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 BUSINESS  VALUATION 
Part 4:  The Value Bridge – Part I 

 
Introduction 
 
The market value of debt (or net debt) and debt and equity equivalents must be be deducted from 
Enterprise Value (operating Enterprise Value plus the market value of non-operating assets)(‘EntV’) to 
calculate Equity Value (‘EqV’), and form the ‘Bridge’ between the two. This paper discusses some 
components of non-operating assets (cash, deferred tax assets) and debt and debt-equivalents (straight 
debt, leases, pension deficits), as well as related IFRS financial reporting and UK tax issues. Part 5 
discusses option-embedded bridge items (convertibles and employee stock options). 
 
Non-Operating Assets 
 
Cash 
 
In Part 2, the treatment of cash in a DCF valuation was briefly discussed. Cash (whether it be just ‘excess 
cash’ or total cash) can be netted off gross debt or kept separate and treated as a non-operating asset. 
If cash is netted off debt, then income on cash balances should be included in the cost of debt (or rather 
cost of net debt). If cash is added as a non-operating asset, any related income should be ignored as it 
is non-operating. 
 
Deferred Tax Assets  
 
A fundamental principle of accruals based financial reporting (‘Generally Accepted Accounting Practice’ 
/ ‘GAAP’, such as IAS and IFRS financial reporting standards issued by the International Accounting 
Standards Board) is that expenditure is matched with related income and both are accrued for in the 
same period (booked according to the period they relate to rather than when the cash effect arises). For 
example, the upfront cost of acquiring an asset should be matched over time in the income statement 
against the periodic revenue and profits arising from the use of the asset (including its sale). This is 
achieved via depreciation (tangible assets) and amortisation (intangible assets). The deduction for tax 
purposes in respect of the cost of the asset may not equal the expense for accounting purposes due to 
permanent differences (amounts that are disallowed for tax purposes, just as some income might be 
exempt) and ‘temporary’ differences (mainly due to timing differences that arise when the expense is 
included in the accounting profit in one period but in the taxable profit in another, but can arise in other 
cases, such as when assets are revalued for accounting purposes but not for tax purposes). Such 
differences also arise for income and gains. 
 
 In the UK, a tax deduction for the cost of a tangible asset might be accelerated and arise in full in the 
year of acquisition or be allocated on a reducing balancing basis. Depreciation in the income statement 
is usually based on a straight-line allocation of the ‘Depreciable Amount’ (qualifying cost less ‘residual 
value’ at the end of its useful life – IAS 16 para.6) over the period during which the asset is available 
for use by the business (‘Useful Life’). This difference is only temporary, however, as whilst in early years 
‘tax depreciation’ is greater than accounting depreciation (taxable profit is less than accounting profit) 
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a reversal occurs later on (taxable profit is more than accounting profit). Over the life of the asset, tax 
depreciation will equal accounting depreciation. 
 
For these assets, the carrying amount in the balance sheet equals cost less accumulated depreciation, 
whilst the ‘tax base’ (on which capital allowances are based) equals cost less accumulated tax 
allowances. If the carrying amount exceeds the tax base, the accumulated deductions for tax purposes 
given so far have been greater than those for accounting purposes. When the temporary difference 
reverses, more tax will be payable and this should be provided for via a deferred tax liability. Under IFRS, 
a liability is a present obligation arising from past ‘obligating’ events that will, in all probability, lead to 
an outflow of economic benefits and is provided for (non-current) if it can be measured reliably (IAS 37). 
Discounting is not permitted under IAS 12 (para.53). 
 
A deferred tax liability on ‘taxable temporary differences’ will arise on the excess of the carrying amount 
of an asset over its ‘tax base’ (tax rate applicable for the period x (AIFRS - ATAX)) and vice versa for a liability 
(tax rate x (LTAX - LIFRS)). The deferred tax charge is the increase in the liability over the period. When 
calculating NOPAT or FCFF, deferred tax needs to be determined for operating assets and liabilities and 
only the increase in operating deferred tax liabilities is deducted from the statutory tax that applies to 
taxable operating EBITA (Koller at al. (McKinsey) (2025) p.220 and ch.20). Deferred tax liabilities are 
otherwise ignored in the valuation (Holthausen & Zmijewski (2020) p.117). 
 
A deferred tax asset arises where there are ‘deductible temporary differences’ (ATAX - AIFRS for assets and 
LIFRS - LTAX for liabilities) and where tax losses carried forward from prior periods are available to reduce 
taxable profits (s45 - s45D Corporation Tax Act 2010 in the UK, subject to carry forward restrictions under 
part 7ZA of that Act). A deferred tax asset can only be recognised if its recovery is probable and 
sufficient taxable profits will be available in the future to utilise the deductible temporary differences 
[para. 25, 27 IAS 12]. Deferred tax assets should be treated as non-operating assets and valued 
separately (Koller at al. (McKinsey) (2025) p.216). 
 
Debt and Debt-Equivalents 
 
Straight Debt 
 
Valuation  
 
Debt is measured in the Weighted Average Cost of Capital (WACC) at market value (via the leverage 
ratio – see Part 2 of this series), and so the amount to be deducted from the EntV to calculate EqV 
should also be the market value. The fair price of a debt instrument (without any embedded option, 
such as a straight bond) is the present value of its future cash flows (interest or coupons plus 
redemption or maturity amount), discounted at a risk adjusted rate. Basic, traditional bond pricing 
uses a single discount rate: the current required 'Yield to Maturity' (YTM) or ‘Gross Redemption Yield’ 
(the Internal Rate of Return, IRR, for a given market price), which, at the date of issue, may be set with 
reference to some benchmark issue.  
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If coupons are paid annually, the fair price at the start of a coupon period ('Clean Price' excluding 
accrued interest) will be as follows: 
 
          Price   =           c         +        c        + …....   +    c  +  P                       
        (1+ r)1            (1+ r)2              (1+ r)n 

 
                               =   c      1         1    -      1             +   P         1      .                
                                        r                   (1 + r)n                    (1 + r)n        
              

where c  Equal annual coupon, starting in 1 year 
 P Redemption amount (principal) 
 r Yield to Maturity (IRR) % per annum  
 n Number of complete years until maturity 
 

If coupons are paid more than once during the year, each coupon equals the annual coupon divided by 
the number of coupon periods, which, together with the redemption amount, would be discounted at 
the nominal Yield to Maturity: 
 
 Price   =          c/m         +         c/m         + ….. +        c/m   +   P              

                 (1+ r/m)1            (1+ r/m)2                          (1+ r/m)nm 
 
                            =        c/m      1        1   -         1               +         P            1                    
                                             r/m                (1+r/m)nm                            (1+r/m)nm        

 
 

where c    Equal annual coupon (coupon % x bond face value) 
  m   Number of equal length coupon periods per year  
                     (n x m is the number of time periods) 

 
Daily interest is accrued on a bond up until the date the coupon is paid, so that, if a bond is purchased 
during a coupon period, the purchase price (‘Dirty Price’) includes accrued interest from the last 
coupon date to the day before the purchase or ‘settlement’ date (inclusive): accrued interest = coupon 
p.a.  x days accrued / days in coupon period (if the ‘actual / actual’ convention is used, as is the case 
for accrued interest on UK bonds and some US bonds – otherwise, the days in the year are used). The 
price can be calculated using an Excel function or from the past or next coupon date.  
 
IFRS Accounting 
 
Under IAS 32, a financial liability includes a liability (a present legal or constructive obligation arising 
from a past ‘obligating’ event that results in an outflow of economic benefits – IAS 37) that is a 
contractual obligation to deliver cash to another entity where the company has no unconditional right 
to avoid delivery of that cash. Such contractual financial liabilities (which would include many types of 
preference share capital) are financial instruments that are measured and recognised by the issuer 
under IFRS 9 initially at fair value (the price that would have to be paid to transfer the liability in an 
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orderly transaction in the market – IFRS 13) and thereafter, subject to some exceptions, at ‘Amortised 
Cost’. 
 
A loan or bond, therefore, would usually be recognised on the issuer’s balance sheet at amortised cost. 
The IRR of a bond is the discount rate ( YTM) that discounts future expected cash flows to the price or 
fair value of the bond. The YTM changes as the required yield changes in the market, increasing (after 
yields fall) or decreasing (after yields rise) the price of the bond. The ‘Effective Interest Rate’ (EIR) is the 
IRR of the bond at the date of initial recognition by the issuer, and is not re-calculated unless the 
financial liability is substantially modified. The EIR will equal the interest or coupon rate if the instrument 
is initially recognised at face value. It represents the effective cost of debt, and may differ to the cash 
rate (such as a zero coupon instrument), and the resulting amortisation charge is the interest expense 
booked to the income statement. 
 
The EIR is used to calculate the carrying amount (book value) of the financial liability, the amortised 
cost: 
 
 Fair Value on recognition (FV0)  x 

 Add:  EIR %  x  FV0  (P&L)  x 
 Less: interest or coupon paid (cash flow statement)  (x.) 
 Amortised cost at end of year 1  (FV1) (balance sheet)  x 

 Add:  EIR %  x  FV1  x 
 Less: interest or coupon paid  (x.) 
     Amortised cost at end of year 2  (FV0)  x 

      Etc 
 
At any date, the book value and fair value (market value) will equal the remaining cash flows discounted 
at the EIR and YTM, respectively. Book value and market value will differ, therefore, if the YTM on initial 
recognition (the EIR) has changed since recognition. A simple example follows: 
 
 
A 5.0% p.a. 5 year bond (Face Value 
‘FV’ = Redemption Amount ‘RA’ =  
100) is issued at 100 (Market Value 
‘MV’ or ‘PV’), with a YTM of 5.0%.  
 
EIR = coupon rate: 
⸫ BV = FV 
 
YTM is constant: 
⸫ BV = MV 
 
 
 
 

Note: to allow for varying discount rates, DFn = 1 /{(1 / DFn-1) x (1 + rn)} = DFn-1 /  (1 + rn) 
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If the coupon is 1.0% and YTM still 
5.0%, the redemption amount will 
have to increase to 122.10 for the 
price to equal 100. 
 
EIR ≠ coupon rate: 
⸫ BV ≠ FV 
 
YTM is constant: 
⸫ BV = MV 
 
 
 
 

 
 
If at a future date yields change, BV 
≠ MV. Assume the YTM ‘spot rate’ 
increases to 6.0%, at the start of 
year 3, the 108.20 price at the end 
of  year 2 will immediately fall and 
years 3 and 4 prices will be lower. 
BV will stay the same, whatever 
market yields do. 
 
 
 
The cash flows in this example are the promised contractual cash flows, that, given the initial price paid 
to acquire the loan or bond, provide the investor with their minimum required return (the promised YTM). 
If there is a risk of default, such that the expected cash flows will be less than the promised cash flows, 
then the true cost of debt will be less (Cooper & Davydenko (2001)). In practice, if the market expected 
yields to rise in year 3, the bond price would be calculated based on these expected future spot rates 
rather than the constant YTM. 
 
UK Taxation 
 
In the UK, taxation of debt instruments for companies falls under the Loan Relationship Rules (LRR) 
contained in Corporation Tax Act 2009 (CTA 2009), which includes ‘money debts’ arising from the actual 
lending of money (settled in cash, in another money debt or shares in any company). All profits and 
losses in the form of credits and debits (including interest) under the LRR are taxed as trading or non-
trading income even if they are of a capital nature (i.e. capital gains and losses). Amounts recognised 
are those recognised in the profit and loss account under GAAP, unless the tax rules override the 
accounting rules (lending between connected companies, for example, has to be recognised using the 
amortised cost method and not fair value accounting, which the lender can use depending on its 
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business model and other factors). Losses (excess debits over credits, or ‘deficits’) are relieved 
differently for trading and non-trading items. 
 
Subject to avoidance arrangements, interest (not defined)  is deductible for tax purposes, but may be 
restricted under the Corporate Interest Restriction (‘CIR’) provisions under Taxation (International and 
Other Provisions) Act 2010. These aim to restrict tax deduction for UK tax resident companies in a 
worldwide group (or single companies) in respect of net interest payable in excess of £2 million, so as 
to ensure deductions are commensurate with business activity subject to UK tax (OECD based rules 
designed to remove the advantage of shifting group debt to higher tax rate jurisdictions to maximise 
dedutions). The amount restricted (‘Interest Capacity’) is based on a percentage (‘fixed ratio’ 30%) of tax 
adjusted Earnings Before Interest Tax Depreciation & Amortisation (‘tax-EBITDA) for the UK companies, 
subject to a cap. If the worldwide group’s net finance cost (making adjustments to align with UK tax 
rules and other adjustments) as a percentage of its EBITDA is higher than 30%, the UK companies in 
the group may elect to use this higher ‘group ratio’ in instead of the 30% fixed ratio (again subject to a 
cap). The  group decides how to allocated the Interest Allowance to its UK group companies. The 
disallowed amount may be carried forward for deduction in future years (‘reactivation’), subject to rules. 
 
Interest deductions on a corporation tax return will be challenged if it is suspected one of the main 
purposes of the loan relationship is the avoidance of tax. These would include loans for an ‘unallowable 
purpose’ (not amongst the purposes of the company)[s441 CTA 2009], loan transactions not at arm’s 
length [s444 CTA 2009] and interest which treated as a non-tax deductible distribution [s1000 CTA 2010]. 
 
As for a loss making company (where LRR deficits, including interest expense, would be carried forward 
for relief), restricting interest deductions under the CIR reduces the value of the tax shield (see Part 2) 
by delaying the tax benefits (until used in a future period), and hence increases the after-tax cost of 
debt in the affected years. 
 
Leases 
 
Features of a lease 
 
Under a lease agreement, one party (the ‘lessor’) grants another (the ‘lessee’) full use of an asset for a 
period (‘primary lease term’) in return for a rental, subject to certain terms and conditions. The lessor 
may have legal title to the asset, or lease it from its legal owner (the ‘head lessor’); the lessee may be 
entitled to ‘sub-lease’ the asset to a ‘sub-lessee’.  There may, therefore, be more than one lease 
agreement relating to a single asset. The lessee would normally return the asset to the lessor at the end 
of the primary lease term, having maintained it and restored it to the minimum condition stated in the 
lease agreement; however, it may be granted the right to extend the lease into a ‘Secondary’ term at a 
stipulated rent (‘Renewal Option’) or to purchase the asset (‘Purchase option’). A significant risk for the 
lessor is the uncertainty associated with the value of the asset at the end of the lease term (‘Residual 
Value’). 
 
If the lessor can earn its required rate of return from cash flows that the lessee has contracted to pay 
or guarantee over a non-cancellable term (‘Minimum Lease Payments’ / ‘MLP,’ being rentals and any 
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guaranteed payments for all or part of the Residual Value), the lease would be termed a ‘Full Payout’ 
lease. The lessor has effectively sold its economic interest in the asset to the lessee, and its required 
return would be achieved whatever the Residual Value: any proceeds from the sale of the asset at the 
end of the lease could be returned to the lessee as a rebate of rentals (if the asset had a nil Residual 
Value, the lease term would represent 100% of the asset’s remaining economic life at the start of the 
lease). The PV of the MLP, as a percentage of the asset fair value is an indication of how much effective 
economic ownership has been transferred to the lessee.  
 
IFRS Accounting  
 
Prior to the introduction of IFRS 16 (effective from 2019), under IAS 17 leases classified as Finance 
Leases (‘FL’) (substantially all the risks and rewards associated with ownership transferred to the lessee)  
were capitalised by lessees at the PV of MLP. By contrast, where the lessor retained enough risk, the 
lease was classified as an Operating Lease (‘OL’) with lessee rentals charged to the P&L and no 
requirement for lessee to capitalise lease payments (a form of off-balance sheet financing). 
 
The PV of future lease payments under a FL effectively represent debt servicing (payments of principal 
and interest added into the lease rental) on borrowings used to purchase the asset, which would be 
treated separately (a liability for future rentals, a depreciated asset and interest and depreciation 
expenses in the P&L). An OL required only the rental charge to be shown as an expense. 
 
If an agreement conveys the right to the lessee to control the use of an identified asset for a period of 
time in return for consideration, it should be classified as a lease under IFRS 16 (there are detailed rules 
on the identification and definition of a lease,  which will not be discussed here) and the lessee will be 
required to capitalise the underlying ‘right-of-use’ asset (‘ROUA’), even if it would have been classified 
as an OL under the old rules (the lessee can opt out if the lease is for 12 months or less and does not 
contain a purchase option, or if the lease is deemed to be of low value). 
 
On initial recognition, the cost of the ROUA is recognised as an asset and the PV of the Lease Payments 
(‘LP’) as a liability discounted at the interest rate implicit in the lease. LP are the enforceable payments 
over the lease term (actual and ‘in-substance’ fixed payments, variable payments that depend on an 
index or rate, the exercise price of any purchase option that the lessee is reasonably certain to exercise 
and amounts payable by the lessee under any RV guarantees). 
 
The term starts on the date the asset is made available for use by the lessee and ends when the lease 
is no longer enforceable. This includes the non-cancellable period and any period covered by an option 
granted to the lessee to extend the lease  (where it is reasonably certain the extension option will be 
exercised) or terminate the lease (where it is reasonably certain the termination option will not be 
exercised). If the lessee has the right to purchase the ROUA, and exercising the right was reasonably 
certain, that would be considered as well. When the lessor and lessee can terminate the lease for an 
insignificant penalty and without permission from the other party, the lease is no longer enforceable 
and has come to an end. 
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The interest rate implicit in the lease is the IRR that discounts the lessee’s LP and any unguaranteed RV 
that the lessor expects to receive to the asset fair value (plus any ‘initial direct costs’). If the lessee 
cannot readily determine this rate (if it does not know what unguaranteed RV the lessor is expecting), 
it may use its ‘incremental borrowing rate’ (the rate the lessee would expect to pay to borrow funds to 
obtain an asset of similar value to the ROUA, based on a similar term, security and economic 
environment). 
 
UK Taxation 
 
For some leases a lessee is able to claim capital allowances in the UK, and thereby accelerate tax 
deductions compared to relief available for rental payments on other leases.  Prior to 2006, the 
availability of allowances was restricted to legal ownership (and assets under Hire Purchase 
agreements). Since that date, lessees under Long Funding Leases (LFL) can claim allowances as if they 
owned the asset (Capital Allowances Act 2001). A LFL is a Funding Lease that is neither a Short Lease 
(7 years or less) nor an Excluded Lease (including Hire Purchase agreements), and is a lease of qualifying 
plant and machinery (‘P&M’) where one of the following tests applies at the inception date (the date 
the contract is agreed and all conditions have been met): 
 The lease qualifies as finance lease (or loan) under GAAP in the lessee’s accounts; or 
 The PV of the MLP is at least 80% of the fair value of the leased P&M, discounted at the implicit 

rate or, if that cannot be determined, the incremental borrowing rate (as defined under GAAP); or 
 The lease term is more than 65% of the remaining useful economic life of the leased P&M 
 
Capitalised leases that do not meet these tests will be eligible for relief on the rental expense (no 
accelerated allowances are given),  if the lease gross rental charge is consistent with the accruals 
concept under GAAP.  The rental charge will represent the finance charge and depreciation. 
 
An example of a lease is given in the Appendix. This is a leveraged lease, where the lessor has financed 
the asset with debt, and a short funding lease under UK tax rules (capital allowances remain with the 
lessor, as in a leveraged lease the  lessor would want to maximise tax deductions for the asset in order 
to obtain its target post-tax return). The implicit rate in the lease is 6.54%, which is used to capitalise 
the lessee’s rentals. 
 
Pension Deficits (Defined Benefit) 
 
In a funded Defined Benefit Plan the company agrees to provide future benefits from a fund of 
investments built up over the years with contributions by the employer (and possibly the employees). The 
present value of the Defined Benefit obligations (DBO) may be more than the market value of the fund 
assets, meaning a shortfall (‘deficit’), for which the company is liable, has arisen (a ‘surplus’ arises if 
plan assets are valued in excess of the obligations). The fund accumulates from ongoing contributions 
and a return on investment (dividends, interest) which are reinvested. Whilst the plan assets are easily 
measured, the liability requires actuarial techniques to forecast future benefit payments. In simplistic 
terms: 
 
 the fair value of the fund assets will change over the period n to n + 1 as follows: 
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   Assetsn+1  =   Assetsn  +  contributions paid in + interest income  - benefits paid out  +   AG/L 
 
 the PV of the DBO will change as follows: 
 

        DBOn+1  =   DBOn  +  service cost + interest costs  - benefits paid out  +   DBOG/L 
 
Where: 
- Service cost (P&L operating profits) = increase in PV of DBO from employee service in the current 

period (‘current service cost’) + prior periods (amendments and curtailments) 
- Net Interest income and costs (P&L non-operating) = the discount rate applied to the opening value 

of plan assets and DBO (the difference between the discount rate and actual return on assets is 
included in AG/L). The discount rate must reflect the end of period yield on high quality corporate 
bonds. 

- AG/L and DBOG/L (Other Comprehensive Income) = the gain / loss on re-measurement of plan assets 
at year end market prices and obligations at revised actuarial assumptions. 

A surplus is recognised on the balance sheet as an asset subject to an ‘asset ceiling’ that reflects the 
surplus recoverable amount (the PV of future refunds and reductions in future contributions resulting 
from there being a surplus). 
 
Operating EBITA should include the service cost and no adjustment is made for valuation purposes (it is 
part of NOPAT).  If FCFF or NOPAT is calculated from net income, the defined benefit cost excluding the 
service cost needs to be added back, net of tax.  
 
A DBO net liability for valuation purposes should be treated as a debt equivalent and deducted off the 
enterprise value. If contributions required to eliminate the deficit are fully tax deductible, the amount 
deducted is DBO x (1 – marginal tax rate). Any related interest costs (net of tax) should be excluded 
from FCFF (and included in the WACC along with the deficit as a debt-equivalent). Adjustments may also 
be made  when de-levering and levering betas under CAPM for the cost of equity estimate, to factor in 
additional risk borne by shareholders if appropriate (betas would need to be estimated for pension 
liabilities and assets)  
 
(See Koller at al. (McKinsey) (2025) p.455-464, 881; Jin, Merton & Bodie 2006; 
https://www.footnotesanalyst.com/dcf-and-pensions-enterprise-or-equity-cash-flow/) 

___________________________________ 
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The information contained in this article has been prepared for general information and educational purposes only, and should not be 
construed in any way as investment, tax, accounting or other professional advice, or any recommendation to buy, sell or hold any 
security or other financial instrument. Readers should seek independent financial advice, including advice as to tax consequences, 
before making any investment decision.  
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of financial theory, accounting standards and tax requirements. The author accepts no responsibility for any loss which may arise, 
directly or indirectly, from reliance on information contained in the article. 
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Appendix :  Lease 
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