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Appendix 2 — DCF outputs
DCF output

NPV estimation period 1630656
Discounted terminal value 5836 691
Enterprise Value 7 467 347
Interest bearing debt 256 146
Financial assets 84185
Value of equity 7 295 386
Number of outstanding shares 43572191
Target price 167

51



GRA 19502

Appendix 3 — Reformulated financial statements

Income statement
Operating revenues
Cost of materials

Personnel expenses
Depreciation

Other operating expenses

Total operating expenses

Operational EBIT
Income from associates

Normalized operating result

Balance sheet
NCOA

NCFA

OA

FA

Total assets

E

M
IBD
oL
NCOL
E+D

Simplified TA Format
OA

FA

IBD

oL

NOA

NIBD
E+M

2011 2012 2013 p 2015 2016

1734022 1744266 2603712 2599799 3210548 4224340

1549263 1540290 2137934 2175278 2707071 3230927
60 595 71764 85627 104557 113268 155468
26 043 30449 33728 41412 53697 61063
50 865 71428 90422 120488 134618 136269

1686766 1713931 2347711 2441735 3008654 3583727

47 256 30335 256001 158064 201894 640613
-70627 49428 28834 27136 22754 71865

-23371 79763 284835 185200 224648 712478

31.12.2011 31.12.2012 31.122013 31.122014 31.12.2015 31.12.2016
780 050 797 319 849326 1091094 1196825 1613886

3385 3335 1395 1895 395 395
683787 874803 1200793 1506412 1540188 2097 107
71 69 98 61 132836 1994

1467293 1675526 2051612 2599462 2870244 3713382
495434 566784 814632 949125 1113788 2013983
37229 40984 54 355 64781 72730 33034
537938 575929 507614 700877 699880 351416
388212 482787 664 689 865 946 971366 1303567
8480 9040 10320 18733 12480 11383
1467293 1675524 2051610 2599462 2870244 3713383

1463837 1672122 2050119 2597506 2737013 3710993
3456 3404 1493 1956 133231 2389

537938 575929 507614 700877 699880 351416
396692 491827 675 009 884 679 983846 1314950
495434 566784 814632 949125 1113788 2013983

1067145 1180295 1375110 1712827 1753167 2396043
534 482 572 525 506 121 698 921 566 649 349 027

532 663 607 768 868987 1013906 1186518 2047017
1067145 1180293 1375108 1712827 1753167 2396044
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Appendix 4 — Monte Carlo simulation inputs
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1.0 Introduction

This chapter has the purpose of explaining the underlying motivation for choosing
valuation as the topic for our master thesis, as well as describing our main objective
with the thesis. Then, we will present our goal with the master thesis, in addition
to the refinements that has been made. Lastly, the remaining structure for the
master thesis will be presented with the intention that the reader should easily be

able to follow the process for the valuation.

1.1 Background

1.1.1 Determining the topic for our master thesis
We caught an early interest in finance and accounting from our bachelor’s degree

at Bl in Bergen. Hence, taking an MSc in Business with specialization within finance
was an obvious choice for us. Through our master studies, we have been introduced
for a variety of courses related to valuation. Among them are “applied valuation”
and “financial reporting and analysis”. This has strengthened our interest within the
field. Knowing that we are highly motivated get further insight in what determines
a company value, it became natural for us to choose valuation as the topic for our
master thesis. By doing a valuation, we will be able to apply knowledge acquired
from several courses from our time at Bl. The topic requires that we combine

knowledge from both quantitative and qualitative disciplines.

1.1.2 Determining the choice of industry
As we are both Norwegian, we find the Norwegian economy to be more interesting

than other alternatives, as we will be affected by the Norwegian economy no
matter our profession. We therefore wanted to look at an industry that has some
impact on the Norwegian economy. The two largest sectors in Norway, both in tax
revenues and market cap, is the oil sector and the salmon farming industry. We
believe both industries are interesting, and understanding the dynamics of either
market is something we believe to be very attractive and relevant knowledge.
However, we also see that almost any investment bank in the world is able to value
companies like Statoil and Seadrill, whereas rather few international analysts tend
to add any new information or knowledge in the salmon industry. The salmon
industry is, on a global basis, a small industry. Many of the companies listed on the

Oslo Stock Exchange are controlled by a family, rather than by institutional

3
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investors. While relatively large-cap on the Oslo Stock Exchange, on a global basis

the companies can still be considered small.

Due to the lack of exposure of the salmon industry internationally, we believe there
are going to be more opportunities in buying/shorting salmon stocks rather than oil
stocks. We both expect to be lifelong investors in the Oslo Stock Exchange, and

therefore find it an attractive prospect to get a deeper understanding of the sector.

Another reason we are attracted to the salmon industry is because it is a highly
cyclical industry. Currently, everything seems to be going the way of the salmon
farmer. We want to investigate whether the current pricing makes sense. We also
hope to find some negative triggers that we will be able to pay attention to in order
to hopefully make money shorting stocks in the case of a down-cycle. Generally, we
believe that the more cyclicality in an industry, the more opportunities for good
investments. (But shipping, another strong Norwegian industry, is too cyclical for
our liking.)

1.1.3 Determining the choice of company

We have decided to do our valuation on Norway Royal Salmon (NRS). NRS is a
company that has seen its share price increase significantly over the past year
(+145% for NRS, +46% for the Oslo Bgrs Seafood index), and has a somewhat
limited trading volume. We want to find an opportunity to make some money, so
we believe picking a company that relatively few eyes are watching is going to be
the smartest move. NRS is a company that has the highest percentage of their sales
in the spot market of all Norwegian salmon companies. This means that a price
decrease will quickly be felt for NRS, which likely means that NRS will be the first
short opportunity in the salmon industry. However, if the prices continue to
increase, NRS is likely also going to be the company that has the sharpest increase

in share price. We find this exciting, and therefore decided to pick NRS.

1.2 Main objective and goals

The main objective for this master thesis is to find the value of Norway Royal
Salmon. We will evaluate whether the share price of NRS is priced in accordance
with the company’s underlying economic circumstances and their expected future

prospects for the time of the valuation, which is set to June 1%t 2017.
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Our goal is to give a reasoned buy, sell or hold strategy for the stock. The estimated
value will be compared to the market price of NRS, reflected through the company’s
share price. This will give a basis for arguing whether the share price is overpriced
or underpriced, and thus give a reasoned recommendation for an investment

strategy.

2.0 Industry and company presentation

2.1 The Norwegian salmon industry

The salmon industry has seen extremely positive developments in profitability since
2012. The total export-volume in 2012 was 37 531 tons higherin 2012 than in 2016,
which is a volume loss of approximately 4.3%. At the same time, the average price
of salmon was 32.34 NOK higher in 2016 compared to 2012, equaling a price
increase of 117%. The value of the salmon exports coming out of Norway increased
by 107% from 2012 to 2016, despite the volume dropping. This clearly indicates
that the market is ready for growth. The “perfect storm” we are currently seeing in
the salmon industry is in other words purely driven by a lack of growth on the supply

side.

Growth of salmon industry split on price and volume

50%

40%
30% /A\
20% ==

10% -

/
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Source: Statistics Norway, table: 03024

However, even if the market is ready to see some growth in the supply side, it is

not as simple to grow as salmon consumers wish it was. The salmon industry is
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heavily regulated, and in order to produce salmon, you need to acquire a license
from the government. Companies have to meet ethical and environmental
requirements by the government, in addition to being the highest bidder for a

particular license. In addition, there has to actually be licenses available for auction.

Norway has split the farming areas into four areas; region north, mid, west and
south. Not every part of the ocean is optimal for harvesting salmon, and so the
industry has a bottleneck in terms of supply by physically available space in addition

to the aforementioned auctions.

An alternative to allow for growth is to allow a higher biomass in the different
licenses. The current maximum allowed biomass (MTB) is 780 tons (900 tons in the
counties of Troms and Finmark). This has been left unchanged for a number of years
due to a number of different issues. In the summer of 2016, the Norwegian
government tried to allow salmon companies to operate with a flexible biomass.
This would have enabled salmon farmers to adjust their standing biomass
throughout the year. The program allowed you to have any standing biomass, so
long as the average biomass in the license equaled the current MTB of 780. No large
companies applied for this program however, as the application process was too
expensive. In addition, farmers generally were unoptimistic about the actual impact

of growth.

So while a particular company may be able to grow through M&A activities, the
sector as a whole has a bottleneck through available farming licenses. This is what
has driven prices to the extremes we are seeing currently, and salmon companies

earning super profits.

2.2 Presentation of Norway Royal Salmon

This subchapter will be written at a later stage in the process.

3.0 The theoretical framework

This chapter will present the valuation method used to determine the value of
Norway Royal Salmon. The chapter starts with a brief introduction on the different
frameworks for valuation, followed by a reasoned choice of valuation technique.

Lastly, the chosen method will be described in more detail.
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3.1 Frameworks for valuation

There exists a variety of frameworks for valuation. It is common to categorize the
different valuation techniques into three main categories; fundamental valuation,
multiples (comparables), and real options (Koller, Goedhard, & Wessels, 2010).
Fundamental valuation is about thoroughly examining information about firms and
reaching conclusions about the underlying value that the information implies. It is
an attempt to measure the intrinsic value of the company, meaning the actual value
of the company based on an underlying perception of its true value (Penman,
2013). This includes seeking information of all aspects of the business, in terms of
both tangible and intangible factors, as well as overall economy and industry
conditions and other macroeconomic factors. The intrinsic value may differ from
the market value. Given reliability and validity in the estimation, the analyst can

give an indication on whether the company is undervalued or overvalued.

The use of multiples for valuing a company is also a commonly used valuation
technique. Because DFC models tend to be more used among analysts, multiples
are in some cases used as a supplement to DFC, rather than a replacement.
According to Teller, one way to place the DCF model in the proper context is to
create a set of comparables (Koller, Goedhard, & Wessels, 2010). The value of the
company is based on different multiples of comparable companies. Among the
most commonly used comparables is the enterprise value (EV)-to-earnings before
interest, taxes, and amortization (EBITA) multiple. Valuing a company based on this
approach is done by multiplying the company’s EBITA with a representative
EV/EBITA from comparable companies in the industry (Koller, Goedhard, &
Wessels, 2010). An advantage by using comparables for valuing a company is that
the method is less time consuming. However, the method is criticized for not being
profound. The technique can therefore be suited for companies with a short

operational history (Koller, Goedhard, & Wessels, 2010).

The third, and the last category for valuation techniques, is the real option
valuation, using a replicating portfolio. In the article “the pricing of options and
corporate liabilities” from 1973, Fischer Black and Myron Scholes derived a
theoretical valuation formula for options. Their model relies on replicating
portfolios. The intuition is that a replicating portfolio that perfectly resembles the

7
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security you attempt to value, must have the same price as the security (Black &
Scholes, 1973). Contrary to traditional discounted cash flow techniques, which do
not deal well with managerial flexibility or future response to uncertainty, real
option based pricing techniques handles this flexibility quite well. This has led to
analysts trying to replicate portfolios for companies and their projects. However,
an attempt to value a company using real options tend to be difficult as it is
challenging to create a perfectly replication portfolio, unlike the case for financial
options, e.g., valuing derivatives (Koller, Goedhard, & Wessels, 2010). Therefore,

this method is not commonly used among analysts.

3.2 Choice of valuation model

There are several considerations that has to be made when determining which
valuation technique that is best fit in determining the company’s value. For
instance, Kaldestad and Mgller (2011) claims that access to information, time
available, and the requirements in regard to reliability are factors of great
importance for the final decision. In addition, they state that both the industry the
company operates, as well as the stage in the life cycle of both the industry and the
company, are important factors to consider whilst deciding upon the valuation
technique (Kaldestad & Mgller, 2011). The different techniques come with both
strengths and weaknesses, and should be considered supplements rather than
different alternative techniques. It is not necessarily given that one valuation
technique will be sufficient to get a realistic value. Consequently, several analysts

tend to use supplementary techniques to value a company.

The activities of Norway Royal Salmon can be traced far back in time as they were
listed spring 2007. Hence, the company has a relatively long accounting history,
which is an important prerequisite for choosing fundamental valuation. The
Norwegian salmon industry consists of a number of companies similar to Norway
Royal Salmon in regards to structure, operation and financing, which is useful in
both fundamental valuation and valuation based on multiples. Similar companies

also have detailed annual reports, and mainly uses the same accounting policies.

Fundamental valuation is typically considered to be the most suitable method for
companies in a mature phase of their life cycle. Whether Norway Royal Salmon, and

the Norwegian salmon industry, can be said to be in a mature phase will depend on
8
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the market studied in which they operate in. For instance, markets such as
Scandinavia and the European Union can be claimed to be in a mature stage with
long operational history, whilst markets such as China and parts of East-Europe can
be doubted of being in a mature stage. Such markets can better be categorized as
growth markets, which may suggest the use of an option based approach for these

markets due to the uncertain future prospects.

It is, however, the company’s phase in the life cycle that is decisive. Norway Royal
Salmon is deemed to be in a mature phase in the life cycle and is expected to have
organic growth within their primary product segment (salmon). This is further
emphasized by the licensing required to farm salmon, which makes it difficult to
increase production volume and thus mitigates large growth opportunities through
increased production. However, the company is still expected to grow through
acquisitions and focus on new products. This speaks in favor for either fundamental

analysis or comparable valuation techniques.

Time available is also a factor that must be taken into consideration when
determining the valuation technique. Using more than one valuation technique will
be time consuming if every method is to be done thoroughly. This may reduce the
preciseness of the methods as the risk of omitting important factors increases. We

will therefore use one valuation technique when valuing Norway Royal Salmon.

In conclusion, we believe that fundamental valuation using discounted cash flow
techniques is the most suitable application for valuation method, first and foremost
because the method is thorough. The thorough investigation required by
fundamental valuation underpins the reliability of the estimation, as it decreases
the chances of omitting relevant information that otherwise should have been
included. The method is also precise as it combines insight from historical

accounting data with strategic analysis regarding the company’s future prospects.

3.3 Fundamental valuation

The two most common techniques used within fundamental valuation is the
enterprise discounted cash flow (DCF) model, and the equity cash flow model. The
enterprise DCF model discounts free cash flow (FCF). The free cash flow consists of

cash available to all investors, including equity holders, debt holders, and any other
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nonequity holders. The FCF is discounted at the weighted average cost of capital,
meaning the blended cost for all investor capital. To determine the value of the
equity holders, debt holders and other nonequity investors’ claim on the cash flow

is subtracted from the enterprise value (Koller, Goedhard, & Wessels, 2010).

Contrary to the enterprise DCF model, the equity cash flow model value only the
equity holders’ claims against operating cash flows, discounted at the levered cost
of equity. If both methods are applied correctly, they will yield the same estimate.
However, the equity method tends to be difficult to implement correctly because
capital structure is embedded within the cash flow (Koller, Goedhard, & Wessels,
2010). This makes it challenging to match equity cash flow with the correct cost of
equity. Consequently, we have decided to use the enterprise DCF model for our

valuation of Norway Royal Salmon.

The fundamental valuation is a thorough process, including many steps to reach
the final estimate. To make it easier for the reader to follow the entire process
throughout this thesis, we will in the following go deeper into the steps of a
fundamental valuation, based on Palepu Healy and Bernard’s framework for

fundamental valuation (Palepu & Healy, 2013).
Step 1 Accounting analysis and strategic analysis

The valuation process is typically initiated with analysis of historical accounting
numbers. The goal is to achieve insight about the company’s underlying economic
circumstances and prospects. Because the financial statements mix operating
performance, nonoperating performance, and capital structure, a reorganization of
the statements into new statements is done to separate the three. This creates a
clearer distinction between operations and financing (Penman, 2013). The
reorganized financial statements will form the basis for our valuation, and will be

used to find the free cash flow.

Once the financial statements are reorganized, a thorough analysis of the historical
performance. According to Koller (2010), a good analysis focuses on the key drivers
of value, described as return on invested capital (ROIC), revenue growth, and FCF
(Koller, Goedhard, & Wessels, 2010). Understanding how these drivers behaved in
the past will help us make more reliable estimates of future cash flow.
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In parallel to the accounting analysis, a strategic analysis is done to gainer an even
deeper insight to the industry, and the company’s underlying economic
circumstances and prospects. The strategic analysis will be twofold; an external
industry oriented analysis and an internal resource oriented analysis. This will
reveal the company’s strategic advantage, which are often related to the

company’s operations, but can also relate to its financing.
Step 2: Analyzing risk and profitability

Based on the reorganized financial statements, risk analysis and profitability
analysis is done to find the synthetic rating and the company’s strategic advantage,
respectively. The synthetic rating gives important inputs for determining the
company’s cost of capital, whilst the strategic advantage is found through

guantifying the company’s operational and financial advantage.
Step 3: Projecting future estimates

Projecting FCF, which is driven by ROIC and revenue growth, is the next step to build
the enterprise DCF model. Expected future income statements, balance sheets and
free cash flows are included. When it becomes impractical to estimate a future FCF
(often between 5-10 years ahead), a continuing value is calculated. Then, the
weighted average cost of capital is calculated, based on a weight between cost of

equity and the borrowing cost.
Step 4: Finding the value estimate

Based on the projections made in step 3, the enterprise value is calculated. In order
to find the value of the equity, all nonequity claim has to be subtracted from the
enterprise value. This entails finding, and subtracting nonequity claims such as
debt, operating leases, unfunded retirement liabilities, preferred stock and
minority interest, to name a few. A comprehensive list of nonequity claims is

impractical at this point, but will be covered in more details later in the thesis.
Step 5: Analysis of uncertainty to the value estimate

There is naturally considerable uncertainty connected to the estimated share price

found in step four. It is therefore of interest to analyze this uncertainty. Simulations
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and sensitivity analysis will therefore be used to study how the value estimate is

effected when the key drivers for value changes.

4.0 Theoretical terms and concepts

4.1 Cost of capital

One of the most influential factors in valuing a company is the discount rate. The
discount rate is equal to the investors cost of capital. The cost of capital is equal to
the opportunity cost of investing in a project with the same risk. Fundamental
analysis uses the cost of capital to discount future cash flows into present value.
We will adjust the discount rate for risk, inflation and time horizon in order to reach
a sensible discount rate. We will base our estimate on the capital asset pricing

model, and then adjust the result if necessary.

4.2 Risk

Risk is a function of the consequences and the probability of a particular outcome
occurring. A company with high risk is a company where the future cash flows are
highly uncertain. It is therefore of particular importance to identify the type of risk
and the risk tolerance of the investors. The total risk of a firm can be split into two

parts; systematic risk and unsystematic risk.

4.2.1 Systematic risk

systematic risk is the inherent risk in the market. The inherent risks in the market
are factors that an investor is unable to completely protect himself from if they are
invested in the market. It therefore cannot be controlled or eliminated through
diversification. The only way to safely steer clear of systematic risk is to only be
invested in risk free investments. Examples of systematic risk include currency risk,

interest rate risk and weather. (Bghren & Michalsen, 2010)

4.2.2 Unsystematic risk

Unsystematic risk, or company specific risk, is the uncertainty surrounding the
particular business in question. This type of risk can be eliminated through
diversification. Elimination of unsystematic risk is one of the assumptions of the

capital asset pricing model, and may therefore need to be adjusted for in order to
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make the valuation realistic. Examples of unsystematic risk include competence

within a firm and access to capital.

4.3 Risk-free investments

The risk-free rate is the rate of return an investor can expect to achieve without
accepting any degree of risk (Bodie, Kane, Marcus, & Jain, 2014). A truly risk-free
investment is theoretical, as you will always assume a degree of risk no matter
where you place your capital. However, we are able to approximate the risk-free
rate by using governmental bonds in countries where the government has superb
credit worthiness. These bonds generally do not have any risk of bankruptcy or

failed payments.

The maturity of the bond used as risk-free rate depends on the horizon of the
investment. In our case, we assume that the firm will operate for an infinite amount
of time in the future. This indicates that the governmental bonds with a longer
maturity will be more relevant than a short term bond. As we are valuing a
Norwegian salmon company, we also find it sensible to use the Norwegian
government bonds as our risk-free rate. The Norwegian government has a very high

credit worthiness, and therefore meet our conditions.

4.4 Attitude towards risk

The returns an investor can expect are highly correlated with the amount of risk in
their portfolio. An investor who enters a lot of very risky investments is likely to
have a higher expected return than the investor who shies away from risk. The

attitude towards risk is primarily split into three categories.

4.4.1 Risk neutral
A risk neutral investor is an investor who only cares about the expected returns
(Bghren & Michalsen, 2010). A risk neutral investor will be indifferent between to

projects yielding 10%, even if one of the projects is objectively riskier.

4.4.2 Risk averse

Arisk averse investor weighs the risk of an investment against the expected returns.
They want the highest possible return at the lowest possible risk. This means that a
risk averse investor will not carry more risk than necessary. Most people are risk

averse, and our discount rate is based on a risk averse investor. A risk averse
13
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investor will require a higher rate of return for a risky project (Economic Times,

2016).

4.4.3 Risk seeking

A risk seeking investor is an investor who values risk. If they are presented with two
projects with the same expected return, they will prefer the investment with the
highest risk. A risk seeking investor will accept a lower expected return for an

investment with a higher degree of risk (Bodie, Kane, Marcus, & Jain, 2014).

4.5Market risk premium
The market risk premium is the additional returns an investor can expect from

investing in the market instead of using a risk-free investment vehicle (Bghren &
Michalsen, 2010). It illustrates how much extra returns you can achieve by taking
on more risk. The market risk premium will be found by looking at historical returns
against historical risk-free returns. One can either take an average of a sample
period, or one can estimate different market risk premiums for each year. We will
use an average for ease of calculations. Since we are valuing a Norwegian salmon
company, we find it sensible to use a Norwegian equity index to measure historical

returns.

4.6 Beta

The beta-value is a way to quantify systematic risk (Kaldestad & Mgller, 2011). It
compares the volatility of the instrument we are valuing with the market-index that
we have chosen. If the beta equals 1, the instrument will see the same
developments in returns as the market index. If the beta is above 1, the volatility of
returns will be higher than the market, whereas the volatility will be lower than the
market if beta is below 1. If the beta-value equals O, you will see no volatility, and
the investment is considered to be risk-free (Bghren & Michalsen, 2010). As our
firm is a listed entity, we can find the beta through a regression of historical prices.
It is also possible to construct a beta through looking at similar companies. If the
beta of a firm is much higher than the industry standard, it means that the market

perceives that company to have more risk.
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4.7 Adjusting the beta

Empirical studies by Marshal Blume found that beta-values seem to converge
towards the market average (=1) (Blume, 1975). As we are valuing a company with
an infinite operating horizon, we may find it sensible to make such an adjustment

to the beta-value.

4.8 Capital asset pricing model

The capital asset pricing model will be used to find our unadjusted cost of capital.
It is, as mentioned, a way to quantify the impact risk should have on returns. The
capital asset pricing model assumes that you carry no unsystematic risk (Bodie,
Kane, Marcus, & Jain, 2014), which we find problematic. The reason is that
especially in the salmon industry, the largest owners have most of their net worth
in one investment. The owners thereby carry unsystematic risk, even though it is
by choice. In order to make the valuation more relevant to such persons, we believe
an adjustment of the discount rate based on unsystematic risk is a sensible

correction.

4.9 Weighted average cost of capital (WACC)

We will apply the WACC, as we are discounting the cash flows of the entire
business, rather than the cash flow to equity. This means that we will look at the
cost of different types of capital. The borrowing cost as well as the cost of equity

has to be used in order to reach a discount rate that we can apply to our valuation.
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