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Executive Summary 

 

The thesis explores the risk of undervaluing companies in emerging markets and identifies 

key factors that can be contributing to such undervaluation with a focus on the wide-spread 

practice of applying country risk premiums. 

 

The thesis does not explore empirical data in order to document whether undervaluation 

actually occurs but based on the well founded assumption that practitioners often apply a 

country risk premium (based on sovereign debt spreads) the thesis firstly explores the 

corporate finance theory upon which the generally applied DCF-valuation models are based. 

This provides a basis for analyzing what key elements of the DCF-valuation are affected by 

the fact that the target company being valued operates in an emerging market and the 

technical and theoretical challenges related to this context are discussed.  

 

The main issue being that a country risk premium is largely unfounded in theory, due to the 

fact that the WACC should not be increased in an emerging market context with a reference 

to country risks which are predominantly uncorrelated to the global financial markets and thus 

should be disregarded as unsystematic by a globally diversified investor. Even to the extent 

that a certain form of risk premium should be applied, the analysis shows that such a premium 

should not be equal to the sovereign bond spreads related to the country in which the 

company is based, but rather to a company specific risk premium, which may be based on the 

spread but which should take into account the risk exposures of the specific company in 

question and the (often limited) correlation to the risk of sovereign debt default. Finally, a 

company specific risk premium should be ensured not to double count risks, e.g. if a risk 

factor has been taken into account in a scenario upon which the DCF-valuation is based, then 

the risk premium should be reduced accordingly. 

 

Another point derived from the analysis is the importance of capturing the value of 

managerial flexibility and real options to leverage the emerging market acquisition as a 

platform. Such value can be missed in a standard DCF-valuation and it is thus recommended 

to use decision tree analysis or real option valuation in order to capture this type of value. 

This requires a more thorough analysis of when management can take key decisions 
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influencing the cash flow going forward, e.g. by phased CAPEX for production capacity or 

sales & marketing. 

 

Although the thesis arrives at the conclusion that many practitioners should be able to be 

more aggressive when valuing emerging market companies, this is not to be confused with a 

conclusion that diminishes the challenges associated with acquisitions in emerging markets. A 

range of practical issues ranging from financial intransparency to cultural differences make 

deal execution and especially integration of emerging market acquisitions more challenging 

than acquisitions in developed markets.  

 

The key point of the thesis is, however, that there is neither reason nor theoretical justification 

for linking such challenges and associated risks to the application of very substantial country 

risk premiums when valuing an emerging market company. 
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1 Introduction 

1.1 Contextual Introduction 

For many years the growth of emerging markets have been outpacing the Western developed 

markets and with the financial crisis this has been exasperated since many of the emerging 

markets (especially the BRIC-countries) have managed to retain relatively high growth rates
1
 

and expect to be close to pre-crisis GDP growth levels much before the developed economies 

which still struggle to gain positive momentum without public debt turmoil with the most 

extreme example being Greece.
2
 

 

This has leads to a rapid change of economic power in the world, with China becoming the 

2
nd

 largest economy in the world with many projecting it to surpass the US economy in size 

within 15-20 years.
3
 This has also led to a change of political power with China displaying 

power not only at festive occasions such as the Olympic Games and the 2010 World Expo but 

also in power politics such as the 2009 Copenhagen Climate Summit. China may be the most 

obvious example but many other emerging economies are showing impressive strength in the 

midst of the financial crisis and Brazil and India are prime examples of economies following 

just behind China. 

 

This trend is combined with (or maybe even largely caused by) a trend towards more and 

more globalization, creating an interwoven global economy with mutual dependence across 

borders and even continents. At the company level, this has caused the rise of more and more 

companies with a truly global market approach. To keep competitive all executives even in 

small and medium sized companies are thus forced to grasp the implications of a globalized 

world with threats and opportunities not only in the local or familiar developed markets but 

also from the less established emerging markets. 

                                                 

1
 While China and India have had declines in real GDP growth from the pre-crisis level of around 10% or above 

to a 2009-growth of 8.7% and 5.7% respectively, the real GDP-growth in Western Europe has faltered from a 

pre-crisis level of around 3% to negative real GDP-growth in 2009 of -4.1%, cf. statistical information available 

from Euromonitor International at http://www.portal.euromonitor.com.esc-web.lib.cbs.dk/Portal/Statistics.aspx  

 
2
 Chinas 1Q 2010 y-o-y real GDP growth was 11.9% and industrial production was up 18.1% y-o-y! In April 

IMF has revised a upwards their forecast for 2010 real GDP-growth in a number of emerging markets, such as 

India (from 7.7% to 8.8%) and Brazil (from 4.7% to 5.5%), see Euromonitor International, “Monhtly economic 

review of emerging market economies: April 2010 update”, 22 April 2010 

 
3
 The Economist have projected that China could surpass China in 2026, see, Economist: “The world in 2026”, 

18 November 2005, while other reject that it will ever happen.  

http://www.portal.euromonitor.com.esc-web.lib.cbs.dk/Portal/Statistics.aspx
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There are many ways of doing this and classical examples have been to utilize the low cost 

labour and production opportunities, and gradually also tapping into the growing demand in 

the emerging markets driven by increased consumer wealth. This can be done either by 

organic regional expansion and establishment of greenfield operations, but it is often also 

done by Western companies acquiring their way to a foothold in key emerging markets – 

whether by entering into joint ventures or acquiring 100% ownership (to the extent allowed). 

 

It is thus crucial for companies in Denmark to be able and willing to pursue acquisition 

strategies in less familiar markets, although the necessary precautions should naturally be 

taken. As I will elaborate on in this thesis my view is that companies should not confuse 

procedural precautions related to a need for more thorough due diligence and more diligent 

integration efforts with undue financial conservatism when putting together the valuation 

model used to price a target in an emerging market.  

 

First of all, the most developed emerging markets may in many ways have evolved to a state 

where it is no longer justified to add on substantial country risk premiums when discounting 

future cash flows. Secondly, the modelling should as a minimum not be misused to double 

count risk factors and thirdly, the special upsides and opportunities (hopefully) brought by 

emerging market acquisitions should also be factored into valuation models. 

 

Working in the acquisition team in a global Danish company and having a dialogue with the 

biggest Danish global companies, I am sometimes surprised to experience how much 

excessive country risk premiums are applied in emerging market acquisition cases. This is not 

only a pity for the companies missing out on acquisitions opportunities because they cannot 

provide competitive bids. It is also a watch out for the Danish economy at large, since it may 

be a contributing factor for our economy not tapping on to the growth engines of the world 

economy.  

 

Denmark is very well positioned to make use of the opportunities of globalization, with global 

high technology niche companies and a high focus on the green economy. Keeping ahead of 

competition does, however, require Danish companies with a global competitive edge to be 

able to outpace others to capture global market opportunities, and an integral part of this is 
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being able to pursue acquisition opportunities in emerging markets without a self-imposed 

handicap in the form of excessive emerging market risk premiums. 

 

1.2 Problem Statement & Purpose 

”What are the likely contributing factors for companies in the developed world to 

overestimate the risk premium which should be applied when valuing a target in an emerging 

market?”   

 

This is the question I asked myself when embarking on this thesis after having experienced 

and heard of cases where I intuitively felt that risk premiums applied by Danish companies to 

acquisition cases in emerging markets were excessive.  

 

Emerging markets pose many threats and opportunities and mergers and acquisitions (M&A) 

have always been a relatively high risk route of expansion, with many examples to deter 

executives from taking the bet on an acquisitive entry into an emerging market. Such 

reluctance may also be well-founded and this thesis is not meant to preach that acquisitions in 

emerging markets are low risk ventures or even an unavoidable strategic imperative for 

Danish companies with global ambitions. 

 

The purpose of this thesis is to clarify the challenges faced when applying the general 

teachings of M&A valuation methodologies (mainly DCF) when valuating targets in 

emerging markets. Furthermore, it is the purpose to highlight key factors that I feel may be 

contributing to excessive risk premiums, and to suggest alternative/supplemental perspectives 

to the valuation process facilitating that special upsides related to the acquisitive entry into 

emerging markets are captured in the valuation. 

 

The purpose is not to document with any degree of statistical significance that Danish 

companies (or Western companies in general) actually do use excessive risk premiums when 

evaluating companies in emerging markets.  

 

It is also not the purpose to discuss characteristics of specific emerging markets, although 

market specific examples will be used to illustrate general points. As discussed below, it is 
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thus obvious that very high risk premiums are more justified in so-called frontier-markets 

than in the more developed emerging markets such as BRIC.   

 

It is also relevant to note that the thesis focuses on issues relevant for strategic acquirers 

analyzing a company in an emerging market which they are considering to acquire and 

integrate into their existing business, as opposed to a stock broker analyzing a company in an 

emerging market in order to estimate the fair market value of its shares. There are, naturally, 

many aspects of the approach which is identical in the two situations, but this thesis 

encompasses issues related to integration and synergy-value, which are only relevant to 

strategic buyers. 

 

1.3 Defining “Emerging Markets” 

The term “emerging markets” has no well-defined meaning and should  be seen as a dynamic 

term which may previously have covered more countries than today, e.g. Singapore which has 

gone from being one of the poorer emerging markets to being more wealthy (measured by 

GDP/capita) than Denmark.
4
 

 

The Economist has even argued that the term is “obsolete”
5 

and others such try to sub-

categorize into “advanced emerging markets” and “secondary emerging markets”.
6
 Another 

benchmark has evolved from S&P’s rating of sovereigns, with the derived conclusion that 

countries with a sovereign rating below A will be categorized as “emerging economies”.
7
 

 

I have thus also met professionals from more developed countries such as China, Brazil and 

Chile whom do not appreciate the perceived imperialist connotation associated with the term 

“emerging market” or even worse “developing market”. For the purpose of this thesis the 

term is, however, used merely as a general reference to economies that are less developed that 

the economies in Western Europe and North America and since the thesis is not meant to be 

                                                 

4
 Wheras Danish GDP/capita based on PPP in 2009 was 35,757 (current prices, USD) the comparable 

GDP/capital for Singapore was 50,522, see IMF, World Economic Outlook database, April 2010  
5
 "Acronyms BRIC out and over". The Economist. September 18, 2008 

6
  Euromonitor International, “Monhtly economic review of emerging market economies: April 2010 update”, 

22 April 2010, categorizing Brazil, Mexico, South Africa as “advanced emerging economies” and 

ArgentinaChina, India, Indonesia, Russia and Turkey as “secondary emerging economies” 
7
 Valuation of companies in emerging markets: a practical approach, Luis E. Pereiro (2002) 

http://www.economist.com/specialreports/displaystory.cfm?story_id=12080703
http://en.wikipedia.org/wiki/The_Economist


8 

 

country specific it is not found to be important with a clarification of which countries are 

exactly covered by the term “emerging counties”. 

 

It is also important to note that the points made in this thesis are not meant to be interposed on 

valuation of emerging product markets nor emerging companies in advanced economies. 

There may be certain common challenges, but complexities related to valuation of such 

companies falls clearly outside the scope of this thesis. 

 

1.4 Methodology 

When scoping this thesis I considered including primary research and empirical data in order 

to underpin the hypothesis that many practitioners in Denmark (and in the developed world in 

general) are often applying excessive country risk premiums when evaluating aquisition 

targets in emerging markets. Since the number of practitioners in Denmark working with the 

valuation of emerging market companies as acquisition targets is relatively small and 

information about valuation methods are frequently considered confidential I decided to leave 

this as an assumption, although it is noted that the assumption is supported secondary 

empirical research.
8
 

 

Instead I focused my research on the extensive literature available regarding valuation in 

general and more particular about valuation in emerging markets including the academic 

debate regarding how best to account for the country risk associated with emerging markets.  

 

The academic community has directed increased attention upon these topics in the course of 

the last decade, prior to which a simple country risk premium approach was the general 

consensus. Academic developments have, however, also been impacted by practitioners and 

the methods used by them when determining market values of companies in emerging 

markets, which have been traded much more frequently in the last decade compared to 20
th

 

century. The literature reviewed can thus roughly be categorized as oriented towards (i) 

academia vs. (ii) practitioners, and while some of the theoretical improvements have been 

picked up by practitioners, it is clear that theoretically correct models and methods which 

                                                 

8
 Survey referred to in Valuation of companies in emerging markets: a practical approach, Luis E. Pereiro 

(2002), Exhibit 2.12 
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require data points or modeling which is impossible or at least very cumbersome in a 

practitioners world, will have little chance of being adopted by practitioners.  

 

Having a background as practitioner working to some extend with M&A targeted at emerging 

market companies my approach has been to identify where there is potential to improve the 

models used by practitioners without rendering them as impractical academic approaches to 

valuation. 

 

The methodology chosen could have been supplemented by further data from specific 

emerging markets in order to exemplify arguments made (e.g. of the integration of emerging 

markets in the global financial market) but again it has been chosen to rely on the quite 

extensive base of secondary research available in academic literature.
9
 

 

The overarching ambition with the methodology used has been to limit the scope in order not 

to be diverted into discussions over statistical facts surrounding primary data, in order to be 

able to focus on how best to use theoretical approaches available for valuation of companies 

to limit the risk for practitioners to use excessive risk premiums when valuing emerging 

market companies. 

 

1.5 Structure 

This thesis will be structured such that the general valuation methodology used in emerging 

markets will be discussed first (Section 2), followed  by an outline of which parameters may 

be key contributors to excessive risk premiums when valuation methodologies are used for 

emerging market companies (section 3). Subsequently, I will argue for ways to ensure a 

balanced approach taking into account the risks associated with emerging markets but also 

appropriately crediting the upsides associated with emerging market entries. After analyzing a 

balanced approach to valuation of emerging market targets on a standalone basis (Section 4) I 

will elaborate on how to account for the special “synergy-upsides” often found in emerging 

                                                 

9
 E.g. Geert Bekaert, Campbell R. Harvey, “Emerging markets finance”, Journal of Empirical Finance, Volume 

10, Issues 1-2, February 2003, Pages 3-56, R.F. Bruner et al.”Introduction to ’Valuation in Emerging Markets’”, 

Emerging Markets Review 3 (2002), page 317, Rober F. Bruner et al., ”Market integration in developed and 

emerging markets: Evidence from the CAPM”, Emerging Markets Review, Volume 9, Issue 2, June 2008, Pages 

89-10 and Irina Bunda, A. Javier Hamann, Subir Lall, “Correlations in emerging market bonds: The role of local 

and global factors”, Emerging Markets Review, Volume 10, Issue 2, June 2009, Pages 67-96 

 

http://www.sciencedirect.com/science?_ob=ArticleURL&_udi=B6VFG-47X6PKX-6&_user=8980641&_coverDate=02%2F28%2F2003&_rdoc=1&_fmt=high&_orig=article&_cdi=6010&_sort=v&_st=17&_docanchor=&view=c&_ct=1901&_acct=C000000715&_version=1&_urlVersion=0&_userid=8980641&md5=a1e498739b67b1fc1219d502f2a6b1fd
http://www.sciencedirect.com/science?_ob=GatewayURL&_method=citationSearch&_uoikey=B6W69-4VNH41K-1&_origin=SDEMFRHTML&_version=1&md5=a3dce5d7dcb07354a9ab613047f0adbc
http://www.sciencedirect.com/science?_ob=GatewayURL&_method=citationSearch&_uoikey=B6W69-4VNH41K-1&_origin=SDEMFRHTML&_version=1&md5=a3dce5d7dcb07354a9ab613047f0adbc
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market acquisitions (Section 5). Finally, the thesis will be concluded by taking away 

conclusions from the abovementioned sections in order to provide a summary answer to the 

problem statement set out in this thesis (Section 6) in order to wrap up with brief reflections 

over the perspectives the conclusion brings for Danish companies (Section 7). 
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2 Emerging Market Valuation Theory 

 

The approach to valuation of companies in emerging markets does not fundamentally differ 

from the approach taken in the developed world. The common base for valuations thus 

appears to be a discounted cash flow (DCF) model, supplemented by other benchmarks such 

as comparable multiples. This is true both for practitioners in the industrialized world and in 

emerging markets, although empirical studies show that while DCF is the primary valuation 

method for practically all practitioners in e.g. USA then there are about 10-25% of 

practitioners in emerging markets whom rely primarily on other methods such as comparable 

multiples or more crude methods such as simple IRR- or payback time-calculations.
10

 This 

appears partly to be caused by the more volatile markets making long term projections more 

challenging and the fact that there are some less sophisticated practitioners in the emerging 

markets, although the latter is changing rapidly. 

 

2.1 General Valuation Theory 

General valuation theory is a very broad concept and could be argued to encompass not only 

the financial valuation methodologies but also more philosophical approaches to what value 

actually is.  

 

For the purpose of this thesis I will focus on the financial valuation methodologies, but it is 

interesting to note that although capitalism is making inroads into a communist country such 

as China and into Middle Eastern oil-rich countries, you see certain assets of strategic interest 

to the state arguably being valued beyond the range of traditional valuation methodologies 

due to the longer time perspective of the sovereign states. This results in (i) state-imposed 

limitations of foreign investment in industries of strategic interest to the state
11

, (ii) state-

driven interest in attracting companies in industries of long term interest to the state to invest 

in their countries, facilitating entry of such companies at preferential terms, and (iii) sovereign 

wealth funds in countries such as China, Singapore and Middle East being claimed to be 

                                                 

10
 Survey referred to in Valuation of companies in emerging markets: a practical approach, Luis E. Pereiro 

(2002), Exhibit 2.12 
11

As is also seen in most developed countries but to a lesser extent 
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favouring  investments in assets that can be of strategic interest to their sovereign principals 

and thus focusing on long term value not fully captured in traditional valuation methods.
12

 

 

This does, however, not change the fact that general valuation theory is largely based on a 

notion of capturing the company’s expected ability to generate future cash flows resulting in a 

return on the invested capital which exceeds the weighted average cost of capital (WACC) 

relevant for the company. With other words most valuation theories are based on a discount of 

future cash flows (DCF-based).  You often see references to various valuation concepts or 

methods but it is important to note that such concepts and methodologies are often merely 

different ways of applying the same fundamental approach of discounting future cash flows 

against a cost of capital. 

 

Before looking at the differences, it is thus important to focus on the common foundation 

which is based on the first three of the following four key steps in the valuation process: 

1) Forecasting performance and cash flows 

2) Estimating the value of performance beyond the budget period (“Continuing Value”) 

3) Estimating the discount rate (weighted average cost of capital or “WACC”)  

4) Getting to a value by calculating and interpreting the results 

 

The final step of calculating and interpreting the results coming out of these steps can vary, 

but it is mainly a question of choosing to highlight different aspects of the valuation. 

Examples of various concepts often used are: 

(i) enterprise value DCF vs. equity value  

(ii) adjusted present value (APV) vs. WACC  

(iii) economic value added  (EVA) vs. net present value (NPV) 

 

We will revert to these concepts as we briefly go through the previously mentioned steps in 

the valuation process 

 

                                                 

12
 E.g. the Singaporean SWF Temasek investing in the dominating telephone company in Thailand, and the 

Dubai SWF trying to invest in US ports where competing bidders argue that they value the targets beyond the 

range that can be justified by traditional valuation methodologies, see Washington Post, “Dubai Firm to Sell U.S. 

Port Operations”, March 10, 2006 
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2.1.1 Forecasting Performance and Cash Flows  

All DCF valuation models are firmly and most importantly based on the commercial 

projections for the business and the derived cash flows it is expected to generate. Arguably, it 

is sometimes forgotten that this is the key aspect of any valuation when complex academic 

methods of valuation are advocated, especially in respect to the estimation of the “correct” 

discount rate. An example of this is the discussions of how to compute an emerging market 

risk premium which is often added to the discount rate instead of spending the required zeal to 

refine the projections in an emerging market context – but we will revert to this discussion in 

more detail later. 

 

When you acquire a business there may be very valuable assets such as properties which 

represent substantial value if they are sold on their own without affiliation to the business 

acquired, and if you are a bankruptcy estate administrator you may be very interested in 

realizing such values. If you are buying a business to carry on its business operations, you will 

instead focus on the business as a going concern, and assuming that the company acquired 

does not possess assets which are not needed for its operation you will only be interested in 

assessing what cash flows the assets you are buying will bring you going forward. If the 

business is operated efficiently and you sell of substantial assets after having acquired the 

business, you will thus obstruct the ongoing business and destroy value since the value of the 

future cash flows will be reduced more than the value realized selling off the assets. 

 

In reality a buyer may, however, be able to generate value by identifying smaller parts of the 

business where it is of more value to sell off the assets and discontinue the operations. This is 

for example often the business model of private equity funds, who relatively aggressively try 

to optimize value by streamlining the business and focusing on the most value generating 

parts of the businesses. 

 

This brings us to the point of distinguishing between “enterprise DCF value” and “equity 

value”. The enterprise value reflects the abovementioned approach of assessing the value of 

the future cash flows ignoring all assets (including debt and cash) which are not necessary for 

the generation of the future cash flows.  

 

The equity value, on the contrary, is the value of the company to its present owners, e.g. the 

market capitalization of a public company, or in case of public takeovers a bid is often offered 
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with a premium to the present market capitalization. This concept “equity value” thus means 

that you take into account all assets and liabilities of the company no matter if they are 

relevant for the future cash flows.  

 

If a company is highly leveraged, you may thus see a significant difference in enterprise value 

and equity value. To illustrate with an example, consider a company with an enterprise value 

of 10 mDKK and net debt (beyond normalized net working capital) of 9 mDKK. The equity 

value of this company will be 1 mDKK, i.e. 1/10 the enterprise value. Quite an important 

detail, if you as an unsophisticated seller misinterpret an offer to acquire your business for 10 

mDKK on an enterprise value-basis to be an offer providing you with 10 mDKK in net 

proceeds! 

 

Making projections of future performance is always challenging, and as a buyer of a business 

it is even more difficult than for a business owner. Even after thorough due diligence, 

including market studies you will rarely have the same familiarity with the business and the 

market within it operates as the owner has. This is often referred to as information 

asymmetry, which is arguably the greatest disqualifier of the assumed efficiencies of the 

market in respect of M&A. And this is even more pronounced in an emerging market context, 

where a key challenge for buyers is to properly understand the company and the market and 

socio-economic culture within which it operates. 

 

Professional sellers often try to (ab)use this information assymetry by presenting projections 

for their business which are based on unrealistic “sunshine scenarios” – sometimes referred to 

as “hockey-stick” projections, where the sales and profitability trend suddenly changes 

dramatically very close to the time of sale. 

 

Historical performance thus becomes a very important base upon which to build your 

projections and you could argue that a separate step in the valuation process prior to 

projecting performance would be to analyze and understand the historical performance of the 

business and the underlying value drivers of the business. 

 

It becomes more and more difficult to project future cash flows the longer into the future you 

get, and you typically decide to limit the forecasting period to e.g. 5-10 years, after which you 

assume some form of  steady state business into perpetuity (see Section 2.1.2).  
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Since future performance is almost always dependent on a number of internal and external 

factors, it is often advisable to identify the key value drivers for the business going forward as 

well as key uncertainties which may impact the business. This will enable the buyer to make 

projections for various scenarios and/or to highlight the sensitivities related the key value 

drivers and uncertainties.  

 

An example could be a biotech company developing a drug which is still only in phase I-

trials. In such a case there is typically a high likelihood that the drug will never reach the 

market (due to the stringent requirements to pass through phase II and III trials) but if it does 

succeed to the market the upside potential will often be very substantial. Instead of using 

either of the two scenarios or an average (which will never become reality) it may in such 

cases be best to keep both (or more than two) scenarios in the model. When you reach the 

stage of calculation of value and interpretation you can then decide to use a decision tree 

analysis or real option models to take into account the substantial uncertainties of the business 

case and potentially managerial flexibility to influence the future cash flows in the various 

scenarios. 

 

Even in case of less unpredictable businesses it is still advisable to build at least a (i) base 

case, (ii) worst case and (iii) best case scenario in order to grasp the nature of key value 

drivers and uncertainties and their impact on the business. Especially in emerging markets this 

exercise will often show that the hockey-stick projections referred to earlier may very well be 

a feasible projection, due to the potential to tap into huge markets with double digit growth 

and fundamental changes in income and customer behaviours. It will, however, also often be 

easy to see hurdles to capture such a sunshine scenario, e.g. due to low cost competition or 

risks associated with the bureaucracy and legal systems in many emerging markets. We will 

get back to this in more detail in Section 4. 

 

2.1.2 Estimating the Value of Performance beyond the Forecasting Period (“Continuing 

Value”) 

It is important to note that even with relatively long forecasting periods a lot of the value of a 

company to be acquired will often be generated in the more distant future beyond the 

forecasting period. Especially in industries which are still in their early stages of development 
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and/or where big investments will be required in the forecasting period, you will often find 

that more than 75% of the value of the business will be found by discounting the cash flows 

beyond the forecasting period.
13

 This is also reflected by the extreme valuation of certain 

internet-based companies, where you have seen only huge losses and have no expectation of 

profits within the near future. In such case the valuation is supported by very bullish 

expectations to the ability to turn the business into profits when the internet has grown and 

matured further and due to high values beyond the forecasting period companies of significant 

market value may thus have a negative NPV in the full forecasting period.
14

 To a lesser extent 

these issues are also more pronounced in emerging markets than in developed markets. 

 

This highlights the importance of being careful considering how to estimate the cash flows 

beyond the forecasting period, although it is extremely difficult. Looking ahead in the 

valuation process to the formula often used to capture the continuing value (CV) you see the 

intriguingly simple growing free cash flow perpetuity formula: 

 

 

 

Arguably, it is preferable to work with a variation of the above formula which enables a 

refinement of the estimated free cash flow (FCF) by splitting FCF  into its components: 

. In any case it is important to note that this approach to the 

calculation of CV is based on the assumption that the business at the end of the forecast 

period has reached a steady state, i.e. a level of NOPLAT, RONIC, g and WACC which is 

expected to be steady going forward into perpetuity. 

 

Considering the documentation provided by economic history it should be recalled that 

abnormal returns and growth beyond the underlying market growth (+inflation) are rarely 

                                                 

13
 Using an eight-year forecast period it was found that in the skin care industry 100% of the value will typically 

be generated by the cash flows beyond the forecast period. See Tim Koller et al., Valuation - Measuring and 

Managing the Value of Companies, John Wiley & Sons, Inc., 4
th

 Edition, 2005, page 276. 
14

 In the same analysis as referred to above an average of 125% of the value of high-tech companies was found 

to be generated by the cash flows beyond the forecast period. Ibid, page 276  
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feasible, and especially for high growth companies it is thus preferable to make a long 

forecasting period since steady state for such companies is often some way out in the future.  

 

It is also important to realize the sensitivities related to even slight changes in the value 

drivers for the calculation of CV. Especially in companies with the main part of the value 

linked to the CV, there can thus be extreme variations of value merely due to a change of 

assumed CV growth of a couple of percentage-points.
15

  

 

There are many further variations to CV-calculations such as the convergence formula 

assuming faster convergence of ROIC towards WACC and the (overly) aggressive CV growth 

formula assuming perpetual growth at the level of the end of the forecasting period without a 

need of perpetual incremental investments. Any further elaboration of such variations and the 

many challenges and pitfalls related to estimation of CV would, however, go beyond the 

scope of this thesis, but a general point to capture for later discussion is the potentially very 

high impact of being overly conservative for the wrong reasons when estimating CV.  

 

There appears to be a tendency for analysts and corporate executives to get instinctively 

uneasy when realizing that a large part of the value of an acquisition case is linked to the CV.
 

16
 This sometimes leads to a rather arbitrary conservatism such as assuming that ROIC 

necessarily equals WACC beyond the forecasting period and/or that growth should 

necessarily be reduced to a historical steady state growth of developed countries. Such 

assumptions may be correct in the very long term, but are often too conservative considering 

that the forecasting period is rarely longer than 10 years. It also ignores the chance that 

company specific innovation actually sparks abnormal growth and/or ROIC beyond the 

forecasting period. Especially when analyzing innovation companies investing heavily in 

R&D, IPR etc. such conservatism is arguably unbalanced since it completely ignores the best 

case scenarios of long term abnormal growth and ROIC. If you do choose to lower CV 

growth projections for such companies you should as a minimum also lower the cost spend on 

innovation development (R&D, etc.).  

 

                                                 

15
 In the DCF valuation example in Appendix A it is thus illustrated that an increase of merely 1% additional 

CV-growth equals an increase in aggregate NPV of >16% 
16

 Ibid, page 286-287  
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Assumed capital structure 

75% 

25% 

Illustration 2.1.3: The WACC-tree (input data are only illustrative) 

As we will discuss later the same risk of over conservatism applies when analyzing businesses 

in emerging markets (see Sections 3.7 and 4.3.2). 

 

2.1.3 Estimating the Discount Rate (WACC)  

The concept of the time-value of cash flows is a corner-stone of corporate finance, and as the 

section above regarding CV clearly reflects, valuation models are often very reliant on cash 

flows that are projected several years into the future. Such cash flows will naturally not have 

the same value as cash flows in the years immediately following an acquisition, but it is very 

challenging to estimate the “correct” discount rate.  

 

In DCF-valuation the discount rate is normally referred to as the weighted average cost of 

capital (WACC) reflecting the fact that future cash flows should be discounted at a rate equal 

to the return rational investors (both equity and debt) can reasonably expect considering the 

risk associated with their investment.  

 

It is beyond the scope of this thesis to go into detail about the capital market theories 

underlying the computation of WACC, but below the calculation of the WACC has been 

decomposed into its key variables and I will briefly comment on these components below 

with focus on the special risk premiums which is particularly relevant for this thesis. 

 

 

 

 

 

 

 

 

 

 

 

 

 

Market risk premium  

(4%) 

Leveraged company β 

(1.25) 

Leveraged debt premium 

(1%) 

Marginal tax rate 

(40%) 

Levered company  

cost of debt 

(5%) 

Company risk premium 

(5%) 

Special risk premium(s)? 
- Country risk premium 

- Small cap premium  
(?%) 

Net cost of debt 

(3%) 

Levered cost of equity 

(9%) 

WACC 

(7.5%) 
Risk free interest rate  

(4%) 
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The WACC-tree illustration above illustrates the key variables needed to calculate the 

WACC, and the input numbers will naturally vary depending on the company for which the 

WACC is calculated. 

 

The model relies on the capital asset pricing model (CAPM), which is a model reflecting: 

(i) The pure time value of money (the risk-free interest rate) 

(ii) The reward for bearing systematic risk in general (the market risk premium) 

(iii) The return to be expected by an investor investing in an asset/portfolio with a 

certain systematic risk measured ad β 

  

An underlying assumption for the CAPM is that the capital markets are efficient and it is thus 

possible to derive “correct” data points for the CAPM by looking at the market returns and 

interest rates, e.g. the risk-free interest rate is often derived from the market yield of default-

free government bonds. This is a rather reliable data-source in well-established markets where 

sovereign debt for all practical purposes is default-free, but as will be discussed in Section 

2.3.4 challenges naturally arise if you use the yield of government bonds in some emerging 

countries as a reference point for the risk-free interest rate, since some emerging countries 

have a history of sovereign debt-defaults. 

 

Another key assumption for the CAPM is that there is a strict relation between risk and return 

illustrated by the security market line, but importantly the relevant risk for this purpose is only 

so-called systematic risk, i.e. risk which is correlated with the general volatility of the market. 

The reason for the distinction between systematic and unsystematic risk is based on the 

assumption that the risk-return relation is determined by the well-diversified investor. If there 

are big company-specific risks associated with an investment, which can be balanced by a 

broad portfolio of other companies with company-specific risk it is thus assumed that the 

rational investor will only require a risk adjusted return to the extent of the non-diversifiable 

risk. This can sometimes be a counter-intuitive point, since an investor can be caught up in 

anxiety about the risk associated with the specific company being analyzed without reflecting 

sufficiently upon what part of the risk is systematic and thus relevant for determining the 

WACC. This also links up to the often (mis)-used concept of special risk premiums, which 

can have different forms. One type is the concept small cap-premium, which is sometimes 

used by investors when looking at small acquisition targets. Smaller companies are generally 

characterized by greater volatility than big companies and if you identify the β of a small 
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company based on market β of big companies in the same industry, it is a fair assumption that 

the β should be increased by what you could call a small cap-premium. It is, however, really 

just a correction of an incorrect β-benchmark. If the small company is traded and its β 

determined by a regression analysis of its historical performance compared to market 

performance, there would thus not be any need for a small cap-premium. Another type of 

special risk premium that is often seen is the country specific risk premium, which will be the 

subject of further discussion in Section 2.3.3 and 3.4. 

 

Having identified the risk-free interest rate, the equity market premium and the target 

company’s β, it is thus possible to assess the general cost of equity for the company, i.e. the 

return rational equity investors in the company will require in light of the risk profile of the 

company using the following formula: 

 

 

 

 

 

 

 

 

 

In the WACC-tree in Illustration 2.1.3 the risk free interest rate was set at 4% and the equity 

premium at 4%. Since the company β was set at 1.25 (i.e. 25% more systematic risk than an 

average market asset) this resulted in a cost of equity of: . If a small 

cap risk premium of 3% had been used the cost of equity would have been 12%. 

 

It is noted that the β can be determined either as an unlevered β or at an increased levered β. 

The difference reflects the added systematic risk carried by an equity investor in a highly 

leveraged company. This should naturally be the forward looking capital structure that is 

considered, since the fact that a target is presently highly leveraged is irrelevant for the risk 

profile of the investment if the company pays back its loans in the context of an acquisition 

(which is often at least partly the case if a strategic buyer acquires a private equity owned 

company). 
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Unless the company is expected to have a capital structure without debt, it is relevant to 

consider the cost of capital for the debt in the company. This is partly determined by the 

market yield for the debt of the company (if it is traded debt) or comparable debt, i.e. the risk 

free interest rate plus a leveraged debt premium. In the WACC-tree this was illustrated by a 

5% levered company cost of debt (4%+1%).  

 

After determining the levered company cost of debt is important also to consider the value of 

the tax-shield provided by the debt, i.e. the value of being able to deduct interests paid, which 

typically equals the marginal tax rate times interest paid. In the WACC-tree illustration, the 

marginal tax rate was assumed to be 40% and the value of the tax shield thus reduced the cost 

of debt by 2% (40% of 5%) resulting in a net cost of debt of 3%.  

 

Having reached a conclusion as to the cost of equity and the net cost of debt the final step of 

the WACC-calculation is merely to compute the weighted average of the two. In the WACC-

tree illustration a debt to value-leverage of 3/1 is assumed bringing the WACC to 7.5% 

(( . 

 

Reflecting upon the significantly lower cost of debt (even gross cost of debt) compared to the 

cost of equity it begs the thinking that high leverage is the preferred option even disregarding 

tax benefits. It is, however, important to consider the Modigliani & Miller theorem which 

states that in the absence of taxes, bankruptcy costs and asymmetric information the efficient 

markets should ensure that the value of a company is unaffected by how that firm is financed. 

The argument being that the company equity β increases gradually as the leverage goes up 

which perfectly balances out the lower cost of debt. This is also referred to as the capital 

structure irrelevance principle, but since real life does include taxes and bankruptcy costs, 

reality is that cost of capital gradually decreases with increased leverage due to the increasing 

value of the tax shield until a point in time when the increased leverage is perceived to lead to 

higher likelihood of bankruptcy costs than the increased leverage brings in tax shield benefits, 

i.e. the optimal capital stucture.  
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2.1.4 Getting to a Value by Calculating and Interpreting the Results 

Having settled on the financial projections both for the forecast period and the key value 

drivers beyond, as well as having calculated the WACC the final step is to structure the input 

in a spreadsheet in order to discount back the cash flows in order to get to the enterprise DCF-

value of the company which is the subject of the valuation. 

  

As previously mentioned the value of the tax shield can have significant importance for the 

valuation, and since the standard DCF-approach relies on an assumption of a fixed capital 

structure going forward we risk ignoring the fact that in many cases a new owner will have to 

start out with a more leveraged company than the owner targets, due to a need to finance the 

purchase price. In such cases the leverage will hopefully be reduced over time and the value 

of the tax shield will as a direct result also be reduced over time. This can be captured by an 

adjustment of the WACC from year to year, but another (easier) way to capture this is to use 

the Adjusted Present Value (APV) approach. Conceptually, this approach separates (i) the 

enterprise value of the company as if it was an unlevered company and (ii) the present value 

of the tax shields. This provides the practitioner with an easy way to ensure that the correct 

value of the tax shield is captured, although it should be noted that the calculation requires a 

bit of work (among other things adjusting the levered company β to unlevered company β). 

The APV-approach is, however, just a variation of the enterprise DCF-approach and if the 

capital structure is stabile going forward the two approaches renders exactly the same 

valuation result. 

 

Another variation of the traditional enterprise DCF-approach is the so called Economic Value 

Added (EVA) approach. Conceptually this approach ensures that each year’s FCF is 

transformed into an indication of whether the FCF is actually enough to satisfy the cost of 

capital reflected by the WACC. A key for this approach is to identify the relation between the 

company’s ROIC and its WACC. If the ROIC exceeds the WACC, the economic profit 

generated equals the invested capital times the economic spread between ROIC and WACC:  

 

 

 

The benefit of this approach is that you can clearly see to what extent a FCF (even if it is 

positive) actually fails to provide the investors with the return they can expect in an efficient 
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market. In order to calculate the valuation of the company using the EVA approach, you will 

discount the annual economic profit (=EVA) at the same WACC as calculated in the normal 

enterprise DCF-model. The discounted value of the future flow of economic profit should, 

however, finally be added to the invested capital at the time of the valuation. Even though the 

EVA approach can seem quite different from the traditional DCF approach it is important 

again to remember that the results generated are identical – just via two different routes. The 

point is to use EVA if you wish to highlight the risk of value destruction on a year-by-year 

basis for shareholders even in times of positive cash flows.
17

  

 

No matter if the traditional enterprise DCF approach is used or one of the variations, it is 

important to realize that such DCF-valuation methods are invariably very sensitive to a large 

number of assumptions used and sometimes the assumptions used are very uncertain. One 

way of capturing such uncertainties is by way of making sensitivity analysis on key variables 

in order to realize how much single variables or a combination of variables affects the 

valuation result. Assumed growth (even only terminal growth), profitability and WACC are 

often key variables where even minor alterations of the assumed levels can change the end 

result significantly. 

 

One lesson from such sensitivity analysis is that it can be dangerous to rely to firmly on a 

DCF alone, and this is also why you see practitioners cross-check DCF-results with a 

benchmark analysis compared to other known transactions in the market and often the final 

valuation result, will be phrased as valuation range around a DCF-value considering 

sensitivities and multiple benchmarks. 

 

2.2 Real Options and Decision Tree Methodologies  

A major fault of the standard DCF-model is that it does not take into account the value of 

flexibility going forward for the owner of the investment. This is most easily illustrated by the 

value of deferring an investment if the future cash flows are very dependent on developments 

that will be clarified before an investment decision is in reality required.  

                                                 

17
 An example hereof is LEGO, where the present CEO Jørgen Vig Knudstorp introduced the EVA-approach to 

measure value-destruction/creation on a continuing basis, since the company had a track record of negative 

economic profit for a number of years (even while net profits and FCF were still positive) before he joined in 

2004. He argues that this was a valuable tool to make everyone chase performance that is value generating for 

investors, Speech by Jørgen Vig Knudstorp to Novozymes group 8 September 2009.  
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If you take the example of a drug development, where most investments will not need to be 

made before it has become more clear whether the drug candidate will pass through the 

clinical trials. If you simply discount the cash flows applying a weighted average approach to 

the investments needed and the cash flow generated, you will greatly underestimate the value 

of such a business.  

 

Illustrated simplistically you can consider a 30-70 drug development scenario, where a 30%-

probability of success enables you to generate a perpetual annual cash flow of 1 mDKK while 

you would generate no cash flow if clinical trials are unsuccessful (70%-probability).  If the 

clinical trials are successful a sales &marketing investment of 10 mDKK will be required at a 

point in time (t=1) where it has been clarified whether the drug candidate will be successful. 

If you apply a standard DCF-approach, with a weighted average input of 300,000 DDK in 

perpetual cash flow you get the a vastly negative NPV of approximately 3.5 mDKK, see 

below calculation in tDKK using a discount rate of 5%: 

 

 

 

If you factor in the managerial flexibility to decide not to invest the 10 mDKK in t=1, a 

contingent NPV calculation provides are much more nuanced positive NPV of more than 

3mDKK: 

 

 

 

 

 

This is naturally an extreme scenario, but even in investment scenarios where scenarios are 

not quite as binary or volatile the value of managerial flexibility can still be very substantial.  
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2.2.1 Types of Real Options 

The managerial flexibility does not need to be only related to making an investment or not. 

Conceptually, the various forms of flexibility can be categorized as: 

i) Options to defer investment(s) 

ii) Abandonment options 

iii)  Follow-up options (also referred to as “compound option”) 

 

Ad i) Often the managerial flexibility is related to production CAPEX, e.g. an option to defer 

investments in production capacity until the product demand in the market requires such 

expansion. The same can apply for sales & marketing investments as illustrated by the drug 

development example. 

 

Ad ii) The abandonment option is often relevant if the assets of a business have a relatively 

attractive liquidation/divestment value. Management should thus carefully consider when it 

would be more value creating to liquidate or divest a business compared to continue the 

business in a scenario expected to generate lower NPV than a liquidation or divestment 

would. This is often neglegted by managers that “fall in love” with certain projects making 

them incapable of “killing their darlings” although this would be the rational thing to do. 

 

Already when making an investment the management option to liquidate/divest can be taken 

into account in order not to drag down the DCF-scenarios model with scenarios that will 

never materialize since management would always liquidate/divest before ending in such 

scenarios. 

 

Ad iii) The follow-up investment options can take many forms, but can be similar to the 

production CAPEX deferment option, i.e. management can always choose to expand capacity 

if such expansion is value generating, and this should be factored in to the valuation of an 

investment.  The follow-up option can, however, also be related to capturing the value of a 

platform  or trial investment, e.g. an disproportionate investment made launching a new 

product in a small test market, since the real value of such an investment may be to roll out 

the new product globally leveraging the investment (and learnings) made in the small test 

market. 
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All the above types of real options also find applicability specifically in the context of M&A. 

It is sometimes an overlooked real option for an acquirer to defer the acquisition until specific 

uncertainties are clarified, e.g. a risky product launch or clinical trial. The risk of course being 

that the company will be picked up by competitors or will no longer be available for sale for 

other reasons, e.g. becoming more IPO-mature. Tactical delays of due diligence or 

negotiations may, however, be a way of exercising this option, in order to see the most recent 

annual results etc. before signing the acquisition agreement. 

 

The abandonment option should always be factored in to the scenarios set up in an acquisition 

case if it is found within foreseeable scenarios that the investment can turn sour and end up 

being less value-generating than a liquidation/divestment of the assets. An acquisition with a 

value generating exit option is thus preferable, and if this is the case you should increase you 

valuation of the company by including the abandonment option. 

 

The compound options are probably the most interesting in the context of M&A valuations, 

especially when looking at acquisitions in new business areas or in new geographic markets, 

since such acquisitions can often provide a platform for further investments, e.g. in the form 

of options to invest in synergies such as rolling out existing products in the new market.   

In case of roll-up acquisition strategies this is particularly relevant, since a company acquired 

as an initial entry into a new market may be valued lower on a standalone basis as compared 

to if you ascribe value to the real option that the acquisition provides for the owner to pursue 

its roll up strategy. We will revert to this in an emerging market context in Section 5. 

 

2.2.2 Decision Tree Analysis  

Factoring the value of flexibility into valuations can be done in various ways and the drug 

development example provided above is a simple decision-tree with a one–step binomial 

lattice. The decision tree analysis (DTA) is a very useful and relatively operational and 

intuitive approach used by many practitioners.  

 

It is, however, important to note that a DTA (just like the real option valuation (ROV)) is not 

an alternative to a DCF-valuation. It is rather a supplement to an elaborate DCF-analysis 

using a number of scenarios to project the future cash flows of the business. The key add-on 

to a scenario-based DCF is merely to factor in the ability of management to alter the cash 
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flows at some or all of the branching points in a scenario/decision tree, see Illustration 2.2.3 

below.  

 

2.2.3 Real Option Valuation 

ROV pricing models often use a replicating portfolio to value a project, i.e. pricing the value 

of the real option by link to market values of options with the same risk profile as the real 

option. Conceptually the idea is intriguing, because you capture the market’s pricing of a 

given real option and this way you capture any added systematic risk associated with the real 

options depicted in the decision tree and related extra discounting required, beyond the 

WACC used in the underlying DCF-valuations. 

 

It may, however, be difficult to practically construct the perfectly correlated replicating 

portfolio, unless the real options of the decision tree is closely correlated to the values of 

specific traded asset groups such as publicly traded commodities.  

 

It is beyond the scope of this thesis to go in to detail about the calculation methods used for 

ROV, e.g. replicating portfolio models vs. ROV risk neutral valuation, but the key point to be 

used in this thesis is that the ROV provides a theoretically superior valuation methodology for 

valuing scenarios and related managerial flexibility when the volatility and risk related to the 

real option is not fully diversifiable. From a conceptual level the ROV is thus an add-on to the 

DTA-process, which ensures more theoretically correct discounting when real options are 

used by management.  

 

The decision tree below illustrates how the difference in NPV could turn out using a standard 

NPV-approach (sNPV), a contingent DTA NPV approach (cNPV) and a ROV-approach:  
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Despite its academic attraction ROV is often discarded by practitioners in preference for the 

DTA approach. A main reason for this is to be found in the practical challenge of construction 

a replicating portfolio with a related market price. Furthermore, the ROV is less intuitive to 

understand for persons without familiarity to ROV.  This can in reality become important 

since the valuation often will be presented to senior decision makers who will ultimately 

decide on the investment decision, and it often facilitates the process if such decision makers 

understand the drivers for the valuation. This is much easier with the DTA, which is closely 

linked to commercial scenario building etc.  
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A range of scenarios 
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real options and thus not 

affect standard NPV-

values 

The abandonment option 

may allow for a minimum 

value in the form of 

liquidation value.  

The delta between cNPV 

and ROV can be due to 

non-diversifiable risk 

and volatility affect 

captured by ROV 

decreasing NPV slightly 

compared to cNPV 

Illustration 2.2.3 – Decision Tree Illustration 

(input only illustrative) 
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Furthermore, even though the ROV is academically superior to the DTA, the difference is 

often immaterial, since the decision tree risk profile can often be completely uncorrelated with 

a diversified market portfolio, and in such a case the risk is unsystematic and thus irrelevant 

from the point of discounting future cash flows. If so, the DTA should arrive at completely 

the same result as the ROV. Completely uncorrelated scenario risks are often found when the 

scenarios are dependent on technological developments, such as drug discovery, since such 

risk factors are completely uncorrelated to general market risks.
18

 

 

2.3 Adjustments Made in Emerging Markets 

While practitioners do typically use DCF-valuation methods set out above when valuating 

companies in emerging markets, there are a number of particular adjustments that you will 

often find practitioners use as set out below. 

 

2.3.1 Inflation 

Historically many emerging markets have been characterized by higher inflation rates than 

what has been seen in developed markets and there are even cases of hyperinflation where the 

relative value of currencies very rapidly weakens compared to more established currencies, 

such as when the Brazilian Real depreciated more than 50% relative to the USD within a 

couple of weeks in 1999.  High-inflation can be devastating for a country and companies 

operating in the country, but it is important to note that over time the exchange rates generally 

do adjust to the differences in inflation, which means that you over time see relatively stabile 

purchase power even between high-inflation countries and low-inflation countries (referred to 

as purchasing power parity). 

 

For the purpose of valuation models targeted at companies acting in high inflation markets, it 

becomes important not to become caught up in financial results and projections in nominal 

local currency. Double digit nominal growth may thus hide a negative real growth if inflation 

exceeds the double digit growth of the financials.  

 

                                                 

18
 Tim Koller et al., Valuation - Measuring and Managing the Value of Companies, John Wiley & Sons, Inc., 4

th
 

Edition, 2005, Chapter 20 
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There are various ways to handle this challenge, and it is often advisable to start out by 

preparing both historical results and financial projections both in nominal values and in real 

values (with an estimated inflation going forward). The real value projections provides a 

better picture of the real trend in sales, profit and investments, but it is important to remember 

that for example projected tax payments will need to be based on nominal projections. 

 

It is also possible to use the nominal results and projections, but in that case the discount 

factor should be a combination of WACC and inflation. At the end of the day this approach 

should thus provide you with the same result as a DCF using real values. 

 

In the context of high inflation countries, the balance sheet is also likely to be deceiving if it 

reflects certain assets at nominal purchase price values. Especially long lived assets will often 

be grossly undervalued, and with understated investment figures, you need to be cautious 

when using financial concepts linked to investment level, such as ROIC. You may also see 

certain assets being revalued resulting in booked gains on e.g. slow moving goods in 

inventory and if revaluation is not done, the real size of net working capital (NWC) may be 

difficult to decipher with a risk of having larger inventories than indicated by the nominal 

financials. 

 

2.3.2 Exchange Rates 

When doing any cross-border valuations covering markets with different currencies there will 

always be an element of complexity related to the fact that exchange rates can fluctuate over 

time (unless the currencies are formally pegged to each other). This is a familiar challenge to 

most practitioners working with international business, and financial reporting standards are 

typically applied accounting for balance sheet items except for equity at the year-end 

exchange rate while the average exchange rate for the period is used for translating the 

income statement. This is the principle dictated by both US GAAP and IFRS when handling 

currency translations in moderate inflation countries. This is referred to as the “current 

method” and also implies that currency translation gains and losses on the balance sheet are 

recognized in the equity account without affecting net income.  

 

This standard approach is, however, not applicable to a business in hyper-inflation markets. In 

which case especially US GAAP (and to a lesser extent IFRS) will mandate that currency 



31 

 

gains/losses are reported on the income statement instead of merely on the equity account. 

According to US GAAP all items in hyperinflation economies shall also be translated to the 

parent company currency at the exchange rate at the transaction date (temporal method) while 

IFRS applies an inflation-adjusted current method similar to the current method applied in 

moderate inflation countries. 

 

More importantly for the DCF-model, there is a need to model the future cash flows in a way 

that links back to the domestic currency. One approach is to keep the model in the foreign 

currency, with a discount equal to the cost of capital applicable for the foreign capital (e.g. 

including inflation adjustment of the risk-free interest rate) and with a subsequent spot-rate 

conversion of the present value of the future cash flows to the domestic currency (referred to 

as the “spot-rate method”). Another approach is to convert the future cash flows to the 

domestic currency at the forward exchange rates projected for the years going forward and 

subsequently discounting at the cost of capital in the home country. Both methods should lead 

to the same result, since the forward exchange rate should reflect the inflation due to the 

assumed interest rate parity. 

 

2.3.3 Ad hoc Risk Adjustments such as Country, Political or Currency Risk  

Practitioners and academics often use an ad hoc risk premium as a very easy valuation tool to 

capture the perceived added risk related to emerging market investments. This can be referred 

to as a “country risk premium”, a “political risk premium” or a “currency risk premium”, but 

fundamentally it is an attempt to provide a catch all-tool for very intangible risks and in this 

thesis I will use the reference “country risk premium” to capture all such emerging market 

risk premiums.  

 

There are many ways to approximate a “country risk premium”, i.e. how much extra future 

cash flows should be discounted due to the risk associated with future cash flows in the 

emerging market. While practitioners often use country risk data provided by data providers 

such as S&P or Moody’s, the underlying calculation method is often nebulous. One practical 

method is to approximate the country risk to be equal to the credit spread observed for the 

sovereign debt of the country, i.e. how much more return do holders of sovereign bonds 



32 

 

require as compared to developed “default-free” sovereign bonds.
19

 Other ways of 

approximating the country risk premium are based on statistical regressions of the relevant 

country stock market variance. In other words, the assumptions justifying the country risk 

premium figures would be that a standard CAPM needs to be modified to the special 

characteristics of the emerging market, see below Section 2.3.4. 

 

Looking at the practice of M&A practitioners it is important to note that there is no 

unanimously adopted method of applying a country risk premiums and variations of the 

theme will be found in many shapes and forms beyond the abovementioned addition of a 

country-specific risk premium to the discount rate. Other approaches include
20

: 

 The relative volatility of the relevant country stock market being factored in 

 The country risk premium being added instead to the market risk premium; or 

 The country risk being associated with the percentage of exports in the firm’s of 

project’s sales. 

 

An alternative way to approach country risk premium is to discard the CAPM-approach to 

valuation and work with an Asset Pricing Theory (APT)  where you identify a number of risk 

factors and estimate the individual investment’s exposure towards each such risk factor and 

adding up all such risk factors on top of the risk free interest rate, i.e.: 

 

 

 

 

 

 

2.3.4 Challenges of Settling a WACC in an Emerging Market 

The practice of adding a more or less arbitrary country risk premium to investments in 

emerging markets is often defended by the fact that the assumptions underlying the WACC-

calculations as set out earlier are not valid for many emerging markets. One point being that 

the markets are simply not efficient or illiquid due to limitations as to foreign ownership. It 
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may also be a problem that the local stock market in emerging markets is sometimes very 

biased towards a certain industry or in certain cases individual companies even constitute a 

dominant part of the weighted average market portfolio. 

 

Even if you leave such general concerns behind about the efficiency of the local financial 

market you find that CAPM-data points used in the computation of WACC are often 

challenging to identify in some emerging markets, e.g. the risk-free interest rate in an 

emerging market may not be easily identified by “default-free” sovereign debt, if the 

sovereign is financially unstable. It may also be found that the returns in the emerging market 

are much more volatile, arguably justifying a higher equity risk premium. Many variations to 

the traditional CAPM have been suggested to be applied to explain why historical ERP seems 

to be higher for emerging markets than for developed markets.
21

 

 

These approaches analyze the emerging market in isolation assuming that it is not an integral 

part of the global financial market, which facilitates an explanation of the higher historic ERP, 

since volatility is historically higher in emerging markets and statistically the best explanation 

appears to be found by modifying the traditional CAPM-analysis to a downside CAPM 

analysis (also referred to as “D-CAPM”) where investor behaviour is sought to be explained 

only due to risk adversity towards downside risk instead of including all volatility in the 

CAPM regression.
22

 

 

Another approach is to argue that a global SML and CAPM can be applied even to emerging 

markets due to the global integration of financial markets and the ability of investors to 

diversify their investments in specific emerging markets.
23

  

 

We will revert to this discussion and the related risk of overstating emerging market risk 

premiums using such arguments below in Section 3.1 
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3 Ways of over Adjusting for Risk in Emerging Markets 

 

Investments in emerging markets are often approached with a high risk adversity and 

investors from developed economies making investments in emerging markets are thus often 

seen to require very high returns (almost at the level of venture capital) to invest in these 

markets. These required returns appear to exceed the returns rationally required even if you 

assume that emerging markets do not constitute an integral part of global financial markets, 

i.e. exceeding the required return generated by the D-CAPM approach, and sophisticated 

models used by Goldman Sachs and others by 200–300 basis points.
24

  

 

This begs the question of whether this can be due to incorrect exaggeration of the risk factors 

or even double counting of risk factors when building valuation models for emerging market 

targets. In this Section 3 I will thus explore various ways in which practitioners may over 

adjust for risk in emerging markets.  

 

3.1 Ignoring the Impact of the Globalized Economy 

The most extreme view on limiting country risk premium when valuating emerging market 

assets is to claim that there should be no risk adjustment beyond the traditional global CAPM. 

This may appear counter-intuitive, but it all comes down to what market you define as the 

relevant market in which to pin your data points for calculating the WACC, e.g. where to find 

the risk free interest rate and the equity risk premium.  

 

For a global company or an investor with an ability to diversify their investments in a global 

portfolio, it may thus be fair to assume that this investor should use the global financial 

market as the reference point for approximating risk-free interest rate and equity risk 

premium.  Proponents of this view support the arguments by statistical evidence reflecting 

that there is no statistically significant benefit of using a specific emerging market CAPM to 

explain historical performance as compared to a global CAPM
25

, while opponents of the view 
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can provide statistical data indicating that there is even a trend toward less integration of 

emerging markets, especially China justifying a segmented approach where you analyze the 

individual emerging market’s capital market for CAPM data points.
26

  

 

A more balanced view may be to note that there appears to be historical evidence that the 

SML of financial markets in emerging markets over time has converged towards a SML 

comparable to developed financial markets as such markets have experienced liberalizations 

etc. and that if you decide to use a domestic CAPM for the emerging market you should 

ensure that you revisit the underlying data regularly, and you should not use a rudimentary 

emerging market risk premium to the global CAPM-approach to WACC, since this will 

grossly overadjust the risk actually seen in the more developed emerging markets such as the 

BRIC-countries.
27

 

 

3.2 Including Diversifiable (Unsystematic) Risk 

The arguments for and against the integrated global CAPM vs. segmented CAPMs for 

emerging markets are closely interlinked with the general discussion about whether you 

should approach specific emerging market risks as unsystematic risks which can be 

diversified (and thus should be ignored for the purpose of calculating WACC) or if you 

should approach such risk as systematic risk justifying a higher cost of capital – or if it is 

beyond the categories of systematic and unsystematic risk and should be applied as a different 

kind of risk premium for exogenous interference with the investment.  

 

In my view it is quite clear that many of the risks argued to justify country risk premiums are 

clearly not systematic risks. An example could be the risk of political unrest or even civil war 

in a developing country obstructing the ability to continue a business being acquired. This 

would have grave consequences for the business and if it is a very unstable country on the 

verge of civil war investors would clearly tend to factor this into their valuation. Taking a 

more academic approach to the question you could, however, argue that although there may 

be an e.g. 10% risk of civil war, this is in no way correlated with the risks seen in the global 
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financial markets, and thus the risks toward which an international investor is otherwise 

exposed. Even a MNC with global operations could argue that when considering an 

acquisition of a business in a country prone for civil war this risk should be disregarded for 

the purpose of country risk premium, since the risk is balanced out by the uncorrelated risks 

associated with the other business of the MNC.  

 

This begs the question whether a globally diversified company should value an asset in an 

emerging market differently than a local investor or foreign non-diversified investor should, 

e.g. should a small or medium sized Danish company considering their first market entry 

outside Europe via an acquisition in China apply a higher discount rate when valuing 

company X in China than P&G or another MNC should? Arguably, the answer to this 

question hinges on the ownership structure of the Danish company. If it is a listed company or 

held by owners with well-diversified investments, the company should not be distracted by its 

own limited diversification, but instead leave it to its owners to diversify their investments via 

the market. In this case the Danish company would over adjust if it took into account the 

unsystematic part of the country specific risk, and would also be unlikely to be able to provide 

a competitive offer, considering other potential bidders’ (such as P&G’s) ability to bid 

without being dragged down by a country risk premium reflecting unsystematic risk. 

 

The answer may be different if the company is an owned by a founder/family/fund having all 

their assets tied up in the company, and thus relying on the company to diversify its business 

in order to indirectly achieve benefits similar to portfolio investments. You often see such 

companies retaining conglomerate strategies, but if the company is not very well diversified, 

the owner may want the company to take into account risk that is theoretically diversifiable, 

but which the owner de facto has no ability to diversify. The same would be true for a smaller 

local investor in the emerging market who may not have an ability to invest outside the 

emerging market. Such an investor may find it natural to use a local CAPM to identify a 

discount rate, which will not be competitive with a globally diversified investor’s discount 

rate. 

 

3.3 Double-Counting Risk 

Beyond the more academic arguments of how far you should take the interpretation of 

unsystematic risk set forth in Section 3.1 and 3.2, there are other more technical ways of over 
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adjusting for emerging market risk. The most apparent risk of directly incorrect valuation 

when analyzing emerging markets is if the practitioner double-counts risk factors. This may 

sound unlikely, but this can actually happen very easily. 

 

The most common mistake may be to combine a form of country risk premium with a very 

conservative business case where the financial projections are being artificially depressed in 

order to take into account the investor’s fear of country specific instability.  

 

In Appendix A, a simple DCF-valuation has been made of a theoretical example of an 

investor in Argentina. Company X is looking at the acquisition of a local company within the 

agricultural sector (A) with 100mDKK in free cash flow (FCF), which is growing at a CAGR 

of 10% due to growing domestic and international demand for its products. Within company 

X the line of business which will be “owning” the target business puts together a business 

plan projecting FCF to continue growing by 10% for the next 10 years considering the macro-

economic drivers and market position. This is then fed into a DCF-model in the M&A-finance 

department of company X resulting in a simple DCF-value (incl. terminal value with assumed 

5% less perpetual growth) of almost 2.5 bDKK. The M&A-finance department then looks up 

the S&P country risk indicator for Argentina being e.g. 5%, and they thus add 5% to the 

otherwise justified discount rate. This reduces the valuation to by more than 1.4 bDKK to less 

than 1.1 bDKK - less than half the original value! The acquisition case subsequently comes up 

to senior management and Board of Directors for discussion, and due to past experience with 

the instability of the Argentinean government they insist that the business case should be 

more conservative. They consider it unrealistic that the Argentinean market can be assumed to 

continue at its present high growth for the next 10 years. Being observant to the commands of 

senior management and the Board the M&A-finance department adjusts the turnover growth 

down by 2 percentage points which due to the cash flow structure of the company equals a 

reduction of the growth of projected cash flows by 5 percentage points, i.e. from 10% to 5%. 

This brings down the value to a valuation of approximately 800 mDKK. 

 

 This leaves the original business case seriously amputated, but The M&A-finance department 

does, however, not reduce or get rid of the 5% country risk premium previously added to the 

business case, which would otherwise have brought up the value to approximately 1.7bDKK. 
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This very simple and artificial case provides a chance to reflect upon the serious impact of 

double counting country risk. The amount and percentage-effect is of course very dependent 

on the nature of the business being valued, but an adjustment of the discount rate by merely a 

percentage-point is very often a serious value-destroyer in DCF-models, and if you double 

count country specific risk the difference can be vast. In the example a difference of 

approximately 3 times the value from the lowest valuation (double counting risk) arriving at 

800 mDKK to the extreme view with no additional risk adjustment arriving at a value of 

almost 2.5 bDKK. But just focusing on the value-decrease from single- to double-accounting 

of country specific risk you see a decrease in price of 250mUSD or approximately 25%. 

 

The tendency to use a conservative buffer linked to country specific uncertainties in the 

financial projections should be made explicit in order to highlight that this captures the 

country-specific risk, but often the conservatism is not stated explicitly but just indirectly used 

as a result of skepticism toward the retained economic growth and political stability in the 

emerging market. Due to the arguments stated in Section 3.1 and 3.2 such conservatism is 

arguably unjustified in any case since it ignores the fact that the risk is predominantly 

unsystematic/diversifiable and should be ignored by the international investor with global 

activities/investments. But even if you consider a risk adjustment justified it is essential to 

avoid risk adjusting both in the financial projections and by applying a country risk premium 

adjustment to the cost of capital for the same risk factor. As I will elaborate on below in 

Section 4.2, I find it most appropriate to leave such risk adjustment for the financial 

projections, e.g. in the form of scenarios.   

 

3.4 General Exaggeration of Country Risk Premium 

Another question is whether investors use a realistic country risk premium percentage. As the 

example in Section 3.3 shows, it often has severe implications for the valuation, and the 

question is whether the country risk premium rates used are qualified. This of course depends 

on which country risk premium rates practitioners actually use.  

 

As stated in Section 2.3.3 above practitioners often refer to country risk rates defined by 

recognized institutions such as S&P and Moody’s. The question is consequently whether 

these measures are useful to use for valuation purposes. The ratings are typically related to the 

default risk of sovereign debt of that country and arguably the risk associated with acquiring a 
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company in that same country is not necessarily correlated with the risk profile of the 

sovereign debt. It would be too extreme to claim that there is no correlation because sovereign 

default is often interlinked with economic collapse, and if this happens it most likely also 

affects the company acquired substantially and even without collapse it is a fact that there are 

many factors affecting both sovereign debt and equity investments in the country, such as the 

country’s currency, its budget and trade balances and its political stability.
28

 

 

Sovereign debt default may, however, neither be caused by or cause economic collapse and a 

more likely scenario is that equity investments are affected but depending on the nature of the 

investment the impact may be more or less severe and one rudimentary number reflecting the 

sovereign debt spread is a very inaccurate and often exaggerated number. 

 

A part of the reason for the inaccuracy of the debt spread is the abovementioned fact, that the 

risk profile of different types of companies will have different degrees of correlation with the 

sovereign debt’s default. While the local banking sector may be very exposed to a sovereign 

debt default, a company based in the country with many international operations may scarcely 

be affected. This is not a matter of determining the individual company’s β because a very 

volatile company (e.g.  an internationally focused luxury watch maker) may be less correlated 

to the default of sovereign debt than a low β-company (e.g. a big domestic bank), and the 

former should in that case not be dragged down by the full country risk premium identified 

based on the sovereign debt spread, while it may be more justified for the low-β company.  

 

There is also a great difference in respect to the political risk of intervention/nationalization 

depending on which industry you are investing in as a foreign investors. If this risk is the 

main driver of a country risk premium it will thus be important to assess whether you are 

looking at an investment that is especially exposed to political intervention. This can vary 

from country to country, but areas such as natural resources and national security are 

examples of industries which are generally much more prone to nationalization than a 

technical industrial niche company. 

 

What interest premium the market of sovereign bond investors charge compared to what they 

charge for example for US T-bonds does thus appear to be a rather arbitrary proxy for a risk 
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premium to be used when evaluating an emerging market company. But what is the 

alternative, if you are a proponent of using country risk premium? An alternative could be to 

analyze the corporate bond market in the relevant emerging market (if such exists), since this 

reflects the extra interest charged by investors in corporate bonds in the country which should 

minimize the risk of exaggerating risk factors that are peculiar to the sovereign debt and not 

applicable to the equity market. It does, however, not take into account the fact that different 

kinds of companies within the country can have very different exposures to country specific 

risk.  

 

Looking at an example from Latin America it is interesting to see that from a sample of 

corporate and sovereign bond spreads as compared to US corporate bond-yields and US T-

bond yields you see the following data
29

: 

 

Country Rating Corporate Spread Country Bond Spread 

Argentina BB 1.75% 2.58% 

Brazil BB- 2% 2.87% 

Peru BB 1.75% 2.04% 

Uruguay BBB- 1.50% 1.68% 

Venezuela B+ 2.25% 2.60% 

 

This gives rise to the interesting observation that sovereign bond spreads are consistently 

greater than corporate bond spread. This clearly supports the argument that sovereign debt 

spreads are no useful proxy for a real asset country risk premium. Not only is it an inaccurate 

and theoretically unfounded measure, it is also consistently overestimating the additional risk 

undertaken by an investor compared to Western markets. 

 

3.5 Exaggeration of Impact of  Inflation Risk (PPP) 

Valuing a company with a business in a currency different from your own and relatively 

volatile on top of that and with potential for high inflation, makes valuation challenging, as 

indicated in Sections 2.3.1 and 2.3.2. Beyond the technical valuation challenges of keeping 

projections and historical analysis consistent in terms of adjustments for inflation and/or 
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exchange rates fluctuations, there is a more general risk of over adjusting risk, especially 

when looking at investments in countries with high inflation.  

 

An investor may thus wish to deduct a certain value from the future cash flow of the company 

being valued, if it is anticipated that the main currency of the company is expected to have an 

annual inflation rate >10%. Care should, however, be taken in such cases, because assuming 

that you adjust sales projections to real terms consistently this exercise takes care of the 

inflation concern. The assets being acquired and real value of the goods being sold, should 

actually not be affected negatively over the longer term, because of the so-called purchasing 

power parity dynamics of the international financial and currency markets, i.e. that the 

purchasing power of a person in a country with high inflation should not be affected 

negatively over the longer term since the efficient markets should ensure that the exchange 

rates balance out any inflation. This may not be the case over a shorter period (even  years), 

but seen historically the concept of purchasing power parity has been proven right, which is 

also logical, since currency arbitrage would be possible if you could provide yourself with 

more purchasing power merely by exchanging to another currency. Although this is indeed 

possible at times the efficiency of the currency markets has historically ensured that exchange 

rates will eventually be dictated by purchasing power parity.
30

 

 

3.6 Ignoring the Dynamic Trend towards Global Integration of the World Economy 

I have already highlighted the academic dispute raging about whether the emerging financial 

markets should be seen as integrated in the global financial markets with the consequence of 

applying the international CAPM when defining the cost of equity etc. or if they should be 

seen as local segmented markets where a locally determined CAPM should be applied. 

 

Another aspect of the globalization, already referred to several places, is the fact that 

companies in emerging markets can no longer necessarily be perceived as local domestic 

countries. Looking at recent M&A-activities a clear trend is seeing an increasing amount of 

outbound M&A from more developed emerging markets such as China and India. We saw the 

recent controversial acquisition by Geely of Volvo, and big outbound acquisitions mainly in 
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the traditional resource-related industries, such as Arcelor Mittal, where growing local 

companies clearly indicate their interest in becoming global companies. This is supported by 

an estimated growth of out-bound M&A-activity from China summing up to 17.65 mUSD in 

the first quarter of 2010. 
31

 

 

This is a reminder of the fact that companies in emerging markets can no longer be assumed 

to be local or regional companies. They may be just as globalized as the Western companies, 

and applying a country risk premium to companies of this kind of company would not be 

well-founded. The same may be true also for many smaller Chinese companies catering to 

foreign markets, although a heavy exporter will be more exposed to local country risks than a 

company with globalized operations and production. 

 

3.7 Premature and Over-Conservative Steady-State Assumptions  

When setting up the financial forecast to be used in the DCF, the forecast will often be limited 

to less than 10 years after which the growth will typically be assumed to have reached a 

steady state close to inflation or at least much lower than the high growth rates which have 

characterized the emerging markets the last 5 years. 

 

It is of course a fair assumption that the long term growth rate of a company rarely is 

sustainable at a level much over the underlying market. The difficult question is, however, 

whether it is justified to jump down to a steady state level right after the end of the forecasting 

period. And while that would most likely be the case for most Western companies in mature 

markets, it is likely that the “abnormal” growth of many emerging markets can continue for a 

lot more than 10 years, considering the still untapped potential of the huge populations in 

countries such as India and China. Reducing terminal value growth to a standard level at the 

end of the forecasting period is thus likely to be an unjustified reduction of the value of the 

company. 

 

In cases where there is a special reason that justifies an expectation of long term growth rates 

substantially above normal rates of GDP-growth the approach to valuation of terminal value 

needs to be adjusted in order to avoid underestimating the assets. This is not unique to 
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emerging markets but can also be seen in companies with long-term growth propositions, e.g. 

certain biotech-companies developing active pharmaceutical ingredients that may be launched 

in order to create a base for sustainable growth starting five years down the road but 

potentially continuing through the life of the patents protecting the product, which can be e.g. 

20 years. The same goes for companies that have environmentally friendly products that can 

substitute less friendly products, such as the development of bio-ethanol and biocehemicals, 

which is undertaken by Novozymes.  Most of the growth expected on the 2
nd

 generation 

technologies is thus expected to happen beyond the first 10 years due the need for bio-refining 

capacity to be established and due to the enormous markets that are prone for substitution.  

 

When assessing the specific company in an emerging market it is thus important to gain a 

qualified impression of the long term macro-economic outlook for the country in order to 

estimate whether and if so when the short-/mid-term growth rates are found to be unrealistic 

to retain.  

 

Generally, special attention is needed to focus on details when providing input to and 

calculating the continuing value of emerging market companies, since a larger part of the 

value is likely to be related to the continuing value than when compared to Western 

companies. One way to do this is by extending the forecasting period, although it will be 

difficult to make specific forecasts when looking beyond ten years into the future. Another 

way is to split the terminal value in two or more parts where the growth gradually migrates 

towards a steady state level.  
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4 A Balanced Approach to Emerging Markets Valuation (Stand Alone) 

 

In Section 3 various ways of over adjusting the risk premium associated with valuation of 

companies in emerging markets have been discussed, but looking at the various arguments put 

forward by academics and practitioners it is quite difficult to conclude what is the right thing 

to do. There is no objective truthful valuation of a company and even though certain valuation 

techniques appear to be more sophisticated, reality shows market valuations which are driven 

by practitioners often are based on less academically sophisticated models, e.g. a simple 

country risk premium based upon sovereign debt spreads, and decision tree analysis (if not 

even standard NPV) instead of real option valuation. The only common base appears to be the 

reliance upon DCF-models as a primary way to value companies. 

 

In this Section 4 I will present my view upon what to take away from this buffet of various 

ways to capture the challenges associated with valuing emerging market companies on a 

standalone basis, while I will add on to this in Section 5 with a number of views upon how to 

do justice to the (often significant) values of the synergies associated with emerging market 

acquisitions (in the broadest possible understanding of the term “synergies”). 

  

4.1 Extra Caution is Prudent, but more so outside the Valuation Model 

I set out to identify what could be factors affecting investors in the developed world to 

undervalue emerging market companies due to undue risk aversion in emerging markets 

which is often reflected by rather arbitrary and often exaggerated country risk premiums. The 

studies undertaken have confirmed my view that practitioners and probably especially small 

to medium sized companies such as many of the Danish niche companies, do exaggerate the 

risk which should be applied to a DCF-valuation of a company in an emerging market, 

especially when we are considering companies in the most developed emerging markets such 

as the BRIC-countries.  

 

There are obviously many reasons to be extra prudent in emerging markets and disregarding 

the valuation of a company, some markets may be found, rightly so,  by decision makers to be 

so unattractive due to political instability, civil war, etc. that it is preferred to avoid any 

investments in such countries despite the potential value creation possible if local companies 

can be acquired at bargains prices.  
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Generally the imperfections characterizing emerging markets are, however, less dramatic and 

relate to matters of financial intransparency, uncertain legal systems, information asymmetry 

and agency cost and “excuses” used often to apply a very high risk premium is the fact that 

the emerging markets are unpredictable, i.e. statistically more volatile. An important point in 

this respect is, however, that such volatility has the benefit of being relatively uncorrelated to 

the developed markets. 

 

The most fundamental blow to the conservative valuation approach is seen if you consider: 

(i) yourself (or your shareholders) to be globally diversified;  

(ii) the relevant emerging market to be an integrated part of the global financial market; 

and 

(iii) the special country specific risk factors affecting the company to be un-correlated 

with the global market  

 

Based on these three assumptions, you would be able to (/have to) approach a valuation of a 

company in an emerging market with the same aggressiveness in respect to WACC that you 

do when valuing a company in Europe or the US. The SML would thus be the global SML 

and CAPM-input to the WACC-calculation would be identical to a European valuation. The 

volatility of the market and company performance would be discarded as “irrelevant” 

unsystematic risk and the political risk etc. associated with the country in which the target 

operates will also be discharged as a diversifiable risk, not justifying a country risk premium.  

 

This may seem very aggressive considering recent experiences in the financial crisis where 

even developed markets (or actually especially developed markets) have been suffering from 

extreme volatility and risk. You also still regularly have political unrest in even relatively 

developed emerging markets such as Thailand. You do, however, need to keep strategic 

concerns of entering emerging markets aside from the technical valuation of companies in 

emerging markets. This is also why I conclude that it is advisable to appreciate the truth of 

applying an international WACC, and instead focus on capturing concerns related to the 

investment when building scenarios of the financial forecast. 

 

It is also important to realize that a lot of the challenges associated with making acquisitions 

in emerging markets are rather execution and integration challenges rather than commercial 
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and technical challenges impacting the valuation of the company on a standalone basis. This 

does, however, not mean that an investor should not be extra cautious when approaching the 

acquisition opportunity: 

 The due diligence typically needs to be particularly thorough in order to build a proper 

comfort that the business is built on sound business practices and with full disclosure of 

the financials relevant to the DCF.  

 The relevant market in the relevant country should be analyzed in detail to understand 

special challenges in the emerging market as compared to Western markets within the 

same business area. 

 The negotiation process should be approached with a special attention to cultural issues 

and the “abuse” of cultural etiquette. 

 The post merger-integration should be considered a key challenge, which should already 

be prepared and analyzed for potential targets relatively early in the process.  

 

Even if you take care addressing all these challenges with the utmost diligence, it is quite 

certain that it will be more difficult to predict the future success of the acquisition than it 

would if you were acquiring a company in your home country or in another developed 

market. 

 

The question is, however, what risks are most likely to impact the value of the business 

materially. The risk of value destruction due to cultural challenges and related integration 

challenges will thus often be more notable risks than the risk of nationalization which is often 

a topic of discussion when considering country risk premiums in emerging markets. 

 

My overarching conclusion is thus to avoid applying arbitrary country risk premiums to 

valuations based on very crude assumptions about emerging market risk in general or the 

country risk profile of the country at large (typically based on the sovereign debt spread). 

Instead, the risk associated with emerging market acquisitions should be approached by 

ensuring very thorough work building scenarios for the financial performance of the target 

after an acquisition, as will be discussed in more detail in Section 4.2.  

 

Although I find it theoretically and conceptually correct to avoid operating with a country risk 

premium, it may at times be relevant to use such an instrument to take into account specific 
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relevant risk factors of the company being acquired. As I will revert to in Section 4.3 such an 

ad hoc risk premium should, however, always be carefully tailored to the individual company 

being acquired and not only based on the risk profile of the country in which the company is 

headquartered. 

 

4.2 Using Scenarios as an Alternative to a More Arbitrary Risk Premiums 

The work done building qualified financial projection for the business being acquired is 

always the key component of any valuation process, whether in Denmark or in China. The 

challenges associated with settling on a set of financials for the forecast period as well as key 

data points for the cash flow beyond the forecast period are, however, significantly greater 

when valuing a company in an emerging market. This is often due to a mix of factors such as: 

 Poor financial data available from target 

 Unclarity as to the drivers of the domestic emerging market 

 Uncertainty as to ability to retain HR and IPR value of the company 

 Risk of value destruction in the post merger integration phase, e.g. due to cultural 

differences 

 Uncertainty as to ability/wish to leverage the footprint provided in the emerging 

market with a launch or boost of the sales of existing products in the emerging market 

 Uncertainty as to ability/wish to expand the footprint of the domestic company 

acquired (and its products) to the global markets. 

 

All these (and many more) uncertainties beg for a business case with a variety of scenarios 

taking into account the various scenarios and potentially the managerial ability to influence 

the cash flows at these decision tree crossroads. 

 

Often practitioners use a three pronged scenario-approach with a base case scenario combined 

with a best case and a worst case. This can be very constructive, but in order to capture the 

specific uncertainties in emerging markets it can be beneficial to go one step deeper and 

analyze what key uncertainties that may materially impact the business case going forward. 

When you take the outset from the perspective of the business being analyzed instead of the 

country in which it is based, the most obvious uncertainties will often be related to the 

business performance just as when looking at a business in a developed market, e.g. turnover 

development, ability to improve margins, launch of new products in the pipeline etc.   
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Beyond the “normal” factors, companies looking at an acquisition in an emerging market 

should, however, be careful to appreciate the added uncertainties which can be related to 

taking over operations of a business in an emerging market. This may be added regulatory 

uncertainty and risk of delayed approvals for launching foreign products, but it may also be 

specifically related to the integration of the company, and the risks associated with cultural 

issues of integrating the company. A worst case integration scenario could thus be depicted 

where key employees leave the company and try to (ab)use know how and even intellectual 

property in a new company leading to added competition and efficiency drops for a period of 

time. A counter-scenario could be a best case integration scenario where synergies are 

captured as planned (e.g. within 6 months).  

 

If there are uncertainties related to the macro-economic development of the country and e.g. 

the sustainability of high GDP-growth rates a scenario could also be depicted where turnover 

is hit by a drop in GDP-growth. The more extreme political risk factors such as impact of 

potential nationalization, civil unrest, fundamental changes in tax and commercial regulations 

etc. can also be captured in a scenario model, as a (very low probability-weighted) scenario of 

substantial value destruction  

 

It can be difficult in practice to manage a model with an immense number of scenarios, and 

although it would be a theoretically attractive model, I am not advocating an approach with a 

multitude of all-encompassing scenarios, but I do find it advisable to analyze carefully what 

are the key uncertainties for the specific business being analyzed in the time going forward 

after a potential acquisition, including the exogenous and endogenous factors that are 

particularly relevant for emerging market acquisitions.  

 

Furthermore, the model should be constructed in a way that the more unlikely risk factors can 

be reflected in the form of a sensitivity analysis, i.e. not as the traditional sensitivity analysis 

factors of how much +/- 1 percentage growth sales or WACC affects the NPV calculated, but 

rather as a sensitivity analysis reflecting how a factual scenario would impact the valuation, 

e.g. the worst case integration scenario set out above (if this is a fear of management) or if it 

turns out that it will take 3 more years than planned to reap the synergies related to 

efficiencies and growth due to integration and cultural issues. Sensitivities, impacting 
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valuation positively should also be included, e.g. a higher/more sustainable GDP-growth than 

assumed in the valuation model. 

 

This way management gets a qualified impression of the uncertainties and the value impact of 

such uncertainties. 

 

4.3 Modified use of Country Risk Premium – or rather “Emerging Market Company 

Risk Premium” 

You could argue that the above approach should capture all relevant factors otherwise 

justifying use of a country risk premium added to the WACC. I do find that this is true as a 

matter of principle due to the fact that most of the political risks in emerging markets are 

unsystematic risks anyway, which should be factored away by the diversified global investor. 

Take the risk of nationalization for example. This is very much dependent on political 

developments on the domestic political scene, and the change of political power or change of 

policy by incumbent governments can hardly be said to be correlated to the ups and downs of 

the global financial markets.
32

  

 

Taken to the extreme this can be argued for almost all risk factors that are normally justifying 

the use of country risk premiums. Take for example the exogenous risk factors potentially 

causing value destruction such as corruption, unreliable government regulations and legal 

system etc. If you are faithful to the CAPM and thus the theory underlying DCF-valuation 

you should explain to senior management deciding on the acquisition case that all these risk 

factors are there and should be handled, but that they should not be taken into account in the 

valuation model since they are balanced out by the global operations of the company and/or 

the ability for shareholders in the company to diversify their investments in order to balance 

out such unsystematic risk.  

 

For many senior decision makers such an approach may seem inappropriately academic, since 

the management will indeed be criticized if they make an acquisition which turns out to be 

severely value-destroying due to the fact that the government in the emerging market e.g. 

decides to nationalize the business acquired. Then it is an uphill battle to argue to other senior 

                                                 

32
 Other country risk factors are, however, likely to be systemiatic risk factors having some correlation with the 

global financial market. 
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managers and shareholders that they should disregard the financial loss suffered since it is 

caused by a diversifiable risk factor! 

 

As a practitioner, I therefore advocate for a slightly compromised approach where the DCF-

valuation is based on a scenario model as set out above with clear explanations of key risk 

factors that are particularly relevant in the emerging market and their potential impact on 

valuation.  

 

Furthermore, after showing the results derived from such a valuation without use of a country 

risk- premium, I do find it pragmatic to explain to decision makers that in order to take into 

account the emerging market risks affecting the business being acquired (both endogenous 

and exogenous), it can be argued that the future cash flows should be discounted with an 

additional risk premium, although this is not theoretically justified due to the largely 

unsystematic nature of such risks.  

 

This way the risk premium is added to the valuation process as a final form of optional 

sensitivity analysis, instead of as a “hidden” extra discount factor assumed and largely 

unexplained for the recipient of the valuation. 

 

Even when used in this modified form it is essential not to exaggerate the risk premium by 

just pulling a number off the shelf from a data provider computing country risk premiums by 

statistical processing of sovereign debt spreads. Utilizing the analysis referred to above 

identifying the specific risks of the actual business and it exposure to more macro socio-

economic events the “template” country risk premium should be adjusted as appropriate to a 

company specific risk premium which could more appropriately be referred to as a company 

specific “emerging market company risk premium”. Below, I will highlight specific points 

which often justify a substantially lower emerging market company risk premium that what 

template country risk premium data suggests. 

 

4.3.1 Not All Companies Are Exposed to Same Country Risks 

As previously argued in this thesis the use of sovereign debt defaults as a proxy for corporate 

risk exposure causes great inaccuracies and generally overestimates corporate risk in 

emerging markets due to lacking correlation between corporate risk and sovereign defaults. 
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Even if the investor adjusts for this inaccuracy, there is still another very important incorrect 

assumption as long as country-based risk premiums are used, i.e. that all companies based in 

the country are equally exposed the risk factors affecting the country. 

 

This is very far from reality. Just looking at an industry level, it is thus easy to conclude that 

certain industries are far more prone to government intervention than others, e.g. in the form 

of nationalization, heavy tax increases, etc. This can be due to certain industries’ affiliation to 

national security (as perceived by the government)
33

 or because certain industries are 

perceived by certain political powers to be associated by foreign abuse of national rights, e.g. 

foreign companies that have been granted concessions to exploit natural resources such as oil 

or minerals may be particularly exposed in case of change of government.  

 

Valuing companies with operations in such industries you may argue that the risk premium 

should be adjusted to a higher level than a general country risk premium. On the contrary 

most other industries outside the limelight of government attention will have a very limited 

exposure towards government intervention, and a general country risk premium should thus 

be reduced. 

 

Often you even see certain industries that may be especially protected from government 

intervention, because it is a priority of the government to attract and retain such business. This 

is especially prevalent in countries trying to build up economies that are largely based on 

attracting foreign businesses to establish regional or global headquarters in their country even 

though they may have very little (if any) business in the country. In Middle-Eastern countries 

such as Dubai, Qatar and Bahrain you thus see governments providing banking, oil, shipping 

and insurance industries with guarantees against government intervention and even beneficial 

status compared to local companies in respect to tax and other government expenses, in order 

to attract business. Looking back in time, this was the same strategy pursued (successfully) by 

countries such as Singapore, Hong Kong and even Switzerland facilitating growth and 

development of their economies. 

                                                 

33
 This has been the case for the telecommunication industry in Asia, where both the dominant national 

telecommunication companies have been approached by foreign investors, which caused the governments to 

interfere. In case of the Thailand the matter was even more sensitive since the investor was the sovereign wealth 

fund of Singapore!  
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Going one step further towards tailoring the country risk premium to a company specific 

emerging market company risk premium, it is important to consider the way the business of 

the company being analysed is exposed to country risks compared to other companies (even 

in the same industry). Especially, in the more developed emerging markets you thus find 

many companies with businesses that are regional or even global in scope, which may cause 

the company to be less exposed to the country specific risks. In the extreme scenario, you may 

be looking at a company based in an emerging country for structural reasons, e.g. to benefit 

from tax benefits offered by the government to attract foreign business. Such a business may 

have 99% of its business in developed markets and after an acquisition of the business the 

acquirer may chose to close down the old headquarter in the emerging market.  

 

Even in less extreme cases the international profile of an emerging market company may 

cause quite a difference in exposure to country risk, and you may even need to consider new 

country risks, e.g. if the business of the company if a substantial part of the business of a 

Chinese mining company is actually based on mining concessions in African countries. 

 

Companies may also be exposed very differently to country risk associated with weak 

regulatory and legal systems. If you take China as an example, where you often hear concerns 

being expressed about the lacking protection of intellectual property rights (IPR). If we 

assume that this concern is legitimate, it is important to assess how this can potentially impact 

the cash flows of the business being analyzed going forward. If you are analyzing a low-tech 

business without IPR it is obviously not a factor of relevance and you may thus be able to 

reduce the risk premium. On the other hand if you are a Danish niche player with a global 

market leader position in a niche market based upon unique IPR, you may need to be very 

concerned about the risk of abuse of IPR, if you are acquiring a company in China with the 

strategy of transferring production and potentially R&D to such a company. This is an 

example where you would be better placed to factor this risk into a worst case scenario in the 

business case, rather than capturing it with a risk premium, but in less extreme cases where 

you have not factored an exposure into the business case and DCF-valuation, it may be 

relevant to factor the exposure in to a risk premium.  
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4.3.2 Political Risk Can Also Have Upside Potential 

The way country risk premium impacts a valuation, it is of course reducing the valuation of a 

company and it is thus a way of capturing down side risk and added (systematic risk) 

volatility. In some ways factors considered as political risk may, however, also have potential 

to provide an upside risk, which is disregarded when using a country risk premium. 

 

Take the risk of political instability and civil unrest as an example. In many Sub-Sahara 

African countries where this is a relevant risk factor, the present state of the economies is 

materially influenced by the existing instabilities and sometimes existing civil unrest. If you 

take your outset when building your business case, upon the track record of a company having 

operated within this challenging environment for the last many years, you will be assuming a 

similarly challenging environment going forward. Of course the instability and civil unrest 

may break out into outright civil war and a need to close down the business (unless it is an 

arms manufacturer), but it is important to note that it is (hopefully) more likely that the 

political instability and civil unrest will improve over time, which provides the company with 

a more positive basis for doing business. 

 

The risk of sovereign default or general economic collapse is also often highlighted, but in 

this context it is also important to note that many emerging countries also provide investors 

with an upside opportunity of abnormal economic growth which is not a feasible scenario in 

developed markets. 

 

This brings up the general point of concern that business cases for companies in emerging 

markets often focus on all the risks while undervaluing the structural benefits of being in an 

emerging market compared to a more saturated developed market. The fact will of course not 

be completely ignored, because all rational investors will of course be focused on reaping the 

benefits of the high growth potential of emerging markets, and you may even argue that some 

investors get carried away by sellers projecting immense growth for many years, e.g. arguing 

that the potential market in China or India should be identified by multiplying a profit margin 

to the total number of inhabitants!  

 

Most professional investors do, however, not buy in to such naive business projections. While 

factoring in an ability to leverage the high macro-economic growth for most or all of the 

forecasting period, some conservative investors may thus chose to base their valuation model 



54 

 

upon the assumption that even the most rapidly growing emerging markets with greatest 

potential will eventually migrate towards a steady state with a growth profile comparable to 

what we see in the developed world. This is a valid point, but it is important to realize that 

many emerging markets can be argued to have the potential to out-perform their developed 

market benchmarks not only for 5-10 years but maybe for the next 50 years. It is beyond the 

scope of this thesis to assess the macro-economic long term perspectives of the emerging 

markets, but it is important for the investor to establish a qualified view of this for the 

countries where the target company is expected to do business, in order to adjust the 

assumptions used in the calculation of continuing value accordingly. 

 

4.3.3 Avoid Double-Counting 

When using the modified country risk premium-approach advocated in this Section 4, it is 

important to take into consideration, that many risk factors normally associated with country 

risk have been sought to be incorporated in the scenarios upon which the DCF is based.  To 

the extent this is the case (e.g. if exposure to IPR-abuse has been factored in with a weighted 

average downside scenario), then the country risk premium should not be factor in the same 

risk factor, and the risk premium should be reduced accordingly.  

 

If the business case is built up diligently it is thus often the sensitivity scenarios which are not 

reflected by scenarios in the business case and more abstract macro socio-economic factors 

that will be the key factors to consider when determining the emerging market company risk 

premium.  
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5 Doing Justice to Synergy Values in Emerging Markets 

 

In Section 4 I have advocated for a balanced approach to DCF-valuations of companies in 

emerging markets. The arguments put forward have been mostly based on how to reach a fair 

market valuation of the company on a standalone basis, without considering the ability for the 

acquirer to gain synergies from the acquisition. In this Section 5 I will reflect on some issues 

affecting the valuation of synergies of particular relevance when acquiring companies in 

emerging markets. 

 

Synergy-values are naturally very unique to individual acquisitions, and dependent on the 

acquirer as well as the target company as well as the integration and synergy strategy pursued 

after the acquisition. It is thus beyond the scope of this thesis to explore general theories about 

valuing synergies or how best to pursue and capture such synergy values. The intention is 

merely to highlight some key points of how it should be ensured that synergy values that are 

particularly relevant for emerging market acquisitions should be captured when putting 

together a valuation model for emerging market companies. Otherwise, many valuations of 

emerging market companies will grossly undervalued. 

 

5.1 Emerging Market Strategies Justifying Synergy Values 

The strategic rationale for pursuing acquisitions in emerging markets can of course be very 

different depending on the company, industry, country etc. in question. Broadly speaking it is, 

however, argued that the following categories of strategic rationale can often be found when 

emerging market acquisitions are being pursued: 

(i)  Low cost production capability (outsourcing) 

(ii) Geographic market entry in growth market 

(iii) Defense against low cost competition 

(iv) Consolidation (economies of scale) 

 

As a matter of principle the synergy-values that can be derived from acquisitions, needs to be 

the fundamental rationale for the acquisition. Without any synergy value the acquirer would 

thus not be a better owner of the business than the present owner, he should thus not be able 

to offer a price which is attractive to the present owner compared to the NPV of the business, 

if the present owner retains the business. If the acquirer does offer a better price, he will thus 
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be destroying value for the shareholders of the acquirer. The efficiency of the markets should 

thus mandate that acquisitions are priced in a way where seller and buyer split the value of 

synergies at a ratio dependent on the competitiveness f the M&A-market, creating value to 

both buyer and seller. 

 

This all sounds rather simple but in reality the picture is more obscure. Firstly, the markets 

may not be efficient and information asymmetry is very prevalent in M&A. Secondly, senior 

executives have historically been seen to have an irrational bias for empire-building, and a 

majority of historical M&A has thus been judged by the market to have been overpriced, 

causing value-destruction to buyer and value-generation to seller. Thirdly, 

strategic/operational synergies are supplemented by financial synergies and aggressive 

financial investors (such as private equity funds) utilizing financial engineering etc. to 

outcompete strategic buyers with more strategic synergy values. 

 

Despite the fact that markets have been skeptical about the value generation of most 

acquisitions, it is my hypothesis that many strategic investors actually fail to capture the full 

synergy values of emerging market acquisitions when making their DCF-valuation. In Section 

5.2 I will highlight some of the faults of the traditional DCF-model in this context and in 

Section 5.3 I will advocate for the use of decision tree analysis (DTA) and/or real option 

valuation (ROV) to more appropriately capture the synergy upsides often associated with 

emerging market acquisitions.   

 

5.2 Factoring Synergy Values into Financial Projections and DCF-Valuation 

The traditional way to identify synergy values when constructing financial models for DCF-

valuation is to build a standalone model based on the seller’s historical financials and a 

“censored version” of his sales projections if the seller had retained the business. In parallel 

you then build an integrated case where the future performance of the business includes the 

impact of integrating the business into the acquirer. The difference can be rather significant, 

especially in case of scale-acquisitions, while scope acquisitions typically will generate less 

synergy value. When having identified the synergy value the theoretical question would then 

be to agree on how much of the synergy value will need to be given to the seller in order to 

acquire the company. 
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The synergy-values can have various forms, but the very simplistically the two main 

categories are 

 

(i) Top-line synergies, in the form of added turnover 

 e.g. generated by cross-selling of existing products via channels of the new company 

and the other way around 

 

(ii) Bottom line synergies, in the form of lower relative cost 

 e.g. consolidating back office support/management and adopting best practices in 

respect of cost (e.g. outsourcing production to low cost target)  

 

The above can be rather tangible synergies, which can be closely linked to the business case 

for the integration of the business. The standard DCF valuation model can capture most of 

these synergies, potentially with weighted average scenarios reflecting expected timing and 

degree of success in capturing all the potential synergy values.  

 

An important type of synergies which can be neglected, is the value related to the acquirer’s 

ability to leverage the emerging market company in order to improve its existing business, not 

only by way of using the company as a low cost production base, but also by way of 

leveraging the acquired company as a channel to reach the often rather inaccessible 

consumer/B2B-markets in the emerging market. If the size of the acquirer is substantially 

larger than the acquired business, this type of synergies can potentially be very substantial 

compared to the synergies associate with the acquirer’s ability to improve performance of the 

business acquired. 

 

5.3 Capturing Added Synergy Values by Way of DTA and ROV 

Some of the key challenges when using a standard DCF-model, is (i) to properly capture the 

value of the flexibility provided to manage the integration, dependent on the success of the 

capture of synergies, e.g. by phasing investments in CAPEX, sales & marketing etc. 

dependent on progress made with the integration, and (ii) to capture the full value of the more 

intangible real options provided to the acquirer by way of the emerging market acquisition, 

seen as a platform acquisition, e.g. for further bolt-on acquisitions in the market or as a low 
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cost platform not only for the business related to the target but for back-office functions and 

for production from unrelated business units.   

 

A way to improve the standard DCF-valuation is by utilizing the benefits of DTA and/or 

ROV. As described in Section 2.2 this is not a fundamentally different approach to the 

valuation methodology, but rather a supplement to the standard DCF, since both 

methodologies rely on the values generated by the standard DCF-valuation. 

 

5.3.1 Capturing the Value of Managerial Flexibility in Integration Process 

If an elaborate scenario-based business case has already be built for the integrated case 

valuation, it is relatively easy to adopt this to a decision tree, ensuring that all material 

decision points where managerial flexibility can affect the cash flow going forward are 

appropriately reflected, and thereby capturing the ability to defer or accelerate integration 

efforts according to what is most value-generating. An example could thus be to phase 

investments related to production capacity dependent on the market developments both in the 

emerging market and for the global demand (in case it will be a production base for global 

sales). 

 

This type of managerial flexibility is not only relevant for emerging market acquisitions, but 

also for acquisitions in developed markets. The managerial flexibility is, however, often of 

particular value n emerging market acquisitions where the uncertainty related to the 

integration process is greater and where there is often a strategy of investing in CAPEX and 

sales & marketing in order to capture synergy values. 

 

5.3.2 Capturing the Value of a Platform Investment 

Part of the rationale of acquisitions in general may often fall beyond value ascribed to the 

stand alone business and the tangible synergies linked to the business case for integration of 

the acquired business. 

 

The acquisitions may thus be seen as a strategic entry into a new growth market or a new 

market segment and this is sometimes argued to justify a strategic premium to the purchase 

price otherwise justified by the DCF-valuation.   
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This type of strategic value can, however, be captured more tangibly by using DTA and/or 

ROV, since much of the strategic value is often linked to the fact that the acquisition is not 

seen as the end-game of the greater strategy, but rather as a platform entry, which shall form 

the foundation for further growth, either by leveraging the platform to build a cross-functional 

low cost base for the greater business, or by leveraging the platform as a base for bolting on 

additional companies in the emerging market. 

 

A variation of the theme is when a small entry acquisition is made into a new market, in order 

to use this as a test case for a more material expansion into the market. In such case the key 

value is actually the real option of making the next step. 

 

Before exaggerating the value of such real options it is relevant to keep in mind the fact that 

some or all of the follow-on actions referred to above, will actually often be feasible also 

without the platform provided by the acquisition, and the actual value provided by the 

acquisition will in such cases merely be the degree to which the value of such a real option 

has been increased by the acquisition.  

 

It should, however, not be underestimated how much value an early platform in an emerging 

market can provide for a later expansion in such a market. China is probably the best example 

of this. Today, more or less or multinationals are present in China, but the general trend has 

been that the most successful market participants have been in the market for many years, 

typically without making money for many years. This presence did, however, give them a 

network and experience in the market as well as a solid market position from an early stage in 

the evolution of the vastly growing consumer markets. It is arguably difficult if not 

impossible to buy your way into a solid market position in many of the markets without 

having built your business from an earlier stage.  

 

DTA and/or ROV does not make it easy to capture a “correct” value of such real options, but 

at least the methods enables you to build such real options into a decision tree providing some 
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degree of support for an argument to pay a strategic premium to what is justified by a 

standard DCF.
34

 

 

It is not essential whether the valuation is done by use of a DTA or a ROV. For practical 

purposes the DTA would often be sufficient to capture the points raised above, an unless the 

real option is closely linked to traded commodities and correlated to systematic risk factors 

the added benefit of a ROV-approach is likely to add more confusion  and uncertainty than 

benefit. 

  

 

 

 

  

                                                 

34
 Kjell B. Nordal, “Country risk, country risk indices and valuation of FDI: a real options approach”, Emerging 

Markets Review, Volume 2, Issue 3, 1 September 2001, Pages 197-217 

http://www.sciencedirect.com/science?_ob=GatewayURL&_method=citationSearch&_uoikey=B6W69-441N73T-1&_origin=SDEMFRHTML&_version=1&md5=bd21ebcbf1f816e06a057833a23e2984
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6 Conclusion 

The question posed as a problem statement for this thesis was: “What are the likely 

contributing factors for companies in the developed world to overestimate the risk premium 

which should be applied when valuing a target in an emerging market?”   

 

The summary answer which can be deduced from this thesis is that there are a multitude of 

different contributing factors, including: 

 Technical misapplication related to inflation and exchange rates combined with a risk of 

ignorance toward the impact of the purchase power parity-doctrine 

 Over-simplified application of a country risk premium without taking into account that  

(i) the application of country risk premium often ignores the fact that most of such 

risk is unsystematic and can thus be disregarded for valuation purposes by a 

globally diversified investor; 

(ii) the methods for defining country risk premium by way of using sovereign bond 

spreads as a proxy ignores the fact that corporate risk is far from perfectly  

correlated to the risk of sovereign debt default   

(iii) a country-specific risk premium ignores the fact that the risk exposure of a 

company in an emerging market varies greatly depending on the industry in which 

it acts and on the potentially international nature of its business.  

  Double-counting of risk exposure by way of both adjusting  the financial projections 

used as a basis for the DCF-valuation and subsequently reducing the NPV of the already 

reduced cash flows by increasing the discount factor by the country risk premium 

 Undue neglect of capturing the value related to (i) managerial flexibility when executing 

an acquisition, e.g. ability to accelerate and/or defer investments and (ii) real options to 

use the emerging market acquisition as a platform for further value generating 

investments which would not otherwise be (as) feasible 

 

Looking at the DCF-valuation methodology and the underlying corporate finance theories 

such as the CAPM a key conclusion is thus that practitioners’ use of a rudimentary country 

risk premium has very little theoretical justification. It is therefore argued, that this combined 

with the other contributing factors listed above can easily lead practitioners to undervalue 

companies in emerging markets, when they are analyzed as acquisition targets.  
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Considering the faults of the widespread use of country risk premiums combined with the 

challenges faced by practitioners (i) using very complex academic models, e.g. requiring data 

points which are difficult to compute and (ii) convincing decision makers to ignore country 

specific risk based on the argument that it is unsystematic and thus diversifiable, I advocate 

for a pragmatic use of an modified DCF-methodology. 

 

The advocated approach is based on a more thorough scenario-based business case which 

identifies managerial flexibility which can influence cash flows, including strategic expansion 

scenarios. Based on this modelling I advocate for a contingent DCF-valuation which does not 

use a country risk premium, but since the scenarios will not take into account all emerging 

market risks relevant for the specific company being analyzed, I advocate for the use of (i) 

sensitivity analysis related to specific emerging market risks and (ii) a company specific 

emerging market company risk premium, which should be used as an illustration of value at 

risk, but with the awareness that a global company (or shareholders/owners that are globally 

diversified) theoretically should be able to value the company without discounting this value 

at risk.  

 

It is important to note that despite the conclusion that strategic buyers looking at potential 

acquisition candidates in emerging markets can be more aggressive when valuing the 

companies than is often the case today with application of excessive country risk premiums, 

the fact remains that acquisitions of companies in emerging markets are very challenging. To 

a large extend this should, however, not be a matter to be concerned with in the valuation 

model, but rather a matter to be handled in the deal execution causing additional due diligence 

and integration efforts to be spent, with particular focus on cultural and other emerging 

market challenges.  
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7 Putting the Conclusion into Perspective 

 

The implications of the conclusion set forward above is that Danish companies pursuing a 

acquisition strategy to capture the great value which inherently can be associated with the 

emerging markets, should be bold enough to pay the full value of strategically interesting 

companies in emerging markets, without cutting down the price substantially due to the 

application of an excessive country risk premium. 

 

Acquisitive growth is always challenging and should naturally be pursued prudently and with 

a link to a clear corporate strategy and vision. If this is done, the conclusions of this thesis 

should, hopefully, enable Danish companies to be more competitive when bidding for 

attractive companies in emerging markets. This is important, because we are not alone 

pursuing the potential connected with emerging market acquisitions. Not only are strategic 

competitors probably doing the same thing, but there is also a very active IPO market in many 

of the more developed emerging market, which values companies relatively aggressively and 

thus provides a floor for what price will be accepted by sellers. Finally, private equity (as it 

becomes revitalized) appears to be prioritizing investments in emerging markets, and this is 

likely to become a challenge for strategic buyers, especially when the PE-lending market 

becomes more flexible. 

 

We need to make use of the opportunities associated with globalization instead of being 

defensive towards the intimidating threats that can be depicted. This however, requires us to 

be sufficiently bold and aggressive executing emerging market acquisitions. For small and 

medium sized Danish companies with a good global market position in niche markets with 

potential to grow globally, e.g. clean-tech companies, this is particularly true. If such 

companies do not capture the emerging markets at an early stage I am afraid that they will be 

surpassed by competent competition, and this thesis hopefully provides decision makers in 

such companies with an extra tool to pursue strategic opportunities more aggressively. 
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Appendix A – Simple DCF Valuation Example 

 

10% growth scenario (w/ 5% CV growth) 

 
Forecasting period @ 10% growth CV @ 5% growth (∞)  Σ NPV  

T=  1 2 3 4 5 6 7 8 9 10 FP  Σ 11 CV  Σ 
 FCF  100 110 121 133 146 161 177 195 214 236   259     

Discount factor @ 
WACC= 10% 0,9 0,81 0,73 0,66 0,59 0,53 0,48 0,43 0,39 0,35   0,31     

Discounted FCF 90 89 88 87 86 86 85 84 83 82 861 81 1,628 2.488 

                          2,035  2,895  

Discount factor @ 
WACC= 15% 0,85 0,72 0,61 0,52 0,44 0,38 0,32 0,27 0,23 0,20   0,17   

  

Discounted FCF 85 79 74 69 65 61 57 53 50 46 640 43 434 1.074 

               

               5% growth scenario (w/ 0% CV growth) 

 
Forecasting period@ 5% growth CV @ 0% growth (∞)  Σ NPV  

T=  1 2 3 4 5 6 7 8 9 10 FPΣ 11 CV  Σ 
 FCF  100 105 110 116 122 128 134 141 148 155   163     

Discount factor @ 
WACC= 10% 0,9 0,81 0,73 0,66 0,59 0,53 0,48 0,43 0,39 0,35   0,31     

Discounted FCF 90 85 80 76 72 68 64 61 57 54 707 51 1022 1.729 

                              

Discount factor @ 
WACC= 15% 0,85 0,72 0,61 0,52 0,44 0,38 0,32 0,27 0,23 0,20   0,17     

Discounted FCF 85 76 68 60 54 48 43 38 34 31 537 27 273 810 

 

Illustration of CV 

growth assumption 

of 6% instead of 

5% = to an increase 

in total NPV of 

>16%! 


