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;’d\ Terminal Value Equations
Overview:
L. The Fundamental Equation: TEV, = LS
Ke—p
A.TEV, = ECF., [2, M_}
=1+ Ke)
Ba 71
.y ey _ 1
Hl(1+KeY Ke-g
II. Forecasting Incremental ROE
S g
NI (1+ g)|: - ——:]
TEV = dROE |
Ke—g
HIl. Forecasting Average ROE
TEV =B, KROL,., g
Ke—g
IV. The Relationship between the Average and Incremental Methods
o Corparate Finance
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.
Step: TEV, = ECF,.
Ke—g
A. TEV, = ECF,,| ¥~ U*8)
L1+ KeY
1. TEV" — ECFM-I ECFn+22 ECFn+33 + .+ ECFn+»«
1+Ke (1+Ke)" (1+Ke) (1+Ke)”
2 TEV = ECF 4 ECF, (1+g) ECF,, (1+ g}2 + ECF (1 + g)j
" 1+Ke (1+ Ke)* (1+Ke)? (1+ Ke)'!
2 i
3. TEV, = ECF,,| ——+- 1t U+er dre)
1+Ke (1+Ke) (1+Ke) (1+ Ke)'™
4. TEV, =ECF,, ¥~ 448
(14 Ke)
-1
5 TEV,= ECF,., See Step L B for why Zm (+e) = 1
Ke—g =1+ KeY Ke-g
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Stepl. TEV, = iCF
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—— ¢l (continued)

- (+gy™ 1

B. Zf':l (1+ Ke) Ke—
a+g)"

L2, U (1+ Ke)

g
-~ (L+gy™
=2 (1+Ke)’

2, Z“ (1+g)]1__ 1

A+g  (1+g)’ (1+g)

=1(1+ Ke)!

1+ Ke

(1+Ke)* (1+Ke)®

1+¢

(1+ Ke)'™

~ gy
3 2 (1+Ke)

1+
g 1 + 1
1+ Ke

L+
l+g 1+Ke (1+Ke)

i+ Ke)

=1

4, Let x

_1+g
1+Kell

_y - d+g)
=2 (1+Ke)'

7
——t+X
+2

1 +x(l+g)

=1+Ke

7. x_x(1+g):

i1+ Ke
1

1+ Ke

1+ Ke

. 8. x(l—

1+ ¢ J_ 1
1+ Ke 1+ Ke

x[1+Ke_ 1
1+ Ke

+g ): 1
1+ Ke 1+ Ke

10.

i+ Ke

((1 + Ke)~

(1+g)) 1

1

11.

—

x(Ke—gJ:
1+ Ke

1+ Ke

12 x— 1 1+ Ke
1+ Kel Ke—g

1
Ke—g

14. 2”" (1+g)j B —

13. x=

1

=1 (1+ Ke)’
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o Step II. Forecasting ECF using Net Income: Incremental Spread
g
NI (1+ g)[l - —}
TEV, = dROE |
Ke—g
1. TV, = £ CF
RKe—g
2. ECF,.=NI —AB
3. ECFn+1 = Nlnﬂ - AB[MJ
[n+1
AB .
4. ECF,,,=NI |1~ Note that is the
Nln+l n+l

reinvestment ratio

5. ECF,, =Nl |1-| 25 AV
| NIL., ANI

6. ECF, =NI, - ﬁv‘i x%ﬂ
[T AM
= 7. ECF,, =NI,,|1-| Vot /l
)
8. ECF, =NI_|1- 5/ 20 EH

dROE
NI (1+ g}[l——g—}

9. ECF,, =NI(1+ g)[l— g }

dROE

10. TEV,=
Ke—g
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. Il Forecasting Average ROE

TEV, =B, ROE,, ~¢
Ke—g
ECFn+1

Ke—-g

1. TEV, =

2. ECF,, = NI, —AB
ECF,,, = M, ~(B,, —B)
ECF = (B’,1 -ROE
ECF,,, =(B,-ROE, )~ B,[(1+g)~1]
ECF,.,=(B, ROE,,)- B [g]
(ROEn+l - g)

8. 78V, =B, B0 ¢

N oo oo w

ECF,,=B

n

Ke—g
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1V. The Relationship between the Average and Incremental Methods
NI (1+ g)l:l - —--LJ

1. TEV, = dROE ]
Ke—-g
B, ROE,_, [MJ
2. TEV, = dROE
Ke-g
Bn[—@lﬂ}(dl\iOE — g)
3. TEV, = - L dROE
Ke—g
4. TEV, =B, %Emi__g (If ROEp +1=dROE)
e—g
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