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FCFE Model
 FCFE = Current EPS – ((Capital Spending – Depreciation) 

X (1 – Debt ratio) – (∆ Working Capital) X (1 – Debt 
ratio)

 The Constant Growth FCFE Model

 To be used for: stable firms (say, NBFCs)



2013@Ram 3

FCFE Model
 If there is no change in number of equity shares, then 

 FCFE = Current EPS – ((Capital Spending – Depreciation) X 
(1 – Debt ratio) – (∆ Working Capital) X (1 – Debt ratio)

 Constant Growth FCFE Model

 Used for: stable firms say, DFL

 Modifications made:

 We reject the computed beta of less than 0.67 for the firm

 We took a beta of 1.33 (average of comparable non-
banking finance firms)

 Cost of Equity 12.15%
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Constant Growth FCFE Model
 FCFE = Net Income – ((Capital Spending – Depreciation) X 

(1 – Debt ratio) – (∆ Working Capital) X (1 – Debt ratio)
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Dhandapani Finance … any cues … 

 Can we use this on 2007 figures (taking beta of peer firms 
of about 0.74)
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Dhandapani Finance …
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 The two-stage FCFE Model

 One needs to adjust the capital spending and 
depreciation for the stable period

 To be used for: companies having temporary edge 
over others (say, Pioneer Distilleries Limited)
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 There can be a strong argument for using two-stage model for 
Hindustan Unilever instead of constant growth model

 The two-stage FCFE Model

 One needs to adjust the capital spending and depreciation for 
the stable period

 To be used for: companies having temporary edge over others 

 Say, Ethanol Manufacturers (for example, Pioneer Distilleries)
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A large portion of the Private Equity and LBO game depends on this one … 
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 The E Model – A three stage FCFE Model

 A high growth phase, a transition phase, and a stable 
growth phase

 Caution – (a) capital spending vis-à-vis depreciation (b) risk

 To be used for: firms with very high current growth rates

 Let us try it on Hexaware Technologies 

 High growth phase 40% (5 year); transition phase declining 
(6 year); stable growth phase rate 6% 

 Current EPS = 38

 Current Capital Spending per share = 12 

 Current Depreciation per share = 9

 Current Change in Working Capital per share = 26

 Debt ratio = 1%

 Current beta = ? Future beta = ?

 Assume capex = depreciation in the terminal year
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Value of a Firm
 While, one can use the ‘DCF’ method to get the value of 

Operating Assets 

 We also need to add the value of non-operating assets

 Add back the value of non-operating assets in cash and 

marketable securities

 Add back the value of long-term investments and minority 

holdings in other companies

 Any other idle and unutilized assets 

 Consider non-equity claims against the company (say, Jet 

Airways OR Shaw Wallace)

 Unfunded obligations

 Expected litigation payouts



Hindustan Unilever Limited
 FCFE = Current EPS – ((Capital Spending – Depreciation) X (1 

– Debt ratio) – (∆ Working Capital) X (1 – Debt ratio)
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FCFE Vs DDM

A few points to be noted
 For small investors – prefer using DDM

 Prefer FCFE over DDM when

 The cash dividends are very high or very low (i.e., 
unrealistic)

 Firms with a predicted change in corporate control

 When there are large non-cash dividend benefits 
from owning the firm (say, salary, network, etc.)

 Firm’s having operating losses could avoid using DDM 
and FCFE
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FCFF

 FCFE and FCFF primarily defer due to the 
existence of financial leverage (and changes in 
financial leverage)

 FCFF Models

 Stable growth firm (use WACC instead of Ke)

 Best use: firms with high leverage or 
changing leverage

 Please note that the debt has to be fairly valued

 Two stage growth model

 Let us try this on Wockhardt
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Wockhardt Limited

Expected Growth rate = (Reinvestment rate) X (Return on Capital 

Employed) = 18.9%

Cost of Equity = Rf + B (Rm – Rf) = 11.96% (taking 8%, 13.5%, .72)
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Wockhardt Limited
• Given a synthetic bond rating of AAA and a default spread of 35-50 bps.

• We take the pretax cost of debt for Wockhardt for the next five years is 

8.5%

• MVE is Rs 4344 crores and MVD is 700 gives a market-based debt ratio 

of 0.163
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What are the possible sources of gap?


