429
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Analysis of the influence of financial and non-financial factors on

internal enterprise value

While making investment decisions, it is necessary to determine the fair
value of the investment object. If a company created in the form of a joint-stock
company is an investment object, its valuation is usually carried out using market

or income approach. Within the income approach, the weight average cost of
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capital(WACC, including discounted cash flow (DCF)) and adjusted present value
(APV)methods are distinguished.

Factors that determine internal enterprise value can be divided into two
groups:

- factors affecting the value of free cash flows (FCF);

- factors affecting the discount rate.

The amount of future FCF of the firm depends on its sales amount and
structure, profitability of the products, working capital policy, tax rate, investing
activities, etc.

The sales amount is influenced by both financial and non-financial factors.
Among financial factors we can allocate volumes of the production, price of the
products and the marketing costs. Non-financial factors include product quality,
business reputation and its interaction with stakeholders.

We are going to have a close look to our enterprise Z. At the enterprise Z the
expected compound annual growth rate (CAGR)of sales is 2.7%. The enterprise
value, calculated using retro grade DCF, is 302.7 CHF bln. If withothe run changed
factors CAGR soars up to 4%,thentheenterprisevaluewillbe317.5 CHF bln, if it
falls to 2% — 299.0 CHF bin.

The sales structure also has a significant impact on the FCF and on the
enterprise value. If in the forecasting period(during 5 years) enterprise Z will
increase the amount of the products with high trading operating profit margin(more
than 20%)from 37% to 43%, this will be reflected in the EBIT growth.
Furthermore, it will lead to the Z-enterprise value of 4.4 CHF bin higher than with
an unchanged structure.

If the company increases the amount of working capital, its FCF will
decrease. The intensification of the investment activity will reduce FCF in the
nearest future but provide opportunities for its growth in the long-time term.
Reducing the tax rate by government leads to increasing in FCF, but this also
drives to an increase in the discount rate (by reducing the tax shield). For example,
changes in USA tax legislation (effective corporate income tax rate declined from
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40% to 27% [1]) increased ourZ-enterprise value by 15.1 CHF bin. An important
factor is also the level of expected growth rate beyond the forecast period which
usually depends on GDP growth of the countries where the company operates. The
growth rate for company Z is 2.07%. It is weight average long-term forecasted real
GDP growth, provided by OECD [2].

The discount rate is influenced by following factors: credit rating of a
company (it is the basic for company default spread calculation during the process
of debt rate determination), default probability of countries in which the company
operates (that affects both debt rate and equity rate), alternative return that can be
obtained by investor on the capital market (risk-free rate and market risk premium
(MRP) [3]), operational and financial risks of the company that influenced beta,
correlation between volatility of the company’s stock and volatility of the capital
market as a whole, capital structure of an enterprise, as well as various non-
financial indicators that may affect debt rate (for example, the reputation of
company, its impact on environment, etc.).

Country risk premium (CRP) includes the country's default risk and the
stock market volatility. If the average weighted CRP for enterprise Z will rise from
1.04% to 1.4%, then the company's value will drop to 20.3 CHF bin. The growth of
MRP and risk-free rate will increase the alternative profitability of the investor and
it can provide the boom of the discount rate. In the global environment, there is a
tendency of increasing interest rates (for example, for 10Y T-bonds USA). The
value of enterprise Z will decrease by 1.6 CHF bin. because of the growth of the
risk-free rate from 2.3% to 2.4%.

The capital structure has an impact on cost of capital in both possible
directions: direct and indirect. On the one hand, equity rate is usually higher than
the debt rate, since investors' risks are higher than those of creditors. Investors’
income depends on the profitability of a company, while creditors will receive their
principal amount and interest regardless of the success of company’s activity. On

the other hand, an increase in the share of debt leads to a boom in creditors' risks,
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which is reflected in the growth of debt rate. Therefore, company should find a
balance between the value of sources of capital raising and their riskiness.

If the company's cash flows are denominated in a currency other than USD
(which is the basis for calculation of all global return rates), the expected level of
inflation for the USD and national currency will also have a significant effect on
the discount rate.

Consequently, a lot of financial and non-financial factors have an influence
on the internal enterprise value. Disclosure the changes in all these factors in time,
understanding the power and the direction of their influence provide the investor
with the opportunity to make the right investment decisions and receive a profit in
a future.
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Kopnopamii

EdexTuBHICTD 1 pe3yabTaTUBHICTh AISUIBHOCTI KOpropaiii Oe3mocepenHbo
3QJICKUTh B1JI paIlioHAIBLHOCTI (JOpMYBaHHS 1 BUKOPUCTaHHs Horo kamitamy. s
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