Chapter 2
The Ohlson and Feltham Ohlson Models

Abstract This chapter analyses the phenomenon of “positive valuation of losses” in
the new economy companies in the US. One of the potential explanations of this
phenomenon is that these companies are start-up companies, mostly technology-
based, that invest massively in intangible assets, in particular research and devel-
opment (R&D) and advertising. Under Generally Accepted Accounting Principles
(GAAP), these investments should be considered at full cost in the year they occur.
Thus, in this chapter, we analyse the Ohlson (OM) (Contemp Acc Rev 11(2):661—
687, 1995) and Feltham and Ohlson (FOM) (Contemp Acc Rev 11(2):689-731,
1995) valuation models. Feltham and Ohlson (Contemp Acc Rev 11(2):689-731,
1995) demonstrated analytically, using dynamic information, that losses, particu-
larly at the stage of start-up in growth and technology-based companies, are con-
sidered to be costs that create an effect of conservatism accounting, consequently,
there is an undervaluation of assets, hence the results and equity. However, this
situation tends to be reversed over time, because given the principle of rationality, the
investors continue to invest in the company if those investments are associated with
abnormal profitability expectations.

Keywords Technology-based companies - Positive valuation of losses « Ohlson
and Feltham and Ohlson models

2.1 The Ohlson Model (OM)

Beaver (2002: 457) states: “The F-O approach [Ohlson 1995 (OM) and Feltham
and Ohlson 1995 (FOM)] is, in my opinion, one of the most important research
developments in the past ten years’. The advantage of the Ohlson model (OM) is
that it defined a conceptual framework that relates the market value of the company
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20 2 The Ohlson and Feltham Ohlson Models

(MVE) with the past and the future financial information of the company, i.e. with
current and future expected net income, with the book value of equity (BVE), and
with dividends.'

The initial theoretical framework of OM was the neoclassical model of dividends
developed by Williams (1938), but known as the Gordon and Shapiro (1956)
model. Gordon postulates that: (i) the growth rate for dividends is constant; (ii) the
preferences/beliefs of the agents are homogeneous; and (iii) they are neutral to risk.
Hence, the dividend model is defined as follows:

P, =Y RiE(d; ) (2.1)
=1
where
P, share price at time f;
d, net dividends paid at time t. The d, variable reflects all net

transactions with shareholders, such as the payment of dividends,
new shares issued to finance new investments, and/or repurchase of
shares. For simplicity, we designate this variable only for dividends;
R = (1 + rp), where r; is the free-risk rate;
E [] the expected value operator, conditional on information available at
time 7.

In this context, and assuming two principles:

(i) The principle of clean surplus relation (CSR), which states that

bv, =bv,_1+ x, — d; (2.2)

where

bv, value of equity at the end of the period ¢. By analogy, bv,_; corresponds to the
value of equity in the previous period (# — 1);
x;  the net results for the year 7.

[T39R 1]

The variables “bv;” and “x,” are exogenous to the model.?

1Ac:cording to Lo and Lys (2001), in 1999, and with reference to the OM model, the mean number
of citations was already higher than nine.

’Holthausan and Watts (2001) criticize the OM model because it is a partial equilibrium model,
where the financial variables used are defined exogenously to the model. But as Beaver (2002:
458) claims, parsimony is also a very important quality in any model, arguing that: “By analogy,
the capital asset pricing model (CAPM) has the demand for financial institutions, financial
institutions yet we observe empirically”. With this reasoning, Barth et al. (2001: 90) state: To our
knowledge, there is no academic theory of accounting that derives the demand for accounting
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According to the CSR principle, any changes to the book value of the company
(bv,) are the result of income generated and retained in the company, i.e.
Abv, = x, — d,, where d, reflects all transactions directly with shareholders (i.e.
distribution of dividends, issue of new shares to finance new investment projects
and/or repurchases). The intuition behind this principle is that all transactions
affecting the assets and liabilities of the company, and consequently, the value of
equity, should be reflected in the income statement, and its effect is reflected in the
net income variable. This property, and according to Zhang (2000), reconciles any
changes in the value of the assets held by the company with the flow of income
generated by them. Thus, Ohlson (1995) does not “force” that new investments are
financed only via retained earnings, unlike the closed models of self-sustained
growth (e.g. Gordon’s model). Thus and in accordance with Miller and Modigliani
(1961) the financing of new investment by retained earnings or issuing shares are
perfect substitutes.

Dividends affect the level of capital (bv) in ¢, but the net income remains
unchanged (x,).* Analytically:

Obv, | 8d, = —1 (2.3a)
Ox, / dd, = 0 (2.3b)

0x; / 0d, is not obtained directly from (Eq. 2.3a), but is consistent with the same

because at:?\;i*' = ag(;r/’ + g—j — g—;; =—141—-0=0 (Ohlson 1995: 667).

Introducing the abnormal variable, defined as:

x;‘ = X — (Rf — l)th,l (24)

where x{ measures the excess returns that the company receives.

Because the results exceed the cost of capital, Ohlson (1995) expressed the
present value of expected dividends (PVED), based on the net income and the value
of equity. Hence, the PVED is*:

o0
P = RiE(x{, ., —bViic+Ribv, 1) (2.5)
=1

(Footnote 2 continued)

information arising from the equilibrium forces and provides the mapping of accounting
information into price shares.

3This assumption is in line with the principle of perfect capital markets, so it excludes any signal
effect associated with the variable “income”.

“Expressing dividends according to the current results, through the CSR principle and replacing x;,
the expression obtained for the abnormal results, we obtain d; = x{ — bv, + Rbv,_;.
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This expression, after some algebraic transformations, allows us to redefine the
PVED model as follows’:

o0
Pi=bvi+ Y RE(X, ) (2.6)

=1

This model is well known and reported in the literature as the residual income
valuation model (RIV) or Edwards and Bell (1961) model (White et al. 1997:
1062).

As shown by Lo and Lys (2001), the Gordon’s model and RIV are analytically
equivalent, so to reject the RIV means ignoring that financial assets are a function
of the present value of expected future cash flows.

The innovation of Ohlson (1995) against the RIV model or the Gordon model
lies in the treatment that gives the structure of the time series of abnormal results
(x7). To define the stochastic process that follows the variable x7, Ohlson (1995)
introduces the variable v—other information, i.e. a variable that captures relevant
events in terms of information that affects prices, but are not yet reflected in the
financial statements. This time lag of the occurrence of certain events that are
relevant to the formulation of economic agents’ beliefs on the growth of abnormal
results of the company, is one of the limitations ascribed to the financial statements,
or rather to its ability to disclose all relevant information timely, i.e. lack of time-
liness (Rayn 1995; Beaver 2002). To fill this gap, Ohlson (1995) supports his model
in a dynamic information, which he defines as an autoregressive process of first
order, and which features the dynamics of abnormal results. Analytically, the
dynamic information is defined as:

{xf+l =wx{+v,ter 1 (2.7)
Vigl = PVt E2r41

where the parameters w and y are fixed and known and assume values between
10, 1[.6 In a broad sense, these exogenous parameters to the model are determined
by the environment that characterizes the company. The random terms ¢&;,, &, have
E,(¢xs4.) = 0 with k = 1.2 and 7 > 1. The model imposes the independence of v, in
relation to x¢ because E,[v; .| depends only on v, with v, reflecting all (not just
financial) information relevant to the estimation of abnormal returns, regardless of
their past values. However, its effect is reflected in x{, which is incorporated in the

SNote that R;"E;(bv,4 ) — 0 com T — o0, i.e. the present value of capital converges to zero as
the time horizon tends to infinity. The model assumes that the equity grows at a rate less than ry.

The parameters w and 7 assume values greater than zero for economic conditions and values
less than 1 in order to ensure stability/stationarity of the model. This condition implies that the
E; (xj’H) — 0 and E,(v;.) — 0 with 7 — oo. Indeed if w =1, this means that growth
opportunities persist indefinitely, which is not consistent with the empirical evidence.
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variable bv,, by the property of CSR.” This dynamic information enables the
company to earn abnormal returns over a period of time, and this effect is captured
by the parameter w. However, due to the competition effect the abnormal process,
i.e. firms’ profitability trend, tends to converge to the average of the economy—
mean reverting.

Combining Egs. 2.3a and 2.3b, the Eqgs. 2.1 (PVED), 2.2 (Principle CSR) and
2.7 (dynamic information), Ohlson (1995: 669) defines the evaluation function
based on the calculation of the expected value for the abnormal results. Hence, the
enterprise value is defined as®:

P, =bv, +ayxf +opv, (2.8)
where
= >0 and
o —— an
R
=t >0

(Ry — w)(Rr —7)

According to the OM, the market value of the company (MVE or P,) is a linear
function of the level of capital invested in the company (bv,), the abnormal results
(x7) generated by the company and the variable (v,)—other than the financial
information. Ohlson (2000) suggests the analysts’ forecasts for future one-year
results could be a good proxy for the variable v,. The market value of the company’s
equity is much more sensitive to the variables x{ and v,, the greater the persistence
of the parameters w and y, exogenous to the model, and therefore o,(w) and a,(y)
are increasing in their determinants.

Equation 2.8 can be reformulated in terms of net profit (adjusted for dividends)
and the value of equity (bv,), where ¢ corresponds to the multiple of results—price
earnings ratio (PER):

P, = k[opx, — d] + (1 — )by, + o2vy (2.9)

with

"The CSR defines bv, = bv,_| +x, — d, being x4 =x — (Ry — 1)bv,_y; replacing x, in the CSR
expression we obtain bv, = x{ + R¢bv,_; — d;, an expression that shows that any relevant events
from the point of view of information are contained in the value of equity (bv,) through the
“dynamic information”.

8The analytical deduction of the Eqs. 2.8 and 2.9 appear in the Appendix 2.1.
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The previous expression can be interpreted as a weighted average of the eval-
uation model based on the updated income flows—the discounted profits (earnings
model) and the assessment model from stock of assets required for generated the
income flows—the model on equity (book value model).’

Ohlson (1995) also shows that in the medium- and long-term, the variable (bv,)
is an unbiased estimator of the market value of the company (MVE), i.e. there is an
unbiased accounting property. In the short term, Ohlson (1995) admits the exis-
tence of goodwill, which defines as the flow of abnormal results that the company
expects to receive, and which are derived from trademarks, patents, location, cus-
tomer loyalty, investment in R&D, advertising and specificity of the organizational
model—intangible assets, which are potential sources of value creation.
Analytically:

o0
P, —bv, =Y RF(x ). (2.10)
=1

Indeed, using the evaluation function defined (Eq. 2.8), it is shown that:
E [Py — bV, = oclE,(x;‘H) + 0E; (Vi 4c) — 0 com T — 0. (2.11)

i.e. in the medium and long term goodwill is null; in this context the book value of
equity (bv,) is an unbiased estimator of MVE.

2.2 The Extent of the Ohlson Model: The Feltham Ohlson
Model (FOM)

In the work of Feltham and Ohlson (1995) (FOM), the authors introduce two new
effects: (i) the understatement of operating assets, accounting conservatism; and
(ii) growth in the operational assets. The effect conservatism accounting reflects the
persistence of the difference between the market value of equity (MVE) and book
value (BVE), which is the source of the unrecorded goodwill. This unrecorded
goodwill may result due to an understatement of existing and/or an overestimation
of expected abnormal results.

To demonstrate these two effects, the authors continue to assume the neoclas-
sical model of discounted dividends (PVED) and in accordance with Miller and
Modigliani (1961), Modigliani and Miller (1958) the irrelevance of dividend policy

°In theory, Ferreira and Sarmento (2004) argue that the equity valuation and evaluation on the
basis of updated income streams should give the same value. However, empirically, and given the
existence of goodwill associated with the presence of intangible assets and the relevance or lack of
relevance of financial statements, which derives from their (in)capacity in terms of timely reporting
of all relevant and reliable information, the two approaches tend to have marked differences.
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and the separation between operating and non-operating activities. The separation
of such activities will have different effects on the evaluation function.

The non-operating activities include assets and liabilities traded in perfectly
individualized markets, whereby the value of this class of asset tends to match its
market value, generating investment with zero net present value (NPV). Therefore,
the evaluation of such assets does not imply any specification, contrary to operating
assets. The difficulties in the assessment of the value of operating assets are related
in that they are not evaluated in a perfect, liquid market.

Assuming the separation between operating and non-operating activities and
including the dividend policy, Feltham and Ohlson (1995) began by defining a set
of accounting and financial variables, from which the evaluation function is
specified.

Thus, considering a multiperiod context, where in each period [t =0, 1, 2 ...],
the company discloses all the information about its operating and non-operating
activities; this information is described by Zhang (2000: 128) as follows:

These data are random prior to their disclosure and the probabilistic structure governing
their stochastic behaviour is exogenous.

In this context the variables considered are:

bv, value of the company’s equity at date ¢;

x;  net profit generated in the period [t — 1, 7];

d, dividends at date f;

fa, net non-operating assets (non-operating assets minus liabilities) at time 7'%;

i,  result from non-operating activities in the period [t — 1, ?];

0a, net operating assets, i.e. operating assets minus operating liabilities, on the
date t;

ox, operating result for the period [t — 1, 7];

c;  operating cash flow, i.e. the cash flow generated by operating activities net of
investments;

P, market value of the company (MVE) on date .

The relations established between these variables are:
(1) 1in line with the OM, the principle CSR:
(a) The book value of equity results from the aggregation of operating (oa,)
and non-operating assets (fa,). Analytically: bv, = oa, + fa,;
(b) Similarly, the results generated by the two types of activities (operational

—o0X,, and not operational activities—i,), i.e. X, = OX; + i;
(c) Consistent with the OM model, the principle that defines CSR:

9This variable can take a negative value when the non-operating liabilities exceed the
non-operating assets. For convenience of analysis, and similarly to the d, variable, it is considered
fa, > 0.
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(ii)

(iii)

(iv)

2 The Ohlson and Feltham Ohlson Models
bv; =bv,_| +x —d;;

Net interest relation (NIR)—Income generated from non-operating activities:
iy = (Ry — 1) fa,_; where Ry = 1 +ry. (2.12)

The rate considered is the free-risk rate (ry), which is independent of the
financial situation of the company (i.e. fa, is >0 or fa, <0)."" As it is assumed
that the non-operating assets and liabilities are paid at the free-risk rate, this
type of activity generates a net present value (NPV) of zero. The basic
intuition of this reasoning is based on the principle that non-operating assets
and liabilities are traded in perfect markets, which resemble a cash account
(numeraire asset) measured without any risk (Morgenstern 1963).
Financial asset relation (FAR)—Relationship between net non-operating
assets:

fat = fa[71 +it - [dt - C[]. (2.13)

At the beginning of the period, the company begins its activity with a volume
of non-operating assets—fa,_;. During the period ¢, these assets generate an
income i, as dividends paid only at the end of the year 7. The cash flow
generated by operating activities (cash flow to the firm—c,) is also deter-
mined at the end of the period. Note that the amount [¢, — d/] affects the level
of non-operating assets at the end of the year, but not the level of income
generated in the period (i,). The variable ¢, gains particular relevance in the
FOM model, compared to the OM model.

Operating asset relation (OAR)—Relationship between net operating assets:

0a; = 0a,_| +0X; — ¢;. (2.14)

The reasoning behind this relationship is similar to the CSR principle. The
company starts its activity with a certain level of operational assets (oa,—),
which generate an outcome in the period—operational results (0X,); the cash
flow (c;) generated by operating activities is transferred to non-operating
activities.'> Given the FAR relation, the transference of ¢, for financial

""In a context of perfect markets, the company cannot change interest rates. Moreover, given the
homemade concept, individual investors cannot mimic the decisions of indebtedness of the
company, since, at a higher or lower level of debt, the company is not a creative source of value
Miller and Modigliani (1961), Modigliani and Miller (1958). To emphasize that, Feltham and
Ohlson in 1999 incorporated risk aversion and the existence of heterogeneous preferences of
investors in their article.

12 . . . .
If negative, ¢, corresponds to net investments in operating assets (0a).
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activities does not generate any gain or loss, because such transference is
taken at market value, thus the ¢, variable is objectively measured indepen-
dently of any accounting principles underlying the valuation of operating
assets (0a,) (Feltham and Ohlson1995).

Since the criterion for decision-making by managers should be creating wealth,
the aim of Feltham and Ohlson (1995) is to determine the value of the company and
not the value that is distributed to shareholders (e.g. dividend model). Thus, with
reference to the Gordon’s model (PVED), in which the value is determined by the
level of expected wealth transfer to shareholders (d; . ), and considering the rela-
tionships between various financial accounting-defined variables (i.e. CSR, NIR,
FAR and OAR), Feltham and Ohlson (1995) demonstrate the equivalence of the
neoclassical model (PVED) with the following three expressions (Proposition 1)'%:

o0

P, =fa,+ Y RiEf(cio); (2.15a)
=1

Py =bv,+ > RE(x,); (2.15b)
=1

Pi=bv,+ > RiE(ox!,); (2.15¢)

=1

Equation 2.15a, and according to Miller and Modigliani (1961), shows that the
key factor to generating value for a company is the net present value of cash flow
flows from operating activities and the risk that is inherent them. Equation 2.15b is
equivalent to the PVED model (Eq. 2.6). Equation 2.15c¢ specifies that, given the
principle of separation between operating and non-operating activities, abnormal
results derive from operating activities. Only the investments in real assets that have
the capacity to create value, given the existence of economic agents in the markets
with expertise in specific business and with inside information and skills that enable
them to track innovation, thus sustaining their competitive advantages in the face of
competition.

Therefore, in the terminology of Feltham and Ohlson (1995), and in line with
Miller and Modigliani (1961), Modigliani and Miller (1958), the value of the com-
pany is MVE, = fa, +(oa, + g,). From this equation, it follows that goodwill is a
function only of the expected results from abnormal operational results, i.e. it depends
only on the operational activities.

BThe analytical deduction of these formulas and their equivalence with the PVED model are
reported in Appendix 2.2.
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The demonstration is sustained by the CSR principle, and the NIR and FAR
relations. Therefore:

P, = g+ fa,+ oa, &

(2.16)
P, — fa, =oa,+g
using Eq. 2.15a, we obtain
ao; + g, = ZRf_TEt(ctJrr) (2.17)
=1

By Eq. 2.15c:

a0, +g =oa, + » RE(ox!, ) <
L (2.18)
g =D _RiE(ox].)
=1

This expression has two implications: (i) goodwill (g,) can be different from zero,
i.e. the value of the operating assets (oa,) differs from its current expected cash
flows; and (ii) the bias from the difference between market value (MVE) and book
value (BVE) does not differ just in the short term, as it tends to persist in the
medium and long term. It is from the persistence of this differential that the problem
of unbiased accounting versus conservative accounting arises.'*

In this context, Feltham and Ohlson (1995) define the property unbiased
accounting as occurring when the E; (g, .) — 0 com T — co. As a negation of this
property, there is conservative accounting, whereby the E;(g; ;) > 0 com 1 — .
Thus the property unbiased accounting (Proposition 2) implies:

o0
Ei(oa 1) = E ZR;TEI+T(Ct+T+T) — 0com T — oo,

=1

For Ohlson (1995) unbiased accounting is characterized by a self-corrective process, in which
the medium- and long-term abnormal results tend to zero and the return on equity ratio
(ROE) converges to r (the cost of capital). Kothari (2001) highlights this autocorrective effect of
the OM model, which makes the OM “immune” to the manipulation of policies and/or accounting
principles. For example, any strategy to increase the results in t, will increase the bv,. In the
following period, this effect tends to be offset by a reduction of the abnormal results because the
cost of capital [(Ry — 1) * bv,—] increases.
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or equivalently,

o0
E, ZR;TEHT(oxﬁTH)) — 0com T — oo. (2.19)

=1

Replacing (—0) by (>0) occurs the conservative accounting effect. In other
words, unbiased accounting occurs if the average value of operating assets (oa,)
equals the present value of future cash flows, or the abnormal operating results
value is zero with T — ©0. Hence, the proposition 2 suggests that conservatism
accounting understates the book value of operating assets and/or overstates the
present value of the abnormal of expected operating results."”

With the aim of considering the effect of the persistence of abnormal results, the
effect of conservatism accounting, the growth in operating assets (0a,), and oper-
ational results (ox,), Feltham and Ohlson (1995) redefine the dynamics of infor-
mation initially specified by the OM model. Thus, the dynamic information (linear
information model—LIM) becomes defined as:

OX{ | = W110X{ + w280, + Vi, + €15+ 1
08 +1 = +Wxoa, +Vvy + &1

Vig+1l = V1Vt &+1

Vor+1 = YoVt a4

(2.20)

where E,(g,4-) =0 with j =1, 2, 3 and 4 and 7 > 0.

The dynamic of information depends now not only on the persistence of
abnormal results, the effect captured by the parameter wy;, as well as the growth of
investments in operating assets (reflected in the parameter w,,), but also on the
effect of conservatism accounting at the level of operational assets via parameter
wiz. The vy, and v,, variables, and in line with the OM model, aim to capture all
available information that may change investors’ expectations about the persistence
of abnormal and growth resulting from new investments. Thus, the vector (v—other
information) can be interpreted, assuming the semi-strong principle of efficiency,

i.e. the prices tend instantaneously to reflect all publicly available information ( ’t")

(Fama 1976). If we subdivide (¢}") into two, i.e. economic and financial infor-
mation ((F (;5:") and other information (NF d):”)), then the vector v is identified with
the latter subset of information, i.e. other non-financial information not yet incor-
porated in the financial statements. However, the FOM model emphasizes, that the

"SThis effect is most easily seen in the expression: > oo Ri°E/(ciic) =08+ > oo,
R:E, (ole +T) deduced from the Eq. (2.15¢). Given the objectivity in how the variable ¢, (cash
flow to the firm) is measured (which is independent of any criteria or accounting policy), an
understatement of operating assets (0a,) must be compensated by an overestimation of abnormal

results (0x¢); thus the value of the variable c, remains unchanged.
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effect of these parameters is limited to the short term. In this context, the dynamic
evolution of cash flows is characterized by:

cir1 =wnoxt + [(Rr — wa) +wiJoa, + viy — va] + [e1041 — e2441]  (2.21)

The dynamics of cash flows depend on the current abnormal results of the wy,
w1, parameters that measure the understatement of operating assets (conservatism
accounting), the increase in operating assets (w5»), and even the information that is
being made available to the market (vector—v).

Restrictions that can be imposed on the parameters of the LIM are:

@ |ypl < 1 with h = 1.2.

The purpose of this restriction is to ensure that random events, whose effect
is captured by vy; and v,, variables, and not reflected in the financial state-
ments, have no impact on the medium and long term, i.e.
E; [vhJH} — 0, comh=1,2e1— .

(i) wy, the parameter that measures the persistence of abnormal results assumes
values ¢ ]0, 1[. With this condition, the objective is to introduce restrictions
to the persistence of abnormal results. Thus, wy; > O eliminates potential
oscillations that would not be economically acceptable and wy; < 1, permits
abnormal results that persist for some time, but its effect declines over time
because the competition within the medium term tends to eliminate abnormal
returns.

(iii) The parameter w;, which reflects the effect of the increase in operating
assets assumes values within the range ]1, R with Ry = (1 + r). This
restriction imposes limitations on the growth of operating assets in the long
term to ensure convergence when calculating the present value of operating
abnormal results (oxt“) and the expected cash flows (c;).

(iv) The parameter wj, enables us to introduce the dichotomy unbiased
accounting (wi2 = 0) versus conservatism accounting (wiz > 0), i.e. the
problem of underestimation of operating assets.'®

Given the reformulation of the LIM of the FOM, and continuing to take the
neoclassical framework of PVED and relationships previously established between
the variables (i.e. CSR, NIR, FAR and OAR), the evaluation function is now
defined as:

15To impose wi; > 0 the model eliminates the effect of aggressive accounting, i.e. the MVE is
less than BVE. This restriction simplifies the analysis, and is in accordance with the empirical
evidence. Indeed, Feltham and Ohlson (1995: 701) find, and taking as reference the data from
the Compustat database, that the MVE of companies tends to be greater than 2/3 of their BVE.
Stober (1999) found the opposite (aggressive accounting), but only for the period 1973-1979,
and justified as a consequence of the oil shock.
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P, = bv, +a10x{ + ap0a, + f - v, (2.22)
with
wi1
o0y =—
Ry —wyy
o = wiaRy
(Rf — w)(Re — wi1)
Rf 0l
B=(BiB) =

(Rt —wi1)(Re — 1) "Ry — 7,
In this context, goodwill (g,) corresponds to:
P, —bv, = g = 00X; + 008, + ff - v (2.23)

that is goodwill is an increasing function of operating abnormal results, whose
persistence is measured by the parameter wy; (the higher w;;, the higher is a;),
operating assets (0a,) only when they are undervalued because the necessary con-
dition for a, > 0 is that w;, > 0 and, the variable v, (v). We should also notice that
in both models (OM and FOM) the tax effect is ignored. However, given that both
models assume a perfect capital market (i.e. the models do not admit the existence
of costs derived from asymmetric information, agency costs and transaction costs),
then the tax effect will not have a material effect on the evaluation function.'’

2.3 The Effect of Conservatism Accounting

According to Richardson and Tinaikar (2004), the accounting conservatism effect
can occur in a company as a result of investments in ifems such as R&D and
advertising. In accordance with GAAP, this type of investment should be recorded
as historical costs and recognized immediately as expenses (ex ante conservatism)
which underestimate the present value of cash flows from these investments.
Given the company profile examined in this research namely, new economy
companies'® and companies with an Initial Public Offering (IPO) date that is
contemporary with net firms—rnon-net firms (see Sect. 5.4.2), also which are firms
that operate mainly in high-tech sectors (high-tech firms), we will focus our analysis
on the first kind of conservatism accounting (ex ante) identified by Richardson and
Tinaikar (2004)—the impact of immediate accounting as costs of investment in

""The deduction of this model (Eq. 2.22) is in Appendix 2.3.
3The concept of the new economy company is defined in Sect. 5.4.1.
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intangibles such as R&D and advertising on the variables “MVE”, “BVE” and “net
income”, the main determinants of value according to the OM and FOM.

Feltham and Ohlson (1995) show that growth companies, particularly technol-
ogy companies in the early stages of their life cycle (start-up companies), where
investments in intangible assets (e.g. R&D and advertising) predominate, have
generally poor results or even negative results, since only a portion of their
investments are capitalized, while the investments such as R&D and advertising are
immediately recognized as an expense in the income statement. Consequently, and
because these investments tend to persist over time, in addition to the understate-
ment of the variable “results”, the variables “assets” (unrecognized assets) and
“equity” (BVE) are undervalued (McCrae and Nilsson 2001).

So consider the time ¢ = 0, where the initial investment made by shareholders is
(—dp), and is applied in non-operating assets (fap), so —dy = fag and bvy => 0.
Then, if Py = d, at this time, the goodwill (go) is null. The company continues to
invest in operating assets (0a,), and, by the OAR, the variable cash flow is negative,
ie. ¢ <0, as consequences of these investments. Considering the Proposition 2
(Eq. 2.19), which defines the property unbiased accounting as:

00

=1

E;(0a; 1) —Erl RfTEl+T(Ct+T+T)] with T — oo,

or equivalently,

E,

ZRf’E,+T(0x;‘+TH)] — 0 with T — oo,

=1

it is possible for a period of time T ¢ [0, oo, that the > 7, R; "Ep(ox?) <0,
implying that the company can expect to get negative results in the first years of its
life, as the result of pursuing high-growth opportunities, particularly if they are
associated with investments in R&D and advertising (counted as costs). However,
this situation tends to be reversed, because in the future the company will only
continue to undertake new investment projects if their expectations are associated
with abnormal returns; otherwise we are looking at the effect of free cash flow
(Jensen 1986). However, this phenomenon is more typical in companies in the
maturity phase.

To better clarify the analysis, the authors define the Proposition 9, which uses on
date 0 a null goodwill:

Py = —d, = fay with oay = oxy = 0 but the Ey(oa;) > 0. (2.24)

Thus, assuming conservative accounting, i.e. the understatement of operating
assets:
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Ey(ox{) = Ep(ox;) <O0. (2.25)

In the context of unbiased accounting, we obtain equality.

Indeed, at the time ¢=0, the evaluation function becomes:
Py = fag + S1vig + Pavag, OF Py + dy = go = P1vio + Povap; SO expectations about
new growth opportunities at time ¢ = 0 depend only on v,( and v,,. The relevance
of this reasoning is relevant in emerging sectors, such as the Internet. It is a new
sector in which expectations about high future abnormal returns are sustained in
non-financial variables (v,), whose proxies are associated with web-traffic variables,
such as “number of visitors per website”, “average time spent on website”, “per-
centage of the Internet user population”, etc. (Copeland et al. 2000; Damodaran
2001; Tockic 2004, 2005, among others).

Thus, in a scenario of unbiased accounting and according to LIM:

Ey(ox{) = Ep(0x;) = v19 = 0 (given Proposition 9);
Ey(oa;) = vy > 0 (given Proposition 9); (2.26)
E()(Cl) =Vi0 — V20 = —V20 (see Eq. 220)

The value of investing is v, (negative values for the variable c, represent
investments in operating assets), which is fully capitalized.

In a scenario of conservatism accounting, and also taking into account
Proposition 9, we obtain:

E()(Oxff) = Eo(OXl) = V10 <O;
E()(Oal) = Vyy > 0; (227)

Eo(c1) = vip — vao.

In this context, part of the cash flow is absorbed by losses because the value
invested corresponds to v,g, but only the portion (vo9 — vio)/vog < 1 is capitalized,
and the value (vio < O0) is recognized as (negative) results in the net income
statement (v;o < 0).

Feltham and Ohlson (1995) demonstrated, and considering the dynamic of
information at the time of its initialization, i.e. at # = 0, and assuming that at this
time the goodwill is null, the conservatism accounting effect explains how the first
years of a company’s life can register negative results. However, this situation
begins to reverse itself as the company continues to invest. Based on the principle
of rationality, the company only continues investing if the investments (growth
opportunities) are generating abnormal returns, ie. E,(ox?) >0, because the
objective of managers is to maximize the value of the company or equivalently
maximize the selection of projects with positive NPV.

With reference to business start-ups, particularly companies in technology
industries, the net results are not a good proxy for future results, as they tend to
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incorporate high amounts allocated on investments in intangible assets, recorded as
costs, as imposed by GAAP. Core et al. (2003) claim that [PO companies still report
losses, because those companies are holding in their “portfolio” high-growth
opportunities, so investors’ attention focuses on the expectations of future growth.
Myers (1977) has associated the persistence of losses with the existence of a
high-growth opportunities portfolio.

Thus, using the RIV model, it is easy to explain why the multiples of price-to
book value (P/B) and the (PER) tend to be high for those companies due the high
expectations of future growth. Thus, defining the net profit (x;) as x;, = ROE; * bv,—;
(return on equity—ROE) and rewriting the RIV model (Eq. 2.6), where r identifies
the cost of capital, we obtain"’

Ez ROEH—TbVH—T 1 — rbvl+r 1)
(14r)" '

MVE, = bv, + Z

=1

Dividing the above expression by the bv, variable, we obtain the multiple of
book value (P/B):

MVE[ _ 1+ zoc:Ez[(ROEt+f —Tr)th+Til]
bvi (1+ )by,

(2.28)

=1

Equation 2.28 shows that the P/B ratio is a function of the expected abnormal

results (%

future (bv,; .1 /bv,). In the absence of abnormal returns the value of this multiple
is the unit.

Calculating now the PER, we add the dividends (d,) to the RIV model, i.e.
P, +d, = (bv,+d,)+ Zoc Ei( ’*;) Given the CSR property, we can define bv, +
d,=bv,_| + x-, and replacmg this expression in the expression above, we obtain

P,+d, = (bvi_1 +x)+ Zfo 1 Ei ’*)2), now calculating the PER we get:

Pi+d,  (1+r l OOE,(x;l+T)_,v_?
X, _< r >+x, [Z(Hr)f r]' 229

=1

) and the growth of “stock” needed to generate results in the

"“Recall that the RIV model is equivalent to the PVED model, which assumes as a theoretical
framework an economy, where the preferences of agents are homogeneous and they are risk
neutral.
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r+1
_ —, PER=—
\ FE FE =CE
P/B ratios higher
PER ratios higher
(FE> CE)
CE

P/B ratios reduced
\ PER ratios reduced
(FE<CE)

Source: White et al. (1997: 1071) adapted.

Fig. 2.1 The relationship between the multiples P/B and PER and future abnormal earnings (FE)
and current earnings (CE)

The PER summarizes the determinant of the magnitude of this ratio, i.e. the

difference between future abnormal earnings (szi(ft)f) _FE) and current

abnormal earnings (XT'J — CE). Graphically this is expressed in Fig. 2.1.

Along the 45° line, the expected abnormal earnings (FE) equals current earnings
(CE). In this context, the current results are a good indicator of future performance.
Above this line, growth affects PER ratios and future abnormal earnings
(FE) exceed the current earnings (CE). Note that, even when the net results are
negative, the PER ratios can take high values. In this context, the negative results
are seen as transitory, e.g. the result of large investments in intangibles, recorded as
costs, particularly in technology-based companies in the start-up phase (accounting
conservatism).

Below the 45° line, because the future earnings (FE) are lower than the current
earnings (CE), low PERs appear because the high values of CE are due to the
presence of transitory items, which are not expected to persist in the future.

In summary, goodwill, measured by the difference between the market value
(MVE) and the book value of equity (BVE) of the company, is the result of a dual
effect: (i) the undervaluation of assets (conservatism accounting); and (ii) overes-
timation of the expected abnormal results. These effects are more pronounced in
technology-based companies, especially in the start-up phase. Therefore, in
accordance with LIM, the FOM at the time of the establishment of the company and
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taking into account Proposition 9 as the same model, show that only part of the
investment is capitalized, with the remainder recognized as cost. However,
assuming the principle of rationality, it is expected that managers invest in new
growth opportunities if they are associated to abnormal returns. Hence, the net firms
and companies with contemporaneous initial purchase offer IPO) dates (including
non-net firms and very young companies during the start-up phase), often propose
a new untested business idea), “moving” to the market with high losses valued
positively by the market and sustain the phenomenon of negative pricing of losses,
i.e. the positive valuation of losses. The evaluation of this type of company is
particularly difficult, given the difficulty of estimating future cash flows. The
volatility of their prices reflects this phenomenon.

Appendix 2.1: Deduction of the OM Model
(Egs. 2.8 and 2.9)

1. Deduction of the Ohlson (OM) (1995) model—Eq. 2.8:
Ohlson (1995) defines the valuation function as:
P, =bv, 4+ axf + ooy

with the parameters assuming the values:

o >0 and

:Rf*W
Ry

CEIEr

Oy =

To obtain this function we first assume:

(i) The matrix P = Rf_1 [g} ”,
(i) The dynamic of information is defined as:
[xzaH»VzH] = RePx{", vi| + [81,z+1,82,t+1] and,
(iii) Assuming that the supranormal results are defined as:

Ri°E (x,.) = [LOP* [y,
Based on the Residual Income Valuation Model (RIV), the expression assumes:

P,—bv,:ZRf_fE,(fo) =[1,0] [P+P*+...] [ v].
=1
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A series of matrices P + P? + ... are convergent, given the square root of the
characteristic of the matrix is less than unit. Thus, we could conclude that:

[1,0]P[I — P] "= [y, 0], e

S R

-1
1-R'w —R-!
Rf_lW R-! f f = [061 062]
1 R
1-R! —R! —R-Yy
[Rf_lw Rf_l] w (1 R; w)l(l R; y) — [0“70(2]
R'w RWR;! R
[l—fRHw (1—R;'fw)(lf—R;‘v) + 1‘&-'?} = [on.2]
R'w R'w
o1 = l—fk;lw = RFI(‘Rf—w) = Rfviw
o — Ry 'wR;! + R;! _ Ry 'wR;! R!
2T R W) (R ) TR T RTReRTR=y) R (R

{ OC] RtVKW
_ w Re—w _ R :
0= R T Rew R — R R

2. Deduction of the Eq. 2.9 of the OM Model

Assuming the Eq. 2.8:
P, =bv,+aixf + opvy,

and substituting x{, we obtain,

P, = yz+051[xt - (Rf - I)Yt—l] + V.
Due the CSR principle:

P, =bv, +ax, — o (R — 1)(bv, — x; + d;) + v, &
P, =bv,+o1x; — O(l(Rf - l)bV,-i-OCl (Rf - 1))6, - OC](Rf - l)d,—i—ocgv, =,

P, =bv,[1 — oy (Re — 1)] + 0wy + oty x, + 0y (Re — 1)x, — oty (R — 1)d; and k =
oy (Ry — 1) thus,
P, =bv,(1 —k)+opv,+oq[x,+ (Re — 1)x, — (R — 1)d],

P, = (1 = k)bv, + av; + o Rexy — o (Re — 1)d;, and ¢ = £

, we obtain:

P, = k(ox, — d;) + (1 — k)bv, + o vy
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Appendix 2.2: Deduction of the Equivalence
of the Preposition Number 1 of Feltham and Ohlson
(FOM) (1995) Model and Eqs. 2.15a, 2.15b and 2.15¢

(1)

(ii)

(iii)

Equation 2.15a: P, = fa, + Y 2 | Ry "E,(¢; 4 1)
Assuming the FAR [fa, = fa,_; + i; - (d; — ¢;)] and the definition of i,
[i; = (R — 1)fa,—], the dividends could be expressed as:

dy =fa,_ +i;+c¢, — fa, = fa,_ + (Ry — 1)fa,_y + ¢, — fa,
= R¢fa, 1+ ¢; — fa;

Hence for any sequence of the variables ce fa, ({¢sq fa.}.>1), valuation
function is:

=1

o0 o0
P, = RE(dii) =Y RUE[Rifa 1o +c e —fa o]
=1
o0

=fa, + Z R;E/(¢/41),
-

=

because R; “E;(fa; ) — 0 com 1 — oo.
Equation 2.15b: P, = bv, + Y72 Ry °E (¢, )

This equations corresponds to the Residual Income valuation Model defines
in Eq. 2.6.

Equation 2.15¢: P, =bv,+ Y ° | R;°E, (oxfﬂ)

Assuming operational and non-operational activities, the following expres-
sion corresponds to the operational abnormal results: ox{? = ox, — (Rf — 1)

0a,_1, applying the OAR we obtain:

0a, = 0a,_| + 0X, — ¢, substituting the variable ox;,
c; = o0a,_1 + [ox,“ + (R — l)oat,l] —0a;, &

¢; = oX; + Rroa,_; — oa,.

For any sequences of the variables ({ox;‘ DY o P }T2 1), we obtain:

o0 o0 oo
ZR;TE,(C,H) = Z:R;’E,(oxfH + Rpoay_| 4+ — 08y ) = 08, + X:R;TE,(O)([”M)7
=1 =1

=1

thus, R; "E;(0a,+ ;) — 0 com 1 — o.
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If we add fa, to the above expression, and due the Eq. 2.15a, the valuation
function is:

o0 (o) o0
P, = ZR;rEl(d,H) = (oa, +fa,) + ZOX?H =bv, + ZOX?H'
=1

=1 =1

Appendix 2.3: Deduction of the Feltham and Ohlson (1995)
—Eq. 2.22

Assuming the definition of goodwill:
g = P, —bv;
Multiplying the above expression by R; and according Ohlson (2000):
Reg: = E, [g,ﬂ +0xf+1].
g; could be defined as a linear function, such as:
P, —bv, = g, = 0j0x] + 0003, + ff - v
with

Rig = Re[010X{ 4+ 0208, + f - v;| = E;[o10x!, | + 0208, + f - v, +0x!', || &
Ryot0X{ + Ron0a, + Re B - v, = E; [(on + 1)ox{ | + 08,41 + v 11].

Due the structure of Linear Information Model (LIM):
Rra10X{ + Rr0z0a; + Re v + Re v = (o + 1)Ej(0x{, ) + 02 Er(0a, 1) + BE(vi41)
Substituting the expected values according the dynamic information:

RfOC]OX? + Rrop0a; —|—Rfﬁ1v1t +Rfﬁ2\/2t = (OC] + 1)(W1 10X? “+ w08, + V];)
+ 0 (W08, +va;) + B171vie + Payava
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Solving the equation based on that the probability should be one, thus:

Reon = (o1 + Dwny Ryoy = cqwin +wn oy (Re — wip) = wyy
Rroy = (9(] + 1)W12 + caw - Rioy — cowoy = (‘Xl + 1)W12 9(2(Rf _ Wzg) _ (0(1 4 l)wu
Refy = (o1 + 1)+ By Refy— Biyy = (o1 +1) Bi(Re = 71) = (u+1)
Rify = o+ oy, Refy = Boryy = o2 Ba(Re — 75) = o2
o = RfW‘\/lt” o = Rfv:IVIV”
w o ). R*
o ] 2R —wn) = (Rf St Dwn o (R — w) = (MR,
R =) = g BulR — 3 = et
(Rt —7p) = o2 By = R'ogh
= wa‘vltu
Ru
& 3 5
B = ®mwwm
By =555
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