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Shareholder Value Creation

Invested EBIT
Capital

Invested Capital x ROIC
240.0

ROIC Required for Growth Available to Investors
Invested Capital x Growth EBIT - Required for Growth

80.0 160.0
WACC

Valuation
Available to Investors / (WACC -
Growth)

Growth 3,200.0
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Corporate Investment vs Financing Decision

Optimizing ROIC Optimizing WACC

Investing Decision Financing Decision

Operational Efficiencies
New Markets Capital Structure

New Products Cost of Equity
Acquisitions Cost of Debt
Divestitures

Shareholder Value Creation
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Invested Capital

Assets = Liabilities + Equity

Cash
Idle Capital
(Book Value) Debt

(Book Value) Capital

(Book Value) Equity
(Book Value)

Capital

Net Operating
Invested Capital Assets
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Return On Invested Capital

Assets = Liabilities + Equity

Cash

Interest Income (Book Value)

Debt

(Book Value) Interest Expense

Net Operating
Assets
(Book Value) Equity
(Book Value)

EBIT * (1 - Tax)

Net Income

FINANCIALEDGE!

1

Disaggregating Return On Invested Capital

EBIT * (1 - Tax)

oc  f-|

Invested Capital

EBIT * (1 - Tax) Sales

o -

Sales

.

Profitability

Invested Capital

II

Efficiency

| I
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ROIC Example - International Airlines Group

Long term planning goals 2019-2023
Multinational airline ) —
TEIgEIY] SUSEEAE Investment grade zone

holding company
Profitability EBITDAR:
i ~€7.2bn

average per annum

British Airways

Balance sheet &

Aer Lingus cash flow _
Capex:

. 6% per annum average €2.6bn p.a
Iberia
Equity FCF
Average EPS growth
average per annum

Vuelina
R

Cash return to i ordi ivi 4 ing after-tax profit
201 7 ROlC 16.0% +addiﬁona|renllnr:'sysubjecttox ic/i ot ic growth opp piﬁes
IAG capital markets presentation 2018
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Company Lifecycle - Single Product Company

Product (Service) Life Cycle

r Introduction Growth Maturity Decline
Low Sales Increasing Sales Constant Sales Reducing Sales
High Costs Reducing Costs Reducing Costs Constant Costs
Mo Profits Some Profits Increasing Profits Reducing Profits
o
S / \
]
w
- Source: Damodaran

ime
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Profitability EBIT / Sales

Efficiency Sales/IC

ROIC EBIT/IC
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Investment Decision - “Boston Box”

1

* Tool designed to analyze company
strategy

+ Allows management to identify
growth opportunities

« Easily linked to financial strategy

* Developed by Boston Consulting
Group

High

Question
Mark

Rate of

market &
growth N
Cash Cow
Low
High Low
Relative market share
5 FINANCIALEDGE!

Investment Decision - “Boston Box” and Lifecycle Combined

1

Growth
High

* High Business Risk
+ Neutral cash flow
* Increasing profitability

* High profitability

High

Rate of
market
growth Maturity
* Medium business risk
* Positive cash flow
Low

Relative market share

Introduction

* Very high business risk
+ Negative cash flow
+ Negative profitability

Low

10 FINANCIALEDGE!
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Investment Decision and IB

Corporate Investment IB M&A
Decision Mergers & Acquisitions

Divestitures

Restructuring

Joint ventures

+ Operational efficiencies
* New markets, products

* Acquisitions & divestitures

Spin-off
Organized by Industry Sectors
Consumer Financial Industrial Natural Real Estate Tech Media Financial
Retail & Institutions Resources & Telecom  Sponsors
Healthcare
’ FINANCIAL EDGE!
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Financing Decision - WACC

COSt Of debt Based on market rates - pricing the company’s debt in today’s market environment

e kd = rf + spread
« rf: government bond yield
« Spread: reflects company'’s long term credit rating

COSt Of eq u Ity Capital asset pricing model

e ke = rf + 3 x market risk premium

* Minimum return is always rf, market risk premium additional return generated by equity markets (measured through stock market
index), beta measures company’s exposure to market risk (economic changes, interest rates, regulation)

* MRP & beta: external sources

WACC Based on long term capital structure of company
_ debt _ equity
¢ WACC = kd Xtotalcapital X (1 t) thkex totalcapital

« Total capital = debt + equity (at market value)
FINANCIALEDGE!
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Company Lifecycle - Financing Sources

1

Product (Service) Life Cycle

.
Introduction Growth Maturity Decline
Low Sales Imcreasing Sales Constant Sales Reducing Sales
High Costs Reducing Costs Reducing Costs Constant Costs
Mo Profits Some Profits Increasing Profits Reducing Profits
8 || Equity Equity Debt financing Debtgcapacity
e || financing, :| financing, due to strong reduces as
insufficient :| some dept cash flows compan
cash flow for capaci shrinks
debt
Time
FINANCIAL EDGE!
Company Lifecycle - Shareholder Returns
Product (Service) Life Cycle
;o
Introduction Growth Maturity Decline
Low Sales Increasing Sales Constant Sales Reducing Sales
High Costs Reducing Costs Reducing Costs Constant Costs
Mo Profits Some Profits Increasing Profits Reducing Profits
Equity Equity Debt financing t capacity
g financing, financing, ;| due to strong
@ || insufficient cash some deb :| cash flows
flow for debt capacit : shrinks
/ :
No cash for No gash for :| Pressure for Dividends, no
dividends. Need |: | di¥idends. :| dividends and new
for equity |_¢Potential for :| share buy backs investment
- | IPO : opportunities

Time
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Financing Decision and IB

Companies aim to minimize their
cost of funding whilst maintaining

Weighted Average Cost of Capital

20.00%

=1
S 15.00% a stable credit rating and the
£ 1000% J ability to finance new projects
2 5.00% -
o
v
0.00%
Low Leverage High
— — —ACC

» Corporate Finance

* Equity Capital Markets

* Investment Grade Capital Markets
* Leverage Finance Capital Markets
* Structured Finance

* Corporate Derivatives

Corporate Financing Decision

* Equity capital
* Debt capital
* Risk management

FINANCIALEDGE!
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Company Lifecycle - IB as Partner

Product (Service) Life Cycle

7
Ilyl(llergers & Acquisitions

i
Introduction - Growth Maturity Decline
Low Sales - Increasing Sales : Constant Sales Reducing Sales
High Costs Reducing Costs Reducing Costs Constant Costs
Mo Profits Some Profits Increasing Profits Reducing Profits
Equity : | Equity /| Debt financing
«» | | financing, - | financing, i | due to strong
B | | insufficient : | some debt cash flows
@ || cash flow for : | capacity
debt

Vi
Merchant /‘Edﬁjity Capital Corporate Lev. Finance
Banking arkets - IPO Finance Capital
Markets
Time
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www.FE.training

Please do not redistribute these materials without the express
permission of Financial Edge Training.
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