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Schuermann and Hanson (2004) using several analytical approaches from large-sample 

theory and bootstrapped small-sample confidence intervals. They present a systematic 

comparison of Confidence Intervals around estimated probabilities.  To predict this they do 

so for two different PD methods-cohort and duration.  
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Chapter 3 

Valuation 

 

Financial and real asset has a value. Any asset can be valued but some assets are easier to 

value than others, and the details of valuation will differ from case to case. So the 

valuation of a real estate property will require different information and follow a different 

format than the valuation of publicly traded stock. There are many areas in valuation 

where there is a room for disagreement, including how to estimate true value and how 

long it will take for prices to adjust to true value. The one point in which there can be so 

disagreement is on asset prices which cannot be justified by merely using the argument 

that there will be other investors4 around willing to pay a higher price in the future.  

The role of valuation is useful in a wide range of tasks and it plays is in different arenas. 

We usually meet valuation in portfolio management, in mergers and acquisition analysis 

and in corporate finance. 

Valuation in Acquisition Analysis:       

Aswath (2002), Valuation in acquisition5 analysis should play central part. The target firm 

before bidding has to determine a reasonable value for itself and the bidding firm or 

individual has to decide on a fair value for the target firm before making a bid.  Factors 

those must be consider in valuation are:  i) the effects of synergy6 of both firms on their 

combined value where, target and bidding firm must be consider before the decision is 

made on the bid, ii) the effects on value of changing management and restructuring the 

target firm must to be taken into account in deciding on a fair price, iii) the last factor is 

when there is problem with bias in takeover valuations. Sometimes the target firms may be 

overly optimistic in estimating value, especially when the takeovers are hostile and they 

are trying to convince their stockholders that the offer prices are too low. Similarly when 
                                                           
4 Investor is a natural or legal person who buys assets with the expectation of profit. Generally is trying to 
make the investments to minimize risk, maximizing returns as opposed to a speculator who is willing to 
accept higher risk for higher profits. 

 
5 Is the capital that is obtained for the purpose of buying another business. Acquisition financing allows the 
user to meet their current acquisition aspirations by providing immediate resources that can be applied 
toward the transaction 

 
6 Synergy refers to a financial benefit that a corporation expects to realize when it merges with or acquires 
another corporation.  
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When using the approach of Discounted Cash Flow valuation there are two issues relating 

to acquisition models to value target firms. First is whether there is a synergy in the merger 

and if its value can be estimated is the first and the second is the effect of changing 

management on cash flows and risk. In the first issue it can be done but it requires 

assumptions about the form of the synergy that will take and its effects on cash flows. Also 

in the second issue the effect of the change can and must be incorporated into the estimates 

of future cash flows and discount rates and hence into value. 

f) Private firms: 

The measure of risk is the biggest problem in using Discounted Cash Flow valuation 

models to value the private firms because of the most risk/return models require risk 

parameters to be estimated from historical prices on the assets being analyzed. Solutions in 

this is first to relate the measure of the risk to accounting variables which are available and 

second is to look at the riskiness of comparable. 
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The general picture of P/E ratio is that ratio suggests to investors, when to expect higher 

earnings growth in the future compared to companies with a lower P/E. The P/E ratio can 

also help to determine whether a company is overvalued or undervalued, which the main 

and more important of it uses. To figure out this we should compare the P/E ratios of 

one company to other companies which belong in the same industry, to the market in 

general or against the company's own historical P/E. When the average of P/E ratio of all 

of the companies always in the industry climbs far above the historical average, then the 

sector is overpriced.  

For investors P/E ratio is the base for their investment to compare the P/ E of a technology 

company to a utility company as each industry it would not be useful as they have much 

different growth prospects. The denominator7 is based on an accounting measure of 

earnings that is susceptible to forms of manipulation, making the quality of the P/E only as 

good as the quality of the underlying earnings number.  

So far we see that if P/E ratio works correct, can help us determine whether a company is 

overvalued or undervalued, where and when it helps the investor of the firm.  But P/E 

analysis is only valid in certain sectors and it has its dangers. Some factors that can 

undermine the usefulness of the multiples include accounting, inflation and interpretations.           

i) Accounting 

As we see in equation 3.5 the role of earnings plays a huge role in P/E ratio. Earnings, is an 

accounting figure that includes non-cash items. Moreover, the procedure for determining 

earnings are governed by accounting rules, where is called Generally Accepted Accounting 

Principles (GAAP)8. These rules are different in each country and change over time. To 

complicate matters, EPS can be twisted, prodded and squeezed into various numbers 

depending on how you do the books.  

 

 

 

                                                           
7 earnings 
8 is a codification of how CPA firms and corporations prepare and present their business 
income and expense, assets and liabilities on their financial statements. GAAP is not a 
single accounting rule, but rather the aggregate of many rules on how to account for 
various transactions. 

http://www.investopedia.com/terms/e/earnings.asp
http://www.investopedia.com/terms/g/gaap.asp
http://www.investopedia.com/terms/g/gaap.asp


http://www.investopedia.com/terms/i/inventory.asp
http://www.investopedia.com/terms/d/depreciation.asp
http://en.wikipedia.org/wiki/Price_level
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some ideas if whether you are playing too much for what would be left id the company 

went bankrupt. 

For value investors, the use of P/B ratio remains a tried and tested method for finding 

stocks with low-priced that the market has ignored. If a company is trading for less than its 

book value or its P/B ratio is less than one, it normally tells: a) either the market believes 

the asset value is overstated, or b) the company is earning a very poor return, even 

negative, on its assets. If the former is true, then investors are well advised to steer clear of 

the company's shares because there is a chance that asset value will face a downward 

correction by the market, leaving investors with negative returns. If the latter is true, there 

is a chance that new management or new business conditions will prompt a turnaround in 

prospects and give strong positive returns. Even if this doesn't happen, a company trading 

at less than book value can be broken up for its asset value, earning shareholders a profit.  

A company with a very high share price relative to its asset value, on the other hand, is 

likely to be one that has been earning a very high return on its assets. Any additional good 

news may already be accounted for in the price. 

Best of all, P/B provides a valuable reality check for investors seeking growth at a 

reasonable price. Large discrepancies between ROE11 and P/B can sometimes send up a 

red flag on companies. Overvalued growth stocks frequently show a combination of low 

ROE and high P/B ratios. If a company's ROE is growing, its P/B ratio should be doing the 

same.  

Despite of the positive results of the correct uses and simplicity, P/B doesn't do magic. 

First of all, this type of ratio is really only useful when you are looking at capital-intensive 

businesses or financial businesses with plenty of assets on the books. Thanks to 

conservative accounting rules, book value completely ignores intangible12 assets  and other 

intellectual property created by a company. Book value doesn't carry much meaning for 

service-based firms with few tangible assets.  

The book value of a firm usually doesn't really offer insight into companies that carry high 

debt levels or sustained losses. Debt levels by creating artificially high P/B values can 

increase company's liabilities to the point where they wipe out much of the book value of 

its hard assets. For example the highly leveraged companies, like those involved in, say, 

cable and wireless telecommunications, the P/B ratios they have are understate their assets. 

                                                           
11 The amount of net income returned as a percentage of shareholders equity. 
12 like brand name, goodwill, patents 

http://www.investopedia.com/terms/r/returnonequity.asp
http://www.investopedia.com/terms/o/overvalued.asp
http://www.investopedia.com/terms/i/intangibleasset.asp
http://www.investopedia.com/terms/g/goodwill.asp


http://www.investopedia.com/terms/b/buyback.asp


http://financial-dictionary.thefreedictionary.com/Securities
http://financial-dictionary.thefreedictionary.com/Comparison
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similar business and with similar exposure to financial and other risk should carry the same 

value scaled by the size of their earnings, book value or net worth. This is a straightforward 

arbitrage argument but one that because of the problems making appropriate comparisons 

does not lead to methods that have the reliability necessary for practical application. 

However, the relative valuation measures arguably have value in their time series. As 

companies or indeed the markets move through their cycles these ratios can help indicate 

exactly where on the cycle they are. This not the same saying that the companies or the 

market are overvalued or undervalued when the ratios are higher than the average or the 

long run tend or vice versa when the ratios are lower than the average or the trend. There 

may be very good reasons why firms and markets are more or less valuable than the 

average at different points in time or indeed why one firm is more or less valuable than its 

business neighbour. It is towards providing answers to these issues that we now turn out 

attention.   

The problem with relative valuations is that not all companies are made alike not even all 

chemicals makers. There could be very good reasons why Dow has a lower P/E than its 

average peer. Maybe the company doesn't have the growth prospects of other chemicals 

companies. Maybe the possible liability from breast-implant litigation rightly puts a 

damper on the stock's price. After all, a Hyundai has a lower sticker price than a Mercedes, 

but for very good reasons. The key is to research your stocks well and be aware of the 

factors that might justifiably make them cheaper or more expensive than similar stocks.  
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Chapter 4 

Methods Comparison and Pre-valuation correction 
of accounts 

 

4.1 Methods Comparison 

4.1.1 Discounting Cash Flows VS Relative Valuation 
 

Any valuation method aims at estimating an asset's value as precisely as possible. Yet, 

savvy analysts and investors know that estimating accurate asset values is highly unlikely 

due to market inefficiency that leads to wrong value assessments. Because markets are 

inefficient, assets are not priced correctly. However, as soon as new information becomes 

available about any asset, markets have the ability to correct themselves (efficient market 

hypothesis). Therefore, market volatility makes accurate forecasting complicated, the 

projection of the expected cash flows in terms of growth rate or profit margin is facilitated 

as soon as new information becomes available for the asset. In efficient markets, the 

market price is the basis for estimating an asset's value and any valuation method aims at 

justifying this value. 

Today, most analysts use the Discounted Cash Flow (DCF) valuation method and the 

Relative valuation method as are the most popular valuation approaches. Both approaches 

are broadly applied tools for effective investment decision making, they differ in the way 

they estimate the value of an asset. 

In particular: 

a) Discounted Cash Flow (DCF) Valuation: 

In particular Discounted Cash Flow (DCF) valuation is based on the assumption that the 

value of an asset equals the present value of the expected cash flows on the asset. To do 

DCF valuation, analysts calculate the present value of the expected future cash flows and 

discount it by the cost of risk incurred by the cash flows and the life of the asset. 
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Discounted cash flow (DCF) valuation is based on two fundamental principles. Every asset 

has an intrinsic value that can be projected if cash flows, growth and risk are known. 

Markets are inefficient and assets are not priced perfectly, but they can correct themselves 

when new information about the asset becomes available. 

The inputs for DCF valuation are the discount rate, the cash flows and the growth rate. 

Because DCF valuation can be used both for valuing equities and firms, when valuing 

equity, analysts use the cost of equity as a discount rate, cash flows to equity and growth in 

equity earnings; when valuing a firm, analysts use the cost of capital as a discount rate, 

cash flows to firm and growth in operating income. In both cases, growth is used to 

calculate the expected cash flows. Also, the discount rate can be in nominal or real terms. 

One of the main advantages of DCF valuation is that by taking into consideration the 

intrinsic value of the asset, investors are aware of the underlying characteristics of the 

company and the unique characteristics of the asset. Hence, their investment decision 

making is conscious and they can make safer investments as they can check the fair value 

prices and the discount rate provided by analysts and portfolio managers.  

On the other hand, because DCF valuation focuses on the intrinsic value it requires a lot of 

inputs and this facilitates the manipulation of the model to the best interest of portfolio 

managers, who would like to make some investments look more attractive. 

b)  Relative Valuation (multiples)  

Relative valuation is based on the assumption that the value of an asset equals its market 

value. To do relative valuation, analysts use the prices of similar or comparable assets as 

variables to estimate the value of an asset and to control possible differences. 

Relative valuation is based on two fundamental principles. The intrinsic value of an asset 

cannot be estimated by any valuation method. It is always equal to what the market is 

willing to pay for the asset depending on its unique characteristics. Markets are inefficient 

and assets are not priced perfectly, but because assets are comparable, errors in pricing can 

be identified and corrected more easily. Because absolute market prices cannot be 

compared, they need to be converted into standardized values so that price multiples are 

created. Then, the multiples of the asset are compared to the multiples of the comparable 

asset to decide whether the asset is overvalued or undervalued. The most common 

variables used to standardize market prices are earnings, book value, revenues and 

industry-specific variables. In particular, the multiples used are price to earnings ratio 

http://voices.yahoo.com/theme/847/investments.html
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(P/E), price to book value (P/BV), and price to sales per share (P/S), but also value to 

EBIT, value to EBITDA and value to cash flow (earnings), and value to sales (revenues).  

The main advantage of relative valuation is that it reflects market volatility, enabling 

investors to realize at any given moment if it is to their best interest to sell a stock or to 

invest building momentum. Besides, relative valuation provides portfolio managers with a 

variety of securities that are overvalued or undervalued, thus enabling them to build more 

diversified portfolios. 

On the other hand, relative valuation leaves room for wrong judgment between overvalued 

and undervalued securities. Even if a security is found overvalued with relative valuation, 

it may still be undervalued compared to the market. This happens because relative 

valuation assumes that although markets are inefficient, errors in pricing can be identified 

and corrected more easily. However, this applies for the markets in the aggregate and not 

for individual securities. Also, the fact that relative valuation requires fewer inputs than 

DCF valuation implies that for any other variable the model makes implicit assumptions, 

which if proved wrong, the entire model is wrong. In conclusion, there is no better or 

worse valuation model. Both DCF valuation and relative valuation serve their purposes 

effectively. The choice between the two is subject to the investment philosophy, the time 

horizon and the individual beliefs about the market. 

 

4.1.2 Discounting Cash Flows VS Multiples 
 

 Discounting cash flows (DCF) is the preferred way to valuating a firm's worth but is a 

lengthy process which requires skill and expertise. Using multiples for valuations is 

convenient and straightforward but it can also be very misleading. And that is an 

understatement. In DCF a firm's future cash flows are used to determine its current value 

by adjusting for risk and time. Multiples such as profit, capital, assets and sales are used to 

determine values of companies by comparing similar companies to one another and by 

direct multiplying. Multiples are also used to compare various companies in terms of 

profitability, effectiveness and more. The most common use of profit multiples, for 

example, is in comparing valuations of similar companies in the same industry. For a better 

understanding of valuation techniques and the appropriate use them a look into the pros 
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and cons of each valuation technique is required. Obviously the shortfalls of one technique 

are the other's advantages. Here are the main points of reference between the two 

techniques: 

i) Simplicity: Using multiples is simple. Extrapolating data is easy and multiplying is 

very basic math. DCF requires skill and expertise and is much more complicated 

technically. 

ii) Informative: Using multiples often yield significant data in a very short time. DCF 

is also very informative but requires time to be invested. Using multiples also help 

in quickly comparing two companies and might yield more relevant information. 

iii) Forecasting: Unlike DCF multiples use existing date which is, of course, their 

Achilles heel. Using DCF requires forecasting future cash flows which are, at 

times, quite difficult. 

iv) Sensitivity to various accounting choices and alternatives:  Using multiples is 

very sensitive to various accounting choices and alternatives. Different methods of 

revenue recognition adopted by a company might distort a profit multiplier quite 

badly. DCF does not suffer this shortfall as a company's cash flows are not affected 

by accounting for revenue for the long term. 

v) Sensitivity to unique events: Using multiples is also sensitive to unique events 

such as unique revenues or expanses which should be corrected, valuation wise.  

These onetime occurrences will affect multiples and could have very significant 

implications. In DCF these onetime occurrences are cleaned out as only cash flows matter. 

vi) Unique future circumstances: Multiples rely on past data. A company just might 

have significant potential or benefiting circumstances which should be taken into 

account in a valuation. In DCF future circumstances are accounted for through cash 

flow forecasts. A potential for market expansion would be reflected in future cash 

flows. 

A direr problem with using multiples is that the search for similar companies often leads us 

to compare different companies entirely. In order to really identify similar companies we 

need to carefully examine growth, dividend pay-out ratio, discount rate and beta. 

 To conclude, using multiples is appropriate when "quick and dirty" analysis and 

benchmarking is required. When a thorough diligent valuation is needed using DCF is the 

only way to receive more reliable results. 
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       Figure 2: Closed Price of 2004 

 
 
 

 

      Figure 3: Closed Price VS Probability of Default 
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Comments on Financial Statements of 2005: 

a) Due from other banks:                                                            1.365.173            945.680 

The main factor for this change which is equal to £500.000 in the placement with other 

banks where in 2004 the price was £917.035 and now in 2005 is £1.327.207. 

b) Advance to customers:                                                              3.995.698       3.490.148 

One reason for the change on the price is from the price of provision for impairment of 

advances was increase in 2005 since 2004. In 2004 was (£272.858) and in 2005 

(£319.625). Also the advances to customers cost more money than 2004, in 2004 was 

£3.387.838 and in 2005 is £3.939.572. 

c) Financial assets at fair value through profit/(loss):                      172.890     124.214  

Equities securities value was increase, in 2004 was £76.120 and now in 2005 is £85.182.  

d) Due to other banks:                                                                            122.538      69.722 

Cyprus                                                                                               64.201     28.340 

United Kingdom                                                                                 11.135     8.981 

Greece                                                                                                47.202     32.401 

We notice for all the three countries an increasing in the prices, with the higher difference 

is for Cyprus where in 2004 was £28.340 and now for 2005 is £ 64.201. 

e) Customer deposits:                                                                 5.726.421    4.636.846  

Cyprus                                                                                        3.875.406     3.134.954 

United Kingdom and Guernsey                                                     290.685         248.786 

Greece                                                                                        1.382.377    1.120.080 

Australia                                                                                       177.953      133.026 

For all countries the customer deposits has been increase and also here for Cyprus we have 

the higher difference between the two years. 

f) Interest income:                                                                    358.868             302.153 

The difference of the two years is about £50.000 and this is because of the interest from 

advances to customers, the interest from other banks, and the interest from bonds and other 

interest.   
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        Figure 5: Closed Price of 2005 

 

 

 

            Figure 6: Closed Price VS Probability of Default of 2005 
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