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Abstract

The main objective of this paper is to deterntime intrinsic value of one Heineken share as
of May 15, 2020. The primary methdHat is used in order to achieve this objective is
fundamental valuation (absolute valuation). This valuation technique, however, is also

complemented by the use of relatweduation.

Based on our anal yses, we bel i evi®256 Mhist Hei n
price results from our forecasisrt he company és per fSpecifinalyyce i n
troubled by the coronavirumade pandemic, its revenue growth is forechstecontract by

12% in 2020 before bouncing back by 6.8% and 8.4% in 2022622 respectively. Thanks

to its ownership of a fair number of internationally leading brands and its geographically
diversified operation, we believe that, for the next 15y#sat follow 2022, the company will

enjoy relatively attractive revenue grths before reaching a constant growth of 2.6% from

2038 onwards. Furthermore, the companyds r et
gradually increase to 25.1% by 2027d maintain at this level afterward, while its weighted

average cost of cépl (WACC) is forecasted to be 6.84%.

Built wupon the estimation of Heinekends f ai
investment strategy. A margin of safety of ¥#0% s added to the intrinsic value in order to
account for uncertainties arounidet estimate, resulting in the confidence interé@3[3;

0101.8]. If the stock is trading at a price lower tli&8.3, a buy strategy is recommended. By
contrast, if the stock igading at a price higher thari01.8, a sell strategy is recommended.

Finally, if the stock price is betweé83.3 andi101.8,a hold strategy is recommended.
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1.l ntroducti on

Before delving into the detailsye believe thait is vital to grasghe rationalepurposeand
structure of the whole thesiBhis is the aim of this chapter. Specifically, the chapter will start
with explanations for our choice of topic and company. Then the main objective of the thesis
will be pointed out. Finally, the structure bktrest of the paper will be laid dotgive readers

an overview of what is coming next.

1.1.Motivation and choice ofcompany

As finance studentsye believe that valuation is one of the fundamental building blocks in the
finance world Although the topic isiot novel,it is of great importanceThus,our main
motivationfor choosing valuation as our thesis togi¢hat,after having finished thpaper

we will have managed to learn a great deal of knowledge and skills regaatiiogs
important aspectsn our opinion,in financeincludingvaluation technigug business models,
accounting standardginancial statemenanalysis,forecasting the financial marketand

researchng.

The target company of which we wish to carry out the valuation is the Dutgmbreompany
Heineken N.VThis dhoice is attributable to two reasons. Firstly, we hestong interest in
the beer industry. Secondly s t h e w o-largedtdeer cengpanyg by dolume, Heineken
has an extensive operation, which involves a large eurabdifferent aspects. In ordar
properly value Heineken, we have to explore these aspects and, as a réhdiyevnany

opportunities tdearn.

1.2.0bjective of the thesis

The main objective of this thesis is to reliably estimate the intrinsic valldeof ne k en 6 s
shar ehol dandssiliseqeeqtit h £y c o faip share/pdice on the stock exchange
Euronextas of May 15, 2020it should be stressed thdk the analyses presentéaterin this

paper are based on information available to us oeforéthe vluation date (May 15, 2020).

At the time when this thesis is being written, the coronawimade pandeio is still
rampagingand there is a great deal of uncertainty surrounding economies and busihesses.

is worth noting that, after the valtion datethings may change drastically in an unpredictable
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manner, which coul d hav &ndamentasragd, thus)gsantribse o n |
value.Thus, a constame-valuationoft he companyds i ntri nmecenc valu
information isof utmost importace Neverthelesswithin the scope othis thesis we only

strive to answer the followg research question:

i What is the intrinsic valwue of one Hei ne

1.3.Structure of the thesis

The rest of the peer isstructured in a way that helps answer the research question stated
above. Specifically, in order to get acginted with the company in question, a brief
introduction of the beer industry and Heineken N.V. is outlined in chapter 2. Then, different
valuation techniques will be presented in chapter 3. These techniques serve as fundamental
frameworks on which we basour analyse€Once the most appropriate valuation methods

have been identified, chapte®4will focus on the implementation of them.

Spedfically, in chaptes 4 and 5, the beer industry and Heineken will be aealyarefully in
bothaqualitative andjuantitative manner. While chapter 4 will shed light on the opportunities

and threats facing Heineken as well as how the company is poditierespond to them,

chapter 5 will produce insights into how Heineken has performed finandidkyinformation

from the two chapters forswvital foundatiosf or maki ng rel i able forec
performance in the future, which will be outltha chapter 6 As the last necessary input for

the valuation, Hei nekends wei dllh¢ estimatadvirer a g e

chapter 7.

Once all the inputs are already in place, the valuation of the company will be carried out in
chapter 8. In mler toput it into perspective, this valuation result will then be compared with
that resultig from a different aluation technique, namely multiple valuation, in chapter 9
This comparison will be taken into consideration when recommendations ialvesting

actions are made in chapter 10.
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2.l ntrodubt®Beelndosand HeiNN¥ ken

As outlined in chapter Ithe objective of this paper is to determine the fair share price of
Heineken and, consequentirecommendation for investment actiois.achieve that goal,

it is necessary teastsome lights on Heineken and the industry in which it operates. This
chager aims to give an overview of the beer industry and Heineken before more thorough
analyses of them are performed in the following ol he chapter will start with an
introductionto the beer industry before moving on to the presentation of Heink kefi.end

with briefs almancompetitors. companyos

2.1.The beer industry

2.1.1.Main traits of the industry

The beer industrgerves consumg with its beer product&eeris made by the fermentation

of cereal grains, the most common of which is baiNégreover, in order to add bitterness and
other flavors to beer producgtisops are useth the brewing processThey alsowork as a
natural preervative and stabilizing agefither flavoring agents such as gruit, hedydruits

can also be deployed Another indispensable, but sometimes ignored, ingredient for the
production is watemwhose volume required the brewing pocess is considerabd®mpared

to the volume of beer producdebr an average brewery, to produce 1 liter of beer, 7 liters of

water isneededMarry Kate, 2020).

Beer products are broken down into different categories according to their alcohol by volume
(ABV) or quality. The main types are premiungraft, lowalcohol and nealcohol
Specifically, premium beers are those whose ABVgelatively high (usuallyabove 4.5%

The beer market is dominated by this type of beer, and theyamsproduced by companies
in the industy, especially big one®y contrast, low and noralcoholic beers refer to those
with fairly low ABVs. Although tle exact definitiorvariesamong countries, in general, lew
alcoholic beers have ABVs below 2.5%, vehihonralcoholic beers contain less th@r5%
alcohol.As shown later in chapter, low- and noralcoholic beer products are increasingly
soughtafter by cmsumers.Another important category is craft beeffhey are usually
produced by small independenebess and characterized by unique tasé@sl high quality,
which helps differentiate them from other typBgcently, craft beers are also produced by

large companies in the industry.
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Beer products are distributed to final consurweaswo mainchannelson-trade and oftrade.

While ontrade tannel refers to epremise services provided by restaurants, cafes, bars,
hotels and similar hospitality servicestablishments, offade channel covers all retail sales

via super and hypermarkets, coamience stores or similar sales chanrigys2019,the total

sales of the global beer market were split evenly between the two channels. However, in terms
of sales wlume,theoff-trade channel accounted for 6%%atista, 2028). This indicates that

retal prices fromtheon-trade channel are much highiean those fronthe off-trade channel.

Beer products are quitedtinctiveamongone anotherBrewers can easilyifterentiate their
products to a large extent in a variety of wéyarket Line, 2015)They can first differentiate
their products by segmenThen flavor, color, and aroma, style, ingredients, strength, and
brand can be used to further differentiatertipeoducts in a given segmerithis fact makes

the beer industry at first resembéemonopdistic competition market where there are
numeroudirms offering products that are similar but not perfect substitidesvever, the
beerindustryhas actually becne an oligopolistic market where there are just a few players

that, together, control a sigicantly large part of the market.

Due to a larg number of merger and acquisition (M&A) deals thatettaken place over the

last ten years, the global beer markas become quite concentrat@tle four largest muki

national beer companies, namelpheuseiBuschinBev, Heineken, Carlsbergnd Molson

Coors accounted for more than half (54%) oftheglaba r k et 6 s s al ekis vol ume
worth noting thatasthe market leadeAB InBev alone represented nearly 30% sales volume

of the global market, while the figure for Heinekdime secondarges beer companywas

nearly 13%However,beer markets arconsidered as local. Each individual market is usually
dominatedby just a small number of breweshose brands resonate with local consurmiérs.

is quite challenging for other players to enter amdcompete the incumben{&oller,

GoedHart, & Wessel£015).

2.1.2.Recent developmergof the industry

Graph lillustta es t he gl obal beer marketdos sdl es an
2019 with the left axis representing the nominal sdiles million euros)and the right axis
representing growth rate.can be seen thaebr is a large market. Over thatlden years,

sales of the global beer market havastantly beeimcreasing, rising from about 391.4 billion

euros in 2011 to around 524llimin euros in 2019And its annwal growth rate has steadily
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stayedabove 3.4% over the same periodhich seemst first that despite its already large
size, the beer market is growing fadtwever, a closer look at the bred&wn of the revenue
growth leveals an interesting insight terms of sales volume, the growth of the global beer
market has steadily droppegler the period 2011 2017 before slightly bouncing back over
the last three years. In fact, most of the revenue growth has been driegtywth of price

per liter, which has been steadily climbing over the last ten ydaws.it another way
consumes have been relatively reducing their consumption of while paying more for beer

products.

Graph 1: Sales othe global beer market over theperiod 20117 2019 in a million euros
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(Source: Statista, 202)

By regional marketillustrated by graph 2Asia Pacific hasbeen the largest market by sales
volume. Its contributionto the sales volumeof the global beer market has increased quite
stealily over the last ten years, rising from about 32.6% in 2010 to nearly 34.5% inT2&19.
biggest market ithe Asia Pacific region is Chinavhich accounted for more than 65% of the
sales volume in the regn in 2019. China is also the largest beer ntark¢éhe world on a
country-by-country basis(Statista, 2028). By contrastthe Americas hae been the secord
largest regional market over 20112019. Unlikethe Asia Pacific, its share of volume sales
hasbeen relatively constant, staying at the levfedlmout 31% The most significant markets
in the region are the United Stat€anada, Mexicand Brazi] which cdlectively represented
more than 81.5% of the regional sales volume in 28ih%ng them, th&Jnited States is the
largest, with its sales waine beinggreaterthan the sum of tiseof the otherthreecountries

in 2019(Statista, 2024).
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Graph 2: Share ofglobal sales volume of different regional beer market
over the period 20117 2019
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Furthermore Europe has been the thil@rgest market, with its sales volume share dropping
slightly from about 227% in 2010 to around 21.6% in 2012 before being stal@ethe period
20127 2019.The largest markets in the region inclugermanytheUnited Kingdom, Poland

and Spainwhich collectively accounted for more than half of the regional sales volume in
2019.By contrast, AfricatheMiddle Eastand Eastern Europe V&constantly accounted for
about 13% of the global sales volumts biggestmarkets include Russia, Southrigh,
Nigeria, and Angola which together accounted for more than 60.5% of theonagisales

volume in 2019.

Graph 3: Salesvolume of h e wo r | dnérketslbysalgsedume (million
hectoliters) in 2019
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Moreover, on aountryby-country basis, graph 3 illustrates the largest beer markets in the
world, by sales vol ume, in 2019. The three worl
States and Brazil, with gaps between their sales volumendetconsiderably large.
Specifically, sales volume in China was almost double that of the United States in 2049, whi

the size of the United States beer market was neasidg asmuchas that of Brazil.

2.2.HeinekenN.\V.

Heineken N.V. is a Dutch brewing commpa headquartered in Amsterdam, the Netherlands.
The company was founded by Gerald Adrigéginekenon February 151864.Its stock is
now listed on NYSE Euronext Amsterdam with the ticker symbol HEIA' NEIN. AS. At

the end of 2019ts workforce was ahd 85,853 fulltime equivalent employees, excluding
contractorgHeineken, 20187 201%).1 t i s t h e -lavgest bedrémnpamnyesalesn d
volume, only behindhe Belgian brewer AnheusBusch InRev. In 2019, it accounted for
nearly 13% of the beerolume sold globally(Statista, 2028 Heineken, 20187 201%;
AnheuseiBusch InBev, 2010 2019).

x Main product categories

The companyds main product category is beer,
generated. In 201%eer productsalonec ont r i buted more than 87%
consolidated sales volume made during the gidameken, 20187 201%D). The caegory is

broken down into premium, craft, and leand-non-alcoholic segments. Among thethg

premium segment is the most sigo#int for Heinekenln this category, the company is

famous for its welrecognized brands such as Heineken, Am3igler, Desperados, Birra

Moretti, Affligem, and Lagunitas.

Besides beer, Heineken also offers #@er productswhich include cider, softrthk, and

water. Cider is an alcoholic beverage that is made by the fermentation of fruit, which
commonly is applesNonbeeg c at egory contri butes about un
consolidated sales volungeleineken, 2010 2019b) It is worth notingthat as t he wor
largest cider producgHeineken, 2010& 2019a) Heineken is dominating the global cider
marketwith its soughtafter brandsincluding Strong Bow, Orchard Thieves, Bulmers and Old

Mount. Moreover, the companynainly in Europepwnsa nunber of retail stores, puband

bars where it also sells products of thjpdrties along with its own products.2019, he sales
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volume stemming fromthird partie® pr oducts accounted for abo
consolidated sales volunfdeineken, R10bi 2019b).

x Global presence

Heineken operates worldwide and divides its global presence into four differemsregi

Africa, Middle Eastand Eastern Europe (AMEEE); Amerscghe Asia Pacific and Europe.

Among the regions, Europe atitk Americashave beengenerang the majority of revenue

for the company. They <col |l ect i veslconsolaaedount e
sales volume in 201®n the other hand, althougie Asia Pacific and AMEEE regions are,

for the time being, contributing Iedo the overall performance of the company (together
accounted for around 30% of the consolidated sales volur2@1i9),they areas shown in

the next chapterspnsidered as the guth engine for Heineken for thesars to come.

Pie chart 1: Shareconttbut i on of di fferent regional m

consolidatedsales volume in 2019

AMEEE
(18%)

Americas
Asia (34%)
Pacific
(12%)

(Sour ce: fulgaameskireport2619

The most significant markets for Heineken in the AMEEE region include South Africa,
Nigerig and Russia. It competen the region with many of its international and local brands

such as Heineken, Amstel, Primus, Mujzagqd Life. By contrast, AmericaMexico, and

Brazil are the most important markets for HeinekethmAmericas region. The corapy

serves consumersdre also with both their international and local brands, includeigeken,

Tecate, Dos Equis, Schiand Lagunita. With regard tothe Asia Pacific region, equipped

with brands like Heineken, Anchor, Larue, Tigend Bintang, the o mpany és mai n f
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on Vietnam,the Philippines and South KoreaRecently, Heineken has tried to foray into

China bysuccessfullyseting up a joint venture with China Resources Beer, which is the

largest beer producer in China, in 20Ehally, the companyserves its consners in Europe

region with its such weltecognized brands as Heineken, Cruzcampo, Birra Moretti,

DesperadgsandStrongbow.

x Revenue and its growth

As shown in graph 4,ver theperiod 2011 2019

He i metievenué lsms steagibeen

climbing, risingfrom about 17.1 billion euros in 2011 to nearly 24 billion euros in 20%9

growth rate, on the other hand, Hagtuated wildly over the same period, with its peaks of
more than 6.5% in 2011, 2012, 20&a&d 2019, and its troughs of nearly 0% in 2atd 1.4%

in 2016.However, as shown later in thalowing chapters, these growths do not necessarily

representhestrong or poor performance of the company on an organic basis.
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x Business strategy

As stated inits anru a |

reports, Hei nekends

2019
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8%
7%
6%
5%
4%
3%
2%
1%
0%

nekenos

busi ness

priorities. Firstly, the company aims to be the market leader iglth@l premium segment in

beer and cider. Its goal is to be the number one or a strong number two in thes nvaeket

it competes with a full brand portfoli®econdlyjt aims to capitalize on the economy of scale

to improve its efficiency and save casike company also strives for future growth through

strategic investments and initiativairdly, sustainabity is at the heart of what Heineken

a

st
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does.lt seeks to makmeaningfulcontributions to the improvement of the environment, local
communities and socieies where it operated-ourthly, one of the most integral padf its
strategy is to constantly engagrd develop its peopl&inally, given the growing importance
of technology and how fast the external environment is chaniggigeken aims tteverage
and integrate information technology into its organizations and business rmodeder to
adapt wdl, gay relevantand exploit new opportunities.

2.3.0ther significant players

As outlined above, the global beer market is an oligopolistic matketenthere are just a few
players that collectively control a significantly large part of the marwkatong them is
Heineken.This section aims to cast some lights on the other players in the |&dgyewill

be revisited in the following chapters wheorthugh analyses of the beer market and Heineken

are carried out.

2.3.1.AnheuserBusch InBev

AnheuseiBusch InBev AB InBev) is aBelgianbrewing company headquartered_iguven
Belgium The company was foundau1852. Its stock is now listed on NYSE Euronexthw
the ticker symbolABI. At the end of 2019, its workforce was abdut0,000 full-time
equivalent employee It is t h e lavgestbeat 6osnpany by volumédollowed by the
DutchbrewerHeinekenIn 2019, it accounted for neaB®% of the beer volumsold globally.

The companyb6s product p eeetproducts, mcludimgroider, sof e s b ¢
drink, and water. AB InBewompetes in the markets where it has operations itsitlide

range of botHocal and international brands such as Budht,igcarling Black Label, Cass,
Chernigivske, Model o, Victori a, Agui oba, Cl u

Ultra, Stella Artois, Hertog Jan, Camden Hells, Cristal, Hoegaarden, and Skol among others

Like Heineken, AB InBev operates worldwide atidides its global presence into six regions:
North America, Middle Americas, South America, ABlacific, Europethe Middle Eastand
Africa. It is worth noting thathe company haa strong position in Amecas where its sales
volume accounted fa whopping share adibout 64.5% of the whole regional sales volume in
2019 (Statista, 2028 AnheuseiBusch InBev, 2010 2019) This signals tough challenge

for other companieshat want to expand or enter thegion and outcompete AB InBev.
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Moreoverthe canpanyis also one of the dominant companies in other regadhsitthe fact
that t he compan golue aspioimteeAmerices. not as ab

Over the last ten years, AB InBev has managedd@ased its net revenue from aboui336

billion US dollasin 2010 to around 52.2 billiodS dollarsin 2019, an increase of more than

44%. 1t is worth noting that the lasgt jump took place in 2017 when the revenue increased

by about 24%However,thig ump was mainly driven by the ¢
Millers in 2017. Before the acquisition, SAB Millers walsoconsidered as one of the largest

beer companiesimte wor |l d. Thus, the acquisition has

as the ghbal market leader and made it virtually invinciblehe Americas region.

Graph5: AB I nBevds net r eve2019dinnolloreUSddlldrs¢ peri o

60,000 26444 53 041 52,309

50,000 a3105 0% 43604 45517
39,046 39,758 :

40,000 36,297 '

30,000

20,000

10,000

2010 2011 2012 2013 2014 2015 2016 2017 2018 2019

(Source:AHB nBevds annual
2.3.2.Carlsberg

Carlsberg is aDanish brewing company headquartered in Copenhagen, Denmark. The
company was founded in 48 Its stock is now listed o6@openhagen Stock Exchangéh

the ticker symbolCARL B. At the end of 2019, its worifce was aboud1,248full-time
equivalent employeesnd the company accounted for about 6% of the beer volume sold
globally (Statista, 2028 Carlsberg, 2010 2019) The company produces and sells both beer
and nonrbeer products. Its most recognizedrasinclude Carlsberg, Kronenbourg, Ringnes,
1664, Grinbergen, Baltika, Alavaria, Aldaris, Okacim, Somersby, Tubangl Lvivske.

Carlsbergs an international comparijzat hasan operating presence mainly Europe and
Asia Over the last ten years, risvenue has fluctuated to a considerable exitsrieeks took
place in 2012 and 2019, whiks troughs occurred in 2010 and 200ker thewhole period,

r
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t he c¢ omp anhadirereaseeby enly 4% annually (CAGR), rising from about 60
billion DKK in 2010 to nearly 66 billioKK in 2019.

Graph6: Carl sbergds net r eVv2009iemilbiomBKK) t he per
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2.3.3.Molson Coors

Molson Coors is an American brewing company, headquartered in Denver, Colorado, the
United States. The company wlasmed in 2005 by the merger of Molson of Canada, and
Coors of the United Statekis stock is now listed othe New York Stock Exchange with the
ticker symboITAP. At the end of 2019, its workforce was abauf750 full-time eaqiivalent
employeesand the company accounted for ab&@t of the beer volume sold globally
(Statista, 2028 Molson Coors, 2010 2019) Thecompanyproduces and sells both beer and
nonbeer products. Its most recognized brands inclddding, Coors Ligh Miller Lite,

Molson Canadian, Staropramen, Blue MoBreemore Springs, Cobra and Doom Bar.

Graph 7: Mol son Coor s6 n edd2010d 2N (m enilienWe dollat) he p e
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The company operates globally asgresenin the Americas, Africa, Europeandthe Asia

Pacific regions. Among them, its most important markets are the United Stat€srenalh.

Over the past ten year s, Mol son Coorsoé revel
3.2 billion $ in D10 to around 10.5 billion $ in 2019 (graph 7). However, this improvement

was mainly driven by its acquisition of MillerCoors on October2lil 6.
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3.Val uair amewor ks

In essence, most companies can be well valued by two main approaches (H#ehnethe

first one isthe income approachwhich tiesthe value of an asseto the stream of future
economic benefitg will be able togenerateThe second one the market approactwhich
appraiseshe value of an asset by looking at the price that the nhaskeilling to pay for a
fundamentallycomparablesssetEach approach has its own merits and contains a number of

different methodsThey will be discussed in more detail in the following sections.

3.1.The income approach

An investoris willing to commit a certain amount of money to invebecause of the
expectatio that he or she will receiver@asonablygreater amount at some point in the fatu
The greater and more certain the future ama,nihe more valuable that investménto the
investor This forwardlooking mindset is the foundation of the main preenof the income
appr oac h:an d@sses equatto thef sum of the presentues of the expected future
benefits of owning thadssed (Hitchner, 2017).

Under this approach, the value af asset is generally calculated by using the following

discounteecashflow valuationformula:

Value = E— 1)

Where:

CFi is theexpected future cash floav other economic incongenerated by the asset at point
iinthe futurewith1 i n.

ri is therisk-adjusted returrthe investor requirefor period j with 1 | 1.

n is the number diuture periods over whichihe investor expects to receive benefits from
owning the assetndn can be infinite.

The discounteecashflow valuation formulacan be well applied to determitiee fair price
per shareof a companyPractically, here are fouwidely-useddifferent methals for such
purpose,each ofwhich will be discussedh the following sections The choice of which
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method to use depds on the type and characteristics of the company being v@oédr et
al., 2015).

3.1.1.Discounted cash flows to enterprise

Acompanyds fair value i s t he 6 awdthe oowdferoftthe f ai
consist ofdifferent financial claimersone of which is equity holder§hus, one wayto
determine the f air vaadhaneshard priceihtafirsechlaulatdtber s 6 e ¢
fair value of the whole company and then subtracb#ier financial claimsfrom it. This
methodiscalld fAdi s count éee nctaesripCFidmpmashant weltillustrated

by (Koller et al., 2015)There are four sps involvednthismethod 1 . Val uing t he
underlying operation; ii. Valuing neoperating assets; iii. Valuing other fim@al claims; iv.

Val ui ng s har.&échdtep wili be disciesspd further below.

3111.Step 1: Val ui n erlyilg@pe@aommpany ds un

The method startwithr ec|l assi fying the c¢omptasgpératingas s et s
and noroperating catgories There are at least two reasons for such classification. Firstly, it

is easier and more reliable to forecast the underlying perfornzdribe companince it is

not distorted by nowperating and nerecurring incomes/expenses. Secondly, investans

getmore insight into the real performance of the company and reliably compare it to other
companieslt is the operation value stemming frothe operating assets thaeed to be

appraisedn this step

Conveniently, when the target capital stcure of the company is expected to remain constant,

theincomeapproach formulél) can besimplified as follows (Miles & Ezzell, 1980)

i=n
FCFi

Operation value = -
(1+WACCQC)!

(2)

Where:

FCFi is free cash flow generated by the operating assets of the coraptieend d yeari,
withl i n.

WACCstands foweighted average cost capital required by both debt and equity investors
n = Hp, with the assumption that the compampgrates on an ongoing basis
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Free cash flowrepresent the cash flows generatedtbyet companyos under |l yi
less any reinvestment back into the business in order to maintain and/or expaistthie
cash flows available to all investors, both debt and equity holdeds thus, independent of

t he company 0 s The rmulafa talcdating fuee ¢cashiflaav is given as follows:

FCF = NOPLAT + Noncashoperatingex penses 1 | imuweseslcapimet nit s i n

Where:
FCF stands for free cash flows

NOPLAT stands for net operating profit less adjusted ltais the aftertax profit generated
by operating asset3 ogether witltheafter-tax profit generated by neoperatirg assets, they
form thetotal aftertax profit for the company.

Noncash operating expenses are usually depreciation of fixed assets and amortization of
operating intangible assets

Invested capitails the amount of capital used to fund purchases of opgrassets

Another important input for the determination of operation valielise ¢ o m@ightedy 6 s
average cost of capital (WACQ}. is theweighted averageate of return demanded by all
investors, both debt and equity holders, for them to bengitb invest in the company instead

of elsewhere.

Re

D
WACC = ——— Rp(1i t) +
prE Voo

Where:

D is the market value of the companyo6s debt
E is the market value ofteo mpany 6s equi ty

t is the marginal tax rate faced by the company

Ro is the cost of capital required byl holders

Re is the cost of capital required by equity holders

The way WACC is calculategeeds to corresporid how FCF is calculated. To be catsnt

with the definition that FCF is available to all investors, WACC represents the weighted
average r of return required by all investors. Moreover, since the value of tax shield is also
one of the benefits to all investors but is excluded whenledicg FCF, it is incorporated in

the WACC to reflect this benefit by reducing the cost of delthbynarginal tax rate
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Another important aspect with respect to dperationvalue formula (2)s that it assumes the
cash flowswill be receivedon the last day oéachforecastyear, which ishardlythe case in
reality. To tackle this issuea mid-year convetion can be used. This migear convention
treats the cash flows as if thegme to beeceived in the middle of the yedf.the cash flows
are received quite evenly during the year, the -yeidr convention is a reasonable
approximation (Hitchner, 2017).

3.1.1.2. Step 2: Valuing nonoperating assets

Companieftentimeshold assets that are not core te tinderlying operation. These assets
arereferred to ason-operatingSince the cash flows related to those assets can distort the real
picture of the underlyingperformance, therefore making it challenging to forecast
incomparable among companiésey should be separated from those generated by operating
assets. Instead, they should be valued separately and added to the operation value in order to

determinetietotal value ofall of the assetthat belong tdhe company

Classifying an asset as operating or Hoperating maysometimesrequire judgmentAs
general criteria, an asset should be categorized as operating if i. it is core to the underlying
operationandii. it tends tofluctuate with revenueThe nost common nowperating assets
include excess cash and marketable securitiesconsolidated subsidiaries, noncontrolling
interests, finance subsidiaries, loans to customers and other companies, disdontin
operations, excess real estate, tax loss carried foamalekcess pension assétller et al.,

2015)

3.1.1.3. Step 3: Valuing other financial claims

The company isiot onlyowned byequity holders, bualsoby a number of other financial
claimers.Moreover equity holders arby lawresidual claimants, meaning that they are only

all owed to receive the #l efal af isethed comtrctualr t he
claims.Thus, eing able to identify angreciselywaluenonequity claimss importanto derive
thetruevaluedad h ar e h o | daedprisedpershayal hetmpst common nonequity claims

include shorterm debts, longerm debts,operating leases, employee benefit liabilities,
preferred stocks, employee options, noncontrolling intergstsyisions and contingent

liabilities.
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3.1.1.4. Step 4: Valuing shareholdes équity

Once the values of other nonequity financial claims have be¢ggrminedthey can be

subtracted from the total valud the company toderive he val ue of sharehc
This value is then divided by the most recent number of undiluted shares outstanding to
calculatetheprice per shardn that regard, shares outstanding are defined as the gross number

of shares issued, less the number of shares hélek treasury.The reason undiluted shares

are used instead of diluteddscause the value of convertible debts and employee options have

already been subt r actteudavdidngdouble downting. o mpany 6 s\

3.1.2.Discounted economic profits

In essence, this approaidhto a large extensimilar to theDCF methodmentioned abovdt

also involves four different steps to derive the share value of a company, with the last three
steps being identical he only variation is its approac
operdion. Instead of free cash flows, under this method, futuren@wic profits are
discounted and subsequently added to the invested capital in order to derive the operation

value Thegeneraformula is given as follows:

i=n
Economic profiti

Valueo = Invested capitab + ,
(1+WACCQC)!

Where

Economic profitis the economic profit generated by the core operadibthe companyn
period i, with1 i n.

n = Hp, with the assumption that the company operates on an ongoing basis.

Economic profitis the afteitax profit over and above the level of profit required by the
weighted average cost of capital (WAC@)measures the value created by the apreration

of the company over a single period, and is defined as follows:

Economic profit = Invested capital x (ROICT WACC)

Where ROIC stands for return on invested capithich is the ratio of NOPLATo invested
capital thus the abovdormulacanbe rewritten as follows:

Economic profit = NOPLAT i Invested capital x WACC
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Although theDCFmethod is a comprehensive way ofamelyn g and val ui ng a
operation, it fails to provide valuamdl e i
economic performance. For instance, low free cash flowginen period(or periods)is not
necessarily a bad thing since it might be due to poor performance or an investment for the
future, which the DCF approach fails éxplain This issue can beckled by the economic

profits method due to the fact thatimdicates when and how the core operation creates value

for the company.

Similar to the DCF method, the most important assumption that needs to hold for the
economieprofits model to be reliablés that the target capitalratture of the company will

be held constantf this assumption is satisfiethe two methods should yield the same result
despite different approachésoller et al., 2015) Therefore, it is recommended tgeboth

methodswith theaim of gainng more irsight into the company being valued

3.1.3.Adjusted present value

The main assumption in the two previously mentioned models is that the cowifpangnage

its capital structure at a constant target leifethe companydecides tochange its capital
structure in the future, these modateno longerreliable For instance, a company mage

its future cash flows to pay down its deldasd, consequelyt its debtto-value ratio leading

the models to overstate the value of tax klsegenerated by debtdndersuchcircumstancsg,
the fiadjusted present VikelAR\enodeiroedks the opekafovi )
value down into two main componsnbperation value as if the company was financed

entirely by equity and the valwd thetax shield that arissrom debt financing

Adjusted present value Operation value as if Present value

+
of operation all-equity financed of tax shield

The operation value as if the company was financed entirely by €yfuijtys calculated by
discounting the expected free cash flpas defined in thdirst mode| at an interest rate
reflectingrisks faced by the operating assetgef@tional risks). This interest rate is called
unleveredcost of equity(ky). By comparison, the value is tax shiéM) is determined by
discounting all expected tax benefits from debt financingrainterest rateeflecting the
uncertainty of those benefi(k:). The key to this approach is be able taletermine both k
and k, which generally involves the work of Modigliaand Miller, along with certain

C

n S
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assumptions about the debt of the conypamder Modigliam-Miller propositionsthere are
two important relationshipBerk & DeMarzo, 2017):

Vu+Vi=E+D
Vu* ku + Vt* kKt = E*Ke + D*k d

Where:

E is the market value of equity
D is the market value of debt
ke is the cost of levered equity
kq is the cost of debt

Ifthecompany 6s pol i cy -torvalue taio omadarget ratoiofninterest ®© fretk e b t
cash flows, it is reasonable to assume that the risk of interest tax shield is equal to that of the
companyods o0per&}l Coangequendythe tinkeerefl kost ofequity can be
calculated as given in formula (Below (Berk and DeMarzo2017) By comparison, if the

cost of the tax shield and cost of dedtisk-free, coupled with the constant absolute value of
debt, the unlevered cost of éyus given by formula (4)Koller et al., 2015).

E + D
= k
Ku =40 E+D Kd 3)
E D*(1 7 marginal tax rate)

Ku (4)

- E + D*(1 17 marginal tax rate) *TE+ D*(1 1 marginal tax rate)

The APV method is quite similar to the other approachethénway that it evaluates
shar ehol dby firsh\aluing themihdleicompany.lt only demrts from the other two
when it comes t o howhotlhbe appraisagheaning thathe otbee r at i o

three stepsemainidentical.

3.1.4.Discounted cash flows to equity

Unlike the previous methodhei di scount ed cash f | owdirectlyo equi
appraises the value of sharehol dertewhicequi ty
they are entitledn every periodafter all other obligations have been settlddder FCFE
method, the operation of the company does not need to bedveéparatelyThe general

formula is given as follows:
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i=n
~ FCFE;
Sharehol der s 6 _t val ue =
Ty

=1

Where:

FCFE is the free cash flowo equity holders in period i, with 1 i n.

ke is the cost of equity

n = Hp, with the assumption that the company operates on an ongoing basis.

The calculation of FCFE starts with net income reported in the income statement prepared by
the company. Fronthis figure noncash expenses like pieciation and amortization are

added back, and investments in working capital, fixed assets, intangittie @ssvell as other
non-operating assets are subtracted. The resulting number is then added by the net increases
in debt and other nonequity clairtisoller et al., 2015).

With respect to the appropriate discount rate, the cost of equity is used inS¥&ad(CGL.
However, in order for the FCFE model to yield reliable resdlie assumption that the
company will maintain a constant target capital $tmecneeds to hold. This is in line witie

first two models previously mentionedThe reason for thisassumptioninvolves the
relationship between equity risk and capital structline. more leveraged the company is, the
riskier for equity holders sincthey are by lawresidual claimantsAnd the riskier the equity

is, the higher the cost of equitgquired to compensate investors for bearinigher risk
Therefore, when the capital structure fluctuates, the cost of equity will correspondingly
fluctuate and it is no longer appropriate to discotimt expected FCF&at a single cost of

equity.

The major dawback of the FCFE approach is that capital structure is embedded in the cash
flows, making it extremely hard to forecast and compare among compbioesver, the
method is quite effective fahevaluation of companies whose operation is closely related

its capital structure, such as financial institutions (Koller et al., 2015).

3.2.The market approach

Under this approach, an asset can be valued byirgféo the market prices of other assets

that are closely comparable to it. The approach is built upon the economic principle of
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substitute, which states that a rational buyer will not pay more forsat #san a current
market price for a comparable esgHitchner, 2017). There are generally three steps involved

when applying this approach, whihdiscussed in the following.

3.2.1.Step 1: Understanding the subject company

Before trying to identify comparéd companies for the valuation purpose, it is of agm
importance to fully understand as many vital aspects of the subject company that needs to be
valued as possible. Such characteristicstreesc o mpany 6 s products and
customers, supplierscompetitors, financial and operational risks, dgrovexpectations,
margins, etc. should be taken into consideration. If the subject company contains different
lines of businesthatvary considerably in terms of core characteristics, each and every line
might be analyed and evaluated separately (Kollerag, 2015). In case there is one major

line business that contributes most revenue and profit to and represents a considerable portion
of the total assets of the company, it might be reasonable to egkainthe value of the
company is mainly driven bthis line of business and, consequently, comparable companies

to this line of business might be used to reasonably approximate the total value of the subject
company. Conversely, when different lines ofsimess are fairly equally important to the
company different comparable companies to different lines of business need to be identified

in order for the valuation of the subject company to be reliable (Hitchner, 2017).

3.2.2.Step 2: Identifying comparable compaies

Being able to identify comparable companieatishe heart of the market approach. Several
important traits of the subject companies should be considered and compared in the selection
of potentialy comparable companies. The closer to those trdits,ntorereliable is the
comparable companies. Givéine complexity of businesses today, the first and foremost
important trait is the unambiguous definitiontloé industry in which the subject company is
operating. And companies with the sameustry definition will be singled outs possible
comparable @unterparts for the subject company. In that regard, geographic diversification of
the subject company also needs to be taken into consideration. Subsequently, a set of different
measures that indicateeth subj ect companyods o fessticgalongnal a
with its growth prospectsshould be examined. An unexhausted list of such measures is
detailed as follows (Hitchner, 2017):
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U Size measuresThese includehe magnitude of sales, profit$otal assets, market
capitalization, total investezhpital. Size is an important consideration because it impacts both

theoperational and financial risks of a company and, hence, its value.

U Historical growth rates: These include growth in revenues, pigfiassets, net
operating profit less adjusted taM@PLAT), return on invested capital. Historical growth
rates are good indicators for future prospects and, theréfenelue of a company.

U Measures of profitability and cash flow:These includearning before interest, tax,
depreciation and amortizatio(EBITDA); earnings before interest, taand amortization
(EBITA); net operating profit less adjusted tax (NOPLAT); earnings before interest and tax
(EBIT), net income, cash flow. These measures arelgoa ndi cat ors for t}

performance in the fure and directly affect value.

U Profit margin: The ratio of profit to some base items (sales, assets, equity, etc.) is
more important and comparable than the absolute number to understand the underlying

performance of a company.

U Capital structure: Since caital structure representisefinancial risk of the company
and greatly affects the value of sharehol de

identify comparable companies faaluation purpose

U Other measures:These measures represent othstimttively important aspects of

the industry in which the subject company is operating. They are usually indpstiyic.

After possible comparable companies have been identifiedreliff measures that show
important characteristics of the subject gamy, like those mentioned above, are compared
among companies in search of the best candidategréiahdamentallysimilar to the subject
company. This process may involve necessdpysaments to the measures in order to better
compare companies orsanilar basis. Adjustments usually occur in the income statement and
balance sheet with regard to certain accounting changeseooiming items, operating versus
nontoperating items, eess versus sufficient working capital, or use of different accauntin
methods (Hitchner, 2017).

Another important aspect when identifying and choosing comparable compahesaisple
size. A large collection can help reduce the dependence of theaesully single company

and, thus, avoid anomaly or outliner scenaridsreover, a good sample of comparable
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companiesshould contain those that not only operate in the same industry as the subject
company but share similar prospects for growth and remnnvested capitgKoller et al.,
2015).

3.2.3.Step 3: Choosing and caldating pricing multiples

The basic formula of pricing multiple is given as follofistchner, 2017):

PI’iCEcomps
Valuesubject = X Parametersubje
Parametercomp

Where:

Valueubjectis the value of the subject company that needs av#eated

Pricecompsi S t he obser ved mmparaklecompangyr i ceo of the ¢
Parametemight be sales, net income, EBITDA, book value or any relevant measure

There are a couple pbintsto the above formulthat need to be madEirstly, the value being
evaluatechas to corresponio the market price being obsedvd-or instance, if the Ve of

the invested capital of the subject company is of concern, then price refers to the market value

of the invested capital of the comparable ¢
equity needs to be valued, thiwe price which is implied inthe formulashould behe market

value of the sharehol der s &ecendlythepayametemn usedh e c o
could be based on meassreom next yearthe current year, last year or some time period.

Thirdly, pricing multiple is forwardooking, with the observed market price reflecting

expectations of the market about the comparable company

When it comes tthevalue of the subject company that needs tagdpraisedthere are usually

two types.Thefirst one isthemarket value of shareholdéexjuity. It is rather straightforward

to value the share price of the subject company winewvalue is defined this way.he most

popular multiple used for this type of value is prioeearning (P/E)Howeve, the ratio mxes

capital structure and nemcurring incomes/expensesvith expectations of underlying
performance, making it hard to reliably compare multiples across companies (Koller et al.,
2015). The secondype is the market value of invested cafitdVith this type, he subject
company6s 1 nvest edtowhalpthetvalues of moopératingsassetsvasel u e d
added to derive the value of the enterprise as a whole. Then, the vahtégrdinancial

claims other than equity arsubsequently subtracted terive the market value of

shar ehol de ruldirsatelg,share grice. and
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With regard taheparameter, there are many choices, suek\anuegross profift EBITDA,
EBITA, EBIT, pre-tax incomenet aftertax incometangibke assetghebook value okequity,
thebook value of invested capitatc. The main criteria for selecting the right parameter

i. it has tobeconsistent with the value type being evaluated; lias tobean important value
driver for thevalue type being evaluateil. it has toreflectthe expectation of the market
about the businesses (Hitchner, 20MQreover,the parameter should be based on measures
from forecasting performance in the future because it is consistent with the lprioicip
valuation(forward-looking). A forecast year that best represahtslong-term prospect of the

company should be chostar theparameteto be based ofKoller et al., 2015).

3.3.Choice of valuation approachfor Heineken

When it comes to the income appch,the aforementioned valuationethodstheoretically,

can be well applied to Heineken and should yield the same rddaitiever due to the
characteristics of the company, certaiethodsare perceivedo be superior in terms othe

ease and reliability oimplementationas well asganing valuable insightsAs outlined in
chapter 7Heineker® sapital structuréas not fluctuated much over the lastyears andthe
paper, thus, expecisto be kept consta in the futureAs a resultthe DCF and economic
profits models are prefexd to the AP\since not only they can be implemented more easily
thus avoiding unnecessary mistakbst they carprovide more economic insigh into the
company6s .fuwthefnrmreas mentored befordhe FCFE modek not perceived

to bea smat choice for valuingopperating companies like Heineken due to the fact that the
capital structure is embedded in the cash flows to equakingforecasting challenging and
comparison among companies unreliaflberefore,in this paperthe value of Heia k e n 6 s
sharehol dersd equity wil. be valued by appl
profits models. They are believed to complement anether and together will provide

valuableeconomic insigtgand reliable valuatian

In addition to the incomapproach, thenarket approachill also be applieds a sanity check

of theresult derivedrom the DCF and economjmrofits models(Koller et al., 2015)The

paper believes thabhé comparison between what price the markeadyingf or Hei neken
equity and its calculated intrinsic value gsiite useful Specifically,if abnormal differences

exist, careful examinations anteasonhble explanations are require®ubsequently, his

knowledgecouldbe used tepotandavoid implementation erraorg any.
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3.4.Framework for the valuation of Heineken

As outlined in the previous section, discounted cash flow to entetpasrique economie
profit mode| and market approach are the most appropriathodsfor valuing Heineken.
Exhibit 1 illustrates howthesevaluation approaches will be implemented throughout the rest
of the paper.

Exhibit 1: Framework for the valuation of Heineken

1. Strategic Analysis 2. Financial Statement Analysis
(Chapter 4) (Chapter 5)

3. Performance Forecasting
(Chapter 6)

4. \WACC Estimation
(Chapter 7)

5. Absolute Valuation 6. Relative Valuation
(DCF & Economic-profit models) (Market approach)
(Chapter 8) (Chapter 9)

7. Recommended Investing Actions
(Chapter 10)

With regard tothe DCF and econonygrofit models, the first and foremost inpigt a

comprehensive understanding of the bedustry and Heinekemhis can be achieved in the
first two steps in the exhibitn the strategic analysis, several analysis techniques will be
applied in order to carefully shed light on the most important aspects of the beer iaddstry
Heineken. Though these analyses, opportunitiesd threats facing the industry as well as
how Heineken is positioned to respond to thewll be identified and examinedtrategic
analysis will be detailed in chapterBy contrast, in the financial statement analysilsich
will be outlined in chapter 5tuctukdandandyzed o s
in a way thatan generate insights into how the complaas perforradfinancially. Together,

f
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the results from the two steps serve as an important faandar producing reliable forecasts
of the company6s pwehichwilrbeoatinedan chapter6.he f ut ur e

The ultimate goal of the performanteor ecast i ng step is to reli:é
free cash flows and economic profits, whitho get her wi th the esti me
weighted average cost of capital (W&Lcarried out in chapter 7, are the building blocks for

the final valuati on of &hd ishare kprecandchaptey I8Bar e h o |
Furthermore, in order to complemien t he result found in chaptet
thec o mp ashyredprce will also be valuedisinga different approach, nameiygultiple

valuation in chapter 9.Finally, the results from chapter 8 and 9 will be used to make

recommendations abbinvesting actiong chapter 10.
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4. St r aAreali s i s

1. Strategic Analysis +

The walue of a companglepends on itgower to generate cash flows in the fufuned the sole
mission of valuation practice is to determine these cash flows. Therefore, the work involves a
lot of expectations and forecasabout the prospects of the company in question and the
industry in whch it operates. The better the forecasts, the more reliable and useful the
valuationwork is going to beThis, in turn, requiresathoroughcomprehension dheindustry

andthecompanybeing valued.

This chapter aims tperforma careful examination of the beer industry dnerole Heineken

plays in it It starts with the analysis of the beer indusiviiere the PESTEand Por t er 6 s
forces frameworksra applied in order to pinpoint the most significant aspects of the industry

These aspects are regarded as external factorsmiémathave considerableimpacts on

Heineke® s b uirstherfoens af both opportunities and thredgxt, the chapter will stk

light oninternal factora hat can affect the companyés perf
competitive advantages will be anzdyl in detail. Finally, built upon the external and internal
analyses, the chapter ends with the SWOT analysis of the cgmlaich aims to point out

the opportunities and threats that the company faces, along with the strengths and weaknesses

it has for dealing with those opportunities and thre@tss structure ofthe analysisis

illustrated inExhibit 2. It is worth notinghat the SWOT analysis @e of the important inputs
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for making reliable

chapter6.

forecasts of

Exhibit 2: Structure of the strategic analysis

Analysis of the beer industry
(External analysis)

U

t

he

Analysis of Heineken
(Internal analysis)

.

Opportunities + Strengths
Threats Weaknesses
SWOT
Analysis

4.1.Analysis of the beer industry

compan

The beer idustrywill be analyzed at two leved The first level involves the examination of

the relationshipbetweenthe industry and the environment in which it operafBisis

relationship will be shed light on usirtige PESEL analysis toglwhich analyse9olitical,

economic, socialtechnological environmental and legalaspectsthat impact thebeer

industry. At the second level, theompetitivestructure of the industry will be anadusing

P o r tfieerfaices analysis frameworlhe goalat this levelis to capture the intensity of

competitiveness of the beer indusaya whole.

4.1.1.PESTEL analysis

4.1.1.1. Political factors

The most noticeablpolitical concernsarethe trade war between the US and China, Brexit

and Middle East conflictEach of them will be examindxktlow

x