation for high-growth companies often create negative free cash flows due to significant amounts of fixed and working capital investment to expand the business.
The WACC for high-growth companies may also be variable from year to year.  Because large amounts of funding are needed in the early years, the WACC may be relatively high since most funding may need to come from equity investors (uncertain cash flows will not support regular interest payments).  As the company’s growth stabilizes, the WACC will decrease because debt becomes more affordable to the company.
Dividend Policies
Several methods can be used to forecast dividends.  One method is a constant growth rate assumption; simply multiply dividends from the previous period by one plus some fixed growth rate.  This forecasting methodology works well if the company has a stable history of growth and payment of dividends.  The method used in the example of Black & Decker is the constant payout ratio which will produce more volatile dividends that grow and shrink with net income.  Because the financial statements being forecasted use the two-plug figure approach, a third potential dividend policy is the residual dividend alternative.  In that approach, dividend payout varies to reduce excess cash to zero when sources of funds are greater that operating assets.  In other words, Dividends (not Excess Cash) and Short-term Borrowing are used to balance the balance sheet and excess cash will always be zero.
Stock Repurchases


Companies repurchase stock for at least three reasons.  First, when taxes on dividends are higher than capital gains taxes, stock repurchases are a more tax efficient way of distributing cash to shareholders.  Second, companies must provide stock to employees as employee stock options are exercised.  Third, company managers can increase the value of the firm if they buy back undervalued stock and at the same time provide a credible signal that management believes the stock price is two low.

The difficulty in modeling forecasts of share repurchase is the change in the number of shares outstanding as well as the assumed price at which shares will be repurchased.  In order to correctly calculate the cash flow effects, the price at which shares will be repurchased must be assumed. Given that the whole purpose of the model is to explain the valuation of shares, the assumption of a future price can result in circular logic.  Since, in theory, stock repurchases are an alternative to paying dividends, one can argue that the overall effect to the firm is similar to a dividend.  For these reasons, the simplest way to incorporate anticipated share repurchases into the model may be to simply increase the amount of forecasted dividends paid to include actual dividends plus the cash used to repurchase shares.  For example, if a firm typically has a dividend yield of 2%, but also repurchases shares every year, the forecasted dividends could be set to a 3% or higher dividend yield.
Iteration Process

In practice, the decision to buy a stock is never based on the first iteration of a valuation model.  Indeed, valuation models are rarely used as a black box from which an unanticipated numerical answer emerges.  Rather, valuation models are viewed as a disciplined way of incorporating one’s subjective opinions about a company’s future into a framework that can be justified and communicated to other analysts.  Given the competitive nature of active investing in the public equity market, an initial intrinsic value estimate that is way off the market price probably indicates a flaw in the spreadsheet model or one’s forecasting assumptions, not market inefficiency.  Analysts typically repeat the valuation modeling exercise multiple times, always checking for economic plausibility and accounting consistency, before deciding that the rest of the market has the wrong price.
IV.  Price/Characteristics Valuation

In addition to DCF, fundamental analysts also use comparable companies, “comps,” along with price/characteristic ratios to value a stock.  Companies in the same industry (e.g., hand-held power tools) and size are the best candidates for comparables analysis.  In addition, the ideal set of comparable companies will also have the same financial policies, including dividend yield and financial leverage, as the company being investigated.  For example, Table 2 lists some key data items for Black & Decker and comparable companies.  These companies chosen for this comparison, Snap-On (SNA) and Danaher (DHR) are the best choices among publicly traded companies, but are only somewhat reasonable candidates for comparison with Black & Decker.  The companies vary in size, dividend policy and financial leverage, although interestingly the betas of the companies are quite similar.
Table 2
Price/Characteristic Ratios for Comparable Companies
	
	-------------Ticker-------------
	Tool  

	
	BDK
	SNA
	DHR
	Industry

	Market Cap ($billions)
	4.16
	1.82
	14.50
	NA

	Dividend Yield
	1.6%
	3.2%
	0.1%
	0.9%

	LT Debt/Capital ratio
	52%
	23%
	26%
	NA

	Beta
	1.18
	1.08
	0.86
	NA

	PE (trailing)
	12.9
	20.6
	28.2
	16.4

	PEG (trailing)
	1.8
	1.9
	1.9
	1.5

	Price/Sales (trailing)
	0.9
	0.8
	2.7
	NA

	Price/Book
	4.9
	1.8
	3.9
	1.9

	Price/Cash Flow (trailing)
	10.9
	11.8
	25.4
	10.9


The first and most popular characteristic ratio for comparison across stocks is the P/E or price-to-earnings ratio.  Black & Decker’s P/E ratio of 12.9 is the lowest in this set of comparables, indicating a relatively cheap stock for purchase.  However, since expected earnings growth is a key factor in P/E multiples, analysts will often use the PEG ratio to look for undervalued stocks.  The PEG ratio divides P/E by the expected long-term (i.e., five year) growth rate in earnings.  The forecasted EPS growth rate for Black & Decker is 7 percent, giving a PEG of 12.9/7 = 1.8.  According to this ratio, Black & Decker is priced about right, since its two “comps” have PEG ratios of 1.9.
The Price/Sales ratio for Black & Decker is much lower than Danaher, its largest competitor, but in line with Snap-On.  The Price/Sales ratio is attractive because it is does not turn negative and is less likely to be distorted by accounting decisions.  However, the price/sales ratio ignores a key element of valuing firms—profitability.  On a Price/Book ratio basis, Black & Decker appears to be somewhat overvalued versus comparable firms.  The Price/Book ratio is not useful for comparisons when different accounting standards are used among firms.  Price/Book ratios can vary widely when a large portion of the assets are intangible, or when firms differ in their use of share repurchases or acquisitions.  Finally, Black & Decker appears to be undervalued when compared with other firms using Price/Cash flow. 
V. Conclusion


The process of valuing publicly traded stock is critical to active participation in equity markets.  This teaching note applies the Discounted Cash Flow (DCF) and the Price/Characteristic ratios methods of valuation in a practical example of a public traded company, Black & Decker.  Unlike private equity, or the valuation of a business unit of a larger publicly traded company, the result of this valuation exercise can be directly compared to the observed market price.  Given the complex and highly subjective nature of the valuation exercise, professional investment managers generally are not motivated to buy a stock unless the intrinsic value is well above (say 20 percent or more) the current stock price.  Similarly, a sell or short-sell recommendation is not warranted unless the estimated intrinsic value is well below the current market price.  In conclusion, if one attempts to add value through active investment management, the fundamental research process involved in producing free cash flow valuation models is both theoretically sound and practical.

� By Professors Hal Heaton, Grant McQueen, and Steven Thorley at Brigham Young University’s Marriott School of Management.  This teaching note can be used on a stand alone basis as an illustration of how to value a publicly traded company.  Alternatively, the teaching note can be use as a valuation example for readers of “Valuing a Business: A Teaching Note” by the same authors.


�The Excel file, Black and Decker Valuation.xls, containing the valuation spreadsheets (Tables 3 and 4) is available at marriottschool.byu.edu/emp/grm/course_info.html.  We encourage the use of the actual interactive Excel file rather than the static spreadsheet exhibits at the end of this note since the file allows one to change assumptions and immediately see the resulting effect on value.  This teaching note and the associated spreadsheet will be updated once a year to reflect Black and Decker’s most recent annual report.  This version of the teaching note has historical data on calendar years 1999 to 2003.


� A more precise estimate can be obtained using an iterative approach.  First estimate Interest Expense using historical data, then, after forecasting debt (Long-Term and Debt and the Short Term Borrowing or Excess Cash plug figure) on the proforma Balance Sheet, reforecast Interest Expense on the Income Statement.  After several iterations between Interest Expense and Debt, the forecasts will converge.


� Alternatively, one could add back Depreciation (a non-cash expense) then subtract additions to gross PP&E.
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