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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, 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, Punjab National Bank)
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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



Dec. 06Ram Kumar Kakani, SPJCM Singapore 5

FCFE Vs DDM

 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)

 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 South Asian Petrochemicals
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Valuing a new firm in a cyclical 
industry!
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Attempting to Unlock Value
 Many ways … 

 Say, using simulation (or heuristics)

 For, example based on Financial Leverage

 You can give it a try on your assignment … 

 Experiment with different DE ratios

 Compute levered beta

 Compute unlevered beta

 Compute the cost of equity at different levels of leverage

 Similarly, compute the cost of debt at different levels of 
DE ratios

 Combine and compute WACC

 Note, assume marginal tax rates & be realistic … 
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Special Situations … 

 Cyclical sectors

 Path 1: Adjust the growth rate to reflect the economic 
cycle

 Path 2: Use normalized earnings as base year earnings


