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A Perspective on Including Brand Premium in Valuation

Akhil Jain

In contemporary markets, companies such as Nike, Apple, Microsoft, and Coca-Cola are frequently regarded as
quintessential examples of strong brands, reflecting their significant consumer recognition and association. However,
the concept of a "brand" extends beyond mere recognition, encompassing both historical and modern interpretations.
Etymologically, the term "brand" originates from the Old Norse word brandr, meaning "to burn," a reference to the
practice of marking livestock with heated iron to signify ownership. This rudimentary form of branding has since
evolved into a complex, intangible asset that significantly affects the valuation of firms.

Brand valuation has become increasingly important in a world where intangible assets represent a considerable
portion of a company's market capitalization. In fact, the financial value of brands is often a significant factor in
corporate strategy, influencing mergers, acquisitions, and market positioning. Brands not only create consumer
loyalty but also generate substantial economic advantages. This paper aims to explore the brand's value from the
standpoint of an investor, emphasizing the financial and market implications of brand equity in firm valuation. The
discussion covers the definition and quantification of brand equity, the brand's contribution to company revenue, and
its integration into various valuation methods.

Defining Brand and Brand Equity

Maurya and Mishra (YEAR) have categorized brand perspectives into two primary domains: the customer
perspective and the firm perspective. From a customer's standpoint, a brand provides both functional and emotional
value. Consumers associate brands with quality, status, and reliability, which drives purchase decisions. From a firm’s
perspective, however, the brand is a conditional, intangible, and legal asset, signaling perceived value to stakeholders.
This perceived value spans both functional and psychological dimensions, underscoring the broader role of the brand
in conveying benefits to its audience.

The concept of brand equity, as defined by Kirk, Ray, and Wilson (YEAR) and grounded in Aaker's (1992)
foundational work, is linked to the brand's name and symbolic representations. Brand equity refers to the additional
value that a product receives due to its brand name as opposed to being generic. Aaker’s (1992) model divides brand
equity into four components: brand awareness, perceived quality, brand loyalty, and brand associations. These
elements together create a form of intangible value that is reflected in customer loyalty, premium pricing, and greater
market share.

The Value of a Brand

Brands derive value from several sources that ultimately contribute to a firm's financial performance and market
positioning. The following factors highlight key elements in understanding the value of a brand:

Higher Revenue: Brands with high equity typically generate higher revenues due to their ability to command premium
prices and achieve higher sales volumes. This can be quantitatively assessed by comparing a company's Asset
Turnover Ratio against the industry standard. A well-established brand can charge a higher selling price (pricing
power) and achieve high sales (units), which significantly enhances the company's revenue generation potential.

Cost of Capital/Interest Rate: A strong brand can also influence the firm's cost of capital. Companies with well-
known, reputable brands are often viewed as less risky investments, allowing them to secure financing at lower
interest rates. This is particularly relevant in industries where capital is a critical input. As the cost of debt decreases,
the firm's overall valuation increases due to lower discount rates in discounted cash flow (DCF) analysis.
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Brand Premium in Valuation Models

Understanding how the value derived from a brand is incorporated into valuation models is crucial for both investors
and analysts. Two widely used valuation methods—discounted cash flow (DCF) analysis and relative valuation
methods—can both capture brand premium, albeit in different ways.

Discounted Cash Flow (DCF) Analysis

The Discounted Cash Flow (DCF) model is widely used to estimate a company’s intrinsic value by projecting its
future cash flows and discounting them to the present. The inclusion of brand premium within the DCF model occurs
through various mechanisms, including revenue growth and the cost of capital. These factors influence both the
numerator (future cash flows) and the denominator (discount rate) in the DCF equation, allowing brand equity to be
fully reflected in a firm's valuation.

The general DCF formula is:

. CF
Intrinsic Value (V) — Z j

t=1

Where:
eV = Intrinsic value of the firm
e CF,= Cash flow in period ttt
e 1= Discount rate (commonly the firm’s Weighted Average Cost of Capital or WACC)
e t=Time period
e n = Number of forecast periods
1. Revenue Growth Driven by Brand Equity

Brand equity plays a crucial role in driving revenue growth, as brands with high consumer recognition and loyalty
can command higher sales volumes and premium pricing. This can be quantitatively modeled by projecting future
revenues based on historical brand performance, consumer demand, and pricing power. For example, brands like
Apple and Nike achieve high revenue growth because their strong brand image enables them to charge premium
prices and attract loyal customers (Aaker, 1996).

Let’s break this down in terms of revenue growth and cash flows:
C'F; — (Revenue; — Costs;) x (1 — Tax Rate)

Revenue in each period ttt is influenced by brand equity in two ways:

e Higher sales volumes: Brands with strong recognition have a larger customer base and can expand market
share faster than lesser-known brands. This leads to increased unit sales.

¢ Premium pricing: Brands like Apple and Louis Vuitton, which are associated with luxury or high
performance, can charge significantly higher prices than competitors. This pricing power enhances revenues
without requiring proportional increases in cost.

As shown by Keller (2003) and Aaker (1992), brand equity leads to higher customer loyalty, which reduces price
elasticity of demand and stabilizes revenue streams, even during economic downturns.
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2. Cost of Capital and Its Relation to Brand Perception

Another way brand premium is captured in the DCF model is through the cost of capital. The Weighted Average
Cost of Capital (WACC) represents the overall rate that a company is expected to pay to finance its assets, and it
serves as the discount rate in the DCF formula. WACC can be lowered by a strong brand because the perception of
lower risk leads to more favorable debt and equity terms (Damodaran, 2009).

The WACC formula is given by:

WACC = E “rEp + E rp-(1-T)
V V '
Where:
e E = Market value of equity
e D =Market value of debt
e V =E+ D = Total market value of the firm’s financing (equity + debt)
e 1t = Cost of equity
e r1p=Cost of debt
e T =Taxrate

Lower Cost of Debt (rp):

A strong, reliable brand reduces perceived business risk, making it easier and cheaper for a firm to raise debt.
Companies with higher brand equity are perceived as safer investments by lenders, leading to a lower cost of debt
(rp). For example, when Coca-Cola issues bonds, it can typically secure lower interest rates than lesser-known
competitors because its brand equity implies stable future cash flows.

Lower Cost of Equity (rg):
Similarly, a powerful brand reduces the required return for equity investors. The Capital Asset Pricing Model
(CAPM) is typically used to estimate the cost of equity:

TE = Tf+ 8- {T'rrl - rf]

Where:
e rr= Risk-free rate
e [} =Beta (systematic risk of the firm)
e 1, = Expected market return

A firm with high brand equity generally has a lower beta, as strong brands tend to perform better in downturns,
reducing overall volatility. For example, Apple's brand enables it to weather market shifts better than competitors,
stabilizing its stock price and reducing the equity risk premium (Damodaran, 2016).

Impact on the Discount Rate:

Lowering either the cost of debt or cost of equity will reduce the WACC, which in turn increases the present value
of future cash flows, thereby raising the firm’s intrinsic value:
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Therefore, brand premium indirectly raises firm value by improving financing conditions.
Empirical Evidence from Literature

Numerous studies have confirmed the link between strong brands, higher cash flows, and lower costs of capital. For
instance, Mizik and Jacobson (2008) found that firms with strong brands demonstrate higher profitability, driven by
both increased revenue and operational efficiency. Similarly, Barth, Clement, Foster, and Kasznik (1998) found that
brand-related intangibles significantly affect firm valuation, with investors attributing a higher value to companies
with strong brand equity, as these brands are perceived to be less risky investments.

Furthermore, research by Srivastava, Shervani, and Fahey (1998) supports the idea that brand equity enhances
shareholder value by improving customer loyalty, reducing costs, and enhancing cash flows. These outcomes are
consistently reflected in both DCF models and relative valuation metrics, demonstrating the substantial financial
impact of strong brands.

Relative Valuation

Relative valuation methods, such as price-to-earnings (P/E) ratios and enterprise value to earnings before interest,
taxes, depreciation, and amortization (EV/EBITDA) multiples, are also used to assess the value of a firm relative to
its peers. These multiples can capture the value of brand equity in the following ways:

P/E Multiple: The earnings per share (EPS) of a company with strong brand equity is often higher due to the premium
pricing and increased sales volumes that the brand generates. This makes the P/E multiple an effective metric for
comparing companies with varying levels of brand equity. However, the real value derived from the brand is already
included in the EPS, so the brand's premium is indirectly reflected in the firm's valuation.

EV/EBITDA Multiple: Similarly, brand value is reflected in the EBITDA figure, as brands with premium status can
drive higher operational efficiency and cost management. The multiple accounts for the tangible and intangible assets,
with brand equity enhancing the firm’s EBITDA margins. Again, the value derived from the brand is embedded
within the company's earnings before interest, taxes, depreciation, and amortization, and any resulting brand premium
is captured through this multiple.

Understanding the Difference between Value and Price

While the market may be willing to pay a premium for a well-known brand, it is important to distinguish between
price and value. Price, often influenced by market sentiment, is reflective of what investors are willing to pay for a
brand at a specific point in time. Market sentiment can be volatile and subject to factors such as consumer trends,
brand perception, and macroeconomic conditions. In the short term, this can lead to overvaluation or undervaluation
of a brand, depending on how it is perceived by investors and consumers (Mizik & Jacobson, 2008). Price can
fluctuate dramatically due to temporary factors, such as a brand's association with a celebrity or a viral marketing
campaign, but these influences might not necessarily align with the brand's intrinsic ability to generate sustainable
returns.

On the other hand, value is a more stable and intrinsic concept. It is determined by the brand's ability to generate
sustainable cash flows over time. Strong brand value arises from elements such as customer loyalty, pricing power,
and the firm’s ability to deliver consistent quality and innovation. Research suggests that brands with high equity
tend to outperform others in both revenue generation and customer retention (Keller, 2003). As noted by Damodaran
(2009), a brand's value is directly linked to its ability to contribute to long-term financial performance, which is
ultimately a function of future cash flows, risk, and growth prospects.

Investors must be cautious not to overestimate the premium associated with brand recognition alone. While brand
awareness and recognition are key components of brand equity, they do not guarantee long-term profitability unless
they are accompanied by operational excellence, innovation, and sustained consumer loyalty (Aaker, 1996). A well-
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recognized brand can carry immense goodwill in the short term, which is often reflected in elevated stock prices or
higher acquisition valuations (Keller & Lehmann, 2006). However, this goodwill can evaporate if the brand fails to
maintain its market position, innovate, or meet evolving customer expectations. For instance, the decline of
previously dominant brands like Kodak and Nokia underscores the risk of relying on brand equity without
corresponding operational performance (Schnaars, 1998).

A brand’s long-term value is therefore dependent on its ability to generate consistent and meaningful returns. Brands
that cannot translate recognition into sustainable profit margins, market share, or innovation may experience a
depreciation in their value over time, regardless of their short-term price performance. For this reason, analysts
emphasize the importance of aligning brand valuation with broader financial metrics such as return on invested capital
(ROIC), free cash flow generation, and long-term growth forecasts (Rust, Zeithaml, & Lemon, 2004). These metrics
offer a more accurate reflection of a brand’s contribution to a firm’s intrinsic value, compared to market price, which
is subject to transitory fluctuations and investor speculation.

In this context, it is important to view brand equity not merely as a marketing metric but as a financial asset that must
demonstrate its worth through tangible business outcomes. Research in both marketing and finance highlights that
brands delivering consistent returns over the long term, such as Apple, Microsoft, and Coca-Cola, demonstrate a
strong alignment between their brand equity and financial performance (Kapferer, 2012). This alignment is key for
investors looking to assess the true value of a brand beyond short-term market sentiment.

Conclusion

In conclusion, the inclusion of brand premium in firm valuation is both a nuanced and necessary aspect of modern
financial analysis. Strong brands like Nike, Apple, and Coca-Cola not only drive consumer loyalty and premium
pricing but also serve as critical intangible assets that enhance a firm's financial performance and market positioning.
Whether assessed through DCF or relative valuation models, the value of a brand is ultimately reflected in the firm's
ability to generate increased revenues, reduce its cost of capital, and enhance its overall profitability. However, a
clear distinction between price and value must be maintained, with investors focusing on the brand's long-term
capacity to generate sustainable returns. Brands will continue to play an integral role in corporate valuation, and
understanding their financial impact is essential for any investor or financial analyst.
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