
Hart House Investment Club

Saadat Hussain

Discounted Cash Flow Analysis
July 2015 



DCF Overview

Projected after-tax unlevered free cash flows

Forecast period should be long enough so that business reaches a steady state by the end of  

period and incorporates a cycle (if  a cyclical industry)

Typically 5 to 10 years

Terminal value

Value of  perpetual cash flows following end of  forecast

Terminal year should best mirror company's normalized future steady state

Discount rate

Weighted average cost of  capital (“WACC”)

Depends on capital structure (typically weighted average cost of  equity and debt)

WACC should reflect optimal and sustainable capital structure and underlying estimate of  

business risk

Enterprise Value

•PV of cumulative 
cash flows to all 
claim holders

Unlevered Free Cash 
Flow “UFCF”

•+ EBIT*(1-tax)

•+ Depreciation & Amortization

• - Capital Expenditure

• - ∆ in Working Capital

Discounted Rate

•Weighted Average 
Cost of Capital 
“WACC”



Discount Rate

Cost of  Equity Cost of  Debt

• Capital Asset Pricing 

Model

– Risk-Free Rate

– Beta of  Security 

– Market Risk Premium

• Expected Market 

Return 

• Risk-Free Rate

• Yield-to-Maturity of  

existing straight bonds 

on the company’s 

statements 

• Look up the credit rating 

for the firm and estimate 

a default spread based on 

the rating



Free Cash Flows

I. Estimate Current Earnings of  Firm

II. Consider the Firm’s Investment into the 

Creation of  Future Growth



Growth Rate

• Historical Growth Trends and Patterns 

• Consensus Growth Estimates 

• Fundamental Growth Breakdown 

– How much are they investing?

– What are the investments yielding?



Terminal Value

• Gordon Growth Approach 

– This “constant” growth rate is called a stable growth 

rate and cannot be higher than the growth rate of  

the economy 

• Exit Multiple Approach 

– The multiple that is used in this portion of  the 

valuation can be derived from the Comparable 

Company Analysis 



Diluted Shares Outstanding

• Treasury Stock Approach

– This method adds the proceeds from the exercise of  

options to the value of  the equity before dividing by 

the diluted number of  shares outstanding

• Problems with this method include:

– Fails to consider the time premium on the options

– Problems with out-of-the-money options



Study the Target

• This exercise involves determining the key 

drivers of  financial performance (in particular 

sales growth, profitability, and FCF generation), 

which enables you to craft (or support) a 

defensible set of  projections for the target



Project Free Cash Flow I

• The target’s projected FCF is driven by assumptions 

underlying its future financial performance, 

including sales growth rates, profit margins, capex, 

and working capital requirements

• Historical performance, combined with third party 

and/or management guidance, helps in developing 

these assumptions. The use of  realistic FCF 

projections is critical as it has the greatest effect on 

valuation in a DCF



Project Free Cash Flow II

• In a DCF, the target’s FCF is typically projected 

for a period of  five years, but this period may 

vary depending on the target’s sector, stage of  

development, and the predictability of  its FCF

• The goal is to project FCF to a point in the 

future when the target’s financial performance is 

deemed to have reached a “steady state” that can 

serve as the basis for a terminal value calculation



Calculate WACC

• In a DCF, WACC is the rate used to discount 

the target’s projected FCF and terminal value to 

the present

• It is designed to fairly reflect the target’s 

business and financial risks

• WACC is dependent on capital structure



Determine Terminal Value

• Given the challenges of  projecting the target’s FCF 
indefinitely, a terminal value is used to quantify the 
remaining value of  the target after the projection 
period

• The terminal value typically accounts for a 
substantial portion of  the target’s value in a DCF. 
Therefore, it is important that the target’s financial 
data in the final year of  the projection period 
(“terminal year”) represents a steady state or 
normalized level of  financial performance



Calculate Present Value

• The target’s projected FCF and terminal value 
are discounted to the present and summed to 
calculate its enterprise value. Implied equity 
value and share price (if  relevant) can then be 
derived from the calculated enterprise value

• As a DCF incorporates numerous assumptions 
about key performance drivers, WACC, and 
terminal value, it is used to produce a valuation 
range rather than a single value



Pros vs. Cons


