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. = § § a % § 2 § § § § 5 The value of an investment project is determined by the cash flows it is expected to
S 8§ 8 f:i RS 8 = produce. In this chapter, we have discussed valuing investment opportunities using dis-
/ == 8w . el e i counted cash flow (DCF) analysis that can be implemented using the three-step process
= \% % " § %‘ . § :8:5 g outlined below:
Sl SSERzeg 4 . :
e s - o : Steps Project Valuation
slg - oo Bl ol Step 1: Forecast the amount and timing Forecast project FCF.
g § E E §“ S5 § §» §» ?F of future cash flows.
h - o 2; i’ 8§ 3805 &3 Step 2: Estimate a risk-appropriate Combine the debt and equity discount rate,
o _ “ =l # discount rate (covered in Chapters 4 and 5). | which is the weighted average cost of capital
a v S SE|l 8 888 g Step 3: Discount the cash flows. Discount the project’s FCF using the WACC
bl A 5 e o w| e to estimate the value of the project as a whole.
uwy § 8 ] § v [=3 &5
8 B % ] § g ! S S The main focus of this chapter is on identifying and forecasting the incremental
sEiles = B = revenues and costs that are required to estimate expected cash flows. Although cash flow
analysis is a key element in investment valuation, the process used to make forecasts is
2 + necessarily subjective and fraught with potential estimation errors. Consequently, cash
; ? flow forecasting is part art and part science. This does not mean that the analyst should
= 5«3‘ simply throw caution to the wind and engage in crystal-ball gazing. Good forecasting is
Ll | grounded in sound economic analysis and rigorous attention to the details of proper cash
% ~ = S flow definition.
g = " g % Key learning points from this chapter are that forecasting is hard work and it is
I+ =5 A 3 subject to potentially very large errors. To minimize the effect of these forecast errors,
) f *:u)f % ‘g 3 %’D 5 good analysts follow a three-pronged approach: First, they take the forecasting problem
S =3 =8 B £ e very seriously and utilize all the information and technology they have at their disposal
E £ g ’§ L] c% to arrive at their forecast. Second, as we will discuss in Chapter 3, they do post-forecast
= 2 e risk analysis, which helps them prepare for a wide range of possible outcomes. Third, to
the extent possible, they try to maintain flexibility in how the investment is implemented
so that they can respond to unforeseen future events. We will have more to say about

this latter point in Chapters 3 and 12.

EXERCISES

2-1 CALCULATING PRESENT VALUES Calculate the present value of each of the following
cash flow streams. Use a discount rate of 10%.

a. $500 received at the end of five years
b. $500 received annually for each of the next five years
c¢. $500 received annually for each of the next fifty years

d. $500 received annually for 100 years

Plant, and Equipment (Beginning Balance)

ation Expense (Depr)

2-2  CALCULATING THE INTERNAL RATE OF RETURN Singular Construction is evaluating
whether to build a new distribution facility. The proposed investment will cost Singular

hange (increase or decrease) in operating net working capital ONWC (¢ — 1) = ONWC (1)

Analysis of the Investment in Operating Net Working Capital
Analysis of Property, Plant and Equipment Needs
Net Property Plant and Equipment (Ending Balance)

Operating net working capital (ONWC)
Capex (purchases plus sales of fixed assets)

Table 2-5 continued
I

plus: Capital Expenditures (Capex)

Legend:
Sales

Net Property,
less: Depreci
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