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ABSTRACT

Value creation is the ultimate measure of perfercea Companies exist to create economic value Heir t
shareholders. The measurement of value is complégwdeals with company'’s historical financial rkswand also its
ability to create value in the future. Intrinsiduais a vital measure derived when the entireevafithe firm is expressed on
per share basis. The intrinsic value is the actahle of a security and the strength of a stock gnedter this value, the
more it is a safe bet from the point of view of éstment. The current paper intends to verify wirethe intrinsically
stronger stocks provide higher abnormal returnthéoshareholders with the use of three select rdsthévaluation Free
Cash Flow to the Firm, Economic Value Added andaRed Valuation. The study motivates the prospectiwestor to

prefer intrinsic value as a basis for investmert select the appropriate method of valuation fayaring the stock.
KEYWORDS: Free Cash Flow to the Firm, Economic Value Addeglafive Valuation and Intrinsic Value
INTRODUCTION

Valuation is a method of estimating the econonmatug of an asset or capital. Information about atlstis
normally incomplete, complex, uncertain and vagunaking it a challenge to predict the future ecormp@rformance as
share prices do not always reflect the true valuth@ stocks. But the intrinsic prices should matcairket prices in the
long run. Hence the paper indicates that valuatiotihe firm and consequently its intrinsic valuaisechnical suggestion
to the investors to purchase the shares when tleeg wndervalued (market price < intrinsic valuedl aell the shares
when they were overvalued (market price > intringtue). When investment is done in consideratibimtoinsic values

the investor stands to gain higher abnormal returmslation to stock prices.
OBJECTIVES OF THE STUDY

The aim of the paper is to study the relationfl@jween the intrinsic values under the common nustlawailable
in the field of valuation and the returns made g $ecurity. The emphasis is to focus on the adgast of the use of
intrinsic prices to review an investment in compan to the market prices. The utility of intrinsiglues would improve

the investment quality helping the investors t@sethe right stocks in their portfolios.

The primary goal of investment is to earn retumbsve those made by the market. In this directibe,study
concentrates on the abnormal returns of the stimckerify whether investment based on intrinsicueal has an impact on

returns. This study would enable to channelizestments into stocks with potential higher retumghie future.
REVIEW OF LITERATURE

Academic literature suggests that there are mailyation methods useful for the valuation of firnfhe

following literature seeks to provide evidencelwf telationship between the intrinsically strongfecks and returns from
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the stock.

Benninga and Sarig, (1997) advised to use mone ¢im@ valuation method to estimate the firm valaeaose
there is a great deal of uncertainty in relationdatue estimation as it involved predicting thauras of the company and if
the different methods gave the similar results éamt that the estimated value was reliable. Hemdéé current study
three valuation methods are used to estimate thimsic values to analyze the undervaluation orreafeation of the

stock.

Jeffiey M. Bacidore et al., (1997) used comprehenstatistical analysis of both REVA and EVA tdiesmte
their correlation with and their ability to predishareholder value creation. The results indic#étted the proportion of
positive REVA that correspond to positive abnormelirns was significantly higher than the same prtipn for EVA.
Gary C. Biddle, Robert M. Bowen & James S. Wallgt@98) study tests asserted that Economic ValueeAd&VA®)
was more highly associated with stock returns a@md ¥alues than accrual earnings. Frankel and 1€88) tested the
residual income model of Ohlson (1995) operaticeali with analysts’ earnings forecasts. They fourat the model
predicted abnormal returns over one-, two, andetlyear holding periods. Bradshaw (2000) and Ali, adg and
Trombley (2003) confirmed these results. Henceetlls#sdies provide motivation to conduct researchfamd evidence of

whether the undervalued stocks result in higheoahal returns.
CHOICE OF VALUATION METHODS

The methods which have been undertaken for thitysdme those which are popular and mandated foriruse
India. They are namely the Free Cash Flow to theFa Discounted Cash Flow technique prescribeBBlY Economic
Value Added for its wide application in Indian coamies and Relative Valuation technique the mostraomtool for

analyzing companies even without financial statemen
METHODOLOGY

The study makes an assessment of the benefitedefiom intelligent investment decision making bgams of
intrinsic prices. The intrinsic values computed enthree select methods of valuation are the Hasishe choice of
investment to purchase the shares when they wetervedued (market price < intrinsic value) and #edl shares when
they were overvalued (market price > intrinsic @aluVhen the investment decision is made in thg tom on this regard,
the undervalued stocks show higher abnormal retinans the overvalued stocks. The investment ismasduto be carried
out in the year 2013 with the use of intrinsic weuThe abnormal returns on the stock are compwitiedthe use of the
market model after a period of two years from theedf valuation. The index that is consideredtif@r purpose is BSE
Sensex which measures the performance of thirtyekirand financially sound companies. The abnomeirn is
computed for a period of six months as the excésstazk returns over and above the beta times thekeh returns.
Further to facilitate better comparison between manes the returns are cumulated over the perial separately

aggregated for the overvalued and undervalued stock
DATA COLLECTION

This study is based on secondary data drawn froowéss database of Centre for Monitoring Indianriecoy
(CMIE) for the purpose of intrinsic value deterntina. The study is restricted to thirty two compamifrom different

industries such as Paints and Varnishes, PharnieaisutFood and Beverages, Automobiles, Computditw@oe,

Index Copernicus Value: 3.0 — Articles can be semd editor.bestjournals@gmail.com



Value Investing 85

Electrical Machinery, FMCG and Consumer Durableke Bhare prices and dividend information for a quemf six

months from April to September 2015 is collectaahfrmoneycontrol.com.

The following table presents the list of companies which analysis has been carried out in the troaad

manner:
Table 1: Companies Included in the Sample
Co Name of the
No. Industry Company Co. No. Industry Name of the Company
1 Asian Paints Ltd. 17 HCL Technologies Ltd.
2 Berger Paints India 18 Infosys Ltd.
. Ltd. Computer
Paints and ) ) ) )
3 | varmishes Kansai Nerolac 19 Software/Informat| Oracle Financial Services
Paints Ltd. ion Technology | software Ltd.
4 Akzo Nobel India 20 Polaris Financial
Ltd. Technology Ltd.
Amrutanjan .
5 Healthcare Ltd. 21 Finolex Cables Ltd.
Pharmaceutica Clp|a Ltd 22 E|ectrica| HaVe"S |ndia Ltd
Is Merck Ltd. 23 machinery Crompton Greaves Ltd.
8 Novartis India Ltd. 24 Il:it(c)jnda Siel Power Products
9 EID-Parry (India) 25 Dabur India Ltd.
Ltd.
10 Britannia Industries 26 Godrej Consumer Products
Ltd. ] Ltd.
Food and ClaxoSmithkl Fast Moving
Beverage axoomitnkiine Consumer Goods - i i
11 J Consumer Healthcar¢ 27 Colgate-Palmolive (India)
Ltd.
Ltd.
12 mgleod Russel India 28 Hindustan Unilever Ltd.
13 Tata Motors Ltd. 29 Symphony Ltd.
14 Force Motors Ltd. 30 Blue Star Limited
. i i i Consumer
15 | Automobiles | MarutiSuzukdindia gy | S Whirlpool Of India Ltd.
Hitachi Home And Life
16 SMLisuzu Ltd. 32 Solutions (India) Ltd.

COMPUTATION OF INTRINSIC VALUES

A key input for the cash flows is the calculatiohafter tax operating income or EBIT. The studycukates
Earnings before Interest and Taxes (EBIT) with domsideration only to sales, operating income gretating expenses.
The cost of capital is calculated using the mavidties of equity and book values of debt. The obsiquity is computed
using the popular CAPM approach and cost of debt thie Synthetic Default Rating method. The studgsuthe three
year average cost of capital as the discount catéhe explicit forecasted period of high growtldenFree Cash Flow to
the Firm (FCFF), Economic Value Added (EVA) and &k Valuation (RV). After the forecasted peribe tompany is
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assumed to reach its stable growth phase wheeritsrtal value is discounted with the lower stal#eiqd cost of capital.

All the methods use two stages of explicit andlstaperiod of growth to value the firms in the sd&np@he
enterprise value under FCFF is calculated as theafipresent value of cash inflows in the explpEtiod and the present
value of terminal value of the company. The valti¢he enterprise in EVA is calculated as the tofapresent values of
EVA's discounted using average cost of capital,nimg capital comprising book value of equity andbtdie@ 2013 and a
capital adjustment which is the present value ofTEB the terminal year divided by the company’sira on capital. The
current study uses the spreadsheet program firmdsutteveloped by the valuation expert Prof. Aswaémodaran, New
York University, Stern School of business for thacalation of Enterprise value and intrinsic priceder Relative
Valuation. The equity value for each company hanbmlculated after deducting the debt of the caw@and adding the
cash and cash equivalents. The intrinsic valuespare is arrived by dividing the computed equitjugady the number of
equity shares in the company. The method of comgutie equity value and intrinsic value is the séonell the methods
FCFF, EVA and RV.

The results of the intrinsic value computation aresented in the table below:

Table 2: Intrinsic Values under the Three Methods vith Market Price

Co No Ilgll;ly(?;s) :ENJ A\(/F?IS-) INT Val - RV(Rs) | MP(Rs) | FCFF | EVA | RV
1 1090.02 2160.85 4188.96 4888.60 d o 0
2 87.68 93.41 88.38 98.73 0 0 0
3 955.27 897.45 1107.37 1227.00 0 D fo]
4 1235.52 1102.05 1685.87 1018.p5 U u u
5 98.89 86.17 80.88 113.8b o] a D
6 581.63 352.00 414.22 381.03 o] q u
7 553.40 761.68 769.00 560.65 u [l u
8 822.57 812.36 843.09 617.00 u [l u
9 177.74 175.51 225.74 149.53 u [l u
10 554,59 561.97 529.86 526.85 u 1 u
11 3744.94 3712.44 4101.82 4305.48 q o) o]
12 304.86 296.01 216.37 342.20 0 (0] o]
13 248.58 293.37 223.08 270.05 0 1 o]
14 383.28 242.59 379.63 344.48 u (0] u
15 1519.09 1160.09 1066.78 129215 d o) o]
16 298.26 427.72 373.57 290.00 u 1 u
17 759.39 693.52 556.37 794.25 0 (0] o]
18 2515.95 2443.93 2664.36 1442 49 d u u
19 2092.90 2043.24 2004.28 2555,00 q o) o]
20 100.79 111.22 104.93 110.50 0 1 o]
21 104.46 75.32 78.20 45,23 u u ]
22 225.05 353.47 291.42 131.57 u 1 u
23 100.00 107.24 102.99 93.40 u [l u
24 370.32 490.42 282.24 442 .53 0 1 o]
25 123.53 125.54 105.42 135.90 0 (0] o]
26 789.67 780.37 772.97 789.00 e D fo]
27 2048.06 2183.53 2805.58 124038 d u u
28 570.39 561.51 481.70 467.68 u 1 u
29 497.38 490.82 572.46 310.00 u 1 u
30 127.57 95.95 72.94 156.00 o] q 0
31 153.75 161.16 155.40 218.50 0 (0] o]
32 12451 281.84 84.58 129.33 o] [l 0

o-overvalued, u-undervalued
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The above table shows that all the methods depicsistency in results. The results indicate titabat of 32
companies give valuation in the same direction erealuation or undervaluation. The above resules @nfirmed by
Penman (1998) who states that these valuation itpadss should give consistent and identical estimafentrinsic firm
value, provided that all the forecasts of the ddfe items are consistent with each other andhall assumptions are
identical. But the current study uses a differesgumption for EVA and RV as the return on capgaiiade equal to the
cost of capital which causes a variation in theltedetween the methods. If this assumption wasnaale for EVA, then

the company would destroy value in the long run.

The intrinsically stronger stocks are the underedl stocks; their fair values are higher than tteeket price.
When an investor invests in such stocks whichragerrectly priced over time they would get corrdcaeitomatically with
the receipt of new information of the company’sfpenance. Valuation thus helps an active investomitke logical
decisions of investment with long term horizon. Eknusing valuation would allow the market to cotrigs valuation

mistakes and for price to revert to its true value.
The hypothesis chosen for the study are as follows

Hol: There is no significant difference in the abnormeturns generated between the undervalued and

overvalued stocks when investment decision is nbaded on the intrinsic values of FCFF

Ho2: There is no significant difference in the abnormeturns generated between the undervalued and

overvalued stocks when investment decision is nbaded on the intrinsic values of EVA

Ho3: There is no significant difference in the abnormeturns generated between the undervalued and

overvalued stocks when investment decision is niaded on the intrinsic values of RV

The increases in stock prices also enable inv&satinormal gains on the stock. The abnormal gaineach of
the stocks in the sample have been computed axtiess of the returns made by the stock after @ for dividends

and stocks split in the following manner.

Table 3: Abnormal returns calculations for Asian Pants Ltd

1 2 3 4 5 6 7 8 9 10=Col 7-9 11
Time . beta*Ma
Period Stc_)ck DPS Split Index Index Stock Market rket Abnormal CAR
Price Factor level Return Return Return

2015 Return
April 810 0 1 27011.3 1
May 770.25 4.3 1 278284 1 -0.0438 0.0303 0.0363 -0.0801
June 778.6%5 0 1 27780.8§ 1 0.0109 -0.0017| -0.0021 0.0130 -0.0671
auly |79 o | 1 | 281146 1 | 00407 | 00120| 00144 00551  -0.1222
Aug 870 0 1 26283.1 1 0.1647 -0.0651| -0.0782 0.2429 0.120y
Sep 824.95 0 1 26154.8 1 -0.0518 -0.0049| -0.0059 -0.0459 0.074)7

The calculations for abnormal return is gibetow.
AR = Ry — Ry (1)

where Rit is the monthly stock return and Rpthis monthly return of the market index SENSEX. Thenthly

return of the stock and market index is calcularetthe following manner

Rit = ((Price of stock in a month x Split factoiStock price the previous month + Dividend per sharSplit
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factor) /Stock price in the previous month) x Index (2)
Rpt= (Index level in a month - index level thepoeis month)/ index level the previous month x kade 3)

The split factor and index are assumed to be egualand the dividend per share was included énrélspective
months when the dividends are declared by the coynpathe period of computation of returns. The keareturn was

deducted from one and abnormal return was calaukdollowing for each month
Abnormal return = monthly stock return — (beta xrked return) (4)

The beta in the above formula was taken from t8& Bvebsite and in case of its non availabilityreated using
the program beta estimator, a spreadsheet develpp&tluation expert Aswath Damodaran, Stern Scloddusiness,
New York. The abnormal returns for the period armmed to obtain the cumulative abnormal return i following

formula (5)

1
CAR( = int ARit
i=1

The following table depicts the cumulative abndrmedurns for the overvalued and undervalued staokder

each of the methods.

Table 4: Cumulative Abnormal Returns for the SampleCompanies

FCFF EVA RV
Co No CAR 0 u 0 u 0 u

1 0.0747 0.0747 0.0747 0.0747

2 0.0768 0.0768 0.0768 0.0768

3 0.1226 0.1226 0.1226 0.1226

4 0.0549 0.0549 0.0549 0.0549
5 -0.0478 -0.0478 -0.0478 -0.0478

6 0.0570 0.0570 0.0570 0.0570
7 -0.0406 -0.0406 -0.0406 -0.0406
8 0.3488 0.3488 0.3488 0.3488
9 -0.1412 -0.1412 -0.1412 -0.1412
10 0.3894 0.3894 0.3894 0.3894
11 -0.0220 -0.0220 -0.0220 -0.0220

12 -0.3720 -0.3720 -0.3720 -0.3720

13 -0.4903 -0.4903 -0.4903 -0.4903

14 0.6031 0.6031 0.6031 0.6031
15 0.2666 0.2666 0.2666 0.2666

16 -0.0428 -0.0428 -0.0428 -0.0428
17 0.1327 0.1327 0.1327 0.1327

18 0.1887 0.1887 0.1887 0.1887
19 0.2500 0.2500 0.2500 0.2500

20 0.1475 0.1475 0.1475 0.1475

21 -0.0692 -0.0692 -0.0692 -0.0692
22 -0.0777 -0.0777 -0.0777 -0.0777
23 0.0648 0.0648 0.0648 0.0648
24 0.0716 0.0716 0.0716 0.0716

25 0.1093 0.1093 0.1093 0.1093

26 0.1706 0.1706 0.1706

27 -0.0197 -0.0197 -0.0197 -0.0197
28 -0.0102 -0.0102 -0.0102 -0.0102
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Table 4: Contd.,
29 -0.1462 -0.1462 -0.1462 -0.1462
30 0.1566 0.1566 0.1566 0.1566
31 -0.0144 -0.0144 -0.0144 -0.0144
32 0.0143 0.0143 0.0143 0.0143
Average 0.0167 0.0913 0.1042 0.0143 0.0380 0.0773

89

The FCFF method performs best in identifying mgically stronger or weaker stocks. The trend wgitus on
company valuation shows that the intrinsically undkied stocks produce the highest abnormal retunter FCFF
followed by RV and EVA. The results of EVA indicdtaver abnormal returns for the undervalued stoTkss distortion

in results arise due to the overvaluation of Comgpam14 which generates the highest abnormal retanmong all stocks.
MANAGERIAL IMPLICATIONS

Each of the methods in the study supports theigifed ability of long-run abnormal returns. Theidy shows
that the high intrinsic stocks yield higher retuthan the low intrinsic stocks. Hence the prospecitivestor could easily
make logical investment decisions rather than mwaitle market sentiments. The results of the studicate that the FCFF
method of valuation is considered as the closdshate of the intrinsic value, followed by RV and/&. Hence, the
managers and investors can safely assume thatXRE Fethod as the best estimate of the market painébe used in the

long run.

The stock prices and intrinsic values will coireidith each other in the long term. When managexkengood
strategic decisions based on analysis of intringitue, the financial markets rewards them by sgtSiock prices
according to their company’s financial fundamentalsis relationship helps the manager put the cayigaresources to
their best use and create maximum value for shiderso Managers should not be deterred with sicgnifi disparities in
the share prices and intrinsic value caused bytalampiarket efficiencies in the short run. When déeins occur between
intrinsic and market prices, the stock market atgédtself within a few years to its intrinsic vation level. Hence the
Corporate Managers and investors need to undergtandrue, intrinsic value of companies to explaity market

deviations if and when they occur by better timiing implementation of strategic decisions.

The current study is in the direction to reducgcpslogical phenomena that induce the investorgumhase
shares and increase the momentum to value equitygtanto account the share prices’ past evolutising the above
mentioned methods of valuation. The results ofitieal analysis presented in the study makes tovesnvest easily.

Valuation enables investors to verify values rathan depend on brokers reports.
CONCLUSIONS

The results of the study have implications for thanagement and the prospective investors. It atento
rationalize investment decisions in stock with t@chl consideration to true intrinsic values ush@FF as the basis rather
the influence of irrational issues. Hence valuai®mot a mystery but an art in the hands of prospe investors which

can be utilized to make good returns on investments
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