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ABSTRACT  
 

 
Title:    Valuing companies in emerging markets: The case of Nigeria 
 
Author:  Jaunty Edobor Aidamenbor and Chika Mgbemena 
 
Supervisor:  Anders Hederstierna 
 
Department:  School of Management, Blekinge Institute of Technology 
 
Course:  Master’s thesis in business administration, FE 2413, 15 credits (ECTS). 
 
Background and Problem Discussion: Nigeria as an emerging market offers a wealth of 
opportunity to investors. However, very little is known about how real managers and analysts 
appraise the economic value of acquisitions and investment projects in Nigeria. Given the 
high risks of the Nigerian market and increased interests of investors in emerging markets, it 
is of great importance to research how practitioners carry out valuation in Nigeria. 
 
Purpose: This research attempts to investigate the valuation methods employed by finance 
managers, investors and financial advisors in Nigeria in comparison with best practices 
recommended in literature. 
 
Method: Quantitative empirical method using a questionnaire-based survey of financial 
practitioners with a total of 30 respondents (out of 200 contacted) from corporations, financial 
advisor/analyst firms, banks & insurance firms and some individual investors.  
 
Theory: The theory section in the literature review looks at different methods and techniques 
of valuation and the adjustments used to apply them to emerging markets. The common 
methods of valuation and a theoretical understanding of how they apply to emerging markets 
are summarised. 
 
Analysis: Quantitative analysis of the survey data to show the percentage of practitioners 
using a particular method of valuation and the areas of highest uncertainty has been carried 
out. 
 
Conclusion: Results show that Discounted Cashflow (DCF) is the most popular valuation 
method with practitioners in Nigeria. 100% of practitioners in corporations, banks and 
insurance firms and 80% of those in financial advisor firms use DCF-based valuation model. 
Other valuation models are less in use and the general practice in Nigeria compares well 
with those in Argentina and the US with little variations. This study also reveals that country 
specific issues such as computing the value of the country and market risk premiums are the 
most controversial areas in company valuation with practitioners in the Nigerian emerging 
market. 
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CHAPTER ONE 

INTRODUCTION 
 
“How do ‘best practitioners’ value investments in emerging markets? Field surveys of best 

practitioners in emerging markets would yield fruitful insight into the way that projects are 

evaluated and firms are valued in these markets” (Bruner et al, 2002, p319). 
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CHAPTER ONE 

INTRODUCTION 
 
1.0 INTRODUCTION  
This introductory chapter provides an insight into the research area, valuation of companies 

in emerging markets. It contains a brief discussion of the background to the research, the 

problem discussion, overall purpose and justification of the study. The outline of the study 

and report is also presented. 

 
This research is focused on the valuation of companies in Nigeria as an emerging market. 

Emerging markets, according to Pereiro (2002, p. xviii), “refer to economic frontiers where 

conditions defer markedly from the familiar conditions of developed markets”. Emerging 

markets offer a wealth of opportunities to investors. However, these markets also reflect so 

many flaws that create both risks and opportunities, such that sound valuation analysis is 

indispensable, thus providing and a frontier where analysts could add a lot of value. 

Valuation practises in these markets have become one of the most interesting frontiers in 

finance and business today. Many approaches have been offered by professionals on how to 

value emerging markets. Each approach, by offering responses to market conditions, has 

shed light on possible “best practices”, yet there is no single “best practice” on which all 

professionals agree. However, what is clear from researches so far is that the wise 

investment action is to apply adjustments to the standard tools and concepts of valuation 

obtained from developed markets in order for these tools to fit emerging markets (Pereiro, 

2002).  

 

This thesis investigates the current valuation techniques in Nigeria by examining the 

methods that are used by corporations, financial advisors, banks and individual investors for 

valuing companies operating within the Nigerian emerging economy. It also draws up, from 

literature, the specific issues and challenges encountered when applying traditional valuation 

techniques. It examines and assesses how valuation professionals at the Nigerian domestic 

level cater for these issues. Which approach to valuation is the most popular in Nigeria? 

What are the major deviations from the theoretical approaches and what is the “best 

practise” that can be applied to this market are the basic hypotheses of this research. 

 
1.1 RESEARCH FOCUS AND AIMS 
The main focus of this thesis is to answer the question:  

1. What are the current practices in valuing companies in Nigeria and how do these defer 

from recommendations in literature.  

  1



This research hypothesises that the current practice of valuation of companies, stocks, 

investments, projects etc in Nigeria’s emerging market is not different from the practice of 

valuation in emerging markets recommended in literature and journals.  

In line with this main focus question, this research seeks to invariably answer the other 

questions listed below with regards and relevance to the Nigerian emerging market: 

2. What risk parameters are included when valuing companies in the Nigerian market? 

3. How do analysts adjust data coming from developed markets like the United States to the 

Nigerian market? 

4. What are the differences in these methods used in Nigeria when compared with another 

emerging market (Argentina)? 

5. What are the upsides and downsides of Nigerian business valuation practices (knowledge 

management)? 

 

The above questions are answered by the use of primary empirical data collected from a 

survey of financial analysts/experts within various firm categories of the Nigerian financial 

market. Thus, this thesis will attempt to make recommendations on how best to value 

companies in the Nigerian market. However, the scope of this thesis focuses on the main 

questions. 

 

1.2 RESEARCH MOTIVATION, PURPOSE  AND JUSTIFICATION 
As the economies of the world globalize and capital becomes more mobile, valuation is 

gaining importance in emerging markets for privatization, joint ventures, mergers and 

acquisitions, restructuring, and for the basic task of running businesses to create value. Yet, 

valuation is much more difficult in these environments because buyers and sellers face 

greater risks and obstacles than they do in developed markets (James and Koller, 2000).  

 

Nigeria, which is located in West Africa, is the most populous country in Africa and the eight 

most populous in the world.  Nigeria is listed among the “Next Eleven” economies and one of 

the fastest growing in the world (O’Neill et al, 2005). According to global advertising industry; 

Nigeria with its 140 million consumers is an emerging market to watch (Green, 2008). Nigeria 

is one of the 26 emerging markets for which Standard and Poor’s gives regular stock market 

reviews in its Broad Market Index (BMI) Emerging Markets (Nicholas, 2006). On this BMI 

Emerging Markets, Nigeria has consistently provided strong annual returns on stock 

(Nicholas, 2006). In 2001, Standard and Poor’s (2002) rated the Nigerian Stock Exchange as 

number one among upcoming markets and number three in the world in terms of returns.  
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With Nigeria being a possible market to invest in, it is therefore necessary to examine 

methods for appraising the true value of its companies. There are broad literature materials 

sited in this thesis on the valuation of companies in emerging markets, especially those of 

Pereiro L. E. on Argentina and Bruner R. F. However, it is not clear what the actual practices 

are in Nigeria as valuation researches specific to Nigeria are non-existent. Pereiro’s research 

in Argentina is sited extensively in this research as it offers insight into an emerging market 

comparable to Nigeria. 

 

Both private and corporate investors will benefit from understanding the current practices of 

valuation in Nigeria and how those fit with recommendations in literature. Also, according to 

Vernimmen (2008) newsletter, the economic landscape in Africa, especially Nigeria, is 

changing rapidly with a more stable democracy. Does this new stability translate to a 

reduced risk in investment valuation terms? This thesis examines how the country’s risk is 

included in the valuation of companies based on the perception of investment professionals 

so that potential investors have an idea of how real value of a company is arrived at.  

 

Emerging markets offer a wealth of opportunities for the investor but many investors shied 

away from them because of their high volatility and unpredictability. In many emerging 

markets, the list of what still needs to be done is long. Market regulation is underdeveloped 

while labour laws need to be restructured. Also, more skilled and experienced people need to 

be attracted to the bureaucracy. The massive amounts of red tape that still interfere with 

normal business transactions need to be slashed and legal systems need to be strengthened 

(Garten, 1997). The risks in the Nigerian market may include currency risk, the lack of 

transferability of the Nigerian Naira, the limited financial and stock exchange markets, limited 

information on companies/market, high levels of inflation, macroeconomic volatility, capital 

controls, political changes, civil unrest, regulatory change, poorly defined or enforced 

contract and investor rights, lax accounting controls, and corruption (James and Koller, 2000).  

 

However, in 2007, Nigeria's All Share Index with a growth of 73% gained the position of the 

world’s forth best performing behind China's Shanghai Index (97% growth), PFTS of Ukraine, 

and the Slovenian Index as reported by Bloomberg and other financial information provider 

(Fasua, 2008). Thus, any serious global investors can no longer ignore the Nigerian stock 

market.  In view of the profits posted by companies on the Nigerian stock exchange and 

zealous investors that desire to make large investments in such high risk securities operating 

in such a volatile environment – how are the real value of these high profit assets appraised 

and what should be the “best practises” based on existing theories?  
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It is of note that little agreement has emerged among academics, investment bankers, and 

industry practitioners about how to conduct valuations in emerging markets. Methods not 

only vary but also often involve making arbitrary adjustments based on gut-feelings and 

limited empirical evidence (James and Koller, 2000). In fact, in 2002, about ninety scholars 

and practitioners participate in the colloquium “Valuation in Emerging Markets”, at the 

Darden Graduate Business School in an Emerging Markets Review conference and came up 

with seven key research questions. One of these questions was; “How do ‘best practitioners’ 

value investments in emerging markets? Field surveys of best practitioners in emerging 

markets would yield fruitful insight into the way that projects are evaluated and firms are 

valued in these markets” (Bruner et al, 2002, p. 319). This formed a strong motivation for this 

research. By studying and outlining the various methods that can be used for valuing 

companies in emerging markets and investigating the extent to which they are used in 

Nigeria, investors and practitioners in this market can gain a better understanding of the risk 

they face and have a set of tools on which to base a more valid judgement on investment 

actions. 

 

1.3 BACKGROUND TO THE RESEARCH 
Valuation is considered the heart of finance and understanding what determines the value of 

a firm and how to estimate that value seems to be a prerequisite for making sensible 

decisions (Damodaran, 2006). Company valuation is a delicate concoction of both science 

and art. The former takes the shape of quantitative risk-return models, and the latter, 

experience and judgement on the part of the appraiser—intuitive elements that belong to the 

artistic realm (Pereiro, 2002). In general, there are four approaches to valuation (Damodaran, 

2006). Quantitatively oriented valuation techniques include the discounted Cashflow-based 

method (DCF) and the real options model. The traditional fundamental valuation technique is 

the discounted Cashflow (DCF) based method which relies on the capital asset pricing model 

(CAPM) to compute the cost of capital. An attractive technique for valuing future 

opportunities is the real options framework. This method is used when there is a reasonable 

chance of reserving the rights of exploration for the investments undertaken (Pereiro, 2002). 

A third model for valuation is based in relative valuation and involves computing value 

multiples for a representative sample of comparable companies or transactions similar to the 

target under appraisal (Pereiro, 2002). Excess return models have their roots in capital 

budgeting and the net present value rule with its widely used variant, the Economic Value 

Added (EVA®) (EVA® is a registered trademark of Stern Stewart & Co.). EVA® is a measure 

of the surplus value created by an investment or a portfolio of investments. It is computed as 

the product of the "excess return" made on an investment(s) and the capital invested in that 

investment(s) (Damodaran, 2006).  
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However, to be able to apply these preceding methods adequately in emerging markets, they 

need to be used in conjunction with adjustments. These adjustments include country risk 

adjustments and unsystematic or idiosyncratic risk adjustments (Pereiro, 2002). According to 

Pereiro (2002, p. 2) “The World Bank defines an economy as emerging if its level of wealth 

creation, measured as gross national product (GNP) per capita, is below that of developed 

economies. Using this criterion, out of a universe of 206 countries, 51 are considered as 

developed; the remaining 155 countries, one of which is Nigeria, are considered emerging 

economies.”  Also, an emerging market can be defined as one that is undergoing the process 

of globalizing. This means that the market is opening its borders for inflow of international 

trade and investment and to managerial best-practices (Pereiro, 2002). With this kind of 

process, an emerging market becomes a market where investment projects, private 

companies, buyers and sellers in the quest for higher productivity and profits see quoting 

firms as attractive targets. These markets are highly vibrant, promising, and labile economies, 

which, from an investment viewpoint, make up an intermediate stratum between the 

developed and less active economies. Direct investments in financial and real assets 

explode in emerging markets; that is why properly valuing assets in such markets is of 

utmost importance (Pereiro, 2002). 

 

Nigeria, with 140 million people and as an economy to watch, presents itself as an important 

emerging economy. “Oil-rich Nigeria, long hobbled by political instability, corruption, 

inadequate infrastructure, and poor macroeconomic management, is undertaking some 

reforms under a new reform-minded administration” (Central Intelligence Agency (CIA), 2008, 

Section: Economic overview). In the last eight years, the Nigerian government has started 

showing a strong political will to put in place the market-oriented reforms recommended by 

the International Monetary Fund (IMF). These include modernizing the banking system, 

curbing inflation by stopping excessive wage demands, and resolving regional disputes over 

the distribution of earnings from the oil industry (CIA, 2008). “In 2003, the government began 

deregulating fuel prices, announced the privatization of the country's four oil refineries, and 

instituted the National Economic Empowerment Development Strategy, a domestically 

designed and run program modelled on the IMF's Poverty Reduction and Growth Facility for 

fiscal and monetary management” (CIA, 2008, Section: Economic overview). Nigeria, in 

November 2005, won the Paris Club’s approval for a debt-relief agreement that gave $18 

billion of debt-relief in exchange for $12 billion in payments. This reduced Nigeria’s total 

external dept from $37 billion to $7 billion. The deal requires Nigeria to be subject to strict 

IMF reviews (CIA, 2008) and GDP increased strongly in 2007. The current president, Umaru 

Yar'Adua, pledged to carry on the economic reforms of his predecessor and the budget for 

2008 reflects the administrations focus on infrastructure improvements. Infrastructure is the 
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chief impediment to growth. The government is working toward resolving this (CIA, 2008). 

These reforms, in addition to the strong performance of the Nigerian Stock Exchange are 

bringing Nigeria to the limelight as a fertile soil for investors (Nicholas, 2006).  

It therefore becomes necessary to examine methods that could be used to value companies 

in this market in other to appraise their true values considering the high volatility and 

unpredictability surrounding this profitable arena and to compare that with what the current 

practice is and if the current economic improvements have any bearing with the values of 

firms in Nigeria. 

 

1.4 OUTLINE OF THE REPORT 
This report is divided into five chapters comprising of Introduction, Literature Review, 

Research Methods, Research findings and Discussion of research results, Recommendation 

and Conclusion. These are featured in this report as follows: 

Chapter One – Introduction 

Chapter two – Literature review 

Chapter three – Research Methods  

Chapter four – Research Results 

Chapter five – Discussions or results, Recommendations and Conclusions  

 

The first chapter, which is already presented, provides an introduction to the entire research 

work and more importantly states the purpose of the work and its justification. The second 

chapter provides an explanation of elements that makes up the research work such as 

valuation methods, emerging markets, and the Nigerian emerging market. Chapter two gives 

an overview of literature and past research work related to these areas while providing a 

setting for and connection to this current research. Chapter two thus gives background 

information required for the understanding of the entire work.  

 

Chapter three describes and motivates the research methodology used for this research 

while chapter four presents and describes the results obtained from the research on the 

implementation of the methods described in chapter three. Chapter five discusses the results 

obtained from the research work and attempts to critically explain them and any deviations 

from previous studies. Chapter five also presents the conclusions than can be drawn from 

the results obtained and makes recommendations.  
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CHAPTER TWO 

LITERATURE REVIEW  
 
“Teacher: Of what use it is to do what others have done before, except perhaps you intend 

to do it better than they…? 

Student: Yes, but we all do what others have done before in order to arrive at what others 

have not done before ...others have taught long before you!” 
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CHAPTER TWO 

LITERATURE REVIEW  
 
2.0 LITERATURE REVIEW   
The literature review in this chapter gives background explanations of the elements of the 

research work such as valuation methods, emerging markets, the Nigerian emerging markets 

and the interrelations between these elements. This is also an overview of literature and past 

research work in related areas which provide a setting for this current research.  

 

2.1 EMERGING FINANCIAL MARKETS 
The term “emerging financial markets” was coined by the International Finance Corporation 

(IFC) of the World Bank to refer to the financial markets in a set of countries considered to be 

in transition to higher levels of economic development and for which the IFC calculated stock 

market indexes (Bruner et al, 2003). Broadly, emerging financial markets form the tier of 

economies just below the developed economies. Kehl (2007) reported that an emerging 

financial market (emerging market for short) is identified by international creditors as one that 

has institutions to support a capital market or a stock market. Foreign investors require 

emerging markets to consist of more than a stock or portfolio market. Thus, they must have 

labour markets, feeder industry markets, raw material markets, consumer markets, and they 

must exhibit an increase in overall national economic activity. The International Finance 

Corporation defines an emerging market as one which is found in a developing country and 

the World Bank generally uses capital and stock markets interchangeably (Mwenda, 2007) 

 

Standard and Poor’s acquired the IFC indexes of emerging market in January 2000 and as at 

2002, had a total number of 33 countries including Nigeria. Since then, the indexes have 

been called the S&P/IFC indexes. The S&P/IFC indexes consider a market “emerging” if it 

meets at least one of the following two criteria: 

- It is a low, lower-middle, or upper-middle-income economy as defined by the World Bank 

- Its investable market capitalization is low relative to its most recent Gross Domestic 

Product (GDP) figures (Standard and Poor’s, 2000, see p. 2 for other criteria). 

In contrast, S&P/IFC defines a market as “developed” if it meets both of the following 

conditions: 

- Gross National Product (GNP) per capita exceeds the World Bank’s upper-middle-

income threshold for at least three consecutive years. (In 2000, the threshold was 

$9,266.) 

- The investable market-cap-to-GDP ratio is in the top 25 percent of the emerging market 

universe for three consecutive years (Standard and Poor’s, 2000, see p. 2). 
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The Morgan Stanley Capital International (MSCI) Emerging Market Free (EMF) Index is 

another major listing of emerging markets and includes stock markets in a total of 26 

countries (Bruner et al, 2003). The countries identified as emerging markets by the S&P/IFC 

Investable Composite Index and MSCI EMF indexes are shown in Table 2.1 (Bruner et al, 

2003).  Bruner et al, (2003) revealed that the S&P/IFC indexes uses criteria other than 

income level to group countries into either developed, emerging, frontier, or unclassified 

markets. These other criteria include macroeconomic characteristics, size of market, liquidity, 

and corruption. Overall, the current conceptualization of emerging market is still unclear and 

subjective (Kehl, 2007). Also, there seem not to be a universally accepted definition of 

emerging capital market according to Barry and Lockwood, (1995).  

 

For the purposes of this thesis, emerging market will be used to describe a national economy 

if: 

- Its level of wealth creation, measured as Gross National Product (GNP) per capita, is 

below that of developed economies as defined by the World Bank (Pereiro, 2002). 

- It has been or is in the process of globalizing; that is, it is opening its borders to the flow 

of international trade and investment and to world-class managerial practices (Pereiro, 

2002).  

 
Emerging Markets have attracted the attention of global investors and academicians alike in 

the recent past due to the wealth of opportunities they offer. Porter (1993) reveals that in the 

past few years, investors have become considerably more interested in emerging markets. 

This interest has been stimulated by the present relatively high returns recorded by emerging 

markets and their potential future growth. Yet, these new markets hold both promises and 

peril. They have the potential for remarkably high returns, while simultaneously harbouring 

substantial risks. Thus, they present an exciting challenge for international finance and 

foreign investment. The emergence of new markets is arguably the most important aspect of 

foreign investment, finance, and economic development in contemporary Africa (Kehl, 2007). 

Emerging markets are said to be characterized by high average returns, high volatility, and 

excellent diversification prospects (Barry and Lockwood, 1995). 

 

Based on the World Bank’s criterion, Nigeria is one of the emerging economies out of a 

universe of 206 countries. The Nigerian Capital Market/Stock Exchange as seen with other 

emerging market is very attractive to financial investors in that it shows much higher returns 

than those currently found in developed stock markets. However, high returns as mentioned 

above are not without additional volatility and unpredictability and thus need to be handled 

with caution. 
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Table 2.1  Emerging Market Countries Included in S&P/IFCI and MSCI EMF Indexes 
 
Country  S&P/IFC MSCI EMF 
Argentina X X 
Bahrain X  
Brazil X X 
Chile  X X 
China X X 
Colombia  X X 
Czech Republic X X 
Egypt X X 
Hungary X X 
India  X X 
Indonesia  X X 
Israel X X 
Jordan  X X 
Malaysia X X 
Mexico X X 
Morocco X  
Nigeria X  
Oman X  
Pakistan X X 
Peru X X 
Philippines X X 
Poland X X 
Russia X X 
Saudi Arabia X  
Slovakia X  
South Africa X X 
South Korea X X 
Sri Lanka X  
Taiwan X X 
Thailand X X 
Turkey X X 
Venezuela X X 
Zimbabwe X X 
Total 33 26 
Source: Standard and Poor’s Emerging Markets Data Base (S&P’s EMDB) and DataStream 
in Bruner et al, (2003). 

 

 

2.1.1 CHARACTERISTIC DIFFERENCES BETWEEN EMERGING MARKETS AND 
DEVELOPED MARKETS 

According to researches by Bruner et al (2003), emerging market countries can be compared 

with developed markets on the following terms: 

 

Macroeconomic Characteristic: Emerging market countries have considerably lower GNP 

per capital and investable market capitalization relative to developed markets (Bruner et al, 

2003). 
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Measures of Market and Company Size: According to Bruner et al (2003), emerging 

market countries have five characteristics related to size: relative market capitalization, 

number of companies listed in stock exchange, average company market capitalization for 

the market, number of actively traded stocks, and number of stocks open to foreign investors 

(Bruner et al, 2003: See pp. 10 - 19).  ”Market capitalization is highly correlated with the 

classification of a market” (Bruner et al, 2003: p.11), and another measure of the relative size 

of a financial market is the number of companies listed for trading on it. Except for the very 

large developed markets (such as the United States, Japan, and the United Kingdom), there 

seem not to be much difference between the numbers of listed firms in the two sets of 

markets (Bruner et al, 2003). 

 

Emerging markets are smaller in market capitalization than developed markets but do have a 

similar number of listed firms. Emerging markets differ not only in size of the market as a 

whole but also in average company size. That is, simply having a large number of companies 

does not make a market attractive. This view is reinforced if one considers how many of the 

listed stocks are actively traded within the domestic market and which of these stocks are 

open to foreign investment. The openness of a market to foreign investment is clearly an 

important issue for investors (Bruner et al, 2003). 

 
Market Liquidity: Liquidity varies for all markets, but the tendency toward illiquidity in 

emerging markets differentiates them from developed ones. This refers to the ability to get in 

and out of investments quickly and at low costs. Developed markets offer greater depth of 

trading (that is, the ability to make a large trade without an accompanying large change in the 

traded stock’s price). In trading, a turnover ratio of 5% appears to be the threshold that 

separates developed markets from the emerging ones (Bruner et al, 2003). 

 

Transparency, Competitiveness, and Corruption: These are well cited as risk factors in 

emerging markets and are crucial because they determine the ability for investors to gain 

information and develop performance prospects. Every market has challenges in these areas, 

but the difficulties are magnified in emerging markets (Bruner et al, 2003). 

 

Diversification, Return, and Volatility: Emerging markets show low correlation with world 

equity markets but potential future growth in market capitalisation. Listed companies 

operating in emerging markets tend to have higher average returns and higher volatility than 

those operating in developed markets (Bruner et al, 2003). 
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Efficiency in Emerging Markets: Empirical studies show that most developed markets, with 

some variation, show evidence of the weak form and semi-strong form of market efficiency. 

Historic prices do not predict future prices, and asset prices adjust fast to the release of new 

information (such as earnings announcements and dividend changes). The evidence is less 

obvious for emerging markets (Bruner et al, 2003). Since developed markets do not 

themselves exhibit the strongest form of market efficiency, it is unlikely to occur in emerging 

markets. Overall, emerging markets do not seem to be efficient and only half have a traded 

long-term fixed-rate instrument in the local currency. All of them have less company-specific 

information than developed markets. Not surprisingly, only about half of the markets can be 

considered to exhibit even the weak form of market efficiency. Evidence suggests, however, 

that emerging markets differ greatly in efficiency relative to each other (Bruner et al, 2003). 

 
2.2 THE NIGERIAN CAPITAL MARKET 
The Nigerian capital market has for long operated in a domestic environment with unique 

religious background that is torn by consistent violence and killings between the Christian 

and the Muslim religious groups. These events of religious tension have invariably produced 

a rippling effect on the economic arena. This tension increased in 1986 when Nigeria joined 

(temporarily), the Organization of Islamic Conference. Political tension has been another 

area which has contributed to the labile nature of the Nigerian economy. Nigeria has so far 

experienced more military rule than democratic rule since its independence in 1960. Many of 

the elections leading to democratic rule have been criticized for their irregularities. In 2007, 

one of such elections brought into power the present president, Umaru Musa Yar’Adua, who 

has recently voiced his commitments towards leading Nigeria to a more stable political and 

economic state. 

 

2.2.1 HISTORY  
The Nigerian Capital Market (NCM) came into existence in 1960 with the establishment of 

the Lagos Stock Exchange, and became operational in 1961 with 19 securities listed for 

trading (Nigeria Business Info (NBI), 2001). There were more than 260 securities listed on 

the Exchange by 2001. Most of the listed companies have foreign/multinational affiliations 

and represent a cross-section of the economy. Other branches of the exchange were opened 

in Kaduna, Port Harcourt, Kano, and Ibadan in 1978, 1980, 1989, and 1990 respectively (NBI, 

2001, Introduction section, para. 2). In 1977, the Lagos Stock Exchange was renamed and 

reconstituted into the Nigerian Stock Exchange (NSE) (NBI, 2003 Introduction section, para. 

1).  
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The NSE is the market place of the Nigerian Capital Market. “The NSE provides a 

mechanism for mobilizing private and public savings, and makes such funds available for 

productive purposes. The Exchange also provides a means for trading existing securities. It 

encourages large-scale enterprises to gain access to public listing. The NSE operates the 

main exchange for relatively large enterprises, the Second tier Securities Market (SSM), 

where listing requirement are less stringent for small and medium scale enterprises.” (NBI, 

2003, Introduction section, para. 2). There are two markets within the Nigerian Capital 

Market, broadly classified into primary and secondary markets. The primary market is where 

new securities are issued while the secondary market is involved with existing securities (NBI, 

2003). Equities (Ordinary Shares and Preference shares), Debt (Federal, State and Local 

Government bonds) and Industrial Loans/Debenture Stocks usually raise funds.   

 

The major participants in the Nigerian financial market include the following: 

- The Securities and Exchange Commission (SEC), which is responsible for the overall 

regulation of the entire market.   

- The Nigerian Stock Exchange (NSE), which is self-regulatory and supervises the 

operations of the formal quoted market.   

- Market Operators, consisting of the Issuing Houses (Merchant Banks and Stock broking 

firms), stockbrokers, trustees, registrars, etc.   

- Investors such as insurance companies, pension fund, unit trusts (Institutional Investors) 

and individuals.   

- The Central Bank of Nigeria (CBN) and the Federal Ministry of Finance (NBI, 2003). 

 
2.2.2 CURRENT POSITION OF THE NIGERIAN CAPITAL MARKET: REFORMS 
According to a ThisDay newspaper report (2007, June 17), “the NCM is in one of its most 

robust periods ever”. With the recapitalisation campaign of many companies especially in the 

banking sector, the awareness so created has led to greater participation of the public in 

shares acquisition. Thus, the Nigerian Stock Exchange is now among the country's vigorous 

institutions. Landmark financial reforms in Nigeria are bringing both sophistication and 

improved regulation. Robust economic growth, buoyant investor confidence and the 

unleashing of the private-sector, are some of the factors presently creating demand for 

services such as project finance, debt/equity capital financing to fund expansion ventures, 

corporate advisory, as well as new capital market products like exchange-traded funds and 

derivative products linked to real estate investment (Siddiqi, 2007). 

 

As reported by Siddiqi (2007), banking system consolidation over the years 2004-2006 has 

proven to be a catalyst for dynamic reform of pensions, bond market and insurance sectors, 
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thus affecting the wider economy. The newly enlarged banks are instrumental in the financial 

market revolution, which is opening up domestic stock and debt markets and expanding 

liquidity. This is driving the boom in the non-oil sectors of the economy and is putting 

increased pressure on the capital markets to fund infrastructure projects, especially in power, 

water, transportation and communications (Siddiqi, 2007). Economic growth and political 

continuity is an investor's dream. And the new president, Umaru Yar'Adua, has pledged to 

deepen market reforms embarked upon by the previous government. Elizabeth Ebi, the 

chairperson of Future-View (a major Nigerian issuing house) remarked that investors see a 

government that is trying to create a market and environment where business can run 

smoothly and effectively. Standard Bank of South Africa has also noted that the Nigerian 

market is too big to be ignored. With another four years of policy continuity, it will be unwise 

to miss the opportunity in the bond market. In essence, the financial sector is poised for 

radical change (Siddiqi, 2007). 

 

The Nigerian authorities have gained credibility and respect from the global financing 

community. The improved policy framework has strengthened institutions and macro policies 

and major progress with wide-ranging structural reforms led to impressive macroeconomic 

outcomes, robust growth and low inflation, as well as improved investor confidence (O’Neill 

et al, 2005; Siddiqi, 2007). The reforms have thus impacted on several key areas and 

elements of the Nigerian financial market as follows: 

 

Gross Domestic Product (GDP): According to First Securities Discount House (FSDH) 

research publication (2008, April), Gross Domestic Product (GDP) valued at current market 

prices stood at N22.91 trillion1 as at December 2007, up from N 8.57 trillion in December 

2006. Real GDP growth rate was estimated 7.64% for the year against 6.1% recorded in the 

preceding year. The Oil GDP growth rate increased by 0.1% as against a decline rate of 

0.3% in the preceding quarter while the Non-oil GDP growth rate went marginally up from 

32.45% in 2006 to 32.85% in 2007 as shown in Table 2.2. This growth was driven by growth 

in Telecommunication sector (32.85%), Manufacturing (10.6%) and Agriculture (7.67%). This 

supports the IMF forecasts of an increase in the non-oil economy by 2007 (where four-fifths 

of the workforce is employed). By contrast, the economy grew by just 2.7 percent/year in 

1997-2001 (International Monetary Fund (IMF), 2008; FSDH, 2008; and Siddiqi, 2007).  

 

The bulk of foreign direct investment (FDI) is channelled into the oil and gas industry, with 

beverages, telecoms and now banking also attracting large amounts. European and US 

                                                 
1 N is the symbol for Nigerian Naira (NGN). 117 NGN = 1 USD ($) in May 2008   
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companies have traditionally been the major investors, although Chinese firms are now 

making big inroads. The country enjoys 'twin surpluses' on both fiscal and external trade 

accounts, whilst foreign exchange reserves have surged to over US$ 43bn (the highest in 

sub-Saharan Africa), compared to only US$ 5.5bn in 1999 (IMF, 2008 and Siddiqi, 2007). 

 

Debt: Nigeria is ripe for an upgrade from credit rating agencies. It is currently rated BB by 

Standard and Poor's and Fitch Ratings (for definition and process of this rating, see Standard 

and Poor’s, 1999, pp. 11-21). Compared with most peers in the BB category like Turkey, 

Jordan or Egypt, Nigeria's fiscal and current account balances are very favourable. Its net 

asset position as at 2007 is over 40 percent of GDP compared to a net debt position of the 

same magnitude in 2003. Following 2005's Paris Club debt relief worth US$18bn, the 

previous administration, repaid most of the remaining loans to the London Club of private 

creditors (Siddiqi, 2007). In total, Nigeria reduced its external debt stock from US$ 35.94 

billion to US$ 3.397 billion in 2007 (Siddiqi, 2007). 

 

Exotix, the emerging-market securities brokers, explains that at a macro level, Nigeria has 

improved greatly. Inflation is below 10 percent. The Obasanjo government's banking sector 

reforms, which included increasing the minimum capital requirements and forcing 

consolidation worked well and it looks as though there will be policy continuity under the new 

government (Siddiqi, 2007).  

 

Money Market: According to FSDH (2008) report, available data from the Money Market 

Association of Nigeria (MMAN) indicates that the Average Prime Lending rate to the 

economy stood at 17.46% as at March 2008, marginally down from 17.75% in March 2007. 

The Average interest rate on savings account stood at 3.54% in March 2008 marginally down 

from 3.59% as at March 2007 while the average interest rate on Time Deposit (12 months) 

stood at 9.80% in March 2008 marginally down from 10.39% in March 2007. The gap 

between the average prime lending rate and the average deposit rate was attributed by 

operators to high cost of doing business in Nigeria occasioned by infrastructural deficiencies 

(FSDH, 2008). 

 
Stock Market: The equities segment of the Nigerian financial market recorded a modest 

performance in all. The NSE index performance of 2006 ended with a return of 39.35 percent 

in US$ terms while performance of the equities market in 2008 showed that the market 

recorded a return of 8.67% in the first quarter while gains of 30.93% was recorded in the 

same period for 2007. The performance of the market is attributable to the continued and 

improved outlook in the macroeconomic environment in the country (FSDH, 2008).   
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Table 2.2 Nigerian Economic and Market Indicators 

KEY INDICATORS 2004 2005 2006 2007 2008** 
Gross domestic Product (GDP) at current 
market price (N’tri) 

 
11.41 

 
14.57 

 
18.56 

 
22.91 

 
22.91 

Real GDP growth Rate (%)* 6.58 6.51 5.63 7.64 7.64 

Oil sector GDP Growth Rate (%) 3.30 0.50 (4.51) (5.1) (5.1)* 

Non-oil sector GDP growth Rate (%)* 7.82 8.6 8.59 9.8 9.8* 

Inflation Rate (Year-on-Year) % 10.00 11.60 8.50 6.6 7.8 

Inflation Rate (12 Months Ave) % 15.00 17.90 8.20 5.4 5.8 

External Debt Stock (US$’bn) 35.94 21.22 3.54 3.397 3.397 

Interest paid on Eternal Debt (N’bn) 193.70 193.70 122.11 66.00 66.00 

Domestic Debt Stock (N’tri) 1.37 1.53 1.80 2.15 2.15 

Interest paid  on Domestic Debt Stock 
(N’bn) 

203.60 200.3 212.00 306.2 306.2 

External Reserves (US$’bn) 16.96 28.29 45.01 52.00 59.70 

Credit to the Private Sector (N’bn) 1507.89 1950.38 2490.38 5042.30 5,042.30* 

Net Domestic Credit (N’bn) 2020.17 2313.39 753.81 2212.67 2212.67* 

Total Population (million) 129 134 140 144.48 144.48* 

Unemployment Rate (%) 11.80 11.90 5.30 5.80 5.80 

Banks Total Assets (N’bn) 3392.9 4389.3 6738 10431 10156.40 

Banks Non-performing loan (%) 21.60 18.12 8.76 8.44 8.44* 

Total Banks Deposit (N’bn) 1623 2478 3441 5358 5358* 

Exchange Rate (N/USS1),DAS&WDAS 133.3 131.60 127.00 116.80 116.73 

Appreciation (Depreciation), N/US$, (%) 3.03 2.90 1.57 8.03 0.06 

External Rate (N/US$), BDCs 140.80 142.60 129.00 120.00 119.50 

Time Deposit (Over 12 months)% 12.71 6.10 9.88 9.64 9.80 

Prime Lending Rate (%) 18.91 17.8 17.76 17.60 17.46 

Monetary Policy Rate (MPR) (%) 15.00 13.00 10.00 9.50 9.50 

NSE All Share Index Growth Rate (%) NGN 18.46 1.01 37.80 74.73 8.67 

NSE All Share Index Growth Rate (%) US$ 21.49 3.91 39.35 82.76 8.73 

91-day T-Bill Rate (Year End) % 14.50 11.89 7.25 8.50 8.30 

182-day T-Bill Rate (Year End) % 16.00 14.50 9.99 8.75 9.10 

365-day T-Bill Rate (Year End) % N/A 17.00 9.23 7.93 8.99 

*As at 2007. ** Figures are for first quarter 2008, N/A: Not Available. 
Sources: World Fact Book, National Population Commission, CBN in FSDH (2008) 
 

There were significant increases in five of the NSE indices between 1999 and 2002. Table 

2.3 illustrates the growth in the volume, value and the number of securities traded in the 

Nigerian stock exchange between 1999 and 2002. On June 25, 2007, the value of equities 

traded on the Exchange reached N7.86 trillion (US$ 61.67 bn), representing a huge capital 
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appreciation of 85.4 percent since the end of 2006 (Siddiqi, 2007). The market capitalization 

records a continuous growth to close at N12.125 trillion (US$ 103.835 billion) in April 2008 

(FSDH, 2008). Nigerian companies account for 7% of Africa’s market capitalization 

(Vernimmen, 2008). 

 

Table 2.3  Performance Indices of the Nigerian Stock Market   

Indices 2002 2001 2000 1999 
Volume 6.6 billion 6.0 billion 5.0 billion 3.95 billion 
Value (N) N59.8 billion 57.6 billion 28.15 billion 14.1 billion 
New Issues Approval (N) N68.6 billion 45.6 billion 35.5 billion 44.4 billion 
Foreign Portfolio Transactions N/A N/A US$ 12.4m US$ 24.1m 
The NSE All-Share Index 12,137.72 10,963.11 8,111.01 5,266.43 
Market Capitalization N763.9 billion 662.6 billion 472.9 billion 299.9 billion 
Average P/E Ration N/A N/A 10.8 8.2 
Number of Listed Companies 195 194 195 195 
N/A: Not available as at time of Updating this page.  
Source: NigeriaBusinessInfo at http://www.nigeriabusinessinfo.com/nse-performane.htm  
 
 

8 %

7 %

7 %
1 %3 %

74 %

South Africa
Egypt
Nigeria
Morocco
Kenya
Others

 
Figure 2.1 Africa’s total market capitalisation ($ 870bn) by country 
Source: Vernimmen, (2008) 
 

Foreign Exchange Market: The value of the Nigerian Naira has been appreciating 

marginally in all the 3 segments of the market against the US Dollar. This appreciation is due 

to the rise in the price of crude oil in the international market, which led to a more favourable 

balance of payment position for the country and improved macroeconomic environment 
(FSDH, 2008 and IMF, 2008). In addition, conducive business climate and tax incentives 

have attracted foreign investors, hence increasing the activity level. Increased foreign 

portfolio investment in 2007, an election year according to some analysts can be a 

demonstration of improved confidence in the outlook of the country (Siddiqi, 2007). 
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Banking: The Nigerian banking system is undergoing reforms and expansions. The Central 

Bank of Nigeria reported that growth in assets, deposits, credit and profitability since 2004 

has been astounding. Performance on capital adequacy and liquidity ratios has been good 

and the size of non-performing loans has declined significantly. Between June 2004 and 

September 2006, total assets of 25 banks surged 111 percent (in dollar terms) from NGN3, 

209bn (US$24.1bn) to NGN6, 555bn (US$50.95bn). Whilst Tier-1 capital (i.e., shareholders' 

funds/reserves) totalled N957bn (US$7.4bn), compared to N327bn (US$2.4bn) – a 208 

percent increase over the same period. The sector's capital adequacy ratio stood at 21.6 

percent and bad debts fell from 19.8 to 9.5 percent (Siddiqi, 2007). 

 

The banking sector attracted over US$1bn of Foreign Direct Investment in 2006. The mega 

groups are using their increased capital to participate in big-ticket transactions, such as 

project financing for power plants, telecom networks, engineering, and upstream oil/gas 

ventures (Siddiqi, 2007).  Although the banking industry has recorded a higher capital base, 

this is not reflected in improved access to credit. Since 2005, the central bank has liberalised 

exchange controls, however, foreign investors must hold Treasury bills for at least one year. 

Government papers are not subject to any form of taxation, either on the capital gains or on 

the coupons. However, corporate bonds do not enjoy the same tax breaks and only a few 

corporate (chiefly banks) are rated by global rating agencies. A stronger naira versus other 

major currencies and high bond yields are further attractions. The initial yield was 12 per cent. 

This can be as much as 13 percent in dollar terms as the naira has appreciated against the 

dollar. For a non-resident who wants to invest in Nigeria, this is a good deal. The yield 

compares favourably with those of Turkey, Chile and Peru, which have the same sort of risk 

and rating (Siddiqi, 2007). 

 

If recent economic gains and the reform momentum are intensified, the next decade can be 

Nigeria's best since its independence in 1960. Research from Goldman Sachs, the Wall 

Street bank, suggests that Nigeria endowed with rich mineral wealth, skilled labour and 

strong agricultural potential, has the capacity to sustain growth rates of between 5 and 7 

percent in the long-term, placing it among the world's top 20 economies by 2025, overtaking 

nations such as Italy and South Korea (IMF, 2008; O’Neill et al, 2005 and Siddiqi, 2007). 

 
2.3 VALUATION  
According to Damodaran (2006, p. 3) “Valuation can be considered the heart of finance 

and …understanding what determines the value of a firm and how to estimate that value 

seems to be a prerequisite for making sensible decisions” Company valuation is seen as 

delicate concoction of science and art. Its science takes the shape of quantitative risk-return 
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models, and its art refers to experience and judgement on the part of the appraiser (Pereiro, 

2002).  

 

Firm valuation involves drawing up information from three sources. The first is the current 

financial statement for the firm, from which one can determine the profitability of a firms 

investments, how much it reinvests to generate future growth and to extract other inputs 

required for valuation. The second is the past history of the firm, both in terms of earnings 

and market prices, from which one can make judgements on how cyclical a firm’s business 

has been and the firm’s price history can help in measuring risk. The third is the firm’s 

competitors or peer group which can help one gauge how much better or worse a firm is than 

its competition and to estimate key inputs on risk, growth, and cashflows (Damodaran, 2001).  

 

2.3.1 PURPOSE OF VALUATION 
There are usually different purposes for which valuation is necessary. These include some of 

the following: 

- To determine whether to invest in a particular company or project. 

- To sell a business at the fair market value. 

- To plan for mergers, acquisition or stock offering.  

- Developing tax plan or making transfers with tax implications   

- Setting-up an Employee Stock Ownership Plan (ESOP). 

- To effect partial transfer of shareholding.  

Whatever is the purpose, valuation can play a key role in wise investments and meeting 

financial goals.  

 
2.3.2 COMPANY VALUE  
The value of a company as explained by Pereiro (2002, p. 34) actually depends on “what is 

being valued, for whom, for what purpose and how”. In line with the purpose of this study, 

value in this case first focuses on the nature of the economy in which value is determined. 

“How much a business is worth is an inverse function of the risk involved in its operation: 

such risk is highly dependent on the broad risk of the economic environment in which it is 

embedded". In emerging markets like Nigeria, “companies show a large volatility in returns 

as compared with similar companies in a more stable, mature, and developed environment. 

Volatility means more risk; more risk means, in turn, less business value in an unpredictable 

arena” (Pereiro, 2002, p. 36).  

 

According to Damodaran (2001, p. 454), three fundamentals determine the value of a 

business and these include “a firm’s capacity to generate cashflows from existing 
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investments, the expected growth in these cashflows over time, and the uncertainty about 

whether or not these cashflows will be generated in the first place” Damodaran (2001, p. 

454), argues that in valuation, “these fundamentals remain the same no matter what type of 

firm is in question – large or small, manufacturing or service, and technology or non 

technology, although the emphasis placed on each may be different for different firms”. 

 

According to Pereiro (2002), company value may vary according to the customer for whom 

the value is being assessed, as such, there are different forms of value, and these include:  

- Intrinsic or fundamental value of firm: This is the figure determined by an unbiased, 

qualified professional appraiser and is computed with reference to the company’s free 

cashflow or dividends.  

- Extrinsic or fair market value: is the value given by the market; usually by willing 

buyers and sellers who are under no pressure to relate and all have reasonable 

knowledge of the significant facts of the situation.  

- Enterprise, firm & corporate value, and market value of invested capital: This 

according to Pereiro (2002, p. 38), “is the value that a specific individual investor assigns 

to a company or bundle of real assets; this investor holds his or her perceptions and 

preferences on the risk and return attached to the asset”.  

- Equity value: is the part of a firm that is owned by the shareholders.  

- Net present Value (NPV): “is the economic surplus generated by a firm over and above 

the initial investment performed in it; it is computed by subtracting such investments from 

firm value” (Pereiro, 2002, p. 39).  

- Strike value:  “is the end price of a buy-sell transaction …after a bargaining process 

among two or more individual buyers and sellers, all willing and able to interact with each 

other, each in full knowledge of the relevant facts, and each seeking his or her best 

individual interest” (Pereiro, 2002, p. 39).  

 

Firm value made out by each entrepreneur can be valuable for creating his or her bargaining 

plan. The return expected and subsequently the prices an investor is willing to pay for a 

company can differ according to the investors (risk, strategic or financial) nature (Pereiro, 

2002). 

 

2.4 APPROACHES TO VALUATION 
Damodaran (2006) in his paper, “Valuation approaches and metrics”, mentioned four general 

methods to valuation. These include “the discounted cashflow valuation, which relates the 

value of an asset to the present value of expected future cashflows on that asset. Another is 

liquidation and accounting valuation, which is built around valuing the existing assets of a 

  20



firm, with accounting estimates of value or book value often used as a starting point. The 

third, relative valuation, estimates the value of an asset by looking at the pricing of 

'comparable' assets relative to a common variable like earnings, cashflows, book value or 

sales and the final approach is contingent claim valuation, which uses option-pricing models 

to measure the value of assets that share option characteristics” (Damodaran, 2006, p. 3).  

 

Pereiro (2002) grouped approaches to company valuation into two: Intrinsic and Extrinsic 

valuation approaches. In intrinsic valuation, he explained that business value is determined 

through a precise net cashflow analysis generated by the business overtime. Extrinsic 

valuation in contrast is a shortcut used to simplify the exercise: instead of dissecting 

company cashflows, a business similar to the target under valuation, and whose market 

value is known, is used as a reference in which value is calculated by analogy. Intrinsic 

valuation include the discounted cashflow model, real option model, and asset accumulation 

model while the extrinsic is via the value multiples or relative valuation approach. 

 

Vernimmen (2005), Ross et al (2002), among many others have outlined many approaches 

to company valuation but for the purposes of this study, in line with Pereiro (2002, p. 68), we 

will explore the popularity of four main business valuation techniques among practitioners in 

the Nigerian emerging market: 

- Models based in discounted cashflows (DCF) 

- Models based in relative valuation (multiples) 

- Models based in real options (option pricing) 

- The Economic Value Added (EVA®) method 

 

2.4.1 MODELS BASED IN DISCOUNTED CASHFLOW (DCF) 
The discounted cashflow-based method, as the traditional fundamental valuation technique, 

relies on the capital asset pricing model (CAPM) to compute the cost of capital. In the early 

part of the twentieth century, Alfred Marshall and Bohm-Bawerk listed the intellectual basis 

for discounted cashflow and touched on the concept of present value in their research 

(Marshall, 1907; Bohm-Bawerk, 1903). Irving Fisher developed the principles of modern 

valuation in his two books, “The rate of Interest” (Fisher, 1907) and “The Theory of Interest” 

(Fisher, 1930). Boulding (1935) derived the internal rate of return for an investment from its 

expected cashflows and an initial investment (Boulding, 1935) while Samuelson (1937) 

examined the differences between the internal rate of return and net present value (NPV) 

approaches and argued that rational investors should maximize the latter and not the former. 

 

  21



According to Damodaran (2006), there are four variants of discounted cashflow models in 

practice and theorists have long argued about their advantages and disadvantages. In the 

first, the expected cashflows on an asset (or a business) are discounted at a risk-adjusted 

discount rate to arrive at the value of the asset. In the second, the expected cashflow is first 

adjusted for risk to obtain the risk-adjusted or certainty equivalent cashflows, which is then 

discounted at the risk free rate to estimate the value of the risky asset. The third is termed 

the adjusted present value (APV) approach in which the business is first valued, without the 

effects of debt, the marginal effects on value is then considered. Finally, a business can be 

valued as a function of the excess returns that it is expected to generate on its investments. 

However, there are common assumptions that bind these approaches together, but there are 

variants in assumptions in practice that result in different values (Damodaran, 2006). 

 
a. Discount Rate Adjustment and Cashflows Adjustment Models:   
Amongst others, the risk adjusted discount rate approach is the most common, where a 

higher discount rate is used to discount expected cashflows when valuing riskier assets, and 

a lower discount rate is used when valuing safer assets (Damodaran, 2006).  According to 

Pereiro (2002), some companies assess all projects using a single discount rate; however, 

this method can work only when all the projects under analysis have the same level of risk, 

but this is usually not the case.   

 

There are two ways in which discounted cashflow valuation can be approached according to 

Damodaran (2006). “The first is to value the entire business, with both assets-in-place and 

growth assets; this is often termed firm or enterprise valuation. The second way is to value 

just the equity stake in the business, and this is called equity valuation. The cashflows after 

debt payments and reinvestment needs are called free cashflows to equity, and the discount 

rate that reflects just the cost of equity financing is the cost of equity. It is also important to 

note that one can always get from the former (firm value) to the latter (equity value) by 

netting out the value of all non-equity claims from firm value. Done right, the value of equity 

should be the same whether it is valued directly (by discounting cashflows to equity at the 

cost of equity) or indirectly (by valuing the firm and subtracting out the value of all non-equity 

claims)” (Damodaran, 2006, p. 8). 

 

In cashflow adjustment, cashflows for each alternative are adjusted before the comparison, 

based on its probability of occurrence. The present value of each alternative is estimated 

using value scenarios as follows: Optimistic, Expected or Pessimistic. However, in practice, 

analysts and investors find these probabilities challenging, since they do not have a magical 

way to determine which one of the probabilities will occur for every cashflow (Pereiro, 2002). 
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Corporate risk is still debatable in investment valuation. This is because it is conceived 

differently in decision theory, which uses probabilities, and in financial economics, which 

adjusts the discount rate of the cashflows instead (Ruefli et al, 1999). 

 

b. The Hybrid Method: 
Some practitioners use a method that simultaneously adjusts both the cashflow and discount 

rates. The cashflows are first discounted for each state at a rate higher than the risk-free rate, 

but lower than the rate used in a pure rate adjustment model after which a probability-

weighted, single economic value is found for the scenarios (Pereiro, 2002). This procedure is 

controversial because it is difficult to say which portion of risk corresponds to each 

adjustment. However, the method is still in use (Pereiro, 2002, see pp. 54-55). 

 

c. Adjusted Present Value (APV) or Weighted Average Cost of Capital (WACC): 
The cost of equity (Ce), which is usually computed by using the capital asset pricing model 

(CAPM), is used for discounting free cashflows of equity (FCFE) (Pereiro, 2002).   

 

With CAPM, expected risk premium on stock = beta x expected risk premium on market. 

r = rf + β(rm – rf) 

Where: 
r is expected risk premium (expected return on asset) 
rf is the risk-free rate of interest,   
rm is the return on market 
β (Beta) = Cov(Ri Rm)/σ2

m.(that is - covariance between the market and stock i, divided by the 
corresponding market variance. σ2

m = Market Variance. Beta can be estimated by regression 
analysis. 
 

Based on CAPM, Ce is equal to the risk-free rate plus a risk premium. This premium is the 

product of the sensitivity of returns of the company’s shares to the market return (the beta 

factor) and the so-called systematic risk premium (the difference between the average 

market return and the risk-free rate) (Pereiro, 2002). The entire mass of assets invested in 

the company in economic terms reflected by free cashflows for the firm (FCFF) is usually 

discounted at a cost of capital, which reflects the costs of both equity and debt as the 

weighted average cost of capital (WACC) (Pereiro, 2002). “WACC captures in a single figure 

the combined costs of equity and debt and the cost is reduced whenever the tax rate 

generates a tax shield, because debt interests are (at least partially) deductible as an 

expense in the income statement; interest expenses reduce reported income and therefore 

total tax payments” (Pereiro, 2002, p. 56). The need to recalculate the cost of capital for each 

and every year is a disadvantage with the use of WACC and may impel the analyst to directly 

apply the adjusted present value (APV) method (Luehrman, 1997). 
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WACC = rdebt(1-Tc)D/V+requity(E/V) 
Where:  
r = cost of capital  
Tc = Company tax rate  
D = Market value of debt  
E = Market value of equity  
V = Market value of company 

 

The APV method involves putting apart the operating cashflow of the business from all the 

effects of financial leverage and each APV cashflows need to be discounted at a proper rate. 

“The business cashflow, composed of operating inflows and outflows, must be discounted 

with the cost of equity, as if the whole project were financed exclusively by equity. The tax 

shield cashflow is discounted with the cost of debt, the true cost at which the company can 

issue debt in the market.” (Pereiro, 2002, p. 58)  The first attempt to isolate the effect of tax 

benefits from borrowing according to Damodaran (2006) was by Modigliani and Miller (1963), 

where they valued the present value of the tax savings in debt as a perpetuity using the cost 

of debt as the discount rate. The adjusted present value approach, in its current form, was 

first presented in 1974 in the context of examining the interrelationship between investments 

and financing decisions (Damodaran, 2006). 

 
2.4.2 MODELS BASED IN RELATIVE VALUATION (MULTIPLES) 
The relative valuation or multiples approach involves computing value multiples for a 

representative sample of comparable companies or transactions, similar to the target under 

appraisal (Pereiro, 2002).  According to Vernimmen (2005, pp. 826), the multiples approach 

is based on three fundamental principles: 

- the company is valued in its entirety; 

- the company is valued at a multiple of its profit-generating capacity. The most generally 

used is the P/E (Price-Earnings Ratio), EBITDA (Earnings Before Interest, Taxes, 

Depreciation and Amortization)  and EBIT (Earnings Before Interest and Taxes) multiples; 

- markets are efficient and comparisons are therefore justified. 

 

Pereiro (2002, p. 59) explains further that the procedure consists of selecting a group of 

public companies similar to the target, and obtaining an average market value multiple of 

some relevant economic parameter, such as sales revenue, earnings, or book value. The 

multiple is then applied to the same economic parameter of the company under valuation, to 

estimate the market value of the latter. Alternatively, economic multiples of buy-sell 

transactions on the stock of similar companies can be used as an extrinsic value reference.  

Finding comparable assets that are priced by the market is not an easy task. Analysts 
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frequently use other companies in the same sector as comparable, but whether similar 

values are obtained with the practise is not certain (Damodaran, 2006).  

 

The next step involves scaling the market prices to a common variable to generate 

standardized prices that are comparable especially when comparing assets that vary in size 

or units. Then, adjusting for differences across assets when comparing standardized values 

has to be done. With stocks, differences in pricing across stocks can be attributed to all of 

the fundamentals in discounted cashflow valuation. Higher growth companies, for example, 

should trade at higher multiples than lower growth companies in the same segment. Many 

analysts adjust for these differences qualitatively leaving no particular yardstick for judging 

their valuation practice such that different scenarios are created for every relative valuation 

(Damodaran, 2006). 

 
2.4.3 MODELS BASED IN REAL OPTIONS (OPTION PRICING) 
Acquiring a real option means buying the option to exercise the right to invest in the future in 

a real asset business opportunity, in order to benefit from the future returns on those assets. 

Acquiring a financial option means deploying today an initial payment (initial investment) to 

acquire the right to buy (call) or sell (put) an underlying asset (e.g., the stock of a certain 

company) at a given term (expiration horizon), at a fixed price (strike price, exercise price) 

that is set today. As explained by Pereiro (2002), “a real option embedded in a real 

underlying asset is valued by analogy to a financial option with characteristics similar to 

those of the underlying asset e.g., similar volatility of returns and similar expiration term” 

(Pereiro, 2002, p. 223). The discount value used varies continuously with the volatile value of 

the underlying asset, hence is not a constant value as the DCF method assumes.  

 

The Black-Scholes formula makes it possible to obtain the value of a financial option in which 

there is a single source of uncertainty measured by the volatility or the standard deviation of 

returns of the underlying asset and a single decision date (the time of exercising the option). 

The Black-Scholes call formula is: 

 

Call = N(D1) x St – e–r(T – t) x K x N (-D2) 

Put = - N(-D1) x St + e–r(T – t) x K x N (-D2) 

D1 = [ ln (S/K) + (r + ½ σ2)T – t ] / σ(T – t)½

D2 = D1 – σ(T – t)½

Where: 

S = Current stock price, 
K = Exercise price of call, 
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r = annual risk-free rate of return (continuously compounded), 
σ = Standard deviation (per year) of the continuously return of the stock, 
T-t = Time (in years) to expiration date, and  
N(D) is the cumulative normal distribution. 
 

As stated by Pereiro (2002), there are many types of real options and these include 

expansion or growth, delay, abandonment, and liquidation. “Expansion options are inherent 

to projects of great uncertainty, where returns are highly volatile and the asset’s value 

changes many times throughout the project’s life cycle. Staged investments are examples of 

this type in which the total investment is divided into parts and deployed in stages instead of 

deploying the total investment at the beginning of a project.” (Pereiro, 2002, p. 227). Each 

sub-investment is then released only if previously specified goals are attained.  

 

Delay option is applied when considering an attractive project and the investor has the option 

of postponing it for a certain time; but retains the right to invest by paying an entry price. A 

typical example of this type of option is patents of invention on the development and/or 

exploitation of products and technology. Abandonment option is used if a project does not 

yield the expected results, but can be discontinued before the conclusion date to avoid 

further losses. It carries with it the additional value of the abandonment option which is equal 

to the financial put (Pereiro, 2002). Liquidation option applies where the equity (which is also 

known as the residual value left for the shareholders after repaying debts to third parties) can 

be considered as a call option.  This arises from the option the shareholder has to liquidate 

the company at the end of a certain period, in order to repay debts (exercise price) and 

pocket the remaining value (Pereiro, 2002). 
 

2.4.4 THE ECONOMIC VALUE ADDED (EVA®) 
A widely used variant of the excess return approach is the Economic Value Added (EVA) 

which measures the surplus value created by an investment or a portfolio of investments. 

“Excess return models have their roots in capital budgeting …and the net present value rule 

such that an investment adds value to a business only if it has positive net present value, no 

matter how profitable it may seem on the surface. This would also imply that earnings and 

cashflow growth have value only when it is accompanied by excess returns, i.e., returns on 

equity (capital) that exceed the cost of equity (capital). Excess return models take this 

conclusion logically and compute the value of a firm as a function of expected excess 

returns” (Damodaran, 2006, p. 37). 

 

EVA= (Return on Capital Invested – Cost of Capital) (Capital Invested)  

= After-tax operating income – (Cost of Capital x Capital Invested) 
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The definition of EVA have three basic inputs needed for its computation -  the return on 

capital earned on investments, the cost of capital for those investments and the capital 

invested in them. In measuring each of these, many of the same adjustments applied in the 

case of discounted cashflow valuation will be needed (Damodaran, 2006).    Stewart (1991) in 

his book, “The quest for value” extensively covered the computation of EVA.  EVA shows the 

increase in the economic value of a company during a specific time period. Weaver (2001), 

in a study of practices of firms that used EVA, notes that firms make several adjustments to 

operating income and book capital in computing EVA. The typical EVA calculation involves 

19 adjustments from a menu of up to 34 adjustments. Firms adjust book value of capital and 

operating income for goodwill, research and development (R&D), lease etc, before 

computing return on capital (Damodaran, 2006). 

 

Advocates of EVA have proposed that it can be used for project appraisal or company 

valuation, and can replace the free cashflow in the DCF. EVA seems to supply more 

information to the analyst; however, both DCF and EVA render exactly the same results 

(Pereiro, 2002; Copeland et al, 2000). The equivalence of discounted cashflow firm 

valuations and EVA valuations is also shown in several papers including those by Fernandez 

(2002), Hartman (2000), Shrieves and Wachowicz (2000). The accounting nature of EVA is 

its main drawback. Accounting measures are greatly resisted in corporate finance, because 

they can be influenced by management, and can lead to faulty data evaluations and 

analyses (Pereiro, 2002). 

 

2.5 VALUATION IN EMERGING MARKETS: THEORETICAL CONCERNS 
Traditional valuation techniques do not provide much guidance on how they should be 

applied in emerging markets (Pereiro, 2001). There is currently no clear single “best practice” 

for the valuation of assets and securities in emerging markets which is widely accepted by 

both academicians and practitioners (Bruner et al, 2002). Table 2.4 shows the varying 

academic views on international cost of capital. Though most valuation techniques apply in 

efficient markets as seen in developed economies, the fact that the existence of financial 

efficiency in emerging stock exchange markets is questionable cannot be ignored. This is 

because emerging stock markets are small, concentrated and susceptible to manipulation. 

The problem is more complicated as stock market information tends to be scarce and 

unreliable. These problems are relevant since traditional valuation techniques - including the 

DCF method, value multiples, real options and EVA - work best when applied to the valuation 

of stock in large public companies that are quoting within highly efficient markets in 

developed economies (Pereiro, 2002).   
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Other areas, like accounting transparency, volatility, corruption, governance, liquidity, taxes, 

transaction costs, political risk, macroeconomic uncertainty, and controls on the flow of 

capital in and out of the country, differentiate the emerging economies from their developed 

counterparts and affect firm valuation in them. To address this issue these traditional 

valuation techniques are applied in emerging markets in conjunction with adjustments such 

as country risk adjustment, unsystematic or idiosyncratic risk adjustments (Pereiro, 2002). 

Valuation in emerging markets is one area in finance that a university institute, a professional 

body, financial analysts and a scholarly journal can assist the development of practice. 

 
2.6 VALUATION IN EMERGING MARKETS: THE ADJUSTMENTS 
 
2.6.1 ADJUSTMENTS TO MODELS BASED IN DISCOUNTED CASHFLOW (DCF): 
Stock value as stated by Pereiro (2002) is adjusted for unsystematic risk factors in terms of 

differences in size, control, and illiquidity that exist between quoting and non-quoting 

companies. CAPM is based on an assumption that data used in its calculation derive from 

comparable large quoting companies. However, when the company under consideration is a 

small, non-quoting firm, unsystematic risk must be introduced to adjust stock value.  

 

Pereiro (2002) proposes a three-step stackable premiums and adjustments model (SPAM) 

for valuing private companies and acquisitions in emerging markets.  

 

Step one introduces adjustments to cashflows in volatile markets and suggests three types of 

cashflow adjustments. 

1. Adjusting for overcompensation: salaries versus dividends. This is adjusted for according 

to Pereiro (2002), by finding the difference between the figure the entrepreneur actually 

withdraws from the firm and the market average salary for his or her managerial role and 

interpreting it as dividends paid in advance accruing to future profits, and not as an operating 

expense. Another market standard salary that is used as the benchmark can be the average 

salary of top executives working in a small group of quoting companies that are comparable 

to the company under consideration. 

2. Adjusting for over-expenses: personal versus corporate spending – Pereiro, (2002) 

suggests that accounts of corporate expenses need to be scrutinised to detect (and add back 

to free cashflow) purely personal expenses not in line with normal business operation. These 

can be interpreted as dividends paid in advance. 

3. Adjusting currencies: This include the following –  
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Exchange Risk: From the viewpoint of local or international US dollar investor, it is assumed 

that returns are computed in US dollars. Converting cashflows in the local currency to US 

dollars can be done by using forward or spot exchange rates. 

Inflation: A common practice among analysts is factoring the risk of unexpected inflation 

directly into the discount rate, as part of a country-risk premium; thus not including inflation 

adjustment in the cashflow. Experts support the use of nominal rates of discount when 

cashflows are expressed in nominal terms and use of real rates of discount when real 

cashflows are being used. 

 

Step two of SPAM implies computing a discount rate, such as an opportunity cost. The cost 

of capital is of utmost importance in fundamentals-based models for valuing many different 

assets. Some conceptual problems with CAPM as pointed out by Pereiro (2002) include 

flaws in its professed objectivity, “irrelevance” and its inability to capture unsystematic risk. 

Diversification imperfections, which generate unsystematic or idiosyncratic risk, lack of a 

single market for gauging “true” asset prices and the debatable nature of efficiency are other 

challenges of using CAPM in emerging markets. Based on these challenges, the application 

of the plain CAPM is a controversial endeavour but its use has persisted along with the use 

of five different CAPM-based variants, which can be applied to emerging markets. These 

include the global CAPM variant, local CAPM variant, adjusted local CAPM variant, adjusted 

hybrid CAPM variant and Godfrey-Espinosa Model. Non-CAPM based models in use include 

the Estrada model and Erb-Harvey-Viskanta Model. See Pereiro (2006) for a list and 

summary of these models. Of all these models, there is no single “right” model that is 

recommended. However, the choice lies with the investor or appraiser (Pereiro, 2002). 

 

Step three of SPAM according to Pereiro (2002) involves appraising the effect of 

unsystematic risk components on stock value. “According to the study by Bruner et al, (1998), 

86% of the leading finance textbooks in the United States suggest simply adjusting beta for 

the idiosyncratic risk of an investment (the remaining 14% do not even address the problem). 

Further, 71% of the textbooks do not address the problem of gauging specific synergies in a 

valuation and the remaining 29% suggest simply using a different WACC for doing so without 

stating how …as a result, most financial economists ignore the issue” (Pereiro, 2002: p. 176). 

These unsystematic risks are composed of value-affecting drivers like company size, size of 

the shareholding (minority versus control) appraised and liquidity of the shareholding 

appraised. In assumption that CAPM-based models by definition capture only systematic risk, 

the analyst must apply any adjustments of size, control and/or illiquidity. An analyst must 

choose the unsystematic risk adjustments to use, and the method to combine them (Pereiro, 

2002). 
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2.6.2 ADJUSTMENTS TO MODELS BASED IN RELATIVE VALUATION (MULTIPLES) 
 
Adjusting Multiples for Country Risk: Cross-Border adjustment 
Due to reasons like different perceptions on the value of the same group of assets across 

borders and others, it is not possible to directly compare multiples across countries. The 

procedure for adjusting for country-related effects consists of computing correction 

coefficients between averages market-wide multiples in each country. The method assumes 

that a linear price relationship exists between national stock markets (Pereiro, 2002). 

 
Inter-Temporal Adjustment of Multiples 
In relative multiples, time factor is very important, as multiples reflect varying investors’ mood 

over time. Pereiro (2002) explains that the use of spot is relevant for pricing Merger and 

Acquisition (M&A) deals scheduled to be consummated close to the time of valuation and 

multiples are valued to show the present mood of investors. However, in case of assessing 

long-term value of an investment, the historical averages are better predictors of long-term 

future multiples. 

 
Adjusting Multiples for Unsystematic Risk 
In cases of M&A, it is important for the analyst to carefully analyze the characteristics of the 

buyer and seller and act in line with the suggestions below as the case may be. Pereiro 

(2002, p. 280) states that: 

- “If both the acquirer and acquired were public companies at the time of the deal, 

multiples should be corrected for illiquidity, because the target is a private company 

- If the acquire was publicly owned the acquired was a closely held firm that either was 

absorbed into the structure of the former, thus acquiring a quoting status, or went public 

at the time of purchase, the illiquidity adjustment should also be applied. 

- If acquirer and the acquired were both privately owned, the deal multiple can be applied 

to the economic parameter of the target without any correction, because it already 

reflects the non-quoting nature of the partners in the deal – the same as the target”. 

 

2.6.3 ADJUSTMENTS TO MODELS BASED IN REAL OPTIONS  
There are actually no specific adjustments in this approach. However, the important aspect is 

defining the parameters comprising the Black-Scholes formula. These include: 

(i) Value of Underlying Asset – This can either be a European call, which is exercised 

only on expiration date on an asset not paying dividends or an American financial 

option, which can be exercised at any time until expiration date in line with practice. It 

can also pay dividends. 
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(ii) Volatility – The standard deviation of returns of the underlying assets as stated by 

Pereiro (2002, p. 234) can be estimated in three ways – “using the historical volatility 

observed in similar project previously undertaken. Another way is developing 

cashflows for several scenarios, assigning probabilities to each one, and determining 

the cross-sectional variation of cashflows; alternatively, simulating via Monte Carlo 

model and obtaining the standard deviation of the project’s value or using volatility of 

the stock of similar companies”. 

 

(iii) Risk-free rate – the risk free rate corresponding to the expiration term should be 

used. 

 
 
Table 2.4 Summary of varying academic view on the International Cost of Capital and 
suggested adjustments 
 
“Valuation”, Copeland, 
Koller, Murrin 

Developing market projects carry additional risks, which should 
be accounted for in the cashflow projections through probability-
weighted scenarios. Discount rate calculation assumes fully 
integrated markets and global investors with internationally 
diversified portfolios. Use a global industry beta re-levered to the 
company’s target capital structure and a global market risk 
premium. 
If it is certainly necessary to adjust the discount rate by including 
a country risk premium, consider only non-credit risks 
embedded in the sovereign-risk premium. 

“Applied Corporate 
Finance”, Damodaran 

The risk premium is a function of the volatility in an economy 
and the political risk in a given country. 
Consequently, risk premiums in developing markets should be 
higher. Sovereign bond spreads and country bond ratings can 
be used to quantify the additional risk associated with 
developing market projects. This additional risk factor reflects 
only the default risk on debt and the equity premium is likely to 
be higher. Incremental risk in equity markets can be quantified 
using the relative volatility of the stock and bond markets in a 
given country. 
Different companies are exposed to different degrees of country 
risk. A company’s risk exposure is determined by where it does 
business and how it manages its country risk exposure. 

“Corporate Finance”, 
Ross, Westerfield, and 
Jaffe 

International investments may lead to a lower cost of capital 
because of the diversification effect (see also 
Solnik, Financial Analysts Journal, 1974 and Harvey, Journal of 
Finance, 1991). This effect is least pronounced for US investors 
who can already be reasonably diversified with local 
investments. 

“Financial Risk 
Management”, Jorion and 
Khoury 

Segmentation still prevails and a domestic or local market 
CAPM is recommended. 

“International Financial 
Management”, Lessard 

Risk is reduced with international investments. Developing 
countries may be associated with greater political risk, but they 
also lead to more diversification. 

“Principles of Corporate 
Finance”, Brealey and 

There is no simple agreed procedure, but . . . one can compute 
the risk of a foreign investment relative to the home market in 
local currency and then adjust it to the foreign currency to 
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Myers determine a required rate of return. Try to take into account or 
reduce political risk. 

“Multinational Financial 
Management”, Shapiro 

The ratio of systematic risk to total risk is lower for projects in 
less developed countries (LDCs) for two reasons: (1) most of the 
political and economic risk is unsystematic; (2) systematic risk of 
an LDC project is lower to the extent that it provides 
diversification benefits. This implies that the required rate of 
return on foreign projects may well be lower than domestic ones. 
The recommended approach for estimating the cost of equity for 
a foreign subsidiary is to identify proxy local companies, 
calculate their beta relative to the US market and to use the US 
market risk premium. 
Adding a sovereign risk premium to the US cost of capital is not 
the best way to factor additional risks associated with foreign 
investments. Sovereign risk premium measures default risk, not 
systematic risk, and does not enter cost of equity. 

Goldman Sachs 
Investment Research, 
Marisca 
and Lee 

Extending CAPM to emerging markets (EMs) requires the 
assessment of the risk-free rate and equity market risk premium 
for EM stocks. Risk-free rate (RF) is defined as the sum of US 
risk free rate and an appropriate country spread. In addition to 
default risk, country spread is likely to be influenced by 
exogenous factors such as liquidity, seasonality and difference 
in legal frameworks. 
The assessment of equity market risk premium (EMRP) 
depends on the degree of the integration of the market with the 
rest of the world. Let R local and R US represent the returns 
from the local market and US market respectively, 
For completely integrated markets: 
R local = β local x R US , where β local is estimated by regressing the 
returns of the local stock market against the US market. 
For completely segmented markets: 
R local = [σlocal / σ US] x R US, where σ local and σ US are the 
standard deviations of the local and US market respectively. In 
practice, most international stock markets exhibit characteristics 
of both integration and segmentation. 

Erb-Harvey-Viskanta 
model, Journal of Portfolio 
Management 

R country j = α0 + α 1 x ln (country credit rating j) + ε j Use 
Institutional Investor country credit ratings to estimate a 
country’s required rate of return 

Estrada, Working Paper E (R i) = RF +β D 
i (MRP) 
βD 
i = Downside beta, reflects the fact that the semi-variance of 
returns better captures investor behaviour. With the downside 
beta estimate, the equity risk premiums will typically be higher 
for emerging markets (which is not the case if we just use the 
betas from the global CAPM). MRP = Market Risk Premium 

Source: SalomonSmithBarney Global Corporate Finance, Financial Strategy Zenner and 
Akaydin (2002). 
 
 

Damodaran (2001) outlined 4 approaches for dealing with options outstanding at the time of 

valuation. The simplest approach estimates the value per share by dividing the value of 

equity by the fully diluted number of shares outstanding but it ignores the time value of the 

option and the expected proceeds from exercising the option. The second approach, which is 

quite tedious and unlikely to work, forecasts the expected option exercise in the future and 
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estimates the effect of value per share. In the third approach known as the treasury stock 

approach, the expected proceeds from the option is added to the value of equity and then 

divided by the full number of shares outstanding. This ignores both expected proceeds from 

the exercise and the option time premium. However, with the fourth and preferred approach, 

option is valued using an option pricing model and subtracting the value from value of equity. 

The resulting estimate is then divided by the primary shares outstanding to obtain the value 

of equity per share. The value per share of equity estimated may need to be adjusted for 

differences in voting rights (Damodaran, 2001, see p. 248). 

In cases of valuing private firms, lack of liquidity in the shares can be reflected by discounting 

the estimated value of equity.  Publicly traded firms can face a discount in cases where the 

traded shares are illiquid (Damodaran, 2001). 

 
2.6.4 ADJUSTMENTS TO ECONOMIC VALUE ADDED EVA® 
The definition of EVA outlines three basic inputs that is needed for its computation - the 

return on capital earned on investments, the cost of capital for those investments and the 

capital invested in them. In measuring each of these, the same adjustments made in the 

context of discounted cashflow valuation is needed (Damodaran, 2006). Stewart (1991) and 

Young and O’Byrne (2001) extensively cover the computation of economic value added in 

their books on EVA. Young and O’Byrne (2001) list the major accounting adjustments as 

follows: successful efforts accounting, research and development, deferred taxes, provisions 

for warranties and bad debts, LIFO reserves, depreciation, goodwill, operating leases, 

restructuring charges, and accounting for capital charge.  

 

To determine the capital invested, Damodaran (2006) explains that the market value of the 

firm can be used but that this includes also capital invested in expected future growth along 

with that invested in assets. Given the difficulty in estimating the value of assets in place, the 

book value of capital as a proxy for the capital invested in assets in place is used. However, 

the book value is a number that reflects not just the accounting choices made in the current 

period but also accounting decisions made over time on how to depreciate assets, value 

inventory and deal with acquisitions. The older the firm, the more extensive the adjustments 

made to book value of capital to get to a reasonable estimate of the market value of the 

capital invested in assets in place. In cases when the book value of capital is too flawed to be 

flexible, it is best to estimate the capital invested from the ground up, starting with the assets 

owned by the firm, estimating the market value of these assets and cumulating this market 

value (Damodaran, 2006). 
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To evaluate the return on this invested capital, we need an estimate of the after-tax operating 

income earned by a firm on these investments. Again, the accounting measure of operating 

income has to be adjusted for operating leases, R&D expenses and one-time charges to 

compute the return on capital. The third and final component needed to estimate the 

economic value added is the cost of capital. In keeping with arguments both in the 

investment analysis and the discounted cashflow valuation, the cost of capital should be 

estimated based upon the market values of debt and equity in the firm, rather than book 

values (Damodaran, 2006). Damodaran (2006) also pointed out the drawback of the practical 

use of the book value cost of capital, which tends to understate cost of capital for most firms 

and understates it more for more highly levered firms than for lightly levered firms. This 

understating of the cost of capital will lead to overstating the economic value added. 

 

In a survey of practices of firms that used economic value added, Weaver (2001) reported 

that firms make a number of adjustments to operating income and book capital in the 

process of computing EVA, and as such the typical EVA calculation involves 19 adjustments 

from a possible set of between 9 to 34 adjustments. Firms particularly adjust book value of 

capital and operating income for goodwill, R&D and leases, prior to calculating return on 

capital (Weaver, 2001). 

 
 
2.7 IMPORTANCE OF VALUATION IN THE NIGERIAN MARKET 
According to Hoguet (2004), in the last five years before March 2004, the Morgan Stanley 

Capital International Emerging Markets Free index has returned, in dollars, 11.3 percentage 

points more per annum than the S&P 500. By the same token, emerging market bonds have 

returned 15% per annum over five years, as measured by the J.P. Morgan Emerging Market 

Bond Index - Global, handily outperforming the Lehman Aggregate's 7.3%. “Current valuation 

of emerging market equities (11 times forward earnings) and nominal yields of emerging 

market bonds (9.6% as of June 14, 2004), suggest investors are likely to consider increasing 

their strategic commitment to emerging market securities” (Hoguet, 2004, p. 34). The 

combination of rapid growth of investment opportunities and higher volatility in emerging 

markets raises fundamental questions for investors about how to incorporate emerging 

markets in the overall investment process. 
 
Providing analysis of valuation in an emerging market such as Nigeria is important for at 

least four reasons stated by Bruner et al (2003). First, no clear “best practice” exists for the 

valuation of assets and securities in emerging markets. In developed markets, practitioners 

and scholars agree on mainstream valuation practices. For example Bruner et al (1998) and 

Graham and Harvey (2001) document a clustering of practices around tools and concepts of 
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modern finance. However, valuation methodology varies much more widely in emerging 

markets, as shown in surveys by Bohm et al (2000) and Pereiro (2002). Even among the 

writers of textbooks, substantial disagreement exists about fundamental issues, such as 

estimating the cost of capital.  

 

Second, emerging markets differ from developed markets in areas specified earlier and such 

differences affect valuation. In fact, several researchers have argued that these issues have 

significant economic implications and warrant careful consideration in the application of 

valuation approaches (Bruner et al, 2003). Third, inflows of investment into emerging 

markets are significant. Emerging market inflows are large enough for improved valuation 

practices to have a material impact on the welfare of investors and their targeted investments. 

Improved valuation practices can enhance the flow of greater investment capital and the 

allocation of resources thus increasing the social welfare of emerging market populaces. 

Fourth, emerging markets will keep on drawing the attention of global investors. The rate of 

economic growth in these markets is often two or three times faster than in developed 

countries. The roughly 150 countries not regarded as developed account for a predominant 

share of the global population, landmass, and natural resources. A premise of the diplomatic 

policies of most developed countries is that ties of trade and investment will help draw 

emerging market countries into a more stable web of international relations (Bruner et al, 

2003). All the above considerations are very valid for the Nigerian emerging market. Hence, 

there has to be an evaluation and management of valuation knowledge and expertise within 

this economy.  
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CHAPTER THREE 

RESEARCH METHOD 
 

“How do we do what has not been done before?” 
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CHAPTER THREE 

RESEARCH METHOD  
 
3.0 RESEARCH METHOD  
The main research method for this thesis includes the use of questionnaires, in a survey, to 

gather primary empirical data. The survey was based on the methodology used by Pereiro 

and Galli (2000), Pereiro (2001) and Pereiro (2006) in similar studies of Argentina’s emerging 

market. Though the survey was modified in some respects, it was designed to reveal 

techniques used by financial analysts for valuation in Nigeria. Other researchers have used 

similar surveys in the US extensively to include Bruner et al (1998), Miller and Leiblein (1996), 

and Ruefli et al (1999).This section provides a brief description of the survey and 

methodology used. 

 

3.1 PURPOSE OF THE SURVEY 
Data on best valuation practices in an emerging market (Argentina) was derived from the 

survey by Pereiro and Galli (2000) and Pereiro (2006) and was designed to reveal how 

companies and investment projects in this market were valued at the domestic level and the 

most relevant parameters implemented in the valuation exercise. The survey by Pereiro and 

Galli (2000) did not only reveal how the Argentine analysts determined the cost of equity but 

explored the following as listed in Pereiro (2002, p. 488):  

- the use of Discounted Cashflow (DCF) and valuation methods other than DCF 

- the differences in the ex-ante risk perception of Argentine analysts with respect to their 

US counterparts. 

- the components of systematic risk that is idiosyncratic to emerging markets, such as 

country risk and volatility 

- the ways in which local analysts adjusted data coming from the United States to their 

own market since many practitioners use US betas and value multiples as valid 

references  

- and the ways to include unsystematic risk, a central element in the valuation of closely 

held companies.  

 

The issues addressed in Pereiro and Galli (2000) are issues that are of concern for any 

emerging market analysts. In line with the purpose of the Pereiro and Galli (2000) survey, 

this current research’s survey intends to reveal the current valuation techniques used by 

practitioners in the Nigerian domestic arena and how these practises defer from 

recommendations in literature with comparison to both Argentina and the US, and then to 

give answers to the research questions as listed below: 
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- What methods are the most popular with practitioners in Nigeria? 

- What risk parameters are included when valuing companies in the Nigerian market? 

- How do analysts adjust data coming from developed markets like the United States to 

the Nigerian market? 

- What are the differences in these methods used in Nigeria when compared with another 

emerging market such as Argentina? 

- What are the upsides and downsides (knowledge gap) of business valuation practices in 

Nigeria? 

 

3.2 SAMPLE STRUCTURE AND SURVEY INSTRUMENT USED BY PEREIRO 
In this type of survey, Bruner et al. (1998) argues that the sample structure can be designed 

in 2 basic ways. One of this “is to select a limited number of companies with excellent 

technical capability in the handling of the topics in question, and to carry out in-depth 

interviews with each company. This method does not usually render statistical significance 

due to the small size of the sample, but its results represent the “best” practices in the market, 

since it depicts the behaviour of highly sophisticated respondents. A side benefit in 

employing this method is that the in-depth nature of the contacts makes it possible to capture 

subtle information that a written questionnaire is rarely able to reveal. The second method 

consists of sending the survey to a great number of companies, by mail or e-mail, and to 

expect a number of statistically representative answers. The answer rate is relatively low in 

this case, about 20% or less.” (Pereiro, 2002, p. 489). 

 

Pereiro and Galli (2000) and Pereiro (2006) used a hybrid sampling methodology in two 

stages. In the first stage, a written questionnaire with 39 questions was sent out by ground 

mail to 800 companies that are members of the Argentine Institute of Financial Executives 

(IAEF) and simultaneously by e-mail to 350 companies of the same sample. From this stage, 

25 correctly completed cases were obtained. In a second stage, 240 companies belonging to 

the original universe were contacted again by phone and through e-mail. They selected 

these firms because of their substantial scale of operations and were deemed as excellent 

candidates for the survey exercise. This stage provided an additional 30 usable cases and a 

total of 55 cases (Pereiro, 2002). 

 

3.3 SURVEY INSTRUMENT, SAMPLE STRUCTURE, AND SIZE FOR THE NIGERIAN 
CASE STUDY 

A form of hybrid sampling methodology was used but in this case, a written questionnaire 

modified from that used by Pereiro and Galli (2000) and Pereiro (2006) was sent to a great 

number of targeted companies similar to those of Pereiro which are representative of the 
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sample population and also to individuals by hand, mail and e-mail. The questionnaires were 

directed to the chief financial officers, senior financial analysts, or financial analysts within 

targeted firms who could properly complete the questionnaires or who could assist in 

ensuring it was completed by the right persons. The potential respondents were then 

followed-up regularly with reminder emails and/or phone calls. 

 

The survey instrument as modified from previous studies was a written questionnaire 

consisting of 35 well-structure questions (see Appendix A). The questionnaire contained 

sections and questions aimed at finding out the:  

Relative popularity of different valuation techniques, alternative metrics to Net Present Value, 

Cashflow versus rate adjustments, the use of Weighted average cost of capital, the use of 

terminal value (TV) and how it is computed, what practitioners do when modelling the cost of 

capital etc, (see Appendix A for full details). The questionnaire was pilot-tested on a few 

respondents, modified and a final version with confidentiality clauses was sent out to four 

targeted categories of respondents as follows: 

 
Category 1 
Corporations: Comprising of manufacturing and non-financial corporations (Bruner et al, 

1998). For this study, food and beverage, pharmaceutical, oil and gas companies etc were 

targeted 

 

Category 2 
Banks and insurance firms: For this research, banks and insurance companies were 

included as they are thought to be important considering the major role banks have in the 

performance of the Nigerian financial institutions and their relative dominance of the Nigerian 

financial market.  

 

Category 3 
Financial Advisors/Analysts Firms: The idea is to compare the practices of this category 

against that of both corporations and banks, and check the differences in the degree of 

analytical sophistication. 

 

Category 4 
Individual investors: In line with the emerging nature of the Nigerian economy, which is 

hobbled with many cultural beliefs, corruption and nepotism, individuals with strong capital 

base are major participants/investors in the domestic arena and should not be ignored. 

These individual investors often get advices from financial experts who are themselves 
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individual investors. It is important to find out how this group value their investment options. 

In order to capture their valuation technique, a free text reply option for methods other than 

the four valuation techniques considered in this survey was added. This group represents 

only a very small sub-sample for the large number of possible individual investors; as a result, 

conclusions obtained, from individual investors, are mainly suggestive. 

 

Also, some of the questionnaires were completed by interviews. Oral face-to-face interview, 

using the questions on the questionnaire, was conducted with personnel in Shell, UK and 

StatoilHydro Norway (since these companies have substantial operations in Nigeria) to gain 

an insight into how these companies value the projects, investments or acquisitions of their 

subsidiaries in Nigeria. These oil and gas companies mostly do their valuations using 

personnel/financial experts in their head offices. 50 individual investors who had investment 

interest in Nigeria were also interviewed orally. Note that this approach served as a control 

for the questionnaires and also as a backup plan in case the questionnaire yield was too low 

to be used for the purpose of this research. 

 

3.4 ANALYSIS OF SURVEY DATA 
The questionnaires received were checked to make sure they have been properly completed 

and for consistency in the responses. The questionnaires were designed such that it is easy 

to see if respondents were consistent in their responses and if they understood the questions. 

Questionnaires that were not properly completed where removed as “unusable”. The data 

from the survey were analysed using Microsoft Excel™. The questions and answer-options 

in the questionnaire were entered into Excel and responses from the questionnaires were 

entered against the answer-options of each question as a frequency count under the correct 

respondent group (Corporations, Financial Advisors, Bank & Insurance, or Individual 

investors). Percentages of respondents that chose a particular answer-option to a question 

(that is, use or do not use a particular method) were then calculated for each respondent 

groups.  
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CHAPTER FOUR 

RESEARCH RESULTS 
 
“Results! Why, man, I have gotten a lot of results. I know several thousand things that won't 

work… I never once made a discovery... I speak without exaggeration that I have 

constructed three thousand different theories in connection with the electric light... Yet in only 

two cases did my experiments prove the truth of my theory”  (Thomas A. Edison). 
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CHAPTER FOUR 

RESEARCH RESULTS  
 
4.0 RETURNED SURVEY INSTRUMENT   
Of the 200 questionnaires sent out, 35 complete questionnaires were received back. Only 30 

of this 35 were properly completed and useable (aside from 50 private investors interviewed). 

This gives a 15% yield. This sample is believed to be representative of the practice by 

financial practitioners in Nigeria compared to previous studies in Argentina and the US.    

 
4.1 REPRESENTATION AND LIMITATION OF THE SURVEY   
The companies surveyed are fairly representative of the companies operating in the Nigerian 

emerging market. The survey sample included 7 Corporation, 14 Banks, and 5 Financial 

Advisor firms. Figure 4.1 shows the distribution of companies and a partial list of these can 

be seen in Appendix B. Some companies did not want their names revealed in the survey 

and the list of individual investors is not included in the list of companies. It should be noted 

that the responses from the survey may not be representative of the practise at the highest 

levels in companies in Nigeria as some of the questionnaires were completed by junior 

financial analysts who did not intend to represent their companies. However, the results do 

generally represent the practice of financial practitioners in the Nigerian market.  

 

 

23 %

17 %

47 %

13 %

Corporations

Financial Advisors Firms

Banks and Insurance Firms

Individual investors

 
Figure 4.1 Distributions (%) of respondents companies and individual investors 
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4.2 SURVEY RESULTS  
The survey results and tables below present percentages of respondents that use a 

particular method within each respondent group. In some of the result tables, sums of 

percentages may add up to more than 100% when respondents chose more than one option.    

 

4.2.1 RELATIVE POPULARITY OF DIFFERENT VALUATION METHODS 
Table 4.1 shows how popular discounted cashflow (DCF), relative valuation (multiples); real 

options; and Economic Value Added (EVA®) and other methods are with valuation experts in 

Nigeria. 

 
Table 4.1 Popularity of valuation methods with valuation practitioners in Nigeria 
 
What business valuation 
techniques do you use? 

Corporations Financial 
Advisors 

 Banks and 
Insurance 

Individual 
investors 

Model based in DCF 100 % 80 % 100 % 0 % 
Model based in Multiples 29 % 20 % 14 % 0 % 
Model based in Real Options 43 % 20 % 43 % 25 % 
Model based on EVA 14 % 0 % 14 % 0 % 
Other methods 0 % 20 % 14 % 75 % 
 

 

4.2.2 HOW POPULAR IS THE DISCOUNTED CASHFLOW (DCF) METHOD? 
In developed markets, research evidences show that DCF is popular amongst finance 

practitioners. Table 4.2 shows how DCF is used by practitioners in the emerging market of 

Nigeria. 

 

Table 4.2 Frequency of use of DCF-based valuation method in Nigeria  

How do you use DCF? Corporations Financial 
Advisors 

 Banks and 
Insurance 

Individual 
investors 

As a primary tool 71 % 40 % 50 % 0 % 
As a secondary tool  0 % 0 % 7 % 0 % 
Primary/secondary it depends  29 % 20 % 36 % 0 % 
For ongoing company valuation 0 % 0 % 0 % 0 % 
For specific project valuation 0 % 0 % 0 % 0 % 
Do not Use DCF 0 % 20 % 0 % 25 % 
NA 0 % 20 % 7 % 75 % 
 

 
4.2.3 ALTERNATIVE MATRICES TO NPV 
Most finance textbook argue that NPV is the most appropriate measure of the value 

generated by an investment. In practice, however, investors also use other well-known 

metrics, like the internal rate of return (IRR), the payback method (simple or discounted), and 
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the profitability index (NPV/Initial investment). Though some of these methods have their 

drawback, practitioners still use them even in developed markets. Table 4.3 and 4.4 show 

how popular NPV and alternative matrices to NPV are in the case study market – Nigeria.  

 

Table 4.3 Use of NPV and alternatives in DCF-based valuation in Nigeria  

If you use DCF, you use… Corporations Financial 
Advisors 

 Banks and 
Insurance 

Individual 
investors 

NPV (Net Present Value) 86 % 60 % 21 % 0 % 
IRR (Internal Rate of Return) 29 % 20 % 43 % 0 % 
Payback (Simple) 43 % 0 % 0 % 0 % 
Payback (Discounted) 14 % 0 % 14 % 0 % 
Profitability index 43 % 0 % 21 % 0 % 
NA 0 % 0 % 0 % 100 % 
 

 

Table 4.4 Relevance of NPV and alternatives in DCF-based valuation in Nigeria   

Which of these methods is most 
relevant to you? 

Corporations Financial 
Advisors 

Banks and
Insurance 

Individual 
investors 

NPV (Net Present Value) 43 % 60 % 21 % 0 % 
IRR (Internal Rate of Return) 0 % 20 % 43 % 0 % 
Payback (Simple) 14 % 0 % 0 % 0 % 
Payback (Discounted) 14 % 0 % 14 % 0 % 
Profitability index 29 % 0 % 21 % 0 % 
Other 0 % 0 % 0 % 0 % 
NA 0 % 0 % 0 % 100 % 
 

 

4.2.4 CASHFLOW VERSUS RATE ADJUSTMENTS 
Project risks in valuation can be accounted for either in adjusting cashflow or discount rate. 

Tables 4.5 and 4.6 shows how practitioners in Nigeria account for this. 

 

Table 4.5 Distribution of how project risk is accounted for when using DCF in Nigeria   

When using DCF, how do you 
account for project risk? 

Corporations Financial 
Advisors 

 Banks and 
Insurance 

Individual 
investors 

Cashflow adjustment 57 % 0 % 14 % 0 % 
Rate adjustment 57 % 0 % 7 % 0 % 
Get different NPV by applying 
sensitivity analysis 29 % 80 % 64 % 0 % 
Get different NPV by applying 
decision trees 29 % 20 % 0 % 0 % 
Other 0 % 0 % 0 % 0 % 
NA 0 % 0 % 7 % 100 % 
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Table 4.6 Frequency of use of Beta in accounting for project risk in Nigeria   

Do you use a different Beta for 
each project, investment or 
company under appraisal? 

Corporations Financial 
Advisors 

 Banks and 
Insurance 

Individual 
investors 

Yes 14 % 20 % 21 % 0 % 
No 86 % 60 % 71 % 0 % 
NA 0 % 0 % 7 % 100 % 
 

 
4.2.5 USE OF WEIGHTED AVERAGE COST OF CAPITAL (WACC) 
It is important to see how cost of capital is treated and Table 4.7 shows the popularity of the 

use of WACC. 

 

Table 4.7  Frequency of the use of WACC as the cost of capital in Nigeria  

Do you use a discount rate to 
account for the cost of capital? 

Corporations Financial 
Advisors 

 Banks and 
Insurance 

Individual 
investors 

Yes 86 % 80 % 79 % 0 % 
     Rate computed as an      
opportunity cost 57 % 40 % 43 % 0 % 
     WACC 43 % 40 % 43 % 0 % 
    Other 0 % 0 % 7 % 0 % 
NO 0 % 0 % 0 % 0 % 
Sometimes  14 % 0 % 0 % 0 % 
NA 0 % 0 % 7 % 100 % 
 

 

4.2.6 USE OF TERMINAL VALUE  
Table 4.8 – 4.10 shows the frequency of use of terminal value when applying a DCF-based 

technique, and how terminal value is arrived at.  

 
 
Table 4.8 Frequency of the use of terminal value in computing DCF in Nigeria  

When using DCF do you use 
a terminal value? 

Corporations Financial 
Advisors 

 Banks and 
Insurance 

Individual 
investors 

Yes 71 % 60 % 29 % 0 % 
No 29 % 20 % 64 % 0 % 
NA 0 % 0 % 7 % 100 % 
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Table 4.9 How terminal value is computed in Nigeria 

How do you compute the 
Terminal Value? a

Corporations Financial 
Advisors 

 Banks and 
Insurance 

Individual 
investors 

Perpetuity 43 % 60 % 29 % 0 % 
        With growth 29 % 40 % 29 % 0 % 
        Without growth 14 % 20 % 0 % 0 % 
Others 29 % 0 % 7 % 0 % 
NA 0 % 0 % 43 % 100 % 
a The percentage is computed out of the total population of respondents, not over the number 
that answered “yes” in table 4.8 
 

 
Table 4.10 Use of different discount rate in computing Terminal Value in Nigeria 

Do you use a different discount 
rate to compute Terminal 
Value? a

Corporations Financial 
Advisors 

 Banks and 
Insurance 

Individual 
investors 

Yes 0 % 20 % 50 % 0 % 
No 71 % 40 % 29 % 0 % 
NA 14 % 20 % 7 % 100 % 
a The percentage is computed out of the total population of respondents, not over the number 
that answered “yes” in table 4.8 
 

 

4.2.7 POPULARITY OF MULTIPLES, REAL OPTION AND EVA  
Relative valuation methods seem easier to comprehend, straightforward and are more likely 

to reflect the state of the market than the DCF method as they are an attempt to measure 

relative and not intrinsic value. Table 4.11 – 4.13 shows how popular models based on 

multiples, real option and EVA are with practitioners in Nigeria. 

 

 

Table 4.11 Frequency of use of multiples-based valuation method in Nigeria  

How do you use multiples? Corporations Financial 
Advisors 

 Banks and 
Insurance 

Individual 
investors 

As a primary tool 14 % 20 % 21 % 0 % 
As a secondary tool  14 % 0 % 0 % 0 % 
For valuing single projects 0 % 0 % 0 % 0 % 
For valuing ongoing companies 14 % 0 % 0 % 0 % 
Do not use multiples 57 % 60 % 64 % 25 % 
NA 0 % 20 % 7 % 100 % 
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Table 4.12 Frequency of use of real option-based valuation method in Nigeria  

How do you use real option? Corporations Financial 
Advisors 

 Banks and 
Insurance 

Individual 
investors 

As a primary tool 29 % 0 % 29 % 0 % 
As a secondary tool  29 % 20 % 14 % 0 % 
For valuing single projects 0 % 0 % 0 % 25 % 
For valuing ongoing companies 0 % 0 % 0 % 0 % 
Do not use real option 43 % 60 % 57 % 0 % 
NA 0 % 20 % 7 % 75 % 
 
 
Table 4.13 Frequency of use of EVA-based valuation method in Nigeria  

How do you use EVA? Corporations Financial 
Advisors 

 Banks and 
Insurance 

Individual 
investors 

As a primary tool 0 % 0 % 7 % 0 % 
As a secondary tool  14 % 20 % 0 % 0 % 
For valuing single projects 0 % 0 % 0 % 0 % 
For valuing ongoing companies 0 % 0 % 7 % 0 % 
Do not use EVA 86 % 80 % 50 % 25 % 
NA 0 % 0 % 21 % 75 % 
 

 

4.2.8  MODELLING THE COST OF CAPITAL 
The concept and adjustment of risk 
Table 4.14 shows the concept of risk as perceived by practitioners in Nigeria and figures 4.2, 

4.3 and 4.4 show how practitioners account for these risks.  

 

Table 4.14 Definition of risk by practitioners in Nigeria  

Definition of risk Corporations Financial 
Advisors 
 

 Banks and 
Insurance 

Individual 
investors 

Probability of loss 86 % 60 % 86 % 50 % 
Return of variance 0 % 20 % 0 % 0 % 
Lack of information 0 % 0 % 0 % 25 % 
Size of the loss 14 % 20 % 7 % 0 % 
Average return 0 % 0 % 7 % 25 % 
Covariance with the rest of 
investments 14 % 0 % 0 % 0 % 
Other 0 % 0 % 0 % 0 % 
NA 14 % 0 % 0 % 25 % 
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Figure 4.2 Distribution (%) of how Corporations account for Nigerian country risk  
1 One of the corporation respondents did not define its risk adjustment 
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Figure 4.3 Distribution (%) of how Financial Advisors/Analyst firms account for 
Nigerian country risk  
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Figure 4.4 Distributions (%) of how Bank and Insurance firms account for Nigerian 
country risk 

 

The cost of equity capital 
The Capital Asset Pricing Model is used to determine cost of equity capital with several 

variations. Table 4.15 shows the preferred model for estimating cost of equity capital in 

Nigeria. 

  

Table 4.15 Frequency of the use of CAPM and APT for valuation in Nigeria 

When using DCF, you 
use? 

Corporations Financial 
Advisors 

 Banks and 
Insurance 

Individual 
investors 

CAPM 57 % 40 % 29 % 0 % 
Modified CAPM 43 % 0 % 14 % 0 % 
APT 0 % 20 % 21 % 0 % 
Other 0 % 40 % 0 % 0 % 
NA 0 % 0 % 36 % 100 % 
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Table 4.16 How CAPM is defined in valuation in Nigeria 

Do you use CAPM as the 
stacking up of the Risk-
free rate and a market risk 
premium 

Corporations Financial 
Advisors 
 

 Banks and 
Insurance 

Individual 
investors 

Yes 100 % 60 % 36 % 0 % 
No 0 % 20 % 21 % 0 % 
NA 0 % 0 % 36 % 100 % 
 
 
4.2.9 COMPUTING THE COST OF CAPITAL PARAMETERS 
The risk-free rate, market premium, country premium and the beta used in computing the 

costs of capital parameter, their sources and how frequently practitioners in Nigeria used 

them are described in tables 4.17 – 4.25. These are the more country specific issues in 

relation to valuation in emerging markets. 

 

Table 4.17 Bond/technique used in computing Nigeria country risk premium  

Which bond/technique do 
you use in computing 
Nigeria country risk 
premium? 

Corporations Financial 
Advisors 

 Banks and 
Insurance 

Individual 
investors 

PAR 14 % 60 % 36 % 0 % 
FRB 0 % 0 % 7 % 0 % 
Global 0 % 20 % 0 % 0 % 
Spread between own 
corporate bond and US 
corporate bond of similar 
term 14 % 0 % 29 % 0 % 
Others 0 % 20 % 7 % 0 % 
NA 71 % 0 % 21 % 100 % 
 

 

Table 4.18 Nigeria country risk premium used in valuation 

What is the Nigeria country 
risk premium you use? 

Corporations Financial 
Advisors 
 

 Banks and 
Insurance 

Individual 
investors 

0-4% 14 % 0 % 14 % 0 % 
4-6%  0 % 0 % 0 % 0 % 
6-8%  0 % 0 % 0 % 0 % 
8-10% 0 % 0 % 0 % 0 % 
60 % 14 % 0 % 0 % 0 % 
NA 57 % 100 % 86 % 100 % 
Inflation rate 14% - - - 
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Table 4.19 Index used to compute market risk premium in Nigeria 

Which index do you use to 
compute the Market risk 
premium? 

Corporations Financial 
Advisors 
 

 Banks and 
Insurance 

Individual 
investors 

NSE All share index 57 % 100 % 71 % 50 % 
S&P Africa index series 0 % 0 % 0 % 0 % 
S&P 500 14 % 0 % 0 % 0 % 
Dow Jones 0 % 0 % 0 % 0 % 
Other 0 % 0 % 0 % 0 % 
NA 43 % 0 % 14 % 50 % 
 
 
Table 4.20 Type of Average used when computing the Nigerian market risk premium  

Which type of average do 
you use when computing 
Market risk premium? 

Corporations Financial 
Advisors 
 

 Banks and 
Insurance 

Individual 
investors 

Arithmetic mean 57 % 80 % 86 % 50 % 
Geometric mean 0 % 0 % 7 % 0 % 
Other 0 % 20 % 0 % 0 % 
NA 43 % 0 % 7 % 50 % 
 
 
Table 4.21 Market risk premium used by practitioner in Nigeria   

What is the Nigeria market 
risk premium you use? Corporations

Financial 
Advisors 

 Banks and 
Insurance 

Individual 
investors 

Nigerian Treasury  Bill 14 % 20 % 0 % 0 % 
15 % 14 % 0 % 0 % 0 % 
Varies 14 % 0 % 7 % 0 % 
NSE share index 14 % 0 % 0 % 25 % 
NA 43 % 60 % 86 % 75 % 
 
 
Which local and US beta? 
Beta is the covariance between the entire stocks in a market and a particular stock, divided 

by the market variance. Beta shows how returns on a stock vary compared to the market. 

 

Table 4.22 Data sources of local Beta used in Nigeria  

What is your source of 
local Beta? 

Corporations

Financial 
Advisors 
 

 Banks and 
Insurance 

Individual 
investors 

Own calculation 0 % 20 % 36 % 0 % 
NSE indices 43 % 60 % 43 % 50 % 
Bloomberg 14 % 0 % 0 % 0 % 
Banks research department 0 % 20 % 0 % 0 % 
Other 14 % 0 % 0 % 0 % 
NA 29 % 0 % 14 % 50 % 
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Table 4.23 Sources of local Beta used in Nigeria 

Where does Beta come 
from? 

Corporations Financial 
Advisors 

 Banks and 
Insurance 

Individual 
investors 

Local quoting comparable 0 % 20 % 7 % 25 % 
Local sector average 43 % 40 % 50 % 25 % 
Accounting beta 0 % 40 % 29 % 0 % 
US comparable company 29 % 40 % 7 % 0 % 
US sector 0 % 0 % 0 % 0 % 
European comparable 
company 0 % 0 % 0 % 0 % 
Other – Corporate 14 % 0 % 0 % 0 % 
NA 29 % 0 % 7 % 50 % 
 
 
Table 4.24 Data source for US Betas used in the Nigeria market 

Data source for US Betas? Corporations Financial 
Advisors 

 Banks and 
Insurance 

Individual 
investors 

Bloomberg 14 % 20 % 7 % 0 % 
Value line 0 % 0 % 7 % 0 % 
S&P 14 % 40 % 36 % 25 % 
Ibbotson 0 % 0 % 7 % 0 % 
BARRA 0 % 0 % 0 % 0 % 
Others 14 % 0 % 0 % 0 % 
NA 57 % 40 % 43 % 75 % 
 
 

Table 4.25 Adjustments to US Betas before use in the Nigerian market 

Do you adjust US Betas 
when applying them to the 
local market? 

Corporations Financial 
Advisors 
 

 Banks and 
Insurance 

Individual 
investors 

Yes 14 % 80 % 64 % 0 % 
No 29 % 0 % 21 % 25 % 
NA 57 % 20 % 14 % 75 % 
 

 

Which debt and debt-to-equity (D/E) ratio 
The debt to equity (D/E) ratio reflects the proportion of debt to equity used in financing a 

business, company or project. Financial analysts have various targets or criteria for the level 

of their D/E or gearing they take on. Tables 4.26 and 4.27 reveal what this ratio and targets 

are for practitioners in Nigeria while Table 4.28 gives the tax rates used. Tax rate influences 

D/E ratios due to the availability of tax shields on profits.  
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Table 4.26 Type of Debt/Equity ratio in use in Nigeria 

What type of Debt/Equity 
ratio do you use? 

Corporations Financial 
Advisors 

 Banks and 
Insurance 

Individual 
investors 

Target value 14 % 20 % 0 % 0 % 
Current value 43 % 60 % 86 % 0 % 
Industry value 29 % 0 % 0 % 25 % 
Others 0 % 0 % 0 % 0 % 
NA 14 % 20 % 14 % 50 % 
None 0 % 0 % 0 % 25 % 
 

 
Table 4.27 Type of Debt in use in Nigeria 

What type of Debt do you 
use? 

Corporations Financial 
Advisors 

 Banks and 
Insurance 

Individual 
investors 

Marginal cost 29 % 60 % 50 % 0 % 
Current average 29 % 40 % 21 % 25 % 
Not sure 14 % 0 % 14 % 0 % 
Other 0 % 0 % 0 % 0 % 
NA 29 % 0 % 7 % 50 % 
None 0 % 0 % 0 % 25 % 
 

 
Table 4.28 Type of tax rate in use in Nigeria 

What type of tax rate do you 
use? 

Corporations

Financial 
Advisors 
 

 Banks and 
Insurance 

Individual 
investors 

Marginal or statutory 100 % 80 % 50 % 25 % 
Historical average 0 % 20 % 36 % 0 % 
Not sure 0 % 0 % 7 % 0 % 
Others, 0 % 0 % 0 % 0 % 
NA 0 % 0 % 7 % 75 % 
 
 
Which computation frequency 
Table 4.29 shows the frequency with which practitioners compute the cost of capital. 

 

Table 4.29 Frequency of the re-computation of the cost of capital in Nigeria  

How frequently do you re-
estimate the cost of capital? Corporations

Financial 
Advisors 

 Banks and 
Insurance 

Individual 
investors 

Monthly 0 % 20 % 7 % 0 % 
Quarterly 29 % 40 % 7 % 0 % 
Twice a year 0 % 20 % 14 % 0 % 
Yearly 29 % 0 % 21 % 0 % 
Continuously/For each Project 29 % 20 % 43 % 25 % 
Rarely 0 % 0 % 0 % 25 % 
NA 14 % 0 % 7 % 50 % 
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4.2.10 COMPUTATION OF  UNSYSTEMATIC RISK 
The computation of unsystematic risk is an important but delicate job for the financial 

appraiser and there are no well developed models to solve the problem. It is interesting to 

see how it is tackled in emerging markets. Table 4.30 gives how it is done in Nigeria 

 

Table 4.30 Type and frequency of unsystematic risk premiums used in Nigeria   

Which Unsystematic risk 
premium do you use? 

Corporations
Financial 
Advisors 

 Banks and 
Insurance 

Individual 
investors 

Size Premium 43 % 100 % 93 % 25 % 
Which figure do you use?     
           Depends on the industry 29 % 100 % 86 % 25 % 
           Others     0 % 0 % 0 % 0 % 
Where does the figure come 
from?     
            Ibbotson Associates 0 % 0 % 0 % 0 % 
            Own estimate 14 % 60 % 86 % 25 % 
     
Illiquidity premium 14 % 80 % 64 % 0 % 
Which figure do you use?     
           Depends on the industry 14 % 80 % 64 % 0 % 
           Other, please specify       0 % 0 % 0 % 0 % 
Where does the figure come 
from?     
Own estimate 0 % 60 % 57 % 0 % 
Other, 0 % 0 % 0 % 0 % 
NA 57 % 0 % 7 % 50 % 
 

 

4.3 BEST PRACTICE: A COMPARISON BETWEEN THE US AND TWO EMERGING 
MARKETS 

There is a need to make certain comparison between the practice of valuation in the 

developed market and that in the emerging market as gathered from various surveys. Table 

4.31 below gives that comparison where data are available for Nigeria, Argentina and the 

USA in one long stretch. Data from this survey are compared with those of Argentina and the 

US as reported and obtained from Pereiro (2006).  

 

 



Table 4.31 Comparison between valuation practices in Nigeria, Argentina (both emerging markets) and the US (a developed market) 

Questions Nigeria Argentina  US 
 Corporations Financial 

Advisors 
Banks and 
insurance 
firms 

Corporations Financial 
Advisors 
and PEFs2

Banks and 
insurance 
firms 

Corporations 
 

Financial 
Advisors and 
PEFs 

Frequency of use of the DCF         
Uses DCF as a primary tool 71 % 40 % 50 % 89 % 73 % 50 % 89 % 10 % 
Uses DCF as a secondary tool  0 % 0 % 7 % 3 % 27 % 17 % 7 %  
Primary or secondary depending on the case 29 % 20 % 36 % 3 % 0 % 0 % 4 %  
Use DCF for ongoing company valuation 0 % 0 % 0 % 21 % 27 % 17 %   
Use DCF for specific project valuation 0 % 0 % 0 % 24 % 9 % 17 %   
Do not use DCF 0 % 20 % 0 % 0 % 0 % 0 %   
NA 0 % 20 % 7 % 5 % 0 % 33 %   
         
What is used with DCF…         
NPV (net present value) 86 % 60 % 21 % 100 % 100  % 100  %   
IRR (internal rate of return) 29 % 20 % 43 % 87 % 73 % 67 %   
Payback (simple) 43 % 0 % 0 % 32 % 18 % 17 %   
Payback (discounted) 14 % 0 % 14 % 26 % 18 % 0 %   
Profitability index 43 % 0 % 21 % 3 % 0 % 0 %   
NA 0 % 0 % 0 % -     
         
Which of the methods in item above is 
most relevant 

        

NPV (net present value) 43 % 60 % 21 % 53 % 83 % 64 %   
IRR (internal rate of return) 0 % 20 % 43 % 26 % 33 % 36 %   
Payback (simple) 14 % 0 % 0 % 0 % 0 % 9 %   
Payback (discounted) 14 % 0 % 14 % 0 % 0 % 9 %   
Profitability index 29 % 0 % 21 % 3 % 0 % 0 %   
Other 0 % 0 % 0 % 6 % 0 % 0 %   
NA 0 % 0 % 0 % 24 % 0 % 18 %   
         
When using DCF, how do you account for 
project risk 

        

                                                 
2 PEFs - Private Equity Funds 
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Cashflow adjustment 57 % 0 % 14 % 53 % 45 % 83 %   
Rate adjustment 57 % 0 % 7 % 34 % 64 % 0 %   
Get different NPV by applying sensitivity 
analysis 29 % 80 % 64 % 71 % 73 % 50 % 

  

Get different NPV by applying decision trees 29 % 20 % 0 % 3 % 0 % 0 %   
Other 0 % 0 % 0 % 3 % 9 % 0 %   
NA 0 % 0 % 7 % 0 % 0 % 0 %   
         
Do you use a different Beta for each 
investment, project or company under 
appraisal? 

        

Yes 14 % 20 % 21 % 40 % 75 % 50 %   
No 86 % 60 % 71 % 60 % 0 % 25 %   
NA 0 % 0 % 7 % 0 % 25 % 25 %   
         
Do you use a discount rate to account for 
the cost of capital? 

        

Yes 86 % 80 % 79 % 95 % 100 % 100 % 89 % 100 % 
Rate computed as an opportunity cost 57 % 40 % 43 % 16 % 27 % 17 % - - 
WACC 43 % 40 % 43 % 74 % 73 % 67 % - - 
Other 0 % 0 % 7 % 10 % 18 % 17 % - - 
No 0 % 0 % 0 % 5 % 0 % 0 % - - 
sometimes  14 % 0 % 0 % - - - 7 % - 
NA 0 % 0 % 7 % 0 % 0 % 0 % 4 % - 
         
When using DCF do you use a terminal 
value? 

        

Yes 71 % 60 % 29 % 84 % 100 % 83 %   
No 29 % 20 % 64 % 13 % 0 % 17 %   
NA 0 % 0 % 7 % 3 % 0 % 0 %   
         
How do you compute the terminal value         
Perpetuity 43 % 60 % 29 % 91 % 82 % 60 %   
With growth 29 % 40 % 29 % 34 % 45 % 20 %   
Without growth 14 % 20 % 0 % 28 % 9 % 0 %   
Others 29 % 0 % 7 %      
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NA 0 % 0 % 43 % 38 % 36 % 40 %   
         
Do you use a different discount rate to 
compute TV 

        

Yes 0 % 20 % 50 % 16 % 18 % 40 %   
No 71 % 40 % 29 % 84 % 64 % 60 %   
NA 14 % 20 % 7 % 0 % 18 % 0 %   
         
Cost of Equity Capital         
Frequency of the use of CAPM and APT         
CAPM 57 % 40 % 29 % 68 % 64 % 67 % 81 % 80 % 
Modified CAPM 43 % 0 % 14 % 32 % 9 % 17 % 4 % 20 % 
APT 0 % 20 % 21 % 8 % 0 % 0 %   
Other 0 % 40 % 0 % 24 % 9 % -    
NA 0 % 0 % 36 % 8 % 27 % 17 % 15 % - 
         
Do you use CAPM as the stacking up of         
the Risk-free rate and a market risk 
premium? 

        

Yes 100 % 60 % 36 % 79 % 82 % 67 % 85 % 90 % 
No 0 % 20 % 21 % 3 % 0 % 0 % 0 % - 
NA 0 % 0 % 36 % 18 % 18 % 33 % 15 % 10 % 
         
Frequency of use of the multiples method         
Use multiples as a primary tool 14 % 20 % 21 % 5 % 45 % 0 %   
Use multiples as a secondary tool  14 % 0 % 0 % 50 % 55 % 67 %   
Use multiples for valuing single projects  0 % 0 % 0 % 6 % 0 % 0 %   
Use multiples for valuing ongoing companies 14 % 0 % 0 % 15 % 36 % 0 %   
Do not use Multiples 57 % 60 % 64 % 34 % 0 % 17 %   
NA 0 % 20 % 7 % 11 % 0 % 17 %   
         
Frequency of use of the real option 
method 

        

Use real option as a primary tool 29 % 0 % 29 % 3 % 0 % 0 %   
Use real option as a secondary tool  29 % 20 % 14 % 11 % 27 % 0 %   
Use real option for valuing single projects 0 % 0 % 0 % 25 % 57 % 67 %   
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Use real option for valuing ongoing 
companies 0 % 0 % 0 % 

0 % 0 % 0 %   

Do not use real options 43 % 60 % 57 % 79 % 36 % 50 %   
NA 0 % 20 % 7 % 8 % 36 % 50 %   
         
Frequency of use of the EVA method         
Use EVA as a primary tool 0 % 0 % 7 % 11 % 0 % 50 %   
Use EVA as a secondary tool  14 % 20 % 0 % 29 % 27 % 17 %   
Use EVA for valuing single projects 0 % 0 % 0 % 19 % 17 % 0 %   
Use EVA for valuing ongoing companies 0 % 0 % 7 % 19 % 33 % 20 %   
Do not use EVA 86 % 80 % 50 % 32 % 45 % 17 %   
NA 0 % 0 % 21 % 29 % 27 % 17 %   
         
Conceptualisation of risk         
Definition of risk         
Probability of loss 86 % 60 % 86 % 87 %     
Return of variance 0 % 20 % 0 % 85 %     
Lack of information 0 % 0 % 0 % 89 %     
Size of the loss 14 % 20 % 7 % 81 %     
Average return 0 % 0 % 7 % 66 %     
Covariance with the rest of investments 14 % 0 % 0 % 68 %     
Other 0 % 0 % 0 % 11 %     
NA 14 % 0 % 0 %      
         
Bond /Technique used to compute the          
Nigerian country risk premium?         
PAR 14 % 60 % 36 % 18 % 18 % 33 %   
FRB 0 % 0 % 7 % 8 % 18 % 33 %   
Global 0 % 20 % 0 % 3 % 27 % 0 %   
Spread between own corporate bond and US 
corporate bond of similar term 14 % 0 % 29 % 

3 % 0 % 0 %   

Others 0 % 20 % 7 % 5 % 9 % 0 %   
NA 71 % 0 % 21 % 58 % 36 % 50 %   
         
Country premium used    Argentina country risk   
2-4% 14 % 0 % 14 % 11 % 0 % 0 %   

  58 



4-6%  0 % 0 % 0 % 11 % 18 % 0 %   
6-8%  0 % 0 % 0 % 13 % 0 % 17 %   
8-10% 0 % 0 % 0 % 0 % 9 % 33 %   
Depends  - - - 11 % 18 % 0 %   
Inflation Rate 14% - -      
60 % 14 % 0 % 0 %      
NA 57 % 100 % 86 % 55 % 55 % 50 %   
         
Which index do you use to compute the 
Market risk premium? 

        

NSE All share index 57 % 100 % 71 %      
S&P Africa index series 0 % 0 % 0 %      
S&P 500 14 % 0 % 0 %      
Dow Jones 0 % 0 % 0 %      
Other 0 % 0 % 0 %      
NA 43 % 0 % 14 %      
         
Average used when computing Market 
risk premium? 

        

Arithmetic mean 57 % 80 % 86 % 24 % 9 % 50 %   
Geometric mean 0 % 0 % 7 % 8 % 9 % 17 %   
Other 0 % 20 % 0 % 5 % 9 % 0 %   
NA 43 % 0 % 7 % 63 % 73 % 33 %   
         
Market risk premium used         
Nigerian T Bill 14 % 20 % 0 %      
15 % 14 % 0 % 0 %      
NA 43 % 60 % 86 %      
Varies  14 % 0 % 7 %      
NSE share Index 14 % 0 % 0 %      
         
Source of local Beta         
Own calculation 0 % 20 % 36 % 50 %     
NSE indices 43 % 60 % 43 %      
Bloomberg 14 % 0 % 0 % 25 %  33 %   
Banks research department 0 % 20 % 0 % 25 % 50 %    

  59 



Other 14 % 0 % 0 %      
NA 29 % 0 % 14 %  50 % 67 %   
         
Where does Beta come from         
Local quoting comparable 0 % 20 % 7 % 11 % 9 % 33 %   
Local sector average 43 % 40 % 50 % 8 % 9 % 17 %   
Accounting beta 0 % 40 % 29 % 8 % 9 % 0 %   
US comparable company 29 % 40 % 7 % 21 % 18 % 33 %   
US sector 0 % 0 % 0 % 13 % 55 % 0 %   
European comparable company 0 % 0 % 0 % 5 % 0 % 0 %   
Other  - Corporate  14 % 0 % 0 % 8 % 9 % 0 %   
NA 29 % 0 % 7 % 34 % 18 % 33 %   
         
Data source for US Betas         
Bloomberg 14 % 20 % 7 % 40 % 33 % 50 %   
Value line 0 % 0 % 7 % 13 % 33 % 0 %   
S&P 14 % 40 % 36 % 20 % 0 % 50 %   
Ibbotson 0 % 0 % 7 % 13 % 33 % 0 %   
BARRA 0 % 0 % 0 % 20 % 17 % 0 %   
Others 14 % 0 % 0 % 33 % 33 % 0 %   
NA 57 % 40 % 43 %      
         
Do you adjust US Betas when applying 
them to the local market 

        

Yes 14 % 80 % 64 % 26.8 % 14 % 0 %   
No 29 % 0 % 21 % 59.7 % 86 % 100 %   
NA 57 % 20 % 14 % 13.5 % 0 % 0 %   
         
What type of Debt/Equity ratio do you use         
Target value 14 % 20 % 0 % 37 % 64 % 17 % 52 % 90 % 
Current value 43 % 60 % 86 % 39 % 0 % 33 % 15 % 10 % 
Industry value 29 % 0 % 0 % 3 % 9 % 33 %   
Others 0 % 0 % 0 % 8 % 9 % 0 %   
NA 14 % 20 % 14 % 16 % 27 % 33 % 7 % - 
None 0 % 0 % 0 %      
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What type of Debt do you use?         
Marginal cost 29 % 60 % 50 % 18 % 36 % 33 % 52 % 60 % 
Current average 29 % 40 % 21 % 55 % 27 % 17 % 37 % 40 % 
Not sure 14 % 0 % 14 % - - - 4 % - 
Other 0 % 0 % 0 % 11 % 27 % 0 % - - 
NA 29 % 0 % 7 % 16 % 18 % 50 % 7 % - 
         
What type of tax rate do you use?         
Marginal or statutory 100 % 80 % 50 % 63 % 55 % 17 % 52 % 60 % 
Historical average 0 % 20 % 36 % 13 % 9 % 50 % 37 % 30 % 
Not sure 0 % 0 % 7 % - - - 4 %  
Others, 0 % 0 % 0 % 13 % 27 % 0 %   
NA 0 % 0 % 7 % 11 % 18 % 33 % 7 % 10 % 
         
How frequently do you re-estimate the 
cost of capital? 

        

Monthly 0 % 20 % 7 % 8 %  17 % 4 %  
Quarterly 29 % 40 % 7 % 16 %  0 % 19 %  
Twice a year 0 % 20 % 14 % 5 %  0 % 11 %  
Yearly 29 % 0 % 21 % 37 %  33 % 37 %  
Continuously/For each Project 29 % 20 % 43 % 35 %  67 % 7 %  
Rarely 0 % 0 % 0 % 5 %  0 % 19 %  
NA 14 % 0 % 7 % 8 %  0 % 4 %  
Source: Pereiro (2006) and (2002)



4.4 KNOWLEDGE MANAGEMENT ISSUES IN VALUATION 
Businesses are increasing becoming knowledge-based and are creating value based on the 

ability to turning information into knowledge. Barrow et al (2001) has argued that knowledge 

management with respect to the issues of valuation are an important source of competitive 

advantage and that it is most interesting to reveal the areas that are most problematic for 

practitioners and areas where practitioners lack knowledge. 

 

The percentage of respondents answering “NA” (does not know or does not answer) is used 

to measure the relative level of uncertainty surrounding valuation issues amongst 

practitioners in Nigeria. It is a simple measure to inform about the extent Nigerian 

practitioners are unsure about certain valuation issues or what issues they do not want to talk 

about. This has been used by Pereiro (2002) in his studies of valuation in emerging market 

and is also used in this study. The result is shown in Figure 4.5. However, this should be 

taken as a coarse metric. Tables 4.32 shows how practitioners in Nigeria have changed their 

valuation practices either based on new knowledge or on changing circumstances in the 

market in the last 3 years while Table 4.33 shows their levels of satisfaction with their 

valuation results.  

 

Recent changes as knowledge improved: 
Table 4.32 Changes and use of new knowledge in the last 3 years 

Have you made changes to 
the way you do valuation in 
the last 3 years? 

Corporations Financial 
Advisors 

 Banks and 
Insurance 

Individual 
investors 

Yes 57 % 40 % 50 % 0 % 
No 29 % 60 % 36 % 75 % 
NA 14 % 0 % 14 % 25 % 
 

 

Satisfaction: 
Table 4.33 How satisfied are practitioners in Nigeria with their valuation methods and 
result they obtain 

What do you think about 
your method/result of 
valuation? 

Corporations Financial 
Advisors 

 Banks and 
Insurance 

Individual 
investors 

1. Poor/Very Dissatisfied 0 % 0 % 0 % 0 % 
2. Dissatisfied 14 % 0 % 0 % 50 % 
3. Satisfied in part 0 % 20 % 29 % 0 % 
4. Satisfied 86 % 60 % 64 % 50 % 
5. Excellent/Very satisfied 0 % 20 % 0 % 0 % 
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Figure 4.5 Areas of highest uncertainty (%) surrounding valuation issues within 
Corporations, Financial Advisor firms, Banks & Insurance firms in Nigeria  
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CHAPTER FIVE  

DISCUSSION OF RESEARCH RESULTS, 
RECOMMENDATION AND CONCLUSION 

 
“In theory there is no difference between theory and practice. In practice there is (Yogi Berra) 

 …and Life is so unlike theory (Anthony Trollope)” 
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CHAPTER FIVE 

DISCUSSION OF RESEARCH RESULTS, RECOMMENDATION AND 
CONCLUSION  

 
5.0 DISCUSSION OF RESEARCH RESULTS  
Result obtained from 30 respondents (aside from 50 private investors interviewed) to this 

survey is believed to be representative of the population for which inference is to be made 

compared to studies by Pereiro and Galli (2000), Pereiro (2006), and Bruner et al (1998). 

 
5.1 RELATIVE POPULARITY OF DIFFERENT VALUATION METHODS WITH 

VALUATION EXPERTS IN NIGERIA 
 

Empirical studies by Bruner et al (1998) revealed the popularity of DCF as a primary 

valuation tool in the US and according to Graham and Harvey (2001) DCF is widely used by 

many corporations and advisors in the US. In the emerging market of Argentina, Pereiro 

(2002) also reported the wide use of DCF as a primary tool among corporation and financial 

advisors/experts. In alignment with the popularity of DCF in US and in Argentina, this 

investigation reveals that DCF is a widely used valuation tool in Nigeria. As shown by Table 

4.1, all the sampled corporations and banks in this survey use models based in DCF for 

valuation while 80% of financial advisors also use it. Of these, 71% of corporations, 40% of 

financial advisors and 50% of banks/insurance firms use DCF as a primary valuation tool as 

shown by Table 4.2. 

 

In line with the recommendations by Ross et al (2002) of the use of NPV as the best 

approach for evaluating capital budgeting projects, over 50% of corporations and financial 

advisors in this survey use NPV as shown in Table 4.3. However, only 21% of practitioners in 

banks surveyed use it.  The second-rate approaches which include internal rate of return 

(IRR) and the payback (simple and discounted) are still in use in the US, (Graham and 

Harvey, 2001) and also in Argentina (Pereiro, 2002). These second-rate methods have 

drawbacks. IRR approach can present multiple IRRs for a single project due to changes in 

the algebraic sign of the period cashflows. The simple payback does not account for the time 

value of money while the discounted payback which include the time value of money, does 

not take account of the economic value of cashflows occurring after the payback period 

(Pereiro, 2002). Despite the drawbacks seen with these techniques, the IRR and the 

payback methods are still in use in Nigeria just as they are still in use in the US, and 

Argentina. Table 4.4 shows that 29% of corporations, 20% of financial advisors and 43% of 
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banks use IRR. The payback (simple) is common only among corporations (43%), while 

payback (discounted) is used by 14% of corporations and banks. The payback approach is 

not used by financial advisors in Nigeria, according to this survey.  

 

NPV remains the most relevant metric among corporations and financial advisors but not 

among banks instead IRR is their most frequently used metric. This may be due to the 

inherent differences between the business models used by banks, corporations and financial 

advisor firms. Evidence of the merits of using discounted cashflow as a valuation technique 

must have paid off in the US, in the emerging markets of Argentina (Pereiro, 2002) as well as 

in Nigeria as shown by result from this survey.  Profitability index is used by some Nigerian 

practitioners. Table 4.4 reveals that corporations and bank use it, even though it does not 

report the absolute value of the expected yield of the investment. The use of DCF in 

valuation is quite relevant in cashflow generating assets but in order to generate a more 

complete picture of the asset under valuation, it is helpful to compliment it with other 

valuation methods. 

 

5.2 RISK-PARAMETER INCLUDED IN VALUATION PRACTISES IN NIGERIA 
This survey uncovers that practitioners in Nigeria adjust for project-specific risk in the 

cashflows and in the discount rate. Table 4.5 shows that 57% of corporations apply both 

cashflow and rate adjustments while sensitivity analysis are used by most financial advisors 

(80%) and banks (60%) in Nigeria. This is consistent with findings from Argentina according 

to Pereiro (2006), where corporations tend to adjust for projects in the cashflows rather than 

in the discount rate while financial advisors display the reverse trend (Table 4.31).  

 

Table 4.6 shows that most practitioners in Nigeria across all respondent groups appear to 

use the same beta for valuing different projects.  

 

In line with the practise in Argentina (Pereiro, 2006) and in US, (Bruner et al, 1998), 

practitioners in Nigeria also use a discount rate to account for the cost of capital (Table 4.7). 

Suggestions by several authors (for example, Lessard, 1996; Copeland et al, 2000; Shapiro, 

2003) is that “country-related risks such as the expropriation of assets or unexpected 

movement of exchange rates should be factored directly into cashflows, not into the discount 

rate, since such risks are diversifiable from the perspective of the global investor” (Pereiro, 

2006, p. 163). Lessard (1996) also argued that country-related risks may be countered by 

contracting international insurance whose costs can be precisely computed and added to or 

subtracted from the cashflow as risks evolve over time. However, adding a constant risk 

premium to the discount rate would be inappropriate because country risk may vary with time 
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(Bruner et al, 2003; Pereiro, 2006). Yet, Pereiro (2006) explained that predicting the exact 

effects of country risk on a firms’ expected cashflow may not be an easy task and the 

appraiser may tilt instead toward a discount rate adjustment. “In short, practitioners seem to 

be comfortable adjusting the discount rate according to the degree of perceived 

segmentation, incorporating its many drivers into a single number: the country risk premium” 

(Pereiro, 2002, p. 111).  

 

Table 4.7 also shows that computing the discount rate as an opportunity cost is popular 

among corporations. However, WACC seems to be equally applied by corporations, financial 

advisors and banks in Nigeria as it also is in Argentina (Pereiro, 2002) but data are not 

available for the US from the Bruner et al (1998) studies.  

 

In line with the practice in Argentina (Pereiro, 2002), Table 4.8 shows that significantly more 

corporations and financial experts in Nigeria use terminal value with DCF-based valuation. 

However, the trend is reversed for banks and insurance companies. The application of 

growing perpetuity models in computing terminal value when using DCF-based technique is 

also popular among these two groups as shown in Table 4.9. Only 29% of banks apply a 

terminal value and half of them use a different rate in computing the terminal value (Tables 

4.8 and 4.10). 

 

5.3 POPULARITY OF MULTIPLES, REAL OPTION AND EVA BASED VALUATION 
PRACTISES IN NIGERIA 

 
Multiples based valuation 
According to Damodaran (2001), the use of multiples is quite popular due to the fact that a 

valuation based on a multiple and comparable firms is quicker to complete and is based on 

fewer assumptions than the discounted cashflow valuation.  

 

As in Argentina, relative valuation is not very popular among Nigerian practitioners (Pereiro, 

2006). Only 29% of corporations, 20% of financial advisors and 14% of financial services use 

relative valuation approach. Multiples are used both as a primary and secondary tool by 

corporations and they apply it when valuing ongoing companies while only 21%  and 20% of 

practitioners in banks and financial advisors firms use it as a primary tool (Table 4.11). This 

low use of multiples by Nigerian practitioners seen in this survey may be explained by the 

scarcity of a sound set of comparables in the Nigerian local market, required in relative 

valuation. However, “as a alternative to local comparables, analysts may simply apply easily 

available US multiples” (Pereiro, 2006, p. 167). According to Pereiro (2002), this US data 
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should be adjusted for cross-border corrections of multiples when applying them to an 

emerging market because similar companies may be valued differently in different 

geographic markets. This is due to the existence of major differences across countries 

regarding accounting reporting practices and as such not reasonable to compare the 

earnings level of firms operating in different countries if those differences are not properly 

known.  

 

Also according to Pereiro (2006, p. 167) “national stock markets may have widely different 

perceptions of the value of the same group of assets”. It is clear that a country has effect on 

the value of a company which is not resolved just by normalizing financial statements (Solnik, 

1996). The potential pitfalls of the relative valuation involves the fact that in cases where the 

key variables such as risk or growth is neglected, the relative ease of putting together a 

multiple and a group of comparable firms can also lead to inconsistent estimates of value 

(Damodaran, 2001). Also since multiples reflect the market mood, its use for estimating the 

value of an asset can result in values that are too high, when the market is overvaluing 

comparable firms, or vice versa. Finally, the lack of transparency regarding the underlying 

assumptions in the use of multiples makes them susceptible to manipulations.  

 

Real options valuation 
Real options valuation according to this survey (Tables 4.1 & 4.12) is not very popular in 

Nigeria as seen also in Argentina (Pereiro, 2006) and in developed markets as reported for 

the US market by Copeland (2002). However, it is more popular than the relative valuation 

approach as 29% of corporations and banks use it as a primary tool. This low popularity of 

the real option approach may be due to factors such as “the sheer inexistence of an option 

component in the project under appraisal, difficulties in properly modelling the options 

embedded in real assets, debatable simplifications rooted in the assumption that real and 

financial options are analogous, and plain computational problems. These factors may 

compound in emerging markets, where real option parameters may be more difficult to 

measure” (Pereiro, 2006, p.167). The use of complex analytical methods in the use of real 

option valuation restricts its use by practitioners who are not thoroughly familiar with financial 

methodology. Hence the conclusion in line with Pereiro (2002)’s argument is that the method 

is far from accessible to financial practitioners and can not be easily understood by the 

layperson. 

 

EVA® based valuation 
Economic value added (EVA®) is not used widely as a primary tool by Nigerian practitioners. 

Tables 4.1 and 4.13 reveal that 43% corporation, 20% financial advisors firms, and 43% of 
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banks and insurance companies use this model. Of these, only 7% of banks apply it as a 

primary tool. This observation is similar to the low popularity of EVA® in Argentina as 

investigated by Pereiro (2006) but in contrast with that of the US. EVA® according to Block 

(1999) is a popular technique among US financial analysts. Pereiro (2002) also reports that 

in practice EVA® is used mainly as an ex-post performance assessment method. According 

to him, many companies use DCF in calculating the value of a project, and then follow up 

with EVA® once the project kicks off. The complications associated with monitoring and 

comparing cashflows to previous forecast and the lack of developed cashflow control 

information systems required for computing EVA® might explain its low popularity among 

Nigerian practitioners. The accounting nature of EVA® as mentioned earlier remains its 

major shortcoming. “Accounting measures meet great resistance in corporate finance 

because management can easily manipulate them hence making them problematic for data 

comparisons and interpretations” (Pereiro, 2002, p. 71). 

 

5.4 THE COST OF CAPITAL AND VALUATION IN NIGERIA 
5.4.1 ASSET PRICING MODEL 
Pereiro (2006) commented that choosing a particular asset pricing model is a major decision, 

because one can easily arrive at completely different values for cost of capital by applying 

different variants of the capital asset pricing model.  The application of the plain CAPM to an 

emerging market seems to be easier but a controversial endeavour. Its use might be as a 

result of abundant data available for the easy application of the model and its cost 

effectiveness. The popularity of the model has also made it a benchmark used by many 

investors, managers, venture analysts, angel investors and researchers. Different CAPM-

based variants (modified CAPM) make specific adjustments that partially alleviate the flaws 

of the model and as such used by many. Bruner and Chan (2002) estimated the cost of 

equity of some big companies located in Brazil, South Africa, Thailand, Malaysia and Poland 

using four different variants (CAPM, global CAPM, a Lessard (1996) type model and a 

multifactor model), and found in some cases significant differences. 

 

Pereiro (2002) in his book “Valuation of Companies in the Emerging Market” shed light on 

modified-CAPM and the specific adjustments to them. This survey reveals that most 

practitioners in Nigeria apply the plain CAPM. 43% of corporations use a form of modified 

CAPM, while only 20% of financial advisors and 21% of banks use Arbitrage Pricing Theory 

(APT) (Table 4.15). This wide use of CAPM might be due to the benefits listed above. 

Pereiro (2006) survey showed that CAPM-based models are also the preferred choice in 

Argentina, a behaviour that is comparable with that in the US (Bruner et al, 1998; Graham 

and Harvey, 2001). In contrast, APT is not frequently used both in Nigeria (according to this 

  69



survey) and in Argentina as observed by Pereiro (2006). As explained by Pereiro (2006, p. 

172), “APT models allow for the individual and explicit modelling of the typical components of 

country risk such as inflation, discriminatory taxation, sovereign, political and exchange risk, 

they could be thought of as a good replacement to the CAPM in emerging markets”. 

However, the use of APT is usually impractical in emerging markets due to incomplete and 

labile macroeconomic data in such markets and as such its low popularity in Nigeria should 

not be surprising. 

 

5.4.2 CONCEPTUALISATION AND TREATMENT OF RISK IN THE PRACTICE OF 
VALUATION IN NIGERIA 

According to surveys by Reeb et al, (1998), Pettit et al, (1999) and Stulz (1999), there is a 

preference for using higher discount rate for evaluating international projects as compared to 

domestic ones amongst US practitioners. This implies that the use of idiosyncratic risk 

premiums is popular among practitioners. In line with the studies by Pereiro and Galli (2000) 

in Argentina and Bruner et al. (1998) in the US, this study (Table 4.16) also reveals the 

popularity of treating CAPM as the piling up of the risk-free rate. 

 

In Nigeria according to this survey, the probability and size of loss seem to be the most 

popular way that Nigerian practitioners conceptualize risk. 86% of corporations, 60% of 

financial advisors firms and 86% of banks define risk as probability of loss (Table 4.14).  This 

corresponds to the practice in Argentina, according to the survey by Pereiro and Galli (2000). 

However, risk conceptualized as variance, lack of information and covariance with other 

investments seem not to be important to Nigerian practitioners as seen in this survey.  

 

5.4.3 COMPUTATION OF COUNTRY RISK  IN NIGERIA 
Table 4.17 shows that 100% of financial advisor firms, 28% of corporations and 79% of 

Banks and Insurance firms in this survey compute Nigeria country risk premium in one way 

or the other. However, only few of the Nigerian corporations (24%) and banks (14%) apply a 

country risk premium (Table 4.18). These findings suggest that country-idiosyncratic risk 

premiums are usually employed by Nigerian practitioners, although the value used by most 

of these practitioners was not given. PAR (bond selling at face value) is the most popular 

bond used by Nigerian practitioners (Table 4.17). Most Argentine practitioners (Pereiro, 2006) 

and US analysts (Godfrey and Espinosa, 1996; Lessard, 1996; Budyak and Hackett, 2000) 

evaluating overseas investment projects compute the country risk premium as the yield 

spread between a global bond and a sovereign bond of similar maturity from the local market. 

Only 14% of corporations and 29% of banks behave along the same line (Table 4.17 and 

Table 4.31).  
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For many, the value of the Nigerian country risk premium normally used is unavailable. In 

Figures 4.2 – 4.4, six types of risk are defined and the figures show again that practitioner in 

Nigeria generally account for risk in both cashflow adjustment and rate adjustment. Risk of 

unexpected inflation and tax differentials seem to be important while practitioners are 

relatively indifferent to political risks, sovereign risks and exchange risks. This might be due 

to the fact that the companies have learned to operate in this environment profitably or have 

successfully hedged some of these risks and hence are indifferent to them. 

 

5.4.4 COMPUTATION OF LOCAL MARKET RISK PREMIUM IN NIGERIA 
Table 4.22 shows that a portion of respondents in this Nigerian survey rely on their own 

computation of the market risk premium while the majority use the Nigerian Stock Exchange 

(NSE) indices. According to Pereiro (2002, p. 120), “selecting a specific index for a given 

exchange is not a clear-cut undertaking, since capitalization-weighted and volume-weighted 

indices may give different results”. In Argentina according to Pereiro (2002), corporations use 

the Merval (an Argentine volume-weighted index) as the local bench mark. In Nigeria, the 

local Nigeria Stock Exchange (NSE) All Share index is in popular use.  

 

Table 4.19 reveals that 57% of corporations, all financial advisors and 71% of banks use 

NSE all share index in computing the market risk premium. This survey (Table 4.21) reveals 

the use of different local market premium though the actual figures used are not well defined. 

This might be because computing this figure according to Pereiro (2002) is quite difficult in 

emerging markets due to the volatility of the financial environment.  

 

Majority of the practitioners in Nigeria, in line with suggestions by Ibbotson Associates (2003) 

and Copeland et al, (2000) indicated the use of arithmetic mean in computing the market 

premium (Table 4.20). Only 7% of banks use the geometric mean in their computation as 

suggested by Damodaran (2002). In the Argentine survey by Pereiro (2006), the use of 

arithmetic mean is also more popular among corporations while advisors and funds use both 

the arithmetic and geometric means (Table 4.31). When the experts do not agree with theory, 

practice will inevitably vary and might tend towards what is more convenient for use.   

 

In Argentina (Pereiro, 2006), most firms re-estimate their cost of capital figure on a yearly 

basis, as it is the case in the US (Bruner et al, 1998). However, in Nigeria according to this 

survey (Table 4.29), most practitioners re-estimate the cost of capital more often than once a 

year. This might be due to the erratic nature of this unpredictable and labile economy. 
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5.4.5 US AND LOCAL BETA IN NIGERIA 
The use of a local beta is somewhat difficult to implement in emerging markets, where the 

data series to compute betas tend to be unacceptably short with the returns very volatile and 

the comparable firms, scarce or simply unavailable. According to this survey, Table 4.22, 

most practitioners in Nigeria do not compute their own beta instead they apply the NSE 

indices. This is in contrast to Argentina, where computation of own beta is the practice in half 

of the corporations (Pereiro and Galli, 2000).  

 

The use of a “foreign” beta such as US beta (computed, for instance, against the S&P 500 

Index) can be an alternative to use of local beta. This approach is creditable in cases where 

there is scarcity of comparable firms in the local market, or when local data are unreliable 

(Pereiro, 2006). According to Shapiro (2003) industry betas are likely to be different across 

borders because the local economy usually affects local operations. 

 

In Nigeria, as shown by this survey (Table 4.23), 43% of corporations, 40% of financial 

advisors and 50% of banks use local sector average as their source of local beta. Only 29% 

of corporations and 7% of banks use betas derived from comparable US companies while up 

to 40% of advisors use beta from US comparable companies. Table 4.24 shows that the 

most popular data source of US betas in Nigeria according to this survey is the S&P followed 

by Bloomberg while in Argentina Bloomberg is the most popular service (Pereiro and Galli, 

2000).  Furthermore and in contrast to the practice in Argentina  (Pereiro, 2006) many of the 

respondents using US betas seem not to believe in the cross border stability of betas as 

about 14% of corporations, 80% of financial advisors and 64% of banks use a corrective 

process when applying US betas to Nigeria (Table 4.25). Pereiro (2002) outlined that the use 

of the same beta for all projects is clearly a theoretical error unless the projects under 

valuation were tightly related to the core business of the company and have related debt 

capacity as the company in general and thus share a similar level of risk.  

 

5.4.6 DEBT AND EQUITY IN USE IN NIGERIA 
The Debt/Equity (D/E) ratio, according to Pereiro (2002), shows the amount of the debt and 

equity financing in the company’s operations and is needed in estimating WACC. In the US 

where companies are mostly quoting firms, Bruner et al (1998) reported the use of target D/E 

ratio by practitioners. In Argentina, Pereiro and Galli (2000) reported that financial advisors 

rely on target value while other practitioners use both market and current values. In Nigeria, 

Table 4.26 reveals that current Debt/Equity value is the most popularly value among the 

respondents. The use of marginal cost of debt is reported to be popular in the US by Bruner 

et al (1998). In Argentina however, Pereiro and Galli (2000) showed that financial advisors 
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and PEFs also use marginal cost whereas corporations primarily use an average current cost 

of debt. In Nigeria (Table 4.27), 29% of corporations, 60% of financial advisors and 50% of 

banks use the marginal cost while 29% of corporations, 40% of financial advisors and 21% of 

banks use average current cost. Pereiro (2002) recommended the use of the actual cost at 

which the company will be able to obtain future debts in computing WACC. The marginal tax 

rate is preferred among analysts in Nigeria according to this survey (Table 4.28). 

 

5.4.7 THE TREATMENT OF SIZE AND ILLIQUIDITY EFFECTS 
Contradictory evidences on size effect by different studies attest to the ongoing debate on 

the existence and significance of the size effect and affirm why practitioners may still find 

themselves in the dark as to applying the effect when valuing an investment project (Pereiro, 

2006). Graham and Harvey’s (2001) reported the use of corrections for size by US 

practitioners. According to the survey by Pereiro (2006), none of Argentine practitioners react 

on the size matter. This is in contrast with the practice in Nigeria as a majority of Nigerian 

practitioners react to size as revealed by this survey (Table 4.30). This figure is computed as 

an estimate depending on the industry in question. The Nigerian survey consist of a mixture 

of small, medium sized and large firms and need to consider the effect of size.  

 

Empirical studies by Pereiro (2001), Koeplin et al (2000), Bajaj et al (2001) and others show 

that there is agreement in financial literature on the existence of an illiquidity related discount 

on the value of a firm’s shares, although the discount applied varies widely among studies. In 

Argentina according to Pereiro (2006), only very few practitioners apply a correction for 

illiquidity. In Nigeria, however, this survey (Table 4.30) reveals that most Nigerian 

practitioners apply a correction for illiquidity. Legislation in emerging markets like Nigeria 

usually provides limited protection to minority investors. Such that the controlling 

shareholders of closely held firms in this market may be commanding very high control 

premiums that more than compensate for the illiquidity discount produced by not being 

quoted in the capital market. The benefits of control may explain why owners of private firms 

in emerging markets are hesitant to securitize them even if significant liquidity value would be 

added by doing so (Pereiro, 2006). This point should be considered by Nigerian practitioners 

when considering the inclusion of illiquidity in valuation so that a more accurate value of the 

company under valuation is estimated in practice. 

 

5.5 KNOWLEDGE MANAGEMENT ISSUES IN VALUATION IN NIGERIA 
Figure 4.5 shows that the value of market and country premiums are among the areas of 

highest uncertainty around valuation issues for Nigerian practitioners. This might be as a 

result of lack or knowledge, or that the practitioners do not want to reveal the premiums they 
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use. This is similar to the uncertainty level in Argentina where Pereiro (2002) reports that 

country specific issues had the highest uncertainty. This is reasonable as emerging market 

country specific issues are what make valuation in emerging market problematic. As 

expected, figure 4.5 shows that private investors have the highest uncertainty level of 100% 

in most cases. Private investors in Nigeria have been excluded from the discussion so far as 

they lacked the required knowledge of valuation practices. However, 50 private investors 

interviewed (transcripts not tabulated) agree that they lacking valuation knowledge, use 

intuition, and/or rely on their stock brokers/financial advisors on how to invest which in turn 

puts a great responsibility on financial experts for proper valuation. 

 

However, Table 4.32 suggests that practitioners in Nigeria are constantly updating their 

methods of valuation – hopefully, in line with best practices for emerging market while Table 

4.33 shows that the majority of these valuation experts (86%, 60% and 64% for corporations, 

financial advisors and banks respectively) are satisfied with their valuation methods and the 

results they obtain.        

 

5.6 RECOMMENDATIONS  
Various recommendations as to possible best practices for valuation in Nigeria have been 

mentioned along with the discussion of the results from this survey in previous sections. 

However, a few more recommendation that will be useful in valuation practices in Nigeria is 

mentioned below.   

 

Damodaran (2001), in his book “the Dark side of valuation” explains that for valuing 

investments where the promised cashflows have the risk of not being delivered, the use of 

the risk-less rate as the discount rate is inappropriate, instead a default spread which include 

the risk-less rate and an appropriate premium for the default risk should be used. 

Furthermore, to use multiples soundly, Damodaran (2001) recommends four steps. First, one 

must define the multiple consistently and measure it uniformly across the firms being 

compared. Second, a sense of how the multiples vary across firms in the market is a 

prerequisite. Third, it is important to identify the fundamental variables that determine each 

multiple and how changes in these fundamentals affect the value of the multiple. Finally, 

finding truly comparable firms and adjusting for the differences between the firms on 

fundamental characteristics must be noted. To use models based in relative valuation in the 

Nigerian market, the above recommendations should be considered. 

 

A cross-border correction may be achieved by regressing multiples against macroeconomic 

variables (Damodaran, 2002), or via simple linear adjustments that use the averages of value 
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multiples for the emerging and US stock markets (Pereiro, 2002). Also, the use of corporate 

bond spreads in obtaining premiums as recommended by Damodaran (2000) should be 

applied to the Nigerian case considering the low number of participants in the market and the 

higher level of volatility. Pereiro (2002, p, 170) outlines four approaches to computing beta in 

emerging markets and this is an important approach that is recommended for use by 

Nigerian practitioners as the computation of beta appears to be a major challenge in Nigeria. 

 

This research is in no way exhaustive and it opens a window into various areas in which 

further researches into the problems of valuation in the emerging market of Nigeria can be 

conducted. This will include research into how closely held companies should be valued in 

Nigeria, best practices that should be applied in valuation in Nigeria and the appropriate local 

beta and country premiums. 

  

5.7 CONCLUSIONS  
This research reveals what the current practices in valuing companies in Nigeria are, and 

shows how these practices defer from recommendations in literature. This is an area that 

contributes to knowledge within valuation of companies in emerging markets as previous 

studies focusing on valuation in Nigeria as an emerging market are non-existent.  

 

As revealed by this survey, DCF-based valuation method is the most popular valuation 

method in Nigeria. Valuation practices in Nigeria generally align with practices in both 

Argentina and the US, however with little variations from recommendations in literature, 

especially in the areas where valuation experts tend to disagree. This research also reveals 

the risk parameters that are included when valuing companies in the Nigerian market and 

shows that practitioners are indifferent to several risks in their valuation practices. Contrary to 

the practice in Argentina, analysts in Nigeria do adjust data obtained from developed markets 

like the US to the Nigerian market. Precisely how this is done is not revealed and results 

obtained in this study have been compared with available data for Argentina and the US and 

the differences shown as far as possible within the scope of this study. 

 

There are several areas in which valuation knowledge needs to be increased among 

Nigerian valuation practitioners. Country specific issues such as market premium and 

country risk premium are shown to be the highest areas of uncertainty. This is not surprising 

since country specific issues with respect to valuation in emerging markets is an area where 

valuation/financial experts disagree while knowledge is still growing towards best practices in 

this area. This study has thus answered the questions it set out to answer while further 
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research on related areas is inevitable as the Nigerian market continues to seek foreign 

direct investments.  
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APPENDIXES 
 
APPENDIX A – QUESTIONNAIRE USED IN THE SURVEY 

                

School of Management 
Blekinge Institute of Technology

METHODS OF VALUING COMPANIES IN EMERGING MARKETS- THE CASE OF 
NIGERIA by Aidamenbor, Jaunty Edobor & Chikanayo Mgbemena  
 
Questionnaire 
Kindly take 10 minutes to complete this questionnaire. Your responses are absolutely confidential and 
will be used solely to contribute to the above research thesis at BIT.  
 
You can complete this questionnaire on your computer or by hand.  
Click on the box ( ) beside each option to select the option. Click on and then type your other 
answers in this field (     ). To unselect an option, simply click again on the initially selected option.  
Please remember to save the form (Ctrl + S) after completing it.  

 
 
 
1. Choose which applies to you below: 

  I am a Financial Advisor/Analyst  

  I work for a Bank or Insurance Firm, Name:         

  I work for a Financial Services Firm/Stock Broker, Name:         

  I work for a Corporation, Name:        

(Corporation refers to manufacturing or non-financial services firms) 

  I am an individual investor or individual analyst 

 

2. What business Valuation Technique do you use? (Select all that applies to you) 

 Models based in discounted cashflows (DCF)  

 Models based in relative valuation (multiples) 

 Models based in real options (option pricing) 

 The Economic Value Added (EVA®) method 

 Others (e.g. intuition), please specify       
      

 

 

Please answer question 3(a – j) if you use “Models based in discounted cashflows (DCF)” 
in your valuation technique 
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3. Models Based in Discounted Cashflow Method: 
How do you use DCF? 

 Use DCF as a primary tool 

 Use DCF as a secondary tool  

 Primary or secondary depending on the case 

 Use DCF for specific project valuation 

 Use DCF for ongoing company evaluation 

 Do not use DCF 

a, If you use DCF, You use... 

 NPV (Net Present Value) 

 IRR (Internal Rate of Return) 

 Payback (Simple) 

 Payback (Discounted) 

 Profitability Index 

 

b, Which one in a above is most relevant to you? 
  NPV (Net Present Value) 

  IRR (Internal Rate of Return) 

  Payback (Simple) 

  Payback (Discounted) 

  Profitability Index 

  Others, please specify        

 

c, When using DCF, how do you account for project risk? 
 Cashflow adjustment 

 Rate adjustment 

 Get different NPVs by applying sensitivity analysis 

 Get different NPVs by applying decision trees 

 Other, please specify       

 

 
d, Do you use a different Beta for each investment, Project, or Company 
under appraisal?          

 Yes    No 
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e, Do you use a discount rate to account for the cost of capital? 

 Yes   No   Sometimes 
    If Yes 

 Rate computed as an opportunity cost 

 WACC 

 Others, please specify       

   

   f, When using DCF, do you use a Terminal value? 
 Yes    No 
 
g, If Yes to f above, how do you compute it? 

 Perpetuity 

 With growth 

 Without growth      

 Other, please specify       

 
    h, Do you use a different discount rate to compute f or g above? 

 Yes    No 
 

     i, When using DCF, You use …                                                                                                  
 CAPM            Modified CAPM           APT          Other,  please specify       

 
j, Do you use CAPM as the stacking up of the Risk-free rate and a 
market risk premium? 

 Yes    No                              
 

 

Please answer question 4 if you use “Models based in relative valuation (multiples)” in 
your valuation technique  
4. Models based in relative valuation (multiples):  

How do you use multiples? 
 Use multiples as a primary tool 
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 Use multiples as a secondary tool  

 Use multiples for valuing single projects  

 Use multiples for valuing ongoing companies 

 Do not use multiples 

 

Please answer question 5 if you use “Models based in real options (option pricing)” in your 
valuation technique  
5. Models based in Real Options method: 
How do you use real options? 

 Use real option as a primary tool 

 Use real option as a secondary tool  

 Use real option for valuing single projects 

 Use real option for valuing ongoing companies 

 Do not use real options 

Please answer question 6 if you use “The Economic Value Added (EVA®) method” in 
your valuation technique 

6. The Economic Value Added (EVA®) method: 
 Use EVA as a primary tool 

 Use EVA as a secondary tool  

 Use EVA for valuing single projects 

 Use EVA for valuing ongoing companies 

 Do not use EVA 

 

Please select appropriate answers below 

7. How do you define risk? 
 Probability of loss 

 Return of variance 

 Lack of information 

 Size of the loss 

 Average return 

 Covariance with the rest of investments 

 Others, please specify       

 

8. What adjustment do you use for each risk below?  
Tick the alternatives that fit down the column each of the situations described in the top row: 
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 Unexpected 
Inflation 

Tax 
Differentials 

Political Risk (e.g., 
Expropriation) 

Sovereign Risk 
(Default) 

Exchange 
Risk 

Cashflow 
adjustment 

     
 

Rate adjustment      

Indifferent      

No adjustments      

 

9. What bond or technique do you use to compute the Nigerian country risk 
premium? 

  PAR 

  FRB 

  Global 

  Spread between own corporate bond and US corporate bond of similar term 

  Others, please specify       

 

 

10. What value do you use as (Nigeria’s) Country risk premium? 
Please specify       

 

 

11. Which index do you use to compute the Market risk premium? 
  NSE All share index 

  S&P Africa index series 

  S&P 500 

  Dow Jones 

  Other, please specify       

 

12. Which type of average do you use when computing Market risk 
premium? 

  Arithmetic mean 

  Geometric mean 

  Other, please specify       

  

13. What value do you use as the Market risk premium? 
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Please specify       

 

14. What is your source of local Beta? 
 Own calculation 

 NSE indices 

 Bloomberg 

 Banks research department 

 Other, Please specify       

 

15. Where does Beta come from? 
  Local quoting comparable 

  Local sector average 

  Accounting beta 

  US comparable company 

  US sector 

  European comparable company 

  Others, please specify       

 

16. What is your data source for US Betas? 
  Bloomberg 

  Value line 

  S&P 

  Ibbotson 

  BARRA 

  Others, please specify       

 

 

17. Do you adjust US Betas when applying them to the Nigerian local 
market? 

 Yes    No      

 

18. What type of Debt/Equity ratio do you use? 
  Target value 

  Current value 

  Industry value 
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  Others, please specify       

 

19. What type of Debt do you use? 
  Marginal cost 

  Current average 

  Not sure 

  Other, please specify       

 

20. What type of tax rate do you use? 
  Marginal or statutory 

  Historical average 

  Not sure 

  Others, please specify       

 

21. How frequently do you re-estimate the cost of capital?  
  Monthly    Quarterly 

  Twice a year   Yearly 

  Continuously/For each Project 

  Rarely 

 
22. Which Unsystematic risk premium do you use? 

  Size Premium 

  Which figure do you use? 

   Depends on the industry 

  Other, please specify       

Where does the figure come from? 

  Ibbotson Associates 

  Own estimate 

 

  Illiquidity premium 

        Which figure do you use? 

  Depends on the industry 

  Other, please specify       

Where does the figure come from? 

  Own estimate 
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  Other, please specify       
 

 

23. On a scale of 1 – 5 what do you think about your method/result of 
valuation? 
Poor/Very       Excellent/ 
Dissatisfied          Dissatisfied Satisfied in part     Satisfied  Very satisfied  

1.             2.    3.           4.    5.   

 
24. Have you made changes to the way you do valuation in the last 3 years? 

 Yes    No 
 

25. Type here any other comments you might have or additional 
information to any of the above sections. 
      

 

Thank you for your help with this questionnaire and research thesis. 

Please return it by mail to jeai07@student.bth.se or jaunty_aidamenbor@yahoo.com  
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APPENDIX B – PARTIAL LIST OF COMPANIES OF RESPONDENTS  
 
List of Companies where respondents in survey work.  

 Corporations  Business areas   
 Shoreline energy 

International 
Energy and utilities   

 Shell Petroleum 
Development company  

Oil and gas   

 Statoil Nigeria Oil and gas   
 Ekulo Group of companies General Merchandise   
 Nestle  Food and Beverages 

Manufacturing 
  

 Pharmareach International  Pharmaceutical    
 Eravic and bros Ltd Manufacturing    
     
 Financial advisors  

Funds 
   

 KPMG financial services Financial service and 
consulting 

  

 Accenture  Financial service and 
consulting 

  

 Kakawa Discount House Stock brokers    
 Forthright investment  Investment, stock broker   
 BGL Financial services   
     
 Banks and Insurance 

firms 
   

 Diamond Bank Bank  - Financial sector   
 GT Bank Bank  - Financial sector   
 Equatorial Trust Bank Bank  - Financial sector   
 Aiico Plc Insurance company   
 First bank Bank  - Financial sector   
 Access bank Bank  - Financial sector   
 Skye Bank  Bank  - Financial sector   
 Ecobank Bank  - Financial sector   
 Stanbic IBTC bank Plc Bank  - Financial sector   
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