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Debt versus Equity

Assets Liabilities

Debt

Contractual int. & principal
No upside

Uncertain Senior claims
Control via restrictions
value

of future Equity

Residual payments
Upside and downside
Residual claims
Voting control rights

cash flows
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Getting the Financing Right
1] : : . |

m Achieve lowest
weighted average
Debt —_— cost of capital

m May also affect the

bhusiness side

Equity
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Getting the Financing Right
Step 2: The Kind of Equity & Debt

= Short term? Long term?
= Baht? Dollar? Yen?

Debt | ——

= Bonds? Asset-backed?
Convertibles? Hybrids?

EQUity — Debt/Equity Swaps?
Private? Public?
Strategic partner?

Domestic? ADRs?

= Ownership & control?
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Primary Market for Equities

( N\

» | Private Equity Placement
A

J

EREHER EBER EHE ( )
Jili% » (Initial Public Offering (IPO)
A A

( N\

> Subsequent Offering

Stock Buyback?

Management Buyout?
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Equity Financing Choices
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Raising Equity:
_ The Investment Banker'sJob
e Market conditions
e Corporate needs
e Valuation

e Information
e Distribution
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Underwriting Sequence

e Engagement: Mandate
signed by issuer Engagement
engaging lead manager

e Due Diligence: L1
Conducted by Lead Due Diligence and
manager Documentation

e Documentation: Loan
agreement, Prospectus L1l

e Signing: Underwriting Signing and Pricing
agreement signed and
issue priced Il

e Closing: Settlement of .
the offering clesting
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Pricing

Debt Instruments Equity

e Bonds priced according e Mature issue: based on
to yield over benchmark current market price and
(spread) _ market conditions, small

e Yield too low —issue premium for dilution;
does not sell

comparables

e |PO: comparables and
discounted cash flow
analysis

e Yield too high —too
much given away

e Generally syndicate
holds price for a day; in
a successful issue
yields gradually tighten
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Pricing and Fees
The Issuer \
Fees Pricing
The Business | | |Debt 0.15% T+Spread
L+Spread
m Telecoms to
0,
= Dot-Coms o
m Avons Eq u |ty 5% to Comparables/Ratios
(How much volatility?) . The market
7% Future cash flow
valuation
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The Investors’ Viewpoint:
: ] I

e Investors diversify, because you get a
better return for a given risk.

e There is a fully-diversified “market
portfolio” that we should all choose

e The risk of an individual asset can be
measured by how much risk it adds to
the “market portfolio.”

But does this apply to the global capital
market?
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The Cost of Equity

Equity is not free!

Expected return = Risk-free rate + Risk Premium

E(RRrisky) = Rriskfree -+ Risk Premium
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The Cost of Equity

e Consider the standard approach to estimating
cost of equity:
Cost of Equity = R;+ Equity Beta * (E(R,,) - Ry)
where,
R; = Riskfree rate

E(R,,) = Expected Return on the Market Index
(Diversified Portfolio)
e In practice,

& Short term government security rates are used as risk free
rates

 Historical risk premiums are used for the risk premium

& Betas are estimated by regressing stock returns against market
returns
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Valuing a Firm from Different Risk Perspectives
Firm is assumed to have a cash flow of 100 each year forever.

Investor Type 2 _ Cares about Risk Measure | Cost of Firm Value
Project Risk Equity
Private Business: Owner has Competitive Risk Total Standard 09 00/.4=250
all his wealth invested in the Sector Risk Risk Deviation gl oo
business Int'nl Risk
Market Risk
Venture Capitalist: Has Risk added to Beta N _
wealth invested in a number Sector RISk sector relative to 25% 100/:25=400
of companies in one sector TRTRISK portfolio sector
Market Risk
Publicly traded company ’
with investors who are E'Sk added to B‘Tt"", 15% 100/.15=667
diversified domestically omes'tlc e atl\{e to
or portfolio local index
IPO to investors who are Int'nl Risk
domestically diversified Market Risk
Publicly traded company Risk added to Beta o .
with investors who are global relative to 10% 100/:10=1000
diverisified globally portfolio global
or _ index
IPO to global investors Market Risk
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Raising Equity:

The Investment Banker’'s Job

e Market conditions
e Corporate needs
e Valuation

e Information

e Distribution

Telekom |
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Deutsche Telekom: The Sequence
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What's a Company Worth
to Investors?

e Required Returns Tdaekom

e Types of Models
¢ Balance sheet models

¢ Dividend discount & corporate cash flow
models

& Price/Earnings ratios
¢ Option models
e Estimating Growth Rates

Copyright ©2002 lan H. Giddy Raising Capital: Equity 19

Equity Valuation:

From the Balance Sheet

Value of Assets ||| Value of
m Book Liabilities

m Liquidation = Book
= Replacement ||mMarket

Value of Fquity

Raising Capital: Equity 20
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Deutsche Telekom: Book Value

e See case Exhibit 3

Al Dyepaber 31,
150 1y
oM T ol
[umamdired)

Consobidaged Ratamee Sheet Dala:
Ampwars ir aeeardaage with Germen GA4R

Fitad 132916 138,216 u_v.zls
Tu:l ::;: 148480 168066 Lal2a7
Dt [oRaT 125,459 1 In.!_a'?
‘Tatal liakilithes {lmeled: mly nesd *
L::::Ied.j:\mm::s;ﬂ e 135,321 144,734 135,513
Sharebwalders’ equity 15,156 1332 28751
Amownis i dcordance with LS GAAR
nofder’ ity
oy - M3 AT

{Im milliuns e5cept per sharefADE nmouati)

At Jume 3

TRR S TR |
5 Dht 3
l:l.lll'lld;[bd]

01 438 L4MLS BT
In348 L85 A5T 167,332

72575 107,134 0,410
Ag056 137,999 50,303
14260 I0.06E 17,13%

19968 091G 20,325
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Relative Valuation

e Do valuation ratios make sense?

* Price/Earnings (P/E) ratios

oand variants (EBIT multiples, EBITDA

multiples, Cash Flow multiples)
* Price/Book (P/BV) ratios
oand variants (Tobin's Q)
* Price/Sales ratios

e It depends on how they are used -- and

what's behind them!
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Deutsche Telekom:
Ratios and Comparables

e See rase nane O

L5 EIFRE . 30 {perman
EPS T'E EF§ | PE EFS FE | MKTPE
| 996F TINT A4 S5Gm | DMpsi | 6llx | DMOAS | 86Tk 17.4x

TB97E TRl 7 T44x | DM1.74 | 118x |OMITd] TP | T43x
“I958E | DMZA1 | 1LBa | DMZIL | 13.0x | DM21i[ 142« | 13.0x

Sougee; Goldman, Sachs & Co.

O . Comparable P/E Ratlos

[TUait | Price ] 1993 1086 | Yield | 1997 (E) | L998[E)
BT | B 3.12 x11.6 k0.9 3.7% %102
Netherland Tel | WLG | 80.7 x12.0 xl113 4.7% | %103
Talia T s ] ®19.0 %152 | 3.9% [ =112
Denmark T | DE 292 x10.4 xlZ4 5.8% | =xi09
AT & T | § 19.88 xI[3 [ 33% | =08
Bell Atlantic ] 6025 ] x142 | &.8% | =xi3l Xl
US Tel Average I | 46% | 2132 xlid
T a633 L L% | xld x13.5 |
German markst B xlr4 | 22% | wxlal | =134 |

Ag of October 18, 1996 except for DT (issuance price and 650 million shares Tsgaed).
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Corporate Cash Flow Valuation:
The Steps

Estimate the discount rate or rates to use in the valuation

¢ Discount rate can be either a cost of equity (if doing equity
valuation) or a cost of capital (if valuing the firm)

¢ Discount rate can be in nominal terms or real terms, depending
upon whether the cash flows are nominal or real

¢ Discount rate can vary across time.

e Estimate the current earnings and cash flows on the asset, to
either equity investors (CF to Equity) or to all claimholders (CF
to Firm)

e Estimate the future earnings and cash flows on the asset
being valued, generally by estimating an expected growth rate in
earnings.

e Estimate when the firm will reach “stable growth” and what
characteristics (risk & cash flow) it will have when it does.

e Choose the right DCF model for this asset and value it.

Copyright ©2002 lan H. Giddy
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Deutsche Telekom: Earnings

e See case page 8

& Deutsche Telekom: Sales and Earnings Estimates
(DM millions) | [995A 19968 | [1997E | " 1DDEE
Met Revenugs §6.133 wadie ! mywad i 771
EBIIDA 33,900 30,781 14,816 36,687
EBIT 18,523 13,470 1644 19,380
Tdet Incoane 5271 1,234 4,775 5T
EP&(2,55).%m, shs)* 2054 0.48 1.87 .26
EPS (1,742 7m sha)** | | 045 174 211

Ar Actual numberg
*: Eatimates for a 5006 shares olflering
=7: Estimates for 4 690m shares offering.
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Valuing a Firm with DCF:

An lllustration

Historical Adjust for Gauge Projected sales Adjust for
financial > nonrecurring >| future >| and operating > noncash
results :\cpnntc grn\n:rh prnfitc f

\4
Projected free cash flows

| | | | |

\4 \4 \4 \4 \4
Year 1 Year 2 Year 3 Year 4 L‘Femwa&-y?aI—FGFF—‘

| ol | ol ] | ol and | ol ]
T \./||| T \.n|| T \./||| T \.n||

Stable growth model

or-PE-coemparable

Discount to present using weighted T ] B
nnnnnnnnnnn t of canital AAJACY

v gt toST o toapra(vWwACS;)

\ 4
Present + cash, - Market Value of
value of free >| securities & >|value of >|shareholders
cash flows. axcess assets debt nqu |iry
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What's a Company Worth?
Alternative Models

e The options approach Lm

& Option to expand

& Option to abandon
e Creation of key resources that another

company would pay for

¢ Patents or trademarks

& Teams of employees 3

¢ Customers Mmﬂl@k.@@ﬁh
e Examples?
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Raising Equity:

e Market conditions Tdekom

e Corporate needs

e VValuation

e Information

e Distribution T-On ine
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Contact Info

lan H. Giddy

NYU Stern School of Business

Tel 212-998-0426; Fax 212-995-4233
lan.giddy@nyu.edu

http://giddy.org

Giddy org
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