
Dark arts of valuation



1. How is ‘risk’ factored into a 
‘valuation’ or claim for ‘loss of 
profits’ as part of damages or 
compensation?

2. Are capitalisation rates & 
discount rates the same thing 
i.e. isn’t the capitalisation rate 
simply equal to 1 divided by the 
discount rate? 

Capitalisation rates
& discount rates 
both factor in ‘risk’ 
attached to the cashflows



How to factor in risk in a ‘valuation’ or claim for loss of 
profits as part of damages or compensation…
Top-down approach, i.e. using a ‘comparable asset’ or venture 
capitalists’ method
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Observe transactions in 
market & adjust for risk, 
e.g.
1. Small company risk, 

e.g.  for lack of 
diversified revenue, 
lack of geographical 
spread

2. Other specific risks, 
e.g. key man risk, 
dependence on key 
customers, 
dependence on key 
suppliers
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How to factor in risk in a ‘valuation’ or claim for loss of 
profits as part of damages or compensation…
Top-down approach – factor in what stage the product and/or 
business is within its ‘life cycle’ together with ‘strengths, 
weaknesses, opportunities and threats analysis (SWOT)
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How to factor in risk in a ‘valuation’ or claim for loss of profits 
as part of damages or compensation…
Top-down approach – factor in Michael Porter’s (Harvard Business 
Review) Five Forces Analysis
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part of damages or compensation…
Bottom-up approach, e.g. calculate the ‘weighted average cost of 
capital’ or WACC using the variables below
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Market risk 
premium

Cost of equity
(Return expected by shareholders)

=Weighted cost of equity + weighted cost of debt = WACC
Additional adjustments could apply to calculated WACC e.g. for country specific risk (if applicable), small company risk e.g.  

for lack of diversified revenue, lack of geographical spread and other specific risks, e.g. dependence on key customers, 
dependence on key suppliers, etc. 
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A method using single-period 
analysis to conclude on value 
e.g. Capitalisation of Future 
Maintainable Earnings method

Can be a relatively unsophisticated 
valuation method, requiring fewer 
assumptions to support the calculated 
value.  A capitalisation rate applies to a 
perpetuity to determine present value at a 
point in time (see next page for illustration).



The terms ‘capitalisation rate’ and ‘discount 
rate’ are specific to the following two 
alternative valuation methods

A method using single-period 
analysis to conclude on value 
e.g. Capitalisation of Future 
Maintainable Earnings method

A method using multi-period 
analysis to conclude on value 
e.g. Discounted Cash Flow 
method

Can be a relatively sophisticated valuation 
method, requiring multiple 
assumptions to support the calculated 
value.  A discount rate converts future cash 
flows over multiple periods into a present 
value at a point in time (see 2 pages over 
for illustration).

Can be a relatively unsophisticated 
valuation method, requiring fewer 
assumptions to support the calculated 
value.  A capitalisation rate applies to a 
perpetuity to determine present value at a 
point in time (see next page for illustration).



Single-period analysis

Future maintainable earnings 
(an annual amount into perpetuity)

(somewhat objective if historical profit is relied on)

X

Capitalisation rate
i.e. a number, usually to one decimal place 

(more subjective because it relies on qualitative factors)

=
Value of business or intangible asset



Multiple-period analysis
Year 1 

amount 

X

Discount rate
i.e. a number, usually to one decimal place 

(more subjective because it relies on qualitative factors)

=
Value of business or intangible asset

Year 2 
amount 

Year 3 
amount

Year 4 
amount 

Terminal 
value 

amountCould be a 
negative or 
positive and 

different from 
other years

Could be a 
negative or 
positive and 

different from 
other years

Could be a 
negative or 
positive and 

different from 
other years

Could be a 
negative or 
positive and 

different from 
other years

Could be a finite 
or infinite period



Single period analysis (requiring a 
capitalisation rate) is appropriate where:
1. Mature asset

If the business or asset is newly established and does not have demonstrated 
track record of generating a consistent level of earnings, it will be more difficult 
to reliably estimate a level of future maintainable earnings.

2. Profitable
If the business or asset has a history of incurring losses, it will be more difficult 
to reliably estimate a level of future maintainable earnings.  Furthermore, if the 
quantum of historical and expected profits is considered insufficient relative to 
the capital assets owned by the business, a capitalisation of future 
maintainable earnings is unlikely to yield the correct conclusion of value.

3. Stable industry
If the asset or business operates in a volatile industry, it will be more difficult to 
reliably estimate a level of future maintainable earnings



5. Depreciation equals capex or no capex required
Use of EBIT assumes that depreciation equals the capex.  Use of EBITDA 
assumes that the business has no capex requirements.  If the business has 
expected fluctuating capital expenditure requirements in order to continue 
operating, then this will not be captured in the future maintainable earnings

6. Stable working capital
If the business has fluctuating working capital requirements in order to 
continue operating, it may be necessary for working capital shortfalls to be 
funded via debt finance and those finance costs may not be captured in the 
future maintainable earnings.  A business reporting profits can be technically 
insolvent, i.e. unable to pays its debts as and when they fall due particularly if 
suppliers require payment before sufficient debtors are collected. 

Single period analysis (requiring a 
capitalisation rate) is appropriate where:



Capitalisation 
rate type

How is the capitalisation rate 
calculated? What it derives

EBITDA multiple ((Share price x number of issued shares) x 
control premium factor)) + Debt
Earnings Before Interest Tax, Depreciation and 
Amortisation (or EBITDA)

Business value                 
(or enterprise value)

EBIT multiple                 
(often used for privately 
owned business)

((Share price x number of issued shares) x 
control premium factor)) + Debt
Earnings Before Interest Tax and Depreciation 
(or EBIT)

Business value                    
(or enterprise value)

Price Earnings (or PE) 
multiple

(Share price x number of issued shares)
Net profit after tax (or NPAT)

Share value                 
(or equity value)

Capitalisation rates derived from quoted ASX 
listed share prices (examples)



Consideration of ‘discounts’ or ‘premiums’ may be warranted 
for valuation of a whole or part ownership interest in the 
entity conducting the business

Investor value

Controlling interest of a listed 
company

Non-controlling interest in a             
listed company 

(Quoted price can be observed)

Interest in an unlisted company

Premium for synergies, not 
available to the market

Premium for control

Discounts for 
lack of marketability 

and liquidity



At AVG Forensic, we deliver on 
the following trinity:

How we help

1

2

3

high quality independent expert 
advice and reports

in a timely manner

at great value to help lawyers resolve 
contentious financial matters, disputes and 
litigation for the benefit of their clients.



Cut through 
difficult financial 
problems

www.AVGForensic.com
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