VaValuation of LVLT – Residual Income Approach as of 9/26/2007
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We will assume a constant growth model.

Will calculate on a per share basis.

B0 based on 6/20/2007 balance sheet, Total equity = 1,324, total long-term debt is 6,828, total number of shares 1,531, thus B0 = Debt + Equity/1531 = 5.33.  Note this is not the standard way to determine book value.  Usually, you just take the equity.  However, some studies suggest the true takeover value of the firm is the long-term debt + equity, this assumes of course that the long-term debt was used to buy useful assets, advertising, name brand recognition, etc.
ROE for this firm is consistently negative, Let’s assume it eventually moves to the industry average of 12.08%.

r or our cost of capital is assumed to be 20% for this very risky firm.

Analysts estimate growth rate at 8%.  Thus, value is 

V0  = 5.33 + (0.12 - 0.20)/(.20-.08)* (5.33) = $1.77.  
Stock price is currently at $4.71.  If we reduce our cost of capital to 15%, the value would be $3.04.  This assumes the ROE moves to the industry average.  The current ROE is in the -50% + range.  
Note, by Dec. of 2007, the value of LVLT was $3.00.









