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0.098
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Requity M
Year Flow .@ 20% Present Value
YO -10000 1.0000 (10,000.00)
Y1 12500 0.8333 10,416.25
NPV 416.25

Since the NPV is positive we accept the project
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Test your understanding 5 — CAPM

(a) Coslof capital = 10% + (0.8 x (18% — 10%)) = 16.4%
(b) Project required return = 10% + 1.3(18% — 10%) = 20.4%
(c) Expected project return:

b $1,250 -$1,000 ___,
= Prcject IRR W = 25%

Thus, the project is worthwhile because its expected rate of return is

higher than its minimum required return. This again assumes investors
will nat want anu retiirne tn cnmnenaate far the 1Ineuatamatic rick nn the
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new project, i.e. that they have well diversified portfolios.

Alternatively, the NPV of the project at its minimum required return is:

-$1,000 + $1,250/1.204 = $38.20

The NPV shows the gain made by the shareholders if the project is
accepted.
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46 — Valuation and market efficiency

(@)
2013 2014 2015 2016

Growth in profit for the period - 253% 272% 16.5%
Pay-out ratio 71% 57% 45% -
Earnings per share (cents) 31.0 38.9 40.4 57.6
Price/earnings ratio (times) 14.2 13.5 13.0 12.0
Dividend per share (cents) 22 22 22 -
Dividend yield (on opening price) - 5% 42% -
Share price growth - 19.3% 223% 7.5%
Total shareholder return - 243% 26.5% -

It is clear that VAL Co has recently been through a period of
exceptional growth, with the profit for the period and EPS growing
substantially each year.

However, not everything is as positive as it might initially seem. The
price earnings ratio has been falling from a high of 14.2 down to its
current level of 12.0. Whilst this may be due to a decline in share
prices more generally, a comparison against AVL Co (a very similar
albeit larger company) shows that this is unlikely; AVL are
currently trading on a P/E ratio of 13.5 (250 million x $4.60 + $85
million) which is the level previously seen by VAL Co back in 2014.

Share price growth has fallen significantly in 2016 meaning that if a
similar level of dividend were to be declared in 2016, the total
shareholder return would also fall. Dividend yield has also been
falling.

Perhaps the biggest cause of this will be the Board’s apparent
reluctance to invest in new projects. For a company to sit on such a
large cash balance does not provide the best growth potential and
does not maximize returns for shareholders. Undoubtedly,
shareholders would like to either see the surplus cash invested in
positive NPV projects or returned to the investors by way of higher
dividends. For this reason, it would not appear as if VAL Co is
achieving its objective of maximization of shareholder wealth.

As the current market value of a share is $6.90, the P/E ratio
value calculated indicates that VAL Co may be undervalued by
$0.88 ($7.78 — $6.90) per share. As noted above, this
undervaluation is most likely due to the market’s lack of
confidence in the investment decisions being made by the



company.
However, the P/E value calculated is rather simplistic and a
number of other factors should be considered in addition to those
noted in part (a):

VAL Co has achieved significant growth in recent years and
hence it may well have a better future than AVL Co once it does
start investing. Hence the valuation of $7.78 could itself be an
under valuation.

VAL Co is smaller than AVL Co. The market capitalisation of AVL
Cois $1,190m (250m = $4.60) whilst the market capitalisation of
VAL Co is $483m (70m x $6.90). Due to this the market may view
AVL Co as a more stable company than VAL Co in which case a
value for VAL Co based on the P/E ratio of AVL Co may be an
over valuation. However, the fact that the market has previously
valued VAL Co based on a higher P/E ratio may suggest this isn’t
the case.

Carrying out a valuation of VAL Co using the P/E ratio of just one
other company is potentially unwise as although AVL Co is said to
be very similar, but larger, there are bound to be other differences.
Hence, it may be better to use an industry average P/E ratio.

The fact that the market is currently unaware of the new project
that VAL Co is considering will mean that the value of that project
is not currently reflected in the market value given the efficiency of
the market. Hence the market value may be an under valuation. If
the market does not know that the company intends to use their
cash productively, the market may be marking down the value of
VAL Co as it seems to be under utilising its cash resource.









