
 

 

 

 

 

 

 

CHAPTER 11: MODELING AND VALUATION  

 
“Valuation is an art, not a science.” 

 

- Mohandas Pai 
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BUILD FINANCIAL MODELS AND VALUE COMPANIES THE EASY WAY 

 

 

BREAKING NEWS!  

Microsoft’s investment bankers just 

approached us and Microsoft might want to 

buy our company! We need to decide if we 

should do an IPO or just sell to Microsoft!  

 

 

 

I created an online version of this chapter as well at: 

www.tiny.cc/chris80  

 

In the previous chapter we modeled and came up with the appropriate valuation for our 

private company. We will be going public soon and we will discuss the entire IPO process. 

Before we do so, let’s discuss how to value and model Microsoft, a company that is 

already public. 

We will make the process very easy to understand! In fact, we will make this chapter more 

Pinterest like versus previous chapters where we covered the basics of valuing a private 

company. The difference here is we have WAY more information available!  

http://tiny.cc/chris80
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        www.tiny.cc/chris81   

 

 

    

No theory in this section! We will create a model and value Microsoft the way I did it in the hedge fund 

industry.  

Investor relations is a function that 

exists to help YOU the investor decide 

whether or not to invest in a company. 

All large companies have investor 

relations folks. Smaller companies 

outsource to investor relations firms.  

 

    

http://tiny.cc/chris81
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If you hit control+F while in your browser and type any key word (i.e., revenue), you can see in the scroll 

bar in yellow all of the results in the lengthy SEC filing of the word revenue. Use the Chrome browser for 

this feature as it makes navigating financial statements online much more fun.  
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You can search the 10-k for ‘Income Statement’ etc.. 
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Start with revenue.  
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Put in operating expenses now:  
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Now complete the rest of the historical statement (you can get all this information online at Microsoft’s 

investor relations site.  
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Yep; a 1 in a million chance….  

www.tiny.cc/chris82 

Make sure you see the forest from the trees!!! 

http://tiny.cc/chris82
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copy + paste the historicals into your spreadsheet.  
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The answer because of two horrific recessions. Look for patterns in the data. Look for trends.  

 

This occurred because of the release of the first Xbox. Hardware margins suck compared to software 

margins.  
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Microsoft started buying back a lot of shares!  
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If you have no clue on how to forecast a certain expense line item, then start with taking an average of all 

prior percents of revenue (per the previous image)!  
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Look for patterns….an object in motion will stay in motion…oki dokki in this case it looks like Microsoft is 

buying back about 100,000,000 shares per year. Wow!  
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http://tiny.cc/chris110 

 

 

 

    

http://tiny.cc/chris110
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Don’t forget to add many comments…which you can also do in an assumptions column.   
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Stocks usually trade near their earnings growth rate. 

Huh? Well if a company’s earnings are growing 20% 

next year, then the stock should trade at about 20x’s 

that year’s earnings at that point in time. If a 

ocmpany is growing at 8% earnings, then the stock 

should trade at about 8x’s that earnings number 

that year. Simple enough eh!   
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                I know I know I know. Not funny!  
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The WACC stands for the weighted average cost of 

capital….basically what is the cost of renting money 

for Microsoft. Note: it will be a heck of a lot less than 

for a private company as Microsoft is pretty stable. 

We then use the WACC to find out what Microsoft’s 

future net income or cash flow is worth today 

(rember that a dollar in the future is worth a heck of 

a lot less than it is worth today…..the trick is to find 

the right WACC to discount future net income or 

cash flow to today).  
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Rmember tech firms don’t usually have much debt. If they have some then deduct the debt from your 

target market capitalization (after accounting for the cash balance)…..I know that this is not an exact 

science but it is close enough for government work! With Microsoft I am bearish on the company longer 

term as the founders don’t run the company any more so I will just assume that growth will be anemic and 

they will use their cash balance to keep buying back shares.  

    

Let’s just assume that the stock market goes up about 12% per year. Microsoft is likely to grow slower 

than the stock market in the long run and it is likely less volatile as it is a stable old company….so I expect 

the beta to be less than 1. The market’s beta or volatility is 1. Your stock is either more volatile (meaning 

higher beta and riskier) or less volatile than the market (meaning lower beta and less risky than the 

market).   

 

You can find a company’s beta at Yahoo Finance or 

any good finance website. In fact, I used to pay $25k 

per year for Bloomberg’s financial data system 

when I was running my company but I ditched 

Bloomberg because you can get almost everything 

that Bloomberg provides online now for free!  
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Alright now we need to discount our future net 

income to today’s value. We discount next year’s 

earnings by 1 year. We discount the following year’s 

earnings by 2 years. We discount the year after 

that’s earnings by 3 years……all the way up to 10 

years from now per the discounted cash flow 

formula on the right .  

What about years 2025 to infinity? Don’t worry 

about it…see the first image on the next page for 

calculating cash flow from years 2025 to infinity! 

http://tiny.cc/chris112   

 

http://tiny.cc/chris112
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What’s awesome is that we can do all of the DCF calculations using a very cool quick formula called Excel’s 

NPV formula (Net Present Value). This NPV formula needs 2 inputs: all of the future net income or cash 

flow values and the interest rate we use to discount them, which was 9.5%:  
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If you are in a class room or large corporate group, divide yourselves into two groups. Team Blue and team 

Red and see who answers the following questions first using only  www.sec.gov  

 

Come on blue! www.tiny.cc/chris84  

http://www.sec.gov/
http://tiny.cc/chris84
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Don’t give up blue! www.tiny.cc/chris85                                 

 

 

 

 

 

You’re my boy blue! www.tiny.cc/chris86  

 

 

 

 

Questions Based on Chapter 11:  

1: The best sources for building a model are: 

a) Morningstar.com and sec.com 

b) Sec.gov and I.R. 

c) I.R and CNBC 

d) CNBC and Bloomberg 

 

2: All individual investors have the same access to public market investment information in the US as the 

big mutual funds and hedge funds have. 

True    or    False 

 

3: You should talk to a company’s management team first before doing due diligence on that company. 

True    or    False 

http://tiny.cc/chris85
http://tiny.cc/chris86
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CHAPTER SUMMARY  

 

 

 


