
BGHP Data Analysis Resources


Graphic Valuation Comparison Tool
Valuation Tool

BGHP Data Analysis Resources


Valuation Concepts
In an effort to provide some guidance in determining the value of  companies, here are some standard concepts and definitions.  Presented is a graphical spreadsheet which uses these concepts in comparing the relative valuations of two companies.  Applied iteratively this should help guide discussions when considering specific industries or other groups of companies.

Valuation Ratios

Many valuation ratios exist to judge the value the stock market places on any given company.  Three such ratios used in this work are the price/earnings ratio (p/e), the price/sales ratio (p/s), and the price/free cash flow ratio (p/fcf).  Other examples not used at his time are price/book and price/cash flow.  The three chosen are easily understood and described below.  Others can be added later as we become more sophisticated in analyzing valuations.  (Much of the following description/definition of terms is cut from yahoo.marketguide and is quoted.)

P/E Ratio

“The Price-to-Earnings (P/E) ratio is the single most widely used measure of a stock's value. That's because the key to stock ownership is the shareholder's stake in a portion of the company's profit stream.”  The p/e is the price per share divided by the earnings per share.

Price/Sales Ratio

“Price-to-Sales is generally used to evaluate companies that don't have earnings and don't pay dividends. For these companies, you may consider that high multiples of sales and high growth rates suggest optimistic future earnings expectations on the part of investors. Also, earnings can vary widely from one year to the next due to temporary issues, such as reserves or gains and losses on asset divestitures. Sales trends tend to be less volatile. Hence the Price-to-Sales ratio can be useful in situations where the P/E is distorted by unusual swings in earnings over the most recent 12-month period.”

Price/Free Cash Flow Ratio

“Free cash flow looks at the cash the company's operations actually generated in a given year, and subtracts important "non-operating" cash outlays; capital spending and dividend payments. Accordingly, Free Cash Flow is the purest measure of a company's capacity to generate cash.”

Financial Strength

“Financial strength is an important indicator of the amount of business risk the company is taking.  When business conditions turn bad, financially stronger companies have more staying power.  Not only are they less likely to face insolvency, they are also less likely to find a need to make the sort of drastic cutbacks that might restrain their ability to grow even after better times resume.

The Quick and Current Ratios … are the most stringent tests of financial strength. They measure the level of liquidity that is or could become available to the company in short period of time. “

Quick Ratio

“Quick Ratio compares a company's cash and short-term investments (that is, investments that could be converted to cash very quickly) to the financial liabilities the company is expected to incur within a year's time. A ratio of .80 would mean that cash and cash equivalents now available would cover eighty percent of expected year-ahead liabilities. The shortfall below 100% might seem alarming at first glance. But remember, the Quick Ratio is a very stringent test that compares a year's worth of obligations with cash that, for all practical purposes, is already in the bank. “

Current Ratio

“Another test, the Current Ratio, compares year-ahead liabilities to cash on hand now plus other inflows the company is likely to realize over that same twelve-month period. These additional expected inflows include such items as Accounts Receivable (payments the company expects to receive within a year from customers who already purchased goods or services) and Inventories (goods the company expects to sell within a year). The Current Ratio is often above 1.00 (100%). “

Management Effectiveness

Management Effectiveness ratios “are widely regarded as the ultimate measure of corporate performance. By combining the concepts of margin and turnover, they let you make direct comparisons between vastly different businesses. For example, you cannot properly compare a grocery chain to a furniture manufacturer in terms of margin or turnover. But you can make such a comparison based on the ratios presented here.” 

“Return on Assets is calculated by dividing Net Profits by Assets. Along similar lines, you can divide Net Profits by Investment (defined as long-term debt, other long-term liabilities, plus equity) or Equity to compute Return on Investment or Return on Equity, respectively.”

Return on Equity

“Return on Equity shows how much return management has earned on the capital that is actually owned by the shareholders; the owners of the business. Our starting point is the total of all assets employed in the business. From that, we subtract those assets that are devoted to current working capital (i.e., money that is owed to vendors, or money owed to short-term trade creditors to help the company bridge the period between purchase of inventory and receipt of proceeds from sale of finished goods). We also subtract long-term liabilities. What's left over is referred to as Shareholder's Equity.

· Assume a group pools together $100 million to form a business. They hire a management team to run it. The business generates a Net Profit of $10 million. Return on Equity is 10% ($10 million of Profit divided by $100 million of Equity).”

Return on Assets

“Return on Assets shows how much return management has earned on all assets available to it, from all sources. In examining all capital resources available to a business manager, we can, as a practical matter, go even beyond owner's capital and long-term liabilities. A talented manager is also able to make use of assets available only for a year or less (known as current liabilities). Examples include short-term debt or trade accounts payable. In other words, if a bill is due in sixty days, and the company already has the money in its possession, it may use those funds in the business until the last possible moment.

· Assume a group pools together $100 million to form the same sort of business as in the example above, and decides to supplement their own funds by borrowing an additional $50 million on a long-term basis. Also, the company, in the course of its day-to-day operations, usually has about $20 million of funds that it needs to pay to vendors within sixty days. By the time that money is paid, the company will have accumulated another $20 million, more or less in accounts payable that will be paid sixty days further into the future. On a full-year basis, the company has, on average, $20 million of this short-term money available to it. The business generates a Net Profit of $17 million. Return on Assets is 10% ($17 million of Profit divided by $170 million of capital, consisting of $100 million supplied by owners and $50 million supplied by long-term lenders and $20 million of payables the company can use before writing a check to vendors). Interestingly, though, Return on Investment is now 11.3% ($17 million of Profit divided by $150 million of long-term and short-term capital). Return on Equity has jumped to 17% ($17 million of profit divided by $100 million of equity).”

The Spreadsheet

The spreadsheet tool uses data exported from the Stock Investor Pro (SI-pro) database.  The SI-pro screening capability can be used to narrow the universe of companies under consideration.  As an example, when considering BUCA’s “peers” the market cap was used to narrow the field: only companies with market caps larger than ¼ BUCA’s or smaller than 4-times BUCA’s were included.  In the case of JNPR peers I have included the 20 largest market caps in the industry group (communications equipment) and the 20 highest free cash flow per share generators.  (This double screen created a universe of 35 companies.)

SI-pro provides access to hundreds of data fields for each of the 9000+ companies in the database.  For this Valuation Trends work I created a “view” with 81 separate data fields.  (Not all are used – it was a first “best guess” at what was required.  Example: PE data alone comprises 8 data points for each company – one for each of seven years and one for the latest quarter. Add to that the p/s and p/fcf ratios, the quick and current ratios, returns on assets and equity … you see how the numbers add up.)  This “view” is exported from SI-pro, creating an Excel worksheet populated with the appropriate data.  The exported worksheet is left unadulterated; a separate custom worksheet refers to the other as a database.  The customized worksheet is the graphical report.

The graphical report, in combination with the database worksheet, allows you to compare the 7-year histories of any two companies in the “universe” that was used in creating (exporting) the database.  You can sort the data (in the database worksheet), say in order of decreasing market cap or increasing p/e ratio, without effecting the functionality of the sheet as a database for the graphical report sheet.  Use the normal excel data sorting function (data > sort > sort by … > ok).  Make sure to select the entire datasheet before sorting (use ctrl-a or click the upper-left square between the 1 and the A in the row/column headings).

An Example

Here’s a screen shot of JNPR and a peer (PLT – Plantronics, Inc.):
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JNPR peer companies:  20 largest market caps and 20 highest free cash 

flow per share generators.  List sorted by current ratio (decreasing order).


Closing Note

Thank you for taking the time to review this work.  This can be a valuable tool for BHGP in deciding future stock purchases.  I look forward to answering any questions and discussing this work in detail.  Please feel free to suggest changes to the format or additional data you would like to see displayed.

I look forward to introducing you all to the SI-pro database at the September 11th meeting.  We have made good use of it to date but surely can do more.

Humbly Submitted,




Mike Overstreet
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