
 
 

Equities: A Guide to Valuation  
 
One of the most common - perhaps the most common - rationales for investing in an asset, and 
particularly an equity, is underpinned by the belief that the intrinsic value of the asset is greater than 
the price at which it can presently be purchased. While there is no knowing when – or even if – the 
market will recognise the mispricing, the strategy of buying an undervalued asset and waiting for its 
true value to be reflected in the market price – often termed value investing - has arguably been the 
most successful style of investing since it was theorised by Ben Graham and subsequently popularised 
by his student, Warren Buffet. While not as widespread, or indeed as successful, as it once was, value 
investing still forms the basis of many investment strategies today and the importance of its underlying 
principals should not be overlooked.  
 
The value of an asset is often defined as the sum total of its discounted future cash flows. Perhaps the 
purest way of calculating this value is by performing a Discounted Cash Flow (DCF). For an equity, a 
DCF involves forecasting the free cash flows (FCF) of the company for a set time period of typically 5-
10 years and applying a discount rate (due to the premise that the value of a pound received in five 
years is not the same as the value of a pound received today) to calculate their present values. The 
FCFs generated by the business after the forecast period are encompassed in the terminal value figure. 
In practice, this is calculated by applying an appropriate multiple to the final forecast period FCF and 
applying an appropriate discount rate in order to obtain its present value, while in academia the Gordon 
Growth Model is typically used, which values the FCF after the forecast period as a growing perpetuity.  
 
 
 
 
 
 
 
 
 
 
 
 
 



 
 
 
An example of a simple DCF is provided below, using British American Tobacco (LSE:BATS) as an 
example. 

 
BATS operates in an industry which benefits from a high level of repeat revenue due to the nature of 
nicotine addiction. Their products are also non-discretionary and thus sales are largely insensitive to 
the economic environment. Following a period of relative stagnation between 2009 and 2015, BATS 
grew revenue at a CAGR of 16.2% in the five years between 2016 and 2020. Gross margins reached a 
record high of 82.8% in 2019, while EBIT margins also increased over the period. Despite this, an 
increasing focus on issues relating to environmental, social and governance (ESG) in recent years has 
contributed to BATS’ share price underperformance. The stock currently trades at the same price it did 
in November 2011 and its price-to-earnings ratio of 10 is far below its average of 19 since listing in 
August 1998.  
 
DCF requires a number of assumptions to be made regarding the future operations of the company and 
analysing previous performance is an important – though not imperative – element of estimating future 
performance. If we assume that BATS’ revenue growth will normalise to 4% per annum over the next 
five years and the company will achieve a gross profit margin and operating profit margin in line with 
its fairly stable three-year averages, we can forecast earnings before interest and tax (EBIT) through to 
2025. BATS has had an effective tax rate averaging 24.6% over the last five years. Assuming this 
remains unchanged, this can be used to forecast BATS’ tax payments, too.  
 
Given that depreciation and amortisation (D&A) are non-cash expenses and are subtracted to calculate 
operating income, they must be added back after deducting cash taxes to derive FCF. Conversely, 
investments in property, plant & equipment (CapEx) which add to the assets of the business are not 
directly expensed on the income statement but rather are depreciated away (as an operating expense) 
over the assets’ useful lives. Since investments made during any given year do in fact represent cash 
outflows, CapEx for the year should be deducted when calculating FCF. There are more sophisticated 
ways of forecasting CapeEx and D&A, although for simplicity we can use a historic average of BATS’ 
Sales/CapEx ratio to forecast CapEx and then apply a historic average of the CapEx/D&A ratio (i.e., how 
much BATS re-invests for every unit of depreciation) to calculate BATS’ depreciation and amortisation 
expense going forward. While these ratios have not been particularly stable in recent years, it is a 
reasonable assumption that they will mean revert after a period of volatility. BATS has also regularly 
sold property, plant & equipment, which represents a cash inflow. We can assume that this trend will 
continue for the next five years and thus forecast proceeds from the sale of PP&E based on a 3-year 
moving average of historic figures. 
 
The final metric required to calculate FCF is changes in working capital – that is, changes in the amount 
of capital required to run to the business on a day-to-day basis. Once again, there are several more 
complex methods of forecasting this figure although for the purposes of this article, we can use historic 
average of inventory, payable and receivables days, as well as cash, to forecast the amount of working 
capital BATS is likely to invest in the business. 
 
 
 
 
 
 
 



 
 
 
 

 
 
Between 2016 and 2020, BATS had an average cash balance of £2,877. Its inventory days (the average 
number of days BATS held inventory before selling it) averaged 492, while its payables days (the 
average number of days it took BATS to pay its suppliers) and receivables days (the average number 
of days it took customers to pay BATS) were 232 and 52, respectively. Using that information and 
applying it to forecasted revenue and COGS, we can forecast current assets and current liabilities, 
thereby calculating working capital. An increase (decrease) in working capital from one year to the next 
indicates more (less) capital is required to run the business on a day-to-day basis, which subsequently 
reduces (increases) the FCF generated by the business, all else being equal.  
 
With changes in net working capital calculated, we’re now in a position to forecast FCF for the next five 
years. Given that we haven’t deducted interest expense, this version of FCF represents the cash flows 
available to all of BATS’ capital providers. This version of FCF is also known as free cash flow to the 
firm (FCFF) or unlevered FCF.  
 
As previously mentioned, one can use the multiples approach or the GGM to calculate the terminal 
value. Taking the GGM as an example, we apply a long-term growth rate – that is, the rate at which we 
expect BATS to grow at ad infinitum – to the FCF in 2025 to calculate 2026 FCF. Then, we divide this 
figure by the weighted average cost of capital (WACC), which represents the rate of return required, on 
average, by BATS’ capital providers. One can use the CAPM to derive the cost of equity and add the rate 
of interest on BATS’ debt to calculate the WACC, however for simplicity, a rate of 10% seems 
appropriate and sufficiently high to compensate for BATS’ financial and business risks. Since we 
believe that BATS will continue to grow its FCF every year, we subtract long-term growth rate from the 
WACC. 
 

𝑇𝑉 =
𝐹𝐶𝐹2026
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This gives us the terminal value at 2025 of £128,815m. It is important to note that the valuation is 
particularly sensitive to the long-term growth rate and therefore this figure should be chosen carefully. 
It is typical for this value to be set equal to the rate of GDP growth in the economy, otherwise eventually 
the value of the company would exceed that of the economy, which is unrealistic. UK GDP growth has 
averaged just under 2.5% on an annual basis over the last 60 years, so that seems a reasonable rate to 
select. To discount the projected FCFs back to present value, we divide them by the WACC raised to 
the number (or fraction, in this case) of years hence the FCFs will fall. Summing the discounted terminal 
value and the FCFs between 2021 and 2025 gives us a total enterprise value for BATS of £118,719m. 
Subtracting net debt, preferred equity and minority interest yields an equity value of £77,760m and thus 
a share price of £33.98 – roughly 19% above its current price of £28.47.  
 

 
 
 
 
 
 
 
 
 
 



 
 

 
 
 
Notably, just under 60% of BATS’ estimated intrinsic value is derived from the FCF it will generate after 
the forecast period. Therefore, assumptions regarding the long-term growth rate and the WACC are 
crucial. Another method of calculating the terminal value – which is used far more often in practice – 
is to apply an industry-average multiple to either EBIT or EBITDA at the end of the forecast period.  
 

 
 
From the table above, we can observe that BATS’ peer group average EV/EBITDA is 8.4x. Adding back 
D&A to the forecast EBIT in 2025 gives us EBITDA and then applying a multiple of 8.4x gives us a 
terminal value of £119,182 – slightly less than the terminal value calculated using the GGM. 
Discounting, then adding the terminal value to the discounted FCFs gives us an enterprise value of 
£112,407m, an equity value of £71,448m and a share price of £31.22. Relatively closer, but still 9.5% 
above the price at which BATS currently trades. 

 

 



 
With both methods showing an intrinsic value for BATS above its current market price, it would appear 
that BATS is under-priced. While it may well be, there are a number of assumptions, both implicit and 
explicit, made throughout the valuation process and thus only investors with superior insight and 
complete confidence in their assumptions can be positive that their valuation holds. Further, market 
cycles and investor sentiment can delay – or postpone indefinitely - the re-rating of a company to the 
point where it makes little economic sense to invest, regardless of the magnitude of mispricing. A long-
term investor weighing up the potential upside of investing in a company like BATS - with limited 
(outsized) growth prospects and inherently trading at a discount due to the nature of its core product 
– may consider testing the assumptions made throughout the valuation process and their relative 
impacts on the final price.  
 

 
 
 
Clearly, the GGM approach is more sensitive to the inputs of the model. This partly explains why the 
multiples approach is more frequently used in practice. While BATS’ current market price may appear 
attractive when we assume a WACC of 10% and a long-term growth rate of 2.3%, increasing the WACC 
to 11% produces an intrinsic value of £28.13 – below the price at which it currently trades. 
 
Ultimately, it is important to use a combination of valuation methodologies - together with intuition and 
thoughtful consideration of the strengths, weaknesses and risks of the business – when determining 
whether or not a stock is priced correctly. Even if the investment case remains intact after performing 
rigorous financial and sensitivity analyses, investors should mindful that, in the words of John Maynard 
Keynes, the stock market can remain irrational for longer than you can remain solvent. 


