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VL. Firm Valuation: Cost of Capital and Adjusted Present Value Approaches
VIIl. Free Cash Flow to Equity Discount Model
End of Chapter Exercises: Chapter 14 Free Cash Flow to Equity Discount Model

In the problems following, use an equity risk premium of 5.5 percent if none is specified.

1. Respond true or false to the following statements relating to the calculation and use of FCFE:
a. The free cash flow to equity will generally be more volatile than dividends.
True _ False
b. The free cash flow to equity will always be higher than dividends.
True __ False
c. The free cash flow to equity will always be higher than net income.
True __ False
d. The free cash flow to equity can never be negative.

True False

2. Kimberly-Clark, a household product manufacturer, reported earnings per share of $3.20 in 1993 and
paid dividends per share of $1.70 in that year. The firm reported depreciation of $315 million in 1993
and capital expenditures of $475 million. (There were 160 million shares outstanding, trading at $51
per share.) This ratio of capital expenditures to depreciation is expected to be maintained in the long
term. The working capital needs are negligible. Kimberly-Clark had debt outstanding of $1.6 billion,
and intended to maintain its current financing mix (of debt and equity) to finance future investment
needs. The firm was in steady state and earnings were expected to grow 7% a year. The stock had a
beta of 1.05. (The Treasury bond rate was 6.25%, and the risk premium was 5.5%.)

a. Estimate the value per share, using the dividend discount model.

b. Estimate the value per share, using the FCFE model.



c. How would you explain the difference between the two models, and which one would you use as
your benchmark for comparison to the market price?

3. Ecolab Inc. sells chemicals and systems for cleaning, sanitizing, and maintenance. It reported
earnings per share of $2.35 in 1993, and expected earnings growth of 15.5% a year from 1994 to
1998 and 6% a year after that. The capital expenditure per share was $2.25, and depreciation was
$1.125 per share in 1993. Both were expected to grow at the same rate as earnings from 1994 to
1998. Working capital was expected to remain at 5% of revenues, and revenues, which were $1
billion in 1993, were expected to increase 6% a year from 1994 to 1998, and 4% a year after that.
The firm had has a debt ratio [D/(D + E)] of 5%, but planned to finance future investment needs
(including working capital investments) using a debt ratio of 20%. The stock was expected to have a
beta of 1 for the period of the analysis, and the Treasury bond rate was 6.50%. (There were 63
million shares outstanding, and the market risk premium was 5.5%.)

a. Assuming that capital expenditures and depreciation offset each other after 1998, estimate the
value per share. Is this a realistic estimate?

b. Assuming that capital expenditures continue to be 200% of depreciation even after 1998,
estimate the value per share.

c. What would the value per share have been, if the firm had continued to finance new investments
with its old financing mix (5%)? Is it fair to use the same beta for this analysis?



End of Chapter Exercises: Chapter 15 Firm Valuation: Cost of Capital and Adjusted Present Value
Approaches

In the problems following, use an equity risk premium of 5.5 percent if none is specified.

1. Respond true or false to the following statements relating to the calculation and use of FCFE:
a. The free cash flow to the firm is always higher than the free cash flow to equity.

True False

b. The free cash flow to the firm is the cumulated cash flow to all investors in the firm, though the
form of their claims may be different.

True False

c. The free cash flow to the firm is a predebt, pretax cash flow.
True False

d. The free cash flow to the firm is an after-debt, after-tax cash flow.
True False

e. The free cash flow to the firm cannot be estimated for a firm with debt without knowing interest
and principal payments.

True False

2. Union Pacific Railroad reported net income of $770 million in 1993 after interest expenses of $320
million. (The corporate tax rate was 36%.) It reported depreciation of $960 million in that year, and
capital spending was $1.2 billion. The firm also had $4 billion in debt outstanding on the books, rated
AA (carrying a yield to maturity of 8%) and trading at par (up from $3.8 billion at the end of 1992).
The beta of the stock was 1.05, and there were 200 million shares outstanding (trading at $60 per
share), with a book value of $5 billion. Union Pacific’s working capital requirements were negligible.
(The Treasury bond rate was 7%, and the risk premium was 5.5%.)

a. Estimate the free cash flow to the firm in 1993.

b. Estimate the value of the firm at the end of 1993.



c. Estimate the value of equity at the end 0f1993, and the value per share, using the FCFF approach.

You are analyzing a valuation done on a stable firm by a well-known analyst. Based on the expected
free cash flow to firm next year of $30 million and an expected growth rate of 5%, the analyst has
estimated a value of $750 million. However, he has made the mistake of using the book values of
debt and equity in his calculation. While you do not know the book value weights he used, you know
that the firm has a cost of equity of 12% and an after-tax cost of debt of 6%. You also know that the
market value of equity is three times the book value of equity, while the market value of debt is equal
to the book value of debt. Estimate the correct value for the firm.



