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Foreword

Attracting private and public equity investment is increasingly necessary for growing microfi-
nance institutions, especially as they become regulated entities with significant capitalization 
requirements.  At the same time, commercially-minded investors are seeing microfinance as an 
attractive asset class for their portfolios. As these investors make equity investments, receive 
market-rate returns and negotiate successful exits for their investments, they create demonstra-
tion effects that in turn, may further interest in equity investment in the microfinance sector. In 
order to facilitate negotiations and keep the playing field level between commercial investors and 
microfinance institutions, Women’s World Banking (WWB) believes it is imperative that microfi-
nance institution managers understand basic valuation concepts and the ways in which commer-
cial investors will determine the economic worth of their institutions.  

Equity valuation of microfinance institutions has been the topic of research studies, including 
those that have focused on commercialization as well as on equity investment trends. While this 
literature has contributed much to the body of knowledge surrounding equity investment in 
microfinance, these publications generally refer to broad concepts, but rarely provide a detailed 
explanation of the process or examples of practical application.   

This equity valuation toolkit was developed by the WWB Capital Markets Group, in collabora-
tion with TreeTops Capital, in response to the increasing demand from our network members to 
understand equity valuation concepts and methodologies and apply them to their own institu-
tions. The following guide introduces and explains relevant valuation concepts and provides 
a practical application of these concepts. Although this was designed as a self-study guide, the 
WWB Capital Markets Group is always available to assist our network members in using this 
toolkit, conducting equity valuations and negotiating with investors.

I would like to thank the Interamerican Development Bank and Treetops Capital for making this 
publication possible.

We hope you will find the toolkit useful.     

Mary Ellen Iskenderian,  
President and CEO, Women’s World Banking
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InTroduCTIon 

Valuation, the process of determining the economic worth of an entity, is a fundamental part of 
corporate finance.  The valuation of a company captures its perceived worth at the present time 
based on the value it will generate in the future. Because valuation is forward-looking, it is also 
somewhat subjective. The output of the chosen valuation methodology is only as accurate as the 
input, or the assumptions and projections it is based upon. It is important to remember that valu-
ation is not an exact science, and there is no one right way to value a firm. There are advantages 
and disadvantages to all the current methodologies and the best way to estimate the true value of 
a company is to apply a variety of approaches.

It is important for MFI managers to have an understanding of valuation, including the advantages 
and complexities of the different methodologies, in order to more accurately assess the value of 
the MFI. Understanding valuation is especially important for MFIs going through any of the fol-
lowing processes/events that require valuation skills:

• Transformation

• Raising equity and quasi-equity capital

• Mergers and acquisitions

• Joint ventures

• IPOs

Understanding valuation can help MFIs achieve fairer valuations and attract greater equity 
investment from private investors. For many MFIs—especially those in the process of expand-
ing—obtaining equity and quasi-equity financing is critical to building a solid capital base from 
which to leverage growth.1   Although foreign and private equity investment has increased in the 
last few years, many mainstream commercial investors lack a deep understanding of the microfi-
nance industry and its business model. This restricts investment in the sector and can also cause 
investors to undervalue MFIs by putting an unnecessarily large discount on factors such as lack 
of liquidity and transaction history. MFI managers who are able to employ robust valuation 
methodologies and understand the caveats and challenges of valuing microfinance institutions, 
especially relative to traditional emerging market banks—considered the closest comparable 
companies2—will be better prepared to negotiate valuation with commercial investors. This can 
potentially lead not only to a more favorable valuation outcome, but also increase investor con-
fidence in the transparency and sophistication of the MFI’s management—factors that are often 
taken into account by investors.   

Understanding valuation can also help MFIs make better capital structure decisions. Studies have 
shown that many MFI managers do not accurately assess the true all-in costs of various forms of 
financing in their capital structure.  This may be  due, in part, to their historical reliance on subsi-

1 CGAP. p. 3
2 Companies whose business lines, markets and financial ratios are similar to those of the company being studied, and whose value is 
used to estimate the value of the company being studied
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dized capital and grants3,  which do not reflect the true cost of lending or investing money. 

Understanding valuation will allow MFI managers to understand the true cost of equity and 
make better capital structure decisions, optimizing the amount of equity, debt and other forms of 
financing on the balance sheet to achieve lowest-cost financing.

Understanding the effect of market forces on an MFI’s value can help managers in their long-
term strategic planning, such as timing the raising of equity. For example, when market condi-
tions are favorable, valuations are usually higher, and an MFI will be able to attract a higher price 
for its equity.

Purpose and Structure of the Tool

This tool provides MFI managers with a theoretical understanding of how to value their institu-
tions.  Sections 2 and 3 describe various methodologies commonly used to value traditional fi-
nancial institutions, explains the many concepts used in those methodologies and outlines some 
of the challenges and caveats when applying these methodologies to MFIs.  It also discusses 
considerations for choosing the most appropriate methodology based on the lifecycle stage of 
the MFI, although it is always recommended to apply more than one methodology since valua-
tion is not an exact science.    

This tool goes beyond helping managers develop a theoretical understanding of valuation.  The 
last section guides the user through a detailed, practical example of how to conduct a compre-
hensive valuation of a fictitious MFI using an Excel valuation model [Practical_Exercise_Model.
xls] and an answer key [Practical_Exercise_Answer_Key.xls] included in the attached disk.  It 
employs a combination of the different methodologies addressed in this toolkit. 

After reading this overview and completing the practical exercise, MFI managers will have the 
understanding and tools they will need to value their own MFIs, using an additional Excel model 
[Customizable_Model_with_Comparable_Data_as of April 2009.xls,]  also included in the 
attached disk. This model can be tailored to an individual MFI by inputting the MFI’s own as-
sumptions and financial statement forecasts, choosing the appropriate comparables to use, and 
updating the comparable data as necessary.

seCTIon I:  selF-sTudy GuIde To eQuITy ValuaTIon 
ConCePTs and MeThodoloGIes

A microfinance institution will generally be classified by a commercial investor as an “emerging 
market financial institution.”4  Similar emerging market financial institutions are used to establish 
a basis of comparison for valuing an MFI.  This is called Comparables Analysis, and is the first 
valuation methodology discussed in this toolkit.  The other approach commonly used to value 

3 CGAP. p. 1.
4 Meehan. p. 15.
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companies is the Discounted Cash Flow (DCF) Analysis, and is the second valuation methodol-
ogy discussed in this toolkit.   The main difference between the comparables approach and the 
DCF is that the comparables valuation is a relative approach, based on the valuation of the finan-
cial institution’s peers at a specific point in time, and the DCF valuation is a detailed, forward-
looking analysis of that firm’s own projected performance. 

There are a few slightly different models that are used to discount cash flows of financial institu-
tions—these include the Free Cash Flow to Equity Model, the Residual Income Model, and the 
Dividend Discount Model (DDM). There is no industry consensus on which discounted cash 
flow approach is most appropriate to use for valuing MFIs (or financial institutions in general), as 
there are some slight differences and advantages to each model. A common misconception is that 
the DDM should only be used for public financial institutions (or mature MFIs) with a defined 
dividend policy.  However, this model is also appropriate for MFIs that do not pay dividends 
and do not plan on paying dividends in the future, as well as for privately-held institutions. In 
the DDM, “dividends” are defined as the MFI’s projected excess returns after assuming a certain 
capital adequacy ratio.  Dividends represent what an MFI could potentially pay out to investors 
after setting aside a pre-determined or required amount of capital.

Valuation Methodologies

1) Comparables

Comparable 
Acquisitions

Gordon Growth
Model

Ending Multiple

Price-to-Earnings
Multiple

Price-to-Book Value
Multiple

Terminal Value

Discount Rate
Cost of Equity 

(CAPM)

Comparable Traded
Companies

2) DCF - DDM

Key Learning Concepts

 

All discounted cash flow models are appropriate for young, growing MFIs. However, this toolkit 
recommends using a DDM approach because it takes into account an MFI’s capital adequacy 
requirements, and also allows for the flexibility to adjust this ratio if necessary (for instance, 
whether an MFI will need to raise this ratio in the future due to transformation or deposit mobi-
lization).    
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1. Comparables Valuation Concepts

1.1. Multiples Overview

One of the simplest approaches to valuation is using comparable multiples. Before discussing 
the two comparable methods most widely used, we will describe two multiples commonly used 
to derive these methodologies: price-to-book-value multiple and price-to-earning multiple.  A 
multiple is the ratio between the price at which a public company is currently trading and its 
projected financial results, or for private companies, the price an investor has paid to invest in the 
company and its projected financial results. Multiples represent how many dollars (or appropri-
ate local currency units) an investor is willing to pay for every dollar of earnings or book value 
the MFI is projected to generate. For MFIs, the most important financial results are projected 
year-end earnings, projected following-year-end earnings and current or projected year-end book 
value. 

The advantage of using multiples is that this is a simple and straightforward method, based on 
the assumption that the valuation or price paid for the MFI should be similar to the valuation 
of a comparable peer group  In general, the best comparables for MFIs are other MFIs of similar 
size and geography.  An even closer approximation would be provided by also choosing MFIs 
with similar structures, margins, and growth rates. However, due to the lack of available data, 
small, emerging-market financial institutions are often used as the closest approximation to a 
comparable peer group. The challenges of using either approach are in choosing an appropriate 
peer group of comparable companies and finding the relevant information needed to calculate 
the multiple.  

Valuation Methodologies

1) Comparables

Comparable 
Acquisitions

Gordon Growth
Model

Ending Multiple

Price-to-Earnings
Multiple

Price-to-Book Value
Multiple

Terminal Value

Discount Rate
Cost of Equity 

(CAPM)

Comparable Traded
Companies

2) DCF - DDM

Key Learning Concepts

Price-to-Book Value
Multiple

1.1.1 Price-to-Book Multiple

The price-to-book value ratio (P/B) is the most commonly used multiple for valuing financial 
institutions. For publicly traded banks, this multiple compares the market value of equity to the 
book value of equity.  Market value of equity is calculated as shares outstanding multiplied by 
price per share, which is public information for public companies.  Book value of equity is the 
net asset value, or assets minus liabilities, according to the company’s balance sheets.  For pri-

8



vate companies whose price is not publicly traded on a stock market, the price is the perceived 
valuation of the company (often the price at which a recent acquisition was made) divided by the 
book value. This multiple is appropriate for banks, as their intrinsic value is derived from using 
their equity base to increase leverage and generate more assets.  A higher multiple is reflective of 
a greater perceived growth potential, or the ability to generate more productive assets.  

The general formula is:  Price/Book Value

Advantages and complexities of using this multiple to value an MFI:  The price-to-book 
value  multiple is often used to value MFIs because they operate similarly to commercial banks 
and their value is mainly derived from their ability to grow their assets. 5 However, this multiple 
may not be the most appropriate for MFIs in the start-up or early phases of their development, as 
it does not take into account factors such as outreach, portfolio size, and growth potential.6   For 
instance, start-up MFIs typically generate losses and require capital base expenditures to build 
their businesses. As such, their book value continues to decrease over time until they hit a break-
even point. Therefore, applying a book-value multiple to a smaller equity base places a penalty 
rather than a premium on growth aspirations.7 Similarly, a fast-growing MFI may need to reinvest 
its profits, which results in a less favorable valuation when using the price-to-book-value multiple 
and does not capture the MFI’s intrinsic value.  In essence, especially from the point of view of 
a socially responsible investor, it can be argued that a high-growth MFI with a large client base 
would be more valuable than a slower-growing MFI with the same book value but a lower client 
base.  The book value, however, does not capture this outreach dimension.8  

For fast-growing MFIs and start-ups, other multiples should also be taken into consideration 
in addition to this one.   The P/B multiple thus seems to be most appropriate for more stable, 
mature MFI banks.

1.1.2 Price-to-Earnings Multiple

Valuation Methodologies

1) Comparables

Comparable 
Acquisitions

Gordon Growth
Model

Ending Multiple

Price-to-Earnings
Multiple

Price-to-Book Value
Multiple

Terminal Value

Discount Rate
Cost of Equity 

(CAPM)

Comparable Traded
Companies

2) DCF - DDM

Key Learning Concepts

Price-to-Earnings
Multiple

5 Van …. Pg 2
6 Ibid. p. 9.
7 Ibid. p. 9.
8 Rayaprolu & van der Beek. p. 10.
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For margin-based businesses (which include microfinance institutions), the price-to-earnings 
(P/E) multiple is often used for valuation. This multiple compares the market value of equity to 
the MFI’s annual earnings. In the microfinance setting, commercial investors increasingly use 
this multiple as a substitute for the book value for rapidly growing MFIs. However, this multiple 
is only useful for MFIs that have surpassed the break-even point and are generating profits (i.e. 
earnings). In addition, this multiple is based on the assumption that the organization should be 
run as a profitable business. Similar to the P/B multiple, this valuation metric penalizes organiza-
tions that reinvest profits as reinvestment reduces earnings.9  

The general formula is:  Price/ Earnings. 

The information necessary to conduct both P/B and P/E multiples analysis can be derived from 
the following sources:

• Price per share for most public companies can be found on the Internet (i.e. 
at finance.yahoo.com).  The number of shares is listed in the audited financial 
statements, which can generally be found on the company website.  Togeth-
er, market value, or price of the company, can be calculated.

• Prices for private companies are sometimes published in news reports about 
investments or disclosed by the company itself.  If the price paid by an inves-
tor for a certain share of the company is known, then the price, or market 
value of the whole company can be calculated.  (The MicroCapital Monitor 
or other microfinance-specific news reports can be good resources to derive 
this information.) 

• Current book values for public and private companies are available in their 
most recently released financial statements. 

• Projected earnings for public companies are calculated by expert research 
analysts who forecast the financial statements of public companies on a 
quarterly basis. Earnings projections are often expressed on a per-share basis 
and can be found through financial information terminals (i.e. Bloomberg) 
or occasionally on the Internet. Projections for private companies are more 
difficult to obtain but may be available in press releases or through private 
channels.

9 Ibid. p. 10.
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Subscriber-based Valuation Method

The subscriber based method is an interesting approach to valuing MFIs that has been 
suggested in literature but has not been employed to value MFIs in practice. WWB there-
fore does not provide a detailed analysis of  this method in this overview, but is present-
ed here for informational purposes, since it may prove more popular in the future.

Subscriber-based multiples, which are based on the number of subscribers or customer 
accounts (or in the MFI case, borrowers to book value or borrowers to market value), 
are most commonly used in media or communication companies that generate regular, 
monthly income. Because both the microfinance and communication sectors employ 
a business model focused on acquiring a large customer base, increasing revenue per 
customer, and decreasing operational cost per client, the subscriber- or borrower-based 
multiple may capture the intrinsic value of an MFI more than the other multiples men-
tioned here. For example, if an MFI has negative profitability because it is young and/or 
expanding rapidly, its value using the P/E multiple would essentially be negative, how-
ever, the subscriber-based method would capture the growth potential of this young MFI 
in determining its value. 

There are three main difficulties with using this model:

• Identifying a comparable peer group, as the intrinsic value of a traditional 
emerging market financial institution is not captured by the number of bor-
rowers, as previously discussed.  

• Taking into account additional intrinsic factors such as an MFI’s capital 
strength, which is especially relevant for larger MFIs and those that operate 
as banks. 

• Focusing on number of borrowers, and excluding considerations such as 
loan size or interest rate, which are key factors in determining profitability.  
Thus, two MFIs with the same number of borrowers, but with different rates 
and loan sizes, would be valued the same, when this clearly should not be 
the case. An adjustment would have to be made to account for differences 
in profitability.

The usage of a subscriber-based multiple seems to be most appropriate for MFIs in their 
early development stage. It could also potentially be used if an MFI were to expand 
across borders and establish a new MFI in a new country.  In this case, the new entity 
could be valued using this multiple, which would capture its growth potential. 
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1.2. Comparable Methodologies Overview 

There are two major types of comparable valuations: comparable traded companies and compa-
rable acquisitions.

1.2.1   Comparable Traded Companies Valuation

The theory behind comparable traded companies is that the value of an institution should be 
similar to the prices at which comparable companies are currently trading in public markets, after 
accounting for differences in earnings. The quality of the valuation is based on appropriateness 
of the comparable peer group of companies chosen and because only a few MFIs are publicly 
traded, publicly traded small- and medium-sized emerging market financial institutions can be 
considered  the closest comparable peer group.

Valuation Methodologies

1) Comparables

Comparable 
Acquisitions

Gordon Growth
Model

Ending Multiple

Price-to-Earnings
Multiple

Price-to-Book Value
Multiple

Terminal Value

Discount Rate
Cost of Equity 

(CAPM)

Comparable Traded
Companies

2) DCF - DDM

Key Learning Concepts

Comparable Traded
Companies

As a first step, the average P/B and P/E multiple of the peer group should be calculated. Ideally 
a group of 5 to 10 institutions would be used, if information is available. This multiple is then 
applied to the book value and earnings of the MFI being valued. These figures should be derived 
from the same year as its peers. For example, if a peer company’s price is five times the expected 
2008 book value, P/B = 5x, and the date is June 2008, this book value is forward-looking. Thus, 
the MFI should also use its forward-looking 2008 year-end book value when applying the 5x 
multiple to determine its own valuation.

Example:  An MFI in Colombia (called MFI Colombia) may choose to include both publicly 
traded MFIs and smaller Colombian banks as its peer group.  The average of the P/B and P/E of 
the peer group is then taken …
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 Market P/E P/B
Comparable Peer Group Country Value Year 1 Year 1

Micro�nance public comparables

Banco Compartamos Mexico $1,382 13.2x 5.5x
Financiera Independencia Mexico 820 15.5 4.9x

Banks

BanColombia Colombia $6,474 10.3x 2.33x
Grupo Aval Acciones y Valores Colombia 3,899 10.4 1.73
Banco de Bogota Colombia 3,210 NA 2.43
Banco de Occidente Colombia 1,215 NA 1.91

12.4x 3.1xAverage

… and applied to the forward-looking earnings and book value of MFI Colombia (assumed to be 
$2,000 and $8,200 respectively in this example) for that same year to determine its valuation.

Average peer multiple

MFI Colombia 
(earnings and 
book value)  Implied valuation

=Price/Earnings 12.4x x $2,000 $24,800

Price/Book value 3.1x x $8,200 = $25,420
 

Valuation Methodologies

1) Comparables

Comparable 
Acquisitions

Gordon Growth
Model

Ending Multiple

Price-to-Earnings
Multiple

Price-to-Book Value
Multiple

Terminal Value

Discount Rate
Cost of Equity 

(CAPM)

Comparable Traded
Companies

2) DCF - DDM

Key Learning Concepts

Comparable 
Acquisitions

1.2.2 Comparable Acquisitions 

In the comparable acquisitions approach, the multiple is the ratio of the price paid for an MFI 
in a previous acquisition (or new capital raise) to either its book value or earnings at the time of 
the acquisition. If the book value of an MFI at the exact time of the acquisition is not known (i.e. 
it occurs in the middle of the year when figures are only reported at year’s end), then the most 
recently reported book value or year-end estimate can be used.  

Ideally, the earnings at the time of the transaction should be the sum of the earnings of the 12 
months prior to the acquisition. However, if that figure is unknown, judgment should be used 
to decide whether the previous year-end figure or the estimated current year-end figure is more 
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appropriate (i.e. if the date is February 2008, the 2007 year-end value would be closer than the 
2008 year-end estimate).    

This multiple is then applied to the current book value or the earnings of the MFI’s last twelve 
months to be valued, and the value is estimated.  The multiples of as many transactions of similar 
institutions as possible should be averaged to achieve a better approximation. 

The formula is:  

(Price paid by investor/percent acquired)/ Earnings (or book value) at acquisition = multiple 

This multiple is then multiplied by the current recent earnings (or book value) of an MFI to 
determine the price (valuation) of the MFI.  

Example 1.)  Using price-to-earnings 

Investor X acquires a 45% stake in MFI 1 for $450.  The earnings of MFI 1 for the last twelve 
months are $300.

 Price ($450 / 45%) = $1000
Earnings $300

Multiple: $1,000 = 3.3x
$300

Applying this multiple of 3.3x to MFI 2 that has earnings for the last twelve months of $150, the 
valuation of MFI 2 would be $495:

Price = 3.3x
$150

Price = $495

Example 2.) Using price-to-book value

Investor X acquires a 45% stake in MFI 1 for $450.  The year-end projected book value of the 
MFI is $900.

 Price ($450 / 45%) = $1000
Book Value $900

Multiple: $1,000 = 1.1x
$900
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Applying this book value multiple of 1.1x to MFI 2 that has a book value of $450, the valuation 
of MFI 2 would be:

Price = 1.1x
$450

Price = $495

A survey conducted by CGAP and J.P. Morgan10  revealed that the median P/B of private equity 
transactions that occurred between 2004 and 2008 ranged between 1.3x and 1.9x, and that the 
median price to earnings ranged between 7.2x and 7.9x for P/E.  The authors expect valuations 
to decrease to a median of 1.0x P/B in 2009 due to the effects of the financial crisis, but believe 
values should rebound in 2010 and beyond.  These ranges can serve as a guide when performing 
a valuation, but always keep in mind that for the conclusions to be meaningful, actual compa-
rable data must be incorporated into the analysis.  

When using the comparable acquisitions approach, there are certain challenges.  

There is a dearth of publicly available information on MFI transactions. While there have 
been a substantial number of MFI transactions, including equity sales, acquisitions, and even a 
few IPOs, this information is rarely available to the public, and when it is, it is often incomplete. 
If the price paid for the transaction as well as the share of the MFI acquired is unknown, it is im-
possible to produce a multiple.  The next closest comparable peer group for MFIs would include 
acquisitions of small, emerging market financial institutions, ideally from the same country or 
region. While these can be considered as reasonable comparables, there are a number of key dif-
ferences between traditional financial institutions and MFIs, including growth rates, operational 
structure, margins, and capital structure.  

Information, when available, can quickly become dated.  In general, the most recent infor-
mation is the most relevant, so it is important to include the most up-to-date information in 
any valuation analysis.  In the case of the microfinance industry, for example, transactions that 
occurred many years ago may have been priced at lower multiples than they would be priced 
today.  One reason for this is that investors today have a better understanding of the microfinance 
model, and are aware of its attractive risk-reward profile.  However, even transactions that hap-
pened as recently as late 2007 may not be predictive of late 2008, due to the prevailing financial 
crisis, which may impact MFIs through increased funding costs and foreign exchange risk, thus 
lowering valuations.

10 O’Donohue, et. al.
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Valuation Methodologies

1) Comparables

Comparable 
Acquisitions

Gordon Growth
Model

Ending Multiple

Price-to-Earnings
Multiple

Price-to-Book Value
Multiple

Terminal Value

Cost of Equity 
(CAPM)

Comparable Traded
Companies

2) DCF - DDM

Key Leardning Concepts

2) DCF - DDM

2. Discounted Cash Flow Analysis:  The Dividend Discount Model 
(DDM) 

2.1. Overview and Usage

A second valuation method for valuing MFIs is to discount future earnings flows back to the 
present using the expected cost of equity. This method, based on the assumption that an institu-
tion is worth what it can generate in future income, requires detailed financial statement projec-
tions. 

As mentioned previously, there are a few different models commonly used to discount future 
earnings flows. The DDM values an institution’s excess returns, or what it could potentially pay 
to investors, after taking into account a certain capital adequacy ratio (which ranges between 12 
percent and 20 percent in emerging markets). The DDM allows managers the flexibility to adjust 
this ratio as necessary.  For example, if an MFI was expected to begin mobilizing deposits in Year 
3 and would thus need to raise its capital adequacy ratio, the model allows for this change in as-
sumptions and the excess returns would be calculated automatically. 

It is important to note that the DDM can be used regardless of whether an MFI actually pays 
dividends. The valuation is calculated as the sum of the institution’s current and future dividends, 
discounted by an appropriate discount rate.  “Dividends,” in this case, simply mean the remaining 
income after the appropriate amount of capital has been set aside in each year.

2.2. Calculate Valuation Using DDM 

1. Project financial statements over a specific period of time

2. Determine an MFI’s dividends in each projected year

3. Estimate a terminal value  in order to take into account the value of the institution 
beyond the forecasting horizon

4. Determine an appropriate discount rate11 

11 A discount rate is the required rate of return for a particular investment, taking into consideration anticipated risk level.  It is called a 
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5. Discount the projected dividends and terminal value and add them to determine the 
institutions’ current monetary value to shareholders  

The following sections explain each of these five steps in detail.

2.2.1. Project Financial Statements

This entails projecting the balance sheet and income statement line items of an institution for a 
specific period of time, making critical assumptions about growth rates, funding costs, and inter-
est rates charged to clients. While financial institutions typically project financial statements for 
five to ten years, the forecasting horizon is normally shorter for MFIs, usually three to five years.  
For fast-growing MFIs or those that will be undergoing transformation, the period is generally 
three years, because  it becomes more difficult to make reasonably accurate forecasts for longer 
periods. 

2.2.2 Determine Dividend Projections

Determining dividend projections requires projecting the maximum amount of dividends that 
an MFI could potentially pay out while maintaining the minimum capital requirement set by its 
regulator. The following three steps have to be performed:

i. calculate the projected amount of equity needed each year to maintain a 
minimum or desired capital adequacy ratio (i.e. if expected total risk-weight-
ed assets are projected to be $100 and the minimum capital adequacy ratio 
is 12 percent, then the equity required is $12).  For MFIs, the majority of 
its assets are considered to be 100 percent risk-weighted, with a few small 
exceptions, such as cash (which should not be higher than 5 to 20 percent 
of assets, depending on whether an MFI accepts deposits).  Thus, a conser-
vative assumption of risk-weighted assets for an MFI would be somewhere 
between 80 and 100 percent of total assets, although prudential regulations 
will spell out exactly how risk-weighted assets are calculated. 

ii. calculate how much additional equity is required each year to meet the mini-
mum capital adequacy ratio calculated in step (i).

iii. calculate potential dividends each year by subtracting the amount calculated 
in step (ii) from net income. If this amount is negative, it means that addi-
tional equity must be raised or that risk-weighted assets must be reduced (i.e. 
slow portfolio growth).

discount rate because cash flows will be discounted at the required rate of return to determine present value. 
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2.2.3. Estimate a Terminal Value

As forecasting requires a certain amount of speculation on the future, it is difficult to make rea-
sonable predictions about expected dividends beyond a certain number of years. Therefore,
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2) DCF - DDM

Key Learning Concepts

Terminal Value

 to value the cash flows beyond the forecasting period, a terminal value is added to the last year 
of the projected dividends. A terminal value is the present value of the firm’s estimated remain-
ing value after the forecasted period (i.e. after the projected 3 to 5 years.)  The terminal value 
represents all of the value of the firm beyond the forecasted years.  Because of the length of time 
represented by the terminal value, the total valuation of the company is highly dependent on it, 
and thus it is important to calculate it as accurately as possible.

There are two commonly employed methods to calculate a terminal value: the ending multiple 
and the Gordon Growth Model.  The method used to determine the terminal value is dependent 
upon the lifecycle stage of the MFI.  For MFIs that are either young, growing rapidly, or that 
may be transforming at some point in the future, the ending multiple approach should be used 
to calculate a terminal value.  Most MFIs fall under this category.  For more established, mature 
MFI banks, the Gordon Growth Model can be used. This model should be used with caution, 
however, as it is only appropriate for MFIs that are assumed to have stable growth rates. 
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2.2.3a. Ending Multiple

To use this approach, the value of the enterprise (in this case, the net income) in the final year 
of projections is multiplied by a multiple that reflects the ongoing growth potential of the busi-
ness.  When valuing MFIs using a DDM, a net income or earnings multiple can be used.  It may 
be confusing as to why dividends are being discounted in the projected years, and then suddenly 
earnings are used for the terminal value.  In essence, it is as if the MFI is being valued in the last 
year of the projections (i.e. Year 5), using an earnings multiples approach.  As dividend multiples 
are not commonly available or publicly disclosed and vary according to different dividend poli-
cies in different countries, we revert to the more commonly used earnings multiple for which 
there will be public information.  This multiple will be either lower or higher than an MFI’s cur-
rent earnings multiple, based on whether the MFI is expected to grow at a faster or slower rate 
after the forecasted period. For instance, if an MFI operates in a competitive environment and 
expects to grow at a slower rate in the long run, a discount to its current earnings multiple should 
be applied.  The discount amount depends on how much growth is expected to slow.  Refer back 
to section 1.1 for a review of the discussion on multiples.

Example using ending earnings multiple:  MFI 3’s projected net income and dividends are listed 
below. Comparable regulated MFIs or banks in its country trade at an earnings multiple of 12.5x.  
As MFI 3 expects its growth to slow in the long run, a 20 percent discount was applied to arrive 
at an ending earnings multiple of 10x.  This implies a terminal value (before discounting) of 
$40,000.

 

Net income
Dividends

2009 E

$2,000
$400

2010 E

$3,000
$600

Last year projected income $4,000
Selected net income multiple* 10x
Terminal value (before discounting): $40,000

* Discounting the 12.5x current multiple by 20% to 10x to account for slower future growth

2011 E

$4,000
$800
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2.2.3b. Gordon Growth Model

The Gordon Growth Model method for calculating terminal value should only be used for 
mature MFIs that have reached a point where they can assume a constant growth rate into the 
future.  The formula for the Gordon Growth Model (GGM) is:

Terminal value at the start of the final year = NI /(r-g) where:

NI is the net income of the final year projected 

r is the discount rate used (explained in the following section)

g is the long-term12 growth rate of earnings after the final year of projections (this 
number attempts to capture the next 10 to 20 years of the institution’s value)

Terminal value using GGM: 

Net income
Dividends

2009 E
$2,000

$400

2010 E
$3,000

$600

Projected 2011 Net income $4,000

Discount rate ( r ) 21%
Long-term growth rate ( g ) 3%

Terminal value= Net income last projected year

Terminal value= $4,000
             ( 21.0% - 3.0% )

Terminal value = $22,222

( r - g ) 

2011 E
$4,000

$800

12 Long-term growth rate is often approximated by using the long-term expected GDP growth rate of the country in which the firm is 
located.
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2.2.4. Calculate an Appropriate Discount Rate

A discount rate is essentially the required rate of return for a particular investment, taking into 
consideration the anticipated risk level. When valuing financial institutions, the appropriate 
discount rate is called the cost of equity, which is essentially the required return that shareholders 
would expect by investing in this firm. It takes into account both the intrinsic risk of the micro-
finance institution and the sovereign risk of the country the MFI operates in. For public compa-
nies, the intrinsic risk is generally estimated by comparing the stock price of the company being 
valued with the stock performance of the broader domestic market. If the company experienced 
larger price variations than the broader market, it is perceived as more unpredictable and, as a re-
sult, riskier.   However, because most MFIs are not publicly traded and do not have a stock price, 
it makes the assessment described above more difficult.   

One approach to calculating the cost of equity is to use the risk-adjusted Capital Asset Pricing 
Model (CAPM). The CAPM is typically used to calculate the cost of equity for financial institu-
tions that are publicly traded. For financial institutions that are not publically traded, such as 
most MFIs, determining the cost of equity is much more difficult.  Because the cost of equity 
is generally used as the discount rate in the DDM, and the discount rate is the value used to 
discount all the future dividends and the terminal value back to the present to come up with a 
valuation, getting the cost of equity right is very important to the whole valuation exercise.  The 
fact that it is difficult to estimate is considered to be one of the main drawbacks or complexities 
of using the DDM to value MFIs.

Applying the CAPM to publicly traded MFIs:

The formula used to calculate CAPM is as follows:  

CAPM  = rf + (β)(market risk premium) + country risk

rf is the risk-free rate, which is the rate of return that investors expect to make on 
a completely risk-free investment that has no correlation with markets. As there is 
no security that meets all of these requirements, a proxy is used, which is often a 
government security.  Most investors use the long-term US treasury rate (between 
10 and 20 years). 
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β is the “beta” of the institution, which assesses the intrinsic risk of a company by 
measuring the volatility or daily changes of a particular institution’s stock price 
relative to the volatility or daily changes in the index price of the overall market.  

Market risk premium represents the difference between the return on investing 
in the overall stock market and the return on the risk-free rate.  This is essentially 
the extra premium required to encourage investors to invest in the stock market, 
rather than in the “risk-free” government security.  There is no consensus as to 
which long-term market risk premium to use, but currently it estimated to be 
around 7 percent for developed countries. 

Country risk premium represents an additional premium that is added to the 
CAPM to account for emerging market risk. This premium is often the additional 
rate charged on the country’s sovereign debt over the comparable US Treasury 
rate,  known as the sovereign risk spread of that particular country.13 If that par-
ticular country does not have internationally traded government bonds, then the 
country risk of a close neighbor with similar characteristics can be used.  This 
country risk premium is added to account for the notion that international inves-
tors looking to invest in a foreign country may consider additional risk factors 
related to that country, such as the macroeconomic or inflationary environments, 
liquidity of capital markets, existence of capital controls, and political and regula-
tory stability.   If the investor is local to the market, such an investor may not add a 
country risk premium.  

Example:  Determining the cost of equity of a publicly traded emerging market 
MFI:

CAPM  = rf + β*(market risk premium) + country risk premium   

rf 4%
Beta 2
Market risk premium 7%
Country risk premium 3%

CAPM = 4% + (2)(7%) + 3% = 21%

Applying the CAPM to non-publicly traded MFIs

With a few exceptions, MFIs are not publicly traded, and thus do not have a beta, 
which is an important input in the CAPM.  There are a few ways to get around this 
issue, none of which are fully satisfying.  

Estimate beta:  The beta can be estimated by using the historical beta of a basket 

13 Sovereign risk is usually measured by the spread paid on investing in that country’s government securities, less the return earned on 
U.S. government securities.
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of publicly traded banks that are of a similar size and geographies as the MFI.14   
However, this approach is a bit difficult and also inherently assumes that MFIs 
have the same level of risk as regulated banks. Studies have shown, however, that 
MFIs may have a lower correlation with the market than formal financial institu-
tions, and as such, they may have lower risk.15  

CAPM-proxy:  One simplifying method to calculate CAPM is to assume beta 
equals 1 and market risk premium is equal to 7 percent.

Hurdle rate:  Given the absence of established industry standards and the chal-
lenges detailed above, a hurdle rate is sometimes used as a discount rate to value 
MFIs, bypassing the CAPM altogether.  A hurdle rate in this context refers to the 
minimum rate of return a proposed investment must generate in order to encour-
age investor participation. For example, by market convention, a truly commer-
cial investor may choose a hurdle rate of approximately 35 percent, while a more 
socially responsible investor’s hurdle rate would be more in the range of 12 to 20 
percent, and a fully ‘social’ investor could use around 5 percent. These hurdle rates 
will ultimately depend on the return expectations of the individual investor.  

2.2.5.  Discount the Projected Dividends and Terminal Value to Arrive at Valuation

To discount the dividends and terminal value, the general formula used is:  

Present value = The sum of periods 1 through n of

 (Future Value of period # / (1+ discount rate (r)# period) 

In this step, the projected dividends and the terminal value are discounted using this formula and 
the cost of equity determined in the step above.

Present value (PV) of MFI = [Sum of discounted stream of dividend payments 
(D)] + [discounted terminal value] 

When projecting 3 years ahead, the formula would be: 

PV of MFI = [D1/(1+r) + D2/(1+r)2 + D3/(1+r)3]  +   [Terminal value/ (1+r)3]

14 Lorca. p. 4.
15 Krauss and Walter. p. 23.
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Example:  Valuation of MFI ABC, using an ending multiple 10x and a discount rate of 21%.

2009E 2010E 2011E
Net income $2,000 $3,000 $4,000
Dividends $400 $600 $800

Last year projected income $4,000
Selected net income multiple* 10x
Terminal value (before discounting): $40,000

Using the discount rate (CAPM) of 21% calculated above, the value of the MFI is as such:

 Value of MFI = + + +

 

Value of MFI = $23,771

$400
(1+ .21)

$600
(1+ .21)2

$800
(1+ .21)3

$40,000
(1+ .21)3

The main advantages of the DDM are that it is the most rigorous, transparent approach and that 
it allows for the examination of a range of alternative scenarios.  It can be used to value MFIs in 
all lifecycle stages of development, as it provides detailed, flexible, and transparent projections. A 
DDM analysis is especially appropriate when an MFI’s past performance is not representative of 
its future performance, because the assumptions and forecasts can be adjusted as necessary. Spe-
cifically, it is useful when valuing fast-growing MFIs that are experiencing a period of significant 
structural changes, e.g. transitioning from a non-regulated financial institution into a bank.16 In 
addition, the DDM method provides the advantage of analyzing different possible scenarios and 
determining a valuation range, which is especially useful if expected cash flows are very volatile 
and there is uncertainty around key assumptions such as cash flow projections, terminal value 
and discount rate.  

As noted, the two most widely recognized disadvantages of using the DDM are:

1. The output (valuation) is only as accurate as the input. The DDM requires detailed 
financial forecasting, which is based on a set of underlying assumptions, such as 
expected growth rates, interest rates, loan default rates, etc. Small changes in these as-
sumptions can greatly influence the value of the MFI.

2. The valuation is also highly sensitive to the discount rate as well as the terminal value. 
As we will see in the example in section 3, the terminal value is a significant portion of 
the total value, and it is generally difficult to estimate, especially when institutions are 
evolving rapidly or their future is unknown.

In order to deal with some of these issues, a sensitivity analysis is strongly recommended.   

Example of a sensitivity analysis:  As shown below, the value of MFI 3 varies depending on the 

16 O’Brien. p. 281.
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net income multiple used to calculate the terminal value as well as the chosen discount rate.  Us-
ing a net income multiple of 10x and a discount rate of 21%, MFI 3 is valued at $23,771.  With 
lower discount rates and higher net income multiples, the value is higher. The impact on valua-
tion of changing estimates of discount rates and net income multiples is quite significant, demon-
strating the importance of estimating these values correctly and agreeing on them with potential 
investors.

 Discount rate
19% 21% 23%

8.0x
Net income multiple 9.0x

10.0x

11.0x
12.0x

$20,224
$22,598
$22,971
$27,345
$29,719

$19,225
$21,513
$23,771

$26,029
$28,287

$18,348
$20,498
$22,647
$24,797
$26,946

3. Non-Quantitative Considerations in Valuation

In addition to the inputs and assumptions that have been discussed as part of the valuation 
methodologies, there are a number of other factors that can potentially impact a firm’s value.  An 
understanding of these forces can provide valuable insight on why certain companies are per-
ceived to be overvalued or undervalued at the time of acquisition or IPO.   

Qualitative Factors: Additional considerations that are not only driven by economic value may 
drive up the value of an MFI.  For instance, if an investor has strategic priorities in mind when 
acquiring an MFI (i.e. if an MFI is located in a target region or meets certain other criteria), this 
may influence how much he or she is willing to pay for a stake in that MFI.  Investors may also 
pay more or less for a stake in an MFI depending on other qualitative factors, such as manage-
ment quality or customer base that they believe influence its value. 

Sovereign risk: For the most part, the sovereign risk of a country (or the perceived risk of invest-
ing in that particular country) is captured in the country risk premium used in the risk-adjusted 
CAPM.  However, in the event of a significant political or economic disruption (such as political 
unrest or regime change, sovereign default, currency devaluation, or a natural disaster), investors 
could place more emphasis on this perceived risk and drive down valuations. 

Market Forces: Market forces can play a large role in determining the price paid for an institu-
tion.  For example, if there is a scarcity of investors willing to invest equity in microfinance 
(for example, during a financial crisis), then a valuation may be driven lower, due to the lack of 
competition in the market. Companies and individuals pay less for a share in a firm when there is 
little competition for it.

On the flip side, an abundance of capital and a lack of investment opportunities can substantially 
drive-up valuation as investors seek to diversify their portfolio holdings. The high valuation of 
Banco Compartamos’ IPO was driven by the extraordinary performance of the bank but also by 
the scarcity of financial institution investment opportunities in Mexico.
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Case Study: Banco Compartamos

On April 19th, 2007, Banco Compartamos, the largest pure microfinance player in Latin 
America, offered equity through an initial public offering (IPO) in the Mexican stock ex-
change, attracting investors from the U.S., Europe and Latin America. The Compartamos 
IPO was regarded as extremely successful, as it achieved a valuation well above those 
of its peers.  This high valuation was driven by investors’ demand for shares of Banco 
Compartamos; the total demand was 13 times larger than the size of the total offering. 
As a result of high demand and low supply, the price (valuation) of Compartamos’ shares 
greatly exceeded initial valuation expectations. 

Price-Earnings ’07 at the IPO

Price-Book Value at the IPO

According to market research conducted at the time, Banco Compartamos’s story was 
highly compelling to investors, which contributed to the high share price.  The primary 
factors for the high share price included:

Promedio: 
15,0x

Bancos LatinoamericanosMicrofinanzas

Fuente: Estudios de Credit Suisse
Nota: El P/E de Compartamos ha sido calculado basado en ganacias del 2006 mientras que las instituciones 
comparables se han basado en ganancias del 2007

11,1x

African Bank
South Africa

14,3x

Bank Rakyat
Indonesia

15,1x

Banorte
Mexico

17,0x

Corpbanca
Mexico

13,0x

Bancolombia
Colombia

18,5x

Inbursa
Mexico

14,7x

Credicorp
Peru

12,2x

Unibanco
Brazil

13,4x

Macro
Mexico

24,2x

Compartamos
Mexico

Promedio: 
3,5x

Bancos LatinoamericanosMicrofinanzas

1,8x
2,1x

2,9x

3,8x 3,6x 3,2x
3,0x

5,4x
5,7x

12,8x

Fuente: Estudios de Credit Suisse

African Bank
South Africa
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Mexico

Corpbanca
Mexico

Bancolombia
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Mexico
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Brazil
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Mexico
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Mexico
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• Banco Compartamos’s extraordinary operating performance:

 » Superior profitability and growth

 » Excellent management team

 » Newly received banking license which allowed Compartamos to at-
tract deposits

• Mexico’s largely underpenetrated market created the expectation of future 
sustained growth

• Banco Compartamos benefited from scarcity value. Banorte and Inbursa 
were the only two financial institutions listed on the Mexican Stock Ex-
change and institutional investors had a very limited opportunity to diver-
sify their portfolio holdings of Mexican banks

• Solid macroeconomics factors including consistent GDP growth and stable 
currency and monetary policy

• Stable regulatory framework—the Mexican government was supportive of 
microfinance and was not going to introduce interest rate caps.

Compartamos’s share price rallied from 40 Mexican pesos at its IPO in April 2007, reach-
ing 69 Mexican pesos in June 2007, a 73 percent increase versus IPO price. However, 
since September 2007, the bank suffered a sharp decline, along with its peers, and its 
share price fell to 19.6 Mexican pesos in November 2008. While it is not the intention of 
this paper to discuss the reasons of such a decline in Compartamos’s share price, it is 
worthwhile to mention that Compartamos’s operating performance did not experience 
any major deterioration and remained more or less in line with historical averages. 

“The bottom line came in line with our estimates. We saw some de-
celeration in total loan growth on a quarterly basis, as expected, but 
on a yearly basis, loan growth remains strong. In addition, we saw that 
loan growth was positively translated into an increase in margins. We 
maintain our view that Compartamos’s business model is less sen-
sitive to Mexican economic outlook changes compared to peers.” 
—Credit Suisse analyst report - October 21, 2008

The decline in Compartamos’s stock price can perhaps be better explained by market 
forces. Since July 2007, investors have revised their expectations for emerging market 
performance. As liquidity began to dry up in international capital markets, international 
investors began selling their stakes in emerging markets equity to refocus their attention 
domestically.  The ensuing financial crisis thus served to adversely impact Comparta-
mos’s stock price. 
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Banco Compartamos - Stock Price Evolution Since IPO.

 

$0

$10

$20

$30

$40

$50

$60

$70

A
pr

-0
7

M
ay

-0
7

Ju
n-

07

Ju
l-0

7

A
ug

-0
7

S
ep

-0
7

O
ct

-0
7

N
ov

-0
7

D
ec

-0
7

Ja
n-

08

Fe
b-

08

M
ar

-0
8

A
pr

-0
8

M
ay

-0
8

Ju
n-

08

Ju
l-0

8

A
ug

-0
8

S
ep

-0
8

O
ct

-0
8

N
ov

-0
8

Mexican Pesos
Maximum price since IPO

Minimum price since IPO

+73%

-57%

28



An MFI should determine where it falls within these categories and strive to understand how 
these factors influence perception of its market value and negotiations.  

In order to see how different factors, both external (macroeconomics, market forces), as well as 
company-specific (profitability, growth, etc.), can influence the valuation of a company, it is help-
ful to analyze the valuation of publicly traded stock.

4.  Taking Into Account a Range of Methodologies

This toolkit outlines two common approaches relevant to valuing emerging market financial 
institutions—comparables (traded companies and acquisitions) and the Dividend Discount 
Model.  In addition to the challenges of accurately valuing a traditional financial institution, ap-
plying these models to value MFIs presents additional difficulties in:

• Identifying a comparable peer group that is publicly traded 

• Finding data on microfinance transactions, given their short history, and a 
dearth of publicly available information about them

• Determining an appropriate discount rate, as most MFIs are not publicly 
traded and thus do not have a beta

• Choosing an ending multiple that is reflective of an MFI’s future growth

Due to these challenges, it is recommended that different valuation methodologies be employed 
to value MFIs.  Different methodologies will produce different results, and by using sensitivity 
analyses and taking into a range of valuation results into account, an appropriate valuation range 
can be determined.  This will be demonstrated by the practical exercise in Section II of this over-
view, along with the corresponding discussion on how to determine an appropriate range.  

Note: It is important to denote the sensitivity of valuation results. MFI managers should un-
derstand and discuss the different assumptions and methodologies used when negotiating with 
third parties. When entering into negotiations with investors, it may be appropriate for the MFI 
to share some of these assumptions to help investors maximize their own valuations, but infor-
mation should be shared gradually and with discretion. At the same time, MFI managers must 
be aware that fully disclosing valuation estimates to these parties may be disadvantageous, as this 
may cap potential acquisition prices or limit negotiating power.

4.1 Taking Into Account the Lifecycle Development of an MFI

As we have discussed, it is important to account for an MFI’s lifecycle stage when valuing it; for 
instance, whether it is a start-up, in a growth/transformation phase, or in a more stable, mature 
phase of development. The graph below summarizes the recommended valuation methodologies 
according to the MFI’s lifecycle stage.
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Start-up Phase

< 4 years
Growth/Transformation

Phase
4-8 years

Mature phase
> 8 years

Investor type

Recommended 
valuation 
methods

Source: based on Murphy, 2008, p. 9

• Multinationals
• NGOs
• Donors

• Earnings multiple
• Subscriber-based

multiple
• DCF/DDM

• Venture Capitalists
• Private Equity
• SRIs

• DCF/DDM
• Earnings multiple

• Fully commercial 
investors

• Book value multiple
• DCF/DDM
• Gordon Growth Model
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seCTIon II:  PraCTICal exerCIse 

This section serves as a practical exercise and should be used in conjunction with the Excel valu-
ation model provided in the toolkit. It also serves as a case study, walking the user step-by-step 
through valuing a fictitious MFI (called MFI ABC). The case study has an accompanying Excel 
model, [Practical Exercise Model.xls], which is automated to minimize calculation, though all 
calculations are available for reference. MFI ABC’s financial projections are included in a separate 
Excel file [MFI_ABC_Projections.xls.]  The approved solution is described in the Practical Ex-
ercise, but is also available in the accompanying Excel model [Practical_Exercise_Answer_Key.
xls.]  Also included is an Excel model that MFIs can tailor to value their own institutions after 
completing the case study [Customizable Valuation Model_with Comparable_Data_as of April 
09.xls] .The case study is set in November of 2008, and thus the Practical_Exercise_Model.xls 
contains comparables as of that date. The Customizable Valuation Model_with Comparable_
Data_as of April 09.xls has updated comparables as of April 23rd, 2009.

These components can be found in the disk accompanying this toolkit.

• Practical_Exercise_Model.xls: (used to value MFI ABC), with comparable 
and market data as of November 28, 2008

• MFI_ABC_Projections.xls: MFI ABC’s financial statement forecasts, neces-
sary to complete the Practical Exercise 

• Practical_Exercise_Answer_Key.xls 

• Customizable Valuation Model_with Comparable_Data_as of April 09.xls: 
Used to value the user’s own MFI, with comparable and market data as of 
April 23, 2009

Each evaluation model is broken down into four color-coded parts, with corresponding color-
coded tabs as follows:

 Tab 1.0 Valuation #1: Comparable traded companies

Tab 1.1      Comparables: Publicly traded MFIs 

Tab 1.2      Comparables: Latin American small-cap banks

Tab 2.0 Valuation #2: Comparable acquisitions multiples

Tab 3.0 Valuation #3: Dividend discount model (DDM) key assumptions

Tab 3.1      Actual �nancial forecasts

Tab 3.2      DDM �nancial forecasts

Tab 3.3      DDM valuation output and sensitivity analysis

Tab 4 Final valuation chart: Ranges of all three methodologies
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The Practical Exercise has six steps which correspond to the parts of the model and the tabs in 
the model as follows: 

Step 1 Choose a comparable peer group from tabs 1.1 through 1.2 (Tab 1.0-1.2)

Step 2 Add any additional comparable acquisitions if information is available (Tab 2.0)

Step 3 Input key assumptions for DDM model (Tab 3.0)

Step 4 Forecast income statement and balance sheet (Tab 3.1-3.2)

Step 5 Review the DDM results and run a sensitivity analysis (Tab 3.3)

Step 6 Review �nal valuation chart and choose a reasonable range (Tab 4)

After each step is described, a text box will show how this step is applied to value MFI ABC.  To 
maximize understanding of valuation analysis, we encourage the user to actually input numbers 
into the model given the prompts. A drawing of what the model should look like after each step 
will be shown in order to assure the user that he or she inputted information correctly.  The infor-
mation can also be verified in the Practical Exercise Answer Key. Additionally, tips for using the 
customizable model to value the user’s own institution are included in each step.

1. Case Study: MFI ABC (November 28th, 2008)

Peru’s Economic, Regulatory, and Competitive Landscape:  Implications for MFI ABC

MFI ABC is a fictitious microfinance institution in Peru that transformed from an NGO to a 
regulated financial institution in 2004.  It is one of the ten largest players in Peru and has experi-
enced strong growth of more than 30 percent per year since 2004. This growth has been attrib-
uted not only to MFI ABC’s experienced management team and strong results from operations, 
but also to Peru’s robust economic growth and low inflation as compared to its Latin American 
peers.  

Peru’s favorable regulatory environment has encouraged the entry of many different players into 
the microfinance market in recent years, including several commercial banks. As a result, compe-
tition has increased and interest rates have begun to steadily decline. The sector has also expe-
rienced some consolidation as MFIs attempt more aggressively to capture larger market shares. 
Despite these developments, however, Peru remains a relatively underbanked country.

Another factor expected to adversely impact MFI ABC’s performance is the onset of a global 
financial crisis and general economic slowdown. Investors have already begun to pull money out 
of emerging markets, and capital is becoming increasingly scarce, even for stable, growing econo-
mies such as Peru’s. 

Valuing MFI ABC:  The Three Methods

MFI ABC is currently seeking an equity investor, as one of its founding shareholders is planning 
to reduce its ownership stake. ABC’s management wants to be prepared for its meetings with 
interested commercial investors and thus wants to be able to estimate an approximate valuation 
range for the MFI. After reading the WWB Valuation Toolkit, ABC’s CFO, Fernanda Garcia, 
understands the theory behind the three approaches to valuing an MFI and some of the other 
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factors, such as market forces, that may influence ABC’s valuation. She is ready to use the Excel 
model to value MFI ABC. 

Comparable Traded Companies Analysis

Fernanda knows that in order to value the MFI, it is important to select an appropriate peer 
group for the comparable traded companies analysis.  Fernanda first chooses all of the publicly 
traded MFIs globally, as there are not that many, and she reasons that they will make the best 
comparables given their similar operations, client bases, and sizes. Fernanda will also include 
the two publicly traded financial institutions in Peru in ABC’s peer group, Credicorp and Inter-
group Financial Services. As compared to the rest of Latin American financial institutions, these 
companies are trading at slightly higher multiples, which Fernanda believes reflects Peru’s strong 
economic growth and relatively low inflation. She finds this selection to be more appropriate 
than taking an average of all Latin American financial institutions.  

Fernanda then applies the average of these P/E and P/B multiples to ABC’s 2008 and 2009 ex-
pected earnings and the 2008 expected book value to come up with a valuation range. 

Fernanda takes the figures mentioned above from ABC’s actual financial projections, which 
come with the toolkit.  These figures are not taken from the DDM model, as that model is a sepa-
rate valuation methodology which creates an artificial level of debt and equity, thus altering the 
balance sheet as well as the income statement.

Comparable Acquisitions

The second method Fernanda learns about in the WWB Toolkit is comparable acquisitions. Fer-
nanda wants to be able to flesh out the database of MFI transactions provided to her by WWB by 
adding more transactions.  She decides that the upcoming international microfinance conference 
in Paraguay will provide a good opportunity to obtain some of this information from her peers.  
From the WWB Valuation Toolkit, she remembers that the two pieces of information needed to 
calculate the Price-to-Book and Price-to-Earnings of a transaction are: 1.) the percentage ac-
quired and 2.) the price paid.  Then she will simply have to look up the the book value and LTM 
earnings of that particular MFI when it was acquired, to come up with a multiple that she can 
apply to ABC’s current book value and LTMs earnings. 

At the conference, Fernanda is invited out for dinner and drinks with several of her counterparts, 
and hears two pieces of information.  The first was about a May 2007 transaction where Legatum 
acquired a 51percent controlling stake of SHARE for $25 million.  Very curious as to what the 
implied Price-to-Book Value and Price-to-Earnings of this transaction were, Fernanda returns to 
the office, immediately connects with the website mixmarket.org, downloads SHARE’s financial 
statements and checks its historical earnings and book value information.  As SHARE is an MFI 
in India, it has a March year-end and reports year-end financial results annually every March. 
After doing a quick calculation by taking the March 2007 book value ($8,542,310) and earnings 
($1,437,686), she discovers that the P/B and P/E of the transaction were actually quite high,  
5.7x and 34.1x, [see Section 2.1.5, for details on these calculations] as compared to the 1 to 2x 
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P/B and 4 to 8x P/E range that the large majority of microfinance transactions have been placed 
at in previous years.  Fernanda assumes it was possible that this premium may have not only had 
to do with SHARE’s performance, but also with market conditions at the time.  In 2007, there 
were two factors that could have contributed to high valuations:  1.) strong global liquidity and 
investor confidence and 2.) increased investor interest in microfinance as the result of several 
landmark capital markets transactions such as the Compartamos $467 million IPO, as well as 
Mohammad Yunus winning the 2006 Nobel Peace Prize. 

The second transaction that Fernanda overhears was Equity Bank Limited of Kenya’s acquisi-
tion of 100 percent of Uganda Microfinance Limited in August 2008 for $26.9 million. Uganda 
Microfinance Limited’s book value as of 2007 was $7,869,884 and its earnings were $1,869,919.  
The implied P/B and P/E for this transaction were 3.4x and 14.4x repectively, which were con-
siderably lower than the 2007 transaction, but still higher than transactions in previous years.  
Fernanda reasons that by the time this transaction took place in mid-2008, the effects of the 
global credit crunch were beginning to lower valuations.  Given the way markets were shaping 
up, Fernanda expects that the situation will only get worse over the next year or two, and thus 
believes that microfinance valuations industry will be revised downwards more towards the 1 to 
2x P/B range or possibly even lower than 1x, if the situation becomes dire. 

Dividend Discount Model (DDM)

The day after the conference, Fernanda begins to value ABC using the DDM approach. She fore-
casts ABC’s financial statements and chooses to project six years into the future, as she feels she 
can make reasonable predictions for that time frame. The financial projections are included in the 
Excel sheet entitled MFI_ABC_Projections.xls.  When making her predictions and deciding on 
a terminal value discount, Fernanda accounts for the likely probability that ABC’s growth will de-
cline over the next several years, given the increased competition and likely economic slowdown.  
Therefore, she chooses to discount ABC’s earnings multiple by 20% when calculating its terminal 
multiple.  She also reasons that funding costs will likely increase over the next couple of years (or 
at least until global liquidity and investor confidence resume). She also assumes risk-weighted 
assets of 100% for each projected year, as ABC has little cash and she wants to be as conservative 
as possible.

In order to calculate the minimum capital, she uses Peru’s capital adequacy ratio of 8%.  For 
the discount rate, Fernanda uses the most recent 10-year US Treasury rate, which is 2.96% on 
November 28th, a beta of 1, and an equity premium of 7%, as used by the market.  Peru’s country 
risk that day was 5.2%, which totals a discount rate of 15.2%. [See Section 4 of the overview for a 
discussion of calculating the discount rate.] 

Determining an Appropriate Valuation Range

After Fernanda finishes the three valuation exercises (detailed further below), she comes up 
with a valuation range for MFI ABC that reflects the MFI’s total value.  She understands that 
this range will not be discussed with investors, as this could put a ceiling on the potential value 
of ABC.  This range is for Fernanda’s own understanding and to assist in investor negotiations. A 
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discussion of an appropriate range for ABC, using the Excel valuation model, can be found at the 
end of these exercises

2. Step by Step Instructions on Conducting the Practical Exercise 
Based on the Case Study

The user will need to use the following Excel files:

• Practical_Exercise_Model.xls

• MFI_ABC_Projections.xls

Valuation One:  Comparable trading companies 

Step 1: Choose a comparable peer group (Tabs 1 – 1.2)

In this step, the user will first examine the list of publicly traded emerging market financial insti-
tutions in Tabs 1.1 and 1.2 of Excel file Practical_Exercise_Model to choose a comparable peer 
group for MFI ABC.  

• Tab 1.1 contains a list of publicly traded MFIs

• Tab 1.2 contains Latin American financial institutions broken down by 
country

When using the customizable model: 
Two additional tabs are also incorporated – the small-
cap European financial institutions (Tab 1.3) and small-
cap Asian financial institutions (Tab 1.4).

All of these institutions are small-cap (small capital bases), meaning they have market values of 
less than $10 million, given that MFI’s book values are often much smaller than those of publicly 
traded emerging market financial institutions.  

When choosing a comparable traded company, take the following factors into account: 

Similar size/activity/metrics.  When using the comparable trading companies approach for fi-
nancial institutions, the peer group chosen should ideally be as close in size, activity, profitability, 
and capital structure to the entity being valued as possible.  However, as there is a lack of publicly 
traded MFIs to choose from, MFI ABC cannot be as selective, and thus may consider including 
all of them in its comparable peer group. 

Regional consideration. Financial institutions in the same country or region may also serve as 
reasonable comparables.  However, if an institution in another region is deemed an appropriate 
comparable (due to similar size and profitability, for example), it may also be included.  

The user should select as many comparables as appropriate and then copy and paste this in-
formation into the blue highlighted area of Tab 1. (When copied and pasted, the cells in Tab 1 
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may no longer be highlighted in blue.)  The user then enters the current year (2008), and MFI 
ABC’s forward-looking expected book value and net income in the top of Tab 1, along with the 
expected net income of the following year (2009), and the implied valuation range will automati-
cally calculate in the purple area.  MFI ABC’s most recent actual book value and LTM earnings 
should also be filled in, as these figures will be used in Step 2, Comparable Acquisitions.  If the 
book value and earnings as of the exact date are not known, the user should enter the previous 
years’ metrics (in the case of MFI ABC, it would be 2007).  Users may need to press F9 in order 
to update the Excel sheet properly.  All of the information on MFI ABC can be found in the Excel 
file MFI_ABC_Projections.xls.

MFI ABC – Valuation One, Step One

MFI ABC’s management decided to select all of the publicly traded MFIs (found in Tab 1.1) 
as comparables, given that other MFIs are most similar in size and activity to MFI ABC.  

• In Tab 1, copy and paste the information of all the MFIs listed in Tab 1.1.

MFI ABC also chose the two publicly traded financial institutions in Peru, Credicorp and 
Intergroup Financial Services, to add to their peer group.

• In Tab 1, add Credicorp and Intergroup to the peer group (found in Tab 1.2) in 
the same manner.  

To compute the valuation ranges, enter the following metrics, which can be found in the 
Excel file MFI_ABC_Projections.xls

• At the top of Tab 1, enter ABC’s 2008 expected net income as $3,548, its 2009 
expected income as $3,998, and its 2008 expected book value as $10,010.  
The valuation range will update in the purple area. 

This is what the Tab 1 should look like after the user is finished:
 Valuation Toolkit
1.0 Selected trading comparables companies
As of November 28, 2008

MFI ABC  Expected and actual metrics Enter expected metrics from actual financial forecasts (located in Tab 3.1)
2008E Net income $3,548
2009E Net income $3,988
2008E Book Value $10,010

Market Price/Earnings Price/Book LTM
Comparable Peer Group Country Value 2008E 2009E 2008E ROAE
Microfinance public comparables

Banco Compartamos Mexico $646 8.2x 7.3x 3.2x 42.5%
Financiera Independencia Mexico $381 8.8x 8.0x 2.6x 39.2%
Bank Rakyat Indonesia
Equity Bank Kenya
BRAC Bangladesh

Banks
Credicorp Peru $3,486 7.7x 6.6x 1.9x 25.8%
Intergroup Financial Services Peru $936 8.4x 6.7x 2.1x 19.2%

Price/Earnings Price/Book
2008E 2009E 2008E

Low range 6.2x 5.4x 1.8x
Average 8.3x 7.2x 2.5x
High range 10.3x 8.9x 3.1x

MFI ABC metrics $3,548 $3,988 $10,010

Implied Valuation low $22,020 $21,386 $18,468
Implied Valuation $29,360 $28,514 $24,625
Implied valuation high $36,700 $35,643 $30,781
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When using the customizable model:  
It is important to note that these comparables are as 
of November 28th, 2008.  For the purposes of the case 
study, these multiples are appropriate, as the valu-
ation is taking place on this day.  The Customizable 
Model, which is for the user to value his or her own 
MFI, has updated comparables as of April 23rd, 2009.  
Technically, when conducting a valuation, the compa-
rable multiples used should be as of that exact date, 
since multiples change on a daily basis as stock prices 
fluctuate. Multiples also change on a quarterly basis as 
new book values are published and as equity research 
analyst revise earnings estimates. If this toolkit is used 
to value an MFI sometime in mid 2009, it is still roughly 
appropriate to use the multiples listed in the Customiz-
able Model. Otherwise, it is important for prices to be 
updated. If the user has access to updated comparable 
multiples, it is highly recommended that those be used. 
Bloomberg terminals provide year-end earnings esti-
mates per share, and thus the appropriate P/E multiple 
to use on any given day is the closing stock price of the 
bank on that day divided by the forward-looking year-
end earnings estimate per share. For the P/B multiple, 
the figure for the price of the stock on that day’s close, 
divided by the previous year book value per share, can 
be used. If the user has access to a Bloomberg terminal 
or is able to obtain these updated multiples from an 
investment bank, he or she can simply enter them into 
the light blue area of Tab 1.0.

Valuation Two:  Comparable Acquisitions 

Step 2:  Review and Add Any Additional Acquisition Data Available (Tab 2)

In Tab 2 of the model, there is a sample of MFI acquisitions and equity offerings that have been 
made publicly available.  In some cases, the multiples are known and entered directly (these mul-
tiples are in blue font).  In other cases, the multiples are calculated from knowing the implied eq-
uity value and the previous year’s or LTM earnings and book value (these multiples are in black 
font.) Based on the sample information, the median P/B and P/E are calculated at the bottom 
of the pages and these multiples are applied to the MFI ABC’s 2008 book value and net income 
(entered in the previous step) to come up with the valuation range shown in the purple box.  (If 
the user knows the exact book value and the LTM earnings as of the date he/she is valuing, those 
metrics should be used.  In this case, since the valuation is taking place on November 28th, using 
the 2008 year-end estimates is a closer approximation than using the 2007 year-end figures.)

The user should also add any additional microfinance transactions, especially those in the same 
country or region, as well as any MFIs of similar size. However, it is preferable to account for a 
wider range of transactions than to only account for a few MFIs of similar size and geography.  
This is due to the fact that market forces are often very influential factors in determining the price 
paid for a particular institution. 

If no further comparable acquisitions are known, then there are no required inputs for this step, 
since the model has automatically calculated the value of MFI ABC by applying its previous year-
end book value and net income already entered in Tab 1 to the median P/B and P/E multiple of 
the sample transactions listed.
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When using the customizable model:  
If users do have information about other microfinance 
transactions and would like to update the included 
sample for purposes of their own valuations, they can 
add this information in the blue highlighted part of Tab 
2 in the Customizable Model.  The implied P/B and P/E 
values will automatically calculate (Columns I and J) 
after the user enters the following information: 

Price paid (Column F) 

Percent acquired (Column G)

Net income of the previous period – located in Column 
L of the gray calculation area to the right of the table. (If 
the transaction took place in August 2007, the “previous 
period” net income would be the 2006 net income).

Book value previous period – located in Column N of 
the gray calculation area to the right of the table.

After entering the above information, the model will 
automatically update and calculate the new valuation 
range. 

MFI ABC – Valuation Two, Step Two

The first transaction that Fernanda overheard took place in May 2007, when Legatum 
acquired a 51% controlling stake of SHARE for $25 million.  Its previous year-end book 
value was $8,542,310 and its earnings, $1,120,441. 

In the second transaction, Equity Bank of Kenya acquired 100% of Uganda Microfinance 
Limited in August of 2008 for $26.9 million.  The book value as of 2007 for Uganda Micro-
finance Limited was $7,869,884 and its earnings were $1,869,919. 

Enter the following information into the part highlighted in light blue of Tab 2: 

• The dates in Column B

• The investor in Column C

• The name of the MFI acquired in Column D

• The country of the MFI in Column E

• The price paid for the transaction in Column F

• The % acquired in Column G

• The LTM net income, if not available use the previous year-end, in Column L

• The most recent book value, or if that is not available, the previous year-end 
value in Column M

The implied equity value, P/B and P/E of these transactions should update automatically, 
as well as the median of all the transactions.  This median multiple is then applied auto-
matically to MFI ABC’s 2008 earnings and book value to determine the valuation range.
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After adding these two transactions, Step 2 Tab 2 should look as follows:
 Valuation Toolkit
2.0 Comparable acquisitions

Date of 
transaction Investor MFI Country

Price Paid 
(US$) % Acquired

Implied Equity 
Value

Price/Book 
Value

Price/ LTM 
Earnings

Apr-03 Equity Bank Ltd Kenya $1,589,404 16.0% $9,933,775 1.6x 10.3x
Aug-03 Solidario Ecuador 19.8% 0.9x 4.7x
Jul-04 Mibanco Peru 4.6% 1.1x 4.7x
Jul-04 Mibanco Peru 0.4% 1.1x 4.7x
Sep-04 K-Rep Kenya 15.3% 0.6x 5.4x
Oct-04 Solidario Ecuador 2.6% 0.9x 4.3x
Oct-04 Mibanco Peru 7.8% 1.4x 6.0x
Nov-04 Finamerica Colombia 90.1% 1.8x 42.8x
Dec-04 Mibanco Peru 22.8% 1.4x 6.0x
Dec-04 Banco Sol Bolivia 47.2% 1.0x 4.3x
Dec-04 Mibanco Peru 5.0% 1.5x 6.5x
Jan-05 Socremo Mozambique $620,000 19.0% $3,263,158 1.3x 13.8x
Aug-06 EDYPME Confianza Peru $282,100 5.0% $5,642,000 1.1x 6.4x
Apr-07 IPO Banco Compartamos Mexico $467,000,000 30.0% $1,556,666,667 12.4x 25.8x
May-07 Legatum Share India $25,000,000 51.0% $49,019,608 5.7x 43.8x
Aug-08 Equity Bank Uganda MF Ltd Uganda $26,900,000 100.0% $26,900,000 3.4x 14.4x

NA  NA  NA
NA  NA  NA
NA  NA  NA
NA  NA  NA

Price/Book 
Value

Price/ LTM 
Earnings

Low range 1.0x 4.6x
Median 1.3x 6.2x
High range 1.6x 7.7x

MFI ABC metrics $10,010 $3,548

Valuation low end $9,872 $16,468
Valuation $13,163 $21,957
Valuation high $16,454 $27,446

Valuation Three:  Dividend Discount Model analysis

Step 3:  Fill in the Assumptions (Tab 3.0)

Capital adequacy ratio:   For the purposes of forecasting and projecting the correct dividends, 
an appropriate capital adequacy ratio must be used and entered into Tab 3.0.  This is usually the 
ratio determined by a local regulator.

MFI ABC:  Valuation 3, Step 3: Capital adequacy ratio

• Enter a capital ratio of 8% in Tab 3.0, as MFI ABC is located in Peru, whose 
Central Bank follows Basel II guidelines and requires a capital adequacy 
ratio of 8%. 

Long-term growth rate discount or premium:  In order to determine an appropriate ending 
multiple, the user must determine whether its earnings are expected to grow at the same rate in 
the long run as compared to current growth, or to grow faster or slower.  If an MFI is expected 
to grow at a faster rate in the long run than it is currently growing (for example, if the market is 
highly underpenetrated and the MFI expects to transform and capture a larger market share), 
a premium to the current P/E multiple can be used (i.e. 110% can be multiplied by its current 
multiple).  However, a more conservative estimate for an MFI that expects to continue growing 
strongly would be to use the same P/E multiple for the terminal value (i.e. enter 100%).  Finally, 
if an MFI operates in a competitive environment or expects its growth to slow in the long run for 
some reason, a discount to its current earnings multiple should be applied.  The amount of the 

39



discount depends on how much growth is expected to slow.  In a very competitive environment, 
such as Bolivia, the ending multiple could be 70% of the current earnings multiple.  In a market 
such as Peru’s, which is increasingly competitive but still underpenetrated, the ending multiple 
could be 80% of the current earnings multiple. 

The discount (or premium) to the current earnings multiple should be entered in Tab 3.0.  

MFI ABC:  Valuation 3, Step 3: Long-term growth rate discount

As Peru has been experiencing intensifying competition yet still remains under-banked, 
Fernanda estimated that ABC’s long-term earnings would grow at 80% of their current 
multiple. 

• Enter 80% in Tab 3.0 under the long-term growth rate discount

Cost of equity inputs (Tab 3.0)

Risk-free rate:  This is the 10-year U.S. Treasury rate, which was 2.96% November 28th, 2008.  

When using the customizable model:  
To value a user’s own MFI, this figure should be up-
dated on the day of the valuation. This information can 
be found online at: http://www.ustreas.gov/offices/
domestic-finance/debt-management/interest-rate/
yield.shtml. 

Beta:  If an MFI is not publicly traded, it does not have a beta. Therefore, the model automati-
cally assumes a beta of 1, in line with the reasoning explained in the CAPM-Proxy approach.  

When using the customizable model:  
An MFI manager does have the option, for its own 
purposes, of using the beta of a comparable basket of 
companies and applying this beta in the Customizable 
Model if appropriate. Investors may expect an MFIs 
equity to be more volatile than the market average and 
may well use a beta greater than 1.

Equity premium:  There is no one agreed-upon number for the equity premium, which repre-
sents the average extra return that one should expect from investing in the stock market over 
investing in safer government treasuries.  A premium of 7 percent is commonly used.

Country selection (country risk):  This input adds an extra premium for emerging market coun-
try risk. These premiums represent the spread of government securities of emerging markets 
over US treasuries.  The drop-down box contains country risk premiums found on the Emerging 
Markets Bond Index, which tracks total returns for traded foreign currency-denominated debt 
instruments in emerging markets. 
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When using the customizable model:  
For purposes of an MFI’s own valuation, this premium 
should also be updated as of the day (or close to the 
day) of the valuation.  If the Emerging Markets Bond 
Index is not available, the user can also calculate the 
country risk premium as the difference between the 
return on the local country’s long-term government 
securities and the long-term US treasury rate (or 
whatever proxy is used for risk-free rate). The long-term 
government securities return can be accessed typi-
cally on the local country’s Central Bank website.  If a 
country does not have traded debt and is not listed on 
the drop down menu in Tab 3.0, then the country risk of 
a close neighbor can typically be substituted (as long 
as the political and economic risk profile of the country 
selected, is similar to the MFI’s own country). 

It should also be noted that the country risk premium 
should only be added if the investor has the option to 
invest outside that particular country.  For local inves-
tors unable to do so, the country risk premium is not 
typically included as part of the CAPM, and zero should 
be entered.

MFI ABC: Valuation 3, Step 3:  Entering CAPM assumptions

• As of November 28th, the US 10-year treasury rate was 2.9%.

• The beta used for ABC is 1

• The equity premium is 7%

• MFI ABC is located in Peru, so select “Peru” from the dropdown menu. The 
country risk premium should be 5.2%.

 This produces a cost of equity of 15.2%. 

After Step 3 is finished, Tab 3 should look as such:

Valuation Toolkit
3.0  DDM - Key assumptions

Key assumptions
Target capital adequacy ratio 8.0%
Long-term growth rate (% of current) 80.0%

rf Risk-free rate (10-year US treasury) 3.0%
β Beta 1.0

Equity premium 7.0%
Country of the MFI Peru
Country risk premium: 5.2%
Cost of equity [rf + (β )(market risk premium) + country premium] 15.2%
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Step 4: Project Income Statement and Balance Sheet (Tab 3.1)

Projecting income statement and balance sheet (Tab 3.1). Most MFIs already maintain detailed 
financial forecasts. Tab 3.1 provides a simplified template so that the user can manually insert 
their projections for the next five years in the rows highlighted in blue. The rows that are not 
highlighted in blue automatically calculate. The margin ratios also automatically update and can 
be used as a guide to ensure that projections are not unreasonable.  The historical and projected 
growth rates are also displayed to the right of the income statement, which can also serve as a 
guide for the user. 

Entering the risk-weighting and cost of funds. The user should manually enter the weighting of 
the risk-weighted assets in line 51 of Tab 3.1. This provides the amount of “risk-weighted” assets 
for which the capital adequacy ratio will calculate the necessary equity amount.   MFIs do not 
typically hold securities or other assets that are weighted less than 100 percent, with the excep-
tion of cash, which should not make up more than 5 to 20 percent of total assets.  Thus, a con-
servative, appropriate weighting would be in the range of 80 to 100 percent, depending on the 
amount of cash on the books.    

The cost of funding should be entered into line 52 of Tab 3.1

After entering the financial projections inputs into Tab 3.1, the DDM model projections will au-
tomatically calculate in Tab 3.2. The potential dividends also calculate; essentially, they represent 
the extra equity after setting aside the required capital buffer that could potentially be paid out in 
dividends.

MFI ABC:  Valuation 3, Step 4:  Forecast financial statements (Tab 3.1, 
see results in Tab 3.2)

MFI ABC’s financial statement forecasts, along with the weighting information that will 
be used for the DDM model, are located in the Toolkit Excel spreadsheet MFI_ABC_Pro-
jections.xls  

All of the cells highlighted in blue should be entered into the corresponding cells in Tab 
3.1 of the Practice_Exercise_Model.xls.  The weighting information should be entered in 
line 51 of Tab 3.1 and the cost of funding, in line 52.  The DDM projections will then auto-
matically calculate. 

For a deeper understanding of MFI ABC’s forecasting, MFI_ABC_Projections.xls allows 
you to click into a cell to observe the rate at which its metrics grew.  For example, you 
can see in Line 32 that ABC’s portfolio growth rate decreases from 30% to 25% from 2008 
to 2009, due to expected increased competition and slower economic growth.  The fund-
ing costs in Line 52 also increase gradually as well, in line with expectations.

42



Once the financial projections are entered, this is what Tab 3.1 should look like:

 Valuation Toolkit
3.1  Actual financial forecast

Actual Expected Expected Expected Expected Expected Expected

INCOME STATEMENT 2007A 2008E 2009E 2010E 2011E 2012E 2013E

Interest Income $12,250 $15,925 $19,338 $24,172 $30,215 $36,658 $44,434
Interest Expenses ($1,386) ($1,594) ($2,111) ($2,639) ($3,299) ($4,289) ($5,361)
Financial Margin, Gross $10,864 $14,331 $17,226 $21,533 $26,916 $32,369 $39,072
Gross financial margin 88.7% 90.0% 89.1% 89.1% 89.1% 88.3% 87.9%

Provision for Losses ($700) ($910) ($1,138) ($1,422) ($1,777) ($2,222) ($2,777)
Financial Margin, Net $10,164 $13,421 $16,089 $20,111 $25,138 $30,147 $36,295
Net financial margin 83.0% 84.3% 83.2% 83.2% 83.2% 82.2% 81.7%

Other Operating income $613 $796 $967 $1,209 $1,511 $1,833 $2,222
Operating Expenses ($7,000) ($9,100) ($11,375) ($14,219) ($17,773) ($22,217) ($27,771)
Net Operating Margin before taxes $3,777 $5,117 $5,680 $7,100 $8,876 $9,763 $10,746
Net operating margin, before taxes 30.8% 32.1% 29.4% 29.4% 29.4% 26.6% 24.2%

Recoveries – – – – – – –
Other non-operating income $613 $796 $967 $1,209 $1,511 $1,833 $2,222
Income Before Taxes $4,389 5,914 6,647 8,309 10,386 11,596 12,968
Net margin, before taxes 35.8% 37.1% 34.4% 34.4% 34.4% 31.6% 29.2%

Taxes $1,756 $2,365 $2,659 $3,324 $4,155 $4,638 $5,187
Net Income $2,633 $3,548 $3,988 $4,985 $6,232 $6,958 $7,781
Net margin, after taxes 21.5% 22.3% 20.6% 20.6% 20.6% 19.0% 17.5%

ASSETS 2007A 2008E 2009E 2010E 2011E 2012E 2013E
Gross Loan Portfolio $35,000 $45,500 $56,875 $71,094 $88,867 $111,084 $138,855

Reserves ($1,750) ($2,275) ($2,844) ($3,555) ($4,443) ($5,554) ($6,943)
Net Loan Portfolio $33,250 $43,225 $54,031 $67,539 $84,424 $105,530 $131,912
Other Assets $5,250 $6,825 $8,531 $10,664 $13,330 $16,663 $20,828
Total Assets $38,500 $50,050 $62,563 $78,203 $97,754 $122,192 $152,740

LIABILITIES 2007A 2008E 2009E 2010E 2011E 2012E 2013E
Deposits $15,400 $20,020 $25,025 $31,281 $39,102 $48,877 $61,096
Debt $11,550 $15,015 $18,769 $23,461 $29,326 $36,658 $45,822
Other Liabilities $3,850 $5,005 $6,256 $7,820 $9,775 $12,219 $15,274
Total Liabilities $30,800 $40,040 $50,050 $62,563 $78,203 $97,754 $122,192

EQUITY 2007A 2008E 2009E 2010E 2011E 2012E 2013E
Total Shareholders Equity $7,700 $10,010 $12,513 $15,641 $19,551 $24,438 $30,548

20% 20% 20% 20% 20% 20% 20%
Check – – – – – – –

Additional info used in DDM forecast 2007A 2008E 2009E 2010E 2011E 2012E 2013E
Weighting 100% 100% 100% 100% 100% 100% 100%
Cost of funding 12.0% 12.0% 12.5% 12.5% 12.5% 13.0% 13.0%
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After the weighting, funding costs, and deposits as a percent of total assets are filled in Tab 3.1, 
this is what Tab 3.2 should look like:

 Valuation Toolkit
3.2  DDM - Financial forecast

Actual Expected Expected Expected Expected Expected Expected

INCOME STATEMENT 2007A 2008E 2009E 2010E 2011E 2012E 2013E

Interest Income $12,250 $15,925 $19,338 $24,172 $30,215 $36,658 $44,434
Expected cost of funding as % of debt 12.0% 12.0% 12.5% 12.5% 12.5% 13.0% 13.0%
Interest Expenses ($1,386) ($1,954) ($2,956) ($3,695) ($4,619) ($6,005) ($7,506)
Financial Margin, Gross $10,864 $13,971 $16,381 $20,477 $25,596 $30,653 $36,928
Gross financial margin 88.7% 87.7% 84.7% 84.7% 84.7% 83.6% 83.1%

Provision for Losses ($700) ($910) ($1,138) ($1,422) ($1,777) ($2,222) ($2,777)
Financial Margin, Net $10,164 $13,061 $15,244 $19,055 $23,819 $28,432 $34,151
Net financial margin 83.0% 82.0% 78.8% 78.8% 78.8% 77.6% 76.9%

Other Operating income $613 $796 $967 $1,209 $1,511 $1,833 $2,222
Operating Expenses ($7,000) ($9,100) ($11,375) ($14,219) ($17,773) ($22,217) ($27,771)

Net Operating Margin before taxes $3,777 $4,757 $4,836 $6,045 $7,556 $8,048 $8,602
Net operating margin, before taxes 30.8% 29.9% 25.0% 25.0% 25.0% 22.0% 19.4%

Recoveries – – – – – – –
Other non-operating income $613 $796 $967 $1,209 $1,511 $1,833 $2,222
Income Before Taxes $4,389 5,553 5,803 7,253 9,067 9,880 10,823
Net margin, before taxes 35.8% 34.9% 30.0% 30.0% 30.0% 27.0% 24.4%

Taxes $1,756 $2,221 $2,321 $2,901 $3,627 $3,952 $4,329
Net Income $2,633 $3,332 $3,482 $4,352 $5,440 $5,928 $6,494
Net margin, after taxes 21.5% 20.9% 18.0% 18.0% 18.0% 16.2% 14.6%

ASSETS 2007A 2008E 2009E 2010E 2011E 2012E 2013E
Gross Loan Portfolio $35,000 $45,500 $56,875 $71,094 $88,867 $111,084 $138,855

Reserves ($1,750) ($2,275) ($2,844) ($3,555) ($4,443) ($5,554) ($6,943)
Net Loan Portfolio $33,250 $43,225 $54,031 $67,539 $84,424 $105,530 $131,912
Other Assets $5,250 $6,825 $8,531 $10,664 $13,330 $16,663 $20,828
Total Assets $38,500 $50,050 $62,563 $78,203 $97,754 $122,192 $152,740

LIABILITIES 2007A 2008E 2009E 2010E 2011E 2012E 2013E
Deposits $15,400 $20,020 $25,025 $31,281 $39,102 $48,877 $61,096
Debt $11,550 $21,021 $26,276 $32,845 $41,057 $51,321 $64,151
Other Liabilities $3,850 $5,005 $6,256 $7,820 $9,775 $12,219 $15,274
Total Liabilities $30,800 $46,046 $57,558 $71,947 $89,934 $112,417 $140,521

EQUITY 2007A 2008E 2009E 2010E 2011E 2012E 2013E
Initial balance $7,700 $4,004 $5,005 $6,256 $7,820 $9,775
Net Income $3,332 $3,482 $4,352 $5,440 $5,928 $6,494
Dividends (Equity addition) $7,028 $2,481 $3,101 $3,876 $3,973 $4,050
Total Shareholders Equity $7,700 $4,004 $5,005 $6,256 $7,820 $9,775 $12,219

Check – – – – – – –

Weighting 100% 100% 100% 100% 100% 100% 100%
Risk weighted assets 38,500 50,050 62,563 78,203 97,754 122,192 152,740
Minimum Capital 3,080 4,004 5,005 6,256 7,820 9,775 12,219

Step 5: Review the DDM and Run a Sensitivity Analysis (Tab 3.3)

As the DDM is automated and linked to the assumptions outlined in Tab 3.0 and the DDM 
financial forecasts in Tab 3.2, the valuation should automatically calculate in Tab 3.3.  In this tab, 
the dividends are discounted by the CAPM calculated in Tab 3.0 and summed.  A terminal value 
is calculated by applying the P/E multiple calculated in Tab 1.0 and reduced by the long-term 
growth rate discount factor calculated in Tab 3.0 to the last year’s projected earnings.  This value 
is discounted by the last year’s discount factor and added to the sum of the dividends to result in 
a final valuation.  
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Running a Sensitivity Analysis:  As mentioned, the output in a DDM is only as accurate as the 
input.  The valuation using DDM is particularly sensitive to the chosen discount rate and termi-
nal value.  

In order to run the sensitivity analysis, there are three simple steps to be followed:

1. The discount rate or cost of equity (which was automatically calculated in Tab 3.0) has 
to be manually inputted into Cell B36.  

2. The terminal value multiple (automatically calculated in Cell E23) has to be manually 
inputted into Cell E33.

MFI ABC, Valuation 3, Step 5:  Review DDM and run sensitivity analy-
sis (Tab 3.3)

• Enter the discount rate of 15.2% into Cell B36 of Tab 3.3

• Enter the terminal value multiple of 6.6x into Cell E23 of Tab 3.3.   This mul-
tiple was calculated by using the 2008E P/E calculated in Step 1, and dis-
counting it by approximately 20% to account for the fact that the MFI ABC 
believes its net income will grow at a slower rate in the long-run.

Tab 3.3 should look like this after all figures are entered:

 Valuation Toolkit
3.3  DDM - Valuation Output

Projection year 1 2 3 4 5

2009E 2010E 2011E 2012E 2013E
Calculation of Dividend Flows:
Net Income $3,482 $4,352 $5,440 $5,928 $6,494 Linked to financial statements
Shareholders' equity $5,005 $6,256 $7,820 $9,775 $12,219 Linked to financial statements
Dividends $2,481 $3,101 $3,876 $3,973 $4,050 Linked to financial statements

Discount Rate 15.2% 15.2% 15.2% 15.2% 15.2% Linked to assumptions
Discount Factor 1.15 1.33 1.53 1.76 2.02 Automatically calculates

Discounted Dividends Flow $2,154 $2,339 $2,539 $2,260 $2,001 Automatically calculates

Sum of Discounted Cash Flows $11,292

Terminal Value: Ending Multiple Approach
Projected 2013 Net Income $6,494

Selected Net Income Multiple 6.6x Linked to assumptions
Discount Factor 2.02
Implied Terminal Value $21,235 Automatically calculates

Valuation using ending multiple $32,526 Automatically calculates

Sensitivity Analysis (Ending multiple) 

Terminal ending multiple 
4.6x 5.6x 6.6x 7.6x 8.6x Manually enter Cell E33 and B36

13.2% $27,952 $31,446 $34,939 $38,433 $41,927
14.2% 26,953 30,296 33,639 36,982 40,326
15.2% 26,000 29,201 32,402 35,602 38,803
16.2% 25,093 28,158 31,224 34,289 37,354
17.2% 24,228 27,165 30,102 33,038 35,975
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Step 6:  Review Final Valuation Chart and Select Reasonable Valuation Range (Tab 4) 

The chart in Tab 4 aggregates all of the five different valuation ranges calculated for MFI ABC in 
each methodology: (i) the comparable trading companies using P/B, (ii) the comparable trading 
companies using P/E, (iii) the comparable acquisitions using P/B, (iv) the comparable acquisi-
tions using P/E and (v) the DDM.

This summary is useful to define a range which reflects the closest approximation of the value of 
the MFI. The final range is influenced by qualitative factors, market forces and macroeconomics 
(as discussed in section 3 of this paper), but it generally is an approximate average of each of the 
different methodologies.

When using the customizable model:  
When using the Customizable Model, the user will have 
to adjust the ranges by right-clicking on the x-axis and 
selecting “Format Axis.”  Under the scale tab, the user 
should enter the minimum and maximum range values, 
which can be found in the last tab called Valuation Sum-
mary.

Tab 4 should look like this:
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As shown in the graph above, the valuation of MFI ABC ranges from a low of $9.9 million to a 
high of $37 million.  The range for the comparable acquisitions (in red) is much lower as com-
pared to the other methodologies, as MFI transactions have historically been priced at or around 
a P/B of 1x.  The comparable companies valuation range is also lower than the DDM, given that 
the performance of financial institutions (and of their multiples) has been adversely affected by 
the 2008 financial crisis.  The DDM valuation range is the highest, as this methodology captures 
ABC’s operational performance and does not take market forces into consideration as much as 
the other two valuation approaches do.  For example, the DDM accounts for the expectation that 
the Peruvian market will become more competitive over the next few years (reflected in declin-
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ing growth rate projections), but it does not capture investor sentiment, demand, and liquidity in 
current market conditions.  

A mid-range where most methodologies overlap is between $20 and $29 million.  Given the 
magnitude of the 2008 financial crisis and the expectation that it will continue well into 2009, a 
range on the lower side, somewhere between $20 and $25 million, seems to be the most reason-
able given current market conditions.  While investors have paid more for MFIs in recent years 
because of global liquidity and an increased demand for (and understanding of) microfinance, it 
is doubtful that multiples will be driven up in the near future, due to current market conditions 
and credit scarcity. 

As a reminder, these ranges should not be discussed with very openly with investors, as such con-
versations could potentially put a cap on the price they are willing to pay.  However, assumptions 
driving valuations can be discussed and as negotiatons intensify, further details can be mutually 
disclosed.
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