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DISCOUNTED CASH FLOW (DCF)
ASSESSMENT METHOD AND ITS USE IN ASSESSMENT OF A PRODUCER COMPANY

The present day theory and practice of assessment of enterprises is characterized by the existence of many 
different methods of assessment. One of its reasons is that the requirements for assessing of enterprises have 
considerably changed during the recent years. At the same time, the advancement in the science on enterprises 
has led to development of new assessing concepts and methods.
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Metoda procjenjivanja na osnovi diskontiranog protoka gotovog novca i uporaba te metode u procjen-
jivanju proizvodne tvrtke. Sadašnja teorija i praksa procjenjivanja poduzeća obilježena je postojanjem više 
različitih metoda. Jedan od razloga što je tome tako jest da su se zahtjevi za procjenjivanjem poduzeće znatno 
izmijenili tijekom prošlih godina. U isto vrijeme, napredak znanosti o poduzećima doveo je do razvoja novih 
ideja i metoda procjenjivanja.

Ključne riječi: proizvodna tvrtka, diskontirani protok gotovine, metoda procjenjivanja

INTRODUCTION

The methods of discounted cash fl ows (DCF methods) 
belong to the most frequently used revenue methods. These 
methods are linked up with the developed capital market, 
frequent and transparent transactions with enter-
prises and suffi cient quantity of reliable data.

DISCOUNTED CASH FLOW METHODS

It is characteristic for the DCF methods 
that the value of an enterprise is determined by 
discounting future cash fl ows. When determin-
ing the discount rate, the DCF methods lean 
on the models of theory of capital market and 
the CAPM (Capital Asset Pricing Model). As 
a result of enterprise assessment, the market 
value of the overall capital, or the market value 
of the own capital, named as “Shareholder 
Value“ are determined.

The mentioned methods of assessment are 
supported by the following requirements [1]:
- there are no transaction costs and no seg-

mentation of the market,
- the market subjects have homogeneous 

expectations,

- information is free of charge,
- the costs of own, loan and overall capital are known,
- the tax rate, costs of loan capital and the entrepreneurial 

risks are constant, the costs of own capital are deter-
mined by the capital structure.
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THEORETICAL FRAMEWORK
OF THE DCF ENTITY MODEL

The most frequently used way of express-
ing the DCF methods is the Entity-Approach on 
the basis of Free Cash Flow. In this method, the 
value of an enterprise depends on the expected 
netto incomes that can be provided by the en-
terprise. However, the long term development 
of incomes is mostly connected with a high 
degree of uncertainty. The strategic analysis 
should reveal the development potential of the 
enterprise, on the basis of which it is possible to 
make a framework for the prediction of the fu-
ture development of economic variables [2].

The strategic analysis should solve two 
basic groups of questions: what is the po-
tential of the market on which the fi rm acts 
(gross domestic revenue, branch of industry 
in which the fi rm aacts, taxes, interest rates, 
development of prices and wages), and what 
is the internal potential of the assessed fi rm 
like (strong and weak sides, competition).

The fi nancial analysis, as a part of the as-
sessment of the fi rm, has two functions [3]:
- to check the fi nancial soundness of the 

enterprise,
- to create the basis for the fi nancial plan.

The results of the strategic assessment 
and fi nancial analysis are the basis for the 
delimitation of the free cash fl ow.

The free cash fl ow can be determined ac-
cording to the following scheme [3]:
1. + profi t from the operation activity before 

taxation,
2. – income tax,
3. = profi t from the operation activity after 

taxation,
4. + write-offs,
5. + expenses of the future time periods,
6. = preliminary cash fl ow from the operation 

activity,
7. – investment into working capital,
8. – investment for providing of investment property,
9. = free cash fl ow.

When calculating the value of the enterprise, fi rst the 
value of the overall capital of the enterprise is determined. 
From the loan capital only the interest-bearing loan capital 
is included.

The overall value of the enterprise is determined on 
the basis of two-phase methods, i.e. by discounting of free 
cash fl ows valid for the fi rst phase with calculated interest 

rate to the date of assessment and the continued value of 
the second phase. For calculating the continued value, it 
is possible to use e.g. the Gordon’s formula [4]:

1T
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T
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−

where:

T - value time of the last of the predicted period of time,
ik - average capital costs,
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g - assumed growth rate of free cash fl ow during 
the second phase,

FCFT + 1 - free cash fl ow in the fi rst year after the lapse of 
the fi rst phase.

The value of the own capital is determined by de-
ducting the value of interest-bearing debts to the date of 
assessment from the overall value of the enterprise. The 
result of the assessment is the determination of the market 
value of the own property of the company. The DCF Entity 

method is considered to be the basic method 
of assessment and greatest attention is paid 
to it in practice.

THE APPLICATION OF THE
ASSESSMENT METHOD
DISCOUNTED CASH FLOW ENTITY IN 
THE PRODUCER COMPANY “HUTNÉ 
MONTÁŽE” SLOVAKIA, A.S.

The subject of assessment is the netto 
business property of the company “Hutné 
montáže” Slovakia a.s., in accounting defi ned 
by balance sheet to 31.12.2002. The annual 
fi nancial plans which make the basis for the 
revenue assessment are drafted for the period 
of years 2003 - 2008 (2nd phase).

The assessment of the company was made 
on the basis of information, e.g. history of the 
company, property and debts of the company, 
potential analysis, fi nancial analysis of ac-
count statements.

DETERMINATION OF WEIGHTED
AVERAGE CAPITAL COSTS (WACC)

For the purpose of determining the calculated interest 
rate, the estimation of which leans on the capital market, 
there will be utilized the risk free interest rate increased 
by the risk mark-up.

The fi rst step in the calculation of the WACC is the de-
termination of weights of the individual capital components 
on the overall capital. We use the so called target capital 
structure. The management of the fi rm requires the target 
structure in the proportion of 25 % of own capital and 75 

% of loan capital [5]. The lown capital of the 
company “Hutné montáže” Slovakia a.s. is 
represented by bank credits, leasing fi nanc-
ing and other kinds of credits. Costs on loan 
capital are determined as the weighted average 
of costs on the medium-term bank credit and 
the costs on other loan resources. After recal-
culation, the costs on loan capital are 8,53 %. 
When determining the costs on own capital, 
the European countries use mostly ways based 
on estimations. So, the risks estimation is 
partially subjective. For determining costs on 
own capital, we use the method of risk charge 
[1]. We take into consideration the required 
income return of the owners at the level of 7,26 
% (i.e. “IRR“ of one year “ŠPP“). By the use 
of the risk charge method of 7,5 %, the costs 
on own capital are estimated to reach 14,76 %. 
For the tax rate d we use the value of 19 %. 
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After substituting in the equation [4]:

( )1CK VK
CK VKWACC n d n
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= ⋅ − ⋅ + ⋅

we get WACC = 8,87 %.

The determined data were the basis for the delimitation 
of free cash fl ow. By counting the discounted free cash 
fl ows, we get the present value of the fi rst phase [6].

Recalculation of the value of cash
fl ows for the second phase of assessment

The free cash fl ow for the second phase will be esti-
mated on the basis of the skeleton assumptions of the given 
period of time [7, 8]:

- assumed permanent growth of free cash 
fl ow (g) of 1 % a year,

- constant prices,
- for the DCF Entity model it is necessary 

to determine the calculated interest rate at 
the level of weighted average capital costs 
(WACC), discounting rate (ik) will be de-
termined at the level of 8,7 %.

- the value of the company is determined on 
the basis of Gordon’s formula [4]:
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where FCFT+1 is the estimation of the free 
cash fl ow for the fi rst year after the planned 
period of time.

After taking into consideration all men-
tioned assumptions that made out the basis 
for predicting, we came to this conclusion: 

the market value of the company was esteemed to be 40 
920 €.

CONCLUSION

The choice of estimation method is equally important 
as the data used and interpreted in the assessment method. 
It can be said that the assessment by means of DCF Entity 
most appropriately defi nes the value comprehension of 
the company.

In different countries, various methods and concepts 
are used. Nevertheless, all methods have some advantages 
and disadvantages.

The application of individual methods can have certain 
limits in different areas.


