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Understanding the nuances of valuation techniques is crucial for investors,
financial analysts, and corporate managers. One key aspect of valuation,
especially when estimating the continuing or terminal value of a firm,
involves assumptions about the company's long-term profitability and the
discount rates applied. A common assumption made in many valuation models is
that the Return on Net Invested Capital (RONIC) equals the Weighted Average
Cost of Capital (WACC). This assumption has profound implications on the
perceived importance of various components in valuation and on the robustness
of the estimate itself. In this article, we explore how equating RONIC to
WACC influences the significance of different valuation parameters and the
overall reliability of continuing value estimates.

Understanding RONIC and WACC

What Is RONIC?
Return on Net Invested Capital (RONIC) measures the profitability generated
from the firm's net invested capital. It indicates the efficiency with which
a company uses its capital to generate returns. RONIC is calculated as:

RONIC = (Net Operating Profit After Taxes - Economic Depreciation) / Net
Invested Capital

It reflects the company's operational performance and capacity to generate
value over and above its cost of capital.

What Is WACC?
Weighted Average Cost of Capital (WACC) is the average rate that a company
must pay to finance its operations through both debt and equity. It considers
the cost of each capital component weighted by its proportion in the firm's



capital structure:

WACC = (E/V) Re + (D/V) Rd (1 - Tc)

where E = equity value, D = debt value, V = E + D, Re = cost of equity, Rd =
cost of debt, and Tc = corporate tax rate.

The Implication of Assuming RONIC Equals WACC

Theoretical Foundations
When RONIC is assumed to be equal to WACC, it implies that the company's
operational returns are exactly matching its average cost of capital. This
assumption often stems from the perspective that, in the long run, firms are
expected to generate returns that just cover their cost of capital,
reflecting a state of equilibrium.

Impact on Continuing Value Calculation
The terminal or continuing value in valuation models is often calculated
using a perpetuity growth model:

Continuing Value = (FCF (1 + g)) / (WACC - g)

where FCF is the free cash flow at the end of the forecast period, and g is
the perpetual growth rate.

If RONIC = WACC, it suggests that the firm's long-term profitability
(reflected by RONIC) aligns with the overall cost of capital. Consequently,
the perpetual growth rate g must be less than or equal to the difference
between RONIC and WACC, which in this case is zero or very small. This
scenario indicates that the firm's returns are just sufficient to compensate
capital providers, making the valuation sensitive to small changes in
assumptions.

How Assuming RONIC Equals WACC Alters the
Importance of Valuation Components

1. The Significance of the Perpetual Growth Rate (g)

Reduced Buffer for Growth Assumptions: When RONIC equals WACC, the room



for sustainable perpetual growth diminishes. Since the firm is earning
exactly its cost of capital, any growth assumption must be carefully
justified. Overestimating g can lead to inflated continuing value, while
underestimating may undervalue the firm.

Increased Sensitivity of Valuation: Small changes in g can drastically
alter the continuing value due to the minimal difference between RONIC
and WACC. This makes the choice of g critically important and emphasizes
the need for precise long-term growth estimates.

2. The Role of Terminal Year Free Cash Flows (FCF)

Impact on FCF Stability: Since the terminal value hinges on FCF and the
discount rate, assuming RONIC = WACC means that the FCF in the terminal
year is expected to grow at a rate that barely exceeds zero. This
increases the importance of accurately projecting the terminal year's
FCF.

Potential for Misvaluation: Overestimating FCF or misjudging growth can
significantly distort the valuation when the margin for error is small
due to the RONIC-WACC equivalence.

3. The Emphasis on Cost of Capital Components

Focus on Accurate WACC Calculation: Since the long-term return on
capital is assumed to match WACC, precise estimation of Re, Rd, and
capital structure becomes paramount. Errors in WACC calculation directly
affect the valuation.

Less Focus on Operational Efficiency: When RONIC is assumed to equal
WACC, the emphasis shifts away from operational performance (which
influences RONIC) towards the correct computation of discount rates.

4. The Relevance of Economic Moats and Competitive
Advantage

Reduced Significance: If RONIC equals WACC, the company's competitive
advantages may be perceived as less sustainable or less impactful on
long-term profitability, since returns are expected to just cover costs.



Potential Underestimation of Value: Firms with durable competitive
advantages often sustain RONIC above WACC, leading to higher valuations.
Assuming equality may undervalue such firms.

Practical Implications for Valuation Practice

Limitations of the RONIC=WACC Assumption

This assumption simplifies the valuation but often lacks realism,
especially for companies with strong competitive advantages or growth
prospects.

It may lead to undervaluation if the firm can sustain RONIC above WACC
over the long term.

Conversely, it can cause overvaluation in situations where RONIC is
expected to decline towards WACC.

When Is the Assumption Justifiable?

In mature industries with stable returns and no significant competitive1.
advantages.

When long-term economic conditions and industry dynamics suggest that2.
RONIC will converge to WACC.

For simplifying complex valuation models where detailed operational3.
assumptions are unavailable.

Best Practices for Analysts

Conduct sensitivity analyses to understand how variations in RONIC and
WACC influence the valuation.

Explicitly justify assumptions regarding the relationship between RONIC
and WACC.

Consider alternative scenarios where RONIC exceeds or falls below WACC,



especially for firms with evident competitive advantages.

Avoid overly simplistic assumptions in high-growth or dynamic sectors
where RONIC is likely to be above WACC for an extended period.

Conclusion

Assuming that RONIC equals WACC in the estimation of continuing value
significantly impacts the importance of various valuation components. It
shifts the focus towards precise calculation of discount rates and terminal
cash flows while diminishing the emphasis on operational efficiencies or
competitive advantages. While this assumption can simplify valuation models
and be justifiable in specific contexts, it often understates the potential
for firms to generate returns above their cost of capital, leading to
undervaluation of companies with sustainable competitive advantages. Analysts
must carefully consider the realism of this assumption and employ sensitivity
analyses to capture the range of possible outcomes. Ultimately, understanding
the implications of equating RONIC with WACC helps improve valuation accuracy
and enhances decision-making in investment and corporate finance.

Frequently Asked Questions

How does assuming RONIC equals WACC influence the
estimation of continuing value?
Assuming RONIC equals WACC simplifies the valuation by equating the company's
required return on equity with its overall cost of capital, which can impact
the accuracy of continuing value estimates and potentially lead to over- or
under-estimation.

Why is it important to understand the relationship
between RONIC and WACC in valuation?
Understanding this relationship helps ensure that the assumptions made about
a company's profitability and risk are realistic, affecting the reliability
of continuing value calculations and the overall valuation.

What are the potential risks of assuming RONIC
equals WACC in estimating continuing value?
The main risks include misrepresenting the company's true profitability,
ignoring differences in risk profiles, and potentially overestimating future
cash flows if RONIC is actually higher than WACC.



How does the assumption impact the importance of
growth rate assumptions in valuation?
If RONIC equals WACC, the growth rate assumptions become more critical
because they directly influence the perpetuity value, making accurate
estimates essential to avoid valuation errors.

In what types of companies is assuming RONIC equals
WACC most problematic?
This assumption is most problematic for companies with high growth potential,
significant risk differences, or those operating in volatile industries where
RONIC and WACC are likely to diverge.

How does this assumption affect sensitivity analysis
in valuation models?
Assuming RONIC equals WACC can reduce the sensitivity of the model to changes
in return assumptions, potentially masking the true risk and profitability
dynamics of the company.

What alternative approaches can be used if RONIC is
not equal to WACC for estimating continuing value?
Alternatives include estimating RONIC separately based on industry and
company data, or adjusting the discount rate to reflect different risk
profiles, ensuring a more accurate valuation.

Why is it important to revisit the assumption that
RONIC equals WACC during valuation updates?
Because market conditions, company performance, and risk factors change over
time, revisiting this assumption ensures that the valuation remains accurate
and reflective of current realities.

Additional Resources
In Estimating Continuing Value, How Does Assuming That RONIC Is Equal To WACC
Affect The Importance Of — this question strikes at the core of valuation
theory and practice, especially when assessing the long-term worth of a
business or project. Understanding the implications of equating the Return on
Net Invested Capital (RONIC) with the Weighted Average Cost of Capital (WACC)
is essential for investors, financial analysts, and corporate managers aiming
to produce accurate, meaningful valuations. This article explores the
significance of this assumption, its impact on continuing value estimations,
and the broader implications for decision-making.



---

Introduction: The Role of Continuing Value in Business Valuation

When valuing a business or investment project, especially via discounted cash
flow (DCF) methods, the concept of continuing value (also called terminal
value) is indispensable. It captures the value of all future cash flows
beyond the forecast period, assuming a stable growth rate. Since it often
accounts for a large portion of the total valuation, the assumptions made
about the terminal period—particularly about the relationship between return
metrics like RONIC and cost metrics like WACC—have profound effects on the
final estimate.

---

Understanding RONIC and WACC

Before diving into the implications of assuming RONIC equals WACC, it’s vital
to understand what these metrics represent and their roles in valuation:

Return on Net Invested Capital (RONIC):
- RONIC measures the rate of return a company earns on its net invested
capital (NIC).
- It reflects operational efficiency and profitability.
- When RONIC exceeds WACC, the company is generating value; when it’s below,
it’s destroying value.

Weighted Average Cost of Capital (WACC):
- WACC represents the average rate of return required by investors to finance
the company's assets.
- It incorporates the costs of debt and equity, weighted by their proportion
in the capital structure.
- WACC is used as a discount rate for cash flows because it reflects the
opportunity cost of capital.

---

The Assumption: RONIC Equals WACC

In many valuation models, especially when estimating the continuing value or
terminal value, analysts sometimes assume that RONIC equals WACC at the
terminal point. This is often motivated by the idea of reaching a steady
state where the company’s returns are just sufficient to compensate
investors, implying no excess return.

Implications of this assumption:
- It simplifies calculations, as the terminal growth rate and discount rate
align with the return on capital.
- It implies the company has achieved a mature, stable state where
operational returns match the cost of capital.
- It suggests the firm is neither creating nor destroying value in the long



run.

---

Impact on Estimating Continuing Value

The assumption that RONIC equals WACC influences the estimation of continuing
value in several key ways:

1. Determination of the Terminal Growth Rate

The terminal growth rate (g) is often linked to the long-term sustainable
growth of the business. When RONIC equals WACC:

- The growth rate (g) is typically derived as:
g = (RONIC - Re) (NIC / Total Capital),
but assuming RONIC = WACC simplifies the calculation, often leading to g
approaching zero or a very conservative estimate.

- Impact:
- If RONIC = WACC, the firm is assumed to generate just enough return to
cover the cost of capital, implying zero or very low long-term growth.
- This leads to a lower terminal value, as the perpetuity formula becomes
less optimistic.

2. Perpetuity Valuation and the Gordon Growth Model

The terminal value (TV) commonly uses the Gordon Growth Model:
TV = Final Year Cash Flow × (1 + g) / (WACC - g)

- When RONIC equals WACC, the assumption often leads to g being close to
zero, simplifying the formula but potentially undervaluing the firm’s future
prospects.
- If the firm’s actual long-term growth prospects are higher, assuming RONIC
= WACC can undervalue the business.

3. Impact on Value Creation Assumptions

- Value Creation:
- If RONIC exceeds WACC, the company is creating value, leading to a higher
continuing value.
- Assuming RONIC = WACC effectively assumes no future value creation,
potentially undervaluing the firm if it has growth opportunities.

- Value Destruction:
- Conversely, if RONIC is below WACC, the assumption might overstate the
firm’s long-term sustainability.

---

Broader Implications for Valuation and Decision-Making



Understanding the effect of this assumption extends beyond pure calculation;
it influences strategic decisions, risk assessments, and investment
evaluations.

1. Risk and Competitive Advantage

- Assuming RONIC equals WACC may be appropriate for mature, highly
competitive industries with little competitive advantage.
- For firms with durable competitive advantages (moats), RONIC likely exceeds
WACC in the long run, and assuming equality undervalues future growth
potential.

2. Appropriateness in Different Industries

| Industry Type | Typical RONIC vs. WACC | Impact of Assuming RONIC = WACC |
|---------------------------------|------------------------|-----------------
---------------------------------------|
| Mature, commodity industries | RONIC ≈ WACC | Suitable; reflects stable,
no-growth scenario |
| Innovative, high-growth sectors| RONIC > WACC | Understates value; may
underestimate long-term growth|
| Declining industries | RONIC < WACC | Overstates value; risk of
overestimating future returns|

3. Implications for Management and Investors

- Management should evaluate whether assuming RONIC = WACC aligns with their
strategic outlook.
- Investors relying on such assumptions must be cautious, especially in
sectors where competitive advantages or growth prospects suggest RONIC
exceeds WACC.

---

Best Practices and Recommendations

Given the significant influence of the RONIC-WACC assumption, here are best
practices for valuations:

- Avoid blanket assumptions:
Don’t assume RONIC equals WACC without considering industry dynamics and
company-specific factors.

- Use scenario analysis:
Model different scenarios where RONIC is above, equal to, or below WACC to
understand potential valuation ranges.

- Incorporate competitive advantages:
Adjust the terminal growth rate and return assumptions based on the company's
sustainable competitive advantages.



- Align assumptions with strategic insights:
Ensure that assumptions about long-term returns reflect the company’s
strategic position, competitive environment, and industry maturity.

---

Conclusion: The Critical Role of Assumption Selection

In estimating continuing value, how does assuming that RONIC is equal to WACC
affect the importance of valuation accuracy? The answer is fundamental: this
assumption can significantly influence the perceived long-term value of a
business. While it simplifies calculations and may be appropriate for mature,
stable industries, it risks undervaluing (or overvaluing) firms with growth
potential or competitive advantages. Therefore, analysts must carefully
consider the context, industry dynamics, and strategic outlook when making
this assumption.

In essence, the choice to assume RONIC equals WACC is not just a mathematical
convenience; it reflects a fundamental view of the firm’s long-term prospects
and value creation potential. As such, it should be employed thoughtfully,
supplemented with scenario analysis, and grounded in a thorough understanding
of the underlying business environment. Only then can valuation professionals
produce estimates that are both accurate and insightful, guiding sound
investment and management decisions.
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