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			Praise for The Valuation Book

			“Looking for a book on company and stock valuation that gets to the point? Here it is. Global practice on a broad theoretical foundation. You will get a high return on your investment in reading time by growing your knowledge and reducing the risk of misjudgments. The value (increase) is definitely higher than the price. Well done!”

			—Wolfgang Kniest, Dipl.-Kfm., CVA, Co-Founder and Managing Director of the European Association of Certified Valuators and Analysts (EACVA)

			“How do you know how much a stock is really worth? My suggestion? Read this book! Four experts break down the secrets to valuation in easily digestible pieces so that everybody understands what really matters.”

			—Joachim Klement, Managing Director, Panmure Liberum Investment Bank

			“Valuation is an ART not a SCIENCE… but it does need you to get your tools right to get the best out of that art. The only book you need on the shelf taking you from a novice to valuing businesses like a seasoned banker.” 

			—Sameer Merchant, CEO, City Investment Training

			“Beautifully written to take me from 0mph to 88mph in one book. Nothing is assumed, everything is explained and the reality of examples used makes every topic pop into focus.” 

			—Stuart O’Brien, Freelance Accounting and Finance Lecturer

			“An engaging journey through valuation principles that challenges readers to think critically while providing a solid foundation of knowledge.” 

			—Matthew Ashley, former Group CFO, Micro Focus International plc,  National Express Group plc, William Hill plc

			“The Valuation Book strikes the perfect balance between accessibility and rigour, making it a must-read for anyone looking to understand this critical field.” 

			—Geoff Robinson, Founder of TheInvestmentAnalyst.com,  9x #1 ranked Institutional Investor Analyst

			

			“This book is a gem for anyone eager to master valuations. It takes you from novice to expert with crystal-clear language and a user-friendly structure. Packed with comprehensive insights and down-to-earth wisdom from top practitioners and academics, it will skyrocket your knowledge and fuel your passion for diving deeper into this field. Highly recommended!”

			—Dr Rodrigo Souza, Senior Lecturer, Roehampton University, London

			“What a pleasure to read this concise, clear, and practical guide. This book is an excellent companion for anyone approaching a valuation exercise. While it is aimed at beginners, it offers new and useful insights to readers of all levels and backgrounds. A must-have for any finance and accounting student, educator, or professional.”

			—Dr Matt Bamber, Associate Professor of Accounting,  The Schulich School of Business, York University, Canada

			“An insightful book that bridges the gap between theoretical concepts and real-world application in valuation.”

			—Charles Richardson, former CFO and Strategy  & M&A Director, Bupa Global and UK

			“An easy-to-read and understand book on how to value firms. Packed with practical examples for issues related to valuation, such as how to value private and young firms and how to approach ethical and environmental concerns in valuation. Highly recommended for both students and professionals.” 

			—Professor Antonios Siganos, Professor of Finance,  Edinburgh Napier University

			“This book covers all aspects of valuation in a non-rocket science way. Regardless of the reader’s starting level, everyone benefits from being served each chapter at the right bite-size to understand the essence of the valuation practice well enough and to explain it simply.”

			—Ben Husemann, Head of M&A at Giesecke+Devrient GmbH

			“The Valuation Book provides a strong conceptual framework for business valuation in a clear and direct writing style, with insights based on real-life experience and on a solid accounting and financial analysis foundation: a useful guide for valuation specialists as well as investors, students, attorneys, and anyone with an interest in business valuation.”  

			

			—Antonella Puca, CPA/ABV, CFA, Managing Partner,  BlueVal and Author of Early Stage Valuation  

			“At last – a clear, jargon-free and practical guide to valuation! The book is engagingly written, easy to follow and filled with real-world examples, making it the most accessible and practical book on valuation that I have seen.”

			—Deborah Taylor, Finance Instructor, Financial Edge

			“A must-read for anyone seeking to understand the fundamentals of equity valuation. This textbook distils complex concepts into clear, manageable insights for readers of all backgrounds.”

			—Professor Frank Hong Liu, Professor of Accounting and Finance, Loughborough University

			“An outstanding resource offering clear guidance and practical insights. It effectively bridges the gap between theory and real-world application, making it ideal for professionals and students eager to deepen their understanding of equity valuation.”

			—Professor Andreas Charitou, Professor of Accounting and Finance,  School of Economics and Management, University of Cyprus

			“This textbook is an excellent and accessible resource for students, making learning both enjoyable and straightforward. Its clear explanations and engaging content ensure that complex topics are easily understood. Ideal for non-specialists and those enrolled in valuation courses, I highly recommend it for anyone looking to enhance their understanding of valuation.” 

			—Dr Trang Nguyen, University of Bristol

			“This book is an excellent first step into the world of equity valuation for the uninitiated and, to the specialist, a great reminder of the ever-important (and often forgotten) foundations of financial analysis.”

			—Dr Joao Toniato, Head of Global Equity Strategy, Aviva Investors

		

	
		
			

			Preface to the First Edition

			Have a look at the plentiful supply of valuation textbooks on the market and you will quickly notice the dominance of weighty tomes, stuffed full of sophisticated formulae. As Steve Penman suggested, valuation methodologies invite the application of formulas out of higher mathematics1 – it may not be rocket science, but it looks like it is! How is such a world to be opened to the non-specialist? What about the early career investor, the non-finance student, the general manager, the lawyer or accountant, to name a few. The objective of our book is very much targeted at this non-specialist audience. Although all of the authors teach detailed valuation classes on a range of topics to both students and practitioners, we know that the most important lessons are the fundamental ones covered in this textbook. These core principles will enable readers to not only build basic models but also to better understand valuation issues and interpret the work of others. 

			Our experience of existing texts on valuation is that readers are confronted with lengthy chapters that cover vast amounts of technical material, some important, some much less important. This can be very off-putting for the non-specialist. To tackle this, our book is constructed around 34 short chapters, all with an identical structure: 

			Bite size – In a nutshell, the key learning points from the chapter. 

			Practitioner focus – The relevance of this chapter for those undertaking valuations in the real world. 

			Core content – This is the main technical content of the chapter. 

			Stretch yourself – If the reader feels confident then this section pushes the technical boundaries to introduce some more advanced aspects of the topic.

			Although we focus on making the text as clear and easy to follow as possible, some coverage of theory and mathematical formulae is unavoidable. However, we have kept this to an absolute minimum and focused instead on concepts, challenges and practical application. We also have a number of chapters that present a ‘walk-through’ of a forecast and model to aid readers who may need to explore valuations conducted by others. 

			The book can also usefully be divided up into various broad sections, as follows: 

			

			Section A: Broad Principles and Building Blocks (Chapters 1–4)

			These chapters cover key valuation and accounting concepts needed to understand how valuations are carried out. 

			Section B: Forecasting (Chapters 5–7)

			Forecasting is essential for valuation and is based around accounting numbers. These chapters follow logically from the introduction to accounting and show how forecasting is carried out in practice. 

			Section C: Discount Rates (Chapters 8–10)

			The time value of money and determining discount rates are a central part of valuation. Here we cover the most important aspect of discount rate determination used in practice, including the typical sources used to access data on key inputs.

			Section D: What Are You Valuing? (Chapters 11–15)

			The differences between equity valuation and enterprise value are critical yet are often covered at a very high level in textbooks. Here we look at a variety of aspects of these two values and how to reconcile one with the other. Here we also introduce the different types of valuation models you will see in the rest of the text. 

			Section E: Multiples-Based Valuation (Chapters 16–19)

			Multiples-based and intrinsic valuation-based methods are the commonplace valuations seen in industry. Additionally, practitioners often use multiples as a language of valuation even where other methods are used. We conclude this section with looking at which multiples are used in different sectors. 

			

			Section F: Present Value Models – the Dividend Discount and Free Cash Flow Models (Chapters 20–27)

			Most intrinsic valuation models are based on discounting a flow of future economic benefits. Here we explain the general logic of these and then apply it to valuations based around dividend flows and free cash flows. We address the process of building the Dividend Discount Model (DDM) and Discounted Cash Flow (DCF) model and ‘walk through’ completed models in both enterprise value and equity form.

			Section G: Accounting-Based Models (Chapters 28–29)

			The final model type is based on accounting-based numbers, termed residual income. We cover the core conceptual foundation and the application to valuation. 

			Section H: Specialist Topics (Chapters 30–34)

			This section covers a range of specific topics that would not be relevant in every circumstance. These include foreign currency issues, impact of environmental, social and governance (ESG) issues on valuation as well as valuing immature companies or those in distress. 

			We do hope you enjoy the book. Please visit the companion website for the book at  www.thevaluationbook.com where we address further issues, provide video content, excel models for your use and delve deeper into the issues covered in the book. 

			Ken, Mark, Matthias and Neil

			

			
				
						1 Paraphrased from Penman, S. (2006). Handling valuation models. Journal of Applied Corporate Finance, 18(2), 40–55.


				

			

		

	
		
			

			Section A: Broad Principles and Building Blocks

		

	
		
			

			Chapter 1: The building blocks of valuation

			“A cynic knows the price of everything, and the value of nothing”

			(Oscar Wilde’s definition of a cynic, many years ago)2

			Bite size

			This book is about the fundamentals of valuation and right from the start it is vital to be as precise as possible about what we mean by valuation and the terminology surrounding it. In this chapter we go through the fundamental aspects of valuation (what we call ‘building blocks’), which provide a strong foundation for the content that follows. A number of these building blocks have specific chapters devoted to them later in the text and so, in this chapter, we are simply introducing the ideas. We shall ensure you do not meet the definition of a cynic by differentiating between price and value!

			Practitioner focus 

			In our experience, one of the challenges of valuation in the commercial world is the technical language used by practitioners. To the uninitiated it can appear abstract, complex and intimidating. One of the objectives of this book is to enable more people to speak confidently about valuation. To do this you need to understand, and be comfortable with, the use of several key terms, ideas and concepts. In this chapter we have put together what we hold to be ten critical building blocks to understanding valuation models and theory. 

			Figure 1.1 Ten building blocks of valuation
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			Core content

			1. Valuations can be intrinsic or relative

			There are two main approaches to valuation – intrinsic and relative – and you need to be clear about which approach you are following. The first, which we will term relative valuation, seeks to value an asset based on how the market values similar assets. For example, if a house on a residential street has sold for $1m, then this might be a good starting point for the valuation of other similar houses on that street or nearby. In the same way, if a UK retailer is valued at 10 times earnings then we might value another UK retailer at 10 times its earnings. We would need to ensure that the various assets (houses, retail stocks, etc.) were indeed similar for this approach to work, although we can always make some adjustments. Perhaps we might consider one retailer as riskier than another. In that case we could value it on (say) 9 times earnings to reflect this higher risk. As mentioned above, an approach to valuation that is based on the value of other (similar) assets in the market is termed relative valuation. This approach often uses multiples to derive values and we address this in detail later in the text. 

			The other approach to valuation is to move away from market-based measures of valuation. Instead, this second approach seeks to determine what we think the ‘true value’ of an asset is, irrespective of its current pricing in the market. For example, we might think that, due to the development of a new online shopping service, one retailer is worth more than another, which is still adopting a model based on physical shops. Consequently, we would undertake our own analysis to determine value using a methodology such as discounted cash flow. This approach is termed intrinsic valuation. As we shall see, many valuations reflect elements of both approaches and we have a number of chapters in the book that are devoted to exploring intrinsic and relative valuation.

			2. Valuation is constructed around forecasts

			The most fundamental rule in equity valuation is that the value of an equity is derived from the future cash flows it is expected to generate. It is only in the process of cash flow generation that an asset has any value. These cash flows could be flows in the form of dividends or free cash flows,3 for example. Even if we are using a relative valuation approach, the market’s valuation of similar assets will itself be based on future flows. 

			

			All approaches to intrinsic valuation require an estimate of future flows. Sometimes these estimates can be very simple. For example, a valuation could be based on the assumption that the current level of cash flow will continue forever (‘in perpetuity’). Clearly, this would not represent an adequate, nor realistic, valuation of a share for most companies. Therefore, we normally need to construct quite sophisticated forecasts of the future to underpin valuations. 

			3. Valuation is not a precise ‘science’ 

			A logical consequence of embedding valuations around future cash flows is that valuations are based upon forecasts of the future. Given the inherent uncertainty of producing such forecasts, valuations do not produce a ‘correct’ answer. Instead the output of a valuation should be thought of as an estimate of value. There are myriad assumptions that feed into any sophisticated valuation, many of which require significant judgement. This is why valuation processes often use scenario analysis, in other words varying assumptions, and observing the different value estimates they produce. The different scenarios and value estimates are then the basis for discussion and debate. 

			4. Valuation cannot be reduced to formulae 

			Many valuation textbooks are highly technical and make extensive use of mathematical formulae as well as technical jargon. To some extent this cannot be completely avoided, but the emphasis in this text will be on understanding valuation processes rather than merely using formulae to generate value estimates. The most important elements of a valuation are normally the forecasts of earnings and cash flows that we require. We need to understand how to convert cash flow forecasts into a valuation and this is normally where valuation formulae become important. 

			5. Valuation is NOT price

			The price of an asset in the market, for example a share listed on the stock market, is driven by a range of factors including fundamentals, momentum and sentiment. Momentum refers to the observation that if a stock is going up or down then investors’ panic, fear, herding behaviour and greed can drive this trend further. Sentiment refers to the idea that markets often favour companies with certain characteristics at particular points in time. This is very different from a valuation that is driven by an analysis of the operations of a company and expected future cash flows. Whereas we can simply observe price from a data source such as Bloomberg or LSEG, a comprehensive valuation comes from detailed analysis of financial statements, combined with economic data and other insights.

			

			6. Different methodologies, if used consistently, give the same answer

			There are a range of well-established valuation methodologies, a number of which we will address in this textbook. Each individual methodology appears to have its own advantages and weaknesses. However, if used consistently with equivalent assumptions, then they should produce the same value estimates. So, for example, a discounted cash flow valuation and a discounted dividend valuation, if constructed consistently, should produce the same answer. This can be difficult to see, given the complexity of some of the issues involved. It can also be a challenge to ensure that assumptions are always consistent. Nonetheless, it is important to realise that this underlying uniformity does exist. 

			7. Equity valuation is different from other asset classes

			Equity investors are the residual claimants of the firm’s returns. What do we mean by this? The return that equity investors are entitled to represents what remains after the claims of all other providers of capital (i.e. providers of bank loans, holders of corporate bonds and other creditors) have been settled. In other words, equity investors bear a greater risk in comparison with providers of debt capital. The eventual outcome for equity investors therefore depends on the debt-equity mix of how the company’s assets are financed, and the company’s ability to generate returns on the total capital invested in the company. The latter depends on a wide range of factors such as management quality, competitive landscape, business model, new products, growth rates, international expansion and the broader economic outlook, to name a few. Therefore, it is very difficult to predict with precision the ultimate outcome as it depends on so many unknowns. Contrast equity with another important asset class, fixed income securities. Essentially, these represent debt (loans). The return for a fixed income investor is the interest on the debt security. Therefore, the concerns of a fixed income investor (and valuer) will focus on the ability of the company to service the debt and repay the principal. Although issues such as company expansion plans and management quality will still be of interest, the focus is much narrower in terms of how these possible future developments impact debt servicing. This means that the valuation of fixed income securities deals with far fewer important uncertainties and it requires fewer assumptions compared with the valuation of equity. 

			

			8. Sector matters (different multiples and also different drivers)

			Although in the text we tend to use more straightforward industries to explain valuation methodologies, it is important not to ignore the potential complications and adaptations required to value stocks in certain sectors. The valuation of banks, insurance companies, highly cyclical companies, immature companies, real estate and extractive industries all present unique challenges for the valuer (see Chapter 19). Although there remain commonalities between the valuation approaches, the unique characteristics of these sectors alter important aspects of forecasting and valuation. 

			However, to begin with, it is very useful to avoid the distraction of more complex sectors in order to understand core valuation processes and procedures. We shall consider some of these more specialist sector valuations in later chapters of the book. 

			9. Valuations need a narrative

			Although the focus of this text is exploration of and understanding the mechanics of valuation, it is important to note that this is only half the story. Valuation also needs a narrative, a story to provide the numbers with context or, as one of the most renowned valuation experts, Aswath Damodaran, termed it: “valuation that is not backed up by a story is both soulless and untrustworthy”.4 In the absence of a narrative a valuation just becomes a set of calculations. Given the complexity of valuations for listed companies, communicating these calculations without a story becomes very cumbersome. Instead, with the aid of a well-crafted narrative, we can communicate the most important aspects of a valuation. For example, we might like to communicate where our valuation differs from the consensus in the market, where we are different from other valuers. Therefore, we should see valuation as consisting of two important elements – the forecasts and valuation computations and value estimates on the one hand and the underpinning narrative on the other.

			

			10. Valuers can use enterprise value and/or equity value

			If we want to value the shares of a company we have a choice about what to value – enterprise value or equity value. What is the difference? Enterprise value represents the value of the operations of the business irrespective of their financing. Equity value represents the valuation of the residual ownership in the business. It is the value most relevant to shareholders as it represents their investment in the business. 

			Importantly, irrespective of which choice we make – enterprise value or equity value – we can still ascertain the value of the equity. This is achieved through what is called the enterprise value bridge, which takes us from enterprise value to equity or vice versa. As we shall see, there are important advantages to calculating enterprise value first and then converting this value to equity in comparison to valuing equity directly. We address all these concepts in detail in the text, but it is important to note that the decision to focus on estimating enterprise value or equity value is a very important building block of many valuations.

			Stretch yourself

			Throughout the text we shall include a stretch-yourself section to push readers to consider a particular concept in more detail. This is more difficult in the opening chapter as much of the detail on valuation concepts is yet to come! 

			Nonetheless, let us consider building block 9 – the suggestion that valuations are more than just their numerical content, they also require a narrative. Much of the thinking around this comes from the work by Aswath Damodaran already referenced above. In his articulation of the importance of the narrative component of valuation, Damodaran (2017) sees five steps in this process that are worth reviewing: 

			Step 1: Develop a narrative for the business you are valuing

			This will capture how the business is expected to develop over time. We have already mentioned the importance of forecasts for any valuation, and we can imagine that this narrative will form an early-stage basis for the forecasts that we need to conduct for our valuation. 

			

			Step 2: Test the narrative to see if it is possible, plausible and probable

			Some narratives will simply fail on further analysis. Therefore, they should be tested by, for example, discussion with well-informed professionals in the field. Narratives should be rejected, altered and developed based on these discussions.

			Step 3: Convert the narrative into drivers of value

			We now move on to the stage at which we introduce numbers into our work. In this step we are seeking metrics that can be used to capture, understand and assess the performance and future prospects of the company in relation to the narrative. We can then go from narrative to numbers and numbers to narrative. 

			Step 4: Connect the drivers of value to a valuation

			Now we are into main valuation phase where we convert forecasts into an intrinsic valuation, which is a major part of the content of this book.

			Step 5: Keep the feedback loop open

			This involves fine-tuning the narrative based on information from experts and data relating to actual performance, competitive landscape and the broader economic outlook. The output of this step will feed back into Step 1 and the process will begin again.

			

			
				
						2 To be more precise this is taken from Lord Darlington in Lady Windermere’s Fan (Oscar Wilde, 1891).


						3 Free cash flow is a particular type of cash flow that we explore in detail in Chapters 23–27. 


						4 Quote from: Damodaran, A. (2017, p.vii). Narrative and Numbers: The value of stories in business. Columbia University Press.


				

			

		

	
		
			

			Chapter 2: Introduction to accounting and why accounting is important for valuation

			Bite size

			This chapter provides an initial insight into the importance of financial statements, and the basic concepts that underpin them, for the purposes of valuation. It raises the issue of different accounting treatments across different countries and provides an introduction to the income statement and balance sheet.

			Practitioner focus

			As will quickly become apparent to any professional dealing with valuations, accounting terminology and measures are critical to valuation calculations. Stephen Penman, a world-renowned professor from Columbia University, put it eloquently when he said: “Valuation is a set of methods for determining the appropriate price to pay for a firm. Accounting is a set of methods for producing the information for that determination”.5 The truth is that real-world valuations cannot be undertaken without a good knowledge of accounting basics and a detailed knowledge of certain accounting metrics, such as return measures, which are covered in detail in later chapters.

			

			Core content

			1. The nature of financial reporting and accounting standards

			Accounts are prepared in order to provide useful information about a business to various groups of stakeholders, including management, shareholders, employees, suppliers, banks and financial analysts. Essentially, the accounts contain a historical record of the financial transactions of a company. The idea is that gaining an understanding of past performance assists with the prediction of future performance. From Chapter 1 we know that for those undertaking valuations, forecasting the future is a critical component. Accounting becomes essential to this process as the past performance and financial position of a business provides the foundation for that forecasting process. 

			Although the basic concept is straightforward, preparing accounts for large companies can be a very complex process. Therefore, there are regulations and principles governing how to prepare financial statements and these can, and do, vary from country to country.

			All of the rules governing financial statement preparation in a particular country are called GAAP or Generally Accepted Accounting Principles. Given that there are different rules in each country we end up with terms such as US GAAP, UK GAAP or Japanese GAAP. Arguably the most important ‘GAAP’ is actually a broad-based, cross-border set of accounting standards called ‘International Financial Reporting Standards’ (IFRS).6 

			Since 2005, the European Union (EU) has required all EU-listed companies to prepare their financial statements under IFRS. This means that, given the moves towards IFRS in many parts of the world (e.g. Asia Pacific region) two major GAAPs now exist: US GAAP and IFRS. In general, US GAAP standards tend to be more rule-based and specific than IFRS, with detailed standards on individual sectors and substantial application guidance. IFRS tend to be less detailed, and more principle-based, leaving some scope for company managers to determine an appropriate way to implement the rules. Having said that, IFRS are still very detailed and technical documents. 

			

			2. The components of financial statements 

			The accounting standard IAS 1, Presentation of Financial Statements, addresses the component parts of financial statements.

			Figure 2.1 The structure of financial statements

			[image: ]

			We shall address each of these in the context of how they might help a professional undertaking a valuation. 

			2.1. The statement of financial position 

			This statement is often termed the balance sheet; it shows the assets of a business together with the liabilities and equity. We can see this in the balance sheet example for Coca-Cola in Table 2.1. Assets are subdivided into current assets (expected to be used over a normal operating cycle or 12 months) and non-current assets, which are longer term in nature. For those undertaking valuations, assets represent the resources of a business that are available to management. If we are going to forecast a company to grow, then we would need to consider what extra resources (assets) would be needed to support this growth. In the Coca-Cola example (Table 2.1) we can see the listing of current and non-current assets which, when combined, represent total assets, that is all of the resources the company controls. 

			The classification of balance sheet assets can be seen in Figure 2.2. 

			Figure 2.2 Asset classification

			[image: ]

			The other side of the balance sheet shows how the assets of a company have been financed. It discloses the amounts owed to third parties (‘Liabilities’) and amounts attributable to the owners (shareholders) of the business (‘Equity’). The liabilities are classified and presented based on their timing – into current and non-current. Some of these liabilities will be financing in nature (for example, long-term debt) and others will be more operational (for example, accounts payable). We shall see later on that the distinction between operating items and financing items is important for valuation, especially if using enterprise value. Lastly, we have the equity section, which represents the ownership interest of the shareholders. As valuers we are trying to estimate an appropriate market value for the equity whereas the Equity section of the balance sheet represents the book value of equity. The relationship between the two is captured in a ratio called price to book (P/B) multiple, something we shall cover when we get to the section on valuation multiples. 

			

			Table 2.1 Statement of financial position (balance sheet) – Coca-Cola

			[image: ]

			2.2 The income statement

			The income statement shows the income, expenses and profits of a company for a particular period. Whereas a balance sheet is a cumulative statement, the income statement is focused on one period of fixed length, such as one year or one quarter. We can see from the Coca-Cola example in Table 2.2 that the income statement begins with revenues and then shows a range of deductions for a variety of costs, some of which are operating (selling, general and administrative costs – SG&A) and some of which are financing (for example, interest expense). This leads to a range of profit measures – gross profit (after manufacturing costs only, i.e. after cost of goods sold), operating income (after all operating costs, i.e. SG&A and other operating charges) and consolidated net income (after all costs including interest and taxes). 

			At the end of this income statement the profit is divided by the number of shares to produce an ‘earnings per share’ (EPS) figure. As we shall see later, EPS is used for valuation especially in the price to earnings (P/E) multiple. 

			Table 2.2 Statement of financial performance (income statement) – Coca-Cola

			[image: ]

			2.3 The cash flow statement 

			The cash flow statement is the last of the critical (often called ‘primary’) accounting statements for valuation purposes.7 This statement classifies the cash flowing through a company in a particular period into three categories. The first category is operating cash flows. It provides cash flow statement information about items that relate to the operating performance of the company. It is normally the cash equivalent of items going through the income statement. We shall explore the difference between profit and cash flow in more detail in Chapter 3. We can see from the Coca-Cola cash flow statement (Table 2.3) that the statement starts with consolidated net income of $9,804, which can be traced back to the income statement in Table 2.2. Various adjustments are made to this net income number to convert it into cash flows. The second category is investing cash flows. It shows cash flows that relate to buying and selling of  non-current (long-term) assets. The last category is cash flows from financing activities. It shows cash movements relating to debt and equity. For example, borrowing from a bank would be shown as a cash inflow (and the payment of dividends to shareholders would be shown as an outflow) in this section of the cash flow statement.

			

			Table 2.3 Statement of cash flows – Coca-Cola

			[image: ]

			2.4. Statement of changes in shareholders’ equity 

			This statement helps a user reconcile the opening and closing equity on a balance sheet. For many companies it would be very difficult, if not impossible, to undertake this task without further information and this note provides that. However, it is not a widely used statement and most users will focus much more on the income statement, balance sheet and cash flow statements. 

			2.5. Notes to the financial statements 

			These notes are included after the main financial statements and provide critical detailed information on balance sheet, income statement and cash flow numbers as well as other disclosures. For those undertaking valuations, consulting the detail in the notes will almost always be required to produce forecasts with robust values.

			3. Fundamental accounting concepts

			Accounting has, in essence, developed as a pragmatic activity. Unlike science or mathematics, it has no universal set of theoretical principles. Therefore, for many years accounting practice has developed in a piecemeal and fragmented fashion. However, attempts have been made to address this and the reporting standard-setter, International Accounting Standards Board (IASB), has set out an objective of financial statements:

			

			“The objective of general purpose financial reporting is to provide financial information about the reporting entity that is useful to existing and potential investors, lenders and other creditors in making decisions relating to providing resources to the entity.”

			(IASB Conceptual Framework, p.A19)

			This view of accounting puts forward the decision utility paradigm, i.e. accounting information exists to help economic decision-making, such as undertaking valuations. Also, note the wide range of users that are within this definition, e.g. shareholders, analysts, employees, government bodies (including tax collection bodies). This objective is supplemented by a number of ‘fundamental concepts’ that all valuers should be aware of. 

			3.1. Conservatism

			Essentially this means prudence, i.e. when preparing financial statements, it is acceptable to anticipate losses, but gains should, in general, not be recognised until they are reasonably certain to occur. The application of this concept encourages the recognition of a lower profit figure. 

			For example, a publishing house signs a new musical band to its record label for a three-year contract for a fee of $3m. One view is that this transaction has created an asset that the business will enjoy over the next three years, and the publisher could spread the cost over this three-year period. This is an accruals or matching approach, which is considered further below. However, adopting a prudent or conservative approach to accounting for this transaction would in theory entail the entire $3m being recognised as an immediate cost. It should be noted that accounting now places less emphasis on this principle than was historically the case. 

			3.2. Accruals

			Expenses (and items of income) are included in the income statement in the period to which they relate. This may or may not be the period in which such expenses are paid in cash. Another way of thinking about this is to imagine that we are trying to link or match sales for the period with all the costs of making these sales. This concept attempts to calculate a ‘fair’ profit figure. 

			For example, the phone bill for the last quarter of a specific accounting period may not have been paid by the cut-off date (i.e. end of the accounting year). The accruals concept would still require this cost to be estimated and included in the financial statements for the previous year as that is the period to which it relates. This is irrespective of the fact that it is paid in the following year. The means of recording the expense in the correct period is called ‘an accrual’. This is a critical concept and one we shall return to a number of times. 

			

			3.3. Going concern

			When drawing up financial statements we assume that the business will continue in operational existence for the foreseeable future. Historical cost is therefore the accepted accounting convention for recording transactions in financial statements. Where going concern is in doubt, the balance sheet of an entity is prepared on a ‘break-up’ basis instead. For example, assets are reflected at their realisable value (i.e. the value that can be realised upon a sale of the assets) rather than historical cost.

			3.4. Consistency

			Similar items should be treated in a similar manner from year to year. This aids comparability of the performance of the entity. Any changes in the methods used to prepare financial statements should be disclosed separately so that users can clearly see what has happened. 

			3.5. Separate entity

			When preparing the accounts of a business, the business is treated separately from the owners. This means that it will exclude the personal assets and personal transactions of the owners. Thus, if a company was set up with €100,000 cash from the key shareholder, then this would be reflected in the company’s balance sheet as:

			Table 2.4. Balance sheet after investment of equity

			[image: ]

			Shareholders’ equity here refers to the investment made by the owners of the business. It is their stake in the business at book value.

			Stretch yourself

			We have already alluded to the difference between cash flow and profit, a topic we shall return to repeatedly in the text. To illustrate this difference and the accruals concept, further consider the following example:

			

			A firm uses substantial amounts of telecommunication services in the year to 31 December 2022. On 25 January 2023 the firm receives the bill for these services, amounting to £5m. The firm’s revenue for the year is £25m and other cash costs are £8m. Calculate and compare the firm’s performance on a cash basis and on an accruals (earnings) basis for 2022.

			Solution:

			Table 2.5. Accruals versus cash calculation

			[image: ]

			We can see in this calculation that the company has accrued the telecommunications bill in the year. Even though it has not been paid in cash it is nonetheless included in the income statement. In many ways this seems reasonable – the cost does relate to the year in question and so profit would be overstated if we followed a cash approach. The problem is that if we had not received the bill by the time the financial statements were being prepared then we would need to make an estimate of the amount. In fact, the accruals concept means that, in practice, there are many estimates that flow through the accounts.

			

			
				
						5 Penman, S., (2011) Accounting for Value. New York, NY: Columbia Business Publishing.


						6 In addition to IFRS, some older standards remain, called International Accounting Standards (IAS).


						7 Technically, the primary statements include the statement of financial position (balance sheet), statement of financial performance (income statement), statement of cash flows and the statement of shareholders’ equity. The latter, while technically important and useful disclosure, rarely plays a major role in valuations. 
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CONSOLIDATED STATEMENTS OF CASH FLOWS — (in millions)

Year ended December 31 2021 2020 2019
OPERATING ACTIVITIES
Consolidated net income $9,804| $7,768| $8,985
Depreciation and amortisation 1,452 1,536 1,365
Stock-based compensation expense 337 126 201
Deferred income taxes 894 (18) (280)
Equity (income) loss — net of dividends (615) (511) (421)
Foreign currency adjustments 86 (88) 91
Significant (gains) losses — net (1,365) 914 (67)
Other operating charges 506 556 127
Other items 201 699 504
Net change in operating assets and liabilities 1,325 690 366
Net cash provided by operating activities 12,625 9,844 | 10,471
INVESTING ACTIVITIES
Purchases of investments (6,030) | (13,583)| (4,704)
Proceeds from disposals of investments 7,059 | 13835 6,973
Acqu|_5|.t|ons of businesses, equity method investments and nonmarketable 4766)| (1052)| (5542
securities
Proceeds from dlspos.a.Is of businesses, equity method investments and 2180 189 429
nonmarketable securities
Purchases of property, plant and equipment (1,367) | (1,177)] (2,054)
Proceeds from disposals of property, plant and equipment 108 189 978
Other investing activities 51 122 (56)
Net cash provided by (used in) investing activities (2,765) | (1,477)| (3,976)
FINANCING ACTIVITIES
Issuances of debt 13,094 | 26,934 | 23,009
Payments of debt (12,866) | (28,796) | (24,850)
Issuances of stock 702 647 1,012
Purchases of stock for treasury (111) (118)] (1,103
Dividends (7,252) | (7,047)| (6,845)
Other financing activities (353 310 (227)
Net cash provided by (used in) financing activities (6,786) | (8,070) | (9,0040
Effect of gxchange rate _changes on cash, cash equivalents, restricted cash (159) 76 72
and restricted cash equivalents
CASH AND CASH EQUIVALENTS
Net i_ncrease (decre_ase) in cash, cash equivalents, restricted cash and 2915 373| 2581
restricted cash equivalents during the year
Cash, c_ash equivalents, restricted cash and restricted cash equivalents at 7110 6737 9,318
beginning of year
Cash, cash equivalents, restricted cash and restricted cash equivalents at 10,025 7110 6737
end of year
Restricted cash and restricted cash equivalents at end of year 341 315 257
Cash and cash equivalents at end of year $9,684| $6,795| $6,480
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CONSOLIDATED BALANCE SHEETS — (in millions except par value) 2021 2020
ASSETS
CURRENT ASSETS
Cash and cash equivalents $9,684 $6,795
Short-term investments 1,242 1,771
Total cash, cash equivalents and short-term investments 10,926 8,566
Marketable securities 1,699 2,348
Trade accounts receivable, less allowances of $516 and $526, respectively 3,512 3,144
Inventories 3,414 3,266
Prepaid expenses and other current assets 2,994 1,916
Total current assets 22,545 19,240
Equity method investments 17,598 19,273
Other investments 818 812
Other non-current assets 6,731 6,184
Deferred income tax assets 2,129 2,460
Property, plant and equipment — net 9,920 10,777
Trademarks with indefinite lives 14,465 10,395
Goodwill 19,363 17,506
Other intangible assets 785 649
Total assets $94,354| $87,296
LIABILITIES AND EQUITY

CURRENT LIABILITIES
Accounts payable and accrued expenses $14,619| $11,145
Loans and notes payable 3,307 2,183
Current maturities of long-term debt 1,338 485
Accrued income taxes 686 788
Total current liabilities 19,950 14,601
Long-term debt 38,116 40,125
Other non-current liabilities 8,607 9,453
Deferred income tax liabilities 2,821 1,833
SHAREOWNERS' EQUITY
Common stock, $0.25 par value; authorized — 11,200 shares; issued — 7,040 shares 1,760 1,760
Capital surplus 18,116 17,601
Reinvested earnings 69,094 66,555
Accumulated other comprehensive income (loss) (14,330) (14,601)
Treasury stock, at cost — 2,715 and 2,738 shares, respectively (51,641) (52,016)
Equity attributable to shareowners of The Coca-Cola Company 22,999 19,299
Equity attributable to non-controlling interests 1,861 1,985
Total equity 24,860 21,284
Total liabilities and equity $94,354| $87,296
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CONSOLIDATED STATEMENTS OF INCOME — (in millions except per share data)

Year ended December 31 2021 2020 2019
Net operating revenues $38,655| $33,014| $37,266
Cost of goods sold (15,357)| (13433)| (14,619
Gross profit 23,298 19,581 22,647
Selling, general and administrative expenses (12,144) 9,731) (12,103)
Other operating charges (846) (853) (458)
Operating income 10,308 8,997 10,086
Interest income 276 370 563
Interest expense (1,597) (1,437) (946)
Equity income (loss) — net 1,438 978 1,049
Other income (loss) — net 2,000 841 34
Income before income taxes 12,425 9,749 10,786
Income taxes 2,621 1,981 1,801
Consolidated net income 9,804 7,768 8,985
Less: net income (loss) attributable to non-controlling interests (33) (21) (65)
Net income attributable to shareowners of The Coca-Cola Company $9,771| $7,747| $8,920
Basic net income per share 1 $2.26 $1.80 $2.09
Diluted net income per share 1 $2.25 $1.79 $2.07
Average shares outstanding — basic 4,315 4,295 4,276
Effect of dilutive securities 25 28 38
Average shares outstanding — diluted 4,340 4,323 4314
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Revenues 25 25
Cash costs -8 -8
Telecommunications bill -5 0
Profit or cash flow 12 17






