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intuitive, intuitive, because they're like getting income from work in real life and then pay for their expenses - they represent how much cash flow portions are intuitive because they are like getting income from working in real life and then paying for your expenses - they represent how much you earn in cash after paying expenses and taxes. But the discount
rate is specific for financing. It represents risk and potential returns - a higher rate means more risk, but also a higher potential yield. A company is worth more when its cash flows or cash flow growth rates are higher, and it costs less when they are lower; a company also costs less when it is riskier or when expectations are higher. The last part is directly an
account rate. If the company's discount rate and cash flow growth rate remain the same forever, the investment analysis will be very simple: just connect the numbers to this formula, see how much the company costs, and compare it with the current value of the company. But it never happens! Companies grow and change over time, and often they are riskier
and have higher growth potential in previous years, and then they become less risky later. Evaluation is more than a simple formula, because we have to project changes in the interest rate and the rate of growth of cash flow. And there are two ways to do this by extending this simple formula into a real assessment. First, you can project the company's cash
flows until it reaches maturity within 5, 10, 15 or even 20 years, and then maintain your discount and the growth rate of cash flows the same after that in the Terminal Period. Then you add up the values in each period to get the total implied value of the company. This is known as the Internal Score, and the analysis of discounted cash flows is the best
example. The second approach is to use multiple valuations as a reduction, skip these long-term forecasts, and value a company based on what other similar companies in the market are worth. These tutorials focus on the first approach because it is more interesting to demonstrate and it is more important in financial interviews. The first step of this
approach - DCF analysis - is the company's cash flow project. There are many types of Cash Flow, but in DCF, you almost always use what's called Unlevered Free Cash Unlevered FCF should reflect only elements of financial statements that are available to all investors in the company, and which are repeated on a consistent, predictable basis for the core
business. In practice, this means that an unconnected FCF should only include income, value of goods, goods, Taxes, depreciation and amortization, and sometimes some other non-cash adjustments, changes in working capital and capital expenditures. You ignore net interest expense, other income/ (expenses), most non-cash adjustments, most of the
cash flow from the Investing Out Cash Flow Statement section, and all cash flow from the Funding section. The case study scenario here is that Michael Hill's share price has fallen by a huge amount over the past year (50%) as he announced plans to exit the U.S. market and its Emma and Roe stores. Management believes that the company is being
significantly undervalued and has encouraged your firm to value the company and advise on their best options. How to calculate uns looking free cash flows: Revenue revenue forecasts for retailers depend on th stores and in-store sales, as well as contributions from other channels such as e-commerce. We're breaking down Michael Hill's revenues into
regions: Australia, New ealand and Canada, because Australia and New 'ealand are more mature and have lower growth potential. The number of stores is expanding slightly in both regions, but it is expanding much more in Canada, moving from 83 to 100 for the period shown here. In-store sales initially increased by 6.5% per year in Canada, but fell to
3.0% by the end; NAB starts with negative growth, but recovers and eventually slows to 2-3% annual growth. Revenue per segment is equal to the average number of stores in the segment, one-time sales per store for the year: How to calculate unsightly free cash flow: expenses and cash flow forecasts vary across the region, and we simply forecast
operating income or EBIT (Earnings before interest and taxes). The margin for ANU here falls slightly in the first two years, then recovers and rises to levels corresponding to their historical figures (15.5 per cent for Australia and 22.5 per cent for New York). For Canada, margins are gradually increasing from 11% to 15% as growth slows in the future.
Corporate overheads for everything outside of individual stores such as headquarters, CEO, accountants, marketing team, etc., and it's a simple % of the income here. Capital Expenditures (CapEx) are purchases of long-term goods that will last more than 1 year and will benefit the business for many years to come. It is divided into CapEx's growth for new
stores here, based on the th new stores and the annual cost of opening each new store, as well as the maintenance of CapEx to maintain and upgrade existing stores. Spending in both categories has increased at a low single-digit rate over time. You can see a summary of spending forecasts here: How to calculate Free Cash Flow: Together full projections
of unlevered FCF - NOPAT and D'A/- Deferred Income Taxes /- Net Change in Working Capital - CapEx And We Know That NOPAT and EBIT (1 - Tax Rate). Rate). represents the company's profit from the core business after tax, ignoring the capital structure. First, we need to take stock of income and EBIT by looking at all segments and converting
Canadian dollars (CAD) and NDDs back into Australian dollars (AUD) based on anticipated exchange rates. We then do the same for EBIT and convert each region's EBIT into AUD and deduct corporate overheads. Depreciation and amortization are an acknowledgement of CapEx's previous expenses over the years; we make sure that it stays slightly under
CapEx since the company is still growing, even near the end of the period. We add this to NOPAT, as it is a non-cash expense that has reduced EBIT before and saved the company on taxes. Deferred income taxes represent the difference between income taxes and what a company actually pays in cash. He fluctuates a lot here, so we just make it a low tax
rate and write down modest cash tax breaks for the company. It could increase or decrease the UFCF, but here, it increases it. The net change in working capital is due to the time difference between registering income and receiving it in cash, as well as recording expenses and paying them in cash. For example, if a customer pays but does not pay in cash
immediately, but still receives the product, the company lists it as income, even if his cash balance has not grown. Changing WC usually reduces cash flow for retailers who have to order products before selling them (Inventory), but this often increases cash flow for companies that collect cash in advance. Here it fluctuates greatly, so we just use simple, low
interest (25-30% of income change) to project it. It's also unusual that it's positive for retailers like Michael Hill, which means that working capital boosts its cash flow, but aspects of its business model may explain that. Finally, we deduct capital expenditures (CapEx) as they also reduce the company's cash flow; we figured them out in the previous phase.
Summing up all these points, we calculate and predict unlevered FCF over a 10-year period: Unlevered FCF - NOPAT - D'A /- Deferred Income Taxes /- Net Changes in Working Capital - CapEx You can see the entire formula in Excel below: Unassuming FCF growth should slow down over time, And by the end of 10 years, it should be around the rate of
GDP growth or inflation (1-3%) that is here. INSED ACCESS Master of Financial Modeling as it is performed in real life. The basic intuition here is that we can pay: Annual free cash flow/rateFor discount investment if cash flow flows the same thing every year and we focus on the specific return on our investment (known as the discount rate in DCF). Why?
Think about if you could make an investment that earned $100 in cash flow each year. You are focused on the return of 10% of your investment. How much could you pay for it?$ 1000 because $1,000 and 10% and $100 in cash flow each year. You can use the NPV feature in Excel with $100 in cash flow each year (e.g. NPV (10%, a long series of $100,
which you have entered in successive cells)) to verify this. NPV, or net current value, is a number - something we could afford to pay for a number of cash flows at this rate of return we are targeting. Intuition - Growth in cash flowsIt works fine if there is no growth and cash flows remain the same every year, but what if they grow? Well, in this case we can
afford to pay more than $1,000 and still get the same 10% return... because there is growth! Specifically, we can now pay: First year free cash flow / (Discount Rate - FCF Growth Rates) for this investment. In calculating the terminal value, that first year of free cash flow is written as the last year of Projected Free Cash Flow (1 ) ... because we are going one
year BEYOND at the end of our forecast period in the model. By subtracting the growth rate of the denominator, we make the denominator less... which makes the amount we can pay significantly more. If cash flows grow faster, the denominator becomes even smaller and the number becomes even greater. If cash flows grow more slowly, the denominator
becomes larger and the number becomes smaller. Let's say cash flows start at $100 and grow by 3% per year. We focus on a 10% discount. NPV here will be $1,429, or $100/ (10% - 3%). Why does it work? why can we pay $1429 and still get that 10% yield? The yield on the year 1 is $100/$1,429, or 7.0%, but then by year 5, it's $113/$1,429, or 7.9%. And
then as you keep going, the yield gets higher and higher... because we have growth. By year 20, it's $175/$1,429, or 12.3%. Thus, for all these years in the future, on average goes to 10%... because it is LESS than 10% in the first years and more than 10% much later. Thus, the weighted average, taking into account the cost of time, still goes to 10% of the
yield on which we were guided. Algebra behind Gordon GrowthPlease see the video for this part - it's almost impossible to explain in text form. Gordon Growth Method Summary We care about this because everyone uses this formula to calculate the terminal value in DCF, but hardly anyone explains where it comes from. The basic idea is that you can pay
more a company that is growing its cash flows than for one that is not growing its cash flows. And to present this, you use the formula: Final Year, Projected Free Cash Flow Period (1) FCF FCF Rate) / (Discount rate - FCF Growth Rates) To approximate the amount you could pay for free cash flows in the terminal period - which is the terminal value in THE
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