
The Present Value Of Free Cash Flows Is $15
Million And The Present Value Of The
Horizon Value Is $100
The Present Value Of Free Cash Flows Is $15 Million And The Present Value Of The
Horizon Value Is $100 — these figures are critical indicators in the realm of valuation analysis,
reflecting the current worth of a company's expected future cash flows and terminal value.
Understanding how these components are calculated and their implications for investors, financial
analysts, and business owners is essential for making informed decisions. This article provides a
comprehensive overview of the concepts of present value, free cash flows, horizon value, and their
significance in valuation, along with practical insights into their application in real-world scenarios.

---

Understanding Present Value in Business Valuation

What Is Present Value?
Present value (PV) is a financial concept that determines the current worth of a sum of money or
cash flows that are expected to be received in the future. It accounts for the time value of money —
the idea that money available today is worth more than the same amount in the future because of its
potential earning capacity.

Mathematically, the present value is calculated as:

\[ PV = \frac{FV}{(1 + r)^n} \]

Where:
- FV = Future value
- r = Discount rate (often the company's cost of capital)
- n = Number of periods

This formula extends to multiple cash flows, with each future cash flow discounted back to its
present value.

The Role of Discount Rate
The discount rate reflects the risk profile of the investment and the opportunity cost of capital. A
higher discount rate results in a lower present value, emphasizing the risk associated with the cash
flows.

---



Free Cash Flows (FCF): Definition and Significance

What Are Free Cash Flows?
Free Cash Flows are the cash generated by a company's operations that is available for distribution
among all security holders — debt and equity holders alike. They are a vital measure of a company's
financial health and its capacity to generate cash that can be used for expansion, dividends, or debt
repayment.

The typical formula for Free Cash Flows is:

\[ FCF = Operating Cash Flows - Capital Expenditures \]

Alternatively, it can be derived from net income with adjustments for non-cash items and changes in
working capital.

Importance of FCF in Valuation
Free Cash Flows serve as a key input in valuation models, especially the Discounted Cash Flow
(DCF) model. They provide an unbiased view of the cash a company can generate, making them
preferable over earnings metrics which can be manipulated.

---

The Discounted Cash Flow (DCF) Valuation Method

Overview of DCF
The DCF method estimates the value of an investment based on its expected future free cash flows,
discounted back to their present value using an appropriate discount rate. This approach allows
investors to assess whether a business is undervalued or overvalued relative to its intrinsic worth.

Step-by-Step DCF Calculation
1. Forecast Future Free Cash Flows: Project FCF for a specific period (typically 5-10 years).
2. Determine the Discount Rate: Usually the company's weighted average cost of capital (WACC).
3. Calculate Present Value of FCFs: Discount each forecasted cash flow back to today.
4. Estimate Terminal (Horizon) Value: The value beyond the forecast period, representing all future
cash flows.
5. Calculate Present Value of Horizon Value: Discount the horizon value back to the present.
6. Sum of Present Values: Add the present value of forecasted FCFs and the horizon value to
estimate total enterprise value.

---



The Significance of Horizon Value in Valuation

What Is Horizon Value?
Horizon value, also known as terminal value, represents the estimated value of a business beyond
the explicit forecast period. It captures the value of all future cash flows after the forecast horizon,
assuming a stable growth rate.

Methods to Calculate Horizon Value
The most common method is the Gordon Growth Model, which assumes perpetual growth at a
constant rate:

\[ Horizon\,Value = \frac{FCF_{n+1}}{r - g} \]

Where:
- FCFₙ₊₁ = Free cash flow in the first year after the forecast period
- r = Discount rate (WACC)
- g = Perpetual growth rate

Alternatively, some analysts use an exit multiple approach, applying a valuation multiple to the final
year's cash flow.

Why Is Horizon Value Important?
Horizon value can often constitute a significant portion of the total valuation, especially for mature
companies with stable future growth. Recognizing its impact is crucial for accurate business
valuation.

---

Interpreting the Given Valuation Figures

Present Value of Free Cash Flows: $15 Million
This figure indicates that the discounted sum of projected free cash flows during the explicit forecast
period is valued at $15 million. It reflects the core operational cash flows the business is expected to
generate in the near term.

Present Value of Horizon Value: $100
The horizon value's present value is relatively negligible at $100, which suggests a few possibilities:
- The terminal or perpetual cash flows are expected to be minimal or declining.



- The perpetual growth rate (g) is very low, or the discount rate (r) is high.
- The business may be in a declining industry or nearing the end of its productive life.

Overall Business Valuation
Adding both components:

\[ \text{Total Enterprise Value} \approx \$15\, \text{million} + \$100 = \$15.0001\, \text{million} \]

This suggests that the valuation is predominantly driven by the projected free cash flows, with the
horizon value making an almost negligible contribution.

---

Implications for Investors and Business Owners

Investment Decision-Making
- The high value of FCF indicates strong operational performance.
- The minimal horizon value suggests limited growth prospects or approaching maturity.
- Investors may interpret this as a sign to evaluate the sustainability of cash flows.

Strategic Business Planning
- Business owners might focus on strategies to enhance future cash flows to increase the present
value.
- Understanding the horizon value can help identify growth opportunities or decline risks.

Valuation Sensitivity
- Small changes in discount rate or growth assumptions can significantly impact valuation.
- Regular reassessment ensures that valuation remains accurate and reflective of current market
conditions.

---

Conclusion

The figures — a present value of free cash flows at $15 million and a horizon value of only $100 —
highlight the importance of thorough valuation analysis. Free cash flows form the backbone of
enterprise valuation, especially when projected accurately and discounted at an appropriate rate.
Meanwhile, the horizon value, though often heavily weighted in mature businesses, can be minimal
if future growth prospects are limited.



For investors and business stakeholders, understanding these components enables better decision-
making, whether assessing investment opportunities, planning corporate strategy, or preparing for
mergers and acquisitions. The key takeaway is that a business’s intrinsic value hinges on its ability
to generate cash flow, both in the near term and beyond the forecast horizon, with the present value
calculations providing a clear snapshot of these prospects today.

---

Keywords: Present Value, Free Cash Flows, Horizon Value, Discounted Cash Flow, Business
Valuation, Terminal Value, Financial Analysis, Investment Decisions, Enterprise Value, Discount
Rate

Frequently Asked Questions

What does a present value of free cash flows of $15 million
indicate about a company's financial health?
It indicates that the discounted value of the company's expected free cash flows over a specific
period is $15 million, reflecting its ability to generate cash that can be used for growth, debt
repayment, or dividends.

How is the horizon value of $100 significant in valuation
models?
The horizon value of $100 represents the estimated value of the company's cash flows beyond the
forecast period, assuming a stable growth rate, and contributes to the total valuation.

What is the total enterprise value based on these present
values?
The total enterprise value is the sum of the present value of free cash flows ($15 million) and the
present value of the horizon value ($100), totaling $15.1 million.

Why might the horizon value be significantly lower than the
free cash flows' present value?
Typically, the horizon value is calculated at a future point and discounted back to present value,
often resulting in a lower figure, especially if a high discount rate or low long-term growth
assumptions are used.

How do changes in discount rates affect the present value of
free cash flows and horizon value?
An increase in discount rates decreases the present value of both free cash flows and horizon value,
reflecting higher risk or required return, while a decrease has the opposite effect.



What strategies can a company use to improve its free cash
flow and horizon value?
A company can improve free cash flow and horizon value by increasing revenues, controlling costs,
optimizing working capital, investing in growth opportunities, and managing capital expenditures
efficiently.

Additional Resources
The Present Value Of Free Cash Flows Is $15 Million And The Present Value Of The Horizon Value Is
$100: An In-Depth Analysis of Valuation Metrics and Their Implications

---

Introduction: Understanding the Fundamentals of
Business Valuation

In the realm of financial analysis and investment decision-making, valuation metrics serve as the
cornerstone for assessing a company's worth. Among these, the calculation of the present value (PV)
of free cash flows (FCFs) and the horizon (or terminal) value stands out as critical components,
especially in discounted cash flow (DCF) models. The statement that “the present value of free cash
flows is $15 million and the present value of the horizon value is $100” encapsulates a nuanced
picture of a company's valuation, revealing insights into its cash-generating capabilities and future
growth prospects.

This article seeks to unpack this assertion comprehensively, exploring what these figures imply, how
they are calculated, and what they reveal about the company's financial health and investment
potential. We will delve into the methodologies behind PV of FCFs and horizon value, analyze the
significance of their relative magnitudes, and discuss the broader implications for stakeholders.

---

Section 1: Dissecting the Present Value of Free Cash
Flows ($15 Million)

What Are Free Cash Flows?

Free cash flow represents the cash generated by a company's operations that is available for
distribution among all security holders—both debt and equity investors—after accounting for capital
expenditures necessary to maintain or expand the asset base. It is calculated as:



- FCF = Operating Cash Flow - Capital Expenditures

This metric is vital because it reflects the company's ability to generate cash internally, fund growth
initiatives, pay dividends, reduce debt, or buy back shares.

Calculating the Present Value of FCFs

The PV of FCFs is derived through a discounted cash flow analysis, which involves projecting future
free cash flows over a forecast period and then discounting them back to their present value using
an appropriate discount rate, typically the weighted average cost of capital (WACC).

The general formula:

- PV of FCFs = Σ (FCF_t / (1 + r)^t)

where:

- FCF_t = Free cash flow in year t
- r = discount rate (WACC)
- t = year number

In our context, the total present value of the forecasted free cash flows is $15 million, indicating
that, based on the projections and discount rate used, the company's operational cash flows are
valued at this amount today.

Implications of a $15 Million PV of FCFs

A PV of $15 million suggests that, based on current and projected cash flows, the company's core
operations are expected to generate a cumulative value of $15 million in today's dollars. This figure
is often considered the "intrinsic value" of the company's ongoing operations, excluding any terminal
or horizon value.

Key insights include:

- The company's operational performance appears modest, possibly indicating a startup, a declining
business, or a company in a mature industry with stable but limited growth.
- Investors and analysts might compare this figure against the company's current market
capitalization to assess whether the stock is undervalued or overvalued.
- The PV of FCFs forms the foundation for further valuation components, notably the horizon or
terminal value.

---



Section 2: Deciphering the Horizon or Terminal Value
($100)

What Is Horizon or Terminal Value?

In valuation models, horizon value (also called terminal value) estimates the value of all cash flows
beyond the explicit forecast period. Since projecting cash flows indefinitely is impractical and
uncertain, analysts typically assume a perpetual growth rate or adopt other assumptions at a certain
point in time, known as the horizon year.

The horizon value captures the expected value of the business at the end of the forecast horizon,
representing the residual value of the company after detailed projections conclude.

Methods of Calculating Horizon Value

Two prevalent approaches are used:

1. Perpetuity Growth Method:

- Assumes cash flows grow at a constant rate g beyond the forecast period.

- The formula:

Horizon Value (HV) = (FCF_{n+1}) / (r - g)

- Where FCF_{n+1} is the free cash flow in the first year after the forecast period.

2. Exit Multiple Method:

- Applies a valuation multiple (e.g., EBITDA multiple) to a financial metric at the horizon year.

In the given statement, the present value of the horizon value is $100. This suggests that, after
discounting, the terminal or residual value of the business is relatively insignificant compared to the
PV of free cash flows, or that the model assumes a very low or zero growth rate, or perhaps the
valuation period is short.

Implications of a $100 Horizon Value

A horizon value of only $100, when discounted to its present value, indicates that the anticipated
future residual worth of the business is minimal relative to the PV of current cash flows. Several
interpretations are possible:

- The business is expected to decline sharply after the forecast period.
- The company operates in a declining industry with limited future prospects.



- The valuation model employs conservative assumptions, such as a low or negative growth rate.
- The discount rate applied is high, reducing the present value of future cash flows and terminal
value.

Notably, the horizon value's present value being just $100 (versus $15 million for free cash flows)
may suggest that the company’s long-term prospects are limited or that the terminal period's cash
flows are minimal.

---

Section 3: The Relative Magnitudes and Their
Significance

Contrasting the PV of FCFs and Horizon Value

The stark contrast between the $15 million PV of free cash flows and the mere $100 PV of horizon
value offers rich analytical insights:

- Dominance of Operating Cash Flows: The bulk of the company's valuation hinges on its current and
near-term operational cash flows, with minimal contribution expected from long-term residual value.
- Perception of Business Longevity and Growth: A negligible horizon value may indicate expectations
of business decline, obsolescence, or limited scalability.
- Impact of Discount Rate and Growth Assumptions: A high discount rate or conservative growth
assumptions for the terminal period can drastically diminish the horizon value.

In essence, the valuation suggests a scenario where the company’s current cash-generating ability is
valued at $15 million, but its future prospects beyond the explicit forecast are virtually negligible.

Implications for Stakeholders

- Investors: Might view the company as a short-term opportunity with limited long-term growth, or
as a distressed asset.
- Management: Could interpret this as a signal to focus on operational efficiency and immediate cash
flow improvements rather than long-term expansion.
- Valuation Adjustments: Analysts may scrutinize the assumptions behind the horizon value
calculation, questioning whether the low residual value accurately reflects the company's potential.

---

Section 4: Broader Context and Practical



Considerations

Relevance in Real-World Valuation Scenarios

While the figures provided are simplified, they mirror real-world valuation challenges:

- Industry Specifics: Industries with rapid technological change or obsolescence often have low or
negative terminal values.
- Company Lifecycle: Startups or declining firms often exhibit similar valuation profiles.
- Market Conditions: Economic downturns or sector-specific crises can depress horizon values.

Limitations and Potential Pitfalls

- Relying solely on these figures without understanding the underlying assumptions can mislead
investors.
- The valuation's sensitivity to discount rates, growth assumptions, and cash flow projections
necessitates thorough scenario analysis.
- Small horizon values may not account for strategic assets, brand value, or intangible assets not
captured in cash flows.

Recommendations for Stakeholders

- Perform Sensitivity Analyses: Test how variations in growth rates and discount rates impact the
horizon value.
- Assess Qualitative Factors: Consider intangible assets, market positioning, and management
quality.
- Compare Against Market Data: Cross-validate valuation figures with comparable companies and
market benchmarks.

---

Conclusion: Interpreting the Numbers in Context

The statement that “the present value of free cash flows is $15 million and the present value of the
horizon value is $100” underscores the importance of understanding valuation components beyond
mere numbers. It reveals a scenario where the company's current operational cash flows are the
primary value drivers, while its long-term residual value remains minimal.

For investors and analysts, such a valuation profile prompts critical questions: Are the assumptions
conservative or realistic? Does the business have sustainable competitive advantages? Is the low
horizon value a cause for concern or a reflection of industry realities?



Ultimately, these figures serve as a starting point for deeper analysis, emphasizing the need to
critically evaluate underlying assumptions, market conditions, and strategic prospects. Proper
interpretation ensures that stakeholders make informed decisions based not only on quantitative
metrics but also on qualitative insights into the company's future trajectory.

---

In Summary:

- The PV of free cash flows ($15 million) signifies the present worth of a company's operational cash-
generating ability.
- The horizon value’s PV ($100) indicates a low expected residual value beyond the explicit forecast
period.
- The disparity highlights a potentially limited long-term outlook or conservative valuation
assumptions.
- A comprehensive valuation considers these figures within the broader context of
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