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What is DCF?
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What are DCF and WACC?

Imagine investing m today with a BUEW/S return.

Time |0/ 12 3

Cash flow 100.0 110.0 121.0 133.1

x (1#10.0%) x (1+10.0%) x (1+10.0%)

I )
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What are DCF and WACC?

But what if it happened in reverse? You are offered 133.1in 3 years time,
and you require a 10.0% return. How much should you pay now ?

T N S S—
Cash flow m 110.0 121.0 13311

| 1+10.0%) [ (1#10.0%) [ (1+10.0%)

The 100.0 represents the present The investor’s 10.0% required return also represents
value of a133.1future cash flow. a cost of capital of 10.0% for the company being invested in.

A DCF takes a cash flow occurring in the future and
calculates how much would be paid for it today.
FINANCIALEDGE'
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What is Discounted Cash Flow?

A CASH FLOW FORECAST :: | Q
DISCOUNTED TO “TODAY'S” VALUE m’
AN “INTRINSIC” NOT RELATIVE

&3

NORMALLY CALLED DCF

VALUATION TOOL

IS THE MODELER’S VIEW OF VALUE

FINANCIALEDGE!
What is Discounted Cash Flow?
Absolute value
ires sign'lﬁccmt
. Req expertise
Detailed modeling
. itivity to
High sensitivity
gc:ssumptlons
Focus on cash
FINANCIALEDGE!
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DCF Steps

FINANCIALEDGE!

N $

Forecast free Calculate Calculate Discount cash Walk from
cash flows to weighted terminal value flows to today enterprise
steady state average cost value to
(normally 5 or of capital implied share
10 years) (wacc) price using
the bridge
FINANCIAL EDGE!
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Forecasting Free Cash Flows

FINANCIALEDGE!
o Generated by the
Cash flows "free” from operational business
impact of financing
decisions or unlevered
NET
Operating profit
Ev DEBT AFTER taxes:
O
after taxes — NOPAT
EQUITY
Available to pay ALL OR
providers of finance,

. Earnings before interest
(debt and equity) after after taxes — EBIAT
satisfying all investment

requirements

FINANCIALEDGE!
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Free Cash Flow ( ;

EBIT Adjusted operating profit

Tax on EBIT EBIT * long run tax rate Cash flows “free” from
impact of financing
decisions or unlevered

NOPAT / EBIAT Net operating profit after taxes Available to pay ALL
providers of finance,
(debt and equity)

D&A A non cash item
Capex Investment in PP&E Change in long
term assets
'|'I— Change in OWC Cash used by extra investment in OWC
-I-I— Other Changes in other operating assets / liabilities
ﬂ Free cash flow Cash flow produced by operations
FINANCIALEDGE!
Weighted Average
Cost of Capital

FINANCIALEDGE!
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) (
Cost of debt 5% I 10% | Cost of equity
J \

I I
B3 1+ ) LX
I
Proportion Proportion

of debt of equity

Weighted average cost of capital - WACC

The valuation is very sensitive to WACC. Cost of net debt and
especially cost of equity are difficult to accurately calculate

FINANCIALEDGE!

Terminal Value
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NOW INFINITY
FORECAST PERIOD STEADY STATE
| 1
: Free cash flows : e lerminal value
| | R
I Years1-5 I Gl e Year 6 - infinity
| OR | of value, very OR
sensitive to .
: Years1-10 : Gssumptions Year11 - |nf|n|ty
| |
| |
| |
I I TV. = FCF, * (1 + growth) Growing
: : "7 (WACC — growth) | [el=ifelciling
| |
1 | FINANCIAL EDGE!
Growing perpetuity Terminal EV multiple
FCF 1+
Formula 1y, =+ TV, = LTM EBITDA, * Multiple
(w—2g)
Sense L TVn _ (W= TV, — FCFy)
check EV multiple = LTM EBITDA,, LT growth rate = —FCFH TV,

TV = Terminal value

ﬂ = FCF in final year of forecasting ]

u = Growth rate in perpetuity ]
w = WACC

FINANCIALEDGE!

© 2023 Financial Edge Training




FINANCIALEDGE!

Company Characteristics

ETR . LT capital
approaches Mg{ggﬁzr;%ve structure
MTR achieved

opgggct:?wes High cash Stable
LT inflation conversion capex

.

STEADY STATE

FINANCIALEDGE!

Discounting

FINANCIALEDGE!

© 2023 Financial Edge Training 9
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‘ Period 1 ‘ Period 2 ‘ Period 3 ‘ Period 4 ‘ Period 5

Cash flow FCF5

Terminal value

Discount factor

Present value

Sum of PV of FCFs

PVof TV

Enterprise value

FINANCIALEDGE!

Enterprise Value
to Equity Bridge

FINANCIALEDGE!
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o
The Bridge
NET DEBT
Enterprise value
ENTERPRISE VALUE - Net debt
® ﬂ Equity value
EQUITY No shares outstanding
v = Share price
L
FINANCIALEDGE!
Assets not valued
by the DCF
°
NON CORE ASSETS The Brldge
NET DEBT .
Enterprise value
- Net debt
DEBT EQUIVALENTS - [
ENTERPRISE VALUE )
® Nel Equity value
No shares outstanding
EQUITY .
! Share price
([ ]
FINANCIALEDGE!
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Mid Year Adjustment

FINANCIALEDGE!

FCF FORECAST

—— O

e

—

-

In reality, cash flows happen evenly throughout the year, not the end of the year

—~

—— 0

N

! N

N

N

Valuation date Yearlend Year 2 end Year 3 end
Period 1 Period 2 Period 3 Period 4 Period 5
FCF1 FCF2 FCF3 FCF 4 FCF5
X 1 1 1 1 1
Discount factor (1 + WACC)S +WAcO)'™s (1 + WACC)?S 1+ WACO)* (1 + WACC)™
FINANCIALEDGE!
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TV USING GROWTH PERPETUITY

Terminal value calculation using
growth perpetuity implies that cash
flows continue falling in the middle of
the year for eternity and beyond.

Discount terminal value
by 1/ (1+wacc)4s

|
1
i FCF5+TV
1
1
1
1
FCF, S I
FCF,
FCF,
FCF, 1‘ T
0 0.5 1 15 2 25 35 4 45 5
| | | | | | | | | |
| | | | | | | | | |
1 1 1 1 1

(1 + wacc)05 (1 + wacc)*s (1 + wacc)?s

(1 + wacc)3s (1 + wacc)*s

FINANCIALEDGE!

TV USING EXIT MULTIPLE

Terminal value calculation using an exit I
H H LTM
multiple assumes thqt the company is S e v
v0|ued on the bCISIS Of LTM EBITDA at terminal value for year 5
H —
the end of the forecast period. by 1/
(1+wacc) FCFg+TV
1
(1 + wacc)’
FCF,
FCF,
FCF, T T |
0 0.5 1 1.5 2 25 45 5
l l l l l l l l
| | | | | | | |
1 1 1 1
(1 + wacc)05 (1 + wacc)ts (1 + wacc)?5 (1 + wacc)3s (1 + wacc)*s
FINANCIALEDGE!
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TWO APPROACHES

Growing perpetuity Terminal EV multiple

FCF, * (1 +
Formula TVaop) = (“L)g) TV, = LTM EBITDA,, * Multiple
w—g
TVhmmy
Sense L TVage * (1 +w)05 W T wyos ~ FCFn)
EV multiple = ———r7—— LT growth rate =
check LTM EBITDA, TVaoumy
FCF, + Tt w)os

= Terminal value

= FCF in final year of forecasting

= Growth rate in perpetuity

= Multiple method

=WACC

= Growing perpetuity method

FINANCIALEDGE!
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