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              68  PART 2  Valuation 

FIGURE 10.2 Firm and Project Valuation–Cash Flows for 5 Equiv Methods. 
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CHAPTER 10  Firm and Project Valuation  69 

10.2 Adjusted Present Value 

Problem. Given the cash flow streams, compute the current value of the firm and 
the value added by the firm using Adjusted Present Value.  
 
Soluton Strategy. Take the Free Cash Flow to the Firm and discount at the 
Unlevered Cost of Equity Capital to obtain the Value of the Unlevered Firm. 
Take the Tax Shield Benefit and discount at the Cost of Riskfree Debt to obtain 
the Value of the Tax Shield. Sum the Value of the Unlevered Firm and the Value 
of the Tax Shield to get the Value of the Firm. Subtract Date 0 Capital to get the 
Value Added by the Firm. 
 
FIGURE 10.3 Firm and Project Valuation – Adjusted Present Value. 

 

 
 

The value of the firm is $2,234.92. This is the amount of money you would be 

willing to pay if you were going to buy the firm on Date 0, since the Date 0 Firm 
Capital is already sunk into the firm. Considering that the firm is currently using 

$800.00 in capital, the (Net Present) Value Added by the Firm is $1,434.92.  
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10.3 Free Cash Flow To Equity 

Problem. Given the cash flow streams, compute the current value of the firm and 
the value added by the firm using Free Cash Flow to Equity.  
 
Soluton Strategy. Take the Free Cash Flow to Equity and discount at the 
Levered Cost of Equity Capital to obtain the Value of Equity. Take the Cash 
Flow to Debtholders and discount at the Cost of Riskfree Debt to obtain the 
Value of Debt. Sum the Value of Equity and the Value of Debt to get the Value 
of the Firm. Subtract Date 0 Capital to get the Value Added by the Firm. 
 
FIGURE 10.4 Firm and Project Valuation – Free Cash Flow To Equity. 

 
 

As above, the Value of the Firm is $2,234.92 and (Net Present) Value Added by 

the Firm is $1,434.92.  
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10.4 Free Cash Flow to the Firm 

Problem. Given the cash flow streams, compute the current value of the firm and 
the value added by the firm using Free Cash Flow to the Firm.  
 
Soluton Strategy. Take the Free Cash Flow to the Firm and discount at the Cost 
of Firm Capital (WACC) to obtain the Value of Firm. Subtract Date 0 Capital to 
get the Value Added by the Firm. 
 
FIGURE 10.5 Firm and Project Valuation – Free Cash Flow To The Firm. 

 

 
 

As above, the Value of the Firm is $2,234.92 and (Net Present) Value Added by 

the Firm is $1,434.92.  
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10.5 Dividend Discount Model 

Problem. Given the cash flow streams, compute the current value of the firm and 
the value added by the firm using a Dividend Discount Model.  
 
Soluton Strategy. Take the Dividends and discount at the Levered Cost of 
Equity Capital to obtain the Value of Equity. Take the Cash Flow to Debtholders 
and discount at the Cost of Riskfree Debt to obtain the Value of Debt. Sum the 
Value of Equity and the Value of Debt to get the Value of the Firm. Subtract 
Date 0 Capital to get the Value Added by the Firm. 
 
FIGURE 10.6 Firm and Project Valuation – Dividend Discount Model. 

 

 
 

As above, the Value of the Firm is $2,234.92 and (Net Present) Value Added by 

the Firm is $1,434.92.  
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10.6 Residual Income 

Problem. Given the cash flow streams, compute the current value of the firm and 
the value added by the firm using Residual Income.  
 
Soluton Strategy. Take the Economic Profit and discount at the Cost of Firm 
Capital (WACC) to obtain the Value of Economic Profit. Add the Date 0 Book 
Value of the Firm to get the Value of the Firm. Subtract Date 0 Capital to get the 
Value Added by the Firm. 
 
FIGURE 10.7 Firm and Project Valuation – Residual Income. 

 

 
 

As above, the Value of the Firm is $2,234.92 and (Net Present) Value Added by 

the Firm is $1,434.92.  
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