Practice Problem on Valuation
1. A company forecasts free cash flow in one year to be -$10 million and free cash flow in two years to be $20 million.  After the second year, free cash flow will grow at a constant rate of 4 percent per year forever.  If the overall cost of capital is 14 percent, what is the current value of operations, to the nearest million? (Use the FCF to the firm model)
2. 
A company forecasts the following free cash flows to the firm (shown in millions of dollars).  If the weighted average cost of capital is 13 percent and the free cash flows are expected to continue growing at the same rate after Year 3, what is the Year 0 value of operations, to the nearest million?


Year:
1
2
3


Free cash flow:
-$20
$40
$42

3.
Using the FCF to the firm model, the value of a company’s operations is $400 million. The company’s balance sheet shows $20 million in short-term investments that are unrelated to operations.  The balance sheet also shows $50 million in accounts payable, $90 million in notes payable, $30 million in long-term debt, $40 million in preferred stock, and $100 million in total common equity. If the company has 10 million shares of stock, what is your best estimate for the stock price per share?

4.
A company plans to use the FCF to the equity model to evaluate the share price.  The Current EBIT is $2,000,000 which is expected to grow at 10 percent a year for the next five years.  The growth rate is assumed to be 5 percent afterwards.  The interest expense is 20 percent of EBIT and the tax rate is 30 percent of EBT.  The depreciation expense is assumed constant every year at $200,000.  The current amount of working capital is $500,000 and is assumed to increase 20 percent per year.  The company plans to invest in fixed assets two years from now for the amount of $800,000.  Currently the company has an obligation to pay down the debt (interest and principal) amounted to $200,000 every year for the next ten years.  The current WACC is 12 percent.  The cost of debt is 6 percent and cost of equity is 15 percent per year.  The company has an outstanding 100,000 share.  Compute the price per share using the free cash flow to equity method.

5.
 ABC venture capitalist is trying to evaluate the ownership that it should ask from the entrepreneur for $1,000,000 investment in the new business.  The business is expected to generate sales of $40,000,000 with the net profit margin of 15 percent in year 5.  The expected P/E ratio of the IPO companies is expected to be 10 times.  The venture capitalists require rate of return of 50 percent per year.  Compute value of the equity today and the percentage of ownership that venture capitalist should get from $1,000,000 investment.    
